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Foreword

When my husband died in 1973 I had to go through his
papers. Some of them were still in manuscript form and had
never before been published. I selected several of these, plus a
number of other articles that had appeared in periodicals but were
no longer in print. This book is the result.

At my request Richard Ebeling wrote an introduction which he
has done in great detail. The depth of Ebeling’s understanding of my
husband’s work is certainly apparent in his writing.

I am pleased to have the Ludwig von Mises Institute present this
volume to the public.

Margit von Mises
New York City
September 1989
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Introduction

I

n the 1920s and the 1930s, Ludwig von Mises was recognized as

one of the leading economic theorists on the European Conti-
nent.' F. A. Hayek has said that Mises’s critique of the possibilities
for economic calculation under socialism had “the most profound
impression on my generation. ... To none of us ... who read [his] book
[Socialism] when it appeared was the world ever the same again.”
Lord Lionel Robbins, in introducing the Austrian School literature on
money and the trade cycle to English-speaking readers in 1931,
emphasized the “marvelous renaissance” the “School of Vienna” had
experienced “under the leadership of ... Professor Mises.” In his
comprehensive study of German Monetary Theory, Howard Ellis
insisted that Mises’s Theory of Money and Credit was “one of the most
substantial treatises upon monetary theory in the German literature”
and that his personal role in bringing an end to the Austrian hyper-
inflation of the early 1920s made “Mises a significant figure.” Fritz

'Ludwig von Mises was born in Lemberg, Austria-Hungary on September 29, 1881.
After studying with Béhm-Bawerk, he received his doctorate from the University of
Vienna in 1906. He taught at the University of Vienna (1913-1938), was Economic
Advisor to the Austrian Chamber of Commerce (1909-1934) and served as Director of
the League of Nations’ Austrian Reparations Commission (1918-1920). In 1927, he
founded the Austrian Institute for Trade Cycle Research. Professor Mises also taught
at the Graduate Institute for International Studies in Geneva (1934-1940) and at New
York University (1945-1969). Professor Mises died on October 10, 1973, at the age of 92.

2F. A. Hayek, “Tribute to Ludwig von Mises,” app. 2, in Margit von Mises, My Years
with Ludwig von Mises (New Rochelle, N.Y.: Arlington House, 1976), p. 189.

3Lionel Robbins, Foreword to F. A. Hayek, Prices and Production (New York:
Macmillan, 1932), p. ix.

*Howard Ellis, German Monetary Theory, 1905-1933 (Cambridge, Mass.: Harvard
University Press, 1934), p. 77.
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Machlup pointed out that in the early 1920s, “Ludwig v. Mises was
the first, so far as I know, to point to the phenomena of the consump-
tion of capital” due to the distortion of capital accounts caused by
inflation and the fiscal policies of the Austrian State.® And in a study
of the evolution of the theory of cost in economics, James M. Bu-
chanan has emphasized that “Ludwig von Mises was one of the chief
sources for the subjectivist economics” expounded in the 1930s at the
London School of Economics and developed further, more recently, by
the latest generation of the Austrian School.®

Yet, for most of the post-war period, Mises’s writings have been in
a general eclipse among economists, even though he continued to
lecture widely, published over a half-dozen books during this time and
taught on a regular basis at New York University until his retirement
in 1969 at the age of 89. The cause of this peculiar circumstance arose
from his position vis-a-vis Keynesian economics. The almost mono-
lithic hold Keynesianism had over economists following 1945 resulted
in any individual who challenged either the theoretical edifice or
policy proposals of the then “New Economics” experiencing almost
certain intellectual death. Yet, this is exactly what Ludwig von Mises
did in questioning and unflinchingly criticizing the entire body of
Keynesian doctrine. The result was his near total ostracism from the
economics profession.

During the 1970s, the intellectual terrain began to shift. In the
wake of the dismal failure of Keynesian policy prescriptions, doubts
began to be generated about the fundamentals of the Keynesian
system. A great amount of scholarly self-criticism emerged as myriad
exegetical readings were made in an attempt to divine what Keynes
“really meant.” The various investigations lead to the conclusion
that Keynes really meant almost anything, depending upon which
of his volumes was read and which passages in any particular book
were given emphasis.

The decline of Keynesianism has brought about a new spirit of
open, intellectual competition among economists the likes of which
has not been seen since the early 1930s. And occupying a prominent
place in this competition have been the ideas of Ludwig von Mises
and the Austrian School of Economics, of which he was an illustrious
member.

SFritz Machlup, “The Consumption of Capital in Austria,” Review of Economic
Statistics 17 (January 15, 1935): 13.

8James M. Buchanan, Cost and Choice: An Inquiry in Economic Theory (Chicago:
Markham Publishing, 1969), p. 34.
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1I

The 1871 publication of Carl Menger’s Grundsdtze der
Volkswirtschaftslehre’ marks the beginning of the Austrian School.
Carl Menger is usually classified along with William Stanley Jevons
and Léon Walras as one of the co-founders of the “Marginalist Eco-
nomics” which replaced the Classical School and its labor theory of
value. In his landmark volume, however, Menger produced a pioneer-
ing contribution to economic theory which distinguishes him
uniquely from Jevons and Walras.

All three men had grasped the essential role of marginal utility:
value was a matter of relative comparison between alternatives and
each alternative’s significance was evaluated by the decisionmaker at
the margin, i.e., the importance of the next unit of a good or service
that could be obtained or would have to be given up in an act of choice.

For both Jevons and Walras, however, the value of the marginal
utility concept was its power in demonstrating the conditions for
equilibrium in a given exchange environment. For Menger, on the
other hand, equilibrium was purely a useful limiting case that por-
trayed the circumstances under which no further motivations for
exchange among traders would exist; the importance of marginal
utility, in the Mengerian scheme, was precisely its value in enabling
an analysis of the exchange process itself, regardless of the concrete
manifestation of any eventual equilibrium outcome.®

An investigation of exchange sequences and processes in disequi-
librium circumstances necessarily raised questions concerning the
knowledge possessed by the respective market participants, the role
of time as it related to adjustment periods and production periods
relative to change, and the formation of expectations and foresight as
potential traders attempted to anticipate future conditions as a guide
for their own actions.

The economic analysis derived from Jevons and Walras took on a
fundamentally static quality being basically an attempt to stipulate
the prerequisites for an equilibrium state. The “Austrian” approach
derived from Menger had, in comparison, essential dynamic qualities

"Carl Menger, Principles of Economics [1871] (New York: New York University
Press, [1950] 1981).

SWilliam Jaffe, “Menger, Jevons and Walras De-Homogenized,” Economic Inquiry
14, no. 4 (December 1976): 511-24; and Erich Streissler, “To What Extent was the
Austrian School Marginalist?” in The Marginalist Revolution in Economics, R. D.
Collision Black, A. W. Coats and Craufurd D. W. Goodwin, eds. (Durham, N.C.: Duke
University Press, 1973), pp. 160-75.
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that set it apart from other schools of thought over the years.’

The foundations laid by Menger in 1871 were developed further
in the last two decades of the nineteenth century and in the first
decade of the twentieth century. The two most notable contributors
to this endeavor and, in fact, the ones who gave the Austrian School
its world-wide recognition, were Eugen von Bé6hm-Bawerk and
Friedrich von Wieser. Bohm-Bawerk extended Menger’s analysis to
questions concerning the theory of capital and the origin and forma-
tion of interest.'° Wieser, appreciating Menger’s insight that mar-
ginal utility and valuation are subjective estimates by the individual
decisionmaker, demonstrated that cost was a subjective phenomenon
as well, nothing more than the next best alternative or opportunity
set aside or foregone when a choice and an exchange are made."

111

Ludwig von Mises’s contributions to the Austrian School spanned
six decades and touched upon almost every aspect of economic sci-
ence. The most controversial of Mises’s writings have undoubtedly
been those devoted to questions of methodology. Yet, at the same time,
they are probably the most important of all his works. Indeed, what
Mises attempted was the laying of a philosophical foundation for the
entire edifice of economic science as it had developed from Adam
Smith’s first analysis of the spontaneous market order to Carl
Menger’s restatement of the principles of that spontaneous order on
the basis of a conscious use of methodological individualism.'® **

9Ludwig M. Lachmann, “The Significance of the Austrian School of Economics in
the History of Ideas,” in Capital, Expectations, and the Market Process (Kansas City,
Kans.: Sheed Andrews and McMeel, 1977), pp. 45-64. On the evolution of the early
Austrian School, see Ludwig von Mises, The Historical Setting of the Austrian School
(New Rochelle, N.Y.: Arlington House, 1969); also Richard M. Ebeling, “Austrian
Economics—An Annotated Bibliography, pt. 1: The Austrian Economists,” Humane
Studies Review 2, no. 1 (1983).

10Eugen von Bohm-Bawerk, Capital and Interest, 3 vols. (South Holland, Ill.:
Libertarian Press, 1959).

U¥riedrich von Wieser, Natural Value [1889] (New York: Augustus M. Kelley, {1893]
1971); and Wieser, Social Economics [1914] (New York: Augustus M. Kelley, [1927]
1967).

2¢Garl Menger, Problems of Economics and Sociology [1883] (Urbana, I1l.: University
of Illinois Press, 1963).

13Ludwig von Mises, Notes and Recollections (South Holland, Ill.: Libertarian Press,
1978), pp. 122-23; these autobiographical “notes and recollections” were written by
Mises in 1940, shortly after his arrival in the United States from Nazi-occupied Europe;
see, also, Margit von Mises, My Years with Ludwig von Mises, 2nd enl. ed. (Cedar Falls,
Iowa: Center for Futures Education, 1984).
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Mises’s writings on methodology covered practically his entire
career. His early statements on the subject were collected in 1933
under the title, Epistemological Problems of Economics.'* They were
refined and integrated into a general economic treatise,
Nationalékonomie (1940)"° and in its English-language counterpart,
Human Action (1949),' and restated in Theory and History (1957)""
and in The Ultimate Foundation of Economic Science (1962).'®

The unique factor that separates the natural sciences from the
social sciences, Mises argued, is the purposefulness or intentionality
of all human endeavors. Man above all else is the being who acts,
who inquisitively looks out upon the world, is conscious of opportu-
nities to improve his lot and proceeds to apply means to achieve ends
when circumstances are perceived by the actor as offering the pos-
sibility for success.

Purposefulness, perception of circumstances, alertness to oppor-
tunities, Mises emphasized, are all attributes assignable only to
individuals; and their concrete content are functions of the particular
perspectives, circumstances, and interpretations of the respective
actors themselves. Social science, therefore, is grounded at its start
in methodological individualism and methodological subjectivism.
The alpha and omega of social phenomena is the subjective world of
acting man. The laws of nature and the physical environment may be
the limits within which human endeavors are possible of accomplish-
ment, but it is the human actor’s perception of the possible and the
attainable that will be the divining rod for action initiated.

We also see in this Misesian schema all the dynamic elements that
dominated Menger’s Grundsdtze: imperfect knowledge, time and
change, expectations and foresight. Each of these has implied resi-
dence in the concept of purposeful action, for action—conscious be-
havior directed towards selected goals—has logical meaningfulness
only where choice is seen as possible. And choice, as selection among
alternative opportunities, has reality only where certain knowledge

1Ludwig von Mises, Epistemological Problems of Economics [1933] (New York: New
York University Press, [1960] 1981).

YLudwig von Mises, Nationalskonomie, Theorie des Handelns und Wirtschaftens
[1940] (Munich: Philosophia Verlag, 1980).

16Ludwig von Mises, Human Action: A Treatise on Economics, 3rd rev. ed. [1949]
(Chicago: Henry Regnery, 1966).

""Ludwig von Mises, Theory and History: An Interpretation of Social and Economic
Evolution [1957) (Auburn, Ala.: The Ludwig von Mises Institute, 1985).

mLudwig von Mises, The Ultimate Foundation of Economic Science: An Essay on
Method (Kansas City, Kans.: Sheed Andrews and McMeel, [1962] 1976).
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of the future is lacking. In turn, time and change, as Mises was wont
to emphasize, are inseparable from action, for the very thought of
action implies a becoming and a became.

A methodological subjectivist approach to analyzing the relationship
of time to action, or the meaning of “ends possible” and “means avail-
able,” or costs (as foregone opportunities) and benefits (as prospective
gain in psychic improvement) resulted in Mises’s rejection of what he
saw as Positivist imperialism, i.e., the imposition of the methods con-
sidered appropriate in the natural sciences into the social sciences.
Application of the Positivist rules of “objective science” would require
the abandonment of that aspect that comprises the unique element in
human events: appreciation of human action as having subjective mean-
ing from the actor’s point-of-view. The movement of physical objects
between individuals only took on the quality of an “exchange,” Mises
argued, to the extent that that was the meaning the actors respectively
assigned to their own action and to that of the other.

Yet, for Mises, this rejection of measurement and quantification as
the standards for social science did not at the same time mean a
collapse into Historicism, i.e., the argument that there are neither
laws nor permanent regularities in the social world. The laws of social
phenomena, Mises said, are ultimately derivatives from the logic of
action which, itself, is one and the same with the logic of thought and
reason. The processes of the market that tend to make market prices
equal to market costs, for supply to tend towards an equilibrium with
demand, are all reducible to the logic guiding the actions of the
respective individuals subsumed under the terms, “suppliers” and
“demanders,” i.e., that the value of any particular means should not
exceed the value of any particular end they serve.

This accounts, also, for what has usually been perceived as Mises’s
peculiar insistence that economic theory is both a priori and empirically
truthful. It is a priori, for Mises, because the logic of action and its
requisite categories of means and ends, costs and benefits, etc., must
conceptually precede in thought the selection of any concrete end and
the application of any concrete means and, therefore, the designating of
something as one or the other. And it is empirically truthful because the
logic of human thought precludes the conceiving of any conscious human
action not operating within these categories, hence, it empirically re-
flects the essential qualities of all conscious human conduct.

While the categories of action can serve as the filing system
enabling the social scientist and the economist to both order and give
intelligible interpretation to the complexity of the social world, the
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categories remain purely generic in nature, i.e., they do not provide any
information about the specific ends and means selected by individuals or
the concrete outcomes that may arise from a series of actions. Thus, the
“elasticities” of demand and supply and the particular “speeds of adjust-
ment” in prices, output and expectations will depend upon the historical
circumstances. This is lucidly explained by Mises in “The Treatment of
‘Trrationality’in the Social Sciences,” one of the essays in this volume:

We have plenty of figures available concerning the German inflation of
the years, 1914-1923. Economic theory provides us with all the knowledge
needed for a perfect grasp of the causes of price changes. But this
knowledge does not give us quantitative definiteness. Economics is ...
qualitative and not quantitative. ... There are in the sphere of human
action no constant relations between magnitudes. ... The rise of German
prices in the years of the First World War was not only due to the increase
of the quantity of bank notes. Other changes contributed, too. The supply
of commodities went down because many millions of workers were in the
army and no longer worked in the plants, because government control of
business reduced productivity, because the blockade prevented imports
from abroad, and because workers suffered from malnutrition. It is
impossible to establish by methods other than Verstehen [interpretive
“understanding”] how each of these factors—and of some other relevant
factors—contributed to the rise of prices. ... The Verstehen is in the realm
of history the substitute, as it were, for quantitative analysis and mea-
surement, which are unfeasible with regard to human actions outside the
field of technology. (pp. 28-29)

Similarly, economic forecasting, as Mises pointed out, is fundamen-
tally an attempt to act as a “historian of the future.”” It is an attempt
to project oneself into the future and anticipate how market actors over
a future period will classify various entities as either means or ends;
what expectations they will form about the most advantageous courses
of action to undertake; and to then analyze both the intended and the
likely unintended consequences of a multitude of individual plans as
they meet and mesh in the social arena over that future period of time.*

19Mises, Theory and History, p. 320; also, Richard M. Ebeling, “Expectations and
Expectations Formation in Mises’s Theory of the Market Process,” Market Process
(Spring 1988).

20For an analysis of the relationship between Mises’s view of economic science and
alternative perspectives in the history of economic thought, see, Israel M. Kirzner, The
Economic Point of View (Kansas City, Kans.: Sheed Andrews and McMeel [1960] 1976);
and for Mises’s relationship to other members of the Austrian School, see Lawrence H.
White, The Methodology of the Austrian School Economists (Auburn, Ala.: The Ludwig
von Mises Institute, 1984); and, Richard M. Ebeling, “Austrian Economics—An Anno-
tated Bibliography, pt. 2: Methodology of the Austrian School,” Humane Studies Review
3, no. 2 (Fall 1985); see also Murray N. Rothbard, “Praxeology as the Method of the
Social Sciences,” in Individualism and the Philosophy of the Social Sciences (San
Francisco: Cato Institute, 1979).
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Mises’s contributions to economic science have all been at-
tempts, to one degree or another, to apply this methodology to
particular problems. As F. A. Hayek has perceptively pointed out,
“... most peculiarities of [Mises’s] views which at first strike many
readers as strange and unacceptable trace to the fact that in the
consistent development of the subjectivist approach he has for a
long time moved ahead of his contemporaries.”

In monetary theory, for instance, Mises made one of the first
successful applications of marginal utility analysis to explain the
value of money by emphasizing the role of uncertainty and expec-
tations in the actions of market participants. His classic work, The
Theory of Money and Credit (1912; 1924; 1935)* and his mono-
graph, Monetary Stabilization and Cyclical Policy (1928),”* as well
as portions of Human Action,’* however, contain much more than
this. In the parlance of contemporary economics, Mises tried to
develop a microeconomic foundation for macroeconomics. Utilizing
Bohm-Bawerk’s capital theory and Knut Wicksell’s distinction be-
tween the money and “natural” rates of interest, he devised a
dynamic process analysis showing how changes in the money sup-
ply could generate shifts in income distribution, cause resource
misallocations via relative price distortions and induce trade cycle
fluctuations.

What distinguished Mises’s approach, for example, from Irving
Fisher’s quantity theory of money was precisely his refusal to make
the analytical jump (made by Fisher and others) from changes in
the aggregate money stock to changes in the general “price level.”
Mises insisted upon a strict adherence to methodological individ-
ualism. Any explanation of statistically calculated changes in total
employment and output or in the “price level” needed to be dis-
sected into the “step-by-step” sequential process of individual mar-
ket actions, reactions and plan adjustments and readjustments
following an increase (or decrease) in the money supply. Thus, the
macroeconomic aggregates were to be decomposed into their micro-
economic components by rigorously analyzing the “transmission

21F. A. Hayek, The Counter-Revolution of Science (Indianapolis, Ind.: Liberty Press,
[1952} 1979), p. 52, n. 7.

221, udwig von Mises, The Theory of Money and Credit [1912; 2nd rev. ed., 1924]
(Indianapolis, Ind.: Liberty Classics, [1953] 1981).

L udwig von Mises, “Monetary Stabilization and Cyclical Policy,” [1928] in On
the Manipulation of Money and Credit (Dobbs Ferry, N.Y.: Free Market Books, 1978),
pp.- 57-171.

%Mises, Human Action, pp. 398-478 and 538-86.
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mechanism” of a monetary injection.”

The same methodological considerations permeate Mises’s famous
writings on comparative economic systems. Already in the 1880s and
1890s, Wieser and, in particular, Bohm-Bawerk had critically evalu-
ated the Marxian labor theory of value and discovered fundamental
defects in both the assumptions and the logic.?® However, almost no
thought had been given by either socialist or non-socialist economists
to the efficacy of state economic planning as an alternative to a
market economy. In a series of three books, Socialism (1922),%" Lib-
eralism (1927)*® and A Critique of Interventionism (1929)*° Mises took
up this very question.

Mises saw the issue as concerning questions of knowledge,
change, and adjustment—the Mengerian themes, once again. In the
Walrasian world of general equilibrium, on the other hand, where it
is assumed that the relevant supply and demand conditions are
known and all markets are cleared at equilibrium prices, it superfi-
cially appears as if a “market” outcome and a “planned” outcome are
interchangeable with each other.”® But what are the implications if,
instead, it is assumed that an economy is not in equilibrium and that
constant changes on both the demand and supply sides are an inte-
gral part of the system? In other words, what are the implications in
the real world? How is the coordination of a multitude of individual
human plans and activities to be brought about so as to assure a
tendency towards an efficient allocation of scarce consumer goods and
means of production?

As Mises explained, in a market economy this is accomplished via

%5Richard M. Ebeling, ed., The Austrian Theory of the Trade Cycle and Other Essays, by
Ludwig von Mises, Gottfried Haberler, Murray N. Rothbard, and Friedrich A. Hayek (New
York: Center for Libertarian Studies, 1978; reprinted by the Ludwig von Mises Institute, 1983).

26Bi‘jhm-Bawerk, “Unresolved Contradiction in the Marxian Economic System,”
[1976) in Shorter Classics of Bohm-Bawerk, vol. 1 (South Holland, Ill.: Libertarian
Press, 1962), pp. 201-301; or Béhm-Bawerk, Karl Marx and the Close of His System
(Clifton, N.J.: Augustus M. Kelley, (1949] 1975), an alternative translation.

27Ludwig von Mises, Socialism: An Economic and Sociological Analysis [1922; rev.
ed., 1932] (Indianapolis: Liberty Classics, [1951] 1981).

28Ludwig von Mises, Liberalism: A Socio-Economic Exposition [1927] (Kansas City,
Kans.: Sheed Andrews and McMeel, [1962] 1978); the original translation was pub-
lished under the title, The Free and Prosperous Commonwealth.

29Ludwig von Mises, A Critique of Interventionism [1929] (New Rochelle, N.Y.:
Arlington House, 1977).

30This is not to suggest that Walras believed that a “planned” solution was interchange-
able with a “market” solution. Indeed, he emphasized that the problem was too complex
for any solution other than that provided by the competitive market; see Léon Walras,
Elements of Pure Economics (New York: Augustus M. Kelley, [1954] 1969), p. 106.
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the price mechanism: rivalrous entrepreneurs bid for the use or
purchase of scarce factors of production based upon their respective
anticipations of the relative consumer demands for either existing or
new products. Prices for these factors of production are formed out of
the interaction of, on the one hand, entrepreneurs who have expecta-
tions about the prices consumers would be willing to pay for the final
output the productive factors could assist in producing and, on the
other hand, owners of the productive factors who form expectations
about alternative employment opportunities. In turn, the on-going
process of profit and loss assures that economic control of those scarce
factors of production always tends to be in the hands of those entre-
preneurs who demonstrate a greater capacity for forming a more
nearly correct foresight about changes in underlying market condi-
tions.*!

Socialism, Mises argued, negated the entire market process. With-
out private ownership of the means of production, no markets would
exist upon which prices for scarce resources could be generated. And
without real market-created prices, reflecting ever-changing supply
and demand conditions, no rational technique would exist for carry-
ing out the economic calculations required for the estimation of
various least-cost methods of production. Hence, concluded Mises,
the establishment of universal socialism would necessitate the de-
mise of all rational economic planning.*

Government intervention within a market order, Mises reasoned,
ultimately created the same problems as did socialism, only in a more
moderate form. To the extent that the interventions infringed upon
the free market formation of prices and direction of production, to
that extent, market forces—i.e., entrepreneurial attempts to compet-
itively satisfy consumer demands in the most efficient manner—were

31Mises, Human Action, pp. 257-397; and Ludwig von Mises, “Profit and Loss,” in
Planning for Freedom, enl. ed. (South Holland, Ind.: Libertarian Press, 1980), pp. 108-50.

32Mises, Human Action, pp. 689-715; also, Ludwig von Mises, “Economic Calculation
in the Socialist Commonwealth” [1920], in Collectivist Economic Planning, F. A. Hayek,
ed., (London: Routledge and Sons, 1935), pp. 87-130. For an extended summary of
Mises’s contribution to the socialist calculation debate, see Murray N. Rothbard
“Ludwig von Mises and Economic Calculation Under Socialism,” in The Economics of
Ludwig von Mises: Toward a Critical Reappraisal, Lawrence S. Moss, ed. (Kansas City,
Kans.: Sheed Andrews and McMeel, 1976), pp. 67-77; Karen 1. Vaughn, “Economic
Calculation under Socialism: The Austrian Contribution,” Economic Inquiry 18 (Octo-
ber 1980): 535-54; Don Lavoie, Rivalry and Central Planning: The Socialist Calculation
Debate Reconsidered (New York: Cambridge University Press, 1985); and Richard M.
Ebeling, “Economic Calculation under Socialism: Ludwig von Mises and His Predeces-
sors,” in The Meaning of Ludwig von Mises (Auburn, Ala.: The Ludwig von Mises
Institute, forthcoming).
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thwarted. Furthermore, as each government intervention would dis-
tort and disrupt the competitive market price structure, the govern-
ment would continually face the problem of either extending its
controls and regulations in an attempt to compensate for the
imbalances its previous interventions had caused or repeal the
existing interventions and allow a return to a competitive market
arrangement. Thus, Mises insisted, an interventionist, “mixed-
economy” was inherently unstable; logically it required either an
extension of the interventions until all-round planning was estab-
lished via a continuing piecemeal process or else the intervention-
ist state would have to contract until a free market order once
again predominated.®

Mises’s conclusion that a market economy was the only reasonable
solution to the problem of economic order was not meant by him to
be taken as a personal value judgment on his part. Quite to the
contrary, he saw it as a purely scientific conclusion to a scientific
problem. Once a society is beyond a primitive economic state, or more
exactly, if it is to get beyond such a state, there must exist a certain
set of institutional structures that enable advantageous utilization
of extensive division of labor. The growing complexity and dispersion
of knowledge that emerges with the division of labor precludes any
successful coordination via some central directing authority. Some
mechanism must assist in this endeavor and the price mechanism,
argued Mises, was just such an apparatus. Information about a
multitude of consumer preferences and entrepreneurial expectations
could be successfully transmitted across a nation, across a continent
and, indeed, across the world through changes in market prices for
both finished goods and the factors of production.

Real market prices—reflecting real preferences, real expecta-
tions, real information about scarcity conditions—were impossible if
private ownership of the factors of production was outlawed, for
without ownership there could be no trades, without the ability to
trade there could be no bids and offers and without bids and offers
there were no real prices. Interventions in a market economy, on the
other hand, did not abrogate prices, but they could distort and disrupt
the informational flow, thus seriously diminishing the efficiency of
the society’s extended use of the division of labor. Thus, as a scientist,

#Ludwig von Mises, “Middle-of-the-Road Policy Leads to Socialism,” in Planning
for Freedom, pp. 18-35. For an elaboration of Mises’s critique of intervention linked to
his criticism of economic calculation under socialism, see Israel M. Kirzner, “The Perils
of Regulation: A Market-Process Approach,” Discovery and the Capitalist Process
(Chicago: University of Chicago Press, 1985), pp. 119-49.
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Mises felt confident in saying that ultimately there was no alterna-
tive to a thorough-going market order.

We also see in Mises’s critique of interventionism the same micro-
economic process analysis that is visible in his monetary studies. An
intervention impinges upon the economic system at some point. The
relative price and production relations of the market are disturbed,
resulting in modifications in the actions of various market partici-
pants that distorts the market order. These modified actions, in turn,
influence the behavior and response of still others, resulting in even
further imbalances and distortions between various supplies and
demands. The implication that Mises drew was that the longer-term,
complex ramifications from any specific intervention can, therefore,
tend to have the consequence of making worse any initial market
condition that the intervention was meant to remedy. Thus, with the
tools of modern economic theory, Mises was able to construct a
sophisticated sequence analysis that reinforced the older arguments
of the Classical Economists concerning the importance of under-
standing both what is seen (the initial, short-run effect of an inter-
vention) and what is unseen (the longer-run consequences) in the
implementation of economic policy.

v

In the post-war years, the methodological thrust implicit in
Mises’s writings was inevitably bound to conflict with the Keynes-
ian spirit of the times. For a wide range of theoretical and policy
issues, microeconomics was declared a defective analytical device.
A “subjectivist” microeconomic approach such as Mises’s was cer-
tain to be rejected. Instead, for special “macro”-economic problems,
different tools, it was said, needed to be forged. The search was
made to discover quantitative “functional” relationships that were
postulated to exist between certain economic aggregates, e.g., total
investment and total employment, and total income and total
consumption. The search has ended in dismal failure; it was bound
to fail.

From the beginning its failure was preordained because Key-
nesianism was shot through and through with the fallacy of “concep-
tual realism,” i.e., the imputing to statistically derived magnitudes,
attributes and qualities independent of and separate from their
component parts. As Mises’s fellow Austrian economist, F. A. Hayek,
has pointed out, the application of such a macroeconomic approach has,
in fact, been “a positive hindrance to further progress” in monetary and
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business cycle theory. Indeed, economic theory, itself, is abrogated by
attempts

to establish direct causal connections between the total quantity of
money, the general level of prices and ... also the total amount of
production. For none of these magnitudes as such ever exerts an
influence on the decisions of individuals; yet, it is on the assumption
of a knowledge of the decisions of individuals that the main propositions
of ... economic theory are based. It is to this “individualistic” method
that we owe whatever understanding of economic phenomena we
possess. ... If, therefore, monetary theory still attempts to establish
causal relations between aggregates and general averages, this means
that monetary theory lags behind the development of economics in
general. In fact, neither aggregates nor averages do act upon one
another, and it will never be possible to establish necessary connec-
tions of cause and effect between them as we can between individual
phenomena, individual prices, ete.?

The crucial point against this still prevailing macroeconomic approach
is that the aggregate components entering into the analysis are all
elements having no existence of their own outside the economist’s own
calculations of the chosen magnitudes. The “price level,” for example, is
a statistical averaging at a point in time of a group of selected and
weighted prices. But the individuals in the market place are never
confronted by such a statistical “price level.” What they do face is an
array of particular prices representing the exchange ratios between
money and every good or service against which the medium of exchange
is traded. Any calculated change in the “price level” can only be an ex
post statistical averaging of a series of individual price changes. The
causal links generating changes in market decisions will have been the
alterations in the specific, individual exchange ratios between money
and various goods, not a statistical “price level” created by the economic
analyst after all the individual price changes have already worked, or
are still in the process of working, their effects upon the economy.

The same reasoning applies to any measured changes in total
output and total employment. Such statistical calculations are, again,
purely the ex post summations and averaging of an array of changes
in particular and individual outputs and specific and individual
employment opportunities. One cannot, in any meaningful sense,
separate the “total” changes from the particular circumstances in each
sector of the economy that has contributed to the measured “total”
outcome. Any attempt to do so must necessarily eliminate practically

3Friedrich A. Hayek, Prices and Production [1935] (New York: Augustus M. Kelley,
1967), pp. 4-5.
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all possibility of analyzing the conditions that have generated these
changes as well as the forces that would have to come into operation
to either maintain or change further the output and employment
“levels” already attained.’

The inevitable conclusion that the bulk of macroeconomics must
be seen as having shunted economic theory on to a wrong track has
been too much for some economists to take. In a methodological
discussion that included a critical evaluation of Mises and the
Austrian School, Professor Mark Blaug perceived “what methodolog-
ical individualism strictly interpreted ... would imply for econom-
ics. In effect, it would rule out all macroeconomic propositions that
cannot be reduced to microeconomic ones, and since few have yet
been so reduced, this amounts in turn to saying goodbye to almost
the whole of received macroeconomics.” In exasperation, Blaug
declares, “[t]here must be something wrong with a methodological
principle that has such devastating implications.”®

In reply to Blaug, I can do no better than to quote another
economist, Arthur W. Marget, who, like Mises, was washed away in
the tidal wave of Keynesian euphoria because he, too, questioned the
very foundation of Keynes’s system:

It is a fundamental methodological proposition of “modern” versions
of the “general” Theory of Value that all categories with respect to
“supply” and “demand” must be unequivocally related to categories
which present themselves to the minds of those “economizing” indi-
viduals (or individual business firms) whose calculations make the
“supplies” and “demands” realized in the market what they are ...
[TThe type of problem raised by the necessity for establishing a relation
between these “microeconomic” decisions and these “macroeconomic”
processes is not solved by the arbitrary introduction of an “aggregate
supply function” and an “aggregate demand function” for industry as
a whole, in defiance of the fact that neither of these “functions” deals
with elements which enter directly into the calculations of the indi-
vidual entrepreneurs whose “microeconomic” decisions and actions
make “macroeconomic” processes what they are. On the contrary, it
must be said, of such an attempt at “solution,” that it misconceives
entirely the true nature of the relation between microeconomic anal-
ysis and macroeconomic analysis. ...%’

353ee Roger W. Garrison, “Intertemporal Coordination and the Invisible Hand: An
Austrian Perspective on the Keynesian Vision,” History of Political Economy 17, no. 2
(Summer 1985): 309-21.

36Mark Blaug, The Methodology of Economics, or How Economists Explain (Cam-
bridge: Cambridge University Press, 1980), pp. 51 and 91-93.

37 Arthur W. Marget, The Theory of Prices, vol. 2 [1942] (New York: Augustus M.
Kelley, 1966), pp. 541 and 544.
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Up until recently, a good many macro-theorists abdicated any
responsibility for even trying to establish microeconomic linkages.
While the last few years have seen the development of a new
literature with this goal as its motivating force, it has developed
along mostly “static” lines, i.e., an analysis of the choice theoretics
that serve as the logic guiding the market participants in selecting
particular pricing, output, and employment options, with the micro-
economic quantities then being summed into macroeconomic to-
tals.

The Austrians, following the directions suggested by Mises,
have attempted a much more dynamic analysis. The heart of
Mises’s “step-by-step” procedure is to show how changes in the
various microeconomic elements set in motion sequential effects
through time that generate modifications in individual actions,
which, in turn, result in changes not only in the “aggregate”

gquantities but in the relative price and production structures, as
well.®®

This has been clearly explained by another Austrian, Oskar
Morgenstern. Using an inflationary process as an example,
Morgenstern argued that if,

no account is given where this additional money originates from,
where it is injected, with what different magnitudes and how it
penetrates (through which paths and channels and with what
speed), into the body economic, very little information is given. The
same total addition will have different consequences if it is injected
via consumer’s loans, or producer’s borrowings, via the Defense
Department, or via unemployment subsidies, etc. Depending on the
existing conditions of the economy, each point of injection will
produce different consequences for the same aggregate amount of
money, so that the monetary analysis will have to be combined with
an equalg detailed analysis of changing flows of commodities and
services.

The emphasis placed by Mises and the Austrians on analyzing
macroeconomic phenomena in terms of microeconomic processes led

38Cf. Richard M. Ebeling, “Ludwig von Mises and the Gold Standard,” in The Gold
Standard: An Austrian Perspective, by Llewellyn H. Rockwell, Jr., ed. (Lexington, Mass:
Lexington Books, 1985), pp. 35-59; also Richard M. Ebeling, “Ludwig von Mises and
Some Contemporary Economic Themes,” in Homage to Mises: The First Hundred Years,
by John K. Andrews, ed. (Hillsdale, Mich.: Hillsdale College Press, 1981), pp. 38-44.

0skar Morgenstern, “Thirteen Critical Points in Contemporary Economic Theory:
An Interpretation,” Journal of Economic Literature 10, no. 4 (December 1972): 1184;
reprinted in Selected Economic Writings by Oskar Morgenstern, Andrew Schotter, ed.
(New York: New York University Press, 1976), p. 288.
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Joseph Schumpeter to conclude that, “the Austrian way of emphasiz-
ing the behavior or decisions of individuals and of defining exchange
value of money with respect to individual commodities rather than
with respect to a price level of one kind or another has its merits,
particularly in the analysis of an inflationary process; it tends to
replace a simple but inadequate picture by one which is less clear-cut
but more realistic and richer in results.”*°

Such an approach, it is important to bring out, has significance
for more than “pure theory” alone. The continuing crisis in macro-
economic theory reflects the consequences of ignoring these very
aspects of microeconomic dynamics. Directing all their attention
to policy effects on “total” demand, “aggregate” employment and
the general “price-level,” the Praetorian Guard of the aging
“New Economics” still remains blind to the warping effect their
policies have had on the entire structure of the economy. Perpet-
ual monetary injections by the central bank (the Federal Reserve
System) have disrupted the market price structure, creating
artificial employment opportunities and, thus, inducing massive
misdirections of labor and capital. Fiscal policies have so dis-
torted incentive structures that savings in the United States is
among the lowest in the Western World. And layers of interven-
tions and regulatory acts have severely curtailed effective utili-
zation of existing productive capacity as well as narrowing the
range of opportunities open to new entrepreneurial discovery
and innovation.

The present times, however, seem to offer a chance for a change.
With orthodox Keynesianism in disrepute, with a new and growing
awareness and sympathy for the free market among economists and
with increasing concern among the general public over the degree of
government intervention in social and economic affairs, a reversal
might just be possible.

\%

The present volume, by one of the leading figures of twentieth
century economic thought, and touching on almost every major issue
of the day, could serve as an important handbook in bringing about
such a reversal in both theory and policy.

The essays contained in this collection, many previously unpub-

40Joseph A.Schumpeter, History of Economic Analysis (New York: Oxford University
Press, 1954), p. 1090.
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lished, offer a convenient composite of “Misesian economics.” They
include discussions of almost every aspect of economic and social
theory that Mises considered of paramount importance. Further-
more, in many instances they offer applications of Mises’s schema
that are not to be found in his other writings.

The first three essays, on “Method,” carefully delineate the differ-
ences between the social and natural sciences, discuss the importance
of value-freedom in social analysis and explain the distinction that
Mises saw between his science of human action—praxeology— and
the methods of the German Historical School.

The next five essays, on “Money,” discuss the unique position of
money in economic exchange, the distortive effects of monetary ex-
pansion on market activity and the devastating consequences of
ever-worsening inflation. Of particular interest is an analysis by
Mises of the limits of any attempt to stabilize economic activity via
stabilization of the price level.

The following four essays, on “Trade,” focus on the economic
distortions and inefficiencies arising in a world of economic nation-
alism. Though mostly written in the 1940s and early 1950s, these
essays are more relevant than ever. With third-world countries
aggressively pursuing policies of economic self-sufficiency and
with a rising tide of protectionism in the industrialized western
nations, Mises’s warnings of the danger of international conflict and
war in a world without free trade will be found particularly cogent.

The seven essays, on “Comparative Economic Systems,” analyze
the political-economic clash between the free market order and col-
lectivist economic planning. Included are detailed studies of social-
ism, the cooperatives movement, and the economic basis for group
conflicts.

The final two essays, on “Ideas,” emphasize that the ultimate
contest in politics and economics is not between nations and armies,
but between the ideas that rule the actions of men.

The noted German economist Wilhelm Répke once recounted how
the reading of Mises’s post-World War I book, Nation, State, and
Economy (1919) had been “in many ways the redeeming answer to
the questions tormenting a young man who had just come back from
the trenches.”' With the collapse of Keynesian supremacy and the

“'Wilhelm Répke, “Homage to a Master and a Friend,” The Mont Pelerin Quarterly
(October 1961): 6.
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initiation of a new battle of ideas among economists and policy-mak-
ers, the writings of Ludwig von Mises might once again be of assis-
tance to the new generation of combatants who will be manning the
intellectual trenches. It is with this idea in mind that this volume of

essays on Money, Method, and the Market Process is offered to the
public.

Richard M. Ebeling

Ludwig von Mises Assistant Professor
of Economics

Hillsdale College

Hillsdale, Michigan

September 1989
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Social Science
and Natural Science

I

I he foundations of the modern social sciences were laid in the
eighteenth century. Up to this time we find history only. Of
course, the writings of the historians are full of implications which
purport to be valid for all human action irrespective of time and
milieu, and even when they do not explicitly set forth such theses they
necessarily base their grasp of the facts and their interpretation on
assumptions of this type. But no attempt was made to clarify these

tacit suppositions by special analysis.

On the other hand the belief prevailed that in the field of human
action no other criterion could be used than that of good and bad. If
a policy did not attain its end, its failure was ascribed to the moral
insufficiency of man or to the weakness of the government. With good
men and strong governments everything was considered feasible.

Then in the eighteenth century came a radical change. The founders
of Political Economy discovered regularity in the operation of the mar-
ket. They discovered that to every state of the market a certain state of
prices corresponded and that a tendency to restore this state made itself
manifest whenever anything tried to alter it. This insight opened a new
chapter in science. People came to realize with astonishment that
human actions were open to investigation from other points of view

[Reprinted from Journal of Social Philosophy and Jurisprudence 7, no. 3 (April
1942)—Ed.]



4 Money, Method, and the Market Process

than that of moral judgment. They were compelled to recognize a
regularity which they compared to that with which they were already
familiar in the field of the natural sciences.

Since the days of Cantillon, Hume, the Physiocrats and Adam
Smith, economic theory has made continuous—although not steady—
progress. In the course of this development it has become much more
than a theory of market operations within the frame of a society based
on private ownership of the means of production. It has for some time
been a general theory of human action, of human choice and preference.

II

The elements of social cognition are abstract and not reducible to
any concrete images that might be apprehended by the senses. To
make them easier to visualize one likes to have recourse to metaphor-
ical language. For some time the biological metaphors were very
popular. There were writers who overworked this metaphor to ridic-
ulous extremes. It will suffice to cite the name of Lilienfeld.’

Today the mechanistic metaphor is much more in use. The theo-
retical basis for its application is to be found in the positivist view of
social science. Positivism blithely waved aside everything which
history and economics taught. History, in its eyes, is simply no
science; economics a special kind of metaphysics. In place of both,
Positivism postulates a social science which has to be built up by the
experimental method as ideally applied in Newtonian physics. Eco-
nomics has to be experimental, mathematical and quantitative. Its
task is to measure, because science is measurement. Every statement
must be open to verification by facts.

Every proposition of this positivist epistemology is wrong.

The social sciences in general and economics in particular cannot
be based on experience in the sense in which this term is used by the
natural sciences. Social experience is historical experience. Of course
every experience is the experience of something passed. But what
distinguishes social experience from that which forms the basis of the
natural sciences is that it is always the experience of a complexity of

1Cf. for instance Paul von Lilienfeld La Pathologie Sociale [Social Pathology] (Paris,
1896). [“When a government takes a loan from the House of Rothschild organic sociology
conceives the process as follows: ... ‘The House of Rothschild’s operation, on such an
occasion, is precisely similar to the action of a group of body cells which cooperate in
the production of the blood necessary for nourishing the brain, in hope of being
compensated by a reaction of the gray matter cells which they need to reactivate and
to accumulate new energies,’ Ibid., p. 104,” in Ludwig von Mises, Socialism, J. Kahane,
trans. (Indianapolis, Ind.: Liberty Classics, 1981), p. 257 n.—Ed.]
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phenomena. The experience to which the natural sciences owe all
their success is the experience of the experiment. In the experiments
the different elements of change are observed in isolation. The control
of the conditions of change provides the experimenter with the means
of assigning to each effect its sufficient cause. Without regard to the
philosophical problem involved he proceeds to amass “facts.” These
facts are the bricks which the scientist uses in constructing his
theories. They constitute the only material at his disposal. His
theory must not be in contradiction with these facts. They are the
ultimate things.

The social sciences cannot make use of experiments. The experi-
ence with which they have to deal is the experience of complex
phenomena. They are in the same position as acoustics would be if
the only material of the scientist were the hearing of a concerto or
the noise of a waterfall. It is nowadays fashionable to style the
statistical bureaus laboratories. This is misleading. The material
which statistics provides is historical, that means the outcome of a
complexity of forces. The social sciences never enjoy the advantage of
observing the consequences of a change in one element only, other
conditions being equal.

It follows that the social sciences can never use experience to verify
their statements. Every fact and every experience with which they
have to deal is open to various interpretations. Of course, the experi-
ence of a complexity of phenomena can never prove or disprove a
statement in the way in which an experiment proves or disproves. We
do not have any historical experience whose import is judged identi-
cally by all people. There is no doubt that up to now in history only
nations which have based their social order on private ownership of
the means of production have reached a somewhat high stage of
welfare and civilization. Nevertheless, nobody would consider this
as an incontestable refutation of socialist theories. In the field of the
natural sciences there are also differences of opinion concerning the
interpretation of complex facts. But here freedom of explanation is
limited by the necessity of not contradicting statements satisfactorily
verified by experiments. In the interpretation of social facts no such
limits exist. Everything could be asserted about them provided that we
are not confined within the bounds of principles of whose logical nature
we intend to speak later. Here however we already have to mention that
every discussion concerning the meaning of historical experience imper-
ceptibly passes over into a discussion of these principles without any
further reference to experience. People may begin by discussing the lesson
to be learnt from an import duty or from the Russian Soviet system; they
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will very quickly be discussing the general theory of interregional trade
or the no less pure theory of socialism and capitalism.

The impossibility of experimenting means concomitantly the im-
possibility of measurement. The physicist has to deal with magni-
tudes and numerical relations, because he has the right to assume
that certain invariable relations between physical properties subsist.
The experiment provides him with the numerical value to be assigned
to them. In human behavior there are no such constant relations,
there is no standard which could be used as a measure and there are
no experiments which could establish uniformities of this type.

What the statistician establishes in studying the relations be-
tween prices and supply or between supply and demand is of histor-
ical importance only. If he determines that a rise of 10 per cent in the
supply of potatoes in Atlantis in the years between 1920 and 1930
was followed by a fall in the price of potatoes by 8 per cent, he does
not say anything about what happened or may happen with a change
in the supply of potatoes in another country or at another time. Such
measurements as that of elasticity of demand cannot be compared
with the physicist’s measurement, e.g., specific density or weight of
atoms. Of course everybody realizes that the behavior of men
concerning potatoes and every other commodity is variable. Differ-
ent individuals value the same things in a different way, and the
valuation changes even with the same individual with changing
conditions. We cannot categorize individuals in classes which react
in the same way, and we cannot determine the conditions which
evoke the same reaction. Under these circumstances we have to
realize that the statistical economist is an historian and not an
experimenter. For the social sciences, statistics constitutes a
method of historical research.

In every science the considerations which result in the formula-
tion of an equation are of a non-mathematical character. The formu-
lation of the equation has a practical importance because the constant
relations which it includes are experimentally established and be-
cause it is possible to introduce specific known values in the function
to determine those unknown. These equations thus lie at the basis of
technological designing; they are not only the consummation of the
theoretical analysis but also the starting point of practical work. But
in economics, where there are no constant relations between magni-
tudes, the equations are void of practical application. Even if we could
dispose of all qualms concerning their formulation we would still have
to realize that they are without any practical use.
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But the chief objection which must be raised to the mathematical
treatment of economic problems comes from another ground: it really
does not deal with the actual operations of human actions but with a
fictitious concept that the economist builds up for instrumental
purposes. This is the concept of static equilibrium.

For the sake of grasping the consequences of change and the
nature of profit in a market economy the economist constructs a
fictitious system in which there is no change. Today is like yesterday
and tomorrow will be like today. There is no uncertainty about the
future, and activity therefore does not involve risk. But for the
allowance to be made of interest, the sum of the prices of the comple-
mentary factors of production exactly equals the price of the product,
which means there is no room left for profit. But this fictitious concept
is not only unrealizable in actual life; it cannot even be consistently
carried to its ultimate conclusions. The individuals in this fictitious
world would not act, they would not have to make choices, they would
just vegetate. It is true that economics, exactly because it cannot
make experiments, is bound to apply this and other fictitious concepts
of a similar type. But its use should be restricted to the purposes
which it is designed to serve. The purpose of the concept of static
equilibrium is the study of the nature of the relations between costs
and prices and thereby of profits. Outside of this it is inapplicable,
and occupation with it vain.

Now all that mathematics can do in the field of economic studies
is to describe static equilibrium. The equations and the indifference
curves deal with a fictitious state of things, which never exists
anywhere. What they afford is a mathematical expression of the
definition of static equilibrium. Because mathematical economists
start from the prejudice that economics has to be treated in mathe-
matical terms they consider the study of static equilibrium as the
whole of economics. The purely instrumental character of this concept
has been overshadowed by this preoccupation.

Of course, mathematics cannot tell us anything about the way by
which this static equilibrium could be reached. The mathematical
determination of the difference between any actual state and the
equilibrium state is not a substitute for the method by which the
logical or non-mathematical economists let us conceive the nature of
those human actions which necessarily would bring about equilib-
rium provided that no further change occurs in the data.

Occupation with static equilibrium is a misguided evasion of the
study of the main economic problems. The pragmatic value of this
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equilibrium concept should not be underrated, but it is an instrument
for the solution of one problem only. In any case the mathematical
elaboration of static equilibrium is mere by-play in economics.

The case is similar with the use of curves. We may represent the
price of a commodity as the point of intersection of two curves, the
curve of demand and the curve of supply. But we have to realize that
we do not know anything about the shape of these curves. We know
a posteriori the prices, which we assume to be the points of intersec-
tion, but we do not know the form of the curve either in advance or
for the past. The representation of the curves is therefore nothing
morethan a didactic means of rendering the theory graphic and hence
more easily comprehensible.

The mathematical economist is prone to consider the price either
as a measurement of value or as equivalent to the commodity. To this
we have to say that prices are not measured in money but that they
are the amount of money exchanged for a commodity. The price is not
equivalent to the commodity. A purchase takes place only when the
buyer values the commodity higher than the price, and the seller
values it lower than the price. Nobody has the right to abstract from
this fact and to assume an equivalence where there is a difference in
valuation. When either one of the parties considers the price as the
equivalent of the commodity no transaction takes place. In this sense
we may say every transaction is for both parties a “bargain.”

11X

Physicists consider the objects of their study from without. They
have no knowledge of what is going on in the interior, in the “soul,”
of a falling stone. But they have the opportunity to observe the falling
of the stone in experiments and thereby to discover what they call the
laws of falling. From the results of such experimental knowledge they
build up their theories proceeding from the special to the more
general, from the concrete to the more abstract.

Economics deals with human actions, not as it is sometimes said,
with commodities, economic quantities or prices. We do not have the
power to experiment with human actions. But we have, being human
ourselves, a knowledge of what goes on within acting men. We know
something about the meaning which acting men attach to their
actions. We know why men wish to change the conditions of their
lives. We know something about that uneasiness which is the ulti-
mate incentive of the changes which they bring about. A perfectly
satisfied man or a man who although unsatisfied did not see any
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means of improvement would not act at all.

Thus the economist is, as Cairnes says, at the outset of his researches
already in possession of the ultimate principles governing the phe-
nomena which form the subject of his study, whereas mankind has
no direct knowledge of ultimate physical principles.” Herein lies the
radical difference between the social sciences (moral sciences,
Geisteswissenschaften) and the natural sciences. What makes natural
science possible is the power to experiment; what makes social sci-
ence possible is the power to grasp or to comprehend the meaning of
human action.

We have to distinguish two quite different kinds of this compre-
hension of the meaning of action: we conceive and we understand.

We conceive the meaning of an action, that is to say, we take an
action to be such. We see in the action the endeavor to reach a goal
by the use of means. In conceiving the meaning of an action we
consider it as a purposeful endeavor to reach some goal, but we do
not regard the quality of the ends proposed and of the means applied.
We conceive activity as such, its logical (praxeological) qualities and
categories. All that we do in this conceiving is by deductive analysis
to bring to light everything which is contained in the first principle
of action and to apply it to different kinds of thinkable conditions.
This study is the object of the theoretical science of human action
(praxeology) and in particular of its hitherto most developed branch,
economics (economic theory).

Economics therefore is not based on or derived (abstracted) from
experience. It is a deductive system, starting from the insight into
the principles of human reason and conduct. As a matter of fact all
our experience in the field of human action is based on and condi-
tioned by the circumstance that we have this insight in our mind.
Without this a priori knowledge and the theorems derived from it we
could not at all realize what is going on in human activity. Our
experience of human action and social life is predicated on praxeolog-
ical and economic theory.

It is important to be aware of the fact that this procedure and
method are not peculiar only to scientific investigation but are the
mode of ordinary daily apprehension of social facts. These aprioristic
principles and the deductions from them are applied not only by the
professional economist but by everybody who deals with economic
facts or problems. The layman does not proceed in a way significantly

(John E. Cairnes, The Character and Logical Method of Political Economics [1875)
(New York: Augustus M. Kelley, 1965), pp. 89-97—Ed.]
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different from that of the scientist; only he sometimes is less critical,
less scrupulous in examining every step in the chain of his deductions
and therefore sometimes more subject to error. One need only observe
any discussion on current economic problems to realize that its course
turns very soon towards a consideration of abstract principles without
any reference to experience. You cannot, for instance, discuss the
Soviet system without falling back on the general principles both of
capitalism and socialism. You cannot discuss a wage and hours bill
without falling back on the theory of wages, profits, interests and
prices, that means the general theory of a market society. The “pure
fact”—let us set aside the epistemological question whether there is
such a thing—is open to different interpretations. These interpreta-
tions require elucidation by theoretical insight.

Economics is not only not derived from experience, it is even
impossible to verify its theorems by appeal to experience. Every
experience of a complex phenomenon, we must repeat, can be and is
explained in different ways. The same facts, the same statistical
figures are claimed as confirmations of contradictory theories.

It is instructive to compare the technique of dealing with experi-
ence in the social sciences with that in the natural sciences. We have
many books on economics which, after having developed a theory,
annex chapters in which an attempt is made to verify the theory
developed by an appeal to the facts. This is not the way which the
natural scientist takes. He starts from facts experimentally estab-
lished and builds up his theory in using them. If his theory allows a
deduction that predicts a state of affairs not yet discovered in
experiments he describes what kind of experiment would be crucial
for his theory; the theory seems to be verified if the result conforms
to the prediction. This is something radically and significantly dif-
ferent from the approach taken by the social sciences.

To confront economic theory with reality we do not have to try to
explain in a superficial way facts interpreted differently by other
people so that they seem to verify our theory. This dubious procedure
is not the way in which reasonable discussion can take place. What
we have to do is this: we have to inquire whether the special condi-
tions of action which we have implied in our reasoning correspond to
those we find in the segment of reality under consideration. A theory
of money (or rather of indirect exchange) is correct or not without
reference to the question of whether the actual economic system
under examination employs indirect exchange or only barter.

The method applied in these theoretical aprioristic considerations
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is the method of speculative constructions. The economist—and like-
wise the layman in his economic reasoning—builds up an image of a
non-existent state of things. The material for this construction is
drawn from an insight into the conditions of human action. Whether
the state of affairs which these speculative constructions depict
corresponds or could correspond to reality is irrelevant for their
instrumental efficiency. Even unrealizable constructions can render
valuable service in giving us the opportunity to conceive what makes
them unrealizable and in what respect they differ from reality. The
speculative construction of a socialist community is indispensable for
economic reasoning notwithstanding the question of whether such a
society could or could not be realized.

One of the best known and most frequently applied speculative
constructions is that of a state of static equilibrium mentioned above.
We are fully aware that this state can never be realized. But we
cannot study the implications of changes without considering a
changeless world. No modern economist will deny that the applica-
tion of this speculative concept has rendered invaluable service in
elucidating the character of entrepreneur’s profits and losses and the
relation between costs and prices.

All our economic reasoning operates with these speculative con-
cepts. It is true that the method has its dangers; it easily lends itself
toerrors. But we have to use it because it is the only method available.
Of course, we have to be very careful in using it.

To the obvious question, how a purely logical deduction from
aprioristic principles can tell us anything about reality, we have to
reply that both human thought and human action stem from the same
root in that they are both products of the human mind. Correct results
from our aprioristic reasoning are therefore not only logically irrefut-
able, but at the same time applicable with all their apodictic certainty
to reality provided that the assumptions involved are given in reality.
The only way to refuse a conclusion of economics is to demonstrate
that it contains a logical fallacy. It is another question whether the
results obtained apply to reality. This again can be decided only by
the demonstration that the assumptions involved have or do not have
any counterpart in the reality which we wish to explain.

The relation between historical experience—for every economic
experience is historical in the sense that it is the experience of
something past—and economic theory is therefore different from that
generally assumed. Economic theory is not derived from experience.
It is on the contrary the indispensable tool for the grasp of economic
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history. Economic history can neither prove nor disprove the teach-
ings of economic theory. It is on the contrary economic theory which
makes it possible for us to conceive the economic facts of the past.

IV

But to orient ourselves in the world of human actions we need to
do more than merely conceive the meaning of human action. Both the
acting man and the purely observing historian have not only to
conceive the categories of action as economic theory does; they have
besides to understand (verstehen) the meaning of human choice.

This understanding of the meaning of action is the specific method
of historical research. The historian has to establish the facts as far
as possible by the use of all the means provided both by the theoretical
sciences of human action—praxeology and its hitherto most devel-
oped part, economics—and by the natural sciences. But then he has
to go farther. He has to study the individual and unique conditions of
the case in question. Individuum est ineffabile. Individuality is given
to the historian, it is exactly that which cannot be exhaustively
explained or traced back to other entities. In this sense individuality
is irrational. The purpose of specific understanding as applied by the
historical disciplines is to grasp the meaning of individuality by a
psychological process. It establishes the fact that we face something
individual. It fixes the valuations, the aims, the theories, the beliefs
and the errors, in a word, the total philosophy of the acting individ-
uals and the way in which they envisaged the conditions under which
they had to act. It puts us into the milieu of the action. Of course this
specific understanding cannot be separated from the philosophy of
the interpreter. That degree of scientific objectivity which can be
reached in the natural sciences and in the aprioristic sciences of logic
and praxeology can never be attained by the moral or historical
sciences (Geisteswissenschaften) in the field of the specific under-
standing. You can understand in different ways. History can be
written from different points of view. The historians may agree in
everything that can be established in a rational way and nevertheless
widely disagree in their interpretations. History therefore has always
to be rewritten. New philosophies demand a new representation of
the past.

The specific understanding of the historical sciences is not an act
of pure rationality. It is the recognition that reason has exhausted all
its resources and that we can do nothing more than to try as well as
we may to give an explanation of something irrational which is
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resistant to exhaustive and unique description. These are the tasks
which the understanding has to fulfill. It is, notwithstanding, a
logical tool and should be used as such. It should never be abused for
the purpose of smuggling into the historical work obscuranticism,
mysticism and similar elements. It is not a free charter for nonsense.

It is necessary to emphasize this point because it sometimes happens
that the abuses of a certain type of historicism are justified by an appeal
to a wrongly interpreted “understanding.” The reasoning of logic,
praxeology and of the natural sciences can under no circumstances
be invalidated by the understanding. However strong the evidence
supplied by the historical sources may be, and however understand-
able a fact may be from the point of view of theories contemporaneous
with it, if it does not fit into our rationale, we cannot accept it. The
existence of witches and the practice of witchcraft are abundantly
attested by legal proceedings; yet we will not accept it. Judgments of
many tribunals are on record asserting that people have depreciated
a country’s currency by upsetting the balance of payments; yet we
will not believe that such actions have such effects.

It is not the task of history to reproduce the past. An attempt to
do so would be vain and would require a duplication not humanly
possible. History is a representation of the past in terms of concepts.
The specific concepts of historical research are type concepts. These
types of the historical method can be built up only by the use of the
specific understanding and they are meaningful only in the frame of
the understanding to which they owe their existence. Therefore not
every type-concept which is logically valid can be considered as useful
for the purpose of understanding. A classification is valid in a logical
sense if all the elements united in one class are characterized by a
common feature. Classes do not exist in actuality, they are always a
product of the mind which in observing things discovers likenesses
and differences. It is another question whether a classification which
is logically valid and based on sound considerations can be used for
the explanation of given data. There is for instance no doubt that a
type or class “Fascism” which includes not only Italian Fascism but
also German Nazism, the Spanish system of General Franco, the
Hungarian system of Admiral Horthy and some other systems can be
constructed in a logically valid way and that it can be contrasted to
a type called “Bolshevism,” which includes the Russian Bolshevism
and the system of Bela Kun in Hungary and of the short Soviet
episode of Munich. But whether this classification and the inference
from it which sees the world of the last twenty years divided into the
two parties, Fascists and Bolsheviks, is the right way to understand
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present-day political conditions is open to question. You can under-
stand this period of history in a quite different way by using other
types. You may distinguish Democracy and Totalitarianism, and then
let the type Democracy include the Western Capitalist system and
the type Totalitarianism include both Bolshevism and what the other
classification terms Fascism. Whether you apply the first or the
second typification depends on the whole mode in which you see
things. The understanding decides upon the classification to be used,
and not the classification upon the understanding.

The type-concepts of the historical or moral sciences
(Geisteswissenschaften) are not statistical averages. Most of the fea-
tures used for classification are not subject to numerical determina-
tion, and this alone renders it impossible to construct them as statis-
tical averages. These type-concepts (in German one uses the term
Ideal-Typus in order to distinguish them from the type-concepts of
other sciences, especially of the biological ones) ought not to be
confused with the praxeological concepts used for the conceiving of
the categories of human action. For instance: the concept “entrepre-
neur” is used in economic theory to signify a specific function, that is
the provision for an uncertain future. In this respect everybody has
to some extent to be considered as an entrepreneur. Of course, it is
not the task of this classification in economic theory to distinguish
men, but to distinguish functions and to explain sources of profit or
loss. Entrepreneur in this sense is the personification of the function
which results in profit or loss. In economic history and in dealing with
current economic problems the term “entrepreneur” signifies a class
of men who are engaged in business but who may in many other
respects differ so much that the general term entrepreneur seems to
be meaningless and is used only with a special qualification, for
instance big (medium-sized, small) business, “Wall Street,” arma-
ments business, German business, etc. The type entrepreneur as used
in history and politics can never have the conceptual exactitude
which the praxeological concept entrepreneur has. You never meet in
life men who are nothing else than the personification of one function
only.’

A\

The preceding remarks justify the conclusion that there is a
radical difference between the methods of the social sciences and

3For the sake of completeness we have to remark that there is a third use of the
term entrepreneur in law which has to be carefully distinguished from the two
mentioned above.
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those of the natural sciences. The social sciences owe their progress
to the use of their particular methods and have to go further along
the lines which the special character of their object require. They do
not have to adopt the methods of the natural sciences.

It is a fallacy to recommend to the social sciences the use of
mathematics and to believe that they could in this way be made more
“exact.” The application of mathematics does not render physics more
exact or more certain. Let us quote Einstein’s remark: “As far as
mathematical propositions refer to reality they are not certain and
as far as they are certain they do not refer to reality.” It is different
with praxeological propositions. These refer with all their exactitude
and certainty to the reality of human action. The explanation of this
phenomenon lies in the fact that both—the science of human action
and human action itself—have a common root, i.e., human reason. It
would be a mistake to assume that the quantitative approach could
render them more exact. Every numerical expression is inexact be-
cause of the inherent limitations of human powers of measurement.
For the rest we have to refer to what has been said above on the purely
historical character of quantitative expressions in the field of the
social sciences.

The reformers who wish to improve the social sciences by adopting
the methods of the natural sciences sometimes try to justify their
efforts by pointing to the backward state of the former. Nobody will
deny that the social sciences and especially economics are far from
being perfect. Every economist knows how much remains to be done.
But two considerations must be kept in mind. First, the present
unsatisfactory state of social and economic conditions has nothing to
do with an alleged inadequacy in economic theory. If people do not
use the teachings of economics as a guide for their policies they cannot
blame the discipline for their own failure. Second, if it may some day
be necessary to reform economic theory radically this change will not
take its direction along the lines suggested by the present critics. The
objections of these are thoroughly refuted forever.



The Treatment of “Irrationality”
in the Social Sciences

I
One of the manifestations of the present-day “revolt against

reason” is the tendency to find fault with the social sciences for
being purely rational. Life and reality, say the critics, are irrational; it
is quite wrong to deal with them as if they were rational and open to
interpretation by reasoning. Rationalism fixes its eyes upon accessory
matters only; its cognition is shallow and lacks profundity; it does not
penetrate to the essence of things. It is an absurdity to press into dry
rational schemes and into bloodless abstractions the finite variety of
life’s phenomena. What is needed is a science of irrationality and an
irrational science.

The main target of these attacks is the theoretical science of human
action, praxeology, and especially its hitherto best-developed part, econom-
ics or catallactics. But their scope includes the historical discipline too.

It should be realized that political motives have prompted this storm.
Political parties and pressure groups whose programs cannot stand
criticism based on dispassionate reasoning grasp at the straw of such
an evasion. But science does not have the right to dispose of any objection
merely on account of the motives which instigated it; it is not entitled
to assume beforehand that a disapprobation must needs be unfounded
because some of its supporters are imbued by party bias. It is bound to
reply to every censure without any regard to its underlying motives and
its background.

[Reprinted from Philosophy and Phenomenological Research 4, no. 4 (June 1944)—
Ed.]
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The challenge to reason and rationality did not rise in Germany.
Like all other social doctrines and philosophies it had its origin in
Western Europe. But it has prospered better on German soil than
anywhere else. It has for a long time been the official doctrine of the
Prussian universities. It has fashioned present-day German mental-
ity, and the Nazi philosophers proudly style it “German social philos-
ophy.” German Staatswissenschaften have refuted economics whole-
sale as a spurious product of the British and the Austrian mind, and
German historians have disparaged the achievements of Western
historiography. However, we should not forget that a long line of
German philosophers and historians have brilliantly succeeded in
the elucidation of the epistemological problems of history." Of course,
to the men to whom we are indebted for these contributions no place
is assigned in present-day Germany’s Hall of Fame.

It would be logical to provide at the outset of a study devoted to
the problems of “rationality” and “irrationality” a precise definition
of the two terms. But it is impossible to conform to this legitimate
requirement. It is precisely the characteristic feature of the objec-
tions with which we have to deal that they apply terms in a vague
and ambiguous manner. They defy definiteness and logical strictness
as inappropriate means for grasping of life and reality and cling to
obscurity on purpose. They do not aim at clarity, but at depth (Tiefe).
They are proud of being inexact and of talking in metaphors.

The problem which we have to investigate is this. Is it true or not
that the social sciences lost the right way because they apply discur-
sive reasoning? Do we have to look for other avenues of approach than
those provided by ratiocination and historical experience?

II

The scope of the social sciences is human action. History deals with
past events, representing them from the viewpoint of various aspects.
It embraces history proper, philology, ethnology; anthropology is a
branch of history as far as it is not a part of biology, and psychology as
far as it is neither physiology nor epistemology or philosophy. Economic
history, descriptive economics, and economic statistics are, of course,
history. The term sociology is used in two different meanings. Descrip-
tive sociology deals with those historical phenomena of human action
which are not viewed in descriptive economics; it overlaps to some

For a critical presentation of these theories, cf. Talcott Parsons’ The Structure of
Soctal Action (New York, Macmillan, 1937); Raymond Aron, German Sociology [1938]
(Westport. CT.: Greenwood Press, 1954).
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extent the field claimed by ethnology and anthropology. General sociol-
ogy, on the other hand, approaches historical experience from a more
nearly universal viewpoint than that of the other historical branches.
History proper, for instance, deals with an individual town or with towns
in a definite period or with an individual people or with a certain
geographical area. Max Weber in his main treatise deals with the town
in general, i.e., with the whole historical experience concerning towns
without any limitation to historical periods, geographical areas, or
individual peoples, nations, races, and civilizations.” The subject-matter
of all historical sciences is the past, they cannot teach us anything which
would be valid for all human actions, that means for the future too.

The natural sciences too deal with past events. Of course, every
experience is an experience of something passed away; there is no
experience of future happenings. But the experience to which the
natural sciences owe all their success is the experience of the
experiment in which the various elements of change can be ob-
served in isolation. The facts amassed in this way can be used for
induction, a peculiar procedure of inference which has given evi-
dence of its expediency, although its epistemological and logical
qualification is still an unsolved problem.

The experience with which the social sciences have to deal is
always the experience of complex phenomena. They are open to
various interpretations. They do not provide us with facts which could
be used in the manner in which the natural sciences use the results
of their experiments for the forecast of future events. They cannot be
used as building materials for the construction of theories.

Praxeology is a theoretical and systematic, not a historical science.
Its scope is human action as such, irrespective of all environmental and
incidental circumstances of the concrete acts. It aims at knowledge valid
for all instances in which the conditions exactly correspond to those
implied by its assumptions and inferences. Whether people exchange
commodities and services directly by barter or indirectly by using a
medium of exchange is a question of the particular institutional setting
which can be answered by history only. But whenever and wherever a
medium of exchange is in use, all the laws of monetary theory are valid
with regard to the exchanges thus transacted.’

2[Max Weber, The City, Don Martindale and Gertrud Neuwirth, trans. and eds.
(New York: The Free Press, 1958)—Ed.]

3The term “praxeology” was first used by Espinas in an essay published in the Revue
Philosophique vol. 30, pp. 114ff., and in his book Les Origines de la Technologie (Paris:
F. Alcon, 1897), pp. 7ff. It was later applied by Slutsky in his essay “Ein Beitrag zur
formal-praxeologischen Grundlegung der Okonomik,” Academie Qukriienne des Sci-
ences, Annales de la Classe des Sciences Sociales-Economiques 4 (1926).
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It is not the task of this article to enquire what makes such a
science of praxeology possible, what its logical and epistemological
character is and what methods it applies. The study of the epistemo-
logical problems of the social sciences has been neglected for a long
time. Even those authors who like David Hume, Archbishop Whately,
John Stuart Mill, and Stanley Jevons were themselves eminent
economists, dealt in their logical and epistemological writings only
with the natural sciences, and did not bother about the peculiar
character of the sciences of human action. The epistemology of the
social sciences is the youngest branch of knowledge. Moreover, most
of its work refers only to history; the existence of a theoretical science
was long entirely ignored. The pioneer work of Senior and of Cairnes
has only lately borne fruit.* The economists mostly lack philosophical
training and the philosophers are not familiar with economics. The
importance of phenomenology for the solution of the epistemological
problems of praxeology has not been noticed at all.’

But this article is not concerned with these tasks. We have to deal
with those critics who blame the economists and the historians for
having neglected the fact of “irrationality.”

Action means conscious behavior or purposive activity. It differs
as such from the biological, physiological, and instinctive processes
going on within human beings. It is behavior open to the regulation
and direction by volition and mind. Its field coincides with the sphere
within which man is free to influence the course of events. As far as
man has power to bring about an effect or a change, he necessarily
acts, whether he does something or refrains from doing anything.
Inactivity and passivity, letting things alone, are the outcome of a
choice, are therefore action whenever a different form of behavior
would be possible. He who endures what he could change acts no less
than he who interferes in order to attain another result. A man who
abstains from influencing the operation of physiological and instinc-
tive factors which he could influence also acts. Action is not only doing

*Cf. Nassau W. Senior, Political Economy, 6th ed. (London: J. J. Griffen, 1872);
John E. Cairnes, The Character and Logical Method of Political Economy, 2nd ed.
(London: Macmillan, 1875); Lionel Robbins, An Essay on the Nature and Significance
of Economic Science, 2nd ed. (London: Macmillan, 1935); Mises, Epistemological Prob-
lems of Economics [1933] (New York, 1981); Human Action, 3rd ed. (Chicago: Henry
Regenry, 1966); Alfred Schutz, The Phenomenology of the Social World {1932] (Evans-
ton, Ill.: Northwestern University Press, 1967); F. A. Hayek, The Counter-Revolution
of Science ([1952]; Indianapolis, Ind.: Liberty Press, 1979).

>The book of Josef Back, Die Entwicklung der reinen Okonomie zur
nationalokonomischen Wesenswissenschaft (Jena: Gustav Fischer, 1929) is unsatisfac-
tory because of the author’s poor knowledge of economics. All the same, this book would
deserve a better appreciation than it received.
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but no less omitting to do what possibly could be done.

Most of a man’s daily behavior is simple routine. He performs
certain acts without paying special attention to them. He does many
things because he was trained in his childhood to do them, because
other people behave in the same way and because it is customary in
his environment. He acquires habits, he develops automatic reac-
tions. But he indulges in these habits only because he welcomes their
outcome. As soon as he discovers that the pursuit of the habitual way
may hinder the attainment of ends considered as more desirable, he
changes his attitude. A man brought up in an area in which the water
is clean acquires the habit of heedlessly drinking, washing, and
bathing. When he moves to a place in which the water is polluted by
morbific germs, he will devote the most careful attention to proce-
dures about which he never bothered before. He will watch himself
permanently in order not to hurt himself by indulging unthinkingly
in his automatic reactions and in his traditional routine. The aban-
donment of a settled practice into which a man has fallen is not an
easy task. It is the main lesson to be learned by all those who aspire
to achievements above the level of the masses. (To break off the
consumption of habit-creating drugs often requires the employment
of therapeutical procedures.) The fact that an act is in the regular
course of affairs performed spontaneously, as it were, does not mean
that it is not due to conscious volition. Indulgence in a routine which
possibly could be changed is action.

Action is the mind’s response to stimuli, i.e., to the conditions in
which nature and other people’s actions place a man. It differs as such
from the functional reaction of the bodily organs. It is the outcome of
a man’s will. Of course, we do not know what will is. We simply call
will man’s faculty to choose between different states of affairs, to
prefer one and to set aside the other, and we call action behavior
aiming at one state and forsaking another. Action is the attitude of a
human being aiming at some ends.

Praxeology is not concerned with the metaphysical problem of free
will as opposed to determinism. Its fundamental insight is the incon-
testable fact that man is in a position to choose among different states
of affairs with regard to which he is not neutral and which are
incompatible with each other, i.e., which he can not enjoy together. It
does not assert that a man’s choice is independent of antecedent
conditions, physiological and psychological. It does not enter into a
discussion of the motives determining the choice. It does not ask why
a customer prefers one pattern of a necktie to another or a motorcar
to a horse and buggy. It deals with the choosing as such, with the
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categorical elements of choice and action.

Neither does praxeology concern itself about the ultimate goals of
human activity. We will have to deal with this problem too. For the
moment we have only to emphasize that praxeology does not have to
question ultimate ends, but only to study the means applied for the
attainment of any ends. It is a science of means, not of ends.

The investigation of the fitness of concrete means to attain, by
complying with the laws of nature, definite ends in the field of the
practical arts, is the task of the various branches of technology.
Praxeology does not deal with technological problems, but with the
categorical essence of choice and action as such, with the pure ele-
ments of setting aims and applying means.

Praxeology is not based on psychology and is not a part of psychol-
ogy. It was a bad mistake to call the modern theory of value a
psychological theory and it was a confusion to link it up with the
Weber-Fechner Law of Psychophysics.® '

Praxeology deals with choice and action and with their outcome.
Psychology deals with the internal processes determining the various
choices in their concreteness. It may be left undecided whether
psychology can succeed in explaining why a man in a concrete case
preferred red to blue or bread to lyrics. At any rate such an explana-
tion has nothing to do with a branch of knowledge for which the
concrete choices are data not needing further explanation or analysis.
Not what a man chooses, but that he chooses counts for praxeology.

The motives and springs of action are without concern for the
praxeological investigation. It is immaterial for the formation of the
price of silk whether people ask for silk because they want to be
protected against cold weather or because they find it beautiful or
because they want to get more sexual attractiveness. What matters
is that there is a demand of a given intensity for silk.

Yet, modern psychology has brought about some results which may
arouse the interest of praxeology. It was once usual to consider the

8Cf. Max Weber, “Marginal Utility Theory and the So-Called Fundamental Law of
Psychophysics” [1905], Social Science Quarterly (1975): 21-36; Mises, Human Action,
3rd ed. (Chicago: Henry Regnery, 1966), pp. 125-27.

"[“Ernst H. Weber (1795-1878) proclaimed in his law of psyco-physics that the least
noticeable increase in the intensity of a human sensation is always brought about by a
constant proportional increase in the previous stimulus. Gustav T. Fechner (1801-1887)
developed this into the Weber-Fechner Law that said to increase the intensity of a sensation
in arithmetical progression, it is necessary to increase the intensity of the stimulus in
geometric progression,” Mises Made Easier: A Glossary for Ludwig von Mises’ Human Action,
Percy L. Greaves, Jr., comp. (Dobbs Ferry, N.Y.: Free Market Books, 1974), p. 147—Ed.]
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behavior of lunatics and neurotics as quite nonsensical and “irratio-
nal.” It is the great merit of Breuer and Freud that they have
disproved this opinion. Neurotics and lunatics differ from those whom
we call sane and normal with regard to the means which they choose
for the attainment of satisfaction and with regard to the means which
they apply for the attainment of these means. Their “technology” is
different from that of sane people, but they do not act in a categori-
cally different way.? They aim at ends and they apply means in order
to attain their ends. A mentally troubled person with whom there is
still left a trace of reason and who has not been literally reduced to
the mental level of an animal, is still an acting being. Whoever has
the remnants of a human mind cannot escape the necessity of acting.

ITX

Every human action aims at the substitution of more satisfactory
conditions for less satisfactory. Man acts because he feels uneasy and
believes that he has the power to relieve to some extent his uneasi-
ness by influencing the course of events. A man perfectly content with
the state of his affairs would not have any incentive to change things;
he would have neither wishes nor desires, he would not act because
he would be perfectly happy. Neither would a man act who, although
not content with his condition, does not see any possibility of improv-
ing it.

Strictly speaking, only the increase of satisfaction (decrease of
uneasiness) should be called end, and accordingly all states which
bring about such an increase means. In daily speech people use a loose
terminology. They call ends things which should be rather called
means. They say: This man knows only one end, namely, to accumu-
late more wealth, instead of saying: He considers the accumulation
of more wealth as the only means to get more satisfaction. If they
were to apply this more adequate mode of expression, they would
avoid some current mistakes. They would realize that nobody else
than the individual himself can decide what satisfies him better and
what less. They would conceive that judgments of value are purely
subjective and that there is no such thing as an absolute state of
satisfaction or happiness irrespective of the desires of the individual
concerned. In fact, he who passes a judgment of an alleged end,

81t may be of some interest for the history of ideas that young Sigmund Freud
collaborated as a translator in the German edition of John Stuart Mill’s collected works
edited by Theodor Gomperz, the Austrian historian of ancient Greek philosophy. Joseph
Breuer too was, as the present writer can attest, well familiar with the standard works
of utilitarian philosophy.



“Irrationality” in the Social Sciences 23

reduces it from the rank of an end to that of a means. He values it
from the viewpoint of an (higher) end and asks whether it is a suitable
means to attain this (higher) end. But the highest end, the ultimate
goal of human action, is always satisfaction of an individual’s desire.
There is no other standard of greater or lesser satisfaction than the
individual judgments of value, different with various people and with
the same people at various times. What makes a man feel uneasy and
less uneasy is established by every individual from the standard of
his own will and judgment, from his personal valuation. Nobody is in
a position to decree what could make a fellow man happier. The innate
spirit of intolerance and the neurotic “dictatorship complex” instigate
people to dispose blithely of other people’s will and aspirations. Yet,
a man who passes a judgment on another man’s aims and volitions
does not declare what would make this other man happier or less
discontented; he only asserts what condition of this other man would
better suit himself, the censor.

From this point of view we have to appreciate the statements of
eudaemonism, hedonism, and utilitarianism. All the objections raised
against these schools are invalid, if one attaches to the terms happi-
ness, pain, pleasure, and utility formal meaning. Happiness and
pleasure are what people consider as such; useful are things which
people consider as appropriate means for the attainment of aims
sought. The concept of utility as developed by modern economics
means suitability to render some services which are deemed as useful
from any point of view. This is the meaning of the axiological subjec-
tivism [subjectivism in value theory] of modern economics. It is at the
same time the test of its impartiality and scientific objectivity. It does
not deal with the ought, but with the is. Its subject matter is, e.g., the
explanation of the formation of prices as they really are, not as they
should be or would be if men were to act in a way different from what
they really do.

v

Praxeology does not employ the term rational. It deals with
purposive behavior, i.e., human action. The opposite of action is not
irrational behavior, but a reactive response to stimuli on the part of
the bodily organs and of the instincts, which cannot be controlled by
volition. If we were to assign a definite meaning to the term rational-
ity as applied to behavior, we could not find another meaning than:
the attitude of men intent on bringing about some effects.

The terms irrational and irrationality are mostly used for censuring
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concrete modes of action. An action is called irrational either because
the censor disapproves of the end (i.e., of the way in which the acting
individual wants to attain satisfaction) or because the censor believes
that the means employed were not fit to produce the immediate effect
aimed at. But often the qualification of an action as irrational in-
volves praise; actions aiming at altruistic ends, inspired by noble
motives and executed to the detriment of the acting man’s material
well-being are considered as irrational.

We do not have to dwell upon the contradictions and logical
inconsistencies involved in this use of words. The qualification of ends
is without significance for praxeology, the science of means, not ends.
That mortal men are not infallible and that they sometimes choose
means which cannot bring about the ends sought is obvious.

It is the task of technology and of therapeutics to find the right
means for the attainment of definite ends in the field of the practical
arts. It is the task of applied economics to discover the appropriate
methods for the attainment of definite ends in the realm of social
cooperation. But if the scientists fail in these endeavors or if the
acting men do not correctly apply the means recommended, the
outcome falls short of the expectations of the acting individuals. Yet,
an action unsuited to the end sought is still an action. If we call such
an unsuitable and inexpedient action irrational, we do not deprive it
of its qualification as purposive activity and we do not at all invalidate
the assertion that the only way to conceive it essentially and categor-
ically is provided by praxeology.

Economics does not deal with an imaginary homo oeconomicus as
ineradicable fables reproach it with doing, but with homo agens as he
really is, often weak, stupid, inconsiderate, and badly instructed. It
does not matter whether his motives and emotions are to be qualified
as noble or as mean. It does not contend that man strives only after
more material wealth for himself and for his kin. Its theorems are
neutral with regard to ultimate judgments of value, and are valid for
all actions irrespective of their expediency.

It is the scope of history and not of praxeology to investigate what
ends people aim at and what means they apply for the realization of
their plans.

\"

It is a frequent mistake to assume that the desire to procure the
base necessities of life and health is more rational than the striving
after other amenities. It is true that the appetite for food and warmth
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is common to men and other mammals and that as a rule a man who
lacks food and shelter concentrates his efforts upon the satisfaction
of these urgent needs and does not care for other things. The impulse
to live, to preserve one’s own life and to take advantage of every
opportunity of strengthening one’s vital force is a primal feature of
life, present in every living being. However, to yield to this impulse
is not—for man—an inextricable necessity.

All other animals are unconditionally driven by the impulse to
preserve their own life and by the impulse of proliferation. They are,
without a will of their own, bound to obey the impetus which at the
instant prevails. It is different with man. Man has the faculty of
mastering his instincts. He can rein both his sexual appetites and his
will to live. He can give up his life when the conditions under which
alone he could preserve it seem intolerable. Man is capable of dying
for a cause or of committing suicide. To live is for man the outcome
of a choice, of a judgment of value.

It is the same with the desire to live in affluence. The very fact of
asceticism evidences that the striving after more amenities is not
inextricable but rather the result of a choice. Of course, the immense
majority prefer life to death and wealth to poverty.

On the other hand, it is arbitrary to consider only the satisfaction
of the body’s physiological needs as “natural” and therefore as “ratio-
nal” and everything else as “artificial” and therefore as “irrational.”
It is the characteristic feature of human nature that man seeks not
only food and shelter like all other animals, but that he aims also at
other kinds of satisfaction, that he has specifically human needs too.
It was the fundamental error of the iron law of wages that it ignored
this fact.

V1

The concrete judgments of value are not open to further analysis.
We may assume that they are absolutely dependent upon and condi-
tioned by their causes. But as long as we do not know how external
(physical and physiological) facts produce in a human “soul” definite
thoughts and volitions resulting in concrete acts, we have to face an
insurmountable dualism. In the present state of our knowledge, the
fundamental statements of positivism and monism are mere meta-
physical postulates devoid of any scientific foundation. Reason and
experience show us two separate realms: the external world of phys-
ical and physiological events and the internal world of thought,
feeling, and purposeful action. No bridge connects—as far as we can
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see today—these two spheres. Identical external events result some-
times in different human responses, and different external events
produce sometimes the same human response. We do not know why.

We have not yet discovered other methods for dealing with human
action than those provided by praxeology and by history. The sugges-
tion of pan-physicalism that the methods of physics be applied to
human actions is futile. The sterility of the pan-physicalist recipe is
beyond doubt. In spite of the fanatical propaganda of its advocates
nobody has ever made use of it. It is simply inapplicable. Positivism
is the most conspicuous failure in the history of metaphysics.

The concrete judgments of value and the resulting acts are for
history ultimate data. History tries to collect all relevant facts and it
has, in this attempt, to make use of all knowledge provided by logic,
mathematics, the natural sciences, and especially by praxeology. But
it can never succeed in reducing all historical facts to external events
open to an interpretation by physics and physiology. It must always
reach a point beyond which all further analysis fails. Then it cannot
establish anything else than that it is faced with an individual or
unique case.

The mental act for dealing with such historical facts is, in the
philosophy of Bergson, une intuition, namely la sympathie par
laquelle on se transporte a 'intérieur d’'un objet pour coincider avec
ce qu'il a d’'unique, et par conséquent d’inexprimable.” German episte-
mology calls the act das spezifische Verstehen der Geisteswissenschaften,
or simply Verstehen. 1 suggest it be translated into English as “specific
understanding” or simply as “understanding.” The Verstehen is not a
method or a mental process which the historians should apply or
which epistemology advises them to apply. It is the method which all
historians and all other people always apply in commenting upon
social events of the past and in forecasting future events. The discov-
ery and the delimitation of the Verstehen was one of the most impor-
tant contributions of epistemology. It is not a blueprint for a science
which does not yet exist and is to be founded.

The uniqueness and individuality which remains at the bottom of
every historical fact when all the means for its interpretation provided
by logic, praxeology, and the natural sciences have been exhausted is

9Cf. Henri Bergson, La Pensée et le mouvant, 4th ed. (Paris: F. Alcan, 1934), p. 205.
[Passage translated as “The sympathy with which one enters inside an object in order
to identify thereby what it has that is unique and therefore inexpressible,” Mises Made
Easier: A Glossary for Ludwig von Mises’ Human Action, Percy L. Greaves, Jr., comp.
(Dobbs Ferry, N.Y.: Free Market Books, 1974), p. 76—Ed.]
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an ultimate datum. But, whereas the natural sciences cannot say
anything else about their ultimate data than that they are such,
history can try to make its data intelligible. Although it is impossible to
reduce them to their causes—they would not be ultimate data, if such a
reduction were possible—the observer can understand them because
he is himself a human being. We may call this faculty to understand
congeniality and sympathetic intelligence. But we have to guard
against the error to confuse the understanding with approval, be it
only conditional and circumstantial. The historian, the anthropolo-
gist, and the psychologist sometimes register actions which are for
their feelings simply repulsive and disgusting; they understand them
only as actions, i.e., in establishing the underlying aims and the
technological and praxeological methods applied. To understand an
individual case does not mean to explain, still less to excuse it.

Neither must understanding be confused with the act of aesthetic
empathy by virtue of which an individual aims at an aesthetic
enjoyment of a phenomenon. Einfiihlung [empathy] and Verstehen are
two radically different attitudes. It is a different thing, on the one
hand, to understand historically a work of art, to determine its place,
its meaning, and its importance in the chain of events and, on the
other hand, to appreciate it emotionally as a work of art. One can look
at a cathedral with the eyes of an historian. But one can look at the
same cathedral either as an enthusiastic admirer or as an unaffected
and indifferent tourist. One can look at a mountain range with the
eyes of a naturalist—a geologist, a geographer, or a zoologist—or with
the eye of a beauty-seeker—with disgust as the ancients used to do,
or with the modern enthusiasm for the picturesque. The same indi-
viduals are capable of different modes of reaction, of the aesthetic
appreciation and of the scientific grasp either of the Verstehen or of
the natural sciences.

The understanding establishes the fact that an individual or a
group of individuals have engaged in a definite action emanating
from definite judgments of value and choices and aiming at definite
ends. It further tries to appreciate the effects and the intensity of the
effects brought about by an action. It tries to assign to every action
its relevance, i.e., its bearing upon the course of events.

The historian gives us an account of all facts and events concerning
the battle of Waterloo as complete and exact as the material available
allows. As far as he deals with the forces engaged and with their
equipment, with the tactical operations, with the figures of soldiers
killed, wounded, and made prisoners, with the temporal sequence of the
various happenings, with the plans of the commanders and with their
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execution, he is grounded on historical experience. What he asserts
is either correct or contrary to fact, is either proved or disproved by
the documents available or vague because the sources do not provide
us with sufficient information. Other experts will either agree with
him or will disagree, but they will agree or disagree on the ground of
areasonable interpretation of the evidence available. So far the whole
discussion must be conducted with reasonable affirmations and ne-
gations. But that is not the total work to be achieved by the historian.

The battle resulted in a crushing defeat of the French army. There
are many facts, indubitably established on the basis of documentary
evidence, which could be taken to account for this outcome. Napoleon
suffered from illness, he was nervous, he lacked self-confidence. His
judgment and his comprehension of the situation were no longer what
they used to be. His plans and orders were in many respects inappro-
priate. The French army was hastily organized, numerically too weak
and its soldiers were partly veterans tired from the endless wars,
partly inexperienced recruits. Its generals were not equal to their
task, there was especially Grouchy’s serious blunder.'” On the other
hand, the British and the Prussians fought under the imminent
leadership of Wellington and of Gneisenau, their morale was excel-
lent, they were well organized, richly equipped, and strong in number.
To what extent did these various circumstances and many others
contribute to the outcome? This question cannot be answered from
the information derived from the data of the case, it is open to various
interpretations. The historian’s opinions concerning them can nei-
ther be confirmed nor refuted in the same way in which we can
confirm or refute his statement that the vanguard or Bliicher’s'' army
arrived at a certain hour on the battlefield.

Let us take another example. We have plenty of figures available
concerning the German inflation of the years, 1914-1923. Economic
theory provides us with all the knowledge needed for a perfect grasp
of the causes of price changes. But this knowledge does not give us
quantitative definiteness. Economics is, as people say, qualitative
and not quantitative. This is not due to an alleged backwardness of
economics. There are in the sphere of human action no constant
relations between magnitudes. For a long time many economists
believed that there exists one relation of this character. The thorough

1% Emmanuel Grouchy, one of Napoleon’s generals, through an error of judgment
delayed notifying Napoleon of movements of the British forces in what would become
the French army’s last attempt to stave off the defeat at Waterloo—Ed.]

U Gebhard von Bliicher was commander of the Prussian forces that aided the
German, British, and Dutch armies to defeat Napoleon at Waterloo in 1815—Ed.]
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demolition of this unfounded assumption was one of the most impor-
tant achievements of modern economic research. Monetary theory
has proved in an irrefutable way that the rise of prices caused by an
increase of the quantity of money can never be proportional to this
increase. Thus it destroyed by its process analysis the only stronghold
of an inveterate error. There cannot be any such thing as measure-
ment in the field of economics. All statistical figures available have
importance only for economic history; they are data of history like the
figures concerning the battle of Waterloo; they tell us what happened
in a unique and non-repeatable historical case. The only way to utilize
them is to interpret them by Verstehen.

The rise of German prices in the years of the First World War was
not only due to the increase of the quantity of bank notes. Other
changes contributed too. The supply of commodities went down be-
cause many millions of workers were in the army and no longer
worked in the plants, because government control of business reduced
productivity, because the blockade prevented imports from abroad,
and because the workers suffered from malnutrition. It is impossible
to establish by other methods than by Verstehen how much each of
these factors—and of some other relevant factors—contributed to the
rise of prices. Quantitative problems are in the sphere of human
action not open to another solution. The historian can enumerate all
the factors which cooperated in bringing about a certain effect and
all the factors which worked against them and may have resulted in
delaying and mitigating the final outcome. But he can never coordi-
nate the various causes in a quantitative way to the effects produced.
The Verstehen is in the realm of history the substitute, as it were, for
quantitative analysis and measurement which are unfeasible with
regard to human actions outside the field of technology.

Technology can tell us how thick a steel plate must be in order not
to be pierced by a bullet fired at a distance of 300 yards from a Mauser
rifle. It thus can answer the question why a man who took shelter
behind a steel plate of a known thickness was hurt or not hurt by a
shot fired. History is at a loss to explain with the same assurance why
Louis Philippe lost his crown in 1848 or why the Reformation suc-
ceeded better in the Scandinavian countries than in France. Such
problems do not allow any other treatment than that of the specific
understanding.

The understanding is not a method which could be used as a
substitute for the aprioristic reasoning of logic, mathematics and
praxeology or the experimental methods of the natural sciences. Its
field lies where these other methods fail: in the description of aunique
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and individual case not open to further analysis—its qualitative
service—and in the appraisal of the intensity, importance, and
strength of the various factors which jointly produced an effect—its
service as a substitute for the unfeasible quantitative analysis.

The subject of the historical understanding is the mental grasp of
phenomena which cannot be totally elucidated by logic, mathematics,
praxeology, and the natural sciences and as far as they cannot be
elucidated by science and reason. It establishes the fact that scientific
enquiry has reached a point beyond which it cannot go further, and tries
to fill the gap by Verstehen.'? One may, if one likes, qualify the Verstehen
as irrational because it involves individual judgments not amenable to
criticism by purely rational methods. However, the method of under-
standing is not a free charter to deviate from the certified results
obtained from the documentary evidence and from its interpretation
through the teachings of the natural sciences and of praxeology. The
Verstehen oversteps its due limits if it ventures to contradict physics,
physiology, logic, mathematics, or economics. The abuses which many
German scholars made of the geisteswissenschaftliche Methode and the
spurious attempts of the German Historical School to substitute an
imaginary verstehende Nationalékonomie for praxeological economics
cannot be charged to the method itself.

German Geisteswissenschaften have preached the gospel of what
should be an irrational science. They have substituted arbitrary
judgments for reason and experience. They derive from intuition
knowledge about historical events which the documents available do
not provide or which are contrary to the facts as established by careful
examination of the documents available. They do not refrain from
drawing conclusions contradicting the statements of economic theory
which they cannot refute on logical grounds. They are not afraid to
produce absurdities. Their only justification is the reference to the
irrationality of life.

Let us take an example from a serious and scholarly book avail-
able in English translation. Mr. Ernst Kantorowicz, an historian of
the esoteric circle of the poet and visionary Stephen George, in his
biography of the German Emperor Frederick II, gives a correct
account of the constitutional changes which took place in the reign of
this Hohenstaufen monarch. Frederick’s position in Germany was
extremely precarious because his hereditary Norman kingdom of
Sicily drew him into conflicts with the Pope and the Italian republican

2The important problem of various conflicting modes of Verstehen (for instance: the
Catholic and the Protestant interpretation of the Reformation, or the various interpre-
tations of the rise of German Nazism) must by treated in a special essay.
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cities. He lacked the strength to preserve his royal authority in
Germany and was forced to abandon most of the crown’s rights, and
to grant ample privileges to the princes. What followed, says
Kantorowicz quite correctly, “was the almost sovereign independence
of each individual prince in his territory” which “definitely hindered
the amalgamation of the German people into one German State.”™* So
far, Kantorowicz is still on the basis of sound Verstehen and in perfect
agreement will all other serious historians. But then comes the
amazing interpretation of the visionary and mystic; he adds: “Yet in
a higher sense Frederick II perfected and completed the unified
German Empire. He strengthened the princes’ power ... with more
exalted statesmanship believing that the power and the brilliance of
his own imperial sceptre would not pale in giving forth light but would
gain radiance and would shine the brighter the more mighty and
brilliant and majestic were the princes whom Caesar Imperator
beheld as equals round his judgment seat. The princes are no longer
columns bearing as a burden the weight of the throne. ... They become
piers and pillars expressive of upward-soaring strength, preparing
the glorious elevation of the prince of princes and king of kings who
is born aloft on the shoulders of his peers, and who in turn exalts both
kings and princes.”'* It is true that some phrases used by the princes
at the Diet preceding the extortion of the privilege had a similar ring.
The princes were polite, they did not want to fill the emperor with too
much bitterness and were anxious to gild the pill which they forced
him to swallow. When Hitler reduced Czechoslovakia to vassalage
status he too sugared the pill by the establishment of the protector-
ate. Yet, hardly any historian would dare to say that “in a higher
sense” Hitler “perfected and completed” the country’s independence
by granting it the protection of the mighty Reich. Frederick II disin-
tegrated the Holy Empire by the privileges granted to the princes. It
is absurd to assert that “in a higher sense” he perfected and completed
it. No metaphorical speech and no appeal to the irrational can render
such a dictum any more tenable.

Understanding entitles the historian to determine the role played
by the two privileges in question in the evolution of the Empire’s
political structure, to determine, as it were, the quantity of their
effect. He might, for instance, express the opinion that the role
usually attributed to them has been exaggerated and that other
events were more destructive than these privileges and he could try

et E. Kantorowicz, Frederick the Second, 1194-1250, E. O. Lorimer, trans. (Lon-
don: Constable, 1931), pp. 381-82.

Cf. Ibid., pp. 386-87.
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to prove his thesis, his mode of understanding. But it is inadmissable
to say: yes, this happened, such were its consequences; yet “in a
higher sense” it was just the contrary.

Human knowledge can never transcend the cognition conveyed by
reason and experience. If there is any “higher sense” in the course of
events, it is inaccessible to the human mind.

VII

A school of thought teaches that there is an eternal, irreconcilable
antagonism between the interests of the individual and those of the
collectivity. If the individual selfishly seeks after his own happiness,
society comes to grief. Social cooperation and civilization are only
possible at the cost of the individual’s well-being. The existence of
society and its flowering require permanent sacrifices on the part of
its members. Therefore, it is unthinkable to imagine a human and
purely rational origin of moral law and social cooperation. Some
supernatural being has blessed mankind with the revelation of the
moral code and has entrusted great leaders with the mission of
enforcing this law. History is not the interplay of natural factors and
purposive human activity which, within certain limits, are open to an
elucidation by reason, but the result of the interference of transcen-
dental factors, repeated again and again. History is destiny, and
reason can never fathom its depths.

The conflict between the good and the evil, between collectivism
and individualism, is therefore eternal and insoluble. What separates
social and moral philosophies and political parties is a divergence of
world views, a disparity of ultimate judgments of value. This discord
is rooted in the deepest recesses of a man’s soul and innate character;
no ratiocination or discursive reasoning can brush it away or recon-
cile its contrasts. Some men are born with the divine call to leader-
ship, others with the endowment to espouse spontaneously the cause
of the great whole and to subordinate themselves of their own accord
to the rule of its champions; but the many are incapable of finding
the right way, they aim at the happiness of their own wretched selves
and have to be tamed and subjugated by the conquering dictators.
Social philosophy can consist in nothing else than in the cognition of
the eternal truth of collectivism and in the unmasking of the spurious
fallacies and pretensions of individualism. It is not the result of a
rational process, but rather an illumination with which intuition
blesses the elect. It is vain to strive after genuine social and moral
truth by the application of the rational methods of logic. To the
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chosen, God or Weligeist gives the right intuition; the rest of mankind
has simply to forsake thinking and to obey blindly the God-given
authority. True wisdom and the counterfeit doctrines of rationalistic
economics and rationalistic history can never agree in the appreciation
of historical and social facts, of political measures and of an individual’s
actions. Human reason is not an appropriate tool to acquire true knowl-
edge of the social totality; rationalism and its derivatives, economics and
critical history, are fundamentally erroneous.'

The fundamental assumption of this doctrine, namely, that social
cooperation is contrary to the interests of the individuals and can be
achieved only at the expense of the individual’s welfare, has long
since been exploded. It was one of the great achievements of British
social philosophy and classical economics that they developed a
theory of social evolution which does not need to refer to the miracu-
lous appearance of leaders endowed with superhuman wisdom and
powers. Social cooperation and its corollary, division of labor, serve
better the selfish interests of all individuals concerned than isolation
and conflict. Every step toward peaceful cooperation brings all con-
cerned an immediate and discernible advantage. Men cooperate and
are eager to intensify cooperation exactly because they are anxious
to pursue their selfish interests. The sacrifices which the individual
makes for the maintenance of social cooperation are only temporary;
if he abstains from antisocial actions which could give him small
immediate gains, he profits much more by the advantages which he
derives from the higher productivity of work performed in the peace-
ful cooperation of the division of labor. Thus, the principle of associ-
ation elucidates the forces which integrated the primitive hordes and
tribes and step by step widened out the social units until finally the
oecumenical Great Society came into being. There is in the long run
no irreconcilable conflict between the rightly understood selfish in-
terests of the individuals and those of society. Society is not a Moloch
to whom man has to sacrifice his own personality. It is, on the
contrary, for every individual the foremost tool for the attainment of

"Such are the teachings of the German Historical School of the Social Sciences,
whose latest exponents are Werner Sombart and Othmar Spann. It may be worthwhile
to note that Catholic philosophy does not endorse the collectivist doctrine. According
to the teachings of the Roman Church natural law is nothing but the dictates of reason
properly exercised, and man is capable of acquiring its full knowledge even if unaided
by supernatural revelation. “God so created man as to bestow on him endowments
amply sufficient for him to attain his last end. Over and above this He decreed to make
the attainment of beatitude vet easier for man by placing within his reach a far simpler
and far more certain way of knowing the law on the observance of which his fate
depended.” Cf. G. H. Joyce, article “Revelation” in The Catholic Encyclopedia vol. 13
(New York: Encyclopedia Press, 1913), pp. 1-5.
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well-bring and happiness. It is man’s most appropriate weapon in his
struggle for survival and improvement. It is not an end, but a means,
the most eminent means for the attainment of all human desires.

We do not have to enter into a detailed critique of the statements
of the collectivist doctrine. We have only to establish the fact that the
acts of the allegedly collectivist parties do not comply with the tenets
of this philosophy. The political representatives of these parties
occasionally in their speeches referred to collectivist slogans and
connived at the propagation of party songs of the same tenor. But they
do not ask their followers to sacrifice their own happiness and
well-being at the altar of the Collectivity. They are anxious to dem-
onstrate by ratiocination that the methods which they recommend
will in the long run serve best the selfish interests of their followers.
They do not ask any other sacrifices than temporary ones which, as
they promise, will at a later time be rewarded by hundredfold booty.
The Nazi professors and the Nazi rhymesters say: “Efface yourself
for Germany’s splendor, give your wretched lives in order to make the
German Nation live forever in glory and grandeur.” But the Nazi
politicians use a different argument: “Fight for your own preservation
and for your future well-being. The enemies are firmly resolved to
exterminate the noble race of Aryan heroes. If you do not resist, you
all are lost. But if you take up the challenge courageously, you have
a chance of defeating the onslaught. Many will be killed in action, but
they would not have survived if the devilish plans of our foes were
not to meet any resistance. Much more will be saved if we fight. We
have the choice between two alternatives only: certain extermination
of us all, if the enemies conquer, on the one hand, and the survival of
the great majority in case of our victory on the other hand.”

There is no appeal to the “irrational” in this purely rational—al-
though not reasonable—reasoning. But even if the collectivist doc-
trine were correct, and people, in forsaking other advantages, aimed
at the flowering of the Collective only under the persuasion or com-
pulsion exercised on the part of the superhuman leaders, all the
statements of praxeology would remain unshaken and history would
not have any reason to change its methods of approach.

VIII

The real reason for the popular disparagement of the social sci-
ences is reluctance to accept the restrictions imposed by nature on
human endeavors. This reluctance is potentially present in everybody
and is overwhelming with the neurotic. Men feel unhappy because
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they cannot have two incompatible things together, because they
have to pay a price for everything and can never attain full satisfac-
tion. They blame the social sciences for demonstrating the scarcity of
the factors which preserve and strengthen the vital forces and remove
uneasiness. They disparage them for describing the world as it really
is and not as they would like to have it, i.e., as a cosmos of unlimited
opportunities. They are not judicious enough to comprehend that life
is exactly an active resistance against adverse conditions and mani-
fests itself only in this struggle, and that the notion of a life free from
any limitations and restrictions is even inconceivable for a human
mind. Reason is man’s foremost equipment in the biological struggle
for the preservation and expansion of his existence and survival. It
would not have any function and would not have developed at all in
a fool's paradise.’®

It is not the fault of the social sciences that they are not in a
position to transform society into a utopia. Economics is not a “dismal
science,” because it starts from the acknowledgment of the fact, that
the means for the attainment of ends are scarce. (With regard to
human concerns which can be fully satisfied because they do not
depend on scarce factors, man does not act, and praxeology, the
science of human action, does not have to deal with them.) As far as
there is scarcity of means, man behaves rationally, i.e., he acts. So
far there is no room left for “irrationality.”

That man has to pay a price for the maintenance of social institu-
tions enabling him to attain ends which he deems as more valuable
than this price made, than these sacrifices brought for them, is
obvious. It is futile to disguise the impotent dissatisfaction with this
state of affairs as a revolt against an alleged dogmatic orthodoxy of
the social sciences.

If the “rational” methods of economic theory demonstrate that an
a results in a p, no appeal to irrationality can make a result in a ¢. If
the theory was wrong, only a correct theory can refute it and substi-
tute a correct solution for an incorrect one.

IX

The social sciences have not neglected to give full consideration
to all those phenomena which people may have in mind in alluding
to irrationality. History has developed a special method for dealing
with them: understanding. Praxeology has built up its system in such

'Cf. Benedetto Croce, History as the Story of Liberty, S. Sprigge, trans. (New York:
W. W. Norton, 1941), p. 33.
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a way that its theorems are valid for all human action without any
regard to whether the ends aimed at are qualified, from whatever
point of view, as rational or irrational. It is simply not true that the
social sciences are guilty of having left untouched a part of the field
which they have to elucidate. The suggestions for the construction of
a new science whose subject matter has to be the irrational phenomena
are of no account. There is no untilled soil left for such a new science.

The social sciences are, of course, rational. All sciences are. Sci-
ence is the application of reason for a systematic description and
interpretation of phenomena. There is no such thing as a science not
based on reason. The longing for an irrational science is self-contra-
dictory.

History will one day have to understand historically the “revolt
against reason” as one of the factors of the history of the last gener-
ations. Some very remarkable contributions to this problem have
already been published.

Economic theory is not perfect. No human work is built for eter-
nity. New theorems may supplement or supplant the old ones. But
what may be defective with present-day economics is certainly not
that it failed to grasp the weight and significance of factors popularly
qualified as irrational.



Epistemological Relativism in
the Sciences of Human Action

I

l l p to the eighteenth century, historians paid little or no
attention to the epistemological problems of their craft. In
dealing with the subject of their studies, they again and again
referred to some regularities that—as they themselves and their
public assumed—are valid for any kind of human action irrespective
of the time and the geographical scene of the action as well as of the
actors’ personal qualities and ideas. But they did not raise the
question whether these regularities were of an extraneous character
or inherent in the very nature of human action. They knew very well
that man is not able to attain all that he wants to attain. But they
did not ask whether the limits of a man’s power are completely
described by reference to the laws of nature and to the Deity’s
miraculous interference with them, on the one hand, and to the

superior power of more puissant men, on the other hand.

Like all other people, the historians too distinguished between
behavior complying with the moral law and behavior violating it. But,
like all other people, they were fully aware of the fact that nonobserv-
ance of the laws of ethics did not necessarily—in this life—result in
failure to attain the ends sought. Whatever may happen to the sinner
in the life hereafter and on the day of the Last Judgment, the

[Reprinted from Relativism and the Study of Man, Helmut Schoeck and James W.
Wiggins, eds. (Princeton, N.J.: D. Van Nostrand, 1962)—Ed.]

37



38 Money, Method, and the Market Process

historian could not help realizing that on earth he could sometimes
fare very well, much better than many pious fellow men.

Entirely new perspectives were opened when the economists dis-
covered that there prevails a regularity in the sequence and interde-
pendence of market phenomena. It was the first step to a general
theory of human action, praxeology. For the first time people became
aware of the fact that, in order to succeed, human action must comply
not only with what are called the laws of nature, but also with specific
laws of human action. There are things that even the most efficient
constabulary of a formidable government cannot bring about, al-
though they may not appear impossible from the point of view of the
natural sciences.

It was obvious that the claims of this new science could not fail to
give offense from three points of view. There were first of all the
governments. Despots as well as democratic majorities are not
pleased to learn that their might is not absolute. Again and again
they embark upon policies that are doomed to failure and fail because
they disregard the laws of economics. But they do not learn the lesson.
Instead they employ hosts of pseudo economists to discredit the “ab-
stract,” i.e., in their terminology, vain teachings of sound economics.

Then there are ethical doctrines that charge economics with
ethical materialism. As they see it, economics teaches that man ought
to aim exclusively or first of all at satisfying the appetites of the
senses. They stubbornly refuse to learn that economics is neutral with
regard to the choice of ultimate ends as it deals only with the methods
for the attainment of ends chosen, whatever these ends may be.

There are, finally, authors who reject economics on account of its
alleged “unhistorical approach.” The economists claim absolute va-
lidity for what they call the laws of economics; they assert that in the
course of human affairs something is at work that remains un-
changed in the flux of historical events. In the opinion of many
authors this is an unwarranted thesis, the acceptance of which must
hopelessly muddle the work of historians.

In dealing with this brand of relativism, we must take into account
that its popularity was not due to epistemological, but to practical
considerations. Economics pointed out that many cherished policies
cannot result in the effects aimed at by the governments that resorted
to them, but bring about other effects—from the point of view of those
who advocated and applied those policies—were even more unsatis-
factory than the conditions that they were designed to alter. No other
conclusion could be inferred from these teachings than that these
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measures were contrary to purpose and that their repeal would
benefit the rightly understood or long-run interests of all the people.
This explains why all those whose short-run interests were favored
by these measures bitterly criticized the “dismal science.” The epis-
temological qualms of some philosophers and historians met with an
enthusiastic response on the part of aristocrats and landowners who
wanted to preserve their old privileges and on the part of small
business and employees who were intent upon acquiring new privi-
leges. The European “historical schools” and American Institutional-
ism won political and popular support, which is, in general, denied to
theoretical doctrines.

However, the establishment of this fact must not induce us to
belittle the seriousness and importance of the problems involved.
Epistemological relativism as expressed in the writings of some of the
historicists, e.g., Karl Knies and Max Weber, was not motivated by
political zeal. These two outstanding representatives of historicism
were, as far as this was humanly possible in the milieu of the German
universities of their age, free from an emotional predilection in favor
of interventionist policies and from chauvinistic prejudice against the
foreign, i.e., British, French, and Austrian science of economics.
Besides, Knies' wrote a remarkable book on money and credit, and
Weber® gave the deathblow to the methods applied by the schools of
Schmoller and Brentano® by demonstrating the unscientific character
of judgments of value. There were certainly in the argumentation of the
champions of historical relativism points that call for an elucidation.

II

Before entering into an analysis of the objections raised against
the “absolutism” of economics, it is necessary to point out that the
rejection of economics by epistemological relativism has nothing to
do with the positivist rejection of the methods actually used by
historians.

In the opinion of positivism, the work of the historians is mere

Karl Knies, Geld und Kredit, 3 vols. (Berlin: Weidmann, 1873-79)—Ed.]

2[Max Weber, Wirtschaft und Gesellschaft vol. 1 of Grundriss der Sozialékonomik
(Tabingen, 1922). English language edition The Theory of Social and Economic Orga-

nization, A. M. Henderson and Talcott Parsons, trans. (Glencoe, Ill.: Free Press,
1947)—Ed.}

3[Gustav Schmoller was the founder of the “Younger” German Historical or
“Historicoethical” School. Its program combined an historical approach to economic
phenomena with the pursuit of economic and social politics grounded in “moral
principles.” Lujo Brentano was a prominent proponent and follower of Schmoller but
disagreed on matters of methodology—Ed.]
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gossip or, at best, the accumulation of a vast amount of material that
they do not know how to use. What is needed is a science of the laws
that determine what happens in history. Such a science has to be
developed by the same methods of research that made it possible to
develop out of experience the science of physics.

The refutation of the positivistic doctrine concerning history is an
achievement of several German philosophers, first of all of Wilhelm
Windelband and of Heinrich Rickert. They pointed out in what the
fundamental difference between history, the record of human action,
and the natural sciences consists. Human action is purposive, it aims
at the attainment of definite ends chosen, it cannot be treated without
reference to these ends, and history is in this sense—we must empha-
size, only in this sense—finalistic. But to the natural sciences the
concept of ends and final causes is foreign.

Then there is a second fundamental difference. In the natural
sciences man is able to observe in the laboratory experiment the
effects brought about by a change in one factor only, all other factors
the alteration of which could possibly produce effects remaining
unchanged. This makes it possible to find what the natural sciences
call experimentally established facts of experience. No such tech-
nique of research is available in the field of human action. Every
experience concerning human action is historical, i.e., an experience
of complex phenomena, of changes produced by the joint operation of
a multitude of factors. Such an experience cannot produce “facts” in
the sense in which this term is employed in the natural sciences. It
can neither verify nor falsify any theorem. It would remain an
inexplicable puzzle if it could not be interpreted by dint of a theory
that had been derived from other sources than historical experience.

Now, of course, neither Rickert and the other authors of the group
to which he belonged, the “Southwestern German philosophers,” not
the historians who shared their conception went as far as this last
conclusion. To them, professors of German universities at the end of
the nineteenth and the beginning of the twentieth century, the very
idea that there could be any science claiming for its theses universal
validity for all human action irrespective of time, geography, and the
racial and national characteristics of people remained unknown. For
men living in the spiritual climate of the second German Reich, it was
an understood thing that the pretensions of “abstract” economic theory
were vain and that German wirtschaftliche Staatswissenschaften (the
economic aspects of political science), an entirely historical discipline,
had replaced the inane generalization of the school of Hume, Adam
Smith, and Ricardo. As they saw it, human action—apart from theology,
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ethics, and jurisprudence—could be dealt with scientifically only by
history. Their radical empiricism prevented them from paying any
attention to the possibility of an a priori science of human action.

The positivist dogma that Dilthey, Windelband, Rickert, and their
followers demolished was not relativistic. It postulated a science—so-
ciology—that would derive from the treatment of the empirical data
provided by history a body of knowledge that would render to the
mind the same services with regard to human action that physics
renders with regard to events in the sphere of nature. These German
philosophers demonstrated that such a general science of action could
not be elaborated by a posteriori reasoning. The idea that it could be
the product of a priori reasoning did not occur to them.

11

The deficiency of the work of the classical economists consisted in
their attempt to draw a sharp line of demarcation between “purely
economic activities” and all other human concerns and actions. Their
great feat was the discovery that there prevails in the concatenation
and sequence of market phenomena a regularity that can be com-
pared to the regularity in the concatenation and sequence of natural
events. Yet, in dealing with the market and its exchange ratios, they
were baffled by their failure to solve the problem of valuation. In
interpersonal exchange transactions objects are not valued according
to their utility, they thought, because otherwise “iron” would be
valued more highly than “gold.” They did not see that the apparent
paradox was due only to the vicious way they formulated the ques-
tion. Value judgments of acting men do not refer to “iron” or to “gold”
as such, but always to definite quantities of each of these metals
between which the actor is forced to choose because he cannot have
both of them. The classical economists failed to find the law of
marginal utility. This shortcoming prevented them from tracing mar-
ket phenomena back to the decisions of the consumers. They could
deal only with the actions of the businessmen, for whom the valua-
tions of the consumers are merely data. The famous formula “to buy
on the cheapest and to sell on the dearest market” makes sense only
for the businessman. It is meaningless for the consumer.

Thus forced to restrict their analysis to business activities, the
classical economists constructed the concept of a science of wealth or
the production and distribution of wealth. Wealth, according to this
definition meant all that could be bought or sold. The endeavors to
get wealth were seen as a separate sphere of activities. All other
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human concerns appeared from the vantage point of this science
merely as disturbing elements.

Actually, few classical economists were content with this circumscrip-
tion of the scope of economics. But their search for a more satisfactory
concept could not succeed before the marginalists substituted the theory
of subjective value from the various abortive attempts of the classical
economists and their epigones. As long as the study of the production
and distribution of wealth was considered as the subject matter of
economic analysis, one had to distinguish between the economic and the
noneconomic actions of men. Then economics appeared as a branch of
knowledge that dealt with only one segment of human action. There
were, outside of this field, actions about which the economists had
nothingto say. It was precisely the fact that the adepts of the new science
did not deal with all those concerns of man which in their eyes were
qualified as extraeconomic that appeared to many outsiders as a depre-
ciation of these matters dictated by an insolent materialistic bias.

Things are different for modern economics, with its doctrine of the
subjective interpretation of valuation. In its context the distinction
between economics and allegedly noneconomic ends becomes meaning-
less. The value judgments of the ultimate consumers express not only
the striving after more tangible material goods, but no less the striving
after all other human concerns. The narrow viewpoint of a science
of—material—wealth is surpassed. Out of the discipline of wealth
evolves a general theory of all choices made by acting men, a general
theory of every kind of human action, praxeology. In their behavior on
the market people evidence not only their wishes to acquire more
material goods, but no less all their other preferences. Market prices
reflect not only the “materialistic side” of man, but his philosophical,
ethical, and religious ideas as well. The observance of religious com-
mandments—to build and maintain houses of worship, to cease working
on holidays, to avoid certain foods either always or on specific days and
weeks, to abstain from intoxicating beverages and tobacco, to assist
those in need, and many others—is one of the factors that determines
the supply of and the demand for consumers’ goods and thereby the
conduct of business. Praxeology is neutral with regard to the ultimate
ends that the individuals want to attain. It does not deal with ultimate
ends, but with the means chosen for their attainment. It is merely
interested in the question whether or not the means resorted to are fitted
to attain the ends sought.

The enormous quantity of antieconomic literature published in
the last hundred and fifty years turns around one argument only. Its
authors repeat again and again that man as he really is and acts
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strives not only after more material amenities, but also after some
other—higher or loftier or ideal—aims. From this point of view the
self-styled Historical School attacked what they called the absolutism
of the economic doctrine and advocated a relativistic approach. It is
not the theme of this paper to investigate whether the economists of
the classical school and their epigones were really guilty of having
neglected to pay due attention to the nonmaterialistic concerns of
man. But it is to be emphasized that all the objections raised by the
Historical School, e.g., by Knies in his famous book,* are futile and
invalid with regard to the teachings of modern economics.

It is customary in German political literature to distinguish be-
tween an older and a later Historical School.’ As the champions of the
older school, Roscher, Bruno Hildebrand, and Knies are named. The
younger school consists of the followers of Schmoller who after the
establishment of the Reich in 1870 held the chairs of economics at the
German universities. This way of subdividing into periods the history
of ideas is an outcome of the parochialism that induced German
authors to slight all that was accomplished abroad. They failed to
realize that the “historical” opposition against what was called the
absolutism of economics was inaugurated outside of Germany. Its
outstanding representative was Sismondi® rather than Roscher and
Hildebrand. But it is much more important to realize the fact that all
those who in Germany as well as in other countries after the publication
of the books of Jevons, Menger, and Walras criticized economic doctrine
on account of its alleged materialism were fighting against windmills.

v

Max Weber’s concept of a general science of human action—to
which he applied the name sociology—no longer refers to the distine-
tion between economic action and other activities. But Weber virtu-
ally endorsed the objections raised by historicism against economics
by distinguishing between genuinely rational action, on the one
hand, and other kinds of action. His doctrine is so closely connected

*The first edition was published in 1853 under the title Die politische Okonomie
vom Standpunkte der geschichtlichen Methode. The second edition was published in
1883 under the title Die politische Okonomie vom geschichtlichen Standpunkte. It is by
and large a reprint of the earlier edition enlarged by many additions.

5[The “older” Historical School proponents did not advocate politics as a means of
intervention, nor a basis for economic reasoning as did the “younger” Historical School
advocates—Ed.]

5{Jean Charles Leonard Sismondi was a Swiss economist and historian. He thought
that the focus of economics should be man and social reform not wealth and laissez
faire. Sismondi was the first to practice modern period analysis in 1819—Ed.}
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with some untranslatable peculiarities of the German language that
it is rather difficult to expound it in English.

The distinction that Weber makes between “social action” and other
action is, from the point of view of our problem, of little importance. The
main thing is that Weber quite correctly distinguishes between
sinnhaftes Handeln and the merely physiologically determined reac-
tions of the human body. Sinnhaftes Handeln is directed by the Sinn the
acting individual attaches to it; we would have to translate: by the
meaning the actor attaches to it and by the end he wants to attain by it.
This definition would appear as a clear distinction between human
action, the striving after a definite end, on the one hand, and the
physiological—quasi-automatic—reactions of the nerves and cells of
the human body, on the other hand. But then Weber goes on to
distinguish within the class of sinnhaftes Handeln four different
subclasses. The first of these subclasses is called zwechrationales
Handeln and is defined as action aiming at a definite end. The second
subclass is called wertrationales Handeln and is defined as action
determined by the belief in the unconditional intrinsic value (unbeding-
ter Eigenwert) of a certain way of conduct as such, without regard to its
success, from the point of view of ethics, aesthetics, religion, or other
principles. What Weber failed to see is the fact that also the striving
after compliance with definite ethical, aesthetical, and religious ideas
is no less an end than any other end that men may try to attain. A
Catholic who crosses himself, a Jew who abstains from food and drink
on the Day of Atonement, a lover of music who forgoes dinner in order
to listen to a Beethoven symphony, all aim at ends that from their point
of view are more desirable than what they have to renounce in order to
get what they want. Only a personal judgment of value can deny to their
actions the qualification zweckrational, i.e., aiming at a definite end.
And what in Weber’s definition do the words “without regard to its
success” mean? The Catholic crosses himself because he considers such
behavior as one link in a chain of conduct that will lead him to what for
him is the most important success of man’s earthly pilgrimage. It is tragic
that Max Weber, the eminent historian of religion, the man who tried to
free German sociological thought from its naive commitment tojudgments
of value, failed to see the contradictions of his doctrine.’

"There is no need to enter into an analysis of the two other subclasses enumerated by
Weber. For a detailed critique of Weber’s doctrine, see my essay “Sociologie und Geschichte,”
in Archiv fiir Sozialwissenschaft vol. 61 [1929), reprinted in my book Grundprobleme der
Nationalékonomie (Jena: Gustav Fischer, 1933), pp. 64-121. In the English-language trans-
lation of this book, Epistemological Problems of Economics, George Reisman, trans. and
Arthur Goddard, ed. (Princeton: D. Van Nostrand, 1960), this essay appears on pp. 68-129.
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Other attempts to distinguish between rational action and nonra-
tional or irrational action were likewise based on crass misconstructions
and failed. Most of them called “irrational” conduct directed by mistaken
ideas and expectations concerning the effects of definite methods of
procedure. Thus, magic practices are today styled as irrational. They were
certainly not fitted to attain the ends sought. However, the people who
resorted to them believed that they were the right technique in the same
way in which physicians up to the middle of the past century believed that
bleeding is a method of preventing and curing various diseases. In
speaking of human action, we have in mind conduct that, in the opinion
of the actor, is best fitted to attain an end he wants to attain, whether or
not this opinion is also held by a better informed spectator or historian.
The way in which contemporary physicians deal with cancer is not
irrational, although we hope that one day more efficacious therapeutic
and prophylactic methods will be discovered. A report concerning other
people’s actions is confusing if it applies the term irrational to the activities
of people whose knowledge was less perfect than that of the reporter. As
no reporter can claim for himself omniscience, he would at least have to
add to his qualification of an action as irrational the proviso “from my
personal point of view.”

Another way in which the epithet “irrational” is often employed
refers, not to the means, but to the ends of definite modes of conduct.
Thus, some authors call, either approvingly or disapprovingly, “irra-
tional” the behavior of people who prefer religious concerns, national
independence, or other goals commonly called noneconomic to a more
abundant supply of material satisfactions. Against this highly inex-
pedient and confusing terminology there is need to emphasize again
and again the fact that no man is called to sit in judgment on other
people’s judgments of value concerning ultimate ends. When the
Huguenots preferred the loss of all their earthly possessions, the most
cruel punishments, and exile to the adoption of a creed that in their
opinion was idolatrous, their behavior was not “irrational.” Neither
was Louis XIV “irrational” when he deprived his realm of many of its
most worthy citizens in order to comply with the precepts of his
conscience. The historian may disagree with the ultimate ends that
the persecutors and their victims were aiming at. But this does not
entitle him to call the means to which they resorted in order to attain
their ends irrational. The terms “rational” and “irrational” are just
as much out of place when applied to ends as when applied to means.
With regard to ultimate ends, all that a mortal man can assert is
approval or disapproval from the point of view of his own judgments
of value. With regard to means there is only one question, viz.,
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whether or not they are fitted to attain the ends sought.

Most of our contemporaries are guided by the idea that it is the
worst of all crimes to force a man, by recourse to violence, to behave
according to the commandments of a religious or political doctrine that
he despises. But the historian has to record the fact that there were
ages in which only a minority shared this conviction, and unspeakable
horrors were committed by fanatical princes and majorities. He is
right in pointing out that Louis XIV, in outlawing Protestantism,
inflicted irreparable evils on the French nation. But he must not forget
to add that the King was not aware of these consequences of his policy
and that, even if he had anticipated them, he would perhaps nonethe-
less have considered the attainment of religious uniformity as a good
for which the price paid was not too high.

The surgeons who accompanied the armies of ages past did their
best to save the lives of the wounded warriors. But their therapeutic
knowledge was pitifully inadequate. They bled the injured man whom
only a transfusion of blood could have saved and thus virtually killed
him. Because of their ignorance, their treatment was contrary to
purpose. It would be misleading and inexpedient to call it irrational.
Present-day doctors are not irrational, although probably better
informed physicians of the future will qualify some of their therapeu-
tical techniques as detrimental and contrary to purpose.

A"

Whenever the distinction between rational and irrational is ap-
plied to ultimate ends, the meaning is that the judgments of value
underlying the choice of the end in question meet with approval or
disapproval on the part of the speaker or writer. Now the promulga-
tion of judgments of value is not the business of a man in his capacity
as a praxeologist, economist, or historian. It is rather the task of
religion, metaphysics, or ethics. History of religion is not theology,
and theology is not history of religion.

When the distinction between rational and irrational is applied to
means, the meaning is that the speaker or writer asserts that the means
in question are not serving their purpose, i.e., that they are not fit to
attain the ends sought by the people who resort to such means. It is
certainly one of the main tasks of history to deal with the serviceable-
ness of the means people employed in their endeavors to attain the ends
sought. It is also certain that the main practical goal of praxeology and
its hitherto best developed part, economics, is to distinguish between
means that are fit to attain the ends sought and those that are not. But



Epistemological Relativism 47

it is, as has been pointed out, not expedient and rather confusing to
use for this distinction the terms “rational” and “irrational.” It is
more appropriate to speak of means answering the intended pur-
pose and those not answering it.

This holds true also with regard to the way in which the terms
“rational” and “irrational” are employed by psychoanalysts. They
“call behavior irrational that is predominately emotional or in-
stinctual,” and furthermore “all unconscious functions” and in this
sense distinguish between “irrational (instinctual or emotional)
action as opposed to rational action, and irrational as opposed to
rational thinking.”® Whether this terminology is expedient for the
treatment of the therapeutic problems of psychoanalysis may be
left to the psychoanalysts. From the praxeological point of view,
the spontaneous reactions of the human body’s organs and the
activity of instinctual drives are not action. On the other hand, it
is manifestly the outcome of a personal judgment of value to call
emotional actions—e.g., the action with which a man may react to
the awareness of his fellowmen’s distress—irrational. It is further
obvious that no other meaning can be ascribed to the term “irrational
thinking” than that it is logically invalid thinking and leads to
erroneous conclusions.

VI

The philosophy of historical relativism—historicism—fails to
see the fact that there is something unchanging that, on the one
hand, constitutes the sphere of history or historical events as
distinct from the spheres of other events and, on the other hand,
enables man to deal with these events, i.e., to record their succes-
sion and to try to find out their concatenation, in other words, to
understand them. This unchanging phenomenon is the fact that
man is not indifferent to the state of his environment (including
the conditions of his own body) and that he tries, as far as it is
possible for him to do so, to substitute by purposive action a state
that he likes better for a state he likes less. In a word: man acts.
This alone distinguishes human history from the history of
changes going on outside the field of human action, from the study
of “natural history” and its various subdivisions as, e.g., geology or
the evolution of various species of living beings. In human history
we are dealing with the ends aimed at by the actors, that is, with

8H. Hartmann, “On Rational and Irrational Action,” in Psychoanalysis and the
Social Sciences, vol. 1 (1947), p. 371.
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final causes.’ In natural history, as in the other branches of the natural
sciences, we do not know anything about final causes.

All human wisdom, science, and knowledge deal only with the
segment of the universe that can be perceived and studied by the
human mind. In speaking of human action as something unchanging,
we refer to the conditions of this segment only. There are authors who
assume that the state of the universe—the cosmos—could change in
a way about which we simply do not know anything and that all that
our natural sciences say about the behavior of sodium and levers, for
example, may be invalid under this new state. In this sense they deny
“any kind of universality to chemical and mechanical statements” and
suggest that they be treated “as historical ones.”’® With this brand of
agnostic hyperhistoricism that deals in its statements with visionary
conditions about which—as they freely admit—we do not know and
cannot know anything, reason and science have no quarrel.

Thinking man does not look upon the world with a mind that is,
as it were, a Lockian paper upon which reality writes its own story.
The paper of his mind is of a special quality that enables man to
transform the raw material of sensation into perception and the
perceptual data into an image of reality. It is precisely this specific
quality or power of his intellect—the logical structure of his mind—
that provides man with the faculty of seeing more in the world than
nonhuman beings see. This power is instrumental in the development
of the natural sciences. But it alone would not enable man to discover
in the behavior of his fellow men more than he can see in the behavior
of stars or of stones, in that of amoebae or in that of elephants.

In dealing with his fellow men, the individual resorts not only to
the a priori of logic, but besides to the praxeological a priori. Himself
an acting being, he knows what it means to strive after ends chosen.
He see more in the agitation and the stir of his fellow men than in
the changes occurring in his nonhuman environment. He can search
for the ends their conduct is aiming at. There is something that
distinguishes in his eyes the movements of germs in a liquid as
observed in the microscope from the movements of the individuals in
the crowd he may observe in the rush hour at New York’s Grand

®When the sciences of human action refer to ends, they always mean the ends that
acting men are aiming at. This distinguishes these sciences from the metaphysical
doctrines known under the name of “philosophy of history” that pretend to know the
ends toward which a superhuman entity—for instance, in the context of Marxism, the
“material productive forces”—directs the course of affairs independently of the ends
the acting men want to attain.

180tto Neurath, “Foundations of the Social Sciences,” International Encyclopedia of
Unified Science, vol. 2, no. 1 (Chicago: University of Chicago Press, 1956), p. 9.
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Central Terminal. He knows that there is some “sense” in a man’s
running around or sitting still. He looks upon his human environment
with a mental equipment that is not required or, to say it more
precisely, is downright obstructive in endeavors to explore the state
of his nonhuman environment. This specific mental equipment is the
praxeological a priori.

The radical empiricism of the historicists went astray in ignoring
this fact. No report about any man’s conduct can do without reference
to the praxeological a priori. There is something that is absolutely
valid for all human action irrespective of time, geography, and the
racial, national, and cultural characteristics of the actors. There is
no human action that can be dealt with without reference to the
categorical concepts of ends and means, of success and failure, of
costs, of profit or loss. What the Ricardian law of association, better
known as the law of comparative cost, describes is absolutely valid
for any kind of voluntary human cooperation under the division of
labor. What the much derided economic laws describe is precisely
what must always and everywhere happen provided the special
conditions presupposed by them are present.

Willy nilly, people realize that there are things they cannot achieve
because they are contrary to the laws of nature. But they are loath to
admit that there are things that even the most powerful government
cannot achieve because they are contrary to praxeological law.

Vil

Different from the case of the historians who are loath to take
cognizance of the praxeological a priori is the case of the authors who
belong to the various historical, “realistic,” and institutional schools
of economics. If these scholars were consistent, they would limit their
studies to what is called economic history; they would deal exclusively
with the past and would carefully abstain from asserting anything
about the future. Prediction about events to come can be made only
on the ground of knowledge of a regularity in the succession of events
that is valid for every action irrespective of the time and the geo-
graphical and cultural conditions of its occurrence. Whatever econo-
mists committed to historicism or institutionalism do, whether they
advise their own governments or those backward foreign countries,
is self-contradictory. If there is no universal law that describes the
necessary effects of definite ways of acting, nothing can be predicted
and no measure to bring about any definite results can be recom-
mended or rejected.
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It is the same with those authors who, while rejecting the idea
that there are economic laws valid for all times, everywhere, and for
all people, assume that every period of history has its own economic
laws that have to be found a posteriori by studying the history of the
period concerned. These authors may tell us that they have succeeded
in discovering the laws governing events up to yesterday. But—from
the point of view of their own epistemological doctrine—they are not
free to assume that the same laws will also determine what will
happen tomorrow. All that they are entitled to affirm is: experience
of the past shows that A brought about B; but we do not know whether
tomorrow A will not bring about some other effects than B.

Another variety of the denial of economics is the trend doctrine.
Its supporters blithely assume that trends of evolution as manifested
in the past will go on. However, they cannot deny that in the past
trends did change and that there is no reason whatever to assume
that present trends will not one day change too. Thus, this becomes
especially manifest when businessmen, concerned about the contin-
uation of prevailing trends, consult economists and statisticians. The
answer they get is invariably this: statistics show us that the trend
you are interested in was still continuing on the day to which our
most recent statistical data refer; if no disturbing factors turn up,
there is no reason why the trend should change; however, we do not
know anything about the question whether or not such new factors
will present themselves.

VIII

Epistemological relativism, the essential doctrine of historicism,
must be clearly distinguished from the ethical relativism of other
schools of thought. There are authors who combine praxeological
relativism with ethical relativism. But there are also authors who
display ethical absolutism while rejecting the concept of universally
valid praxeological laws. Thus, many adepts of the Historical School
of economics and of institutionalism judge the historical past from
the point of view of what they consider as indisputable, never-chang-
ing moral precepts, e.g., equality of wealth and incomes. In the eyes
of some of them private property is as such morally objectionable.
They blame the economists for an alleged praise of material wealth
and disparagement of more noble concerns. They condemn the system
of private enterprise as immoral and advocate socialism on account
of its presumed higher moral worth. As they see it, Soviet Russia
complies better with the immutable principles of ethics than the
nations of the West committed to the cult of Mammon.
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As against all this emotional talk there is need to point out again:
praxeology and economics, its up to now best developed branch, are
neutral with regard to any moral precepts. They deal with the
striving after ends chosen by acting men without any regard whether
these ends are approved or disapproved from any point of view. The
fact that the immense majority of men prefer a richer supply of
material goods to a less ample supply is a datum of history; it does
not have any place in economic theory. Economics neither advocates
capitalism nor rejects socialism. It merely tries to show what the
necessary effects of each of these two systems are. He who disagrees
with the teachings of economics ought to try to refute them by
discursive reasoning, not by abuse, insinuations, and the appeal to
arbitrary, allegedly ethical standards.
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The Position of Money among
Economic Goods

arl Knies has recommended to replace the traditional divi-

sion of economic goods into consumer goods and producer
goods with a threefold classification: producer goods, consumer goods,
and means of exchange.' Terminological questions of this kind, how-
ever, should be decided solely on the basis of their usefulness for
furthering scientific work; definitions, concepts, and the taxonomy of
phenomena have to prove their usefulness in the results of the
research which makes use of them. When these criteria are applied
to the classification and terminology suggested by Knies, it becomes
apparent that they are extremely appropriate. Indeed, there is no
theory of catallactics®* which does not make use of them. The theory
of the value of money is always reserved for special treatment and
separated for the explanation of the price formation of producer goods
as well as consumer goods, although it is obviously part of a uniform
theory of value and price. Even if we do not use the Kniesian termi-
nology and classification consciously, in all significant discussions we
act as if we had adopted them completely.

[Originally published in Die Wirtschaftstheorie der Gegenwart vol. 2, Hans Mayer,
Frank A. Fetter, and Richard Reisch, eds. (Vienna: Julius Springer, 1932). Translated
for this volume by Albert H. Zlabinger—Ed].

'Karl Knies, Geld und Kredit, 2nd ed. (Berlin: Weidmann, 1885), pp. 20ff.

2(Catallactics is that part of praxeology that deals specifically with market phe-

nomena. The term was first used by Bishop Richard Whately in his Introductory
Lectures in Political Economy (1831)—Ed.]
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But it is also necessary to note that the special role of money among
economic goods has, if anything, been over-emphasized. The problems
of the determination of the purchasing power of money have mostly been
treated as if they had nothing or very little in common with the problems
of non-monetary exchange. This led to a special status of monetary
theory and has been detrimental to the development of economic under-
standing. Even today, we continually encounter attempts to defend
certain unjustified peculiarities of monetary theory.

Roscher’s often quoted remark, “[that] the wrong definitions of
money can be divided into two main groups: Those which think of it as
more and those which think of it as less than the most saleable good,”
applies not only to the question of the definition of money. Even a
number of those who consider the theory of money a part of catallactics
go too far in emphasizing its special position. This branch of our science
offers plenty of difficulties and it is not necessary to construct artificial
problems; the existing ones provide enough challenge.

I
Monetary Services and the Value of Money

It is clear that the naive conception of the layman that things have
value in themselves, i.e., intrinsic value, necessarily leads to a posi-
tion which draws the dividing line between money and money substi-
tutes differently from the position according to which the value of a
thing is derived from its usefulness. Those who conceive of value as
the result of properties inherent in things must necessarily make a
distinction between physically valuable money and means of ex-
change which provide monetary services but are without material value.
This approach inescapably leads to a contrasting of normal money with
bad and abnormal money, which, in reality, is not money at all.

Today there is no need to deal with this theory. For the modern
subjective theory of value, the question has long been decided. No one
would still openly defend a concept according to which the whole or
a portion of value and price theory was based upon intrinsic exchange
value, i.e., independent of the valuations of acting men. Once this is
admitted, one has already adopted the fundamental principle of
subjective value theory, i.e., the theory of marginal utility.

For prescientific economists—the predecessors of the Physiocrats
and the Classical Economists—it was a significant problem to inte-
grate the theory of the value of money with that of the value of other

3Wilhelm Roscher, Grundlagen der Nationalékonomie, 25th ed. (Stuttgart and
Berlin: J. G. Cotta’sche Buchhandlung Nachtfolger, 1918), p. 340.
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goods. Holding a crudely materialistic bias, they saw the source of
value in the “objective” usefulness of goods. From this point of view,
it is obvious why bread, which can still hunger, and cloth, which can
protect from the cold, will have value. But from where does money,
which can neither nourish people nor keep them warm, derive its
value? Some responded that it arose “from convention” and others
maintained that the value of money was “imaginary.”

The error in this view was discovered early. John Law had put it most
succinctly. If all value is derived from usefulness, then it must be true
that the adoption of the precious metals as means of exchange must
generate a value for it. If one wishes to call the value of the metal used
as money, insofar as it is derived from its monetary services, imaginary,
one has to regard all value as imaginary,

Car aucune chose n’a de valeur que par l'usage auquel on 'applique, et a
raison des demandes qu'on en fait, proportionellement a sa quantite.

With these words, Law anticipated the subjective theory of value; he
should not be denied the place he deserves in the history of our science.
The importance of his accomplishment is not reduced by his inability to
develop all the implications from his fundamental idea or that he got
lost in the impenetrable thicket of error or, perhaps, even of guilt.

Researchers who came after him were also unable to make full use
of the content of the clearly developed fundamental idea advanced by
Law. In three respects we still encounter misconceptions.

First, some writers categorically deny that the service provided by
money can generate value. Unfortunately, they do not provide a justifica-
tion why monetary services should be different from the services provided
by food and clothing. The difficulty posed by “paper money” is circumvented
by viewing “paper money” as a claim on genuine, i.e., “materially” valuable,
metallic money. Fluctuations in the rate of exchange of “paper money” are
explained by changes in the probability of payment in species. In view of
the development of monetary theory during the last decades, I consider it
superfluous to challenge this theory. T have attempted an empirical refu-
tation and have not encountered adequate opposition.’

In a way, the second error is connected with the first: the denial of
the possibility of there being a money whose “substance” only produces
monetary services and nothing else. It is usually granted that monetary

4John Law, Considerations sur le Numeraire et le Commerce (Paris: Buisson, 1851),

pp. 447ff. The passage translates as: The value of a thing is only in the use we make of
it and the expectations we put into it, proportional to its quantity.

See Mises, The Theory of Money and Credit, 2nd ed. (Indianapolis,Ind.: Liberty
Classics, 1981), pp. 146-53.
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services can generate value, just as every other service, in general.
Without reservation, we have to agree with Knies when he argues,
“Ithat] gold and silver would have been as unsuitable for the purpose of
performing the functions of money as any other commodity, if they had
not previously—before their adoption for monetary services—served as
economic goods for the satisfaction of human wants, a ‘general’ economic
need, a need that was widely felt and persistent.” But Knies is in error
when he continues, “it is not sufficient that this primary use of the
precious metals has preceded their use for monetary services; it is
necessary that this use continues, lest the pieces of precious metal loose
their usefulness as money ... If people ceased to use gold and silver to
satisfy their desire for jewelry or ornamentation, etc., then the other use
of the precious metals, their use as a means of exchange, would be
eliminated, also.” Knies did not succeed in proving the validity of this
assertion. It is by no means evident why an economic good, which
performs the services of a commonly used means of exchange, should
loose its ability to serve as money simply because its use for other
purposes are gradually discontinued.

That the adoption of a good as a medium of exchange requires the
goods’ previous use or consumption for other purposes results from
the fact that the specific demand for its services as a means of
exchange presupposes an already existing objective exchange value.
This objective exchange value, which subsequently will be modified
by the demand for the good as a medium of exchange in addition to
the demand for it in its “other” use, will be based exclusively upon its
“other” use when it begins to be used as a means of exchange. But
once an economic good has become money, then the specific demand
for money can tie into an already existing exchange relationship
between money and goods in the market, even if the demand for the
money-good, as motivated by the other use, disappears.

Only very slowly and with difficulty has the human spirit freed
itself from the crude materialistic mode of thought that has resulted
in a prolonged resistance to the idea that the use of a good as a
medium of exchange, like any other possible use for the good, gener-
ates a demand that establishes a price and is capable of changing that
price. If the ability of a thing to satisfy a human need, as well as the
recognition of this ability, are made the prerequisites for establishing
the goods-quality of a thing,® then one comes close to distinguishing

Knies, Geld und Kredit, p. 322.
"Tbid., pp. 322ff.

8This is even done by Menger; see, his Principles of Economics [1871] (New York:
New York University Press, 1981), pp. 52-53.
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between “real” and “unreal” goods among the objects of economic
action. As soon as the economist steps upon this ground, he looses his
footing and slides unintentionally out of the domain of scientific
objectivity; he enters the realm of ethical valuations, morality, and
policy. There, he will compare the “objectively useful” things to those
which are merely “thought to be useful.” He will examine whether
and to what extent the things which are thought to be useful (and
therefore are treated accordingly) are indeed so in an “objective”
sense. As soon as one has come this far, it is only logical to ask whether
the usefulness provided by a good satisfies a genuine need or merely
a fictitious one. This way of thinking may subsequently lead to the
view that the value of precious metals (which serve “only” the desire
for jewelry and do not satisfy a physiological need as e.g., food and
clothing undeniably do from a crude materialistic point-of-view) is
entirely imaginary, a result of inappropriate social institutions and
human vanity. On the other hand, the result can be that the value of
precious metals is admitted as legitimate since even the desire for
jewelry is “genuine” and “justified.” The objective utility of the pre-
cious metals is not denied; rather, the general validity of the require-
ment for the services of money is questioned since society had once
existed without money and, in any case, such a society is imaginable.
It is an untenable assumption that the “goods-quality” requires a
“natural” utility not limited to the particular requirements of any
presupposed social order.

But an even cruder materialism was the view which wanted to
deny monetary services their value-creating power because money in
its performance of this service did not loose its ability to serve other
purposes; in other words, because its “substance” was not used up in
its services as money.

All of those who denied the ability of the services of money to
determine its exchange value failed to recognize that the only decisive
element is demand. The fact that there exists a demand for money—
the most marketable (most saleable) good, for which the owners of
other goods are prepared to exchange—means that the monetary
function is capable of creating value.

II
Money Supply and Money Demand:
The “Velocity of Circulation” of Money

The most disastrous of the unjustified deviations of monetary
theory from the theory of direct exchange was the failure to base the
analysis of the fundamental problem of the theory of the value of
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money on the relation between the stock of money and the demand
for it by the individual economic units, or between the demand for
money and the supply of money on the market. Rather, the analysis
began with the objective usefulness of the monetary unit for the
aggregate economy, which was expressed as the velocity of money
relative to the money stock and which was then compared to the sum
of transactions.

The old tendency, taken over from the Cameralists,’ to base the
analysis of economic problems of the “national economy,” on the
“totality” and not on the acting human subjects, seems hard to
eradicate. In spite of all the warnings of the subjective economists,
we continue to observe relapses. It is one of the lesser evils that
ethical judgments regarding phenomena are presented under the
guise of scientific objectivity. For example, productive activity (i.e.,
activity carried out in an imagined socialist community led by the
critic) is contrasted with profit-seeking activity (i.e., the activity of
individuals in a society based on private property in the means of
production). The former will be viewed as the “just” and the latter as
the “unjust” mode of production. Much more important is the fact that
if one thinks in terms of the totality of a society’s economy, one can
never understand the operation of a society based on private property
in the means of production. It is erroneous to maintain that the
necessity for the collectivist method can be proved by showing that
actions of the individuals can only be understood within the frame-
work of that individual’s environment. This is so because economic
analysis does not depend on the psychological understanding of the
motives of action, but only an understanding of action itself. It is
unimportant for catallactics why bread, clothes, books, cannons or
religious items are desired on the market; it is only important that a
certain demand does exist. The mechanism of the market and, there-
fore, the laws of the capitalistic economy can only be grasped if one
begins with the forces operating on the market. But on the market
there are only individuals acting as buyers and sellers, never the
“totality.” In economic theory, the totality can be taken only in the
sense of an economic collective where the means of production are
entirely outside the orbit of exchange and, therefore, cannot be sold
for money. Here there is neither room for price theory nor a theory of
money. But if we wish to grasp the value problems of a collective

% The Cameralist school, in the countries of central Europe during the seventeenth
and eighteenth centuries advocated a total paternalistic state. Their program centered
on how best to regulate industry, trade, and fiscal matters to fund the growing military
and administrative state. The school held the basic tenants of mercantilism, advocated
the dissolution of the guild system, and standardization of laws—Ed.]
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economy, we can—ironically—only use that method of analysis which
has come to be known as the “individualistic method.”

The attempts to solve the problem of the value of money with
reference to the aggregate economy, rather than through market
factors, culminated in a tautological equation without any epistemo-
logical value. Only a theory which shows how subjective value judg-
ments of buyers and sellers are influenced by changes in the different
elements of the equation of exchange can legitimately be called a
theory of the value of money.

Buyers and sellers on the market never concern themselves with
the elements in the equation of exchange, of which two—velocity of
circulation and the price level—do not even exist before market
parties act and the other two—the quantity of money (in the whole
economy) and the sum of transactions—could not possibly be known
to the parties in the market. Only the importance which the various
actors in the market attach, on the one hand, to the maintenance of
a cash balance of a certain magnitude and, on the other hand, to the
ownership of the various goods in question determines the formation
of the exchange relationship between money and goods.

Connected with the concept of the velocity of circulation of money
is the mental image that money generates its usefulness only at the
instant of transaction, but is “idle” and useless at other times. A
distinction between active and idle money is also made when one
speaks of money hoarding and proceeds to a comparison between the
“hoarded” quantity of money and the quantity of money that would
be necessary to perform the monetary services; what distinguishes
this from the previous case is the way in which the boundary between
active and idle money is drawn. Both distinctions must be rejected.

The service of money is not confined to transactions. It fulfills its
task not only at the moment it passes from one hand to the next. It
also performs services when it rests in the till, as the most marketable
good, in anticipation of its future use in trade as a generally used
means of exchange. The demand for money of individuals, as well as
the entire economy, is determined by the desire to maintain a cash
balance and not by the aggregate of transactions to be carried out
during a certain time period."’

It is an arbitrary procedure to divide the money stock into two
parts: that which is designated to perform money services proper and
that which serves as a money hoard. Of course, no damage will be

% Also see, Edwin Cannan, Money, 4th ed. (Westminister: P. S. King and Son, 1932),
pp. 72ff.
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done if, on the one hand, the demand for money is separated into a
demand for hoarding and a demand to perform the monetary service
proper. But a formula which portrays and solves only an arbitrarily
delineated part of the problem must be rejected if we are able to show
another one which will deal with and solve the whole problem in a
uniform fashion.

111
Fluctuations in the Value of Money

One of the most peculiar phenomena in the history of monetary
theory is the stubborn resistance encountered by the quantity theory.
The imperfect formulation given to it by many of its advocates
inevitably ran into opposition, with many—as, for example, Benjamin
Anderson''—ascribing to the concept a meaning quite different from
that commonly accepted. As a result, what they call the quantity
theory, and oppose as such, is not the theory itself but only a variation
of it. This is not particularly astonishing. But what is quite surprising
is that an attempt was made and sometimes is still made today to
deny that changes in the relation between money supply and money
demand will modify the purchasing power of the monetary unit. It is
not sufficient to base an explanation on the special interests of
inflationists, statists and socialists, of civil servants and politicians
who would be harmed by a spreading of knowledge concerning mon-
etary policy. We will never arrive at an answer by following the path
of the Historical-Realistic School, which (following the Marxian ex-
ample) explains all ideas by ideologies. It had never been a problem
to explain why a particular ideology is developed and advocated by
certain classes who believe they can benefit from it directly (even if
this direct advantage is more than outweighed by indirect disadvan-
tages). What has to be explained, however, is rather how incorrect
theories come about and find followers. How does it come about that
many people, without justification, come to assume that a certain
policy benefits either the entire society or many groups in that
society?

However, the theory of money as such is not interested in these
psychological aspects which explain the reasons for the unpopularity
of the quantity theory and the tendency to adopt other explanations
for the value of money. Rather, it is interested in the question: which
elements of the doctrines opposing the quantity theory could be
useful? Since it was equally inadmissible to deny the importance of

11Ben_jamin Anderson, The Value of Money (New York: Macmillan, 1917).
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changes in supply for the formation of exchange relations in the area
of indirect exchange as it was in the area of direct exchange, one could
oppose the quantity theory only by admitting its correctness in
principle, but arguing that notwithstanding its general validity an-
other principle would regularly eliminate its effectiveness. This at-
tempt was made by the Banking School with its famous theory of
hoarding, and its offshoot, the theory of the automatic adjustment of
the circulation of money substitutes to the demand for money in the
broader sense. Today, both theories are overthrown.

Asis the case with so many theories, the advocates of the quantity
theory have harmed it more than its enemies. We have already
mentioned the inadequacy of those theories based on the concept of
the velocity of circulation of money. It was not any less erroneous to
interpret the quantity theory as saying that the changes in the
quantity of money resulted in proportional changes in the prices of
goods. It was overlooked that every change in the relationship be-
tween the supply of money and the demand for money would neces-
sarily bring about a shift in the distribution of wealth and income and
that, therefore, the prices of the different goods and services could
not be effected proportionally and simultaneously.

Nowhere has the practice of working with formulas modeled after
mechanics, instead of paying attention to the problem of the influence
of market factors, taken a greater toll than in this case. Economists
wanted to operate with the equation of exchange without noticing
that the changes in the volume of money and the demand for money
can come about in only one way: at first, the evaluations and with
them the actions of only a few economic subjects will be influenced,
with the resulting changes in the purchasing power of the monetary
unit only spreading through the economy in a step-by-step pattern.
In other words, the problem of changes in the value of money have
been treated with the method of “statics,” although there should
never have been any doubt concerning the dynamic character of the
problem.

v
Money Substitutes

The most difficult and most important special problem of mone-
tary theory is that of money substitutes. The fact that money services
can also be rendered by secure money claims redeemable on demand,
presents considerable difficulties to the monetary theorists’ attempt
to define the supply of money and the demand for money. This
difficulty could not be overcome as long as money substitutes were not
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clearly defined and separated into money certificates and fiduciary
media, in order to treat the granting of credit through the issue of
fiduciary media separately from all other types of credit.

Loans which do not involve the issuing of fiduciary media (i.e.,
bank notes or deposits which are not backed by money) is of no
consequence for the volume of money. The demand for money can be
influenced by lending as much as by any other institution of the
economic order. Without knowledge of the data of the specific case,
we cannot say in which direction this influence will operate. The
widely-held opinion that an expansion of credit will always lead to a
reduction in the demand for money is not correct. If many of the loan
contracts provide for large repayments on certain days (for example,
at the end of the month or quarter), the result will be an increase and
not a reduction in the demand for money. The consequences of this
increase in the demand for money will be expressed in prices, if it
were not for clearing arrangements, on the one hand, and the practice
of banks to increase the volume of fiduciary media on critical days,
on the other hand.

Everything depends on the clear separation of money from money
substitutes and within the category of money substitutes a distinction
between money certificates (a money substitute fully backed by
money) and the fiduciary medium (the money substitute not backed
by money). But this is above all a question of terminological appro-
priateness. However, this question gains in importance in view of the
difficulty and complexity of the problems. It is not—as so often is still
maintained—the “granting of credit” but the issuing of fiduciary
media which causes those effects on prices, wages, and interest rates,
which banking theory has to deal with. It is, therefore, not inappro-
priate to refer to banking theory as the theory of fiduciary media.

Vv
Economic Calculation and the
Problem of “Value Stability”

The old and widely accepted conception of money as a measure of
price and value is out of the question for modern theory. But it was
not an entirely harmless oversight of the subjective theory that it has
not paid more attention to the importance of money for economic
calculation, as well as the problem of economic calculation in general.

Traditionally, theoretical economics separates the theory of uni-
ntermediated (direct) exchange from the theory of intermediated
(indirect) exchange. This division of catallactics is indispensible and
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without it, it would have been impossible to ever produce useful
results. But one must always be aware that the assumption that
economic goods are exchanged without the intermediation of a gen-
erally used means of exchange is realistic only for the cases involving
the exchange of consumer goods and those producer goods of the
lowest order, i.e., those closest to consumer goods. The direct ex-
change of consumer goods and closely related producer goods is, of
course, possible; it exists today and did so in the past. However, the
exchange of goods of a more remote order presupposes the use of
money. The concept of the market as the essence of coordination of
all elements of demand and supply, upon which modern theory does
and must depend, is unthinkable without the use of money. Only with
the use of money is it possible to compare the marginal utility of goods
in all alternative employments. Only where money exists can we
clearly analyze the difference in value between present and future
goods. Only within a money economy can this value difference be
comprehended in the abstract and separated from changes in the
valuation of individual concrete economic goods. In a barter economy,
the phenomenon of interest could never be isolated from the evalua-
tion of future price movements of individual goods. To assume the
existence of a highly developed market system without the interme-
diation of a generally accepted means of exchange would be a scien-
tific fiction like Vaihinger’s “as if” theory."”

We will not deal here with the significance of monetary calculation
for rational action and social cooperation; this is not a task for
catallactics but one for sociology. The field of monetary theory is large
enough if it confines itself to an exhaustive treatment of questions of
its own immediate concern.

The paramount role of money within the sphere of economic goods
was established by the practice of calculating in terms of money, by
expressing the price of all other economic goods in terms of the
corresponding amount of money and by basing economic decisions
solely on the value of the monetary unit. One result of this practice
is the contrast between money and goods as we encounter it in the
phrase “the high cost of living” and even more clearly in mercantilist
theory. But a more serious consequence of assigning such prominence
to money has been the development of the idea of a “stable value” of

2[Hans Vaihinger (1852-1933) was a German philosopher who maintained that “An
idea whose theoretical untruth or incorrectness, and therewith its falsity, is admitted,
is not for that reason particularly valueless and useless; for an idea in spite of its
theoretical nullity may have great practical importance,” The Philosophy of “As If,” C.
K. Odgen, trans. (New York: Harcourt, Brace, 1935), p. viii—Ed.]
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money, which in spite of its naivete and vagueness has been a
permanent influence on monetary policy.

As it came to be recognized that money is not of “stable value,” the
political postulate arose that money should be of stable value or at
least be designed in such a way that it would approximate this ideal
as closely as possible. The advocates of the gold standard, as well as
those of the bimetallic standard, have touted their monetary systems
as the best guarantee for the greatest possible stability of the value
of money. A number of proposals are based on the idea that the
greatest possible constancy of the purchasing power of money is the
ultimate and the most important goal of monetary policy. One such
proposal foresees the creation of a commodity currency (tabular
standard) for long-term contracts to supplement precious metal cur-
rency. The proposals by Irving Fisher'’ and John Maynard Keynes'*
go even farther by recommending a “manipulated currency” based on
a system of index numbers.

The shortcomings of the “stable value” notion and the contradic-
tions in a monetary policy based upon it do not have to be shown
again.'” In everyday life, the actions of economizing subjects regard-
ing value estimates usually cover only short periods of time, if we
ignore for the moment long-term loan contracts with which we will
have to deal in more detail later. The economic calculations of the
entrepreneur is confined to the months and years ahead. Only condi-
tions in the immediate future can be forecasted and considered in
economic calculations. Apart from the difficulties which changes in
the purchasing power of money present, it would be impossible to
forecast the economic situation of a more distant future with any
degree of reliability.

The desire for a “stable” store of purchasing power originated with
attempts to protect wealth and income from the vicissitudes of the
market. The goal was to maintain wealth and income for “eternity.”
The agrarian mentality thought it had found such a store of wealth
in the form of land. Land would always be land, and the fruits of
agriculture would always be desirable; thus, it was believed that the
ownership of land was a form of wealth which would assure a steady
income. It is easy for us today, in an age of capitalistically organized

Ylrving Fisher, Stabilizing the Dollar (New York: Macmillan, 1925), pp. 79ff.

“John Maynard Keynes, A Tract on Monetary Reform (London: Macmillan, 1923),
pp. 177ff.

15ILudwig von Mises, Monetary Stabilization and Cyclical Policy (1928), in On the
Manipulation of Monev and Credit, Percy L. Greaves, Jr., ed. {Dobbs Ferry, N.Y.: Free
Market Books, 1978), pp. 83-103—Ed.}|
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agriculture, to show the error of this view. A self-sufficient farmer
working on his own land might be able to insulate himself “forever”
from the changes taking place around him. But for a business oper-
ating in a society based on an extensive division of labor, the situation
is quite different. Capital and labor must only be applied to the best
plots of land. To produce on land of lesser quality fails to yield any
net returns. Even plots of land can fall drastically in value or lose it
altogether when higher quality land becomes available in large
amounts.

This type of thinking was soon transferred from land to claims
secured by property in land. Later claims against the “State” and
other creatures of public law were added to the secured claims. The
State was thought to have eternal existence and its promises to pay
were accorded unconditional faith. Consequently, government bonds
appeared as a means to remove wealth and income from the uncer-
tainties of life into the sphere of “eternity.” We need not waste any
more words on the fallacy of this idea. It is sufficient to point out that
even States can fall and that States repudiate their debts.

Contrary to prevailing opinion, in the capitalistic social order no
wealth exists which automatically produces a return. In order to
derive income from property in the means of production, property has
to be either employed in a successful venture or has to be loaned to a
promising entrepreneur. But for entrepreneurs, success is never
“certain.” It can happen that a firm will decline and the capital
invested vanishes, either partly or entirely. The capitalist who is not
an entrepreneur himself, but merely lends to entrepreneurs, is less
exposed to the danger of loss than is the entrepreneur; but even he
bears the risk that the loss of the entrepreneur becomes so substan-
tial that he is unable to repay the borrowed capital. Ownership of
capital is not the source of automatically accruing income but a means
whose successful application can produce income. To derive income
from property in capital, one has to have the ability to invest it
advantageously. He who does not have this ability, cannot count on
income from his capital ownership and my loose it entirely.

To reduce these difficulties and uncertainties to the lowest possi-
ble level, capitalists acquire land, government obligations and mort-
gage bonds. But here the shortcomings of a money lacking “stable
value” begins to cause problems. In the case of short-term credit, the
effects of changes in the purchasing power of money on the value of
the claim will be eliminated or at least reduced by the fact that
market interest rates for short-term loans will rise and fall with the
fluctuations in the prices of goods. This adjustment is not possible in
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the case of long-term loans.

The ultimate reason behind the striving for money of a “stable
value” is to be found in the desire to create a medium capable of
removing the ownership of capital from the domain of the temporal
into the domain of the eternal. But the solution to the problem of
value stability can only be accomplished if all movement and change
is eliminated from the economic system. It is not sufficient to stabi-
lize the exchange relationship between money and an average of
commodity prices; one would also have to fix the exchange ratios
between all goods.

If monetary policy abstains from everything which could cause
violent changes in the exchange relationship between money and
other economic goods which originate from the “money side"; if it
chooses a commodity currency which is not subject to sudden fluctu-
ations in value stemming either from its own supply or from its
demand for industrial and other non-monetary uses; if it exercises
restraint in the issue of fiduciary media: then it has done everything
that can be done towards a mitigation of the harmful effects that flow
from changes in the purchasing power of money. If monetary policy
were confined to these tasks, it would contribute more to the elimi-
nation of these perceived evils than by conscious efforts to realize an
unreachable ideal. No one who understands the meaning and impli-
cations of the theoretical concept of a “stationary state” can deny that
all attempts to transplant this conceptualization from the world of
economic theory into real life must remain unsuccessful.



The Non-Neutrality of Money

he monetary economists of the sixteenth and seventeenth

centuries succeeded in dissipating the popular fallacies con-
cerning an alleged stability of money. The old error disappeared, but
a new one originated, the illusion of money’s neutrality.

Of course, classical economics did its best to dispose of these
mistakes. David Hume, the founder of British Political Economy, and
John Stuart Mill, the last in the line of classical economists, both
dealt with the problem in a masterful way. And then we should not
forget Cairnes, who in his essay on the course of depreciation paved
the way for a realistic view of the issue involved.'

Notwithstanding these first steps towards a more correct grasp,
modern economists incorporated the fallacy of money neutrality into
their system of thought.

The reasoning of modern marginal utility economics begins from
the assumption of a state of pure barter. The mechanism of exchang-
ing commodities and of market transactions is considered on the
supposition that direct exchange alone prevails. The economists
depict a purely hypothetical entity, a market without indirect ex-
change, without a medium of exchange, without money. There is no
doubt that this method is the only possible one, that the elimination

[This essay was delivered as a lecture to a group in Paris in 1938 and again to the
New York City Economics Club in 1945 and previously unpublished—Ed.]

!IDavid Hume, “On Money,” in Writings on Economics, Eugene Rotwein, ed.
(University of Wisconsin Press, Madison, 1970), pp. 33-46; John Stuart Mill, Principles
of Political Economy, Sir William Ashley, ed. (1909), bk. 3, chap. 8; John E. Cairnes,
Essays in Political Economy (London: MacMillan, 1873), pp. 1-65—Ed.]
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of money is necessary and that we cannot do without this concept of
a market with direct exchange only. But we have to realize that it is
a hypothetical concept which has no counterpart in reality. The actual
market is necessarily a market of indirect exchange and money
transactions.

From this assumption of a market without money, the fallacious
idea of neutral money is derived. The economists were so fond of the
tool which this hypothetical concept provided that they overestimated
the extent of its applicability. They began to believe that all problems
of catallactics could be analyzed by means of this fictitious concept.
In accordance with this view, they considered that the main work of
economic analysis was the study of direct exchange. After that all that
was left was to introduce the monetary terms into the formulas
obtained. But this was, in their eyes, a work of only secondary
importance, because, as they were convinced, the introduction of
monetary terms did not affect the substantial operation of the mech-
anism they had described. The functioning of the market mechanism
as demonstrated by the concept of pure barter was not affected by
monetary factors.

Of course, the economists knew that the exchange ratio between
money and commodities was subject to change. But they believed—
and this is exactly the essence of the fallacy of money’s neutrality—
that these changes in purchasing power were brought about simulta-
neously in the whole market and that they affected all commodities
to the same extent. The most striking expression of this point of view
is to be found in the current metaphorical use of the term “level” in
reference to prices. Changes in the supply or demand of money—other
things remaining equal-—make all prices and wages simultaneously
rise or fall. The purchasing power of the monetary unit changes, but
the relations among the prices of individual commodities remain the
same.

Of course, economists have developed for more than a hundred
years the method of index numbers in order to measure changes in
purchasing power in a world where the ratios between the prices of
individual commodities are in continuous transition. But in doing so,
they did not give up the assumption that the consequences of a change
in the supply or demand of money were a proportional and simulta-
neous modification of prices. The method of index numbers was
designed to provide them with a means of distinguishing between the
consequences of those changes in prices which take their origins from
the side of the demand for or supply of individual commodities and
those which start from the side of demand for or supply of money.
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The erroneous assumption of money neutrality is at the root of all
endeavors to establish the formula of a so-called equation of ex-
change. In dealing with such an equation the mathematical econo-
mist assumes that something—one of the elements of the equation—
changes and that corresponding changes in the other values must
needs follow. These elements of the equation are not items in the
individual’s economy, but items of the whole economic system, and
consequently the changes occur not with individuals but with the
whole economic system, with the Volkswirtschaft as a whole. Proceed-
ing thus, the economists apply unawares for the treatment of mone-
tary problems a method radically different from the modern
catallactic method. They revert to the old manner of reasoning which
doomed to failure the work of older economists. In those early days
philosophers dealt in their speculations with universal concepts, such
as mankind and other generic notions. They asked: What is the value
of gold or of iron, that is: value in general, for all times and for all
people, and again gold or iron in general, all the gold or iron available
or even not yet mined. They could not succeed in this way; they
discovered only alleged autinomies which were insoluble for them.

All the successful achievements of modern economic theory have
to be ascribed to the fact that we have learned to proceed in a different
way. We realize that individuals acting in the market are never
presented with the choice between all the gold existing and all the
iron existing. They do not have to decide whether gold or iron is more
useful for mankind as a whole, but they have to choose between two
limited quantities both of which they can not have together. They
decide which of these two alternatives is more favorable for them
under the conditions and at the moment when they make their
decision. These acts of choice performed by individuals faced with
alternatives are the ultimate causes of the exchange ratios estab-
lished in the market. We have to direct our attention to these acts of
choice and are not at all interested in the metaphysical and purely
academic, nay, vain question of which commodity in general appears
more useful in the eyes of a superhuman intelligence surveying
earthly conditions from a transcendental point of view.

Monetary problems are economic problems and have to be dealt
with in the same way as all other economic problems. The monetary
economist does not have to deal with universal entities like volume
of trade meaning total volume of trade or quantity of money meaning
all the money current in the whole economic system. Still less can he
make use of the nebulous metaphor “velocity of circulation.” He has
to realize that the demand for money arises from the preferences of
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individuals within a market society. Because everybody wishes to
have a certain amount of cash, sometimes more, sometimes less,
there is a demand for money. Money is never simply in the economic
system, in the Volkswirtschaft, money is never simply circulating. All
the money available is always in the cash holdings of somebody. Every
piece of money may one day—sometimes oftener, sometimes more
seldom—pass from one man’s cash holding to another man’s. But at
every moment it is owned by somebody and is a part of his cash
holdings. The decisions of individuals regarding the magnitude of
their cash holdings constitute the ultimate factor in the formation of
purchasing power.

Changes in the quantity of money and in the demand for money
for cash holding do not occur in the economic system as a whole if
they do not occur in the households of individuals. These changes in
the households of individuals never occur for all individuals at the
same time and to the same degree and they therefore never affect
their judgments of value to the same extent and at the same time. It
1s exactly the merit of Hume and Mill that they tried to construct a
hypothetical case where the changes in the supply of money could
affect all individuals in such a way that the prices of all commodities
would rise or fall at the same time and in the same proportion. The
failure of their attempts provided a negative proof, and modern
economics has added to this the positive proof that the prices of
different commodities are not influenced at the same time and to the
same extent. The oversimple formula both of the old quantity theory
and of contemporary mathematical economists according to which
prices, that is all prices, rise or fall in the proportion of the increase
or decrease in the quantity of money, is disproved.

To simplify and to shorten our analysis let us look at the case of
inflation only. The additional quantity of money does not find its way
at first into the pockets of all individuals; not every individual of those
benefited first gets the same amount and not every individual reacts
to the same additional quantity in the same way. Those first bene-
fited—in the case of gold, the owners of the mines, in the case of
government paper money, the treasury—now have greater cash hold-
ings and they are now in a position to offer more money on the market
for goods and services they wish to buy. The additional amount of
money offered by them on the market makes prices and wages go up.
But not all the prices and wages rise, and those which do rise do not
rise to the same degree. If the additional money is spent for military
purposes, the prices of some commodities only and the wages of only
some kinds of labor rise, others remain unchanged or may even
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temporarily fall. They may fall because there are now on the market
some groups of men whose incomes have not risen but who neverthe-
less are obliged to pay more for some commodities, namely for those
asked by the men first benefited by the inflation. Thus, price changes
which are the result of the inflation start with some commodities and
services only, and are diffused more or less slowly from one group to
the others. It takes time till the additional quantity of money has
exhausted all its price changing possibilities. But even in the end the
different commodities are not affected to the same extent. The process
of progressive depreciation has changed the income and the wealth
of the different social groups. As long as this depreciation is still going
on, as long as the additional quantity of money has not yet exhausted
all its possibilities of influencing prices, as long as there are still
prices left unchanged at all or not yet changed to the extent that they
will be, there are in the community some groups favored and some at
a disadvantage. Those selling the commodities or services whose
prices rise first are in a position to sell at the new higher prices and
to buy what they want to buy at the old still unchanged prices. On
the other hand, those who sell commodities or services whose prices
remain for some time unchanged are selling at the old prices whereas
they already have to buy at the new higher prices. The former are
making a specific gain, they are profiteers, the latter are losing, they
are the losers, out of whose pockets the extra-gains of the profiteers
must come. As long as the inflation is in progress, there is a perpetual
shift in income and wealth from some social group, to other social
groups. When all price consequences of the inflation are consum-
mated, a transfer of wealth between social groups has taken place.
The result is that there is in the economic system a new dispersion
of wealth and income and in this new social order the wants of
individuals are satisfied to different relative degrees, than formerly.
Prices in this new order can not simply be a multiple of the previous
prices.

The social consequences of a change in the purchasing power of
money are twofold: first, as money is the standard of deferred pay-
ments, the relations between creditors and debtors is changed. Sec-
ond, as the changes in purchasing power do not affect all prices and
wages at the same moment and to the same extent, there is a shift of
wealth and income between different social groups. It was one of the
errors of all proposals to stabilize purchasing power that they did not
take into account this second consequence. We may say that economic
theory in general did not pay enough attention to this matter. As far
as it did, it principally considered it only in reference to the reaction
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of a change in a country’s currency on its foreign trade. But this is
only a special application of a problem which has a much wider scope.

What is fundamental for economic theory is that there is no
constant relation between changes in the quantity of money and in
prices. Changes in the supply of money affect individual prices and
wages in different ways. The metaphorical use of the term price level
is misleading.

The erroneous opinion to the contrary was based on a consider-
ation which may be represented thus: let us think of two absolutely
independent systems of static equilibrium A and B. Both are in every
respect alike except that to the total quantity of money (M) in A and
to every individual cash holding (m) in A there correspond in B a total
quantity of Mn and individual cash holdings mn. On these assump-
tions of course all the prices and wages in B are n times those in A.
But they are exactly thus because these are our hypothetical assump-
tions. But nobody can devise a way by which the system A can be
transformed into the system B. Of course it is unpermissible to operate
with static equilibrium if we wish to approach a dynamic problem.

Setting aside all qualms about the use of the terms dynamic and
static, I wish to say: money is necessarily a dynamic agent and it was
a mistake to deal with monetary problems in a static way.

Of course there is no room left for money in a concept of static
equilibrium. In forming the concept of a static society we assume that
no changes are taking place. Everything is going on in the same old
manner. Today is like yesterday and tomorrow will be like today. But
under these conditions nobody needs a cash holding. Cash holding is
necessary only when the individual does not know what situation he
will have to face in an uncertain future. If everybody knows when and
what he will have to buy, he does not need a private cash holding and
can entrust all his money to the central bank as time deposits due on
the dates and in the amounts necessary for his future payments. As
everybody would proceed in the same way, the central bank does not
need any reserves to meet its obligations. Of course, the total amount
which it has to pay out to the buyers every day exactly balances the
amount which it receives as deposits from the sellers. If we assume
that in this world of static equilibrium once, before the equilibrium
was attained, there was metallic currency only, let us say gold, we
have to assume that with the gradual approach towards conditions
of equilibrium the citizens deposited more and more of their gold and
that the bank, which had no need for it, sold the gold to jewelers and
others for industrial consumption. With the advent of equilibrium
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there is no more metallic money, there is in fact no more money at
all, but an unsubstantial and immaterial clearing system, which
cannot be considered as money in the ordinary sense. It is rather an
unrealizable and even unthinkable system of accounting, a
numeraire as some economists believed ideal money ought to be. This,
if it could be called money, would be neutral money. But we should
never forget, that the state of equilibrium is purely hypothetical, that
this concept is nothing but a tool for our mental work. Not being able
to make experiments, the social sciences have to forge such tools. But
we must be very careful in their use. We have to be aware that the
state of static equilibrium can never be attained in real life. Still more
important is the fact, that in this hypothetical state the individual
does not make choices, does not act and does not have to decide
between incompatible alternatives. Life in this hypothetical state is
therefore robbed of its essential element. In constructing this hypo-
thetical state we want merely to understand the incentives of action,
which always implies change, by conceiving conditions, in which no
action takes place. But a changeless world would be a dead world. We
do not just have to deal with death, but with life, action, and change.
In a living world there is no room for neutrality of money.

Money, of course, is a dynamic factor and as such cannot be
discussed in terms of static equilibrium.

Let me now briefly point out some of the major conclusions derived
from an insight into the non-neutrality of money.

First we have to realize that the abandonment of the fallacious
concept of neutral money destroys the last stronghold of the advo-
cates of quantitative economics. For a very long time eminent econo-
mists have believed that it will be possible one day to replace quali-
tative economics by quantitative economics. What renders these
hopes vain, is the fact, that in economic quantities we never have any
constant ratios among magnitudes. What the economist discovers
when he studies relations between demand and prices is not compa-
rable with the work of the natural scientist who determines by
experiments in his laboratory constant relations, e.g., the specific
gravity of different substances. What the economist determines is of
historical value only; he is in his statistical work a historian, but not
an experimenter. The work of the late lamented Henry Schultz® was
economic history; what we learn from his research is what happened
with some commodities in a limited period of the past in the United
States and Canada. It tells us nothing about what happened with the

(In his treatise Theory and Measurement of Demand (Chicago: University of
Chicago Press, 1938) he set forth his crop theory of cycles—Ed.]
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same commodities elsewhere or in another period or what will happen
in the future.

But there still has remained the belief that it is different with
money. I may cite, for example, Professor Fisher’s book on the Pur-
chasing Power of Money, which is founded on the assumption that the
purchasing power of the monetary unit changes in inverse proportion
to the quantity of money.? I think that this assumption is arbitrary
and fallacious.

The second conclusion which we have to draw is the futility of all
endeavors to make money stable in purchasing power. It is beyond
the scope of my short address to explain the advantages of a sound
money policy and the disadvantages of both inflation and deflation.
But we should not confuse the political concept of sound money with
the theoretical concept of stable money. I do not wish to discuss the
inner contradictions of this stability concept. From the point of view
of the present subject it is more important to emphasize that all
proposals for stabilization, apart from other deficiencies, are based
on the idea of money’s neutrality. They all suggest methods to undo
changes in purchasing power already effected if there has been an
inflation they wish to deflate to the same extent and vice versa. They
do not realize that by this procedure they do not undo the social
consequences of the first change, but simply add to it the social
consequences of a new change. If a man has been hurt by being run
over by an automobile, it is no remedy to let the car go back over him
in the opposition direction.

The popularity of all schemes for stabilization invites us to a
philosophical consideration. It is a general weakness of the human
mind to regard the state of rest and absence of change as more perfect
than the state of motion. The absolute, that old phantom of misguided
philosophical speculation, is still with us; its modern name is stabil-
ity. But stability, e.g., absence of change, is, we have to repeat,
absence of life.

The third conclusion which we may draw is the futility of the
distinction between statics and dynamics and between short-run and
long-run economics. The way in which we have to study monetary changes
provides us with the best evidence that every correct economic consider-
ation has to be dynamic and that static concepts are only instrumental.
And at the same time we have to realize that all correct economic

3{Irving Fisher, The Purchasing Power of Money, 2nd ed. (New York: Macmillan,
1920), p. 157. “there is no possible escape from the conclusion that a change in the
quantity of money (M) must normally cause a proportional change in the price
level”—Ed.]
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theorizing is a gradual progress from short-run to long-run effects.

But the most important value of the theory of money’s dynamism
is its use for the development of the monetary theory of the trade
cycle. The old British Currency-Theory was already in a restricted
sense a monetary explanation of the cycle. It studied the conse-
quences of credit expansion on the assumption only that there is
credit expansion in one country whereas in the rest of the world
things are left unchanged. This seemed to be enough for the explana-
tion of the business cycle in Great Britain in the first half of the
nineteenth century. But the explanation of an external drain does not
provide an answer to the question what may happen in a completely
isolated country or in the case of a simultaneous credit expansion all
over the world. But only the answer to this second question could be
considered satisfactory under the conditions prevailing in the twen-
tieth century. Only the answer to this second question is important,
if we have to consider the proposals for eliminating the cyclical
changes either by loosening the international ties of the national
economy or by making credit expansion international in the way the
Bretton Woods Agreements* provide. It is the boast of the monetary
theory of the trade cycle that it provides us with a satisfactory answer
to these and to some other serious problems.

I do not wish to infringe more upon your time and so I wish only
to add some remarks on the treatment of the problem by certain
younger economists. I myself am not responsible for the term “neutral
money.” I have developed a theory of the changes in purchasing power
and its social consequences. I have demonstrated that money acts as
a dynamic agent and that the assumption that the changes in pur-
chasing power are inversely proportional to the changes in the rela-
tion of demand for to the supply of money is fallacious. The term
“neutral money” was coined by later authors.” I do not wish to
consider the question of whether it was a happy choice. But in any
case I must protest against the belief that it has to be a goal of
monetary policy to make money neutral and that it is the duty of the
economists to determine a method of doing so. I wish to emphasize
that in a living and changing world, in a world of action, there is no
room left for a neutral money. Money is non-neutral or it does not
exist.

*{The Bretton Woods agreement in 1945 established an international gold exchange
standard that valued the dollar at 1/35th of an ounce of gold—Ed.]

5(F. A. Hayek, Prices and Production, 2nd ed. (New York: Augustus M. Kelley, 1935),
pp. 31 and 129-31—Ed.]



The Suitability of Methods of
Ascertaining Changes in
Purchasing Power for the
Guidance of International

Currency and Banking Policy

Introduction
he expressions, “fluctuations in the purchasing power of gold”

and “measurement of the fluctuations in the purchasing
power of gold” cannot be used unless we have, at the same time, a
conception of the purpose for the attainment of which it is essential
to have an exact definition of these terms. They have been evolved to
meet mainly practical requirements, not purely theoretical ones.
Being conscious of the undesirable effects of certain changes in prices,
we seek ways and means of eliminating their undesirable effects or,
even better, the causes which generate them. Consequently, any
study referring to these expressions must take as its starting-point a
consideration of what it is we find undesirable, why we find it
undesirable and what can be done with a view towards its removal
without putting something more undesirable in its place.

[Memorandum prepared for the Gold Delegation of the Financial Committee of the
League of Nations, F/Gold/51 (Geneva: October 10, 1930). This memo had been forgot-
ten and only rediscovered when doing research for this volume in the League of Nations
Library Archives—Ed.]
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I

The Social Effects of Changes in the
Purchasing Power of Gold

There are two distinct reasons why changes in the purchasing
power of gold affect income and capital conditions. If it were not for
the operation of these factors, changes in purchasing power would be
a matter of no more importance, so far as social effects are concerned,
than changes in the system of weights and measures or changes in
the calendar. If (a) there were no deferred payments, i.e., no debts or
claims expressed in terms of gold, with all money transactions being
cash transactions and (b) if changes in the purchasing power of money
affected the whole economic system and every particular commodity
simultaneously and to the same extent, we would have no reason to
concern ourselves with the effects of changes in the purchasing power

of gold.

(a) Changes in Purchasing Power and Indebtedness

Changes in purchasing power affect debt contracts expressed in
terms of gold due to the fact that the parties contracting such
liabilities do not make allowance for changes in the purchasing power
of gold. In general, the world clings to the view that gold is of “stable
value,” naive as that view may be and as incapable as it may be of
withstanding any exact analysis. However, even if this view was not
prevalent, in the case of long-term commitments it would not be
possible to adjust for changes in the purchasing power of gold; there
is no means of making any sort of estimate about either the direction
or the extent of future changes in purchasing power over a consider-
able future time-period. The case of short-term liabilities is different.
If it is anticipated that the prices of commodities will rise in the
course of the next few weeks or months, the rate of interest for
short-term loans correspondingly rises, and it falls if it is expected
that commodity prices will fall. Therefore, the problem of the effect
of changes in purchasing power arises only in the case of long-term
debt contracts, and not in the case of short-term liabilities.

(b) The Second Category of Conscquences of Changes in
Purchasing Power

English and American writers have investigated the influence of
changes in purchasing power on the tenor of debt contracts with
exceptional thoroughness for more than a century, at a time when
this problem was almost entirely neglected on the Continent and,
especially, in Germany. On the other hand, English and American
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writers have devoted very little attention to the second category of
consequences that are caused by changes in purchasing power. As a
result, the numerous projects and proposals for the elimination of the
unfavorable consequences of such changes have, as a rule, been
concerned exclusively with the effect on debt contracts, while leaving
other effects of such changes unaccounted for.

If changes in purchasing power affected all commodities and
services simultaneously and to the same extent, the effect on people’s
incomes and expenditures would be identical, and nobody would be a
penny the better or the worse for the change (apart from the case of
debt contracts discussed in the previous section). However, this is
never the case. Eminent economists, from David Hume and John
Stuart Mill downwards, have vainly endeavored to construct a theo-
retical case in which a change in purchasing power might affect all
commodities and services simultaneously and to the same extent. It
is impossible to construct such a case.

Changes in purchasing power always make themselves felt, at
first, at some particular point of the economic system, and its effects
only then spread from there by successive stages. When the volume
of money is increased, those into whose hands the additional new
money first passes are able—with their increased income—to go on
paying the previous market prices for commodities and services, i.e.,
at prices formed without regard, as yet, to the new supply of money.
In this case, an increase in money income is tantamount to an
increase in real income and may even ultimately result in an increase
in capital. On the other hand, those whose incomes are the last to be
increased are at a disadvantage, owing to the fact that they are
compelled to pay for a large portion of the commodities and services
they purchase at prices formed with regard to the new supply of
money, i.e., before their incomes have risen correspondingly. This
process was clearly observed in every country in the inflationary
period during and after the war. But it is most conspicuous in the field
of international economic relations; Cairnes has an admirable ac-
count of its operation in his Essays in Political Economy, in which he
traces the effects of the discoveries of gold and the progressive course
of depreciation to which they gave rise.

Study of the social consequences of changes in purchasing power
cannot be restricted to the consideration of their effect on indebted-
ness. The effects of the time-lag, which I have described, also have to
be taken into the account.

But it is just when we endeavor to do this that we become aware
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of the immense difficulties in the way. If we only consider the effect
of changes of purchasing power on indebtedness we are prone to
assume that all that is required is to determine an average figure for
the purchasing power of money, leaving the rise of one price to be
off-set by the fall of another. But this is not enough, if we take the
second category of consequences of changes in purchasing power into
account; for these consequences are due precisely to the fact that
some prices have risen while others are still lagging behind. There-
fore, if we proceed along the lines of the proposals for the stabilization
of purchasing power, i.e., by correcting changes in purchasing power
after they have occurred in accordance with some system of index-
numbers, we shall have done nothing to eliminate this particular
category of social effects.

11
Analysis of Attempts at Stabilization

Obviously, before we enter upon the task set by our topic, we must
understand the object towards which these measures are to be applied.

The serious disturbances, which follow in the train of cyclically
reoccurring economic depressions, have led many in the world to
entertain the conceptual ideal of a “stable” economic system. How-
ever, this can never mean an economic system in which all prices
remain unchanged. All that can be attempted is the establishment of
a system which is not exposed to grave shocks from the “money-side.”

Anumber of writers have argued in favor of altering the legal basis
of debt contracts in the sense of expressing them, not in terms of gold,
but in terms of a definite quantity of commodities. The aim of such
proposals is the establishment of what is called a “commodity stan-
dard” or a “tabular standard.” For a long time it was innocently
assumed that such a standard would necessarily be “equitable.” I
have, I think, sufficiently shown, as have other economists before me,
that this assumption is not likely to be universally accepted.'

But even if we ignore the objections to the “equitable character”
of commodity and tabular standards, we cannot fail to see what has
already been pointed out, namely, that the establishment of such a
standard can only eliminate a part of the social effects of changes in
purchasing power. It will, perhaps, be said that it is much to be able
to eliminate the consequences in the case of debt contracts, even if

1[Ludwig von Mises, “Monetary Stabilization and Cyclical Policy” [1928], in On the
Manipulation of Money and Credit, Percy L. Greaves, Jr., ed. (Dobbs Ferry, N.Y.: Free
Market Books, 1978), p. 99ff—Ed.]
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the more difficult problem of the elimination of the second category
of consequences would have to be left to the future. This, however, is
not a tenable view. No doubt, the problem of a standard of deferred
payment is extremely important; but here as in other questions, the
economy “helps itself,” certainly in the case of short-term, and possi-
bly even in the case of long-term, debt contracts. The circumstance
that in the last few decades those who have lent money at long-term,
i.e., bond-holders, have suffered losses has induced a certain caution
on the market for long-term obligations. This tendency is apparent
today; but it has also been noticeable in earlier periods of depression,
even if not to the same extent. The reluctance of those elements which
might otherwise be purchasers of bonds—as a result of the unfortu-
nate experiences of the last few decades—is responsible for the very
wide margin between the rates for money at short-term and the rates
for long-term capital investment. If this cautious attitude persists,
those who desire to take up long-term credits will be compelled to pay
a premium as a contingency against falls in purchasing power, in
addition to the interest on their loans; otherwise, they will have to
satisfy their requirements on the short-term market, where (as has
already been pointed out) allowance is made for probable changes in
purchasing power.”

In the case of the second category of social consequences of
changes in purchasing power, no similar adjustment mechanism is
present. Some people are inclined to ignore this second category on
the grounds that its effects are only temporary; this is true only in
the sense that the effect on income and capital conditions caused by
the irregular and unequal incidence of changes in purchasing power
cease to operate when the changes have permeated the entire eco-
nomic system. The effects on the income and capital conditions,
however, remain. One man has gained and another has lost. In this

respect, then, the second category of effects does not differ from the
first.

All the proposals that have been made for stabilizing the purchas-
ing power of money are vitiated by the fact that they are designed
only to eliminate the effect on the tenor of debt contracts. They leave
entirely out of account the second effect of such changes, in the belief
that it is only, or mainly, the effect on debt contracts that matters.
Everyone of these proposals for stabilizing the value of money contem-
plate adjustments after the event and according to the changes in
purchasing power calculated on the basis of a system of average values.

2[The reader should recall this was written in 1930—Ed.]
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Adistinction should be made between two such systems. The older
system is that of the “tabular standard” and makes the adjustments
only in the case of deferred payments; that is to say, it merely alters
the nominal amount of the debt contract without touching the mon-
etary system at all. The second system, represented by Irving Fisher’s
“stabilized dollar” and J. M. Keynes’“manipulated currency,” involves
an adjustment of the purchasing power of the money in circulation
as a whole. Here, again, there is to be no adjustment until after the
change in purchasing power has taken place and after its unequal and
irregular incidence has had its effect. Such ex post facto adjustments
do nothing either to eliminate or to mitigate the effects of the second
category; it can only apply to the effects of the first category. That is
the essential point that needs to be made.

In general, therefore, it may be said that all proposals which aim
at stabilizing the value of money have regard only to one part of the
effects of changes in purchasing power. They can only eliminate those
effects touching upon the tenor of long-term debt contracts in terms
of gold. They can do nothing to remove the other effects of changes in
purchasing power, which are no less acute than those of the first
category and, perhaps, maybe are even more important.

Ifthis is borne in mind, it will be realized that radical though these
proposals sound, they would by no means be so drastic in practice.
They are far from being as superior to the old, more modest, pro-
gramme of the “sound currency” school as one is tempted at first to
imagine. This older programme did not attempt to stabilize the value
of money; it was content to aim at the elimination, as far as possible,
of all factors likely to give rise to sudden and excessive changes in
purchasing power. It was from this standpoint that the decision was
made in favor of the gold standard, because it was felt that the gold
standard offered at least relative, if not absolute, stability.

Has anything happened to disappoint the expectations enter-
tained some decades ago by the English and Continental adherents
of the classical gold standard?

III
Causes of the Changes in Purchasing
Power the Last Few Decades

Since the second half of the last decade of the nineteenth century,
the purchasing power of gold has steadily declined. There is no need
to go into what has been generally written about the extent of this
change or the reasons for it. But one point must be emphasized with
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special insistence, because, as a rule, it has unfortunately been
completely overlooked in recent discussions of the problem. I refer to
the fact that the chief cause behind the fall in the purchasing power
of gold during the period in question is to be found in the monetary
policies of the various governments, rather than in the conditions of
gold production. In their monetary policies, the various governments
have consciously aimed at an “economizing” of gold, with these efforts
leading to a much greater fall in the purchasing power of gold than
would have been the case if endeavors had not been made to drive
gold out of effective circulation. If we had gold coins in actual daily
circulation everywhere in the world, as was the case some decades
ago in Germany and England, and if the banks of issue of the smaller
and poorer States kept their currency reserves in actual gold and not
principally in gold claims on foreign countries, the depreciation of
gold would either not have taken place at all, or at least not to
anything like the extent to which this actually occurred between 1896
and 1920.

It is no doubt true that individual governments did not realize
that the consequence of all countries following this same policy would
be a general rise in prices. What each State had in view was a
cheapening of the costs of circulation in its own country. Above all
else, they were influenced by the fallacious idea that it was possible
to bring about a decrease in interest rates by various monetary policy
measures, including a concentration of the national supplies of gold
in the basements of the central banks. But whatever individual
governments may have had in view in following this policy, one thing
is beyond dispute: the result was bound, other things being equal, to
lead to a fall in the purchasing power of gold and an increase of
commodity prices in terms of gold. Therefore, it is remarkable that
public opinion should have regarded the rise in prices during this
period as due solely to the conditions of gold production—quite
independent of governmental policies—and have failed to realize that
the increase in prices could never have assumed the dimensions it
did if a different policy had been followed by their governments.

If governments had followed a different policy and the rise in the
prices of commodities (in terms of gold) had, for this reason, either
not taken place or, at any rate, not taken place to the extent that it
did, there would never have been any talk at the time of a failure of
the gold standard. And if today, at a time of falling prices, the cry for
a departure from the gold standard is even more clamant, it can only be
pointed out, once again, that the great collapse of prices—which has
been the outstanding economic event of the last few years—represents
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an inevitable reaction after the previous expansion of credit. Credit
policy mistakes may be blamed for many things, but the gold stan-
dard is certainly not one of them. It is, therefore, quite unjustified to
say that events have shown the inapplicability of the gold standard.
It is not the old classical gold standard, with effective gold circulation,
which has failed; what has failed is the gold “economizing” system
and the credit policy of the central banks of issue.

All that can be said is that no conclusions should be drawn for the
future. Apprehensions are expressed today that the transition to the
gold standard by countries which have so far not adopted it, coupled
with a decline in the production of gold, will lead in the future to a
fall in the gold prices of commodities (i.e., a rise in the purchasing
power of gold). These apprehensions certainly cannot be dismissed
offhand, though all prophecy as to the future value of money must be
taken with the utmost reserve. But it is just as well to remember that,
even if the production of gold in the next few decades should decline,
and even if the gold standard should be adopted everywhere (includ-
ing China and Russia), it need not necessarily involve a fall in prices.
This would be the case if the policy of “economizing” gold, which has
gradually spread during the last few decades to all the countries in
the world, is maintained and, perhaps, even strengthened.

The problem is rendered particularly complex by the fact that it
is closely connected with the question of the issue of currency via
credit expansion, i.e., banknotes and bank balances without gold
cover.

Public opinion, looking upon a low rate of interest as the ideal of
economic policy, more or less openly encourages the banks of issue to
follow a policy of expanding credit in order to reduce the rates for
money below the market rates, i.e., the rate which would prevail on
the money market if the banks did not intervene. The fact that this
policy must necessarily lead to a rise in prices is not seen as an
objection from the businessman’s point-of-view; on the contrary, he
regards rising prices as a sign of prosperity. It was not until the
interests of classes in the population other than the entrepreneur’s
began to have increased influence on judgments about general eco-
nomic conditions that the world began to realize that rising prices
were not an unmixed blessing. To the businessman, a period of rising
prices is a period of “expansion” and “boom”; to the renter, the civil
servant and, in general, the man with a relatively fixed income, rising
prices mean an “increased cost of living.”

The businessmen, who want cheap money through the intervention
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of the banks, pay no attention to the lesson taught by the older
economists of the Currency School and, more recently, by Wicksell
and all modern adherents of the monetary theory of the trade cycle
(or more accurately, the circulation credit theory of the trade cycle).
The gist of this lesson is that all efforts by the banks to artificially
lower the free market rates for money by expanding credit may at
first lead to increased business, but in the long-run must inevitably
create a situation of crisis and depression.

Those believing that changes in purchasing power are susceptible
to exact measurement are quite consistent in demanding that bank-
ing policy should be tied to the results of these measurements in such
a way that the banks should be required to make the goal of their
credit policy the stability of the purchasing power of the monetary
unit. Therefore, before going further, we must consider the question
whether the various methods proposed for measuring fluctuations in
purchasing power do, in fact, provide an instrument that can profit-
ability be used for the purposes of economic policy.

v
The Various Methods of Measuring Fluctuations
in Purchasing Power and Their Importance
for the Problem of Stabilization

The assumption that changes in the purchasing power of money
are susceptible to exact measurement is based on the belief that
modifications in the exchange relationships of particular commodi-
ties and services are sufficiently taken into account when a general
average is taken. It is upon this fiction that the conception of a “level”
of prices is based; all that appears to be necessary is an ascertainment
of whether this “level” has risen or fallen as a whole. The avowed
neglect of changes taking place among the prices of particular com-
modities and services relative to one another has been fostered by the
fact that among the effects of changes in purchasing power those
mainly considered are the ones arising out of money’s function as a
standard of deferred payment; the other social consequences of
changes in purchasing power, caused by the fact that all commodities
and services do not feel their incidence at the same time or to the
same extent, have been almost completely left out of account.

But even on the assumption that it is quite sufficient to calculate
changes in the purchasing power of money with reference to an
average of the prices of commodities and services, there are a number
of fundamental difficulties for which there appears no single solution.
In the first place, there is the question of “the average.” Is it to be the
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arithematical mean, the geometrical mean, the harmonic mean, or
any other form of “mean” known to mathematics? There is no cate-
gorical answer to this question.

Second, what method is to be followed in the weighting of the
individual prices, that is to say, what coefficients of relative impor-
tance are to be assigned to the particular commodities and services?
Here, again, there is no single solution.

It is just because there is no single solution for these two ques-
tions, i.e., no solution which can be said to be indubitably the right
one and all the others wrong, that we are driven to the conclusion
that the index number method is fundamentally unsuitable for the
purpose of an accurate measurement of changes in the purchasing
power of money. It is not contested that the majority of the systems
proposed are well suited for affording the approximate indication of
the changes in purchasing power which have taken place, and that
they have, pro tonto, much educative value in directing public atten-
tion to the fact that changes have taken place. Nor need it be disputed
that as a general rule and over relatively short periods of time, the
calculated results by the different methods do not diverge very
greatly from one another. But it is none the less necessary to insist,
with all possible emphasis, on the fact that all such calculations are
only approximate and not exact, and that an exact calculation is
fundamentally impossible. It is necessary to emphasize this point,
not merely to calm the conscience of theoreticians, but in order to
draw attention to the far-reaching effect which it has as regards the
practical application of index numbers for currency and banking
policy.

As there are various methods for calculating an index of changes
in purchasing power—all of which are equally right and wrong,
equally correct and incorrect—and as each of these methods gives
different results, it is inevitable that, once the index figures cease to
be of a purely academic interest and acquire a direct bearing on
economic policy, this purely scientific problem will become the field
of serious conflicts of interest. Supposing the dollar were stabilized
in accordance with the proposals of Irving Fisher, or that a “manipu-
lated currency” was introduced on the lines of Keynes’system, or that
the credit policy of the central banks were made dependent on the
results of the index measurements, the various interest groups would
immediately take sides on behalf of this or that method of calculation,
according to whether they were interested in a rise or a fall of prices.
The purchasing power of the monetary unit, which under a gold stan-
dard is to a certain extent independent of direct political influence and
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is ultimately based on the profit to be earned from the production of
gold, would then become the plaything of political parties and politi-
cal struggles. A sudden change in the purchasing power policy of the
government, or even the anticipation of such a change, would be the
occasion for grave disturbances within the individual countries. And the
position vis-a-vis international trade would be completely intolerable.
Just imagine the consequences if particular States—or all States—were
to make an attempt through some joint organization, appointed by the
League of Nations perhaps, to pursue a uniform currency policy based
on the results of index measurements. The commercial antagonisms of
the several countries would be automatically intensified, with an ele-
ment of quite peculiar bitterness at once introduced into the conflict by
the fact that the world is divided into two groups of people—the debtor
and creditor countries.

The various writers, who have argued for some kind of tabular
standard, have been so convinced of the correctness of their own
particular methods of calculation that they have not seen this funda-
mental defect in their systems. Irving Fisher, again, attaches too
much importance to the assertion that the several methods of calcu-
lating index numbers do not differ greatly in their results. It is not
true that they do not differ; but even if it were so, it must be
remembered that in view of the great importance of manipulations
in purchasing power, even small differences would be sufficient to
give rise to serious conflicts of interest in each country, and even more
importantly, conflicts between one country and another.

Even if the fundamental difficulties standing in the way of index
calculations could be overcome, the practical difficulties remaining
would still be very great. The most correct manner of arriving at the
prices of commodities and services would be to consider only commod-
ities and services which are ripe for consumption, i.e., at the point of
delivery to the ultimate consumer. Any other system will break down
(apart from all other theoretical objections) for the reason that it must
be a matter of entirely arbitrary selection as to how many intermedi-
ate stages of production are to be included in the calculation. The
results are bound to be largely influenced by the number of times a
product is treated as a separate commodity in its intermediate stages
of production, and included as such in the calculations. The insuper-
able difficulties which stand in the way of a survey of the final
consumer products are due to the impossibility of establishing any
unvarying standard for dealing with changes in product quality. In
order to eliminate the problem of variations to quality, all index
number systems are compelled to restrict themselves to the not very
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large number of articles (mainly raw materials) in the case of which
the identity of quality can be ascertained beyond dispute. In addition
to variations to quality, changes in consumption (due to the consumer
including new articles in his consumption “basket”) present immense
difficulties in the way of statistical measurements. Once again we are
led to the conclusion that disputes between the various interests in
each country—and still more between nations—are bound to arise as
soon as these statistical calculations emerge from the sphere of
theory and assume practical economic significance.

The above considerations may be summed up as follows: any
economist is able to propose a system for the approximate ascertain-
ing of changes in purchasing power, which he thinks comes nearest
to the solution of this insoluble problem. But no economist is able to
prove conclusively to an unprejudiced party the necessity of prefer-
ring his system to all others. The selection of a method for calculating
index numbers is always more or less arbitrary. If far-reaching
practical consequences are involved in such selections, as must be the
case if they serve as a basis for currency policy, there will be no
possibility of agreement on the part of the various nations—or the
various social groups within nations—since the individual interests
of each nation and of each social group will be effected.

The above arguments may appear not only as drastic and skepti-
cal, but at first sight to be in conflict with the results of more than a
hundred years of industrious research into these problems by a series
of the most eminent economists. But, in fact, my comments represent
nothing more than the conclusion which inevitably emerges from the
entire literature on the subject. What lends them special weight is
the fact that they alone explain why the ingenious proposals of
eminent economists for the creation of stable currencies based on
index numbers have hitherto never been put into effect. Up to the
present, it has been more than a purely conservative attitude which
has led statesmen and businessmen to stand aloof from these propos-
als; rather, it has been the recognition of the fundamental defects
inherent in them.

These objections are especially weighty when the problem is
considered from the international standpoint. It is astonishing that
even people who are aware of the importance of the international
exchange of commodities and money take the standpoint that the
stability of domestic prices is more important than the stability of the
international exchanges. The consequence of such proposals, if they
were put into force, would be that each separate country would
pursue a monetary policy based on the index system it considered
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best, with the result of exposing the international exchanges (the
movements of which, under the gold standard, are confined within
narrow limits) to abrupt and extensive fluctuations. No one can fail
to see that this would introduce a major factor of instability and
uncertainty into international commercial relations and, more impor-
tantly, into the conditions of international indebtedness.

Vv
The Pure Gold Standard and the Gold
Standard Influenced by the Banks

Before considering the function of international cooperation in the
field of currency policy, something must be said about the influence
of banking policy on purchasing power.

In view of the disadvantages which arise from manipulations of
purchasing power, the principle underlying the pure gold standard is
that it is preferable to make the world’s supply of money dependent on
the accident of gold production. As matters stand today, a pure gold
standard would give us a monetary system under which prices of
commodities would slowly fall. It is improbable that discoveries of gold
will again take place on such a scale as to reduce the purchasing power
of gold. But whether it rises or falls, purchasing power under a pure gold
standard, at any rate, changes slowly and the changes continue over a
considerable period of time in the same direction. With a pure gold
standard, an increase of the world’s supply of money (in a wide sense)
can only come from new gold being produced and put into circulation in
the form of money. A decrease in the supply of money can only come from
gold being diverted from monetary to industrial uses.

It is characteristic of the gold standard that the banks are not
allowed to increase the amount of notes and bank balances without
a gold backing, beyond the total which was in circulation at the time
the system was introduced. Peel’s Bank Act of 1844, and the various
banking laws which are more or less based on it, represent attempts
to create a pure gold standard of this kind. The attempt was incom-
plete because its restrictions on circulation included only banknotes,
leaving out of account bank balances on which cheques could be
drawn. The founders of the Currency School failed to recognize the
essential similarity between payments by cheque and payments by
banknote. As a result of this oversight, those responsible for this
legislation never accomplished their aim.

If this omission had not existed in the bank laws and if, in
consequence, all expansion of credit by the banks had been effectively
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precluded, the world would have had a monetary system in which—
even apart from the discoveries of gold in California, Australia, and
South Africa—prices would have shown a general tendency to fall.
The majority of our contemporaries will find that a sufficient ground
for regarding such a monetary system as bad in itself, since they are
wedded to the belief that good business and high prices are one and the
same thing. But that is a prejudice. If we had had slowly falling prices
for eighty years or more, we would have become accustomed to look for
improvements in the standard of living and increases in real income
through falling prices with stable or falling money income, rather than
through increases in money income. At any rate, a solution to the
difficult problem of reforming our monetary and credit system must not
be rejected offhand merely for the reason that it involves a continuous
fall in the price level. Above all, we must not allow ourselves to be
influenced by the evil consequences of the recent rapid fall in prices. A
slow and steady decline of prices cannot in any sense be compared with
what is happening under the present system: namely, sudden and big
rises in the price level, followed by equally sudden and sharp falls.

As aresult of the Currency School’s oversight, the world has acquired
a monetary system which is affected not only by the fluctuations in the
production of gold, but also by fluctuations in banking policy. Spurred
on by a public opinion looking for salvation through low interest rates
and rising prices, the banks are perpetually endeavoring after periods
of depression to give an artificial stimulus to economic activity by means
of credit expansion. They create a period of rising prices and continue
with their expansionary policy until a point is reached at which they are
at last compelled to call a halt; and once more they, then, bring about a
decline in prices via restriction of credit.

It is such a period through which we are now passing. Eminent
economists look for the cause of the depression in the restrictive mea-
sures of the banks. But the root cause of the evil is not in the restrictions,
but in the expansion which preceded them. The policy of the banks does
not deserve criticism for having at last called a halt to the expansion of
credit, but, rather, for ever having allowed it to begin.

Consider what would happen if the banks were to perpetually
continue a policy of credit expansion once it had begun. To maintain
the artificially induced situation they would be compelled to have
recourse to continually increasing the expansion of credit, the result
of which would be an ever sharper and more rapid rise of prices. But
once the business world realizes that there is no end in sight to the
progressive expansion of credit, i.e., that prices are going to rise
uninterruptedly, it will at once speculatively discount the price increases
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in advance by applying to the banks for more and more credit—since
every purchase on credit will be a profitable transaction—and the end
result becomes a progressive inflation. But inflation cannot last
forever without leading to a panic and a collapse of the entire mone-
tary system; this is a truth on which it is no longer necessary to
expatiate, since it is amply confirmed by the experiences of the
inflationary period of the last decade and a half and been explained
in numerous works on the subject.

Therefore, when it is argued in various quarters that the recent
fall in prices is due to the change in the policy of the banks, it is,
literally speaking, true. A closer scrutiny of the facts, however, will
show that sooner or later the policy of expanding credits must come
to an end and that the evil consequences for which it is responsible
will be the more serious the longer it has been pursued. The evil is
not in the restrictions, but in the expansionist policy which preceded
them. One ultimate reason for the present drop in prices is the
circumstance that the banks—with the assent of public opinion, and
indeed at the direct instigation of the press, the business world, and
the Governments—have made use of their power to issue additional
circulation, i.e., to increase credit artificially. If the banks were to
make no use of this power—which could only be the case either if the
Central Banks were explicitly prohibited in their reserve-issuing
privileges or if public opinion rigorously condemned the practice—we
should have no economic fluctuations. We would probably have slowly
falling prices, since the purchasing power of money would depend
exclusively on the production of gold. But we should certainly not
have the abrupt transitions from a sharp rise in prices to an equally
sharp fall in prices, such as we have been through twice during the
last ten years.

VI
Attainable Reform Objectives

From the outset any systematic policy of influencing the purchas-
ing power of money should be kept within narrow limits, if it is not
to do more harm than would result from leaving events to take their
own course. To begin with, it is necessary to completely get away from
the attempt, as unscientific as it is impracticable, to maintain the
purchasing power of money “stable.” Furthermore, we have to rid
ourselves of the notion that a decline in purchasing power is in some
way better than an increase in purchasing power. Lastly, we have to
realize that theories based on the idea that the rate of interest can be
lowered by banking policy are wrong; all endeavors in this direction
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may, indeed, at first provoke an expansion of business, but in the end
it can only lead to crisis and depression owing to the diversion of
capital into wrong channels.

It also has to be borne in mind that proposals for a radical transfor-
mation of the constitutions of the banks of the various nations of the
world have no prospect of being put into effect now or for a number
of years to come. All that can be done is to take mitigating action
during periods when the tendency for purchasing power to continu-
ously increase is clearly marked and to take contrary action in periods
showing an equally well established tendency towards a continuous
fall in purchasing power. In neither case should action be taken to
the point of interfering with the normal tendency conditioned by gold
production, either to the extent of arresting or actually reversing its
operation.

Whether taken by each country separately or as part of a
programme of international cooperation, the extent of such action
will have to be exercised with great caution. To prevent a policy
that influences purchasing power from becoming the plaything of
the various economic interests—because of the impossibility of
finding any one method of calculating index numbers which by
itself is correct—it is essential to restrict that interference to those
changes in purchasing power, in one direction or the other, which
are admitted without question by all parties. That implies that
action to increase the purchasing power of money should only be
taken when the decline in purchasing power is unquestionably
established by all the different possible methods, and should,
again, be suspended the moment any one of the methods yields
divergent results; the same applies to measures to bring about a
decrease in the purchasing power of money.

Any other policy followed by a single country would lead to serious
conflicts between internal interests; and if followed by some common
international organization it would lead to serious conflicts between
nations. In all probability, at the first appearance of such conflicts all
attempts at uniform international treatment of questions concerning
currency and banking policy would have to be abandoned.

It is not the object of this memorandum to investigate the mea-
sures which should be taken for the attainment of these aims. Its
objective is merely to consider which method of ascertaining changes
in purchasing power is the best. The above explanatory digression
was necessary in order to answer this question. We can now proceed
to give a concrete reply.
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VII

The Measurement of Changes in Purchasing Power
as a Standard for Currency and Banking Policy

The considerations set forth above considerably restrict the func-
tions which an instrument for the measurement of changes in pur-
chasing power would perform. The problem is no longer that of
satisfying the impossible demand for an exact standard for measur-
ing changes in the purchasing power of money: the question is only
one of forming an approximate estimate of the direction which those
changes are taking. Up to the present, nearly all the proposals that
have been made have been aiming at a correct standard—the one
“correct” standard, the one “scientific” standard—of measurement.
We must realize, however, that all we are looking for is a conventional
standard, which means an arbitrarily selected standard. That is not
a reproach to our proposal, since any and every standard is open to
weighty objections and whatever standard is decided upon, the deci-
sion must always be an arbitrary one. The justification for our
proposal is simply the fact that, at the outset, we set up much
narrower aims for the currency and banking policy which would be
guided by our standard, as opposed to the schemes which aim at
stabilization. Our policy only comes into operation when the change
in purchasing power has been ascertained over a considerable period
with such unquestionable certainty that no one can dispute it; it
ceases to operate as soon as it has been successful in bringing
purchasing power back to a point at which it is possible for doubts to
arise as to whether the