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QS PART 4

Catallactics or F.conomics
of the Market Society

CHAPTER 14
The Scope and Method of Catallactics

1 The Delimitation of Catallactic Problems

There have never been any doubts and uncertainties about the scope of eco-
nomic science. Ever since people have been eager for a systematic study of eco-
nomics or political economy, all have agreed that it is the task of this branch of
knowledge to investigate the market phenomena, that is, the determination of
the mutual exchange ratios of the goods and services negotiated on markets,
their origin in human action and their effects upon later action. The intricacy
ofaprecise definition of the scope of economics does not stem from uncertainty
with regard to the orbit of the phenomena to be investigated. It is due to the fact
that the attempts to elucidate the phenomena concerned must go beyond the
range of the market and of market transactions. In order to conceive the market
fully one is forced to study the action of hypothetical isolated individuals on one
hand and to contrast the market system with an imaginary socialist common-
wealth on the other hand. In studying interpersonal exchange one cannot avoid
dealing with autistic exchange. But then itis no longer possible to define neatly
the boundaries between the kind of action which is the proper field of economic
science in the narrower sense, and other action. F.conomics widens its horizon
and turns into a general science of all and every human action, into praxeology.
The question emerges of how to distinguish precisely, within the broader field
of general praxeology, a narrower orbit of specifically economic problems.
The abortive attempts to solve this problem of a precise delimitation of the
scope of catallactics have chosen as a criterion either the motives causing ac-
tion or the goals which action aims at. But the variety and manifoldness of
the motives instigating a man’s action are without relevance for a compre-
hensive study of acting. Every action is motivated by the urge to remove a
felt uneasiness. It does not matter for the science of action how people qual-
ify this uneasiness from a physiological, psychological, or ethical point of
view. It is the task of economics to deal with all commodity prices as they are
really asked and paid in market transactions. It must not restrict its investi-
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gations to the study of those prices which result or are likely to result from a
conduct displaying attitudes to which psychology, ethics, or any other way of
looking at human behavior would attach a definite label. The classification of
actions according to their various motives may be momentous for psychology
and may provide a yardstick for a moral evaluation; for economics it is incon-
sequential. Essentially the same is valid with regard to the endeavors to restrict
the scope of economics to those actions which aim at supplying people with
tangible material things of the external universe. Strictly speaking, people do
not long for tangible goods as such, but for the services which these goods are
fitted to render them. They want to attain the increment in well-being which
these services are able to convey. But if this is so, it is not permissible to except
from the orbit of “economic” action those actions which remove uneasiness
directly without the interposition of any tangible and visible things. The ad-
vice of a doctor, the instruction of a teacher, the recital of an artist, and other
personal services are no less objects of economic study than the architect’s
plans for the construction of a building, the scientist’s formula for the produc-
tion of a chemical compound, and the author’s contribution to the publishing
of a book.

The subject matter of catallactics is all market phenomena with all their
roots, ramifications, and consequences. It is a fact that people in dealing on
the market are motivated not only by the desire to get food, shelter, and sexual
enjoyment, but also by manifold “ideal” urges. Acting man is always con-
cerned both with “material” and “ideal” things. He chooses between various
alternatives, no matter whether they are to be classified as material or ideal. In
the actual scales of value material and ideal things are jumbled together. Even
if it were feasible to draw a sharp line between material and ideal concerns,
one must realize that every concrete action either aims at the realization both
of material and ideal ends or is the outcome of a choice between something
material and something ideal.

Whether it is possible to separate neatly those actions which aim at the sat-
isfaction of needs exclusively conditioned by man’s physiological constitu-
tion from other “higher” needs can be left undecided. But we must not over-
look the fact that in reality no food is valued solely for its nutritive power and
no garment or house solely for the protection it affords against cold weather
and rain. It cannot be denied that the demand for goods is widely influenced
by metaphysical, religious, and ethical considerations, by aesthetic value
judgments, by customs, habits, prejudices, tradition, changing fashions, and
many other things. To an economist who would try to restrict his investi-
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gations to “material” aspects only, the subject matter of inquiry vanishes as
soon as he wants to catch it.

All that can be contended is this: F.conomics is mainly concerned with the
analysis of the determination of money prices of goods and services exchanged
on the market. In order to accomplish this task it must start from a compre-
hensive theory of human action. Moreover, it must study not only the market
phenomena, but no less the hypothetical conduct of an isolated man and of a
socialist community. Finally, it must not restrict its investigations to those
modes of action which in mundane speech are called “economic” actions, but
must deal also with actions which are in a loose manner of speech called
“noneconomic.”

The scope of praxeology, the general theory of human action, can be pre-
cisely defined and circumscribed. The specifically economic problems, the
problems of economic action in the narrower sense, can only by and large be
disengaged from the comprehensive body of praxeological theory. Accidental
facts of the history of science or conventions play a role in all attempts to pro-
vide a definition of the scope of “genuine” economics.

Not logical or epistemological rigor, but considerations of expediency and
traditional convention make us declare that the field of catallactics or of eco-
nomics in the narrower sense is the analysis of the market phenomena. This is
tantamount to the statement: Catallactics is the analysis of those actions which
are conducted on the basis of monetary calculation. Market exchange and
monetary calculation are inseparably linked together. A market in which there
is direct exchange only is merely an imaginary construction. On the other
hand, money and monetary calculation are conditioned by the existence of
the market.

It is certainly one of the tasks of economics to analyze the working of an
imaginary socialist system of production. But access to this study too is possible
only through the study of catallactics, the elucidation of a system in which
there are money prices and economic calculation.

The Denial of Economics

There are doctrines flatly denying that there can be a science of economics.
What is taught nowadays at most of the universities under the label of eco-
nomics is practically a denial of it.

He who contests the existence of economics virtually denies that
man’s well-being is disturbed by any scarcity of external factors. Every-
body, he implies, could enjoy the perfect satisfaction of all his
wishes, provided a reform succeeds in overcoming certain obstacles brought
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about by inappropriate man-made institutions. Nature is open-handed, it lav-
ishly loads mankind with presents. Conditions could be paradisiac for an
indefinite number of people. Scarcity is an artificial product of established
practices. The abolition of such practices would result in abundance.

In the doctrine of Karl Marx and his followers scarcity is a historical cate-
gory only. It is the feature of the primeval history of mankind which will be
forever liquidated by the abolition of private property. Once mankind has ef-
fected the leap from the realm of necessity into the realm of freedom! and
thereby reached “the higher phase of communist society,” there will be abun-
dance and consequently it will be feasible to give “to each according to his
needs.”? There is in the vast flood of Marxian writings not the slightest allu-
sion to the possibility that a communist society in its “higher phase” might
have to face a scarcity of natural factors of production. The fact of the disutil-
ity of labor is spirited away by the assertion that to work, under communism of
course, will no longer be pain but pleasure, “the primary necessity of life.”?
The unpleasant experiences of the Russian “experiment” are interpreted as
caused by the capitalists” hostility, by the fact that socialism in one country
only is not yet perfect and therefore has not yet been able to bring about the
“higher phase,” and, more recently, by the war.

Then there are the radical inflationists as represented, for example, by
Proudhon and by Ernest Solvay. In their opinion scarcity is created by the
artificial checks upon credit expansion and other methods of increasing
the quantity of money in circulation, enjoined upon the gullible public by
the selfish class interests of bankers and other exploiters. They recommend
unlimited public spending as the panacea.

Such is the myth of potential plenty and abundance. F.conomics may leave
it to the historians and psychologists to explain the popularity of this kind of
wishful thinking and indulgence in daydreams. All that economics has to say
about such idle talk is that economics deals with the problems man has to
face on account of the fact that his life is conditioned by natural factors. It
deals with action, i.e., with the conscious endeavors to remove as far as pos-
sible felt unecasiness. It has nothing to assert with regard to the state of affairs
in an unrealizable and for human reason even inconceivable universe of un-
limited opportunities. In such a world, it may be admitted, there will be no
law of value, no scarcity, and no economic problems. These things will be

1. Cf. Engels, Herrn Fugen Diihrings Umwidlzung der Wissenschaft (7th ed. Stuttgart, 1910),
p- 300. [Friedrich Engels’” book is available in English translation: Herr Eugen Diihring’s Revolu-
tion in Science (Anti-Diihring). London: Lawrence & Wishart, 1934, p. 312.]

2. Cf. Karl Marx, Zur Kritik des sozialdemokratischen Parteiprogramms von Gotha, ed. Kreibich
(Reichenberg, 1920), p. 17. [Karl Marx’s work cited has been translated into English as The Criti-
cism of the Gotha Program (1875); an excerpt appears in Max Eastman, ed. Capital, the Commu-
nist Manifesto and Other Writings by Karl Marx. (New York: Random House’s Modern Library edi-
tion, 1932). The quote on this page of Human Action appears on p. 7 of the Eastman anthology.]
3. Cf. ibid.
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absent because there will be no choices to be made, no action, and no tasks
to be solved by reason. Beings which would have thrived in such a world
would never have developed reasoning and thinking. If ever such a world
were to be given to the descendants of the human race, these blessed be-
ings would see their power to think wither away and would cease to be hu-
man. For the primary task of reason is to cope consciously with the limita-
tions imposed upon man by nature, is to fight against scarcity. Acting and
thinking man is the product of a universe of scarcity in which whatever
well-being can be attained is the prize of toil and trouble, of conduct pop-
ularly called economic.

2 The Method of Imaginary Constructions

The specific method of economics is the method of imaginary constructions.

This method is the method of praxeology. That it has been carefully elabo-
rated and perfected in the field of economic studies in the narrower sense is
due to the fact that economics, at least until now, has been the best-developed
part of praxeology. Everyone who wants to express an opinion about the prob-
lems commonly called economic takes recourse to this method. The employ-
ment of these imaginary constructions is, to be sure, not a procedure peculiar
to the scientific analysis of these problems. The layman in dealing with them
resorts to the same method. But while the layman’s constructions are more or
less confused and muddled, economics is intent upon elaborating them with
the utmost care, scrupulousness, and precision, and upon examining their
conditions and assumptions critically.

An imaginary construction is a conceptual image of a sequence of events
logically evolved from the elements of action employed in its formation. It is
a product of deduction, ultimately derived from the fundamental category of
action, the act of preferring and setting aside. In designing such an imagi-
nary construction the economist is not concerned with the question of
whether or not it depicts the conditions of reality which he wants to analyze.
Nor does he bother about the question of whether or not such a system as his
imaginary construction posits could be conceived as really existent and in
operation. Even imaginary constructions which are inconceivable, self-
contradictory, or unrealizable can render useful, even indispensable services
in the comprehension of reality, provided the economist knows how to use
them properly.

The method of imaginary constructions is justified by its success.
Praxcology cannot, like the natural sciences, base its teachings upon
laboratory experiments and sensory perception of external objects.
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It had to develop methods entirely different from those of physics and biol-
ogy. It would be a serious blunder to look for analogies to the imaginary
constructions in the field of the natural sciences. The imaginary construc-
tions of praxeology can never be confronted with any experience of things
external and can never be appraised from the point of view of such experi-
ence. Their function is to serve man in a scrutiny which cannot rely upon
his senses. In confronting the imaginary constructions with reality we can-
not raise the question of whether they correspond to experience and depict
adequately the empirical data. We must ask whether the assumptions of our
construction are identical with the conditions of those actions which we
want to conceive.

The main formula for designing of imaginary constructions is to abstract
from the operation of some conditions present in actual action. Then we are
in a position to grasp the hypothetical consequences of the absence of these
conditions and to conceive the effects of their existence. Thus we conceive
the category of action by constructing the image of a state in which there is
no action, either because the individual is fully contented and does not feel
any uneasiness or because he does not know any procedure from which an
improvement in his well-being (state of satisfaction) could be expected. Thus
we conceive the notion of originary interest from an imaginary construction
in which no distinction is made between satisfactions in periods of time
equal in length but unequal with regard to their distance from the instant of
action.

The method of imaginary constructions is indispensable for praxeology; it
is the only method of praxeological and economic inquiry. It is, to be sure, a
method difficult to handle because it can easily result in fallacious syllogisms.
It leads along a sharp edge; on both sides yawns the chasm of absurdity and
nonsense. Only merciless self-criticism can prevent a man from falling head-
long into these abysmal depths.

3 The Pure Market Economy

The imaginary construction of a pure or unhampered market econ-
omy assumes that there is division of labor and private ownership
(control) of the means of production and that consequently there is
market exchange of goods and services. It assumes that the operation
of the market is not obstructed by institutional factors. It assumes that
the government, the social apparatus of compulsion and coercion, is
intent upon preserving the operation of the market system, abstains
from hindering its functioning, and protects it against encroachments
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on the part of other people. The market is free; there is no interference of
factors, foreign to the market, with prices, wage rates, and interest rates. Start-
ing from these assumptions economics tries to elucidate the operation of a
pure market economy. Only at a later stage, having exhausted everything
which can be learned from the study of this imaginary construction, does it
turn to the study of the various problems raised by interference with the mar-
ket on the part of governments and other agencies employing coercion and
compulsion.

It is amazing that this logically incontestable procedure, the only one that
is fitted to solve the problems involved, has been passionately attacked.
People have branded it as a prepossession in favor of a liberal economic pol-
icy, which they stigmatize as reactionary, economic royalism, Manchester-
ism, negativism, and so on. They deny that anything can be gained for the
knowledge of reality from occupation with this imaginary construction.
However, these turbulent critics contradict themselves as they take recourse
to the same method in advancing their own assertions. In asking for mini-
mum wage rates they depict the alleged unsatisfactory conditions of a free la-
bor market and in asking for tariffs they describe the alleged disasters brought
about by free trade. There is, of course, no other way available for the eluci-
dation of a measure limiting the free play of the factors operating on an un-
hampered market than to study first the state of affairs prevailing under eco-
nomic freedom.

It is true that economists have drawn from their investigations the conclu-
sion that the goals which most people, practically even all people, are intent
on attaining by toiling and working and by economic policy can best be
realized where the free market system is not impeded by government decrees.
But this is not a preconceived judgment stemming from an insufficient
occupation with the operation of government interference with business. It is,
on the contrary, the result of a careful unbiased scrutiny of all aspects of
interventionism.

It is also true that the classical economists and their epigones used to
call the system of the unhampered market economy “natural” and gov-
ernment meddling with market phenomena “artificial” and “disturbing.”
But this terminology also was the product of their careful scrutiny of the
problems of interventionism. They were in conformity with the semantic
practice of their age in calling an undesirable state of social affairs “con-
trary to nature.”

Theism and Deism of the Age of Enlightenment viewed the regu-
larity of natural phenomena as an emanation of the decrees of Prov-
idence. When the philosophers of the Enlightenment discovered that
there prevails a regularity of phenomena also in human action and
in social evolution, they were prepared to interpret it likewise as evi-
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dence of the paternal care of the Creator of the universe. This was the true
meaning of the doctrine of the predetermined harmony as expounded by
some economists.? The social philosophy of paternal despotism laid stress
upon the divine mission of kings and autocrats predestined to rule the peo-
ples. The liberal retorted that the operation of an unhampered market, on
which the consumer—i.e., every citizen —1is sovereign, brings about more
satisfactory results than the decrees of anointed rulers. Observe the func-
tioning of the market system, they said, and you will discover in it too the
finger of God.

Along with the imaginary construction of a pure market economy the clas-
sical economists elaborated its logical counterpart, the imaginary construction
of a socialist commonwealth. In the heuristic process which finally led to the
discovery of the operation of a market economy this image of a socialist order
even had logical priority. The question which preoccupied the economists
was whether a tailor could be supplied with bread and shoes if there was no
government decree compelling the baker and the shoemaker to provide for his
needs. The first thought was that authoritarian interference is required to
make every specialist serve his fellow citizens. The economists were taken
aback when they discovered that no such compulsion is needed. In con-
trasting productivity and profitability, self-interest and public welfare,
selfishness and altruism, the economists implicitly referred to the image of a
socialist system. Their astonishment at the “automatic,” as it were, steering of
the market system was precisely due to the fact that they realized that an “an-
archic” state of production results in supplying people better than the orders
of a centralized omnipotent government. The idea of socialism —a system of
the division of labor entirely controlled and managed by a planning author-
ity —did not originate in the heads of utopian reformers. These utopians
aimed rather at the autarkic coexistence of small self-sufficient bodies; take, for
instance, Fourier’s phalanstere. The radicalism of the reformers turned toward
socialism when they took the image of an economy managed by a national
government or a world authority, implied in the theories of the economists, as
a model for their new order.

The Maximization of Profits

It is generally believed that economists, in dealing with the prob-
lems of a market economy, are quite unrealistic in assuming that all

4. The doctrine of the predetermined harmony in the operation of an unhampered market sys-
tem must not be confused with the theorem of the harmony of the rightly understood interests
within a market system, although there is something akin between them. Cf. below, pp. 673-82.
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men are always eager to gain the highest attainable advantage. They construct,
it is said, the image of a perfectly selfish and rationalistic being for whom noth-
ing counts but profit. Such a Homo oeconomicus [(Latin) economic man| may
be a likeness of stock jobbers and speculators. But the immense majority are
very different. Nothing for the cognition of reality can be learned from the
study of the conduct of this delusive image.

It is not necessary to enter again into a refutation of all the confusion, error,
and distortion inherent in this contention. The first two parts of this book have
unmasked the fallacies implied. At this point it is enough to deal with the
problem of the maximization of profits.

Praxeology in general and economics in its special field assume with regard
to the springs of human action nothing other than that acting man wants to
remove uneasiness. Under the particular conditions of dealing on the market,
action means buying and selling. Everything that economics asserts about de-
mand and supply refers to every instance of demand and supply and not only
to demand and supply brought about by some special circumstances requir-
ing a particular description or definition. To assert that a man, faced with the
alternative of getting more or less for a commodity he wants to sell, ceteris
paribus [(Latin) other things being equal] chooses the high price, does not re-
quire any further assumption. A higher price means for the seller a better sat-
isfaction of his wants. The same applies mutatis mutandis [ (Latin) with due al-
teration of details] to the buyer. The amount saved in buying the commodity
concerned enables him to spend more for the satisfaction of other needs. To
buy in the cheapest market and to sell in the dearest market is, other things be-
ing equal, not conduct which would presuppose any special assumptions con-
cerning the actor’s motives and morality. It is merely the necessary offshoot of
any action under the conditions of market exchange.

In his capacity as a businessman a man is a servant of the consumers,
bound to comply with their wishes. He cannot indulge in his own whims
and fancies. But his customers’ whims and fancies are for him ultimate
law, provided these customers are ready to pay for them. He is under the
necessity of adjusting his conduct to the demand of the consumers. If the
consumers, without a taste for the beautiful, prefer things ugly and vulgar,
he must, contrary to his own convictions, supply them with such things.”
If consumers do not want to pay a higher price for domestic products than
for those produced abroad, he must buy the foreign product, provided it
is cheaper. An employer cannot grant favors at the expense of his cus-
tomers. He cannot pay wage rates higher than those determined by the
market if the buyers are not ready to pay proportionately higher prices for

5. A painter is a businessman if he is intent upon making paintings which could be sold at the
highest price. A painter who does not compromise with the taste of the buying public and, dis-
daining all unpleasant consequences, lets himself be guided solely by his own ideals is an artist,
a creative genius. Cf. above, pp. 139—40.
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commodities produced in plants in which wage rates are higher than in other
plants.

It is different with man in his capacity as spender of his income. He is free to
do what he likes best. He can bestow alms. He can, motivated by various doc-
trines and prejudices, discriminate against goods of a certain origin or source
and prefer the worse or more expensive product to the —technologically —
better and cheaper one.

As a rule people in buying do not make gifts to the seller. But nonetheless
that happens. The boundaries between buying goods and services needed and
giving alms are sometimes difficult to discern. He who buys at a charity sale
usually combines a purchase with a donation for a charitable purpose. He who
gives a dime to a blind street musician certainly does not pay for the ques-
tionable performance; he simply gives alms.

Man in acting is a unity. The businessman who owns the whole firm
may sometimes efface the boundaries between business and charity. If he
wants to relieve a distressed friend, delicacy of feeling may prompt him to
resort to a procedure which spares the latter the embarrassment of living on
alms. He gives the friend a job in his office although he does not need his
help or could hire an equivalent helper at a lower salary. Then the salary
granted appears formally as a part of business outlays. In fact it is the spend-
ing of a fraction of the businessman’s income. It is, from a correct point of
view, consumption and not an expenditure designed to increase the firm’s
profits.©

Awkward mistakes are due to the tendency to look only upon things tan-
gible, visible, and measurable, and to neglect everything else. What the con-
sumer buys is not simply food or calories. He does not want to feed like a
wolf, he wants to eat like a man. Food satisfies the appetite of many people
the better, the more appetizingly and tastefully it is prepared, the finer the
table is set, and the more agreeable the environment is in which the food
is consumed. Such things are regarded as of no consequence by a consid-
eration exclusively occupied with the chemical aspects of the process of di-
gestion.” But the fact that they play an important role in the determination
of food prices is perfectly compatible with the assertion that people prefer,
ceteris paribus, to buy in the cheapest market. Whenever a buyer, in choos-
ing between two things which chemists and technologists deem perfectly
equal, prefers the more expensive, he has a reason. If he does not err, he

6. Such overlapping of the boundaries between business outlays and consumptive spending is of-
ten encouraged by institutional conditions. An expenditure debited to the account of trading ex-
penses reduces net profits and thereby the amount of taxes due. If taxes absorb so per cent of
profits, the charitable businessman spends only 5o per cent of the gift out of his own pocket. The
rest burdens the Department of Internal Revenue.

7. 'To be sure, a consideration from the point of view of the physiology of nutrition will not regard
such things as negligible.
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pays for services which chemistry and technology cannot comprehend
with their specific methods of investigation. If a man prefers an expensive
place to a cheaper one because he likes to sip his cocktails in the neigh-
borhood of a duke, we may remark on his ridiculous vanity. But we must
not say that the mans conduct does not aim at an improvement of his
own state of satisfaction.

What a man does is always aimed at an improvement of his own state of sat-
isfaction. In this sense—and in no other—we are free to use the term
selfishness and to emphasize that action is necessarily always selfish. Even an
action directly aiming at the improvement of other people’s conditions is
selfish. The actor considers it as more satisfactory for himself to make other
people eat than to eat himself. His uneasiness is caused by the awareness of the
fact that other people are in want.

It is a fact that many people behave in another way and prefer to fill their
own stomach and not that of their fellow citizens. But this has nothing to do
with economics; it is a datum of historical experience. At any rate, economics
refers to every kind of action, no matter whether motivated by the urge of a
man to eat or to make other people cat.

If maximizing profits means that a man in all market transactions aims
at increasing to the utmost the advantage derived, it is a pleonastic and
periphrastic circumlocution. It only asserts what is implied in the very cat-
egory of action. If it means anything else, it is the expression of an erro-
neous idea.

Some economists believe that it is the task of economics to establish how
in the whole of society the greatest possible satisfaction of all people or of
the greatest number could be attained. They do not realize that there is no
method which would allow us to measure the state of satisfaction attained
by various individuals. They misconstrue the character of judgments which
are based on the comparison between various people’s happiness. While ex-
pressing arbitrary value judgments, they believe themselves to be establish-
ing facts. One may call it just to rob the rich in order to make presents to
the poor. However, to call something fair or unfair is always a subjective
value judgment and as such purely personal and not liable to any
verification or falsification. Economics is not intent upon pronouncing
value judgments. It aims at a cognition of the consequences of certain
modes of acting.

It has been asserted that the physiological needs of all men are of
the same kind and that this equality provides a standard for the meas-
urement of the degree of their objective satisfaction. In expressing such
opinions and in recommending the use of such criteria to guide the
governments policy, one proposes to deal with men as the breeder
deals with his cattle. But the reformers fail to realize that there is no
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universal principle of alimentation valid for all men. Which one of the vari-
ous principles one chooses depends entirely on the aims one wants to attain.
The cattle breeder does not feed his cows in order to make them happy, but in
order to attain the ends which he has assigned to them in his own plans. He
may prefer more milk or more meat or something else. What type of men do
the man breeders want to rear —athletes or mathematicians? Warriors or fac-
tory hands? He who would make man the material of a purposeful system of
breeding and feeding would arrogate to himself despotic powers and would
use his fellow citizens as means for the attainment of his own ends, which dif-
fer from those they themselves are aiming at.

The value judgments of an individual differentiate between what makes
him more satisfied and what less. The value judgments a man pronounces
about another man’s satisfaction do not assert anything about this other man’s
satisfaction. They only assert what condition of this other man better satisfies
the man who pronounces the judgment. The reformers searching for the max-
imum of general satisfaction have told us merely what state of other people’s
affairs would best suit themselves.

4 The Autistic Economy

No other imaginary construction has caused more offense than that of an iso-
lated economic actor entirely dependent on himself. However, economics
cannot do without it. In order to study interpersonal exchange it must com-
pare it with conditions under which it is absent. It constructs two varieties of
the image of an autistic economy in which there is only autistic exchange: the
economy of an isolated individual and the economy of a socialist society. In
employing this imaginary construction the economists do not bother about
the problem of whether or not such a system could really work.® They are fully
aware of the fact that their imaginary construction is fictitious. Robinson Cru-
soe, who, for all that, may have existed, and the general manager of a perfectly
isolated socialist commonwealth that never existed, would not have been in a
position to plan and to act as people can only when taking recourse to eco-
nomic calculation. However, in the frame of our imaginary construction we
are free to pretend that they could calculate whenever such a fiction may be
useful for the discussion of the specific problem to be dealt with.

The imaginary construction of an autistic economy is at the bottom
of the popular distinction between productivity and profitability as it

8. We are dealing here with problems of theory, not of history. We can therefore abstain from re-
futing the objections raised against the concept of an isolated actor by referring to the historical
role of the self-sufficient household economy.
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developed as a yardstick of value judgments. Those resorting to this distinc-
tion consider the autistic economy, especially that of the socialist type, the
most desirable and most perfect system of economic management. Every
phenomenon of the market economy is judged with regard to whether or not
it could be justified from the viewpoint of a socialist system. Only to acting
that would be purposeful in the plans of such a system’s manager are positive
value and the epithet productive attached. All other activities performed in
the market economy are called unproductive in spite of the fact that they
may be profitable to those who perform them. Thus, for example, sales
promotion, advertising, and banking are considered as activities profitable
but nonproductive.

F.conomics, of course, has nothing to say about such arbitrary value
judgments.

5 The State of Rest and the Evenly Rotating FE.conomy

The only method of dealing with the problem of action is to conceive that ac-
tion ultimately aims at bringing about a state of affairs in which there is no
longer any action, whether because all uneasiness has been removed or be-
cause any further removal of felt uneasiness is out of the question. Action thus
tends toward a state of rest, absence of action.

The theory of prices accordingly analyzes interpersonal exchange from
this aspect. People keep on exchanging on the market until no further ex-
change is possible because no party expects any further improvement of its
own conditions from a new act of exchange. The potential buyers consider
the prices asked by the potential sellers unsatisfactory, and vice versa. No
more transactions take place. A state of rest emerges. This state of rest,
which we may call the plain state of rest, is not an imaginary construction.
It comes to pass again and again. When the stock market closes, the brokers
have carried out all orders which could be executed at the market price.
Only those potential sellers and buyers who consider the market price too
low or too high respectively have not sold or bought.” The same is valid
with regard to all transactions. The whole market economy is a big ex-
change or marketplace, as it were. At any instant all those transactions take
place which the parties are ready to enter into at the realizable price. New
sales can be effected only when the valuations of at least one of the parties
have changed.

9. For the sake of simplicity we disregard the price fluctuations in the course of the business day.
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It has been asserted that the notion of the plain state of rest is unsatisfactory.
It refers, people have said, only to the determination of prices of goods of
which a definite supply is already available, and does not say anything about
the effects brought about by these prices upon production. The objection is
unfounded. The theorems implied in the notion of the plain state of rest are
valid with regard to all transactions without exception. It is true, the buyers of
factors of production will immediately embark upon producing and very soon
reenter the market in order to sell their products and to buy what they want for
their own consumption and for continuing production processes. But this
does not invalidate the scheme. This scheme, to be sure, does not contend that
the state of rest will last. The lull will certainly disappear as soon as the mo-
mentary conditions which brought it about change.

The notion of the plain state of rest is not an imaginary construction but
the adequate description of what happens again and again on every market.
In this regard it differs radically from the imaginary construction of the final
state of rest.

In dealing with the plain state of rest we look only at what is going on right
now. We restrict our attention to what has happened momentarily and dis-
regard what will happen later, in the next instant or tomorrow or later. We
are dealing only with prices really paid in sales, i.c., with the prices of the im-
mediate past. We do not ask whether or not future prices will equal these
prices.

But now we go a step further. We pay attention to factors which are
bound to bring about a tendency toward price changes. We try to find out
to what goal this tendency must lead before all its driving force is ex-
hausted and a new state of rest emerges. The price corresponding to this
future state of rest was called the natural price by older economists; nowa-
days the term static price is often used. In order to avoid misleading asso-
ciations it is more expedient to call it the final price and accordingly to
speak of the final state of rest. This final state of rest is an imaginary con-
struction, not a description of reality. For the final state of rest will never
be attained. New disturbing factors will emerge before it will be realized.
What makes it necessary to take recourse to this imaginary construction is
the fact that the market at every instant is moving toward a final state of
rest. Every later new instant can create new facts altering this final state
of rest. But the market is always disquicted by a striving after a definite
final state of rest.

The market price is a real phenomenon; it is the exchange ratio
which was actual in business transacted. The final price is a hypothet-
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ical price. The market prices are historical facts and we are therefore in a
position to note them with numerical exactitude in dollars and cents. The
final price can only be defined by defining the conditions required for its
emergence. No definite numerical value in monetary terms or in quanti-
ties of other goods can be attributed to it. It will never appear on the mar-
ket. The market price can never coincide with the final price coordinated
to the instant in which this market structure is actual. But catallactics
would fail lamentably in its task of analyzing the problems of price deter-
mination if it were to neglect dealing with the final price. For in the mar-
ket situation from which the market price emerges there are already latent
forces operating which will go on bringing about price changes until, pro-
vided no new data appear, the final price and the final state of rest are es-
tablished. We would unduly restrict our study of price determination if we
were to look only upon the momentary market prices and the plain state
of rest and to disregard the fact that the market is already agitated by fac-
tors which must result in further price changes and a tendency toward a
different state of rest.

The phenomenon with which we have to cope is the fact that changes in
the factors which determine the formation of prices do not produce all their
effects at once. A span of time must elapse before all their effects are ex-
hausted. Between the appearance of a new datum and the perfect adjustment
of the market to it some time must pass. (And, of course, while this period of
time elapses, other new data appear.) In dealing with the effects of any
change in the factors operating on the market, we must never forget that we
are dealing with events taking place in succession, with a series of effects suc-
ceeding one another. We are not in a position to know in advance how much
time will have to elapse. But we know for certain that some time must elapse,
although this period may sometimes be so small that it hardly plays any role
in practical life.

Economists often erred in neglecting the element of time. Take for instance
the controversy concerning the effects of changes in the quantity of money.
Some people were only concerned with its long-run effects, i.e., with the final
prices and the final state of rest. Others saw only the short-run effects, i.c., the
prices of the instant following the change in the data. Both were mistaken and
their conclusions were consequently vitiated. Many more examples of the
same blunder could be cited.

The imaginary construction of the final state of rest is marked by
paying full regard to change in the temporal succession of events. In
this respect it differs from the imaginary construction of the evenly
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rotating economy which is characterized by the elimination of change in
the data and of the time element. (It is inexpedient and misleading to call
this imaginary construction, as is usual, the static economy or the static
equilibrium, and it is a bad mistake to confuse it with the imaginary con-
struction of a stationary economy.'?) The evenly rotating economy is a ficti-
tious system in which the market prices of all goods and services coincide
with the final prices. There are in its frame no price changes whatever;
there is perfect price stability. The same market transactions are repeated
again and again. The goods of the higher orders pass in the same quanti-
ties through the same stages of processing until ultimately the produced
consumers’ goods come into the hands of the consumers and are con-
sumed. No changes in the market data occur. Today does not differ from
yesterday and tomorrow will not differ from today. The system is in perpet-
ual flux, but it remains always at the same spot. It revolves evenly round a
fixed center, it rotates evenly. The plain state of rest is disarranged again
and again, but it is instantly reestablished at the previous level. All factors,
including those bringing about the recurring disarrangement of the plain
state of rest, are constant. Therefore prices—commonly called static or
equilibrium prices—remain constant too.

The essence of this imaginary construction is the elimination of the lapse
of time and of the perpetual change in the market phenomena. The notion
of any change with regard to supply and demand is incompatible with this
construction. Only such changes as do not affect the configuration of the
price-determining factors can be considered in its frame. It is not necessary
to people the imaginary world of the evenly rotating economy with im-
mortal, non-aging and nonproliferating men. We are free to assume that in-
fants are born, grow old, and finally die, provided that total population
figures and the number of people in every age group remain equal. Then
the demand for commodities whose consumption is limited to certain age
groups does not alter, although the individuals from whom it originates are
not the same.

In reality there is never such a thing as an evenly rotating eco-
nomic system. However, in order to analyze the problems of change
in the data and of unevenly and irregularly varying movement, we
must confront them with a fictitious state in which both are hypo-
thetically eliminated. It is therefore preposterous to maintain that the
construction of an evenly rotating economy does not elucidate con-
ditions within a changing universe and to require the economists to

10. See below, pp. 250-51.
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substitute a study of “dynamics” for their alleged exclusive occupation with
“statics.” This so-called static method is precisely the proper mental tool for
the examination of change. There is no means of studying the complex phe-
nomena of action other than first to abstract from change altogether, then to
introduce an isolated factor provoking change, and ultimately to analyze its ef-
fects under the assumption that other things remain equal. It is furthermore
absurd to believe that the services rendered by the construction of an evenly
rotating economy are the more valuable the more the object of our studies, the
realm of real action, corresponds to this construction in respect to absence of
change. The static method, the employment of the imaginary construction of
an evenly rotating economy, is the only adequate method of analyzing the
changes concerned without regard to whether they are great or small, sudden
or slow.

The objections hitherto raised against the use of the imaginary construction
of an evenly rotating economy missed the mark entirely. Their authors did not
grasp in what respect this construction is problematic and why it can easily en-
gender error and confusion.

Action is change, and change is in the temporal sequence. But in the evenly
rotating economy change and succession of events are eliminated. Action is to
make choices and to cope with an uncertain future. But in the evenly rotating
economy there is no choosing and the future is not uncertain as it does not dif-
fer from the present known state. Such a rigid system is not peopled with liv-
ing men making choices and liable to error; it is a world of soulless unthink-
ing automatons; it is not a human society, it is an ant hill.

These insoluble contradictions, however, do not affect the service
which this imaginary construction renders for the only problems for
whose treatment it is both appropriate and indispensable: the problem of
the relation between the prices of products and those of the factors re-
quired for their production, and the implied problems of entrepreneurship
and of profit and loss. In order to grasp the function of entrepreneurship
and the meaning of profit and loss, we construct a system from which
they are absent. This image is merely a tool for our thinking. It is not the
description of a possible and realizable state of affairs. It is even out of the
question to carry the imaginary construction of an evenly rotating system
to its ultimate logical consequences. For it is impossible to eliminate the
entrepreneur from the picture of a market economy. The various com-
plementary factors of production cannot come together spontaneously.
They need to be combined by the purposive efforts of men aiming at
certain ends and motivated by the urge to improve their state of
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satisfaction. In eliminating the entreprencur one eliminates the driving force
of the whole market system.

Then there is a second deficiency. In the imaginary construction of an
evenly rotating economy, indirect exchange and the use of money are tac-
itly implied. But what kind of money can that be? In a system without
change in which there is no uncertainty whatever about the future, no-
body needs to hold cash. Every individual knows precisely what amount of
money he will need at any future date. He is therefore in a position to
lend all the funds he receives in such a way that the loans fall due on the
date he will need them. Let us assume that there is only gold money and
only one central bank. With the successive progress toward the state of an
evenly rotating economy all individuals and firms restrict step by step their
holding of cash and the quantities of gold thus released flow into non-
monetary —industrial — employment. When the equilibrium of the evenly
rotating economy is finally reached, there are no more cash holdings; no
more gold is used for monetary purposes. The individuals and firms own
claims against the central bank, the maturity of each part of which pre-
cisely corresponds to the amount they will need on the respective dates for
the settlement of their obligations. The central bank does not need any re-
serves as the total sum of the daily payments of its customers exactly
equals the total sum of withdrawals. All transactions can in fact be ef-
fected through transfer in the bank’s books without any recourse to cash.
Thus the “money” of this system is not a medium of exchange; it is not
money at all; it is merely a numéraire, an ethereal and undetermined unit
of accounting of that vague and indefinable character which the fancy of
some economists and the errors of many laymen mistakenly have attrib-
uted to money. The interposition of these numerical expressions between
seller and buyer does not affect the essence of the sales; it is neutral with
regard to the people’s economic activities. But the notion of a neutral
money is unrealizable and inconceivable in itself.!! If we were to use the
inexpedient terminology employed in many contemporary economic writ-
ings, we would have to say: Money is necessarily a “dynamic factor”; there
is no room left for money in a “static” system. But the very notion of a
market economy without money is self-contradictory.

The imaginary construction of an evenly rotating system is a lim-
iting notion. In its frame there is in fact no longer any action. Au-
tomatic reaction is substituted for the conscious striving of thinking
man after the removal of uneasiness. We can employ this problem-

1. Cf. below, pp. 416-19.
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atic imaginary construction only if we never forget what purposes it is de-
signed to serve. We want first of all to analyze the tendency, prevailing in every
action, toward the establishment of an evenly rotating economy; in doing so,
we must always take into account that this tendency can never attain its goal
in a universe not perfectly rigid and immutable, that is, in a universe which is
living and not dead. Secondly, we need to comprehend in what respects the
conditions of a living world in which there is action differ from those of a rigid
world. This we can discover only by the argumentum a contrario [(Latin) ar-
gument or proof by contrast or the direct opposite] provided by the image of a
rigid economy. Thus we are led to the insight that dealing with the uncertain
conditions of the unknown future —that is, speculation — is inherent in every
action, and that profit and loss are necessary features of acting which cannot
be conjured away by any wishful thinking. The procedures adopted by those
economists who are fully aware of these fundamental cognitions may be called
the logical method of economics as contrasted with the technique of the math-
ematical method.

The mathematical economists disregard dealing with the actions which,
under the imaginary and unrealizable assumption that no further new data
will emerge, are supposed to bring about the evenly rotating economy.
They do not notice the individual speculator who aims not at the estab-
lishment of the evenly rotating economy but at profiting from an action
which adjusts the conduct of affairs better to the attainment of the ends
sought by acting, the best possible removal of uneasiness. They stress ex-
clusively the imaginary state of equilibrium which the whole complex of all
such actions would attain in the absence of any further change in the data.
They describe this imaginary equilibrium by sets of simultaneous differen-
tial equations. They fail to recognize that the state of affairs they are deal-
ing with is a state in which there is no longer any action but only a suc-
cession of events provoked by a mystical prime mover. They devote all their
efforts to describing, in mathematical symbols, various “equilibria,” that is,
states of rest and the absence of action. They deal with equilibrium as if it
were a real entity and not a limiting notion, a mere mental tool. What they
are doing is vain playing with mathematical symbols, a pastime not suited
to convey any knowledge.!?

6 The Stationary Economy

The imaginary construction of a stationary economy has sometimes
been confused with that of an evenly rotating economy. But in

12. For a further critical examination of mathematical economics see below, pp. 350-57.
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fact these two constructions differ.

The stationary economy is an economy in which the wealth and income of
the individuals remain unchanged. With this image changes are compatible
which would be incompatible with the construction of the evenly rotating
economy. Population figures may rise or drop provided that they are accom-
panied by a corresponding rise or drop in the sum of wealth and income. The
demand for some commodities may change; but these changes must occur so
slowly that the transfer of capital from those branches of production which are
to be restricted in accordance with them into those to be expanded can be ef-
fected by not replacing equipment used up in the shrinking branches and in-
stead investing in the expanding ones.

The imaginary construction of a stationary economy leads to two further
imaginary constructions: the progressing (expanding) economy and the retro-
gressing (shrinking) economy. In the former the per capita quota of wealth
and income of the individuals and the population figure tend toward a higher
numerical value, in the latter toward a lower numerical value.

In the stationary economy the total sum of all profits and of all losses is zero.
In the progressing economy the total amount of profits exceeds the total
amount of losses. In the retrogressing economy the total amount of profits is
smaller than the total amount of losses.

The precariousness of these three imaginary constructions is to be seen in
the fact that they imply the possibility of the measurement of wealth and in-
come. As such measurements cannot be made and are not even conceivable,
it is out of the question to apply them for a rigorous classification of the con-
ditions of reality. Whenever economic history ventures to classify economic
evolution within a certain period according to the scheme stationary, pro-
gressing or retrogressing, it resorts in fact to historical understanding and does
not “measure.”

7 The Integration of Catallactic Functions

When men in dealing with the problems of their own actions, and when eco-
nomic history, descriptive economics, and economic statistics in reporting
other people’s actions, employ the terms entrepreneur, capitalist, landowner,
worker, and consumer, they speak of ideal types. When economics employs
the same terms it speaks of catallactic categories. The entrepreneurs, capital-
ists, landowners, workers, and consumers of economic theory are not living
men as one meets them in the reality of life and history. They are the embod-
iment of distinct functions in the market operations. The fact that both act-
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ing men and historical sciences apply in their reasoning the results of eco-
nomics and that they construct their ideal types on the basis of and with ref-
erence to the categories of praxeological theory, does not modify the radical
logical distinction between ideal type and economic category. The eco-
nomic categories we are concerned with refer to purely integrated functions,
the ideal types refer to historical events. Living and acting man by necessity
combines various functions. He is never merely a consumer. He is in addi-
tion either an entrepreneur, landowner, capitalist, or worker, or a person sup-
ported by the intake earned by such people. Moreover, the functions of the
entrepreneur, the landowner, the capitalist, and the worker are very often
combined in the same persons. History is intent upon classifying men ac-
cording to the ends they aim at and the means they employ for the attain-
ment of these ends. Economics, exploring the structure of acting in the mar-
ket society without any regard to the ends people aim at and the means they
employ, is intent upon discerning categories and functions. These are two
different tasks. The difference can best be demonstrated in discussing the
catallactic concept of the entrepreneur.

In the imaginary construction of the evenly rotating economy there is no
room left for entrepreneurial activity, because this construction eliminates
any change of data that could affect prices. As soon as one abandons this
assumption of rigidity of data, one finds that action must needs be affected
by every change in the data. As action necessarily is directed toward
influencing a future state of affairs, even if sometimes only the immediate
future of the next instant, it is affected by every incorrectly anticipated
change in the data occurring in the period of time between its beginning
and the end of the period for which it aimed to provide (period of provi-
sion'?). Thus the outcome of action is always uncertain. Action is always
speculation. This is valid not only with regard to a market economy but no
less for Robinson Crusoe, the imaginary isolated actor, and for the condi-
tions of a socialist economy. In the imaginary construction of an evenly
rotating system nobody is an entrepreneur and speculator. In any real and
living economy every actor is always an entrepreneur and speculator; the
people taken care of by the actors—the minor family members in the mar-
ket society and the masses of a socialist society —are, although themselves
not actors and therefore not speculators, affected by the outcome of the ac-
tors” speculations.

Economics, in speaking of entrepreneurs, has in view not men, but
a definite function. This function is not the particular feature of a

13. Cf. below, p. 481.
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special group or class of men; it is inherent in every action and burdens every
actor. In embodying this function in an imaginary figure, we resort to a
methodological makeshift. The term entrepreneur as used by catallactic the-
ory means: acting man exclusively seen from the aspect of the uncertainty in-
herent in every action. In using this term one must never forget that every ac-
tion is embedded in the flux of time and therefore involves a speculation. The
capitalists, the landowners, and the laborers are by necessity speculators. So is
the consumer in providing for anticipated future needs. There’s many a slip
‘twixt cup and lip.

Let us try to think the imaginary construction of a pure entrepreneur to
its ultimate logical consequences. This entrepreneur does not own any cap-
ital. The capital required for his entreprencurial activities is lent to him by
the capitalists in the form of money loans. The law, it is true, considers him
the proprietor of the various means of production purchased by expanding
the sums borrowed. Nevertheless he remains propertyless as the amount of
his assets is balanced by his liabilities. If he succeeds, the net profit is his.
If he fails, the loss must fall upon the capitalists who have lent him the
funds. Such an entreprencur would, in fact, be an employee of the capi-
talists who speculates on their account and takes a 100 per cent share in the
net profits without being concerned about the losses. But even if the entre-
preneur is in a position to provide himself a part of the capital required and
borrows only the rest, things are essentially not different. To the extent that
the losses incurred cannot be borne out of the entrepreneurs own funds,
they fall upon the lending capitalists, whatever the terms of the contract
may be. A capitalist is always also virtually an entrepreneur and speculator.
He always runs the chance of losing his funds. There is no such thing as a
perfectly safe investment.

The self-sufficient landowner who tills his estate only to supply his own
household is affected by all changes influencing the fertility of his farm or his
personal needs. Within a market economy the result of a farmer’s activities is
affected by all changes regarding the importance of his piece of land for sup-
plying the market. The farmer is clearly, even from the point of view of mun-
dane terminology, an entrepreneur. No proprietor of any means of produc-
tion, whether they are represented in tangible goods or in money, remains
untouched by the uncertainty of the future. The employment of any tangible
goods or money for production, i.e., the provision for later days, is in itself an
entrepreneurial activity.

Things are essentially the same for the laborer. He is born the
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proprictor of certain abilities; his innate faculties are a means of production
which is better fitted for some kinds of work, less fitted for others, and not at
all fitted for still others.!* If he has acquired the skill needed for the perfor-
mance of certain kinds of labor, he is, with regard to the time and the material
outlays absorbed by this training in the position of an investor. He has made
an input in the expectation of being compensated by an adequate output. The
laborer is an entrepreneur in so far as his wages are determined by the price
the market allows for the kind of work he can perform. This price varies ac-
cording to the change in conditions in the same way in which the price of
every other factor of production varies.

In the context of economic theory the meaning of the terms con-
cerned is this: Entrepreneur means acting man in regard to the changes
occurring in the data of the market. Capitalist and landowner mean
acting man in regard to the changes in value and price which, even
with all the market data remaining equal, are brought about by the
mere passing of time as a consequence of the different valuation of
present goods and of future goods. Worker means man in regard to the
employment of the factor of production human labor. Thus every func-
tion is nicely integrated: the entrepreneur earns profit or suffers loss; the
owners of means of production (capital goods or land) earn originary
interest; the workers earn wages. In this sense we elaborate the imagi-
nary construction of functional distribution as different from the actual
historical distribution."”

F.conomics, however, always did and still does use the term “en-
trepreneur” in a sense other than that attached to it in the imaginary
construction of functional distribution. It also calls entrepreneurs those
who are especially eager to profit from adjusting production to the

14. In what sense labor is to be seen as a nonspecific factor of production see above, pp. 133-35.

15. Let us emphasize again that everybody, laymen included, in dealing with the problems of in-
come determination always takes recourse to this imaginary construction. The economists did not
invent it; they only purged it of the deficiencies peculiar to the popular notion. For an epistemo-
logical treatment of functional distribution cf. John Bates Clark, The Distribution of Wealth (New
York, 1908), p. 5, and Eugen von Bshm-Bawerk, Gesammelte Schriften, ed. F. X. Weiss (Vienna,
1924), p. 299. The term distribution must not deceive anybody; its employment in this context is
to be explained by the role played in the history of economic thought by the imaginary construc-
tion of a socialist state (cf. above, p. 240). There is in the operation of a market economy nothing
which could properly be called distribution. Goods are not first produced and then distributed,
as would be the case in a socialist state. The word “distribution” as applied in the term “functional
distribution” complies with the meaning attached to “distribution” 150 years ago. In present-
day English usage “distribution” signifies dispersal of goods among consumers as effected by
commerce.
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expected changes in conditions, those who have more initiative, more ven-
turesomeness, and a quicker eye than the crowd, the pushing and promoting
pioneers of economic improvement. This notion is narrower than the concept
of an entrepreneur as used in the construction of functional distribution; it
does not include many instances which the latter includes. It is awkward that
the same term should be used to signify two different notions. It would have
been more expedient to employ another term for this second notion —for in-
stance, the term promoter.

[t is to be admitted that the notion of the entrepreneur-promoter cannot be
defined with praxeological rigor. (In this it is like the notion of money which
also defies — different from the notion of a medium of exchange — a rigid prax-
eological definition.'®) However, economics cannot do without the promoter
concept. For it refers to a datum that is a general characteristic of human na-
ture, that is present in all market transactions and marks them profoundly.
This is the fact that various individuals do not react to a change in conditions
with the same quickness and in the same way. The inequality of men, which
is due to differences both in their inborn qualities and in the vicissitudes
of their lives, manifests itself in this way too. There are in the market pace-
makers and others who only imitate the procedures of their more agile fellow
citizens. The phenomenon of leadership is no less real on the market than in
any other branch of human activities. The driving force of the market, the el-
ement tending toward unceasing innovation and improvement, is provided by
the restlessness of the promoter and his eagerness to make profits as large as
possible.

There is, however, no danger that the equivocal use of this term may result
in any ambiguity in the exposition of the catallactic system. Wherever any
doubts are likely to appear, they can be dispelled by the employment of the
term promoter instead of entrepreneur.

The Entrepreneurial Function in the Stationary Economy

The futures market can relieve a promoter of a part of his entrepreneurial
function. As far as an entrepreneur has hedged himself through suitable for-
ward transactions against losses he may possibly suffer, he ceases to be an en-
trepreneur and the entrepreneurial function devolves on the other party to
the contract. The cotton spinner who, buying raw cotton for his mill, sells the
same quantity forward has abandoned a part of his entrepreneurial function.
He will neither profit nor lose from changes in the cotton price occurring in
the period concerned. Of course, he does not entirely cease to serve in

16. Cf. below, p. 398.
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the entrepreneurial function. Those changes in the price of yarn in general or
in the price of the special counts and kinds he produces which are not brought
about by a change in the price of raw cotton affect him nonetheless. Even if
he spins only as a contractor for a remuneration agreed upon, he is still in an
entreprencurial function with regard to the funds invested in his outfit.

We may construct the image of an economy in which the conditions re-
quired for the establishment of futures markets are realized for all kinds of
goods and services. In such an imaginary construction the entreprencurial
function is fully separated from all other functions. There emerges a class of
pure entreprencurs. The prices determined on the futures markets direct the
whole apparatus of production. The dealers in futures alone make profits and
suffer losses. All other people are insured, as it were, against the possible ad-
verse effects of the uncertainty of the future. They enjoy security in this re-
gard. The heads of the various business units are virtually employees, as it
were, with a fixed income.

If we further assume that this economy is a stationary economy and that all
futures transactions are concentrated in one corporation, it is obvious that the
total amount of this corporation’s losses precisely equals the total amount of its
profits. We need only to nationalize this corporation in order to bring about a
socialist state without profits and losses, a state of undisturbed security and sta-
bility. But this is so only because our definition of a stationary economy im-
plies equality of the total sum of losses and that of profits. In a changing econ-
omy an excess either of profits or of losses must emerge.

It would be a waste of time to dwell longer upon such oversophisticated im-
ages which do not further the analysis of economic problems. The only rea-
son for mentioning them is that they reflect ideas which are at the bottom of
some criticisms made against the economic system of capitalism and of some
delusive plans suggested for a socialist control of business. Now, it is true that
a socialist scheme is logically compatible with the unrealizable imaginary
constructions of an evenly rotating economy and of a stationary economy. The
predilection with which mathematical economists almost exclusively deal
with the conditions of these imaginary constructions and with the state of
“equilibrium” implied in them, has made people oblivious of the fact that
these are unreal, self-contradictory and imaginary expedients of thought and
nothing else. They are certainly not suitable models for the construction of a
living society of acting men.



CHAPTER 15

The Market

1 The Characteristics of the Market Economy

The market economy is the social system of the division of labor under private
ownership of the means of production. Everybody acts on his own behalf; but
everybody’s actions aim at the satisfaction of other people’s needs as well as at
the satisfaction of his own. Everybody in acting serves his fellow citizens.
Everybody, on the other hand, is served by his fellow citizens. Everybody is
both a means and an end in himself, an ultimate end for himself and a means
to other people in their endeavors to attain their own ends.

This system is steered by the market. The market directs the individual’s ac-
tivities into those channels in which he best serves the wants of his fellow men.
There is in the operation of the market no compulsion and coercion. The state,
the social apparatus of coercion and compulsion, does not interfere with the
market and with the citizens” activities directed by the market. It employs its
power to beat people into submission solely for the prevention of actions de-
structive to the preservation and the smooth operation of the market economy.
It protects the individual’s life, health, and property against violent or fraudu-
lent aggression on the part of domestic gangsters and external foes. Thus the
state creates and preserves the environment in which the market economy can
safely operate. The Marxian slogan “anarchic production” pertinently charac-
terizes this social structure as an economic system which is not directed by a dic-
tator, a production tsar who assigns to each a task and compels him to obey this
command. Each man is free; nobody is subject to a despot. Of his own accord
the individual integrates himself into the cooperative system. The market di-
rects him and reveals to him in what way he can best promote his own welfare
as well as that of other people. The market is supreme. The market alone puts
the whole social system in order and provides it with sense and meaning.

The market is not a place, a thing, or a collective entity. The
market is a process, actuated by the interplay of the actions of the
various individuals cooperating under the division of labor. The forces
determining the —continually changing—state of the market are the
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value judgments of these individuals and their actions as directed by these
value judgments. The state of the market at any instant is the price structure,
i.e., the totality of the exchange ratios as established by the interaction of those
eager to buy and those eager to sell. There is nothing inhuman or mystical
with regard to the market. The market process is entirely a resultant of human
actions. Every market phenomenon can be traced back to definite choices of
the members of the market society.

The market process is the adjustment of the individual actions of the vari-
ous members of the market society to the requirements of mutual cooperation.
The market prices tell the producers what to produce, how to produce, and in
what quantity. The market is the focal point to which the activities of the in-
dividuals converge. It is the center from which the activities of the individuals
radiate.

The market economy must be strictly differentiated from the second think-
able —although not realizable — system of social cooperation under the divi-
sion of labor: the system of social or governmental ownership of the means of
production. This second system is commonly called socialism, communism,
planned economy, or state capitalism. The market economy or capitalism, as
it is usually called, and the socialist economy preclude one another. There is
no mixture of the two systems possible or thinkable; there is no such thing as
a mixed economy, a system that would be in part capitalistic and in part so-
cialist. Production is directed by the market or by the decrees of a production
tsar or a committee of production tsars.

If within a society based on private ownership by the means of production
some of these means are publicly owned and operated — that is, owned and
operated by the government or one of its agencies — this does not make for a
mixed system which would combine socialism and capitalism. The fact that
the state or municipalities own and operate some plants does not alter the
characteristic features of the market economy. These publicly owned and
operated enterprises are subject to the sovereignty of the market. They must
fit themselves, as buyers of raw materials, equipment, and labor, and as sell-
ers of goods and services, into the scheme of the market economy. They are
subject to the laws of the market and thereby depend on the consumers who
may or may not patronize them. They must strive for profits or, at least, to
avoid losses. The government may cover losses of its plants or shops by draw-
ing on public funds. But this neither eliminates nor mitigates the supremacy
of the market; it merely shifts it to another sector. For the means for covering
the losses must be raised by the imposition of taxes. But this taxation has



THE MARKET QW& 259

its effects on the market and influences the economic structure according to
the laws of the market. It is the operation of the market, and not the govern-
ment collecting the taxes, that decides upon whom the incidence of the taxes
falls and how they affect production and consumption. Thus the market, not
a government bureau, determines the working of these publicly operated
enterprises.

Nothing that is in any way connected with the operation of a market is in
the praxeological or economic sense to be called socialism. The notion of so-
cialism as conceived and defined by all socialists implies the absence of a mar-
ket for factors of production and of prices of such factors. The “socialization”
of individual plants, shops, and farms — that is, their transfer from private into
public ownership—is a method of bringing about socialism by successive
measures. It is a step on the way toward socialism, but not in itself socialism.
(Marx and the orthodox Marxians flatly deny the possibility of such a gradual
approach to socialism. According to their doctrine the evolution of capitalism
will one day reach a point in which at one stroke capitalism is transformed into
socialism.)

Government-operated enterprises and the Russian Soviet economy are, by
the mere fact that they buy and sell on markets, connected with the capitalist
system. They themselves bear witness to this connection by calculating in
terms of money. They thus utilize the intellectual methods of the capitalist sys-
tem that they fanatically condemn.

For monetary economic calculation is the intellectual basis of the market
economy. The tasks set to acting within any system of the division of labor can-
not be achieved without economic calculation. The market economy calcu-
lates in terms of money prices. That it is capable of such calculation was in-
strumental in its evolution and conditions its present-day operation. The
market economy is real because it can calculate.

2 Capital Goods and Capital

There is an impulse inwrought in all living beings that directs them toward the
assimilation of matter that preserves, renews, and strengthens their vital en-
ergy. The eminence of acting man is manifested in the fact that he consciously
and purposefully aims at maintaining and enhancing his vitality. In the pur-
suit of this aim his ingenuity leads him to the construction of tools that first aid
him in the appropriation of food, then, at a later stage, induce him to design
methods of increasing the quantity of foodstuffs available, and, finally, enable
him to provide for the satisfaction of the most urgently felt among those
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desires that are specifically human. As Boshm-Bawerk described it: Man
chooses roundabout methods of production that require more time but com-
pensate for this delay by generating more and better products.

At the outset of every step forward on the road to a more plentiful
existence is saving—the provisionment of products that makes it possible to
prolong the average period of time elapsing between the beginning of the pro-
duction process and its turning out of a product ready for use and consump-
tion. The products accumulated for this purpose are either intermediary
stages in the technological process, i.c., tools and half-finished products, or
goods ready for consumption that make it possible for man to substitute, with-
out suffering want during the waiting period, a more time-absorbing process
for another absorbing a shorter time. These goods are called capital goods.
Thus, saving and the resulting accumulation of capital goods are at the be-
ginning of every attempt to improve the material conditions of man; they are
the foundation of human civilization. Without saving and capital accumula-
tion there could not be any striving toward nonmaterial ends.!

From the notion of capital goods one must clearly distinguish the concept
of capital.? The concept of capital is the fundamental concept of economic
calculation, the foremost mental tool of the conduct of affairs in the market
economy. Its correlative is the concept of income.

The notions of capital and income as applied in accountancy and in the
mundane reflections of which accountancy is merely a refinement, contrast
the means and the ends. The calculating mind of the actor draws a boundary
line between the consumer’s goods which he plans to employ for the immedi-
ate satisfaction of his wants and the goods of all orders —including those of
the first order® —which he plans to employ for providing by further acting, for
the satisfaction of future wants. The differentiation of means and ends thus

becomes a differentiation of acquisition and consumption, of business and

1. Capital goods have been defined also as produced factors of production and as such have been
opposed to the nature given or original factors of production, i.e., natural resources (land) and
human labor. This terminology must be used with great caution as it can be easily misinterpreted
and lead to the erroneous concept of real capital criticized below.

2. But, of course, no harm can result if, following the customary terminology, one occasionally
adopts for the sake of simplicity the terms “capital accumulation” (or “supply of capital,” “capital
shortage,” etc.) for the terms “accumulation of capital goods,” “supply of capital goods,” etc.

3. For this man these goods are not goods of the first order, but goods of a higher order, factors of
further production.
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houschold, of trading funds and of household goods. The whole complex of
goods destined for acquisition is evaluated in money terms, and this sum —the
capital —is the starting point of economic calculation. The immediate end of
acquisitive action is to increase or, at least, to preserve the capital. That
amount which can be consumed within a definite period without lowering the
capital is called income. If consumption exceeds the income available, the dif-
ference is called capital consumption. If the income available is greater than
the amount consumed, the difference is called saving. Among the main tasks
of economic calculation are those of establishing the magnitudes of income,
saving, and capital consumption.

The reflection which led acting man to the notions implied in the con-
cepts of capital and income are latent in every premeditation and planning
of action. Even the most primitive husbandmen are dimly aware of the con-
sequences of acts which to a modern accountant would appear as capital
consumption. The hunters reluctance to kill a pregnant hind and the un-
easiness felt even by the most ruthless warriors in cutting fruit trees were
manifestations of a mentality which was influenced by such considerations.
These considerations were present in the age-old legal institution of usufruct
and in analogous customs and practices. But only people who are in a posi-
tion to resort to monetary calculation can evolve to full clarity the distinc-
tion between an economic substance and the advantages derived from it, and
can apply it neatly to all classes, kinds, and orders of goods and services. They
alone can establish such distinctions with regard to the perpetually changing
conditions of highly developed processing industries and the complicated
structure of the social cooperation of hundreds of thousands of specialized
jobs and performances.

Looking backward from the cognition provided by modern accountancy
to the conditions of the savage ancestors of the human race, we may say
metaphorically that they too used “capital.” A contemporary accountant
could apply all the methods of his profession to their primitive tools of
hunting and fishing, to their cattle breeding and their tilling of the soil,
if he knew what prices to assign to the various items concerned. Some
economists concluded therefrom that “capital” is a category of all human
production, that it is present in every thinkable system of the conduct of
production processes—i.e., no less in Robinson Crusoe’s involuntary her-
mitage than in a socialist society—and that it does not depend upon the
practice of monetary calculation.* This is, however, a confusion.

4. Cf e.g.,, R.v. Strigl, Kapital und Produktion (Vienna, 1934), p. 3. [The Strigl book is now avail-
able in English translation: Richard von Strigl, Capital & Production. 'Translated by Margaret
Rudelich Hoppe and Hans-Hermann Hoppe. Edited with an introduction by Jorg Guido Hiils-
mann (Auburn, Ala.: The Ludwig von Mises Institute, 2000). The page cited in the footnote (p. 3
in the German) is p. 2 in the English translation. |
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The concept of capital cannot be separated from the context of monetary cal-
culation and from the social structure of a market economy in which alone
monetary calculation is possible. It is a concept which makes no sense outside
the conditions of a market economy. It plays a role exclusively in the plans and
records of individuals acting on their own account in such a system of private
ownership of the means of production, and it developed with the spread of
economic calculation in monetary terms.’

Modern accountancy is the fruit of a long historical evolution. Today there
is, among businessmen and accountants, unanimity with regard to the mean-
ing of capital. Capital is the sum of the money equivalent of all assets minus
the sum of the money equivalent of all liabilities as dedicated at a definite date
to the conduct of the operations of a definite business unit. It does not matter
in what these assets may consist, whether they are pieces of land, buildings,
equipment, tools, goods of any kind and order, claims, receivables, cash, or
whatever.

It is a historical fact that in the early days of accountancy the tradesmen,
the pacemakers on the way toward monetary calculation, did not for the
most part include the money equivalent of their buildings and land in the
notion of capital. It is another historical fact that agriculturists were slow in
applying the capital concept to their land. Even today in the most advanced
countries only a part of the farmers are familiar with the practice of sound
accountancy. Many farmers acquiesce in a system of bookkeeping that ne-
glects to pay heed to the land and its contribution to production. Their book
entries do not include the money equivalent of the land and are conse-
quently indifferent to changes in this equivalent. Such accounts are defec-
tive because they fail to convey that information which is the sole aim sought
by capital accounting. They do not indicate whether or not the operation of
the farm has brought about a deterioration in the land’s capacity to con-
tribute to production, that is, in its objective use value. If an erosion of the
soil has taken place, their books ignore it, and thus the calculated income
(net yield) is greater than a more complete method of bookkeeping would
have shown.

[t is necessary to mention these historical facts because they influenced the
endeavors of the economists to construct the notion of real capital.

The economists were and are still today confronted with the su-
perstitious belief that the scarcity of factors of production could be
brushed away, either entirely or at least to some extent, by increas-

5. Cf. Frank A. Fetter in Encyclopaedia of the Social Sciences, 111, 19o.
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ing the amount of money in circulation and by credit expansion. In order
to deal adequately with this fundamental problem of economic policy they
considered it necessary to construct a notion of real capital and to oppose
it to the notion of capital as applied by the businessman whose calcula-
tion refers to the whole complex of his acquisitive activities. At the time
the economists embarked upon these endeavors the place of the money
equivalent of land in the concept of capital was still questioned. Thus the
economists thought it reasonable to disregard land in constructing their
notion of real capital. They defined real capital as the totality of the pro-
duced factors of production available. Hairsplitting discussions were
started as to whether inventories of consumers’ goods held by business
units are or are not real capital. But there was almost unanimity that cash
is not real capital.

Now this concept of a totality of the produced factors of production is
an empty concept. The money equivalent of the various factors of pro-
duction owned by a business unit can be determined and summed up.
But if we abstract from such an evaluation in money terms, the totality of
the produced factors of production is merely an enumeration of physical
quantities of thousands and thousands of various goods. Such an inventory
is of no use to acting. It is a description of a part of the universe in terms
of technology and topography and has no reference whatever to the prob-
lems raised by the endeavors to improve human well-being. We may ac-
quiesce in the terminological usage of calling the produced factors of pro-
duction capital goods. But this does not render the concept of real capital
any more meaningful.

The worst outgrowth of the use of the mythical notion of real capital was
that economists began to speculate about a spurious problem called the
productivity of (real) capital. A factor of production is by definition a thing
that is able to contribute to the success of a process of production. Its mar-
ket price reflects entirely the value that people attach to this contribution.
The services expected from the employment of a factor of production (i.e.,
its contribution to productivity) are in market transactions paid according
to the full value people attach to them. These factors are considered valu-
able only on account of these services. These services are the only reason
why prices are paid for them. Once these prices are paid, nothing remains
that can bring about further payments on the part of anybody as a com-
pensation for additional productive services of these factors of production.
It was a blunder to explain interest as an income derived from the produc-
tivity of capital.®

6. Cf. below, pp. 526—34.
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No less detrimental was a second confusion derived from the real capital
concept. People began to mediate upon a concept of social capital as different
from private capital. Starting from the imaginary construction of a socialist
economy, they were intent upon defining a capital concept suitable to the eco-
nomic activities of the general manager of such a system. They were right in
assuming that this manager would be eager to know whether his conduct of af-
fairs was successful (viz., from the point of view of his own valuations and the
ends aimed at in accordance with these valuations) and how much he could
expend for his wards’ consumption without diminishing the available stock of
factors of production and thus impairing the yield of further production. A so-
cialist government would badly need the concepts of capital and income as a
guide for its operations. However, in an economic system in which there is no
private ownership of the means of production, no market, and no prices for
such goods the concepts of capital and income are mere academic postulates
devoid of any practical application. In a socialist economy there are capital
goods, but no capital.

The notion of capital makes sense only in the market economy. It serves the
deliberations and calculations of individuals or groups of individuals operat-
ing on their own account in such an economy. It is a device of capitalists, en-
treprencurs, and farmers eager to make profits and to avoid losses. It is not a
category of all acting. It is a category of acting within a market economy.

3 Capitalism

All civilizations have up to now been based on private ownership of the means
of production. In the past civilization and private property have been linked
together. Those who maintain that economics is an experimental science and
nevertheless recommend public control of the means of production, lamen-
tably contradict themselves. If historical experience could teach us anything,
it would be that private property is inextricably linked with civilization. There
is no experience to the effect that socialism could provide a standard of living
as high as that provided by capitalism.”

The system of market economy has never been fully and purely
tried. But there prevailed in the orbit of Western civilization since the
Middle Ages by and large a general tendency toward the abolition of
institutions hindering the operation of the market economy. With the
successive progress of this tendency, population figures multiplied

7. For an examination of the Russian “experiment” see Mises, Planned Chaos (Irvington-on-
Hudson, 1947). See “The Teachings of Soviet Experiment,” pp. 80—87. Planned Chaos (reprinted
as the Epilogue to later editions of Mises, Socialism [New Haven, 1951] pp. 527-92), see “The
Teachings . . .” pp. 582—8¢; [Indianapolis, 1981], see “The Teachings . ..” pp. 532-38.
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and the masses’ standard of living was raised to an unprecedented and hitherto
undreamed of level. The average American worker enjoys amenities for which
Croesus, Crassus, the Medici, and Louis XIV would have envied him.

The problems raised by the socialist and interventionist critique of the mar-
ket economy are purely economic and can be dealt with only in the way in
which this book tries to deal with them: by a thorough analysis of human
action and all thinkable systems of social cooperation. The psychological
problem of why people scorn and disparage capitalism and call everything
they dislike “capitalistic” and everything they praise “socialistic” concerns his-
tory and must be left to the historians. But there are several other issues which
we must stress at this point.

The advocates of totalitarianism consider “capitalism” a ghastly evil, an
awful illness that came upon mankind. In the eyes of Marx it was an in-
evitable stage of mankind’s evolution, but for all that the worst of evils; for-
tunately salvation is imminent and will free man forever from this disaster.
In the opinion of other people it would have been possible to avoid capi-
talism if only men had been more moral or more skillful in the choice of
economic policies. All such lucubrations have one feature in common.
They look upon capitalism as if it were an accidental phenomenon which
could be eliminated without altering conditions that are essential in civi-
lized man’s acting and thinking. As they neglect to bother about the prob-
lem of economic calculation, they are not aware of the consequences
which the abolition of the monetary calculus is bound to bring about. They
do not realize that socialist men, for whom arithmetic will be of no use in
planning action, will differ entirely in their mentality and in their mode of
thinking from our contemporaries. In dealing with socialism, we must not
overlook this mental transformation, even if we were ready to pass over in
silence the disastrous consequences which would result for man’s material
well-being.

The market economy is a man-made mode of acting under the division
of labor. But this does not imply that it is something accidental or
artificial and could be replaced by another mode. The market economy is
the product of a long evolutionary process. It is the outcome of man’s en-
deavors to adjust his action in the best possible way to the given condi-
tions of his environment that he cannot alter. It is the strategy, as it were,
by the application of which man has triumphantly progressed from sav-
agery to civilization.

Some authors argue: Capitalism was the economic system which
brought about the marvelous achievements of the last two hundred
vears; therefore it is done for because what was beneficial in the past
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cannot be so for our time and for the future. Such reasoning is in open con-
tradiction to the principles of experimental cognition. There is no need at this
point to raise again the question of whether or not the science of human ac-
tion can adopt the methods of the experimental natural sciences. Even if it
were permissible to answer this question in the afhirmative, it would be absurd
to argue as these a rebours [(French) the wrong way| experimentalists do. Ex-
perimental science argues that because @ was valid in the past, it will be valid
in the future too. It must never argue the other way around and assert that be-
cause a was valid in the past, it is not valid in the future.

It is customary to blame the economists for an alleged disregard of
history. The economists, it is contended, consider the market economy as
the ideal and eternal pattern of social cooperation. They concentrate their
studies upon investigating the conditions of the market economy and ne-
glect everything else. They do not bother about the fact that capitalism
emerged only in the last two hundred years and that even today it is re-
stricted to a comparatively small area of the earth’s surface and to a minor-
ity of peoples. There were and are, say these critics, other civilizations with
a different mentality and different modes of conducting economic affairs.
Capitalism is, when seen sub specie aeternitatis [(Latin) from the viewpoint
or mental image of eternity], a passing phenomenon, an ephemeral stage of
historical evolution, just the transition from precapitalistic ages to a post-
capitalistic future.

All these criticisms are spurious. Economics is, of course, not a branch
of history or of any other historical science. It is the theory of all human ac-
tion, the general science of the immutable categories of action and of their
operation under all thinkable special conditions under which man acts. It
provides as such the indispensable mental tool for dealing with historical
and ethnographic problems. A historian or an ethnographer who neglects in
his work to take full advantage of the results of economics is doing a poor
job. In fact he does not approach the subject matter of his research unaf-
fected by what he disregards as theory. He is at every step of his gathering
of allegedly unadulterated facts, in arranging these facts, and in his conclu-
sions derived from them, guided by confused and garbled remnants of per-
functory economic doctrines constructed by botchers in the centuries pre-
ceding the elaboration of an economic science and long since entirely
exploded.

The analysis of the problems of the market society, the only pat-
tern of human action in which calculation can be applied in plan-
ning action, opens access to the analysis of all thinkable modes of
action and of all economic problems with which historians and
ethnographers are confronted. All noncapitalistic methods of economic
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management can be studied only under the hypothetical assumption that in
them too cardinal numbers can be used in recording past action and planning
future action. This is why economists place the study of the pure market econ-
omy in the center of their investigations.

It is not the economists who lack the “historical sense” and ignore the fac-
tor of evolution, but their critics. The economists have always been fully aware
of the fact that the market economy is the product of a long historical process
which began when the human race emerged from the ranks of the other pri-
mates. The champions of what is mistakenly called “historicism” are intent
upon undoing the effects of evolutionary changes. In their eyes everything the
existence of which they cannot trace back to a remote past or cannot discover
in the customs of some primitive Polynesian tribes is artificial, even decadent.
They consider the fact that an institution was unknown to savages as a proof of
its uselessness and rottenness. Marx and Engels and the Prussian professors of
the Historical School exulted when they learned that private property is “only”
a historical phenomenon. For them this was the proof that their socialist plans
were realizable.®

The creative genius is at variance with his fellow citizens. As the
pioneer of things new and unheard of he is in conflict with their
uncritical acceptance of traditional standards and values. In his eyes
the routine of the regular citizen, the average or common man, is
simply stupidity. For him “bourgeois” is a synonym of imbecility.?

8. The most amazing product of this widespread mode of thought is the book of a Prussian pro-
fessor, Bernhard Laum (Die geschlossene Wirtschaft [ 1'ibingen, 1933]). Laum assembles a vast col-
lection of quotations from ethnographical writings showing that many primitive tribes considered
economic autarky as natural, necessary, and morally good. He concludes from this that autarky is
the natural and most expedient state of economic management and that the return to autarky
which he advocates is “a biologically necessary process.” (p. 491).

9. Guy de Maupassant analyzed Flauberts alleged hatred of the bourgeois in Etude sur Gustave
Flaubert (reprinted in Oeuvres completes de Gustave Flaubert [Paris, 1885], Vol. VII). Flaubert,
says Maupassant, “aimait le monde” (p. 67); that is, he liked to move in the circle of Paris society
composed of aristocrats, wealthy bourgeois, and the élite of artists, writers, philosophers, scientists,
statesmen, and entrepreneurs (promoters). He used the term bourgeois as synonymous with im-
becility and defined it this way: “I call a bourgeois whoever has mean thoughts (pense bassement).”
Hence it is obvious that in employing the term bourgeois Flaubert did not have in mind the bour-
geoisie as a social class, but a kind of imbecility he most frequently found in this class. He was full
of contempt for the common man (“le bon peuple”) as well. However, as he had more frequent
contacts with the “gens du monde” than with workers, the stupidity of the former annoyed him
more than that of the latter (p. 59). These observations of Maupassant held good not only for
Flaubert, but for the “anti-bourgeois” sentiments of all artists. Incidentally, it must be emphasized
that from a Marxian point of view Flaubert is a “bourgeois” writer and his novels are an “ideolog-
ical superstructure” of the “capitalist or bourgeois mode of production.”
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The frustrated artists who take delight in aping the genius’s mannerism in
order to forget and to conceal their own impotence adopt this terminology.
These Bohemians call everything they dislike “bourgeois.” Since Marx has
made the term “capitalist” equivalent to “bourgeois,” they use both words
synonymously. In the vocabularies of all languages the words “capitalistic”
and “bourgeois” signify today all that is shameful, degrading, and infamous.’
Contrariwise, people call all that they deem good and praiseworthy “social-
ist.” The regular scheme of arguing is this: A man arbitrarily calls anything
he dislikes “capitalistic,” and then deduces from this appellation that the
thing is bad.

This semantic confusion goes still further. Sismondi, the romantic eulogists
of the Middle Ages, all socialist authors, the Prussian Historical School, and
the American Institutionalists taught that capitalism is an unfair system of
exploitation sacrificing the vital interests of the majority of people for the sole
benefit of a small group of profiteers. No decent man can advocate this “mad”
system. The economists who contend that capitalism is beneficial not only to
a small group but to everyone are “sycophants of the bourgeoisie.” They are
either too dull to recognize the truth or bribed apologists of the selfish class
interests of the exploiters.

Capitalism, in the terminology of these foes of liberty, democracy, and
the market economy, means the economic policy advocated by big business
and millionaires. Confronted with the fact that some—but certainly not
all —wealthy entrepreneurs and capitalists nowadays favor measures restrict-
ing free trade and competition and resulting in monopoly, they say: Con-
temporary capitalism stands for protectionism, cartels, and the abolition of
competition. It is true, they add, that at a definite period of the past British
capitalism favored free trade both on the domestic market and in interna-
tional relations. This was because at that time the class interests of the Brit-
ish bourgeoisie were best served by such a policy. Conditions, however,
changed and today capitalism, i.e., the doctrine advocated by the exploiters,
aims at another policy.

It has already been pointed out that this doctrine badly distorts
both economic theory and historical facts.!! There were and there
will always be people whose selfish ambitions demand protection for
vested interests and who hope to derive advantage from measures re-
stricting competition. Entreprencurs grown old and tired and the
decadent heirs of people who succeeded in the past dislike the agile

10. The Nazis used “Jewish” as a synonym of both “capitalist” and “bourgeois.”
1. Cf. above, pp. 80—84.
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parvenus who challenge their wealth and their eminent social position.
Whether or not their desire to make economic conditions rigid and to hinder
improvements can be realized, depends on the climate of public opinion. The
ideological structure of the nineteenth century, as fashioned by the
prestige of the teachings of the liberal economists, rendered such wishes vain.
When the technological improvements of the age of liberalism revolutionized
the traditional methods of production, transportation, and marketing, those
whose vested interests were hurt did not ask for protection because it would
have been a hopeless venture. But today it is deemed a legitimate task of gov-
ernment to prevent an efficient man from competing with the less efficient.
Public opinion sympathizes with the demands of powerful pressure groups to
stop progress. The butter producers are with considerable success fighting
against margarine and the musicians against recorded music. The labor
unions are deadly foes of every new machine. It is not amazing that in such an
environment less efficient businessmen aim at protection against more
efficient competitors.

It would be correct to describe this state of affairs in this way: Today many
or some groups of business are no longer liberal; they do not advocate a pure
market economy and free enterprise, but, on the contrary, are asking for vari-
ous measures of government interference with business. But it is entirely mis-
leading to say that the meaning of the concept of capitalism has changed and
that “mature capitalism”—as the American Institutionalists call it— or “late
capitalism” —as the Marxians call it — is characterized by restrictive policies to
protect the vested interests of wage earners, farmers, shopkeepers, artisans, and
sometimes also of capitalists and entrepreneurs. The concept of capitalism is
as an economic concept immutable; if it means anything, it means the market
economy. One deprives oneself of the semantic tools to deal adequately with
the problems of contemporary history and economic policies if one acqui-
esces in a different terminology. This faulty nomenclature becomes under-
standable only if we realize that the pseudo-economists and the politicians
who apply it want to prevent people from knowing what the market economy
really is. They want to make people believe that all the repulsive manifesta-
tions of restrictive government policies are produced by “capitalism.”

4 The Sovereignty of the Consumers

The direction of all economic affairs is in the market society a
task of the entreprencurs. Theirs is the control of production. They
are at the helm and steer the ship. A superficial observer would
believe that they are supreme. But they are not. They are bound
to obey unconditionally the captains orders. The captain is the con-
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sumer. Neither the entrepreneurs nor the farmers nor the capitalists deter-
mine what has to be produced. The consumers do that. If a businessman does
not strictly obey the orders of the public as they are conveyed to him by the
structure of market prices, he suffers losses, he goes bankrupt, and is thus
removed from his eminent position at the helm. Other men who did better in
satisfying the demand of the consumers replace him.

The consumers patronize those shops in which they can buy what they want
at the cheapest price. Their buying and their abstention from buying decides
who should own and run the plants and the farms. They make poor people rich
and rich people poor. They determine precisely what should be produced, in
what quality, and in what quantities. They are merciless bosses, full of whims
and fancies, changeable and unpredictable. For them nothing counts other
than their own satisfaction. They do not care a whit for past meritand vested in-
terests. If something is offered to them that they like better or that is cheaper,
they desert their old purveyors. In their capacity as buyers and consumers they
are hard-hearted and callous, without consideration for other people.

Only the sellers of goods and services of the first order are in direct contact
with the consumers and directly depend on their orders. But they transmit the
orders received from the public to all those producing goods and services of the
higher orders. For the manufacturers of consumers’ goods, the retailers, the ser-
vice trades, and the professions are forced to acquire what they need for the con-
duct of their own business from those purveyors who offer them at the cheapest
price. If they were not intent upon buying in the cheapest market and arrang-
ing their processing of the factors of production so as to fill the demands of the
consumers in the bestand cheapest way, they would be forced to go out of busi-
ness. More efficient men who succeeded better in buying and processing the
factors of production would supplant them. The consumer is in a position to
give free rein to his caprices and fancies. The entrepreneurs, capitalists, and
farmers have their hands tied; they are bound to comply in their operations with
the orders of the buying public. Every deviation from the lines prescribed by the
demand of the consumers debits their account. The slightest deviation,
whether willfully brought about or caused by error, bad judgment, or ineff-
ciency, restricts their profits or makes them disappear. A more serious deviation
results in losses and thus impairs or entirely absorbs their wealth. Capitalists, en-
trepreneurs, and landowners can only preserve and increase their wealth by
filling best the orders of the consumers. They are not free to spend money



THE MARKET QW 271

which the consumers are not prepared to refund to them in paying more for
the products. In the conduct of their business affairs they must be unfeeling
and stony-hearted because the consumers, their bosses, are themselves un-
feeling and stony-hearted.

The consumers determine ultimately not only the prices of the con-
sumers’ goods, but no less the prices of all factors of production. They de-
termine the income of every member of the market economy. The con-
sumers, not the entrepreneurs, pay ultimately the wages earned by every
worker, the glamorous movie star as well as the charwoman. With every
penny spent the consumers determine the direction of all production pro-
cesses and the details of the organization of all business activities. This state
of affairs has been described by calling the market a democracy in which
every penny gives a right to cast a ballot.!? It would be more correct to say
that a democratic constitution is a scheme to assign to the citizens in the
conduct of government the same supremacy the market economy gives them
in their capacity as consumers. However, the comparison is imperfect. In the
political democracy only the votes cast for the majority candidate or the ma-
jority plan are effective in shaping the course of affairs. The votes polled by
the minority do not directly influence policies. But on the market no vote is
cast in vain. Every penny spent has the power to work upon the production
processes. The publishers cater not only to the majority by publishing detec-
tive stories, but also to the minority reading lyrical poetry and philosophical
tracts. The bakeries bake bread not only for healthy people, but also for the
sick on special diets. The decision of a consumer is carried into effect with
the full momentum he gives it through his readiness to spend a definite
amount of money.

It is true, in the market the various consumers have not the same voting
right. The rich cast more votes than the poorer citizens. But this inequality is
itself the outcome of a previous voting process. To be rich, in a pure market
economy, is the outcome of success in filling best the demands of the con-
sumers. A wealthy man can preserve his wealth only by continuing to serve the
consumers in the most efficient way.

Thus the owners of the material factors of production and the entrepreneurs
are virtually mandataries or trustees of the consumers, revocably appointed by
an election daily repeated.

There is in the operation of a market economy only one instance
in which the proprietary class is not completely subject to the suprem-

12. Cf. Frank A. Fetter, The Principles of Economics (3d ed. New York, 1913), pp. 394, 410.
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acy of the consumers. Monopoly prices are an infringement of the sway of the
consumers.

The Metaphorical Employment of the
Terminology of Political Rule

The orders given by businessmen in the conduct of their affairs can be heard
and seen. Nobody can fail to become aware of them. Even messenger boys
know that the boss runs things around the shop. But it requires a little more
brains to notice the entreprencur’s dependence on the market. The orders
given by the consumers are not tangible, they cannot be perceived by the
senses. Many people lack the discernment to take cognizance of them. They
fall victim to the delusion that entrepreneurs and capitalists are irresponsible
autocrats whom nobody calls to account for their actions.!?

The outgrowth of this mentality is the practice of applying to business the
terminology of political rule and military action. Successful businessmen are
called kings or dukes, their enterprises an empire, a kingdom, or a dukedom.
If this idiom were only a harmless metaphor, there would be no need to criti-
cize it. But it is the source of serious errors which play a sinister role in con-
temporary doctrines.

Government is an apparatus of compulsion and coercion. It has the power
to obtain obedience by force. The political sovereign, be it an autocrat or the
people as represented by its mandataries, has power to crush rebellions as long
as his ideological might subsists.

The position which entrepreneurs and capitalists occupy in the market
economy is of a different character. A “chocolate king” has no power over the
consumers, his patrons. He provides them with chocolate of the best possible
quality and at the cheapest price. He does not rule the consumers, he serves
them. The consumers are not tied to him. They are free to stop patronizing his
shops. He loses his “kingdom” if the consumers prefer to spend their pennies
elsewhere. Nor does he “rule” his workers. He hires their services by paying
them precisely that amount which the consumers are ready to restore to him
in buying the product. Still less do the capitalists and entreprencurs exercise
political control. The civilized nations of Europe and America were long con-
trolled by governments which did not considerably hinder the operation of the
market economy. Today these countries too are dominated by parties which
are hostile to capitalism and believe that every harm inflicted upon capitalists
and entrepreneurs is extremely beneficial to the people.

In an unhampered market economy the capitalists and entrepre-

13. Beatrice Webb, Lady Passfield, herself the daughter of a wealthy businessman, may be quoted
as an outstanding example of this mentality. Cf. My Apprenticeship (New York, 1926), p. 42.
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neurs cannot expect an advantage from bribing officeholders and politicians.
On the other hand, the officeholders and politicians are not in a position to
blackmail businessmen and to extort graft from them. In an interventionist
country powerful pressure groups are intent upon securing for their members
privileges at the expense of weaker groups and individuals. Then the busi-
nessmen may deem it expedient to protect themselves against discriminatory
acts on the part of the executive officers and the legislature by bribery; once
used to such methods, they may try to employ them in order to secure privi-
leges for themselves. At any rate the fact that businessmen bribe politicians
and officecholders and are blackmailed by such people does not indicate that
they are supreme and rule the countries. It is those ruled—and not the
rulers —who bribe and are paying tribute.

The majority of businessmen are prevented from resorting to bribery either
by their moral convictions or by fear. They venture to preserve the free enter-
prise system and to defend themselves against discrimination by legitimate
democratic methods. They form trade associations and try to influence pub-
lic opinion. The results of these endeavors have been rather poor, as is evi-
denced by the triumphant advance of anticapitalist policies. The best that they
have been able to achieve is to delay for a while some especially obnoxious
measures.

Demagogues misrepresent this state of affairs in the crassest way. They tell
us that these associations of bankers and manufacturers are the true rulers of
their countries and that the whole apparatus of what they call “plutodemocra-
tic” government is dominated by them. A simple enumeration of the laws
passed in the last decades by any country’s legislature is enough to explode
such legends.

5 Competition

In nature there prevail irreconcilable conflicts of interests. The means of sub-
sistence are scarce. Proliferation tends to outrun subsistence. Only the fittest
plants and animals survive. The antagonism between an animal starving to
death and another that snatches the food away from it is implacable.

Social cooperation under the division of labor removes such antagonisms.
It substitutes partnership and mutuality for hostility. The members of society
are united in a common venture.

The term competition as applied to the conditions of animal life
signifies the rivalry between animals which manifests itself in their
search for food. We may call this phenomenon biological competi-
tion. Biological competition must not be confused with social com-
petition, i.c., the striving of individuals to attain the most favorable
position in the system of social cooperation. As there will always be
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positions which men value more highly than others, people will strive for
them and try to outdo rivals. Social competition is consequently present in
every conceivable mode of social organization. If we want to think of a state
of affairs in which there is no social competition, we must construct the
image of a socialist system in which the chief in his endeavors to assign to
everybody his place and task in society is not aided by any ambition on the
part of his subjects. The individuals are entirely indifferent and do not ap-
ply for special appointments. They behave like the stud horses which do
not try to put themselves in a favorable light when the owner picks out the
stallion to impregnate his best brood mare. But such people would no
longer be acting men.

Catallactic competition is emulation between people who want to sur-
pass one another. It is not a fight, although it is usual to apply to it in a
metaphorical sense the terminology of war and internecine conflict, of at-
tack and defense, of strategy and tactics. Those who fail are not annihilated;
they are removed to a place in the social system that is more modest, but
more adequate to their achievements than that which they had planned to
attain.

In a totalitarian system, social competition manifests itself in the endeavors
of people to court the favor of those in power. In the market economy, com-
petition manifests itself in the fact that the sellers must outdo one another by
offering better or cheaper goods and services, and that the buyers must outdo
one another by offering higher prices. In dealing with this variety of social
competition which may be called catallactic competition, we must guard our-
selves against various popular fallacies.

The classical economists favored the abolition of all trade barriers pre-
venting people from competing on the market. Such restrictive laws, they
explained, result in shifting production from those places in which natural
conditions of production are more favorable to places in which they are less
favorable. They protect the less efficient man against his more efficient ri-
val. They tend to perpetuate backward technological methods of produc-
tion. In short they curtail production and thus lower the standard of living.
In order to make all people more prosperous, the economists argued, com-
petition should be free to everybody. In this sense they used the term free
competition. There was nothing metaphysical in their employment of the
term free. They advocated the nullification of privileges barring people
from access to certain trades and markets. All the sophisticated lucubrations
caviling at the metaphysical connotations of the adjective free as applied to
competition are spurious; they have no reference whatever to the catallac-
tic problem of competition.
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As far as natural conditions come into play, competition can only be “free”
with regard to those factors of production which are not scarce and therefore
not objects of human action. In the catallactic field competition is always re-
stricted by the inexorable scarcity of the economic goods and services. Even
in the absence of institutional barriers erected to restrict the number of those
competing, the state of affairs is never such as to enable everyone to compete
in all sectors of the market. In each sector only comparatively small groups can
engage in competition.

Catallactic competition, one of the characteristic features of the market
economy, is a social phenomenon. Itis not a right, guaranteed by the state and
the laws, that would make it possible for every individual to choose ad libitum
the place in the structure of the division of labor he likes best. To assign to
everybody his proper place in society is the task of the consumers. Their buy-
ing and abstention from buying is instrumental in determining each individ-
ual’s social position. Their supremacy is not impaired by any privileges
granted to the individuals qua producers. Entrance into a definite branch of
industry is virtually free to newcomers only as far as the consumers approve of
this branch’s expansion or as far as the newcomers succeed in supplanting
those already occupied in it by filling better or more cheaply the demands of
the consumers. Additional investment is reasonable only to the extent that it
fills the most urgent among the not yet satisfied needs of the consumers. If the
existing plants are sufficient, it would be wasteful to invest more capital in the
same industry. The structure of market prices pushes the new investors into
other branches.

[t is necessary to emphasize this point because the failure to grasp it is at
the root of many popular complaints about the impossibility of competi-
tion. Some sixty years ago people used to declare: You cannot compete with
the railroad companies; it is impossible to challenge their position by start-
ing competing lines; in the field of land transportation there is no longer
competition. The truth was that at that time the already operating lines
were by and large sufficient. For additional capital investment the prospects
were more favorable in improving the serviceableness of the already oper-
ating lines and in other branches of business than in the construction of
new railroads. However, this did not interfere with further technological
progress in transportation technique. The bigness and the economic
“power” of the railroad companies did not impede the emergence of the
motor car and the airplane.

Today people assert the same with regard to various branches of
big business: You cannot challenge their position, they are too big
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and too powerful. But competition does not mean that anybody can prosper
by simply imitating what other people do. It means the opportunity to serve
the consumers in a better or cheaper way without being restrained by privi-
leges granted to those whose vested interests the innovation hurts. What a new-
comer who wants to defy the vested interests of the old established firms needs
most is brains and ideas. If his project is fit to fill the most urgent of the un-
satisfied needs of the consumers or to purvey them at a cheaper price than
their old purveyors, he will succeed in spite of the much talked of bigness and
power of the old firms.

Catallactic competition must not be confused with prize fights and
beauty contests. The purpose of such fights and contests is to discover who
is the best boxer or the prettiest girl. The social function of catallactic
competition is, to be sure, not to establish who is the smartest boy and to
reward the winner by a title and medals. Its function is to safeguard the
best satisfaction of the consumers attainable under the given state of the
economic data.

Fquality of opportunity is a factor neither in prize fights and beauty
contests nor in any other field of competition, whether biological or so-
cial. The immense majority of people are by the physiological structure of
their bodies deprived of a chance to attain the honors of a boxing cham-
pion or a beauty queen. Only very few people can compete on the labor
market as opera singers and movie stars. The most favorable opportunity
to compete in the field of scientific achievement is provided to the uni-
versity professors. Yet, thousands and thousands of professors pass away
without leaving any trace in the history of ideas and scientific progress,
while many of the handicapped outsiders win glory through marvelous
contributions.

[t is usual to find fault with the fact that catallactic competition is not open
to everybody in the same way. The start is much more difficult for a poor boy
than for the son of a wealthy man. But the consumers are not concerned about
the problem of whether or not the men who shall serve them start their careers
under equal conditions. Their only interest is to secure the best possible satis-
faction of their needs. As the system of hereditary property is more efficient in
this regard, they prefer it to other less efficient systems. They look at the mat-
ter from the point of view of social expediency and social welfare, not from the
point of view of an alleged, imaginary, and unrealizable “natural” right of
every individual to compete with equal opportunity. The realization of such a
right would require placing at a disadvantage those born with better intelli-
gence and greater will power than the average man. It is obvious that this

would be absurd.
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The term competition is mainly employed as the antithesis of monopoly. In
this mode of speech the term monopoly is applied in different meanings which
must be clearly separated.

The first connotation of monopoly, very frequently implied in the popu-
lar use of the term, signifies a state of affairs in which the monopolist,
whether an individual or a group of individuals, exclusively controls one of
the vital conditions of human survival. Such a monopolist has the power to
starve to death all those who do not obey his orders. He dictates and the
others have no alternative but either to surrender or to die. With regard to
such a monopoly there is no market or any kind of catallactic competition.
The monopolist is the master and the rest are slaves entirely dependent on
his good graces. There is no need to dwell upon this kind of monopoly. It
has no reference whatever to a market economy. It is enough to cite one in-
stance. A world-embracing socialist state would exercise such an absolute
and total monopoly; it would have the power to crush its opponents by
starving them to death.!

The second connotation of monopoly differs from the first in that it de-
scribes a state of affairs compatible with the conditions of a market econ-
omy. A monopolist in this sense is an individual or a group of individuals,
fully combining for joint action, who has the exclusive control of the sup-
ply of a definite commodity. If we define the term monopoly in this way, the
domain of monopoly appears very vast. The products of the processing in-
dustries are more or less different from one another. Fach factory turns out
products different from those of the other plants. Fach hotel has a monop-
oly on the sale of its services on the site of its premises. The professional
services rendered by a physician or a lawyer are never perfectly equal to
those rendered by any other physician or lawyer. Except for certain raw ma-
terials, foodstuffs, and other staple goods, monopoly is everywhere on the
market.

However, the mere phenomenon of monopoly is without any significance
and relevance for the operation of the market and the determination of prices.
It does not give the monopolist any advantage in selling his products. Under
copyright law every rhymester enjoys a monopoly in the sale of his poetry. But
this does not influence the market. It may happen that no price whatever can
be realized for his stuff and that his books can only be sold at their waste paper
value.

Monopoly in this second connotation of the term becomes a fac-
tor in the determination of prices only if the demand curve for the

14. Cf. Trotsky (1937) as quoted by Hayek, The Road to Serfdom (London, 1944), p. 89.
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monopoly good concerned is shaped in a particular way. If conditions are
such that the monopolist can secure higher net proceeds by selling a
smaller quantity of his product at a higher price than by selling a greater
quantity of his supply at a lower price, there emerges a monopoly price
higher than the potential market price would have been in the absence
of monopoly. Monopoly prices are an important market phenomenon,
while monopoly as such is only important if it can result in the formation
of monopoly prices.

It is customary to call prices which are not monopoly prices competitive
prices. While it is questionable whether or not this terminology is expedient,
it is generally accepted and it would be difficult to change it. But one must
guard oneself against its misinterpretation. It would be a serious blunder to de-
duce from the antithesis between monopoly price and competitive price that
the monopoly price is the outgrowth of the absence of competition. There is
always catallactic competition on the market. Catallactic competition is no
less a factor in the determination of monopoly prices than it is in the deter-
mination of competitive prices. The shape of the demand curve that makes
the appearance of monopoly prices possible and directs the monopolists” con-
duct is determined by the competition of all other commodities competing
for the buyers’ dollars. The higher the monopolist fixes the price at which he
is ready to sell, the more potential buyers turn their dollars toward other
vendible goods. On the market every commodity competes with all other
commodities.

There are people who maintain that the catallactic theory of prices
is of no use for the study of reality because there has never been
“free” competition or because, at least today, there is no longer any
such thing. All these doctrines are wrong.!””> They misconstrue the
phenomena and simply do not know what competition really is. It is
a fact that the history of the last decades is a record of policies aim-
ing at the restriction of competition. It is the manifest intention of
these schemes to grant privileges to certain groups of producers by
protecting them against the competition of more efficient competitors.
In many instances these policies have brought about the conditions
required for the emergence of monopoly prices. In many other in-
stances this was not the case and the result was only a state of affairs
preventing many capitalists, entreprencurs, farmers, and workers from
entering those branches of industry in which they would have ren-
dered the most valuable services to their fellow citizens. Catallactic

15. For a refutation of the fashionable doctrines of imperfect and of monopolistic competition cf.
F. A. Hayek, Individualism and Economic Order (Chicago, 1948), pp. 92—118.
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competition has been seriously restricted, but the market economy is still in
operation although sabotaged by government and labor union interference.
The system of catallactic competition is still functioning although the pro-
ductivity of labor has been seriously reduced.

It is the ultimate end of these anticompetition policies to substitute for cap-
italism a socialist system of planning in which there is no catallactic competi-
tion at all. While shedding crocodile tears about the decline of competition,
the planners want to abolish this “mad” competitive system. They have at-
tained their goal in some countries. But in the rest of the world they have only
restricted competition in some branches of business by increasing the number
of people competing in other branches.

The forces aiming at a restriction of competition play a great role in our
day. It is an important task of the history of our age to deal with them. Eco-
nomic theory has no need to refer to them in particular. The fact that there
are trade barriers, privileges, cartels, government monopolies and labor
unions is merely a datum of economic history. It does not require special the-
orems for its interpretation.

6 Freedom

Philosophers and lawyers have bestowed much pain upon attempts to define
the concept of freedom or liberty. It can hardly be maintained that these en-
deavors have been successtul.

The concept of freedom makes sense only as far as it refers to interhuman
relations. There were authors who told stories about an original —natural —
freedom which man was supposed to have enjoyed in a fabulous state of na-
ture that preceded the establishment of social relations. Yet such mentally and
economically selfsufficient individuals or families, roaming about the coun-
try, were only free as long as they did not run into a stronger fellow’s way. In
the pitiless biological competition the stronger was always right, and the
weaker was left no choice except unconditional surrender. Primitive man was
certainly not born free.

Only within the frame of a social system can a meaning be attached to the
term freedom. As a praxeological term, freedom refers to the sphere within
which an acting individual is in a position to choose between alternative
modes of action. A man is free in so far as he is permitted to choose ends and
the means to be used for the attainment of those ends. A man’s freedom is
most rigidly restricted by the laws of nature as well as by the laws of praxeol-
ogy. He cannot attain ends which are incompatible with one another. If he
chooses to indulge in gratifications that produce definite effects upon the
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functioning of his body or his mind, he must put up with these conse-
quences. It would be inexpedient to say that man is not free because he
cannot enjoy the pleasures of indulgence in certain drugs without being
affected by their inevitable results, commonly considered as highly unde-
sirable. While this is admitted by and large by all reasonable people, there
is no such unanimity with regard to the appreciation of the laws of prax-
eology.

Man cannot have both the advantages derived from peaceful cooperation
under the principle of the division of labor within society and the licence
of embarking upon conduct that is bound to disintegrate society. He must
choose between the observance of certain rules that make life within soci-
ety possible and the poverty and insecurity of the “dangerous life” in a state
of perpetual warfare among independent individuals. This is no less rigid a
law determining the outcome of all human action than are the laws of
physics.

Yet there is a farreaching difference between the sequels resulting
from a disregard of the laws of nature and those resulting from a disregard
of the laws of praxeology. Of course, both categories of law take care of
themselves without requiring any enforcement on the part of man. But
the effects of a choice made by an individual are different. A man who
absorbs poison harms himself alone. But a man who chooses to resort to
robbery upsets the whole social order. While he alone enjoys the short-
term gains derived from his action, the disastrous long-term effects harm
all the people. His deed is a crime because it has detrimental effects on
his fellow men. If society were not to prevent such conduct, it would soon
become general and put an end to social cooperation and all the boons
the latter confers upon everybody.

In order to establish and to preserve social cooperation and civilization,
measures are needed to prevent asocial individuals from committing
acts that are bound to undo all that man has accomplished in his progress
from the Neanderthal level. In order to preserve the state of affairs in which
there is protection of the individual against the unlimited tyranny of stron-
ger and smarter fellows, an institution is needed that curbs all antisocial el-
ements. Peace —the absence of perpetual fighting by everyone against
everyone — can be attained only by the establishment of a system in which
the power to resort to violent action is monopolized by a social apparatus
of compulsion and coercion and the application of this power in any indi-
vidual case is regulated by a set of rules—the man-made laws as distin-
guished both from the laws of nature and those of praxeology. The essential
implement of a social system is the operation of such an apparatus com-
monly called government.
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The concepts of freedom and bondage make sense only when referring
to the way in which government operates. It would be highly inexpedient
and misleading to say that a man is not free because, if he wants to stay alive,
his power to choose between a drink of water and one of potassium cyanide
is restricted by nature. It would be no less inconvenient to call a man
unfree because the law imposes sanctions upon his desire to kill another man
and because the police and the penal courts enforce them. As far as the
government — the social apparatus of compulsion and oppression — confines
the exercise of its violence and the threat of such violence to the suppression
and prevention of antisocial action, there prevails what reasonably and mean-
ingfully can be called liberty. What is restrained is merely conduct that is
bound to disintegrate social cooperation and civilization, thus throwing all
people back to conditions that existed at the time Homo sapiens emerged from
the purely animal existence of its nonhuman ancestors. Such coercion does
not substantially restrict man’s power to choose. Even if there were no
government enforcing man-made laws, the individual could not have both the
advantages derived from the existence of social cooperation on the one hand,
and, on the other, the pleasures of freely indulging in the rapacious animal
instincts of aggression.

In the market economy, the laissez-faire type of social organization, there
is a sphere within which the individual is free to choose between various
modes of acting without being restrained by the threat of being punished. If,
however, the government does more than protect people against violent or
fraudulent aggression on the part of antisocial individuals, it reduces the
sphere of the individual’s freedom to act beyond the degree to which it is re-
stricted by praxeological law. Thus we may define freedom as that state of af-
fairs in which the individual’s discretion to choose is not constrained by gov-
ernmental violence beyond the margin within which the praxeological law
restricts it anyway.

This is what is meant if one defines freedom as the condition of an in-
dividual within the frame of the market economy. He is free in the sense
that the laws and the government do not force him to renounce his au-
tonomy and self-determination to a greater extent than the inevitable prax-
eological law does. What he foregoes is only the animal freedom of living
without any regard to the existence of other specimens of his species.
What the social apparatus of compulsion and coercion achieves is that in-
dividuals, whom malice, short-sightedness or mental inferiority prevent
from realizing that by indulging in acts that are destroying society they are
hurting themselves and all other human beings, are compelled to avoid
such acts.
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From this point of view one has to deal with the often-raised problem of
whether conscription and the levy of taxes mean a restriction of freedom. If
the principles of the market economy were acknowledged by all people all
over the world, there would not be any reason to wage war and the individ-
ual states could live in undisturbed peace.!® But as conditions are in our age,
a free nation is continually threatened by the aggressive schemes of totalitar-
ian autocracies. If it wants to preserve its freedom, it must be prepared to
defend its independence. If the government of a free country forces every
citizen to cooperate fully in its designs to repel the aggressors and every able-
bodied man to join the armed forces, it does not impose upon the individual
a duty that would step beyond the tasks the praxeological law dictates. In a
world full of unswerving aggressors and enslavers, integral unconditional
pacifism is tantamount to unconditional surrender to the most ruthless op-
pressors. He who wants to remain free, must fight unto death those who are
intent upon depriving him of his freedom. As isolated attempts on the part
of each individual to resist are doomed to failure, the only workable way is to
organize resistance by the government. The essential task of government is
defense of the social system not only against domestic gangsters but also
against external foes. He who in our age opposes armaments and conscrip-
tion is, perhaps unbeknown to himself, an abettor of those aiming at the
enslavement of all.

The maintenance of a government apparatus of courts, police officers, pris-
ons, and of armed forces requires considerable expenditure. To levy taxes for
these purposes is fully compatible with the freedom the individual enjoys in a
free market economy. To assert this does not, of course, amount to a
justification of the confiscatory and discriminatory taxation methods prac-
ticed today by the selfstyled progressive governments. There is need to stress
this fact, because in our age of interventionism and the steady “progress” to-
ward totalitarianism the governments employ the power to tax for the de-
struction of the market economy.

Every step a government takes beyond the fulfillment of its essential func-
tions of protecting the smooth operation of the market economy against ag-
gression, whether on the part of domestic or foreign disturbers, is a step for-
ward on a road that directly leads into the totalitarian system where there is no
freedom at all.

Liberty and freedom are the conditions of man within a contractual
society. Social cooperation under a system of private ownership of the
factors of production means that within the range of the market

16. See below, p. 68s.
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the individual is not bound to obey and to serve an overload. As far as he
gives and serves other people, he does so of his own accord in order to be
rewarded and served by the receivers. He exchanges goods and services, he
does not do compulsory labor and does not pay tribute. He is certainly not
independent. He depends on the other members of society. But this de-
pendence is mutual. The buyer depends on the seller and the seller on the
buyer.

The main concern of many writers of the nineteenth and twentieth
centuries was to misrepresent and to distort this obvious state of affairs.
The workers, they said, are at the mercy of their employers. Now, it is true
that the employer has the right to fire the employee. But if he makes use
of this right in order to indulge in his whims, he hurts his own interests.
It is to his own disadvantage if he discharges a better man in order to hire
a less efficient one. The market does not directly prevent anybody from ar-
bitrarily inflicting harm on his fellow citizens; it only puts a penalty upon
such conduct. The shopkeeper is free to be rude to his customers pro-
vided he is ready to bear the consequences. The consumers are free to
boycott a purveyor provided they are ready to pay the costs. What impels
every man to the utmost exertion in the service of his fellow men and
curbs innate tendencies toward arbitrariness and malice is, in the market,
not compulsion and coercion on the part of gendarmes, hangmen, and
penal courts; it is self-interest. The member of a contractual society is free
because he serves others only in serving himself. What restrains him is
only the inevitable natural phenomenon of scarcity. For the rest he is free
in the range of the market.

There is no kind of freedom and liberty other than the kind which the mar-
ket economy brings about. In a totalitarian hegemonic society the only free-
dom that is left to the individual, because it cannot be denied to him, is the
freedom to commit suicide.

The state, the social apparatus of coercion and compulsion, is by neces-
sity a hegemonic bond. If government were in a position to expand its
power ad libitum, it could abolish the market economy and substitute for it
all-around totalitarian socialism. In order to prevent this, it is necessary to
curb the power of government. This is the task of all constitutions, bills of
rights, and laws. This is the meaning of all struggles which men have
fought for liberty.

The detractors of liberty are in this sense right in calling it a “bourgeois”
issue and in blaming the rights guaranteeing liberty for being negative. In
the realm of state and government, liberty means restraint imposed upon the
exercise of the police power.

There would be no need to dwell upon this obvious fact if the
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champions of the abolition of liberty had not purposely brought about a se-
mantic confusion. They realized that it was hopeless for them to fight openly
and sincerely for restraint and servitude. The notions liberty and freedom
had such prestige that no propaganda could shake their popularity. Since
time immemorial in the realm of Western civilization liberty has been con-
sidered as the most precious good. What gave to the West its eminence was
precisely its concern about liberty, a social ideal foreign to the oriental peo-
ples. The social philosophy of the Occident is essentially a philosophy of
freedom. The main content of the history of Europe and the communities
founded by European emigrants and their descendants in other parts of the
world was the struggle for liberty. “Rugged” individualism is the signature of
our civilization. No open attack upon the freedom of the individual had any
prospect of success.

Thus the advocates of totalitarianism chose other tactics. They reversed
the meaning of words. They call true or genuine liberty the condition of the
individuals under a system in which they have no right other than to obey or-
ders. In the United States, they call themselves true liberals because they
strive after such a social order. They call democracy the Russian methods of
dictatorial government. They call the labor union methods of violence and
coercion “industrial democracy.” They call freedom of the press a state of af-
fairs in which only the government is free to publish books and newspapers.
They define liberty as the opportunity to do the “right” things, and, of
course, they arrogate to themselves the determination of what is right and
what is not. In their eyes government omnipotence means full liberty. To
free the police power from all restraints is the true meaning of their struggle
for freedom.

The market economy, say these self-styled liberals, grants liberty only to a
parasitic class of exploiters, the bourgeoisie. These scoundrels enjoy the free-
dom to enslave the masses. The wage earner is not free; he must toil for the
sole benefit of his masters, the employers. The capitalists appropriate to them-
selves what according to the inalienable rights of man should belong to the
worker. Under socialism the worker will enjoy freedom and human dignity be-
cause he will no longer have to slave for a capitalist. Socialism means the
emancipation of the common man, means freedom for all. It means, more-
over, riches for all.

These doctrines have been able to triumph because they did not
encounter effective rational criticism. Some economists did a brilliant
job in unmasking their crass fallacies and contradictions. But the
public ignores the teachings of economics. The arguments advanced
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by average politicians and writers against socialism are either silly or irrelevant.
It is useless to stand upon an alleged “natural” right of individuals to own prop-
erty if other people assert that the foremost “natural” right is that of income
equality. Such disputes can never be settled. It is beside the point to criticize
nonessential, attendant features of the socialist program. One does not refute
socialism by attacking the socialists” stand on religion, marriage, birth control,
and art. Moreover, in dealing with such matters the critics of socialism were
often in the wrong.

In spite of these serious shortcomings of the defenders of economic free-
dom it was impossible to fool all the people all the time about the essential
features of socialism. The most fanatical planners were forced to admit that
their projects involve the abolition of many freedoms people enjoy under cap-
italism and “plutodemocracy.” Pressed hard, they resorted to a new subterfuge.
The freedom to be abolished, they emphasize, is merely the spurious “eco-
nomic” freedom of the capitalists that harms the common man. Outside the
“economic sphere” freedom will not only be fully preserved, but considerably
expanded. “Planning for Freedom” has lately become the most popular slo-
gan of the champions of totalitarian government and the Russification of all
nations.

The fallacy of this argument stems from the spurious distinction between
two realms of human life and action, entirely separated from one another, viz.,
the “economic” sphere and the “noneconomic” sphere. With regard to this is-
sue there is no need to add anything to what has been said in the preceding
parts of this book. However, there is another point to be stressed.

Freedom, as people enjoyed it in the democratic countries of Western civi-
lization in the years of the old liberalism’s triumph, was not a product of con-
stitutions, bills of rights, laws, and statutes. Those documents aimed only at
safeguarding liberty and freedom, firmly established by the operation of the
market economy, against encroachments on the part of officecholders. No gov-
ernment and no civil law can guarantee and bring about freedom otherwise
than by supporting and defending the fundamental institutions of the market
economy. Government means always coercion and compulsion and is by ne-
cessity the opposite of liberty. Government is a guarantor of liberty and is com-
patible with liberty only if its range is adequately restricted to the preservation
of what is called economic freedom. Where there is no market economy, the
best-intentioned provisions of constitutions and laws remain a dead letter.

The freedom of man under capitalism is an effect of competition.
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The worker does not depend on the good graces of an employer. If his em-
ployer discharges him, he finds another employer.'” The consumer is not at
the mercy of the shopkeeper. He is free to patronize another shop if he
likes. Nobody must kiss other people’s hands or fear their disfavor. Interper-
sonal relations are businesslike. The exchange of goods and services is mu-
tual; it is not a favor to sell or to buy, it is a transaction dictated by
selfishness on both sides.

It is true that in his capacity as a producer every man depends either
directly —e.g., the entrepreneur — or indirectly —e.g., the hired worker— on
the demands of the consumers. However, this dependence upon the suprem-
acy of the consumers is not unlimited. If a man has a weighty reason for defy-
ing the sovereignty of the consumers, he can try it. There is in the range of the
market a very substantial and effective right to resist oppression. Nobody is
forced to go into the liquor industry or into a gun factory if his conscience ob-
jects. He may have to pay a price for his conviction; there are in this world no
ends the attainment of which is gratuitous. But it is left to a man’s own deci-
sion to choose between a material advantage and the call of what he believes
to be his duty. In the market economy the individual alone is the supreme
arbiter in matters of his satisfaction.!®

Capitalist society has no means of compelling a man to change his occu-
pation or his place of work other than to reward those complying with the
wants of the consumers by higher pay. It is precisely this kind of pressure which
many people consider as unbearable and hope to see abolished under social-
ism. They are too dull to realize that the only alternative is to convey to the au-
thorities full power to determine in what branch and at what place a man
should work.

17. See below, pp. 598—600.

18. In the political sphere resistance to oppression on the part of the established government is
the ultima ratio [(Latin) final reason or argument] of those oppressed. However illegal and un-
bearable the oppression, however lofty and noble the motives of the rebels, and however beneficial
the consequences of their violent resistance, a revolution is always an illegal act, disintegrating the
established order of state and government. It is an essential mark of civil government that it is in
its territory the only agency which is in a position to resort to measures of violence or to declare
legitimate whatever violence is practiced by other agencies. A revolution is an act of warfare be-
tween the citizens, it abolishes the very foundations of legality and is at best restrained by the ques-
tionable international customs concerning belligerency. If victorious, it can afterwards establish a
new legal order and a new government. But it can never enact a legal “right to resist oppression.”
Such an impunity granted to people venturing armed resistance to the armed forces of the gov-
ernment is tantamount to anarchy and incompatible with any mode of government. The Constit-
uent Assembly of the first French Revolution was foolish enough to decree such a right; but it was
not so foolish as to take its own decree seriously.
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In his capacity as consumer man is no less free. He alone decides what is
more and what is less important for him. He chooses how to spend his money
according to his own will.

The substitution of economic planning for the market economy removes
all freedom and leaves to the individual merely the right to obey. The au-
thority directing all economic matters controls all aspects of a man’s life and
activities. It is the only employer. All labor becomes compulsory labor
because the employee must accept what the chief deigns to offer him. The
economic tsar determines what and how much of each the consumer may
consume. There is no sector of human life in which a decision is left to the
individual’s value judgments. The authority assigns a definite task to him,
trains him for his job, and employs him at the place and in the manner it
deems expedient.

As soon as the economic freedom which the market economy grants to its
members is removed, all political liberties and bills of rights become humbug.
Habeas corpus and trial by jury are a sham if, under the pretext of economic
expediency, the authority has full power to relegate every citizen it dislikes to
the arctic or to a desert and to assign him “hard labor” for life. Freedom of the
press is a mere blind if the authority controls all printing offices and paper
plants. And so are all the other rights of men.

A man is free as far as he shapes his life according to his own plans. A man
whose fate is determined by the plans of a superior authority, in which the ex-
clusive power to plan is vested, is not free in the sense in which this term “free”
was used and understood by all people until the semantic revolution of our day
brought about a confusion of tongues.

7 Inequality of Wealth and Income

The inequality of individuals with regard to wealth and income is an essential
feature of the market economy.

The fact that freedom is incompatible with equality of wealth and income
has been stressed by many authors. There is no need to enter into an exami-
nation of the emotional arguments advanced in these writings. Neither is it
necessary to raise the question of whether the renunciation of liberty could in
itself guarantee the establishment of equality of wealth and income and
whether or not a society could subsist on the basis of such an equality. Our task
is merely to describe the role inequality plays in the framework of the market
society.

In the market society direct compulsion and coercion are practiced
only for the sake of preventing acts detrimental to social cooperation.
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For the rest individuals are not molested by the police power. The law-abiding
citizen is free from the interference of jailers and hangmen. What pressure is
needed to impel an individual to contribute his share to the cooperative effort
of production is exercised by the price structure of the market. This pressure
is indirect. It puts on each individual’s contribution a premium graduated ac-
cording to the value which the consumers attach to this contribution. In re-
warding the individual’s effort according to its value, it leaves to everybody the
choice between a more or less complete utilization of his own faculties and
abilities. This method cannot, of course, eliminate the disadvantages of in-
herent personal inferiority. But it provides an incentive to everybody to exert
his faculties and abilities to the utmost.

The only alternative to this financial pressure as exercised by the market is
direct pressure and compulsion as exercised by the police power. The au-
thorities must be entrusted with the task of determining the quantity and
quality of work that each individual is bound to perform. As individuals are
unequal with regard to their abilities, this requires an examination of their
personalities on the part of the authorities. The individual becomes an in-
mate of a penitentiary, as it were, to whom a definite task is assigned. If he
fails to achieve what the authorities have ordered him to do, he is liable to
punishment.

It is important to realize in what the difference consists between direct
pressure exercised for the prevention of crime and that exercised for the ex-
tortion of a definite performance. In the former case all that is required from
the individual is to avoid a certain mode of conduct, precisely determined
by law. As a rule it is easy to establish whether or not this interdiction has
been observed. In the second case the individual is liable to accomplish a
definite task; the law forces him toward an indefinite action, the determina-
tion of which is left to the decision of the executive power. The individual
is bound to obey whatever the administration orders him to do. Whether or
not the command issued by the executive power was adequate to his forces
and faculties and whether or not he has complied with it to the best of his
abilities is extremely difficult to establish. Every citizen is with regard to all
aspects of his personality and with regard to all manifestations of his conduct
subject to the decisions of the authorities. In the market economy in a trial
before a penal court the prosecutor is obliged to produce sufficient evidence
that the defendant is guilty. But in matters of the performance of compul-
sory work it devolves upon the defendant to prove that the task assigned to
him was beyond his abilities or that he has done all that can be expected of
him. The administrators combine in their persons the offices of the
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legislator, the executor of the law, the public prosecutor, and the judge. The
defendants are entirely at their mercy. This is what people have in mind when
speaking of lack of freedom.

No system of the social division of labor can do without a method that
makes individuals responsible for their contributions to the joint produc-
tive effort. If this responsibility is not brought about by the price struc-
ture of the market and the inequality of wealth and income it begets, it
must be enforced by the methods of direct compulsion as practiced by
the police.

8 Entrepreneurial Profit and Loss

Profit, in a broader sense, is the gain derived from action; it is the increase in
satisfaction (decrease in uneasiness) brought about; it is the difference
between the higher value attached to the result attained and the lower value
attached to the sacrifices made for its attainment; it is, in other words, yield
minus costs. To make profit is invariably the aim sought by any action. If an
action fails to attain the ends sought, yield either does not exceed costs or lags
behind costs. In the latter case the outcome means a loss, a decrease in satis-
faction.

Profit and loss in this original sense are psychic phenomena and as such not
open to measurement and a mode of expression which could convey to other
people precise information concerning their intensity. A man can tell a fellow
man that a suits him better than b; but he cannot communicate to another
man, except in vague and indistinct terms, how much the satisfaction derived
from a exceeds that derived from b.

In the market economy all those things that are bought and sold against
money are marked with money prices. In the monetary calculus profit ap-
pears as a surplus of money received over money expended and loss as a
surplus of money expended over money received. Profit and loss can be ex-
pressed in definite amounts of money. It is possible to ascertain in terms of
money how much an individual has profited or lost. However, this is not a
statement about this individual’s psychic profit or loss. It is a statement
about a social phenomenon, about the individual’s contribution to the so-
cietal effort as it is appraised by the other members of society. It does not
tell us anything about the individual’s increase or decrease in satisfaction or
happiness. It merely reflects his fellow men’s evaluation of his contribution
to social cooperation. This evaluation is ultimately determined by the ef-
forts of every member of society to attain the highest possible psychic profit.
It is the resultant of the composite effect of all these people’s sub-
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jective and personal value judgments as manifested in their conduct on the
market. But it must not be confused with these value judgments as such.

We cannot even think of a state of affairs in which people act without the
intention of attaining psychic profit and in which their actions result neither
in psychic profit nor in psychic loss.!” In the imaginary construction of an
evenly rotating economy there are neither money profits nor money losses.
But every individual derives a psychic profit from his actions, or else he would
not act at all. The farmer feeds and milks his cows and sells the milk because
he values the things he can buy against the money thus earned more highly
than the costs expended. The absence of money profits or losses in such an
evenly rotating system is due to the fact that, if we disregard the differences
brought about by the higher valuation of present goods as compared with fu-
ture goods, the sum of the prices of all complementary factors needed for pro-
duction precisely equals the price of the product.

In the changing world of reality differences between the sum of the
prices of the complementary factors of production and the prices of the
products emerge again and again. It is these differences that bring about
money profits and money losses. As far as such changes affect the sellers of
labor and those of the original nature-given factors of production and of the
capitalists as moneylenders, we will deal with them later. At this point we
are dealing with the promoters’ entrepreneurial profit and loss. It is this
problem that people have in mind when employing the terms profit and
loss in mundane speech.

Like every acting man, the entrepreneur is always a speculator. He deals
with the uncertain conditions of the future. His success or failure depends on
the correctness of his anticipation of uncertain events. If he fails in his under-
standing of things to come, he is doomed. The only source from which an en-
trepreneur’s profits stem is his ability to anticipate better than other people
the future demand of the consumers. If everybody is correct in anticipating
the future state of the market of a certain commodity, its price and the prices
of the complementary factors of production concerned would already today
be adjusted to this future state. Neither profit nor loss can emerge for those
embarking upon this line of business.

The specific entrepreneurial function consists in determining the

19. Ifan action neither improves nor impairs the state of satisfaction, it still involves a psychic loss
because of the uselessness of the expended psychic effort. The individual concerned would have
been better off if he had inertly enjoyed life.
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employment of the factors of production. The entrepreneur is the man
who dedicates them to special purposes. In doing so he is driven solely
by the selfish interest in making profits and in acquiring wealth. But he
cannot evade the law of the market. He can succeed only by best serving
the consumers. His profit depends on the approval of his conduct by the
consumers.

One must not confuse entrepreneurial profit and loss with other factors
affecting the entrepreneur’s proceeds.

The entrepreneur’s technological ability does not affect the specific
entreprenecurial profit or loss. As far as his own technological activities
contribute to the returns earned and increase his net income, we are con-
fronted with a compensation for work rendered. It is wages paid to the
entrepreneur for his labor. Neither does the fact that not every process of
production succeeds technologically in bringing about the product ex-
pected influence the specific entreprencurial profit or loss. Such failures
are either avoidable or unavoidable. In the first case they are due to the
technologically inefficient conduct of affairs. Then the losses resulting are
to be debited to the entrepreneur’s personal insufficiency, i.e., either to his
lack of technological ability or to his lack of the ability to hire adequate
helpers. In the second case the failures are due to the fact that the present
state of technological knowledge prevents us from fully controlling the con-
ditions on which success depends. This deficiency may be caused either by
incomplete knowledge concerning the conditions of success or by igno-
rance of methods for controlling fully some of the known conditions. The
price of the factors of production takes into account this unsatisfactory state
of our knowledge and technological power. The price of arable land, for in-
stance, takes into full account the fact that there are bad harvests, as it is
determined by the anticipated average yield. The fact that the bursting of
bottles reduces the output of champagne does not affect entrepreneurial
profit and loss. It is merely one of the factors determining the cost of pro-
duction and the price of champagne.?

Accidents affecting the process of production, the means of produc-
tion, or the products while they are still in the hands of the entre-
preneur are an item in the bill of production costs. Experience, which
conveys to the businessman all other technological knowledge, pro-

20. Cf. Mangoldt, Die Lehre vom Unternehmergewinn (Leipzig, 1855), p. 82. The fact that out of
100 liters of plain wine one cannot produce 100 liters of champagne, but a smaller quantity, has
the same significance as the fact that 100 kilograms of sugar beet do not yield 100 kilograms of
sugar but a smaller quantity.
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vides him also with information about the average reduction in the quantity
of physical output which such accidents are likely to bring about. By opening
contingency reserves, he converts their effects into regular costs of production.
With regard to contingencies the expected incidence of which is too rare and
too irregular to be dealt with in this way by individual firms of normal size,
concerted action on the part of sufficiently large groups of firms takes care of
the matter. The individual firms cooperate under the principle of insurance
against damage caused by fire, flood, or other similar contingencies. Then an
insurance premium is substituted for an appropriation to a contingency re-
serve. At any rate, the risks incurred by accidents do not introduce uncertainty
into the conduct of the technological processes.?! If an entrepreneur neglects
to deal with them duly, he gives proof of his technical insufficiency. The losses
thus incurred are to be debited to bad techniques applied, not to his entre-
preneurial function.

The elimination of those entreprencurs who fail to give to their enter-
prises the adequate degree of technological efficiency or whose technologi-
cal ignorance vitiates their cost calculation is effected on the market in the
same way in which those deficient in the performance of the specific entre-
preneurial functions are eliminated. It may happen that an entrepreneur is
so successful in his specific entrepreneurial function that he can compen-
sate losses caused by his technological failure. It may also happen that an
entrepreneur can counterbalance losses due to failure in his entrepreneurial
function by the advantages derived from his technological superiority or
from the differential rent yielded by the higher productivity of the factors of
production he employs. But one must not confuse the various functions
which are combined in the conduct of a business unit. The technologically
more efficient entrepreneur earns higher wage rates or quasi-wage rates than
the less efficient in the same way in which the more efficient worker earns
more than the less efficient. The more efficient machine and the more fer-
tile soil produce higher physical returns per unit of costs expended; they
yield a differential rent when compared with the less efficient machine and
the less fertile soil. The higher wage rates and the higher rent are, ceteris
paribus, the corollary of higher physical output. But the specific entrepre-
neurial profits and losses are not produced by the quantity of physical out-
put. They depend on the adjustment of output to the most urgent wants
of the consumers. What produces them is the extent to which

21. Cf. Knight, Risk, Uncertainty and Profit (Boston, 1921), pp. 211-13.
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the entreprencur has succeeded or failed in anticipating the future—
necessarily uncertain — state of the market.

The entreprencur is also jeopardized by political dangers. Government
policies, revolutions, and wars can damage or annihilate his enterprise. Such
events do not affect him alone; they affect the market economy as such and all
individuals, although not all of them to the same extent. For the individual en-
trepreneur they are data which he cannot alter. If he is efficient, he will antic-
ipate them in time. But it is not always possible for him to adjust his operations
in such a way as to avoid damage. If the dangers expected concern only a part
of the territory which is accessible to his entreprencurial activities, he can
avoid operating in the menaced areas and can prefer countries in which the
danger is less imminent. But if he cannot emigrate, he must stay where he is.
If all entrepreneurs were fully convinced that the total victory of Bolshevism
was impending, they would nevertheless not abandon their entrepreneurial
activities. The expectation of imminent expropriation will impel the capital-
ists to consume their funds. The entreprencurs will be forced to adjust their
plans to the market situation created by such capital consumption and the
threatened nationalization of their shops and plants. But they will not stop op-
erating. If some entrepreneurs go out of business, others will take their place —
newcomers or old entreprencurs expanding the size of their enterprises. In
the market economy there will always be entreprencurs. Policies hostile to
capitalism may deprive the consumers of the greater part of the benefits
they would have reaped from unhampered entrepreneurial activities. But they
cannot eliminate the entreprencurs as such if they do not entirely destroy the
market economy.

The ultimate source from which entrepreneurial profit and loss are derived
is the uncertainty of the future constellation of demand and supply.

If all entrepreneurs were to anticipate correctly the future state of the
market, there would be neither profits nor losses. The prices of all the fac-
tors of production would already today be fully adjusted to tomorrow’s prices
of the products. In buying the factors of production the entrepreneur would
have to expend (with due allowance for the difference between the prices
of present goods and future goods) no less an amount than the buyers will
pay him later for the product. An entrepreneur can make a profit only if he
anticipates future conditions more correctly than other entrepreneurs. Then

he buys the complementary factors of production at prices the sum of



204 QW CATALLACTICS OR ECONOMICS OF THE MARKET SOCIETY

which, including allowance for the time difference, is smaller than the price
at which he sells the product.

If we want to construct the image of changing economic conditions
in which there are neither profits nor losses, we must resort to an unre-
alizable assumption: perfect foresight of all future events on the part of
all individuals. If those primitive hunters and fishermen to whom it is
customary to ascribe the first accumulation of produced factors of pro-
duction had known in advance all the future vicissitudes of human
affairs, and if they and all their descendants until the last day of judg-
ment, equipped with the same omniscience, had appraised all factors
of production accordingly, entrepreneurial profits and losses would
never have emerged. Entrepreneurial profits and losses are created
through the discrepancy between the expected prices and the prices
later really fixed on the markets. It is possible to confiscate profits and
to transfer them from the individuals to whom they have accrued to
other people. But neither profits nor losses can ever disappear from a
changing world not populated solely with omniscient people.

9 Entrepreneurial Profits and Losses
in a Progressing E.conomy

In the imaginary construction of a stationary economy the total sum
of all entrepreneurs’ profits equals the total sum of all entrepreneurs’ losses.
Whatone entrepreneur profits is in the total economic system counterbalanced
by another entrepreneur’s loss. The surplus which all the consumers together
expend for the acquisition of a certain commodity is counterbalanced by the re-
duction in their expenditure for the acquisition of other commodities.?

It is different in a progressing economy.

We call a progressing economy an economy in which the per capita quota
of capital invested is increasing. In using this term we do not imply value judg-
ments. We adopt neither the “materialistic” view that such a progression is
good nor the “idealistic” view that it is bad or at least irrelevant from a “higher
point of view.” Of course, it is a well-known fact that the immense majority of
people consider the consequences of progress in this sense as the most desir-
able state of affairs and yearn for conditions which can be realized only in a
progressing economy.

In the stationary economy the entrepreneurs, in the pursuit of their

22. If we were to apply the faulty concept of a “national income” as used in popular speech, we
would have to say that no part of national income goes into profits.
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specific functions, cannot achieve anything other than to withdraw factors
of production, provided that they are still convertible,?* from one line of
business in order to employ them in another line, or to direct the restora-
tion of the equivalent of capital goods used up in the course of production
processes toward the expansion of certain branches of industry at the
expense of other branches. In the progressing economy the range of entre-
preneurial activities includes, moreover, the determination of the employ-
ment of the additional capital goods accumulated by new savings. The
injection of these additional capital goods is bound to increase the total
sum of the income produced, i.¢., of that supply of consumers” goods which
can be consumed without diminishing the capital available and thereby
without reducing the output of future production. The increase of income
is effected either by an expansion of production without altering the tech-
nological methods of production or by an improvement in technological
methods which would not have been feasible under the previous conditions
of a less ample supply of capital goods.

It is out of this additional wealth that the surplus of the total sum of entre-
preneurial profits over the total sum of entreprencurial losses flows. But it can
be easily demonstrated that this surplus can never exhaust the total increase in
wealth brought about by economic progress. The laws of the market divide this
additional wealth between the entrepreneurs and the suppliers of labor and
those of certain material factors of production in such a way that the lion’s
share goes to the nonentrepreneurial groups.

First of all we must realize that entrepreneurial profits are not a lasting
phenomenon but only temporary. There prevails an inherent tendency for
profits and losses to disappear. The market is always moving toward the
emergence of the final prices and the final state of rest. If new changes in the
data were not to interrupt this movement and not to create the need for a
new adjustment of production to the altered conditions, the prices of all
complementary factors of production would — due allowance being made for
time preference —finally equal the price of the product, and nothing would
be left for profits or losses. In the long run every increase of productivity
benefits exclusively the workers and some groups of the owners of land and
of capital goods.

In the groups of the owners of capital goods there are benefited:

1. Those whose saving has increased the quantity of capital goods

23. The problem of the convertibility of capital goods is dealt with below, pp. 503-5.
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available. They own this additional wealth, the outcome of their re-
straint in consuming.

2. The owners of those capital goods already previously existing which,
thanks to the improvement in technological methods of production, are
now better utilized than before. Such gains are, of course, temporary
only. They are bound to disappear as they cause a tendency toward an in-
tensified production of the capital goods concerned.

On the other hand, the increase in the quantity of capital goods available
lowers the marginal productivity of these capital goods; it thus brings about a
fall in the prices of the capital goods and thereby hurts the interests of all those
capitalists who did not share at all or not sufficiently in the process of saving
and the accumulation of the additional supply of capital goods.

In the group of the landowners all those are benefited for whom the new
state of affairs results in a higher productivity of their farms, forests, fisheries,
mines, and so on. On the other hand, all those are hurt whose property may
become submarginal on account of the higher return yielded by the land
owned by those benefited.

In the group of labor all derive a lasting gain from the increase in the mar-
ginal productivity of labor. But, on the other hand, in the short run some may
suffer disadvantages. These are people who were specialized in the perfor-
mance of work which becomes obsolete as a result of technological improve-
ment and are fitted only for jobs in which —in spite of the general rise in wage
rates — they earn less than before.

All these changes in the prices of the factors of production begin immedi-
ately with the initiation of the entrepreneurial actions designed to adjust the
processes of production to the new state of affairs. In dealing with this prob-
lem as with the other problems of changes in the market data, we must guard
ourselves against the popular fallacy of drawing a sharp line between short-
run and long-run effects. What happens in the short run is precisely the first
stages of the chain of successive transformations which tend to bring about
the long-run effects. The long-run effect is in our case the disappearance of
entrepreneurial profits and losses. The shortrun effects are the preliminary
stages of this process of elimination which finally, if not interrupted by a fur-
ther change in the data, would result in the emergence of the evenly rotat-
Ing economy.

It is necessary to comprehend that the very appearance of an ex-
cess in the total amount of entreprencurial profits over the total
amount of entreprencurial losses depends upon the fact that this
process of the elimination of entrepreneurial profit and loss begins at
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the same time as the entreprencurs begin to adjust the complex of produc-
tion activities to the changed data. There is never in the whole sequence of
events an instant in which the advantages derived from the increase in the
amount of capital available and from technical improvements benefit the
entrepreneurs only. If the wealth and the income of the other strata were to
remain unaffected, these people could buy the additional products only by
restricting their purchases of other products accordingly. Then the profits of
one group of entrepreneurs would exactly equal the losses incurred by other
groups.

What happens is this: The entrepreneurs embarking upon the utiliza-
tion of the newly accumulated capital goods and the improved technolog-
ical methods of production are in need of complementary factors of
production. Their demand for these factors is a new additional demand
which must raise their prices. Only as far as this rise in prices and wage
rates occurs, are the consumers in a position to buy the new products
without curtailing the purchase of other goods. Only so far can a surplus
of the total sum of all entreprencurial profits over all entrepreneurial
losses come into existence.

The vehicle of economic progress is the accumulation of additional capital
goods by means of saving and improvement in technological methods of pro-
duction the execution of which is almost always conditioned by the availabil-
ity of such new capital. The agents of progress are the promoting entrepre-
neurs intent upon profiting by means of adjusting the conduct of affairs to the
best possible satisfaction of the consumers. In the performance of their proj-
ects for the realization of progress they are bound to share the benefits derived
from progress with the workers and also with a part of the capitalists and
landowners and to increase the portion allotted to these people step by step
until their own share melts away entirely.

From this it becomes evident that it is absurd to speak of a “rate of
profit” or a “normal rate of profit” or an “average rate of profit.” Profit is
not related to or dependent on the amount of capital employed by the en-
trepreneur. Capital does not “beget” profit. Profit and loss are entirely de-
termined by the success or failure of the entrepreneur to adjust production
to the demand of the consumers. There is nothing “normal” in profits and
there can never be an “equilibrium” with regard to them. Profit and loss
are, on the contrary, always a phenomenon of a deviation from “nor-
malcy,” of changes unforeseen by the majority, and of a “disequilibrium.”
They have no place in an imaginary world of normalcy and equilibrium.
In a changing economy there prevails always an inherent tendency
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for profits and losses to disappear. It is only the emergence of new changes
which revives them again. Under stationary conditions the “average rate” of
profits and losses is zero. An excess of the total amount of profits over that of
losses is a proof of the fact that there is economic progress and an improvement
in the standard of living of all strata of the population. The greater this excess
is, the greater is the increment in general prosperity.

Many people are utterly unfit to deal with the phenomenon of entrepre-
neurial profit without indulging in envious resentment. In their eyes the
source of profit is exploitation of the wage earners and the consumers, i.c., an
unfair reduction in wage rates and a no less unfair increase in the prices of the
products. By rights there should not be any profits at all.

F.conomics is indifferent with regard to such arbitrary value judgments. It is
not interested in the problem of whether profits are to be approved or con-
demned from the point of view of an alleged natural law and of an alleged eter-
nal and immutable code of morality about which personal intuition or divine
revelation are supposed to convey precise information. Fconomics merely es-
tablishes the fact that entrepreneurial profits and losses are essential phenom-
ena of the market economy. There cannot be a market economy without
them. It is certainly possible for the police to confiscate all profits. But such a
policy would by necessity convert the market economy into a senseless chaos.
Man has, there is no doubt, the power to destroy many things, and he has
made in the course of history ample use of this faculty. He could destroy the
market economy too.

If those self-styled moralists were not blinded by their envy, they would not
deal with profit without dealing simultaneously with its corollary, loss. They
would not pass over in silence the fact that the preliminary conditions of eco-
nomic improvement are an achievement of those whose saving accumulates
the additional capital goods and of the inventors, and that the utilization
of these conditions for the realization of economic improvement is effected
by the entrepreneurs. The rest of the people do not contribute to progress, but
they are benefited by the horn of plenty which other people’s activities pour
upon them.

What has been said about the progressing economy is mutatis mu-
tandis to be applied to the conditions of a retrogressing economy,
i.e.,, an economy in which the per capita quota of capital invested
is decreasing. In such an economy there is an excess in the total
sum of entrepreneurial losses over that of profits. People who cannot
free themselves from the fallacy of thinking in concepts of collectives
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and whole groups might raise the question of how in such a retrogressing
economy there could be any entrepreneurial activity at all. Why should any-
body embark upon an enterprise if he knows in advance that mathematically
his chances of earning profits are smaller than those of suffering losses? How-
ever, this mode of posing the problem is fallacious. Like everyone else, entre-
preneurs do not act as members of a class, but as individuals. No entrepreneur
bothers a whit about the fate of the totality of the entrepreneurs. It is irrelevant
to the individual entrepreneur what happens to other people whom theories,
according to a certain characteristic, assign to the same class they assign him.
In the living, perpetually changing market society there are always profits to
be earned by efficient entrepreneurs. The fact that in a retrogressing economy
the total amount of losses exceeds the total amount of profits does not deter a
man who has confidence in his own superior efficiency. A prospective entre-
preneur does not consult the calculus of probability which is of no avail in the
field of understanding. He trusts his own ability to understand future market
conditions better than his less gifted fellow men.

The entrepreneurial function, the striving of entrepreneurs after profits,
is the driving power in the market economy. Profit and loss are the devices
by means of which the consumers exercise their supremacy on the market.
The behavior of the consumers makes profits and losses appear and thereby
shifts ownership of the means of production from the hands of the less
efficient into those of the more efficient. It makes a man the more influen-
tial in the direction of business activities the better he succeeds in serving
the consumers. In the absence of profit and loss the entrepreneurs would
not know what the most urgent needs of the consumers are. If some entre-
preneurs were to guess it, they would lack the means to adjust production
accordingly.

Profit-secking business is subject to the sovereignty of the consumers, while
nonprofit institutions are sovereign unto themselves and not responsible to the
public. Production for profit is necessarily production for use, as profits can
only be earned by providing the consumers with those things they most ur-
gently want to use.

The moralists’ and sermonizers’ critique of profits misses the point.
It is not the fault of the entrepreneurs that the consumers—the
people, the common man—prefer liquor to Bibles and detective sto-
ries to serious books, and that governments prefer guns to butter. The
entrepreneur does not make greater profits in selling “bad” things
than in selling “good” things. His profits are the greater the better he
succeeds in providing the consumers with those things they ask for
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most intensely. People do not drink intoxicating beverages in order to make
the “alcohol capital” happy, and they do not go to war in order to increase the
profits of the “merchants of death.” The existence of the armaments industries
is a consequence of the warlike spirit, not its cause.

It is not the business of the entrepreneurs to make people substitute sound
ideologies for unsound. It rests with the philosophers to change people’s ideas
and ideals. The entrepreneur serves the consumers as they are today, however
wicked and ignorant.

We may admire those who abstain from making gains they could reap in
producing deadly weapons or hard liquor. However, their laudable conduct
is a mere gesture without any practical effects. Even if all entrepreneurs and
capitalists were to follow their example, wars and dipsomania would not dis-
appear. As was the case in the precapitalistic ages, governments would pro-
duce the weapons in their own arsenals and drinkers would distill their own
liquor.

The Moral Condemnation of Profit

Profit is earned by the adjustment of the utilization of the human and mate-
rial factors of production to changes in conditions. It is those benefited by this
adjustment who, scrambling for the products concerned and offering and pay-
ing for them prices that exceed the costs expended by the seller, generate the
profits. Entreprencurial profit is not a “reward” granted by the customer to the
supplier who served him better than the sluggish routinists; it is the result of
the eagerness of the buyers to outbid others who are equally anxious to acquire
a share of the limited supply.

The dividends of corporations are popularly called profits. Actually they are
interest on the capital invested plus that part of profits that is not ploughed
back into the enterprise. If the enterprise does not operate successfully, either
no dividends are paid or the dividends contain only interest on the whole or a
part of the capital.

Socialists and interventionists call profit and interest unearned income, the
result of depriving the workers of a considerable part of the fruits of their ef-
fort. As they sce it, the products come into existence through toiling as such
and nothing else, and should by rights benefit the toilers alone.

Yet bare labor produces very little if not aided by the employment
of the outcome of previous saving and accumulation of capital. The
products are the outgrowth of a cooperation of labor with tools and
other capital goods directed by provident entrepreneurial design. The
savers, whose saving accumulated and maintains the capital, and the
entreprencurs, who channel the capital into those employments in
which it best serves the consumers, are no less indispensable for the
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process of production than the toilers. It is nonsensical to impute the whole
product to the purveyors of labor and to pass over in silence the contribution
of the purveyors of capital and of entrepreneurial ideas. What brings forth us-
able goods is not physical effort as such, but physical effort aptly directed by
the human mind toward a definite goal. The greater (with the advance of gen-
eral well-being) the role of capital goods, and the more efficient their utiliza-
tion in the cooperation of the factors of production, the more absurd becomes
the romantic glorification of the mere performing of manual routine jobs.
The marvelous economic improvements of the last two hundred years were an
achievement of the capitalists who provided the capital goods required and of
the elite of technologists and entrepreneurs. The masses of the manual work-
ers were benefited by changes which they not only did not generate but which,
more often than not, they tried to cut short.

Some Observations on the Underconsumption Bogey
and on the Purchasing Power Argument

In speaking of underconsumption, people mean to describe a state of affairs in
which a part of the goods produced cannot be consumed because the people
who could consume them are by their poverty prevented from buying them.
These goods remain unsold or can be swapped only at prices not covering the
cost of production. Hence various disarrangements and disturbances arise, the
total complex of which is called economic depression.

Now it happens again and again that entrepreneurs err in anticipating the
future state of the market. Instead of producing those goods for which the de-
mand of the consumers is most intense, they produce less urgently needed
goods or things which cannot be sold at all. These inefficient entrepreneurs
suffer losses while their more efficient competitors who anticipated the wishes
of the consumers earn profits. The losses of the former group of entrepreneurs
are not caused by a general abstention from buying on the part of the public;
they are due to the fact that the public prefers to buy other goods.

If it were true, as the underconsumption myth implies, that the workers
are too poor to buy the products because the entreprencurs and the capital-
ists unfairly appropriate to themselves what by rights should go to the wage
earners, the state of affairs would not be altered. The “exploiters” are not
supposed to exploit from sheer wantonness. They want, it is insinuated, to in-
crease at the expense of the “exploited” either their own consumption or
their own investments. They do not withdraw their booty from the universe.
They spend it either in buying luxuries for their own houschold or in buying
producers’ goods for the expansion of their enterprises. Of course, their de-
mand is directed toward goods other than those the wage earners would have
bought if the profits had been confiscated and distributed among them.
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Entreprencurial errors with regard to the state of the market of various classes
of commodities as created by such “exploitation” are in no way different from
any other entreprencurial shortcomings. Entrepreneurial errors result in
losses for the inefficient entrepreneurs which are counterbalanced by the
profits of the efficient entrepreneurs. They make business bad for some groups
of industries and good for other groups. They do not bring about a general de-
pression of trade.

The underconsumption myth is baseless self-contradictory balderdash. Its
reasoning crumbles away as soon as one begins to examine it. It is untenable
even if one, for the sake of argument, accepts the “exploitation” doctrine as
correct.

The purchasing power argument runs in a slightly different manner. It con-
tends that a rise in wage rates is a prerequisite of the expansion of production.
If wage rates do not rise, there is no use for business to increase the quantity
and to improve the quality of the goods produced. For the additional products
would find no buyers or only such buyers as restrict their purchases of other
goods. What is needed first for the realization of economic progress is to make
wage rates rise continually. Government or labor union pressure and compul-
sion aiming at the enforcement of higher wage rates are the main vehicles of
progress.

As has been demonstrated above the emergence of an excess in the total sum
of entreprencurial profits over the total sum of entrepreneurial losses is insep-
arably bound up with the fact that a portion of the benefits derived from the in-
crease in the quantity of capital goods available and from the improvement of
technological procedures goes to the nonentreprencurial groups. The rise in
the prices of complementary factors of production, first among them wage
rates, is neither a concession which the entrepreneurs willy-nilly must make to
the rest of the people nor a clever device of the entrepreneurs in order to make
profits. It is an unavoidable and necessary phenomenon in the chain of suc-
cessive events which the endeavors of the entrepreneurs to make profits by ad-
justing the supply of the consumers’ goods to the new state of affairs are bound
to bring about. The same process which results in an excess of entrepreneurial
profits over losses causes first—i.e., before such an excess appears —the emer-
gence of a tendency toward a rise in wage rates and in the prices of many ma-
terial factors of production. And it is again the same process that would in the
further course of events make this excess of profits over losses disappear, pro-
vided that no further changes, increasing the amount of capital goods avail-
able, were to occur. The excess of profits over losses is not a consequence of the
rise in the prices of the factors of production. The two phenomena — the rise
in the prices of the factors of production and the excess of profits over losses —
are both steps in the process of adjustment of production to the increase in
the quantity of capital goods and to the technological changes which the
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entreprencurial actions actuate. Only to the extent that the other strata of the
population are enriched by this adjustment can an excess of profits over losses
temporarily come into being.

The basic error of the purchasing power argument consists in misconstru-
ing this causal relation. It turns things upside down when considering the rise
in wage rates as the force bringing about economic improvement.

We will discuss at a later stage of this book the consequences of the attempts
of the governments and of organized labor violence to enforce wage rates
higher than those determined by a nonhampered market.?* Here we must only
add one more explanatory remark.

When speaking of profits and losses, prices and wage rates, what we have in
mind is always real profits and losses, real prices and real wage rates. It is the
arbitrary interchange of money terms and real terms that has led many people
astray. This problem too will be dealt with exhaustively in later chapters. Let
us incidentally only mention the fact that a rise in real wage rates is compati-
ble with a drop in nominal wage rates.

10 Promoters, Managers, Technicians, and Bureaucrats

The entrepreneur hires the technicians, i.e., people who have the ability and
the skill to perform definite kinds and quantities of work. The class of techni-
cians includes the great inventors, the champions in the field of applied sci-
ence, the constructors and designers as well as the performers of the most
simple tasks. The entrepreneur joins their ranks as far as he himself takes part
in the technical execution of his entrepreneurial plans. The technician con-
tributes his own toil and trouble; but it is the entrepreneur qua entreprencur
who directs his labor toward definite goals. And the entreprencur himself acts
as a mandatary, as it were, of the consumers.

The entreprencurs are not omnipresent. They cannot themselves attend
to the manifold tasks which are incumbent upon them. Adjustment of pro-
duction to the best possible supplying of the consumers with the goods they
are asking for most urgently does not merely consist in determining the
general plan for the utilization of resources. There is, of course, no doubt
that this is the main function of the promoter and speculator. But besides
the great adjustments, many small adjustments are necessary too. Fach of
them may seem trifling and of little bearing upon the total result. But the
cumulative effect of shortcomings in many of these minor matters can be
such as to frustrate entirely the success of a correct solution of the great
problems. At any rate, it is certain that every failure to handle the smaller

24. Cf. below, pp. 769-79.
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problems results in a squandering of scarce factors of production and conse-
quently in impairing the best possible satisfaction of the consumers.

It is important to conceive in what respects the problem we have in mind
differs from the technological tasks of the technicians. The execution of
every project upon which the entrepreneur has embarked in making his de-
cision with regard to the general plan of action requires a multiplicity of
minute decisions. Fach of these decisions must be effected in such a way as
to prefer that solution of the problem which —without interfering with the
designs of the general plan for the whole project—is the most economical
one. It must avoid superfluous costs in the same way as does the general plan.
The technician from his purely technological point of view either may not
see any difference in the alternatives offered by various methods for the
solution of such a detail or may give preference to one of these methods on
account of its greater output in physical quantities. But the entrepreneur is
actuated by the profit motive. This enjoins upon him the urge to prefer the
most economical solution, i.e., that solution which avoids employing factors
of production whose employment would impair the satisfaction of the more
intensely felt wants of the consumers. He will prefer among the various
methods, with regard to which the technicians are neutral, the one the ap-
plication of which requires the smallest cost. He may reject the technicians’
suggestion to choose a more costly method securing a greater physical out-
put if his calculation shows that the increase in output would not outweigh
the increase in cost required. Not only in the great decisions and plans but
no less in the daily decisions of small problems as they turn up in the cur-
rent conduct of affairs, the entrepreneur must perform his task of adjusting
production to the demand of the consumers as reflected in the prices of the
market.

Economic calculation as practiced in the market economy, and especially
the system of double-entry bookkeeping, make it possible to relieve the entre-
preneur of involvement in too much detail. He can devote himself to his great
tasks without being entangled in a multitude of trifles beyond any mortal
man’s range of sight. He can appoint assistants to whose solicitude he entrusts
the care of subordinate entrepreneurial duties. And these assistants in their
turn can be aided according to the same principle by assistants appointed for
a smaller sphere of duties. In this way a whole managerial hierarchy can be
built up.

A manager is a junior partner of the entreprenecur, as it were, no
matter what the contractual and financial terms of his employment
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are. The only relevant thing is that his own financial interests force him
to attend to the best of his abilities to the entreprencurial functions which
are assigned to him within a limited and precisely determined sphere of
action.

It is the system of double-entry bookkeeping that makes the functioning of
the managerial system possible. Thanks to it, the entreprencur is in a posi-
tion to separate the calculation of each part of his total enterprise in such a
way that he can determine the role it plays within his whole enterprise. Thus
he can look at each section as if it were a separate entity and can appraise it
according to the share it contributes to the success of the total enterprise.
Within this system of business calculation each section of a firm represents
an integral entity, a hypothetical independent business, as it were. It is as-
sumed that this section “owns” a definite part of the whole capital employed
in the enterprise, that it buys from other sections and sells to them, that it has
its own expenses and its own revenues, that its dealings result either in a
profit or in a loss which is imputed to its own conduct of affairs as distin-
guished from the result of the other sections. Thus the entrepreneur can as-
sign to each section’s management a great deal of independence. The only
directive he gives to a man whom he entrusts with the management of a cir-
cumscribed job is to make as much profit as possible. An examination of the
accounts shows how successful or unsuccessful the managers were in exe-
cuting this directive. Every manager and submanager is responsible for the
working of his section or subsection. It is to his credit if the accounts show a
profit, and it is to his disadvantage if they show a loss. His own interests im-
pel him toward the utmost care and exertion in the conduct of his section’s
affairs. If he incurs losses, he will be replaced by a man whom the entrepre-
neur expects to be more successful, or the whole section will be discontin-
ued. At any rate, the manager will lose his job. If he succeeds in making
profits, his income will be increased, or at least he will not be in danger of
losing it. Whether or not a manager is entitled to a share in the profit im-
puted to his section is not important with regard to the personal interest he
takes in the results of his section’s dealings. His welfare is at any rate closely
connected with that of his section. His task is not like that of the technician,
to perform a definite piece of work according to a definite precept. It is to
adjust—within the limited scope left to his discretion —the operation of his
section to the state of the market. Of course, just as an entrepreneur may
combine in his person entreprencurial functions and those of a technician,
such a union of various functions can also occur with a manager.
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The managerial function is always subservient to the entrepreneurial func-
tion. It can relieve the entrepreneur of a part of his minor duties; it can never
evolve into a substitute for entreprencurship. The fallacy to the contrary is due
to the error confusing the category of entrepreneurship as it is defined in the
imaginary construction of functional distribution with conditions in a living
and operating market economy. The function of the entrepreneur cannot be
separated from the direction of the employment of factors of production
for the accomplishment of definite tasks. The entrepreneur controls the fac-
tors of production; it is this control that brings him either entreprencurial
profit or loss.

[t is possible to reward the manager by paying for his services in proportion
to the contribution of his section to the profit earned by the entreprenecur. But
this is of no avail. As has been pointed out, the manager is under any circum-
stances interested in the success of that part of the business which is entrusted
to his care. But the manager cannot be made answerable for the losses in-
curred. These losses are suffered by the owners of the capital employed. They
cannot be shifted to the manager.

Society can freely leave the care for the best possible employment of cap-
ital goods to their owners. In embarking upon definite projects these own-
ers expose their own property, wealth, and social position. They are even
more interested in the success of their entrepreneurial activities than is so-
ciety as a whole. For society as a whole the squandering of capital invested
in a definite project means only the loss of a small part of its total funds;
for the owner it means much more, for the most part the loss of his total
fortune. But if a manager is given a completely free hand, things are dif-
ferent. He speculates in risking other people’s money. He sees the prospects
of an uncertain enterprise from another angle than that of the man who is
answerable for the losses. It is precisely when he is rewarded by a share of
the profits that he becomes foolhardy because he does not share in the
losses too.

The illusion that management is the totality of entrepreneurial activities
and that management is a perfect substitute for entreprencurship is the
outgrowth of a misinterpretation of the conditions of the corporations, the
typical form of present-day business. It is asserted that the corporation is
operated by the salaried managers, while the sharcholders are merely
passive spectators. All the powers are concentrated in the hands of hired
employees. The shareholders are idle and useless; they harvest what the
managers have sown.

This doctrine disregards entirely the role that the capital and
money market, the stock and bond exchange, which a pertinent
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idiom simply calls the “market,” plays in the direction of corporate business.
The dealings of this market are branded by popular anticapitalistic bias as a
hazardous game, as mere gambling. In fact, the changes in the prices of com-
mon and preferred stock and of corporate bonds are the means applied by the
capitalists for the supreme control of the flow of capital. The price structure as
determined by the speculations on the capital and money markets and on the
big commodity exchanges not only decides how much capital is available for
the conduct of each corporation’s business; it creates a state of affairs to which
the managers must adjust their operations in detail.

The general direction of a corporation’s conduct of business is exercised by
the stockholders and their elected mandataries, the directors. The directors
appoint and discharge the managers. In smaller companies and sometimes
even in bigger ones the offices of the directors and the managers are often
combined in the same persons. A successful corporation is ultimately never
controlled by hired managers. The emergence of an omnipotent managerial
class is not a phenomenon of the unhampered market economy. It was, on the
contrary, an outgrowth of the interventionist policies consciously aiming at an
elimination of the influence of the sharcholders and at their virtual expropri-
ation. In Germany, Italy, and Austria it was a preliminary step on the way to-
ward the substitution of government control of business for free enterprise, as
has been the case in Great Britain with regard to the Bank of England and the
railroads. Similar tendencies are prevalent in the American public utilities.
The marvelous achievements of corporate business were not a result of the ac-
tivities of a salaried managerial oligarchy; they were accomplished by people
who were connected with the corporation by means of the ownership of a con-
siderable part or of the greater part of its stock and whom part of the public
scorned as promoters and profiteers.

The entreprencur determines alone, without any managerial interfer-
ence, in what lines of business to employ capital and how much capital to
employ. He determines the expansion and contraction of the size of the to-
tal business and its main sections. He determines the enterprise’s financial
structure. These are the essential decisions which are instrumental in the
conduct of business. They always fall upon the entrepreneur, in corpora-
tions as well as in other types of a firm’s legal structure. Any assistance given
to the entrepreneur in this regard is of ancillary character only; he takes in-
formation about the past state of affairs from experts in the fields of law, sta-
tistics, and technology; but the final decision implying a judgment about
the future state of the market rests with him alone. The execution of the
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details of his projects may then be entrusted to managers.

The social functions of the managerial elite are no less indispensable for
the operation of the market economy than are the functions of the elite of
inventors, technologists, engineers, designers, scientists, and experimenters.
In the ranks of the managers many of the most eminent men serve the cause
of economic progress. Successful managers are remunerated by high salaries
and often by a share in the enterprise’s gross profits. Many of them in the
course of their careers become themselves capitalists and entrepreneurs.
Nonetheless, the managerial function is different from the entreprencurial
function.

It is a serious mistake to identify entrepreneurship with management as in
the popular antithesis of “management” and “labor.” This confusion is, of
course, intentional. It is designed to obscure the fact that the functions of en-
trepreneurship are entirely different from those of the managers attending to
the minor details of the conduct of business. The structure of business, the al-
location of capital to the various branches of production and firms, the size
and the line of operation of each plant and shop are considered as given facts
and it is implied that no further changes will be effected with regard to them.
The only task is to go on in the old routine. In such a stationary world, of
course, there is no need for innovators and promoters; the total amount of
profits is counterbalanced by the total amount of losses. To explode the falla-
cies of this doctrine it is enough to compare the structure of American busi-
ness in 1960 with that of 1940.

But even in a stationary world it would be nonsensical to give “labor,” as a
popular slogan demands, a share in management. The realization of such a
postulate would result in syndicalism.?®

There is furthermore a readiness to confuse the manager with a bureaucrat.

Bureaucratic management, as distinguished from profit management, is the
method applied in the conduct of administrative affairs, the result of which
has no cash value on the market. The successtul performance of the duties
entrusted to the care of a police department is of the greatest importance
for the preservation of social cooperation and benefits each member of
society. But it has no price on the market, it cannot be bought or sold; it
can therefore not be confronted with the expenses incurred in the endeavors
to secure it. It results in gains, but these gains are not reflected in profits
liable to expression in terms of money. The methods of economic calcula-
tion, and especially those of double-entry bookkeeping, are not applicable

25. Cf. below, pp. 812—20.
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to them. Success or failure of a police department’s activities cannot be ascer-
tained according to the arithmetical procedures of profitsecking business. No
accountant can establish whether or not a police department or one of its sub-
divisions has succeeded.

The amount of money to be expended in every branch of profit-
seeking business is determined by the behavior of the consumers. If the
automobile industry were to treble the capital employed, it would certainly
improve the services it renders to the public. There would be more cars avail-
able. But this expansion of the industry would withhold capital from other
branches of production in which it could fill more urgent wants of the
consumers. This fact would render the expansion of the automobile industry
unprofitable and increase profits in other branches of business. In their
endeavors to strive after the highest profit obtainable, entrepreneurs are
forced to allocate to each branch of business only as much capital as can be
employed in it without impairing the satisfaction of more urgent wants of
the consumers. Thus the entrepreneurial activities are automatically, as it
were, directed by the consumers’ wishes as they are reflected in the price
structure of consumers’ goods.

No such limitation is enjoined upon the allocation of funds for the per-
formance of the tasks incumbent upon government activities. There is no
doubt that the services rendered by the police department of the City of New
York could be considerably improved by trebling the budgetary allocation.
But the question is whether or not this improvement would be considerable
enough to justify either the restriction of the services rendered by other
departments— e.g., those of the department of sanitation — or the restriction
of the private consumption of the taxpayers. This question cannot be an-
swered by the accounts of the police department. These accounts provide in-
formation only about the expenses incurred. They cannot provide any infor-
mation about the results obtained, as these results cannot be expressed in
money equivalents. The citizens must directly determine the amount of
services they want to get and are ready to pay for. They discharge this task by
electing councilmen and officeholders who are prepared to comply with
their intentions.

Thus the mayor and the chiefs of the city’s various departments are
restricted by the budget. They are not free to act upon what they
themselves consider the most beneficial solution of the various prob-
lems the citizenry has to face. They are bound to spend the funds al-
located for the purposes the budget has assigned them. They must not
use them for other tasks. Auditing in the field of public administration
is entirely different from that in the field of profitsecking
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business. Its goal is to establish whether or not the funds allocated have been
expended in strict compliance with the provisions of the budget.

In profit-seeking business the discretion of the managers and submanagers
is restricted by considerations of profit and loss. The profit motive is the only
directive needed to make them subservient to the wishes of the consumers.
There is no need to restrict their discretion by minute instructions and rules.
If they are efficient, such meddling with details would at best be superfluous,
if not pernicious in tying their hands. If they are inefficient, it would not ren-
der their activities more successful. It would only provide them with a lame ex-
cuse that the failure was caused by inappropriate rules. The only instruction
required is self-understood and does not need to be especially mentioned:
Seek profit.

Things are different in public administration, in the conduct of government
affairs. In this field the discretion of the officeholders and their subaltern aids
is not restricted by considerations of profit and loss. If their supreme boss —no
matter whether he is the sovereign people or a sovereign despot—were to
leave them a free hand, he would renounce his own supremacy in their favor.
These officers would become irresponsible agents, and their power would su-
persede that of the people or the despot. They would do what pleased them,
not what their bosses wanted them to do. To prevent this outcome and to make
them subservient to the will of their bosses, it is necessary to give them detailed
instructions regulating their conduct of affairs in every respect. Then it be-
comes their duty to handle all affairs in strict compliance with these rules and
regulations. Their freedom to adjust their acts to what seems to them the most
appropriate solution of a concrete problem is limited by these norms. They are
bureaucrats, i.e., men who in every instance must observe a set of inflexible
regulations.

Bureaucratic conduct of affairs is conduct bound to comply with detailed
rules and regulations fixed by the authority of a superior body. It is the only al-
ternative to profit management. Profit management is inapplicable in the pur-
suit of affairs which have no cash value on the market and in the non-profit
conduct of affairs which could also be operated on a profit basis. The former
is the case of the administration of the social apparatus of coercion and com-
pulsion; the latter is the case in the conduct of an institution on a non-profit
basis, e.g., a school, a hospital, or a postal system. Whenever the operation of
a system is not directed by the profit motive, it must be directed by bureau-
cratic rules.

Bureaucratic conduct of affairs is, as such, not an evil. It is the only
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appropriate method of handling governmental affairs, i.e., the social appara-
tus of compulsion and coercion. As government is necessary, bureaucratism
is—in this field —no less necessary. Where economic calculation is unfeasi-
ble, bureaucratic methods are indispensable. A socialist government must ap-
ply them to all affairs.

No business, whatever its size or specific task, can ever become bureau-
cratic so long as it is entirely and solely operated on a profit basis. But as soon
as it abandons profit secking and substitutes for it what is called the service
principle —i.e., the rendering of services without regard as to whether or not
the prices to be obtained for them cover the expenses — it must substitute bu-
reaucratic methods for those of entreprencurial management.?

1 The Selective Process

The selective process of the market is actuated by the composite effort of all
members of the market economy. Driven by the urge to remove his own un-
easiness as much as possible, each individual is intent, on the one hand, upon
attaining that position in which he can contribute most to the best satisfaction
of everyone else and, on the other hand, upon taking best advantage of the ser-
vices offered by everyone else. This means that he tries to sell on the dearest
market and to buy on the cheapest market. The resultant of these endeavors is
not only the price structure but no less the social structure, the assignment of
definite tasks to the various individuals. The market makes people rich or
poor, determines who shall run the big plants and who shall scrub the floors,
fixes how many people shall work in the copper mines and how many in the
symphony orchestras. None of these decisions is made once and for all; they
are revocable every day. The selective process never stops. It goes on adjusting
the social apparatus of production to the changes in demand and supply. It re-
views again and again its previous decisions and forces everybody to submit to
a new examination of his case. There is no security and no such thing as a
right to preserve any position acquired in the past. Nobody is exempt from the
law of the market, the consumers’ sovereignty.

Ownership of the means of production is not a privilege, but a
social liability. Capitalists and landowners are compelled to employ
their property for the best possible satisfaction of the consumers. If
they are slow and inept in the performance of their duties, they
are penalized by losses. If they do not learn the lesson and do not

26. For a detailed treatment of the problems involved, cf. Mises, Bureaucracy (New Haven, 1944).
[Bureaucracy has since been reprinted by Arlington House (New Rochelle, N.Y,, 1969) and the
Libertarian Press (Grove City, Pa., 1983).]
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reform their conduct of affairs, they lose their wealth. No investment is safe
forever. He who does not use his property in serving the consumers in the most
efficient way is doomed to failure. There is no room left for people who would
like to enjoy their fortunes in idleness and thoughtlessness. The proprietor
must aim to invest his funds in such a way that principal and yield are at least
not impaired.

In the ages of caste privileges and trade barriers there were revenues not
dependent on the market. Princes and lords lived at the expense of the
humble slaves and serfs who owed them tithes, statute labor, and tributes.
Ownership of land could only be acquired either by conquest or by largesse
on the part of a conqueror. It could be forfeited only by recantation on the
part of the donor or by conquest on the part of another conqueror. Even
later, when the lords and their liegemen began to sell their surpluses on the
market, they could not be ousted by the competition of more efficient
people. Competition was free only within very narrow limits. The acquisi-
tion of manorial estates was reserved to the nobility, that of urban real prop-
erty to the citizens of the township, that of farm land to the peasants. Com-
petition in the arts and crafts was restricted by the guilds. The consumers
were not in a position to satisfy their wants in the cheapest way, as price con-
trol made underbidding impossible to the sellers. The buyers were at the
mercy of their purveyors. If the privileged producers refused to resort to the
employment of the most adequate raw materials and of the most efficient
methods of processing, the consumers were forced to endure the conse-
quences of such stubbornness and conservatism.

The landowner who lives in perfect self-sufficiency from the fruits of his
own farming is independent of the market. But the modern farmer who
buys equipment, fertilizers, seed, labor, and other factors of production and
sells agricultural products is subject to the law of the market. His income
depends on the consumers and he must adjust his operations to their
wishes.

The selective function of the market works also with regard to labor. The
worker is attracted by that kind of work in which he can expect to earn most.
As is the case with material factors of production, the factor labor too is allo-
cated to those employments in which it best serves the consumers. There pre-
vails the tendency not to waste any quantity of labor for the satisfaction of less
urgent demand if more urgent demand is still unsatisfied. Like all other strata
of society, the worker is subject to the supremacy of the consumers. If he dis-
obeys, he is penalized by a cut in earnings.

The selection of the market does not establish social orders, castes,



THE MARKET Q& 313

or classes in the Marxian sense. Nor do the entreprencurs and promoters
form an integrated social class. Each individual is free to become a promoter
if he relies upon his own ability to anticipate future market conditions bet-
ter than his fellow citizens and if his attempts to act at his own peril and on
his own responsibility are approved by the consumers. One enters the ranks
of the promoters by spontaneously pushing forward and thus submitting to
the trial to which the market subjects, without respect for persons, everybody
who wants to become a promoter or to remain in this eminent position.
Everybody has the opportunity to take his chance. A newcomer does not
need to wait for an invitation or encouragement from anyone. He must leap
forward on his own account and must himself know how to provide the
means needed.

It has been contended again and again that under the conditions of
“late” or “mature” capitalism it is no longer possible for penniless people to
climb the ladder to wealth and entrepreneurial position. No attempt has
ever been made to prove this thesis. Since it was first advanced, the com-
position of the entrepreneurial and capitalist groups has changed consider-
ably. A great part of the former entrepreneurs and their heirs have been
eliminated and other people, newcomers, have taken their places. It is, of
course, true that in the last years institutions have been purposely devel-
oped which, if not abolished very soon, will make the functioning of the
market in every regard impossible.

The point of view from which the consumers choose the captains of indus-
try and business is exclusively their qualification to adjust production to the
needs of the consumers. They do not bother about other features and merits.
They want a shoe manufacturer to fabricate good and cheap shoes. They are
not intent upon entrusting the conduct of the shoe trade to handsome amiable
boys, to people of good drawing-room manners, of artistic gifts, of scholarly
habits, or of any other virtues or talents. A proficient businessman may often
be deficient in many accomplishments which contribute to the success of a
man in other spheres of life.

Itis quite common nowadays to deprecate the capitalists and entrepreneurs.
A man is prone to sneer at those who are more prosperous than himself. These
people, he contends, are richer only because they are less scrupulous than he.
If he were not restrained by due consideration for the laws of morality and de-
cency, he would be no less successful than they are. Thus men glory in the au-
reole of self-complacency and Pharisaic self-righteousness.

Now it is true that under the conditions brought about by inter-
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ventionism many people can acquire wealth by graft and bribery. In many
countries interventionism has so undermined the supremacy of the market
that it is more advantageous for a businessman to rely upon the aid of
those in political office than upon the best satisfaction of the needs of the
consumers. But it is not this that the popular critics of other people’s
wealth have in mind. They contend that the methods by which wealth is
acquired in a pure market society are objectionable from the ethical point
of view.

Against such statements it is necessary to emphasize that, so far as the
operation of the market is not sabotaged by the interference of governments
and other factors of coercion, success in business is the proof of services
rendered to the consumers. The poor man need not be inferior to the pros-
perous businessman in other regards; he may sometimes be outstanding in
scientific, literary, and artistic achievements or in civic leadership. But in
the social system of production he is inferior. The creative genius may be
right in his disdain for commercial success; it may be true that he would
have been prosperous in business if he had not preferred other things. But
the clerks and workers who boast of their moral superiority deceive them-
selves and find consolation in this self-deception. They do not admit that
they have been tried and found wanting by their fellow citizens, the
consumers.

It is often asserted that the poor manss failure in the competition of the mar-
ket is caused by his lack of education. Equality of opportunity, it is said, could
be provided only by making education at every level accessible to all. There
prevails today the tendency to reduce all differences among various peoples to
their education and to deny the existence of inborn inequalities in intellect,
will power, and character. It is not generally realized that education can never
be more than indoctrination with theories and ideas already developed. Edu-
cation, whatever benefits it may confer, is transmission of traditional doctrines
and valuations; it is by necessity conservative. It produces imitation and rou-
tine, not improvement and progress. Innovators and creative geniuses cannot
be reared in schools. They are precisely the men who defy what the school has
taught them.

In order to succeed in business a man does not need a degree from
a school of business administration. These schools train the subalterns
for routine jobs. They certainly do not train entreprencurs. An entre-
preneur cannot be trained. A man becomes an entrepreneur in seizing
an opportunity and filling the gap. No special education is required
for such a display of keen judgment, foresight, and energy. The most
successful businessmen were often uneducated when measured by the
scholastic standards of the teaching profession. But they were equal
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to their social function of adjusting production to the most urgent demand.
Because of these merits the consumers chose them for business leadership.

12 The Individual and the Market

It is customary to speak metaphorically of the automatic and anonymous
forces actuating the “mechanism” of the market. In employing such
metaphors people are ready to disregard the fact that the only factors directing
the market and the determination of prices are purposive acts of men. There
is no automatism; there are only men consciously and deliberately aiming
at ends chosen. There are no mysterious mechanical forces; there is only the
human will to remove uneasiness. There is no anonymity; there are you and
I and Bill and Joe and all the rest. And each of us is both a producer and a
consumer.

The market is a social body; it is the foremost social body. The market
phenomena are social phenomena. They are the resultant of each individ-
ual’s active contribution. But they are different from each such contribution.
They appear to the individual as something given which he himself cannot
alter. He does not always see that he himself is a part, although a small part,
of the complex of elements determining each momentary state of the mar-
ket. Because he fails to realize this fact, he feels himself free, in criticizing
the market phenomena, to condemn with regard to his fellow men a mode
of conduct which he considers as quite right with regard to himself. He
blames the market for its callousness and disregard of persons and asks for so-
cial control of the market in order to “humanize” it. He asks on the one hand
for measures to protect the consumer against the producers. But on the other
hand he insists even more passionately upon the necessity of protecting him-
self as a producer against the consumers. The outcome of these contradictory
demands is the modern methods of government interference whose most
outstanding examples were the Sozialpolitik of imperial Germany and the
American New Deal.

It is an old fallacy that it is a legitimate task of civil government to protect
the less efficient producer against the competition of the more efficient. One
asks for a “producers’ policy” as distinct from a “consumers’ policy.” While
flamboyantly repeating the truism that the only aim of production is to provide
ample supplies for consumption, people emphasize with no less eloquence
that the “industrious” producer should be protected against the “idle”
consumer.

However, producers and consumers are identical. Production and
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consumption are different stages in acting. Catallactics embodies these
differences in speaking of producers and consumers. But in reality they are
the same people. It is, of course, possible to protect a less efficient producer
against the competition of more efficient fellows. Such a privilege conveys
to the privileged the benefits which the unhampered market provides only
to those who succeed in best filling the wants of the consumers. But it nec-
essarily impairs the satisfaction of the consumers. If only one producer or a
small group is privileged, the beneficiaries enjoy an advantage at the ex-
pense of the rest of the people. But if all producers are privileged to the
same extent, everybody loses in his capacity as consumer as much as he
gains in his capacity as a producer. Moreover, all are injured because
the supply of products drops if the most efficient men are prevented from
employing their skill in that field in which they could render the best
services to the consumers.

If a consumer believes that it is expedient or right to pay a higher price
for domestic cereals than for cereals imported from abroad, or for manu-
factures processed in plants operated by small business or employing union-
ized workers than for those of another provenance, he is free to do so. He
would only have to satisfy himself that the commodity offered for sale meets
the conditions upon which he makes the allowance of a higher price de-
pend. Laws which forbid counterfeiting of labels of origin and trademarks
would succeed in attaining the ends aimed at by tariffs, labor legislation,
and privileges granted to small business. But it is beyond doubt that the
consumers are not prepared to act in this way. The fact that a commodity
is marked as imported does not impair its salability if it is better or cheaper,
or both. As a rule the buyers want to buy as cheaply as possible without re-
gard for the origin of the article or some particular characteristics of the
producers.

The psychological root of the producers’ policy as practiced today in all
parts of the world is to be seen in spurious economic doctrines. These doc-
trines flatly deny that the privileges granted to less efficient producers burden
the consumer. Their advocates contend that such measures are prejudicial
only to those against whom they discriminate. When pressed further, they
are forced to admit that the consumers are damaged too, they maintain that
the losses of the consumers are more than compensated by an increase in
their money income which the measures in question are bound to bring
about.

Thus in the predominantly industrial countries of Europe the pro-
tectionists were first eager to declare that the tariff on agricultural
products hurts exclusively the interests of the farmers of the predomi-
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nantly agricultural countries and of the grain dealers. It is certain that these
exporting interests are damaged too. But it is no less certain that the con-
sumers of the country that adopts the tariff policy are losing with them. They
must pay higher prices for their food. Of course, the protectionist retorts, that
this is not a burden. For, he argues, the additional amount that the domestic
consumer pays increases the farmers” income and their purchasing power;
they will spend the whole surplus in buying more of the products manufac-
tured by the nonagricultural strata of the population. This paralogism can
easily be exploded by referring to the well-known anecdote of the man who
asks an innkeeper for a gift of ten dollars; it will not cost him anything be-
cause the beggar promises to spend the whole amount in his inn. But for all
that, the protectionist fallacy got hold of public opinion, and this alone ex-
plains the popularity of the measures inspired by it. Many people simply do
not realize that the only effect of protection is to divert production from
those places in which it could produce more per unit of capital and labor ex-
pended to places in which it produces less. It makes people poorer, not more
prosperous.

The ultimate foundation of modern protectionism and of the striving for
economic autarky of each country is to be found in this mistaken belief that
they are the best means to make every citizen, or at least the immense ma-
jority of them, richer. The term riches means in this connection an increase
in the individual’s real income and an improvement in his standard of living.
It is true that the policy of national economic insulation is a necessary corol-
lary of the endeavors to interfere with domestic business, and that it is an
outcome of warlike tendencies as well as one of the factors producing these
tendencies. But the fact remains that it would never have been possible to
sell the idea of protection to the voters if one had not been able to convince
them that protection not only does not impair their standard of living but
raises it considerably.

It is important to emphasize this fact because it utterly explodes a myth
propagated by many popular books. According to these myths, contemporary
man is no longer motivated by the desire to improve his material well-being
and to raise his standard of living. The assertions of the economists to the
contrary are mistaken. Modern man gives priority to “noneconomic” or “ir-
rational” things and is ready to forego material betterment whenever its at-
tainment stands in the way of those “ideal” concerns. It is a serious blunder,
common mostly with economists and businessmen, to interpret the events
of our time from an “economic” point of view and to criticize current
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ideologies with regard to the alleged economic fallacies implied. People long
for other things more than for a good life.

It is hardly possible to misconstrue the history of our age more crassly. Our
contemporaries are driven by a fanatical zeal to get more amenities and by an
unrestrained appetite to enjoy life. A characteristic social phenomenon of our
day is the pressure group, an alliance of people eager to promote their own ma-
terial well-being by the employment of all means, legal or illegal, peaceful or
violent. For the pressure group nothing matters but the increase of its mem-
bers’ real income. It is not concerned with any other aspects of life. It does not
bother whether or not the realization of its program hurts the vital interests
of other men, of their own nation or country, and of the whole of mankind.
But, of course, every pressure group is anxious to justify its demands as
beneficial to the general public welfare and to stigmatize its critics as abject
scoundrels, idiots, and traitors. In the pursuit of its plans it displays a quasi-
religious ardor.

Without exception all political parties promise their supporters a higher
real income. There is no difference in this respect between nationalists and in-
ternationalists and between the supporters of a market economy and the ad-
vocates of either socialism or interventionism. If a party asks its supporters to
make sacrifices for its cause, it always explains these sacrifices as the necessary
temporary means for the attainment of the ultimate goal, the improvement of
the material well-being of its members. Each party considers it as an insidious
plot against its prestige and its survival if somebody ventures to question the
capacity of its projects to make the group members more prosperous. Each
party regards with a deadly hatred the economists embarking upon such a
critique.

All varieties of the producers’ policy are advocated on the ground of their
alleged ability to raise the party members’ standard of living. Protectionism
and economic self-sufficiency, labor union pressure and compulsion, labor
legislation, minimum wage rates, public spending, credit expansion, subsi-
dies, and other makeshifts are always recommended by their advocates as
the most suitable or the only means to increase the real income of the
people for whose votes they canvass. Fvery contemporary statesman or
politician invariably tells his voters: My program will make you as affluent
as conditions may permit, while my adversaries’ program will bring you
want and misery.

It is true that some secluded intellectuals in their esoteric circles
talk differently. They proclaim the priority of what they call eternal
absolute values and feign in their declamations—not in their personal
conduct—a disdain of things secular and transitory. But the public
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ignores such utterances. The main goal of present-day political action is to
secure for the respective pressure group memberships the highest material
well-being. The only way for a leader to succeed is to instill in people the con-
viction that his program best serves the attainment of this goal.

What is wrong with the producers’ policies is their faulty economics.

If one is prepared to indulge in the fashionable tendency to explain human
things by resorting to the terminology of psychopathology, one might be
tempted to say that modern man in contrasting a producers’ policy with a con-
sumers’ policy has fallen victim to a kind of schizophrenia. He fails to realize
that he is an undivided and indivisible person, i.e., an individual, and as such
no less a consumer than a producer. The unity of his consciousness is split into
two parts; his mind is inwardly divided against himself. But it matters little
whether or not we adopt this mode of describing the fact that the economic
doctrine resulting in these policies is faulty. We are not concerned with the
pathological source from which an error may stem, but with the error as such
and with its logical roots. The unmasking of the error by means of ratiocina-
tion is the primary fact. If a statement were not exposed as logically erroneous,
psychopathology would not be in a position to qualify the state of mind from
which it stems as pathological. If a man imagines himself to be the king of
Siam, the first thing which the psychiatrist has to establish is whether or not
he really is what he believes himself to be. Only if this question is answered in
the negative can the man be considered insane.

It is true that most of our contemporaries are committed to a fallacious in-
terpretation of the producer-consumer nexus. In buying they behave as if they
were connected with the market only as buyers, and vice versa in selling. As
buyers they advocate stern measures to protect them against the sellers, and as
sellers they advocate no less harsh measures against the buyers. But this anti-
social conduct which shakes the very foundations of social cooperation is not
an outgrowth of a pathological state of mind. It is the outcome of a narrow-
mindedness which fails to conceive the operation of the market economy and
to anticipate the ultimate effects of one’s own actions.

It is permissible to contend that the immense majority of our contempo-
raries are mentally and intellectually not adjusted to life in the market society,
although they themselves and their fathers have unwittingly created this soci-
ety by their actions. But this maladjustment consists in nothing else than in

the failure to recognize erroneous doctrines as such.
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13 Business Propaganda

The consumer is not omniscient. He does not know where he can obtain at
the cheapest price what he is looking for. Very often he does not even know
what kind of commodity or service is suitable to remove most efficaciously the
particular uneasiness he wants to remove. At best he is familiar with the mar-
ket conditions of the immediate past and arranges his plans on the basis of this
information. To convey to him information about the actual state of the mar-
ket is the task of business propaganda.

Business propaganda must be obtrusive and blatant. It is its aim to attract
the attention of slow people, to rouse latent wishes, to entice men to substitute
innovation for inert clinging to traditional routine. In order to succeed, ad-
vertising must be adjusted to the mentality of the people courted. It must suit
their tastes and speak their idiom. Advertising is shrill, noisy, coarse, puffing,
because the public does not react to dignified allusions. It is the bad taste of
the public that forces the advertisers to display bad taste in their publicity
campaigns. The art of advertising has evolved into a branch of applied psy-
chology, a sister discipline of pedagogy.

Like all things designed to suit the taste of the masses, advertising is repel-
lent to people of delicate feeling. This abhorrence influences the appraisal of
business propaganda. Advertising and all other methods of business propa-
ganda are condemned as one of the most outrageous outgrowths of unlimited
competition. It should be forbidden. The consumers should be instructed by
impartial experts; the public schools, the “nonpartisan” press, and coopera-
tives should perform this task.

The restriction of the right of businessmen to advertise their products
would restrict the freedom of the consumers to spend their income ac-
cording to their own wants and desires. It would make it impossible for
them to learn as much as they can and want about the state of the mar-
ket and the conditions which they may consider as relevant in choosing
what to buy and what not to buy. They would no longer be in a position
to decide on the basis of the opinion which they themselves have formed
about the seller’s appraisal of his products; they would be forced to act on
the recommendation of other people. It is not unlikely that these mentors
would save them some mistakes. But the individual consumers would be
under the tutelage of guardians. If advertising is not restricted, the con-
sumers are by and large in the position of a jury which learns about the
case by hearing the witnesses and examining directly all other means of
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evidence. If advertising is restricted, they are in the position of a jury to whom
an officer reports about the result of his own examination of evidence.

It is a widespread fallacy that skillful advertising can talk the consumers
into buying everything that the advertiser wants them to buy. The consumer
is, according to this legend, simply defenseless against “high-pressure” adver-
tising. If this were true, success or failure in business would depend on the
mode of advertising only. However, nobody believes that any kind of adver-
tising would have succeeded in making the candlemakers hold the field
against the electric bulb, the horsedrivers against the motorcars, the goose
quill against the steel pen and later against the fountain pen. But whoever
admits this implies that the quality of the commuodity advertised is instru-
mental in bringing about the success of an advertising campaign. Then there
is no reason to maintain that advertising is a method of cheating the gullible
public.

It is certainly possible for an advertiser to induce a man to try an article
which he would not have bought if he had known its qualities beforehand.
But as long as advertising is free to all competing firms, the article which
is better from the point of view of the consumers’ appetites will finally out-
strip the less appropriate article, whatever methods of advertising may be
applied. The tricks and artifices of advertising are available to the seller of
the better product no less than to the seller of the poorer product. But
only the former enjoys the advantage derived from the better quality of his
product.

The effects of advertising of commodities are determined by the fact that as
a rule the buyer is in a position to form a correct opinion about the usefulness
of an article bought. The housewife who has tried a particular brand of soap
or canned food learns from experience whether it is good for her to buy and
consume that product in the future too. Therefore advertising pays the adver-
tiser only if the examination of the first sample bought does not result in the
consumer’s refusal to buy more of it. It is agreed among businessmen that it
does not pay to advertise products other than good ones.

Entirely different are conditions in those fields in which experience
cannot teach us anything. The statements of religious, metaphysical,
and political propaganda can be neither verified nor falsified by
experience. With regard to the life beyond and the absolute, any ex-
perience is denied to men living in this world. In political matters
experience is always the experience of complex phenomena which is
open to different interpretations; the only yardstick which can be ap-
plied to political doctrines is aprioristic reasoning. Thus political
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propaganda and business propaganda are essentially different things, although
they often resort to the same technical methods.

There are many evils for which contemporary technology and therapeutics
have no remedy. There are incurable diseases and there are irreparable per-
sonal defects. It is a sad fact that some people try to exploit their fellow men’s
plight by offering them patent medicines. Such quackeries do not make old
people young and ugly girls pretty. They only raise hopes. It would not impair
the operation of the market if the authorities were to prevent such advertising,
the truth of which cannot be evidenced by the methods of the experimental
natural sciences. But whoever is ready to grant to the government this power
would be inconsistent if he objected to the demand to submit the statements
of churches and sects to the same examination. Freedom is indivisible. As soon
as one starts to restrict it, one enters upon a decline on which it is difficult to
stop. If one assigns to the government the task of making truth prevail in the
advertising of perfumes and toothpaste, one cannot contest it the right to look
after truth in the more important matters of religion, philosophy, and social
ideology.

The idea that business propaganda can force the consumers to submit to the
will of the advertisers is spurious. Advertising can never succeed in supplant-
ing better or cheaper goods by poorer goods.

The costs incurred by advertising are, from the point of view of the adver-
tiser, a part of the total bill of production costs. A businessman expends money
for advertising if and as far as he expects that the increase in sales resulting will
increase the total net proceeds. In this regard there is no difference between
the costs of advertising and all other costs of production. An attempt has been
made to distinguish between production costs and sales costs. An increase in
production costs, it has been said, increases supply, while an increase in sales
costs (advertising costs included) increases demand.?” This is a mistake. All
costs of production are expended with the intention of increasing demand. If
the manufacturer of candy employs a better raw material, he aims at an in-
crease in demand in the same way as he does in making the wrappings more
attractive and his stores more inviting and in spending more for advertise-
ments. In increasing production costs per unit of the product the idea is always
to increase demand. If a businessman wants to increase supply, he must in-
crease the total cost of production, which often results in lowering production
costs per unit.

27. Cf. Chamberlin, The Theory of Monopolistic Competition (Cambridge, Mass., 1935),
pp- 123 ff.
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14 The “Volkswirtschaft”

The market economy as such does not respect political frontiers. Its field is the
world.

The term Volkswirtschaft was long applied by the German champions of
government omnipotence. Only much later did the British and the French
begin to speak of the “British economy” and “I'économie francaise” as dis-
tinct from the economies of other nations. But neither the English nor the
French language produced an equivalent of the term Volkswirtschaft. With
the modern trend toward national planning and national autarky, the doc-
trine involved in this German word became popular everywhere. Nonethe-
less, only the German language is able to express in one word all the ideas
implied.

The Volkswirtschaft is a sovereign nation’s total complex of economic
activities directed and controlled by the government. It is socialism real-
ized within the political frontiers of each nation. In employing this term
people are fully aware of the fact that real conditions differ from the state
of affairs which they deem the only adequate and desirable state. But they
judge everything that happens in the market economy from the point of
view of their ideal. They assume that there is an irreconcilable conflict
between the interests of the Volkswirtschaft and those of the selfish indi-
viduals eager to seek profit. They do not hesitate to assign priority to the
interests of the Volkswirtschaft over those of the individuals. The righteous
citizen should always place the volkswirtschaftliche interests above his own
selfish interests. He should act of his own accord as if he were an officer
of the government executing its orders. Gemeinnutz geht vor Ligennutz
(the welfare of the nation takes precedence over the selfishness of the in-
dividuals) was the fundamental principle of Nazi economic management.
But as people are too dull and too vicious to comply with this rule, it is
the task of government to enforce it. The German princes of the seven-
teenth and eighteenth century, foremost among them the Hohenzollern
Electors of Brandenburg and Kings of Prussia, were fully equal to this
task. In the nineteenth century, even in Germany the liberal ideologies
imported from the West superseded the well-tried and natural policies of
nationalism and socialism. However, Bismarck’s and his successors’
Sozialpolitik and finally Nazism restored them.

The interests of a Volkswirtschaft are seen as implacably opposed
not only to those of the individuals, but no less to those of the
Volkswirtschaft of any foreign nation. The most desirable state of a
Volkswirtschaft is complete economic self-sufficiency. A nation
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which depends on any imports from abroad lacks economic independence; its
sovereignty is only a sham. Therefore a nation which cannot produce at home
all that it needs is bound to conquer all the territories required. To be really sov-
ereign and independent a nation must have Lebensraum, i.c., a territory so
large and rich in natural resources that it can live in autarky at a standard no
lower than that of any other nation.

Thus the idea of the Volkswirtschaft is the most radical denial of all the prin-
ciples of the market economy. It was this idea that guided, more or less, the
economic policies of all nations in the last decades. It was the pursuit of this
idea that brought about the terrific wars of our century and may kindle still
more pernicious wars in the future.

From the early beginnings of human history the two opposite principles
of the market economy and of the Volkswirtschaft fought each other. Gov-
ernment, i.e., a social apparatus of coercion and compulsion, is a necessary
requisite of peaceful cooperation. The market economy cannot do without
a police power safeguarding its smooth functioning by the threat or the ap-
plication of violence against peace-breakers. But the indispensable adminis-
trators and their armed satellites are always tempted to use their arms for
the establishment of their own totalitarian rule. For ambitious kings and
generalissimos the very existence of a sphere of the individuals™ lives not
subject to regimentation is a challenge. Princes, governors, and generals are
never spontanecously liberal. They become liberal only when forced to by
the citizens.

The problems raised by the plans of the socialists and the interventionists
will be dealt with in later parts of this book. Here we have only to answer the
question of whether or not any of the essential features of the Volkswirtschaft
are compatible with the market economy. For the champions of the idea of
the Volkswirtschaft do not consider their scheme merely as a pattern for the
establishment of a future social order. They declare emphatically that even
under the system of the market economy, which, of course, in their eyes is a
debased and vicious product of policies contrary to human nature, the Volk-
swirtschaften of the various nations are integrated units whose interests are ir-
reconcilably opposed to those of all other nations” Volkswirtschaften. As they
see it, what separates one Volkswirtschaft from all the others is not, as the
economists would have us believe, merely political institutions. It is not the
trade and migration barriers established by government interference with
business and the differences in legislation and in the protection granted to
the individuals by the courts and tribunals that bring about the distinction
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between domestic trade and foreign trade. This diversity, they say, is, on the
contrary, the necessary outcome of the very nature of things, of an inextricable
factor; it cannot be removed by any ideology and produces its effects whether
the laws and the administrators and judges are prepared to take notice of it or
not. Thus in their eyes the Volkswirtschaft appears as a nature-given reality,
while the world-embracing ecumenic society of men, the world economy
(Weltwirtschaft), is only an imaginary phantom of a spurious doctrine, a plan
devised for the destruction of civilization.

The truth is that individuals in their acting, in their capacity as producers
and consumers, as sellers and buyers, do not make any distinction as between
the domestic market and the foreign market. They make a distinction as be-
tween local trade and trading with more distant places as far as the costs of
transportation play a role. If government interference, such as tariffs, renders
international transactions more expensive, they take this fact into account in
the same way in which they pay regard to shipping costs. A tariff on caviar has
no effect other than would a rise in the cost of transportation. A rigid prohibi-
tion of the importation of caviar produces a state of affairs no different from
that which would prevail if caviar could not stand shipping without an essen-
tial deterioration in its quality.

There has never been in the history of the West such a thing as regional
or national autarky. There was, as we may admit, a period in which the divi-
sion of labor did not go beyond the members of a family household. There
was autarky of families and tribes which did not practice interpersonal ex-
change. But as soon as interpersonal exchange emerged, it crossed the
boundaries of the political communities. Barter between the inhabitants of
regions more remote from one another, between the members of various
tribes, villages, and political communities preceded the practice of barter be-
tween neighbors. What people wanted first to acquire by barter and trade
were things they could not produce themselves out of their own resources.
Salt, other minerals and metals, the deposits of which are unequally distrib-
uted over the earth’s surface, cereals which one could not grow on the do-
mestic soil, and artifacts which only the inhabitants of some regions were
able to manufacture were the first objects of trade. ‘Irade started as foreign
trade. Only later did domestic exchange develop between neighbors. The
first holes that opened the closed household economy to interpersonal ex-
change were made by the products of distant regions. No consumer cared on
his own account whether the salt and the metals he bought were of “domes-
tic” or of “foreign” provenance. If it had been otherwise, the governments
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would not have had any reason to interfere by means of tariffs and other bar-
riers to foreign trade.

But even if a government succeeds in making the barriers separating its do-
mestic market from foreign markets insurmountable and thus establishes per-
fect national autarky, it does not create a Volkswirtschaft. A market economy
which is perfectly autarkic remains for all that a market economy; it forms a
closed and isolated catallactic system. The fact that its citizens miss the ad-
vantages which they could derive from the international division of labor is
simply a datum of their economic conditions. Only if such an isolated coun-
try goes outright socialist, does it convert its market economy into a Volk-
swirtschaft.

Fascinated by the propaganda of Neo-Mercantilism, people apply idioms
which are in contrast to the principles they take as guides in their acting and
to all the characteristics of the social order in which they are living. Long ago
the British began to call plants and farms located in Great Britain, and even
those located in the Dominions, in the East Indies, and in the colonies, “ours.”
But if a man did not just want to make a show of his patriotic zeal and to im-
press other people, he was not prepared to pay a higher price for the products
of his “own” plants than for those of the “foreign” plants. Even if he had be-
haved in this way, the designation of the plants located within the political
boundaries of his nation as “ours” would not be adequate. In what sense could
a Londoner, before the nationalization, call coal mines located in England
which he did not own “our” mines and those of the Ruhr “foreign” mines?
Whether he bought “British” coal or “German” coal, he always had to pay the
full market price. It is not “America” that buys champagne from “France.” It
is always an individual American who buys it from an individual Frenchman.

As far as there is still some room left for the actions of individuals, as far as
there is private ownership and exchange of goods and services between indi-
viduals, there is no Volkswirtschaft. Only if full government control is substi-
tuted for the choices of individuals does the Volkswirtschaft emerge as a real
entity.



CHAPTER 16

Prices

1 The Pricing Process

In an occasional act of barter in which men who ordinarily do not resort to
trading with other people exchange goods ordinarily not negotiated, the ratio
of exchange is determined only within broad margins. Catallactics, the theory
of exchange ratios and prices, cannot determine at what point within these
margins the concrete ratio will be established. All that it can assert with regard
to such exchanges is that they can be effected only if each party values what
he receives more highly than what he gives away.

The recurrence of individual acts of exchange generates the market step
by step with the evolution of the division of labor within a society based on
private property. As it becomes a rule to produce for other people’s con-
sumption, the members of society must sell and buy. The multiplication of
the acts of exchange and the increase in the number of people offering or
asking for the same commodities narrow the margins between the valuations
of the parties. Indirect exchange and its perfection through the use of money
divide the transactions into two different parts: sale and purchase. What in
the eyes of one party is a sale, is for the other party a purchase. The divisi-
bility of money, unlimited for all practical purposes, makes it possible to de-
termine the exchange ratios with nicety. The exchange ratios are now as a
rule money prices. They are determined between extremely narrow margins:
the valuations on the one hand of the marginal buyer and those of the mar-
ginal offerer who abstains from selling, and the valuations on the other hand
of the marginal seller and those of the marginal potential buyer who abstains
from buying.

The concatenation of the market is an outcome of the activities of
entrepreneurs, promoters, speculators, and dealers in futures and in
arbitrage. It has been asserted that catallactics is based on the as-
sumption —contrary to reality—that all parties are provided with per-
fect knowledge concerning the market data and are therefore in a
position to take best advantage of the most favorable opportunities for
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buying and selling. It is true that some economists really believed that such an
assumption is implied in the theory of prices. These authors not only failed to
realize in what respects a world peopled with men perfectly equal in knowl-
edge and foresight would differ from the real world which all economists
wanted to interpret in developing their theories; they also erred in being un-
aware of the fact that they themselves did not resort to such an assumption in
their own treatment of prices.

In an economic system in which every actor is in a position to recognize
correctly the market situation with the same degree of insight, the adjust-
ment of prices to every change in the data would be achieved at one stroke.
It is impossible to imagine such uniformity in the correct cognition and ap-
praisal of changes in data except by the intercession of superhuman agen-
cies. We would have to assume that every man is approached by an angel
informing him of the change in data which has occurred and advising him
how to adjust his own conduct in the most adequate way to this change.
Certainly the market that catallactics deals with is filled with people who
are to different degrees aware of the changes in data and who, even if they
have the same information, appraise it differently. The operation of the
market reflects the fact that changes in the data are first perceived only by
a few people and that different men draw different conclusions in apprais-
ing their effects. 'The more enterprising and brighter individuals take the
lead, others follow later. The shrewder individuals appreciate conditions
more correctly than the less intelligent and therefore succeed better in their
actions. Economists must never disregard in their reasoning the fact that
the innate and acquired inequality of men differentiates their adjustment to
the conditions of their environment.

The driving force of the market process is provided neither by the con-
sumers nor by the owners of the means of production —land, capital goods,
and labor—but by the promoting and speculating entrepreneurs. These are
people intent upon profiting by taking advantage of differences in prices.
Quicker of apprehension and farthersighted than other men, they look
around for sources of profit. They buy where and when they deem prices
too low, and they sell where and when they deem prices too high. They
approach the owners of the factors of production, and their competition
sends the prices of these factors up to the limit corresponding to their an-
ticipation of the future prices of the products. They approach the con-
sumers, and their competition forces prices of consumers’ goods down to
the point at which the whole supply can be sold. Profitseeking specula-
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tion is the driving force of the market as it is the driving force of production.

On the market agitation never stops. The imaginary construction of an
evenly rotating economy has no counterpart in reality. There can never
emerge a state of affairs in which the sum of the prices of the complementary
factors of production, due allowance being made for time preference, equals
the prices of the products and no further changes are to be expected. There
are always profits to be earned by somebody. The speculators are always en-
ticed by the expectation of profit.

The imaginary construction of the evenly rotating economy is a mental
tool for comprehension of entrepreneurial profit and loss. It is, to be sure,
not a design for comprehension of the pricing process. The final prices cor-
responding to this imaginary conception are by no means identical with the
market prices. The activities of the entrepreneurs or of any other actors on
the economic scene are not guided by consideration of any such things as
equilibrium prices and the evenly rotating economy. The entrepreneurs
take into account anticipated future prices, not final prices or equilibrium
prices. They discover discrepancies between the height of the prices of the
complementary factors of production and the anticipated future prices of
the products, and they are intent upon taking advantage of such discrep-
ancies. These endeavors of the entrepreneurs would finally result in the
emergence of the evenly rotating economy if no further changes in the data
were to appear.

The operation of the entreprencurs brings about a tendency toward an
equalization of prices for the same goods in all subdivisions of the market, due
allowance being made for the cost of transportation and the time absorbed by
it. Differences in prices which are not merely transitory and bound to be
wiped out by entrepreneurial action are always the outcome of particular ob-
stacles obstructing the inherent tendency toward equalization. Some check
prevents profitseeking business from interfering. An observer not sufficiently
familiar with actual commercial conditions is often at a loss to recognize the
institutional barrier hindering such equalization. But the merchants con-
cerned always know what makes it impossible for them to take advantage of
such differences.

Statisticians treat this problem too lightly. When they have dis-
covered differences in the wholesale price of a commodity between
two cities or countries, not entirely accounted for by the cost of
transportation, tariffs, and excise duties, they acquiesce in asserting
that the purchasing power of money and the “level” of prices are
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different.! On the basis of such statements people draft programs to remove
these differences by monetary measures. However, the root cause of these
differences cannot lie in monetary conditions. If prices in both countries
are quoted in terms of the same kind of money, it is necessary to answer the
question as to what prevents businessmen from embarking upon dealings
which are bound to make price differences disappear. Things are essentially
the same if the prices are expressed in terms of different kinds of money.
For the mutual exchange ratio between various kinds of money tends to-
ward a point at which there is no further margin left to profitable exploita-
tion of differences in commodity prices. Whenever differences in com-
modity prices between various places persist, it is a task for economic
history and descriptive economics to establish what institutional barriers
hinder the execution of transactions which must result in the equalization
of prices.

All the prices we know are past prices. They are facts of economic history.
In speaking of present prices we imply that the prices of the immediate future
will not differ from those of the immediate past. However, all that is asserted
with regard to future prices is merely an outcome of the understanding of fu-
ture events.

The experience of economic history never tells us more than that at a
definite date and definite place two parties A and B traded a definite quantity
of the commodity @ against a definite number of units of the money p. In
speaking of such acts of buying and selling at the market price of a, we are
guided by a theoretical insight, deduced from an aprioristic starting point.
This is the insight that, in the absence of particular factors making for price
differences, the prices paid at the same time and the same place for equal
quantities of the same commodity tend toward equalization, viz., a final price.
But the actual market prices never reach this final state. 'The various market
prices about which we can get information were determined under different
conditions. It is impermissible to confuse averages computed from them with
the final prices.

Only with regard to fungible commodities negotiated on organized
stock or commodity exchanges is it permissible, in comparing prices,
to assume that they refer to the same quality. Apart from such prices
negotiated in exchanges and from prices of commodities the homo-
geneity of which can be precisely established by technological anal-

1. Sometimes the difference in price as established by price statistics is apparent only. The price
quotations may refer to various qualities of the article concerned. Or they may, complying with
the local usages of commerce, mean different things. They may, for instance, include or not in-
clude packing charges; they may refer to cash payment or to payment at a later date; and so on.
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ysis, it is a serious blunder to disregard differences in the quality of the com-
modity in question. Even in the wholesale trade of raw textiles the diversity of
the articles plays the main role. A comparison of prices of consumers’ goods is
mainly misleading on account of the difference in quality. The quantity
traded in one transaction too is relevant in the determination of the price paid
per unit. Shares of a corporation sold in one large lot bring a different price
than those sold in several small lots.

It is necessary to emphasize these facts again and again because it is
customary nowadays to play off the statistical elaboration of price data
against the theory of prices. However, the statistics of prices is altogether
questionable. Its foundations are precarious because circumstances for the
most part do not permit the comparison of the various data, their linking
together in series, and the computation of averages. Full of zeal to embark
upon mathematical operations, the statisticians yield to the temptation of
disregarding the incomparability of the data available. The information
that a certain firm sold at a definite date a definite type of shoes for six
dollars a pair relates a fact of economic history. A study of the behavior of
shoe prices from 1923 to 1939 is conjectural, however sophisticated the
methods applied may be.

Catallactics shows that entreprencurial activities tend toward an abolition
of price differences not caused by the costs of transportation and trade barri-
ers. No experience has ever contradicted this theorem. The results obtained
by an arbitrary identification of unequal things are irrelevant.

2 Valuation and Appraisement

The ultimate source of the determination of prices is the value judgments of
the consumers. Prices are the outcome of the valuation preferringa to b. They
are social phenomena as they are brought about by the interplay of the valua-
tions of all individuals participating in the operation of the market. Each in-
dividual, in buying or not buying and in selling or not selling, contributes his
share to the formation of the market prices. But the larger the market is, the
smaller is the weight of each individual’s contribution. Thus the structure of
market prices appears to the individual as a datum to which he must adjust his
own conduct.

The valuations which result in determination of definite prices are dif-
ferent. Each party attaches a higher value to the good he receives than to
that he gives away. The exchange ratio, the price, is not the product of an
equality of valuation, but, on the contrary, the product of a discrepancy in
valuation.
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Appraisement must be clearly distinguished from valuation. Appraisement
in no way depends upon the subjective valuation of the man who appraises.
He is not intent upon establishing the subjective use-value of the good con-
cerned, but upon anticipating the prices which the market will determine.
Valuation is a value judgment expressive of a difference in value. Appraise-
ment is the anticipation of an expected fact. It aims at establishing what prices
will be paid on the market for a particular commodity or what amount of
money will be required for the purchase of a definite commodity.

Valuation and appraisement are, however, closely connected. The valua-
tions of an autarkic husbandman directly compare the weight he attaches to
different means for the removal of uneasiness. The valuations of a man buy-
ing and selling on the market must not disregard the structure of market
prices; they depend upon appraisement. In order to know the meaning of a
price one must know the purchasing power of the amount of money con-
cerned. [tis necessary by and large to be familiar with the prices of those goods
which one would like to acquire and to form on the ground of such knowledge
an opinion about their future prices. If an individual speaks of the costs in-
curred by the purchase of some goods already acquired or to be incurred by
the purchase of goods he plans to acquire, he expresses these costs in terms of
money. But this amount of money represents in his eyes the degree of satis-
faction he could obtain by employing it for the acquisition of other goods. The
valuation makes a detour, it goes via the appraisement of the structure of mar-
ket prices; but it always aims finally at the comparison of alternative modes for
the removal of felt uneasiness.

It is ultimately always the subjective value judgments of individuals that de-
termine the formation of prices. Catallactics in conceiving the pricing process
necessarily reverts to the fundamental category of action, the preference given
to a over b. In view of popular errors it is expedient to emphasize that catal-
lactics deals with the real prices as they are paid in definite transactions and
not with imaginary prices. The concept of final prices is merely a mental tool
for the grasp of a particular problem, the emergence of entrepreneurial profit
and loss. The concept of a “just” or “fair” price is devoid of any scientific
meaning; it is a disguise for wishes, a striving for a state of affairs different from
reality. Market prices are entirely determined by the value judgments of men
as they really act.

If one says that prices tend toward a point at which total demand
is equal to total supply, one resorts to another mode of expressing the
same concatenation of phenomena. Demand and supply are the out-
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come of the conduct of those buying and selling. If, other things being equal,
supply increases, prices must drop. At the previous price all those ready to
pay this price could buy the quantity they wanted to buy. If the supply
increases, they must buy larger quantities or other people who did not buy
before must become interested in buying. This can only be attained at a
lower price.

It is possible to visualize this interaction by drawing two curves, the demand
curve and the supply curve, whose intersection shows the price. It is no less
possible to express it in mathematical symbols. But it is necessary to compre-
hend that such pictorial or mathematical modes of representation do not af-
fect the essence of our interpretation and that they do not add a whit to our in-
sight. Furthermore it is important to realize that we do not have any
knowledge or experience concerning the shape of such curves. Always, what
we know is only market prices —that is, not the curves but only a point which
we interpret as the intersection of two hypothetical curves. The drawing of
such curves may prove expedient in visualizing the problems for undergradu-
ates. For the real tasks of catallactics they are mere byplay.

3 The Prices of the Goods of Higher Orders

The market process is coherent and indivisible. It is an indissoluble
intertwinement of actions and reactions, of moves and countermoves. But the
insufficiency of our mental abilities enjoins upon us the necessity of dividing
it into parts and analyzing each of these parts separately. In resorting to such
artificial cleavages we must never forget that the seemingly autonomous exis-
tence of these parts is an imaginary makeshift of our minds. They are only
parts, that is, they cannot even be thought of as existing outside the structure
of which they are parts.

The prices of the goods of higher orders are ultimately determined by
the prices of the goods of the first or lowest order, that is, the consumers’
goods. As a consequence of this dependence they are ultimately deter-
mined by the subjective valuations of all members of the market society. It
is, however, important to realize that we are faced with a connection of
prices, not with a connection of valuations. The prices of the complemen-
tary factors of production are conditioned by the prices of the consumers’
goods. The factors of production are appraised with regard to the prices of
the products, and from this appraisement their prices emerge. Not the val-
uations but the appraisements are transferred from the goods of the first or-
der to those of higher orders. The prices of the consumers’” goods engender
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the actions resulting in the determination of the prices of the factors of pro-
duction. These prices are primarily connected only with the prices of the con-
sumers’ goods. With the valuations of the individuals they are only indirectly
connected, viz., through the intermediary of the prices of the consumers’
goods, the products of their joint employment.

The tasks incumbent upon the theory of the prices of factors of production
are to be solved by the same methods which are employed for treatment of the
prices of consumers’ goods. We conceive the operation of the market of con-
sumers’ goods in a twofold way. We think on the one hand of a state of affairs
which leads to acts of exchange; the situation is such that the uneasiness of var-
ious individuals can be removed to some extent because various people value
the same goods in a different way. On the other hand we think of a situation
in which no further acts of exchange can happen because no actor expects any
further improvement of his satisfaction by further acts of exchange. We pro-
ceed in the same way in comprehending the formation of the prices of factors
of production. The operation of this market is actuated and kept in motion by
the exertion of the promoting entrepreneurs, eager to profit from differences
in the market prices of the factors of production and the expected prices of the
products. The operation of this market would stop if a situation were ever to
emerge in which the sum of the prices of the complementary factors of pro-
duction—but for interest— equaled the prices of the products and nobody
believed that further price changes were to be expected. Thus we have de-
scribed the process adequately and completely by pointing out, positively,
what actuates it and, negatively, what would suspend its motion. The main im-
portance is to be attached to the positive description. The negative description
resulting in the imaginary constructions of the final price and the evenly ro-
tating economy is merely auxiliary. For the task is not the treatment of imagi-
nary concepts, which never appear in life and action, but the treatment of
the market prices at which the goods of higher orders are really bought
and sold.

This method we owe to Gossen, Carl Menger, and Bshm-Bawerk. Its main
merit is that it implies the cognition that we are faced with a phenomenon of
price determination inextricably linked with the market process. It distin-
guishes between two things: (a) the direct valuation of the factors of produc-
tion which attaches the value of the product to the total complex of the com-
plementary factors of production, and (b) the prices of the single factors of
production which are formed on the market as the resultant of the concurring
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actions of competing highest bidders. Valuation as it can be practiced by an
isolated actor (Robinson Crusoe or a socialist board of production manage-
ment) can never result in a determination of such a thing as quotas of
value. Valuation can only arrange goods in scales of preference. It can
never attach to a good something that could be called a quantity or mag-
nitude of value. It would be absurd to speak of a sum of valuations or val-
ues. It is permissible to declare that, due allowance being made for time
preference, the value attached to a product is equal to the value of the to-
tal complex of complementary factors of production. But it would be non-
sensical to assert that the value attached to a product is equal to the “sum”
of the values attached to the various complementary factors of production.
One cannot add up values or valuations. One can add up prices expressed
in terms of money, but not scales of preference. One cannot divide values
or single out quotas of them. A value judgment never consists in anything
other than preferring a to b.

The process of value imputation does not result in derivation of the value
of the single productive agents from the value of their joint product. It does not
bring about results which could serve as elements of economic calculation. It
is only the market that, in establishing prices for each factor of production, cre-
ates the conditions required for economic calculation. Economic calculation
always deals with prices, never with values.

The market determines prices of factors of production in the same way
in which it determines prices of consumers” goods. The market process is
an interaction of men deliberately striving after the best possible removal of
dissatisfaction. It is impossible to think away or to eliminate from the mar-
ket process the men actuating its operation. One cannot deal with the mar-
ket of consumers’ goods and disregard the actions of the consumers. One
cannot deal with the market of the goods of higher orders while disregard-
ing the actions of the entrepreneurs and the fact that the use of money is
essential in their transactions. There is nothing automatic or mechanical in
the operation of the market. The entreprencurs, eager to earn profits, ap-
pear as bidders at an auction, as it were, in which the owners of the factors
of production put up for sale land, capital goods, and labor. The entrepre-
neurs are eager to outdo one another by bidding higher prices than their ri-
vals. Their offers are limited on the one hand by their anticipation of fu-
ture prices of the products and on the other hand by the necessity to snatch
the factors of production away from the hands of other entrepreneurs com-
peting with them.

The entrepreneur is the agency that prevents the persistence of a
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state of production unsuitable to fill the most urgent wants of the con-
sumers in the cheapest way. All people are anxious for the best possible sat-
isfaction of their wants and are in this sense striving after the highest profit
they can reap. The mentality of the promoters, speculators, and entrepre-
neurs is not different from that of their fellow men. They are merely supe-
rior to the masses in mental power and energy. They are the leaders on the
way toward material progress. They are the first to understand that there is
a discrepancy between what is done and what could be done. They guess
what the consumers would like to have and are intent upon providing them
with these things. In the pursuit of such plans they bid higher prices for
some factors of production and lower the prices of other factors of produc-
tion by restricting their demand for them. In supplying the market with
those consumers’ goods in the sale of which the highest profits can be
earned, they create a tendency toward a fall in their prices. In restricting
the output of those consumers” goods the production of which does not of-
fer chances for reaping profit, they bring about a tendency toward a rise in
their prices. All these transformations go on ceaselessly and could stop only
if the unrealizable conditions of the evenly rotating economy and of static
equilibrium were to be attained.

In drafting their plans the entrepreneurs look first at the prices of the
immediate past which are mistakenly called present prices. Of course, the
entrepreneurs never make these prices enter into their calculations with-
out paying regard to anticipated changes. The prices of the immediate past
are for them only the starting point of deliberations leading to forecasts of
future prices. The prices of the past do not influence the determination of
future prices. It is, on the contrary, the anticipation of future prices of the
products that determines the state of prices of the complementary factors
of production. The determination of prices has, as far as the mutual ex-
change ratios between various commodities are concerned,”? no direct
causal relation whatever with the prices of the past. The allocation of the
nonconvertible factors of production among the various branches of pro-
duction® and the amount of capital goods available for future production
are historical magnitudes; in this regard the past is instrumental in shap-
ing the course of future production and in affecting the prices of the fu-
ture. But directly the prices of the factors of production are deter-

2. Itis different with regard to the mutual exchange ratios between money and the vendible com-
modities and services. Cf. below, pp. g10-11.
3. The problem of the nonconvertible capital goods is dealt with below, pp. 503—9.
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mined exclusively by the anticipation of future prices of the products. The
fact that yesterday people valued and appraised commodities in a different
way is irrelevant. The consumers do not care about the investments made
with regard to past market conditions and do not bother about the vested
interests of entrepreneurs, capitalists, landowners, and workers, who may
be hurt by changes in the structure of prices. Such sentiments play no
role in the formation of prices. (It is precisely the fact that the market
does not respect vested interests that makes the people concerned ask for
government interference.) The prices of the past are for the entrepreneur,
the shaper of future production, merely a mental tool. The entreprencurs
do not construct afresh every day a radically new structure of prices or al-
locate anew the factors of production to the various branches of industry.
They merely transform what the past has transmitted in better adapting it
to the altered conditions. How much of the previous conditions they pre-
serve and how much they change depends on the extent to which the
data have changed.

The economic process is a continuous interplay of production and con-
sumption. Today’s activities are linked with those of the past through the
technological knowledge at hand, the amount and the quality of the capi-
tal goods available, and the distribution of the ownership of these goods
among various individuals. They are linked with the future through the
very essence of human action; action is always directed toward the im-
provement of future conditions. In order to see his way in the unknown and
uncertain future man has within his reach only two aids: experience of past
events and his faculty of understanding. Knowledge about past prices is a
part of this experience and at the same time the starting point of under-
standing the future.

If the memory of all prices of the past were to fade away, the pricing
process would become more troublesome, but not impossible as far as the
mutual exchange ratios between various commodities are concerned. It
would be harder for the entrepreneurs to adjust production to the demand
of the public, but it could be done nonetheless. It would be necessary for
them to assemble anew all the data they need as the basis of their opera-
tions. They would not avoid mistakes which they now evade on account
of experience at their disposal. Price fluctuations would be more violent
at the beginning, factors of production would be wasted, wantsatisfaction
would be impaired. But finally, having paid dearly, people would again
have acquired the experience needed for a smooth working of the market
process.

The essential fact is that it is the competition of profitsecking entre-
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preneurs that does not tolerate the preservation of false prices of the factors
of production. The activities of the entreprencurs are the element that
would bring about the unrealizable state of the evenly rotating economy if
no further changes were to occur. In the world-embracing public sale called
the market they are the bidders for the factors of production. In bidding,
they are the mandataries of the consumers, as it were. Fach entrepreneur
represents a different aspect of the consumers” wants, either a different com-
modity or another way of producing the same commodity. The competition
among the entrepreneurs is ultimately a competition among the various pos-
sibilities open to men to remove their uneasiness as far as possible by the ac-
quisition of consumers’ goods. The decisions of the consumers to buy one
commodity and to postpone buying another determine the prices of factors
of production required for manufacturing these commodities. The competi-
tion among the entrepreneurs reflects the prices of consumers’ goods in the
formation of the prices of the factors of production. It reflects in the exter-
nal world the conflict which the inexorable scarcity of the factors of pro-
duction brings about in the soul of each individual. It makes effective the
subsumed decisions of the consumers as to what purpose the nonspecific
factors should be used for and to what extent the specific factors of produc-
tion should be used.

The pricing process is a social process. It is consummated by an interac-
tion of all members of the society. All collaborate and cooperate, each in
the particular role he has chosen for himself in the framework of the divi-
sion of labor. Competing in cooperation and cooperating in competition
all people are instrumental in bringing about the result, viz., the price
structure of the market, the allocation of the factors of production to the
various lines of want-satisfaction, and the determination of the share of
each individual. These three events are not three different matters. They
are only different aspects of one indivisible phenomenon which our analyt-
ical scrutiny separates into three parts. In the market process they are ac-
complished uno actu [(Latin) by a single action]. Only people prepossessed
by socialist leanings who cannot free themselves from longing glances at
socialist methods speak of three different processes in dealing with the mar-
ket phenomena: the determination of prices, the direction of productive
efforts, and distribution.

A Limitation on the Pricing of Factors of Production

The process which makes the prices of the factors of production
spring from the prices of products can achieve its results only if, of
the complementary factors not replaceable by substitutes, not more



PRICES Q& 339

than one is of absolutely specific character, that is, is not suitable for any other
employment. If the production of a product requires two or more absolutely
specific factors, only a cumulative price can be assigned to them. If all factors
of production were absolutely specific, the pricing process would not achieve
more than such cumulative prices. It would accomplish nothing more than
statements like this: as combining 3 @ and 5 b produces one unit of p, 3 a and
5 b together are equal to 1 p and the final price of 3a + 5 b is—due allowance
being made for time preference —equal to the final price of 1 p. As entrepre-
neurs who want to use a and b for purposes other than the production of p do
not bid for them, a more detailed price determination is impossible. Only if a
demand emerges for a (or for b) on the part of entrepreneurs who want to em-
ploy a (or b) for other purposes, does competition between them and the en-
trepreneurs planning the production of p arise and a price for a (or for b) come
into existence, the height of which determines also the price of b (or a).

A world in which all the factors of production are absolutely specific could
manage its affairs with such cumulative prices. In such a world there would
not exist the problem of how to allocate the means of production to various
branches of want-satisfaction. In our real world things are different. There are
many scarce means of production which can be employed for various tasks.
There the economic problem is to employ these factors in such a way that no
unit of them should be used for the satisfaction of a less urgent need if this em-
ployment prevents the satisfaction of a more urgent need. It is this that the
market solves in determining the prices of the factors of production. The so-
cial service rendered by this solution is not in the least impaired by the fact
that for factors which can be employed only cumulatively no other than cu-
mulative prices are determined.

Factors of production which can be used in the same ratio of combination
for the production of various commodities but do not allow of any other use,
are to be considered as absolutely specific factors. They are absolutely specific
with regard to the production of an intermediary product which can be uti-
lized for various purposes. The price of this intermediary product can be as-
signed to them cumulatively only. Whether this intermediary product can be
directly apperceived by the senses or whether it is merely the invisible and in-
tangible outcome of their joint employment makes no difference.

4 Cost Accounting

In the calculation of the entrepreneur costs are the amount of
money required for the procurement of the factors of production.
The entreprencur is intent upon embarking upon those business
projects from which he expects the highest surplus of proceeds over
costs and upon shunning projects from which he expects a lower
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amount of profit or even a loss. In doing this he adjusts his effort to the best
possible satisfaction of the needs of the consumers. The fact that a project is
not profitable because costs are higher than proceeds is the outcome of the fact
that there is a more useful employment available for the factors of production
required. There are other products in the purchase of which the consumers
are prepared to allow for the prices of these factors of production. But the con-
sumers are not prepared to pay these prices in buying the commodity the pro-
duction of which is not profitable.

Cost accounting is affected by the fact that the two following conditions are
not always present:

First, every increase in the quantity of factors expended for the production
of a consumers’ good increases its power to remove uneasiness.

Second, every increase in the quantity of a consumers’ good requires a pro-
portional increase in the expenditure of factors of production or even a more
than proportional increase in their expenditure.

If both these conditions were always and without any exception fulfilled,
every increment z expended for increasing the quantity m of a commodity g
would be employed for the satisfaction of a need viewed as less urgent than the
least urgent need already satisfied by the quantity m available previously. At
the same time the increment z would require the employment of factors of
production to be withdrawn from the satisfaction of other needs considered as
more pressing than those needs whose satisfaction was foregone in order to
produce the marginal unit of m. On the one hand the marginal value of the
satisfaction derived from the increase in the quantity available of g would
drop. On the other hand the costs required for the production of additional
quantities of g would increase in marginal disutility; factors of production
would be withheld from employments in which they could satisfy more urgent
needs. Production must stop at the point at which the marginal utility of the
increment no longer compensates for the marginal increase in the disutility of
costs.

Now these two conditions are present very often, but not generally with-
out exception. There exist many commodities of all orders of goods whose
physical structure is not homogeneous and which are therefore not perfectly
divisible.

It would, of course, be possible to conjure away the deviation from
the first condition mentioned above by a sophisticated play on words.
One could say: half a motorcar is not a motorcar. If one adds to half
a motorcar a quarter of a motorcar, one does not increase the “quan-
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tity” available; only the perfection of the process of production which turns
out a complete car produces a unit and an increase in the “quantity” available.
However, such an interpretation misses the point. The problem we must face
is that not every increase in expenditure increases proportionately the objec-
tive use-value, the physical power of a thing to render a definite service. The
various increments in expenditure bring about different results. There are in-
crements the expenditure of which remains useless if no further increments of
a definite quantity are added.

On the other hand —and this is the deviation from the second condition —
an increase in physical output does not always require a proportionate in-
crease in expenditure or even any additional expenditure. It may happen that
costs do not rise at all or that their rise increases output more than propor-
tionately. For many means of production are not homogeneous either and not
perfectly divisible. This is the phenomenon known to business as the superi-
ority of big-scale production. The economists speak of the law of increasing re-
turns or decreasing costs.

We consider — as case A—a state of affairs in which all factors of production
are not perfectly divisible and in which full utilization of the productive ser-
vices rendered by every further indivisible element of each factor requires full
utilization of the further indivisible elements of every other of the comple-
mentary factors. Then in every aggregate of productive agents each of the as-
sembled elements — every machine, every worker, every piece of raw mate-
rial —can be fully utilized only if all the productive services of the other
elements are fully employed too. Within these limits the production of a part
of the maximum output attainable does not require a higher expenditure
than the production of the highest possible output. We may also say that the
minimum-size aggregate always produces the same quantity of products; it is
impossible to produce a smaller quantity of products even if there is no use for
a part of it.

We consider —as case B—a state of affairs in which one group of the pro-
ductive agents (p) is for all practical purposes perfectly divisible. On the
other hand the imperfectly divisible agents can be divided in such a way that
full utilization of the services rendered by each further indivisible part of
one agent requires full utilization of the further indivisible parts of the other
imperfectly divisible complementary factors. Then increasing production of
an aggregate of further indivisible factors from a partial to a more complete
utilization of their productive capacity requires merely an increase in the
quantity of p, the perfectly divisible factors. However, one must
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guard oneself against the fallacy that this necessarily implies a decrease in
the average cost of production. It is true that within the aggregate of im-
perfectly divisible factors each of them is now better utilized, that therefore
costs of production as far as they are caused by the cooperation of these fac-
tors remain unchanged, and that the quotas falling to a unit of output are
decreasing. But on the other hand an increase in the employment of the
perfectly divisible factors of production can be attained only by withdraw-
ing them from other employments. The value of these other employments
increases, other things being equal, with their shrinking; the price of these
perfectly divisible factors tends to rise as more of them are used for the bet-
ter utilization of the productive capacity of the aggregate of the not further
divisible factors in question. One must not limit the consideration of our
problem to the case in which the additional quantity of p is withdrawn
from other enterprises producing the same product in a less efficient way
and forces these enterprises to restrict their output. It is obvious that in this
case — competition between a more and a less efficient enterprise produc-
ing the same article out of the same raw materials —the average cost of pro-
duction is decreasing in the expanding plant. A more general scrutiny of
the problem leads to a different result. If the units of p are withdrawn from
other employments in which they would have been utilized for the pro-
duction of other articles, there emerges a tendency toward an increase in
the price of these units. This tendency may be compensated by accidental
tendencies operating in the opposite direction; it may sometimes be so fee-
ble that its effects are negligible. But it is always present and potentially
influences the configuration of costs.

Finally we consider—as case C—a state of affairs in which various im-
perfectly divisible factors of production can be divided only in such a way
that, given the conditions of the market, any size which can be chosen for
their assemblage in a production aggregate does not allow for a combina-
tion in which full utilization of the productive capacity of one factor
makes possible full utilization of the productive capacity of the other im-
perfectly divisible factors. This case C alone is of practical significance,
while the cases A and B hardly play any role in real business. The charac-
teristic feature of case C is that the configuration of production costs varies
unevenly. If all imperfectly divisible factors are utilized to less than full ca-
pacity, an expansion of production results in a decrease of average costs of
production unless a rise in the prices to be paid for the perfectly divisible
factors counterbalances this outcome. But as soon as full utilization of the
capacity of one of the imperfectly divisible factors is attained, fur-
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ther expansion of production causes a sudden sharp rise in costs. Then again
a tendency toward a decrease in average production costs sets in and goes
on working until full utilization of one of the imperfectly divisible factors is
attained anew.

Other things being equal, the more production of a certain article in-
creases, the more factors of production must be withdrawn from other em-
ployments in which they would have been used for the production of other ar-
ticles. Hence — other things being equal —average production costs increase
with the increase in the quantity produced. But this general law is by sections
superseded by the phenomenon that not all factors of production are perfectly
divisible and that, as far as they can be divided, they are not divisible in such
a way that full utilization of one of them results in full utilization of the other
imperfectly divisible factors.

The planning entrepreneur is always faced with the question: To what ex-
tent will the anticipated prices of the products exceed the anticipated costs?
If the entrepreneur is still free with regard to the project in question, because
he has not yet made any inconvertible investments for its realization, it is av-
erage costs that count for him. But if he has already a vested interest in the
line of business concerned, he sees things from the angle of additional costs
to be expended. He who already owns a not fully utilized production aggre-
gate does not take into account average cost of production but marginal cost.
Without regard to the amount already expended for inconvertible invest-
ments he is merely interested in the question whether or not the proceeds
from the sale of an additional quantity of products will exceed the additional
cost incurred by their production. Even if the whole amount invested in the
inconvertible production facilities must be wiped off as a loss, he goes on
producing provided he expects a reasonable* surplus of proceeds over current
costs.

With regard to popular errors it is necessary to emphasize that if the condi-
tions required for the appearance of monopoly prices are not present, an en-
trepreneur is not in a position to increase his net returns by restricting pro-
duction beyond the amount conforming with consumers’ demand. But this
problem will be dealt with later in section 6.

That a factor of production is not perfectly divisible does not al-
ways mean that it can be constructed and employed in one size
only. This, of course, may occur in some cases. But as a rule it is

4. Reasonable means in this connection that the anticipated returns on the convertible capital
used for the continuation of production are at least not lower than the anticipated returns on its
use for other projects.
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possible to vary the dimensions of these factors. If out of the various dimen-
sions which are possible for such a factor—e.g., a machine — one dimension
is distinguished by the fact that the costs incurred by its production and oper-
ation are rendered lower per unit of the productive services than those for
other dimensions, things are essentially identical. Then the superiority of the
bigger plant does not consist in the fact that it utilizes a machine to full ca-
pacity while the smaller plant utilizes only a part of the capacity of a machine
of the same size. It consists rather in the fact that the bigger plant employs a
machine which operates with a better utilization of the factors of production
required for its construction and operation than does the smaller machine em-
ployed by the smaller plant.

The role played in all branches of production by the fact that many factors
of production are not perfectly divisible is very great. It is of paramount im-
portance in the course of industrial affairs. But one must guard oneself against
many misinterpretations of its significance.

One of these errors was the doctrine according to which in the processing
industries there prevails a law of increasing returns, while in agriculture and
mining a law of decreasing returns prevails. The fallacies implied have been
exploded above.’ As far as there is a difference in this regard between condi-
tions in agriculture and those in the processing industries, differences in the
data bring them about. The immobility of the soil and the fact that the per-
formance of the various agricultural operations depends on the seasons make
it impossible for farmers to take advantage of the capacity of many movable
factors of production to the degree which conditions in manufacturing for the
most part allow. The optimum size of a production outfit in agricultural pro-
duction is as a rule much smaller than in the processing industries. It is obvi-
ous and does not need any further explanation why the concentration of farm-
ing cannot be pushed to anything near the degree obtaining in the processing
industries.

However, the inequality in the distribution of natural resources over the
earth’s surface, which is one of the two factors making for the higher pro-
ductivity of the division of labor, puts a limit to the progress of concentration
in the processing industries also. The tendency toward a progressive special-
ization and the concentration of integrated industrial processes in only a few
plants is counteracted by the geographical dispersion of natural resources.
The fact that the production of raw materials and foodstuffs cannot be cen-
tralized and forces people to disperse over the various part of the earth’s

5. Cf. above, p. 130.
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surface enjoins also upon the processing industries a certain degree of decen-
tralization. It makes it necessary to consider the problems of transportation as
a particular factor of production costs. The costs of transportation must be
weighed against the economies to be expected from more thoroughgoing spe-
cialization. While in some branches of the processing industries the utmost
concentration is the most adequate method of reducing costs, in other
branches a certain degree of decentralization is more advantageous. In the
servicing trades the disadvantages of concentration become so great that they
almost entirely overweigh the advantages derived.

Then a historical factor comes into play. In the past capital goods were im-
mobilized on sites on which our contemporaries would not have set them. It
is immaterial whether or not this immobilization was the most economical
procedure to which the generations that brought it about could resort. In any
event the present generation is faced with a fait accompli [(French) accom-
plished fact, thing already done]. It must adjust its operations to the fact and it
must take it into account in dealing with problems of the location of the pro-
cessing industries.

Finally there are institutional factors. There are trade and migration barri-
ers. There are differences in political organization and methods of govern-
ment between various countries. Vast areas are administered in such a way that
it is practically out of the question to choose them as a seat for any capital in-
vestment no matter how favorable their physical conditions may be.

Fntrepreneurial cost accounting must deal with all these geographical, his-
torical and institutional factors. But even apart from them there are purely
technical factors limiting the optimum size of plants and firms. The greater
plant or firm may require provisions and procedures which the smaller plant
or firm can avoid. In many instances the outlays caused by such provisions and
procedures may be overcompensated by the reduction in costs derived from
better utilization of the capacity of some of the not perfectly divisible factors
employed. In other instances this may not be the case.

Under capitalism the arithmetical operations required for cost ac-
counting and the confrontation of costs and proceeds can easily be ef-
fected as there are methods of economic calculation available. How-
ever, cost accounting and calculation of the economic significance of
business projects under consideration is not merely a mathematical
problem which can be solved satisfactorily by all those familiar with

6. For a thoroughgoing treatment of the conservatism enjoined upon men by the limited con-
vertibility of many capital goods, the historically determined element in production, see below,

pp- 503-14.
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the elementary rules of arithmetic. The main question is the determina-
tion of the money equivalents of the items which are to enter into the cal-
culation. It is a mistake to assume, as many economists do, that these
equivalents are given magnitudes, uniquely determined by the state of
economic conditions. They are speculative anticipations of uncertain fu-
ture conditions and as such depend on the entrepreneur’s understanding
of the future state of the market. The term fixed costs is also in this regard
somewhat misleading.

Fvery action aims at the best possible supplying of future needs. To
achieve these ends it must make the best possible use of the available
factors of production. However, the historical process which brought
about the present state of factors available is beside the point. What
counts and influences the decisions concerning future action is solely the
outcome of this historical process, the quantity and the quality of the
factors available today. These factors are appraised only with regard to
their ability to render productive services for the removal of future un-
easiness. The amount of money spent in the past for their production
and acquisition is immaterial.

It has already been pointed out that an entrepreneur who by the time he has
to make a new decision has expended money for the realization of a definite
project is in a different position from that of a man who starts afresh. The for-
mer owns a complex of inconvertible factors of production which he can em-
ploy for certain purposes. His decisions concerning further action will be
influenced by this fact. But he appraises this complex not according to what
he expended in the past for its acquisition. He appraises it exclusively from the
point of view of its usefulness for future action. The fact that he has spent
more or less for its acquisition is insignificant. This fact is only a factor in de-
termining the amount of the entrepreneur’s past losses or profits and the pres-
ent state of his fortune. It is an element in the historical process that brought
about the present state of the supply of factors of production and as such it is
of importance for future action. But it does not count for the planning of fu-
ture action and the calculation regarding such action. It is irrelevant that the
entries in the firm’s books differ from the actual price of such inconvertible
factors of production.

Of course, such consummated losses or profits may motivate a firm
to operate in a different way from which it would if it were not af-
fected by them. Past losses may render a firm’s financial position pre-
carious, especially if they bring about indebtedness and burden it
with payments of interest and installments on the principal. However,
it is not correct to refer to such payments as a part of fixed
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costs. They have no relation whatever to the current operations. They are not
caused by the process of production, but by the methods employed by the en-
trepreneur in the past for the procurement of the capital and capital goods
needed. They are only accidental with reference to the going concern. But
they may enforce upon the firm in question a conduct of affairs which it would
not adopt if it were financially stronger. The urgent need for cash in order to
meet payments due does not affect its cost accounting, but its appraisal of
ready cash as compared with cash that can only be received at a later day. It
may impel the firm to sell inventories at an inappropriate moment and to use
its durable production equipment in a way that unduly neglects its conserva-
tion for later use.

[tis immaterial for the problems of cost accounting whether a firm owns the
capital invested in its enterprise or whether it has borrowed a greater or smaller
partof itand is bound to comply with the terms of a loan contract rigidly fixing
the rate of interest and the dates of maturity for interest and principal. The
costs of production include only the interest on the capital which is still exis-
tent and working in the enterprise. It does not include interest on capital
squandered in the past by bad investment or by inefficiency in the conduct of
current business operations. The task incumbent upon the businessman is al-
ways to use the supply of capital goods now available in the best possible way
for the satisfaction of future needs. In the pursuit of this aim he must not be
misled by past errors and failures the consequences of which cannot be
brushed away. A plant may have been constructed in the past which would not
have been built if one had better forecast the present situation. It is vain to la-
ment this historical fact. The main thing is to find out whether or not the plant
can still render any service and, if this question is answered in the affirmative,
how it can be best utilized. It is certainly sad for the individual entrepreneur
that he did not avoid errors. The losses incurred impair his financial situation.
They do not affect the costs to be taken into account in planning further
action.

[t is important to stress this point because it has been distorted in the cur-
rent interpretation and justification of various measures. One does not “re-
duce costs” by alleviating some firms’ and corporations’ burden of debts. A
policy of wiping out debts or the interest due on them totally or in part does
not reduce costs. It transfers wealth from creditors to debtors; it shifts the in-
cidence of losses incurred in the past from one group of people to another
group, e.g., from the owners of common stock to those of preferred stock
and corporate bonds. This argument of cost reduction is often advanced in
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favor of currency devaluation. It is no less fallacious in this case than all the
other arguments brought forward for this purpose.

What are commonly called fixed costs are also costs incurred by the ex-
ploitation of the already available factors of production which are either
rigidly inconvertible or can be adapted for other productive purposes only at
a considerable loss. These factors are of a more durable character than the
other factors of production required. But they are not permanent. They are
used up in the process of production. With each unit of product turned out a
part of the machine’s power to produce is exhausted. The extent of this attri-
tion can be precisely ascertained by technology and can be appraised accord-
ingly in terms of money.

However, it is not only this money equivalent of the machine’s wearing out
which the entrepreneurial calculation has to consider. The businessman is
not merely concerned with the duration of the machine’s technological life.
He must take into account the future state of the market. Although a ma-
chine may still be technologically perfectly utilizable, market conditions
may render it obsolete and worthless. If the demand for its products drops
considerably or disappears altogether or if more efficient methods for sup-
plying the consumers with these products appear, the machine is economi-
cally merely scrap iron. In planning the conduct of his business the entre-
preneur must pay full regard to the anticipated future state of the market.
The amount of “fixed” costs which enter into his calculation depends on his
understanding of future events. It is not to be fixed simply by technological
reasoning.

The technologist may determine the optimum for a production aggre-
gate’s utilization. But this technological optimum may differ from that
which the entrepreneur on the ground of his judgment concerning future
market conditions enters into his economic calculation. Let us assume
that a factory is equipped with machines which can be utilized for a pe-
riod of ten years. Every year 10 per cent of their prime costs is laid aside
for depreciation. In the third year market conditions place a dilemma be-
fore the entrepreneur. He can double his output for the year and sell it
at a price which (apart from covering the increase in variable costs) ex-
ceeds the quota of depreciation for the current year and the present value
of the last depreciation quota. But this doubling of production trebles the
wearing out of the equipment and the surplus proceeds from the sale of
the double quantity of products are not great enough to make good also
for the present value of the depreciation quota of the ninth year. If the
entrepreneur were to consider the annual depreciation quota as a rigid
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element for his calculation, he would have to deem the doubling of produc-
tion as not profitable, as additional proceeds lag behind additional cost. He
would abstain from expanding production beyond the technological opti-
mum. But the entrepreneur calculates in a different way, although in his ac-
countancy he may lay aside the same quota for depreciation every year.
Whether or not the entrepreneur prefers a fraction of the present value of the
ninth year’s depreciation quota to the technological services which the ma-
chines could render him in the ninth year, depends on his opinion concern-
ing the future state of the market.

Public opinion, governments and legislators, and the tax laws look upon a
business outfit as a source of permanent revenue. They believe that the entre-
preneur who makes due allowance for capital maintenance by annual depre-
ciation quotas will always be in a position to reap a reasonable return from the
capital invested in his durable producers’ goods. Real conditions are different.
A production aggregate such as a plant and its equipment is a factor of pro-
duction whose usefulness depends on changing market conditions and the
skill of the entrepreneur in employing it in accordance with the change in
conditions.

There is in the field of economic calculation nothing that is certain in the
sense in which this term is used with regard to technological facts. The essen-
tial elements of economic calculation are speculative anticipations of future
conditions. Commercial usages and customs and commercial laws have es-
tablished definite rules for accountancy and auditing. There is accuracy in the
keeping of books. But they are accurate only with regard to these rules. The
book values do not reflect precisely the real state of affairs. The market value
of an aggregate of durable producers’ goods may differ from the nominal
figures the books show. The proof is that the Stock Exchange appraises them
without any regard to these figures.

Cost accounting is therefore not an arithmetical process which can be
established and examined by an indifferent umpire. It does not operate with
uniquely determined magnitudes which can be found out in an objective
way. Its essential items are the result of an understanding of future condi-
tions, necessarily always colored by the entrepreneur’s opinion about the
future state of the market.

Attempts to establish cost accounts on an “impartial” basis are
doomed to failure. Calculating costs is a mental tool of action, the
purposive design to make the best of the available means for an im-
provement of future conditions. It is necessarily volitional, not fac-
tual. In the hands of an indifferent umpire it changes its character
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entirely. The umpire does not look forward to the future. He looks backward
to the dead past and to rigid rules which are useless for real life and action.
He does not anticipate changes. He is unwittingly guided by the preposses-
sion that the evenly rotating economy is the normal and most desirable state
of human affairs. Profits do not fit into his scheme. He has a confused idea
about a “fair” rate of profit or a “fair” return on capital invested. However,
there are no such things. In the evenly rotating economy there are no profits.
In a changing economy profits are not determined with reference to any set
of rules by which they could be classified as fair or unfair. Profits are never
normal. Where there is normality, i.c., absence of change, no profits can
emerge.

5 Logical Catallactics Versus Mathematical Catallactics

The problems of prices and costs have been treated also with mathematical
methods. There have even been economists who held that the only appropri-
ate method of dealing with economic problems is the mathematical method
and who derided the logical economists as “literary” economists.

If this antagonism between the logical and the mathematical economists
were merely a disagreement concerning the most adequate procedure to be
applied in the study of economics, it would be superfluous to pay attention to
it. The better method would prove its preeminence by bringing about better
results. [t may also be that different varieties of procedure are necessary for the
solution of different problems and that for some of them one method is more
useful than the other.

However, this is not a dispute about heuristic questions, but a contro-
versy concerning the foundations of economics. The mathematical method
must be rejected not only on account of its barrenness. It is an entirely vi-
cious method, starting from false assumptions and leading to fallacious in-
ferences. Its syllogisms are not only sterile; they divert the mind from the
study of the real problems and distort the relations between the various
phenomena.

The ideas and procedures of the mathematical economists are not uni-
form. There are three main currents of thought which must be dealt with
separately.

The first variety is represented by the statisticians who aim at discovering
economic laws from the study of economic experience. They aim to transform
economics into a “quantitative” science. Their program is condensed in the
motto of the Econometric Society: Science is measurement.
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The fundamental error implied in this reasoning has been shown
above.” Experience of economic history is always experience of com-
plex phenomena. It can never convey knowledge of the kind the ex-
perimenter abstracts from a laboratory experiment. Statistics is a
method for the presentation of historical facts concerning prices and
other relevant data of human action. It is not economics and cannot
produce economic theorems and theories. The statistics of prices is
economic history. The insight that, ceteris paribus, an increase in de-
mand must result in an increase in prices is not derived from experi-
ence. Nobody ever was or ever will be in a position to observe a
change in one of the market data ceteris paribus. There is no such
thing as quantitative economics. All economic quantities we know
about are data of economic history. No reasonable man can contend
that the relation between price and supply is in general, or in respect
of certain commodities, constant. We know, on the contrary, that ex-
ternal phenomena affect different people in different ways, that the re-
actions of the same people to the same external events vary, and that
it is not possible to assign individuals to classes of men reacting in the
same way. This insight is a product of our aprioristic theory. It is true
the empiricists reject this theory; they pretend that they aim to learn
only from historical experience. However, they contradict their own
principles as soon as they pass beyond the unadulterated recording of
individual single prices and begin to construct series and to compute
averages. A datum of experience and a statistical fact is only a price
paid at a definite time and a definite place for a definite quantity of
a certain commodity. The arrangement of various price data in groups
and the computation of averages are guided by theoretical deliberations
which are logically and temporally antecedent. The extent to which
certain attending features and circumstantial contingencies of the price
data concerned are taken or not taken into consideration depends on
theoretical reasoning of the same kind. Nobody is so bold as to main-
tain that a rise of @ per cent in the supply of any commodity must
always—in every country and at any time—result in a fall of b per
cent in its price. But as no quantitative economist ever ventured to
define precisely on the ground of statistical experience the special con-
ditions producing a definite deviation from the ratio a:b, the futility of
his endeavors is manifest. Moreover, money is not a standard for the
measurement of prices; it is a medium whose exchange ratio varies in
the same way, although as a rule not with the same speed and to

7. Cf. above, pp. 31, 55-560.
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the same extent, in which the mutual exchange ratios of the vendible com-
modities and services vary.

There is hardly any need to dwell longer upon the exposure of the claims of
quantitative economics. In spite of all the high-sounding pronouncements of
its advocates, nothing has been done for the realization of its program. The
late Henry Schultz devoted his research to the measurement of elasticities of
demand for various commodities. Professor Paul H. Douglas has praised the
outcome of Schultz’s studies as “a work as necessary to help make economics
amore or less exact science as was the determination of atomic weights for the
development of chemistry.”® The truth is that Schultz never embarked upon
a determination of the elasticity of demand for any commodity as such; the
data he relied upon were limited to certain geographical areas and historical
periods. His results for a definite commodity, for instance potatoes, do not
refer to potatoes in general, but to potatoes in the United States in the years
from 1875 to 1929.% They are, at best, rather questionable and unsatisfactory
contributions to various chapters of economic history. They are certainly not
steps toward the realization of the confused and contradictory program of
quantitative economics. It must be emphasized that the two other varieties of
mathematical economics are fully aware of the futility of quantitative eco-
nomics. For they have never ventured to make any magnitudes as found by the
econometricians enter into their formulas and equations and thus to adapt
them for the solution of particular problems. There is in the field of human
action no means for dealing with future events other than that provided by
understanding.

The second field treated by mathematical economists is that of the rela-
tion of prices and costs. In dealing with these problems the mathematical
economists disregard the operation of the market process and moreover pre-
tend to abstract from the use of money inherent in all economic calcula-
tions. However, as they speak of prices and costs in general and confront
prices and costs, they tacitly imply the existence and the use of money.
Prices are always money prices, and costs cannot be taken into account in
economic calculation if not expressed in terms of money. If one does not
resort to terms of money, costs are expressed in complex quantities of di-
verse goods and services to be expended for the procurement of a product.
On the other hand prices—if this term is applicable at all to exchange ra-
tios determined by barter—are the enumeration of quantities of various
goods against which the “seller” can exchange a definite supply. The goods

8. Cf. Paul H. Douglas in Econometrica, VI, 105.
9. Cf. Henry Schultz, The Theory and Measurement of Demand (University of Chicago Press,

1938), pp- 405—27.
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which are referred to in such “prices” are not the same to which the “costs”
refer. A comparison of such prices in kind and costs in kind is not feasible.
That the seller values the goods he gives away less than those he receives in
exchange for them, that the seller and the buyer disagree with regard to the
subjective valuation of the two goods exchanged, and that an entrepreneur
embarks upon a project only if he expects to receive for the product goods
that he values higher than those expended in their production, all this we
know already on the ground of praxeological comprehension. It is this apri-
oristic knowledge that enables us to anticipate the conduct of an entrepre-
neur who is in a position to resort to economic calculation. But the math-
ematical economist deludes himself when he pretends to treat these
problems in a more general way by omitting any reference to terms of
money. It is vain to investigate instances of nonperfect divisibility of factors
of production without reference to economic calculation in terms of
money. Such a scrutiny can never go beyond the knowledge already avail-
able; namely that every entrepreneur is intent upon producing those ar-
ticles the sale of which will bring him proceeds that he values higher than
the total complex of goods expended in their production. But if there is no
indirect exchange and if no medium of exchange is in common use, he can
succeed, provided he has correctly anticipated the future state of the mar-
ket, only if he is endowed with a superhuman intellect. He would have to
take in at a glance all exchange ratios determined at the market in such a
way as to assign in his deliberations precisely the place due to every good
according to these ratios.

It cannot be denied that all investigations concerning the relation of prices
and costs presuppose both the use of money and the market process. But the
mathematical economists shut their eyes to this obvious fact. They formulate
equations and draw curves which are supposed to describe reality. In fact they
describe only a hypothetical and unrealizable state of affairs, in no way simi-
lar to the catallactic problems in question. They substitute algebraic symbols
for the determinate terms of money as used in economic calculation and be-
lieve that this procedure renders their reasoning more scientific. They strongly
impress the gullible layman. In fact they only confuse and muddle things
which are satisfactorily dealt with in textbooks of commercial arithmetic and
accountancy.

Some of these mathematicians have gone so far as to declare that economic
calculation could be established on the basis of units of utility. They call their
methods utility analysis. Their error is shared by the third variety of mathe-
matical economics.

The characteristic mark of this third group is that they are openly
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and consciously intent upon solving catallactic problems without any refer-
ence to the market process. Their ideal is to construct an economic theory ac-
cording to the pattern of mechanics. They again and again resort to analogies
with classical mechanics which in their opinion is the unique and absolute
model of scientific inquiry. There is no need to explain again why this anal-
ogy is superficial and misleading and in what respects purposive human action
radically differs from motion, the subject matter of mechanics. It is enough to
stress one point, viz., the practical significance of the differential equations in
both fields.

The deliberations which result in the formulation of an equation are
necessarily of a nonmathematical character. The formulation of the equa-
tion is the consummation of our knowledge; it does not directly enlarge our
knowledge. Yet, in mechanics the equation can render very important prac-
tical services. As there exist constant relations between various mechanical
elements and as these relations can be ascertained by experiments, it be-
comes possible to use equations for the solution of definite technological
problems. Our modern industrial civilization is mainly an accomplishment
of this utilization of the differential equations of physics. No such constant
relations exist, however, between economic elements. The equations for-
mulated by mathematical economics remain a useless piece of mental gym-
nastics and would remain so even if they were to express much more than
they really do.

A sound economic deliberation must never forget these two fundamental
principles of the theory of value: First, valuing that results in action always
means preferring and setting aside; it never means equivalence or indiffer-
ence. Second, there is no means of comparing the valuations of different in-
dividuals or the valuations of the same individuals at different instants other
than by establishing whether or not they arrange the alternatives in question
in the same order of preference.

In the imaginary construction of the evenly rotating economy all factors of
production are employed in such a way that each of them renders the most
valuable service. No thinkable and possible change could improve the state
of satisfaction; no factor is employed for the satisfaction of a need a if this
employment prevents the satisfaction of a need b that is considered more
valuable than the satisfaction of a. It is, of course, possible to describe this
imaginary state of the allocation of resources in differential equations and to
visualize it graphically in curves. But such devices do not assert anything
about the market process. They merely mark out an imaginary situation in
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which the market process would cease to operate. The mathematical econo-
mists disregard the whole theoretical elucidation of the market process and
evasively amuse themselves with an auxiliary notion employed in its context
and devoid of any sense when used outside of this context.

In physics we are faced with changes occurring in various sense phenom-
ena. We discover a regularity in the sequence of these changes and these ob-
servations lead us to the construction of a science of physics. We know noth-
ing about the ultimate forces actuating these changes. They are for the
searching mind ultimately given and defy any further analysis. What we know
from observation is the regular concatenation of various observable entities
and attributes. It is this mutual interdependence of data that the physicist de-
scribes in differential equations.

In praxeology the first fact we know is that men are purposively intent upon
bringing about some changes. It is this knowledge that integrates the subject
matter of praxeology and differentiates it from the subject matter of the natu-
ral sciences. We know the forces behind the changes, and this aprioristic
knowledge leads us to a cognition of the praxeological processes. The physi-
cist does not know what electricity “is.” He knows only phenomena attributed
to something called electricity. But the economist knows what actuates the
market process. It is only thanks to this knowledge that he is in a position to
distinguish market phenomena from other phenomena and to describe the
market process.

Now, the mathematical economist does not contribute anything to the elu-
cidation of the market process. He merely describes an auxiliary makeshift
employed by the logical economists as a limiting notion, the definition of a
state of affairs in which there is no longer any action and the market process
has come to a standstill. That is all he can say. What the logical economist sets
forth in words when defining the imaginary constructions of the final state of
rest and the evenly rotating economy and what the mathematical economist
himself must describe in words before he embarks upon his mathematical
work, is translated into algebraic symbols. A superficial analogy is spun out too
long, that is all.

Both the logical and the mathematical economists assert that human
action ultimately aims at the establishment of such a state of equilib-
rium and would reach it if all further changes in data were to cease.
But the logical economist knows much more than that. He shows
how the activities of enterprising men, the promoters and speculators,
eager to profit from discrepancies in the price structure, tend toward
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eradicating such discrepancies and thereby also toward blotting out the
sources of entrepreneurial profit and loss. He shows how this process would
finally result in the establishment of the evenly rotating economy. This is
the task of economic theory. The mathematical description of various
states of equilibrium is mere play. The problem is the analysis of the mar-
ket process.

A comparison of both methods of economic analysis makes us understand
the meaning of the often raised request to enlarge the scope of economic sci-
ence by the construction of a dynamic theory instead of the mere occupation
with static problems. With regard to logical economics this postulate is devoid
of any sense. Logical economics is essentially a theory of processes and
changes. It resorts to the imaginary constructions of changelessness merely for
the elucidation of the phenomena of change. But it is different with mathe-
matical economics. Its equations and formulas are limited to the description
of states of equilibrium and nonacting. It cannot assert anything with regard
to the formation of such states and their transformation into other states as
long as it remains in the realm of mathematical procedures. As against math-
ematical economics the request for a dynamic theory is well substantiated. But
there is no means for mathematical economics to comply with this request.
The problems of process analysis, i.e., the only economic problems that mat-
ter, defy any mathematical approach. The introduction of time parameters
into the equations is no solution. It does not even indicate the essential short-
comings of the mathematical method. The statements that every change in-
volves time and that change is always in the temporal sequence are merely a
way of expressing the fact that as far as there is rigidity and unchangeability
there is no time. The main deficiency of mathematical economics is not the
fact that it ignores the temporal sequence, but that it ignores the operation of
the market process.

The mathematical method is at a loss to show how from a state of non-
equilibrium those actions spring up which tend toward the establishment
of equilibrium. It is, of course, possible to indicate the mathematical opera-
tions required for the transformation of the mathematical description of a
definite state of nonequilibrium into the mathematical description of the
state of equilibrium. But these mathematical operations by no means de-
scribe the market process actuated by the discrepancies in the price struc-
ture. The differential equations of mechanics are supposed to describe pre-
cisely the motions concerned at any instant of the time traveled through. The
economic equations have no reference whatever to conditions as they really
are in each instant of the time interval between the state of nonequilib-
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rium and that of equilibrium. Only those entirely blinded by the preposses-
sion that economics must be a pale replica of mechanics will underrate the
weight of this objection. A very imperfect and superficial metaphor is not a
substitute for the services rendered by logical economics.

In every chapter of catallactics the devastating consequences of the math-
ematical treatment of economics can be tested. It is enough to refer to two
instances only. One is provided by the so-called equation of exchange, the
mathematical economists’ futile and misleading attempt to deal with
changes in the purchasing power of money.!® The second can be best ex-
pressed in referring to Professor Schumpeter’s dictum according to which
consumers in evaluating consumers’ goods “ipso facto [(Latin) by that very
fact] also evaluate the means of production which enter into the production
of these goods.”!! It is hardly possible to construe the market process in a
IMore erroneous way.

F.conomics is not about goods and services, it is about the actions of living
men. Its goal is not to dwell upon imaginary constructions such as equilib-
rium. These constructions are only tools of reasoning. The sole task of eco-
nomics is analysis of the actions of men, is the analysis of processes.

6 Monopoly Prices

Competitive prices are the outcome of a complete adjustment of the sellers to
the demand of the consumers. Under the competitive price the whole supply
available is sold, and the specific factors of production are employed to the ex-
tent permitted by the prices of the nonspecific complementary factors. No
part of a supply available is permanently withheld from the market, and the
marginal unit of specific factors of production employed does not yield any net
proceed. The whole economic process is conducted for the benefit of the con-
sumers. There is no conflict between the interests of the buyers and those of
the sellers, between the interests of the producers and those of the consumers.
The owners of the various commodities are not in a position to divert con-
sumption and production from the lines enjoined by the valuations of the con-
sumers, the state of supply of goods and services of all orders and the state of
technological knowledge.

Every single seller would see his own proceeds increased if a fall

10. Cf. below, p. 399.

1. Cf. Joseph A. Schumpeter, Capitalism, Socialism and Democracy (New York, 1942), p. 175. For
a critique of this statement, cf. Hayek, “T'he Use of Knowledge in Society,” Individualism and the
Social Order (Chicago, 1948), pp. 89 ff.
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in the supply at the disposal of his competitors were to increase the price at
which he himself could sell his own supply. But on a competitive market he
is not in a position to bring about this outcome. Except for a privilege derived
from government interference with business he must submit to the state of the
market as it is.

The entrepreneur in his entrepreneurial capacity is always subject to the
full supremacy of the consumers. It is different with the owners of vendible
goods and factors of production and, of course, with the entrepreneurs in
their capacity as owners of such goods and factors. Under certain condi-
tions they fare better by restricting supply and selling it at a higher price
per unit. The prices thus determined, the monopoly prices, are an in-
fringement of the supremacy of the consumers and the democracy of the
market.

The special conditions and circumstances required for the emergence of
monopoly prices and their catallactic features are:

1. There must prevail a monopoly of supply. The whole supply of the mo-

nopolized commodity is controlled by a single seller or a group of sell-
ers acting in concert. The monopolist—whether one individual or a
group of individuals—is in a position to restrict the supply offered for
sale or employed for production in order to raise the price per unit sold
and need not fear that his plan will be frustrated by interference on the
part of other sellers of the same commuodity.

2. Either the monopolist is not in a position to discriminate among the
buyers or he voluntarily abstains from such discrimination.'?

3. The reaction of the buying public to the rise in prices beyond the
potential competitive price, the fall in demand, is not such as to ren-
der the proceeds resulting from total sales at any price exceeding the
competitive price smaller than total proceeds resulting from total
sales at the competitive price. Hence it is superfluous to enter into
sophisticated disquisitions concerning what must be considered the
mark of the sameness of an article. It is not necessary to raise the
question whether all neckties are to be called specimens of the same
article or whether one should distinguish them with regard to fabric,
color, and pattern. An academic delimitation of various articles is
useless. The only point that counts is the way in which the buyers
react to the rise in prices. For the theory of monopoly prices it is ir-
relevant to observe that every necktie manufacturer turns out differ-
ent articles and to call each of them a monopolist. Catallactics does
not deal with monopoly as such but with monopoly prices. A seller
of neckties which are different from those offered for sale by other

12. Price discrimination is dealt with below, pp. 388—91.
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people could attain monopoly prices only if the buyers did not react to
any rise in prices in such a way as to make such a rise disadvantageous
for him.

Monopoly is a prerequisite for the emergence of monopoly prices
but it is not the only prerequisite. There is a further condition re-
quired, namely a certain shape of the demand curve. The mere exis-
tence of monopoly does not mean anything in this regard. The pub-
lisher of a copyright book is a monopolist. But he may not be able to
sell a single copy, no matter how low the price he asks. Not every
price at which a monopolist sells a monopolized commodity is a mo-
nopoly price. Monopoly prices are only prices at which it is more ad-
vantageous for the monopolist to restrict the total amount to be sold
than to expand his sales to the limit which a competitive market
would allow. They are the outcome of a deliberate design tending
toward a restriction of trade.

4. It is a fundamental mistake to assume that there is a third category of
prices which are neither monopoly prices nor competitive prices. If we
disregard the problem of price discrimination to be dealt with later, a
definite price is either a competitive price or a monopoly price. The as-
sertions to the contrary are due to the erroneous belief that competition
is not free or perfect unless everybody is in a position to present himself
as a seller of a definite commodity.

The available supply of every commodity is limited. If it were not
scarce with regard to the demand of the public, the thing in question
would not be considered an economic good, and no price would be paid
for it. It is therefore misleading to apply the concept of monopoly in such
a way as to make it cover the entire field of economic goods. Mere limi-
tation of supply is the source of economic value and of all prices paid; as
such it is not yet sufficient to generate monopoly prices.!?

The term monopolistic or imperfect competition is applied today
to cases in which there are some differences in the products of dif-
ferent producers and sellers. This means that almost all consumers’
goods are included in the class of monopolized goods. However, the
only question relevant in the study of the determination of prices is
whether these differences can be used by the seller for a scheme of
deliberate restriction of supply for the sake of increasing his total net
proceeds. Only if this is possible and put into effect, can monopoly
prices emerge as differentiated from competitive prices. It may be
true that every seller has a clientele which prefers his brand to those

13. Cf. the refutation of the misleading extension of the concept of monopoly by Richard T Ely,
Monopolies and Trusts (New York, 1906), pp. 1-36.
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of his competitors and would not stop buying it even if the
price were higher. But the problem for the seller is whether the
number of such people is great enough to overcompensate the re-
duction of total sales which the abstention from buying on the part
of other people would bring about. Only if this is the case, can he
consider the substitution of monopoly prices for competitive prices
advantageous.

Considerable confusion stems from a misinterpretation of the term
control of supply. Every producer of every product has his share in con-
trolling the supply of the commodities offered for sale. If he had pro-
duced more @, he would have increased supply and brought about a
tendency toward a lower price. But the question is why he did not pro-
duce more of a. Was he in restricting his production of a to the amount
of p intent upon complying to the best of his abilities with the wishes of
the consumers? Or was he intent upon defying the orders of the con-
sumers for his own advantage? In the first case he did not produce more
of a, because increasing the quantity of a beyond p would have with-
drawn scarce factors of production from other branches in which they
would have been employed for the satisfaction of more urgent needs of
the consumers. He does not produce p + r, but merely p, because such
an increase would have rendered his business unprofitable or less
profitable, while there are still other more profitable employments
available for capital investment. In the second case he did not produce
r, because it was more advantageous for him to leave a part of the avail-
able supply of a monopolized specific factor of production m unused. If
m were not monopolized by him, it would have been impossible for
him to expect any advantage from restricting his production of a. His
competitors would have filled the gap and he would not have been in a
position to ask higher prices.

In dealing with monopoly prices we must always search for the mo-
nopolized factor m. If no such factor is in the case, no monopoly prices
can emerge. The first requirement for monopoly prices is the existence
of a monopolized good. If no quantity of such a good m is withheld,
there is no opportunity for an entrepreneur to substitute monopoly
prices for competitive prices.

Entreprencurial profit has nothing at all to do with monopoly. If an
entrepreneur is in a position to sell at monopoly prices, he owes this ad-
vantage to his monopoly with regard to a monopolized factor m. He
earns the specific monopoly gain from his ownership of m, not from his
specific entrepreneurial activities.

Let us assume that an accident cuts a city’s electrical supply for
several days and forces the residents to resort to candlelight only.
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The price of candles rises to s; at this price the whole supply available is

sold out. The stores selling candles reap a high profit in selling their
whole supply at s. But it could happen that the storekeepers combine in
order to withhold a part of their stock from the market and to sell the
rest at a price s + ¢. While s would have been the competitive price,
s + tisa monopoly price. The surplus earned by the storekeepers at the
price s + ¢ over the proceeds they would have earned when selling at
s only is their specific monopoly gain.

It is immaterial in what way the storekeepers bring about the restric-
tion of the supply offered for sale. The physical destruction of a part of
the supply available is the classical case of monopolistic action. Only a
short time ago it was practiced by the Brazilian government in burning
large quantities of coffee. But the same effect can be attained by leav-
ing a part of the supply unused.

While profits are incompatible with the imaginary construction of
the evenly rotating economy, monopoly prices and specific monopoly
gains are not.

. If the available quantities of the good m are owned not by just one man,
firm, corporation, or institution but by several owners who want to co-
operate in the substitution of a monopoly price for the competitive price,
an agreement among them (commonly called a cartel and branded in
the American antitrust legislation as a conspiracy) is required to assign to
each party the amount of m it is allowed to sell, viz., at the monopoly
price. The essential part of any cartel agreement is the assignment of
definite quotas to the partners. The art of cartel-making consists in skill
in bringing about an agreement about the quotas. A cartel collapses as
soon as the members are no longer prepared to cling to a quota agree-
ment. Mere talk among the owners of m about the desirability of higher
prices is of no avail.

As a rule the state of affairs that makes the emergence of monopoly
prices possible is brought about by government policies, e.g., customs
barriers. If the owners of m do not take advantage of the opportunity
to combine for the achievement of monopoly prices offered to them,
governments frequently take upon themselves the organization of
what the American law calls “restraint of trade.” The police power
forces the owners of m—mostly land and mining and fishing facili-
ties—to restrict output. The most eminent examples of this method
are provided on the national level by the American farm policy and
on the international level by the treaties euphemistically styled
Intergovernmental Commodity Control Agreements. There has devel-
oped a new semantics to describe this branch of government interfer-
ence with business. The restriction of output, and consequently of the



362

Q»  CATALLACTICS OR ECONOMICS OF THE MARKET SOCIETY

consumption involved, is called “avoidance of surpluses” and the effect
aimed at, a higher price for the unit sold, is called “stabilization.” It is
obvious that these quantities of m did not appear as “surpluses” in the
eyes of those who would have consumed them. It is also obvious that
these people would have preferred a lower price to the “stabilization”
of a higher price.

The concept of competition does not include the requirement that
there should be a multitude of competing units. Competing is always
the competition of one man or firm against another man or firm, no
matter how many others are striving after the same prize. Competition
among the few is not a kind of competition praxeologically different
from competition among the many. Nobody ever maintained that the
competition for elective office is under a two-party system less compet-
itive than under a system of many parties. The number of competitors
plays a role in the analysis of monopoly prices only as far as it is one of
the factors upon which the success of the endeavors to unite competi-
tors into a cartel depends.

If it is possible for the seller to increase his net proceeds by restricting
sales and increasing the price of the units sold, there are usually several
monopoly prices that satisty this condition. As a rule one of these mo-
nopoly prices yields the highest net proceeds. But it may also happen
that various monopoly prices are equally advantageous to the monopo-
list. We may call this monopoly price or these monopoly prices most ad-
vantageous to the monopolist the optimum monopoly price or the op-
timum monopoly prices.

The monopolist does not know beforechand in what way the consumers
will react to a rise in prices. He must resort to trial and error in his en-
deavors to find out whether the monopolized good can be sold to his
advantage at any price exceeding the competitive price and, if this is so,
which of various possible monopoly prices is the optimum monopoly
price or one of the optimum monopoly prices. This is in practice much
more difficult than the economist assumes when, in drawing demand
curves, he ascribes perfect foresight to the monopolist. We must there-
fore list as a special condition required for the appearance of monopoly
prices the monopolists ability to discover such prices.

9. A special case is provided by the incomplete monopoly. The greater

part of the total supply available is owned by the monopolist; the
rest is owned by one or several men who are not prepared to coop-
crate with the monopolist in a scheme for restricting sales and
bringing about monopoly prices. However, the reluctance of these
outsiders does not prevent the establishment of monopoly prices if
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the portion p; controlled by the monopolist is large enough when com-
pared with the sum of the outsiders” portions p,. Let us assume that the
whole supply (p = p; + p2) can be sold at the price ¢ per unit and a sup-
ply of p — z atthe monopoly price d. If d (p; — z) is higher than ¢ p, it is
to the advantage of the monopolist to embark upon a monopolistic re-
striction of his sales, no matter what the conduct of the outsiders may be.
They may go on selling at the price ¢ or they may raise their prices up to
the maximum of d. The only point that counts is that the outsiders are
not willing to put up with a reduction in the quantity which they them-
selves are selling. The whole reduction required must be borne by the
owner of p1. This influences his plans and will as a rule result in the emer-
gence of amonopoly price which is different from that which would have
been established under complete monopoly.'*

10. Duopoly and oligopoly are not special varieties of monopoly prices, but
merely a variety of the methods applied for the establishment of a mo-
nopoly price. Two or several men own the whole supply. They all are pre-
pared to sell at monopoly prices and to restrict their total sales accord-
ingly. But for some reason they do not want to act in concert. Fach of
them goes his own way without any formal or tacit agreement with his
competitors. But each of them knows also that his rivals are intent upon
a monopolistic restriction of their sales in order to reap higher prices per
unit and specific monopoly gains. Each of them watches carefully the
conduct of his rivals and tries to adjust his own plans to their actions. A
succession of moves and countermoves, a mutual outwitting results, the
outcome of which depends on the personal cunning of the adverse par-
ties. The duopolists and oligopolists have two objectives in mind: to find
out the monopoly price most advantageous to the sellers on the one hand
and to shift as much as possible of the burden of restricting the amount
of sales to their rivals. Precisely because they do not agree with regard to
the quotas of the reduced amount of sales to be allotted to cach party, they
do not act in concert as the members of a cartel do.

One must not confuse duopoly and oligopoly with the incomplete
monopoly or with competition aiming at the establishment of monop-
oly. In the case of incomplete monopoly only the monopolistic group
is prepared to restrict its sales in order to make a monopoly price pre-
vail; the other sellers decline to restrict their sales. But duopolists and
oligopolists are ready to withhold a part of their supply from the mar-
ket. In the case of price slashing one group A plans to attain full

14. Itis obvious that an incomplete monopoly scheme is bound to collapse if the outsiders come
into a position to expand their sales.
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11.

monopoly or incomplete monopoly by forcing all or most of its com-
petitors, the B’s, to go out of business. It cuts prices to a level which
makes selling ruinous to its more vulnerable competitors. A may also in-
cur losses by selling at this low rate; but it is in a position to undergo
such losses for a longer time than the others and it is confident that it
will make good for them later by ample monopoly gains. This process
has nothing to do with monopoly prices. It is a scheme for the attain-
ment of a monopoly position.

One may wonder whether duopoly and oligopoly are of practical
significance. As a rule the parties concerned will come to at least a
tacit understanding concerning their quotas of the reduced amount
of sales.

The monopolized good by whose partial withholding from the market
the monopoly prices are made to prevail can be either a good of the low-
est order or a good of a higher order, a factor of production. It may con-
sist in the control of the technological knowledge required for produc-
tion, the “recipe.” Such recipes are as a rule free goods as their ability to
produce definite effects is unlimited. They can become economic
goods only if they are monopolized and their use is restricted. Any price
paid for the services rendered by a recipe is always a monopoly price. It
is immaterial whether the restriction of a recipe’s use is made possible
by institutional conditions — such as patents and copyright laws — or by
the fact that a formula is kept secret and other people fail to guess it.

The complementary factor of production the monopolization of
which can result in the establishment of monopoly prices may also
consist in a man’s opportunity to make his cooperation in the pro-
duction of a good known to consumers who attribute to this coopera-
tion a special significance. This opportunity may be given either by
the nature of the commodities or services in question or by institu-
tional provisions such as protection of trademarks. The reasons why
the consumers value the contribution of a man or a firm so highly
are manifold. They may be special confidence placed on the individ-
ual or firm concerned on account of previous experience; !> merely
baseless prejudice or error; snobbishness; magic or metaphysical pre-
possessions whose groundlessness is ridiculed by more reasonable
people. A drug marked by a trademark may not differ in its chemical
structure and its physiological efficacy from other compounds not
marked with the same label. However, if the buyers attach a special
significance to this label and are ready to pay higher prices for the

15. Cf. below, pp. 379-83, on goodwill.
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product marked with it, the seller can, provided the configuration of de-
mand is propitious, reap monopoly prices.

The monopoly which enables the monopolist to restrict the amount
offered without counteraction on the part of other people can consist in
the greater productivity of a factor which he has at his disposal as against
the lower productivity of the corresponding factor at the disposal of his
potential competitors. If the margin between the higher productivity of
his supply of the monopolized factor and that of his potential competi-
tors is broad enough for the emergence of a monopoly price, a situation
results which we may call margin monopoly.'®

Let us illustrate margin monopoly by referring to its most frequent in-
stance in present-day conditions, the power of a protective tariff to gener-
ate a monopoly price under special circumstances. Atlantis puts a tariff ¢
on the importation of each unit of the commodity p, the world market
price of which is s. If domestic consumption of p in Atlantis at the price
s + tisa and domestic production of p is b, b being smaller than a, then
the costs of the marginal dealerare s + t. The domestic plants are in a po-
sition to sell their total output at the price s + ¢. The tariff is effective and
offers to domestic business the incentive to expand the production of p
from b to a quantity slightly smaller than a. But if b is greater than q,
things are different. If we assume that b is so large that even at the price s
domestic consumption lags behind it and the surplus must be exported
and sold abroad, the imposition of a tariff does not affect the price of p.
Both the domestic and the world market price of p remain unchanged.
However the tariff, in discriminating between domestic and foreign pro-
duction of p, accords to the domestic plants a privilege which can be
used for a monopolistic combine, provided certain further conditions
are present. If it is possible to find within the margin between s + tand s
a monopoly price, it becomes lucrative for the domestic enterprises to
form a cartel. The cartel sells in the home market of Atlantis at a mo-
nopoly price and disposes of the surplus abroad at the world market
price. Of course, as the quantity of p offered at the world marketincreases
as a consequence of the restriction of the quantity sold in Atlantis, the
world market price drops from s to s,. It is therefore a further requirement
for the emergence of the domestic monopoly price that the total restric-
tion in proceeds resulting from this fall in the world market price is not
so great as to absorb the whole monopoly gain of the domestic cartel.

16. The use of this term margin monopoly is, like that of any other, optional. It would be vain to
object that every other monopoly which results in monopoly prices could also be called a margin
monopoly.
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In the long run such a national cartel cannot preserve its monopolis-
tic position if entrance into its branch of production is free to newcom-
ers. The monopolized factor the services of which the cartel restricts (as
far as the domestic market is concerned) for the sake of monopoly prices
is a geographical condition which can easily be duplicated by every new
investor who establishes a new plant within the borders of Atlantis. Un-
der modern industrial conditions, the characteristic feature of which is
steady technological progress, the latest plant will as a rule be more
efficient than the older plants and produce at lower average costs. The
incentive to prospective newcomers is therefore twofold. It consists not
only in the monopoly gain of the cartel members, but also in the possi-
bility of outstripping them by lower costs of production.

Here again institutions come to the aid of the old firms that form the
cartel. The patents give them a legal monopoly which nobody may in-
fringe. Of course, only some of their production processes may be pro-
tected by patents. But a competitor who is prevented from resorting to
these processes and to the production of the articles concerned may be
handicapped in such a serious way that he cannot consider entrance
into the field of the cartelized industry.

The owner of a patent enjoys a legal monopoly which, other condi-
tions being propitious, can be used for the attainment of monopoly
prices. Beyond the field covered by the patent itself a patent may render
auxiliary services in the establishment and preservation of margin mo-
nopoly where the primary institutional conditions for the emergence of
such a monopoly prevail.

We may assume that some world cartels would exist even in the ab-
sence of any government interference which provides for other com-
modities the indispensable conditions required for the construction of
a monopolistic combine. There are some commodities, e.g., diamonds
and mercury, the supply of which is by nature limited to a few sources.
The owners of these resources can easily be united for concerted action.
But such cartels would play only a minor role in the setting of world
production. Their economic significance would be rather small. The
important place that cartels occupy in our time is an outcome of the in-
terventionist policies adopted by the governments of all countries. The
monopoly problem mankind has to face today is not an outgrowth of the
operation of the market economy. It is a product of purposive action on
the part of governments. It is not one of the evils inherent in capitalism
as the demagogues trumpet. It is, on the contrary, the fruit of policies
hostile to capitalism and intent upon sabotaging and destroying its
operation.

The classical country of the cartels was Germany. In the last dec-



PRICES Qv 367

ades of the nineteenth century the German Reich embarked upon a vast
scheme of Sozialpolitik [(German) social politics]. The idea was to raise
the income and the standard of living of the wage carners by various
measures of what is called prolabor legislation, by the much glorified
Bismarck scheme of social security, and by labor-union pressure and
compulsion for the attainment of higher wage rates. The advocates of
this policy defied the warnings of the economists. There is no such thing
as economic law, they announced.

In stark reality the Sozialpolitik raised costs of production within Ger-
many. Every progress of the alleged prolabor legislation and every suc-
cessful strike disarranged industrial conditions to the disadvantage of
the German enterprises. It made it harder for them to outdo foreign
competitors for whom the domestic events of Germany did not raise
costs of production. If the Germans had been in a position to renounce
the export of manufactures and to produce only for the domestic mar-
ket, the tariff could have sheltered the German plants against the in-
tensified competition of foreign business. They would have been in a
position to sell at higher prices. What the wage earner would have
profited from the achievements of the legislature and the unions, would
have been absorbed by the higher prices he would have had to pay for
the articles he bought. Real wage rates would have risen only to the ex-
tent the entreprencurs could improve technological procedures and
thereby increase the productivity of labor. The tariff would have ren-
dered the Sozialpolitik harmless.

But Germany is, and was already at the time Bismarck inaugurated his
prolabor policy, a predominantly industrial country. Its plants exported
a considerable part of their total output. These exports enabled the Ger-
mans to import the foodstuffs and raw materials they could not grow in
their own country, comparatively overpopulated and poorly endowed
with natural resources as it was. This situation could not be remedied
simply by a protective tariff. Only cartels could free Germany from the
catastrophic consequences of its “progressive” prolabor policies. The
cartels charged monopoly prices at home and sold abroad at cheaper
prices. The cartels are the necessary accompaniment and upshot of a
“progressive” labor policy as far as it affects industries dependent for
their sales on foreign markets. The cartels do not, of course, safeguard
for the wage earners the illusory social gains which the labor politicians
and the union leaders promise them. There is no means of raising wage
rates for all those eager to carn wages above the height determined by
the productivity of each kind of labor. What the cartels achieved was
merely to counterbalance the apparent gains in nominal wage rates by
corresponding increases in domestic commodity prices. But the most
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disastrous effect of minimum wage rates, permanent mass unemploy-
ment, was at first avoided.

With all industries which cannot content themselves with the do-
mestic market and are intent upon selling a part of their output abroad
the function of the tariff, in this age of government interference with
business, is to enable the establishment of domestic monopoly prices.
Whatever the purpose and the effects of tariffs may have been in the
past, as soon as an exporting country embarks upon measures designed
to increase the revenues of the wage earners or the farmers above the
potential market rates, it must foster schemes which result in domestic
monopoly prices for the commodities concerned. A national govern-
ment’s might is limited to the territory subject to its sovereignty. It has
the power to raise domestic costs of production. It does not have the
power to force foreigners to pay correspondingly higher prices for the
products. If exports are not to be discontinued, they must be subsidized.
The subsidy can be paid openly by the treasury or its burden can be
imposed upon the consumers by the cartel’s monopoly prices.

The advocates of government interference with business ascribe to
the “State” the power to benefit certain groups within the framework
of the market by a mere fiat. In fact this power is the government’s
power to foster monopolistic combines. The monopoly gains are the
funds out of which the “social gains” are financed. As far as these mo-
nopoly gains do not suffice, the various measures of interventionism
immediately paralyze the operation of the market; mass unemploy-
ment, depression, and capital consumption appear. This explains the
eagerness of all contemporary governments to foster monopoly in all
those sectors of the market which are in some way or other connected
with export trade.

If a government does not or cannot succeed in attaining its monopo-
listic aims indirectly, it resorts to other means. In the field of coal and
potash the Imperial Government of Germany fostered compulsory car-
tels. The American New Deal was prevented by the opposition of busi-
ness from organizing the nation’s great industries on an obligatory car-
tel basis. It fared better in some vital branches of farming with measures
designed to restrict output for the sake of monopoly prices. A long series
of agreements concluded between the world’s most prominent govern-
ments aimed at the establishment of world-market monopoly prices for
various raw materials and foodstuffs.!” It is the avowed purpose of the
United Nations to continue these plans.

17. A collection of these agreements was published in 1943 by the International Labor Office un-
der the title Intergovernmental Commodity Control Agreements.
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12. It is necessary to view this promonopoly policy of the contemporary
governments as a uniform phenomenon in order to discern the reasons
which motivated it. From the catallactic point of view these monopolies
are not uniform. The contractual cartels into which entreprencurs en-
ter in taking advantage of the incentive offered by protective tariffs are
instances of margin monopoly. Where the government directly fosters
monopoly prices we are faced with instances of license monopoly. The
factor of production by the restriction of the use of which the monopoly
price is brought about is the license '8 which the laws make a requisite
for supplying the consumers.

Such licenses may be granted in different ways:

(@) An unlimited license is granted to practically every applicant.
This amounts to a state of affairs under which no license at all is
required.

(b) Licenses are granted only to selected applicants. Competition
is restricted. However, monopoly prices can emerge only if
the licensees act in concert and the configuration of demand is
propitious.

(¢) Thereisonly one licensee. The licensee, e.g., the holder of a pat-
ent or a copyright, is a monopolist. If the configuration of the de-
mand is propitious and if the licensee wants to reap monopoly
gains, he can ask monopoly prices.

(d) The licenses granted are limited. They confer upon the licensee
only the right to produce or to sell a definite quantity, in order
to prevent him from disarranging the authority’s scheme. The
authority itself directs the establishment of monopoly prices.

Finally there are the instances in which a government establishes a

monopoly for fiscal purposes. The monopoly gains go to the treasury.
Many Furopean governments have instituted tobacco monopolies.
Others have monopolized salt, matches, telegraph and telephone ser-
vice, broadcasting, and so on. Without exception every country has a
government monopoly of the postal service.

13. Margin monopoly need not always owe its appearance to an institu-
tional factor such as tariffs. It can also be produced by sufficient differ-
ences in the fertility or productivity of some factors of production.

It has already been said that it is a serious blunder to speak of a
land monopoly and to refer to monopoly prices and monopoly gains
in explaining the prices of agricultural products and the rent of land.
As far as history is confronted with instances of monopoly prices for
agricultural products, it was license monopoly fostered by govern-

18. The terms license and licensee are not employed here in the technical sense of patent
legislation.
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14.

ment decree. However, the acknowledgement of these facts does not
mean that differences in the fertility of the soil could never bring about
monopoly prices. If the difference between the fertility of the poorest
soil still tilled and the richest fallow fields available for an expansion of
production were so great as to enable the owners of the already ex-
ploited soil to find an advantageous monopoly price within this margin,
they could consider restricting production by concerted action in order
to reap monopoly prices. But it is a fact that physical conditions in agri-
culture do not comply with these requirements. It is precisely on ac-
count of this fact that farmers longing for monopoly prices do not resort
to spontaneous action but ask for the interference of governments.

In various branches of mining, conditions are often more propitious

for the emergence of monopoly prices based on margin monopoly.
It has been asserted again and again that the economies of big-scale
production have generated a tendency toward monopoly prices in the
processing industries. Such a monopoly would be called in our termi-
nology a margin monopoly.

Before entering into a discussion of this topic one must clarify the
role an increase or decrease in the unit’s average cost of production plays
in the considerations of a monopolist searching for the most advanta-
geous monopoly price. We consider a case in which the owner of a mo-
nopolized complementary factor of production, e.g., a patent, at the
same time manufactures the product p. If the average cost of production
of one unit of p, without any regard to the patent, decreases with the in-
crease in the quantity produced, the monopolist must weigh this against
the gains expected from the restriction of output. If, on the other hand,
cost of production per unit decreases with the restriction of total pro-
duction, the incentive to embark upon monopolistic restraint is aug-
mented. It is obvious that the mere fact that big-scale production tends
as a rule to lower average costs of production is in itself not a factor driv-
ing toward the emergence of monopoly prices. It is rather a checking
factor.

What those who blame the economies of big-scale production for
the spread of monopoly prices are trying to say is that the higher
efficiency of big-scale production makes it difficult or even impossible
for small-scale plants to compete successtully. A big-scale plant could,
they believe, resort to monopoly prices with impunity because small
business is not in a position to challenge its monopoly. Now, it is cer-
tainly true that in many branches of the processing industries it would
be foolish to enter the market with the high-cost products of small,
inadequate plants. A modern cotton mill does not need to fear the
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competition of old-fashioned distaffs; its rivals are other more or less ad-
equately equipped mills. But this does not mean that it enjoys the op-
portunity of selling at monopoly prices. There is competition between
big businesses too. If monopoly prices prevail in the sale of the products
of big-size business, the reasons are either patents or monopoly in the
ownership of mines or other sources of raw material or cartels based on
tariffs.

One must not confuse the notions of monopoly and of monopoly
prices. Mere monopoly as such is catallactically of no importance if it
does not result in monopoly prices. Monopoly prices are consequential
only because they are the outcome of a conduct of business defying the
supremacy of the consumers and substituting the private interests of the
monopolist for those of the public. They are the only instance in the op-
eration of a market economy in which the distinction between produc-
tion for profit and production for use could to some extent be made if
one were prepared to disregard the fact that monopoly gains have noth-
ing at all to do with profits proper. They are not a part of what catallac-
tics can call profits; they are an increase in the price earned from the
sale of the services rendered by some factors of production, some of
these factors being physical factors, some of them merely institutional.
If the entrepreneurs and capitalists in the absence of a monopoly price
constellation abstain from expanding production in a certain branch of
industry because the opportunities offered to them in other branches
are more attractive, they do not act in defiance of the wants of the con-
sumers. On the contrary, they follow precisely the line indicated by the
demand as expressed on the market.

The political bias which has obfuscated the discussion of the mo-
nopoly problem has neglected to pay attention to the essential issues
involved. In dealing with every case of monopoly prices one must first
of all raise the question of what obstacles restrain people from chal-
lenging the monopolists. In answering this question one discovers the
role played in the emergence of monopoly prices by institutional fac-
tors. It was nonsense to speak of conspiracy with regard to the deals be-
tween American firms and German cartels. If an American wanted to
manufacture an article protected by a patent owned by Germans, he
was compelled by the American law to come to an arrangement with
German business.

15. A special case is what may be called the failure monopoly.

In the past capitalists invested funds in a plant designed for the
production of the article p. Later events proved the investment a fail-
ure. The prices which can be obtained in selling p are so low that
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the capital invested in the plants inconvertible equipment does not
yield a return. It is lost. However, these prices are high enough to yield
a reasonable return for the variable capital to be employed for the cur-
rent production of p. If the irrevocable loss of the capital invested in
the inconvertible equipment is written off on the books and all corre-
sponding alterations are made in the accounts, the reduced capital
working in the conduct of the business is by and large so profitable
that it would be a new mistake to stop production altogether. The
plant works at full capacity producing the quantity ¢ of p and selling
the unit at the price s.

But conditions may be such that it is possible for the enterprise to
reap a monopoly gain by restricting output to ¢/z and selling the unit of
¢ at the price 3s. Then the capital invested in the inconvertible equip-
ment no longer appears completely lost. It yields a modest return,
namely, the monopoly gain.

This enterprise now sells at monopoly prices and reaps monopoly
gains although the total capital invested yields little when compared
with what the investors would have earned if they had invested in
other lines of business. The enterprise withholds from the market
the services which the unused production capacity of its durable
equipment could render and fares better than it would by produc-
ing at full capacity. It defies the orders of the public. The public
would have been in a better position if the investors had avoided
the mistake of immobilizing a part of their capital in the production
of p. They would, of course, not get any p. But they would instead
obtain those articles which they miss now because the capital re-
quired for their production has been wasted in the construction of
an aggregate for the production of p. However, as things are now af-
ter this irreparable fault has been committed, they want to get more
of p and are ready to pay for it what is now its potential competi-
tive market price, namely, s. They do not approve, as conditions are
now, the action of the enterprise in withholding an amount of vari-
able capital from employment for the production of p. This amount
certainly does not remain unused. It goes into other lines of busi-
ness and produces there something else, namely, m. But as condi-
tions are now, the consumers would prefer an increase of the avail-
able quantity of p to an increase in the available quantity of m. The
proof is that in the absence of a monopolistic restriction of the ca-
pacity for the production of p, as it is under given conditions, the
profitability of a production of the quantity ¢ selling at the price s
would be such that it would pay better than an increase in the
quantity of the article m produced.

There are two distinctive features of this case. First, the monopoly
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prices paid by the buyers are still lower than the total cost of production
of p would be if full account is taken of the whole input of the investors.
Second, the monopoly gains of the firm are so small that they do not
make the total venture appear a good investment. It remains malinvest-
ment. It is precisely this fact that constitutes the monopolistic position
of the firm. No outsider wants to enter its field of entrepreneurial activ-
ity because the production of p results in losses.

Failure monopoly is by no means a merely academic construction. It

is, for instance, actual today in the case of some railroad companies. But
one must guard against the mistake of interpreting every instance of un-
used production capacity as a failure monopoly. Even in the absence of
monopoly it may be more profitable to employ variable capital for other
purposes instead of expanding a firm’s production to the limit fixed by
the capacity of its durable inconvertible equipment; then the output re-
striction complies precisely with the state of the competitive market and
the wishes of the public.
Local monopolies are, as a rule, of institutional origin. But there are
also local monopolies which originate out of conditions of the unham-
pered market. Often the institutional monopoly is designed to deal with
a monopoly which came into existence or would be likely to come into
existence without any authoritarian interference with the market.

A catallactic classification of local monopolies must distinguish
three groups: margin monopoly, limited-space monopoly and license
monopoly.

A local margin monopoly is characterized by the fact that the barrier
preventing outsiders from competing on the local market and breaking
the monopoly of the local sellers is the comparative height of transporta-
tion costs. No tariffs are needed to grantlimited protection to a firm which
owns all the adjacent natural resources required for the production of
bricks against the competition of far distant tile works. The costs of trans-
portation provide them with a margin in which, the configuration of de-
mand being propitious, an advantageous monopoly price can be found.

So far local margin monopolies do not differ catallactically from
other instances of margin monopoly. What distinguishes them and
makes it necessary to deal with them in a special way is their relation to
the rent of urban land on the one hand and their relation to city devel-
opment on the other.

Let us assume that an area A offering favorable conditions for the
aggregation of an increasing urban population is subject to monop-
oly prices for building materials. Consequently building costs are
higher than they would be in the absence of such a monopoly. But
there is no reason for those weighing the pros and cons of choosing
the location of their homes and their workshops in A to pay higher
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prices for the purchase or the renting of such houses and workshops.
These prices are determined on the one hand by the corresponding
prices in other areas and on the other by the advantages which set-
tling in A offers when compared with settling somewhere else. The
higher expenditure required for construction does not affect these
prices; its incidence falls upon the yield of land. The burden of the
monopoly gains of the sellers of building materials falls on the own-
ers of the urban soil. These gains absorb proceeds which in their ab-
sence would go to these owners. Even in the —not very likely — case
that the demand for houses and workshops is such as to make it pos-
sible for the owners of the land to attain monopoly prices in selling
and leasing, the monopoly prices of the building materials would af-
fect only the proceeds of the landowners, not the prices to be paid by
the buyers or tenants.

The fact that the burden of the monopoly gains reverts to the
price of urban employment of the land does not mean that it does
not check the growth of the city. It postpones the employment of
the peripheral land for the expansion of the urban settlement. The
instant at which it becomes advantageous for the owner of a piece
of suburban land to withdraw it from agricultural or other nonurban
employment and to use it for urban development appears at a
later date.

Now arresting a city’s development is a two-edged action. Its use-
fulness for the monopolist is ambiguous. He cannot know whether
future conditions will be such as to attract more people to A, the only
market for his products. One of the attractions a city offers to new-
comers is its bigness, the multitude of its population. Industry and
commerce tend toward centers. If the monopolist’s action delays the
growth of the urban community, it may direct the stream toward
other places. An opportunity may be missed which never comes
back. Greater proceeds in the future may be sacrificed to compara-
tively small short-run gains.

It is therefore at least questionable whether the owner of a local
margin monopoly in the long run serves his own interests well by
embarking upon selling at monopoly prices. It would often be more
advantageous for him to discriminate between the various buyers. He
could sell at higher prices for construction projects in the central
parts of the city and at lower prices for such projects in peripheral
districts. The range of local margin monopoly is more restricted than
is generally assumed.
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Limited-space monopoly is the outcome of the fact that physical con-
ditions restrict the field of operation in such a way that only one or a few
enterprises can enter it. Monopoly emerges when there is only one en-
terprise in the field or when the few operating enterprises combine for
concerted action.

It is sometimes possible for two competing trolley companies to op-
erate in the same streets of a city. There were instances in which two or
even more companies shared in supplying the residents of an area with
gas, electricity, and telephone service. But even in such exceptional
cases there is hardly any real competition. Conditions suggest to the ri-
vals that they combine at least tacitly. The narrowness of the space re-
sults, one way or another, in monopoly.

In practice limited-space monopoly is closely connected with license
monopoly. It is practically impossible to enter the field without an un-
derstanding with the local authorities controlling the streets and their
subsoil. Even in the absence of laws requiring a franchise for the estab-
lishment of public utility services, it would be necessary for the enter-
prises to come to an agreement with the municipal authorities. Whether
or not such agreements are to be legally described as franchises is
unimportant.

Monopoly, of course, need not result in monopoly prices. It depends
on the special data of each case whether or not a monopolistic public
utility company could resort to monopoly prices. But there are certainly
cases in which it can. It may be that the company is ill-advised in choos-
ing a monopoly-price policy and that it would better serve its long-run
interests by lower prices. But there is no guarantee that a monopolist will
find out what is most advantageous for him.

One must realize that limited-space monopoly may often result
in monopoly prices. In this case we are confronted with a situation
in which the market process does not accomplish its democratic
function."?

Private enterprise is very unpopular with our contemporaries. Pri-
vate ownership of the means of production is especially disliked in
those fields in which limited-space monopoly emerges even if the
company does not charge monopoly prices and even if its business
vields only small profits or results in losses. A “public utility” company
is in the eyes of the interventionist and socialist politicians a public
enemy. The voters approve of any evil inflicted upon it by the
authorities. It is generally assumed that these enterprises should be
nationalized or municipalized. Monopoly gains, it is said, must

19. About the significance of this fact see below, pp. 680—8z.
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never go to private citizens. They should go to the public funds
exclusively.

The outcome of the municipalization and nationalization policies
of the last decades was almost without exception financial failure, poor
service, and political corruption. Blinded by their anticapitalistic prej-
udices people condone poor service and corruption and for a long time
did not bother about the financial failure. However, this failure is one
of the factors which contributed to the emergence of the present-day
crisis of interventionism.?

17. It is customary to characterize labor-union policies as monopolistic
schemes aiming at the substitution of monopoly wage rates for compet-
itive wage rates. However, as a rule labor unions do not aim at monop-
oly wage rates. A union is intent upon restricting competition on its own
sector of the labor market in order to raise its wage rates. But restriction
of competition and monopoly price policy must not be confused. The
characteristic feature of monopoly prices is the fact that the sale of only
a part p of the total supply P available nets higher proceeds than the sale
of P. The monopolist earns a monopoly gain by withholding P — p from
the market. Itis not the height of this gain that marks the monopoly price
situation as such, but the purposive action of the monopolists in bring-
ing it about. The monopolist is concerned with the employment of the
whole stock available. He is equally interested in every fraction of this
stock. If a part of it remains unsold, it is his loss. Nonetheless he chooses
to have a part unused because under the prevailing configuration of de-
mand it is more advantageous for him to proceed in this way. It is the pe-
culiar state of the market that motivates his decision. The monopoly
which is one of the two indispensable conditions of the emergence of
monopoly prices may be —and is as a rule —the product of an institu-
tional interference with the market data. But these external forces do not
directly result in monopoly prices. Only if a second requirement is
fulfilled is the opportunity for monopolistic action set.

It is different in the case of simple supply restriction. Here the authors of the
restriction are not concerned with what may happen to the part of the supply
they bar from access to the market. The fate of the people who own this part
does not matter to them. They are looking only at that part of the supply which
remains on the market. Monopolistic action is advantageous for the monopo-
list only if total net proceeds at a monopoly price exceed total net proceeds
at the potential competitive price. Restrictive action on the other hand is

20. See below, pp. 855-57.
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always advantageous for the privileged group and disadvantageous for those
whom it excludes from the market. [t always raises the price per unit and there-
fore the total net proceeds of the privileged group. The losses of the excluded
group are not taken into account by the privileged group.

[t may happen that the benefits which the privileged group derives from the
restriction of competition are much more lucrative for them than any imagi-
nable monopoly price policy could be. But this is another question. It does not
blot out the catallactic differences between these two modes of action.

The labor unions aim at a monopolistic position on the labor market. But
once they have attained it, their policies are restrictive and not monopoly
price policies. They are intent upon restricting the supply of labor in their
field without bothering about the fate of those excluded. They have succeeded
in every comparatively underpopulated country in erecting immigration bar-
riers. Thus they preserve their comparatively high wage rates. The excluded
foreign workers are forced to stay in their countries in which the marginal pro-
ductivity of labor, and consequently wage rates, are lower. The tendency to-
ward an equalization of wage rates which prevails under free mobility of labor
from country to country is paralyzed. On the domestic market the unions do
not tolerate the competition of non-unionized workers and admit only a re-
stricted number to union membership. Those not admitted must go into less
remunerative jobs or must remain unemployed. The unions are not interested
in the fate of these people.

Even if a union takes over the responsibility for its unemployed members
and pays them, out of contributions of its employed members, unemploy-
ment doles not lower than the earnings of the employed members, its ac-
tion is not a monopoly price policy. For the unemployed union members
are not the only people whose earning power is adversely affected by the
union’s policy of substituting higher rates for the potential lower market
rates. The interests of those excluded from membership are not taken into
account.

The Mathematical Treatment of the Theory of Monopoly Prices

Mathematical economists have paid special attention to the theory of mo-
nopoly prices. It looks as if monopoly prices would be a chapter of catallactics
for which mathematical treatment is more appropriate than it is for other
chapters of catallactics. However, the services which mathematics can render
in this field are rather poor too.

With regard to competitive prices mathematics cannot give more
than a mathematical description of various states of equilibrium and
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of conditions in the imaginary construction of the evenly rotating economy. It
cannot say anything about the actions which would finally establish these
equilibria and this evenly rotating system if no further changes in the data
were to occur.

In the theory of monopoly prices mathematics comes a little nearer to the
reality of action. It shows how the monopolist could find out the optimum
monopoly price provided he had at his disposal all the data required. But the
monopolist does not know the shape of the curve of demand. What he
knows is only points at which the curves of demand and supply intersected
one another in the past. He is therefore not in a position to make use of the
mathematical formulas in order to discover whether there is any monopoly
price for his monopolized article and, if so, which of various monopoly
prices is the optimum price. The mathematical and graphical disquisitions
are therefore no less futile in this sector of action than in any other sector.
But, at least, they schematize the deliberations of the monopolist and do not,
as in the case of competitive prices, satisfy themselves in describing a merely
auxiliary construction of theoretical analysis which does not play a role in
real action.

Contemporary mathematical economists have confused the study of mo-
nopoly prices. They consider the monopolist not as the seller of a monopo-
lized commodity, but as an entrepreneur and producer. However, it is neces-
sary to distinguish the monopoly gain clearly from entreprencurial profit.
Monopoly gains can only be reaped by the seller of a commodity or a service.
An entrepreneur can reap them only in his capacity as seller of a monopolized
commodity, not in his entrepreneurial capacity. The advantages and disad-
vantages which may result from the fall or rise in cost of production per unit
with increasing total production, diminish or increase the monopolist’s total
net proceeds and influence his conduct. But the catallactic treatment of mo-
nopoly prices must not forget that the specific monopoly gain stems, with due
allowance made to the configuration of demand, only from the monopoly of
a commodity or a right. It is this alone which affords to the monopolist the op-
portunity to restrict supply without fear that other people can frustrate his ac-
tion by expanding the quantity they offer for sale. Attempts to define the con-
ditions required for the emergence of monopoly prices by resorting to the
configuration of production costs are vain.

It is misleading to describe the market situation resulting in com-
petitive prices by declaring that the individual producer could sell at
the market price also a greater quantity than what he really sells.
This is true only when two special conditions are fulfilled: the pro-
ducer concerned, A, is not the marginal producer, and expanding
production does not require additional costs which cannot be recov-
ered in selling the additional quantity of products. Then As expan-
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sion forces the marginal producer to discontinue production; the supply of-
fered for sale remains unchanged.

The characteristic mark of the competitive price as distinguished from the
monopoly price is that the former is the outcome of a situation under which
the owners of goods and services of all orders are compelled to serve best the
wishes of the consumers. On a competitive market there is no such thing as a
price policy of the sellers. They have no alternative other than to sell as much
as they can at the highest price offered to them. But the monopolist fares bet-
ter by withholding from the market a part of the supply at his disposal in order
to make specific monopoly gains.

7 Good Will

It must be emphasized again that the market is peopled by men who are not
omniscient and have only a more or less defective knowledge of prevailing
conditions.

The buyer must always rely upon the trustworthiness of the seller. Even in
the purchase of producers’ goods the buyer, although as a rule an expert in the
field, depends to some extent on the reliability of the seller. This is still more
the case on the market for consumers’ goods. Here the seller for the most part
excels the buyer in technological and commercial insight. The salesman’s task
is not simply to sell what the customer is asking for. He must often advise the
customer how to choose the merchandise which can best satisfy his needs.
The retailer is not only a vendor; he is also a friendly helper. The public does
not heedlessly patronize every shop. If possible, a man prefers a store or a
brand with which he himself or trustworthy friends have had good experience
in the past.

Good will is the renown a business acquires on account of past achieve-
ments. [t implies the expectation that the bearer of the good will in the future
will live up to his earlier standards. Good will is not a phenomenon appearing
only in business relations. It is present in all social relations. It determines a
person’s choice of his spouse and of his friends and his voting for a candidate
in elections. Catallactics, of course, deals only with commercial good will.

It does not matter whether the good will is based on real achieve-
ments and merits or whether it is only a product of imagination and
fallacious ideas. What counts in human action is not truth as it may
appear to an omniscient being, but the opinions of people liable to
error. There are some instances in which customers are prepared to
pay a higher price for a special brand of a compound although the
branded article does not differ in its physical and chemical structure
from another cheaper product. Experts may deem such conduct un-
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reasonable. But no man can acquire expertness in all fields which are relevant
for his choices. He cannot entirely avoid substituting confidence in men for
knowledge of the true state of affairs. The regular customer does not always
select the article or the service, but the purveyor whom he trusts. He pays a
premium to those whom he considers reliable.

The role which good will plays on the market does not impair or restrict
competition. Everybody is free to acquire good will, and every bearer of good
will can lose good will once acquired. Many reformers, impelled by their
bias for paternal government, advocate authoritarian grade labeling as a sub-
stitute for trademarks. They would be right if rulers and bureaucrats were en-
dowed with omniscience and perfect impartiality. But as officeholders are
not free from human weakness, the realization of such plans would merely
substitute the defects of government appointees for those of individual citi-
zens. One does not make a man happier by preventing him from discrimi-
nating between a brand of cigarettes or canned food he prefers and another
brand he likes less.

The acquisition of good will requires not only honesty and zeal in attend-
ing to the customers, but no less money expenditure. It takes time until a firm
has acquired a steady clientele. In the interval it must often put up with losses
against which it balances expected later profits.

From the point of view of the seller good will s, as it were, a necessary fac-
tor of production. It is appraised accordingly. It does not matter that as a rule
the money equivalent of the good will does not appear in book entries and bal-
ance sheets. If a business is sold, a price is paid for the good will provided it is
possible to transfer it to the acquirer.

It is consequently a problem of catallactics to investigate the nature of this
peculiar thing called good will. In this scrutiny we must distinguish three dif-
ferent cases.

Case 1. The good will gives to the seller the opportunity to sell at monopoly
prices or to discriminate among various classes of buyers. This does not differ
from other instances of monopoly prices or price discrimination.

Case 2. The good will gives to the seller merely the opportunity
to sell at prices corresponding to those which his competitors attain.
If he had no good will, he would not sell at all or only by cutting
prices. Good will is for him no less necessary than the business
premises, the keeping of a well-assorted stock of merchandise and the
hiring of skilled helpers. The costs incurred by the acquisition of
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good will play the same role as any other business expenses. They must be de-
frayed in the same way by an excess of total proceeds over total costs.

Case 3. The seller enjoys within a limited circle of staunch patrons
such a brilliant reputation that he can sell to them at higher prices than
those paid to his less renowned competitors. However, these prices are
not monopoly prices. They are not the result of a deliberate policy aim-
ing at a restriction in total sales for the sake of raising total net proceeds.
It may be that the seller has no opportunity whatsoever to sell a larger
quantity, as is the case for example, with a doctor who is busy to the limit
of his powers although he charges more than his less popular colleagues.
It may also be that the expansion of sales would require additional capi-
tal investment and that the seller either lacks this capital or believes that
he has a more profitable employment for it. What prevents an expansion
of output and of the quantity of merchandise or services offered for sale
is not a purposive action on the part of the seller, but the state of the
market.

As the misinterpretation of these facts has generated a whole mythology of
“imperfect competition” and “monopolistic competition,” it is necessary to
enter into a more detailed scrutiny of the considerations of an entrepreneur
who is weighing the pros and cons of an expansion of his business.

Expansion of a production aggregate, and no less increasing production
from partial utilization of such an aggregate to full capacity production,
requires additional capital investment which is reasonable only if there is
no more profitable investment available.?! It does not matter whether the
entrepreneur is rich enough to invest his own funds or whether he would
have to borrow the funds needed. Also that part of an entrepreneur’s own
capital which is not employed in his firm is not “idle.” It is utilized
somewhere in the framework of the economic system. In order to be em-
ployed for the expansion of the business concerned these funds must be
withdrawn from their present employment.?? The entrepreneur will only
embark upon this change of investment if he expects from it an increase
in his net returns. In addition there are other doubts which may check
the propensity to expand a prospering enterprise even if the market situ-
ation seems to offer propitious chances. The entrepreneur may

21. Expenditure for additional advertising also means additional input of capital.

22. Cash holding, even if it exceeds the customary amount and is called “hoarding,” is a variety
of employing funds available. Under the prevailing state of the market the actor considers cash
holding the most appropriate employment of a part of his assets.
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mistrust his own ability to manage a bigger outfit successfully. He may also be
frightened by the example provided by once prosperous enterprises for which
expansion resulted in failure.

A businessman who, thanks to his splendid good will, is in a position to sell
at higher prices than less renowned competitors, could, of course, renounce
his advantage and reduce his prices to the level of his competitors. Like every
seller of commodities or of labor he could abstain from taking fullest advan-
tage of the state of the market and sell at a price at which demand exceeds sup-
ply. In doing so he would be making presents to some people. The donees
would be those who could buy at this lowered price. Others, although ready to
buy at the same price, would have to go away empty-handed because the sup-
ply was not sufficient.

The restriction of the quantity of every article produced and offered for
sale is always the outcome of the decisions of entrepreneurs intent upon
reaping the highest possible profit and avoiding losses. The characteristic
mark of monopoly prices is not to be seen in the fact that the entreprencurs
did not produce more of the article concerned and thus did not bring
about a fall in its price. Neither is it to be seen in the fact that comple-
mentary factors of production remain unused although their fuller employ-
ment would have lowered the price of the product. The only relevant ques-
tion is whether or not the restriction of production is the outcome of the
action of the —monopolistic — owner of a supply of goods and services who
withholds a part of this supply in order to attain higher prices for the rest.
The characteristic feature of monopoly prices is the monopolists defiance
of the wishes of the consumers. A competitive price for copper means that
the final price of copper tends toward a point at which the deposits are ex-
ploited to the extent permitted by the prices of the required nonspecific
complementary factors of production; the marginal mine does not yield
mining rent. The consumers are getting as much copper as they themselves
determine by the prices they allow for copper and all other commodities. A
monopoly price of copper means that the deposits of copper are utilized
only to a smaller degree because this is more advantageous to the owners;
capital and labor which, if the supremacy of the consumers were not in-
fringed, would have been employed for the production of additional cop-
per, are employed for the production of other articles for which the de-
mand of the consumers is less intense. The interests of the owners of the
copper deposits take precedence over those of the consumers. The available
resources of copper are not employed according to the wishes and plans of
the public.
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Profits are, of course, also the outcome of a discrepancy between the wishes
of the consumers and the actions of the entrepreneurs. If all entrepreneurs had
had in the past perfect foresight of the present state of the market, no profits
and losses would have emerged. Their competition would have already ad-
justed in the past—due allowance being made for time preference —the
prices of the complementary factors of production to the present prices of the
products. But this statement cannot brush away the fundamental difference
between profits and monopoly gains. The entrepreneur profits to the extent he
has succeeded in serving the consumers better than other people have done.
The monopolist reaps monopoly gains through impairing the satisfaction of
the consumers.

8 Monopoly of Demand

Monopoly prices can emerge only from a monopoly of supply. A monopoly of
demand does not bring about a market situation different from that under not
monopolized demand. The monopolistic buyer —whether he is an individual
or a group of individuals acting in concert— cannot reap a specific gain cor-
responding to the monopoly gains of monopolistic sellers. If he restricts de-
mand, he will buy ata lower price. But then the quantity bought will drop too.

In the same way in which governments restrict competition in order to im-
prove the position of privileged sellers, they can also restrict competition for
the benefit of privileged buyers. Again and again governments have put an em-
bargo on the export of certain commodities. Thus by excluding foreign buy-
ers they have aimed at lowering the domestic price. But such a lower price is
not a counterpart of monopoly prices.

What is commonly dealt with as monopoly of demand are certain phe-
nomena of the determination of prices for specific complementary factors of
production.

The production of one unit of the commodity m requires, besides the em-
ployment of various nonspecific factors, the employment of one unit of each
of the two absolutely specific factors a and b. Neither a nor b can be replaced
by any other factor; on the other hand a is of no use when not combined with
b and vice versa. The available supply of a by far exceeds the available sup-
ply of b. It is therefore not possible for the owners of a to attain any price for
a. The demand for a always lags behind the supply; a is not an economic
good. If a is a mineral deposit the extraction of which requires the use of cap-
ital and labor, the ownership of the deposits does not yield a royalty. There
1s no mining rent.
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But if the owners of @ form a cartel, they can turn the tables. They can
restrict the supply of a offered for sale to such a fraction that the supply
of b exceeds the supply of a. Now a becomes an economic good for which
prices are paid while the price of b dwindles to zero. If then the owners
of b react by forming a cartel too, a price struggle develops between the
two monopolistic combines about the outcome of which catallactics can
make no statements. As has already been pointed out, the pricing process
does not bring about a uniquely determined result in cases in which more
than one of the factors of production required is of an absolutely specific
character.

It does not matter whether or not the market situation is such that the fac-
tors @ and b together could be sold at monopoly prices. It does not make any
difference whether the price for a lot including one unit of both a and b is a
monopoly price or a competitive price.

Thus what is sometimes viewed as a monopoly of demand turns out to be
a monopoly of supply formed under particular conditions. The sellers of @
and b are intent upon selling at monopoly prices without regard to the ques-
tion whether or not the price of m can become a monopoly price. What
alone matters for them is to obtain as great a share as possible of the joint
price which the buyers are ready to pay for a and b together. The case does
not indicate any feature which would make it permissible to apply to it the
term monopoly of demand. This mode of expression becomes understand-
able, however, if one takes into account the accidental features marking the
contest between the two groups. If the owners of a (or b) are at the same time
the entrepreneurs conducting the processing of m, their cartel takes on the
outward appearance of a monopoly of demand. But this personal union com-
bining two separate catallactic functions does not alter the essential issue;
what is at stake is the settlement of affairs between two groups of monopolis-
tic sellers.

Our example fits, mutatis mutandis, the case in which a and b can also be
employed for purposes other than the production of m, provided these other
employments only yield smaller returns.

9 Consumption as Affected by Monopoly Prices

The individual consumer may react to monopoly prices in different ways.

1. Notwithstanding the rise in price, the individual consumer does not re-
strict his purchases of the monopolized article. He prefers to restrict the
purchase of other goods. (If all consumers were to react in this way, the
competitive price would have already risen to the height of the monop-
oly price.)
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2. 'The consumer restricts his purchase of the monopolized article to such
an extent that he does not spend for it more than he would have
spent—for the purchase of a larger quantity —under the competitive
price. (If all people were to react in this way, the seller would not get
more under the monopoly price than he did under the competitive
price; he would not derive any gain by deviating from the competitive
price.)

3. The consumer restricts his purchase of the monopolized commodity to
such an extent that he spends less for it than he would have spent under
the competitive price; he buys with the money thus saved goods which
he would not have bought otherwise. (If all people were to react in this
way, the seller would harm his interests by substituting a higher price for
the competitive price; no monopoly price could emerge. Only a bene-
factor who wanted to wean his fellow men from the consumption of per-
nicious drugs would in this case raise the price of the article concerned
above the competitive level.)

4. 'The consumer spends more for the monopolized commodity than he
would have spent under the competitive price and acquires only a
smaller quantity of it.

However the consumer may react, his satisfaction appears to be impaired
from the viewpoint of his own valuations. He is not so well served under mo-
nopoly prices as under competitive prices. The monopoly gain of the seller
is borne by a monopoly deprivation of the buyer. Even if some consumers (as
in case 3) acquire goods which they would not have bought in the absence
of the monopoly price, their satisfaction is lower than it would have been un-
der a different state of prices. Capital and labor which are withdrawn from
the production of products which drops on account of the monopolistic re-
striction of the supply of one of the complementary factors required for their
production, are employed for the production of other things which would
otherwise not have been produced. But the consumers value these other
things less.

Yet there is an exception to this general rule that monopoly prices
benefit the seller and harm the buyer and infringe the supremacy of
the consumers’ interests. If on a competitive market one of the com-
plementary factors, namely f, needed for the production of the con-
sumers’ good g, does not attain any price at all, although the produc-
tion of f requires various expenditures and consumers are ready to pay
for the consumers’ good g a price which makes its production
profitable on a competitive market, the monopoly price for f becomes
a necessary requirement for the production of g. It is this idea that
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people advance in favor of patent and copyright legislation. If inventors and
authors were not in a position to make money by inventing and writing, they
would be prevented from devoting their time to these activities and from de-
fraying the costs involved. The public would not derive any advantage from the
absence of monopoly prices for f. It would, on the contrary, miss the satisfac-
tion it could derive from the acquisition of g.*

Many people are alarmed by the reckless use of the deposits of minerals and
oil which cannot be replaced. Our contemporaries, they say, squander an ex-
haustible stock without any regard for the coming generations. We are con-
suming our own birthright and that of the future. Now these complaints make
little sense. We do not know whether later ages will still rely upon the same
raw materials on which we depend today. It is true that the exhaustion of the
oil deposits and even those of coal is progressing at a quick rate. But it is very
likely that in a hundred or five hundred years people will resort to other meth-
ods of producing heat and power. Nobody knows whether we, in being less
profligate with these deposits, would not deprive ourselves without any advan-
tage to men of the twenty-first or of the twenty-fourth centuries. It is vain to
provide for the needs of ages the technological abilities of which we cannot
even dream.

But it is contradictory if the same people who lament the depletion of some
natural resources are no less vehement in indicting monopolistic restraint in
their present-day exploitation. The effect of monopoly prices of mercury is
certainly a slowing down of the rate of depletion. In the eyes of those fright-
ened by the aspect of a future scarcity of mercury this effect must appear
highly desirable.

Economics in unmasking such contradictions does not aim at a
“justification” of monopoly prices for oil, minerals, and ore. Economics has
neither the task of justifying nor of condemning. It has merely to scrutinize
the effects of all modes of human action. It does not enter the arena in
which friends and foes of monopoly prices are intent upon pleading their
causes.

Both sides in this heated controversy resort to fallacious arguments.
The antimonopoly party is wrong in attributing to every monopoly
the power to impair the situation of the buyers by restricting supply
and bringing about monopoly prices. It is no less wrong in assuming
that there prevails within a market economy, not hampered and sab-
otaged by government interference, a general tendency toward the
formation of monopoly. It is a grotesque distortion of the true

23. See below, pp. 680—81.
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state of affairs to speak of monopoly capitalism instead of monopoly interven-
tionism and of private cartels instead of government-made cartels. Monopoly
prices would be limited to some minerals which can be mined in only a few
places and to the field of local limited-space monopolies if the governments
were not intent upon fostering them.?*

The promonopoly party is wrong in crediting to the cartels the economics
of big-scale production. Monopolistic concentration of production on one
hand, they say, as a rule reduces average costs of production and thus increases
the amount of capital and labor available for additional production. However,
no cartel is needed in order to eliminate the plants producing at higher costs.
Competition on the free market achieves this effect in the absence of any mo-
nopoly and of any monopoly prices. It is, on the contrary, often the purpose of
government-sponsored cartelization to preserve the existence of plants and
farms which the free market would force to discontinue operations precisely
because they are producing at too high costs of production. The free market
would have eliminated, for example, the submarginal farms and preserved
only those for which production pays under the prevailing market price. But
the New Deal preferred a different arrangement. It forced all farmers to a pro-
portional restriction of output. It raised by its monopolistic policy the price of
agricultural products to such a height that production became reasonable
again on submarginal soil.

No less erroneous are the conclusions derived from a confusion of the econ-
omies of product standardization and monopoly. If men asked only for one
standard type of a definite commodity, production of some articles could be
arranged in a more economical way and costs would be lowered accordingly.
But if people were to behave in such a manner, standardization and the cor-
responding cost reduction would emerge also in the absence of monopoly. If,
on the other hand, one forces the consumers to be content with one standard
type only, one does not increase their satisfaction; one impairs it. A dictator
may deem the conduct of the consumers rather foolish. Why should not
women be dressed in uniforms like soldiers? Why should they be so crazy
about individually fashioned clothes? He may be right from the point of view
of his own value judgments. But the trouble is that valuation is personal, indi-
vidual, and arbitrary. The democracy of the market consists in the fact that
people themselves make their choices and that no dictator has the power to
force them to submit to his value judgments.

24. See above, p. 366.
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10 Price Discrimination on the Part of the Seller

Both competitive prices and monopoly prices are the same for all buyers.
There prevails on the market a permanent tendency to eliminate all discrep-
ancies in prices for the same commodity or service. Although the valuations
of the buyers and the intensity of their demand as effective on the market are
different, they pay the same prices. The wealthy man does not pay more for
bread than the less wealthy man, although he would be ready to pay a higher
price if he could not buy it cheaper. The enthusiast who would rather restrict
his consumption of food than miss a performance of a Beethoven symphony
pays no more for admission than a man for whom music is merely a pastime
and who would not care for the concert if he could attend it only by renounc-
ing his desire for some trifles. The difference between the price one must pay
for a good and the highest amount one would be prepared to pay for it has
sometimes been called consumers’ surplus.?®

But there can appear on the market conditions which make it possible for
the seller to discriminate between the buyers. He can sell a commodity or a
service at different prices to different buyers. He can obtain prices which may
sometimes even rise to the point at which the whole consumers” surplus of a
buyer disappears. Two conditions must coincide in order to make price dis-
crimination advantageous to the seller.

The first condition is that those buying at a cheaper price are not in a posi-
tion to resell the commodity or the service to people to whom the discrimi-
nating seller sells only at a higher price. If such reselling cannot be prevented,
the first seller’s intention would be thwarted. The second condition is that the
public does not react in such a way that the total net proceeds of the seller lag
behind the total net proceeds he would obtain under price uniformity. This
second condition is always present under conditions which would make it ad-
vantageous to a seller to substitute monopoly prices for competitive prices.
But it can also appear under a market situation which would not bring about
monopoly gains. For price discrimination does not enjoin upon the seller the
necessity of restricting the amount sold. He does not lose any buyer com-
pletely; he must merely take into account that some buyers may restrict the
amount of their purchases. But as a rule he has the opportunity to sell the re-
mainder of his supply to people who would not have bought at all or would

25. Cf. A. Marshall, Principles of Economics (Sth ed. London, 1930), pp. 124—27.
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have bought only smaller quantities if they had had to pay the uniform com-
petitive price.

Consequently the configuration of production costs plays no role in the
considerations of the discriminating seller. Production costs are not affected as
the total amount produced and sold remains unaltered.

The most common case of price discrimination is that of physicians. A doc-
tor who can perform 8o treatments in a week and charges $3 for each treat-
ment is fully employed by attending to 30 patients and makes $240 a week. If
he charges the 10 wealthiest patients, who together consume 5o treatments, $4
instead of $3, they will consume only 40 treatments. The doctor sells the re-
maining 10 treatments at $2 each to patients who would not have expended $3
for his professional services. Then his weekly proceeds rise to $270.

As price discrimination is practiced by the seller only if it is more advanta-
geous to him than selling at a uniform price, it is obvious that it results in an
alteration of consumption and the allocation of factors of production to vari-
ous employments. The outcome of discrimination is always that the total
amount expended for the acquisition of the good concerned increases. The
buyers must provide for their excess expenditure by cutting down other pur-
chases. As it is very unlikely that those benefited by price discrimination will
spend their gains for the purchase of the same goods as those the other people
no longer buy in the same quantity, changes in the market data and in pro-
duction become unavoidable.

In the above example the 10 wealthiest patients are damaged; they pay $4
for a service for which they used to pay only $3. But it is not only the doctor
who derives advantage from the discrimination; the patients whom he charges
$2 are benefited too. It is true they must provide the doctor’s fees by renounc-
ing other satisfactions. However, they value these other satisfactions less than
that conveyed to them by the doctor’s treatment. Their degree of contentment
attained is increased.

For a full comprehension of price discrimination it is well to remember
that, under the division of labor, competition among those eager to acquire
the same product does not necessarily impair the individual competitor’s po-
sition. The competitors’ interests are antagonistic only with regard to the ser-
vices rendered by the complementary nature-given factors of production.
This inescapable natural antagonism is superseded by the advantages derived
from the division of labor. As far as average costs of production can be re-
duced by big-scale production, competition among those eager to acquire the
same commodity brings about an improvement in the individual competi-
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tor’s situation. The fact that not only a few people but a great number are
eager to acquire the commodity ¢ makes it possible to manufacture it in
cost-saving processes; then even people with modest means can afford it. In
the same way it can sometimes happen that price discrimination renders the
satisfaction of a need possible which would have remained unsatisfied in its
absence.

There live in a city p lovers of music, each of whom would be prepared to
spend $2 for the recital of a virtuoso. But such a concert requires an expendi-
ture greater than 2 p dollars and can therefore not be arranged. But if dis-
crimination of admission fees is possible and among the p friends of music n
are ready to spend $4, the recital becomes feasible, provided that the amount
2 (n + p) dollars is sufficient. Then n people spend $4 each and (p — n)
people $2 each for the admission and forego the satisfaction of the least urgent
need they would have satisfied if they had not preferred to attend the recital.
Fach person in the audience fares better than he would have if the unfeasi-
bility of price discrimination had prevented the performance. It is to the in-
terest of the organizers to enlarge the audience to the point at which the ad-
mission of additional customers involves higher costs than the fees they are
ready to spend.

Things would be different if the recital could have been arranged even if no
more than $2 was charged for admission. Then price discrimination would
have impaired the satisfaction of those who are charged $4.

The most common practices in selling admission tickets for artistic per-
formances and railroad tickets at different rates are not the outcome of price
discrimination in the catallactic sense of the term. He who pays a higher rate
gets something appreciated more than he who pays less. He gets a better seat,
a more comfortable traveling opportunity, and so on. Genuine price dis-
crimination is present in the case of physicians who, although attending to
each patient with the same care, charge the wealthier clients more than the
less wealthy. It is present in the case of railroads charging more for the ship-
ping of goods the transportation of which adds more to their value than for
others although the costs incurred by the railroad are the same. It is obvious
that both the doctor and the railroad can practice discrimination only within
the limits fixed by the opportunity given to the patient and the shipper to
find another solution of their problems that is more to their own advantage.
But this refers to one of the two conditions required for the emergence of
price discrimination.

It would be idle to point out a state of affairs in which price dis-
crimination could be practiced by all sellers of all kinds of commodi-
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ties and services. It is more important to establish the fact that within a mar-
ket economy not sabotaged by government interference the conditions
required for price discrimination are so rare that it can fairly be called an
exceptional phenomenon.

11 Price Discrimination on the Part of the Buyer

While monopoly prices and monopoly gains cannot be realized to the advan-
tage of a monopolistic buyer, the case is different with price discrimination.
There is only one condition required for the emergence of price discrimina-
tion on the part of a monopolistic buyer on a free market, namely, crass igno-
rance of the state of the market on the part of the sellers. As such ignorance is
unlikely to last for any length of time, price discrimination can only be prac-
ticed if the government interferes.

The Swiss Government has established a government owned and operated
trade monopoly for cereals. It buys cereals at world-market prices on foreign
markets and at higher prices from domestic farmers. In domestic purchases it
pays a higher price to farmers producing at higher costs on the rocky soil of the
mountain districts and a lower price —although still higher than the world-
market price —to the farmers tilling more fertile land.

12 The Connexity of Prices

If a definite process of production brings about the products p and ¢ simulta-
neously, the entrepreneurial decisions and actions are directed by weighing
the sum of the anticipated prices of p and ¢. The prices of p and q are partic-
ularly connected with one another as changes in the demand for p (or for ¢)
generate changes in the supply of ¢ (or of p). The mutual relation of the prices
of p and ¢ can be called connexity of production. The businessman calls p (or
q) a by-product of g (or p).

The production of the consumers” good z requires the employment of the
factors p and g, the production of p the employment of the factors a and b,
and the production of ¢ the employment of the factors ¢ and d. Then changes
in the supply of p (or of ¢) bring about changes in the demand for ¢ (or for
p). It does not matter whether the process of producing z out of p and ¢ is ac-
complished by the same enterprises which produce p out of @ and b and ¢
out of ¢ and d, or by entreprencurs financially independent of one another,
or by the consumers themselves as a preliminary step in their consuming.
The prices of p and ¢ are particularly connected with one another be-
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cause p is useless or of a smaller utility without ¢ and vice versa. The mutual
relation of the prices of p and ¢ can be called connexity of consumption.

If the services rendered by a commodity b can be substituted, even
though in a not perfectly satisfactory way, for those rendered by another
commodity a, a change in the price of one of them affects the price of the
other too. The mutual relation of the prices of a and b can be called con-
nexity of substitution.

Connexity of production, connexity of consumption, and connexity of
substitution are particular connexities of the prices of a limited number of
commodities. From these particular connexities one must distinguish the
general connexity of the prices of all goods and services. This general con-
nexity is the outcome of the fact that for every kind of wantsatisfaction, be-
sides various more or less specific factors, one scarce factor is required
which, in spite of the differences in its qualitative power to produce, can,
within the limits precisely defined above,? be called a nonspecific factor —
namely, labor.

Within a hypothetical world in which all factors of production are abso-
lutely specific, human action would operate in a multiplicity of fields of want-
satisfaction independent of one another. What links together in our actual
world the various fields of want-satisfaction is the existence of a great many
nonspecific factors, suitable to be employed for the attainment of various ends
and to be substituted in some degree for one another. The fact that one factor,
labor, is on the one hand required for every kind of production and on the
other hand is, within the limits defined, nonspecific, brings about the general
connexity of all human activities. It integrates the pricing process into a whole
in which all gears work on one another. It makes the market a concatenation
of mutually interdependent phenomena.

It would be absurd to look upon a definite price as if it were an isolated ob-
ject in itself. A price is expressive of the position which acting men attach to a
thing under the present state of their efforts to remove uneasiness. It does not
indicate a relationship to something unchanging, but merely the instanta-
neous position in a kaleidoscopically changing assemblage. In this collection
of things considered valuable by the value judgments of acting men each par-
ticle’s place is interrelated with those of all other particles. What is called a
price is always a relationship within an integrated system which is the com-
posite effect of human relations.

26. Cf. above, pp. 133-35.
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13 Prices and Income

A market price is a real historical phenomenon, the quantitative ratio at which
at a definite place and at a definite date two individuals exchanged definite
quantities of two definite goods. It refers to the special conditions of the con-
crete act of exchange. It is ultimately determined by the value judgments of
the individuals involved. It is not derived from the general price structure or
from the structure of the prices of a special class of commodities or services.
What is called the price structure is an abstract notion derived from a multi-
plicity of individual concrete prices. The market does not generate prices of
land or motorcars in general nor wage rates in general, but prices for a certain
piece of land and for a certain car and wage rates for a performance of a cer-
tain kind. It does not make any difference for the pricing process to what class
the things exchanged are to be assigned from any point of view. However they
may differ in other regards, in the very act of exchange they are nothing but
commodities, i.e., things valued on account of their power to remove felt
uneasiness.

The market does not create or determine incomes. It is not a process of in-
come formation. If the owner of a piece of land and the worker husband the
physical resources concerned, the land and the man will renew and preserve
their power to render services; the agricultural and urban land for a practically
indefinite period, the man for a number of years. If the market situation for
these factors of production does not deteriorate, it will be possible in the fu-
ture too to attain a price for their productive employment. Land and working
power can be considered as sources of income if they are dealt with as such,
that is, if their capacity to produce is not prematurely exhausted by reckless ex-
ploitation. It is provident restraint in the use of factors of production, not their
natural and physical properties, which convert them into somewhat durable
sources of income. There is in nature no such thing as a stream of income. In-
come is a category of action; it is the outcome of careful economizing of scarce
factors. This is still more obvious in the case of capital goods. The produced
factors of production are not permanent. Although some of them may have a
life of many years, all of them eventually become useless through wear and
tear, sometimes even by the mere passing of time. They become durable
sources of income only if their owners treat them as such. Capital can be pre-
served as a source of income if the consumption of its products, market con-
ditions remaining unchanged, is restricted in such a way as not to impair the
replacement of the worn out parts.
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Changes in the market data can frustrate every endeavor to perpetuate a
source of income. Industrial equipment becomes obsolete if demand changes
or if it is superseded by something better. Land becomes useless if more fertile
soil is made accessible in sufficient quantities. Expertness and skill for the per-
formance of special kinds of work lose their remunerativeness when new fash-
ions or new methods of production narrow the opportunity for their employ-
ment. The success of any provision for the uncertain future depends on the
correctness of the anticipations which guided it. No income can be made safe
against changes not adequately foreseen.

Neither is the pricing process a form of distribution. As has been pointed
out already, there is nothing in the market economy to which the notion of dis-
tribution could be applied.

14 Prices and Production

The pricing process of the unhampered market directs production into those
channels in which it best serves the wishes of the consumers as manifested on
the market. Only in the case of monopoly prices have the monopolists the
power to divert production, within a limited range, from this line into other
lines to their own benefit.

The prices determine which of the factors of production should be em-
ployed and which should be left unused. The specific factors of production
are employed only if there is no more valuable employment available for
the complementary nonspecific factors. There are technological recipes,
land, and nonconvertible capital goods whose capacity to produce remains
unused because their employment would mean a waste of the scarcest of
all factors, labor. While under the conditions present in our world there
cannot be in the long run unemployment of labor in a free labor market,
unused capacity of land and of inconvertible industrial equipment is a reg-
ular phenomenon.

It is nonsense to lament the fact of unused capacity. The unused capacity
of equipment made obsolete by technological improvement is a landmark of
material progress. It would be a blessing if the establishment of durable peace
would render munitions plants unused or if the discovery of an efficient
method of preventing and curing tuberculosis would render obsolete sanato-
ria for the treatment of people affected by this evil. It would be sensible to de-
plore the lack of provision in the past which resulted in malinvestment of cap-
ital goods. Yet, men are not infallible. A certain amount of malinvestment is
unavoidable. What has to be done is to shun policies that like credit expansion
artificially foster malinvestment.
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Modern technology could easily grow oranges and grapes in hothouses in
the arctic and subarctic countries. Everybody would call such a venture lu-
nacy. But it is essentially the same to preserve the growing of cereals in rocky
mountain valleys by tariffs and other devices of protectionism while else-
where there is plenty of fallow fertile land. The difference is merely one of
degree.

The inhabitants of the Swiss Jura prefer to manufacture watches instead of
growing wheat. Watchmaking is for them the cheapest way to acquire wheat.
On the other hand the growing of wheat is the cheapest way for the Canadian
farmer to acquire watches. The fact that the inhabitants of the Jura do not
grow wheat and the Canadians do not manufacture watches is not more wor-
thy of notice than the fact that tailors do not make their shoes and shoemakers
do not make their clothes.

15 The Chimera of Nonmarket Prices

Prices are a market phenomenon. They are generated by the market process
and are the pith of the market economy. There is no such thing as prices out-
side the market. Prices cannot be constructed synthetically, as it were. They
are the resultant of a certain constellation of market data, of actions and reac-
tions of the members of a market society. It is vain to meditate what prices
would have been if some of their determinants had been different. Such fan-
tastic designs are no more sensible than whimsical speculations about what
the course of history would have been if Napoleon had been killed in the
battle of Arcole or if Lincoln had ordered Major Anderson to withdraw from
Fort Sumter.

It is no less vain to ponder on what prices ought to be. Everybody is pleased
if the prices of things he wants to buy drop and the prices of the things he
wants to sell rise. In expressing such wishes a man is sincere if he admits that
his point of view is personal. It is another question whether, from his personal
point of view, he would be well advised to prompt the government to use its
power of coercion and oppression to interfere with the market’s price struc-
ture. It will be shown in the sixth part of this book what the inescapable con-
sequences of such a policy of interventionism must be.

But one deludes oneself or practices deception if one calls such
wishes and arbitrary value judgments the voice of objective truth. In
human action nothing counts but the various individuals’ desires for
the attainment of ends. With regard to the choice of these ends there
is no question of truth; all that matters is value. Value judgments are
necessarily always subjective, whether they are passed by one man
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only or by many men, by a blockhead, a professor, or a statesman.

Any price determined on a market is the necessary outgrowth of the inter-
play of the forces operating, that is, demand and supply. Whatever the market
situation which generated this price may be, with regard to it the price is al-
ways adequate, genuine, and real. It cannot be higher if no bidder ready to of-
fer a higher price turns up, and it cannot be lower if no seller ready to deliver
at a lower price turns up. Only the appearance of such people ready to buy or
to sell can alter prices.

F.conomics analyzes the market process which generates commodity prices,
wage rates, and interest rates. It does not develop formulas which would en-
able anybody to compute a “correct” price different from that established on
the market by the interaction of buyers and sellers.

At the bottom of many efforts to determine nonmarket prices is the con-
fused and contradictory notion of real costs. If costs were a real thing, i.c., a
quantity independent of personal value judgments and objectively discernible
and measurable, it would be possible for a disinterested arbiter to determine
their height and thus the correct price. There is no need to dwell any longer
on the absurdity of this idea. Costs are a phenomenon of valuation. Costs are
the value attached to the most valuable want-satisfaction which remains un-
satisfied because the means required for its satistaction are employed for that
want-satisfaction the cost of which we are dealing with. The attainment of an
excess of the value of the product over the costs, a profit, is the goal of every
production effort. Profit is the pay-off of successful action. It cannot be defined
without reference to valuation. It is a phenomenon of valuation and has no
direct relation to physical and other phenomena of the external world.

F.conomic analysis cannot help reducing all items of cost to value judg-
ments. The socialists and interventionists call entrepreneurial profit, inter-
est on capital, and rent of land “unearned” because they consider that only
the toil and trouble of the worker is real and worthy of being rewarded.
However, reality does not reward toil and trouble. If toil and trouble is ex-
pended according to well-conceived plans, its outcome increases the means
available for wantsatisfaction. Whatever some people may consider as just
and fair, the only relevant question is always the same. What alone matters
is which system of social organization is better suited to attain those ends
for which people are ready to expend toil and trouble. The question is:
market economy, or socialism? There is no third solution. The notion of
a market economy with nonmarket prices is absurd. The very idea of
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cost prices is unrealizable. Even if the cost price formula is applied only to en-
treprencurial profits, it paralyzes the market. If commodities and services are
to be sold below the price the market would have determined for them, sup-
ply always lags behind demand. Then the market can neither determine what
should or should not be produced, nor to whom the commodities and services
should go. Chaos results.

This refers also to monopoly prices. It is reasonable to abstain from all poli-
cies which could result in the emergence of monopoly prices. But whether
monopoly prices are brought about by such promonopoly government poli-
cies or in spite of the absence of such policies, no alleged “fact finding” and
no armchair speculation can discover another price at which demand and
supply would become equal. The failure of all experiments to find a satisfac-
tory solution for the limited-space monopoly of public utilities clearly proves
this truth.

It is the very essence of prices that they are the offshoot of the actions of in-
dividuals and groups of individuals acting on their own behalf. The catallac-
tic concept of exchange ratios and prices precludes anything that is the effect
of actions of a central authority, of people resorting to violence and threats in
the name of society or the state or of an armed pressure group. In declaring
that it is not the business of the government to determine prices, we do not
step beyond the borders of logical thinking. A government can no more de-
termine prices than a goose can lay hen’s eggs.

We can think of a social system in which there are no prices at all, and we
can think of government decrees which aim at fixing prices at a height differ-
ent from that which the market would determine. It is one of the tasks of eco-
nomics to study the problems implied. However, precisely because we want to
examine these problems it is necessary clearly to distinguish between prices
and government decrees. Prices are by definition determined by peoples” buy-
ing and selling or abstention from buying and selling. They must not be con-
fused with fiats issued by governments or other agencies enforcing their orders
by an apparatus of coercion and compulsion.?’

27. In order not to confuse the reader by the introduction of too many new terms, we shall keep
to the widespread usage of calling such fats prices, interest rates, wage rates decreed and enforced
by governments or other agencies of compulsion (e.g., labor unions). But one must never lose sight
of the fundamental difference between the market phenomena of prices, wages, and interest rates
on the one hand, and the legal phenomena of maximum or minimum prices, wages, and interest
rates, designed to nullify these market phenomena, on the other hand.



CHAPTER 17

Indirect Exchange

1 Media of Exchange and Money

Interpersonal exchange is called indirect exchange if, between the commodi-
ties and services the reciprocal exchange of which is the ultimate end of
exchanging, one or several media of exchange are interposed. The subject
matter of the theory of indirect exchange is the study of the ratios of exchange
between the media of exchange on the one hand and the goods and services
of all orders on the other hand. The statements of the theory of indirect ex-
change refer to all instances of indirect exchange and to all things which are
employed as media of exchange.

A medium of exchange which is commonly used as such is called
money. The notion of money is vague, as its definition refers to the vague term
“commonly used.” There are borderline cases in which it cannot be decided
whether a medium of exchange is or is not “commonly” used and should be
called money. But this vagueness in the denotation of money in no way affects
the exactitude and precision required by praxeological theory. For all that is to
be predicated of money is valid for every medium of exchange. It is therefore
immaterial whether one preserves the traditional term theory of money or sub-
stitutes for it another term. The theory of money was and is always the theory
of indirect exchange and of the media of exchange.!

2 Observations on Some Widespread Errors

The fateful errors of popular monetary doctrines which have led astray the
monetary policies of almost all governments would hardly have come into ex-
istence if many economists had not themselves committed blunders in deal-
ing with monetary issues and did not stubbornly cling to them.

There is first of all the spurious idea of the supposed neutrality of
money.? An outgrowth of this doctrine was the notion of the “level”

1. The theory of monetary calculation does not belong to the theory of indirect exchange. It is a
part of the general theory of praxeology.

2. Cf. above, p. 202. Important contributions to the history and terminology of this doctrine are
provided by Hayek, Prices and Production (rev. ed. London, 1935), pp. 1 {f., 129 ff.
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of prices that rises or falls proportionately with the increase or decrease in
the quantity of money in circulation. It was not realized that changes in the
quantity of money can never affect the prices of all goods and services at
the same time and to the same extent. Nor was it realized that changes in the
purchasing power of the monetary unit are necessarily linked with changes
in the mutual relations between those buying and selling. In order to prove
the doctrine that the quantity of money and prices rise and fall proportion-
ately, recourse was had in dealing with the theory of money to a procedure
entirely different from that modern economics applies in dealing with all its
other problems. Instead of starting from the actions of individuals, as catal-
lactics must do without exception, formulas were constructed designed to
comprehend the whole of the market economy. Elements of these formulas
were the total supply of money available in the Volkswirtschaft; the volume
of trade—1i.e., the money equivalent of all transters of commodities and
services as effected in the Volkswirtschaft; the average velocity of circulation
of the monetary units; and the level of prices. These formulas seemingly
provided evidence of the correctness of the price level doctrine. In fact,
however, this whole mode of reasoning is a typical cases of arguing in a
circle. For the equation of exchange already involves the level doctrines
which it tries to prove. It is essentially nothing but a mathematical expression
of the —untenable — doctrine that there is proportionality in the movements
of the quantity of money and of prices.

In analyzing the equation of exchange one assumes that one of its
elements — total supply of money, volume of trade, velocity of circulation —
changes, without asking how such changes occur. It is not recognized that
changes in these magnitudes do not emerge in the Volkswirtschaft as such,
but in the individual actors’ conditions, and that it is the interplay of the
reactions of these actors that results in alterations of the price structure.
The mathematical economists refuse to start from the various individuals’
demand for and supply of money. They introduce instead the spurious
notion of velocity of circulation fashioned according to the patterns of
mechanics.

There is at this point of our reasoning no need to deal with the
question of whether or not the mathematical economists are right in
assuming that the services rendered by money consist wholly or essen-
tially in its turnover, in its circulation. Even if this were true, it would
still be faulty to explain the purchasing power—the price—of the
monetary unit on the basis of its services. The services rendered by
water, whisky, and coffee do not explain the prices paid for these
things. What they explain is only why people, as far as they recognize
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these services, under certain further conditions demand definite quantities of
these things. It is always demand that influences the price structure, not the
objective value in use.

It is true that with regard to money the task of catallactics is broader than
with regard to vendible goods. It is not the task of catallactics, but of psychol-
ogy and physiology, to explain why people are intent on securing the services
which the various vendible commodities can render. It is a task of catallactics,
however, to deal with this question with regard to money. Catallactics alone
can tell us what advantages a man expects from holding money. But it is not
these expected advantages which determine the purchasing power of money.
The eagerness to secure these advantages is only one of the factors in bringing
about the demand for money. It is demand, a subjective element whose in-
tensity is entirely determined by value judgments, and not any objective fact,
any power to bring about a certain effect, that plays a role in the formation of
the market’s exchange ratios.

The deficiency of the equation of exchange and its basic elements is that
they look at market phenomena from a holistic point of view. They are de-
luded by their prepossession with the Volkswirtschaft notion. But where there
is, in the strict sense of the term, a Volkswirtschaft, there is neither a market
nor prices and money. On a market there are only individuals or groups of
individuals acting in concert. What motivate these actors are their own con-
cerns, not those of the whole market economy. If there is any sense in such
notions as volume of trade and velocity of circulation, then they refer to the
resultant of the individuals” actions. It is not permissible to resort to these no-
tions in order to explain the actions of the individuals. The first question that
catallactics must raise with regard to changes in the total quantity of money
available in the market system is how such changes affect the various individ-
uals’ conduct. Modern economics does not ask what “iron” or “bread” is
worth, but what a definite piece of iron or of bread is worth to an acting indi-
vidual at a definite date and a definite place. It cannot help proceeding in the
same way with regard to money. The equation of exchange is incompatible
with the fundamental principles of economic thought. It is a relapse to the
thinking of ages in which people failed to comprehend praxeological phe-
nomena because they were committed to holistic notions. It is sterile, as were
the speculations of earlier ages concerning the value of “iron” and “bread” in
general.

The theory of money is an essential part of the catallactic theory.
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It must be dealt with in the same manner which is applied to all other catal-
lactic problems.

3 Demand for Money and Supply of Money

In the marketability of the various commodities and services there
prevail considerable differences. There are goods for which it is not difficult to
find applicants ready to disburse the highest recompense which, under the
given state of affairs, can possibly be obtained, or a recompense only slightly
smaller. There are other goods for which it is very hard to find a customer
quickly, even if the vendor is ready to be content with a compensation much
smaller than he could reap if he could find another aspirant whose demand is
more intense. It is these differences in the marketability of the various com-
modities and services which created indirect exchange. A man who at the in-
stant cannot acquire what he wants to get for the conduct of his own house-
hold or business, or who does not yet know what kind of goods he will need in
the uncertain future, comes nearer to his ultimate goal if he exchanges a less
marketable good he wants to trade against a more marketable one. It may also
happen that the physical properties of the merchandise he wants to give away
(as, for instance, its perishability or the costs incurred by its storage or similar
circumstances) impel him not to wait longer. Sometimes he may be prompted
to hurry in giving away the good concerned because he is afraid of a deterio-
ration of its market value. In all such cases he improves his own situation in
acquiring a more marketable good, even if this good is not suitable to satisfy
directly any of his own needs.

A medium of exchange is a good which people acquire neither for their own
consumption nor for employment in their own production activities, but with
the intention of exchanging it at a later date against those goods which they
want to use either for consumption or for production.

Money is a medium of exchange. It is the most marketable good
which people acquire because they want to offer it in later acts of inter-
personal exchange. Money is the thing which serves as the generally
accepted and commonly used medium of exchange. This is its only
function. All the other functions which people ascribe to money are
merely particular aspects of its primary and sole function, that of a
medium of exchange.?

Media of exchange are economic goods. They are scarce; there is

3. Cf. Mises, The Theory of Money and Credit, trans. by H. E. Batson (London and New York,
1934; Yale, 1953), pp. 34—37. [In Liberty Fund's (1980) edition, the pages cited are pp. 46—49.]
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a demand for them. There are on the market people who desire to acquire
them and are ready to exchange goods and services against them. Media of ex-
change have value in exchange. People make sacrifices for their acquisition;
they pay “prices” for them. The peculiarity of these prices lies merely in the
fact that they cannot be expressed in terms of money. In reference to the
vendible goods and services we speak of prices or of money prices. In refer-
ence to money we speak of its purchasing power with regard to various
vendible goods.

There exists a demand for media of exchange because people want to keep
a store of them. Every member of a market society wants to have a definite
amount of money in his pocket or box, a cash holding or cash balance of a
definite height. Sometimes he wants to keep a larger cash holding, sometimes
asmaller; in exceptional cases he may even renounce any cash holding. Atany
rate, the immense majority of people aim not only to own various vendible
goods; they want no less to hold money. Their cash holding is not merely a
residuum, an unspent margin of their wealth. It is not an unintentional re-
mainder left over after all intentional acts of buying and selling have been con-
summated. Its amount is determined by a deliberate demand for cash. And as
with all other goods, it is the changes in the relation between demand for and
supply of money that bring about changes in the exchange ratio between
money and the vendible goods.

Fvery piece of money is owned by one of the members of the market
economy. The transfer of money from the control of one actor into that
of another is temporally immediate and continuous. There is no fraction
of time in between in which the money is not a part of an individual’s
or a firm’s cash holding, but just in “circulation.”* It is unsound to
distinguish between circulating and idle money. It is no less faulty to
distinguish between circulating money and hoarded money. What is
called hoarding is a height of cash holding which —according to the per-
sonal opinion of an observer —exceeds what is deemed normal and ade-
quate. However, hoarding is cash holding. Hoarded money is still money
and it serves in the hoards the same purposes which it serves in cash
holdings called normal. He who hoards money believes that some spe-
cial conditions make it expedient to accumulate a cash holding which
exceeds the amount he himself would keep under different conditions,
or other people keep, or an economist censuring his action considers ap-
propriate. That he acts in this way influences the configuration of the

4. Money can be in the process of transportation, it can travel in trains, ships, or planes from one
place to another. But it is in this case, too, always subject to somebody’s control, is somebody’s

property.
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demand for money in the same way in which every “normal” demand
influences it.

Many economists avoid applying the terms demand and supply in the
sense of demand for and supply of money for cash holding because they fear
a confusion with the current terminology as used by the bankers. It is, in
fact, customary to call demand for money the demand for short-term loans
and supply of money the supply of such loans. Accordingly, one calls the
market for short-term loans the money market. One says money is scarce if
there prevails a tendency toward a rise in the rate of interest for short-term
loans, and one says money is plentiful if the rate of interest for such loans is
decreasing. These modes of speech are so firmly entrenched that it is out of
the question to venture to discard them. But they have favored the spread of
fateful errors. They made people confound the notions of money and of cap-
ital and believe that increasing the quantity of money could lower the rate
of interest lastingly. But it is precisely the crassness of these errors which
makes it unlikely that the terminology suggested could create any misun-
derstanding. It is hard to assume that economists could err with regard to
such fundamental issues.

Others maintained that one should not speak of the demand for and
supply of money because the aims of those demanding money differ from
the aims of those demanding vendible commodities. Commodities, they
say, are demanded ultimately for consumption, while money is demanded
in order to be given away in further acts of exchange. This objection is no
less invalid. The use which people make of a medium of exchange con-
sists eventually in its being given away. But first of all they are eager to ac-
cumulate a certain amount of it in order to be ready for the moment in
which a purchase may be accomplished. Precisely because people do not
want to provide for their own needs right at the instant at which they give
away the goods and services they themselves bring to the market, precisely
because they want to wait or are forced to wait until propitious conditions
for buying appear, they barter not directly but indirectly through the in-
terposition of a medium of exchange. The fact that money is not worn out
by the use one makes of it and that it can render its services practically
for an unlimited length of time is an important factor in the configuration
of its supply. But it does not alter the fact that the appraisement of money
is to be explained in the same way as the appraisement of all other goods:
by the demand on the part of those who are eager to acquire a definite
quantity of it.

Economists have tried to enumerate the factors which within the
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whole economic system may increase or decrease the demand for money.
Such factors are the population figure; the extent to which the individual
households provide for their own needs by autarkic production and the extent
to which they produce for other people’s needs, selling their products and buy-
ing for their own consumption on the market; the distribution of business
activity and the settlement of payments over the various seasons of the year;
institutions for the settlement of claims and counterclaims by mutual cancel-
lation, such as clearinghouses. All these factors indeed influence the demand
for money and the height of the various individuals” and firms” cash holding.
But they influence them only indirectly by the role they play in the consider-
ations of people concerning the determination of the amount of cash balances
they deem appropriate. What decides the matter is always the value judgments
of the men concerned. The various actors make up their minds about what
they believe the adequate height of their cash holding should be. They carry
out their resolution by renouncing the purchase of commodities, securities,
and interest-bearing claims, and by selling such assets or conversely by in-
creasing their purchases. With money, things are not different from what they
are with regard to all other goods and services. The demand for money is de-
termined by the conduct of people intent upon acquiring it for their cash
holding.

Another objection raised against the notion of the demand for money was
this: The marginal utility of the money unit decreases much more slowly
than that of the other commodities; in fact its decrease is so slow that it can
be practically ignored. With regard to money nobody ever says that his de-
mand is satisfied, and nobody ever forsakes an opportunity to acquire more
money provided the sacrifice required is not too great. It is therefore imper-
missible to consider the demand for money as limited. The very notion of an
unlimited demand is, however, contradictory. This popular reasoning is en-
tirely fallacious. It confounds the demand for money for cash holding with
the desire for more wealth as expressed in terms of money. He who says that
his thirst for more money can never be quenched, does not mean to say that
his cash holding can never be too large. What he really means is that he can
never be rich enough. If additional money flows into his hands, he will not
use it for an increase of his cash balance or he will use only a part of it for
this purpose. He will expend the surplus either for instantaneous consump-
tion or for investment. Nobody ever keeps more money than he wants to
have as cash holding.

The insight that the exchange ratio between money on the one
hand and the vendible commodities and services on the other is determined, in
the same way as the mutual exchange ratios between the various vendible
goods, by demand and supply was the essence of the quantity theory of money.
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This theory is essentially an application of the general theory of supply and de-
mand to the special instance of money. Its merit was the endeavor to explain
the determination of money’s purchasing power by resorting to the same rea-
soning which is employed for the explanation of all other exchange ratios. Its
shortcoming was that it resorted to a holistic interpretation. It looked at the to-
tal supply of money in the Volkswirtschaft and not at the actions of the indi-
vidual men and firms. An outgrowth of this erroneous point of view was the
idea that there prevails a proportionality in the changes of the —total — quan-
tity of money and of money prices. But the older critics failed in their attempts
to explode the errors inherent in the quantity theory and to substitute a more
satisfactory theory for it. They did not fight what was wrong in the quantity
theory; they attacked, on the contrary, its nucleus of truth. They were intent
upon denying that there is a causal relation between the movements of prices
and those of the quantity of money. This denial led them into a labyrinth of
errors, contradictions, and nonsense. Modern monetary theory takes up the
thread of the traditional quantity theory as far as it starts from the cognition
that changes in the purchasing power of money must be dealt with according
to the principles applied to all other market phenomena and that there exists
a connection between the changes in the demand for and supply of money on
the one hand and those of purchasing power on the other. In this sense one
may call the modern theory of money an improved variety of the quantity
theory.

The Epistemological Import of Carl Menger’s
Theory of the Origin of Money

Carl Menger has not only provided an irrefutable praxeological theory of the
origin of money. He has also recognized the import of his theory for the elu-
cidation of fundamental principles of praxeology and its methods of research.’

There were authors who tried to explain the origin of money by
decree or covenant. The authority, the state, or a compact between
citizens has purposively and consciously established indirect exchange
and money. The main deficiency of this doctrine is not to be seen
in the assumption that people of an age unfamiliar with indirect

5. Cf. Carl Menger’s books Grundsctze der Volkswirtschaftslehre (Vienna, 1871), pp. 250 ff.; ibid.
(2d ed. Vienna, 1923), pp. 241 ff.; Untersuchungen iiber die Methode der Sozialwissenschaften
(Leipzig, 1883), p. 171 ff. [Menger’s Grundsditze . . . was translated into English by James Dingwall
and Bert F. Hoselitz and published with an Introduction by Frank H. Knight, as Principles of Iico-
nomics (Glencoe, Ill.: The Free Press, 1950). The section on money (pp. 250 ff. in the German
edition) is on pp. 257 ff. in the English translation. Untersuchungen . . . was translated into English
by Francis J. Nock, edited and published with an Introduction by Louis Schneider, as Problems of
Economics and Sociology (Urbana: University of lllinois Press, 1963); pp. 171 ff. in the German edi-
tion are pp. 152 ff. in the English version. ]
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exchange and money could design a plan of a new economic order, entirely
different from the real conditions of their own age, and could comprehend the
importance of such a plan. Neither is it to be seen in the fact that history does
not afford a clue for the support of such statements. There are more substan-
tial reasons for rejecting it.

If it is assumed that the conditions of the parties concerned are improved
by every step that leads from direct exchange to indirect exchange and subse-
quently to giving preference for use as a medium of exchange to certain goods
distinguished by their especially high marketability, it is difficult to conceive
why one should, in dealing with the origin of indirect exchange, resort in ad-
dition to authoritarian decree or an explicit compact between citizens. A man
who finds it hard to obtain in direct barter what he wants to acquire renders
better his chances of acquiring it in later acts of exchange by the procurement
of a more marketable good. Under these circumstances there was no need of
government interference or of a compact between the citizens. The happy
idea of proceeding in this way could strike the shrewdest individuals, and the
less resourceful could imitate the former’s method. It is certainly more plau-
sible to take for granted that the immediate advantages conferred by indirect
exchange were recognized by the acting parties than to assume that the whole
image of a society trading by means of money was conceived by a genius and,
if we adopt the covenant doctrine, made obvious to the rest of the people by
persuasion.

If, however, we do not assume that individuals discovered the fact that they
fare better through indirect exchange than through waiting for an opportunity
for direct exchange, and, for the sake of argument, admit that the authorities
or a compact introduced money, further questions are raised. We must ask
what kind of measures were applied in order to induce people to adopt a
procedure the utility of which they did not comprehend and which was
technically more complicated than direct exchange. We may assume that
compulsion was practiced. But then we must ask, further, at what time and by
what occurrences indirect exchange and the use of money later ceased to be
procedures troublesome or at least indifferent to the individuals concerned
and became advantageous to them.

The praxeological method traces all phenomena back to the actions of
individuals. If conditions of interpersonal exchange are such that indirect
exchange facilitates the transactions, and if and as far as people realize these
advantages, indirect exchange and money come into being. Historical experi-
ence shows that these conditions were and are present. How, in the absence of
these conditions, people could have adopted indirect exchange and money
and clung to these modes of exchanging is inconceivable.

The historical question concerning the origin of indirect exchange
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and money is after all of no concern to praxeology. The only relevant thing is
that indirect exchange and money exist because the conditions for their exis-
tence were and are present. If this is so, praxeology does not need to resort to
the hypothesis that authoritarian decree or a covenant invented these modes
of exchanging. The étatists may if they like continue to ascribe the “invention”
of money to the state, however unlikely this may be. What matters is that a
man acquires a good not in order to consume it or to use it in production, but
in order to give it away in a further act of exchange. Such conduct on the part
of people makes a good a medium of exchange and, if such conduct becomes
common with regard to a certain good, makes it money. All theorems of the
catallactic theory of media of exchange and of money refer to the services
which a good renders in its capacity as a medium of exchange. Even if it were
true that the impulse for the introduction of indirect exchange and money was
provided by the authorities or by an agreement between the members of soci-
ety, the statement remains unshaken that only the conduct of exchanging
people can create indirect exchange and money.

History may tell us where and when for the first time media of exchange
came into use and how, subsequently, the range of goods employed for this
purpose was more and more restricted. As the differentiation between the
broader notion of a medium of exchange and the narrower notion of money
is not sharp, but gradual, no agreement can be reached about the historical
transition from simple media of exchange to money. Answering such a
question is a matter of historical understanding. But, as has been men-
tioned, the distinction between direct exchange and indirect exchange is
sharp and everything that catallactics establishes with regard to media of ex-
change refers categorially to all goods which are demanded and acquired as
such media.

As far as the statement that indirect exchange and money were established
by decree or by covenant is meant to be an account of historical events, it is
the task of historians to expose its falsity. As far as it is advanced merely as a his-
torical statement, it can in no way affect the catallactic theory of money and
its explanation of the evolution of indirect exchange. But if it is designed as a
statement about human action and social events, it is useless because it states
nothing about action. It is not a statement about human action to declare that
one day rulers or citizens assembled in convention were suddenly struck by
the inspiration that it would be a good idea to exchange indirectly and through
the intermediary of a commonly used medium of exchange. It is merely push-
ing back the problem involved.

It is necessary to comprehend that one does not contribute anything
to the scientific conception of human actions and social phenomena
if one declares that the state or a charismatic leader or an inspiration
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which descended upon all the people have created them. Neither do such
statements refute the teachings of a theory showing how such phenomena can
be acknowledged as “the unintentional outcome, the resultant not deliber-
ately designed and aimed at by specifically individual endeavors of the mem-
bers of a society.”®

4 The Determination of the Purchasing Power of Money

As soon as an economic good is demanded not only by those who want to use it
for consumption or production, but also by people who want to keep it as a
medium of exchange and to give it away at need in a later act of exchange, the
demand for it increases. A new employment for this good has emerged and cre-
ates an additional demand for it. As with every other economic good, such an
additional demand brings about a rise in its value in exchange, i.e., in the quan-
tity of other goods which are offered for its acquisition. The amount of other
goods which can be obtained in giving away a medium of exchange, its “price”
as expressed in terms of various goods and services, is in part determined by the
demand of those who want to acquire itas a medium of exchange. If people stop
using the good in question as a medium of exchange, this additional specific
demand disappears and the “price” drops concomitantly.

Thus the demand for a medium of exchange is the composite of two partial
demands: the demand displayed by the intention to use it in consumption and
production and that displayed by the intention to use it as a medium of ex-
change.” With regard to modern metallic money one speaks of the industrial
demand and of the monetary demand. The value in exchange (purchasing
power) of a medium of exchange is the resultant of the cumulative effect of
both partial demands.

Now the extent of that part of the demand for a medium of exchange which
is displayed on account of its service as a medium of exchange depends on its
value in exchange. This fact raises difficulties which many economists con-
sidered insoluble so that they abstained from following farther along this line
of reasoning. It is illogical, they said, to explain the purchasing power of
money by reference to the demand for money, and the demand for money by
reference to its purchasing power.

The difficulty is, however, merely apparent. The purchasing power

6. Cf. Menger, Untersuchungen, l.c., p. 178. [The quotation on p. 178 of the German Unter-
suchungen appears in Problems of Economics and Sociology (1963) on p. 133 of the English
translation. |

7. The problems of money exclusively dedicated to the service of a medium of exchange and not
fit to render any other services on account of which it would be demanded are dealt with below in
section g.
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which we explain by referring to the extent of specific demand is not the same
purchasing power the height of which determines this specific demand. The
problem is to conceive the determination of the purchasing power of the im-
mediate future, of the impending moment. For the solution of this problem
we refer to the purchasing power of the immediate past, of the moment just
passed. These are two distinct magnitudes. It is erroneous to object to our the-
orem, which may be called the regression theorem, that it moves in a vicious
circle.®

But, say the critics, this is tantamount to merely pushing back the prob-
lem. For now one must still explain the determination of yesterday’s
purchasing power. If one explains this in the same way by referring to the
purchasing power of the day before yesterday and so on, one slips into a
regressus in infinitum [(Latin) process of going back endlessly]. This rea-
soning, they assert, is certainly not a complete and logically satisfactory
solution of the problem involved. What these critics fail to see is that the
regression does not go back endlessly. It reaches a point at which the ex-
planation is completed and no further question remains unanswered. If we
trace the purchasing power of money back step by step, we finally arrive at
the point at which the service of the good concerned as a medium of
exchange begins. At this point yesterday’s exchange value is exclusively de-
termined by the nonmonetary —industrial —demand which is displayed
only by those who want to use this good for other employments than that
of a medium of exchange.

But, the critics continue, this means explaining that part of money’s
purchasing power which is due to its service as a medium of ex-
change by its employment for industrial purposes. The very problem,
the explanation of the specific monetary component of its exchange
value, remains unsolved. Here too the critics are mistaken. That com-
ponent of money’s value which is an outcome of the services it ren-
ders as a medium of exchange is entirely explained by reference to
these specific monetary services and the demand they create. Two facts
are not to be denied and are not denied by anybody. First, that the
demand for a medium of exchange is determined by considerations

8. The present writer first developed this regression theorem of purchasing power in the first
edition of his book Theory of Money and Credit, published in 1912 (pp. 97-123 of the English-
language translation; pp. 117—44 in Liberty Fund’s 19So edition). His theorem has been criticized
from various points of view. Some of the objections raised, especially those by B. M. Anderson in
his thoughtful book The Value of Money, first published in 1917 (cf. pp. 100 ff. of the 1936 edition),
deserve a very careful examination. The importance of the problems involved makes it necessary
to weigh also the objections of H. Ellis (German Monetary Theory 19o5-1933 [Cambridge, 1934,
pp- 77 ff.). In the text above, all objections raised are particularized and critically examined.
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of its exchange value which is an outcome both of the monetary and the in-
dustrial services it renders. Second, that the exchange value of a good which
has not yet been demanded for service as a medium of exchange is determined
solely by a demand on the part of people eager to use it for industrial purposes,
i.e., either for consumption or for production. Now, the regression theorem
aims at interpreting the first emergence of a monetary demand for a good
which previously had been demanded exclusively for industrial purposes as
influenced by the exchange value that was ascribed to it at this moment on
account of its nonmonetary services only. This certainly does not involve
explaining the specific monetary exchange value of a medium of exchange on
the ground of its industrial exchange value.

Finally it was objected to the regression theorem that its approach is his-
torical, not theoretical. This objection is no less mistaken. To explain an
event historically means to show how it was produced by forces and factors
operating at a definite date and a definite place. These individual forces and
factors are the ultimate elements of the interpretation. They are ultimate
data and as such not open to any further analysis and reduction. To explain
a phenomenon theoretically means to trace back its appearance to the oper-
ation of general rules which are already comprised in the theoretical system.
The regression theorem complies with this requirement. It traces the specific
exchange value of a medium of exchange back to its function as such a
medium and to the theorems concerning the process of valuing and pricing
as developed by the general catallactic theory. It deduces a more special case
from the rules of a more universal theory. It shows how the special phenom-
enon necessarily emerges out of the operation of the rules generally valid for
all phenomena. It does not say: This happened at that time and at that place.
It says: This always happens when the conditions appear; whenever a good
which has not been demanded previously for the employment as a medium
of exchange begins to be demanded for this employment, the same effects
must appear again; no good can be employed for the function of a medium
of exchange which at the very beginning of its use for this purpose did not
have exchange value on account of other employments. And all these state-
ments implied in the regression theorem are enounced apodictically as im-
plied in the apriorism of praxeology. It must happen this way. Nobody can
ever succeed in constructing a hypothetical case in which things were to oc-
cur in a different way.

The purchasing power of money is determined by demand and sup-
ply, as is the case with the prices of all vendible goods and services.
As action always aims at a more satisfactory arrangement of future
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conditions, he who considers acquiring or giving away money is, of course,
first of all interested in its future purchasing power and the future structure of
prices. But he cannot form a judgment about the future purchasing power of
money otherwise than by looking at its configuration in the immediate past. It
is this fact that radically distinguishes the determination of the purchasing
power of money from the determination of the mutual exchange ratios be-
tween the various vendible goods and services. With regard to these latter the
actors have nothing else to consider than their importance for future want-
satisfaction. If a new commodity unheard of before is offered for sale, as was,
for instance, the case with radio sets a few decades ago, the only question that
matters for the individual is whether or not the satisfaction that the new gadget
will provide is greater than that expected from those goods he would have to
renounce in order to buy the new thing. Knowledge about past prices is for the
buyer merely a means to reap a consumer’s surplus. If he were not intent upon
this goal, he could, if need be, arrange his purchases without any familiarity
with the market prices of the immediate past, which are popularly called pres-
ent prices. He could make value judgments without appraisement. As has
been mentioned already, the obliteration of the memory of all prices of the
past would not prevent the formation of new exchange ratios between the var-
ious vendible things. But if knowledge about money’s purchasing power were
to fade away, the process of developing indirect exchange and media of ex-
change would have to start anew. It would become necessary to begin again
with employing some goods, more marketable than the rest, as media of ex-
change. The demand for these goods would increase and would add to the
amount of exchange value derived from their industrial (nonmonetary) em-
ployment a specific component due to their new use as a medium of ex-
change. A value judgment is, with reference to money, only possible if it can
be based on appraisement. The acceptance of a new kind of money presup-
poses that the thing in question already has previous exchange value on
account of the services it can render directly to consumption or production.
Neither a buyer nor a seller could judge the value of a monetary unit if he
had no information about its exchange value —its purchasing power —in the
immediate past.

The relation between the demand for money and the supply of
money, which may be called the money relation, determines the
height of purchasing power. Todays money relation, as it is shaped
on the ground of yesterdays purchasing power, determines today’s pur-
chasing power. He who wants to increase his cash holding restricts
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his purchases and increases his sales and thus brings about a tendency toward
falling prices. He who wants to reduce his cash holding increases his
purchases — either for consumption or for production and investment—and
restricts his sales; thus he brings about a tendency toward rising prices.

Changes in the supply of money must necessarily alter the disposition of
vendible goods as owned by various individuals and firms. The quantity of
money available in the whole market system cannot increase or decrease oth-
erwise than by first increasing or decreasing the cash holdings of certain in-
dividual members. We may, if we like, assume that every member gets a
share of the additional money right at the moment of its inflow into the sys-
tem, or shares in the reduction of the quantity of money. But whether we as-
sume 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 economic system never af-
fect the prices of the various commodities and services to the same extent
and at the same date.

Let us assume that the government issues an additional quantity of paper
money. The government plans either to buy commodities and services or to
repay debts incurred or to pay interest on such debts. However this may be, the
treasury enters the market with an additional demand for goods and services;
it is now in a position to buy more goods than it could buy before. The prices
of the commodities it buys rise. If the government had expended in its pur-
chases money collected by taxation, the taxpayers would have restricted their
purchases and, while the prices of goods bought by the government would
have risen, those of other goods would have dropped. But this fall in the prices
of the goods the taxpayers used to buy does not occur if the government in-
creases the quantity of money at its disposal without reducing the quantity of
money in the hands of the public. The prices of some commodities —viz., of
those the government buys — rise immediately, while those of the other com-
modities remain unaltered for the time being. But the process goes on. Those
selling the commodities asked for by the government are now themselves in a
position to buy more than they used previously. The prices of the things these
people are buying in larger quantities therefore rise too. Thus the boom
spreads from one group of commodities and services to other groups until all
prices and wage rates have risen. The rise in prices is thus not synchronous for
the various commodities and services.

When eventually, in the further course of the increase in the quan-
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tity of money, all prices have risen, the rise does not affect the various com-
modities and services to the same extent. For the process has affected the ma-
terial position of various individuals to different degrees. While the process
is under way, some people enjoy the benefit of higher prices for the goods or
services they sell, while the prices of the things they buy have not yet risen
or have not risen to the same extent. On the other hand, there are people
who are in the unhappy situation of selling commodities and services whose
prices have not yet risen or not in the same degree as the prices of the goods
they must buy for their daily consumption. For the former the progressive
rise in prices is a boon, for the latter a calamity. Besides, the debtors are fa-
vored at the expense of the creditors. When the process once comes to an
end, the wealth of various individuals has been affected in different ways and
to different degrees. Some are enriched, some impoverished. Conditions are
no longer what they were before. The new order of things results in changes
in the intensity of demand for various goods. The mutual ratio of the money
prices of the vendible goods and services is no longer the same as before. The
price structure has changed apart from the fact that all prices in terms of
money have risen. The final prices to the establishment of which the market
tends after the effects of the increase in the quantity of money have been
fully consummated are not equal to the previous final prices multiplied by
the same multiplier.

The main fault of the old quantity theory as well as the mathematical econ-
omists” equation of exchange is that they have ignored 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 the cash holdings of the individuals and
prices have increased or decreased. There have been effected 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 elevation or
a sinking of the “price level.”

We may at this point disregard the effects brought about by the influence
on the content of all deferred payments as stipulated by contracts. We will
deal later with them and with the operation of monetary events on consump-
tion and production, investment in capital goods, and accumulation and con-
sumption of capital. But even in setting aside all these things, we must never
forget that changes in the quantity of money affect prices in an uneven way.
It depends on the data of each particular case at what moment and to what
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extent the prices of the various commodities and services are affected. In the
course of a monetary expansion (inflation) the first reaction is not only that the
prices of some of them rise more quickly and more steeply than others. It may
also occur that some fall at first as they are for the most part demanded by those
groups whose interests are hurt.

Changes in the money relation are not only caused by governments issuing
additional paper money. An increase in the production of the precious metals
employed as money has the same effects although, of course, other classes of
the population may be favored or hurt by it. Prices also rise in the same way if,
without a corresponding reduction in the quantity of money available, the
demand for money falls because of a general tendency toward a diminution of
cash holdings. The money expended additionally by such a “dishoarding”
brings about a tendency toward higher prices in the same way as that flowing
from the gold mines or from the printing press. Conversely, prices drop when
the supply of money falls (e.g., through a withdrawal of paper money) or the
demand for money increases (e.g., through a tendency toward “hoarding,” the
keeping of greater cash balances). The process is always uneven and by steps,
disproportionate and asymmetrical.

It could be and has been objected that the normal production of the gold
mines brought to the market may well entail an increase in the quantity of
money, but does not increase the income, still less the wealth, of the owners
of the mines. These people earn only their “normal” income and thus their
spending of it cannot disarrange market conditions and the prevailing ten-
dencies toward the establishment of final prices and the equilibrium of the
evenly rotating economy. For them, the annual output of the mines does not
mean an increase in riches and does not impel them to offer higher prices.
They will continue to live at the standard at which they used to live before.
Their spending within these limits will not revolutionize the market. Thus the
normal amount of gold production, although certainly increasing the quan-
tity of money available, cannot put into motion the process of depreciation. It
is neutral with regard to prices.

As against this reasoning one must first of all observe that within a progress-
ing economy in which population figures are increasing and the division of la-
bor and its corollary, industrial specialization, are perfected, there prevails a
tendency toward an increase in the demand for money. Additional people ap-
pear on the scene and want to establish cash holdings. The extent of economic
self-sufficiency, i.e., of production for the household’s own needs, shrinks and
people become more dependent upon the market; this will, by and large,
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impel them to increase their holding of cash. Thus the price-raising tendency
emanating from what is called the “normal” gold production encounters a
price-cutting tendency emanating from the increased demand for cash hold-
ing. However, these two opposite tendencies do not neutralize each other.
Both processes take their own course, both result in a disarrangement of exist-
ing social conditions, making some people richer, some people poorer. Both
affect the prices of various goods at different dates and to a different degree. It
is true that the rise in the prices of some commodities caused by one of these
processes can finally be compensated by the fall caused by the other process.
It may happen that at the end some or many prices come back to their previ-
ous height. But this final result is not the outcome of an absence of movements
provoked by changes in the money relation. It is rather the outcome of the
joint effect of the coincidence of two processes independent of each other,
each of which brings about alterations in the market data as well as in the ma-
terial conditions of various individuals and groups of individuals. The new
structure of prices may not differ very much from the previous one. But it is
the resultant of two series of changes which have accomplished all inherent
social transformations.

The fact that the owners of gold mines rely upon steady yearly proceeds
from their gold production does not cancel the newly mined gold’s impression
upon prices. The owners of the mines take from the market, in exchange for
the gold produced, the goods and services required for their mining and the
goods needed for their consumption and their investments in other lines of
production. If they had not produced this amount of gold, prices would not
have been affected by it. It is beside the point that they have anticipated the
future yield of the mines and capitalized it and that they have adjusted their
standard of living to the expectation of steady proceeds from the mining oper-
ations. The effects which the newly mined gold exercises on their expenditure
and on that of those people whose cash holdings it enters later step by step be-
gin only at the instant this gold is available in the hands of the mine owners.
If, in the expectation of future yields, they had expended money at an earlier
date and the expected yield failed to appear, conditions would not differ from
other cases in which consumption was financed by credit based on expecta-
tions not realized by later events.

Changes in the extent of the desired cash holding of various people
neutralize one another only to the extent that they are regularly re-
curring and mutually connected by a causal reciprocity. Salaried
people and wage earners are not paid daily, but at certain pay days
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for a period of one or several weeks. They do not plan to keep their cash hold-
ing within the period between pay days at the same level; the amount of cash
in their pockets declines with the approach of the next pay day. On the other
hand, the merchants who supply them with the necessities of life increase
their cash holdings concomitantly. The two movements condition each other;
there is a causal interdependence between them which harmonizes them
both with regard to time and to quantitative amount. Neither the dealer nor
his customer lets himself be influenced by these recurrent fluctuations. Their
plans concerning cash holding as well as their business operations and their
spending for consumption respectively have the whole period in view and take
it into account as a whole.

It was this phenomenon that led economists to the image of a regular cir-
culation of money and to the neglect of the changes in the individuals’ cash
holdings. However, we are faced with a concatenation which is limited to a
narrow, neatly circumscribed field. Only as far as the increase in the cash
holding of one group of people is temporally and quantitatively related to the
decrease in the cash holding of another group and as far as these changes are
self-liquidating within the course of a period which the members of both groups
consider as a whole in planning their cash holding, can the neutralization take
place. Beyond this field there is no question of such a neutralization.

5 The Problem of Hume and Mill
and the Driving Force of Money

Is it possible to think of a state of affairs in which changes in the purchasing
power of money occur at the same time and to the same extent with regard to
all commodities and services and in proportion to the changes effected in ei-
ther the demand for or the supply of money? In other words, is it possible to
think of neutral money within the frame of an economic system which does
not correspond to the imaginary construction of an evenly rotating economy?
We may call this pertinent question the problem of Hume and Mill.

It is uncontested that neither Hume nor Mill succeeded in finding a
positive answer to this question.” Is it possible to answer it categorically in the
negative?

We imagine two systems of an evenly rotating economy A and B.
The two systems are independent and in no way connected with one
another. The two systems differ from one another only in the fact

9. Cf. Mises, Theory of Money and Credit, pp. 140—42; Liberty Fund edition, 1980, pp. 162—64.
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that to each amount of money m in A there corresponds an amount n m in B,
n being greater or smaller than 1; we assume that there are no deferred pay-
ments and that the money used in both systems serves only monetary purposes
and does not allow of any nonmonetary use. Consequently the prices in the
two systems are in the ratio 1:n. Is it thinkable that conditions in A can be
altered at one stroke in such a way as to make them entirely equivalent to
conditions in B?

The answer to this question must obviously be in the negative. He who
wants to answer it in the positive must assume that a deus ex machina
[(Latin) providential, god-like, intervention] approaches every individual at
the same instant, increases or decreases his cash holding by multiplying it by
n, and tells him that henceforth he must multiply by n all price data which
he employs in his appraisements and calculations. This cannot happen with-
out a miracle.

It has been pointed out already that in the imaginary construction of an
evenly rotating economy the very notion of money vanishes into an unsub-
stantial calculation process, self-contradictory and devoid of any meaning.'? It
is impossible to assign any function to indirect exchange, media of exchange,
and money within an imaginary construction the characteristic mark of which
is unchangeability and rigidity of conditions.

Where there is no uncertainty concerning the future, there is no need
for any cash holding. As money must necessarily be kept by people in their
cash holdings, there cannot be any money. The use of media of exchange
and the keeping of cash holdings are conditioned by the changeability of
economic data. Money in itself is an element of change; its existence is in-
compatible with the idea of a regular flow of events in an evenly rotating
economy.

Fvery change in the money relation alters —apart from its effects upon de-
ferred payments — the conditions of the individual members of society. Some
become richer, some poorer. It may happen that the effects of a change in
the demand for and 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 ef-
fects. If an inflationary movement and a deflationary one occur at the same
time or if an inflation is temporally followed by a deflation in such a

10. Cf. above, p. 249.
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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 conse-
quences 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.

Money is neither an abstract numeéraire nor a standard of value or prices. It
is necessarily an economic good and as such it is valued and appraised on its
own merits, i.e., the services which a man expects from holding cash. On the
market there is always change and movement. Only because there are fluctu-
ations is there money. Money is an element of change not because it “circu-
lates,” but because it is kept in cash holdings. Only because people expect
changes about the kind and extent of which they have no certain knowledge
whatsoever, do they keep money.

While money can be thought of only in a changing economy, it is in itself
an element of further changes. Every change in the economic data sets it in
motion and makes it the driving force of new changes. Every shift in the mu-
tual relation of the exchange ratios between the various nonmonetary goods
not only brings about changes in production and in what is popularly called
distribution, but also provokes changes in the money relation and thus further
changes. Nothing can happen in the orbit of vendible goods without affecting
the orbit of money, and all that happens in the orbit of money affects the orbit
of commodities.

The notion of a neutral money is no less contradictory than that of a money
of stable purchasing power. Money without a driving force of its own would
not, as people assume, be a perfect money; it would not be money at all.

It is a popular fallacy to believe that perfect money should be neutral
and endowed with unchanging purchasing power, and that the goal of
monetary policy should be to realize this perfect money. It is easy to un-
derstand this idea as a reaction against the still more popular postulates
of the inflationists. But it is an excessive reaction, it is in itself confused
and contradictory, and it has worked havoc because it was strengthened
by an inveterate error inherent in the thought of many philosophers and
economists.

These thinkers are misled by the widespread belief that a state of
rest is more perfect than one of movement. Their idea of perfection
implies that no more perfect state can be thought of and consequently
that every change would impair it. The best that can be said of a
motion is that it is directed toward the attainment of a state of per-
fection in which there is rest because every further movement would
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lead into a less perfect state. Motion is seen as the absence of equilibrium
and full satisfaction, as a manifestation of trouble and want. As far as such
thoughts merely establish the fact that action aims at the removal of uneasi-
ness and ultimately at the attainment of full satisfaction, they are well
founded. But one must not forget that rest and equilibrium are not only pres-
ent in a state in which perfect contentment has made people perfectly happy,
but no less in a state in which, although wanting in many regards, they do
not see any means of improving their condition. The absence of action is not
only the result of full satisfaction; it can no less be the corollary of the in-
ability to render things more satisfactory. It can mean hopelessness as well as
contentment.

With the real universe of action and unceasing change, with the economic
system which cannot be rigid, neither neutrality of money nor stability of
its purchasing power are compatible. A world of the kind which the necessary
requirements of neutral and stable money presuppose would be a world
without action.

It is therefore neither strange nor vicious that in the frame of such a
changing world money is neither neutral nor stable in purchasing power.
All plans to render money neutral and stable are contradictory. Money is
an element of action and consequently of change. Changes in the money
relation, i.c., in the relation of the demand for and the supply of money, af-
fect the exchange ratio between money on the one hand and the vendible
commodities on the other hand. These changes do not affect at the same
time and to the same extent the prices of the various commodities and
services. They consequently affect the wealth of the various members of
society in a different way.

6 Cash-Induced and Goods-Induced

Changes in Purchasing Power

Changes in the purchasing power of money, i.e., in the exchange ratio be-
tween money and the vendible goods and commodities, can originate either
from the side of money or from the side of the vendible goods and commodi-
ties. The change in the data which provokes them can either occur in the de-
mand for and supply of money or in the demand for and supply of the other
goods and services. We may accordingly distinguish between cash-induced
and goods-induced changes in purchasing power.

Goods-induced changes in purchasing power can be brought about
by changes in the supply of commodities and services or in the de-
mand for individual commodities and services. A general rise or fall
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in the demand for all goods and services or the greater part of them can be ef-
fected only from the side of money.

Let us now scrutinize the social and economic consequences of changes in
the purchasing power of money under the following three assumptions: first,
that the money in question can only be used as money—i.e., as a medium of
exchange —and can serve no other purpose; second, that there is only ex-
change of present goods and no exchange of present goods against future
goods; third, that we disregard the effects of changes in purchasing power on
monetary calculation.

Under these assumptions all that cash-induced changes in purchasing
power bring about are shifts in the disposition of wealth among different in-
dividuals. Some get richer, others poorer; some are better supplied, others
less; what some people gain is paid for by the loss of others. It would, how-
ever, be impermissible to interpret this fact by saying that total satisfaction re-
mained unchanged or that, while no changes have occurred in total supply,
the state of total satisfaction or of the sum of happiness has been increased or
decreased by changes in the distribution of wealth. The notions of total sat-
isfaction or total happiness are empty. It is impossible to discover a standard
for comparing the different degrees of satisfaction or happiness attained by
various individuals.

Cash-induced changes in purchasing power indirectly generate further
changes by favoring either the accumulation of additional capital or the con-
sumption of capital available. Whether and in what direction such secondary
effects are brought about depends on the specific data of each case. We shall
deal with these important problems at a later point.!!

Goods-induced changes in purchasing power are sometimes nothing else
but consequences of a shift of demand from some goods to others. If they are
brought about by an increase or a decrease in the supply of goods they are not
merely transfers from some people to other people. They do not mean that
Peter gains what Paul has lost. Some people may become richer although
nobody is impoverished, and vice versa.

We may describe this fact in the following way: Let A and B be two
independent systems which are in no way connected with each other.
In both systems the same kind of money is used, a money which can-
not be used for any nonmonetary purpose. Now we assume, as case 1,
that A and B differ from each other only in so far as in B the

1. Cf. below, Chapter 20.
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total supply of money is n m, m being the total supply of money in A, and
that to every cash holding of ¢ and to every claim in terms of money d in A
there corresponds a cash holding of n ¢ and a claim of n d in B. In every
other respect A equals B. Then we assume, as case 2, that A and B differ from
each other only in so far as in B the total supply of a certain commodity r is
n p, p being the total supply of this commodity in A, and that to every stock
v of this commodity 7 in A there corresponds a stock of 2 v in B. In both cases
n is greater than 1. If we ask every individual of A whether he is ready to make
the slightest sacrifice in order to exchange his position for the corresponding
place in B, the answer will be unanimously in the negative in case 1. But in
case 2 all owners of r and all those who do not own any r, but are eager to ac-
quire a quantity of it—i.e., at least one individual —will answer in the
affirmative.

The services money renders are conditioned by the height of its purchas-
ing power. Nobody wants to have in his cash holding a definite number of
pieces of money or a definite weight of money; he wants to keep a cash
holding of a definite amount of purchasing power. As the operation of the
market tends to determine the final state of money’s purchasing power at a
height at which the supply of and the demand for money coincide, there
can never be an excess or a deficiency of money. Each individual and all
individuals together always enjoy fully the advantages which they can derive
from indirect exchange and the use of money, no matter whether the total
quantity of money is great or small. Changes in money’s purchasing power
generate changes in the disposition of wealth among the various members
of society. From the point of view of people eager to be enriched by such
changes, the supply of money may be called insufficient or excessive, and
the appetite for such gains may result in policies designed to bring about
cash-induced alterations in purchasing power. However, the services which
money renders can be neither improved nor repaired by changing the sup-
ply of money. There may appear an excess or a deficiency of money in an
individuals cash holding. But such a condition can be remedied by in-
creasing or decreasing consumption or investment. (Of course, one must
not fall prey to the popular confusion between the demand for money for
cash holding and the appetite for more wealth.) The quantity of money
available in the whole economy is always sufficient to secure for everybody
all that money does and can do.

From the point of view of this insight one may call wasteful all
expenditures incurred for increasing the quantity of money. The fact
that things which could render some other wuseful services are
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employed as money and thus withheld from these other employments appears
as a superfluous curtailment of limited opportunities for wantsatisfaction. It
was this idea that led Adam Smith and Ricardo to the opinion that it was very
beneficial to reduce the cost of producing money by resorting to the use of pa-
per printed currency. However, things appear in a different light to the stu-
dents of monetary history. If one looks at the catastrophic consequences of the
great paper money inflations, one must admit that the expensiveness of gold
production is the minor evil. It would be futile to retort that these catastrophes
were brought about by the improper use which the governments made of the
powers that credit money and fiat money placed in their hands and that wiser
governments would have adopted sounder policies. As money can never be
neutral and stable in purchasing power, a government’s plans concerning the
determination of the quantity of money can never be impartial and fair to all
members of society. Whatever a government does in the pursuit of aims to
influence the height of purchasing power depends necessarily upon the rulers’
personal value judgments. It always furthers the interests of some groups of
people at the expense of other groups. It never serves what is called the com-
monweal or the public welfare. In the field of monetary policies too there is
no such thing as a scientific ought.

The choice of the good to be employed as a medium of exchange and as
money is never indifferent. It determines the course of the cash-induced
changes in purchasing power. The question is only who should make the
choice: the people buying and selling on the market, or the government? It
was the market which in a selective process, going on for ages, finally assigned
to the precious metals gold and silver the character of money. For two hundred
years the governments have interfered with the market’s choice of the money
medium. Even the most bigoted étatists do not venture to assert that this in-
terference has proved beneficial.

Inflation and Deflation; Inflationism and Deflationism

The notions of inflation and deflation are not praxeological concepts. They
were not created by economists, but by the mundane speech of the public and
of politicians. They implied the popular fallacy that there is such a thing as
neutral money or money of stable purchasing power and that sound money
should be neutral and stable in purchasing power. From this point of view the
term inflation was applied to signify cash-induced changes resulting in a drop
in purchasing power, and the term deflation to signify cash-induced changes
resulting in a rise in purchasing power.
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However, those applying these terms are not aware of the fact that purchas-
ing power never remains unchanged and that consequently there is always ei-
ther inflation or deflation. They ignore these necessarily perpetual fluctua-
tions as far as they are only small and inconspicuous, and reserve the use of the
terms to big changes in purchasing power. Since the question at what point a
change in purchasing power begins to deserve being called big depends on
personal relevance judgments, it becomes manifest that inflation and
deflation are terms lacking the categorial precision required for praxeological,
economic, and catallactic concepts. Their application is appropriate for his-
tory and politics. Catallactics is free to resort to them only when applying its
theorems to the interpretation of events of economic history and of political
programs. Moreover, it is very expedient even in rigid catallactic disquisitions
to make use of these two terms whenever no misinterpretation can possibly re-
sult and pedantic heaviness of expression can be avoided. But it is necessary
never to forget that all that catallactics says with regard to inflation and
deflation —i.e., big cash-induced changes in purchasing power —is valid also
with regard to small changes, although, of course, the consequences of smaller
changes are less conspicuous than those of big changes.

The terms inflationism and deflationism, inflationist and deflationist, sig-
nify the political programs aiming at inflation and deflation in the sense of big
cash-induced changes in purchasing power.

The semantic revolution which is one of the characteristic features of our
day has also changed the traditional connotation of the terms inflation and
deflation. What many people today call inflation or deflation is no longer the
great increase or decrease in the supply of money, but its inexorable conse-
quences, the general tendency toward a rise or a fall in commodity prices and
wage rates. This innovation is by no means harmless. It plays an important role
in fomenting the popular tendencies toward inflationism.

First of all there is no longer any term available to signify what inflation used
to signify. It is impossible to fight a policy which you cannot name. Statesmen
and writers no longer have the opportunity of resorting to a terminology
accepted and understood by the public when they want to question the expe-
diency of issuing huge amounts of additional money. They must enter into a
detailed analysis and description of this policy with full particulars and minute
accounts whenever they want to refer to it, and they must repeat this bother-
some procedure in every sentence in which they deal with the subject. As this
policy has no name, it becomes self-understood and a matter of fact. It goes on
luxuriantly.

The second mischief is that those engaged in futile and hopeless
attempts to fight the inevitable consequences of inflation—the rise
in prices—are disguising their endeavors as a fight against inflation.
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While merely fighting symptoms, they pretend to fight the root causes of the
evil. Because they do not comprehend the causal relation between the in-
crease in the quantity of money on the one hand and the rise in prices on the
other, they practically make things worse. The best example was provided by
the subsidies granted in the Second World War on the part of the governments
of the United States, Canada, and Great Britain to farmers. Price ceilings re-
duce the supply of the commodities concerned because production involves
a loss for the marginal producers. To prevent this outcome the governments
granted subsidies to the farmers producing at the highest costs. These subsi-
dies were financed out of additional increases in the quantity of money. If the
consumers had had to pay higher prices for the products concerned, no fur-
ther inflationary effects would have emerged. The consumers would have had
to use for such surplus expenditure only money which had already been issued
previously. Thus the confusion of inflation and its consequences in fact can
directly bring about more inflation.

It is obvious that this new-fangled connotation of the terms inflation and
deflation is utterly confusing and misleading and must be unconditionally
rejected.

7 Monetary Calculation and
Changes in Purchasing Power

Monetary calculation reckons with the prices of commodities and services as
they were determined or would have been determined or presumably will be
determined on the market. It is cager to detect price discrepancies and to draw
conclusions from such a detection.

Cash-induced changes in purchasing power cannot be taken into account in
such calculations. It is possible to put in the place of calculation based on a
definite kind of money @ a mode of calculating based on another kind of money
b. Then the result of the calculation is made safe against adulteration on the
part of changes effected in the purchasing power of ¢; but it can still be adul-
terated by changes effected in the purchasing power of b. There is no means of
freeing any mode of economic calculation from the influence of changes in the
purchasing power of the definite kind of money on which it is based.

All results of economic calculation and all conclusions derived from
them are conditioned by the vicissitudes of cash-induced changes in
purchasing power. In accordance with the rise or fall in purchasing
power there emerge between items reflecting earlier prices and those
reflecting later prices specific differences; the calculation shows profits
or losses which are merely produced by cash-induced changes effected
in the purchasing power of money. If we compare such profits or
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losses with the result of a calculation accomplished on the basis of a kind of
money whose purchasing power had been subject to less vehement changes,
we can call them imaginary or apparent only. But one must not forget that
such statements are only possible as a result of the comparison of calculations
carried out in different kinds of money. As there is no such thing as a money
with stable purchasing power, such apparent profits and losses are present with
every mode of economic calculation, no matter on what kind of money it may
be based. It is impossible to distinguish precisely between genuine profits and
losses and merely apparent profits and losses.

[t is therefore possible to maintain that economic calculation is not perfect.
However, nobody can suggest a method which could free economic calcula-
tion from these defects or design a monetary system which could remove this
source of error entirely.

It is an undeniable fact that the free market has succeeded in developing a
currency system which well served all the requirements both of indirect
exchange and of economic calculation. The aims of monetary calculation are
such that they cannot be frustrated by the inaccuracies which stem from slow
and comparatively slight movements in purchasing power. Cash-induced
changes in purchasing power of the extent to which they occurred in the last
two centuries with metallic money, especially with gold money, cannot
influence the result of the businessmen’s economic calculations so consider-
ably as to render such calculations useless. Historical experience shows that
one could, for all practical purposes of the conduct of business, manage very
well with these methods of calculation. Theoretical consideration shows that
it is impossible to design, still less to realize, a better method. In view of these
facts it is vain to call monetary calculation imperfect. Man has not the power
to change the categories of human action. He must adjust his conduct
to them.

Businessmen never deemed it necessary to free economic calculation in
terms of gold from its dependence on the fluctuations in purchasing power.
The proposals to improve the currency system by adopting a tabular stan-
dard based on index numbers or by adopting various methods of commod-
ity standards were not advanced with regard to business transactions and to
monetary calculation. Their aim was to provide a less fluctuating standard
for long-run loan contracts. Businessmen did not even consider it expedi-
ent to modify their accounting methods in those regards in which it would
have been easy to narrow down certain errors induced by fluctuations in
purchasing power. It would, for instance, have been possible to discard
the practice of writing off durable equipment by means of yearly
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depreciation quotas, invariably fixed as a percentage of the cost of its acquisi-
tion. In its place one could resort to the device of laying aside in renewal funds
as much as seems necessary to provide the full cost of the replacement at the
time when it is required. But business was not eager to adopt such a procedure.

All this is valid only with regard to money which is not subject to rapid, big
cash-induced changes in purchasing power. But money with which such rapid
and big changes occur loses its suitability to serve as a medium of exchange
altogether.

8 The Anticipation of Expected
Changes in Purchasing Power

The deliberations of the individuals which determine their conduct with
regard to money are based on their knowledge concerning the prices of the
immediate past. If they lacked this knowledge, they would not be in a position
to decide what the appropriate height of their cash holdings should be and
how much they should spend for the acquisition of various goods. A medium
of exchange without a past is unthinkable. Nothing can enter into the func-
tion of a medium of exchange which was not already previously an economic
good and to which people assigned exchange value already before it was
demanded as such a medium.

But the purchasing power handed down from the immediate past is
modified by today’s demand for and supply of money. Human action is always
providing for the future, be it sometimes only the future of the impending
hour. He who buys, buys for future consumption and production. As far as he
believes that the future will differ from the present and the past, he modifies
his valuation and appraisement. This is no less true with regard to money than
it is with regard to all vendible goods. In this sense we may say that today’s
exchange value of money is an anticipation of tomorrow’s exchange value.
The basis of all judgments concerning money is its purchasing power as it was
in the immediate past. But as far as cash-induced changes in purchasing
power are expected, a second factor enters the scene, the anticipation of these
changes.

He who believes that the prices of the goods in which he takes an
interest will rise, buys more of them than he would have bought in
the absence of this belief; accordingly he restricts his cash holding. He
who believes that prices will drop, restricts his purchases and thus en-
larges his cash holding. As long as such speculative anticipations are
limited to some commodities, they do not bring about a general ten-
dency toward changes in cash holding. But it is different if people
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believe that they are on the eve of big cash-induced changes in purchas-
ing power. When they expect that the money prices of all goods will rise
or fall, they expand or restrict their purchases. These attitudes strengthen
and accelerate the expected tendencies considerably. This goes on until
the point is reached beyond which no further changes in the purchasing
power of money are expected. Only then does this inclination to buy or
to sell stop and do people begin again to increase or to decrease their cash
holdings.

But if once public opinion is convinced that the increase in the quantity
of money will continue and never come to an end, and that consequently
the prices of all commodities and services will not cease to rise, everybody
becomes eager to buy as much as possible and to restrict his cash holding
to a minimum size. For under these circumstances the regular costs in-
curred by holding cash are increased by the losses caused by the progressive
fall in purchasing power. The advantages of holding cash must be paid for
by sacrifices which are deemed unreasonably burdensome. This phenome-
non was, in the great European inflations of the twenties, called flight into
real goods (Flucht in die Sachwerte) or crack-up boom (Katastrophenhausse).
The mathematical economists are at a loss to comprehend the causal
relation between the increase in the quantity of money and what they call
“velocity of circulation.”

The characteristic mark of this phenomenon is that the increase in the
quantity of money causes a fall in the demand for money. The tendency to-
ward a fall in purchasing power as generated by the increased supply of money
is intensified by the general propensity to restrict cash holdings which it brings
about. Eventually a point is reached where the prices at which people would
be prepared to part with “real” goods discount to such an extent the expected
progress in the fall of purchasing power that nobody has a sufficient amount
of cash at hand to pay them. The monetary system breaks down; all transac-
tions in the money concerned cease; a panic makes its purchasing power van-
ish altogether. People return either to barter or to the use of another kind of
money.

The course of a progressing inflation is this: At the beginning the
inflow of additional money makes the prices of some commodities and
services rise; other prices rise later. The price rise affects the various
commodities and services, as has been shown, at different dates and to a
different extent.

This first stage of the inflationary process may last for many years.
While it lasts, the prices of many goods and services are not yet
adjusted to the altered money relation. There are still people in the
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country who have not yet become aware of the fact that they are confronted
with a price revolution which will finally result in a considerable rise of all
prices, although the extent of this rise will not be the same in the various com-
modities and services. These people still believe that prices one day will drop.
Waiting for this day, they restrict their purchases and concomitantly increase
their cash holdings. As long as such ideas are still held by public opinion, it is
not yet too late for the government to abandon its inflationary policy.

But then finally the masses wake up. They become suddenly aware of the
fact that inflation is a deliberate policy and will go on endlessly. A breakdown
occurs. The crack-up boom appears. Everybody is anxious to swap his money
against “real” goods, no matter whether he needs them or not, no matter how
much money he has to pay for them. Within a very short time, within a few
weeks or even days, the things which were used as money are no longer used
as media of exchange. They become scrap paper. Nobody wants to give away
anything against them.

It was this that happened with the Continental currency in America in 1781,
with the French mandats territoriaux [(French) land-warrants, issued in 1796
by the French Revolutionary Government, supposedly to serve as money] in
1796, and with the German Mark in 1923. It will happen again whenever the
same conditions appear. If a thing has to be used as a medium of exchange,
public opinion must not believe that the quantity of this thing will increase
beyond all bounds. Inflation is a policy that cannot last.

9  The Specific Value of Money

As far as a good used as money is valued and appraised on account of the ser-
vices it renders for nonmonetary purposes, no problems are raised which
would require special treatment. The task of the theory of money consists
merely in dealing with that component in the valuation of money which is
conditioned by its function as a medium of exchange.

In the course of history various commodities have been employed
as media of exchange. A long evolution eliminated the greater part of these
commodities from the monetary function. Only two, the precious metals gold
and silver, remained. In the second part of the nineteenth century more and
more governments deliberately turned toward the demonetization of silver.

In all these cases what is employed as money is a commodity which
is used also for nonmonetary purposes. Under the gold standard, gold
is money and money is gold. It is immaterial whether or not the laws
assign legal tender quality only to gold coins minted by the govern-
ment. What counts is that these coins really contain a fixed weight
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of gold and that every quantity of bullion can be transformed into coins. Un-
der the gold standard the dollar and the pound sterling were merely names for
a definite weight of gold, within very narrow margins precisely determined by
the laws. We may call such a sort of money commodity money.

Asecond sort of money is credit money. Credit money evolved out of the use
of money-substitutes. It was customary to use claims, payable on demand and
absolutely secure, as substitutes for the sum of money to which they gave a
claim. (We shall deal with the features and problems of money-substitutes in
the next sections.) The market did not stop using such claims when one day
their prompt redemption was suspended and thereby doubts about their safety
and the solvency of the obligee were raised. As long as these claims had been
daily maturing claims against a debtor of undisputed solvency and could be
collected without notice and free of expense, their exchange value was equal
to their face value; it was this perfect equivalence which assigned to them the
character of money-substitutes. Now, as redemption was suspended, the ma-
turity date postponed to an undetermined day, and consequently doubts about
the solvency of the debtor or at least about his willingness to pay emerged, they
lost a part of the value previously ascribed to them. They were now merely
claims, which did not bear interest, against a questionable debtor and falling
due on an undefined day. But as they were used as media of exchange, their
exchange value did not drop to the level to which it would have dropped if
they were merely claims.

One can fairly assume that such credit money could remain in use as a
medium of exchange even if it were to lose its character as a claim against a
bank or a treasury, and thus would become fiat money. Fiat money is a money
consisting of mere tokens which can neither be employed for any industrial
purposes nor convey a claim against anybody.

It is not a task of catallactics but of economic history to investigate whether
there appeared in the past specimens of fiat money or whether all the sorts of
money which were not commodity money were credit money. The only thing
that catallactics has to establish is that the possibility of the existence of fiat
money must be admitted.

The important thing to be remembered is that with every sort of money, de-
monetization —i.e., the abandonment of its use as a medium of exchange —
must result in a serious fall of its exchange value. What this practically means
has become manifest when in the last ninety years the use of silver as com-
modity money has been progressively restricted.
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There are specimens of credit money and fiat money which are embodied
in metallic coins. Such money is printed, as it were, on silver, nickel, or cop-
per. If such a piece of fiat money is demonetized, it still retains exchange value
as a piece of metal. But this is only a very small indemnification of the owner.
It has no practical importance.

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 in-
stantaneous acquisition of goods he could consume or employ for production.
In the market economy these sacrifices can be precisely determined by calcu-
lation. They are equal to the amount of originary interest he would have
earned by investing the sum. The fact that a man takes this falling off into
account is proof that he prefers the advantages of cash holding to the loss in
interest yield.

It is possible to specify the advantages which people expect from keeping a
definite amount of cash. But it is a delusion to assume that an analysis of these
motives could provide us with a theory of the determination of purchasing
power which could do without the notions of cash holding and demand for
and supply of money.!? The advantages and disadvantages derived from cash
holding are not objective factors which could directly influence the size of
cash holdings. They are put on the scales by each individual and weighed
against one another. The result is a subjective judgment of value, colored by
the individual’s personality. Different people and the same people at different
times value the same objective facts in a different way. Just as knowledge of a
man’s wealth and his physical condition does not tell us how much he would
be prepared to spend for food of a certain nutritive power, so knowledge about
data concerning a man’s material situation does not enable us to make definite
assertions with regard to the size of his cash holding.

10 The Import of the Money Relation

The money relation, i.e., the relation between demand for and supply of
money, uniquely determines the price structure as far as the reciprocal
exchange ratio between money and the vendible commodities and services is
involved.

If the money relation remains unchanged, neither an inflationary
(expansionist) nor a deflationary (contractionist) pressure on trade, busi-
ness, production, consumption, and employment can emerge. The as-
sertions to the contrary reflect the grievances of people reluctant to

12. Such an attempt was made by Greidanus, The Value of Money (London, 1932), pp. 197 ff.
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adjust their activities to the demands of their fellow men as manifested on
the market. However, it is not on account of an alleged scarcity of money
that prices of agricultural products are too low to secure to the submarginal
farmers proceeds of the amount they would like to earn. The cause of these
farmers’ distress is that other farmers are producing at lower costs.

An increase in the quantity of goods produced, other things being un-
changed, must bring about an improvement in people’s conditions. Its con-
sequence is a fall in the money prices of the goods the production of which
has been increased. But such a fall in money prices does not in the least
impair the benefits derived from the additional wealth produced. One may
consider as unfair the increase in the share of the additional wealth which
goes to the creditors, although such criticisms are questionable as far as the
rise in purchasing power has been correctly anticipated and adequately
taken into account by a negative price premium."”* But one must not say that
a fall in prices caused by an increase in the production of the goods con-
cerned is the proof of some disequilibrium which cannot be eliminated
otherwise than by increasing the quantity of money. Of course, as a rule
every increase in production of some or of all commodities requires a new
allocation of factors of production to the various branches of business. If the
quantity of money remains unchanged, the necessity of such a reallocation
becomes visible in the price structure. Some lines of production become
more profitable, while in others profits drop or losses appear. Thus the oper-
ation of the market tends to eliminate these much discussed disequilibria. It
is possible by means of an increase in the quantity of money to delay or to
interrupt this process of adjustment. It is impossible either to make it
superfluous or less painful for those concerned.

If the government-made cash-induced changes in the purchasing power of
money resulted only in shifts of wealth from some people to other people, it
would not be permissible to condemn them from the point of view of catal-
lactics’ scientific neutrality. It is obviously fraudulent to justify them under the
pretext of the commonweal or public welfare. But one could still consider
them as political measures suitable to promote the interests of some groups of
people at the expense of others without further detriment. However, there are
still other things involved.

It is not necessary to point out the consequences to which a
continued deflationary policy must lead. Nobody advocates such a

13. About the relations of the market rate of interest and changes in purchasing power, cf. below,
Chapter 20.
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policy. The favor of the masses and of the writers and politicians eager for ap-
plause goes to inflation. With regard to these endeavors we must emphasize
three points. First: Inflationary or expansionist policy must result in overcon-
sumption on the one hand and in malinvestment on the other. It thus squan-
ders capital and impairs the future state of want-satisfaction.'* Second: The
inflationary process does not remove the necessity of adjusting production and
reallocating resources. It merely postpones it and thereby makes it more
troublesome. Third: Inflation cannot be employed as a permanent policy be-
cause it must, when continued, finally result in a breakdown of the monetary
system.

A retailer or innkeeper can easily fall prey to the illusion that all that is
needed to make him and his colleagues more prosperous is more spending on
the part of the public. In his eyes the main thing is to impel people to spend
more. But it is amazing that this belief could be presented to the world as a
new social philosophy. Lord Keynes and his disciples make the lack of the
propensity to consume responsible for what they deem unsatistactory in
economic conditions. What is needed, in their eyes, to make men more pros-
perous is not an increase in production, but an increase in spending. In order
to make it possible for people to spend more, an “expansionist” policy is
recommended.

This doctrine is as old as it is bad. Its analysis and refutation will be under-
taken in the chapter dealing with the trade cycle.”

11 The Money-Substitutes

Claims to a definite amount of money, payable and redeemable on de-
mand, against a debtor about whose solvency and willingness to pay there
does not prevail the slightest doubt, render to the individual all the services
money can render, provided that all parties with whom he could possibly
transact business are perfectly familiar with these essential qualities of the
claims concerned: daily maturity as well as undoubted solvency and will-
ingness to pay on the part of the debtor. We may call such claims money-
substitutes, as they can fully replace money in an individual’s or a firm’s
cash holding. The technical and legal features of the money-substitutes do
not concern catallactics. A money-substitute can be embodied either in a
banknote or in a demand deposit with a bank subject to check (“check-
book money” or deposit currency), provided the bank is prepared to

14. Cf. below, pp. 564—065.
15. Cf. below, pp. 548-065.
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exchange the note or the deposit daily free of charge against money proper. To-
ken coins are also money-substitutes, provided the owner is in a position to ex-
change them at need, free of expense and without delay, against money. To
achieve this it is not required that the government be bound by law to redeem
them. What counts is the fact that these tokens can be really converted free of
expense and without delay. If the total amount of token coins issued is kept
within reasonable limits, no special provisions on the part of the government
are necessary to keep their exchange value at par with their face value. The de-
mand of the public for small change gives everybody the opportunity to ex-
change them easily against pieces of money. The main thing is that every
owner of a money-substitute is perfectly certain that it can, at every instant and
free of expense, be exchanged against money.

If the debtor —the government or a bank—keeps against the whole amount
of money-substitutes a 100% reserve of money proper, we call the money-
substitute a money-certificate. 'The individual money-certificate is—not nec-
essarily in a legal sense, but always in the catallactic sense —a representative
of a corresponding amount of money kept in the reserve. The issuing of
money-certificates does not increase the quantity of things suitable to satisty
the demand for money for cash holding. Changes in the quantity of money-
certificates therefore do not alter the supply of money and the money relation.
They do not play any role in the determination of the purchasing power of
money.

If the money reserve kept by the debtor against the money-substitutes issued
is less than the total amount of such substitutes, we call that amount of substi-
tutes which exceeds the reserve fiduciary media. As a rule it is not possible to
ascertain whether a concrete specimen of money-substitutes is a money-
certificate or a fiduciary medium. A part of the total amount of money-
substitutes issued is usually covered by a money reserve held. Thus a part of
the total amount of money-substitutes issued is money-certificates, the rest
fiduciary media. But this fact can only be recognized by those familiar with
the bank’s balance sheets. The individual banknote, deposit, or token coin
does not indicate its catallactic character.

The issue of money-certificates does not increase the funds which
the bank can employ in the conduct of its lending business. A bank
which does not issue fiduciary media can only grant commodity credit,
i.e.,, it can only lend its own funds and the amount of money which
its customers have entrusted to it. The issue of fiduciary media en-
larges the bank’s funds available for lending beyond these limits.
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It can now not only grant commodity credit, but also circulation credit, i.c.,
credit granted out of the issue of fiduciary media.

While the quantity of money-certificates is indifferent, the quantity of
fiduciary media is not. The fiduciary media affect the market phenomena in
the same way as money does. Changes in their quantity influence the deter-
mination of money’s purchasing power and of prices and — temporarily —also
of the rate of interest.

Earlier economists applied a different terminology. Many were prepared to
call the money-substitutes simply money, as they are fit to render the services
money renders. However, this terminology is not expedient. The first purpose
of a scientific terminology is to facilitate the analysis of the problems involved.
The task of the catallactic theory of money—as differentiated from the le-
gal theory and from the technical disciplines of bank management and
accountancy —is the study of the problems of the determination of prices
and interest rates. This task requires a sharp distinction between money-
certificates and fiduciary media.

The term credit expansion has often been misinterpreted. It is important to
realize that commodity credit cannot be expanded. The only vehicle of credit
expansion is circulation credit. But the granting of circulation credit does not
always mean credit expansion. If the amount of fiduciary media previously is-
sued has consummated all its effects upon the market, if prices, wage rates,
and interest rates have been adjusted to the total supply of money proper plus
fiduciary media (supply of money in the broader sense), granting of circula-
tion credit without a further increase in the quantity of fiduciary media is no
longer credit expansion. Credit expansion is present only if credit is granted by
the issue of an additional amount of fiduciary media, not if banks lend anew
fiduciary media paid back to them by the old debtors.

12 The Limitation on the Issuance of Fiduciary Media

People deal with money-substitutes as if they were money because they are
fully confident that it will be possible to exchange them at any time without
delay and without cost against money. We may call those who share in this
confidence and are therefore ready to deal with money-substitutes as if they
were money, the clients of the issuing banker, bank, or authority. It does
not matter whether or not this issuing establishment is operated according
to the patterns of conduct customary in the banking business. Token coins
issued by a country’s treasury are money-substitutes too, although the treas-
ury as a rule does not enter the amount issued into its accounts as a
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liability and does not consider this amount a part of the national debt. It is no
less immaterial whether or not the owner of a money-substitute has an action-
able claim to redemption. What counts is whether the money-substitute can
really be exchanged against money without delay and cost.!¢

[ssuing money-certificates is an expensive venture. The banknotes must be
printed, the token coins minted; a complicated accounting system for the de-
posits must be organized; the reserves must be kept in safety; then there is
the risk of being cheated by counterfeit banknotes and checks. Against all
these expenses stands only the slight chance that some of the banknotes is-
sued may be destroyed and the still slighter chance that some depositors may
forget their deposits. Issuing money-certificates is a ruinous business if not
connected with issuing fiduciary media. In the early history of banking there
were banks whose only operation consisted in issuing money-certificates. But
these banks were indemnified by their clients for the costs incurred. At any
rate, catallactics is not interested in the purely technical problems of banks
not issuing fiduciary media. The only interest that catallactics takes in
money-certificates is the connection between issuing them and the issuing of
fiduciary media.

While the quantity of money-certificates is catallactically unimportant, an
increase or decrease in the quantity of fiduciary media affects the determi-
nation of money’s purchasing power in the same way as do changes in the
quantity of money. Hence the question of whether there are or are not lim-
its to the increase in the quantity of fiduciary media has fundamental
importance.

If the clientele of the bank includes all members of the market economy,
the limit to the issue of fiduciary media is the same as that drawn to the in-
crease in the quantity of money. A bank which is, in an isolated country or in
the whole world, the only institution issuing fiduciary media and the clientele
of which comprises all individuals and firms, is bound to comply in its con-
duct of affairs with two rules:

16. Itis furthermore immaterial whether or not the laws assign to the money-substitutes legal ten-
der quality. If these things are really dealt with by people as money-substitutes and are therefore
money-substitutes and equal in purchasing power to the respective amount of money, the only
effect of the legal tender quality is to prevent malicious people from resorting to chicanery for
the mere sake of annoying their fellow men. If, however, the things concerned are not money-
substitutes and are traded at a discount below their face value, the assignment of legal tender qual-
ity is tantamount to an authoritarian price ceiling, the fixing of a maximum price for gold and
foreign exchange and of a minimum price for the things which are no longer money-substitutes
but either credit money or fiat money. Then the effects appear which Gresham’s Law describes.
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First: It must avoid any action which could make the clients—i.c., the
public —suspicious. As soon as the clients begin to lose confidence, they will
ask for the redemption of the banknotes and withdraw their deposits. How far
the bank can go on increasing its issues of fiduciary media without arousing
distrust, depends on psychological factors.

Second: It must not increase the amount of fiduciary media at such a rate
and with such speed that the clients get the conviction that the rise in prices
will continue endlessly at an accelerated pace. For if the public believes that
this is the case, they will reduce their cash holdings, flee into “real” values, and
bring about the crack-up boom. It is impossible to imagine the approach of
this catastrophe without assuming that its first manifestation consists in the
evanescence of confidence. The public will certainly prefer exchanging the
fiduciary media against money to fleeing into real values, i.c., to the indis-
criminate buying of various commodities. Then the bank must go bankrupt.
If the government interferes by freeing the bank from the obligation of re-
deeming its banknotes and of paying back the deposits in compliance with the
terms of the contract, the fiduciary media become either credit money or fiat
money. The suspension of specie [metallic money, usually gold or silver] pay-
ments entirely changes the state of affairs. There is no longer any question of
fiduciary media, of money-certificates, and of money-substitutes. The govern-
ment enters the scene with its government-made legal tender laws. The bank
loses its independent existence; it becomes a tool of government policies, a
subordinate office of the treasury.

The catallactically most important problems of the issuance of fiduciary
media on the part of a single bank, or of banks acting in concert, the clien-
tele of which comprehends all individuals, are not those of the limitations
drawn to the amount of their issuance. We will deal with them in Chapter
20, devoted to the relations between the quantity of money and the rate of
interest.

At this point of our investigations we have to scrutinize the problem of the
coexistence of a multiplicity of independent banks. Independence means that
every bank in issuing fiduciary media follows its own course and does not act
in concert with other banks. Coexistence means that every bank has a clien-
tele which does not include all members of the market system. For the sake of
simplicity we will assume that no individual or firm is a client of more than
one bank. It would not affect the result of our demonstration if we were to as-
sume that there are also people who are clients of more than one bank and
people who are not clients of any bank.

The question to be raised is not whether or not there are limits
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to the issuance of fiduciary media on the part of such independently coexist-
ing banks. As there are even limits to the issuance of fiduciary media on the
part of a unique bank the clientele of which comprises all people, it is obvious
that there are such limits for a multiplicity of independently coexisting banks
too. What we want to show is that for such a multiplicity of independently co-
existing banks the limits are narrower than those drawn for a single bank with
an unlimited clientele.

We assume that within a market system several independent banks have
been established in the past. While previously only money was in use,
these banks have introduced the use of money-substitutes a part of which
are fiduciary media. Fach bank has a clientele and has issued a certain
quantity of fiduciary media which are kept as money-substitutes in the cash
holdings of various clients. The total quantity of the fiduciary media as is-
sued by the banks and absorbed by the cash holdings of their clients has
altered the structure of prices and the monetary units purchasing power.
But these effects have already been consummated and at present the mar-
ket is no longer stirred by any movements generated from this past credit
expansion.

But now, we assume further, one bank alone embarks upon an additional
issue of fiduciary media while the other banks do not follow suit. The
clients of the expanding bank—whether its old clients or new ones acquired
on account of the expansion —receive additional credits, they expand their
business activities, they appear on the market with an additional demand for
goods and services, they bid up prices. Those people who are not clients of
the expanding bank are not in a position to afford these higher prices; they
are forced to restrict their purchases. Thus there prevails on the market a
shifting of goods from the nonclients to the clients of the expanding bank.
The clients buy more from the nonclients than they sell to them; they have
more to pay to the nonclients than they receive from them. But money-sub-
stitutes issued by the expanding bank are not suitable for payments to non-
clients, as these people do not assign to them the character of money-sub-
stitutes. In order to settle the payments due to nonclients, the clients must
first exchange the money-substitutes issued by their own —viz., the expand-
ing bank—against money. The expanding bank must redeem its banknotes
and pay out its deposits. Its reserve —we suppose that only a part of the
money-substitutes it had issued had the character of fiduciary media—
dwindles. The instant approaches in which the bank will —after the ex-
haustion of its money reserve —no longer be in a position to redeem the
money-substitutes still current. In order to avoid insolvency it must as soon
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as possible return to a policy of strengthening its money reserve. It must aban-
don its expansionist methods.

This reaction of the market to a credit expansion on the part of a bank with
alimited clientele has been brilliantly described by the Currency School. The
special case dealt with by the Currency School referred to the coincidence of
credit expansion on the part of one country’s privileged central bank or of all
banks of one country and of a nonexpansionist policy on the part of the banks
of other countries. Our demonstration covers the more general case of the co-
existence of a multiplicity of banks with different clientele as well as the most
general case of the existence of one bank with a limited clientele in a system
in which the rest of the people do not patronize any bank and do not consider
any claims as money-substitutes. It does not matter, of course, whether one as-
sumes that the clients of a bank live neatly separated from those of the other
banks in a definite district or country or whether they live side by side with
those of the other banks. These are merely differences in the data not affect-
ing the catallactic problems involved.

A bank can never issue more money-substitutes than its clients can keep in
their cash holdings. The individual client can never keep a larger portion of
his total cash holding in money-substitutes than that corresponding to the pro-
portion which his turnover with other clients of his bank bears to his total
turnover. For considerations of convenience he will, as a rule, remain far be-
low this maximum proportion. Thus a limit is drawn to the issue of fiduciary
media. We may admit that everybody is ready to accept in his current transac-
tions indiscriminately banknotes issued by any bank and checks drawn upon
any bank. But he deposits without delay with his own bank not only the checks
but also the banknotes of banks of which he is not himself a client. In the fur-
ther course his bank settles its accounts with the bank engaged. Thus the pro-
cess described above comes into motion.

A lot of nonsense has been written about a perverse predilection of the
public for banknotes issued by dubious banks. The truth is that, except for
small groups of businessmen who were able to distinguish between good
and bad banks, banknotes were always looked upon with distrust. It was
the special charters which the governments granted to privileged banks that
slowly made these suspicions disappear. The often advanced argument that
small banknotes come into the hands of poor and ignorant people who
cannot distinguish between good and bad notes cannot be taken seriously.
The poorer the recipient of a banknote is and the less familiar he is with
bank affairs, the more quickly will he spend the note and the more quickly



INDIRECT EXCHANGE =~ QW& 439

will it return, by way of retail and wholesale trade, to the issuing bank or to
people conversant with banking conditions.

It is very easy for a bank to increase the number of people who are ready to
accept loans granted by credit expansion and paid out in an amount of money-
substitutes. But it is very difficult for any bank to enlarge its clientele, that is,
the number of people who are ready to consider these claims as money-
substitutes and to keep them as such in their cash holdings. To enlarge this
clientele is a troublesome and slow process, as is the acquisition of any kind of
good will. On the other hand, a bank can lose its clientele very quickly. If it
wants to preserve it, it must never permit any doubt about its ability and readi-
ness to discharge all its liabilities in due compliance with the terms of the con-
tract. A reserve must be kept large enough to redeem all banknotes which a
holder may submit for redemption. Therefore no bank can content itself with
issuing fiduciary media only; it must keep a reserve against the total amount
of money-substitutes issued and thus combine issuing fiduciary media and
money-certificates.

It was a serious blunder to believe that the reserve’s task is to provide the
means for the redemption of those banknotes the holders of which have lost
confidence in the bank. The confidence which a bank and the money-
substitutes it has issued enjoy is indivisible. It is either present with all its
clients or it vanishes entirely. If some of the clients lose confidence, the rest of
them lose it too. No bank issuing fiduciary media and granting circulation
credit can fulfill the obligations which it has taken over in issuing money-
substitutes if all clients are losing confidence and want to have their banknotes
redeemed and their deposits paid back. This is an essential feature or weak-
ness of the business of issuing fiduciary media and granting circulation credit.
No system of reserve policy and no reserve requirements as enforced by the
laws can remedy it. All that a reserve can do is to make it possible for the bank
to withdraw from the market an excessive amount of fiduciary media issued. If
the bank has issued more banknotes than its clients can use in doing business
with other clients, it must redeem such an excess.

The laws which compelled the banks to keep a reserve in a definite ratio of
the total amount of deposits and of banknotes issued were effective in so far as
they restricted the increase in the amount of fiduciary media and of circula-
tion credit. They were futile as far as they aimed at safeguarding, in the event
of a loss of confidence, the prompt redemption of the banknotes and the
prompt payment on deposits.

The Banking School failed entirely in dealing with these problems.
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It was confused by a spurious idea according to which the requirements of
business rigidly limit the maximum amount of convertible banknotes that a
bank can issue. They did not see that the demand of the public for credit is
a magnitude dependent on the banks’ readiness to lend, and that banks
which do not bother about their own solvency are in a position to expand cir-
culation credit by lowering the rate of interest below the market rate. It is not
true that the maximum amount which a bank can lend if it limits its lending
to discounting short-term bills of exchange resulting from the sale and pur-
chase of raw materials and half-manufactured goods is a quantity uniquely
determined by the state of business and independent of the bank’s policies.
This quantity expands or shrinks with the lowering or raising of the rate of
discount. Lowering the rate of interest is tantamount to increasing the quan-
tity of what is mistakenly considered as the fair and normal requirements of
business.

The Currency School gave a quite correct explanation of the recurring
crises as they upset English business conditions in the ’thirties and "forties
of the nineteenth century. There was credit expansion on the part of the
Bank of England and the other British banks and bankers, while there was
no credit expansion, or at least not to the same degree, in the countries
with which Great Britain traded. The external drain occurred as the neces-
sary consequence of this state of affairs. Everything that the Banking School
advanced in order to refute this theory was vain. Unfortunately, the Cur-
rency School erred in two respects. It never realized that the remedy it
suggested, namely strict legal limitation of the amount of banknotes issued
beyond the specie reserve, was not the only one. It never gave a thought to
the idea of free banking. The second fault of the Currency School was that
it failed to recognize that deposits subject to check are money-substitutes
and, as far as their amount exceeds the reserve kept, fiduciary media, and
consequently no less a vehicle of credit expansion than are banknotes. It
was the only merit of the Banking School that it recognized that what is
called deposit currency is a money-substitute no less than banknotes. But
except for this point, all the doctrines of the Banking School were spurious.
It was guided by contradictory ideas concerning money’s neutrality; it tried
to refute the quantity theory of money by referring to a deus ex machina,
the much talked about hoards, and it misconstrued entirely the problems of
the rate of interest.

It must be emphasized that the problem of legal restrictions upon the
issuance of fiduciary media could emerge only because governments
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had granted special privileges to one or several banks and had thus prevented
the free evolution of banking. If the governments had never interfered for the
benefit of special banks, if they had never released some banks from the obli-
gation, incumbent upon all individuals and firms in the market economy, to
settle their liabilities in full compliance with the terms of the contract, no
bank problem would have come into being. The limits which are drawn to
credit expansion would have worked effectively. Considerations of its own sol-
vency would have forced every bank to cautious restraint in issuing fiduciary
media. Those banks which would not have observed these indispensable rules
would have gone bankrupt, and the public, warned through damage, would
have become doubly suspicious and reserved.

The attitudes of the European governments with regard to banking were
from the beginning insincere and mendacious. The pretended solicitude for
the nation’s welfare, for the public in general, and for the poor ignorant masses
in particular was a mere blind. The governments wanted inflation and credit
expansion, they wanted booms and easy money. Those Americans who twice
succeeded in doing away with a central bank were aware of the dangers of such
institutions; it was only too bad that they failed to see that the evils they fought
were present in every kind of government interference with banking. Today
even the most bigoted étatists cannot deny that all the alleged evils of free
banking count little when compared with the disastrous effects of the tremen-
dous inflations which the privileged and government-controlled banks have
brought about.

It is a fable that governments interfered with banking in order to restrict
the issue of fiduciary media and to prevent credit expansion. The idea that
guided governments was, on the contrary, the lust for inflation and credit
expansion. They privileged banks because they wanted to widen the limits
that the unhampered market draws to credit expansion or because they
were eager to open to the treasury a source of revenue. For the most part
both of these considerations motivated the authorities. They were con-
vinced that the fiduciary media are an efficient means of lowering the rate
of interest, and asked the banks to expand credit for the benefit of both
business and the treasury. Only when the undesired effects of credit
expansion became visible, were laws enacted to restrict the issue of
banknotes —and sometimes also of deposits—not covered by specie. The
establishment of free banking was never seriously considered precisely
because it would have been too efficient in restricting credit expansion.
For rulers, writers, and the public were unanimous in the belief that busi-



442 QW  CATALLACTICS OR ECONOMICS OF THE MARKET SOCIETY

ness has a fair claim to a “normal” and “necessary” amount of circulation
credit and that this amount could not be attained under free banking.!”

Many governments never looked upon the issuance of fiduciary media
from a point of view other than that of fiscal concerns. In their eyes the fore-
most task of the banks was to lend money to the treasury. The money-
substitutes were favorably considered as pacemakers for government-issued
paper money. The convertible banknote was merely a first step on the way to
the nonredeemable banknote. With the progress of statolatry and the policy
of interventionism these ideas have become general and are no longer ques-
tioned by anybody. No government is willing today to give any thought to the
program of free banking because no government wants to renounce what it
considers a handy source of revenue. What is called today financial war pre-
paredness is merely the ability to procure by means of privileged and
government-controlled banks all the money a warring nation may need.
Radical inflationism, although not admitted explicitly, is an essential feature
of the economic ideology of our age.

But even at the time liberalism enjoyed its highest prestige and govern-
ments were more eager to preserve peace and well-being than to foment war,
death, destruction, and misery, people were biased in dealing with the prob-
lems of banking. Outside of the Anglo-Saxon countries public opinion was
convinced that it is one of the main tasks of good government to lower the rate
of interest and that credit expansion is the appropriate means for the attain-
ment of this end.

Great Britain was free from these errors when in 1844 it reformed its
bank laws. But the two shortcomings of the Currency School vitiated this
famous act. On one hand, the system of government interference with
banking was preserved. On the other hand, limits were placed only on the
issuance of banknotes not covered by specie. The fiduciary media were
suppressed only in the shape of banknotes. They could thrive as deposit
currency.

In carrying the idea implied in the Currency Theory to its full
logical conclusion, one could suggest that all banks be forced by law
to keep against the total amount of money-substitutes (banknotes plus
demand deposits) a 100 per cent money reserve. This is the core of
Professor Irving Fishers 100 per cent plan. But Professor Fisher com-
bined his plan with his proposals concerning the adoption of an

17. The notion of “normal” credit expansion is absurd. Issuance of additional fiduciary media, no
matter what its quantity may be, always sets in motion those changes in the price structure the de-
scription of which is the task of the theory of the trade cycle. Of course, if the additional amount
issued is not large, neither are the inevitable effects of the expansion.
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index-number standard. It has been pointed out already why such a scheme
is illusory and tantamount to open approval of the government’s power to
manipulate purchasing power according to the appetites of powerful pres-
sure groups. But even if the 100 per cent reserve plan were to be adopted on
the basis of the unadulterated gold standard, it would not entirely remove the
drawbacks inherent in every kind of government interference with banking.
What is needed to prevent any further credit expansion is to place the bank-
ing business under the general rules of commercial and civil laws com-
pelling every individual and firm to fulfill all obligations in full compliance
with the terms of the contract. If banks are preserved as privileged establish-
ments subject to special legislative provisions, the tool remains that govern-
ments can use for fiscal purposes. Then every restriction imposed upon the
issuance of fiduciary media depends upon the government’s and the parlia-
ment’s good intentions. They may limit the issuance for periods which are
called normal. The restriction will be withdrawn whenever a government
deems that an emergency justifies resorting to extraordinary measures. If an
administration and the party backing it want to increase expenditure without
jeopardizing their popularity through the imposition of higher taxes, they
will always be ready to call their impasse an emergency. Recourse to the
printing press and to the obsequiousness of bank managers willing to oblige
the authorities regulating their conduct of affairs is the foremost means of
governments eager to spend money for purposes for which the taxpayers are
not ready to pay higher taxes.

Free banking is the only method available for the prevention of the dangers
inherent in credit expansion. It would, it is true, not hinder a slow credit
expansion, kept within very narrow limits, on the part of cautious banks
which provide the public with all information required about their financial
status. But under free banking it would have been impossible for credit
expansion with all its inevitable consequences to have developed into a
regular—one is tempted to say normal —feature of the economic system.
Only free banking would have rendered the market economy secure against
crises and depressions.

Looking backward upon the history of the last two centuries, one
cannot help realizing that the blunders committed by liberalism in
handling the problems of banking were a deadly blow to the market
economy. There was no reason whatever to abandon the principle of
free enterprise in the field of banking. The majority of liberal politi-
cians simply surrendered to the popular hostility against money-
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lending and interest taking. They failed to realize that the rate of interest is
a market phenomenon which cannot be manipulated ad libitum by the au-
thorities or by any other agency. They adopted the superstition that lower-
ing the rate of interest is beneficial and that credit expansion is the right
means of attaining such cheap money. Nothing harmed the cause of liberal-
ism more than the almost regular return of feverish booms and of the dramatic
breakdown of bull markets followed by lingering slumps. Public opinion has
become convinced that such happenings are inevitable in the unhampered
market economy. People did not conceive that what they lamented was the
necessary outcome of policies directed toward a lowering of the rate of interest
by means of credit expansion. They stubbornly kept to these policies and tried
in vain to fight their undesired consequences by more and more government
interference.

Observations on the Discussions Concerning Free Banking

The Banking School taught that an overissuance of banknotes is impossible if
the bank limits its business to the granting of short-term loans.'® When the
loan is paid back at maturity, the banknotes return to the bank and thus dis-
appear from the market. However, this happens only if the bank restricts the
amount of credits granted. (But even then it would not undo the effects of its
previous credit expansion. It would merely add to it the effects of a later credit
contraction.) The regular course of affairs is that the bank replaces the bills ex-
pired and paid back by discounting new bills of exchange. Then to the
amount of banknotes withdrawn from the market by the repayment of the ear-
lier loan there corresponds an amount of newly issued banknotes.

The concatenation which sets a limit to credit expansion under a system of
free banking works in a different way. It has no reference whatever to the pro-
cess which this so-called Principle of Fullarton has in mind. It is brought
about by the fact that credit expansion in itself does not expand a bank’s clien-
tele, viz., the number of people who assign to the demand-claims against this
bank the character of money-substitutes. Since the overissuance of fiduciary
media on the part of one bank, as has been shown above, increases the amount
to be paid by the expanding bank’s clients to other people, it increases con-
comitantly the demand for the redemption of its money-substitutes. It thus
forces the expanding bank back to a restraint.

This fact was never questioned with regard to demand deposits sub-
ject to check. It is obvious that an expanding bank would very soon
find itself in a difficult position in clearing with the other banks.

18. See above, pp. 439—40.
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However, people sometimes maintained that things are different as far as
banknotes are concerned.

In dealing with the problems of money-substitutes, catallactics maintains
that the claims in question are dealt with by a number of people like money,
that they are, like money, given away and received in transactions and kept in
cash holdings. Everything that catallactics asserts with regard to money-
substitutes presupposes this state of affairs. But it would be preposterous to
believe that every banknote issued by any bank really becomes a money-
substitute. What makes a banknote a money-substitute is the special kind of
good will of the issuing bank. The slightest doubt concerning the bank’s abil-
ity or willingness to redeem every banknote without any delay at any time and
with no expense to the bearer impairs this special good will and deprives the
banknotes of their character as a money-substitute. We may assume that every-
body not only is prepared to get such questionable banknotes as a loan but also
prefers to receive them as payment instead of waiting longer. But if any doubts
exist concerning their prime character, people will hurry to get rid of them as
soon as possible. They will keep in their cash holdings money and such
money-substitutes as they consider perfectly safe and will dispose of the sus-
pect banknotes. These banknotes will be traded at a discount, and this fact will
carry them back to the issuing bank which alone is bound to redeem them at
their full face value.

The issue can still better be clarified by reviewing banking conditions in
continental Europe. Here the commercial banks were free from any limita-
tion concerning the amount of deposits subject to check. They would have
been in a position to grant circulation credit and thus expand credit by adopt-
ing the methods applied by the banks of the Anglo-Saxon countries. However,
the public was not ready to treat such bank deposits as money-substitutes. As a
rule a man who received a check cashed it immediately and thereby withdrew
the amount from the bank. It was impossible for a commercial bank to lend,
except for negligible sums, by crediting the debtor’s account. As soon as the
debtor wrote out a check, a withdrawal of the amount concerned from the
bank resulted. Only big business treated deposits as money-substitutes. Al-
though the Central Banks in most of these countries were not submitted to any
legal restrictions with regard to their deposit business, they were prevented
from using it as a vehicle of large-scale credit expansion because the clientele
for deposit currency was too small. Banknotes were practically the sole instru-
ment of circulation credit and credit expansion.

In the ’eighties of the nineteenth century the Austrian government
embarked upon a project of popularizing checkbook money by estab-
lishing a checking account department with the Post Office Savings
Service. It succeeded to some degree. Balances with this department of
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the Post Office were treated as money-substitutes by a clientele which was
broader than that of the checking account department of the country’s Cen-
tral Bank of Issue. The system was later preserved by the new states which in
1918 succeeded the Habsburg Empire. It has also been adopted by many other
Furopean nations, for instance Germany. It is important to realize that this
kind of deposit currency was a purely governmental venture and that the
circulation credit that the system granted was exclusively lent to the govern-
ments. It is characteristic that the name of the Austrian Post Office Savings
Institution, and likewise of most of its foreign replicas, was not Savings Bank,
but Savings Office (Amt). Apart from these demand deposits with the govern-
ment post system in most of the non-Anglo-Saxon countries, banknotes —and,
to a small extent, also deposits with the government-controlled Central Bank
of Issue —are the main vehicles of circulation credit. In speaking of credit ex-
pansion with regard to these countries, one refers almost entirely to banknotes.

In the United States many employers pay salaries and even wages by writ-
ing out checks. As far as the payees immediately cash the checks received and
withdraw the whole amount from the bank, the method means merely that the
onerous burden of manipulating coins and banknotes is shifted from the em-
ployer’s cashier to the bank’s cashier. It has no catallactic implications. If all
citizens were to deal in this way with checks received, the deposits would not
be money-substitutes and could not be used as instruments of circulation
credit. It is solely the fact that a considerable part of the public looks upon
deposits as money-substitutes that makes them what is popularly called check-
book money or deposit currency.

It is a mistake to associate with the notion of free banking the image of a
state of affairs under which everybody is free to issue banknotes and to cheat
the public ad libitum. People often refer to the dictum of an anonymous
American quoted by Tooke: “Free trade in banking is free trade in swindling.”
However, freedom in the issuance of banknotes would have narrowed down
the use of banknotes considerably if it had not entirely suppressed it. It was this
idea which Cernuschi advanced in the hearings of the French Banking In-
quiry on October 24, 1865: “I believe that what is called freedom of banking
would result in a total suppression of banknotes in France. [ want to give every-
body the right to issue banknotes so that nobody should take any banknotes
any longer.”!?

People may uphold the opinion that banknotes are more handy than
coins and that considerations of convenience recommend their use. As
far as this is the case, the public would be prepared to pay a premium
for the avoidance of the inconveniences involved in carrying a heavy
weight of coins in their pockets. Thus in ecarlier days banknotes issued

19. Cf. Cernuschi, Contre le billet de banque (Paris, 1866), p. 55.
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by banks of unquestionable solvency stood at a slight premium as against
metallic currency. Thus travelers’ checks are rather popular although the bank
issuing them charges a commission for their issuance. But all this has no ref-
erence whatever to the problem in question. It does not provide a justification
for the policies urging the public to resort to the use of banknotes. Govern-
ments did not foster the use of banknotes in order to avoid inconvenience to
ladies shopping. Their idea was to lower the rate of interest and to open a
source of cheap creditto their treasuries. In their eyes the increase in the quan-
tity of fiduciary media was a means of promoting welfare.

Banknotes are not indispensable. All the economic achievements of
capitalism would have been accomplished if they had never existed. Besides,
deposit currency can do all the things banknotes do. And government inter-
ference with the deposits of commercial banks cannot be justified by the
hypocritical pretext that poor ignorant wage earners and farmers must be
protected against wicked bankers.

But, some people may ask, what about a cartel of the commercial banks?
Could not the banks collude for the sake of a boundless expansion of their
issuance of fiduciary media? The objection is preposterous. As long as the
public is not, by government interference, deprived of the right of with-
drawing its deposits, no bank can risk its own good- will by collusion with
banks whose good will is not so high as its own. One must not forget that
every bank issuing fiduciary media is in a rather precarious position. Its
most valuable asset is its reputation. It must go bankrupt as soon as doubts
arise concerning its perfect trustworthiness and solvency. It would be suici-
dal for a bank of good standing to link its name with that of other banks
with a poorer goodwill. Under free banking a cartel of the banks would de-
stroy the country’s whole banking system. It would not serve the interests of
any bank.

For the most part the banks of good repute are blamed for their conser-
vatism and their reluctance to expand credit. In the eyes of people not de-
serving of credit such restraint appears as a vice. But it is the first and supreme
rule for the conduct of banking operations under free banking.

It is extremely difficult for our contemporaries to conceive of the conditions
of free banking because they take government interference with banking for
granted and as necessary. However, one must remember that this government
interference was based on the erroneous assumption that credit expansion is a
proper means of lowering the rate of interest permanently and without harm
to anybody but the callous capitalists. The governments interfered precisely
because they knew that free banking keeps credit expansion within narrow
limits.

Fconomists may be right in asserting that the present state of bank-
ing makes government interference with banking problems advisable.
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But this present state of banking is not the outcome of the operation of the un-
hampered market economy. It is a product of the various governments” at-
tempts to bring about the conditions required for large-scale credit expansion.
If the governments had never interfered, the use of banknotes and of deposit
currency would be limited to those strata of the population who know very
well how to distinguish between solvent and insolvent banks. No large-scale
credit expansion would have been possible. The governments alone are re-
sponsible for the spread of the superstitious awe with which the common man
looks upon every bit of paper upon which the treasury or agencies which it
controls have printed the magical words legal tender.

Government interference with the present state of banking affairs could be
justified if its aim were to liquidate the unsatisfactory conditions by prevent-
ing or at least seriously restricting any further credit expansion. In fact, the
chief objective of present-day government interference is to intensify further
credit expansion. This policy is doomed to failure. Sooner or later it must re-
sult in a catastrophe.

13 The Size and Composition of Cash Holdings

The total amount of money and money-substitutes is kept by individuals and
firms in their cash holdings. The share of each is determined by marginal util-
ity. Each is eager to keep a certain portion of his total wealth in cash. He gets
rid of an excess of cash by increased purchases and remedies a deficiency of
cash by increased sales. The popular terminology confusing the demand for
money for cash holding and the demand for wealth and vendible goods must
not delude an economist.

What is valid with regard to individuals and firms is no less true with regard
to every sum of the cash holdings of a number of individuals and firms. The
point of view from which we treat a number of such individuals and firms as a
totality and sum up their cash holdings is immaterial. The cash holdings of a
city, a province, or a country is the sum of the cash holdings of all its residents.

Let us assume that the market economy uses only one kind of money and
that money-substitutes are either unknown or used in the whole area by every-
body without any difference. There are, for example, gold money and re-
deemable banknotes, issued by a world bank and treated by everybody as
money-substitutes. On these assumptions measures hindering the exchange of
commodities and services do not affect the state of monetary affairs and the
size of cash holdings. Tariffs, embargoes, and migration barriers affect the ten-
dencies toward an equalization of prices, wages, and interest rates. They do
not react directly upon cash holdings.
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If a government aims at increasing the amount of cash kept by its subjects,
it must order them to deposit a certain amount with an office and to leave it
there untouched. The necessity of procuring this amount would force every-
body to sell more and to buy less; domestic prices would drop; exports would
be increased and imports reduced; a quantity of cash would be imported. But
if the government were simply to obstruct the importation of goods and the ex-
portation of money, it would fail to attain its goal. If imports drop, other things
being equal, exports drop concomitantly.

The role money plays in international trade is not different from that which
it plays in domestic trade. Money is no less a medium of exchange in foreign
trade than it is in domestic trade. Both in domestic trade and in international
trade purchases and sales result in a more than passing change in the cash
holdings of individuals and firms only if people are purposely intent upon in-
creasing or restricting the size of their cash holdings. A surplus of money flows
into a country only when its residents are more eager to increase their cash
holdings than are the foreigners. An outflow of money occurs only if the resi-
dents are more eager to reduce their cash holdings than are the foreigners. A
transfer of money from one country into another country which is not com-
pensated by a transfer in the opposite direction is never the unintended result
of international trade transactions. It is always the outcome of intended
changes in the cash holdings of the residents. Just as wheat is exported only if
a country’s residents want to export a surplus of wheat, so money is exported
only if the residents want to export a sum of money which they consider as a
surplus.

If a country turns to the employment of money-substitutes which are not
employed abroad, such a surplus emerges. The appearance of these money-
substitutes is tantamount to an increase in the country’s supply of money in
the broader sense, i.c., supply of money plus fiduciary media; it brings
about a surplus in the supply of money in the broader sense. The residents
are eager to get rid of their share in the surplus by increasing their pur-
chases either of domestic or of foreign goods. In the first case exports drop
and in the second case imports increase. In both cases the surplus of money
goes abroad. As, according to our assumption, money-substitutes cannot be
exported, only money proper flows out. The result is that within the do-
mestic supply of money in the broader sense (money 1 fiduciary media) the
portion of money drops and the portion of fiduciary media increases. The
domestic stock of money in the narrower sense is now smaller than it was
previously.

Now, we assume further, the domestic money-substitutes cease
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to be money-substitutes. The bank which issued them no longer redeems
them in money. These former money-substitutes are now claims against a
bank which does not fulfill its obligations, a bank whose ability and willing-
ness to pay its debts is questionable. Nobody knows whether and when they
will ever be redeemed. But it may be that these claims are used by the public
as credit money. As money-substitutes they had been considered as equivalents
of the sum of money to which they gave a claim payable at any moment. As
credit money they are now traded at a discount.

At this point the government may interfere. It decrees that these pieces
of credit money are legal tender at their face value.?? Every creditor is
bound to accept them in payment at their face value. No trader is free to
discriminate against them. The decree tries to force the public to treat
things of different exchange value as if they had the same exchange value.
It interferes with the structure of prices as determined by the market. It
fixes minimum prices for the credit money and maximum prices for the
commodity money (gold) and foreign exchange. The result is not what the
government aimed at. The difference in exchange value between credit
money and gold does not disappear. As it is forbidden to employ the coins
according to their market price, people no longer employ them in buying
and selling and in paying debts. They keep them or they export them. The
commodity money disappears from the domestic market. Bad money, says
Gresham’s Law, drives good money out of the country. It would be more
correct to say that the money which the governments decree has underval-
ued disappears from the market and the money which the decree has over-
valued remains.

The outflow of commodity money is thus not the effect of an unfavorable
balance of payments, but the effect of a government interference with the
price structure.

14 Balances of Payments

The confrontation of the money equivalent of all incomings and outgoings of
an individual or a group of individuals during any particular period of time is
called the balance of payments. The credit side and the debit side are always
equal. The balance is always in balance.

20. Very often the legal tender quality had been given to those banknotes at a time when they still
were money-substitutes and as such equal to money in their exchange value. At that time the de-
cree had no catallactic importance. Now it becomes important because the market no longer con-
siders them money-substitutes.
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If we want to know an individual’s position in the frame of the market econ-
omy, we must look at his balance of payments. It tells us everything about
the role he plays in the system of the social division of labor. It shows what he
gives to his fellow men and what he receives or takes from them. It shows
whether he is a self-supporting decent citizen or a thief or an almsman. It
shows whether he consumes all his proceeds or whether he saves a part of
them. There are many human things which are not reflected in the sheets of
the ledger; there are virtues and achievements, vices and crimes that do not
leave any traces in the accounts. But as far as a man is integrated into social
life and activities, as far as he contributes to the joint effort of society and his
contributions are appreciated by his fellow men, and as far as he consumes
what is or could be sold and bought on the market, the information conveyed
is complete.

If we combine the balances of payments of a definite number of individuals
and leave out of account the items referring to transactions between the mem-
bers of this group, we draw up the group’s balance of payment. This balance
tells us how the members of the group, considered as an integrated complex
of people, are connected with the rest of the market society. Thus we can draw
up the balance of payments of the members of the New York Bar, of the
Belgian farmers, of the residents of Paris, or of those of the Swiss Canton of
Bern. Statisticians are mostly interested in establishing the balance of pay-
ments of the residents of the various countries which are organized as inde-
pendent nations.

While an individual’s balance of payments conveys exhaustive infor-
mation about his social position, a group’s balance discloses much less. It says
nothing about the mutual relations between the members of the group. The
greater the group is and the less homogeneous its members are, the more
defective is the information vouchsafed by the balance of payments. The bal-
ance of payments of Denmark tells more about the conditions of the Danes
than the United States balance of payments about the conditions of the Amer-
icans. If one wants to describe a country’s social and economic condition, one
does not need to deal with every single inhabitants personal balance of pay-
ments. But one must not form other groups than such as are composed of
members who are by and large homogeneous in their social standing and their
economic activities.

Reading balances of payments is thus very instructive. However, to guard
against popular fallacies, one must know how to interpret them.

It is customary to list separately the monetary and the nonmone-
tary items of a country’s balance of payments. One calls the balance
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favorable if there is a surplus of the imports of money and bullion over the ex-
ports of money and bullion. One calls the balance unfavorable if the exports
of money and bullion exceed the imports. This terminology stems from in-
veterate Mercantilist errors unfortunately still surviving in spite of the devas-
tating criticism of the economists. The imports and exports of money and bul-
lion are viewed as the unintentional outcome of the configuration of the
nonmonetary items of the balance of payments. This opinion is utterly falla-
cious. An excess in the exports of money and bullion is not the product of an
unhappy concatenation of circumstances that befalls a nation like an act of
God. It is the result of the fact that the residents of the country concerned are
intent upon reducing the amount of money held and upon buying goods in-
stead. This is why the balance of payments of the gold-producing countries is
as a rule “unfavorable”; this is why the balance of payments of a country sub-
stituting fiduciary media for a part of its money stock is “unfavorable” as long
as this process goes on.

No provident action on the part of a paternal authority is required lest a
country lose its whole money stock by an unfavorable balance of payments.
Things are in this regard not different between the personal balances of pay-
ments of individuals and those of groups. Neither are they different between
the balances of payments of a city or a district and those of a sovereign nation.
No government interference is needed to prevent the residents of New York
from spending all their money in dealings with the other forty-nine states of
the Union. As long as any American attaches any weight to the keeping of
cash, he will spontaneously take charge of the matter. Thus he will contribute
his share to the maintenance of an adequate supply of money in his country.
But if no American were interested in keeping any cash holding, no govern-
ment measure concerning foreign trade and the settlement of international
payments could prevent an outflow of America’s total monetary stock. A rigidly
enforced embargo upon the exportation of money and bullion would be
required.

15 Interlocal Exchange Rates

Let us first assume that there is only one kind of money. Then with
regard to moneys purchasing power at various places the same is
valid as with regard to commodity prices. The final price of cotton
in Liverpool cannot exceed the final price in Houston, Texas, by
more than the cost of transportation. As soon as the price in Liver-
pool rises to a higher point, merchants will ship cotton to Liverpool
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and thus will bring about a tendency toward a return to the final price. In the
absence of institutional obstacles, the price of an order for the payment of a
definite amount of guilders in Amsterdam cannot rise in New York above the
amount determined by the costs involved by reminting the coins, shipment,
insurance, and the interest during the period required for all these manipula-
tions. As soon as the difference rises above this point—the gold export point—
it becomes profitable to ship gold from New York to Amsterdam. Such ship-
ments force the guilder exchange rate in New York down below the gold
export point. A difference between the configuration of interlocal exchange
rates for commodities and those for money is brought about by the fact that as
a rule commodities move only in one direction, namely, from the places of
surplus production to those of surplus consumption. Cotton is shipped from
Houston to Liverpool and not from Liverpool to Houston. Its price is lower in
Houston than in Liverpool by the amount of shipping costs. But money is
shipped now this way, now that.

The error of those who try to interpret the fluctuations of the interlocal
exchange rates and the interlocal shipments of money as determined by
the configuration of the nonmonetary items of the balance of payments is
that they assign to money an exceptional position. They do not see that
with regard to interlocal exchange rates there is no difference between
money and commodities. If cotton trade between Houston and Liverpool
is possible at all, the cotton prices at these two places cannot differ by
more than the total amount of costs required for shipment. In the same
way in which there is a flow of cotton from the southern parts of the
United States to Europe, gold flows from the gold-producing countries like
South Africa to Europe.

Let us disregard triangular trade and the case of the gold-producing coun-
tries and let us assume that the individuals and firms trading with one
another on the basis of the gold standard do not have the intention of chang-
ing the size of their cash holdings. From their purchases and sales, claims are
generated which necessitate interlocal payments. But according to our as-
sumption these interlocal payments are equal in amount. The amount that
the residents of A have to pay to the residents of B is equal to the amount
that the residents of B have to pay to the residents of A. It is therefore pos-
sible to save the costs of shipping gold from A to B and from B to A. Claims
and debts can be settled by a sort of interlocal clearing. It is merely a techni-
cal problem whether this evening up is effected by an interlocal clearing-
house organization or by the turnovers of a special market for foreign
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exchange. At any rate, the price which a resident of A (or of B) has to pay for
a payment due in B (or in A) is kept within the margins determined by the
shipment costs. It cannot rise above the par value by more than the shipment
costs (gold export point) and cannot fall below the shipment costs (gold
import point).

It may happen that—all our other assumptions remaining unaltered —
there is a temporal discrepancy between the payments due from A to B
and those from B to A. Then an interlocal shipment of gold can only be
avoided by the interposition of a credit transaction. If the importer who to-
day has to pay from A to B can buy at the market of foreign exchange
claims against residents of B as fall due in ninety days, he can save the
costs of shipping gold by borrowing the sum concerned in B for a period
of ninety days. The dealers in foreign exchange will resort to this
makeshift if the costs of borrowing in B do not exceed the costs of bor-
rowing in A by more than double the costs of shipping gold. If the cost of
shipping gold is 18 per cent, they will be ready to pay for a three months’
loan in B up to 1 per cent (pro anno) more as interest than corresponds
to the state of the money-market interest rate at which, in the absence of
such requirements for interlocal payments, credit transactions between A
and B would be effected.

It is permissible to express these facts by contending that the daily state
of the balance of payments between A and B determines the point at which,
within the margins drawn by the gold export point and the gold import
point, the foreign exchange rates are fixed. But one must not forget to add
that this happens only if the residents of A and of B do not intend to change
the size of their cash holdings. Only because this is the case does it become
possible to avoid the transfer of gold altogether and to keep foreign ex-
change rates within the limits drawn by the two gold points. If the residents
of A want to reduce their cash holdings and those of B want to increase
theirs, gold must be shipped from A to B until the rate for cable transfer B
reaches in A the gold export point. Then gold is sent from A to B in the
same way in which cotton is regularly sent from the United States to
Furope. The rate of cable transfer B reaches the gold export point because
the residents of A are selling gold to those of B, not because their balance
of payments is unfavorable.

All this is valid with regard to any payments to be transacted be-
tween various places. It makes no difference whether the cities con-
cerned belong to the same sovereign nation or to different sovereign
nations. However, government interference has considerably changed
the conditions. All governments have created institutions which make
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it possible for the residents of their countries to make interlocal domestic
payments at par. The costs involved in shipment of currency from one
place to another are borne either by the treasury or by the country’s central
bank system or by another government bank such as the postal savings
banks of various European countries. Thus there is no longer any market
for domestic interlocal exchange. The public is not charged more for an in-
terlocal order to pay than for a local one or, if the charge is slightly differ-
ent, it no longer has any reference to the fluctuations of the interlocal
movements of currency within the country. It is this government interfer-
ence which has sharpened the difference between domestic payment and
payment abroad. Domestic payments are transacted at par, while with re-
gard to foreign payments fluctuations occur within the limits drawn by the
gold points.

If more than one kind of money is used as medium of exchange, the mu-
tual exchange ratio between them is determined by their purchasing power.
The final prices of the various commodities, as expressed in each of the
two or several kinds of money, are in proportion to each other. The final ex-
change ratio between the various kinds of money reflects their purchasing
power with regard to the commodities. If any discrepancy appears, oppor-
tunity for profitable transactions presents itself and the endeavors of busi-
nessmen eager to take advantage of this opportunity tend to make it disap-
pear again. The purchasing-power parity theory of foreign exchange is
merely the application of the general theorems concerning the determina-
tion of prices to the special case of the coexistence of various kinds of
money.

It does not matter whether the various kinds of money coexist in the same
territory or whether their use is limited to distinct areas. In any case the mu-
tual exchange ratio between them tends to a final state at which it no longer
makes any difference whether one buys and sells against this or that kind of
money. As far as costs of interlocal transfer come into play, these costs must be
added or deducted.

The changes in purchasing power do not occur at the same time with re-
gard to all commodities and services. Let us consider again the practically
very important instance of an inflation in one country only. The increase in
the quantity of domestic credit money or fiat money affects at first only the
prices of some commodities and services. The prices of the other commodi-
ties remain for some time still at their previous stand. The exchange ratio be-
tween the domestic currency and the foreign currencies is determined on
the bourse, a market organized and managed according to the pattern and
the commercial customs of the stock exchange. The dealers on this special



456 Q»  CATALLACTICS OR ECONOMICS OF THE MARKET SOCIETY

market are quicker than the rest of the people in anticipating future changes.
Consequently the price structure of the market for foreign exchange reflects
the new money relation sooner than the prices of many commodities and ser-
vices. As soon as the domestic inflation begins to affect the prices of some com-
modities, at any rate long before it has exhausted all its effects upon the greater
part of the prices of commodities and services, the price of foreign exchange
tends to rise to the point corresponding to the final state of domestic prices and
wage rates.

This fact has been entirely misinterpreted. People failed to realize that
the rise in foreign exchange rates merely anticipates the movement of do-
mestic commodity prices. They explained the boom in foreign exchange
as an outcome of an unfavorable balance of payments. The demand for
foreign exchange, they maintained, has been increased by a deterioration
of the balance of trade or of other items of the balance of payments, or
simply by sinister machinations on the part of unpatriotic speculators.
The higher prices to be paid for foreign exchange cause the domestic
prices of imported goods to rise. The prices of the domestic products
must follow suit because otherwise their low state would encourage busi-
ness to withhold them from domestic consumption and to sell them
abroad at a premium.

The fallacies involved in this popular doctrine can easily be shown. If
the nominal income of the domestic public had not been increased by the
inflation, they would be forced to restrict their consumption either of im-
ported or of domestic products. In the first case imports would drop and
in the second case exports would increase. Thus the balance of trade
would again be brought back to what the Mercantilists call a favorable
state.

Pressed hard, the Mercantilists cannot help admitting the cogency of
this reasoning. But, they say, it applies only to normal trade conditions. It
does not take i