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INTRODUCTION

he twenty-six essays collected in this book were published over

the last three decades in a variety of academic journals, schol-

arly books, policy report series, and periodicals aimed at the
non-specialist. Several were originally published in electronic periodi-
cals. They share a common theme despite the fact that they were writ-
ten at different times and for disparate audiences. This theme may be
broadly summed up in the term “sound money” as defined by Ludwig
von Mises. According to Mises:

[T]he sound money principle has two aspects. It is affirma-
tive in approving the market’s choice of a commonly used
medium of exchange. It is negative in obstructing the gov-
ernment’s propensity to meddle with the currency system....
Sound money meant a metallic standard.... The excellence of
the gold standard is to be seen in the fact that it renders the
determination of the monetary units purchasing power inde-
pendent of governments and political parties.!

The idea of sound money was present from the very beginning
of modern monetary theory in the works of the sixteenth-century
Spanish Scholastics who argued against debasement of the coinage
by the king on ethical and economic grounds.” The concept of sound

! Ludwig von Mises, The Theory of Money and Credit, 2nd ed. (Irvington-on-Hud-
son, New York: Foundation for Economic Education, 1971), pp. 414-16.

2 Jesus Huerta de Soto, “New Light on the Prehistory of the Theory of Banking and
the School of Salamanca;” Review of Austrian Economics, 9, no. 2 (1996): pp. 59-81;
idem, “Juan de Mariana: The Influence if the Spanish Scholastics,” in Randall G. Hol-
combe, ed., 15 Great Austrian Economists (Auburn, Ala.: Ludwig von Mises Insti-
tute, 1999), pp. 1-12; and Jorg Guido Hiilsmann, The Ethics of Money Production
(Auburn, Ala.: Ludwig von Mises Institute, 2008); and Alejandro Chafuen, Faith and

xi
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money, or “sound currency” as it was then called, was central to the
writings of David Ricardo and his fellow “bullionists” in the early
nineteenth century who argued that the price inflation observed in
Great Britain during and after the Napoleonic Wars was caused by
the suspension of the convertibility of bank notes into gold and silver
mandated by the British government.’ The ideal of the bullionists was
“a self-regulating currency” * whose quantity, value and distribution
among nations were governed exclusively by market forces of supply
and demand.

The sound money doctrine reached the peak of its influence in
the mid-nineteenth century after another great debate in Great Britain
between the “currency” school and the “banking” school. Supporters
of the “currency principle” favored a monetary system in which the
money supply of a nation varied rigidly with the quantity of metallic
money (gold or silver) in the possession of its residents and on deposit
at its banks. Their banking school opponents upheld the “banking
principle,” according to which the national money supply would be
adjusted by the banking system to accommodate the ever fluctuating
“needs of trade” The currency school prevailed in the short run with
the passage of Peel's Act of 1844. But although the currency principle
was basically sound, its policy application was considerably weakened
by two serious errors committed by its proponents. First, they failed
to include demand deposits in the money supply, along with metal-
lic coins and bank notes. Thus while they insisted that every new
issue of bank notes was to be backed 100 percent by gold, they did not
apply the same principle to the creation of new checking deposits. The
result was that the money supply was still free to vary beyond the lim-
its imposed by international gold flows thus subjecting the economy
to continued recurrence of the inflation-depression cycle.

Liberty: The Economic Thought of the Late Scholastics, 2nd ed. (New York: Lexing-
ton Books, 2003).

3 On the bullionist controversy, see Murray N. Rothbard, Classical Economics: An
Austrian Perspective on the History of Economic Thought Volume II, pp. 157-224
and the literature cited therein.

4 David Ricardo, 1838, p. 22.
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This error in the currency school program was compounded
by a second one that further undermined its ultimate goal of sound
money and rendered the economy even more susceptible to cycli-
cal fluctuations. Thus the currency school proposed that the Bank of
England, a governmentally privileged bank with a quasi-monopoly
of the note issue, oversee the application and enforcement of the cur-
rency principle. Of course a monopoly bank with such close ties to
government would have both the incentive and influence to engineer
departures from the principle during a financial panic in order to pre-
vent a widespread bank run that would threaten its own gold reserves.
To avoid a general loss of confidence in the banking system, it needed
to expand its own supply of notes in order to lend to shaky private
banks that did not have sufficient reserves to meet their own deposi-
tors’ demands for redemption. This is exactly what occurred as Peel’s
Act was routinely suspended during panics, effectively guaranteeing
an inflationary bailout of the banks in future crises and intensifying
their inflationary propensity. Peel’s Act thus did not moderate or abol-
ish the business cycle and, indeed, came to be viewed as an imped-
iment to the Bank of England operating as a lender of last resort
during crises. As a result, the currency principle was thoroughly dis-
credited and the ideal of sound money was badly tarnished.

The early opponents of the sound money principle, such as the
anti-bullionists and the banking school, were nearly all naive and
unsophisticated inflationists who either confused money with wealth
or believed that real economic activity was being stifled by a chronic
scarcity of money. But in the late nineteenth century a new and much
more sophisticated opposition to sound money began to develop dur-
ing the debate over the bimetallic standard, a monetary system in
which both gold and silver served as money with their exchange rate
fixed by legal mandate. The bimetallic standard had functioned as the
legal (if not always the de facto) standard for most major countries
except Great Britain from the beginning of the nineteenth century
until the 1870s, when silver was officially demonetized by the U.S.,
France, Italy, Switzerland, Belgium, the Scandinavian countries, and
the newly created German Empire.
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The proponents of the bimetallic standard argued for remoneti-
zation of silver on the grounds that this measure would increase the
money supply and thus arrest the decline in prices under the mono-
metallic gold standard that had begun in the late 1870s. The quantity
theory of money was the foundation of the arguments put forward by
the bimetallists. The theoretical counter-arguments of the advocates
of the monometallic gold standard were completely inadequate to
meet the challenge posed by the quantity theorists. They were based
on the view that the costs of production of mining gold directly deter-
mined the price level, a distortion of classical monetary theory devel-
oped by Ricardo and the currency school.” Paradoxically, although
the gold standard remained intact, at least for the short run, the seeds
for its eventual abolition had been sown because the classical sound
money doctrine had been discredited among economists.

As David Laidler, a modern proponent of the quantity theory,
commented:

[T]he refinement of the quantity theory after 1870 did not
strengthen the intellectual foundations of the Gold Standard.
On the contrary, it was an important element in bringing
about its eventual destruction.... [TThe notion of a managed
money, available to be deployed in the cause of macroeco-
nomic stability and capable of producing a better economic
environment than one tied to gold, was not an intellectual
response to the monetary instability of the post-war period.
The idea appeared in a variety of guises in the pre-war litera-
ture as a corollary of the quantity theory there expounded.®

Thus by the end of the nineteenth century the view that money
should ideally be “stable” in value had fully displaced the classical
ideal of “sound” money, meaning a commodity chosen by the market
whose value was strictly governed by market forces and immune to

5 On the error of the late nineteenth-century monometallists of interpreting clas-
sical monetary theory as involving strictly a cost-of-production theory of the value
of money, see Will E. Mason, Classical Versus Neoclassical Monetary Theories: The
Roots, Ruts, and Resilience of Monetarism—and Keynesianism, ed. William E.
Butos (Boston: Kluwer Academic Publishers, 1996).

6 David Laidler, The Golden Age of the Quantity Theory (Princeton: Princeton Uni-
versity Press, 1991), p. 2.



Introduction XV

manipulation by governments. This new view culminated in the work
of Irving Fisher, who in 1911 formalized the quantity theory in math-
ematical terms and proposed it as a formula for use by politicians and
bureaucrats charged with the task of managing money in the interests
of stability of the price level.” Indeed, it was Fisher and not Keynes who
was the true founder of modern macroeconomics with its aggregative
reasoning and its central notion of politically managed fiat money.® As
the modern monetary theorist and historian of thought, Jiirg Niehans
wrote:

Fisher’s reformulation of the quantity theory of money ... has
successfully survived seventy-five years of monetary debate
without a need for major revision; its analytical content is
accepted today by economists of all persuasions, and in the
present world of fiat money it is actually more relevant than it
was in Fisher’s gold standard world.’

Such was the state of monetary economics when Mises published
his seminal work on The Theory of Money and Credit, in 1912."° In
writing this book, Mises achieved two aims. The first was to recon-
struct monetary theory by integrating it with the subjective-value
theory of price which had been developed by the early Austrian econ-
omists, most notably Carl Menger and Eugen B6hm-Bawerk. By doing
this Mises was able to resolve the so-called “Austrian Circle;” according
to which the value of money could not be explained in terms of mar-
ginal utility because any such explanation involved circular reasoning.
It was this misconception that opened the door to Fisher’s analysis of
money in terms of aggregative variables such as the national money
supply, velocity of circulation of money, the average price level, and so

7 Irving Fisher, The Purchasing Power of Money, Its Determination and Relation to
Credit, Interest, and Cycles, 2nd ed. (New York: Macmillan, 1922); also idem, The
Money Illusion (New York: Adelphi Company, 1928).

8 Cf. Mark Thornton, “Mises vs. Fisher on Money, Method, and Prediction: The
Case of the Great Depression,” Quarterly Journal of Economics 11 (2008): 230-41.

9 Jirg Niehans, A History of Economic Theory: Classic Contributions, 1720~1980
(Baltimore, Md.: The Johns Hopkins University Press, 1994), p. 278.

10 Ludwig von Mises, The Theory of Money and Credit, trans. H.E. Batson, 3rd ed.
(Auburn Ala.: Ludwig von Mises Institute, 2009).
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on, eventually leading to the unquestioned predominance of the mac-
roeconomic quantity theory of money.

Mises’s second accomplishment was to revive the currency
school’s sound money doctrine and correct its shortcomings by sev-
ering its ties with the classical cost-of-production theory of value and
grounding it in modern monetary theory. Friedrich A. Hayek, Mises’s
protégé, further developed the theoretical foundations of the sound
money doctrine in works published in the 1920s and early 1930s."

Unfortunately, Mises’s and Hayek’s ideas on sound money were
ignored, and the stable money doctrine continued in ascendancy after
World War One. The Federal Reserve and other central banks insti-
tuted a regime of managed money and central bank “cooperation”
during 1920s that stifled the natural operation of the gold standard.
In the U.S,, in particular, the Fed engineered a rapid and prolonged
expansion of the money supply through the fractional-reserve bank-
ing system driving interest rates below the “natural” or equilibrium
rate and precipitating bubbles in stock and real estate markets. How-
ever the inflationary monetary policy was not recognized by most of
the American economics profession who were quantity theorists and
stabilizers like Fisher. They focused almost solely on movements in
wholesale or consumer prices, which remained basically unchanged
during the 1920s. Under a sound money regime these prices would
have dropped dramatically to reflect the increased abundance of
goods that resulted from the extremely rapid growth in productivity
and real output that occurred during the decade."

The ultimate effect of the central banks’ manipulation of the
money supply and interest rates was the onset of the Great Depression.
Mises and Hayek had been led by their analyses to anticipate such an

11 The most important of these works are collected in FA. Hayek, Prices and Pro-
duction and Other Works: EA. Hayek on Money, the Business Cycle, and the Gold
Standard, ed. Joseph T. Salerno (Auburn, Ala.: Ludwig von Mises Institute, 2008).

12 On the inflation of the 1920s and the remarkably profound and widespread influ-
ence of the stabilizationist idea on Anglo-American economists, bankers, monetary
policymakers, and politicians during this period, see Murray N. Rothbard, Ameri-
ca’s Great Depression, 5th ed. (Auburn, Ala.: Ludwig von Mises Institute, 2000), pp.
85-135, 165-81.
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occurrence.” Writing in 1932, the eminent Harvard economist and
international monetary expert John H. Williams summarized the Aus-
trians’ position and noted their forecast of the depression:

It can be argued but that for credit expansion prices would
have fallen, and that they should have done so. It was on
such grounds that the Austrian economists predicted the
depression.'*

In contrast to the Austrians, the stabilizers, especially Fisher,
were surprised and totally befuddled by the event. But Hayek knew
exactly where to place the blame, writing in 1932:

We must not forget that, for the last six or eight years, mon-
etary policy all over the world has followed the advice of
the stabilizers. It is high time that their influence, which has
already done harm enough, should be overthrown.”

The stable money doctrine was soon discredited, only to be
replaced by the vastly more inflationary spending doctrine pro-
pounded by John Maynard Keynes, himself a former advocate of sta-
ble money. In its essentials, Keynes's doctrine harked back to John
Law and the so-called “monetary cranks” of the nineteenth century.
Keynes maintained that depression was simply the result of a defi-
ciency of total spending or “aggregate demand,” which was a chronic
condition of the market economy. The only remedy for this prob-
lem, he argued, was government budget deficits that directly injected
money spending into the economy combined with an expansionary
monetary policy to lower interest rates and stimulate private invest-
ment spending. The Keynesian spending doctrine achieved unchal-
lenged dominance in academic economics in the U.S. and Great
Britain shortly after World War Two and by the 1960s was settled

13 See Mark Thornton, “Mises vs. Fisher on Money, Method, and Prediction”; and
idem, “Uncomfortable Parallels,;” www.LewRockwell.com (April 18, 2004). Also see,
Mark Skousen, The Making of Modern Economics: The Lives and Ideas of the Great
Thinkers (Armonk, N.Y.: M.E. Sharpe, 2001), pp. 291-93.

14 John H. Williams, “Monetary Stabilization and the Gold Standard,” in Quincy
Wright, ed., Gold and Monetary Stabilization (Chicago: University Press, 1932), p. 149.

15 Hayek, Prices and Production and Other Works, p. 7.
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doctrine among economic policymakers, who eagerly implemented
cheap-money and deficit-spending policies.

These policies eventually resulted in the accelerating inflation of
the 1960s followed by the chronic stagflation of the 1970s. Like the
earlier stable-money policies, aggregate demand policies led to con-
sequences that were completely unexpected by their advocates and
could not be explained within the Keynesian framework. By the late
1970s, Keynesianism as a policy program had lost its credibility and
it was supplanted by monetarism, a movement led by Milton Fried-
man which had been growing in influence in academic economics
since the early 1960s. But monetarism was nothing more than Fisher’s
stable money principle supported by a seemingly more sophisticated
version of the quantity theory of money restated in Keynesian termi-
nology. Instead of aiming directly at a stable price level, Friedman and
the monetarists advocated that the central bank aim at stabilizing the
growth of the money supply at a rate consistent with a zero or low
long-run rate of inflation. Events soon falsified monetarist predictions
of price and output movements during the mid-1980s, and orthodox
monetarism rapidly declined in influence in academia and, especially,
in the policy arena.

By the early 1990s, a new theoretical consensus in macroeco-
nomics had emerged known as New Keynesian economics, which
synthesized elements of Keynesianism, monetarism, and New Clas-
sical economics, an offshoot of monetarism.'® The policy goal of
this consensus remained stable money, or at least a low and stable
rate of inflation. Although the Greenspan Fed did not articulate this
goal explicitly, the central bank operated in a way consistent with it
throughout the 1990s and consumer price inflation remained moder-
ate and remarkably stable as growth of real output accelerated.

Beginning in 1995, a financial boom developed centered on tech-
nology stocks. Financial writers, media commentators, economists on

16 N. Gregory Mankiw and David Romer, eds., New Keynesian Economics, 2
vols. (Cambridge, Mass.: MIT Press, 1991). For a short description, see N. Greg-
ory Mankiw, “New Keynesian Economics,” in David R. Henderson, ed., The Con-
cise Encyclopedia of Economics, 2nd ed., available at http://www.econlib.org/library/
CEETitles.html.
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Wall Street and in academia, and even Alan Greenspan himself began
to refer to the “New Economy” to designate the combination of low
inflation, rapid productivity and output growth and a booming stock
market that marked the latter half of the 1990s. Blinded by the falla-
cious stable money doctrine which focused narrowly on consumer
price indexes, they all ignored the huge increase in the money sup-
ply that had fueled the boom. But once again the goal of stable money
proved to be chimerical as the Dot-com bubble burst and the economy
plunged into a short-lived recession in 2001. The Fed quickly pumped
the economy out of the slump with a new burst of monetary expan-
sion driving the Fed Funds rate down to 1 percent from 6.5 percent
by mid-2003 and maintaining it at that level for a year. The recovery of
financial markets and the speed up in economic growth by 2003 along
with a continuing moderation of consumer price inflation allayed
most doubts about the inflationary thrust of Fed policy and restored
confidence in the stable money program. Still there were a handful of
critics who warned that a massive housing bubble was forming as early
as 2003, but they were ignored or ridiculed as “doomsayers” or “gold
bugs.” Most were either Austrian economists or bankers and financial
commentators who had discovered and were influenced by the sound
money tradition of Mises, Hayek and Rothbard."”

Despite their recent experience with the meltdown of the 1990s
New Economy, the stable money enthusiasts inside and outside the
economics profession were incorrigible and proclaimed that the econ-
omy had passed into a new era of long-run stability in the economy
beginning in the mid-1980s. This new era they dubbed “The Great
Moderation.” The term was even used as the title of a speech delivered
in 2004 by then Federal Reserve Board Governor and leading macro-
economist Ben Bernanke.'® Another leading light of macroeconomics

17 On Austrians who forecast a housing bubble in 2003-2004, see Mark Thornton,
“The Economics of Housing Bubbles,” in Randall G. Holcombe and Benjamin Pow-
ell, eds., Housing America: Building Out of a Crisis (New Brunswick, N.J.: Transac-
tion Publishers, 2009), pp. 237-62.

18 Ben S. Bernanke, “The Great Moderation,” speech delivered at the meetings of the
Eastern Economic Association, Washington, D.C. (February 20, 2004), available at
http://www.federalreserve.gov/BOARDDOCS/SPEECHES/2004/20040220/default.htm.
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Robert Lucas declared in 2003, “[the] central problem of depression-
prevention has been solved, for all practical purposes.”

The whole notion of the Great Moderation trumpeted by estab-
lishment macroeconomists was uncannily reminiscent of the “New
Era” of permanent prosperity proclaimed by Fisher and other sta-
ble money economists in the 1920s. The dawning of both eras was
attributed to the adoption of new and improved money management
techniques by the Fed. As was the case in the 1920s and the 1990s,
however, the relative stability of the price level misled the stabilizers
into ignoring or denying the growth of dangerous asset bubbles. Thus
the Great Moderation ended in the spectacular deflation of the stock
market and real estate bubbles followed by the financial crisis and
stunning collapse of several iconic financial institutions. In the U.S.,
the crisis culminated in the longest recession since World War Two.

After the latest debacle caused by the stable money program,
almost all mainstream macroeconomists were compelled to abandon
the mathematical models and policy prescriptions of New Keynes-
ianism in their search for an explanation and a remedy. They beat a
headlong retreat straight back to old-fashioned Keynesianism with
its emphasis on investor irrationality, wayward financial markets and
the pervasive tendency of the public to “hoard” The recovery polices
that they now recommended were designed to pump up spending
through deficit financing and a zero interest rate. Several eminent
macroeconomists even advocated the deliberate creation of inflation-
ary expectations among the public as a legitimate tool of monetary
policy.® They argued that spending would be stimulated if people

19 Robert E. Lucas, “Macroeconomic Priorities;,” Presidential Address to the Ameri-
can Economic Association (January 10, 2003), p. 1. Available at http://home.uchi-
cago.edu/~sogrodow/homepage/paddress03.pdf.

20 See for example Paul Krugman, The Return of Depression Economics and the Cri-
sis of 2008 (New York: W.W. Norton & Company, Inc., 2009); N. Gregory Mankiw,
“The Next Round of Ammunition,” Greg Mankiw’s Blog: Random Observations
for Students of Economics (December 16, 2008), available at http://gregmankiw.
blogspot.com/2008/12/next-round-of-ammunition.html; Kenneth Rogoft quoted
in Rich Miller, “U.S. Needs More Inflation to Speed Recovery, Say Mankiw, Rogoft,”
Bloomberg.Com (May 19, 2009) available at http://www.bloomberg.com/apps/news?
pid=20601109&sid=auyuQIA1IRVS.
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were convinced that the value of their money “would melt away over
time.”*! Others have put forward bizarre schemes, such as a tax on
holding money, for forcing the nominal interest rate below zero and
thereby stimulating investment spending.” The Keynesian spending

doctrine is back with a vengeance!

Fortunately, there is a sound money alternative whose influ-
ence has grown prodigiously in the past decade. It is based on the
works of Mises, Hayek and especially Murray Rothbard. By the end
of World War Two, the Austrian School had been forgotten and the
sound money doctrine was in danger of falling into oblivion until it
was revived in the early 1960s by Rothbard, Mises’s leading Ameri-
can follower. Rothbard made notable advances in the doctrine and
sustained and promoted it in his copious writings. By the mid-1970s,
Rothbard’s efforts started to bear fruit as a growing number of young
Austrian economists in academia began to publish articles and books
on money and business cycles from an Austrian perspective. Despite
Rothbard’s untimely death in 1995, the new millennium dawned with
the Austrian sound money paradigm thriving—but still ignored by
the mainstream.

The bursting of the housing bubble and the meltdown of finan-
cial markets changed all this. A small number of economists and par-
ticipants in financial markets forecast these events using the Austrian
theory of the business cycle, which gives the only coherent expla-
nation of booms, bubbles, and depressions. Word spread quickly
through the banking and financial sector and among the general pub-
lic via the Internet. Soon several high-profile financial pundits and
other members of the official media were publically recognizing and

21 Krugman, The Return of Depression Economics, p. 75.

22 See N. Greg Mankiw, “Reloading the Weapons of Monetary Policy;” Greg
Mankiw’s Blog: Random Observations for Students of Economics (March 19, 2009),
available at http://gregmankiw.blogspot.com/2009/03/reloading-weapons-of-mone-
tary-policy.html. For a deeper theoretical analysis of this scheme, see Marvin Good-
friend, “Overcoming the Zero Bound on Interest Rate Policy; Federal Reserve Bank
of Richmond Working Paper Series (August 2000) available at http://www.rich-
mondfed.org/publications/research/working_papers/2000/wp_00-3.cfm.
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embracing the Austrian analysis. Even a few mainstream financial
economists were stimulated to give it a sympathetic hearing.”

Prominent (and not-so-prominent) mainstream economists were
nonplussed, if not alarmed, by this spreading challenge to their author-
ity and attempted to respond to it by engaging Austrian business cycle
theory on blogs and in popular periodicals.** But these attempts were
little more than hysterical diatribes based on a very inadequate knowl-
edge of the literature and a profound misconception of the nature and
claims of the theory® In the meantime, the doctrine of sound money;,
with Austrian monetary and business cycle theory at its core, has con-
tinued to flourish and grow and has emerged as the main challenger to
the collapsing Keynesian spending paradigm. This book is intended as
a contribution both to the theory of sound money and to the eventual
restoration of a free and unhampered market in money.

The book comprises essays that were written for different pur-
poses and with different audiences in mind and that therefore cannot
be separated into neat categories. Nevertheless, for expository pur-
poses a division of the book into five parts suggests itself. Part One

2 For instance, Jerry H. Tempelman, “Austrian Business Cycle Theory and the
Global Financial Crisis: Confessions of a Mainstream Economist,” Quarterly Journal
of Economics, 13, no. 1 (2010): pp. 3-15.

24 See, for example, J. Brad DeLong, “The Financial Crisis of 2007-2009—Under-
standing Its Causes, Consequences—and Possible Cures,” presented at MTI-CSC
Economics Speaker Series Lecture, Singapore, September 5, 2009, available at http://
www.scribd.com/doc/9719227/Paul-Krugman; idem, “What Is Austrian Econom-
ics,” Grasping Reality with Both Hands (April 6, 2010), available at http://delong.
typepad.com/sdj/2010/04/what-is-austrian-economics.html; John Quiggin, “Aus-
trian Business Cycle Theory; Commentary on Australian and World Events from a
Social Democratic Perspective (May 3, 2009), available at http://johnquiggin.com/
index.php/archives/2009/05/03/austrian-business-cycle-theory. Another uncom-
prehending critique of Austrian business cycle theory written by a leading Keynes-
ian macroeconomist during the Dot-Com bubble is Paul Krugman, “The Hangover
Theory: Are Recessions the Inevitable Payback for Good Times?” Slate (December
4, 1998), available at http://www.slate.com/id/9593.

25 For a thorough demolition of these mainstream critiques see Roger Garrison,
“Mainstream Macro in a Nutshell,” Freeman: Ideas on Liberty, 59 (May 2009), avail-
able at http://www.thefreemanonline.org/featured/mainstream-macro-in-an-aus-
trian-nutshell/; idem, “A Rejoinder to Brad DeLong,” Mises Daily (May, 11, 2009),
available at http://mises.org/daily/3463; idem, “Contra Krugman,” Mises Daily
(December 2, 1998), available at http://mises.org/daily/103.
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consists of six essays pertaining to the Foundations of Monetary The-
ory. These are the most technical essays in the book and focus on the
Austrian theory of money, which underlies the doctrine of sound
money. These essays set the Austrian theory in historical perspective,
elaborate and extend several of its characteristic doctrines, and con-
trast it with modern mainstream monetary theory on a number of
central issues. One essay in this part builds on the work of Murray
Rothbard identifying the empirical components of the money sup-
ply that correspond to the Austrian theoretical definition of money as
the general medium of exchange. This essay was published four years
before Robert Poole’s memo formulating MZM (for “money of zero
maturity”), which has since become a well-known monetary aggre-
gate calculated and reported by the Federal Reserve Bank of St Louis.*
MZM is very similar in conception and content to the “true money
supply” (TMS) aggregate that I proposed in my essay.”” The five chap-
ters in Part Two deal with Inflation, Deflation and Depression, mainly
within the context of an unsound fiat-money regime controlled by
a central bank. The first essay in this part elaborates William Hutt’s
seminal concept of “price coordination,” distinguishes it from E A.
Hayek’s concept of “plan coordination” and demonstrates its central
importance to Austrian macroeconomics. A second essay develops a
distinctively Austrian approach to expectations based on Mises’s pro-
cess analysis of inflation.

Part Three consists of essays on the gold standard. Here the term
“gold” should be construed as representing any commodity chosen
by the free market as the general medium of exchange. The essays in
this part taken together have three purposes. The first is to explore

26 William Poole (1991). Statement before the Subcommittee on Domestic Monetary
Policy of the Committee on Banking, Finance and Urban Affairs, U.S. House of Rep-
resentatives, November 6, 1991, Government Printing Office, Serial No. 102-82; John
B. Carlson & Benjamin D. Keen, “MZM: a monetary aggregate for the 1990s?” Eco-
nomic Review, Federal Reserve Bank of Cleveland (2nd Quarter, 1996): pp. 15-23.

27 The term “true” here is used in the sense of true to the theoretical definition of
money as the medium of exchange. For more recent articles on TMS, see Frank
Shostak, “The Mystery of the Money Supply Definition,” Quarterly Journal of Aus-
trian Economics, 3, no. 4 (2000): pp. 69-76; and Michael Pollaro, “Money Supply-
Metrics, the Austrian Take,” Mises Daily (May 3, 2010), available at http://mises.org/
daily/4297.
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the nature and operation of the Misesian neo-currency school ideal
of a pure commodity money governed exclusively by market forces
and unhampered by government intervention, including and espe-
cially the existence of a central bank. The second aim is to assess and
respond to claims by mainstream monetary theorists and macroecon-
omists alleging various defects of the gold standard relative to an ideal
monetary system based on fiat money issued by a central bank. Such
an “ideal” is based on a fanciful notion of money as a government
policy tool deliberately designed to stabilize the economy rather than
on what it actually is: a general medium of exchange chosen by the
market participants themselves as the most efficient means of carry-
ing on their daily transactions.

During the past three decades, recurring crises throughout the
world economy have provoked a general revival of interest in the gold
standard as a possible alternative to our current monetary arrange-
ments. A number of economists and media commentators have pro-
posed restoring one or another historical variant of the gold standard
or even implementing a modernized version. The third aim is thus to
critically evaluate these proposals and to show that most of them con-
template watered-down or “false” versions of the gold standard that
would result in unsound and disorderly monetary systems.

Since these essays on the gold standard were published my view
has changed on one issue of some importance. I am much more sym-
pathetic now than I was when I wrote my essay on “The Gold Stan-
dard: An Analysis of Some Recent Proposals” (Chapter 14) to the
parallel private gold standard proposed independently by Profes-
sor Richard Timberlake and Henry Hazlitt. Their respective propos-
als now strike me as the most feasible route forward to sound money;,
because I have become much more skeptical about whether the U.S,,
or any other, government can competently and honestly manage a
transition to a genuine gold standard. It is also appropriate to point
out here that, in addition to minor revisions to improve style and clar-
ity, there were deletions and some rewriting to eliminate repetition in
a few of the essays in the book. But in some cases the elimination of
the overlap between essays was not possible without disrupting the
flow of the exposition. This is the case in Chapters 13 and 14 where
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a section of the later chapter substantially repeats, although in a little
more detail, my critique of the supply-siders’ gold price-rule proposal
of the earlier chapter.

Part Four on Applications contains essays that apply the Aus-
trian theories of money and the business cycle to analysis of histori-
cal episodes and events and to an evaluation of alternative monetary
policies for emerging-market and small-open economies. Two of the
essays elaborate and defend the Austrian position that the 1920s was
an inflationary decade and that the Fed did aggressively attempt to
reflate the money supply for most of the 1930s. The Austrian position
was expounded in great detail by Murray Rothbard and sharply con-
tradicts the monetarist explanation of the Great Depression formu-
lated by Milton Friedman and Anna Schwartz, which is now widely
accepted by macroeconomists.”® Rothbard argued that the boom-bust
cycle that culminated in the Great Depression was initiated by the
inflationary policy pursued by the Fed during the 1920s.”” He attrib-
uted the length and severity of the Depression to the unprecedented
interventions by the Hoover and Roosevelt administrations designed
to maintain nominal prices and especially wages above market-clear-
ing levels. According to the Friedman-Schwartz story the 1920s was
a halcyon decade of economic stability that was interrupted by a rou-
tine, “garden variety” recession that was rapidly transformed into a
catastrophic depression by the Fed’s error of permitting and even
inducing a contraction of the U.S. money supply. Recently, the mone-
tarist explanation of the depth of the Great Depression was challenged
on essentially Rothbardian grounds by UCLA macroeconomist Lee
Ohanian in a leading mainstream economics journal. *

Another essay in Part Four analyzes the causes of the October
Stock Market Crash of 1987. Appended to this essay is an excerpt
from a later article published in September of 1988. By that time the
consensus among both academic and Wall Street economists was that

28 Milton Friedman and Anna J. Schwartz, A Monetary History of the United States,
1867-1960 (Princeton, N.J.: Princeton University Press, 1971).

2 Rothbard, America’s Great Depression.

30 Lee E. Ohanian, “What—or Who—Started the Great Depression?” Journal of
Economic Theory 144, no. 6 (November 2009): pp. 2310-2335.
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the crisis had passed and a recession had been averted because the
Greenspan Fed had taken decisive action in flooding the financial
markets with liquidity. I dissented and, based on Austrian business
cycle theory, forecast a recession “in late 1989 or early 1990, which
should strike the U.S. economy with a particularly heavy impact on
the thrift and banking industries” The recession struck in 1990 when
the S&L crisis was already well under way. Of the remaining two
essays in this part, the first outlines a sound money policy for a typical
transition economy in Eastern Europe and the second critically evalu-
ates the institution of the currency board as an alternative to a central
bank in light of the two Hong Kong currency crises of the late 1990s.

Part 5 contains reviews, comments and less technical essays on
contemporary economic events and controversies.



CHAPTER 1

Two Traditions in Modern
Monetary Theory:
John Law and A.R.J. Turgot

1. Introduction

ohn Law (1671-1729) is a prominent character both in the history
of monetary events and in the development of monetary doctrines.
As the founder and head of what, in effect, was one of the first
national central banks in history,' the Banque Générale Privée (later,
the Banque Royale) of France, Law almost singlehandedly destroyed
the French monetary system in the course of four short years (1716
1720).> As a monetary theorist, Law has been called the “ancestor of

From “Two Traditions in Modern Monetary Theory: John Law and A.R.J. Turgot,”
Journal des Economistes et Etudes Humaines 2 (June/September 1991): pp. 337-39.

! The Bank of England, established in 1692, had been granted an effective legal
monopoly of the note issue by the Act of 1709 and was well on its way to evolving
into a full-blown central bank by the time Law’s system was implemented in France.
See Michael Andreades, History of the Bank of England (London: PSS. King and Son,
1909), pp. 72-85, 121-24.

2 For the story well told, see Adolphe Thiers, The Mississippi Bubble: A Memoir
of John Law (New York: Greenwood Press, [1859] 1969) and Joseph S. Nicholson,
A Treatise on Money and Essays on Monetary Problems (Edinburgh: Blackwood,
1888).
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the idea of a managed currency” by no less an authority on economic
doctrine than Joseph Schumpeter.’

This paper will explore the surprising degree to which Law’s fun-
damental ideas on money pervade monetary theorizing and policy
advocacy in the U.S. today.

This endeavor is not without precedent. In 1951, a leading
French economist and monetary theorist Charles Rist published an
article in a major French economic journal, Revue d’Economie Poli-
tique, pointing out the surprising persistence of Law’s doctrines
among English-speaking economists.*

Rist introduced this article with the following statements®

It is said that history repeats itself. One can say the same thing
about economists. At the present time there is a writer whose
ideas have been repeated since Keynes, without ever being
cited by name. He is called John Law. I would be curious to
know how many, among the Anglo-Saxon authors who have
found again, all by themselves, his principal arguments, have
taken the trouble to read him.

The balance of Rist’s article is devoted to detailing the numer-
ous parallels between the monetary ideas of Keynes and those of Law,
who was born a little more than two centuries before Keynes. More-
over, Law’s ideas did not enjoy a sudden recrudescence with the over-
throw of classical monetary theory by the Keynesian revolution, for, as
Rist’ noted in an earlier treatise on the history of monetary and bank-
ing theory, there are significant similarities between Law’s approach to

3 Joseph A. Schumpeter, History of Economic Analysis (New York: Oxford Univer-
sity Press, 1954), p. 321.

4 The article was reprinted in English as “Old Ideas on Money Which Have Become
New; in Charles Rist, The Triumph of Gold (New York: Philosophical Library,
1961), pp. 144-70. L. Albert Hahn, another leading Continental monetary theorist,
published an article with a similar theme a few years earlier: see L. Albert Hahn, The
Economics of Illusion: A Critical Analysis of Contemporary Economic Theory and
Policy (New York: Squirer Publishing Co., 1949), pp. 106-18.

5 Rist, The Triumph of Gold, p. 144.

6 Charles Rist, History of Monetary and Credit Theory: From John Law to the Pres-
ent Day, trans. Jane Degras (New York: Augustus M. Kelley, [1940] 1966).
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money and the approach of various Anglo-American quantity theo-
rists, from David Hume and David Ricardo to Alfred Marshall and
Irving Fisher. Thus, academic economists have not moved away from
Law’s ideas in their headlong flight from Keynesian economics and
back toward classical monetary doctrines in recent years.

In the following section, I set out Law’s basic monetary doc-
trines. I then show how these ideas are embodied in the monetary
doctrines of three schools of economists which are currently promi-
nent in macroeconomic policy debates in the U.S., namely, the neo-
Keynesian, the monetarist, and the supply-side schools. Finally, I
contrast the Law tradition of monetary analysis with an alternative
tradition, which derives from one of Law’s eighteenth-century critics,
the French statesman and economist Anne Robert Jacques Turgot,
and which includes the modern Austrian school of economics.

2. John Laws Monetary Doctrines

In 1705, Law’ published his principal work on money, enti-
tled Money and Trade Considered: With a Proposal for Supplying
the Nation with Money. Law’s “proposal” was intended to provide
his native Scotland with a plentiful supply of money endowed with
a long-run stability of value. The institutional centerpiece envisioned
in Law’s scheme resembles a modern central bank, empowered to
supply paper fiat money via the purchases and sales of securities and
other assets on the open market. Also strikingly modern are the the-
oretical propositions with which Law supports his policy goals and
prescriptions.

Law initiates his monetary theorizing with two fundamental
assumptions about the nature and function of money. The first is that
if money is not exactly an original creation of political authority, it
ideally functions as a tool to be molded and wielded by government.
Law believes that the State, as incarnated in the King, is the de facto
“owner” of the money supply and that it therefore possesses the right

7 John Law, Money and Trade Considered: With a Proposal for Supplying the
Nation with Money (New York: Augustus M. Kelley, [1705] 1966).



4 Money, Sound and Unsound / Salerno

and the power to determine the composition and quantity of money
in light of the “public interest” Writes Law:®

All the coin of the Kingdom belongs to the State, represented
in France by the King: it belongs to him in precisely the same
way as the high roads do, not that he may appropriate them
as his own property, but in order to prevent others doing
so; and as it is one of the rights of the King, and of the King
alone, to make changes in the highways for the benefit of the
public, of which he (or his officers) is the sole judge, so it is
also one of his rights to change the gold or silver coin into
other exchange tokens, of greater benefit to the public....

Translating Law’s statement into modern terms, money is an
“instrument” that is or should be deliberately designed to achieve the
“policy goals” considered desirable by political money managers and
other government planners.

Law’s second basic assumption is that money serves solely as a
“voucher for buying goods” or an “exchange token.” Thus, for Law;’
“Money is not the value for which goods are exchanged, but the value
by which they are exchanged: The use of money is to buy goods and
silver, while money is of no other use” In other words, money is a
dematerialized claim to goods having no valuable use in itself.

From these two premises, Law draws out a number of theoretical
propositions regarding the functioning of money and of a monetary
exchange economy.

First, if money functions solely as an exchange voucher, then it
should be promptly spent by its recipient on goods. “Hoarding” or
holding an unspent balance of money income for any extended
period of time serves no purpose and causes severe damage to the
economy in the bargain. It therefore behooves the political authority
to suppress or discourage hoarding by all the means at its disposal,
including and especially the substitution of paper currency for metal-
lic currency.

8 Quoted in Rist, History of Monetary and Credit Theory, pp. 59-60.
9 Law, Money and Trade Considered, p. 100.
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Law argues vehemently on this point:"

... as the coin of gold or silver bears the image of the prince
or some other public mark, and as those who keep this coin
under lock and key regard it as exchange tokens, the prince
has every right to compel them to surrender it, as failing to
put this good to its proper use. The prince has this right even
over goods which are your own property, and he can com-
pel you to sow your land and repair your houses on pain of
losing them; because, at bottom, your goods are yours only
on condition that you use them in a manner advantageous
to the community. But, in order to avoid the searches and the
confiscations of money, it would be better to go at once to
the source of evil, and to give men only that kind of money
which they will not be tempted to hoard [i.e., paper money].

But what is the nature of the economic harm caused by hoard-
ing? According to Law, hoarding creates a deficiency of circulating
money and spending, resulting in a reduction of trade and employ-
ment. Under such conditions, an increase in the money supply raises
spending, employment, and real output :

... trade depends on money. A greater quantity employs
more people than a lesser quantity. A limited sum can only
set a number of people to work proportioned to it, and ‘tis
with little success laws are made for employing the poor or
idle in countries where money is scarce; good laws may bring
money to full circulation 'tis capable of, and force it to those
employments that are most profitable to the country: But no
laws can make it go further, nor can more people be set to
work, without more money to circulate so as to pay the wages
of a greater number."

It is important to note that Law does not fall victim to the naive
mercantilist fallacy of confusing money with wealth. Law, in fact,
upholds the modern view that money is merely the means or “policy
tool” by which the goal of increasing national income and wealth is
achieved. That Law does not consider a plentiful supply of money to
be the ultimate aim of policy is evident from the following passage:

10 Quoted in Rist, History of Monetary and Credit Theory, p. 60.
11 Law, Money and Trade Considered, p. 13.
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National power and wealth consists in numbers of people,
and magazines of home and foreign goods. These depend
on trade, and trade depends on money. So to be powerful
and wealthy in proportion to other nations, we should have
money in proportion with them...."

The belief that if left to their own devices, market participants
are prone to stop up the monetary circulation by hoarding leads
Law to conclude that the market economy is inherently unstable
and likely to generate chronic unemployment of labor and other
resources. Underlying and supporting this line of reasoning is
Law’s implicit assumption, which was reintroduced into mod-
ern economics by Keynes, that for most goods it is quantities and
not prices that normally respond to variations in total spending,
as well as to shifts in relative demands. For example, Law'® writes
that “Perishable goods, as corns, etc. increase or decrease in quan-
tity as the demand for them increases or decreases; so their value
continues equal or near the same.... Goods will continue equal in
quantity as they are now to demand, or won't differ much: For the
increase of most goods depends on the demand. If the quantity of
oats be greater than the demand for consumption and magazines,
what is over is a drug, so that product will be lessend....”**

In addition to his assumption that the prices of most goods are
“sticky downward,” Law further anticipates Keynes and modern mac-
roeconomists by positing a causal chain that runs from the supply
of and demand for money through the interest rate to the volume of
business investment and employment. Thus Law"’ argues that “As the
quantity of money has increased ... much more than the demand for
it ... so of consequence money is of lesser value: A lesser interest is
given for it ... if the demand had increased in the same proportion
with the quantity ... the same interest would be given now as then....”

12 Tbid., pp. 59-60.
13 Ibid., pp. 63, 69-70.
14 Douglas Vickers, Studies in the Theory of Money, 1690-1776 (New York: Augus-

> <

tus M. Kelley, [1959] 1968), pp. 113-19, discusses Law’s “implicit assumption”
regarding the “elasticity of supply of commodities produced.”

15 Law, Money and Trade Considered, pp. 67, 71-72.
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Furthermore, the lowered interest rates produced by the expan-
sion of a deficient money stock, according to Law, serve as a stimulus
to investment in the import and export trades and in domestic manu-
facturing and thus bring about an expansion of employment. Writes
Law:'¢ “.. if lowness of interest were the consequence of a greater
quantity of money, the stock [of capital] applied to trade would be
greater, and merchants would trade cheaper, from the easiness of bor-
rowing and the lower interest of money ... [and] all imported goods
would be cheaper, money being easier borrowed, merchants would
deal for a greater value, and men of estates would be capacitate to
trade, and able to sell at less profit”

Conversely, if the shortage of money is not alleviated, high inter-
est rates will persist, preventing investment opportunities from being
exploited and causing price deflation and depression of the trade
and manufacturing sectors. Thus Law'” argues that, although profit
opportunities may exist in the export trade “... money being scarce
[export merchants] cannot get any to borrow, tho their security may
be good.... So for want of money to Exchange by, Goods fall in value,
and Manufacture decays”

A turther implication of the assumption that money is merely
a claim ticket for goods is that, ideally, its value should remain per-
fectly stable. Stability of the purchasing power of money is necessary
to insure that an individual who sells goods for money is reasonably
certain of purchasing goods of equivalent value at a later time. Gold
and silver, however, are not suited to serve as such a “voucher to buy;’
precisely because they are tangible and useful commodities whose
value naturally fluctuates according to changing market conditions.
On these grounds alone, Law'® advocates the replacement of market-
chosen specie money by a government-issued paper money “backed”
by land, a commodity with an allegedly more stable market value:

Money is ... a value payed, or contracted to be payed, with
which ‘tis supposed, the receiver may, as his occasions require,

16 Tbid., pp. 20, 75.
17 Tbid., p. 116.
18 Tbid., pp. 61-62, 64, 84, 102.
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buy an equal quantity of the same goods he has sold, or other
goods equal in value to them: And that money is the most
secure value, either to receive, to contract for, or to value
goods by; which is least liable to a change in its value.

Silver money is more uncertain in its value than other goods,
so less qualified for the use of money.... Silver in bullion or
money changes its value, from any change in its quantity, or
in the demand for it.... And the receiver is doubly uncertain
whether the money he receives or contracts for, will, when
he has occasion, buy him the same goods he has sold, or the
goods he is to buy.... Land is what in all appearance will keep
its value best, it may rise in value, but cannot well fall: Gold
and silver are liable to many accidents whereby their value
may lessen, but cannot well rise in value.

From whence it is evident, that land is more qualified for the
use of money than silver ... being more certain in its value,
and having the qualities necessary in money, in a greater
degree: With other qualities silver has not, so more capable
of being the general measure by which goods are valued, the
value by which goods are exchanged, and in which contracts
are taken.

Now, the reference to land aside, the foregoing is a remarkable
statement of the modern argument in favor of a political price-level
stabilization scheme and against a free-market commodity money
such as gold. Law also argues that paper money is cheaper than
metallic money, and that, as a consequence, the substitution of the
former for the latter for use as exchange tokens facilitates an increase
of national income and wealth. Once again, Law’s argument strongly
anticipates modern criticisms of the gold standard based on consider-
ations of its high “resource costs” :

Gold and silver are of course commodities like any other.
The part of them used for money has always been affected
by this use, and goldsmiths have always been forbidden to
buy gold and silver louis [i.e., French coins] and use them for
their craft. Thus all this part has been withdrawn from ordi-
nary commerce by a law for which there were reasons ... but
which is a disadvantage in itself. It is as if a part of the wool or
silk in the kingdom were set aside to make exchange tokens:
would it not be more commodious if these were given over to
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their natural use, and the exchange tokens made of materials
which in themselves serve no useful purpose?*

Finally, Law clearly recognizes that the best route to the estab-
lishment of a paper money which can be inflated ad libitum by the
political authorities is through the institution of banking. Law under-
stood as early as 1705 what was only to be generally understood by the
economics profession over two centuries later: that the expansion of
loans by fractional-reserve banks leads to the creation of new money
and thereby increases the aggregate quantity of money in the econ-
omy. According to Law:* “The use of banks has been the best method
yet practised for the increase of money.... So far as they lend they
add to the money, which brings a profit to the country by employing
more people, and extending trade; they add to the money to be lent,
whereby it is easier borrowed, and at less use [i.e., interest]....”

Law’s modern insight into the money-creating powers of frac-
tional-reserve banks was supplemented by his forthright recognition
of the potential instability of these institutions, due to the temporal
mismatching between their loan assets and their deposit liabilities.
The result of this inherent “term-structure risk,” Law accurately fore-
told, would be repeated suspensions of cash payments to depositors,
but he argued that this disadvantage was far outweighed by the ben-
efits yielded by these institutions as instruments for the attainment of
macroeconomic policy goals, such as high employment, low inter-
est rates, and stability of the price level. As Law*' states the argument,
when a bank lends out a part of its cash deposits,

... the bank is less sure, and tho none suffer by it, or are
apprehensive of danger, its credit being good; yet if the whole
demands were made, or demands greater than the remain-
ing money, they could not all be satisfied, till the banks had
called in what sums were lent.

The certain good it does, will more than balance the hazard,
tho once in two or three years it failed in payment; provid-
ing the sums lent be well secured: Merchants who had money

19 Quoted in Rist, History of Monetary and Credit Theory, p. 59.
20 Law, Money and Trade Considered, pp. 36-37.
21 Ibid., pp. 37-38.
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there, might be disappointed of it at demand, but security
being good and interest allowed; money would be had on a
small discount, perhaps at par.

Based on his theory of money and banking, Law?* elaborates a
scheme for monetary reform. A commission, appointed and super-
vised by Parliament, would be set up to issue notes against the secu-
rity of land. The commission would be authorized to issue its notes in
three ways:

(1) by lending notes at a market rate of interest, the total loan not
to exceed two-thirds of the market value of lands offered as collateral
by the borrower;

(2) by making loans equal to the full price of lands which were
temporarily ceded to the commission until the loan was repaid and
the lands redeemed;

(3) by purchasing lands outright in exchange for its notes.

The commission would also be authorized to sell the mortgages
and lands in its possession on the market in exchange for its notes.
With the commission’s notes convertible into mortgages and lands,
Law believed, the supply of and demand for money would always
tend to match, causing the value of money as expressed in the gen-
eral level of prices to remain stable. He reasoned that if the supply of
money were in excess, people would quickly rid themselves of the
surplus notes by redeeming them for productive lands and inter-
est-bearing mortgages. In the opposite case of an excess demand or
shortage of money, people would rush to acquire additional cash bal-
ances by selling mortgages and lands to the note-issuing commission.
In this way, significant fluctuations in the value of money would be
done away with and, at the same time, there would always exist the
optimum quantity of money in circulation to facilitate the needs of
real economic activity.

Writes Law:?

22 Tbid., pp. 84-100.
2 Tbid,, pp. 89, 102.



Two Traditions: Law and Turgot 11

This paper money will not fall in value as silver money has
fallen or may fall.... But the commission giving out what
sums are demanded, and taking back what sums are offered
to be returned; this paper money will keep its value, and
there will always be as much money as there is occasion, or
employment for, and no more.... The paper money proposed
being always equal in quantity to the demand, the people will
be employed, the country improved, manufacture advanced,
trade domestic and foreign will be carried on, and wealth and
power attained.

Now, at first blush, Law’s bizarre scheme appears totally unre-
lated to modern monetary institutions and arrangements. However,
as I shall argue below, a closer study reveals that the fundamental
ideas underlying this proposal are strikingly similar to assumptions
and propositions widely accepted by most modern monetary theo-
rists and policymakers. As for the institutional framework of Law’s
proposal—the peculiar role of land notwithstanding—it defines the
basic blueprint for the modern central bank.

In the nineteenth century, the monetary theorist and gold-stan-
dard advocate Henry Dunning MacLeod, graphically drew attention to
the similarity between Law’s plan and the standard practice of the Bank
of England (and of modern central banks) of “monetizing government
debt” With reference to the latter procedure, MacLeod* wrote:

... it is perfectly clear that its principle is utterly vicious. There
is nothing so wild or absurd in John Law’s Theory of Money
as this. His scheme of basing a paper currency upon land is
sober sense compared to it. If for every debt the government
incurs an equal amount of money is to be created, why, here
we have the philosopher’s stone at once.... But let us coolly
consider the principle involved in this plan of issuing notes
upon the security of the public debts. Stated in simple lan-
guage, it is this: That the way to CREATE money is for the
Government to BORROW money. That is to say, A lends B
money on mortgage, and, on the security of the mortgage is
allowed to create an equal amount of money to what he has
already lent !! Granting that to an extent this may be done

24 Henry Dunning MacLeod, The Theory and Practice of Banking, 5th ed. (London;
New York : Longmans, Green, 1892-1893), vol. 1, pp. 487-88.
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without any practical mischief, yet, as a general principle,
what can be more palpably absurd?

Today, instead of manipulating the supply of money by print-
ing up and exchanging notes for lands and mortgages, the Federal
Reserve System, for example, creates additional bank reserves and
checkable deposits in the economy by purchasing Treasury securities
from the public and the banks.

These then are Law’s main ideas on money and monetary policy.
They have been critically summarized by Rist:*

Law’s writings ... already contain all the ideas which consti-
tute the equipment of currency cranks—fluctuations in the
value of the precious metals as an obstacle to their use as a
standard ... the ease with which they can be replaced by
paper money, money defined simply as an instrument of
circulation (its function of serving as a store of value being
ignored), and the conclusion drawn from this definition that
any object can be used for such an instrument, the hoarding
of money as an offence on the part of the citizens, the right of
the government to take legal action against such an offence,
and to take charge of the money reserves of individuals as
they do of the main roads, the costliness of the precious met-
als compared with the cheapness of paper money....

3. Law’s Ideas in the Modern World

The neo-Keynesians, monetarists, and supply-siders, differ
among themselves in important areas of theory and policy,* but all
share most of Law’s fundamental ideas about money.

25 Rist, History of Monetary and Credit Theory, p. 65.

26 Good nontechnical discussions of the differences between Keynesianism and
monetarism, by a Keynesian and a monetarist respectively, can be found in Charles
P. Kindleberger, “Keynesianism vs. Monetarism in Eighteenth- and Nineteenth-Cen-
tury France,” History of Political Economy 12, no. 4 (Winter 1980), and Brunner,
“Has Monetarism Failed?)” in The Search for Stable Money: Essays on Monetary
Reform, eds. J.A. Dorn and A.J. Schwartz (Chicago: University of Chicago Press,
1987), pp. 163-71.
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3.1. Money as a Policy Tool

All three schools predicate their monetary theories and policy
prescriptions on Law’s fundamental assumption that money is a
means or “tool” to be used by government planners in pursuing
certain objectives, usually referred to as “policy goals”. In modern
welfare states, these goals are typically formulated in terms of sta-
tistical aggregates and averages which are presumed to gauge the
performance of the overall national, or “macro,” economy, e.g.,
the CPI, the unemployment rate, the rate of growth of real GNP,
and so forth.”’

Specifically, neo-Keynesians treat money creation as a policy tool
which complements government taxing, spending, and borrowing.
Together, these tools of monetary and fiscal policy are supposed to
enable the national government to manage total spending or “aggre-
gate demand” in the economy so as to achieve some optimal trade-off
between the twin ills of inflation and unemployment, which are alleg-
edly permanent features of a free-market economy.

A typical expression of the Keynesian view is given by G.L.
Bach:*®

Effective use of monetary and fiscal policy is necessary if
we are to achieve stable economic growth with high-level
employment of men and machines over the years ahead.
History shows the unfortunate tendency of the largely pri-
vate enterprise economic system in the United States to
swing between recession and inflation. And there is little rea-
son to suppose that in the future the system will automati-
cally generate stable growth with high employment unless
monetary and fiscal policies help to keep aggregate money
demand growing roughly apace with the economy’s capac-
ity to produce.... The two [i.e., monetary and fiscal policy]
are the major instruments for regulating the level of aggre-
gate demand.

%7 For an enumeration of these goals, see George Leland Bach, Making Monetary
and Fiscal Policy (Washington, D.C.: The Brookings Institution, 1971), pp. 24, 38.

28 George Leland Bach, Making Monetary and Fiscal Policy, p. 3.
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Modern monetarists are the intellectual descendants of the pre-
World War Two Chicago School, which included extreme mone-
tary interventionists such as Henry Simons, Lloyd Mints, and Jacob
Viner. This school viewed the money supply as the most important
policy variable available to the political authorities for stabilizing the
national price level and thus minimizing or eradicating business fluc-
tuations caused by erratic swings in private spending. According to
Mints® “.. the case for attempting to stabilize the price level by mon-
etary means lies in the fact that the quantity of money is the one easily
and deliberately controllable factor and in the belief that variations in
the stock of money can be so managed as largely to offset disturbing
fluctuations in other factors, particularly the velocity of circulation”

So convinced was Viner® that money is the ideal macro-policy
variable that he formulated the quantity theory of money as a techni-
cal recipe for government monetary policy. This theory, he argued,
“.. is understood as holding only: (1) that an authority powerful
enough to make the quantity of money what it pleases can so regulate
that quantity as to make the price level approximate to what it pleases,
and (2) that the possibility of existence of such power is not incon-
ceivable a priori.”

The most extreme in his views, however, was Simons, who
regarded regulation of the quantity of money as “a fundamental
function of government” and therefore advocated that complete
and absolute control of the supply of money be vested in an agency
of the central government. According to Simons,’' “In the past,
governments have grossly neglected their positive responsibility
of controlling the currency; private initiative has been allowed too
much freedom in determining the character of our financial struc-
ture and in directing changes in the quantity of money and money
substitutes ... if the stability of [a price] index is to be maintained

2 Lloyd W. Mints, A History of Banking Theory in Great Britain and the United
States (Chicago: University of Chicago Press, 1945), p. 275.

30 Jacob Viner, The Long View and the Short: Studies in Economic Theory and Pol-
icy (Glencoe, Ill.: The Free Press, 1958), p. 365.

31 Henry C. Simons, Economic Policy for a Free Society (Chicago: University of Chi-
cago Press, 1948), pp. 161-62, 180.
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with the least resistance and the minimum of disturbing adminis-
trative measures, it is essential that the power to issue money and
near-money should increasingly be concentrated in the hands of
the central government.” In order to insure that the State’s monop-
oly control over the supply of money remains forever unchallenged
and that the opportunity for the private market to create near-
moneys is minimized, Simons** went as far as to call for “drastic
limitation on the formal borrowing power of all private corpora-
tions and especially upon borrowing at short term.” For the same
reasons, Simons* even contemplated limitations on “financing via
the open account (book credit) and installment sales”

Whereas the earlier Chicago economists desired to directly sta-
bilize a price index, modern monetarists tout the merits of a mon-
etary policy or “rule;” which would stabilize the rate of growth of
the quantity of (fiat) money. The monetarists argue that the “quan-
tity” rule would insure a relatively stable price level, an outcome tend-
ing to dampen rather than to amplify the mild business fluctuations
which, they believe, inevitably attend the operation of the dynamic
market economy. The monetarists would charge a central govern-
ment agency, such as the central bank or the treasury department,
with the responsibility of administering their preferred rule. For the
purpose of carrying out its charge, the agency in question, of course,
would be endowed with the “natural” monopoly of issuing a paper
fiat currency.

It is noteworthy that, in one important respect, the monetarists
are actually closer in spirit to Law than are their generally more inter-
ventionist Keynesian opponents. Keynes and his followers generally
decry the gold standard because the “inelasticity” of the supply of gold
affords little or no scope for the operation of a “discretionary” mon-
etary policy. Monetarists and their forerunners, on the other hand, are
even reluctant to admit that a monetary system can exist and func-
tion without some degree of political control and management. It is
their contention that all practicable monetary regimes necessarily

32 Ibid.,, p. 182.
33 Ibid., p. 171.
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involve the explicit or implicit choice of a particular policy rule by the
State to guide its inevitable manipulations of the money supply. This
view accounts for the peculiarly monetarist characterization of the
gold standard as a system in which the monetary authority follows the
rule of intervening in the market to “fix” the price of gold in terms of
the national currency unit, say for instance, at thirty-five dollars per
ounce. Accordingly, the monetarists condemn the gold standard, not
because it leaves no scope for discretionary management but because
it involves the choice of a suboptimal policy rule.

For example, Simons* declares that “the utter inadequacy of the
old gold standard ... as a definite system of rules ... seems beyond
intelligent dispute.” In the same vein, David I. Meiselman,” a current
monetarist, writes that “The proponents of a gold standard and of a
fixed nominal price of gold have an excellent point in proposing an
explicit rule. The main problem of fixing the gold price is that it is the
wrong rule—we can do better”

The supply-siders, at first glance, appear to represent an excep-
tion to the prevailing belief that economic stability requires political
control and manipulation of the money supply. Indeed, they advocate
the gold standard on the basis of its ability to “automatically” adapt
the supply of money to changes in the demand for money. However,
a closer look at the monetary reform proposals of prominent supply-
siders, like Arthur Laffer, Robert Mundell, and HUD Secretary Jack
Kemp reveals that what is actually being proposed is a governmental
price-fixing scheme or a “price rule” involving gold and not a genuine
gold standard.*® Under the gold price rule, money remains a politi-
cally manipulated paper fiat currency and gold becomes merely an
“external standard,” whose price is pegged by the central bank as a

34 Tbid., p. 169.

35 David L. Meiselman, “Comment: Is Gold the Answer?” in The Search for Sta-
ble Money: Essays on Monetary Reform, eds. James A. Dorn and Anna Jacobson
Schwartz (Chicago: University of Chicago Press, 1987), p. 260.

36 For a critique of the proposal for a gold price see Joseph T. Salerno, “Gold Stan-
dards: True and False,” in The Search for Stable Money: Essays on Monetary Reform,
eds. James A Dorn and Anna Jacobson Schwartz (Chicago: University of Chicago
press, 1987), pp. 249-52 [reprinted here as Chapter 13].
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means of achieving general price stability. Thus, the “gold standard” as
it is understood by supply-siders represents not an unmanaged mar-
ket-chosen money but a more efficient policy rule than the quantity
rule prescribed by monetarists.

3.2. Money as an Exchange Token

As I noted above, the second flawed premise underlying Law’s
monetary theory is that money functions solely as an “exchange
token” or a “voucher to buy” This misconception led Law to single
out hoarding as the main culprit in economy-wide disruption of trade
and depression of economic activity. While modern macroecono-
mists do not view the function of money quite as one-sidedly as Law
did, most regard hoarding and the related shrinkage of the money-
spending stream as a source of potentially serious macroeconomic

instability.

For example, despite Keyness well-known discussion of the dif-
ferent motives for holding money, the primary analytical and policy
focus of Keynesians has always been the level of aggregate demand
in the economy. They emphasize that the piling up of “idle balances,”
due to irrationally heightened “liquidity preferences” of the public,
raises interest rates and constricts investment spending and aggregate
demand, thereby depressing overall economic activity. As a result, real
output is reduced and there is chronic unemployment of labor and
other productive resources.

Earlier Keynesians expressed themselves emphatically and sim-
plistically on the role of money-spending in determining the level of
economic activity and employment, and they exhorted government
to aggressively wield the instruments of fiscal and monetary policy
to insure a full-employment level of aggregate demand. For example,
Lord Beveridge” wrote: “Employment depends on outlay [i.e., spend-
ing]. Full employment cannot be attained unless outlay in total is
sufficient to set up a demand for the whole of the labor that is avail-
able for employment. Where should the responsibility be placed for

37 William H. Beveridge, Full Employment in a Free Society (New York: W.W. Nor-
ton & Company, Inc., 1945), pp. 134-35.
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insuring adequate total outlay?.... The central proposition of this
Report is that responsibility of ensuring at all times outlay sufficient in
total to employ all available man-power ... should formally be placed
... upon the State”

It was their Law-like emphasis on the spending-output con-
nection, coupled with their dread of private individuals’ unruly and
antisocial propensities to hoard, that caused early Keynesians to belit-
tle the importance of the actual stock of money in existence and to
emphasize the flow of money payments. In the words of one early
and radical disciple of Keynes, Abba Lerner:* “The level of employ-
ment depends on the flow of acts of payment involved in the spend-
ing, not on the stock or amount of money in existence.... The only
thing that matters is the flow of money spending. The stock of money
can be of significance only to the degree that it may influence the flow
of spending...”

Lerner® argues, as Law did earlier, that the total spending stream
must be stabilized, because the inflexibility of wage rates and other
prices in the free market make depression and unemployment the
likely outcome of any shrinkage of aggregate demand. Unfortunately,
even individuals enlightened by Keynesian doctrine respond “per-
versely” to the anticipated variations in aggregate demand generated
by their own erratic spending habits. Thus Lerner* concludes, “It
is the government, therefore, that must accept the responsibility for
keeping total spending at the level that gives us full employment with-
out inflation. By making use of the fiscal instruments at its disposal it
can [keep] spending from going too high or too low and thus [assure]
permanent prosperity and stability.”

For Lerner,* then, money is a purely political element whose
quantity is to be determined solely by the needs of a government fis-
cal policy designed to manipulate the overall spending stream in the

38 Abba P. Lerner, Economics of Employment (New York: McGraw-Hill Book Com-
pany; Inc., 1951), pp. 51, 53.

39 Ibid., pp. 203-06.
40 Thid,, p. 141.
41 Tbid,, p. 133.
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economy: “The use of the [fiscal] instrument should never be hampered
just because there may not be enough money stock in the treasury at the
moment. To sacrifice the prevention of deflation because of shortage of
money which could be printed is no more sensible than to refrain from
carrying out any other important government action because the neces-
sary paper forms or stationery would have to be printed.”

Chastened by the manifest failure of this earlier Keynesian analy-
sis to make good on Lerner’s promise to insure “permanent prosper-
ity and stability” or even to come to grips with the possibility of the
stagnation that has ravaged Western mixed economies in the last two
decades, modern Keynesians have been forced to retreat to the draw-
ing board. But while they may now differ from the earlier followers
of Keynes on various points of high theory, they still firmly adhere to
Keynes’s and Law’s central message that the aggregate flow of money-
spending determines overall employment and output, at least in the
short run, and that this flow of spending can and should be managed
by the political authorities. As one prominent neo-Keynesian, Allan
Blinder,* recently declared:

In [many] respects, 1980s Keynesianism differs from its
1960s counterpart. But many of the central tenets of Keynes-
ian economics remain much as they were twenty-five years
ago. The private economy is not a giant auction hall [i.e.,
wage rates and prices tend to be rigid] and will not regulate
itself smoothly and reliably. Recessions are economic mala-
dies, not vacations. The government has both monetary and
fiscal tools that it can and should use to limit recessions and
fight inflations; but it cannot do both at once.

Now let us consider the monetarist approach to the function of
money. In the realm of high theory; it is true, money is treated as a
“temporary abode of purchasing power;” as one among a spectrum
of assets of varying degrees of liquidity held in investment portfolios
by private individuals. Nonetheless, following the quantity-theorist
Irving Fisher, monetarists believe that a key element in the practical
understanding and control of monetary phenomena is the “velocity of

42 Alan S. Blinder, Hard Heads, Soft Hearts: Tough-Minded Economics for a Just
Society (New York: Addison-Wesley, 1987), p. 108.
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circulation of money.” This concept refers to the average rate at which
a unit of money is “turned over” or spent in the economy.

Although monetarists generally contend that the velocity of
money (or, sometimes, its growth rate) is stable and predictable over
the long run, they do entertain the theoretical possibility that a sud-
den and sharp decline in velocity and spending, due, for example, to
an increase in people’s demand to hold money, can lead to a recession,
unless offset by a timely injection of new money into the economy. As
one proponent of the monetarist quantity rule argues:

The k in the money equation [i.e., the reciprocal of the veloc-
ity of money] is stable in longer periods, not seasonally and
not cyclically. Business recession is initiated by an increase in
k.... Demand for money rises at the expense of demand for
goods. Excess demand for money is eventually satisfied, but
its costs mount up in the forms of falling prices, falling out-
put, and falling employment.... The sensible solution for the
shortage of money balances is simply creation of more money
balances, in nominal amount, by the monetary system.*

Some monetarists even consider the possibility that a “self-
generating deflation,” which is precipitated by a reduction of private
spending, could lead to a “runaway deflation”** Interestingly, the
spectre of a self-generating “hyperdeflation” was first raised by radical
Keynesians such as Lerner.*

Generally, however, monetarists do not expect such sudden and
severe declines in velocity and spending to be spontaneously gener-
ated by the market economy. The focus of their policy recommenda-
tions is on insuring that the spending stream is kept growing at a rate
sufficient to accommodate the secular growth of real output in the
economy. For monetarists, then, the primary concern is a deficiency
of money and spending, which can emerge when the growth rate of

43 Edward S. Shaw, “The Case for an Automatic Monetary Pilot,” in The Battle
against Unemployment: An Introduction to a Current Issue of Public Policy, ed. Arthur
M. Okun (New York: W.W. Norton and Company, Inc., 1965), p. 195.

4 7. Huston McCulloch, Money and Inflation: A Monetarist Approach, 2nd ed.
(New York: Academic Press, 1982), pp. 53-54.

45 Lerner, Economics of Employment, pp. 205-06.
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the velocity of money lags behind the growth rate of real output. This
is a long-run development which can stunt economic growth and
possibly lead to recessionary declines in output and employment.

Supply-side monetary theorists quibble with the peculiar mon-
etarist contention that the long-run or “trend” growth rate of velocity
is stable and predictable and that short-run deviations from trend are
quickly reversed. If, as supply-siders claim, the demand for money, or
its velocity, are subject to large and unpredictable fluctuations from
one moment to the next, then aggregate demand, the price level, and
real output will be unstable. The supply-side plan for a gold price
rule, therefore, is designed to provide the political authorities with
the information and wherewithal necessary to make the rapid adjust-
ments in the supply of money which are necessary to offset the poten-
tially volatile and destructive fluctuations of private spending in the
economy. As supply-sider Marc Miles* argues in defense of a general
price rule:

The important point is that under the price rule, the Fed does
not have to worry about whether or why money demand has
risen or whether velocity is stable. If the private sector wants
more money, for whatever reason, the Fed finds out soon
enough. The dollar price of spot silver falls, as people try to
become liquid, and the Fed must react. The Fed provides the
market with dollars, in exchange for spot deliveries of silver,
and the desired additional money becomes available. The Fed
maintains the stable price between silver and the basic dollar,
and the market tells the Fed when to adjust liquidity. The Fed
no longer concerns itself with the imprecise, indirect policy
barometer, the money supply.

Interestingly, the supply-side school’s preoccupation with unpre-
dictable velocity movements and its corresponding support for a price
rule harks back to the earlier Chicago School. For instance, Simons*
was led to withhold his recommendation of the quantity rule, because
of its “obvious weakness,” which “.. lies in the danger of sharp

46 Marc A. Miles, Beyond Monetarism: Finding the Road to Stable Money (New
York: Basic Books, Inc., 1984), pp. 187-88.

47 Simons, Economic Policy, p. 164.
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changes on the velocity side, for no monetary system can function
effectively or survive politically in the face of extreme alternations of
hoarding and dishoarding” Conversely, Simons* contended that “one
great advantage of a price-index rule [is] that it defines, within a defi-
nite long-term rule, appropriate measures for dealing with velocity
changes”

3.3. Stabilization of the Price Level

As a result of his narrow focus on money’s function as an
exchange token, Law considered a stable value of money to be of
primary importance to the functioning of the market economy.
Neo-Keynesians, monetarists, and supply-siders likewise regard sta-
bilization of the price level as one of the most important goals of mac-
roeconomic policy. Since none of the three schools advocates actually
freezing the level of each particular price, what they seek in practice is
constancy of a selected statistical average or index of prices.

Keynes and his early followers preferred that policy aim at a
“stable general level of money-wages,” at least in the short run.* The
attainment of this policy goal was at first thought to be compati-
ble with and, indeed, a necessary precondition of, full employment.
When it was later found that, despite the implementation of Keynes-
ian policies, unemployment coexisted with a rising level of prices,
Keynesian economists posited a stable “Phillips-curve tradeoft” or
inverse relationship between inflation and unemployment.

Keynesians then advised that policymakers choose from this
“menu of policy choices” the attainable combination of unemploy-
ment and inflation rates which would “optimize” society’s welfare.
During the 1970s and 1980s, however, it became painfully obvious
that the Phillips relationship was not stable, as inflation and unem-
ployment rates spiralled upward in tandem.

48 Tbid, p. 331, fn. 16.

4 John Maynard Keynes, The General Theory of Employment, Interest, and Money
(New York: Harcourt, Brace and World, [1936] 1964), pp. 270-71; Lerner, Econom-
ics of Employment, pp. 228-29.
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Today, while neo-Keynesians have been forced to admit that the
Phillips curve is stable and yields an “exploitable tradeoff” only in the
short run, they still urge that policymakers use fiscal policy and mon-
etary policy to “make the best of a bad situation” and to “strike a bal-
ance” in pursuing the two desirable goals of price-level stability and
full employment. For Keynesians, however, the right balance for mac-
roeconomic policy has always been and still remains heavily biased
toward the attainment of “full employment,” even at the cost of sub-
stantial inflation. The neo-Keynesian position on these matters is
summed up by Blinder:*

... the fact that unemployment and inflation can, and some-
times do, rise together does not mean that the makers of
national economic policy no longer face a trade-off between
inflation and unemployment. The same unpleasant choices
must be made. It is just that they may be a good deal nastier
than we came to believe in the halcyon days of the 1960s....

The damage that high unemployment does to economic effi-
ciency is enormous and inadequately appreciated. By con-
trast, the harm that inflation inflicts on the economy is often
exaggerated.... Hard-headed devotion to the principle of effi-
ciency thus argues for worrying less about inflation and run-
ning a high-pressure economy in which jobs are plentiful.
This prescription, of course, is precisely the opposite of what
the Western world has been doing for more than a decade.

In contrast to the Keynesians, monetarists do not believe that the
achievement of full employment requires the sacrifice of price stabil-
ity. In fact, monetarists argue that a stable price level is the sine qua
non of an efficiently functioning market economy. Underlying the
monetarist concern with a stable price level is the view, prominently
featured in Law’s work, that money is not only the general medium of
exchange, and therefore an indispensable “micro” tool for calculating
profits and losses and orienting individual economic action, but that
it is a measure of value. Thus Law”' repeatedly referred to money as
“the measure by which goods are valued”

50 Blinder, Hard Heads, Soft Hearts, pp. 43, 65.
51 Law, Money and Trade Considered, pp. 52, 61, 92, 102.
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By treating money as some sort of social measuring rod for value,
what Law and the monetarists ignore is the fact that money’s use as a
medium of exchange is precisely what precludes it from possessing an
invariant market value. The reason is that the medium of exchange, by
its very nature, is a commodity which is routinely exchanged and held
throughout the market, and thus its value is necessarily determined
by the ever-changing conditions of supply and demand. A medium of
exchange possessing a fixed purchasing power is therefore a self-con-
tradictory concept.

It is not surprising, then, that those who treat money as a mea-
sure of value tend to conceptually isolate it from real-world market
processes, attributing the origination of money and of its purchasing
power to some vague extra-market “convention.” Thus, for example,
Friedman® declares, “the existence of a common and widely accepted
medium of exchange rests on a convention” and “the value of money
rests on a fiction” Following classical monetary theorists like John
Stuart Mill, Friedman® argues that money is a “veil,” which is neutral
to and does not influence the underlying “real’ forces that determine
the wealth of a nation.” The only time that money impinges on the
real economy, according to Friedman, is when it “gets out of order”
and the “fiction” supporting money’s common acceptance and market
value threatens to completely dissolve. For Friedman and the mon-
etarists, disorderly money is characterized by an unstable price level.
From this position it is a short jump to the policy conclusion that the
value of money should not be subject to determination by changeable
and unpredictable market forces, but should be controlled and stabi-
lized by an extra-market organization, which in practice can only be
the State.

Earlier writers in the tradition of monetary analysis represented
by Friedman and the monetarists were emphatic regarding the neces-
sity of price stabilization to insure a well-functioning market econ-
omy. According to these writers, although the market automatically
and efficiently adapts to changes in the relative prices of goods and

52 Milton Friedman and Rose Friedman, Free to Choose: A Personal Statement
(New York: Harcourt Brace Jovanovich, 1980), p. 249.

53 Ibid.
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services, it is inherently incapable of smoothly adjusting to signifi-
cant changes in the overall price level. Thus, Simons™ argued that the
economy “... could be trusted systematically and automatically to cor-
rect disturbances in relative prices and relative outputs of goods and
services.... General price (price-level) movements, however, served
quite as systematically to set in motion forces which served, not to
correct but to aggravate the initial disturbance”

The main reason given by Simons™® for the inability of the mar-
ket economy to adapt to price-level fluctuations without significant
effects on output and employment is the fact that costs are “extremely
inflexible downward.” While Simons>® places part of the blame for
such cost rigidities on government price controls and political tol-
eration of union violence in the fixing of some wage rates, a large
share of the blame is attributed to the exercise of private monopoly
power, which is alleged to pervade the unregulated market econ-
omy and to permit monopolistic firms to cut quantities rather than
prices in response to a fall in demand. But even if all goods and ser-
vices were supplied in “highly competitive markets,” so that overall
prices could adjust relatively rapidly to changes in the relationship
between the demand for and supply of money, Simons*” argues, “ . .
such price-level instability is undesirable and disturbing in other deci-
sive respects; and the degree of price and wage flexibility necessary to
assure reasonable stability of production and employment in the face
of great monetary instability is utterly unattainable” Simons, like Law,
therefore denies that free-market prices and wage rates can ever be
flexible enough to permit the smooth operation of a monetary sys-
tem based on a commodity money originated and supplied strictly by
market forces. Accordingly, Simons® concludes that “If a free-market
system is to function effectively ... it must operate within a frame-
work of monetary stability which it cannot create for itself and which
only government can provide.”

54 Simons, Economic Policy, pp. 108-09.
55 Tbid., p. 55.

56 Tbid., pp. 53-54.

57 Ibid., p. 108.

58 Tbid., p. 109.
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A similar position was taken by Mints,” who declared that “It
is only under conditions of a stable general level of prices and some
minimum amount of flexibility in the price system that an equilib-
rium level of relative prices can be maintained.... The truth is that
the need for some given system of relative prices for the purpose of
maintaining optimum employment and output is a strong argument
in defense of stabilizing the price level”

The Law-Simons-Mints position remains one of the key tenets
of modern monetarist doctrine. According to Friedman,® “What is
seriously disturbing to economic stability are rapid and sizable fluc-
tuations in prices, not mild and steady secular movements in either
direction” For Friedman,® therefore, the “ultimate end” of monetary
policy is “achieving a reasonably stable price level” As the most effec-
tive means for pursuing this desideratum, Friedman and the mon-
etarists prescribe the aforementioned quantity rule, which dictates a
slow and steady growth rate of one of the monetary aggregates, more
or less under the direct control of the monetary authority.

Supply-siders emphasize money’s function as a measure of value
and the corollary importance of an invariant price level for macroeco-
nomic stability even more strongly than do the monetarists. The case
is argued by Miles* in the following terms:

A dollar bill is like a yardstick. It is a common guide for com-
paring the worth of different commodities today, and a single
commodity over time.... So the money yardstick is a sys-
tem for conveying information about value. It is analogous to
yardsticks used in specific industries. Take, for example, shoe
sizes. Like the dollar, shoe sizes are a yardstick or informa-
tion system; they provide a way to compare different pairs of
shoes.... Money is like shoe sizes. The monetary system pro-
vides information that people use to make plans for today and
for the future. It is only going to be used as long as it continues

9 Mints, A History of Banking Theory, p. 275.

60 Milton Friedman, A Program for Monetary Stability (New York: Fordham Uni-
versity Press, 1960), p. 92.

61 Tbid., p. 88.
62 Miles, Beyond Monetarism, pp. 189-91.
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to provide reasonably accurate and dependable information.
As the system becomes more volatile, people turn away from
it, employing the best alternatives.... [T]he economy experi-
ences a period of turmoil, uncertainty, and slow growth.

In contrast to the monetarist policy prescription, however, sup-
ply-siders advocate a price rule, which would constrain the monetary
authority to fix the price of a single commodity or the combined price
of a group of commodities. As we have seen, the supply-siders do not
believe that the steady growth of aggregate demand that is necessary
to stabilize the price level can be secured by fixing the growth rate of
the money stock via a quantity rule, because they reject the monetar-
ists’ claim that the velocity is stable.

Under the supply-siders’ preferred alternative, the Fed is obliged
to target the price of a commodity, say gold, whose market value is
believed to be a sensitive indicator of impending changes in the over-
all price level. For example, if the target price of gold is established at
$400 per ounce and it starts to exhibit a tendency to decline below this
level on the open market, it indicates to the Fed that there is a devel-
oping shortage of money and spending, which threatens to reduce
prices throughout the economy. By purchasing gold or even Treasury
securities from the public in exchange for newly-created dollars until
the price of gold returns to its target level, the Fed automatically rem-
edies the monetary shortage and thereby offsets the tendency of the
price level to decline. On the other hand, a surfeit of cash balances in
the economy is indicated by upward pressure on the market price of
gold. The Fed relieves this pressure by selling gold or securities to the
public and, in the process, absorbs and extinguishes the excess dollars
before the general price level can be driven up.

3.4. The Resource Costs of a Commodity Money

As we saw above, Law counted the high costs of supplying com-
modity money relative to the costs of supplying paper fiat money as
a serious defect of metallic monetary standards. “Resource costs”
also bulk large in the monetarist case against the gold standard. For
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example, Friedman® writes: “The fundamental defect of a commod-
ity standard, from the point of view of the society as a whole, is that
it requires the use of real resources to add to the stock of money. Peo-
ple must work hard to dig gold out of the ground in South Africa—in
order to rebury it in Fort Knox or some similar place” But why is it
necessary for additions to the nominal money stock ever to occur?

Underlying Friedman’s reasoning on this point is the assump-
tion, shared with Law, that, since money is a measure of value, an
efficient monetary standard must insure a stable price level. Thus,
Friedman® argues that the achievement of a stable price level under
a 100 percent gold standard requires that the annual production of
gold be sufficient to increase the money supply at the same rate as the
annual increase of real output in the economy (assuming a constant
velocity of circulation of money). According to his estimates for the
U.S. economy in the 1950s, the production of the necessary yearly
increment to the supply of gold money would “cost” approximately 50
percent of the average annual increase in real GNP.* By comparison,
the cost of achieving a stable price level under a paper fiat standard is
virtually nil, because the resource costs of adding to the money supply
under such a standard are negligible.

Setting aside the unsupported and heroic assumption that a paper
fiat currency monopolized by the State will be managed so as to yield a
constant price level, this accounting of the alternative costs of the two
monetary standards is meaningless. The reason is that the criterion
which Friedman and the monetarists apply in judging the efficiency of
competing monetary standards—that is, the expenditure of resources
which each requires to deliver stability in the value of money—is

63 Milton Friedman, Essays in Positive Economics (Chicago: University of Chicago
Press, 1953), pp. 209-10; Friedman, A Program for Monetary Stability, p. 5.

64 Friedman, Essays in Positive Economics, pp. 209-10; Friedman, A Program for
Monetary Stability, p. 5.

65 Friedman, A Program for Monetary Stability, p. 5. For the U.S. economy in the
1980s, Meltzer (Allan H. Meltzer, “Monetary Reform in an Uncertain Environment,”
in The Search for Stable Money: Essays in Monetary Reform, eds. James A. Dorn
and Anna Jacobson Schwartz [Chicago: University of Chicago Press, 1987], p. 213),
estimates the annual cost of a commodity money to equal 16 percent of the average
annual increase in real GNP.
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singularly inapplicable to the commodity employed as the universal
medium of exchange in a dynamic market economy. According to the
anti-Law tradition of monetary analysis outlined below, the value of
money, like that of any other commodity, can and does fluctuate in
response to unceasing changes in supply and demand. Thus, if gen-
eral growth in productivity and real output in the economy results in
an increase in the overall demand for money, there is no need for an
increase in the production of the monetary commodity.

In fact, gold is chosen as money precisely because it is a com-
modity which maintains its extreme scarcity relative to human wants
despite the progressive intensification of the division of labor and the
ongoing capital accumulation and technological innovation that mark
the evolving market economy. This inelasticity of supply means that,
under the gold standard, the increased demand for money result-
ing from economic growth is satisfied mainly by a rise in the pur-
chasing power of the monetary unit, which involves a general fall in
prices and requires little or no expenditure of real resources for min-
ing additional gold. This is the reason why the spectacular growth of
the industrialized market economy operating under the nineteenth-
century gold standard was characteristically accompanied by a gently
declining price level.

But what of the monetarist objection that the secular decline
in prices operates to undermine money’s function as a measure of
value? The response of the anti-Law monetary theorist is that money
is not an eternally fixed “measure” in any sense, but a tool of eco-
nomic calculation which permits capitalist-entrepreneurs to appraise
the profitability of prospective investments and production pro-
cesses. The latter function is not in the least thwarted by the secu-
lar tendency of prices to decline under the gold standard. As Ludwig
von Mises® writes:

6 For example, the phenomenal growth of the U.S. economy between 1879 and
1896 occurred against a backdrop of declining prices. See Ron Paul and Lewis Lehr-
man, The Case for Gold: A Minority Report of the U.S. Gold Commission (Wash-
ington, D.C.: Cato Institute, 1982), pp. 102-10.

67 Ludwig von Mises, Human Action: A Treatise on Economics, 3rd rev. ed. (Chi-
cago: Henry Regnery Company, 1966), pp. 469-70.
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In the conduct of business, reflections concerning the secu-
lar trend of prices do not play any role whatever. Entrepre-
neurs and investors do not bother about secular trends. What
guides their actions is their opinion about the movement of
prices in the coming weeks, months, or at most years. They
do not heed the general movement of all prices. What mat-
ters for them is the existence of discrepancies between the
prices of the complementary factors of production and the
anticipated prices of the products. No businessman embarks
upon a definite production project because he believes that
the prices, i.e., the prices of all goods and services, will rise.
He engages himself if he believes that he can profit from a
difference between the prices of goods of various orders. In
a world with a secular tendency toward falling prices, such
opportunities for earning profit will appear in the same way
in which they appear in a world with a secular trend toward
rising prices....

A secular tendency toward a rise in the monetary unit's pur-
chasing power would require rules of thumb on the part of
businessmen and investors other than those developed under
the secular tendency toward a fall in its purchasing power.
But it would certainly not influence substantially the course
of economic affairs.

3.5. The Supply of Money as a Political Monopoly

The cornerstone of Law’s scheme for monetary reform is a
monopolistic money-issuing institution which resembles a mod-
ern central bank. Needless to say, the three modern macroeconomic
schools under examination all staunchly support the idea that supply
of money needs to be centralized under a political monopoly.

This position requires explanation in the case of the monetarists,
who generally are insightful and vigorous exponents of the virtues of
the free market. To justify their support for a monopoly central bank,
most monetarists fall back on the peculiar idea, mentioned above,
that every viable monetary standard presupposes that the political
authorities follow a policy rule of some type. Under the gold stan-
dard, for example, some agency of government must peg the price of
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gold in terms of the national currency unit.®® Hence, in the monetar-
ist view, the practical choice is between a monopoly central bank sup-
plying a nearly costless fiat money and a governmental price-fixing
scheme which involves gold or some other commodity and entails
high resource costs. As one leading monetarist, Allan Meltzer,* for-
mulates the choice:

A gold standard or commodity money standard requires the
government to control a price. A monetary rule gives the power
to control money to a government monopolist, but limits the
monopolist’s freedom to set a price or choose a quantity other
than the prescribed quantity or growth rate.... Economic effi-
ciency is rarely compatible with either price-fixing or monop-
oly arrangements. Yet, in the case of money, a monopoly central
bank can be the most efficient method of producing money.

The principal reasons are that a monopoly central bank low-
ers the resource cost of the standard by substituting incon-
vertible paper money for commodity money, by reducing
some monitoring or enforcement costs, and by lowering the
levels of risk and uncertainty that society bears.

4. Turgot and the Anti-Law Tradition

Turgot was a brilliant eighteenth-century French statesman
and economist, and a trenchant critic of Law’s monetary thought.”
In his brief contributions to monetary theory, Turgot set out for the
first time the basic outlines of a tradition of monetary analysis which
is represented in the U.S. today by the resurgent Austrian school of
€CoNnomics.

68 However, lately monetarists have become more willing to contemplate wholly pri-
vate monetary systems, including specie-based “free” banking arrangements and
schemes for competition among private issuers of inconvertible paper currencies.
See, for example, Meltzer, “Monetary Reform,” pp. 214-17, and Milton Friedman,
“Monetary Policy: Tactics Versus Strategy;” in The Search for Stable Money: Essays
on Monetary Reform, eds. James A. Dorn and Anna Jacobson Schwartz (Chicago:
University of Chicago Press, 1987), pp. 373-76.

69 Meltzer, “Monetary Reform,” pp. 214-18.

70 For the best discussion of Turgot’s contributions to economic science, see Murray N.
Rothbard, The Brilliance of Turgot (Auburn, Ala.: Ludwig von Mises Institute, 1986).
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Turgot flatly rejects Law’s primary contention that money is
merely an exchange token, whose supply must be manipulated by the
political authorities in order to achieve selected policy goals. Accord-
ing to Turgot” money is essentially a medium of exchange and the
unit in which relative prices are expressed: “These two properties, of
serving as a common measure of all values [i.e., the unit in which all
prices are expressed] and of being a representative pledge of all com-
modities of a like value [i.e., the medium of exchange], include all that
constitutes the essence and utility of what is called money....”

As Turgot” points out, however, these two functions of money
can only be performed by an article which is already widely used, val-
ued, and exchanged under barter: “.. all money is essentially mer-
chandise. We can take for a common measure of values only that
which has a value, and which is received in Commerce in exchange
for other values: and there is no pledge universally representative
of a value save another equal value” Since money thus necessarily
originates as a useful commodity from within the market economy
itself, Turgot” emphatically denies the possibility that “a purely con-
ventional money” without a pre-existing purchasing power can be
imposed from outside the market. According to Turgot,” “It is not
in virtue of a convention that money is exchanged against all other
values; it is because money itself is an object of commerce, a part
of wealth, because it itself has a value, and in trade all values are
exchanged against equal values”

Turgot”™ argues further that, while almost all commodities may
more or less conveniently serve as money, gold and silver have been
chosen as the “universal money” because they possess in the great-
est degree the various physical properties which peculiarly suit them
to that role. Anticipating early twentieth-century textbook writers,

71 A.RJ. Turgot, Reflections on the Formation and the Distribution of Riches (New
York: Augustus M. Kelley, [1770] 1971), p. 36.

72 Tbid.

73 Tbid.

74 Quoted in Rist, History of Monetary and Credit Theory, p. 106, fn. 3.
75 Turgot, Reflections, pp. 31-32, 36, 38.
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Turgot’™ gives the following comprehensive list of these properties:
a general demand under barter; natural rarity or high inelasticity of
supply; a high value to weight ratio; divisibility; durability, homoge-
neity of supply; and the ease with which their genuineness and purity
may be verified.

As people come to recognize the superior suitability of the pre-
cious metals to serve as media of exchange, their individual actions
generate a “spontaneous” and self-reinforcing market process by
which gold and silver evolve into money. According to Turgot,”
as market participants become increasingly eager to acquire and
hold ready stocks of gold and silver for use in future exchanges, the
demands for and market values of these metals are augmented and
this very development further enhances their usefulness as media of
exchange. In addition, once gold and silver become the universally
preferred exchange media and are therefore traded against every
other good in the market, the weights of the metals naturally become
the units in which all market values or prices are expressed.”® Con-
trary to the contention of the monetarists, then, a metallic standard
does not require that the political authorities arbitrarily proclaim and
fix an exchange rate between some disembodied monetary unit and
the standard metal, because the monetary unit itself always evolves on
the market as a specific weight of gold or silver.

Turgot”™ thus concludes that money is not a creation of law or of
human convention, but is the product of a natural market process:

Thus, then, we come to the constitution of gold and silver
as money and universal money, and that without any arbi-
trary convention among men, without the intervention of
any law, but by the nature of things. They are not, as many
people have imagined, signs of values; they have themselves a
value. If they are susceptible of being the measure and pledge
of other values, they have a value in Commerce....

76 Turgot, Reflections, pp. 37-39; A.R.J. Turgot, The Life and Writings of Turgot, ed.
W. Walker Stephens (London: Longmans, Green and Co., 1895), p. 207.

77 Turgot, Reflections, p. 40.
78 Tbid., p. 38.
79 Turgot, Reflections, p. 39; Life and Writings, p. 207.
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It is then as merchandise that coined money is (not the sign)
but the common measure of other merchandise, and that
not by an arbitrary convention, founded on the glamour of
that metal, but because, being fit to be employed in different
shapes as merchandise, and having on account of this prop-
erty a saleable value, a little increased by the use made of it
as money, and being besides suitable of reduction to a given
standard and of being equally divided, we always know the
value of it.

In thus denying that money is merely a “sign of values,” which
itself possesses only a fictional or representative value, Turgot is chal-
lenging Law’s contention that money is essentially an exchange token,
which is designed to be promptly spent. With his focus on money
as the most marketable among all exchangeable goods, Turgot con-
ceives the demand for money in the modern sense of the demand
to acquire and hold a stock of cash to employ in future exchanges.
Writes Turgot:** “Everyone who has a surplus commodity, and has
not at the moment any need of another commodity for use, will has-
ten to exchange it for money; with which he is more sure, than with
anything else, to be able to procure the commodity he shall wish for
at the moment he is in want of it”” Elsewhere, Turgot® writes that men
“[exchange] all their superfluity for money, and [exchange] money
only for the things which are useful or agreeable to them at the
moment...."

Moreover, since the same causes, i.e., supply and demand, which
determine relative prices among the general array of goods also deter-
mine the “price” or purchasing power of money in terms of goods,
Turgot flatly rejects Law’s central conclusion that there is a tendency
for the stock of metallic money to become deficient:

But has it been left to Law to remain ignorant that gold falls
in value like everything else by becoming more plentiful? If
he had read and studied Locke ... he would have known that
all the commodities of a country are balanced between them-
selves, and with gold and silver, according to the proportion
of their quantity and the demand for them; he would have

80 Turgot, Reflections, p. 39.
81 Tbid,, p. 42.
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learned that gold has not a value which corresponds always
to a certain quantity of merchandise, but when there is more
gold it is cheaper, and one gives more of it for a determi-
nate quantity of merchandise; that thus gold, when it circu-
lates freely suffices always to the need of the State, and that it
becomes a matter indifferent to have one hundred millions of
marks or one million, if we are to buy all commodities dearer
in the same proportion.

In this passage Turgot enunciates one of the most important pol-
icy implications of sound monetary theory, namely, that any quantity
of money always provides the full utility of a medium of exchange to
society, and, therefore, an increase in the nominal quantity of money
can yield no increase in social welfare. As Turgot points out, all that
results from inflating the supply of money is a fall in the purchasing
power of the monetary unit and a corresponding rise of the scale of
prices in the economy.

Turgot’s emphasis on the medium of exchange as the universally
demanded and supplied “merchandise” leads him to a dual critique of
price stabilization schemes of the kind championed by Law, and later
by the Simons-Friedman Chicago School. First, Turgot argues that
money as the most saleable commodity naturally possesses a market
value which is not constant but varies in response to changes in mar-
ket conditions. Writes Turgot:*

This value [of money] is susceptible of change, and in fact
does change continually; so that the same quantity of metal
which corresponded to a certain quantity of such or such
a commodity ceases to correspond to it, and more or less
money is needed to represent the same commodity....

A thousand different causes concur to fix at each moment
the value of commodities when compared either with one another
or with money, and to cause them to change incessantly. The same
causes determine the value of money, and cause it to vary when com-
pared, either with the value of each particular commodity, or with the
totality of the other values which are actually in Commerce.

82 Ibid., pp. 40-41.
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Second, not only are fluctuations in the “price level” a natural
outcome of a free market in money, but, according to Turgot, such
fluctuations are the indispensable means by which the market con-
tinually adjusts the purchasing power of the monetary unit to avoid
an excess demand or supply of money. Any increase in the overall
demand for money is costlessly accommodated by the market via a
general fall in prices and the attendant increase in the total purchas-
ing power of the existing supply of money; there is no need for an
increase the “nominal” supply of money. Thus, as Turgot® points out,
Law raises a false issue when he argues (as do the Friedmanites in our
own day) that the resource costs of adding to the supply of metallic
money far exceed the costs of increasing a paper fiat currency. It is in
fact the policy of price stabilization itself that frustrates and incapaci-
tates the market’s efficient means of equilibrating the supply of money
and the demand for it and, in the process, imposes on society the high
costs of the economic distortions that political manipulation of the
money supply invariably brings about.

This brings us to another flaw which Turgot identifies in
schemes to issue paper money. With brilliant insight, Turgot** argues
that the very issuance of paper money would interfere with and dis-
tort the sensitive market process by which the existing money stock
is allocated among the public according to their individual demands
to hold cash. These demands are by their very nature subjective, ever-
changing, and therefore unknown to the money issuers. In the words
of Turgot:* “Gold and silver themselves, regarding them only as signs [i.e.,
media of exchange], are, by the fact of their very circulation, actually distrib-
uted among the public according to the proportion of the commodities, of
the industry, lands, and real wealth of every kind existing. Now this propor-
tion can never be primarily known, because it is hidden, and because it var-
ies continually by a new circulation. The king will not proceed to distribute
his paper-money to each person in the proportion that he holds gold and
silver money....”

83 Turgot, Life and Writings, pp. 206-07.
84 Tbid., p. 208.
85 Tbid.
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In the language of modern monetary theory, Turgot is arguing
in this passage that money is “nonneutral” and that every injection of
new money into the economy is inevitably accompanied by “distri-
bution effects” or redistributions of income and wealth among indi-
vidual economic agents. This insight of Turgot’s is the starting point
of the tradition of monetary process analysis which eventually culmi-
nated in the development of the Austrian theory of the business cycle.
One of the most important implications of this theory is that any
attempt by central banks to stabilize prices by adding to the quantity
of money through the expansion of commercial bank reserves and
business loans will invariably cause distortions of interest rates and
relative prices, malinvestment of capital, and, ultimately, economy-
wide recession or depression. Thus for Turgot and modern Austri-
ans it is not the mild fluctuations in the price level which would occur
under a full-bodied gold standard but the attempt to endow money
with a chimerical neutrality that leads to disorderly money and a dis-
coordinated economy:.

Accordingly, in sharp contrast to Law and modern propo-
nents of managed money, Turgot is an implacable foe of fractional-
reserve banking. He argues that note-issuing and deposit-taking by
fractional-reserve banks are fundamentally unsound and are not just
another species of free-market credit relations. There exists a qual-
itative difference between the credit granted by lenders to private
business and the “credit” granted by depositors or note holders to
fractional-reserve banks, because inherent in the operation of the lat-
ter institutions is the temporal mismatching of assets and liabilities.
According to Turgot:*

[Business credit] necessarily supposes an exchange at the
term foreseen and fixed in advance; for if the [merchant’s]
bills were payable at sight, the merchant would not be free to
turn to use the money he had borrowed. Thus it is a contra-
diction of terms for a bill at sight to bear interest, and such a
credit cannot exceed the capital of the borrower.... In a word,
every credit is a borrowing, and has an essential relation to its
repayment.... A merchant who would buy goods to tenfold

86 Ibid., pp. 204-06.
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his capital and who would pay for them by notes, payable to
the bearer, would soon be ruined....*

Finally, Turgot’s emphasis on money’s function as a “common
measure of all values,” and therefore as a tool of economic calculation,
combined with his profound insight into the vital role of monetary
calculation and money capital in orienting and driving the social pro-
duction process, suggests a criterion that is relevant to the modern
search for sound money.

According to Turgot,® “all labours, whether for agriculture or for
industry, require advances [of capital] ... capitals are the indispensable
foundation of every undertaking....” In other words, capitalist-entre-
preneurs must save and accumulate a fund of capital in order to pay in
advance for the resources necessary to promote and sustain an enter-
prise whose output emerges only after a lapse of time from the initial
investment of resources in the production process. The introduction
of money has enormously simplified and facilitated the task of saving
and accumulating capital. Anyone—landowner, laborer, or entrepre-
neur—can undertake the accumulation of capital by saving out of his
monetary income. As the generally acceptable medium of exchange,
money may be invested in agriculture or any other type of production

87 Turgot’s staunch opposition to fractional-reserve banking places him squarely in
the mainstream of eighteenth-century monetary thought, which can be interpreted
as a reaction against Law’s writings and schemes. Theorists such as Isaac Gervaise,
Jacob Vanderlint, David Hume, and Joseph Harris argued that the extension of credit
by fractional-reserve banks was economically destructive, while Richard Cantillon
deeply distrusted banks and held that they added negligibly to aggregate real income.
See Joseph T. Salerno, The Doctrinal Antecedents of the Monetary Approach to
the Balance of Payments (Ann Arbor, Mich.: University Microfilms International,
1980), pp. 71-193, passim. In sharp contrast to these writers, Adam Smith sought
to rehabilitate some aspects of Law’s thought. He lauded Law’s “splendid, but vision-
ary ideas” while complaining of the “excess of banking” to which they contributed
(Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations [New
York: Random House, Inc., [1776] 1965], p. 302). For Smith, “the judicious opera-
tions of banking,” which would substitute the notes and deposits of competitive “free”
banks for specie money, would “very considerably” increase resource productivity
and output by providing a metaphorical “waggon-way through the air” to replace the
costly highway made of gold and silver (p. 305). For a discussion of Law’s influence
on Smith and its deleterious effect on later British monetary theory, see Rist, History
of Monetary and Credit Theory, pp. 84-85, 323.

88 Turgot, Reflections, pp. 51, 64.
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process. Capital of any kind thus comes to be universally evaluated
and calculated in terms of money. As Turgot® states “... it is absolutely
indifferent whether this sum of values or this capital consists in a mass
of metal or anything else, since the money represents every kind of
value, just as every kind of value represents money.’

It is the competitive bidding among entrepreneurs to acquire the
means of production via what Turgot calls “advances” of money capi-
tal that establishes the current money prices for the various kinds of
resources. Thus, for example, the prices of land resources “... are always
easily determined in the same manner as the price of all other com-
modities; that is ... in accordance with the current price established by
the competition of those who wished to exchange lands for cattle and
of those who wished to part with cattle in order to get lands*

In the case of land rents, Turgot® theorizes that “The competition
of rich Undertakers in agriculture fixes the current price of leases....”
Consistent with his analysis of the determination of the price of
consumer goods,” Turgot® views catallactic competition among
entrepreneurs as the driving force leading to the emergence of a mar-
ket-clearing price for land services, with “the Proprietor only letting
his land to him who offers the highest rent” Finally, in the labor mar-
ket, although sellers’ competition establishes a market-clearing wage
rate “less than [the laborer] would like,” the competition is never so
intense as to prevent the more “active” and “expert” worker, who is
“above all, more economical” in his personal consumption, from earn-
ing a price for his labor in excess of subsistence for himself and his
family enabling him to accumulate wealth.** These resource prices, of
course, ultimately reflect entrepreneurial appraisements of the future

8 Tbid., p. 51.

90 Tbid., p. 48. In this example, Turgot uses cattle to represent what he calls “move-
able wealth,” which functioned as a quasi-money during the era preceding the emer-
gence of a universal medium of exchange. In this form, capital was accumulated and
advanced to resource owners.

91 Tbid., p. 56.
92 Tbid,, pp. 29-30.
93 Tbid., p. 56.
% bid,, p. 44.
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sale prices of the array of consumer products, because, as Turgot”™
points out, “The Undertakers [i.e., the capitalist-entrepreneurs or pro-
moters], either in the cultivation of land or in Manufactures, get back
their advances and their profits only from the sale of the fruits of the
earth or of the manufactured commodities. It is always the wants and
the means of the Consumer that set the price at sale....” We may thus
reasonably infer from Turgot’s discussion that the competitive process
yields a structure of market-clearing input prices that is coordinated
with respect to entrepreneurial expectations of future output prices,
and thereby insures full utilization of scarce productive resources.

Current resource prices, although established by the competitive
bidding of all entrepreneurs, are taken as data in the monetary cost
and profit calculations that inform the production decisions of the
individual entrepreneur in any branch of production. Turgot* gives
explicit recognition to the all-important role of monetary calcula-
tion in guiding production decisions. The decision to lease land and
undertake an agricultural enterprise, for example, is made “.. accord-
ing to the calculation the Farmers make, both of their expenses and of
the profits they ought to draw from their advances....” Likewise, the
commercial entrepreneur ascertains the money prices of merchandise
at various locations and “.. directs his speculations accordingly; he
sends the commodities from the place where they bear a low price to
those where they are sold for a higher; it being understood, of course,
that the expense of carriage enters into the calculation of the advances
which have to return to him”

Furthermore, as Turgot”” continually reiterates, in calculating the
prospective profitability of a given enterprise, all entrepreneurs count
as costs, in addition to their money expenditures on the factors of pro-
duction, the forgone money revenue based on the rate of return on
capital investment, or, in Wicksellian terminology, “the natural rate of
interest” which can be earned in alternative branches of production.

% Tbid,, p. 58.
9 Tbid., pp. 56, 62.
97 Ibid., pp. 53, 55-56, 57, 61.
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Turgot® recognizes, moreover, that, in the long run, the natural rate of
interest on investment in various processes of production and the rate
of interest on loans “preserve a kind of equilibrium?”

In a stroke of methodological genius, Turgot concludes his analy-
sis of the monetary aspects of the production process by focusing on
an economy in the fictional state of long-run equilibrium and identi-
fying the vital role played by the regularly recurring accumulation and
investment of capital guided by monetary calculation. Writes Turgot:*

We see ... how that the cultivation of land, manufactures of
all kinds, and all branches of commerce depend upon a mass
of capitals, or of moveable accumulated riches, which hav-
ing been at first advanced by the Undertakers in each of these
different classes of labours, must return to them every year
with a steady profit; that is, the capital to be again invested
and advanced anew in the continuation of the same enter-
prises, and the profit to provide for the more or less comfort-
able subsistence of the Undertakers. It is this advance and this
continual return of capitals which constitute what one must
call the circulation of money; that useful and fruitful circu-
lation which gives life to all the labours of the society, which
maintains movement and life in the body politic, and which
is with great reason compared to the circulation of blood in
the animal body.

Thus, in Turgot’s view, monetary calculation tends to insure that
capital investment and productive resources are allocated among
the various branches of production strictly in accord with consumer
preferences as expressed in the pattern of expenditures on the array
of consumer products. In appropriating from Law the term “circula-
tion of money” and emphatically redefining it to signify the process
of monetary saving and investment that initiates and sustains round
after endless round of productive activity in the evenly rotating econ-
omy, Turgot seeks to depict the complex and unique link between
money and capitalistic production.

98 Tbid., pp. 83-85.
9 Tbid., pp. 62-63.
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According to Turgot:'®

... before the introduction of gold and silver in commerce ...
it was almost impossible to accumulate considerable capitals,
and still more difficult to multiply and divide payments, as
much as is necessary to facilitate and multiply exchanges to
the extent which is demanded by a thriving commerce and
circulation [of capital].... In fact, almost all savings are made
in nothing but money; it is in money that the revenues come
to the proprietors, that the advances and the profits return to
undertakers of every kind; it is, therefore, from money that
they save, and the annual increase of capitals take place in
money: but none of the undertakers make any other use of
it than to convert it immediately into the different kinds of
effects upon which their undertaking depends; and thus this
money returns to circulation, and the greater part of capitals
exists only in effects of different kinds....

Thus, although Turgot recognizes, indeed emphasizes, the link
between money and production, he quite clearly avoids the error,
common to Law and his latter-day followers, of supposing that what
drives production is the brute fact of spending money. For Turgot'"" it
is the finely-balanced order in which expenditures take place (“lordre
des dépenses”) which coordinates and maintains the social structure
of capital and production. Once allow “disorder” or discoordination
“in the sequence of expenditures” and the result is the disappearance
of profits and the reduction of business enterprises, employment, con-
sumption, production, and income.

The criterion for sound money that is derived from Turgot’s
work, therefore, centers upon money’s role as a tool of economic
calculation which serves the entrepreneurial function of allocating
capital and coordinating the uses of productive resources in light of
anticipated consumer preferences.

In the period since the second world war, Turgot’s insights and
ideas about money and banking have been developed most fully by
monetary theorists associated with the Austrian School of economics.

100 Thid., pp. 64, 98.
101 Thid, p. 63.
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These include most notably Ludwig von Mises and Murray N.
Rothbard.'”

Turgot’s influence was transmitted to modern Austrians primar-
ily via Carl Menger, the nineteenth-century co-discoverer of mar-
ginal utility theory and founder of the Austrian School of economics.
Menger’s knowledge of early economic literature was encyclopedic,'®
and he was especially familiar with, and influenced by, the eighteenth-
century Franco-Italian tradition that began with Richard Cantillon
and included, along with Turgot, the Abbé Condillac and Ferdinando
Galiani. This tradition culminated in the work of ].B. Say, which exer-
cised an enormous influence on Continental economics throughout
the nineteenth century. Menger absorbed the Cantillon-Turgot-Say
tradition directly, as we can see from the footnotes and appendices to
his Principles of Economics,'* and also indirectly, through his study
of early nineteenth century German economists, such as Karl Hein-
rich Rau and Friedrich B.W. Hermann, whose theoretical approach
was derived from Say.

Menger’s most important contribution to monetary theory was
the development of a rigorous theoretical explanation of the catallactic
origin of money, the germ of which is to be found in Turgot’s brilliant
insight, noted above, that money is not created from outside the mar-
ket by “an arbitrary convention” but evolves as “merchandise” with a

102 Friedrich Hayek’s stream of brilliant contributions to Austrian business-cycle
theory and international monetary theory, for which he was awarded a share of the
Nobel Prize in Economics in 1974, began to flow forth in 1925 but had come to an
end by 1940. HayeK’s contributions are contained in the following works: F.A. Hayek,
Monetary Theory and the Trade Cycle (New York: Augustus M. Kelley, [1933]
1966); Prices and Production, 2nd. ed. (New York: Augustus M. Kelley, [1935] 1967);
Monetary Nationalism and International Stability (New York: Augustus M. Kelley,
[1937] 1971); Profits, Interest, and Investment, and Other Essays on the Theory of
Industrial Fluctuations (New York: Augustus M. Kelley, [1939] 1969); Money, Capi-
tal, and Fluctuations: Early Essays, ed. Roy McCloughry (Chicago: The University
of Chicago Press, 1984).

103 E A. Hayek, “Introduction: Carl Menger,” introduction to Carl Menger, Principles
of Economics, trans. James Dingwall and Bert E Hoselitz (New York/London: New
York University Press, 1981), p. 14.

104 Carl Menger, Principles of Economics, trans. James Dingwall and Bert E Hoselitz
(New York: New York University Press, [1950] 1981).
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“saleable value” that is originally determined under the preexisting state
of barter. In fact, Menger'® cites Turgot as one of three eighteenth-cen-
tury writers who decisively rejected the long-held theory of Aristotle
which “ . . traces the origin of money to a contract between men.

Menger’s second contribution to Austrian monetary theory is
his formulation of the demand for money as the sum of individual
demands to hold a stock of cash in order to finance anticipated trans-
actions. Moreover, among the three economists—Menger, Léon Wal-
ras, and Alfred Marshall—who are generally credited with priority in
independently and fully articulating the cash balance approach to the
demand for money, Menger alone seems to have possessed the depth
of insight to explicitly reject the concept of the velocity of circulation
of money and to avoid the error of treating velocity as the inverse of
the demand for money.'* Despite the fact that he was familiar with
Cantillon’s much-praised discussion of the “rapidity of circulation of
money, ' Turgot, as we saw above, had also eschewed any reference
to velocity as a factor in determining the value of money, instead sug-
gesting an analysis that runs strictly in terms of the individual’s desire
to maintain a reserve of the exchange medium.

Also like Turgot, Menger emphasizes that no exchangeable
good, including money, can ever possess a stable purchasing power,
and he proceeds to demonstrate the fallacy of supposing that money
is a measure of value and that it is possible to devise a theoretically
unexceptionable statistical index of the general price level.'® Finally,
Menger seeks to rehabilitate the Turgotian concept of capital as the
monetary appraisement of the aggregate of goods an individual

15 [bid,, p. 318.

106 Arthur W. Marget, The Theory of Prices: A Re-examination of the Central Prob-
lems of Monetary Theory, 2 vols. (New York: Augustus M. Kelley, [1938-1942]
1966), Vol. 1: p. 297; Vol. 2, p. 59; Hans E. Sennholz, “The Monetary Writings of Carl
Menger;” in The Gold Standard: An Austrian Perspective, ed. Llewellyn H. Rockwell,
Jr. (Lexington, Mass.: D.C. Heath and Company, 1985), p. 22.

107 Richard Cantillon, Essai sur la Nature du Commerce en Général, ed. and trans.
Henry Higgs (New York: Augustus M. Kelley, Bookseller, [1931] 1964), pp. 127-49.

108 Erich Roll, “Menger on Money,” Economica 3, no. 12 (November 1936): pp.
457-58.
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devotes to producing with the aim of acquiring a monetary income.'®
For Menger, then, the concept of capital is inextricably entwined with
the concept of monetary calculation; it is “the productive property,
whatever technical nature it may have, so far as its money value is the
subject of economic calculation, that is, if it appears in our accounting

as a productive sum of money. "

Eugen von Bohm-Bawerk is generally not credited with any con-
tribution to monetary economics. In fact, Bohm-Bawerk!!! even criti-
cized Menger’s identification of capital with the monetary valuation of
an individual’s income-producing property as prescientific and “a lean-
ing toward the mercantilistically colored speech of everyday life.”!'

Nevertheless, Bohm-Bawerk initiated the development of the
modern Austrian emphasis on the central role of monetary calculation
in guiding the social production process. Bohm-Bawerk’s exposition
of the “law of costs,” in which he presents a causal explanation of the
determination of the prices of the factors of production, is based on
the explicit recognition that money functions as “the neutral common
denominator for the otherwise noncomparable needs and emotions of
different individuals.”'"* Like Turgot, with whose work he was inti-
mately familiar,"'* Bohm-Bawerk stressed the pivotal role of com-
petition among capitalist-entrepreneurs in appraising the monetary
value of productive factors in light of the prices of consumer goods.

109 Hayek, “Carl Menger,” p. 28.
110 Thid.

11 Eugen von Bohm-Bawerk, Capital and Interest, 3 vols., trans. George D. Huncke
and Hans E Sennholz (South Holland, Ill.: Libertarian Press, 1959), pp. 50-53.

12 Tt was left to Mises (Human Action, pp. 259-64) to demonstrate that the Men-
gerian concept of capital as the correlative of monetary income for calculation pur-
poses and the Bohm-Bawerkian concept of capital goods as the produced means of
production are both indispensable to the elaboration of economic theory.

113 Eugen von Bohm-Bawerk, “The Ultimate Standard of Value,” in Shorter Classics
of Eugen von Béhm-Bawerk, trans. Charles W. Macfarlane (South Holland, IlL.: Lib-
ertarian Press, 1962), p. 250.

114 Tn the first volume of Capital and Interest, Bohm-Bawerk devoted a chapter of
critical analysis to Turgot’s theory of interest, dismissing it as involving circular rea-
soning (Bohm-Bawerk, Capital and Interest, pp. 39-45). Nonetheless an earlier, and
as yet unpublished, seminar paper written by Bohm-Bawerk indicates that Turgot
had an “enormous influence” on him (Rothbard, The Brilliance of Turgot, p. 21).



46 Money, Sound and Unsound / Salerno

The establishment of an integrated structure of money prices for all
consumer and producer goods, which results from this competitive
process, enables entrepreneurs to calculate and compare the expected
costs and revenues of alternative productive ventures, and the pros-
pect of maximum profit leads them to rationally allocate resources in
the service of the most urgent of future consumer demands.

Thus, for Bohm-Bawerk,'" it is monetary calculation which
insures that the causal processes described by the “law of costs” are
“in strictest conformity with” the law of marginal utility. Accordingly,
Bohm-Bawerk!''® emphasizes: “Even the originary productive pow-
ers of the nation [i.e., land and labor] are forced into uses in the order
of profitability and receive their value and their price from the last of
them.... [I]n the end every want will attract the productive powers
it requires, directly or indirectly, and in proportion to the powers of
attraction inherent in its [monetary] ‘valuation figures™.

117

Elsewhere, Bohm-Bawerk'!” writes:

To meet ... practically unlimited demand we have a labor
power which in comparison with this demand is always lim-
ited. It is never sufficient to satisfy all our desire ... we must,
therefore, always choose which of our desires we will grat-
ify. Under the influence of self-interest we will satisfy them
according to the height or the amount of the fee which we are
willing to pay for their satisfaction.... The existing productive
power is ... fully employed in the satisfying of those wants, for
whose satisfaction we are willing and able to pay [the equi-
librium money wage rate].... The fact that there are always a
number of laborers out of employment tells in no way against
my contention; it is a result, not of an excess of labor force, but
of those never-failing disturbances of the organization of the
entire, yet insufficient, supply of labor forces.

The foregoing passages contain the seeds of the concept of “price
coordination” which undergirds the macroeconomic theorizing of

115 Bohm-Bawerk, Capital and Interest, p. 255.
116 Tbid., pp. 253-54.
117 Béhm-Bawerk, “The Ultimate Standard of Value;” pp. 355-56.
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the modern Austrian school.""® According to this concept, the com-
petitive market process, guided by monetary calculation and unham-
pered by political interventions, always appraises and prices scarce
resources so as to insure that they are fully employed in those uses
anticipated by entrepreneurs to be most value-productive from the
point of view of consumers.

Bohm-Bawerk, in fact, went far beyond Menger and Wieser and
other contemporary marginal-utility theorists in explaining the catal-
lactic phenomena of money costs and of the allocation of resources
according to monetary calculation.'”* Bbhm-BawerK’s great concern
to elucidate the causal link between individuals’ subjective value rank-
ings and the social, objective, and cardinal phenomena of money
prices and costs has left an indelible imprint on the efforts of later
Austrians to develop a criterion for sound money which highlights
money’s role as a tool of economic calculation.

Mises,'® the acknowledged founder of modern Austrian monetary
theory, surely had Béhm-Bawerk'*' foremost in mind when he wrote:

118 Joseph T. Salerno, “The Concept of Coordination in Austrian Macroeconomics,”
in Austrian Economics: Perspectives on the Past and Prospects for the Future, ed.
Richard M. Ebeling (Hillsdale, Mich.: Hillsdale College Press, 1991) [reprinted here
as Chapter 7].

119 Tn Menger’s work, “.. the role that cost of production plays in determin-
ing the relative value of different commodities is not explicitly explained” (Hayek,
“Carl Menger,” p. 19). Wieser’s work is marred by a peculiar and fruitless attempt
to derive the principles of value and cost imputation from the analysis of a non-
monetary, communist economy (Friedrich von Wieser, Natural Value, ed. William
Smart [New York: Augustus M. Kelley, [1893] 1971). For this among other reasons,
Mises writes concerning Wieser: “His imputation theory is untenable. His ideas on
value calculation justify the conclusion that he could not be called a member of the
Austrian School, but rather was a member of the Lausanne school....” (Ludwig von
Mises, Notes and Recollections [South Holland, Ill.: Libertarian Press, 1978], p. 36).

120 Tudwig von Mises, Epistemological Problems of Economics, trans. George Reis-
man (New York: New York University Press, [1960] 1981), p. 165.

121 Although Menger’s Principles of Economics had an admittedly formative influ-
ence on Mises (Mises, Notes and Recollections, p. 33), Mises considers Bohm-
Bawerk’s three-volume Capital and Interest to be “no doubt ... the most eminent
contribution to modern economic theory” (Ludwig von Mises, “Capital and Interest:
Eugen von Bohm-Bawerk and the Discriminating Reader;” in idem, Economic Free-
dom and Interventionism: An Anthology of Articles and Essays, ed. Bettina Bien
Greaves [Irvington-on-Hudson, N.Y.: Foundation for Economic Education, 1990]
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Only the reduction of the concept of cost to its ultimate basis,
as carried out by the theory of marginal utility, brings the
social aspect of economic action entirely into view.

Within the field of modern economics the Austrian School
has shown its superiority to the School of Lausanne and the
schools related to the latter, which favor mathematical for-
mulations, by clarifying the causal relationship between value
and cost, while at the same time eschewing the concept of
function, which in our science is misleading. The Austrian
School must also be credited with not having stopped at the
concept of cost, but, on the contrary, with carrying on its
investigations to the point where it is able to trace back even
this concept to subjective value judgments.

Mises’s discovery that the intellectual operation of monetary
calculation based on market prices is the indispensable precondi-
tion for the existence of the social division of labor, which under-
lies his famous critique of socialism,'* takes as its point of departure
the Bohm-Bawerkian elaboration of the law of costs. In his develop-
ment of monetary theory proper, as opposed to the theory of mon-
etary calculation, Mises’s work can be characterized as “the direct
continuation of Menger’s work.”'* Mises’s student Rothbard has

p. 133). “Especially important” according to Mises (p. 134) is the third book of the
second volume, which contains Bchm-Bawerk’s exposition of value and price theory,
including the law of costs. Schumpeter who was a student of Wieser’s and exhib-
ited a general methodological stance more reflective of Lausanne than of Vienna,
concurs with Mises in his appraisal of Bohm-Bawerk’s contribution: “His theory of
price is still the best we possess [as of 1914], the one that best answers all funda-
mental problems and all basic difficulties.... [The] ‘theory of imputation’ ... owes to
Bohm-Bawerk one of its most perfect formulations” (Joseph A. Schumpeter, “Eugen
von Béhm-Bawerk: 1851-1914,” in Ten Great Economists: from Marx to Keynes,
trans. H.K. Zassenhaus [New York: Oxford University Press, 1965], pp. 159, 171).
Finally, Hayek notes that the Austrian formulation of the subjective value doctrine
“... including the theory of cost, was largely the result of Bohm-Bawerk’s brilliant
exposition,” which went beyond Menger and Wieser “in matters relating to price”
(FEA. Hayek, “Hayek on Wieser;” in The Development of Economic Thought: Great
Economists in Perspective, ed. H.W. Spiegel [New York: John Wiley and Sons, 1952],
p. 558.).

122 Tudwig von Mises, Economic Calculation in the Socialist Commonwealth, trans.
S. Adler (Auburn, Ala.: Ludwig von Mises Institute, Praxeology Press, 1990).

123 Hayek, “Carl Menger] p. 31.
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made original contributions to the theories of money and mone-
tary calculation,'** which also lie squarely within the Turgot-Menger
tradition.

It is in the writings of Mises and Rothbard, therefore, that we
find the most sophisticated and complete rejection of the Law tradi-
tion. In his regression theorem, Mises'* takes Menger’s explanation
of the emergence of money to its logical conclusion, demonstrating
the utter impossibility of the origination of money by government fiat
or explicit social contract. Money can never spring into existence as a
product of convention or as a ready-made tool of government policy;
it always evolves as a catallactic institution.

Rothbard'* builds on the work of Mises and Menger in formu-
lating what may be called a “progression theorem” of fiat money;, a his-
torico-logical account of how paper fiat money can and does come
into being only as the result of a long series of government interven-
tions which progressively undermines the market-evolved commodity

124 Rothbard makes three contributions of the first rank to the theory of mone-
tary calculation. He definitively demonstrates that the social appraisement process
operative in an unhampered market economy cannot give rise to a monopolis-
tic misallocation of resources that contradicts Bohm-Bawerk’s law of costs (Mur-
ray N. Rothbard, Man, Economy, and State: A Treatise on Economic Principles, 2
vols. [Los Angeles: Nash Publishing, [1962] 1970], pp. 604-15). He shows that a free-
market cartel is strictly limited in size by the necessity that every one of its capital-
good inputs possess a market price for use in economic calculation. Thus, according
to Rothbard no cartel can sustain expansion to the point at which it subsumes the
entire market for a particular capital gopod—Ilet alone the entire economy—because
the result would be calculational chaos and economic inefficiency, which is incon-
sistent with the cartel’s goal of maximum profit (Murray N. Rothbard, “Ludwig von
Mises and Economic Calculation under Socialism,” in The Economics of Ludwig von
Mises: A Critical Reappraisal, ed. Laurence S. Moss [Kansas City, Mo.: Sheed and
Ward, Inc., 1976], pp. 75-76. Finally, Rothbard establishes that under a pure com-
modity money, changes in the supply of money are incapable of falsifying monetary
calculation and creating the intertemporal discoordination in the production struc-
ture that typifies an Austrian-type business cycle (Murray N. Rothbard, Americas
Great Depression, 3rd ed. [Kansas City, Mo.: Sheed and Ward, 1975], pp. 37-38).

125 Tudwig von Mises, The Theory of Money and Credit, trans. H.E. Batson (Indian-
apolis: Liberty Classics, [1952] 1981), pp. 129-36.

126 Murray N. Rothbard, What Has Government Done to Our Money? 4th ed.
(Auburn, Ala.: Ludwig von Mises Institute, Praxeology Press, [1963] 1990).
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standard.'”” One important implication of Rothbard’s theorem for mon-
etary reform is that there is no possibility of replacing a government
monopolized fiat money with schemes for competing private incon-
vertible paper currencies. The reason is that the established fiat money,
barring a hyperinflationary crackup, retains an indissoluble evolution-
ary link with the original commodity money by virtue of its position as
the universally employed unit of price appraisement. For Mises'*® and
Rothbard,'® then, the only sure route to eventually denationalizing the
money supply is to redefine the existing fiat monetary unit as a specific
weight of gold, the market-chosen medium of exchange.

Mises' and Rothbard," like Menger, are consistent adherents
of the cash-balance approach, which builds up the market demand
for money directly from the subjective valuations of money hold-
ings by individual economic agents. They explicitly reject the com-
mon emphasis that neo-Keynesians, monetarists, and supply-siders
place on the spending of money when they explain overall price and
output variations. In their view, the value or purchasing power of
money is determined by the same market process that generates the
array of goods’ prices—it is in fact the reciprocal of this array. More-
over, this process is driven by individuals’ subjective valuations and

127 Early Austrians such as Menger and Wicksteed implied that the existence of a pure
fiat money is impossible on theoretical grounds (Menger, Principles of Economics,
p. 320; Philip H. Wicksteed, The Common Sense of Political Economy and Selected
Papers and Reviews on Economic Theory, ed. Lionel Robbins [New York: Augustus
M. Kelley, [1932] 1967], vol. 2, pp. 618-23). Wieser attempted to establish the possibil-
ity of a paper fiat money “for which the mass habit of acceptance has been historically
formed,” arguing by analogy that a historically evolved commodity money that had
ceased to be used for industrial purposes would continue to function as a medium of
exchange (Friedrich von Wieser, Social Economics, trans. A. Ford Hinrichs [New York:
Augustus M. Kelley, (1927) 1967], pp. 270-72). Mises’s regression theorem finally and
rigorously established the logical possibility of a fiat money. However, even as late as
1966 in the third edition of Human Action, Mises (p. 429) expresses uncertainty as to
whether conditions giving rise to a pure fiat money ever existed historically.

128 Mises, Theory of Money and Credit, pp. 477-500.

129 Murray N. Rothbard, “The Case for a Genuine Gold Dollar,” in Llewellyn H.
Rockwell, Jr., ed., The Gold Standard: An Austrian Perspective (Lexington, Mass.:
D.C. Heath, 1985), pp. 1-17.

130 Mises, Human Action, pp. 398-478.
131 Rothbard, Man, Economy, and State, pp. 661-764.
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entrepreneurial expectations. Therefore, Mises and Rothbard argue,
the objectified, acatallactic, and holistic concept of velocity of circu-
lation of money, which is the defining concept of the monetarist the-
oretical approach, is superflous at best, and misleading at worst, in
analyzing the determination of the value of money.

Nor is there room in modern Austrian monetary theory for the
neo-Keynesian postulate of a Phillips curve trade-off between inflation
and unemployment. Such a trade-off can only be alleged if one ignores
the price-coordinating feature of the social appraisement process by
which resource prices are derived from and adapted to entrepreneur-
ial forecasts of future output prices. In the Austrian view, a price defla-
tion, far from being an antisocial event to be feared and fought via
the printing of monopoly fiat money, is the market’s response to an
increase in the social demand for money, due, for example, to a growth
in real output or to greater uncertainty of the future. Such a change in
preferences to acquire and hold money, no less than any other type of
alteration in consumer preferences, precipitates a market adjustment
process which tends to reappraise and reallocate productive resources
according to the Bohm-Bawerkian law of costs. Barring laws mandat-
ing minimum wage rates or collective bargaining privileges for labor
unions, there is no reason for the operation of this process to produce
“involuntary” unemployment of the Keynesian type.'*

Austrian economists emphasize the central role of monetary cal-
culation in guiding entrepreneurial production decisions in a world
marked by ceaseless flux in the constellation of consumer preferences,
production techniques, and resource availabilities. Modern Austrians
are therefore reluctant to enshrine “stability;” whether it be of mone-
tary growth rates, selected commodity prices, the rate of growth of total
spending, or some other economic index, as the goal of the monetary
system. In the Austrian view, the market economy owes its existence
and success not to money’s alleged role in insuring macro-stability, but
to its usefulness as a tool enabling market participants to interpret and
adjust to the change that pervades human life and action.

132 Salerno, “The Concept of Coordination in Austrian Macroeconomics,” pp. 335-
40 [reprinted here as Chapter 7].
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Mises'* says that “[t]he market economy is real because it can
calculate” The market economy offers the only means by which
individual human beings, cooperating in the social division of
labor, are enabled, through calculated action, to continually alter
the anticipated course of future events in a way which they judge
will improve their satisfaction or welfare. Thus, for example, money
is a tool of economic calculation for entrepreneurs seeking to profit
by constantly readjusting production to expected changes in con-
sumer wants, in technical know-how, and in the quantities and
qualities of the available resources. It is the ever-changing structure
of money prices that provides the data for entrepreneurs’ calcula-
tions of profit and loss and, thereby, gives meaning and direction to
their plans and efforts.

The market-clearing property of these prices, moreover, insures
that, at every moment of time, the monetary calculations of indepen-
dent and competing entrepreneurs are capable of producing an inte-
grated structure of resource uses strictly and deftly governed by the
expected demands of consumers. This is the meaning of Mises’s state-
ment that “[t]he coordination of the autonomous actions of all indi-

viduals is accomplished by the operation of the market.” **

As a creation of and aid to human reason and action, therefore,
monetary calculation always and everywhere aims to alter the future
to achieve greater satisfaction. As a never-ending sequence of calcu-
lated and coordinated actions, the evolution of the market economy
represents an irreversible historical process which, at every point,
originates change at the same time that it seeks to adapt to it. Mon-
etary calculation, then, as the lodestar of the dynamic market process,
is the conceptual antipode of monetary stability. There is no possibil-
ity of ever truly “stabilizing” any economic quantity, without falsifying
or abolishing monetary calculation and undermining or destroying
the market economy.

In questing for sound money, the modern Austrian, then, is not

seeking “macroeconomic stability;” however that is to be interpreted; he
is seeking a money that will optimally serve the purpose of economic

133 Mises, Human Action, p. 259.
134 Thid, p. 725.
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calculation. In the Austrian view, hyperinflation exemplifies the extreme
case of unsound money, because when prices rise at astronomical and
unforeseeably changing rates, there is no prospect of making reasonable
appraisements of future output prices. Consequently, the time horizon
of entrepreneurial forecasts is artificially and severely foreshortened and
the resulting competitive price bids for resources come to reflect only
the value of resource uses in production processes geared to serving
consumer demand in the immediate future, for example, in consumer
services, in the wholesale and retail trades, and in various speculative
enterprises. Since the social appraisement process is incapable of tak-
ing account of the monetary value of resource contributions to rela-
tively lengthy processes, the economy’s structure of production cannot
be coordinated with the pattern of consumer preferences for satisfac-
tion in the present and future. Under these conditions, industrial pro-
cesses, especially those involving the production of business structures
and durable capital equipment, grind to a halt.

When the hyperinflation reaches its final stage, the public refuses
to accept the depreciated money on any terms in exchange for “real”
goods, monetary exchange disappears, and the economy collapses
into a state of barter in which the very possibility of a unitary price
appraisement process and economic calculation is precluded. Rational
allocation of resources to production for the market becomes impos-
sible and, therefore, the social division of labor is practically abolished.

A less extreme but much more insidious instance of unsound
money distorting the social appraisement process and temporar-
ily nullifying the conditions of operation of Bohm-Bawerk’s law of
costs occurs whenever new money in the form of “fiduciary media,”
i.e., checkable deposits and, in an earlier era, banknotes unbacked by
cash reserves, is injected into the economy via the institution of frac-
tional-reserve banking. This species of unsound money is a universal
characteristic of modern monetary regimes, in which central banks
routinely inflate their national money supplies through the creation of
additional bank reserves, inducing the fractional-reserve banking sys-
tem to engage in a multiple expansion of their loans and deposits.'*

135 Murray N. Rothbard, The Mystery of Banking (New York: Richardson and Sny-
der, 1983), pp. 127-77.
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In fact, the Austrian theory of the business cycle is the explication of
the process by which the creation of fiduciary media inevitably dis-
torts the social appraisement process and leads to a situation in which
the entrepreneurial allocation of resources among production pro-
cesses spanning different time periods systematically diverges from
society’s intertemporal consumption preferences.'*

It is their overriding concern with the twin issues of economic cal-
culation and coordination which leads modern Austrians to prescribe
the abolition of a politically monopolized fiat money. They recognize
that the potential for hyperinflation inherent in such a money threatens
the calculational basis and, hence, the very existence of market soci-
ety. Austrians are not only opposed to the central bank qua monop-
oly issuer of fiat currency, however; they also object to a commodity
money standard which is dominated by a central bank, for example,
the classical gold standard as it operated in Great Britain before 1914.
The Austrian case against the latter type of monetary arrangement
rests, to a great extent, on Rothbard’s progression theorem, which iden-
tifies the central bank as the prime institutional means for effecting the
progressive transformation of the monetary unit from a fixed weight of
a market-supplied commodity to a pure name. The disembodied mon-
etary unit then can be affixed to an almost worthless object and multi-
plied, practically without cost and limit, by political fiat.

While modern Austrians tend to be of one mind in their evalu-
ation of central banks and state-issued fiat money, they are divided
in their attitude toward private fractional-reserve or “free” bank-
ing. Some adopt the Smithian position in support of a purely private
and unregulated banking system based on gold reserves and featur-
ing competitively determined reserve ratios. Others follow Turgot
in advocating the total suppression of fiduciary media via the one
hundred percent gold standard. Mises*” himself presented a vigor-
ous defense of gold-based free banking in 1949, arguing that it is “the
only method available” for preventing the economic discoordination

136 Mises, Human Action, pp. 538-86; Rothbard, America’s Great Depression, pp.
11-38.

137 Mises, Human Action, p. 443.
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attendant upon the creation of fiduciary media. Only three years later,
however, Mises'** was recommending “a rigid 100 percent [gold]
reserve for all future deposits” as a means of permanently eliminating
any further bank credit expansion.

Building on the ideas of Mises and on the nineteenth-century
American anti-bank tradition, which was linked to Turgot via the
French philosopher and economist Count Destutt de Tracy,"” Roth-
bard'* presents the most sophisticated case for one hundred percent-
reserve banking based on gold.

Lately, a number of younger Austrians, particularly George Sel-
gin and Lawrence White, have elaborated the Misesian case for free
banking in greater detail. However, one can detect in their work a sig-
nificant shift of orientation away from Mises’s original goal of pre-
serving the integrity of monetary calculation by stanching as much as
possible the outpouring of fiduciary media onto credit markets. For
Selgin and White, the desirability of free banking rests on its alleged
usefulness as a means for sensitively regulating the creation of fidu-
ciary media in a manner which is consistent with the preservation of
“stability;” of the aggregate spending flow'*! and, above all else, of the
fractional-reserve banking industry itself.'*

138 Ludwig von Mises, The Theory of Money and Credit, trans. Harold E. Batson
(Indianapolis: Liberty Fund, [1952] 1981), p. 491.

139 For a discussion of the French roots of the tradition of hostility to fractional-
reserve banking in nineteenth-century American economic thought, see Salerno,
“Gold Standards: True and False,” pp. 140-43 [reprinted here as Chapter 13].

140 Murray N. Rothbard, The Case for a 100 Per Cent Gold Dollar (Washington,
D.C.: Libertarian Review Press, [1962] 1974).

141 George A. Selgin, The Theory of Free Banking: Money Supply under Competi-
tive Note Issue (Totowa, N.J.: Rowman and Littlefield, 1988), pp. 52-69; George A.
Selgin, “The Implications of Freedom in Banking and Note Issue,” (first of two parts)
Austrian Economics Newsletter 10, no. 2 (Winter 1989): p. 4; Lawrence H. White,
Competition and Currency: Essays on Free Banking and Money (New York: New
York University Press, 1989), pp. 158-59.

142 Selgin, Theory of Free Banking, pp. 133-39; Lawrence H. White, Free Banking in
Britain: Theory, Experience, and Debate, 1800-1845 (New York: Cambridge Uni-
versity Press, 1984), pp. 137-50. Selgin (Theory of Free Banking, pp. 60-63) rejects
the central implication of Austrian business-cycle theory that any creation of new
fiduciary media must, without fail, precipitate an inflationary discoordination of the
economy which must culminate in crisis and depression. In Selgin’s view, the credit
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In conclusion, modern Austrian monetary thought, with its
roots in the Turgot tradition and emphasis on the macroeconomic
phenomena of entrepreneurial calculation and price coodination,
stands in radical opposition to the modern macroeconomic schools
of thought, whose monetary doctrines have been molded within the
Law tradition.
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CHAPTER 2

Ludwig von Mises's
Monetary Theory in Light of
Modern Monetary Thought

udwig von Mises’s contributions to the development of the tech-

nical methods and apparatus of monetary theory continue to be

neglected today, despite the fact that Mises succeeded exactly
eight decades ago, while barely out of his twenties, in a task that still
admittedly defies the best efforts of the most eminent of modern
monetary theorists: integrating monetary and value theory. Such a
unified and truly general theory is necessary to satisfactorily explain
the functioning of the market economy, because the market economy;,
or any economy based on social cooperation under the division of
labor, cannot exist without monetary exchange and calculation.!

From “Ludwig von Mises’s Monetary Theory in Light of Modern Monetary Thought,”
The Review of Austrian Economics 8, no. 1 (1994): pp. 71-115.

1 The first to make this point was Ludwig von Mises (1990) in his classic article dem-
onstrating the impossibility of economic calculation under socialist central planning.
For recent reviews and elucidations of the socialist calculation debate from a Mise-
sian perspective which emphasize the same point, see Murray N. Rothbard, “The
End of Socialism and the Calculation Debate Revisited,” The Review of Austrian
Economics 5, no. 2 (1991); Joseph T. Salerno, “Ludwig von Mises as Social Ratio-
nalist,” The Review of Austrian Economics 4, no. 1 (1990), pp. 45-49; and Joseph T.
Salerno, “Why a Socialist Economy Is Tmpossible,” postscript to Ludwig von Mises,
Economic Calculation in the Socialist Commonwealth, trans. S. Adler (Auburn,
Ala.: Ludwig von Mises Institute, Praxeology Press, 1990).
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Mises’s work on monetary economics is not only ignored by
mainstream neo- and “new” Keynesians, monetarists, and new
classicists, it is also considered passé by many Austrian-oriented
economists and policy analysts, especially those whose primary influ-
ence is the post-World War II writings of Mises’s former student E
A. Hayek. A typical example of this flippant and uncomprehending
dismissal of Mises’s monetary thought is provided by a review of The
Gold Standard: An Austrian Perspective that appeared in a publica-
tion of a freemarket think tank.* In commenting on this edited vol-
ume of mainly Misesian papers on the gold standard, the anonymous
reviewer opined that “large parts of the book are unsatisfactory when
considered as contributions to modern economic theory. Many of
the essays have a strongly anachronistic flavor and do not succeed
in integrating their arguments with the (often relevant) debates in
modern monetary theory.” Mirabile dictu, the reviewer then goes
on to endorse as superior to the gold standard bizarre “laissez-faire”
schemes such as the issuance of private fiat moneys and the separa-
tion of the unit of account from the medium of exchange, which have
been resurrected under the rubric of the “New Monetary Economics”
but which still emit the unmistakable musk of their association with
obscure and long-dead monetary cranks.” Had the reviewer enjoyed
even passing familiarity with Mises’s regression theorem, he would
have instantly realized the untenability of these schemes.*

But the problem goes beyond Hayekian epigones laboring as pol-
icy analysts in think tanks. Prominent economists, too, in the wake of
the collapse in rapid succession of the Keynesian and then the mon-
etarist paradigms, have been casting around recently for non-gold,
“laissez-faire” alternatives to central bank manipulations of the money
supply. There is, of course, Hayek’s proposal for the issue of private fiat

2 Review of The Gold Standard: An Austrian Perspective, ed. Llewellyn H.
Rockwell, Jr., Cato Policy Report 8 (November/December 1986), pp. 14-15.

3 For an overview of the forerunners of the New Monetary Economics by two of its
proponents, see Tyler Cowen and Randy Kroszner, “The Development of the New
Monetary Economics;” Journal of Political Economy 95, no. 3 (1987).

4 A critique of HayeK’s scheme for privately issued paper fiat currencies is provided
by Murray N. Rothbard, The Gold Standard: Perspectives in the Austrian School
(Auburn, Ala.: Ludwig von Mises Institute, 1992), pp. 2-5.
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currencies, and recently Milton Friedman has endorsed bimetallism
as superior to a monometallic gold standard.’ The plan coauthored
by Yeager and Greenfield to dissolve the link between the mone-
tary unit of account and the medium of exchange has recently been
endorsed by another former monetarist, Richard Timberlake, who
formerly advocated a parallel gold standard.® Even Lawrence White
and George Selgin, supporters of a gold-based free-banking system
who drew their initial inspiration from Mises, now argue that such
a system would give rise to an “invisible-hand” maturation process
that would eventually culminate in the complete and “spontaneous”
withering away of the monetary gold base to yield a fiat bank money.
(Mises advocated gold-based free banking because he believed it
would severely restrain the issue of fiduciary media.)

All such schemes are based on the unfortunate failure of their
authors to perceive money as an outgrowth and driving force of
“micro” market processes. This perception can only be gained from
Mises’s monetary theory, with its unification of real and monetary
analysis. What is urgently needed, then, and what I will attempt to
supply in this paper, is a fresh evaluation of Mises’s monetary theory
and a clarification of its relationship to modern monetary thought.

I hope to demonstrate that Misesian theory provides fresh and
relevant answers to the seemingly intractable problems that still con-
front modern monetary economics.

In 1985, James Rolph Edwards published The Economist of the
Country: Ludwig von Mises in the History of Monetary Thought,”

5 Milton Friedman, Money Mischief: Episodes in Monetary History (New York:
Harcourt Brace Jovanovich, 1992).

6 Robert L. Greenfield and Leland B. Yeager, “A Laissez-Faire Approach to Monetary
Stability,” Journal of Money, Credit, and Banking 15 (August 1983); Richard H. Tim-
berlake, Jr., Gold, Greenbacks, and the Constitution (Berryville, Va.: George Edward
Durrell Foundation, 1991). For a critique of the Timberlake twist on the Greenfield-
Yeager proposal, see Murray N. Rothbard, “Aurophobia: or, Free Banking on What
Standard?” Review of Austrian Economics 6, no. 1 (1992). Timberlake’s earlier, and
much sounder, proposal is evaluated by Joseph T. Salerno, “The Gold Standard: An
Analysis of Some Recent Proposals.” Policy Analysis, 16 (September 9, 1982), Wash-
ington, D.C.: Cato Institute, pp. 16-18 [reprinted here as Chapter 14].

7 James Rolph Edwards, The Economist of the Country: Ludwig von Mises in the
History of Monetary Thought (New York: Carlton Press, 1985).
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an insightful and stimulating work in which he attempted a doctri-
nal assessment of Mises’s contributions to monetary theory. As I shall
indicate in detail below, Edwards shed important light on Mises’s
originality as a monetary theorist and brilliantly defended him against
some modern detractors. He failed, however, in his misconceived
project to portray Mises as the prototypical modern monetary econ-
omist, with an analytical tool kit that included an asset demand for
money, the natural-rate hypothesis, the accelerationist view of lagged
adjustment of nominal wages during inflation, a consistent modern
monetary approach to the balance of payments and the exchange rate
and rational expectations. Nonetheless, Edwardss book does provide
a useful framework, which I will employ for comparing Misesian with
modem monetary theory. I will use Edwards’s order of topics to orga-
nize my own paper and also use some of his comments on Mises’s
theory as points of departure for my own evaluation.

In the next section, “The Nature, Development, and Supply of
Money, I address Mises’s approach to defining money, to classifying
its different forms and components, and to measuring the money sup-
ply. I also briefly discuss Mises’s development of a consistent ordinal-
ist approach to value theory as a foundation for his monetary theory.
The following section, “The Regression Theorem and the Demand for
Money; deals with Mises’s formulation of a cash-balance demand for
money and of a supply-and-demand explanation of the determination
of money’s purchasing power, and also with his arguments in favor of
the nonneutrality of money. The section concludes with a consider-
ation of Mises's regression theorem and a defense of it against criticism
by Don Patinkin and others. In the concluding section, “The Mon-
etary Adjustment Process: The Interspatial Equalization of the Value of
Money, and the Determination of Exchange Rates,” I focus on Mises’s
approach to the interspatial equalization of the purchasing power of a
single money and to the determination of the exchange rate between
independent moneys. In the case of the former, I significantly elab-
orate on Mises’s view that the market’s arbitrage processes rapidly
re-establish monetary equilibrium after it has been disturbed, and I
demonstrate the importance to monetary analysis of Mises’s method-
ological devices of the plain and final states of rest. I also draw atten-
tion to important methodological contributions by Philip Wicksteed
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and Arthur Marget which facilitate a better understanding of the mon-
etary adjustment process. In discussing exchange rate determination
I carefully distinguish between the Misesian version of the purchas-
ing power parity theory and the Casselian version adopted by modern
economists, and I explain why the former version is immune to many
of the criticisms commonly raised against the latter.

The Nature, Development,
and Supply of Money

In chapter two of The Economist of the Country, Edwards
reviews Mises’s seminal, though unhappily neglected, achievements
in preparing the conceptual groundwork necessary to a full state-
ment of the theory of money. These include the development of a
purely ordinal theory of subjective value and of marginal utility more
than two decades before the celebrated “ordinalist revolution” of the
1930s (which ended up totally and erroneously expunging the very
concept of marginal utility from economics). As Edwards points out,
compared to the equilibrium condition yielded by the indifference
curve analysis based on infinitely divisible goods developed later by
Anglo-American ordinalists, the equilibrium condition derived from
Mises’s value theory is “more general and correct;” because “real trade
more often than not [I would say “always’] involves discrete goods.™
Despite Mises’s clear priority in formulating a purely and consistently
ordinal theory of value and in completely eliminating the notion of
measurable utility from economics, “To this day the major historians
of economic thought appear unaware of Mises’s contributions here”

As Edwards points out, Mises built on Carl Menger’s work
to develop a theory of the nature and origin of money."” As the

8 Edwards, The Economist of the Country, p. 34.

9 This oversight is just beginning to be redressed in the mainstream economic lit-
erature. See, for example, Jack High and Howard Bloch, “On the History of Ordinal
Utility Theory: 1890-1932, History of Political Economy 21, no. 2 (1989) for recog-
nition of Mises and other neglected Austrian forerunners of the ordinalist revolution
of the 1930s.

10 Edwards, The Economist of the Country, pp. 31-32.
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most generally saleable good in society or “the general medium of
exchange,” money emerges step by step from an evolutionary mar-
ket process driven by the actions of individuals consciously striving
to obtain the maximum benefit from their cooperation in exchange
and the division of labor. All other functions of money, e.g., as a “store
of value;” “unit of account,” “standard of deferred payments,” are and
must remain subsidiary to money’s primary function as a medium
of exchange. As we will see below, Mises’s regression theorem goes
beyond Menger in demonstrating that, logically, money can only
come into being as a product of voluntary catallactic processes.

Under the rubric of “Definitions and Components of the Money
Stock,”"! Edwards draws attention to Mises’s original and indis-
pensable taxonomy of money, which yields a statistical definition of
money that is consistent with the one used by modem economists.
Before Mises wrote The Theory of Money and Credit,'* economists
generally distinguished between bank notes and token coins on the
one hand and demand deposits or checking account balances on
the other.”” Only the former were included along with specie in the
category of money. Mises rejected this distinction as useless for the

11 Tbid., pp. 36-38.

12 Ludwig von Mises, The Theory of Money and Credit, New enl. ed., trans. Harold
E. Batson (Irvington-on-Hudson, N.Y.: The Foundation for Economic Education,
[1953] 1971).

13 This is true even of such allegedly revolutionary monetary theorists as Irving
Fisher, hailed by Milton Friedman as the “greatest economist that America has ever
produced” While Fischer identified bank deposits as an “excellent substitute” for
money, he insisted that they “are not money.” See, Irving Fisher (The Purchasing
Power of Money: Its Determination and Relation to Credit, Interest and Prices, 2nd
ed. [Fairfield, N.J.: Augustus M. Kelley, [1913] 1985], pp. 47, 53). Even Edwin Can-
nan, who was one of the pioneers in formulating the demand for money as an asset or
stock demand and whom Mises referred to more than once as “the great British econ-
omist,” (see Ludwig von Mises, Economic Freedom and Intervention: An Anthol-
ogy of Articles and Essays, ed. Bettina Bien Greaves (Irvington-on-Hudson, N.Y.:
Foundation for Economic Education, 1990), pp. 23, 172) maintained a rigid distinc-
tion between bank deposits and money. See, for example, Edwin Cannan, Money: Its
Connexion with Rising and Falling Prices, 6th ed. (Westminster, England: P.S. King
and Son, 1929), pp. 64-85. A good survey of Cannan’s contributions to monetary
theory can be found in T.E. Gregory, “Professor Cannan and Contemporary Mon-
etary Theory, in London Essays in Economics: In Honor of Edwin Cannan, eds. T.E.
Gregory and Hugh Dalton (London: George Routledge and Sons, 1927).



Mises’s Monetary Theory 67

purposes of economic science. Mises’s repudiation of the older classi-
fication accords with his staunchly Mengerian “essentialist” approach
to economics, which finds expression in his dictum that “The greatest
mistake that can be made in economic investigation is to fix attention
on mere appearances, and to fail to perceive the fundamental difter-
ence between things whose externals alone are similar, or to discrimi-
nate between fundamentally similar things whose externals alone are
different”*

In formulating a new and more useful classificatory framework,
Mises draws a distinction between standard money—whether of the
“‘commodity;,” “credit,” or “fiat” variety—and “money substitutes,”
defined as perfectly secure and immediately convertible claims to
money, such as bank notes and demand deposits, which substitute
for money in individuals’ cash balances. Within the class of money
substitutes, Mises further distinguishes between “money certificates,”
which are notes and deposits fully covered by reserves of the standard
money, and “fiduciary media,” which are uncovered money substi-
tutes. Mises employs the term “money in the narrow sense” to denote
the aggregate stock of standard money in the economy, correspond-
ing to what is today called “the monetary base.” “Money in the broad
sense” is Mises’s term for the monetary aggregate equal to standard
money plus money substitutes minus bank reserves or, alternatively,
equal to standard money (including reserves) plus fiduciary media.
This latter aggregate is roughly approximated by the current defini-
tion of M1."

14 Mises, Theory of Money and Credit, p. 62.

15 Lawrence H. White criticizes Mises’s use of the term “money substitutes” to des-
ignate secure and instantaneously redeemable claims to money;, i.e., money certifi-
cates plus fiduciary media, as “confusing” because the term suggests “nonmoneyness”
(Lawrence H. White, “A Subjectivist Perspective on the Definition and Identifica-
tion of Money;” in Subjectivism, Intelligibility and Economic Understanding: Essays
in Honor of Ludwig M. Lachmann on His Eightieth Birthday ed. Israel M. Kirzner
[London: Macmillan Press, 1986], p. 314 n. 23). But Mises’s point in using such a
term is precisely to indicate that claims to the standard money, e.g., gold, whether
fully backed by gold or not, as long as they are perceived by the issuing institution’s
clients as instantaneously redeemable for gold at face value, are not money in them-
selves, because their value is not determined by a valuation process independent of
that which determines the value of gold. In contrast, in suggesting as replacements
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In noting the similarity between Mises’s broader definition
of money and modern Ml, Edwards commits an error of commis-
sion and an error of omission. Although both of these errors are
minor, they are worth noting because they elucidate Mises’s essen-
tialist approach to defining money. The error of commission occurs
when Edwards states that “in modern times, money consists of fiat
currency, token coins, and credit money with fractional reserves.”°
Now the phrase “credit money with fractional reserves” clearly refers
to checkable deposits; however, Mises does not consider checkable
deposits to be credit money. He classifies them as fiduciary media, a
subclass of money substitutes. Credit money, on the other hand, as
noted above, is one of Mises’s three categories of standard money;,
which also includes fiat and commodity money. In The Theory of
Money and Credit, Mises defines credit money as “a claim against any
physical or legal person [which] must not be both payable on demand
and absolutely secure.... Credit money ... is a claim falling due in

for Mises’s “money substitutes” and “money-in-the-narrower sense” the terms
“inside money” and “outside money;” respectively, White himself might be charged
with sowing confusion for implying that the instantaneously redeemable bank notes
and deposits he denotes by “inside money” constitute a separate money whose value
is determined independently of the value of the money commodity. But if we look
more closely at White's free-banking position, we discover that this is precisely what
he intends to imply. For the free bankers, convertible bank notes and deposits, from
the moment of their first issue, are considered a fiat money in embryo. The “invisi-
ble-hand process“ by which these former fiduciary media mature into an indepen-
dent money also brings about the full and final expulsion of gold from its monetary
role. Thus, the contractual suspension of specie payments and option clauses that free
banks allegedly will negotiate with their clients, when they are implemented or even if
they are widely expected to be, will establish “bank money” (another favored term) as
an independently valued credit money. Eventually, in the “mature free-banking sys-
tem,” according to White and Selgin, there would emerge a situation in which, “[a]t
the limit, if inter-clearing-house settlements were made entirely with other assets ...
and if the public were completely weaned from holding commodity money, the active
demand for the old-fashioned money commodity would be wholly nonmonetary;”
and the public would presumably be finally freed from its shackles of gold to enjoy the
virtues of a private fiat money generated purely by the “invisible hand” See Lawrence
H. White and George A. Selgin, “The Evolution of a Free Banking System,” [1987], in
Lawrence H. White, Competition and Currency: Essays on Free Banking and Money
(New York: New York University Press, 1989), p. 235.

16 Edwards, The Economist of the Country, p. 38.
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the future that is used as a general medium of exchange”"” Generally,
credit money emerges when an issuer of fiduciary media suspends
redemption of these media for a definite or indefinite period of time.

The essential economic difference between the two is that the
value of a money substitute, considered as a perfectly secure and
instantaneously redeemable claim to money, is completely dependent
upon and always equal to the value of the sum of standard money to
which it entitles its holder. In contrast, the value of credit money is
established by an “independent process of valuation.”® For example,
Bank of England notes denominated in gold pounds were money
substitutes during the periods of their unqualified convertibility prior
to 1797 and after 1821; they circulated as credit money for the dura-
tion of suspended specie payments from 1797 to 1821. As we would
expect of credit money, during the latter period the purchasing power
of the paper pound fluctuated independently of the purchasing power
of the quantity of gold which corresponded to its original definition.
The fact that the prospects and timing of future redeemability influ-
enced these fluctuations marked the currently inconvertible notes as
credit rather than fiat money.

A proper understanding of the concept of credit money is
important, because Mises seems inclined to classify most historical
instances of noncommodity money as credit rather than fiat money.
For example, in The Theory of Money and Credit, which was trans-
lated from the second German edition published in 1924, after the
German hyperinflation had run its course, Mises writes: “It can
hardly be contested that fiat money in the strict sense of the word
is theoretically conceivable....Whether fiat money has ever actually
existed is, of course, another question, and one that cannot ofthand
be answered affirmatively. It can hardly be doubted that most of those
kinds of money that are not commodity money must be classified as
credit money. But only detailed historical investigation could clear
this matter up” " Even as late as 1966, in the third edition of Human

17 Mises, The Theory of Money and Credit, pp. 61-62.
18 Tbid., p. 61.
19 Tbid.
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Action, Mises stops short of categorically affirming the historical exis-
tence of fiat money, declaring that “It is not the task of catallactics but
of economic history to investigate whether there appeared in the past
specimens of fiat money or whether all sorts of money which were
not commodity money were credit money.*

The error of omission in Edwards’s discussion—partly explained
by his narrow focus on The Theory of Money and Credit—is his fail-
ure to recognize Mises’s ambivalent attitude toward the inclusion of
saving deposits in his broader definition of money. A strong case can
and has been made for the view that saving deposits in the contem-
porary U.S. economy constitute “perfectly secure and immediately
convertible claims to money” and therefore, according to Mises’s own
criterion, are to be identified among the components of money in the
broad sense.”!

20 Ludwig von Mises, Human Action: A Treatise on Economics, 3rd ed. (Chicago:
Henry Regnery, 1966), p. 429.

21 This case has been made by Rothbard and Salerno, who argue for including in
the money supply all currently spendable dollars in the economy, i.e., those imme-
diately obtainable without penalty or risk of capital loss. See Murray N. Rothbard,
“Austrian Definitions of the Supply of Money,” in New Directions in Austrian Eco-
nomics, ed. Louis M. Spadaro (Kansas City: Sheed Andrews and McMeel, 1978); and
Joseph T. Salerno, “The “True’ Money Supply: A Measure of the Supply of the Medium
of Exchange in the U.S. Economy;” Austrian Economics Newsletter 6 (Spring 1987)
(available at http://www.mises.org) [reprinted here as Chapter 3]. As reported by the
Federal Reserve Bank of Cleveland Economic Trends, July 1992, p. 3, Shadow Open
Market Committee member William Poole has endorsed a monetary aggregate,
MZM, (for “money of zero maturity”) which seeks to identify and capture those dol-
lars “immediately available without penalty or risk of capital loss” and which comes
close to the TMS (for “true money supply”) aggregate developed by Rothbard and
Salerno. The main difference between the two is that TMS excludes, while MZM
includes, all money market mutual fund shares. Both include, in addition to items in
M], savings deposits and money market deposit accounts, at the same time excluding
small time deposits. On the other hand, White, in “Subjectivist Perspective on the Def-
inition and Identification of Money;” beginning from a Misesian medium-of-exchange
definition of money similar to Rothbard and Salernos, arrives at a much narrower
empirical measure of the money supply which excludes noncheckable demand depos-
its, such as passbook savings accounts, on the grounds that the passbooks themselves
do not literally pass from hand to hand in the payments process. Israel M. Kirzner,
in a critique of Rothbard, raises the same objection as White to the inclusion of non-
checkable deposits in the money supply, and then goes further to express skepticism
of any attempts to produce a statistically unweighted aggregate of the nominal stock
of money (Israel M. Kirzner, “Discussion of M. Rothbard, ‘Austrian Definitions of the
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As early as 1924, Mises recognized that institutional develop-
ments had led banks “to undertake the obligation to pay out small
sums of savings deposits at any time without notice.”** This circum-
stance, according to Mises induced some people, for example, “small
business people and not very well-to-do private individuals,” to utilize
these deposits as “current accounts” notwithstanding their technical
status as “investment deposits” Thus Mises implies that at least some
portion of saving deposits function economically as money substi-
tutes and warrant inclusion in his broad category of money.

During the 1920s and into the 1930s, there was tremendous
growth in the volume and economic significance of savings depos-
its both in the U.S., due to Federal Reserve policies, and throughout
the world economy.” In an important but neglected article written in
1933, Mises places much of the blame for the financial and exchange-
rate instability of the early 1930s on the pandemic treatment of sav-
ings deposits as money substitutes, a development actively sought and
encouraged by the banks:

The bank which receives [saving deposits] has to lend it to
business. A withdrawal of the money entrusted to it by the
saver can only take place in the same measure as the bank is
able to get back the money it has lent. As the total amount
of the saving deposits is working in the country’s business, a
total withdrawal is not possible. The individual saver can get
back his money from the bank, but not all savers at the same
time.... Since the saver does not need the deposited sum at
call or short notice it is not necessary that the savings banks

Money Supply;” paper presented at the Symposium on Austrian Economics, Windsor
Castle, England, August 1976). It is ironic that Kirzners thoroughgoing commitment
to subjectivism should lead to his rediscovery of and support for a Divisia-type mon-
etary aggregate in advance of its modern reintroduction into mainstream monetary
economics in the 1980s. For a brief critique of the White-Kirzner position on exclud-
ing noncheckable demand deposits from a monetary aggregate based on the medium-
of-exchange definition of money, see Salerno, “The “True’ Money Supply;” pp. 2-3.

22 Mises, Theory of Money and Credit, p. 270.
23 See C.A. Phillips, T.E McManus, and R.W. Nelson, Banking and the Business
Cycle: A Study of the Great Depression in the United States (New York: Arno Press

and The New York Times, [1937] 1972), pp. 29, 95-103; and Murray N. Rothbard,
America’s Great Depression, 3rd ed. (Kansas City: Sheed & Ward, 1975), pp. 92-94.



72 Money, Sound and Unsound / Salerno

or the other banks which take over such deposits should
promise repayment at call or at short notice. Nevertheless,
this is what they did. And so they became exposed to the
dangers of a panic. They would not have run this danger, if
they had accepted the saving deposits only on condition that
withdrawal must be notified some months ahead.*

Mises also demonstrates that the root cause of the destructive
exchange-rate gyrations of the 1930s was not the spontaneous and
generalized “capital flight” that is usually alleged, rather it was the
egregiously inflationary and foredoomed attempt made by central
banks to insure the instantaneous redeemability of saving deposits
promised by the commercial banks:

Capital invested in real estate or industrial plants or in shares
of companies holding property of this nature cannot fly. You
can sell such property and leave the country with the pro-
ceeds. But—unless there is no [sic] expansion of credit—the
buyer simply replaces you.... One person or another can
withdraw his capital from a country; but this can never be a
mass movement. There is only one apparent exception, i.e.,
the saving deposit which can be withdrawn from the bank
at once or at short notice. When the saving deposits are sub-
ject to instant withdrawal and the bank of issue renders the
immediate withdrawal possible by advancing credits for these
savings to be withdrawn, then credit expansion and inflation
cause the exchange ratio to rise [the domestic currency to
depreciate]. It is obvious that not the flight of capital but the
credit expansion in favor of the savings banks is the root of
the evil.... If the Central Bank were to leave [the banks] to
their fate, their peculiar embarrassment would not have any
effect on the foreign exchanges. That the additional issue of
great amounts of bank notes for the sake of the repayment
of the total amount or of a great portion of a country’s saving
deposits makes the foreign exchange go up is easy to under-
stand. It is not simply the wish of the capitalists to fly with

24 Ludwig von Mises, “Senior’s Lectures on Monetary Problems,” in idem, Money,
Method, and the Market Process: Essays by Ludwig von Mises, ed. Richard M. Ebel-
ing (Norwell, Mass.: Kluwer Academic Publishers, [1933] 1990), pp. 107-08.
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their capital, but the expansion of the circulation, that imper-
ils monetary stability.”

Despite his brilliant and pathbreaking analysis of the causes
and effects of the progressive transformation of saving deposits into
de facto money substitutes, Mises was still unprepared in 1966, in
the third edition of Human Action, to include these deposits in his
broader definition of money. There* Mises refers to them as “demand
deposits not subject to check;” but then inconsistently denies that they
are money substitutes. Instead, he identifies saving deposits as fore-
most among “secondary media of exchange,” a category encompass-
ing highly marketable financial assets, such as government bonds
and blue chip stocks, which permit their owners to economize on the
holding of cash balances. Unlike money substitutes, secondary media
of exchange “must first be exchanged against money or money substi-
tutes if one wants to use them—in a roundabout way—for paying or
for increasing cash holdings”*” Uncharacteristically, Mises does not
address the momentous institutional fact, clearly recognized in his
1933 article, that, unlike stocks and bonds, whose exchange values in
terms of money fluctuate according to market forces, saving deposits
are “exchanged” on a market in which their money “price” is virtually
fixed (at par value) and guaranteed by the practically inexhaustible
resources of the central bank.

The Regression Theorem
and the Demand for Money
Murray N. Rothbard has characterized the regression theorem as

the “pons asinorum’” for critics of Mises’s monetary theory and as the
“keystone of monetary theory” in general.”® And, as Edwards points

25 bid., pp. 108-09.

26 Ludwig von Mises, Human Action: A Treatise on Economics, 3rd rev. ed. (Chi-
cago: Henry Regnery Company, 1966), p. 460, n. 23.

27 Ibid., p. 461.

28 Murray N. Rothbard, “Timberlake on the Austrian Theory of Money: A Com-

ment,” Review of Austrian Economics 2 (1988): p. 179; and Murray N. Rothbard,
private correspondence, September 1977.



74 Money, Sound and Unsound / Salerno

out, Mises himself “considered the integration of monetary and value
theory by the application of marginal analysis to be the central prob-
lem, and his solution to be the most important contribution, of [7he
Theory of Money and Credit]”* In this spirit, Edwards refers to the
third chapter of his own book, which comprises trenchant defenses
against critics of Mises’s regression theorem and approach to the

demand for money, as “perhaps the heart of the study”*

Against the allegation made by Don Patinkin and, later, Lau-
rence S. Moss that Mises confused the marginal utility of holding
money with the marginal utility attaching to the goods for which
it exchanges, Edwards definitively demonstrates that the confu-
sion is the critics’ and that “The entire context of Mises’s discussion
unequivocally bears on the derivation of the individual and market
demands for money to hold as stock.”" Although Edwards affirms
that Patinkin and Moss are “respectful in their treatment of Mises’s
contributions,” ** one would surely be hard pressed to identify a sin-
gle instance in the history of economic thought in which an eminent
economist’s position was interpreted less sympathetically, especially
when one considers Patinkin’s unsurpassed scholarship in the history
of monetary theory.

Edwards also neatly disposes of the absurd charge by “real bal-
ance” theorists such as Howard S. Ellis and Moss that Mises conceives
the demand for money as a demand for nominal units of money
without regard to the purchasing power or exchange value of these
units.”® As Edwards argues, “If a unit of money has a value, then the
individual can, for an additional unit of money income, compare the

2 Edwards, The Economist of the Country, p. 49.

30 Tbid., p. 24.

31 Don Patinkin, Money, Interest, and Prices: An Integration of Monetary and Value
Theory, 2nd ed. (New York: Harper ¢ Row, 1965), p. 79; Laurence S. Moss, “The
Monetary Economics of Ludwig von Mises;” in idem, The Economics of Ludwig von
Mises: Toward a Critical Appraisal (New York: New York University Press, 1976),
pp. 13-49; Edwards, The Economist of the Country, p. 53.

32 Edwards, The Economist of the Country, p. 65, fn. 35.

33 Howard S. Ellis, German Monetary Theory, 1905-1933 (Cambridge, Mass.: Har-
vard University Press, 1934), p. 163; Moss, “The Monetary Economics of Ludwig von
Mises,” p. 32.
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marginal utilities of the additional present or future goods obtainable
with that of adding that unit’s worth of purchasing power to his/her
cash balance, and it is precisely the magnitude of real balances that
Mises is talking about determining by such a marginal calculation.
The individual simply expresses that demand by demanding nominal
units of money with a given purchasing power each™*

Indeed we may go further than Edwards and turn the tables on
those who insist that money demand analysis must proceed via a “real
value calculus” and in terms of the utility of “resources held in the
form of money”” In his outstanding but neglected tome on monetary
theory, which includes an encyclopedic review of the development
of the cash-balance approach to the demand for money, Arthur W.
Marget conducts a remarkable running defense of the Menger-Mises-
Cannan “money balance” variant against the claims of the Walras-
Pigou-Keynes “real balance” variant.” First, Marget argues that the
real balance approach is unrealistic, because it rests on the assumption
that the holders of cash explicitly utilize an index number to “deflate”
their money balances. According to Marget, “The real issue, so far as
the question of realism is concerned, is whether the element of price
change enters the ‘calculations’ of the cash balance administrator as a
matter affecting ‘his prospective receipts and payments in monetary
units, as Hawtrey [as well as Mises] holds, or whether it enters as part
of a kind of ‘deflation’ process—in the statistical sense of ‘deflation’—
represented by the division of a cash balance by a price index. The
question ... is whether, from the standpoint of realism, it is helpful to
think of cash-balance administrators as taking ‘express account of any
index number relating their cash to its equivalent in products™*

Marget’s second objection to the real balance approach stems
from the fact that “demand for ‘resources in the form of currency’
which is held to determine the price level, needs, in order that a given
amount of ‘money’ may be translated into ‘real’ terms, a ‘price level

34 Edwards, The Economist of the Country, pp. 53-54.

35 Arthur W. Marget, The Theory of Prices: A Re-Examination of the Central Prob-
lem of Monetary Theory (New York: Augustus M. Kelley, [1938-42] 1966), vol. 1, pp.
414-83.

36 Tbid., p. 446, fn. 88.
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which assigns to ‘resources in the form of currency’ a given ‘real’
value” Without dated price levels, a la Mises’s regression theo-
rem, however, exponents of this approach, which was developed as
a means of escaping the so called “Austrian circle,” are themselves
trapped in a logical circle. Finally, Marget contends that, in deflat-
ing money balances to their “real” equivalent in terms of products,
many real-balance theorists equate “the utility of a cash balance” to
“the utility of the goods that might be purchased by the expenditure
of the cash balance™® The result is that these theorists are unable to
explain why anyone should ever choose to hold cash instead of other
forms of wealth, given that equal utilities generate indifference among
alternatives.

Edwards successfully counters the criticism, which has been
advanced both by Ellis and Moss, that Mises’s theory of the demand
for money yields a demand curve that is drawn as a rectangular
hyperbola in nominal cash balance space.*” A demand curve of this
shape, they note, is logically inconsistent with Mises’s repeated and
vigorous denials that an addition to the stock of money—even when
this increment is distributed so as to equi-proportionally increase all
individual cash balances—causes an equi-proportional increase of all
prices. Edwards thoroughly demolishes this criticism by demonstrat-
ing that it rests on a clearly erroneous interpretation of Mises’s theory
“as saying that the individual values units of money only with a view
to maintaining a predecided and given level of purchasing power, and
that utility calculation is not applied to the level of real balances. From
this perspective they [Ellis and Moss] find his non-proportionality
argument contradictory. It does not occur to them that his non-pro-
portionality argument is evidence against their interpretation of his
theory of the demand for money.*

Edwards himself falls into error, however, when he charges
Mises with “a failure to step from a non-rectangularly-hyperbolic

37 Tbid., pp. 450-51 n. 99.
38 Tbid., p. 451.

39 Ellis, German Monetary Theory, 1905-1933, p. 164; Moss, “The Monetary Eco-
nomics of Ludwig von Mises,” p. 32.

40 Edwards, The Economist of the Country, p. 55.
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demand for nominal balances to the rectangularly-hyperbolic mar-
ket equilibrium curve' Edwards initiates his criticism by concurring
with Mises that an equi-proportional addition to cash balances, let
us say a doubling, will not lead initially, i.e., immediately prior to the
first round of spending of the excess balances, to an inversely propor-
tional variation (a halving) of marginal utilities of money on individ-
ual value scales. Thus, as Edwards recognizes, the overall elasticity of
Mises’s “instantaneous” demand curve for nominal balances, which is
derived from instantaneous marginal utility schedules for goods and
money, may properly take on (absolute) values less than, greater than,
or equal to unity. Or, in other words, the instantaneous demand curve
for money only fortuitously traces out a rectangular hyperbola.**

Edwards proceeds to argue, however, that Mises erred “in assum-
ing that it followed that prices would not rise proportionately with M.
This would occur because, as prices increased, real balances would
decline, reversing all of the initial wealth effects, until equilibrium was
attained at the initial level of real balances, ceteris paribus.” Edwards
is here contending, a la Patinkin, that, notwithstanding the nonuni-
tary elasticity of the “instantaneous” demand curve for money, real bal-
ance effects generated by an increase of money will initiate a dynamic
adjustment process that culminates in an equi-proportional increase in
overall prices. But Patinkin’s demonstration that an increase in money
accomplished via an equi-proportional increase in everyone’s cash bal-
ances brings forth an increase of all prices in the same proportion rests

41 Tbid., p. 56.

42 Rothbard’s analysis of the demand for money implies that it tends to be basi-
cally inelastic due to the high inelasticity of what he calls the “exchange” or “pre-
income” component of monetary demand, which is distinguished from the
“reservation,” “cash balance;” or “post-income” component. The former is expressed
in the exchange for money of the services of the original productive factors, land,
and labor, and of existing inventories of capital and consumer goods, for which the
reservation demands of their producers are usually highly inelastic. See Rothbard,
Man, Economy, and State, vol. 1, pp. 662-67; vol. 2, pp. 350-56. The inelasticity of
the exchange demand for money is similarly accounted for by Herbert J. Daven-
port (The Economics of Enterprise [New York: Augustus M. Kelley, [1913] 1968],
pp. 267-73). Davenport (ibid., pp. 301-03, 316-21) also provides a surprisingly
modern account of the reservation demand for money, as a short-run, speculative
phenomenon, but he does not integrate the two components into a satisfactory over-
all theory of the demand for money.
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either on his arbitrary assumption of the constancy of the real data, i.e.,
relative prices and real wealth, during the transition from one Walra-
sian equilibrium position to the next, or on his equivalent simplifying
assumption that “prices rise during the tatonnement in an equipropor-
tionate manner.’*

In contrast, the time-spanning “step-by-step” method which
Mises consistently applies in analyzing monetary phenomena leads
inevitably to a denial that the real data of the system could, under
any conceivable initial set of circumstances, remain unaltered dur-
ing a disequilibrium adjustment or tatonnement process.** For Mises,
“The process is always uneven and by steps, disproportionate and
asymmetrical”* In fact, Mises rigorously demonstrates the long-run
non-neutrality of money even under the most stringent and highly
unrealistic assumption that new money is injected into the economic
system in a way that does not disturb the preexisting relative distri-
bution of total wealth among individuals.* In Human Action, Mises
concludes that

Changes in the supply of money must necessarily alter the
disposition of vendible goods as owned by various individu-
als and firms.... We may, if we like, assume that every mem-
ber gets a share of the additional money right at the moment
of its inflow into the system, or shares in the reduction of the
quantity of money. But whether we assume this or not, the
final result of our demonstration will remain the same. This
result will be that changes in the structure of prices brought
about by changes in the supply of money available in the eco-
nomic system never affect the prices of the various commod-
ities and services to the same extent and at the same time. . . .

The main fault of the old quantity theory as well as the math-
ematical economists’ equation of exchange is that they have ignored

43 Patinkin, Money, Interest, and Prices, p. 44. On the key role of the assumption of
constant relative prices in deriving the neutrality of money in Patinkins system, see
Stephen W. Rousseas, Monetary Theory (New York: Alfred A. Knopf, 1972), pp. 53, 72.

4 See Ludwig von Mises, Notes and Recollections (South Holland, IlL: Libertarian
Press, 1978), p. 59.

45 Mises, Human Action, p. 414.
46 Mises, Theory of Money and Credit, pp. 141-42.
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this fundamental issue. Changes in the supply of money must bring
about changes in other data too. The market system before and after
the inflow or outflow of a quantity of money is not merely changed
in that cash holdings of the individuals and prices have increased or
decreased. There have been affected also changes in the reciprocal
exchange ratios between the various commodities and services which,
if one wants to resort to metaphors, are more adequately described by
the image of price revolution than by the misleading figure of an ele-
vation or a sinking of a “price level”” [Emphasis added|]

Thus for Mises, “real balance effects” are inextricably bound
together with “distribution effects” The very process by which the
market adjusts the (positive or negative) excess demands for money
of individuals necessarily “revolutionizes” wealth positions and the
price structure. And this is the case even if these (nonzero) individual
excess demands sum to zero in the aggregate. Writes Mises:

Every change in the money relation alters—apart from the
effects on deferred payments—the conditions of the individ-
ual members of society. Some become richer, some poorer.
It may happen that the effects of a change in the demand for
or supply of money encounter the effects of opposite changes
occurring by and large at the same time and to the same
extent; it may happen that the resultant of the two opposite
movements is such that no conspicuous changes in the price
structure emerge. But even then the effects on the conditions
of the various individuals are not absent. Each change in the
money relation takes its own course and produces its own
particular effects. If an inflationary movement and a defla-
tionary one occur at the same time or if an inflation is tempo-
rally followed by a deflation in such a way that prices finally
are not very much changed the social consequences of each
of the two movements do not cancel each other. To the social
consequences of an inflation those of a deflation are added.
There is no reason to assume that all or even most of those
favored by one movement will be hurt by the second one, or
vice versa.*

47 Mises, Human Action, pp. 412-13.
48 Tbid., pp. 417-18.
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Edwards also argues that Mises’s “non-proportionality argu-
ment” contradicts Mises’s own no less vigorously stated position that
an increase in the aggregate money stock would leave human welfare
unchanged, because “a change in M would result in a proportional
change in P"* Edwards here implies that Mises derives his proposi-
tion that money always yields to society its full utility as a medium
of exchange from a “process” analysis of the effects of a change in
the quantity of money on a given economic system. For Mises, how-
ever, the proposition regarding the welfare effects of additions to the
money stock is derived from a purely “comparative static” analysis
of two unconnected economic systems which are based on identical
real data and are assumed to differ only in the magnitudes of their
nominal money stocks. The discussion by Mises which Edwards cites
to support his interpretation is arguably ambiguous on this point,®
but elsewhere in the same work Mises draws a clear-cut distinction
between the two forms of analysis:

the level of the total stock of money and of the value of the
money unit are matters of complete indifference as far as
the utility obtained from the use of the money is concerned.
Society is always in enjoyment of the maximum utility
obtainable from the use of money. Half of the money at the
disposal of the community would yield the same utility as the
whole stock, even if the variation in the value of the mone-
tary unit was not proportioned to the variation in the stock of
money. But it is important to note that it by no means follows
from this that doubling the quantity of money means halving
the objective exchange-value of money....

If we compare two static economic systems, which differ in no
way from one another except that in one there is twice as much money
as in the other, it appears that the purchasing power of the monetary
unit in the one system must be equal to half that of the monetary unit
in the other. Nevertheless, we may not conclude from this that a dou-
bling of the quantity of money must lead to a halving of the purchas-
ing power of the monetary unit; for every variation in the quantity of
money introduces a dynamic factor into the static economic system.

4 Edwards, The Economist of the Country, 1985, p. 56.
50 Mises, The Theory of Money and Credit, p. 85.
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The new position of static equilibrium that is established when the
effects of the fluctuations thus set in motion are completed cannot be
the same as that which existed before the introduction of the addi-
tional quantity of money.”!

In the course of rebutting Moss’s astounding contention that
Mises “saw the demand for real balances as constant and given by
the state of the world ... [and] did not apply subjective cost and ben-
efit considerations to the demand for real balances,” Edwards him-
self seriously misconstrues Mises’s position on the relationship
between the demand for money and the interest rate. Edwards cor-
rectly characterizes Mises’s overall approach to the problem as “the
classic one of long-run interest rate neutrality, based on a view that
the rate of interest and the demand for money had essentially difter-
ent determinants.”>* He then concludes that Mises “did not generally
regard interest forgone as the cost of holding money.”* This conclu-
sion is incorrect on both exegetical and logical grounds.

Mises identified three basic categories of opportunity costs which
may be incurred in the decision to hold cash balances. These include
“interest forgone” as well as the forgoing of “instantaneous consump-
tion” and of “plain saving” i.e., the accumulation of stocks of durable
consumers goods.* That the forgoing of an interest return is one of the
potential “costs” of holding money is logically implied in the very appli-
cation of marginal utility theory to the explanation of the purchasing
power of money. In this approach, the opportunity cost of allocating a
sum of money to cash balance is the renunciation of the marginal util-
ity of the most highly valued alternative use of this money, which may
or may not be the investment of the sum in interest-bearing securities.

51 Ibid., pp. 142, 145.

52 For a recent, vigorously-argued vindication of this position, see Hans-Hermann
Hoppe, “The Theory of Employment, Money, Interest, and the Capitalist Process:
The Misesian Case against Keynes,” in Dissent on Keynes: A Critical Appraisal of
Keynesian Economics, ed. Mark Skousen (New York: Praeger, 1992).

53 Edwards, The Economist of the Country, p. 57.

54 On the nature of plain saving as distinguished from capitalist saving, see Mises,
Human Action, pp. 530-31.



82 Money, Sound and Unsound / Salerno

The assertion by Edwards to the contrary,” this is readily deducible
from Mises’s analysis in Theory of Money and Credit of the manner in
which individuals adjust to a dis-equilibrating influx of newly-created
money into their cash balances:

For these persons, the ratio between the demand for money
and the stock of it is altered; they have a relative superfluity
of money and a relative shortage of other economic goods.
The immediate consequence of both circumstances is that
the marginal utility to them of the monetary unit diminishes.
This necessarily influences their behavior in the market. ...
He who has more money on hand than he thinks he needs,
will buy, in order to dispose of the superfluous stock of money
that lies useless on his hands. If he is an entrepreneur, he will
possibly enlarge his business. If this use of the money is not
open to him, he may purchase interest-bearing securities; or
possibly he may decide to purchase consumption goods.*

If we assume that one of the individuals in Mises’s example
does in fact allocate his increment of new money to the purchase of
interest-bearing securities—assuming that his value rankings of the
utilities derived from the various uses of the money have remained
constant—it is to be inferred from this purchase that the forgone
interest on these securities constituted the opportunity cost of holding
an equal-sized unit of money prior to the infusion of new money into
his cash balance.

Mises is even more explicit on this point in Human Action,
where he states that:

The keeping of cash holding requires sacrifices. To the extent
that a man keeps money in his pockets or in his balance with
a bank, he forsakes the instantaneous acquisition of goods he
could consume or employ for production. In the market econ-
omy these sacrifices can be precisely determined by calculation.
They are equal to the amount of originary [or pure] interest he
would have earned by investing the sum. The fact that a man

55 Edwards, The Economist of the Country, p. 57.
56 Mises, Theory of Money and Credit, pp. 139, 134-35.
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takes this falling off into account is proof that he prefers the
advantages of cash holding to the loss in interest yield.”

Not only does Mises conceive the interest rate as a potential cost
of holding money, he also recognizes that it is a monetary phenome-
non in a real and important sense. That is, in a barter economy, where
monetary calculation does not exist, it would be impossible to even
conceive the difference in value between present and future goods as
a unitary rate. The reason, as Mises points out, is that “Only within a
money economy can this value difference be comprehended in the
abstract and separated from changes in the valuation of individual
concrete economic goods. In a barter economy, the phenomenon of
interest could never be isolated from the evaluation of future price

movements of individual goods.™®

Of course, recognizing that the interest rate is an outgrowth
of monetary exchange and calculation expressible only in mone-
tary terms and that, as an element determined within the system of
interdependent money prices, it functions as an opportunity cost of
holding money does not imply that “real balances [are] a function of
wealth and the interest rate” That Edwards does not fully compre-
hend this point is attributable to his failure to appreciate that Mises’s
methodological approach is worlds apart from the neoclassical meth-
odology of mutual determination that Edwards himself apparently
espouses. The analytical framework of Mises’s monetary theory
is the general interrelationships and interdependencies of the sys-
tem of market prices. Within this framework, there are multifarious
opportunities for money expenditures on consumer goods which, in
addition to the opportunity to hold ready cash, compete with oppor-
tunities to invest money at interest. Thus it might be argued that a fall
in the interest rate, ceteris paribus, lowers a given individual’s cost of
currently consuming, let us say, apples. But it is an impermissible leap
of logic from this unexceptionable statement to the conclusion that

57 Mises, Human Action, p. 430. Also see pp. 404, 463 for similar statements.

58 Ludwig von Mises, “The Position of Money among Economic Goods,” in idem
Money, Method, and the Market Process, trans. Alfred Zlabinger, ed. Richard M.
Ebeling (Norwell, Mass.: Kluwer Academic Publishers, 1990), p. 65.
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the interest rate is one of the functional determinants of the demand
for apples.

Edwards does make an important contribution, however, in
defending Mises’s regression theorem against Patinkin and demol-
ishing Patinkin’s alternative “Walrasian solution” to the circular-
ity problem in monetary analysis. Employing the methodology of
simultaneous mutual determinism, Patinkin is able to formally dem-
onstrate that no specific prior value of money need be assumed in
deriving a market demand schedule or “excess demand function” for
money. Moreover, Patinkin’s demonstration implies that if economic
agents form their subjective valuations of cash balances on day two
with reference to the unique purchasing power of money prevailing
on day one, as Mises assumes, then the outcome is not a schedule of
quantities of money demanded at varying purchasing powers but a
single quantity demanded. Thus Patinkin concludes that writers such
as Mises who believe that there is a circularity problem in explaining
the determination of the purchasing power of money fall victim to a
“basic misunderstanding of the theory of price determination” and to
an elementary “confusion of ‘demand’ with ‘amount demanded””

In defending Mises, Edwards argues that, before Patinkin’s “indi-
vidual-experiment” can proceed, i.e., before each individual can
establish his indifference map for goods and (nominal) money bal-
ances, money itself must have utility and therefore a known and pre-
existing purchasing power, because the very existence of indifference
curves implies that the individual is able to maintain a given level of
utility by substituting at the margin determinate quantities of goods
for determinate quantities of money. Edwards’s insightful argument
on this point is worth quoting at length:

note that [Patinkin's] method of generating a demand curve
for money assumes the indifference curves to exist and have
the normal properties. Yet, translating into modem terms,
the whole essence of the problem, as recognized by all parties
to the [circularity] debate at the time, was precisely that with-
out some specific value of money #o such indifference curves
could even exist. Consider: we have goods on one axis, with

59 Patinkin, Money, interest, and Prices, pp. 115-16.
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a given intercept (the endowment), and money on the other.
But money is only money when it is a medium of exchange,
that is, when it has a value (purchasing power) in terms of
other goods. Then it can be valued for storage purposes and
the utility curves can exist.

We might place pieces of paper with a number on them on
the axis, but if they have no nonmonetary utility and no purchasing
power they would have no utility. The indifference curves can only
exist when we place a budget line on the graph, that is, postulate a
goods price of money, and that is precisely Mises’s point. Mises would
argue that since the indifference curves cannot exist until the bud-
get line does, the latter is logically prior. His interpretation of such a
graph would be that the budget used is yesterday’s exchange value of
money, while the indifference curves embody today’s subjective valu-
ations of money.®’

Presumably, Patinkin would counter this critique by arguing that
Mises’s temporal and causal approach to explaining the demand for
money, referring as it does to a particular value of money, would be
incapable of generating more than a single point on a demand curve
in nominal money space. Edwards’s reply to this objection points us
in the right direction, but it is not completely satisfactory. He argues,
somewhat tentatively, that Patinkin’s charge “is not quite correct,”
because, while the formation of an individual’s subjective valuations
for money with reference to “some particular prior value of money”
yields only a single quantity demanded, “there is an infinite number
of such possible prior values, and if their tangencies with individual’s
[sic] existing indifference curves were plotted, demand functions of

the normal shapes would result”™

The point that Edwards should have made is this: in deciding
upon the size of their cash balances, market participants are interested
in the future purchasing power of money. In attempting to forecast
the future structure of prices, which is the inverse of the purchasing
power of money, they resort to the prices of the immediate past, let us

60 Edwards, The Economist of the Country, pp. 59-60.
61 Tbid., p. 66 fn. 47.
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say, yesterday. They do not mechanically project the realized prices of
yesterday into the future, but use them as the basis for appraising the
structure of prices which will emerge and prevail today as a result of
the anticipated changes intervening in yesterday’s economic data.

Based on their appraisements of money’s prospective purchasing
power and their anticipated uses for a general medium of exchange
today, market participants rank units of money on their subjective
value scales and thus establish the marginal utilities that underlie
today’s market demand for money. For each individual, the marginal
utility of money will decline as successive units of a given purchasing
power are added to his cash balance. Consequently, an increase in the
total stock of money, ceteris paribus, will lead to a decline in individ-
ual marginal utilities of money. Demand curves in goods markets will
shift rightward and higher money prices will be offered and paid; that
is, the purchasing power of money will decline. Thus, the instanta-
neous demand curve for money that emerges from Mises’s analysis is
multi-valued and negatively-sloped, and its intersection with the ver-
tical line representing the current stock of money determines today’s
purchasing power of money.

Contrary to Patinkin’s assertion, then, in Mises’s analysis the
demand for money is not logically constrained to a single quantity
dependent on a specific realized purchasing power, but describes a
schedule of quantities that responds inversely to variations in the cur-
rent purchasing power of money. To illustrate this, if we assume that
the total quantity of money that market participants desire to acquire
and hold, based on their forecasts of the future purchasing power
of money, is insufficient to completely absorb the current stock of
money, then there will result a temporal process involving variations
in total money expenditures on goods and services, i.e., “real bal-
ance effects,” that drive the price structure and therefore the purchas-
ing power of money to the level at which the stock of money and the
demand for money are equated. Abstracting from distribution effects,
the inverse response of the amount of money demanded to the altera-
tions in its purchasing power, which occurs during this adjustment
process, will trace out a segment of the instantaneous demand curve.
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Summing up the differences between the methods of Mises and
Patinkin for solving the circularity problem, Edwards sees a distinct
advantage in the Misesian method, because it allows for the possibility
of disequilibrium occurring between the actual and desired stock of
cash balances and the operation of an adjustment process that even-
tually restores equilibrium. In contrast, the Walrasian solution oftered
by Patinkin effectively precludes the emergence of monetary disequi-
librium and a dynamic adjustment process.”> As Edwards argues:
“Where demand and excess demand functions are derived using
given preferences and hypothetical alternative values of money, and
the value of money determined by the market demand and supply
functions determines the actual quantities demanded simultaneously,
the individual is always at equilibrium.... The solution to a simultane-
ous equation set never yields anything but equilibrium values”**

'The Monetary Adjustment Process:
The Interspatial Equalization of the
Value of Money, and the Determination
of Exchange Rates

In chapter four, Edwards examines Mises’s contributions to
international monetary theory, and, in the process, goes a long way
towards establishing that Mises anticipated “every major element of
the modern monetary approach to international adjustment (MAIA)”
Indeed, Edwards argues that “This is true to such an extent that Mises
might justly be designated the founding father of the MAIA in the
twentieth century”®

The central proposition of the modern monetary approach is
that “the balance of payments and currency exchange rate changes
are essentially monetary phenomena equilibrating the stock demands
for and supplies of national currencies”® Proponents of this approach

62 Edwards, The Economist of the Country, p. 60.
63 Tbid,, p. 61.

64 Tbid., p. 133.

65 Tbid., pp. 69-70.
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have traced the roots of the MAIA back to the writings of classical
monetary theorists, including David Hume and British “bullionist”
pamphleteers John Wheatley and David Ricardo. Edwards argues,
however, that in their eagerness to identify and credit the classical
forebears of the monetary approach, doctrinal historians have given
a partly distorted account of its development, which completely over-
looks Mises’s unquestioned precedence in formulating important ele-
ments of the uniquely “modern” version.

As Edwards points out, before Mises, proponents of the mone-
tary-oriented classical and neoclassical approaches to balance-of-pay-
ments adjustment, including prominent cash-balance theorists such
as Alfred Marshall and Knut Wicksell, explained the international
distribution of the money commodity using a macro expenditure
flow concept of the demand for money.*® According to this concep-
tion, each nation’s equilibrium share in a given global stock of money
is determined, given the payment habits of its population, by the rela-
tive volume of business it transacts at the exogenously given level of
world prices. Or, in terms of the Fisherian Equation of Exchange, a
nation’s demand for money is conceived as a demand for a flow of
money payments (M x V) needed to support an aggregate expendi-
ture flow (P x T).

In contrast, Mises builds up his explanation of the distribution of
the stock of money among nations from the Mengerian (and modern)
conception of the individual’s demand to hold a stock of the general
medium of exchange. For Mises, individuals’ subjective value rankings
of money and goods hold the ultimate explanation for the allocation
of the global stock of money among individual cash holders and thus
among nations, obviating any reference to disembodied averages and
aggregates such as a nations velocity of circulation of money or total
volume of business transactions. Thus in Mises’s view, as in the mod-
ern MAIA, “international monetary flows (that is, deficits and sur-
pluses in the balance of payments) act to equilibrate the stock demands
and supplies of money” and, therefore, assuming a fixed global mon-
etary stock, “only changes in the demands for money (resulting in

66 Tbid., pp. 77-78.
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net excess demand, positive or negative) can produce a surplus or
deficit™” Conversely, “If the state of the balance of payments were such
that international movements of money were required independent of
any altered estimation of money on the part of those involved (that is,
in the absence of change in the stock demands), operations would be
induced to restore equilibrium.”*®

Unfortunately, in his own eagerness to establish Mises’s rightful
and preeminent position in the MAIA tradition, Edwards glosses over
several significant differences between the Misesian and the rational-
expectations-based modern approaches. These differences are impor-
tant enough to warrant critical comment.

Edwards® points out that Mises, like the modern proponents
of the monetary approach, holds that “the law of one price” applies
to money as well as to commodities. In other words, in the case of
a single money, the purchasing power of the monetary unit tends
to be geographically uniform. For adherents of the modern mone-
tary approach, such as Laffer and Miles,” this means that, assuming
profit maximization and no barriers to trade, “M1 commodities’ prices
should be fully arbitraged in each and every numeraire at each and
every moment in time.” This concept of instantaneous arbitrage for an
individual good then “can be extended to the overall price indexes of
two countries by taking a weighted average of the prices of goods con-
sumed in both countries.””!

But the rational-expectationist conception of instantaneous
arbitrage is inconsistent with the step-by-step method employed by
Mises in his analysis of the monetary adjustment process. As Mises”
emphasizes, “The step-by-step analysis must consider the lapse of

67 Tbid., p. 77.

68 Thid., p. 76.

6 Tbid., pp. 70-71, 73-74.

70 Arthur B. Laffer and Marc A. Miles, International Economics in an Integrated
World (Glenview, Ill.: Scott, Foresman, 1982), p. 232.

71 Ibid.

72 Ludwig von Mises, Notes and Recollections (South Holland, Ill.: Libertarian Press,
1978a), p. 59.



90 Money, Sound and Unsound / Salerno

time” Moreover, Mises” criticizes and deliberately eschews the use of
price indexes to measure changes in the purchasing power of money,
except for rough historical estimates.”* Therefore, when Mises” states
that “The purchasing power of money is the same everywhere,” he is
not referring to a tendency to equalization of national price indexes,
as Edwards’ seems to imply at one point. For Mises, interspatial
equalization of the value of money refers to an equilibration of the
vast and unaveraged array of alternative quantities of goods which are
purchasable by a unit of money:.

Furthermore, from Mises’s perspective, equilibration of money’s
purchasing power array cannot necessarily be expected to yield equal-
ity between the prices of physically identical goods available in differ-
ent locations, let alone between the arbitrarily selected and weighted
price indexes of different nations or regions. The reason is to be found
in Mises’s pathbreaking subjectivist insight that the situation of a
good in space may affect its perceived usefulness and thus its subjec-
tive value in satisfying human wants.”

73 Ludwig von Mises, The Theory of Money and Credit, 2nd ed. (Irvington-on-Hud-
son, N.Y.: Foundation for Economic Education, [1953] 1971), pp. 187-94; Human
Action, pp. 219-23.

74 Even the practical usefulness of index numbers for judging day-to-day variations
in the purchasing power of money is severely limited. As Mises points out (Human
Action, pp. 222-23), “A judicious housewife knows much more about price changes
as far as they affect her own household than the statistical average can tell. She has
little use for computations disregarding changes both in quality and in the amount
of goods which she is able or permitted to buy at the prices entering into the com-
putation. If she ‘measures’ the changes for her personal appreciation by taking the
prices of only two or three commodities as a yardstick, she is no less ‘scientific’ and
no more arbitrary that the sophisticated mathematicians in choosing their methods
for the manipulation of the data of the market”

75 Mises, Theory of Money and Credit, p. 176.
76 Edwards, The Economist of the Country, p. 77.

77 Mises arrived at this insight independently of Nassau Senior, whose work contain-
ing the treatment of this problem was not published until 1928. On this point and
for a discussion of Senior’s contribution, see Chi-Yuen Wu, An Outline of Interna-
tional Price Theories (London: George Routledge and Sons, 1939), pp. 126-28; also
see Marian Bowley, Nassau Senior and Classical Economics (New York: Octagon
Books), pp. 205-08.
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Edwards”™ properly recognizes the implication of this insight for
the case in which a “good has a subjective value as consumption good
where it is, and a different one as production good in those places to
which it may be transported.” The good available at its place of pro-
duction, for example, coffee-in-Brazil, is evaluated by coffee drink-
ers in New York City as a capital good which must be combined with
further complementary capital goods, that is, the means of trans-
portation, before it can attain the (higher) subjective value of the
consumption good, coffee-in-New York. As Edwards™ also notes,
Mises distinguishes money from non-monetary commodities in this
respect, because, in the case of the former, the use of money substi-
tutes and clearing systems operates to render its position in space
indifferent to economic agents. For Mises, then, stocks of money,
wherever they may be situated within the unitary market area, for all
practical purposes comprise a perfectly fungible commodity whose
transference between market participants is virtually costless. Thus
the Law of One Price fully applies to money, and Edwards® concurs
with Mises’s conclusion that “the purchasing power of money is the
same everywhere, only the commodities offered are not the same”

Edwards defends Mises against Ellis’s criticism that Mises has
only proved the international equalization of “utility flows per unit
of purchasing power” rather than of the purchasing power of money
itselt.’ However, Edwards’s defense itself rests on a failure to com-
prehend the full scope of Mises’s insight regarding the influence of
the spatial element on the quality of (nonmonetary) goods. Thus, in
response to Ellis’s critique, Edwards® upholds Mises’s proposition
that the objective value of money tends to equality and supports this
position with the following example: “Consider a good sold in any
number of locations in different directions from the factory, and at
distances and elevations such that their transportation costs are the
same. On Mises’s assumptions it is clear that though such physically

78 Edwards, The Economist of the Country, p. 74.

79 Tbid.

80 Tbid.

81 Ellis, German Monetary Theory, 1905-1933, p. 224.
82 Edwards, The Economist of the Country, p. 74.
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identical goods are at different locations they are economically the
same and their prices would not differ in equilibrium.”

Edwards’s conclusion is not fully consistent with Mises’s concep-
tion of the spatial quality of goods, because this conception does not
merely embrace the pure distance between the location of the con-
sumer and the location of the good, but also the consumer’s positive
or negative psychic response to the very location of purchase or con-
sumption. For example, the same brand of men’s shirt may simulta-
neously sell for a significantly higher price at a mall boutique than at
a downtown clothing store, because, at the margin, consumers are
prepared to offer a higher price for the good purchasable at the more
accessible and pleasant location. Or consider that alcoholic beverages
consumed in a restaurant situated atop one of the towers of the World
Trade Center, which offers a breathtaking view of Manhattan and
its surroundings, command much higher prices than drinks mixed
with the same ingredients and imbibed in a street-level pub located
a few blocks away. Surely, we do not expect would-be bar patrons at
the World Trade Center to react to knowledge of such price discrep-
ancies by a mad scramble to the elevators in order to take advantage
of the higher purchasing power of money at ground level. This is not
to deny, of course, that whenever consumers are neutral between
stocks of a technologically identical good ready for consumption or
purchase at two different locations, the spatial equilibration of the
purchasing power of money will imply the complete eradication of
inter-local price differences.

The proper response to Ellis’s critique is to point out that, for
Mises, the equilibration of the purchasing power of money is accom-
plished within the same process that gives rise to the structure of rela-
tive prices. This process culminates in a state in which, barring further
change in the data, mutual gains from further exchange between any
two market participants are impossible, because the ordinal value
rankings of equal units of the various goods and money are iden-
tical for all those possessing them. This state also reflects the abso-
lute equalization of the objective exchange value of money between
any two locations, because it implies both that inter-local differences
between prices of technologically identical goods do not exceed their
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costs of transportation (abstracting from time in transit) between
their consumption and production centers, and, more generally,
that no individual can achieve a more desirable outcome from the
exchange process by diminishing his expenditures on goods avail-
able at one location and substituting expenditures on goods, whether
physically indistinguishable or not, offered at alternative locations.
Thus, contrary to Ellis, interspatial equalization of the objective value
of money can only exist when there also exist common utility rank-
ings for goods and money on the individual value scales of all market
participants or, less accurately, when “utility flows per unit of purchas-
ing power” are equalized.

It is instructive to analyze in more detail the market adjustment
process which produces the tendency to the interspatial equilibra-
tion of the purchasing power of money, because it elucidates the rea-
sons for Mises’s insistence, as against Wieser, that such a tendency
strongly and rapidly reasserts itself amid the ceaseless fluctuations of
the underlying economic data.*’ Or, more loosely speaking, it explains
why monetary equilibrium is much more quickly established than the
final equilibrium position of the real sector of the economy. This anal-
ysis also permits us to answer the question of whether the occasional
unqualified statements by Mises* to the effect that “the purchas-
ing power of money is the same everywhere” are intended as merely
polemical flourishes or represent what Mises believed to be a close
approximation to the actual moment-to-moment situation in the
economy, as when we speak of “the” market price for wheat or for oil.

Mises’s analysis of the market process is predicated on the indis-
putable premise that the process has an unavoidable spatial, as well as
temporal, dimension, because the individual sellers and buyers whose
actions constitute it are spatially diffuse and possess different capacities
for forecasting, learning of, and adapting to the ceaseless change that
characterizes human life.* At each moment in time, the unitary mar-
ket process produces a structure of money prices which is determined

83 Mises, Theory of Money and Credit, pp. 173-75.
8 Tbid., pp. 201, 210.
85 Mises, Human Action, p. 328.
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by consumer valuations (including valuations of leisure and of present
versus future goods) and entrepreneurial price appraisements interact-
ing with the current stocks of goods of various orders. The exchanges
which take place as a result of these subjective valuations and appraise-
ments produce a situation in which no individual perceives that he can
improve his situation by further exchange at prevailing prices, because
the marginal utility of any good he might offer exceeds the marginal
utility of the good he will receive in exchange. On every market in
the economy, therefore, the situation is the same as it is at the close of
Bohm-Bawerk’s famed horse market.*® This “momentary equilibrium,”
as Bohm-Bawerk®” refers to it, or “plain state of rest” (PSR), as it is des-
ignated by Mises,* will persist only so long as the prevailing state of
valuations of the marginal pairs in each market remain constant. But
these valuations are bound to change precisely because, in many cases,
they are formulated on the basis of inaccurate forecasts and incom-
plete information regarding market opportunities. The result is that
the actual market prices which we observe are always in disequilib-
rium in two related but logically distinct senses. First, the array of real-
ized prices embodies inter-local discrepancies in the exchange value of
goods and money, which present the opportunity for arbitrage profits,
whether in terms of money or of enhanced consumer surplus.*’ Sec-
ond, for many of the goods exchanged, the prices that clear the market
exceed or fall short of their respective monetary costs of production,
including an interest return to time preference, thereby generating
pure or entrepreneurial profits and losses.

In analyzing adjustment of the first type of disequilibrium, we
must abstract from the inevitable changes in production decisions
that will be initiated by capitalist-entrepreneurs consequent upon
their experience of pure profits and losses. The analytical device
which is ready-made for our purpose is Wicksteed’s country fruit

86 Bohm-Bawerk, Capital and Interest, pp. 217-30.
87 Tbid., p. 231.
88 Mises, Human Action, p. 244.

8 T am using the term “consumer surplus” in a purely psychic sense to denote the
ordinal difference in value ranking between a good and its monetary purchase price.
This is the sense in which Mises uses the term in Human Action, p. 388.
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market in which the stocks of the various (perishable) commodities
as well as consumer valuations are fixed for the duration of the “mar-
ket day,” during the course of which buyers exercise their demands.
This market is assumed to be “imperfect” in two senses. First, buy-
ers and sellers are spatially constrained and, hence, neither group is
instantaneously and fully informed of current transaction prices at all
locations or “stalls” And second, neither buyers nor sellers h