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Foreword

Ludwig von Mises lived a long life—from 1881 to 1973. He was
born within the borders of the huge European empire of Austria-Hun-
gary and was for many years the leading spokesman of what became
known as the Austrian School of Economics. This theoretical schoot dif-
fers from other schools of economics because it does not deal with
aggregates, large numbers, or historical data. It uses a micro rather than
a macro approach to economics. It fraces all economic phenomena back
to the actions of individuals—to their subjective values and to the value
each market participant places on the marginal utility of a particular
good or service. The Austrians view the world economy as a giant auc-
tion in which everyone is always bidding for the various goods and ser-
vices he or she wants by offering something he or she has. By starting
from the viewpoint of the individual actor and by reasoning logically
step by step, Mises and his fellow Austrian economists were able to
explain the development of prices, wages, money, production, trade,
and so on.

Mises was prolific. He wrote many books and articles. He traveled
and lectured widely throughout Europe and gained an international
reputation as a strong advocate of capitalism and an ardent critic of
interventionism. However, Mises’s teachings were drowned out for
many years by the overwhelming popularity of John Maynard Keynes,
Keynes's macroeconomic doctrines, and his proposals for government
intervention and politically expedient spending programs.

Mises left Vienna for Switzerland before the Germans, under Hitler,
occupied Austria. He taught in Geneva at the Institute for International
Studies until 1940, when he migrated to the United States. His reputa-
tion had been well-established in Europe. But when he arrived in this
country at age 59, he was a stranger in a strange land, obliged to start
almost all over again. He soon obtained an appointment at the National
Bureau of Economic Research, which gave him the opportunity to write
the manuscript for this book.

Anyone who is familiar with Mises’s other writings will not find
anything particularly surprising in this book. Mises frequently criti-
cized the various aspects of government intervention and he often
described how government intervention interferes with the attempts of
individuals to accomplish their various goals. However, in none of his

vii
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other writings does he explain government intervention and its conse-
quences more clearly and simply than he does here.

Mises wrote Intervenltionisin: An Economic Analysis® in his native
German tongue. After it had been translated by Drs. Thomas McManus
and Heinrich Bund, he considered it “ready for publication.” However,
apparently nothing was done about the manuscript and it disappeared
from view. When this project came to nought, Mises, of necessity,
turned his efforts toward other writing and lecturing. In 1944, his
Bureaucracy and Omnipotent Government were published. In 1945, he
received an appointment as Visiting Professor at New York University
Graduate School of Business Administration and began teaching again.
Then in 1946, he joined the staff of the Foundation for Economic Edu-
cation as a part-time adviser. Many other books followed, including
especially his magnum opus, Huiman Action, in 1949.

This book, Inferventionism, was written in 1940, before the United
States was officially involved in World War I1. Here Mises offers a rare
insight into the war economies of Hitler’s Germany and Mussolini’s
Italy. He also criticizes the pre-World War IT Allied governments for hav-
ing favored socialism and interventionism over capitalist methods of
production. As a matter of fact, he blames the Allies” lack of military pre-
paredness on their having fallen prey to anti-capitalist propaganda and
for having spent more effort trying to prevent war profiteering than on
creating an economic climate conducive to the production of arma-
ments. “When the capitalist nations in time of war give up the industrial
superiority which their economic system provides them, their power to
resist and their chances to win are considerably reduced. . . . The defeat
of France and the destruction of English cities was the first price paid for
the interventionist suppression of war profits.” (pp. 73, 75)

Throughout his career, Mises pointed out that individuals face risk
and uncertainty in their struggle to survive. They encounter many
obstacles—both natural and man-made. Natural catastrophes such as
earthquakes, floods, tornadoes, hurricanes, landslides, avalanches, and
fires may disrupt their plans. Man-made catastrophes such as wars,
theft, fraud, and government interventions may also disrupt their
plans. With respect to the obstacles nature places in their paths, men
have no alternative but to cope as best they can. With respect to man-
made obstacles, however, the situation is different; men are not com-

* In spite of the similar title, Mises’s Critique of Interventionism (1929; English trans-
lation, 1977} is a very different book from this one. That book is an anthology of articles
criticizing the dectrines and proposals of specific interventionists of the 1920s; this book
is a clear and simple exposition of the theory of government intervention.
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pletely helpless; they have the capability of avoiding and/or removing
them.

In explaining how the market functions, Mises criticized man-
made government interventions—controls, regulations, restrictions,
special privileges, and subsidies for some at the expense of others. He
always pointed out, as he does in this book, that aithough enacted with
the best of intentions, such government interventions lead to condi-
tions that even their advocates consider worse than those they were try-
ing to alleviate. However, he also explained that such obstacles, being
man-made, were avoidable and removable-—once people came to real-
ize that government should not interfere with peaceful interpersonal
relationships.

Mises also pointed out that government’s role should be limited.
Government should protect equally the lives and property of all per-
sons under its jurisdiction. It should adjudicate disputes among indi-
viduals so as to assure, insofar as possible, equal justice to all. Other-
wise, it should leave people free to work out their own destinies. We are
fortunate indeed that this manuscript, which explains in such clear
terms these basic principles, has resurfaced from among the papers left
at Mises’s death and is now being made available.

—BETTINA BIEN (GREAVES
Qctober 1997






Author’s Preface

It is the purpose of this essay to analyze the problems of govern-
ment interference in business from the economic standpoint. The polit-
ical and social consequences of the policy of interventionism! can only
be understood and judged on the basis of an understanding of its eco-
nomic implications and effects.

Ever since the European governments in the last decades of the
nineteenth century embarked on this policy, which today frequently is
called “progressive” but which actually represents a return to the mer-
cantilist policy of the seventeenth and early eighteenth centuries, econ-
omists have persistently pointed out the inconsistency and futility of
these measures and have predicted their political and social conse-
guences. Governments, political parties, and public opinion have just
as persistently ignored their warnings. They ridiculed the alleged doc-
trinarism of “orthodox” economics and boasted of their “victories”
over economic theory. But these were Pyrrhic victories.

The inevitable sequence of events which followed upon the appli-
cation of interventionist measures fully proved the correctness of the
economists’ predictions. The predicted political effects, social unrest,
dictatorship, and war, also did not fail to appear.

This essay is not intended to discuss specifically the American New
Deal. It deals with interventionism in general, and its conclusions are
valid for all instances of interventionism irrespective of the country
concerned. There was a considerable amount of interventionism in
America long before 1933. The New Deal is merely the present-day,
specifically American brand of a policy which began everywhere—
including America—several decades ago. To the economist there is
nothing new in the New Deal. It differs from the policy of Kaiser Wil-
helm If and from the policy of the Weimar Republic only to the extent
necessitated by the particular conditions of present-day America. And
it places the American people today in the same dilemma in which the
German people found themselves ten years ago.

1Thr0ugh0ut this essay, the term interventionism is used in the sense ascribed to it
by many generations of economists. kit covers the domestic policy of governmental inter-
ference with business. It is not to be confused with the political term “interventionism”
referring to international policy, as contrasted with “isolationism” in the current Ameri-
can controversy about the War.

xi
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This essay is economic in character and, therefore, is not concerned
with the legal and constitutional aspects of the problem. Laws and con-
stitutions as such are of secondary importance only. They are to serve
the people, not to rule the people. They are to be formulated and inter-
preted in such a way as to make possible an economic development
beneficial to the welfare of all groups of the nation. If they fail to reach
this aim, the laws and their interpretation ought to be changed.

There is certainly no lack of literature on this subject; almost every
day new contributions appear. But almost all of these studies are con-
cerned exclusively with particular groups of measures and their short-
run effects. This method of analysis is woefully inadequate. It merely
shows the immediate consequences of individual interventions with-
out considering their indirect and long-run effects. It takes into account
only the alleged benefits and disregards the costs and detriments.

In this way, of course, a comprehensive appraisal of the social and
ecornomic consequences of interventionism can never be reached. That
certain individuals or small groups of individuals may sometimes be
temporarily privileged or benefited by certain interventionist measures
cannot be denied. The question is, however, what further effects are
caused, particularly if the attempt is made to accord in the same way
privileges to large sections of the population or even to the whole
nation. It is therefore essential to study the totality of interventionist
policy, not enly its short-run but also its long-run effects.

It would be a thorough misinterpretation of my statements to con-
sider them as a criticism of the statesmen and politicians in power. My
criticism is not aimed at men, but at a doctrine. No matter what the con-
stitution of the country, governments always have to pursue that policy
which is deemed right and beneficial by popular opinion. Were they to
attempt to stand up against the prevailing doctrines they would very
soon lose their positions to men willing to conform to the demands of
the man in the street. Dictators too can only seize and maintain power
if they are backed by the approval of the masses. The totalitarianism of
our times is the product of the wide acceptance of totalitarian ideology;
it can only be overcome by a different philosophy.

If we are to understand economic problems, we have to keep our-
selves free of all prejudices and preconceived opinions. If we are con-
vinced beforehand that the measures which are being recommended to
benefit certain groups or classes, for instance laborers or farmers, actu-
ally do benefit and de not injure those groups, and if we are determined
not to abandon our prejudices, we shall never learn anything. It is the
very task of economic analysis to ascertain whether the policies recom-
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mended by the various parties and pressure groups actually lead to the
results which their advocates desire.

The problem is not whether the capitalist system (i.e., the market
economy) is good or bad. The real question is whether it would be in
the interest of the masses of the people to replace the market economy
by another system. When someone points out some unfavorable condi-
tions which the market economy has not been able to eliminate he has
by no means proved the practicability and desirability of either inter-
ventionism or socialism.

This certainly is still the least objectionable argumentation. As a
rule, capitalism is blamed for the undesired effects of a policy directed
at its elimination. The man who sips his morning coffee does not say,
“Capitalism has brought this beverage to my breakfast table.” But
when he reads in the papers that the government of Brazil has ordered
part of the coffee crop destroyed, he does not say, “That is government
for you”; he exclaims, “That is capitalism for you.”

An analysis of the problems with which this book is concerned
must be conducted strictly according to the rules of logic and has to
avoid everything that might disturb the objective judgment by appeal
to the emotions. Consequently I have refrained from making this essay
more entertaining by including amusing anecdotes about the ridicu-
lously paradoxical measures of contemporary economic policy. I feel
certain that this will be appreciated by the serious reader.

Some people may object that it is insufficient to discuss these prob-
lems from an economic standpoint only. They include, it is said, more
than merely economic aspects, namely, politics, philosophy of life, and
moral values, I definitely disagree. All political arguments of our time
center around capitalism, socialism, and interventionism. Certainly
there are many more things in life. But our contemporaries—not just
the economists—have placed the question of economic organization in
the center of their political thinking. All political parties confine them-
selves to economic aspects; they recommend their programs with the
assertion that their execution will make their supporters richer. All
pressure groups fight for economic betterment; all parties are today
economic parties. Hitler and Mussolini proclaim: “We ‘have-nots” are
out to get a share of the wealth of the plutocrats.” Ownership is the bat-
tlecry of the day. We may well approve or disapprove of this fact, but
we cannot deny its existence.

Therefore it is not arrogance or narrowmindedness that leads the
economist to discuss these things from the standpoint of economics. No
one, who is not able to form an independent opinion about the admit-
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tedly difficult and highly technical problem of calculation in the social-
ist economy, should take sides in the question of socialism versus capi-
talism. No one should speak about interventionism who has not exam-
ined the economic consequences of interventionism. An end should be
put to the common practice of discussing these problems from the
standpoint of the prevailing errors, fallacies, and prejudices. It might be
more entertaining to avoid the real issues and merely to use popular
catchwords and emotional slogans. But politics is a serious matter.
Those who do not want to think its problems through to the end should
keep away from it.

The moment has come in which our contemporaries have thor-
oughly to reconsider their political ideas. Every thinking person has
frankly to admit that the two doctrines which for the past twenty years
have exclusively dominated the political scene have obviously failed.
Both anti-fascism and anti-communism have utterly lost their meaning
since Hitler and Stalin have ceased to conceal their alliance from the
world .2

I hope to render with this book a service to those who seek a clari-
fication of their ideas and a better understanding of the problems of the
world today.

I do not want to close this preface without expressing my sincere
gratitude to my two colleagues Drs. Heinrich Bund and Thomas
McManus who have aided in the preparation of the manuscript and in
its transtation.

—LupwiG voN MISES
November 1941

% predicted the cooperation between the Nazis and Bolsheviks as early as 1925 in
my article “Anti-Marxism” (Weltwirtschafiliches Archiv, Vol 21, p. 279) reprinted in my
1926 book Kritik des [nterventionismus, p. 106. [English translation, Arlington House, 1977,
p- 122; 2nd English edition, Foundation for Economic Education, 1996, pp. 81-82. When
this book was written Germany and the U.SS.R. were allies, united through a non-
aggression treaty which lasted only from August 1939 until June 22, 1941, when the Ger-
mans attacked Russia without warning —Editor]



INTRODUCTION

1. The Problem

We call capitalism or market economy that form of social coopera-
tion which is based on private ownership of the means of production.

Socialism, communism, or planned economy, on the other hand, is
the form of social cooperation which is based on public ownership of
the means of production. The terms state capitalism and authoritarian
economy have essentially the same meaning,

It is frequently asserted that a third form of social cooperation is
feasible as a permanent form of economic organization, namely a sys-
tem of private ownership of the means of production in which the gov-
ernment intervenes, by orders and prohibitions, in the exercise of own-
ership. This third system is called interventionism. All goverruments
which do not openly profess socialism tend to be interventionist nowa-
days, and all political parties recommend at Jeast some degree of inter-
ventionism.! It is claimed that this system of interventionism is as far
from socialism as it is from capitalism, that as a third solution to the
social problem it stands midway between the two systems, and that
while retaining the advantages of both it avoids the disadvantages
inherent in both.

In this study the question will be analyzed whether we are justified
in considering interventionism as a possible and viable system of social
cooperation. We shall attempt to answer the question whether inter-
ventionism is able to accomplish what its advocates expect, and
whether, perhaps, it does not produce consequences diametrically
opposed to those sought by its application.

Such an analysis has more than merely academic value. With the
exception of the two socialist countries of Soviet Russia and Nazi Ger-
many, interventionism is today throughout the world the prevailing
economic system, Therefore, an understanding of interventionism and
its inevitable consequences is an essential prerequisite for a compre-
hension of present-day economic problems.

TThe orfhodox Marxists, however, recommend interventionism in full recognition of
the fact that it paralyzes and destroys the capitalistic market econemy and, thus, in their
opinion, leads to sociatism. This was the argument advanced as long as a cenfury ago by
Friedrich Engels.
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We intend in this analysis to refrain from value judgments. Conse-
quently we do not ask whether interventionism is good or bad, moral
or immoral, to be commended or condemned. We merely ask from the
standpoint of those who want to put it into operation whether it serves
or frustrates their intentions. In other words, does its application attain
the ends sought?

In order to answer these questions we have first to clarify the mean-
ing of the terms of capitalism, socialism, government, and intervention.

2. Capitalism or Market Economy

In the capitalistic economy the means of production are owned by
individuals or associations of individuals, such as corporations. The
owners use the means of production directly to produce, or they lend
them, for a compensation, to others who want to use them in produc-
tion. The individuals or associations of individuals who produce with
their own or with borrowed money are called entrepreneurs.

Superficially, it seems that the entrepreneurs decide what should be
produced, and how it should be produced. However, as they do not
produce for their own needs but for those of all members of the com-
munity, they have to sell the products on the market to consumers, that
is, those individuals who want to use and consume them. Only that
entrepreneur is successful and realizes a profit who knows how to pro-
duce in the best and cheapest way, that is with 2 minimum expenditure
of material and labor, the articles most urgently wanted by the con-
sumers. Therefore, in actuality the consumers, not the entrepreneurs,
determine the direction and scope of production. In the market econ-
omy the consumers are sovereign. They are the masters, and the entre-
preneurs have to strive, in their own interest, to serve the wishes of the
consumers to the best of their ability.

The market economy has been called a democracy of consumers,
because it brings about a daily recurring ballot of consumer prefer-
ences. The casting of votes at an election and the spending of dollars in
the market are both methods of expressing public opinion. The con-
sumers decide, by buying or by refraining from buying, the success or
failure of the entrepreneurs. They make poor entrepreneurs rich and
rich entrepreneutrs poor. They take away the means of production from
those entrepreneurs who do not know how to use them best in the ser-
vice of the consumers and transfer them to those who know how to
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make better use of them. It is true that only the entrepreneurs produc-
ing consumers’ goods have direct contact with the consumers; only
they are immediately dependent on the consumers; only they receive
directly the consumers’ orders. But they transmit those orders and their
dependence to the entrepreneurs who bring producers’ goods to the
market. The producers of consumers’ goods have to purchase where
they can, at lowest cost, the producers’ goods which are required for the
ultimate satisfaction of the wants of the consumers. Should they fail to
use the cheapest supplies, should they faii to make the most efficient
use of the producers’ goods in production, they would be unable to sat-
isfy the wants of the consumers at lowest prices; more efficient entre-
preneurs who know better how to buy and how to produce would
crowd them out of the market. The consumer as buyer may follow his
own liking and his own fancy. The entrepreneur must do the buying for
his enterprise as the most efficient satisfaction of the wants of the con-
sumers’ dictates. Deviations from this line prescribed by the consumers
affect the entrepreneur’s returns, thus causing losses and endangering
his position as entrepreneur.

Such is the oft-decried harshness of the entrepreneur who figures
everything in dollars and cents. He is forced to take this attitude by
order of the consumers, who are unwilling to reimburse the enirepre-
neurs for unnecessary expenditures. What in everyday language is
called economy is simply law prescribed by the consumers for the
actions of the entrepreneurs and their helpers. The consumers, by their
behavior in the market, are the ones who indirectly determine prices
and wages and, thus, the distribution of wealth among the members of
society. Their choices in the market determine who shall be entrepre-
neur and owner of the means of production. By every dollar spent, the
consumers influence the direction, size, and kind of production and
marketing.

The entrepreneurs do not form a closed class or order. Any individ-
ual may become an entrepreneur if he has the ability to foresee the
future development of the market better than his fellow-citizens, if he
can inspire the confidence of capitalists, and if his attempts to act on his
own risk and responsibility prove successful. One becomes an entre-
preneur, literally, by pushing forward and exposing oneself to the
impartial test to which the market puts everyone who wants to become
or remain an entrepreneur. Everyone has the privilege of choosing
whether he wants to submit himself to this rigorous examination or
not. He doesn’t have to wait to be asked to do so—he must step forward
on his own initiative, and he has to worry where and how he can secure
the means for his entrepreneurial activity.
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For decades it was repeatedly asserted that the rise of poor people
into entrepreneurial positions was no longer possible in the stage of
“late capitalism.” The proof for this assertion was never given. Since
this thesis was first voiced, the composition of the entrepreneurial class
has basically changed; a considerable part of the former entrepreneurs
and their heirs have disappeared, and the most outstanding entrepre-
neurs of today are again what we usually call self-made men. This con-
stant recomposition of the entrepreneurial elite is as old as the capital-
ist economy itself and forms an integral part of it.

What is true of the entrepreneurs holds true for the capitalists as
well. Only the capitalist who knows how to use his capital properly
(from the consumer’s point of view), that is, to invest it so that the
means of production will be employed most efficiently in the service of
consumers, is able to keep and augment his property. If he does not
want to suffer losses the capitalist has to place his means at the disposal
of successful enterprises. In the market economy the capitalist, just like
the entrepreneurs and the workers, serves the consumers. It seems
superfluous to point out specifically in this connection that the con-
sumers are not merely consumers but that the totality of the consumers
is identical with the totality of the workers, entrepreneurs, and capital-
ists.

In a world of unchanging economic conditions the exact amounts
which the entrepreneurs would expend for the means of production as
wages, interest, and rent, would later be received by them in the prices
of their products. Production costs would thus equal the prices of the
products and the entrepreneurs would neither make profits nor suffer
losses. But the world of reality is constantly changing, and therefore all
industrial activity is essentially uncertain and speculative in character.
Goods are produced to meet a future demand, about which we have lit-
tle positive knowledge in the present. It is from this uncertainty that
profits and losses arise; the profits and losses of the entrepreneurs
depend upon how successfully they can forecast the state of future
demand. Only that entrepreneur realizes a profit who anticipates the
future wants of the consumers better than his competitors.

It is irrelevant to the entrepreneur, as the servant of the consumers,
whether the wishes and wants of the consumers are wise or unwise,
moral or immoral. He produces what the consumers want. In this sense
he is amoral. He manufactures whiskey and guns just as he produces
food and clothing. It is not his task to teach reason to the sovereign con-
sumers. Should one entrepreneur, for ethical reasons of his own, refuse
to manufacture whiskey, other entrepreneurs would do so as long as
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whiskey is wanted and bought. It is not because we have distitleries
that people drink whiskey; it is because people like to drink whiskey
that we have distilleries. One may deplore this. But it is not up to the
entrepreneurs to improve mankind morally. And they are not to be
blamed if those whose duty this is have failed to do so.

Thus the market in the capitalist economy is the process regulating
production and consumption. It is the nerve-center of the capitalist sys-
tem. Through it the orders of the consumers are transmitted to the pro-
ducers, and the smooth functioning of the economic system is secured
thereby. The market prices establish themselves at the level which
equates demand and supply. When, other things being equal, more
goods are brought to the market, prices fall; when, other things being
equal, demand increases, prices rise.

One thing more must be noted. If within a society based on private
ownership of the means of production some of these means are pub-
licly owned and operated, this still does not make for a mixed system
which would combine socialism and private property. As long as only
certain individual enterprises are publicly owned, the remaining being
privately owned, the characteristics of the market economy which
determine economic activity remain essentially unimpaired. The pub-
licly owned enterprises, too, as buyers of raw materials, semi-finished
goods, and labor, and as sellers of goods and services, must fit into the
mechanism of the market economy; they are subject to the same laws of
the market. In order to maintain their position they, too, have to strive
after profits or at least to avoid losses. When it is attempted to mitigate
or eliminate this dependence by covering the losses of such enterprises
by subsidies out of public funds, the only accomplishment is a shifting
of this dependence somewhere else. This is because the means for the
subsidies have to be raised somewhere. They may be raised by collect-
ing taxes; the burden of such taxes has its effects on the market, not on
the government collecting the tax; it is the market and not the revenue
department which decides upon whom the tax falls and how it affects
production and consumption. In these facts the domination of the mar-
ket and the inescapable force of its Jaws is evidenced.?

For a fuller discussion of this point, | have to refer to what is said in my book,
Nationalokonomie, Theorie des Handelns und Wirtschaftens (Geneva, 1940), pp. 224-228. [See
Mises's Human Action, the English-language successor to NatloralGkoiomie, pp. 233-2351in
Frst 1949 ed,; pp. 232-234 in later editions —Editor]
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3. The Socialist Economy

In the socialist order all means of production are owned by the
nation. The government decides what should be produced and how it
should be produced, and allots each individual a share of the con-
sumers’ goods for his consumption.

This system might be realized according to two different patterns.

The one pattern—we may call it the Marxian or Russian pattern—
is purely bureaucratic. All economic enterprises are departments of the
government just as are the administrations of the army and the navy or
the postal system. Every single plant, shop, or farm, stands in the same
relation to the superior central organization as does a post office to the
postal system. The whole nation forms one single labor army with com-
pulsory service; the commander of this army is the chief of state.

The second pattern—we may call it the German system-—differs
from the first one in that it, seemingly and nominally, maintains private
ownership of the means of production, entrepreneurship, and market
exchange. Entrepreneurs do the buying and selling, pay the workers,
contract debts, and pay interest and amortization. But they are entre-
preneurs in name only. The government tells these seeming entrepre-
neurs what and how to produce, at what prices, and from whom to buy,
at what prices, and to whom to sell. The government decrees to whom
and under what terms the capitalists should entrust their funds and
where and at what wages laborers should work. Market exchange is
but a sham. As all prices, wages, and interest rates are being fixed by
the authority, they are prices, wages, and interest rates in appearance
only; in reality they are merely determinations of quantity relations in
authoritarian orders. The authority, not the consumers, directs produc-
tion. This is socialism with the outward appearance of capitalism. The
labels of the capitalistic market economy are retained, but they signify
here something entirely different from what they mean in the true mar-
ket economy.

We have to point out this possibility to prevent a confusion of
socialism and interventionism. The system of a hampered market econ-
omy or interventionism differs from socialism by the very fact that it is
still a market economy. The authority seeks to influence the market by
the intervention of its coercive power, but it does not want to eliminate
the market completely. It desires that production and consumption
should develop along lines different from those prescribed by the
unhindered market, and it wants to achieve this aim by injecting into
the workings of the market, orders, commands, and prohibitions, for
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whose enforcement the power and constraint apparatus stand ready.
But these are isolated interventions; they do not combine into a com-
pletely integrated system which regulates all prices, wages, and inter-
est rates, and which thus places the direction of production and con-
sumption in the hands of the authority.

It is not the task of this essay to raise the question whether a social-
ist economy is feasible. The subject matter of our analysis is interven-
tionism, not socialism. Consequently, it is only incidentally that we
point out that socialism is unworkable as a universal economic system,
because a socialist society would not be able to make rational calcula-
tions in economic matters. The economic calculation which we use in
the capitalistic economy is based on market prices, which are formed in
the market for all goods and services, consequently for producers’
goods and for labor services as well. Only money prices make it possi-
ble to bring costs which originate through the expenditure of various
goods and different qualities of labor to a common denominator so they
may be compared with prices which were realized or which can be real-
ized on the market. Thus it is possible to establish, in definite figures,
the probable effect of a planned action and to know the actual effect of
actions carried out in the past. In a socialist economy which does not
have prices for producers’ goods—there being no market for the means
of production because they are all owned by the state—the opportunity
to make such calculations would not exist.

Let us assume, for instance, that the government of a socialist coun-
try would want to build a house. The house may be built of brick or
wood, stone, concrete, or steel. Each of these ways offers, as seen from
the point of view of the evaluating government, various advantages,
requires different expenditures of labor and materials, and requires a dif-
ferent production period. On which method will the government decide?
It cannot reduce the different expenditures of labor and materials of var-
ious kinds to a common denominator and, therefore, cannot compare
them. It cannot make either the construction period or the use-period
play a calculable part in its considerations. Therefore it cannot compare
expenditures and benefits, costs and returns, It does not know whether
or not its decisions concerning its use of the factors of production are
rational from the standpoint of its own valuation of consumers’ goods.

Around the middle of the past century, for example, the suggestion
might have been presented to such a government to restrict sheep-rear-
ing considerably in Europe and to find a new location forit in Australia.
Or the suggestion might have been made to replace horse power with
steam power. What means did the government have at its disposal to
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ascertain whether these and other innovations were advantageous
from an economic standpoint?

Yes, say the socialists, but capitalistic calculation is not infallible
either; the capitalist too may err. Certainly, this has happened before
and will happen again, because all economic activity looks toward the
future, and the future is always unknown. All plans become futile
when the expectations with regard to future developments are not ful-
filled. But this objection is beside the point. Today, we calculate from
the standpoint of our present knowledge and from the standpoint of our
present expectations about the future. The problem does not lie in the
fact that the government may err because it may misjudge the future,
but rather in its inability to make calculations even from the standpoint
of its present valuations and expectations. If, for instance, a govern-
ment proceeds with the erection of tuberculosis hospitals it may dis-
cover later, when a simpler and more efficient means of combating the
disease is found, that it invested capital and labor unwisely. But the
crux of the problem is: How can the government know foday how to
build such hospitals in the most economical way?

Some railways would not have been built around 1900 if one could
have foreseen, at that time, the development of motor traffic and avia-
tion. But the entrepreneur who built railways then knew which among
the construction alternatives he had to choose from the standpoint of
his valuations and expectations at that time, and on the basis of market
prices reflecting entrepreneurial evaluations of prospective demand.
But this is exactly what the government of a socialist community will
not know. It will be like the captain of a ship trying to sail the high seas
without the resources of science or art of navigation.

We have presupposed that the government has decided to under-
take a certain project. But even to arrive at this decision requires eco-
nomic calculation. The decision in favor of building a power plant can
only be made when it is established that this project would not divert
means of production from more urgent uses. How shall this be ascer-
tained without calculation?

4. The Capitalist State and the Socialist State

In a market economy the State concerns itself with the protection of
the life, health, and private property of its citizens against force or
fraud. The state insures the smooth working of the market economy by
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the weight of its coercive power. 1t refrains, however, from any interfer-
ence with the freedom of action of the people engaged in production
and distribution so long as such actions do not involve the use of force
or fraud against the life, health, safety, or property of others. This very
fact characterizes such a community as a market economy or a capital-
ist economy.

If liberais,? i.e., classical liberals, oppose governmental interference
in the economic sphere they do so because they feel certain that the
market economy is the only efficient and workable system of social
cooperation. They are convinced that no other system would be in a
position to bring more welfare and happiness to the people. The Eng-
lish and French liberals and the fathers of the U.S. Constitution insisted
upon the protection of private property, not to further the selfish inter-
ests of one class, but rather for the protection of the whole people and
because they saw the welfare of the nation and of each individual most
secure in the system of a market economy.

It is, therefore, naive to say that the true liberal advocates of private
property are enemies of the state because they want to see the realm of
governmental activity limited. They are not enemies of the state but
opponents of both socialism and interventionism because they believe
in the superior efficacy of the market economy. They want a strong and
well-administered state because they assign to it an important task: the
protection of the system of a market economy.

Even more naive were the Prussian metaphysicians when they
maintained that the program of the adherents of a market economy was
negative. To these supporters of Prussian totalitarianism everything
seemed negative that stood in the way of their desire to create more
governmental jobs. The program of the advocates of a market economy
is negative only in the sense in which every program is negative: It
excludes all other programs. Because the true liberals are positively for
private ownership of the means of production and for a market econ-
omy they are necessarily against socialism and interventionistn.

Under socialism all economic matters are the responsibility of the
state. The government gives orders in all lines of production just as in

*The term “liberal” is here used in the sense which generaily was attributed to it in
the nineteenth century. In the Anglo-Saxon countries “liberal” has come to mean the
opposite of what this term used to signity in the past; today it means either radical-inter-
ventionist or even socialist. Those whom one would have in the past called liberals the
Americah socialists and interventionists today call reactionaries, conservatives, or eco-
nomic royalists. In this change of the meaning of liberalism, the victory of interventionist
ideas and the abandonment of a market economy is clearly evidenced. The old liberalism
has even lost its name.
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the army or in the navy. There is no sphere of private activity; every-
thing is directed by the government. The individual is like the inmate of
an orphanage or of a penitentiary. He has to do the work which he is
ordered to do and he can consume only what has been allotted to him
by the government. He can read only those books and papers printed
by the government printing office and he can travel only if the govern-~
ment grants him the means for doing so. He has to assume the occupa-
tion which the government has chosen for him and he has to change his
occupation and his domicile when the government commands. In this
sense, we may say that the citizens of a socialist community are not
free

5. The Interventionist State

Under the system of a hampered market economy or intervention-
ism both government and entrepreneurs are distinctly separate factors
functioning in the economic sphere. The dualism of market and author-
ity exists also in the system of a hampered market exchange. In contrast
to the system of a pure market economy, however, the authority does
not confine itself to the prevention of disturbances of market exchange.
The government itself interferes by isolated interventions in the work-
ings of the market; it orders and it forbids.

The intervention is an isolated order by the authority in command
of the social power apparatus; it forces the entrepreneur and the owner
of the means of production to use these means in a way different from
what they would do under the pressure of the market. The order may
be by command or interdiction. Command and interdiction need not
ostensibly emanate from the government. It may happen that com-
mands and interdictions emanate from a different source and that this
other agency also supplies the power apparatus to enforce its orders. If
the authority condones this procedure or even supports it, then the sit-
uation is the same as that created by direct governmental orders. If the
government does not want to consent and opposes this action with its
power apparatus, but without avail, this is evidence that another
authority has succeeded in establishing itself and in contesting govern-
mental supremacy.

4 Freedom,” say the Prussian metaphysicians, “is merely a negative concept.”
“Freedom,” said Lenin, “is a bourgeois prejudice.”
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Undoubtedly the government has the power to issue such com-
mands and interdictions and also has the power to enforce them,
through its police force. But the questions with which we are concerned
in this essay are: Do these measures enable the government to achieve
the aims it seeks? Do not these interventions perhaps produce results
which, from the government’s point of view, appear even less desirable
than the conditions in the free-market economy which it seeks to
change?

Consequently, we shall not concern ocurselves with the question
whether the government is in the hands of able or ineffectual, noble or
ignoble men.” Even the ablest and noblest man can achieve his aim only
if he uses the proper means.

Nor do we have to deal with those interventions of the authority
which are immediately aimed at consumption. The authority might, for
instance, temporarily or permanently forbid the consumer to eat cer-
tain foods—let us say for health or religious reasons. The authority thus
assumes the role of a guardian of the individual. It deems the individ-
ual incapable of looking out for his own best interests; he is to be pro-
tected by his paternal overseer from suffering harm.

The question whether the authority should pursue such a course or
not is a political question, not an economic one. If one believes that the
authority is God-given and is called upon to play the part of Providence
to the individual, or if one thinks that the authority has to represent the
interests of society against the conflicting interests of the egoistic indi-
viduals, one will find this attitude justified. If the authority is wiser
than its subjects with their limited intelligence, if it knows better what
furthers the happiness of the individual than he himself pretends to
know, or if the authority feels called upon to sacrifice the welfare of the
individual to the well-being of the whole, then it should not hesitate to
set the aims for the actions of the individuals.

It would be an error, of course, to believe that the guardianship of
the authority over the individual could remain confined to the domain
of health, that the authority would conceivably be satisfied to forbid or
to limit the use of dangerous poisons like opium, morphine, possibly
also alcohol and nicotine, but that otherwise the freedom of the indi-
vidual would remain untouched. Once the principle is acknowledged
that the consumption choices of the individual are to be supervised and

SHegel called the state “the Absolute.” Ferdinand Lassalle said “the State is God.”
Professor Werner Sombart, in his book Germian Socialisai, which is a bestseller in the Third
Reich and has been translated into English as well as French, declares that the “Fiihrer”
receives his orders from God. We do not want to contradict the sayings of such great men;
we merely point out that they have nothing to do with the subject matter of cur analysis.



12 / Ludwig von Mises

restricted by the authority, how far this control will expand depends
only on the authority and the public opinion which motivates it. It then
becomes logically impossible to oppose tendencies which want to sub-
ject all activity of the individual to the care of the state. Why only pro-
tect the body from the harm caused by poisons or drugs? Why not also
protect our minds and souls from dangerous doctrines and opinions
imperiling our eternal salvation? Depriving the individual of the free-
dom of the choice of consumption logically leads to the abolition of all
freedom.

We may now turn to the economic side of the problem. When eco-
nomics deals with the problems of interventionism it has only those
measures in mind which primarily affect the means and not the aims of
action. And it does not have any other standard by which to judge these
measures than the one whether they are or are not able to achieve the
aims which the authority seeks. The fact that the authority is in a posi-
tion to restrict the choice of consumption for the individual and thus to
alter the data of the market is beyond the scope of economic discussiorn.

For these reasons we do not concern ourselves with authoritarian
measures immediately aimed at the direction of consumption which
actually attain this aim without affecting other fields as well. We accept
the action of the consumers in the market and do not take into consid-
eration to what extent, if any, this action is influenced by the authority.
We accept the valuations and the demands of the consumers as a fact,
and we do not ask whether the consumers buy gas masks on their own
initiative or because the government ordered them fo do so, nor
whether they buy less alcohol because they prefer other goods or
because the government penalizes intoxication. Qur task, however, is to
analyze those interventions of the authority which are directed not at
the consumers but at the owners of the means of production and at the
entrepreneurs. And we do not ask whether these interventions are jus-
tified nor whether they conform to our wishes or to the wishes of the
consumers. We merely inquire whether these measures can achieve the
aims which the government wishes to attain.

6. The Plea for Moral Reform

Before we proceed, however, it appears advisable to give con sider-
ation to a doctrine which deserves some attention, if for no other reason
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than because it is backed by some of our most distinguished contem-
poraries.

We refer to the belief that it does not require the intervention of the
government to bring the market economy to ways other than those it
takes when it is able to develop unhampered. Christian social reform-
ers and some representatives of an ethically motivated social reform
think the religious and moral conscience ought to guide the “good”
person in the economic realm as well. If all entrepreneurs would watch
not only their profit and their selfish individual interests but would
always think also of their religious and social obligations, the orders of
the government would not be necessary to bring things into the proper
channels. Not reform of the state would be required, but rather a moral
purification of mankind, a return to God and to the moral law, an aban-
donment of the vices of selfishness and egoism. Then, it would not be
difficult to bring private property of the means of production in accord
with the social welfare. One would have freed the economy of the per-
nicious consequences of capitalism without having restricted, by gov-
ernmental intervention, the freedom and initiative of the individual.
One would have destroyed the Moloch Capitalism without having it
replaced with the Moloch State.

We do not have to deal here with the value judgments underlying
this doctrine. What these critics find objectionable in capitalism is irrel-
evant, and the errors and misunderstandings they expound need not
concern us. We are only interested in their suggestion to build a social
order on the dual foundation of private ownership of the means of pro-
duction and of a moral law delimiting the exercise of this property
right. This ideal social order supposedly is not socialism because under
it the individuals, particularly the entrepreneurs, capitalists, and pro-
prietors, are no longer guided by the profit motive, but by their con-
sciences. Nor is it supposed to be interventionism, because it does not
require governmental interventions to secure the working of the eco-
nomic machine.

In the market economy the individual is free in his actions as far as
private property and the market extend. Here, only his valuations
count. Whatever he may choose, the choice he makes prevails. His
action is, for the other parties in the market, a fact which they have to
take into account. The consequences of his action in the market are
reflected in profits or losses; they are the one cog fitting his activity into
the machinery of social cooperation. Society does not tell the individual
what to do and what not to do; nobody gives orders and demands obe-
dience, no force is used unless for the protection of private property
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and of the market against violence. The cooperation is the result of the
workings of the market. Those who do not fit themselves to the best of
their ability into the social cooperation feel the consequences of their
rebellion, their negligence, their errors and mistakes. This coordination
does not require anything more from the individual than acting in his
own interest. Therefore, there is no need of orders from an authority
telling the individual what to do and what not to do, and there is no
need of a power instrument to enforce such orders.

Beyond the realm of private property and market exchange lies the
realm of unlawful actions; there society has erected barriers for the pro-
tection of private property and of the market against force, fraud, and
malice. Here freedom no longer reigns, but compulsion. Here, not
everything is permitted, here a line is drawn between the lawful and
the unlawful. Here the police power is ready to intervene. If it were any
different every individual would be free to break through the barriers
of the legal order.

The reformers whose suggestions we are here discussing want to
establish additional ethical norms besides the legal order and the moral
code designed to maintain and to protect private property. They desire
results in production and consumption different from those produced
by the unhampered market in which there is no limitation upon the
individuals save the one not to violate private property. They want to
eliminate the forces which guide the actions of the individual in the
market economy. They call them selfishness, egoism, the profit motive,
or the like, and they want to replace them with other forces. They speak
of conscience, of altruism, of awe of God, of brotherly love. And they
want to replace “production for profit” with “production for use.” They
believe that this wouid suffice to secure the harmonious cooperation of
men in an economy based on the division of labor so that there would
not be any need for interventions—commands and interdictions—by
an authority.

The error inherent in this doctrine is that it fails to recognize the
important part the forces which it condemns as immoral play in the
workings of the market. Precisely because the market economy does
not demand anything from the individual with regard to the use of the
means of production; precisely because he does not have to do any-
thing not in his own interest; precisely because the market economy
accepts him as he is; and precisely because his “egoism” is sufficient to
coordinate him to the whole of social cooperation, his activity does not
need the direction of norms nor of authorities enforcing the adherence
to these norms. If the individual looks out for his own interest within
the framework provided by private property and market exchange he
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is doing everything the society expects of him. In following the profit
motive his action necessarily becomes social.

By trying to replace the profit motive, the guiding principle of pri-
vate ownership of the means of production, by so-called moral motives,
we are destroying the purposiveness and the efficiency of the market
economy. Simply by advising the individual to follow the voice of his
conscience and to replace egoism by altruism we cannot create a rea-
sonable social order which could supplant the market economy. It is not
enough to suggest that the individual should not buy at the lowest
price and should not sell at the highest price. It would be necessary to
go further and to establish rules of conduct which would guide the
individual in his activity.

The reformer thinks, for instance, the entrepreneur is hard and self-
ish when he uses his superiority to undersell his less efficient competi-
tor and thus forces him to give up his entrepreneurial position. But just
what is the “altruistic” entrepreneur to do? Shall he never sell at prices
below those of any one of his competitors? Or shall he, under certain
conditions, have the right to underseil competitors?

The reformer thinks also: The entrepreneur is hard and selfish
when he takes advantage of market conditions and refuses to sell the
goods cheaply enough to make them available to the poor who cannot
afford them at the prevailing high price. What is the “good” entrepre-
neur supposed to do? Shall he give the goods away? As long as he asks
any price for them, no matter how low, there will always be a demand
which will not be satisfied. Which potential buyers is the entrepreneur
entitled to exclude from the acquisition of the goods by insisting on a
certain price?

We do not have fo analyze here in detail the consequences of a devi-
ation from the market price. If the seller is not permitted to undersell
his less efficient competitors at least a part of the supply will not be
sold. If, in the interest of the poor, he is supposed to sell below the mar-
ket his stock will not be sufficient to satisfy all those who are willing to
pay his low price. We shall have more to say on this matter in our analy-
sis of interferences with the price structure.® Here, we merely wish to
emphasize that it is not enough simply to tell the entrepreneur that he
should not be guided by the market. We would have to tell him what to
do. We would have to tell him how far to go in his price concessions
and price demands. [f the profit motive will no longer determine what
and in what quantities he is to produce we shall have to give him defi-
nite orders which he will have to obey. This means that his activity

5Cf. below, Chapter 11, section 2.
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must be guided by the very type of authoritarian orders which the
reformers tried to make superfluous by appealing to conscience, moral-
ity, and brotherly love.

When we speak of “just” prices and “fair” wages we have to keep
in mind that the only standard by which we can measure the justice and
fairness of prices and wages is their compatibility with an ideal social
order. If this ideal social order is sought outside of the market economy,
then it cannot be realized by merely exhorting the individual to be
“just” in his actions. It is necessary to specify what is just or unjust in
each instance. Furthermore, rules must be established exactly regulat-
ing all possible cases, and an agency must be authorized to interpret
these norms authentically, to enforce them, and also to supplement and
modify them whenever necessary. It is irrelevant whether this author-
ity is the worldly state or a theocratic priesthood.

Reformers address their plea for the abandonment of egoism in
favor of altruism to the entrepreneurs and proprietors, sometimes to
the workers. But the decisive factors in a market economy are the con-
sumers. They determine the attitudes the entrepreneurs and propri-
etors take. Therefore this plea should be addressed to the consumers.
The reformers would have to make the consumer renounce the better
and cheaper goods so as to protect less efficient producers. The con-
sumers would have to boycott those goods the sale of which endangers
the continuance of conditions which appear socially desirable. And the
consumers would have to impose upon themselves restrictions in their
buying so as to make it possible for their less wealthy fellow citizens to
purchase. If the reformers expect this attitude from the consumer, then
they would have to teil him just how, where, and what he should buy,
and at what prices. In addition they would have to take measures to
force the consumer who does not follow these instructions to obey. But
then the reformers would have done precisely what they wanted to
avoid, namely, they would have regulated the economy by definite
orders and would have penalized the disobedience of such orders.



I. INTERFERENCE BY RESTRICTION

1. The Nature of Restrictive Measures

Restrictive measures are those measures undertaken by the author-
ity which directly and primarily are intended to divert production, in
the widest meaning of the word, including commerce and transporta-
tion, from the ways which it would take in the unhampered economy.
Each interference diverts production from the channels prescribed by
the market. The peculiar characteristic of restrictive measures lies in the
fact that the diversion of production is a necessary and not unintended
result of the intervention, and that the diversion of production is pre-
cisely what the authority seeks to accomplish by its action. Each inter-
vention has also the necessary effect of diverting consumption from the
ways which it would choose in the unhampered market economy. The
restrictive measure is no exception in this respect. But the diversion of
consumption is not the aim which its originators pursue; they want to
influence production. The fact that these measures influence consump-
tion as well seems to them a side effect which they either do not want at
alt or which they accept as unavoidable.

By restrictive measures the authority forbids the manufacture of
certain goods, or it forbids the application of certain methods of pro-
duction, or it makes manufacture by such methods more difficult and
more expensive, The authority thereby eliminates some of the means
available for the satisfaction of human wants. The effect of the inter-
vention is that men find themselves in a position where they may only
use their knowledge and ability, their efforts and their material
resotirces in a less efficient way. Such measures make people poorer.

Despite all attempts to invalidate this argument, the fact remains
indisputable. In the unhampered market, forces are at work which tend
to put every means of production to the use in which it is most benefi-
cial for the satisfaction of human wants. When the authority interferes
with this process in order to bring about a different use of the produc-
tive factors it can only impair the supply, it cannot improve it.

This has been proved in an excellent and irrefutable manner for the
most important group of restrictive measures by the extensive discus-
sion dealing with the economic effects of barriers to international trade.

17
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It appears superfluous to add anything in this respect to the teachings
of the classical school of political economy.

2. Costs and Benefits of Restrictive Measures

One might be of the opinion that the disadvantages which restric-
tive measures cause by diminishing productivity, and thus impairing
supply, are outweighed by advantages in other fields. The authority
might claim, for instance, that the preservation of a group of less effi-
cient producers is so important that the resulting cut in consumption
appears quite justified. [t might consider it justified to make bread more
expensive for the masses of the people so that owners of less fertile
farms might earn higher returns. The authority might also consider it a
postulate of wise statesmanship to prohibit the introduction of certain
machines in order to protect those enterprises which cannot afford such
appliances from the competition of better equipped business units. By
outlawing department stores, chain stores, and similar forms of trade
organizations, the authority might make it possible for the small retail-
ers to stay in competition even though the interests of consumers suffer.

If such measures are undertaken in full recognition of their effects,
if the authority is fully aware of what it is doing and what results it will
accomplish, one might disapprove of its action only if one does not
approve of its aim. But one cannot regard the action of the authority as
contrary to purpose or senseless. From the standpoint of ifs aims and
purposes, its action appears correct. To make the farmers better off, it
wants to impose a burden on the bread consumers buy; in order to
accomplish this purpose it has chosen the proper means when it
imposes a protective tariff or an import prohibition on grain and flour.

We all know that these things are presented in a different light to
the public. It was successfully attempted to convince public opinion
that the tariff barriers do not reduce supply, but rather that they
increase supply. The protection of the small craftsman against the com-
petition of “big business,” the protection of the small retailer against
the competition of department and chain stores, were represented as
measures for the general welfare, and as serving the protection of the
consumers against exploitation. This was the only way to get favorable
consideration for a political policy, the very essence of which lies in the
granting of privileges and advantages to particular groups at the
expense of the other groups of the community.



Interference by Restriction / 19
3. The Restrictive Measure as a Privilege

The policy of restrictive measures was believed to be a policy favor-
ing producers, while the policy which does not want to impair the
working of the market process was considered to be a policy favoring
consumers. The advocates of the former policy justify it by pointing out
that it was not the task of the authority to pursue a policy for the bene-
fit of those who merely consume the products of other people’s efforts;
rather the authority should serve the man actively engaged in produc-
tion. But in a system which is based on the division of labor, all are both
producers and consumers. There are no consumers whose income
would not flow from production. The consumer is either an entrepre-
neur, an owner of means of production, or a worker. Or he is, as a mem-
ber of a family, being supported by an entrepreneur, an owner of means
of production, or by a worker. Each producer, on the other hand, is nec-
essarily also a consumer. It is naive to claim that a single measure or a
single policy would protect the interests of producers against the inter-
ests of consumers. The only statement which can properly be made is
that almost every restrictive measure! brings advantages to a limited
group of people while it affects adversely all others, or at least a major-
ity of others. The interventions, therefore, may be regarded as privi-
leges, which are granted to some at the expense of others.

Privileges benefit the recipient and impair the position of the other
members of the system. If the privileges benefit a limited number of
persons only, they fulfill their purpose; they benefit them at the expense
of others not so favored. If, however, all are equally benefited, then the
system of privileges becomes nonsensical. As long as protective tariffs
benefit only some of the producers or various groups of producers to a
different extent, then some producers are still privileged. But if all pro-
ducers are equally protected, then the policy becomes truly self-defeat-
ing. Then nobody gains but everybody loses.

4, Restrictive Measures as Expenditures

One might consider some restrictive measures as justified if one
regards them as a part of the public spending policy rather than as mea-

The lmitation implied here by the word “almost” should not mean that there are
restrictive measures which do not disadvantage anyone; it should indicate only that some
such measures not only do not benefit anyone, but put everybody at a disadvantage.
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sures aimed at production and supply. If for love of nature or for scien-
tific purposes we want to preserve a piece of land in its natural state as
a national park and therefore want to keep it from all productive pur-
poses, we might expect general approval so long as we keep this plan
within the limits of the public budget. We might then find it more
appropriate not to place the burden of this expenditure on the owners
of this land but to distribute it among all citizens by buying the land
rather than expropriating it. But this is not important for our analysis.
Pecisive is the fact that we consider this proposition from the stand-
point of expenditure, not of production.

This is the only correct viewpoint to assume with regard to restric-
tive measures. Restrictive measures, the only possible effect of which
can be the impairment of supply, should not be considered as measures
of production policy. They work for consumption but net production.
Restrictive measures can never bring about economic efficiency, never a
system of production of goods and the improvement of the state of sup-
ply. One might differ as to the advisability of protecting the Prussian
Junkers by a tariff on grain imports against the competition of the
Canadian farmers who are producing on more fertile soil. But if we
advocate a tariff to protect Prussian grain producers, we are not recom-
mending a measure in favor of the production of the supply of grain,
but a measure designed to assist the owners of German land at the
expense of the German grain conswumers. It will never be possible to
base an economic system on such assistance privileges; such measures
can only be paid as expenditures from means which are otherwise pro-
cured. When Louis XIV granted a sinecure out of public revenues to
one of his favorites, this act was spending; it was not economic policy.
The fact that restrictive measures do not deserve a consideration differ-
ent from these royal privileges is obscured by the technique of their
execution. But this does not change their essential nature. Whether
such an expenditure is justified or not is of no concern for economic
evaluation; even the kings of the ancien régime did not always grant
favors to unworthy men.

There are undoubtedly cases in which restrictive measures appear
justified to most or all of our citizens. But all restrictive measures are
fundamentally expenditures. They diminish the supply of productive
means available for the supply of other goods. Consequently it would
be contrary to logic to represent a market econemy, which is hampered
by such restrictive measures, as a separate system of social cooperation
in contrast to the unhampered market economy. We have to consider
the resirictive measure as spending policy, not as a means of increasing
the supplies of productive goods.
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Once we recognize the true nature of restrictive measures and
refuse to be misled by the naive efforts to justify them as “promoting
welfare” or even “promoting production,” we discover that the ends
sought by these measures can often be accomplished much more
cheaply by direct subsidies from public funds. If we do not prevent the
producers from achieving the highest possible yield from the available
productive resources, we will not impair the productivity of the econ-
omy and we will be in a better position to draw from the increased
wealth the means necessary for subsidizing those whom we desire to
privilege.






II. INTERFERENCE BY PRICE CONTROL

1. The Alternative: Statutory Law Versus
Economic Law

Measures of price control are directed at fixing prices, wages, and
interest rates at amounts different from those prevailing in the unham-
pered market. The authority or the group expressly or tacitly entrusted
by the authority with power to control prices fixes them as maximums
or minimums. The police power is used to enforce these decrees.

The aim underlying such interference with the price structure of
the market is either to privilege the seller {(in the case of minimum
prices) or to privilege the buyer (in the case of maximum prices). The
minimum price should make it possible for the seller to achieve better
prices for the goods he is offering; the maximum price should enable
the buyer to acquire the goods he desires at a lower price. It depends on
political conditions just which group the authority will favor. At times
maximum prices have been established, at times minimum prices; at
times maximum wages, at times minimum wages. Only for interest
rates have there been only maximums, never minimums. Political expe-
diency has always demanded such a course.

Out of the controversies over governmental regulation of prices,
wages, and interest rates, the science of political economy developed.
For hundreds and even for thousands of years the authorities have
attempted to influence prices through the use of their power apparatus.
They have imposed the heaviest penalties on those who refused to obey
their orders. Innumerable lives have been lost in this struggle. In no
other field has the police force displayed mere eagerness to use its
power, and in no other case has the vindictiveness of the authorities
found more enthusiastic support by the masses. And still all these
attempts failed of their objective. The explanation which this failure has
found in the philosophical, theological, political, and historical litera-
ture precisely reflects the opinion of the authorities and of the masses.
It was maintained that human beings were egoistical and bad by nature
and that the authority had been too weak and too reluctant to use force;
what were required were hard and ruthless rulers.

Realjzation of the truth had its origin in the observations of the
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effects of such measures in a narrowly confined field of application.
Among the price control measures, particular importance attaches to
the attempts of the authority to impart to debased coins the same value
as to coins of full metallic content, and to maintain a fixed exchange
ratio between the precious metals gold and silver, and later between
metallic money and depreciated paper money. The reasons which
caused the failure of all such attempts were early realized and were for-
mulated in the law named after Sir Thomas Gresham. From these early
beginnings it was still a long way to the great discoveries of the Scottish
and English philosophers of the eighteenth century, that the market fol-
lowed certain laws which bound all market phenomena in a necessary
relation.

The discovery of the inevitable laws of the market and exchange
was one of the great achievements of the human mind. It laid the cor-
nerstone for the development of liberal sociology and gave rise to liber-
alism and thus brought with it our modern culture and economy. It
paved the way for the great technological achievements of our time. It
was at the same time the starting point of a systematic science of human
action, that is, of economics.

The pre-scientific mind distinguished between the good and the
bad, the just and the unjust in human action. It believed that human
behavior could be evaluated and judged by the established standards
of a heteronomous moral law. It thought that human action was free in
the sense of not being subject to the inherent laws of human behavior.
Man should, it argued, act morally; if he acted differently God would
punish him in the hereafter if not during his lifetime; man’s actions do
not have any other consequences. Therefore, there need be no limit to
what the authority might do as long as it did not come in conflict with
a stronger power. The sovereign authority is free in the exercise of its
power provided it does not exceed the boundaries of the territory in
which it is sovereign; it can accomplish everything it desires. There are
physical laws which it cannot change; but in the social sphere there are
no limitations on what it may do.

The science of political economy began with the realization that
there is another limit for the sovereignty of those in power. The econo-
mist looks beyond the state and its power apparatus and discovers that
human society is the outcome of human cooperation. He discovers that
there prevail laws in the realm of social cooperation which the state is
unable to modify. He recognizes that the process of the market, which
is the result of these laws, determines prices and that the system of mar-
ket prices provides the rationale of human cooperation. Prices no
longer appear as the result of an arbitrary attitude of individuals
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dependent on their sense of justice but are recognized as the necessary
and unequivocal product of the play of market forces. Each specific
constellation of data produces a specific price structure as its necessary
corollary. It is not possible to change these prices—the “natural”
prices—without having previously changed the data. Every deviation
from the “natural” price releases forces which tend to bring the price
back to its “natural” position.

This opinion is directly contrary to the belief that the authority can
alter prices at will through its orders, interdictions, and penalties. it
prices are determined by the structure of data, if they are the element in
the process which effects social cooperation and which subordinates
the activities of all individuals to the satisfaction of the wants of all
members of the community, then an arbitrary change of prices, that is
one independent of changes in the data, must necessarily create a dis-
turbance in social cooperation. Tt is true that a strong and determined
government can issue price orders and can cruelly revenge itself on
those who fail to obey. But it will not achieve the aim it seeks through
the price orders. lts intervention is but one of the data in the market
which produces certain effects according to the inevitable laws of the
market. It is extremely doubtful whether the government will be
pleased with these effects and it is extremely doubtful whether the gov-
ernment will not consider them, when they appear, as even less desir-
able than the conditions it sought to change. At any rate these measures
do not achieve what the authority wants to accomplish. Price interven-
tions are, therefore, from the standpoint of the initiating authority not
only ineffective and useless, but also contrary to purpose, harmful, and
thus illogical.

Anyone attempting to refute the logic of these conclusions denies
the possibility of analysis in the field of economics. There would other-
wise be no such thing as economics and everything that has been writ-
ten on economic matters would be meaningless. If prices can be fixed
by the authority without producing a reaction in the market which is
contrary to the intentions of the authority, then it is futile to attempt an
explanation of prices on the basis of market forces. The very essence of
such an explanation of market forces lies in the assumption that each
consteliation of the market has a corresponding price structure and that
forces operate in the market which tend to restore this—"natural”—
structure of prices if it is disturbed.

In their defense of price controls, the representatives of the Histori-
cal School of Political Economy, and nowadays the Institutionalists, rea-
son quite logically from their viewpoint because they do not recognize
economic theory. To them economics is merely an aggregate of author-
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itarian orders and measures. Illogical, however, is the argument of
those who on the one hand study the problems of the market with the
methods of theoretical analysis but on the other hand refuse to admit
that price control measures necessarily produce results contrary to pur-
pose.

The only alternatives are statutory law or economic law. Prices are
either arbitrarily determined by the individuals in the market and may,
therefore, be channeled by orders of the authorities in any desired
direction; or prices are determined by the market forces commonly
called supply and demand and the intervention of the authority affects
the market as but one of many factors. There is no compromise possible
between these two viewpoints.

2. The Reaction of the Market

Price control measures paralyze the working of the market. They
destroy the market. They deprive the market economy of its steering
power and render it unworkable.

The price structure of the market is characterized by its tendency to
bring supply and demand into balance. If the authority attempts to fix
a price different from the market price, this situation cannot prevail. In
the case of maximum prices, there are potential buyers who cannot buy
although they are ready to pay the price fixed by the authority, or even
to pay a higher price. Or there are—in the case of minimum prices—
potential sellers who cannot find buyers even though they are willing
to sell at the price established by the authority, or even to sell at a lower
price. The price is no longer the means of segregating those potential
buyers and sellers who may buy or sell from those who may not. A dif-
ferent principle of selection has to come into operation. It may be that
only those who come first or those who occupy a privileged position
due to particular circumstances (personal connections, for instance)
will actually buy or sell. But it may also be that the authority itself takes
over the regulation of distribution. At any rate the market is no longer
able to provide for the distribution of the available supply to the con-
sumers. H chaotic conditions are to be avoided, and if neither chance
nor force is to be relied upon to determine distribution, the authority
has to undertake this task by some system of rationing,

But the market is not only engaged in the distribution of a given
stock of ready consumption goods. Its foremost task consists in direct-
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ing production. It directs the means of production to those uses which
serve most urgent needs. If maximum prices are set below the ideal
market price for certain consumers’ goods only, without at the same
time regulating the prices of all complementary means of production as
well, then those means of production which are not completely special-
ized will be used to a greater extent in the production of other con-
sumption goods which are not hit by the price fixing. Production will
thus be diverted from goods which are more urgently needed by the
consumer but which are affected by the price fixing, and it will go into
the production of other goods which from the standpoint of the con-
sumer are less important but which are free from regulations. If it was
the intention of the authorities to make the goods covered by the price
fixing more easily available by its maximum prices, then its measure
failed. Its production would either be restricted or would cease com-
pletely. A simultaneous price fixing for complementary goods would
not have much of an effect either, unless all complementary goods are
of such specialized character that they could be used only for the pro-
duction of this one good. As labor does not have this highly specialized
character we may omit it from our considerations. If the authority is not
willing to accept the fact that the result of its measures to make a good
cheaper is that the supply of such goods stops completely, then the
authority cannot confine itself to such interventions as affect merely the
prices of all goods and services necessary for such production. 1t hasto
go farther and prevent capital, labor, and entrepreneurial activity from
leaving this line of production. It must fix the prices of all goods and
services and of interest rates also. And it must issue specific orders stat-
ing what and how goods and services should be produced and at what
prices and to whom they should be sold.

The isolated price control measure fails to accomplish the purpose
in the operation of the market economy which its originators aim at; it
is—from the standpoint of its originators—not only useless, but also
contrary to purpose because it aggravates the “evil” which it is
intended to alleviate. Before the price control was instituted the good
was, in the opinion of the authority, too expensive; now, it disappears
from the market. But, this effect was not intended by the authority
which wanted only to make the good cheaper for the consumer. On the
contrary, from its standpoint we have to regard the lack of the good, its
unavailability, as the greater evil; the authority aimed at an increased
supply, not at a diminution of supply. We may say, therefore, that the
isolated price control measure defeats its own purpose, and that a sys-
tem of economic policy which is based on such measures is contrary to
purpose and futile.
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If the authority is not willing to remedy the evils created by such
isolated intervention, by cancelling the price control measure, then it
has to follow up this first step with further measures. Further orders
must be added to the initial order not to demand higher prices than
those decreed—the order to sell the whole supply, instructions to
whom to sell and in what quantities these sales are to be made, price
control measures regarding complementary goods,’ wage rates and
compulsory labor for workers, and interest rate control, and finally
orders to produce and instructions about the choice of investment
opportunities for the owners of the means of production. These regula-
tions cannot be restricted to one or several branches of production only,
but have to be expanded to cover all production. They must of necessity
regulate the prices of all commodities, all wages, and the actions of all
entrepreneurs, capitalists, landowners, and workers. But this means
that the direction of all production and distribution is placed in the
hands of the authority. The market economy, whether intended or not,
has turned into a socialist economy.

There are only two situations in which price control measures may
be used effectively in a narrowly confined sphere:

1. Price control measures lead to a restriction of production because
they make it impossible for the marginal producer to produce without
a loss. The nonspecialized productive factors are being transferred to
other branches of production. The highly specialized productive fac-
tors, which under market prices were used to the extent permitted by
opportunities for alternative uses of the nonspecialized complementary
factors, will now be used to a smaller extent; a part of them will not be
employed. But if the quantity of highly specialized factors is so limited
that they are completely utilized under the rule of market prices for the
products, then there is a certain field of latitude given for authoritarian
orders which lower prices. The price fixing does not cause a restriction
of production as long as it does not absorb completely the absolute rent
of the marginal producers. An intervention which does not go beyond
this limit does not decrease supply. But as it increases demand it creates
maladjustments between supply and demand which lead to chaotic
conditions unless the authority itself provides for the allocation of the
products among perspective buyers.

As an example: The authority must establish maximum rents for

Direct fixing of prices for the material means of production which cannot be used
in direct consumption may be omitted; if the prices are fixed for all consumers’ goods,
and if interest and wage rates are fixed, and if all workers are forced to work, and all own-
ers of the means of production are forced to produce, then the prices of material means of
production are indirectly fixed as well.
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apartments and for store space in central urban locations. If the author-
ity does not go as far as to make agricultural utilization of the land
appear preferable to the owners, this action will not decrease the sup-
ply of apartments and stores.? But, at the prices fixed by the authority
the demand will exceed the available facilities. How the authority dis-
tributes these limited facilities among those who are willing to pay the
fixed rent is immaterial. No matter what the distribution, the result will
be that a return is taken from the landowner and given to the tenants.
The authority has taken wealth from some individuals and given it to
others.

2. The second situation in which price control measures can be used
with some degree of effectiveness is offered by the case of monopoly
prices. The price control measure may succeed in the case of monopoly
prices if it does not intend to lower the prices below the point at which
the competitive price would be in the nonmonopolized, unhampered
market. In the case of monopoly prices established by an international
cartel of mercury producers, a world (or international} authority may
successfully enforce price controls which will bring the price of mer-
cury down to the point at which it would sell under competition among
several producers. Of course, the same hoids true in the case of institu-
tional monopolies. If an intervention by the authorities has created the
necessary conditions for monopoly prices, then a second decree may
again destroy them. If by the grant of a patent right an inventor was
placed in a position to demand monopoly prices then the authority
may also take away the previously granted privilege by fixing a price
for the patented article which would otherwise be possible only under
competition. Thus, price fixing was effective in the time of the guilds
which aimed at monopoly prices. Thus it may also be effective against
cartels made possible by protective tariffs.

Authorities like to appraise the effects of their actions optimisti-
cally. If the price fixing has the effect that goods of inferior quality take
the place of better quality merchandise, the authority is only too ready
to disregard the difference in the quality and to persist in the illusion
that its intervention has had the effect it desired. At times and tem-
porarily a small but very dearly bought success may be achieved. The
producers of goods hit by the price fixing may prefer to bear losses for
a certain time rather than to run new risks; they may be afraid, for
instance, that their plants will be looted by the incited masses without
adequate protection of the government being available. In such
instances the price control measure leads to the consumption of capital

*Far the sake of simplification we disregard construction costs.



