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Introduction

In 1977, when Henry Hazlitt set about to write this volume and send it
on its way, the U.S. doliar was losing purchasing power at a double-digit
rate, gold was selling at $350 the ounce and rising, interest rates were
soaring, and the world dollar standard was quaking and quivering in its
Pederal Reserve moorings. The '70s were a decade of inflatior: worse
than any other since the demise of the Continental dollar.

Economists the world over were laboring i #he shadow of the most
important economist of the century, John Maynard Keynes. In both
economic theory and policy his work had an enormous impact on the
Jeaders of virtually every capitalistic couniry. They parroted the Keynesian
doctrines and, with zeal and zest, applied the precepts of planned
capitalism, equalization of incomes, contracyclical spending, multiplier and
accelerator, deficit financing, and so on.

In the United States every economist, Keynesian disciple and critic alike,
had to contend with the doctrines of Lord Keynes of Tilton. Eminent writers
such as Paul A. Samuelson, John Kenneth Galbraith, and Milton Friedman,
set the stage for the economic discussion and pointed the way for the
monetary authorities managing the system.

Paul A. Samuelson, the Massachusetts Institute of Technology professor
of economics, espoused what he called “the majority eclectic view of the
so-called post-Keynesian neoclassical systems.” He placed centrai banking
in the center of monetary policy, promoting optimal real economic growth
and price-level stability. Monetary policy “Jeans against the wind” of
prevailing deficient or excessive aggregate demand spending. If business
deteriorates and unemployment rises, the Federal Reserve System is
supposed to expand meney and credit. If spending threatens to become
excessive, so that goods prices are rising and labor shortages appear, the
Ted is supposed to step on the brakes and reduce the stock of money. If
managed properly by capable governors who are wisely selected and
appointed by the President, the money system would thus function
efficiently, achieving not only economic growth and full employment but
also price stability. (Econcmics, 10th edition, 1576, p. 314)

John Kenneth Galbraith, for many years Professor of Economics at
Harvard and President of the American Economic Association, summarily
relected this “leaning-against-the-wind theory” of the post-Keynesians.
Always suspicious of inexorable economic principles, he preferred political
action to market adjustment, government mandate to individual freedom
and choice, In his 1975 volume, Money, Whence It Came and Where It Went



(Houghton Mifflin Co.), he called upon legislators and regulators to assume
responsibility for the nation’s money, considering the federal budget to be
“the balancing factor in economic management” and saw direct wage
control as its safety valve. In his words, “Direct wage control where there
is market power is inevitable” (p. 308). For Galbraith, governument planning
“for the supply and conservation of the use of important products and
services” was an aspect of monetary management, which in turn was an
inextricable part of the larger problem of income distribution.

Milton Friedman, the champion of “Monetarism,” rejected such precepts.
In his 1968 essay (Infernational Encyclopedia of the Social Sciences, The
Macmillan Co. and Pree Press, N.Y,, pp. 432-447) he propounded his
“quantity theory,” concluding that “the stock of money is a key variable in
policies directed at the control of the level of prices or of money income.”
In contrast to the doctrines of John Maynard Keynes and his followers, he
did not propose to conduct active monetary policy. He wanted neither
“easy” money to stimulate economic activity nor “tight” money to fight
inflation, but, rather, neutral money that facilitates long-term economic
growth. Professor Friedman favored a steady increase in the stock of money
at a fixed rate; in short, a fiat standard with a given percentage rate of
monetary growth. He even drafted an amendment to the Constitution of
the United States which read, “Congress shail have the power to authorize
non-interest bearing obligations of the government in the form of currency
or book entries, provided that the total dollar amount outstanding increases
but no more than five percent per year and no less than three percent.”

So when Henry Hazliit set out merely to update his 1960 publication
What You Should Know About Inflation, he actually wound up writing a brand
new book. Too much had changed. The failure of the Keynesian prescription
was becoming clearer every day as both goods prices and unemployment
rates were rising while the standard of living was falling. As mainstream
economists and Monetarists lamented the poor handling of the controls
by inept Federal Reserve managers, anxiously awaiting the call to
Washington to positions of power, Mr. Hazlitt upbraided the very system
built on politics, legislation, regulation, and raw force. He disposed of the
Keynesian sophistry, confuted the Monetarist misconstructions, and
pointed the way toward individual freedom and private money. In the
tradition of Austrian thought based on utility and suitability considerations,
Henry Hazlitt urged every concerned citizen to direct his efforts to get
governments to repeal their legal tender laws and to surrender their
monopoly of issue. The light he shed continues to illuminate our paths.

Hans E Sennholz
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Preface

This book was first planned as a revised edition of my What You
Should Know About Inflation, first published in 1960. But inflation,
not only in the United States but throughout the world, has since
then not only continued, but spread and accelerated. The problems
it presents, in a score of aspects, have become increasingly grave
and urgent, and have called for a wider and deeper analysis.

Therefore this is, in effect, an entirely new book. Only 2bout
one-seventh of the material has been taken from the 1960 volume,
and even this is revised. The other six-sevenths is new. In order to
make the distinction clear for those who may have read the former
book, I have divided this volume into two parts, All the material
from the older book is included in part one, “Overall View.” This
does not mean that ail of part one appeared there. Chapter 2, for
example, presents a forty-year record of inflation instead of the
twenty-year record in the previous volume. All of part two,
“Close-Ups,” is new material. Some of the chapters in this book
have appeared in slightly different form as articles in the Freeman,
though they were written originally for this volume.

What You Should Know About Inflation was essentially a primer.
This new volume is more ambitious. In it I have attempted to
analyze thoroughly and in depth nearly a score of major problems



raised by inflation and chronic fallacies that are in large part re-
sponsible for its continuance. So the two parts supplement each
other: as suggested by their titles, the first gives an overall view
and the second is a series of detailed and close-up examinations.

Because I have taken up these problems and (allacies in separate
chapters, and tried to make the discussion of each complete in itseif,
there is necessarily some repetition. When we take a comprehensive
view of each subsidiary problem, we necessarily meet considera-
tions which cach shares with the overall problem. Only by this
repeated emphasis and varied iteration of certain truths can we
hope to make headway against the stubborn sophistries and false-
hoods that have led to the persistence of inflationary policies over
nearly half a century.

HEnrY HazLITT
February 1978



Part 1
Overall View






No subject is so much discussed today—or so little understood—
as inflation. The politicians in Washington talk of it as if it were
some horrible visitation from without, over which they had no
control—like a flood, a foreign invasion, or a plague. It is some-
thing they are always promising to “fight”"—if Congress or the
people will only give them the “weapons”™ or “a strong law” to
do the job.

Yet the plain truth is that our political leaders have brought on
inflation by their own monetary and fiscal policies. They are prom-
ising to fight with their right hand the conditions brought on with
their left.

What they call inflation is, always and everywhere, primarily
caused by an increase in the supply of money and credit. In fact,
inflation is the increase in the supply of money and credit. If you
turn to the American College Dictionary, for example, you will find
the first definition of inflation given as follows: “Undue expansion
or increase of the currency of a country, esp. by the issuing of paper
money not redeemable in specie” {emphasis added).

In recent years, however, the term has come to be used in a
radically different sense. This is recognized in the second definition
given by the American College Dictionary: “A substangial rise of prices
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caused by an undue expansion in paper money or bank credit”
(emphasis added). Now obviously a rise of prices caused by an
expansion of the money supply is not the same thing as the ex-
pansion of the money supply itself. A cause or condition is clearly
not identical with one of its consequences. The use of the word
inflation with these two quite different meanings leads to endless
confusion.

The word inflation originally applied solely to the quantity of
money. It meant that the volume of money was inflated, blown up,
overextended. It is not mere pedantry to insist that the word should
be used only in its original meaning. To use it to mean “‘a rise in
prices”’ is to deflect attention away from the real cause of inflation
and the real cure for it.

{However, I have to warn the reader that the word inflation is
now so commonly used to mean ““a rise in prices” that it would
be difficult and time-consuming to keep avoiding or refuting it on
every occasion. The word has come to be, in fact, almost univer-
sally used ambiguously—sometimes in sense one—an increase in
money stock—but much more often in sense two—a rise in prices.
[ have personally found it almost hopelessly difficult to keep from
slipping into the same ambiguity. Perhaps the most acceptable
compromise, at this late stage, for those of us who keep the dis-
tinetion in mind, is to remember to use the full phrase price inflation
when using the word solely in the second sense. I have tried to do
this in the following pages, though perhaps not always consis-
tently.)

Let us see what happens under inflation, and why it happens.
When the supply of money is increased, people have more money
to offer for goods. If the supply of goods does not increase—or
does not increase as much as the supply of money—then the prices
of goods will go up. Each individual dolar becomes less valuable
because there are more dollars. Therefore more of them will be
offered against, say, a pair of shoes or a hundred bushels of wheat
than before. A “price” is an exchange ratio between a dollar and a
unit of goods. When people have more dollars, they value each
doliar less. Goods then rise in price, not because goods are scarcer
than before, but because dollars are more abundant, and thus less
valued.

In the old days, governments inflated by clipping and debasing
the coinage. Then they found they could inflate cheaper and faster
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simply by grinding out paper money on a printing press. This is
what happened with the French assignats in 1789, and with our
own currency during the Revolutionary War. Today the method
is a little more indirect. Qur government sells its bonds or other
IOUs to the banks. In payment, the banks create “deposits” on
their books against which the government can draw. A bank in
turn may sell its government [OUs to a Federal Reserve bank,
which pays for them either by creating a deposit credit or having
more Federal Reserve notes printed and paying them out. This is
how money is manufactured.

The greater part of the “money supply” of this country is rep-
resented not by hand-to-hand currency but by bank deposits which
are drawn against by checks. Hence when most economists mea-
sure our money supply they add demand deposits (and now fre-
quently, also, time deposits) to currency outside of banks to get
the total. The total of money and credit so measured, including
time deposits, was $63.3 billion at the end of December 1939,
$308.8 billion at the end of December 1963, and $806.5 billion in
December 1977. This increase of 1174 percent in the supply of
money is overwhelmingly the reason why wholesale prices rose
398 percent in the same period.

Some Qualifications

It is often argued that to attribute inflation solely to an increase
in the volume of money is “‘oversimplification.” This is true. Many
qualifications have to be kept in mind.

For example, the “money supply” must be thought of as in-
cluding not only the supply of hand-to-hand currency, but the
supply of bank credit—especially in the United States, where most
payments are made by check.

It is also an oversimplification to say that the value of an indi-
vidual dollar depends simply on the present supply of dollars out-
standing. It depends also on the expected future supply of dollars. If
most people fear, for example, that the supply of dollars is going
to be even greater a year from now than at present, then the present
value of the dollar (as measured by its purchasing power) will be
lower than the present quantity of dollars would otherwise war-
rant.
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Again, the value of any monetary unit, such as the doliar, de-
pends not merely on the quantity of dollars but on their gquality.
When a country goes off the gold standard, for example, it means
in effect that gold, or the right to get gold, has suddenly turned
into mere paper. The value of the monetary unit therefore usually
falls immediately, even if there has not yet been any increase in the
quantity of moncy. This is because the people have more faith in
gold than they have in the promises or judgment of the govern-
ment’s monetary managers. There is hardly a case on record, in
fact, in which departure from the gold standard has not soon been
followed by a further increase in bank credit and in printing-press
money.

In short, the value of money varies for basically the same reasons
as the value of any commeodity. Just as the value of a bushel of
wheat depends not only on the total present supply of wheat but
on the expected future supply and on the quality of the wheat, so
the value of a dollar depends on a similar variety of considerations.
The value of money, like the value of goods, is not determined by
merely mechanical or physical relationships, but primarily by psy-
chological factors which may often be complicated.

In dealing with the causes and cure of inflation, it is one thing
to keep in mind real complications; it is quite another to be con-
fused or misled by needless or nonexistent complications.

For example, it is frequently said that the valee of the dollar
depends not merely on the quantity of dollars but on their “velocity
of circulation.”” Increased velocity of circulation, however, is not
a cause of a further fall in the value of the dollar; it is itself one of
the consequences of the fear that the value of the dollar is going
to fall (or, to put it the other way round, of the belief that the
price of goods is going to risc). It is this belief that makes people
more cager to exchange dollars for goods. The emphasis by some
writers on velocity of circulation is just another example of the
error of substituting dubious mechanical for real psychological rea-
SONS.

Another blind alley: In answer to those who point out that price
inflation is primarily caused by an increase in money and credit,
it is contended that the increase in commodity prices often occurs
before the increase in the money supply. This is true. This is what
happened immediately after the outbreak of war in Korea, for ex-
ample. Strategic raw materials began to go up in price on the fear
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that they were going to be scarce. Speculators and manufacturers
began to buy them to hold for profit or protective inventories. But
to do ihis they had to borrow more money from the banks. The rise in
prices was accompanied by an equally marked rise in bank loans
and deposits. From May 31, 1950, to May 30, 1951, the loans of
the country’s banks increased by $12 billion. If these increased loans
had not been made, and new money (some $6 billion by the end
of January 1951) had not been issued against the loans, the rise in
prices could not have been sustained. The price rise was made
possible, in short, only by an increased supply of money.

Some Popular Fallacies

One of the most stubborn fallacies about inflation is the as-
sumption that it is caused, not by an increase in the quantity of
money, but by a “shortage of goods.”

It is true that a rise in prices (which, as we have seen, should not
be identified with inflation) can be caused either by an increase in
the quantity of money or by a shortage of goods—or partly by
both. Wheat, for example, may rise in price either because there is
an increase in the supply of money or a failure of the wheat crop.
But we seldom find, even in conditions of total war, a general rise
of prices caused by a general shortage of goods. Yet so stubborn 1s
the fallacy that inflation is caused by a shortage of goods, that even
in the Germany of 1923, after prices had soared hundreds of billions
of times, high officials and millions of Germans were blaming the
whole thing on a general shortage of goods—at the very moment
when foreigners were coming in and buying German goods with
gold or their own currencies at prices lower than those of equiv-
alent goods at home.

The rise of prices in the United States since 1939 is constantly
being attributed to a shortage of goods. Yet official statistics show
that our rate of industrial production in 1977 was six times as great
as in 1939. Nor is it any better explanation to say that the rise in
prices in wartime is caused by a shortage in civilian goods. Even
to the extent that civilian goods were really short in time of war,
the shortage would not cause any substantial rise in prices if taxes
took away as large a percentage of civilian income as rearmament
took away of civilian goods.
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This brings us to another source of confusion. People frequently
talk as if a budget deficit were in itself both a necessary and a
sufficient cause of inflation. A budget deficit, however, if fully
financed by the sale of government bonds paid for out of real
savings, need not cause inflation. And even 2 budget surplus, on
the other hand, is not an assurance against inflation, This was
shown, for example, in the fiscal year ended June 30, 1951, when
there was substantial inflation in spite of a budget surplus of $3.5
billion. The same thing happened in spite of budget surpluses in
the fiscal years 1956 and 1957. (Since 1957, we have had nothing
but mounting federal deficits with the exception of one year—
1969—and prices rose in that year.) A budget deficit, in short, is
inflationary only to the extent that it causes an increase in the
money supply. And inflation can occur even with a budget surplus
if there is an increase in the money supply notwithstanding.

The same chain of causation applies to all the so-called
“inflationary pressures”—particularly the so-called “‘wage-price
spiral.” If it were not preceded, accompanied, or quickly followed
by an increase in the supply of money, an increase in wages above
the “‘equilibrium level” would not cause inflation; it would merely
cause unemployment. And an increase in prices without an increase
of cash in people’s pockets would merely cause a falling off in sales.
Wage and price rises, in brief, are usually a consequence of inflation.
They can cause it only to the extent that they force an increase in
the money supply.
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Our Forty-Year
Record

A casual reader of the newspapers and of our weekly periodicals
might be excused for getting the impression that our American
inflation is something that suddenly broke out in the last two or
three years. Indeed, most of the editors of these periodicals seem
themselves to have that impression. When told that our inflation
has been going on for some forty years, their response is usually
one of incredulity.

A large number of them do recognize that our inflation is at least
nine or ten years old. They could hardly help doing so, because the
official figures issued each month of wholesale and consumer prices
are stated as a percentage of prices in 1967. Thus the consumer
price index for June 1976 was 170.1, 0.5 percent higher than in the
preceding month and 5.9 percent higher than in june of the year
before. This means that consumer prices were over 70 percent
higher than in 1967, a shocking increase for a nine-year period.
The annual increases in consumer prices ranged from 3.38 percent
between 1971 and 1972 to more than 11 percent between 1973 and
1974. The overall tendency for the period was for an accelerating
rate. The purchasing power of the dollar at the end of the period
was equivalent to only about fifty-seven cents compared with just
nine years before.
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But the inflation may be dated from as early as 1933. it was in
March of that year that the United States went off the gold stan-
dard. And it was in January 1934 that the new irredeemable dollar
was devalued to 59.06 percent of the weight in gold into which it
had previously been convertible. By 1934, the average of wholesale
prices had increased 14 percent over 1933; and by 1937, 31 percent.

But consumer prices in 1933 were almost 25 percent below those
of 1929. Nearly everybody at the time wanted to see them restored
toward that level. So it may be regarded as unfair to begin our
inflationary count with that year. Yet even when we turn to a table
beginning in 1940, we find that consumer prices as of 1976 were
314 percent higher than then, and that the 1976 dollar had a pur-
chasing power of only twenty-four cents compared with the 1940
doilar.

These results are presented herewith for each year in two tables
and three charts. | am indebted to the American Institute for Eco-
nomic Research at Great Barrington, Massachusetts, for compiling
the tables and drawing the charts at my request.

The figures tell their own story, but there are one or two details
that deserve special notice. In the thirty-six-year period the nation’s
money stock has increased about thirteen times, yet consumer
prices have increased only a little more than four times. Even in
the last nine of those years the money stock increased 119 percent
and consumer prices only 74 percent. This is not what the crude
quantity theory of money would have predicted, but there are three
broad explanations.

First, measuring the increase in the stock of money and credit
is to some extent an arbitrary procedure. Some monetary econo-
mists prefer to measure it in terms of what is called M. This is the
amount of currency outside the banks plus demand deposits of
commercial banks. The accompanying tables measure the money
stock in terms of M,, which is the amount of currency outside the
banks plus both the demand and time deposits of commercial
banks. M,, in other words, measures merely the more active media
of purchase, while M; includes some of the less active. I have used
it because most individuals and corporations who hold time de-
posits tend to think of them as ready cash when they are consid-
ering what purchases they can afford to make in the immediate or
near future. But in recent years time deposits have grown at a
much faster rate than demand deposits. So if one uses M, as one’s
measuring stick, one gets a2 much faster rate of increase in the
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monetary stock than by using M,. (The latter has increased only
eight times since 19440.)

Second, one very important reason why prices have not gone up
as fast as the monetary stock is that both overall production and
production per capita have risen steadily almost year by ycar. With
the constant increase in capifal investment—in the number, quality,
and efficiency of machines—both overall productivity and produc-
givity per worker have risen, which means that real costs of pro-
duction have gone down.

The third expizanation has to do with subjective rcactions to in-

Purchasing Power

Money Stock  Consumer of the
Year (M) Price Index Consunter Dollar
1967 100.0 100.0 100.0
1968 108.9 1042 96.0
1969 116.2 109.8 91.1
1970 121.0 116.3 86.0
1971 135.0 i21.2 82.5
1972 149.3 125.3 79.8
1973 163.6 133.1 75.1
1974 177.4 147.7 67.6
1975 191.0 161.2 62.0
1976 218.7% 173.9* 57.5%

* Estimated from data through June.
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Purchasing Power

Money Stock Consummer of the

Year (M,) Price Index Consumer Dollar
1940 100.0 100.0 100.0
1941 113.2 105.1 95.1
1942 128.9 116.4 85.9
1943 162.9 123.6 80.9
1944 193.5 125.6 79.6
1945 229.4 128.5 77.8
1946 251.3 139.3 71.7
1947 264.5 159.4 62.7
1948 268.3 171.7 58.2
1949 267.2 170.1 58.8
1950 2732 171.7 58.2
1951 253.3 185.5 53.9
1952 298.7 189.5 52.7
1953 3101 191.0 52.4
1954 321.0 191.8 52.1
1955 3328 191.2 52.3
1956 338.6 194.1 51.5
1957 3475 200.8 49.8
1958 364.3 206.4 48.5
1959 381.3 2076 48.2
1960 385.1 2113 47.3
1961 405.3 213.5 46.8
1962 428.7 216.0 46.3
1963 456.4 218.6 45.7
1964 485.0 2215 45.1
1965 523.9 2252 44 4
1966 564.6 231.8 431
1967 607.9 238.3 42.0
1968 662.2 248.4 40.3
1969 706.3 261.7 38.2
1970 735.4 277.3 36.1
1971 820.8 288.9 346
1972 907.4 298.6 33.5
1973 994.8 317.2 316
1974 1,078.5 3525 28.4
1975 1,160.9 384.2 26.0
1976 1,329.2% 414.3% 241+

* Estimated from data through June.
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creases in the money stock. Statistical comparisons in numerous
countries and inflations have shown that, when an inflation is in
its early stages or has been comparatively mild, prices tend not to
rise as fast as the money stock is increased. The fundamental reason
is that most people regard the inflation as an accidental or un-
planned occurrence not likely to be continued or repeated. When
an inflation is continued or accelerated, however, this opinion can
change, and change suddenly and dramatically. The result is that
prices start to rise much faster than the stock of money is increased.

The great danger today is that what has been happening since
1939~—to prices as compared with the rate of money issue—may
have given a false sense of security to our official monetary man-
agers as well as to most commentators in the press. The enormous
increase in the American money stock over the past thirty-five to
forty years must be regarded as a potential time bomb. It is too
late for continued complacency.
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The Fallacy of
““Cost-Push”

In chapter 1, I declared that inflation, always and everywhere, is
primarily caused by an increase in the supply of money and credit,

There is nothing peculiar or particularly original about this state-
ment. It corresponds closely, in fact, with “orthodox’ doctrine. It
is supported overwhelmingly by theory, experience, and statistics.

But this simple explanation meets with considerable resistance.
Politicians deny or ignore it, because it places responsibility for
inflation squarely on their own policies. Few of the academic econ-
omists are helpful. Most of them attribute present inflation to a
complicated and disparate assortment of factors and “pressures.”
Labor leaders vaguely attribute inflation to the “‘greed” or
“exorbitant profits” of manufacturers. And most businessmen have
been similarly eager to pass the buck. The retailer throws the blame
for higher prices on the exactions of the wholesaler, the wholesaler
on the manufacturer, and the manufacturer on the raw-material
supplier and on labor costs.

This last view is still widespread. Few manufacturers are students
of money and banking; the total supply of currency and bank de-
posits is something that seems highly abstract to most of them and
remote from their immediate experience. As one of them once
wrote to me: “The thing that increases prices is costs.”
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What he did not seem to realize is that cost 1s simply another
name for a price. One of the consequences of the division of labor
1s that everybody’s price is somebody else’s monetary cost, and
vice versa, The price of pig iron is the steelmaker’s cost. The steel-
maker’s price is the automobile manufacturer's cost. The auto-
mobile manufacturer’s price is the doctor’s or the taxicab-operating
company’s cost. And so on. Nearly all costs, it is true, ultimately
resolve themselves into salaries or wages. But weekly salaries or
hourly wages are the “price” that most of us get for our services.

Now inflation, which is an increase in the supply of money,
lowers the value of the monetary unit. This is another way of
saying that it raises both prices and costs. And costs do not nec-
essarily go up sooner than prices do. Ham may go up before hogs,
and hogs before corn. It is a mistake to conclude, with the old
Ricardian economists, that prices are determined by costs of pro-
duction. It would be just as true to say that costs of production are
determined by prices. What hog raisers can afford to bid for corn,
for example, depends on the price they are getting for hogs.

In the short run, both prices and costs are determined by the
relationships of supply and demand-—including, of course, the sup-
ply of money as well as goods. It is true that in the long run there
is a constant tendency for prices to equal marginal costs of pro-
duction. This is because, though what a thing has cost cannot de-
termine its price, what it sow costs or is expected to cost will de-
termine how much of it will be made.

If these relationships were better understood, fewer editorial
writers would attribute inflation to the so-called wage-price spiral.
In itself, a wage boost (above the “equilibrium’ level}) does not
lead to inflation but to unemployment. The wage boost can, of
course {and under present political pressures usually does), lead to
more mnflation indirectly by leading the government monetary au-
thorities to increase the money supply to make the wage boost
payable. But it is the increase in the money supply that canses the
inflation. Not until we clearly recognize this will we know how
to bring inflation to a halt.

For years we have been talking about the inflationary wage-price
spiral. But Washington (by which is meant both the majority in
Congress and officials in the executive branch) talks about it for
the most part as if it were some dreadful visitation from without,
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some uncontrollable act of nature, rather than something brought
about by its own policies.

Let us sec just how those policies, over the last forty-six years,
have produced the wage-price spiral. First of all, under a series of
laws beginning most notably with the Norris—La Guardia Act of
1932, followed by the Wagner Act and by its later modification,
the Taft-Hartley Act, it was decided that labor troubles developed
chiefly because there was not enough unionization and because
unions were not strong enough.

The federal government was in effect put into the union-orga-
nizing business. It compelled employers to deal exclusively with the
unions thus quasi-officially set up, regardless of how unreasonable
the demands of these unions might turn out to be. Though ille-
galizing all efforts to deny employment to workers who joined
unions, the government explicitly legalized arrangements to deny
employment to workers who did not join unions. (In Section 14{b],
however, the Taft-Hartley Act did allow any individual state to
nullify such a compulsory arrangement within its own borders by
enacting special legislation.)

But worst of all, the unions and union members were given a
privilege not granted to any other associations or individuals—the
power of private coercion and intimidation. The Notris—La Guar-
dia Act in effect prevented either employers or nonunion employ-
ces from going to the federal courts for immediate relief from irrep-
arable injury. The government refuses, contrary to legal practice
in every other field, to hold a union liable for the acts of its agents.
It tolerates mass picketing, which is intimidating and coerave, pre-
venting employers from offering to other workers the jobs aban-
doned by strikers, and preventing other workers from applying for
such jobs. And then officials are astonished and indignant when
these special privileges, against which they provide no effective
legal protection, are “abused.”

The inevitable result of these laws is that there are built up huge
unions with the power to bring basic national industries to 2 halt
overnight. And when they have done this, there seems to be no
way of getting an industry started again except by giving in to the
demands of the union leaders who have called the strike.

This accounts for the upward push on money wage-rates. But
it does not account for the inflationary spiral. The effect of pushing
wage rates above the level of marginal labor productivity, taken
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by itself, would simply be to create unemployment. But as F. A.
Hayek has put it: “Since it has become the generally accepted doc-
trine that it is the duty of the monetary authorities to provide
enough credit to secure full employment, whatever the wage level,
and this duty has in fact been imposed upon the monetary author-
ities by statute, the power of the unions to push up money wages
cannot but lead to continuous, progressive inflation.”

Soon or late our federal lawmakers and administrators must face
up to the labor-union-boss dictatorship and the wage-price spiral
that their own laws and actions have created. But they refuse to
do this when each new crisis arises, When, for example, a nation-
wide steel strike is prolonged, they become panicky. They seek to
settle it by the only means that seem possible to them—by giving
in once more to union demands, by granting still another wage
increase and setting off 2 new upward wage-price spiral.

Politicians demand that the president appoint a “fact-finding”
board to “recommend,” i.e., to impose, in effect, compulsory ar-
bitration that would compel the employers to grant another in-
crease to employees. Thus one government intervention begets a
further government intervention. Because government has failed
in its primary task-—that of preventing private coercion—politi-
cians ask, in effect, for price and wage fixing; and we are driven
toward totalitarian controls.



rice Fixing

As long as we are plagued by false theories of what causes in-
flation, we will be plagued by false remedies. Those who ascribe
inflation primarily to a shortage of goods, for example, are fond
of saying that “the answer to inflation is production.” But this 1s
at best a half-trueh. It is impossible to bring prices down by in-
creasing production if the money supply is being increased even
faster.

The worst of all falsc remedies for inflation 1s price-and-wage
fixing. If more meney is put into circulation, while prices are held
down, most people will be left with unused cash balances seeking
goods. The final result, barring a like increase in production, must
be higher prices.

There are broadly two kinds of price fixing—‘selective”” and
“overall.” With selective price fixing the government tries to hold
down prices merely of a few strategic war materials or a few nec-
essaries of life. But then the profit margin in producing these things
becomes lower than the profit margin in producing other things,
including luxuries. So selective price fixing quickly brings about
a shortage of the very things whose production the government
is most cager to encourage. Then bureaucrats turn to the specious
idea of an overall freeze. They talk (in the event of a war) of holding
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or returning to the prices and wages that existed on the day before
war broke out. But the price level and the infinitely complex price
and wage interrelationships of that day were the result of the state
of supply and demand on that day. And supply and demand seldom
remain the same, even for the same commodity, for two days
running, even without major changes in the money supply.

In the administration of Franklin D). Roosevelt, the heads of the
National Recovery Administration, engaged in overall price con-
trol, were asked by a congressional committee how many prices
they were fixing. A day or two later they brought in an estimate
that there were some 9 million different prices in the United States.
Still later they withdrew that estimate as too low. But on the mod-
est estimate of 9 million different prices there are more than 40
trillion interrelationships of these prices; and a2 change in one price
always has repercussions on a whole network of other prices. The
prices and price relationships on the day before the unexpected
outbreak of a war, say, are presumably those roughly calculated to
encourage a maximum balanced production of peacetime goods.
They are obviously the wrong prices and price relationships to
encourage the maximum production of war goods. Moreover, the
price pattern of a given day always embodies many misjudgments
and “inequities.”” No single mind, and no bureaucracy, has wisdom
and knowledge enough to correct these. Every time a bureaucrat
tries to correct one price or wage maladjustment or “‘inequity” he
creates a score of new ones. And there is no precise standard that
any two people secem able to agree on for measuring the economic
“inequities’ of a particular case.

Coercive price fixing would be an insoluble problem, in short,
even if those in charge of it were the best-informed economists,
statistictans, and businessmen in the country, and even if they acted
with the most consclentious impartiality. But they are in fact sub-
jected to tremendous pressures by the organized pressure groups.
Those in power soon find that price and wage control is a tremen-
dous weapon with which to curry political favor or to punish op-
position. That is why “‘parity” formulas are applied to farm prices
and escalator clauses to wage rates, while industrial prices and
dwelling rents are penalized.

Another evil of price control is that, although it is always put
into effect in the name of an alleged emergency, it creates powerful
vested interests and habits of mnind which prolong it or tend to
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make it permanent. Outstanding examples of this are rent control
and exchange control. Price control is the major step toward a fully
regimented, or “planned,” economy. It causes people to regard it
as a matter of course that the government should intervene in every
economic transaction.

But finally, and worst of all from the standpoint of inflation,
price control diverts attention away from the only real cause of
price inflation—the increase in the quantity of money and credit.
Hence it prolongs and intensifies the very inflation it was ostensibly
designed to cure.
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Ever since the end of World War I, the public in nearly every
country has becen told that the gold standard is out of date, and
what is needed in its place is “‘monetary management” by the ex-
perts. [t 1s interesting to notice what some of the consequences of
this have been.

When Sir Statford Cripps, then chancellor of the exchequer, an~
nounced the devaluation of the British pound from $4.03 to $2.80
on September 18, 1949, Winston Churchill pointed out that Cripps
had previously denied any such possibility no fewer than nine
times, A United Press dispatch of September 18 listed nine such
occasions. A haphazard search on my own part uncovered three
more—on September 22 and 28, 1948, and April 30, 1949. Incor-
porating these in the UP list, we get the following record of denials:

January 26, 1948—"“No alteration in the value of sterling is con-
templated by the Britush Government following the devaluation of
the franc.”

March 4, 1948—A reported plan to devalue the pound is
“complete nonsense.”

May 6, 1948—"The government has ne intenticn of embarking
on a program to devalue the pound.”

September 22, 1948—"There will be no devaluation of the pound
sterling.”
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Scptember 28, 1948—The government has “no idea whatever”
of devaluing the pound sterling. Devaluation would “increase the
price of our imports and decrease the price of exports, which 1s
exactly the opposite of what we are trying to accomplish.”

October 5, 1948—"Devaluation is neither advisable nor even
possible in present conditions.”

December 31, 1948—“No one need fear devaluation of our cur-
rency in any circumstances.”

April 30, 1949-—"Sterling revaluation is neither necessary nor
will it take place.”

June 28, 1949—"There has been no pressure on me by America
o devalue the pound.”

July 6, 1949—"“The government has not the slightest intention
of devaluing the pound.”

July 14, 1949-—No suggestion was made at the conference [with
Snyder and Abbott] . . . that sterling be devalued. And that, 1 hope,
1s that.”

September 6, 19491 will stick to the ... statement [ made
[July 14 in the House of Commons.”

In brief, Sir Stafford emphatically denied at least 2 dozen times
that he would do what he did. The excuse has been made for him
that naturally he could not afford to admit any sach intention in
advance because no one would then have accepted sterling at $4.03.
This “defense’” amounts to saying that unless the government had
lied it could not have successfully deceived the buyers of British
goods and the holders of sterling.

This is what devaluation means. It is a confession of bankruptey.
To announce that IO Us hitherto guaranteed to be worth $4.03 are
in fact worth only $2.80 is to tell your creditors that their old
claims on you are now worth no more than seventy cents on the
dollar.

When a private individual announces bankruptey, he is thought
to be disgraced. When a government does so, it acts as if it had
brought off a brilliant coup. This is what our ewn government did
in 1933, and again in August 1971, when it jauntly repudiated its
promises to redeem its currency in gold. Here is how the London
Bankers' Magazine described the 1949 devaluation of the pound by
the British Government: “The political technique for dealing with
these issues has worn thin. It consists of strenuous, even vicious
repudiation beforchand of any notion of revaluation. fe insists that
the move would be ineffective and utters portentous warning about
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the dangers. When the unthinkable happens the public is slapped
on the back and congratulated on the best picce of luck it has
encountered for years.”

This is what governments have now been doing for two gen-
erations. This 1s what ““monetary management’’ really amounts to.
In practice it is merely a high-sounding ecuphemism for continuous
currency debasement. It consists of constant lying in order to sup-
port constant swindling. Instead of automatic currencies based on
gold, people are forced to take managed currencies based on guile.
Instead of precious metals they hold paper promises whose value
falls with every bureaucratic whim. And they are suavely assured
that only hopelessly antiquated minds dream of returning to truth
and honesty and solvency and gold.
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Uncle Sam:
Swindler?

Fifty years ago H. G. Wells published a minor propagandistic
novel called The Open Conspiracy. I've forgotten now exactly what
that open conspiracy was, but the description seems to fit with
peculiar aptness something that is happening in the United States
today. Our politicians, and most of our commentators, seem to be
engaged in an open conspiracy not to pay the national debt—cer-
tainly not in dollars of the same purchasing power as those that
were borrowed, and apparently not even in dollars of the present
purchasing power.

There is of course no explicit avowal of this intention. The con-
spiracy is, rather, 2 conspiracy of silence. Very few of us even
mention the problem of substantially reducing the national debt.
The most that even the conservatives dare to ask for is that we
stop piling up deficits so that we do not have to increase the debt
and raise the debt ceiling still further. Bat anyone with a serious
intention of eventually paying off the national debt would have to
advocate overbalancing the budget, year in, year out, by a sizable
annual sum.

Today one never sees nor hears a serious discussion of this prob-
lem. We see hundreds of articles and hear hundreds of speeches in
which we are told how we can or should increase federal expen-
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ditures or federal tax revenues in proportion to the increase in our
“gross national product.” But I have yet to see an article that dis-
cusses how the government could begin and increase an annual
repayment of the debt in proportion to the increase in our gross
national product.

When we look at the dimensions the problem has now assumed,
it 1s not difficult to understand the somber silence about it. If some-
one were to propose that the debt be paid off at an annual rate of
$1 billion a year, he would have to face the fact that ar chat rate it
would take more than seven centuries to get rid of it. Yet §1 hillion
a year is even now no trivial sum. Republican administrations, after
World War I, did succeed in maintaining something close to such
a steady annual rate of reduction between 1919 and 1930; but they
were under continual fire for such a “deflationary” policy. Because
of similar deflationary fears, who would dare suggest, say, $7 bil-
lion a year?

Qne suspects that there is at the back of the minds of many of
the politicans and commentators who sense the dimensions of the
problem an unavowed belief or wish. This is that a continuance of
mnflation will scale down the real burden of the debt in relation to
the national income by a constant shrinkage in the value of the
dollar, so reducing the problem to “manageable proportions.”
Such a policy would be indignantly disavowed. But this is precisely
what our reckless spending s leading to. On the debt contracted
forty years ago we are paying interest and principal in twenty-
three-cent dollars. Are our politicians heping to swindle govern-
ment creditors by paying them off in dollars forty years from now
at less than a quarter of the purchasing power of the dollar today?

This trick, alas, has a long and inglorious history. In 1776 Adam
Smith was already writing in his Wealth of Nations:

When national debts have once been accumulated to a
certain degree, there is scarce, I believe, a single instanice
of their having been fairly and completely paid. The
liberation of the public revenue, if it has been brought
about at all, has always been brought about by a bank-
ruptcy; sometimes by an avowed one, but always by a
real one, though frequently by a pretended payment
fi.e., payment in an inflated or depreciated monetary
unit]. . .. The honor of a state is surely very poorly
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provided for, when, in order to cover the disgrace of a
real bankruptcy, it has recourse to a juggling trick of this
kind, so easily seen through, and at the same time so
extremely pernicious.

Our government is not forced to resort, once more, to such a
“juggling trick.” It is not too late for it to face its responsibilities
now, and to adopt a long-term program that would eventually pay
off its creditors with at least the present twenty-three-cent dollar,
without plunging us further into inflation or deflation.
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Why Gold

Seventy years ago, before the outbreak of the First World War,
practically every economist of repute supported the gold standard.
Most of the merits of that standard were clearly recognized. It was,
for one thing, international. When the currency unit of nearly every
major country was defined as a specified weight of gold (previous
to 1934 the American dollar, for example, was defined as 23.22
grains of fine gold), every such currency unit bore a fixed relation
to every other currency unit of the same kind. It was convertible
at that fixed ratio, on demand, to any amount, and by anybody
who held it, into any othet gold currency unit. The result was in
effect an international currency system. Gold was the international
medium of exchange.

This international gold standard was the chief safeguard against
tampering with the currency on the part of politicians and bureau-
crats, It was the chief safeguard against domestic inflation. When
credit inflation did occur, it produced a quick sequence of results.
Domestic prices rose. This encouraged imports and discouraged
exports. The balance of trade (or payments} shifted “‘against’ the
inflating country. Gold started to flow out. This caused a contrac-
tion of the bank credit based on the gold, and brought the inflation
to a halt.
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Usually, in face, the chain of consequences was shorter, quicker,
and more direct, As soon as foreign bankers and exchange dealers
even suspected the existence of inflation in a given country, the
exchange rate for that country’s currency fefl “below the gold
point.”” Gold started to flow out. Then the central-bank managers
of the country that was losing gold raised the discount rate. The
effect was not merely to halt credit expansion at home, but to draw
funds from abroad from lenders who wanted to take advantage of
the higher short-term interest rates. The gold flow was stopped or
reversed.

Thus so long as the gold standard was resolutely maintained, a
whole set of related benefits ensted. Domestic currency tampering
and anything more than a relatively moderate inflation were im-
possible. As gold convertibility had to be maintained at all times,
confidence had to be maintained not only through every year but
every day. Unsound monetary and economic policies, or even se-
rious proposals of unsound policies, were immediately reflected in
exchange rates and in gold movements. The unsound policies or
proposals, therefore, had to be quickly moderated or abandoned.

Because there was a fixed and dependable exchange ratio as well
as free convertibility between one currency unit and another, in-
ternational trade, lending, and investment were undertaken freely
and with confidence. And, finally, the international gold standard
established {apart from differences caused by shipping costs and
tariffs) uniform world prices for transportable commodities—
wheat, coffee, sugar, cotton, wool, lead, copper, silver, etc.

It has become fashionable to say that in a major crisis, such as
war, the gold standard “‘breaks down.” But except to the extent
that the citizens of a country fear invasion, conquest, and physical
seizure of their gold by the enemy, this is an untrue description of
what happens. It is not that the gold standard breaks down, but
that it is deliberately abandoned. What the citizens of a country
really fear in such crises is inflation by their own monetary man-
agers, or seizure of their gold by their own bureaucrats. This in-
flation or seizure is not “‘inevitable” in wartime; it is the result of
policy.

It is precisely the merits of the international gold standard which
the world’s money managers and bureaucrats decry. They do not
want to be prevented from inflating whenever they see fit to inflate.
They do not want their domestic economy and prices to be tied
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mnto the world economy and world prices. They want to be free
to martipulate their own domestic price level. They want to pursue
purely nationalistic policies (at the expense or imagined expense of
other countries), and their pretenses to “internationalism’ are a
pious fraud.
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The Cure for
Inflation

The cure for inflation, like most cures, consists chiefly in removal
of the cause. The cause of price inflation is the increase of money
and credit. The cure is to stop increasing money and credic. The
cure for inflation, in brief, is to stop inflating. It is as simple as that.

Although simple in principle, this cure often involves complex
and disagreeable decisions on detail. Let us begin with the federal
budget. It is next to impossible to avoid inflation with a continuing
heavy deficit. That deficit is almost certain to be financed by infla-
tionary means—i.e., by directly or indirectly printing more money.
Huge government expenditures are not in themselves inflation-
ary—provided they are made wholly out of tax receipts, or out of
borrowing paid for wholly out of real savings. But the difficulties
in either of these methods of payment, once expenditures have
passed a certain point, are so great that there is almost inevitably
a resort to the printing press.

Morcover, although huge expenditures wholly met out of huge
taxes are not necessarily inflationary, they inevitably reduce and
disrupt production, and undermine any free enterprise system. The
remedy for huge governmental expenditures is therefore not
equally huge taxes, but a halt to reckless spending.

On the monetary side, the Treasury and the Federai Reserve
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System must stop creating artificially cheap money; that is, they
must stop arbitrarily holding down interest rates. The Federal Re-
serve must not return to the former policy of buying at par the
government’s own bonds. When interest rates are held artifically
low, they encourage an increase in borrowing. This leads to an
increase in the money and credit supply. The process works both
ways—Tfor it is necessary to increase the money and credit supply
in order to keep interest rates artificially low. That is why a “cheap
money’’ policy and a government-bond-support policy are simply
two ways of describing the same thing. When the Federal Reserve
banks buy government notes or bonds in the open market, they
pay for them, directly or indirectly, by creating money. This is
what is known as “monetizing”’ the public debt. Inflation goes on
as long as this goes on.

The world will never work itself, and keep itself, out of the
present inflationary era until it returns to a full gold standard. The
classical gold standard provided a practically automatic check on
excessive internal credit expansion. That is why the bureaucrats
abandoned it. In addition to being a safeguard against inflation, it
was the only system that ever provided the world with the equiv-
alent of an international currency.

The first question to be asked today 1s not how can we stop
inflation, but do we really want to? For one of the effects of inflation
is to bring about a redistribution of wealth and income. In its early
stages (until it reaches the point where it grossly distorts and un-
dermines production itself) it benefits some groups at the expense
of others. The first groups acquire a vested Interest in maintaining
inflation. Too many of us continue under the delusion that we can
beat the game-—that we can increase our own incomes faster than
our living costs. So there 1s a great deal of hypocrisy in the outcry
against inflation. Many of us are shouting in effect: “Hold down
everybody’s price and income except my own.”’

Governments are the worst offenders in this hypocrisy. At the
same time as they profess to be “fighting inflation” they follow a
so-called full-employment policy. As one advocate of inflation
once put it in the London Economist: “Inflation is nine-tenths of any
full employment policy.”

What he forgot to add is that inflation must always end in a
crisis and a slump, and that worse than the slump itself may be the
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public delusion that the slump has been caused, not by the previous
inflation, but by the inherent defects of a free market.

Inflation, to sum up, is the increase in the volume of money and
bank credit in relation to the volume of goods. It is harmful because
it depreciates the value of the monetary unit, raises everybody’s
cost of living, imposes what is in effect a tax on the poorest {with-
out exemptions) at as high a rate as the tax on the richest, wipes
out the value of past savings, discourages future savings, redistrib-
utes wealth and income wantonly, encourages and rewards spec-
ulation and gambling at the expense of thrift and work, undermines
confidence in the justice of a free enterprise system, and corrupts
public and private morals.

But it is never inevitable. We can always stop it overnight, if we
have the sincere will to do so.
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Part 11
Close-Ups






What Spending and
Deficits Do

The direct cause of price inflation is the issuance of an excessive
amount of paper money. The most frequent cause of the issuance
of too much paper money is a government budget deficit.

The majority of economists have long recognized this, but the
majority of politicians have studiously ignored it. One result, in
this age of inflation, is that economists have tended to put too
much emphasis on the evils of deficits as such and too little em-
phasis on the evils of excessive government spending, whether the
budget is balanced or not.

So it is desirable to begin with the question, What is the effect
of government spending on the economy—even if it is wholly
covered by tax revenues?

The economic effect of government spending depends on what
the spending is for, compared with what the private spending it
displaces would be for. To the extent that the government uses its
tax-raised money to provide more urgent services for the com-
munity than the taxpayers themselves otherwise would or could
have provided, the government spending is beneficial to the com-
munity. To the extent that the government provides policemen.
and judges to prevent or mitigate force, theft, and fraud, it protects
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and encourages production and welfare. The same applies, up to
a certain poing, to what the government pays out to provide armies
and armament against foreign aggression. [t applies also to the
proviston by city governments of sidewalks, streets, and sewers,
and to the provision by states of roads, parkways, and bridges.

But government expenditure even on necessary types of service
may casily become excessive. Sometimes it may be difficult to
measure exactly where the point of excess begins. It is to be hoped,
tor example, that armies and armament may never need to be used,
but it does not follow that providing them is mere waste. They are
a form of insurance premium, and in this world of nuclear warfare
and incendiary slogans it is not easy to say how large a premium
is enough. The exigencies of politicians seeking reelection, of
course, may very quickly lead to unneeded roads and other public
works.

Waste in government spending in other directions can soon be-
come flagrant. The money spent on various forms of rclief, now
called “‘social welfare,” is more responsible for the spending ex-
plosion of the U.S. government than any other type of outlay. In
fiscal year 1927, when total expenditures of the federal government
were $2.9 billion, a negligible percentage of that amount went for
so-called welfare, In fiscal 1977, when total expenditures rose to
$401.9 billion—139 times as much—welfare spending alone (edu-
cation, social services, Medicaid, Medicare, Social Security, veter-
ans benefits, etc.) came to $221 billion, or more than half the total.
The net effect of this spending is to reduce production, because
most of it taxes the productive to support the unproductive.

As to the effect of the taxes levied to pay for the spending, all
taxation must discourage production to some extent, directly or
indirectly. Either it puts a direct penalty on the earning of income,
or it forces producers to raise their prices and so diminish their
sales, or it discourages investment, or it reduces the savings avail-
able for investment; or it does all of these.

Some forms of taxation have more harmful effects on production
than others. Perhaps the worst is heavy taxation of corporate earn-
ings. This discourages business and output; it reduces the employ-
ment that the politicians profess to be their primary concern; and
it prevents the capital formation that is so necessary to increase real
productivity, real income, real wages, real welfare. Almost as
harmful to incentives and to capital formation is progressive per-
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sonal income taxation. And the higher the level of any form of
taxation, the greater the damage it does.

Let us consider government spending in more detail. The greater
the amount of government spending, the more it depresses the
economy. In so far as it is a substitute for private spending, it does
nothing to “‘stimulate” the economy. It merely directs labor and
capital into the production of less necessary goods or services at
the expense of more necessary goods or services. It leads to mal-
production. It tends to direct funds out of profitable capital in-
vestment and into immediate consumption. And most weltare
spending, to repeat, tends to support the unproductive at the ex-
pensc of the productive.

But more important, the higher the level of government spend-
ing, the higher the level of taxation. And the higher the level of
taxation, the more it discourages, distorts, and disrupts production.
It does this much more than proportionately. A one percent sales
tax, personal income tax, or corporation tax would do very lietle
to discourage production, but a 50 percent rate can be seriously
distuptive. Just as cach additional fixed increment of income will
tend to have a diminishing marginal value to the receiver, so each
additional subtraction from his income will mean a more than pro-
portional deprivation and disincentive. The adjective progressive
usually carries an approbatory connotation, but an income tax can
appropriately be called progressive only in the sense that a disease
can be called progressive. So far as its effect on incentives and
production are concerned, such a tax is increasingly refrogressive, or
repressive.

Though, broadly speaking, only a budget deficit tends to lead
to inflation, the recogntion of this truth has led to a serious under-
estimation of the harmfulness of an exorbitant level of total gov-
ernment spending. While a budget balanced at a level of $100 bil-
lion for both spending and tax revenues may be acceptable (at, say,
1978's level of national income and dollar purchasing power), 2
budget balanced at a level above $400 billion may in the long run
prove ruinous. In the same way, a deficit of $60 billion at a $400
billion level of spending is far more ominous than a deficit of the
same size at a spending level of $200 billion.

An exorbitant spending level, in sum, can be as bad as or worse
than a huge deficit. Everything depends on their relative size, and
on their combined size compared with the national income.
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How to Reduce a Deficit

Let us look first at the effect of a deficit. That effect will depend
in large part on how the deficit is financed. Of course if, with a
given level of spending, a deficit of, say, $50 billion is financed by
added taxation, it ceases by definition to be a deficit. But it does
not follow that this is the best course to take. Whenever possible—
except, say, in the midst of a major war—a deficit should be elim-
inated by reducing expenditures rather than by increasing taxes,
because of the harm heavicr taxes would probably do in discour-
aging and disorganizing production.

It 1s necessary to emphasize this point, because every so often
some erstwhile advocate of big spending suddenly turns
“responsible,” and solemnly tells conservatives that if they want
to be equally responsible it is now their duty to balance the budget
by raising taxes to cover the existing and planned expenditures.
Such advice completely begs the guestion. It tacitly assumes that
the existing or planned level of expenditures, and all its constituent
items, are absolutely necessary and must be fully covered by in-
creased taxes no matter what the cost in economic disruption.

We have had thirty-nine deficits in the forty-seven fiscal years
since 1931. The annual spending total has gone up from $3.6 billion
in 1931 to $401.9 billion-——112 times as much—in 1977. Yet the
argument that we must keep on balancing this multiplied spending
by equally multiplied taxation continues to be regularly put for-
ward. The only real solution is to start slashing the spending before
it destroys the economy.

Given a budget deficit, however, there are two ways in which it
can be paid for. One is for the government to pay for its deficit
outlays by printing and distributing more money. This may be
done either directly or by the government’s asking the Federal
Reserve or the private commercial banks to buy its securities and
to pay for them either by creating deposit credits or with newly
issued inconvertible Federal Reserve notes. This of course is simple,
naked inflation.

Qr the deficit may be paid for by the government’s sefling its
bonds to the public and having them paid for out of real savings.
This is not directly inflationary, but it merely leads to an evil of
a different kind. The government borrowing competes with and
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“crowds out” private capital investment, and so retards economic
growth.

Let us examine this a little more closely. There is at any given
time a total amount of actual or potential savings available for
investment. Government statistics regularly give estimates of these.
The gross national product in 1974, for example, was calculated to
be $1,499 billion. Gross private saving for the same year was $215.2
billion—14.4 percent of GNP—of which $74 billion consisted of
personal saving and $141.2 billion of gross business saving. But
the federal budget deficit in that year was $11.7 billion, and in 1975
$73.4 billion, seriously cutting down the amount that could go into
the capital investment necessary to increase productivity, real
wages, and real long-run consumer welfare.

The government statistics estimate the amount of gross private
domestic investment in 1974 at $215 billion and in 1975 at §183.7
billion. But it is probable that the greater part of this represented
mere replacement of deteriorated, worn-out, or obsolete plant,
equipment, and housing, and that net new capital formation was
much smaller.

Let us turn to the amount of new capital supplied through the
security markets. In 1973, total new issues of securities in the
United States came to $99 billion. Of these, $32 billion consisted
of private corporate stocks and bonds, $22.7 billion of state and
local bonds and notes, $1.4 billion of bonds of foreign govern-
ments, and $42.9 billion of obligations of the U.S. government and
its agencies. Thus of the combined total of $74.9 billion borrowed
by the U.S. government and by private industry, the government
got 57 percent and private industry only 43 percent.

Crowding Out

The crowding-out argument can be stated in a few elementary
propositions: (1) Government borrowing competes with private
borrowing. (2) Government borrowing finances government def-
icits. (3) What the government borrows is spent chiefly on con-
sumption, but what private industry borrows chiefly finances cap-
ital investment. (4) It is the amount of new capital investment that
is chiefly responsible for the improvement of economic conditions.
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The possible total of borrowing is restricted by the amount of
real savings available. Government borrowing crowds out private
borrowing by driving up interest rates to levels at which private
manuafacturers who would otherwise have borrowed for capital
investment are forced to drop out of the market.

Yet government spending and deficits keep on increasing year
by year. Why? Chiefly because they serve the immediate interests
of politicians seeking votes, but also because the public still for the
most part accepts a set of sophistical rationalizations.

The whole so-called Keynesian doctrine may be summed up as
the contention that deficit spending, financed by borrowing, creates
employment, and that enough of it can guarantee “full” employ-
ment. The American people have even had foisted upon them the
myth of a “full~employment budget.” This is the contention that
projected federal expenditures and revenues need not be, and ought
not to be, those that would bring a real balance of the budget under
actuaily existing conditions, but merely those that would balance
the budget if there were **full employment.”

To quote a more technical explanation (as it appears, for ex-
ample, in the Economic Report of the President, January 1976): “Full
employment surpluses or deficits are the differences between what
receipts and expenditures are estimated to be if the economy were
operating at the potential output level consistent with a 4 per cent
unemployment™ {p. 54).

A table in that report shows what the differences would have
been for the years 1969 through 1975 between the actual budget
and the so-called full-employment budget. For the calendar year
1975, for example, actual receipts were $283.5 billion and expend-
itures $356.9 billion, leaving an actual budget deficit of $73.4 bil-
lion. But in conditions of full employment, receipts from the same
tax rate might have risen to $340.8 billion, and expenditures might
have fallen to $348.3 billion, leaving a deficit not of $73.4 billon
but only of $7.5 billion. Nothing to worry about.

Nothing to worry about, perhaps, in a dream world. But let us
return to the world of reality. The implication of the full-employ-
ment budget philosophy (though it is seldom stated explicitly) is
not only that in a time of high unemployment it would make
conditions even worse to aim at a real balance of the budget, but
that a full-employment budget can be counted on to bring full em-
ployment.
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The proposition is preposterous. The argument for it assumes
that the amount of employment or unemployment depends on the
amount of added dollar “purchasing power” that the government
decides to squirt into the economy. Actually the amount of un-
employment is chiefly determined by entirely different factors,
such as: the relations in various industries between selling prices
and costs and between particular prices and particular wage-rates,
the wage rates exacted by strong unions and strike threats, the level
and duration of unemployment insurance and relief payments
(making idleness more tolerable or attractive), and the existence
and size of legal minimum-wage rates. But these and other im-
portant factors are persistently ignored by the full-employment
budgeteers and by all the other advocates of deficit spending as the
great panacea for unemployment.

It may be worthwhile, before we leave this subject, to point to
one or two of the practical consequences of a consistent adherence
to a full-employment budget policy. In the twenty-eight years
from 1948 to 1975, there were only eight in which unemployment
fell below the government target-level of 4 percent. In all the other
years the full-employment budgeteers would have prescribed an
actual deficit. But they say nothing about achieving a surplus in
full-employment years, much less about its desirable size. Presum-
ably they would consider any surplus at all, any repayment of the
government debt, as extremely dangerous at any time. So a pre-
scription for full-employment budgeting might not produce very
different results in practice from a prescription for perpetual deficit.
Perhaps an even worse consequence is that as long as this prescrip-
tion prevails, it can only act to divert attention from the real causes
of unemployment and their real curc.

Perhaps a word needs to be said about the fear of a surplus that
has developed in recent decades—ever since about 1930, in fact.
This of course is only the reverse side of the myth chat a deficit is
needed to “‘stimulate” the economy by “‘creating purchasing
power.” The only way in which a surplus could do even temporary
harm would be by bringing about a sudden substantial reduction
in the money supply. It could do this only if the bonds paid off
were those held by the banking system against which demand de-
posits had been created. But in 1977, out of a gross public debt of
$697.4 billion, $100.5 billion was held by commercial banks and
$94.6 billion by Federal Reserve banks. This left $502.3 billion, or
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about 72 percent, in nonbanking hands. This could be retired, say,
over fifty years, without shrinking the money supply in the least.
And if the public debt were retired at a rate of $5 billion or $10
billion a year, private holders would have that much more to invest
in private industry.

A myth even more pernicious than the full-employment budget,
and akin to it in nature, is the Phillips curve. This is the doctrine
that there is a “trade-oft” between employment and inflation, and
that this can be plotted on a precise curve—that the less inflation,
the more unemployment, and the more inflation, the less unem-
ployment. But since this incredible doctrine is more directly refated
to the issuance of currency than to government spending and def-
icits, we shall examine 1t later.

In conclusion: Chronic excessive government spending and
chronic huge deficits are twin evils, The deficits lead more directly
to inflation, and therefore, in recent years they have tended to
receive a disproportionate amount of criticism from economists
and editonial writers. But the total spending is the greater evil be-
cause it is the chief political cause of the deficits. If the spending
were more moderate, the taxes to pay for it would not have to be
so oppressive, so damaging to incentive, so destructive of employ-
ment and production. So the persistence and size of deficits, though
serious, 1s a derivative problem; the primary evil is the exorbitant
spending, the leviathan Welfare State. If spending were brought
within reasonable bounds, taxes to pay for it would not have to be
so burdensome and demoralizing, and politicians could be counted
on to keep the budget balanced.
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10

What Spending
and Deficits Do
Not Do

In the preceding chapter we have examined some of the harm
that deficits do. Let us here concentrate on what they do not do.
They do not cure unemployment.

Let us turn to segments of the historical record, year by year.

Deficit Percentage of
Year (8 in Millions) Unemployment
1931 $ 462 15.9
1932 2,735 23.6
1933 2,602 24.9
1934 3,630 21.7
1935 2,791 201
1936 4,425 16.9
1937 2,777 14.3
1938 1,177 19.0
1939 3,862 17.2
1940 3,095 14.6

Sources: Budget of the United States, 1978, p. 437. Historical Supplement fo
Economic Indicators, 1967, p. 35.
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After 1930, we had cheap money, inflexible or rising wage rates,
and heavy government deficits for the next ten years, We also had
mass unemployment for the next ten years—until World War I
finally bailed us out.

In the foregoing tabulation, the deficits are for the fiscal years
ending on June 30; the unemployment is an average of the full
calendar year. These deficits may not seem large in comparison
with the sums to which we have recently become accustomed, but
they were not trivial in their time. As the average annual deficit
for the period was $2.8 billion, and the average expenditure $6.7
billion, the deficits averaged 42 percent of total expenditures. Trans-
lated into other terms, the $2.8 billion average deficit was 3.6 per-
cent of the gross national product of the period. The same per-
centage of the gross national product of 1976 would be equivalent
to a deficit of $60.9 billion.

Now let us look at the record from 1960 through 1976,

Deficit Percentage of
Year (% in Miliions) Unemployment
1960 + 269% 5.5
1961 3,406 6.7
1962 7,137 5.5
1963 4,751 5.7
1964 5,922 5.2
1965 1,596 4.5
1966 3,796 3.8
1967 8,702 3.8
1968 25,161 3.6
1969 +3,236% 35
1970 2,845 4.9
1971 23,033 59
1972 23,372 5.6
1973 14,849 4.9
1974 4,668 5.6
1975 45,108 8.5
1976 66,461 7.7

* Surplus.

Sources: Budget of the United States, 1978, p. 437. Economic Report of the
President, January 1977, p. 221.
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There are so many factors operating at all times in a national
economy, and so many conditions, in particular, helping to deter-
mine the overall rate of employment or unemployment, that a
simple statistical comparison like the foregoing does not prove
anything beyond dispute. But on their face the figures hardly tend
to show that deficits, even massive ones, prevent or even reduce
unemployment. On the contrary, the clear trend is that the higher
the deficits in the foregoing table, the worse the unemployment
record.

The average unemployment in this country over 2 long period
of years has been a shade under 5 percent. In the six years beginning
1971, when massive chronic deficits set in, the unemployment rate
averaged 6.36 percent, and higher in the two years when the deficts
were highest.

It is interesting that in the sixteen years following 1960, there
was a surplus in only one year—1969—and in that year unem-
ployment was the lowest shown in the table.

A coincidence, no doubt. But again, one of the worst conse-
quences of the fixed Keynesian myth that deficit spending cures
unemployment is not only that it promotes reckless government
spending and monetary inflation, but that it systematically deflects
attention from a study of the real causes of unemployment—ex-
cessive union wage rates, minimum wage laws, prolonged unem-
ployment insurance, and a score of other social programs that di-
minish the incentives for men to accept market wages or to look
for work.
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11

Lessons of the
German Inflation:

We learn from extreme cases, in economic life as in medicine.
A moderate inflation, that has been going on for only a short time,
may seem like a great boon. It appears to increase incomes and to
stimulate trade and employment. Politicians find it profitable to
advocate more of it—not under that name, of course, but under
the name of “‘expansionary” or “full-employment” policies. It is
regarded as politically suicidal to suggest that it be brought to a
halt. Politicians promise to “fight” inflation; but by that they al-
most never mean slashing government expenditures, balancing the
budget, and halting the money-printing presses. They mean de-
nouncing the big corporations and other sellers for raising their
prices. They mean imposing price and rent controls.

When the inflation 1s sufficiently severe and prolonged, however,
when it becomes what is called a hyperinflation, people begin at

! For most of the statistics and some of the other information in this
chapter I am indebted to two books: chiefly to Costantine Bresciani-Tur-
roni, The Economics of Inflation (London: George Allen & Unwin, 1937),
and partly to Frank D. Graham, Exchange, Prices, and Production in Hyper-
Inflation: Germany, 1920-1923 (Princeton:: Princeton University Press,
1930; and New York: Russell & Russell, 1967). These authors in turn
derived most of their statistics from official sources.
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last to recognize it as the catastrophe it really is. There have been
scores of hyperinflations in history—in ancient Rome under Dio-
cletian, in the American colonies under the Continental Congress
in 1781, in France from 1790 to 1796, in Austria, Hungary, Poland,
and Russia after World War I, and in three or four Latin Amerncan
countries today.

But the most spectacular hyperinflation in history, and also the
one for which we have the most adequate statistics, occurred in
Germany in the years from 1919 to the end of 1923, That episede
repays the most careful study for the light it throws on what hap-
pens when an inflation is allowed to run its full course. Like every
individual inflation, it had causes or features peculiar to itself—the
Treaty of Versailles, with the very heavy reparation payments it
laid upon Germany, the occupation of the Ruhr by Allied troops
in early 1923, and other developments. But we can ignore these
and concentrate on the features that the German hyperinflation
shared with other hyperinflations.

At the outbreak of World War I—on July 31, 1914—the German
Reichsbank took the first step by suspending the conversion of its
notes into gold. Between July 24 and August 7 the bank increased
its paper note issue by 2 billion marks. By November 15, 1923, the
day the inflation was officially ended, it had issued the incredible
sum of 92.8 quintillion (92,800,000,000,000,000,00(}) paper marks.
A few days later (on November 20) a new currency, the renten-
mark, was issued. The old marks were made convertible into it at
a rate of one trillion to one.

It is instructive to follow in some detail how all this came about,
and in what stages. By October 1918, the last full month of World
War I, the quantity of paper marks had been increased fourfold
over what it was in the prewar year 1913, yet prices in Germany
had increased only 139 percent. Even by October 1919, when the
paper money circulation had increased sevenfold over that of 1913,
prices had not quite increased sixfold. But by January 1920 this
relationship was reversed: money in circulation had increased 8.4
times and the wholesale price index 12.6 times. By November 1921
circulation had increased 18 times and wholesale prices 34 times.
By November 1922 circulation had increased 127 times and whole-
sale prices 1,154 times, and by November 1923 circulation had
increased 245 billion times and prices 1,380 billion times.

These figures discredit the crude or rigid quantity theory of
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money, according to which prices increase in proportion to the
increase in the stock of money-whether the money consists of
gold and convertible notes or merely of irredeemable paper.

And what happened in Germany is typical of what happens in
every hyperinfiation. In what we may call Stage One, prices do
not increase nearly as much as the inecrease in the paper money
circulation. This is because the man in the strect is hardly aware
that the money supply is being increased. He still has confidence
in the money and in the preexisting price level. He may even post-
pore some intended purchases because prices seem to him abnor-
mally high, and he salf hopes that they will soon fall back to their
old levels.

Then the inflation moves into what we may call Stage Two,
when people become aware that the money stock has increased,
and is still increasing. Prices then go up approximately as much as
the quantity of money is increased. This is the result assumed by
the rigid quantity theory of money. But Stage Two, in fact, may
fast only for a short time. People begin to assume that the govern-
ment is going to keep increasing the issuance of paper money in-
definitely, and even at an accelerating rate. They lose all trust in it.
The result is Stage Three, when prices begin to increase far faster
than the government increases, or even than it can increase, the
stock of money.

{This result follows not because of any proportionate increase in
the velocity of circulation of money, but simply because the value
that people put upon the monetary unit falls faster than the issuance
increases. See chapter 13 for a more detailed discussion of this
point.)

Money versus Prices

But throughout the German inflation there was almost no pre-
dictable correspondence between the rate of issuance of new paper
marks, the rise in internal prices, and the rise in the doliar-exchange
rate. Suppose, for example, we assign an index number of 100 to
currency circulation, internal prices, and the dollar rate in October
1918. By February 1920 circulation stood at 203.9, internal prices
at 500.3, and the dollar rate at 1,503.2. One result was that prices
of imported goods then reached an index number of 1,898.5.

But from February 1920 to May 1921 the relationship of these
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