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  Introduction


  Inflation—the systematic expansion of the money supply followed by the depreciation of money’s value—takes something good and valuable and turns it bad. When inflation becomes hyperinflation, just about everything goes bad. A healthy economy devours itself and standards of living plummet. Why on earth would any government ever embark upon such destruction?


  Governments inflate because their appetite for revenue exceeds their willingness to tax or their ability to borrow. At first, it may seem to be a relatively painless way to fund a deficit, please the mob, wage a war, or pay its debts. But inflation is a form of dishonesty, of cheating, of stealing. It never ends well.


  British economist John Maynard Keynes was an influential charlatan in many ways, but he nailed it when he wrote this in his 1919 book, The Economic Consequences of the Peace:


  
    Lenin is said to have declared that the best way to destroy the capitalist system is to debauch the currency. By a continuing process of inflation, governments can confiscate, secretly and unobserved, an important part of the wealth of their citizens. By this method they not only confiscate, but they confiscate arbitrarily; and, while the process impoverishes many, it actually enriches some. The sight of this arbitrary rearrangement of riches strikes not only at security but [also] at confidence in the equity of the existing distribution of wealth....


    As the inflation proceeds and the real value of the currency fluctuates wildly from month to month, all permanent relations between debtors and creditors, which form the ultimate foundations of capitalism, become so utterly disordered as to be almost meaningless, and the process of wealth-getting degenerates into a gamble and a lottery.


    Lenin was certainly right. There is no subtler, no surer means of overturning the existing basis of society than to debauch the currency. The process engages all the hidden forces of economic law on the side of destruction, and does it in a manner which not one man in a million is able to diagnose.

  


  The collection of essays previously published by the Foundation for Economic Education recounts many historical examples of extreme inflation. But anyone who believes it’s all in the past and can’t happen again (it’s happening right now in 2018 in places like Venezuela and Zimbabwe), should think again. Given the same ideas, policies and circumstances that produced it so frequently in the past, it can surely reappear—anywhere.


  —Lawrence W. Reed


  President


  Foundation for Economic Education


  Atlanta, GA


  March 2018


  Some Evils of Inflation


  Hans F. Sennholz


  To be ignorant of inflation is to suffer its evil effects. Most people define inflation as a period of generally rising prices and wages. They echo official pronouncements and news reports by the public media that interpret all price rises as inflationary. Quick to indict anyone who raises prices, they accusingly point to the lust and greed of other men, especially businessmen, as the root cause of inflation.


  This popular interpretation of inflation contains all the futile means and remedies commonly used to fight inflation: the price constraints and controls designed to keep prices lower than they otherwise would be, the public condemnation of businessmen who raise prices and their prosecution for violating price control edicts, the imposition of income-tax surcharges, and so forth. It obscures economic reality, pointing at the visible effects of inflation and its victims; it does not call attention to the essence of inflation, the inflating of the money quantity.


  The popular confusion about the meaning of inflation is more than just unfamiliarity with its definition. It is a root cause of inflation itself without which it could not persist. It completely reverses cause-and-effect relationships and thereby indicts the victims for perpetrating the crime while it exculpates the monetary authorities who willfully and openly are creating ever more money.


  Thought makes the word, and the word makes thought. Inflation breeds great evil, whether you define it as rising goods prices, as an increase in available currency and credit, or as an abnormal increase beyond available goods, resulting in a visible rise in prices. Of all injustice, inflation is one of the greatest as it devours the possessions of millions of hard-working people. And no matter who is perpetrating it, the courts of law actively collaborate with the perpetrators by upholding the evil and declaring it constitutional, equitable and fair. A dollar is a dollar, they proclaim, you shall accept a 10-cent dollar in payment of a 100-cent debt.


  Political Injustice


  It is easier to endure the losses that are suffered as a result of error and misjudgment than the damage sustained by injustice. Inflation ministers unbearable injustice, defrauding some people and enriching others. It impoverishes some social classes while it bestows comfort and wealth on others. There cannot be any doubt that inflation derives aid and comfort from its many beneficiaries.


  Political injustice is committed from a great many motives and reasons, and often makes use of legislation that goes under the name of legal tender, a perfectly innocent label for hideous wrongs. It appears to be harmless, indeed, when defined as “a currency which may be lawfully tendered and offered in payment of money debts and which may not be refused by creditors.” In reality, legal tender is no offer at all, but a forced acceptance. There is no tender that may be freely refused, but a legal obligation to accept a currency no matter how much its purchasing power has fallen or is expected to fall. Legal tender actually denies the freedom of contract and the right to refuse acceptance of deteriorated means of payment.


  Legal tender legislation grants government unlimited power over the monetary affairs of the people just as the coinage monopoly of the state did in antiquity and the feudalization of the coinage right during the Middle Ages. It creates this power in democratic societies as it does in the command societies under socialism and communism. Government, by way of legal tender legislation, forces people to accept its own currency, grants it monopolistic position, and prohibits its discount no matter how it may depreciate. In short, legal tender legislation outlaws monetary freedom and paves the way for great injustice.


  It is difficult to fathom anything more unjust than legal tender legislation. It permits monetary authorities to inflate and depreciate their money and then force the people to accept it at face value and in full payment. It gives special privilege not only to the government but also to all debtors. They need not pay their debts in full but can discharge them by giving inferior money in exchange. Legal tender destroys the property rights of creditors. Under the pretense of creating order and stability, it turns every credit transaction into speculation on the future purchasing power of the medium of payment. It is immoral to the highest degree.


  Legal tender legislation permits government to tax its people without having to seek their consent first. It enables government to issue any quantity of fiat money, declare it legal tender, and spend it for political ends. It is a tool of expropriation of property owners and creditors, including all sellers of goods, services, and labor. It forces them to accept legal tender currency at face value no matter how much it has deteriorated and how low its purchasing power has fallen.


  The legal tender evil has come to the U.S. through both legislation and jurisdiction. Under the plea of absolute necessity, the Continental Dollar was made legal tender in 1776 until its demise in March of 1781. During the Civil War, Union greenbacks were given legal tender force. In 1933 all Federal Reserve notes and U.S. Treasury currency were given coercive powers. In every case, the courts sanctioned the action and ignored the evils. The U.S. Supreme Court confirmed the monetary powers of government in a number of conspicuous decisions. From John Marshall, Chief Justice for 35 years (1801–1835), to Charles Evans Hughes, Chief Justice during President Roosevelt’s monetary machinations, most justices made the best of government control over the people’s money. On June 5, 1933, a Joint Congressional Resolution voided the “gold clause” in all contracts and obligations. In 1935 the Supreme Court concurred. In the words of Chief Justice Hughes, “parties cannot remove their transactions from the reach of dominant constitutional power.” (Henry Mark Holzer, Government’s Money Monopoly, New York: Books in Focus, 1981, p. 185.)


  Unearned Income and Loss


  Inflation causes displacements in the distribution of income and property. As lenders and borrowers, most people do not take into account variations in the objective exchange value of money. If the monetary value should decline, the lenders are bound to suffer losses in purchasing power while the borrowers gain a corresponding amount. There are long-term contracts that do not have to be fulfilled until a later point in time. There are long-term employment contracts or contracts for the supply of materials, all of which involve money payments over time. They all face inflationary risks.


  It is a popular, although erroneous, belief that inflation affects only wealthy individuals because they are said to be the money lenders. This may have been true during the Middle Ages, when economic wealth was concentrated with a few wealthy noblemen and merchants while the masses of people were struggling for mere survival. But ever since the nations of the West emerged from feudalism and mercantilism, and tried individual freedom and enterprise, an ever-growing number of people were able to save some part of their rising incomes, permitting most people to become lenders on net balance. There are millions of creditors of life insurance companies, pension funds, savings banks, and similar institutions. Millions of people own government savings bonds and other money assets. It is true, they may have charge accounts and other consumer debt. But in most cases, savings probably exceed obligations, which suggests the conclusion that the American people are vitally interested in sound money.


  The disastrous nature of inflation becomes apparent when we contemplate the magnitude of the losses which inflation is inflicting on millions of American creditors every year. Even at the modest rate of five percent annual depreciation, the annual losses to creditors and gains to debtors amount to more than $100 billion a year. The economic and psychological impact of this silent transfer of wealth on millions of individuals surpasses all imagination.


  Considering such staggering losses on the part of the thrifty and provident, the rising clamor for entitlement and transfer is not surprising. The losses strengthen the demand for social security, aged health care, and governmental controls over prices and rents. They foster Federal aid and subsidies and otherwise provide a chief argument for an extension of government power.


  Long-Term Contracts


  Long-term employment contracts permit inflation to inflict painful losses on millions of working people. Within a few years of employment, they may lose a part of their purchasing-power income through monetary depreciation. Their relative economic and social position in society may decline when inflation ravishes them more than others. There cannot be any doubt that teachers, ministers, priests, and rabbis are primary victims of inflation. But they also are thought leaders who significantly affect the moral, political, and economic trends of the future. Their losses in income and social position during the age of inflation may have contributed to the fact that many are more frustrated in political and economic outlook than other groups of society.


  Monetary depreciation inflicts special losses also on industries that are controlled politically—in particular, public utilities. Being subject to commission control, their rates are fixed by decree in accordance with authoritative judgments of fairness and adequacy; but their costs keep on rising in reaction to inflationary pressures. American railroads and public utilities are eminent examples. In competition with other industries for capital, labor, and supplies, their costs are rising. But their own rates are determined by government committees and commissions that are known to grant relief only after lengthy public hearings and long after inflation has raised production costs. Moreover, public authorities are tempted to “fight” inflation and “hold the line” by denying price adjustments. Squeezed by the vise of rising costs and rigid rates, the financial position of public utilities deteriorates considerably. In the end, they stagnate and cease to function efficiently.


  Booms and Busts


  It is the course of every evil that it brings forth more evil. Unbeknownst to most people, including most economists, inflation breeds business cycles with destructive booms and depressions. Indeed, what has been more damaging to individual freedom and the enterprise system than the recurrence of recessions and depressions! During the Great Depression, government interventionism made its greatest strides. Each new recession gives new impetus to political power.


  Inflation at first produces conditions that appear favorable to everyone. Businessmen earn extraordinary profits; there are few, if any, business failures. Employment conditions improve and wage rates rise, for which labor unions and allied politicians loudly claim credit. The general atmosphere is one of confidence and prosperity until the inflation-induced activity tends to raise business costs. In time, costs soar until profits turn into losses and a recession takes the place of the boom.


  Recession is a time for readjustment to the demands of the market. Loss-inflicting operations are abandoned and business costs are reduced. Businessmen correct their mistakes made during the boom; the worst offenders are forced to sell out or face liquidation and bankruptcy. Even labor may need to readjust to market demands or face unemployment. In short, a recession or depression is a time of recovery from the excesses and blunders of the boom.


  Business cycles have plagued this country from its beginning. In every cycle, the U.S. government tried its hand in money and banking. Whether the debauchery of the Continental Dollar by the Continental Congress, the issue of U.S. Treasury obligations during the British–American War and the Civil War, the financial adventures of the First and Second Banks of the United States, the silver legislation, the World War I inflation—they all constituted preludes for the depressions that followed. Similarly, the Great Depression had its beginnings in the bursts of credit expansion by the Federal Reserve System in 1924–25 and again in 1927–28. Without them, there could have been no stock market boom and no crash of October 24, 1929. Since World War II, Federal Reserve credit expansion has kindled seven booms and seven recessions.


  Full employment through deficit spending and currency expansion is the official doctrine that guides the economic policies of Federal Administrations. Whether it is deficit financing or easy bank credit, the ultimate consequences are always the same. But each depression is bound to be deeper and more painful than the preceding one, and each boom more feverish than the preceding boom, because maladjustment, if not corrected, is cumulative. Recessions turn into depressions and booms into “crack-up booms” with panicky flights into gold and other real values. In the end, booms and depressions become “stagflations” that combine both evils: the destruction of currency and the depression with mass unemployment.


  Rising Tax Exactions


  The federal government is the greatest beneficiary of inflation; politicians, government officials, and their protégés are its greatest profiteers. When inflation raises money incomes, it lifts taxpayers into progressively higher income tax brackets and thus allocates an increasing share of their incomes to government. It pushes them all toward the top rate. Similarly, it boosts government exactions through state and local income taxes, corporate income taxes, estate taxes, and other levies with progression features.


  Business income and taxation are especially affected by monetary depreciation. When prices rise, a distortion in profits takes place. They are made to appear larger than they actually are. Inflation drives the cost of replacing plant and equipment above the original cost, but for tax purposes, government recognizes only the original costs and thus forces businesses to overstate their actual earnings. It levies income taxes on imaginary profits which, in reality, are inflationary costs of maintenance.


  The great popularity of inflation rests on its benefits to government. The federal government as a giant debtor reaps vast fortunes from monetary depreciation. On its nearly two-trillion-dollar debt it reaps gains of tens of billions of dollars every year. It may add new debt through budgetary deficits, and yet, the mountain of debt, in terms of purchasing power, may not rise at all because inflation may melt it away even faster.


  In a modern transfer system, government exists for the purpose of promoting the prosperity of those who run it—politicians and officials. Inflation permits them to spend vast amounts that directly and indirectly benefit them. Their remuneration usually exceeds the amount they can earn in productive employment. Their perks and fringes are much to be desired, their power over others to be feared. In order to secure their benefits and sustain their power, they need the votes of their constituents. Multi-billion-dollar expenditures for group entitlements may buy the votes. And the power to buy votes with entitlement legislation depends on their power to inflate. Without it, a Federal deficit of $200 billion annually would be inconceivable, as would be the myriad of transfer programs and the huge bureaucracy administering the programs. The transfer state builds on the power to tax and to inflate, the effects of which in turn give rise to ever more transfer demands.


  The Dollar Standard


  Inflation creates problems not only at home but also abroad. Until 1971, when gold was the international money and the U.S. dollar was payable in gold, inflation generally caused an outflow of gold from the country with the highest rate of inflation. Threatening inability to pay in gold tended to restrain the country from inflating any further or force it to devalue its currency toward gold. But in 1971, the United States refused to honor its growing foreign obligations to redeem its currency in gold. Fearing more losses, President Nixon declared gold to be “unsuited for use as money,” and vowed to remove gold from the monetary system of the world. When other major countries followed suit, the transition from the traditional gold standard to irredeemable paper issues was completed.


  The U.S. dollar emerged as the primary international currency, serving trade and commerce the world over. It already had acquired a leading position under the Bretton Woods system that had made the U.S. dollar the international reserve money payable in gold at a price of $35 per ounce. When, in August 1971, President Nixon repudiated the agreement, the world continued to use the U.S. dollar without its redeemability. After all, the world’s merchants and bankers had grown accustomed to it. It afforded access to the markets of the most productive country in the world, and its record of relative stability was one of the best in recent monetary history despite its devaluations in 1934 and 1971. But above all, the official repudiation of gold created a void which no other fiat currency could possibly fill. It left the U.S. dollar in the most prominent position for becoming the world medium of exchange and reserve asset.


  The world desperately needs a common money that facilitates foreign trade and international transactions. For hundreds of years, gold served as the universal money uniting the world in peaceful cooperation and trade. Today the U.S. dollar is called upon to assume the very functions of gold. But in contrast to the gold standard, which was rather independent of any one government, the dollar standard depends completely upon the wisdom and discretion of the U.S. government. That is, the world monetary standard now rests solely on the political forces that shape the monetary policies of a single country—the United States.


  We can think of no greater responsibility for any country than that of the United States to the world. Every day assumes a fearful responsibility when we view the fate of the free world that rests on the U.S. But unfortunately, the dollar standard is a political standard in which the purest motives are mixed with the most sordid interests and fiercest passions of the electorate. The dollar standard itself is the outgrowth of an ideology that placed government in charge of the national monetary order. It is the handiwork of governments and their apparatus of politics. To expect much of such a creation is to invite bitter disappointment.


  The world fiat standard leads to temptations which no contemporary government can be expected to resist. The world demand for a reserve currency constitutes an extraordinary demand that tends to support and strengthen its purchasing power. It affords the country of issue a rare opportunity to inflate its currency and export its inflation without immediately suffering the dire consequences of currency debasement. In particular, it presents an opportunity to the administration in power to indulge in massive deficit spending, which hopefully bolsters its popularity with the electorate, while its inflation is exported to all corners of the world. The country that provides the world reserve asset can, for a while, live comfortably beyond its means, enjoy massive imports from abroad while it is exporting its newly-created money in payment of such imports. In short, it can raise its level of living at the expense of the rest of the world.


  Government as Beneficiary


  For more than a decade, the U.S. government has been the beneficiary of this ominous situation. It engages in massive deficit spending and currency expansion with minimal inflationary effects, as the dollar inflation is exported to foreign countries. For several years, the foreign dollar holders even financed most of the budgetary deficits which the U.S. government was incurring. Inevitably, they suffered staggering losses on their dollar holdings which they had earned in exchange for real wealth. And yet, they are coming back again and again because their own currencies are worse than the U.S. dollar.


  The greatest factor of dollar strength is the chronic weakness of other currencies. Leading European currencies do poorly in foreign exchange markets because their banks of issue are pursuing policies of easy money and credit. European central banks are undermining confidence in European currencies and thereby generating an extraordinary demand for U.S. dollars.


  The exchange rate between various currencies is determined by their purchasing power. It is explained by the purchasing-power parity theory, according to which the rate of exchange between currencies tends to adjust to their purchasing powers. If the exchange rate were to deviate from parity and a discrepancy were to appear, it would become profitable to buy one and sell the other until the discrepancy would disappear. If the exchange rate of the U.S. dollar versus the Swiss franc were to favor the U.S. dollar it would be profitable to sell the dollar and buy the franc until the disparity would disappear.


  Foreign-exchange rate changes anticipate relative changes in goods prices. But it is safe to assume that a rise in foreign exchange rates is unlikely to signal an anticipated rise in purchasing power. After all, in this age of inflation, every currency is losing purchasing power most of the time. “Strength” in foreign exchange rates merely means relative strength in terms of other currencies that are losing purchasing power even faster. The U.S. dollar may be the strongest currency around although it, too, is losing purchasing power. It may rise to spectacular heights versus other currencies, although it is sinking to new lows in purchasing power.


  Exporting Inflation


  Foreign inflation is giving the dollar a boost; every foreign attempt at prosperity through credit expansion is giving it new strength. On the other hand, every U.S. government effort at expansion is sapping the dollar strength, every new attempt at financial stimulation through Federal Reserve credit expansion is weakening the dollar vis-à-vis all other currencies.


  U.S. monetary authorities now are orchestrating the international flow of funds. During the 1970s they generated the greatest credit boom the world has ever seen. There had been some credit expansion before August 15, 1971, when President Nixon unilaterally abolished the last vestiges of the gold standard. But it accelerated dramatically thereafter when the U.S. government showered the world with U.S. dollars. Central bank reserves consisting primarily of paper dollars expanded from $92 billion in 1970 to more than $800 billion in 1983. The Eurodollar market, which recycles the flood of petrodollar deposits to debtors all over the globe, grew from some $100 billion in 1970 to nearly $2 trillion today. All these credits fueled an inflation the likes of which the world has never seen before.


  The 1979 Crisis


  In October 1979 an international flight from the dollar visibly shook the world dollar standard and cast serious doubt on its future. It forced President Carter to raise $30 billion in harder currencies in order to stem the panic. When the discount rate was raised to 13 percent, the crisis subsided. Federal Reserve authorities subsequently reduced the expansion rate and, in some months, even abstained from any further credit expansion, which soon triggered the beginning of painful readjustment. The 1981–1982 recession was the inevitable effect of this new self-restraint. It precipitated a worldwide scramble for liquidity and gave rise to a “crisis-demand” for U.S. dollars. The demand gave new strength to dollar exchange rates and new support to its purchasing power.


  The recession put a heavy strain on the world’s banking system. A number of large debtor countries were unable to meet their obligations. Poland, which owed large debts to financial institutions in the West, fell victim to its own socialistic policies. Argentina, mismanaged by a military junta, sought a rescheduling of its considerable debt. Mexico, in a similar situation, gave rise to the fear that her failure could lead to a chain reaction bringing about a collapse of several large financial institutions and, eventually, the world banking system. Throughout the fears, strains, and volatile changes in foreign exchange markets, the U.S. dollar was gaining in strength.


  The crisis demand for dollars was bolstered further by the fears of political and financial instability abroad, making the U.S. dollar a “refuge currency.” In many countries suffering from sustained currency depreciations the U.S. dollar is the key currency. It can be found in the cash holdings of people everywhere who use it as their unit of calculation and medium of exchange. They are bidding for U.S. dollars by offering their goods and services in exchange for more dollars.


  As long as individuals the world over are willing to hold dollars and keep on adding dollars, the dollar is bound to remain strong. But if they should lose faith in U.S. policies and reduce their holdings, the dollar would turn weak again, perhaps weaker than ever before. It could tumble in an abrupt and disorderly fashion, and the dollar standard disintegrate in confusion and disarray.


  


  Hans F. Sennholz (1922–2007) was Ludwig von Mises’ first PhD student in the United States. He taught economics at Grove City College, 1956–1992, having been hired as department chair upon arrival. After he retired, he became president of the Foundation for Economic Education, 1992–1997 and is a noted writer and lecturer on economic, political and monetary affairs.


  Originally published in the May 1985 issue of The Freeman.


  Is Government an Inflation Fighter?


  Lawrence W. Reed


  “Government,” observed the renowned Austrian economist Ludwig von Mises, “is the only institution that can take a valuable commodity like paper, and make it worthless by applying ink.”


  Mises was describing the curse of inflation, the process whereby government expands a nation’s money supply and thereby erodes the value of each monetary unit—dollar, peso, pound, franc, or whatever. It shows up in the form of rising prices, which most people confuse with the inflation itself. The distinction is important because, as economist Percy Greaves once explained so eloquently, “Changing the definition changes the responsibility.”


  Define inflation as rising prices and, like Jimmy Carter, you’ll think that oil sheiks, credit cards, and private businesses are the culprits, and price controls are the answer. Define inflation in the classic fashion as an increase in the supply of money, with rising prices as a consequence, and you then have to ask the revealing question, “Who increases the money supply?” Only one entity can do that legally; all others are called “counterfeiters” and go to jail.


  It’s certainly true that many things, some beyond the control of any human being, can cause some prices to rise. A freeze in Florida, by reducing the supply of oranges at least temporarily, will prompt a spurt in orange juice prices. Bombing factories in wartime will boost the prices of whatever those factories were making. After people pay higher prices for reduced supplies, they may have less money in their pockets for buying other things, causing downward pressure on those other prices. But a prolonged, broad-based rise in most or all prices is the result of one thing: a decline in the value of money, and that occurs because whoever is producing the money is overdoing it.


  Consider this analogy: Let’s say you like Campbell’s tomato soup so much you eat it every week. Then one week you notice that it’s a little less red and doesn’t taste quite as “tomatoey.” A week later, it’s downright pink instead of red and tastes more like water than tomatoes. Week after week this disagreeable trend continues. Would you blame consumers or would you point your finger at Campbell’s, the producer? When your money buys less and less, year after year, what sense would it make to blame the people who use the stuff instead of the people who manufacture the stuff?


  Most economists worth their salt have long argued that inflation is always and everywhere a monetary matter. As one of them put it, rising prices no more cause inflation than wet streets cause rain. The monetary authorities inflate and then prices rise, in that order, and if the people’s confidence in that money dissipates, the price hikes will be astronomical. A little history lesson is in order.


  Before paper money, governments inflated by diminishing the precious-metal content of their coinage. The ancient prophet Isaiah reprimanded the Israelites with these words: “Thy silver has become dross, thy wine mixed with water.” Roman emperors repeatedly melted down the silver denarius and added junk metals until the denarius was less than 1 percent silver. The Saracens of Spain clipped the edges of their coins so they could mint more until the coins became too small to circulate. Prices rose as a mirror image of the currency’s worth.


  Rising prices are not the only consequence of monetary expansion. Inflation also erodes savings and encourages debt. It undermines confidence and deters investment. It destabilizes the economy by fostering booms and busts. If it’s bad enough, it can even wipe out the very government responsible for it in the first place. It can lead to even worse afflictions. Hitler and Napoleon both rose to power in part because of the chaos of runaway inflations.


  All this raises many issues economists have long debated and about which I have my own views. Who or what should determine a nation’s supply of money? Why do governments so regularly mismanage it? What is the connection between fiscal and monetary policy? Suffice it to say here that governments inflate because their appetite for revenue exceeds their willingness to tax or their ability to borrow. British economist John Maynard Keynes was an influential charlatan in many ways, but he nailed it when he wrote, “By a continuing process of inflation, governments can confiscate, secretly and unobserved, an important part of the wealth of their citizens.”


  At varying rates, the unbacked (or “fiat”) paper money issued by government central banks has been falling in value all over the world for decades. Even the U.S. dollar is worth about a nickel of its value in 1915, the first full year of operation of its monopoly issuer, the Federal Reserve. In recent years, perhaps no place was more ravaged by inflation than Zimbabwe in southern Africa. Prices there rocketed upwards at an annual rate exceeding 11 million percent in 2007. After printing trillions of Zimbabwean dollars to finance its socialist schemes, the Mugabe dictatorship ruined the currency utterly.


  South America is home to many serial inflationists—corrupt, crackpot regimes that destroy one paper money after another. Prices in Argentina and Venezuela, for example, are currently climbing between 50 and 100 percent annually, and all indications are that the rates will accelerate in coming months.


  In April 1985 I visited Bolivia to observe the world’s then-highest rate of price hikes, an astonishing 50,000 percent. After stiffing its foreign creditors in the early 1980s, the government in La Paz could only finance its bad habits through taxing its own people and printing paper money. It did lots of both. By 1985, however, only 10 percent of its spending was covered by taxes; the rest was taken care of by the printing press. Paper money became the country’s third largest import. Its own presses couldn’t keep up with the government’s demands, so planeloads of the stuff were flown in every week from Europe.


  On the day I arrived, the Bolivian peso traded at 150,000 to the dollar. Just days later, it had sunk to 200,000. I brought nine million pesos home with me—a million pesos (in 1,000-peso notes) in each of nine wads bound together with string by a local bank. I kept one million, which I have to this day, and sold the other eight to gold bugs and currency collectors for $500 each. Not bad, considering that, at 200,000 to the buck, I paid just $5 for each million-peso wad ($45 for the whole nine million). That little bit of international arbitrage financed my trip, incidentally.


  Bolivian hyperinflation ended just four months later, in August 1985, after the socialist government that engineered it was ousted. It had printed pesos until they were worth less than the ink and paper.


  So, you say, inflation may be nasty business but it’s just the really rotten few that do it. Not so. The late Frederick Leith-Ross, a famous authority on international finance, observed: “Inflation is like sin; every government denounces it and every government practices it.” Even Americans have witnessed hyperinflations that destroyed two currencies—the ill-fated continental dollar of the Revolutionary War and the doomed Confederate money of the Civil War.


  Today’s slow-motion dollar depreciation, with prices rising at persistent but mere single-digit rates, is just a limited version of the same process. Government spends, runs deficits, and pays some of its bills through the inflation tax. How long it can go on is a matter of speculation, but trillions in national debt and public officials who get elected by making promises they don’t want to pay for are not factors that should encourage us. Government is not an inflation fighter. In a world of deficit budgets, out-of-control public sector spending and debt, and pie-in-the-sky promises that government will give you just about everything, government is an inflation factory.


  So it is that inflation is very much with us and is arguably one of the inevitable consequences of government run amok. But it’s not a permanent, sustainable policy. It must end someday. A currency’s value is not bottomless. Its erosion must cease either because government stops its reckless printing or prints until it wrecks the money. Surely, which way it concludes will depend in large measure on whether its victims come to understand what it is and where it comes from.


  Summary


  
    • When you change the definition of “inflation,” you change the responsibility for it.


    • Inflation is not rising prices. In fact, you have inflation first and then as one of the consequences, you get rising prices. Inflation, properly defined, involves an increase in the supply of money.


    • Historically, the more control government exerts over money, the more likely the money will lose its value. The more that government spends and doesn’t pay for with tax revenue, the more likely it will resort to the printing press.


    • It’s far more accurate to think of government as an inflation factory, not an inflation fighter.
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  Rome: Money, Mischief and Minted Crises


  Lawrence W. Reed & Marc Hyden


  Ancient Rome wasn’t built in a day, the old adage goes. It wasn’t torn down in a day either, but a good measure of its long decline to oblivion was the government’s bad habit of chipping away at the value of its own currency.


  In this essay we refer to “inflation,” but in its classical sense—an increase in the supply of money in excess of the demand for money. The modern-day subversion of the term to mean rising prices, which are one key effect of inflation but not the inflation itself, only confuses the matter and points away from the real culprit, the powers in charge of the money supply.


  In Rome’s day, before the invention of the printing press, money was gold and silver coin. When Roman emperors needed revenue, they did more than just tax a lot; like most governments today, they also debased the money. Think of the major difference between Federal Reserve inflation and ancient Roman inflation this way: We print, they mint(ed). The long-term effects were the same—higher prices, erosion of savings and confidence, booms and busts, and more. Here’s the Roman story.


  Augustus (reigned 27 BC–14 AD), Rome’s first real emperor, worked to establish a standardized system of coinage for the empire, building off of the Roman Republic’s policies. The silver denarius became the “link coin” to which other baser and fractional coins could be exchanged and measured. Augustus set the weight of the denarius at 84 coins to the pound and around 98 percent silver. Coins,[1] which had only been sporadically used to pay for state expenditures in the earlier Republic, became the currency for everyday citizens and accepted as payment for commerce and even taxation in the later Republic and into the imperial period.


  Historian Max Shapiro, in his 1980 book, The Penniless Billionaires, pieces various sources together to conclude that “the volume of money he (Augustus) issued in the two decades between 27 BC and 6 AD was more than ten times the amount issued by his predecessors in the twenty years before.” The easy money stimulated a temporary boom, leading inevitably to price hikes and eventual retrenchment. Wheat and pork prices doubled, real estate rose at first by more than 150 percent. When money creation was slowed (late in Augustus’s reign and even more for a time under that of his successor, Tiberius), the house of cards came tumbling down. Prices stabilized but at the cost of recession and unemployment.


  The integrity of the monetary system would remain intact until the reign of Emperor Nero (54–68 AD).[2] He is better known for murdering his mother, preferring the arts to civic administration, and persecuting the Christians, but he was also the first to debase the standard set by Augustus. By 64 AD, he drained the Roman reserves because of the Great Fire of Rome and his profligate spending (including a gaudy palace). He reduced the weight of the denarius to 96 coins per pound and its silver content to 93 percent, which was the first debasement of this magnitude in over 250 years. This led to inflation and temporarily shook the confidence of the Roman citizenry.


  Many successive emperors incrementally lowered the denarius’s silver content until the philosopher-emperor, Marcus Aurelius (reigned 161–180 AD), further debased the denarius to 79 percent silver to pay for constant wars and increased expenses. This was the most impure standard set for the denarius up to this point in Roman history, but the trend would continue. Aurelius’ son Commodus (reigned 177–192 AD),[3] a gladiatorial wannabe, was likewise a spendthrift. He followed the footsteps of his forebears and reduced the denarius to 104 coins to the pound and only 74 percent silver.


  Every debasement pushed prices higher and gradually chipped away at the public faith in the Roman monetary system. The degradation of the money and increased minting of coins provided short-term relief for the state until merchants, legionaries, and market forces realized what had happened. Under Emperor Septimius Severus’ administration (reigned 193–211 AD),[4] more soldiers began demanding bonuses to be paid in gold or in commodities to circumvent the increasingly diminished denarius. Severus’ son, Caracalla (reigned 198–217 AD), while remembered for his bloody massacres, killing his brother, and being assassinated while relieving himself, advanced the policy of debasement until he lowered the denarius to nearly 50 percent silver to pay for the Roman war machine and his grand building projects.


  Other emperors, including Pertinax and Macrinus, attempted to put Rome back on solid footing by increasing the silver content or by reforming the system, but often when one emperor improved the denarius, a competitor would outbid them for the army’s loyalty, destroying any progress and often replacing the emperor. Eventually, the sun set on the silver denarius as Rome’s youngest sole emperor, Gordian III (238–244 AD), essentially replaced it with its competitor, the antoninianus.


  However, by the reign of the barbarian-born Emperor Claudius II (reigned 268–270 AD), remembered for his military prowess and punching a horse’s teeth out, the antoninianus was reduced to a lighter coin that was less than two percent silver. The aurelianianus eventually replaced the antoninianus, and the nummus replaced the aurelianianus. By 341 AD, Emperor Constans I (reigned 337–350 AD) diminished the nummus to only 0.4 percent silver and 196 coins per pound. The Roman monetary system had long crashed and price inflation had been spiraling out of control for generations.


  Attempts were made to create new coins similar to the Neronian standard in smaller quantities and to devise a new monetary system, but the public confidence was shattered. Emperor Diocletian (reigned 284–305 AD) is widely known for conducting the largest Roman persecution of Christians, but he also reformed the military, government, and monetary system. He expanded and standardized a program, the annona militaris, which essentially bypassed the state currency. Many Romans were now taxed and legionaries paid in-kind (with commodities).


  Increasingly, Romans bartered in the marketplace instead of exchanging state coins.[5] Some communities even created a “ghost currency,” a nonexistent medium to accurately describe the cost and worth of a product because of runaway inflation and the volatility of worthless money. Diocletian approved a policy which led to the gold standard replacing the silver standard. This process progressed into the reign of Rome’s first Christian emperor, Constantine (reigned 306–337 AD),[6] until Roman currency began to temporarily resemble stability.


  But Diocletian did something else, and it yielded widespread ruin from which the Empire never fully recovered. In the year 301 AD, to combat the soaring hyperinflation in prices, he issued his famous “Edict of 301,” which imposed comprehensive wage and price controls under penalty of death. The system of production, already assaulted by confiscatory taxes and harsh regulations as well as the derangement of the currency, collapsed. When a successor abandoned the controls a decade or so later, the Roman economy was in tatters.


  The two largest expenditures in the Roman Empire were the army, which peaked at between 300,000–600,000 soldiers,[7] and subsidized grain for around 1/3 of the city of Rome. The empire’s costs gradually increased over time, as did the need for bribing political enemies, granting donatives to appease the army, purchasing allies through tributes, and the extravagance of Roman emperors. Revenues declined in part because many mines were exhausted, wars brought less booty into the empire, and farming decreased due to barbarian incursions, wars, and increased taxation. To meet these demands, Roman leaders repeatedly debased the silver coins, increasingly minted more money, and raised taxes at the same time.


  In a period of about 370 years, the denarius and its successors were debased incrementally from 98 percent to less than one percent silver. The massive spending of the welfare/warfare state exacted a terrible toll in the name of either “helping” Romans or making war on non-Romans. Financial and military crises mixed with poor leadership, expediency, and a clear misunderstanding of economic principles led to the destruction Rome’s monetary system.


  Honest and transparent policies could have saved the Romans from centuries of economic hardships. The question future historians will answer when they look back on our period is, “What did the Americans learn from the Roman experience?”
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  A Review of Max Shapiro’s “The Penniless Billionaires”[*]


  Lawrence W. Reed


  Inflation—the debasement of money—is almost as old as money itself. What civilization of the past has resisted the temptation to cheapen its money? What German Chancellor Erhard once called a “burning, destructive, unpardonable, mortal sin of modern society” dates back to the first time some profligate monarch seized control of his kingdom’s medium of exchange.


  Coinage was invented in the ancient province of Lydia (in Asia Minor) around 650 B.C. It represented a substantial improvement over primitive media of exchange and greatly accelerated the economic progress of the ancient world.


  It wasn’t long, however, before the Lydian kings discovered that they could reduce the precious metal content of their coins, manufacture great quantities of these debauched pieces, and spend the new money themselves before the unsuspecting public caught on. If prices rose, so what? More money could be manufactured. Weakened by inflation, Lydia was conquered by Cyrus the Great of Persia around 550 B.C.


  The ancient Greeks, and the Romans after them, practiced the fine art of inflation, too. From Solon’s 27 percent devaluation of the mina in 594 B.C. to Diocletian’s Edict of A.D. 301, only brief periods of monetary stability interrupted centuries of State-fostered inflation.


  The Chinese were the first to develop paper money, crudely designed slips of paper backed—at first—by precious metals. The government gradually removed the backing, inaugurating what we call today “fiat money.” The money became worth whatever the emperor said it was worth—at least in theory. The rest of the story is what any good historian might expect—rapid depreciation.


  Four of the most interesting inflations of history are the subjects of a fascinating new book, The Penniless Billionaires, by Max Shapiro. For the non-specialist interested in an entertaining and instructive account of man’s inflation follies, this book more than makes the grade. It is chock full of facts and quotes which leave the reader in today’s inflationary times with a disturbing sense of déjà vu.


  The four experiences discussed are those of 5th-century Imperial Rome, 18th-century Revolutionary France, 19th-century Civil War America, and 20th-century Weimar Republic Germany. When each inflation began, officials scoffed at the thought that things might someday get out of control. They argued that, in any event, the inflation was necessary to pay for foreign adventures, to build public projects, to fight poverty, to stimulate the economy, or to keep the government’s creditors at bay. Manufacturing money is a great way for politicians to raise revenue without visibly and directly raising taxes.


  Imperial Rome


  Shapiro’s narrative of the Roman experience begins with Augustus, who embarked upon a massive public works program (à la FDR’s WPA of the 1930s). To finance the huge expenditures, the volume of money Augustus “issued in the two decades between 27 B.C. and A.D. 6 was more than ten times the amount issued by his predecessors in the twenty years before his reign!” Recurrent periods of inflation during the next several centuries so weakened a once great civilization that 5th-century Rome fell an easy prey to the barbarian invaders.


  Revolutionary France


  Ignorance of history has doomed many nations to stupidly repeat the most inexcusable of errors. The French should have learned their lesson in 1720 after John Law’s paper money scheme fell apart and impoverished the nation. Some did learn, but that didn’t stop the ruinous inflation of the assignats later in the century.


  On December 19, 1789, the French Assembly authorized the creation of the first of the paper assignats. The notes were to be “backed” by confiscated Catholic Church properties. Issue after issue poured forth as the Revolution gave way to the Reign of Terror. Prices soared and controls were imposed, to no avail. Blood flowed in the streets amid riots, pillaging, and the monstrous appetite of the guillotine.


  When Napoleon came to power in the coup d’état of November 10, 1799, he found the assignats worthless, the economy in shambles, and the people demanding a strongman to bring order out of chaos. “While I live,” he proclaimed, “I will never resort to irredeemable paper.” The promise was in vain.


  Civil War America


  Salmon P. Chase was the man entrusted by the newly-elected president, Abraham Lincoln, to be Secretary of the Treasury in 1861. With war preparations underway, Chase looked for a way to pay the bills. Unwilling to bear the responsibility of proposing new taxes, he inched the administration in the direction of issuing unbacked paper money.


  With the budget deficit zooming and banks suspending specie payments at the encouragement of the government, President Lincoln signed the bill creating the “greenbacks” on February 25, 1862.


  What followed was a threefold rise of the money supply in the North by the end of the war. A hyperinflation and the complete destruction of the currency was prevented by the war’s end and the subsequent restoration of hard money—one of the few inflations in history which stopped short of the abyss.


  Weimar Republic Germany


  The world saw its first modern-day quadrillionaire with the incredible inflation of Weimar Republic Germany. Starting with the outbreak of war in 1914, the printing press gathered steam until money “slammed out... in lunatic fury, prices roared upward in mad, quantum leaps.” In November 1923, the wholesale price index stood at almost one trillion four hundred twenty-three billion times its 1913 level, resulting in the silent, cruel, and demoralizing impoverishment of a whole people. The countless personal tragedies engendered by this financial debacle are the sum and substance of the book’s title, The Penniless Billionaires.


  Max Shapiro, a research partner in a securities firm, does more in this book than supply facts, figures, and dates. He ties events, centuries apart, together in a coherent thesis. The reader is moved by the ominous parallels which emerge.


  One such common thread, he maintains, is the existence during inflations of a class of people who actually promote and profit from the process. These may be certain government officials or private entrepreneurs. They amass fortunes because they understand the phenomenon of inflation and use this knowledge in all their financial operations. This observation brings to mind the words of a 20th-century architect of inflation, John Maynard Keynes:


  
    Lenin is said to have declared that the best way to destroy the Capitalist System was to debauch the currency. By a continuing process of inflation, governments can confiscate, secretly and unobserved, an important part of the wealth of their citizens. By this method they not only confiscate, but they confiscate arbitrarily; and, while the process impoverishes many, it actually enriches some. The sight of this arbitrary rearrangement of riches strikes not only at security, but at confidence in the equity of the existing distribution of wealth. Those to whom the system brings windfalls... become “profiteers,” who are the object of hatred of... those whom the inflationism has impoverished.... As the inflation proceeds... the process of wealth-getting degenerates into a gamble and a lottery.


    Lenin was certainly right. There is no subtler, no surer means of overturning the existing basis of society than to debauch the currency. The process engages all the hidden forces of economic law on the side of destruction, and does it in a manner which not one man in a million is able to diagnose.... (The Economic Consequences of the Peace, 1920)

  


  In the closing chapters of the book, Shapiro traces the course of the present U.S. inflation. The Federal Reserve, he charges, is the chief culprit in the dollar’s plight. Corporate executives, labor union leaders, politicians, bankers, and others among the general public who pressure the Fed to manufacture money are accomplices in the crime. Time, he says, is running out. Failure to put a stop to printing press madness soon will toss this country’s currency on the same scrapheap with the denarius, the assignat, and the mark. “Nothing can replace the dollar,” some wit remarked, “and it almost has!”
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  Did You Know about the Great Hyperinflation of the 17th Century?


  Lawrence W. Reed


  The oldest trick in the monetary book is cheating the people by debasing the coin or currency. It goes back at least as far as the 8th century B.C. when the Jewish prophet Isaiah chastised the Israelites for doing it. “Thy silver has become dross, thy wine mixed with water!” he admonished.


  Reputable private issuers of money, when governments don’t ban them for self-serving reasons, might be tempted to dilute the value of their product. Their incentives, however, tend to run strongly in the other direction.


  The oldest trick in the monetary book is cheating the people by debasing the coin or currency.


  If their product gains in value, they make money (literally and figuratively). If they debase it, they might be prosecuted for counterfeiting or fraud. But in any event, customers will flee to competitors happy to “make money” by offering it in a more trustworthy form.


  When entrepreneurs and willing customers shape the framework of a market, the famous Gresham’s Law works in reverse: the good money drives out the bad.


  Similarly, because you prefer fresh eggs to expired ones, or use an iPhone now instead of a walkie-talkie, the inferior product disappears. But when political monopolists, backed by the coercive power of government, are in charge, the quantitatively-eased stuff is foisted on you whether you like it or not, while the good alternatives are driven overseas or underground.


  Kipper and Wipper


  I thought I knew the low points in the interesting history of monetary corruption until I came across this fascinating article from Smithsonian magazine.[1] It’s about a brief hyperinflation in 17th century Europe at the start of the Thirty Years’ War.


  Titled “‘Kipper und Wipper’: Rogue Traders, Rogue Princes, Rogue Bishops and the German Financial Meltdown of 1621–23”, the article’s author (historian Mike Dash) claims that this instance of “monetary terrorism” may in fact be “the most bizarre episode in all of economic history.” It arguably yielded the Western world’s first full-scale financial crisis.


  The German terms “kipper” and “wipper” derive from two nefarious practices: One is clipping coins then using the scrap to make new ones, or melting coins into a cheapened mix of precious and baser metal. The other is rigging the scales so that recipients of coinage so debased could be deceived.


  Remember, there is a crucial distinction between inflation and rising prices.


  And if you’re not sure what the Thirty Years’ War (1618–1648) was about, just think of it as the most destructive of the many European religious wars. Eight million casualties resulted from a Catholic vs. Protestant conflict that ballooned into a continental power struggle between the royal houses of France, Spain, the Low Countries, and some 2,000 German microstates of the fracturing Holy Roman Empire. In those German territories alone, no less than 20 percent of the population perished.


  In early 17th century Europe, the minting of coins was typically the exclusive prerogative of kings and princes, which they often delegated to their well-connected cronies in local governments, the church, or even private business. On the eve of the War, in 1617, thirty mints operated in Lower Saxony alone, according to Peter H. Wilson in “The Thirty Years War: Europe’s Tragedy.” Debasement, however, was rare—until the financial demands of the war pressed governments to find new sources of revenue. The crisis and depression spawned by the five-year hyperinflation (1618–1623) is known in German as the “kipper-und-wipperzeit.”


  The Polish mathematician and astronomer Nicolaus Copernicus is universally acclaimed for his assertion that the sun was at the center of the solar system, not the earth. Less well-known are his important contributions to monetary theory, made just a century before the kipper-und-wipperzeit. If this Copernican observation had been heeded, perhaps the folly of what I’m about to tell you might have been avoided:


  
    The greatest and most forbidding mistake has to be when a ruler tries to make a profit from the minting of coins by introducing and circulating new coins with an inferior weight and fineness, alongside the originals, and claims that they are of equal value.

  


  The Debasement Begins


  Desperate to raise cash and secure material for war, many of the German states in 1618 resorted to the debasement of coinage. They clipped and they melted. At first, they adulterated their own coin but then discovered that they could do the same to that of their neighbors too.


  They would gather up as much of other states’ coins as they could, melt them down and mix in cheaper metals (most often copper), and then mint new ones that looked like the original but in fact were cheap counterfeits. Then they would send them with couriers back to the other states in the hope of passing them off on ignorant and unsuspecting citizens. The couriers would return with good coin and/or wagon loads of food and supplies.


  Mike Dash noted in his Smithsonian magazine article that just about everybody got into the act:


  
    While it lasted, the madness infected large swaths of German-speaking Europe, from the Swiss Alps to the Baltic coast, and it resulted in some surreal scenes: Bishops took over nunneries and turned them into makeshift mints, the better to pump out debased coinage; princes indulged in the tit-for-tat unleashing of hordes of crooked money-changers, who crossed into neighboring territories equipped with mobile bureau de change, bags full of dodgy money, and a roving commission to seek out gullible peasants who would swap their good money for bad. By the time it stuttered to a halt, the kipper-und-wipperzeit had undermined economies as far apart as Britain and Muscovy, and—just as in 1923 [during the infamous Weimar Republic inflation]—it was possible to tell how badly things were going from the sight of children playing in the streets with piles of worthless money

  


  This is an opportune moment to remind readers of a crucial distinction between inflation and rising prices. They are not the same, in spite of the commonly-held sense that they are. Inflation is an increase in the money supply (and in credit as well, though credit and capital markets in the early 1600s were small and primitive by today’s standards). Rising prices are among the many deleterious effects of the inflation.


  The German states first inflated the money supply by corrupting the coinage, then prices rose. Other effects of the inflation were evident too, including the destruction of savings and fixed incomes, a general economic malaise, and social turmoil.


  In his voluminous history, The Thirty Years War: A European Tragedy, Peter H. Wilson writes:


  
    Good coins disappeared from circulation, while taxes were paid with debased currency. The real value of civic revenue fell by nearly 30 percent in Naumberg. Prices soared as traders demanded sackfuls of bad coins for staple commodities: the cost of a loaf of bread jumped 700 percent in Franconia between 1619 and 1622. Those on fixed incomes suffered, like theology student Martin Botzinger whose 30 fl. annual grant became worth only three pairs of boots. Serious rioting spread from 1621, with that in Magdeburg leaving 16 dead and 200 injured.

  


  It was all over in about five years (the inflation, not the war). Burned by the self-defeating chaos it created, the German states agreed to stop cheating and restore reasonably sound currencies. Then through taxes, requisitions, and other forms of plunder, they and most of the rest of Europe waged another 25 years of bloody hostilities.


  A hundred years later, France would be the scene of the Western world’s first experiment in hyperinflation using paper instead of metal.[2] And in the two centuries since that, history records dozens of ruinous paper inflations. These episodes in monetary cheating all produced the same calamitous results no matter what form they took.


  So what do men learn from history? Sometimes I think it’s little more than the fact that history is, well, interesting.
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  The Times That Tried Men’s Economic Souls


  Lawrence W. Reed


  Two hundred and thirty years ago this month in Valley Forge, Pennsylvania, the brutal and storied winter of 1777–78 came to a long-awaited close. Nearly a quarter of George Washington’s Continental Army troops encamped there had died—victims of hunger, exposure, and disease. Almost every American knows that much, but few can tell you why Congress was as much to blame as the weather.


  For six years—from 1775 until 1781—representatives from the 13 colonies (states after July 4, 1776) met and legislated as the Second Continental Congress. They were America’s de facto central government during most of the Revolutionary War and included some of the greatest minds and admirable patriots of the day. Among their number were Thomas Jefferson, Benjamin Franklin, John and Sam Adams, Alexander Hamilton, Patrick Henry, John Jay, James Madison, and Benjamin Rush. The Second Continental Congress produced and ratified the Declaration of Independence, and the country’s first written constitution, the Articles of Confederation. It also ruined a currency and very nearly the fledgling nation in the process, proving that even the best of men with the noblest of intentions sometimes must learn economics the hard way.


  The Continental


  Governments derive their revenues primarily from one, two, or all three of these sources: taxation, borrowing, and inflating the currency. Americans were deemed to be in no mood to replace London’s taxes with local ones so the Second Continental Congress, which before March 1781 faced no legal prohibition to tax, opted not to. It borrowed considerable sums by issuing bills of credit, but with few moneyed interests willing to risk their capital to take on the British Empire, the expenses of war and government could hardly be covered that way. What the Congress chose as its principal fundraising method is revealed by this statement of a delegate during the financing debate: “Do you think, gentlemen, that I will consent to load my constituents with taxes when we can send to our printer and get a wagon-load of money, one quire of which will pay for the whole?”


  Reports of the deliberations that led to the printing of paper money are sketchy, but indications are nevertheless that support for it was probably not universal. John Adams, for instance, was a known opponent. He once referred to the idea as “theft” and “ruinous.” Nonetheless, he and Ben Franklin were among five committee members appointed to engrave the plates, procure the paper, and arrange for the first printing of Continental dollars in July 1775. Many delegates were convinced that issuing unbacked paper would somehow bind the colonies together in the common cause against Britain.


  In any event, not even the skeptics foresaw the bottom of the slippery slope that began with the first $2 million printed on July 21. Just four days later, $1 million more were authorized. Franklin actually wanted to stop the presses with the initial issue and opposed the second batch, but the temptation to print proved too alluring. By the end of 1775, another $3 million in notes were printed. After war erupted, the states demanded more paper Continentals from Congress. A fourth issue—this time for $4 million—was ordered in February 1776, followed by $5 million more just five months later and another $10 million before the year was out.


  In the marketplace, the paper notes fell in value even before independence was declared. The consequences of paper inflation at the hands of American patriots were no different from what they ever were (or still are) when rampant expansion of the money supply is conducted by rogues or dictators: prices rise, savings evaporate, and governments resort to draconian measures to stymie the effects of their own folly. As author Ayn Rand would advise in another context nearly two centuries later, “We can evade reality, but we cannot evade the consequences of evading reality.”


  Americans increasingly refused to accept payment in the Continental dollar. To keep the depreciating notes in circulation, Congress and the states enacted legal-tender laws, measures that are hardly necessary if people have confidence in the soundness of the money. Though he used the power sparingly, George Washington was vested by Congress with authority to seize whatever provisions the army needed and imprison merchants and farmers who wouldn’t sell goods for Continentals.


  At harvest time in 1777, with winter approaching and the army in desperate need of supplies, even farmers who supported independence preferred to sell food to the redcoats because they paid in real money—gold and silver. Washington ordered guards placed along the Schuylkill River to stop supplies from reaching the British.


  Another 13 Million Paper Dollars


  Congress cranked out another 13 million paper dollars in 1777. With prices soaring, the Pennsylvania legislature compounded the effects of bad policy: it imposed price controls on precisely those commodities required by the army. Washington’s 11,000 men at Valley Forge froze and starved while not far away the British army spent the winter in relative comfort, subsisting on the year’s ample local crops. It wasn’t the world’s first, nor would it be its last, experiment with price controls.


  Congress recognized the mistake on June 4, 1778, when it adopted a resolution urging the states to repeal all price controls. But the printing presses rolled on, belching out 63 million more paper Continentals in 1778 and 90 million in 1779. By 1780 the stuff was virtually worthless, giving rise to a phrase familiar to Americans for generations: “not worth a Continental.”


  A currency reform in 1780 asked everyone to turn in the old money for a new one at the ratio of 20 to 1. Congress offered to redeem the paper in gold in 1786, but this didn’t wash with a citizenry already burned by paper promises. The new currency plummeted in value until Congress was forced to get honest. By 1781, it abandoned its legal-tender laws and started paying for supplies in whatever gold and silver it could muster from the states or convince a friend (like France) to lend it. Not by coincidence, supplies and morale improved, which helped bring the war to a successful end just two years later.


  The early years of our War for Independence were truly, as Tom Paine wrote, “times that tr[ied] men’s souls” and not just because of Mother Nature and British troops. Pelatiah Webster, America’s first economist, summed up our own errors rather well when he wrote,


  
    The people of the states had been... put out of humor by so many tender acts, limitations of prices, and other compulsory methods to force value into paper money... and by so many vain funding schemes, declarations and promises, all of which issued from Congress but died under the most zealous efforts to put them into operation and effect.

  


  History texts often bestow great credit on the men of the Second Continental Congress for winning American independence. A case can also be made, however, that we won it in spite of them.


  


  Originally published in the March 2008 issue of The Freeman.


  Inflation, Price Controls, and Collectivism During the French Revolution


  Richard M. Ebeling


  Governments have an insatiable appetite for the wealth of their subjects. When governments find it impossible to continue raising taxes or borrowing funds, they have invariably turned to printing paper money to finance their growing expenditures. The resulting inflations have often undermined the social fabric, ruined the economy, and sometimes brought revolution and tyranny in their wake.


  The political economy of the French Revolution is a tragic example of this. Before the revolution of 1789, royal France was a textbook example of mercantilism. Nothing was produced or sold, imported or exported, without government approval and regulation.


  Government Extravagance and Fiscal Ruin


  While the French king’s government regulated economic affairs, the royal court consumed the national wealth. Louis XVI’s personal military guard numbered 9,050 soldiers; his civilian household numbered around 4,000—30 servants were required to serve the king his dinner, four of whom had the task of filling his glass with water or wine. He also had at his service 128 musicians, 75 religious officials, 48 doctors, and 198 persons to care for his body.


  To pay for this extravagance and the numerous other expenses of the Court, as well as the foreign adventures financed by the King (such as the financial help extended to the American colonists during their war of independence from the British), the King had to rely on a peculiar tax system in which large segments of the entire population—primarily the nobility and the clergy—were exempt from all taxation, with the “lower classes” bearing the brunt of the burden.


  One of the most hated of the taxes was the levy on salt. Every head of a household was required to purchase annually seven pounds of salt for each member of his family at a price fixed by the government; if he failed to consume all the salt purchased during the previous year and, therefore, attempted to buy less than the quota in the new year he was charged a special fine by the State. The punishments for smuggling and selling salt on the black market were stiff and inhumane.


  When Louis XVI assumed the throne in 1774, government expenditures were 399.2 million livres, with tax receipts only about 372 million livres, leaving a deficit of 27.2 million livres, or about 7 percent of spending. Loans and monetary expansion that year and in future years made up the difference.


  In an attempt to put the government’s finances in order, in July 1774 the king appointed a brilliant economist, Anne-Robert-Jacques Turgot, to serve as finance minister. Turgot did all in his power to curb government spending and regulation. But every proposed reform increased the opposition from privileged groups, and the king finally dismissed him in May 1776.


  Those who followed Turgot as controller-general of the French government’s finances lacked his vision or his integrity. The fiscal crisis merely grew worse and worse. As Thomas Carlyle (1795–1881) summarized it in his study of The French Revolution (1837):


  
    Be it “want of fiscal genius,” or some far other want, there is the palpablest discrepancy between Revenue and Expenditure; a Deficit of the Revenue... This is the stern problem: hopeless seemingly as squaring the circle. Controller Joly de Fleury, who succeeded [Jacque] Necker, could do nothing with it; nothing but propose loans, which were tardily filled up; impose new taxes, unproductive of money; productive of clamor and discontent.


    As little could Controller d’Ormesson do, or even less; for if Joly maintained himself beyond a year and a day, d’Ormesson reckons only by the months... “Fatal paralysis invades the social movement; clouds of blindness or of blackness envelop us; we are breaking down then, into the black horrors of NATIONAL BANKRUPTCY?”

  


  It was the chaos of the king’s finances that finally resulted in the Estates-General’s being called into session in early 1789, followed by the beginning of the French Revolution with the fall of the Bastille in Paris in July 1789. But the new revolutionary authorities were as extravagant in their spending as the king. Vast amounts were spent on public works to create jobs, and 17 million livres ($3.4 million) were given to the people of Paris in food subsidies.


  Assignats: Paper Money and Wild Price Inflation


  In November 1789, Honoré Mirabeau proposed an answer to all of the government’s financial difficulties. In the previous month, the National Assembly had nationalized all of the estates and properties of the Church. Mirabeau now suggested that paper notes be issued by the National Assembly, with the Church lands as collateral. The notes would first pass into circulation as spending for public works and other expenses of the government. They would be redeemable at face value in the form of purchase price for Church property.


  At the same time, it was argued that the added circulation would give a “stimulus” to industry, create jobs, and put money in the pockets of the working class. (Later it would be the confiscated lands of the nobility who had fled France that would be used as the fictitious collateral behind a flood of paper money.)


  On March 17, 1790, the revolutionary National Assembly voted to issue a new paper currency called the Assignat, and in April, 400 million of them ($80 million) were put into circulation. Short of funds, the government issued another 800 million ($160 million) at the end of the summer. Seymour Harris, in his study of The Assignats (1930), traces the path of the paper currency’s depreciation. By late 1791, 1.8 billion Assignats were circulating, and its purchasing power had decreased 14 percent. In August 1793, the number of Assignats had increased to almost 4.9 billion, its value having depreciated 60 percent. In November, 1795 the Assignats numbered 19.7 billion, and by then its purchasing power had decreased 99 percent since first issued. In five years, the money of revolutionary France had become worth less than the paper it was printed on.


  The effects of this monetary collapse were fantastic. A huge debtor class was created with a vested interest in the inflation because depreciating Assignats meant debtors repaid in increasingly worthless money. Others had speculated in land, often former Church properties the government had seized and sold off, and their fortunes were now tied to inflationary rises in land values. With money more worthless each day, pleasures of the moment took precedence over long-term planning and investment.


  Goods were hoarded—and thus became scarcer—because sellers expected higher prices tomorrow. Soap became so scarce that Parisian washerwomen demanded that any sellers who refused to sell their product for Assignats should be put to death. In February 1793, mobs in Paris attacked more than 200 stores, looting everything from bread and coffee to sugar and clothing.


  In his four-volume History of the French Revolution (1867), Henrich von Sybel (1817–1895) explained the social and psychological environment of the time:


  
    None felt any confidence in the future in any respect; few dared to make any business investment for any length of time, and it was accounted a folly to curtail the pleasures of the moment, to acquire or save for an uncertain future...


    Whoever possessed a handful of Assignats or silver coins, hastened to spend them in keen enjoyment, and the eager desire to catch at every passing pleasure filled each heart with pulsations. In the autumn all the theaters had been reopened and were frequented with untiring zeal... The cabarets and cafes were no less filled than the theaters. Evening after evening every quarter of the city resounded with music and dancing...


    These enjoyments, too, received a peculiar coloring—glaring lights and gloomy shadows—from the recollections and feelings of the Revolution... In other circles no one was received who had not lost a relative by the guillotine; the fashionable ball-dress imitated the cropped hair and the turned-back collar of those who were led to execution; and the gentlemen challenged their partners to the dance with a peculiar nod, intended to remind them of the fall of the severed head.

  


  On who did the burden of the inflation mostly fall? The poorest. Financiers, merchants, and commodity speculators who normally participated in international trade often could protect themselves. They accumulated gold and silver and sent it abroad for safekeeping; they also invested in art and precious jewelry. Their speculative expertise enabled many of them to stay ahead of the inflation and to profit from currency fluctuations. The working class and the poor in general had neither the expertise nor the means to protect the little they had. They were the ones who ended up holding the billions of worthless Assignats.


  Finally, on December 22, 1795, the government decreed that the printing of the Assignats should stop. Gold and silver transactions were permitted again after having been banned and were recognized as legally binding. On February 18, 1796, at 9 o’clock in the morning, the printing presses, plates, and paper used to make Assignats were taken to the Place Vendôme and, before a huge crowd of Parisians, were broken and burned.


  Disastrous Price Controls to Combat Inflation


  However, before the episode with the Assignats ended, as the inflation grew worse, an outcry was heard from “the people” that prices must be prevented from rising. On May 4, 1793, the National Assembly imposed price controls on grain and specified that it could only be sold in public markets under the watchful eye of state inspectors, who were also given the authority to break into merchants’ private homes and confiscate hoarded grain and flour. Destruction of commodities under government regulation was made a capital offense.


  In September 1793, the price controls were extended to all goods declared to be of “primary necessity.” Prices were prohibited from rising more than one-third in 1790. And wages were placed under similar control in the spring of 1794. Nonetheless, commodities soon disappeared from the markets. Paris cafes found it impossible to obtain sugar; food supplies decreased as farmers refused to send their produce to the cities.


  American economist Edwin Kemmerer (1875–1845), in his study of the economics of the French Revolution in his book, Money (1935), explained some of the ways the price controls were evaded:


  
    Among the methods employed for evading this price-fixing system the following may be cited: the withdraw of goods from the market and the failure to produce new supplies when the existing stocks were exhausted; the production and sale of inferior quality, the feeding of grain to farm animals at times with the prices of grain subject to the Maximum and the prices of live animals were not; the milling of wheat into flour by the farmers when the price of wheat was controlled and the price of flour was not.


    Farmers sold their produce at home clandestinely, instead of bringing it to market. When the prices of raw materials were controlled, the prices of manufactured articles frequently rose abnormally, and when the prices of necessities were held down, the price of luxuries soared.


    Evasions of the law yielded large profits, when the penalties for evasion, if caught, were extreme. This led to much official corruption. The supply of goods available in the markets at the controlled prices were often inadequate and the queue, as in Russian cities of today, became a familiar institution.

  


  The Ideology of the Total State over the Individual


  During the Jacobin Republic of 1792–1794, a swarm of regulators spread across France imposing price ceilings and intruding into every corner of people’s lives; they imposed death sentences, confiscated wealth and property, and sent men, women, and children to prison and slave labor. In the name of the war effort, after revolutionary France came into conflict with many of its neighbors, all industries in any way related to national defense or foreign trade were placed under the direct control of the state; prices, production, and distribution of all goods by private enterprises were under government command. A huge bureaucracy emerged to manage all this, and that bureaucracy swallowed up increasing portions of the nation’s wealth.


  This all followed naturally from the premises of the Jacobin mind, which under the shadow of Rousseau’s notion of the “general will” argued that the state had the duty to impose a common purpose on everyone. The individual was nothing; the state was everything. The individual became the abstraction, and the state the reality. Those who did not see the “general will” would be taught; those who resisted the teaching would be commanded; and those who resisted the commands would perish, because only “enemies of the people” would oppose the collectivist Truth.


  The French Revolutionist Bertrand Barère (1755–1841) declared in 1793:


  
    The Republic must penetrate the souls of citizens through all the senses... Some owe [France] her industry, others their fortunes, some their advice, others their arms; all owe her their blood. Thus, then, all French people of both sexes and of all ages are called upon by patriotism to defend liberty...


    Let everyone take his post in the national and military movement that is in preparation. The youth will fight; the married men will forge arms, transport baggage and artillery, and provide subsistence; women will work at the soldier’s clothing, make tents, and become nurses in the hospitals for the wounded; the children will make lint out of linen; and the old men, again performing the mission they had among the ancients, will be carried to the public squares, there to enflame the courage of the young warriors and propagate the hatred of kings and the unity of the Republic.

  


  All laws, customs, habits, modes of commerce, thought, and language were to be uniform and the same for all. Not even the family had autonomous existence; and children? They belonged to the State. Said Barère:


  
    The principles that ought to guide parents are that children belong to the general family of the Republic, before they belong to particular families. The spirit of private lives must disappear when the great family calls. You are born for the Republic, and not for the pride and the despotism of families.

  


  Here was the birth of modern national collectivism and allegiance and obedience to the “people’s” State. In January 1793, when a messenger was sent to inform the revolutionary French forces in the east of the country, who were facing the invading armies of anti-revolutionary foreign monarchs, that the French king had been executed, one of the French officers asked, “For whom shall we fight from now on, if not the king?” The reply was, “For the nation, for the Republic.”


  The Return to Freer Market Principles


  In late 1794, the anti-Jacobin Thermidorians gained the upper hand in the government, and the advocates of a freer market were able to make their case. One of them, M. Eschasseriaux, declared, “A system of economy is good... when the farmer, the manufacturer, and the trader enjoy the full liberty of their property, their production, and their industry.”


  And his colleague, M. Thibaudeau, insisted, “I regard the [price] Maximum as disastrous, as the source of all the misfortunes we have experienced. It has opened a career for thieves, covered France with a hoard of smugglers, and ruined honest men who respect the law... I know that when the government attempts to regulate everything, all is lost.”


  Finally, on December 27, 1794, the price and wage controls were lifted, and market-based terms of trade were once again allowed. And following the end of the Assignats a year later, goods once more flowed to the market and a degree of prosperity was restored. As Adolph Thiers (1797–1877) described in his History of the French Revolution (1842):


  
    Nobody any longer traded in anything but silver. This money, which had apparently been hidden away or exported aboard, took over the circulation. Whatever was hidden came into the open, whatever had left France returned there...


    Gold and silver, like all commodities, move to where demand attracts them, their price become higher and stays at that level until the supply is adequate and the demand is satisfied. Only gold and silver were to be seen on the markets and people’s wages were paid in the same manner. One might have said that no paper money existed in France.


    Warrants [Assignats] were to be found only in the hands of speculators, who received them from the government and resold them to buyers of national assets. Thus the financial crisis continued to exist for the state, but almost ceased to exist for individuals.

  


  The types of collectivist ideas and economic policies that were experienced during the French Revolution have been experienced many times since, and have had their advocates in our more modern times, including, some have suggested, for instance, in the writings of such famous economists as John Maynard Keynes.


  In late 1936, the Austrian-born economist Joseph A. Schumpeter wrote a review of Keynes’s recently published, The General Theory of Employment, Interest, and Money, which in a handful of years became the “bible” of the Keynesian “new economics.” Schumpeter concluded the review with the following observation:


  
    Let him who accepts the message there expounded [in John Maynard Keynes’s The General Theory of Employment, Interest, and Money] rewrite the history of the French ancien régime [old regime] in such terms as these:


    Louis XVI was a most enlightened monarch. Feeling the necessity of stimulating expenditure he secured the services of such expert spenders as Madame de Pompadour and Madame de Barry. They went to work with unsurpassable efficiency. Full employment, a maximum of resulting output, and general well-being ought to have been the consequence. It is true that instead we find misery, shame and, at the end of it all a stream of blood. But that was a chance coincidence.
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  Lessons of the German Inflation


  Henry Hazlitt


  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 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 almost never mean slashing government expenditures, balancing the budget, and halting the money-printing presses. They mean denouncing the big corporations and other sellers for raising their prices. They mean imposing price and rent controls.


  When the inflation is sufficiently severe and prolonged, however, when it becomes what is called a hyperinflation, people begin at last to recognize it as the catastrophe it really is. There have been scores of hyperinflations in history—in ancient Rome under Diocletian, in the American colonies under the Continental Congress in 1781, in the French Revolution from 1790 to 1796, and after World War I in Austria, Hungary, Poland, and Russia, not to mention in three or four Latin American 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 episode repays the most careful study with the light it throws on what happens 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.


  Convertibility Suspended


  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 (92,800,000,000,000,000,000) paper marks. A few days later (on November 20) a new currency, the rentenmark, was issued. The old marks were made convertible into it at a rate of a 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 wholesale 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 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 hyperinflation. In what we may call Stage One, prices do not increase nearly as much as the increase in the paper money circulation. This is because the man in the street is hardly aware that the money supply is being increased. He still has confidence in the money and in the pre-existing price level. He may even postpone some intended purchases because prices seem to him abnormally high, and he still hopes that they will soon fall back to their old levels.


  Later Stages of Inflation


  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 last only for a short time. People begin to assume that the government is going to keep increasing the issuance of paper money indefinitely, 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 my article, “What Determines the Value of Money?” in The Freeman of September, 1976.)


  But throughout the German inflation there was almost no predictable correspondence between the rate of issuance of new paper marks, the rise in internal prices, and the rise in the dollar-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 506.3, 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 rates of change was reversed. On the basis of an index number of 100 for all of these quantities in February 1920, circulation in May 1921 had increased to 150.1, but internal prices had risen to only 104.6, and the dollar exchange rate had actually fallen to 62.8. The cost of imported goods had dropped to an index number of 37.5. Between May 1921 and July 1922 the previous tendencies were once more resumed. On the basis of an index number of 100 for May 1921, the circulation in July 1922 was 248.6, internal prices were 734.6, and the dollar rate 792.2.


  Again, between July 1922 and June 1923 these tendencies continued, though at enormously increased rates. With an index number of 100 for July 1922, circulation in June 1923 stood at 8,557, internal prices at 18,194, and the dollar rate at 22,301. The prices of imported goods had increased to 22,486.


  The amazing divergence between these index numbers gives some idea of the disequilibrium and disorganization that the inflation caused in German economic life. There was a depression of real wages practically throughout the inflation, and a great diminution in the real prices of industrial shares.


  How It Happened


  How did the German hyperinflation get started? And why was it continued to this fantastic extent?


  Its origin is hardly obscure. To pay for the tremendous expenditures called for by a total war, the German government, like others, found it both economically and politically far easier to print money than to raise adequate taxes. In the period from 1914 to October 1923, taxes covered only about 15 percent of expenditures. In the last ten days of October 1923, ordinary taxes were covering less than 1 percent of expenses.


  What was the government’s own rationalization for its policies? The thinking of the leaders had become incredibly corrupted. They inverted cause and effect. They even denied that there was any inflation. They blamed the depreciation of the mark on the adverse balance of payments. It was the rise of prices that had made it necessary to increase the money supply so that people would have enough money to pay for goods. One of their most respected monetary economists, Karl Helfferich, held to this rationalization to the end:


  
    The increase of the circulation has not preceded the rise of prices and the depreciation of the exchange, but it followed slowly and at great distance. The circulation increased from May 1921 to the end of January 1923 by 23 times; it is not possible that this increase had caused the rise in the prices of imported goods and of the dollar, which in that period increased by 344 times.[1]

  


  Of course such reasoning was eagerly embraced by Germany’s politicians. In the late stages of the inflation, when prices rose far faster than new money could even be printed, the continuation and even the acceleration of inflation seemed unavoidable. The violent rise of prices caused an intense demand for more money to pay the prices. The quantity of money was not sufficient for the volume of transactions. Panic seized manufacturers and business firms. They were not able to fulfill their contracts. The rise of prices kept racing ahead of the volume of money. The thirty paper mills of the government, plus its well-equipped printing plants, plus a hundred private printing presses, could not turn out the money fast enough. The situation was desperate. On October 25, 1923 the Reichsbank issued a statement that during the day it had been able to print only 120,000 trillion paper marks, but the demand for the day had been for a quintillion.


  One reason for the despair that seized the Germans was their conviction that the inflation was caused principally by the reparations burden imposed by the Treaty of Versailles. This of course played a role, but far from the major one. The reparations payments did not account for more than a third of the total discrepancy between expenditure and income in the German budget in the whole four financial years 1920 through 1923.


  A False Prosperity


  In the early stages of the inflation, German internal prices rose more than the mark fell in the foreign exchange market. But for the greater part of the inflation period—in fact, up to September 1923—the external value of the mark fell much below its internal value. This meant that foreign goods became enormously expensive for Germans while German goods became great bargains for foreigners. As a result, German exports were greatly stimulated, and so was activity and employment in many German industries. But this was later recognized as a false prosperity. Germany was in effect selling its production abroad much below real costs and paying extortionate prices for what it had to buy from abroad.


  In the last months of the German inflation, beginning in the summer of 1923, internal prices spurted forward and reached the level of world prices, even allowing for the incredibly depreciated exchange. The exchange rate of the paper mark, calculated in gold marks, was 1,523,809 on August 28, 1923. It was 28,809,524 on September 25, 15,476,190,475 on October 30, and was “stabilized” finally at 1,000,000,000,000 gold marks on November 20.


  One change that brought about these astronomical figures is that merchants had finally decided to price their goods in gold. They fixed their prices in paper marks according to the exchange rate. Wages and salaries also began to be “indexed,” based on the official cost-of-living figures. Methods were even devised for basing wages not only on the existing depreciation but on the probable future depreciation of the mark.


  Finally, with the mark depreciating every hour, more and more Germans began to deal with each other in foreign currencies, principally in dollars.


  Placing the Blame


  Viewed in retrospect, one of the most disheartening things about the inflation is that no matter how appalling its consequences became, they failed to educate the German monetary economists, or cause them to re-examine their previous sophisms. The very fact that the paper marks began to depreciate faster than they were printed (because everybody feared still further inflation) led these economists to argue that there was no monetary or credit inflation in Germany at all! They admitted that the stamped value of the paper money issued was enormous, but the “real” value—that is, the gold value according to the exchange rate—was far lower than the total money circulating in Germany before the war.


  This argument was expounded by Karl Helfferich in official testimony in June 1923. In the summer of 1922 Professor Julius Wolf wrote: “In proportion to the need, less money circulates in Germany now than before the war. This statement may cause surprise, but it is correct. The circulation is now 15–20 times that of pre-war days, while prices have risen 40–50 times.” Another economist, Karl Elster, in his book on the German mark, declared: “However enormous may be the apparent rise in the circulation in 1922, actually the figures show a decline”!


  Of course all of the bureaucrats and politicians responsible for the inflation tried to put the blame for the soaring prices of everything from eggs to the dollar, to a special class of selfish and wicked people called the “speculators”—forgetting that everybody who buys or sells and tries to anticipate future prices is unavoidably a speculator.


  Effect on Production


  There is today still an almost universal belief that inflation stimulates trade, employment, and production. For the greater part of the German inflation, most businessmen believed this to be true. The depreciation of the mark stimulated their exports. In February and March of 1922, when the dollar was rising, business seemed to reach a maximum of activity. The Berliner Tageblatt wrote in March of the Leipzig Fair: “It is no longer simply a zeal for acquiring, or even a rage: it is a madness.” In the summer of 1922, unemployment practically disappeared. In 1920 and 1921, on the other hand, every improvement in the mark had been followed by an increase of unemployment.


  The real effect of the inflation, however, was peculiarly complex. There were violent alternations of prosperity and depression, feverish activity and disorganization. Yet there were certain dominant tendencies. Inflation directed production, trade, and employment into different channels than they had previously taken. Production was less efficient. This was partly the result of the inflation itself, and partly of the deterioration and destruction of German plant and equipment during the war. In 1922 (the year of greatest economic expansion after the war) total production seems to have reached no more than 70 to 80 percent of the level of 1913. There was a sharp decline in farm output.


  High prices imposed “forced saving” on most of the German population. High paper profit margins combined with tax considerations led German manufacturers to increase their investment in new plant and equipment. (Later much of this new investment proved to be almost worthless.)


  There was a great decline in labor efficiency. Part of this was the result of malnutrition brought about by high food prices. Bresciani-Turroni tells us:


  
    In the acutest phase of the inflation Germany offered the grotesque, and at the same time tragic, spectacle of a people which, rather than produce food, clothes, shoes, and milk for its own babies, was exhausting its energies in the manufacture of machines or the building of factories.

  


  There was a great increase in unproductive work. As a result of changing prices and increased speculation, the number of middlemen increased continually. By 1923 the number of banks had multiplied fourfold since 1914. Speculation expanded pathologically. When prices were increasing a hundredfold, a thousandfold, a millionfold, far more people had to be employed to make calculations, and such calculations also took up far more time of old employees and of buyers. With prices racing ahead, the will to work declined. The production of coal in the Ruhr, which in 1913 had been 928 kilograms per miner, had decreased in 1922 to 585 kilograms. The “dollar rate” was the theme of all discussions.


  Chaotic Business Conditions


  Inefficient and unproductive firms were no longer eliminated. In 1913 there had been, on average, 815 bankruptcies a month. They had decreased to 13 in August 1923, to 9 in September, to 15 in October, and to 8 in November. The accelerative depreciation of the paper mark kept wiping out everybody’s real debt.


  The continuous and violent oscillations in the value of money made it all but impossible for manufacturers and merchants to know what their prices and costs of production would be even a few months ahead. Production became a gamble. Instead of concentrating on improving their product or holding down costs, businessmen speculated in goods and the dollar.


  Money savings (e. g., in savings bank deposits) practically ceased.


  The novelist Thomas Mann has left us a description of the typical experience of a consumer in the late stages of the inflation:


  
    For instance, you might drop in at the tobacconist’s for a cigar. Alarmed by the price, you’d rush to a competitor, find that his price was still higher, and race back to the first shop, which may have doubled or tripled its price in the meantime. There was no help for it, you had to dig into your pocketbook and take out a huge bundle of millions, or even billions, depending on the date.[2]

  


  But this doesn’t mean that the shopkeepers were enjoying an economic paradise. On the contrary, in the final months of the inflation, business became demoralized. On the morning of November 1, 1923, for example, retail traders fixed their prices on the basis of a dollar exchange rate of 130 billion paper marks. By afternoon the dollar rate had risen to 320 billion. The paper money that shopkeepers had received in the morning had lost 60 percent of its value!


  In October and November, in fact, prices became so high that few could pay them. Sales almost stopped. The great shops were deserted. The farmers would not sell their products for a money of vanishing value. Unemployment soared. From a figure of 3.5 percent in July, 1923, it rose to 9.9 percent in September, 19.1 percent in October, 23.4 percent in November and 28.2 percent in December. In addition, for these last four months more than 40 percent of union members were employed only part time.


  The ability of politicians to profit from manufacturing more inflation had come to an end.


  Effect on Foreign Trade


  Because the paper mark usually fell faster and further on the foreign exchange market than German internal prices rose, German goods became a bargain for foreigners, and German exports were stimulated. But the extent of their increase was greatly overestimated at the time. The relationship between the dollar rate and the internal price rise was undependable. When the mark improved on the foreign exchange market, exports fell off sharply. Germans in many trades viewed any improvement of the mark with alarm. The main, long-run effect of the inflation was to bring about a continuous instability of both imports and exports. Moreover, the two were tied together. German industry largely worked with foreign raw materials; it had to import in order to export.


  Germany did not “flood the world with its exports.” It could not increase production fast enough. Its industrial output in 1921 and 1922, in spite of the appearance of feverish activity, was appreciably lower than in 1913. As I have noted before, because of price and foreign exchange distortions, Germany was in effect giving away part of its output.


  But this loss had one notable offset. In the earlier stages of the inflation, foreigners could not resist the idea that the depreciated German mark was a tremendous bargain. They bought huge quantities. One German economist calculated that they probably lost seven-eighths of their money, or about 5 billion gold marks, “a sum triple that paid by Germany in foreign exchange on account of reparations.”


  The Effect on Securities


  Those who have lived only in comparatively moderate inflations will find it hard to believe how poor a “hedge” the holding of shares in private companies provided in the German hyperinflation. The only meaningful way of measuring the fluctuation of German stock prices is as a percentage of changes in their gold (or dollar) value, or as a percentage of German wholesale prices. In terms of the latter, and on the basis of 1913=100, stocks were selling at an average of 35.8 in December 1918, 15.8 in December 1919, 19.1 in December 1920, 21 in December 1921, 6.1 in December 1922, and 21.3 in December 1923.


  This lack of responsiveness is accounted for by several factors. Soaring costs in terms of paper marks forced companies to continually offer new shares to raise capital, with the result that what was being priced in the market was continually “diluted” shares. Mounting commodity prices, and speculation in more responsive “hedges” like the dollar, absorbed so large a proportion of the money supply that not much was left to invest in securities. Companies paid very low dividends. According to one compilation, 120 typical companies in 1922 paid out dividends equal, on the average, to only one-quarter of 1 percent of the prices of the shares.


  The nominal profits of the companies were frequently high, but there seemed no point in holding them for distribution because they would lose so much of their purchasing power in the period between the time they were earned and the day the stockholder got them. They were therefore ploughed back into the business. But people desperately wanted a return, and they could make short term loans at huge nominal rates of interest. (High interest rates, also, meant low capitalized values.)


  Moreover, investors rightly suspected that there was something wrong with the nominal net profits that the companies were showing. Most firms were still making completely inadequate depreciation and replacement allowances, or showing unreal profits on inventories. Many companies that thought they were distributing profits were actually distributing part of their capital and operating at a loss. Finally, over each company hung an “invisible mortgage”—its potential taxes to enable the government to meet the reparations burden. And over the whole market hung, in addition, the fear of Bolshevism.


  Yet it must not be concluded that stocks were at all stages a poor hedge against inflation. True, the average of stock prices (in gold value on the basis of 1913=100) fell from 69.3 in October 1918 to 8.5 in February 1920. But most of those who bought at this level made not only immense paper profits but real profits for the next two years. By the autumn of 1921 speculation on the German Bourse reached feverish levels: “Today there is no one,” wrote one financial newspaper, “—from lift-boy, typist, and small landlord to the wealthy lady in high society—who does not speculate in industrial securities.”


  But in 1922 the situation dramatically changed again. When the paper index is converted into gold (or into the exchange rate for the dollar) it fell in October of that year to only 2.72, the lowest level since 1914. The paper prices of a selected number of shares had increased 89 times over 1914, but wholesale prices had increased 945 times and the dollar 1,525 times.


  After October 1922, once again, the price of shares rapidly began to catch up, and for the next year not only reflected changes in the dollar exchange rate, but greatly surpassed them. The index number in gold (1913=100) rose to 16.0 in July 1923, 22.6 in September, 28.5 in October, and 39.4 in November. When the inflation was over, in December 1923, it was 26.9. But this meant that shares ended up at only about a fourth of their gold value in 1913.


  The movement of share prices contributed heavily to the profound changes in the distribution of wealth brought about in the inflation years.


  Interest Rates


  In an inflation, lenders who wish to protect themselves against the probable further fall in the purchasing power of money by the time their principal is repaid, are forced to add a “price premium” to the normal interest rate. This elementary precaution was ignored for years by the German Reichsbank. From the early days of the war until June 1922 its official discount rate remained unchanged at 5 percent. It was raised to 6 percent in July, to 7 percent in August, 8 percent in September, 10 percent in November, 12 percent in January 1923, 18 percent in April, 30 percent in August, and 90 percent in September.


  But even the highest of these rates did nothing to deter borrowing by debtors who expected to pay off in enormously depreciated marks. The result was that the Reichsbank’s policy kindled an enormous credit inflation, based on commercial bills, on top of the enormous government inflation based on Treasury bills. After September 1923, a bank or private individual had to pay at a rate of 900 percent per annum for a loan from the Reichsbank. But even this was no deterrent. At the beginning of November 1923 the market rate for “call money” rose as high as 30 percent per day—equivalent to more than 10,000 percent on an annual basis.


  The Monetary Reform


  There is no space here for an adequate summary of the redistribution of wealth, the profound social upheaval, and the moral chaos brought about by the German inflation. I must reserve them for separate treatment, and move on to discuss the monetary reform that ended the inflation.


  On October 15, 1923, a decree was published, establishing a new currency, the rentenmark, to be issued beginning November 15. On November 20 the value of the old paper mark was “stabilized” at the rate of 4,200 billion marks for a dollar, or one trillion old paper marks for a rentenmark or gold mark. The inflation came to a sudden halt.


  The result was called “the miracle of the rentenmark.” Indeed, many economists find it difficult to this day to explain exactly why the rentenmark held its value. It was ostensibly a mortgage on the entire industrial and agricultural resources of the country. It was provided that 500 rentenmarks could be converted into a bond having a nominal value of 500 gold marks. But neither the rentenmarks nor the bond were actually made convertible into gold.


  Moreover, the old paper marks continued to be issued at a fantastic rate. On November 16 their circulation amounted to 93 quintillions; it soared to 496 quintillions on December 31, and continued to rise through July of the following year.


  Bresciani-Turroni is inclined to attribute the “miracle” of the rentenmark to the desperate need for cash (more and more people had stopped accepting paper marks), and to the word “wertbeständig” (constant value) printed on the new money. The public, he thinks, “allowed itself to be hypnotized” by that word.


  There is a more convincing explanation. Though paper marks continued to be issued against commercial bills, from November 16 on, the discounting of Treasury bills by the Reichsbank was stopped. This meant that at least no more paper money was being issued on behalf of the government to finance its deficits. In addition, the Reichsbank intervened in the foreign exchange market. In effect it pegged the rentenmark at 4.2 to the dollar and the old marks at 4.2 trillion to the dollar. Germany was now on a dollar exchange standard!


  The Stabilization Crisis


  The effect was dramatic. In the last months of the inflation, the German economy was demoralized. Trade was coming to a standstill, many people were starving in the towns, factories were closed. As we have seen, unemployment in the trade unions, which had been 6.3 percent in August, rose to 9.9 percent in September, 19.1 percent in October, 23.4 percent in November, and 28.2 percent in December. (The inflation technically came to an end in mid-November, but its disorganizing effects did not.) But after that, confidence quickly revived, and trade, production, and employment with it.


  Bresciani-Turroni and other writers refer to the “stabilization crisis” that follows an inflation which has been brought to a halt. But after a hyperinflation has passed beyond a certain point, any so-called “stabilization crisis” is comparatively mild. This is because the inflation itself has brought about so much economic disorganization. When it is said that unemployment rose after the mark stabilization, the statement is true at best only as applied to one or two months. Bresciani-Turroni’s month-by-month tables of unemployment end in December 1923. Here is what happened in the nine months from October 1923 through June 1924:[3]
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  Thus by June of 1924 unemployment had returned to a normal figure.


  There was a real stabilization crisis, but it showed itself in a different way. One of the things that happens in an inflation, and especially in a hyperinflation, is that labor is employed in different directions than the normal ones, and when the inflation is over, this abnormal demand disappears. During an inflation, labor is drawn into luxury lines—furs, perfumes, jewelry, expensive hotels, nightclubs—and many essentials are comparatively neglected. In Germany, labor went particularly into fixed capital, into the erection of new plant, and into the overexpansion of industries making “instrumental” goods. And then, suddenly, as one industrialist bluntly put it, many of these factories were found to be “nothing but rubbish.” In many cases it was soon found to be a mistake even to keep them closed down in the hope of reopening later. The mere cost of maintenance was excessive. It was cheaper to demolish them.


  In brief, when the inflation ended, the distortions and illusions to which it had given rise came to an end with it. Parts of the economy had been overdeveloped at the expense of the rest. The inflation had produced a great lowering of real wages. In the first months of1924 a big increase took place in the average incomes of individual workers as well as in employment. The index of real incomes rose from 68.1 in January 1924 to 124 in June 1928. This led to a great increase in the demand for consumption goods, and to a corresponding fall in the production of capital or instrumental goods. There was suddenly what was recognized as a great overproduction of coal, iron, and steel. Unemployment set in in these industries. But once again, careful attention was paid to production costs, and there was a return to labor efficiency.


  There was apparently a great shortage of working capital, if we judge by interest rates. In April and May of 1924 the rate for monthly loans rose in Berlin to a level equivalent to 72 percent a year. But a large part of this reflected continuing distrust of the stability of the new currency. At the same time loans in foreign currencies were only 16 percent. And in October 1924, for example, when rates for loans in marks had fallen to 13 percent, loans in foreign currencies were down to 7.2 percent.


  It would be difficult to sum up the whole German inflation episode better than Bresciani-Turroni himself did in the concluding paragraph of his great book on the subject:


  
    At first inflation stimulated production because of the divergence between the internal and external values of the mark, but later it exercised an increasingly disadvantageous influence, disorganizing and limiting production. It annihilated thrift, it made reform of the national budget impossible for years, it obstructed the solution of the Reparations question; it destroyed incalculable moral and intellectual values. It provoked a serious revolution in social classes, a few people accumulating wealth and forming a class of usurpers of national property, whilst millions of individuals were thrown into poverty. It was a distressing preoccupation and constant torment of innumerable families, it poisoned the German people by spreading among all classes the spirit of speculation and by diverting them from proper and regular work, and it was the cause of incessant political and moral disturbance. It is indeed easy enough to understand why the record of the sad years 1919–23 always weighs like a nightmare on the German people?

  


  These lines were first published in 1931. There is only one thing to add. The demoralization that the debasement of the currency left in its wake played a major role in bringing Adolf Hitler into power in 1933.


  


  Henry Hazlitt (1894–1993) was the great economic journalist of the 20th century. He is the author of Economics in One Lesson among 20 other books. See his complete bibliography. He was chief editorial writer for the New York Times, and wrote weekly for Newsweek. He served in an editorial capacity at The Freeman and was a founding board member of the Foundation for Economic Education. FEE was named in his will as his literary executor. FEE sponsored the creation of a complete archive of his papers, letters, and works.


  Originally published in the December 1976 issue of The Freeman.


  Author’s Note—For most of the statistics and some of the other information in this article I am indebted to two books: chiefly to The Economics of Inflation, by Costantino Bresciani-Turroni (London: George Allen & Unwin, 1937), and partly to Exchange, Prices, and Production in Hyper-Inflation: Germany, 1920–1923, by Frank D. Graham (Princeton University Press, 1930, and New York: Russell & Russell, 1967). These authors in turn derived most of their statistics from official sources.


  [1] Das Geld (sixth edition, Leipzig, 1923.)


  [2] Lecture in 1942, published in Encounter, 1975.


  [3] The figures do not include part-time workers or employees in public emergency projects, but only unemployed workers eligible for unemployment compensation. I am indebted to Prof. Gunther Schmölders for supplying them.


  How Hyperinflation Shattered German Society


  Hans Eicholz


  When Gary Becker put forward his idea of human capital in 1964, it was to address the effects of knowledge and training on individual economic performance. This idea can and should be extended to gauge the productive capacities of society in general.


  Cultural patterns of behavior that become ingrained over time, such as norms of punctuality, honesty, sobriety, or what others might call social capital, are just another way of speaking about human capital. When Max Weber described the attributes of character that marked the modern bourgeois, he was, in fact, emphasizing patterns of belief that facilitated the operation of markets by enabling individuals to effectively negotiate their social landscape—to engage in commerce and production over the long run.


  All of society is composed of such levels of meaningful coordination articulated around ideas and concepts. It is a terrible thing to see what happens when that kind of capital breaks down. And that is the story told in an important new book by Fredrick Taylor, The Downfall of Money: Germany’s Hyperinflation and the Destruction of the Middle Class. Today, Germany has a well-established reputation for eschewing monetary inflation. In fact, since the great downturn of the last decade, that trait is perhaps its best-known attribute (after beer and soccer). Because so much of the European Union’s monetary policy is influenced by the Germans, it has become a source of constant complaint from other members. Yet, it’s hard to argue with success.


  It amazes me just how heavy a load of regulation and intervention a country can inflict on its economy so long as it learns one crucial lesson: don’t mess with money. That bespeaks powerful human capital. But it wasn’t always this way, and the price paid for learning the lesson was enormously steep. Taylor doesn’t quite put his story in these terms, but that is exactly what he describes in this blow-by-blow account of the onslaught of hyperinflation and its impact on German society during the interwar years. This should be required reading for central bankers and treasury secretaries the world over.


  Before the First World War, Germany had experienced remarkable economic success. In large measure, this was owing to the stability of its legal order and, perhaps most importantly, strict enforcement of Germans’ contractual obligations. (A nice summary of the history of capitalism in Germany is given by Joyce Appleby in her 2010 book The Relentless Revolution.) It was this moral and legal foundation that facilitated the formation of some very large industrial firms that were able to reap the rewards of scale made possible by new technologies. As Taylor’s narrative makes clear, so strong was this foundation that it actually survived the initial blows of war and political revolution.


  What it couldn’t survive was the downfall of money.


  The Critical Role of Price Stability


  One can think of the store of concepts available to a people as their repertoire of possible responses to challenges. Individuals “download” these patterned understandings as they develop their personalities from childhood over the course of lived experience in families and communities. Human capital is the individualized form of human culture, and personality is its expression.


  That repertoire includes more than just concepts associated with cooperative and voluntary interaction. It also contains notions of caution, fear, and fight. If civil order begins to break down, the ideas associated with the best in human behavior, the ones that promote longer-term perspectives on self-interest, give way to more immediate conceptions of survival and subsistence, however disagreeable they may be.


  That’s why, in a society based largely around markets, certain navigable markers are essential to preserving the ability to make plans and move forward in time. Various institutions, formal and informal alike, are necessary to ensure that most of those plans will more or less work out acceptably. Stability in the enforcement of contracts and the protection of property are essential for maintaining a durable and free society.


  A general stability of prices is another critical landmark. Prices normally vary, of course, but they do so within a range and over a span of time that allows for the possibility of rationally adjusting one’s expectations and patterns of consumption and production. And what is the single most important factor relating to prices? It is the one factor that touches everything in a market economy: currency.


  The Deutsche Mark remained fairly stable even through much of the turmoil of the Great War. Whatever one thinks about the causes of that conflict, it is clear that the political and institutional ramifications of war initiated the processes that would eventually undo the currency. There are previous examples—the currency issue following the American War of Independence was a major, if not primary, concern that eventually prompted James Madison to move for constitutional reform.


  But that was a cake walk compared to the 1920s. As the economies of Europe, in 1914 and thereafter, left the gold standard to embrace finance by inflation, the first effects seemed mild. And the Germans, in the patriotic spirit of the day, appeared to accept the change, because they were accustomed, as part of their repertoire of concepts, to the enforcement of rules. They accepted the Kaiser’s pledge to uphold the integrity of the Deutsche Mark. As Taylor writes:


  
    The last bit about the Reich’s trustworthiness, the bit about how the Kaiser and his Reichsbank would never do anything that endangered the soundness of the currency and the welfare of ordinary Germans, must have done the trick. Unfortunately, it was precisely this part of the argument that was—let us not mince words—a lie.

  


  What followed was a tragedy on a grand scale.


  Inflation in the Post-War Period


  There were many things about the Versailles Treaty to be regretted, but it isn’t hard to see why France insisted on harsh terms. Most of the physical destruction of the war had taken place in France, at the hands of the Kaiser’s army. That Germany would have a difficult time making payments on reparations was obvious. Still, did the Weimar Republic need to continue the inflationary policy of the war years to continue to make those payments?


  That is an interesting speculative question. It “might, theoretically, have worked,” our author writes, but for the fact that the government faced enormous internal political pressures. It needed not only to satisfy the victors, but to cover its inherited debts to its own people—to veterans, pensioners, and all the other various creditors. It had to provide for its own casualties: 525,000 widows, 1.3 million orphans, 1.5 million disabled veterans. And it had to do all this while maintaining the basic functions of government in the face of violent protests and insurgencies by communist labor organizers on the left, and proto-fascist agitators on the right.


  Whatever an ideal solution might have been, we hardly expect governments to be able to perform well in times of peace and plenty let alone amid such crises. Under these conditions, it is little wonder that inflation beckoned. The strongly anti-German financier J.P. Morgan basically acknowledged that the “Allies must make up their minds as to whether they wanted a weak Germany who could not pay or a strong Germany who could pay.” Taylor, after reviewing all of this, strangely and almost off-handedly comments that “Germany was deliberately making herself incapable of paying.”


  In what way does he mean “Germany”? As a government? As a people riven with factions? Unfortunately, he doesn’t say. Fortunately, his evidence speaks for itself.


  For a long while after the formation of the Weimar Republic, inflation against the dollar held in the double digits. To meet the first reparations payment deadline at the end of August 1921, the Republic had to scramble to cobble together a variety of revenue sources and financial instruments. To make matters worse, 1 billion of the total owed (50 billion marks) had to be made in a currency still convertible to gold: the U.S. dollar. Add to this the fact that the key industrial area of Upper Silesia was slated for transfer to Poland as part of the peace settlement, and the currency was doomed.


  International bankers’ willingness to invest in Germany (and surprisingly, significant interest still remained in the immediate aftermath of the war) evaporated in the last quarter of 1921. With Silesia gone, and France threatening to take away the other great industrial and coal mining region of the Ruhr, whatever had remained of international demand for marks disappeared. German domestic attitudes and actions wholly aside, the international community itself had clearly registered disbelief that the country could make good on its obligations—even as it demanded that Germany try.


  And of course, trying to meet the deadline—which entailed selling huge additional quantities of marks on foreign exchange markets—made matters worse. Here one will find Taylor’s timeline at the back of the book particularly helpful. With mark-to-dollar ratios listed down the right-hand column, the reader can follow the month by month collapse. By October 1921, the currency was worth 150.2 marks to the dollar. By the following year, it was over 10 times that number. And a year later (1923) we are in the realms of hyperinflation: 25,260,000,000 marks to a dollar.


  Not that the full costs can be captured by financial figures. For this, you need the vital statistics, which Taylor provides. The worst damage visited on those who had already been severely hurt by the war itself, often locked into fixed pensions with no access to foreign currencies. Many Germans, because of the infirmities of disease, malnutrition, or an inability to adjust quickly to changing circumstances, were inexorably pushed down to subsistence levels.


  Taylor reviews many details, including the ascending incidence of rickets—a bone-deforming, growth-stunting disease to which malnourished children are prone. In 1921, it afflicted 59 percent of children over the age of two.


  The Starving Billionaires


  The author does balance this grim picture with a discussion of the more financially nimble in the cities who seemed, for a time, to be able to mimic America’s “Roaring Twenties,” but the ephemeral nature of such “successes” is underlined by the title of a later chapter: “The Starving Billionaires.”


  What happens to a population faced with such uncertainty? It is of course fashionable today to imagine a peculiarly evil Germany, at its core homicidally anti-Semitic. It would certainly be easier if evil came so conveniently packaged in a single culture. Here, the Goldhagen thesis comes to mind. But it takes a hardier sort of historian to face realities as they actually were. Taylor’s history is replete with the complexities of what can happen when otherwise ordinary people are confronted with extraordinarily bad circumstances.


  One particularly arresting story is that of Maximilian Bern, a man of literary education exemplary of Germany’s formerly middle-class Bildungsbürgertum. In 1923, writes Taylor,


  
    [he] withdrew all his savings—100,000 marks, formerly sufficient to support a modestly comfortable retirement—and purchased all it would buy by that time: a subway ticket. The old gentleman took a last ride around the city, then went back to his apartment and locked himself in.

  


  If you are like me, you probably assumed the next sentence would conclude with suicide. No. “There he died of hunger.” I had to linger over that sentence to fully grasp the reality: starvation in a society that had recently been among the most technologically and commercially advanced of any on earth.


  As Taylor’s account sunk in, so too did the nature of the evil that was shortly to follow. As he noted, Germany had actually been reduced for a time to a barter economy with “near-medieval suffering of wide swathes of her population.” In such an atmosphere, time horizons shrink. One thinks in terms of the next meal—not tomorrow, not next week, and certainly not over one’s future in a broader sense. The clarity of longer-term reasoning is exchanged for expediency. As the average person looks for order, enemies are “seen” wherever those who offer easy answers point them out. There is a reversion to the more immediate and narrower reference markers in a people’s repertoire of possible responses.


  Inflation was eventually halted by the introduction of the new “Rentenmark” in November 1923, but the damage was done. All those who had bought war debt, all the creditors to the government, were wiped out. Unfortunately, the ones blamed were not the ministers in the Kaiser’s authoritarian government who originally approved the loosening of the currency from its gold moorings in 1914, but the democratic government of Weimar. Everywhere, left and right, people looked for leadership and blamed the Republic for its impotency. The economy was able to stabilize and even recover somewhat under the new currency, but the next crisis—the global Great Depression—kicked out the remaining props. Far worse than the economic cost was the loss of faith among individual Germans that they could plan for and meet the future with hope.


  And the rest we know well enough.


  With defeat in 1945 and a stability born of occupation, an exhausted Germany could begin to take stock of what had happened. Germans came to hold to the absolute necessity of a stable currency:


  
    [Their] awareness of their own history, including the price they paid for the hyperinflation—financial aversion therapy of the most drastic sort—as well as the benefits of financial discipline, which transformed the country after the Second World War, makes it obvious to most Germans that a similar course of action must be pursued by their troubled Eurozone friends if they are to lift themselves out of the mire.

  


  Human capital purchased dearly. Concludes Taylor: “The problem for the world may be that Germany’s instinct is correct.” Here’s hoping the rest of us don’t have to learn it the hard way.


  


  Hans L. Eicholz is a senior fellow at Liberty Fund and author of Harmonizing Sentiments: The Declaration of Independence and the Jeffersonian Idea of Self-Government (Peter Lang).


  Originally published on at FEE.org on February 2017 with permission from Library of Law and Liberty.


  The Great Austrian Inflation


  Richard M. Ebeling


  Wars always bring great destruction in their wake. Human lives are lost or left crippled; wealth is consumed to cover the costs of combat; battles and bombs leave accumulated capital in ruins; real and imagined injustices turn men against the existing order of things; and demagogues emerge to play on the frustrations and fears in people’s minds.


  All these factors were at work during and after World War I. In addition, the “war to end war” resulted in the dismemberment of many of the great empires in central and eastern Europe. This war also brought about the destruction of several national currencies in orgies of paper-money inflations. One such tragic episode was the disintegration of the Austro-Hungarian Empire and the accompanying Great Austrian Inflation in the immediate postwar period.


  In the summer of 1914, as clouds of war were forming, Franz Joseph (1830–1916) was completing the 66th year of his reign on the Habsburg throne. During most of his rule, Austria-Hungary had basked in the nineteenth-century glow of the classical-liberal epoch. The constitution of 1867, which formally created the Austro-Hungarian “Dual Monarchy,” ensured every subject in Franz Joseph’s domain all the essential personal, political, and economic liberties of a free society.


  The Empire encompassed a territory of 415,000 square miles and a total population of over 50 million. The largest linguistic groups in the Empire were the German-speaking and Hungarian populations, each numbering about 10 million. The remaining 30 million were Czechs, Slovaks, Poles, Romanians, Ruthenians, Croats, Serbs, Slovenes, Italians, and a variety of smaller groups of the Balkan region.


  But in the closing decades of the nineteenth century, the rising ideologies of socialism and nationalism superseded the declining classical-liberal ideal. Most linguistic and ethnic groups clamored for national autonomy or independence, and longed for economic privileges at the expense of the other members of the Empire. Even if the war had not brought about the disintegration of Austria-Hungary, centrifugal forces were slowly pulling the Empire apart because of the rising tide of political and economic collectivism.


  Like all the other European belligerent nations, the Austro-Hungarian government immediately turned to the printing press to cover the rising costs of its military expenditures. At the end of July 1914, just after the war had formally broken out, currency in circulation totaled 3.4 billion crowns. By the end of 1916 it had increased to over 11 billion crowns. And at the end of October 1918, shortly before the end of the war in early November 1918, the currency had expanded to a total of 33.5 billion crowns. From the beginning to the close of the war, the Austro-Hungarian money supply in circulation had expanded by 977 percent. A cost-of-living index that had stood at 100 in July 1914 had risen to 1,640 by November 1918.


  But the worst of the inflationary and economic disaster was about to begin. Various national groups began breaking away from the Empire, with declarations of independence by Czechoslovakia and Hungary, and the Balkan territories of Slovenia, Croatia, and Bosnia being absorbed into a new Serb-dominated Yugoslavia. The Romanians annexed Transylvania; the region of Galicia became part of a newly independent Poland; and the Italians laid claim to the southern Tyrol.


  The last of the Habsburg emperors, Karl, abdicated on November 11, 1918, and a provisional government of the Social Democrats and the Christian Socials declared Germany-Austria a republic on November 12. Reduced to 32,370 square miles and 6.5 million people—one-third of whom resided in Vienna—the new, smaller Republic of Austria now found itself cut off from the other regions of the former empire as the surrounding successor states (as they were called) imposed high tariff barriers and other trade restrictions on the Austrian Republic. In addition, border wars broke out between the Austrians and the neighboring Czech and Yugoslavian armies.


  Within Austria the various regions imposed internal trade and tariff barriers on other parts of the country, including Vienna. Food and fuel supplies were hoarded by the regions, with black-marketeers the primary providers of many of the essentials for the citizens of Vienna. Thousands of Viennese would regularly trudge out to the Vienna Woods, chop down the trees, and carry cords of firewood back into the city to keep their homes and apartments warm in the winters of 1919, 1920, and 1921. Hundreds of starving children begged for food at the entrances of Vienna’s hotels and restaurants.


  The primary reason for the regional protectionism and economic hardship was the policies of the new Austrian government. The Social Democrats imposed artificially low price controls on agricultural products and tried to forcibly requisition food for the cities. By 1921 over half the Austrian government’s budget deficit was attributable to food subsidies for city residents and the salaries of a bloated bureaucracy. The Social Democrats also regulated industry and commerce, and imposed higher and higher taxes on the business sector and the shrinking middle class. One newspaper in the early 1920s called Social Democratic fiscal policy in Vienna the “success of the tax vampires.”


  Printing-Press Fiscal Policy


  The Austrian government paid for its expenditures through the printing press. Between March and December 1919 the supply of new Austrian crowns increased from 831.6 million to 12.1 billion. By December 1920 it increased to 30.6 billion; by December 1921, 174.1 billion; by December 1922, 4 trillion; and by the end of 1923, 7.1 trillion. Between 1919 and 1923, Austria’s money supply had increased by 14,250 percent.


  Prices rose dramatically during this period. The cost-of-living index, which had risen to 1,640 by November 1918, had gone up to 4,922 by January 1920; by January 1921 it had increased to 9,956; in January 1922 it stood at 83,000; and by January 1923 it had shot up to 1,183,600.


  The foreign-exchange value of the Austrian crown also reflected the catastrophic depreciation. In January 1919 one dollar could buy 16.1 crowns on the Vienna foreign-exchange market; by May 1923, a dollar traded for 70,800 crowns.


  During this period, the printing presses worked night and day churning out the currency. At the meeting of the Verein für Sozialpolitik (Society for Social Policy) in 1925, Austrian economist Ludwig von Mises told the audience:


  
    Three years ago a colleague from the German Reich, who is in this hall today, visited Vienna and participated in a discussion with some Viennese economists.... Later, as we went home through the still of the night, we heard in the Herrengasse [a main street in the center of Vienna] the heavy drone of the Austro-Hungarian Bank’s printing presses that were running incessantly, day and night, to produce new bank notes. Throughout the land, a large number of industrial enterprises were idle; others were working part-time; only the printing presses stamping out notes were operating at full speed.

  


  Finally in late 1922 and early 1923 the Great Austrian Inflation was brought to a halt. The Austrian government appealed for help to the League of Nations, which arranged a loan to cover a part of the state’s expenditures. But the strings attached to the loan required an end to food subsidies and a 70,000-man cut in the Austrian bureaucracy to reduce government spending. At the same time, the Austrian National Bank was reorganized, with the bylaws partly written by Mises. A gold standard was reestablished in 1925; a new Austrian shilling was issued in place of the depreciated crown; and restrictions were placed on the government’s ability to resort to the printing press again.


  But, alas, government monetary, fiscal, and regulatory mismanagement prevented real economic recovery before Austria fell into the abyss of Nazi totalitarianism in 1938 and the destruction of World War II.


  


  Originally published in the April 2006 issue of The Freeman.


  Origins of the Chinese Hyperinflation


  Jay Habegger


  Between 1935 and 1949, China experienced a hyperinflation in which prices rose by more than a thousandfold.[1] The immediate cause of the inflation is easy to isolate: the Nationalist government continually injected large amounts of paper currency into the Chinese economy. The monetary expansion was so severe that during World War II, Nationalist printing presses were unable to keep up, and Chinese currency printed in England had to be flown in over the Himalayas.[2]


  A prerequisite for any sustained inflation, however, is monopoly control of the money supply. In the absence of a monopoly, individuals simply will switch to a competing currency when one becomes inflated. Thus, a key question in the study of any inflation is how the state obtained monopoly control.


  In the case of the Chinese inflation, this question has been largely overlooked. Most authors who have chronicled the inflation have focused on events which occurred after the Nationalists managed to obtain control of the currency. Let us thus examine how the Nationalist government gained monopoly power over the Chinese currency.


  Prior to 1935, China enjoyed a limited free banking system. Privately owned banks operated throughout China, although the largest Chinese banks and all the foreign-owned banks were based in Shanghai. Some provincial governments controlled their own banks, but they had to maintain the same standards as private banks in order to compete.


  Privately-held banks operated like any other Chinese business and competed with one another to obtain customers. Most banks issued their own notes, which were redeemable in silver, the traditional medium of exchange in China. The notes from each bank circulated freely with the notes from other banks. Perhaps most noteworthy is that Chinese banks operated largely without state regulation. A free banking system has inherent checks against inflation—primarily because customers will flee from depreciating currencies—and instances of banks’ inflating their currencies were extremely rare.[3]


  The arrival of the Nationalist government in 1927 started a long process to eliminate free banking in China. By 1935, the Nationalists had succeeded. Rather than outright seizure, they followed an incremental approach to gain control of the currency. The first steps were aimed at ensuring the political and financial support of the largest Chinese banks. Eventually, the banks would become dependent on the government. The final step was to bring Chinese banks under direct control of the Nationalists, removing all barriers to currency control.


  In 1927, the process began when banks got caught in the political split between the Nationalists and the Communists. Violent strikes led by Communist labor leaders crippled industry in Shanghai. When the bankers appealed to the Nationalist Party to stop the strikes, Chiang Kai-shek saw an opportunity to bolster the financial position of his new government. He struck a deal with the bankers which stipulated that Chiang would suppress the strikes in return for loans to the Nationalist government. Believing that a Nationalist victory would be more favorable to their businesses than a Communist success, and anxious to protect their loans to the Nationalists, the banks became a quick source of funds for the Nationalist government, as well as staunch supporters, even while their freedom to operate was being eroded.


  Eventually the bankers became leery of lending more funds to the Nationalists. The government appeared to be a financial black hole, and the bankers were skeptical of its ability to service its debts. When the bankers refused to extend more loans to the Nationalists, Chiang used the same methods against the bankers that he had used against the strikers. A banker who wouldn’t supply more loans might be thrown in jail as a political subversive or have his property confiscated.


  Reliance on Deficit Financing


  The reason the Nationalists needed bank loans was their heavy reliance on deficit financing. Widespread taxation was politically unattractive as well as an administrative nightmare. Under these circumstances, Chiang saw deficit spending as the most expedient method to finance his government. For example, in 1927, the first year of the Nationalist regime, loans accounted for 49 percent of government revenue.[4] And the government continued to increase its debt without any way of servicing it.


  To prevent the bankers from becoming politically disaffected and to maintain long-term financial support, Chiang’s Finance Minister and brother-in-law, T.V. Soong, promoted a policy of “cooperation” with the bankers. Soong’s aim was to further tie the bankers to the fate of the Nationalist government.


  In the spring of 1928, Soong began to put his plan into action. He arranged for the Nationalist government to offer large quantities of securities. To ensure purchase, the securities carried high interest rates and were sold at substantial discounts from their face values. For example, the government sold securities in 1931 at little more than 50 percent of their face values.[5] Thus, the Nationalists postponed their financial problems until the bonds came due.


  The bankers were aware of the potential problems with the bonds, so to make them even more salable, the securities were guaranteed. Each issue was backed by a government revenue, such as customs taxes or salt taxes. Because of the incentives, the rate of return on government securities was far greater than anything the bankers could have obtained on similar investments in private concerns.


  Soong also set out to develop a system of public finance patterned after Western nations. In 1928 he founded a central bank, the “State Bank of the Republic of China,” although he hadn’t as yet been able to establish a government monopoly over the issuance of notes.[6]


  At the outset, the bank was primarily an extension of the Nationalist Treasury, although it did issue its own notes. While the Central Bank primarily handled the revenue of the Nationalist government, it also competed with private banks for business. The revenues of the bank were used to purchase government bonds. To enhance the bank’s image and further tie other private banks to the Nationalist government, Soong appointed many of the directors of private banks to the board of directors of the Central Bank, although the board actually held little power.


  The market for government bonds was supported by the Chinese banks. By 1932, Chinese banks located in Shanghai held between 50 percent and 80 percent of outstanding government bonds.[7] As intended, the banks were financially bound to the Nationalist government. Government activities had a large effect on the values of banks’ assets, so that the relationship between the Nationalists and the banks grew even closer. Commonly, Nationalist officials who controlled the issuance of government bonds would sit on the boards of private banks. Having inside information, many government officials became extremely wealthy trading in government securities.[8]


  The financial events following the Japanese invasion of the Chinese mainland in January 1932 illustrate just how closely the banks were tied to the Nationalist government. When the Japanese force landed, a panic spread through the bond market and a rush developed to unload government securities. Within five days of the invasion, the average price of government bonds dropped to less than 60 percent of face value, which represented a severe loss for banks holding a large amount of bonds.[9] Fearing that the notes of some banks soon would become irredeemable, panic spread and there were “runs” on some banks; at least two Chinese banks failed due to the crisis.[10]


  While the Nationalists tried to end the autonomy of the banks by binding them to the government, the final blow to Chinese private banking came from the United States. In 1933, the U.S. began to purchase large amounts of silver, and in June 1934 the Silver Purchase Act was passed. This Act instructed the United States Treasury to purchase silver until the world price of silver rose above $1.29 per ounce, or until the monetary value of the U.S. silver stock reached one-third the monetary value of the gold stock.[11]


  Although the Silver Purchase Act was intended primarily as a commodity support program for silver producers in the United States, it had an enormous effect in China. As a result of the U.S. legislation, the world price of silver jumped rapidly, and from early 1933 to the end of the year the price of silver rose by 75 percent; by the middle of 1935 the price had tripled.[12] Since almost every bank note in China was backed largely by silver, the U.S. silver buying program triggered a sharp deflation in China. The appreciated silver caused exports to shrink while imports rose, which produced a net outflow of silver. The banks sold their silver abroad, withdrew notes from circulation, and slowed the rate of new note issue.


  The declining supply of bank notes caused each note left in circulation to appreciate in value, leading many businesses to experience accounting losses. With prices falling, selling prices often could not meet the previous costs of inputs. The losses caused many businesses to lay off workers and cut production.


  Also, many businesses carried some debt. The loans were made in non-deflated currency, but now had to be paid back in deflated money. The real value of the debt ballooned while the businesses had less cash flow to service it. Unable to foresee the actions of the U.S. Congress, businessmen had assumed debt which appeared to be a prudent risk. Now they had more debt than they had bargained for. Of course, the Nationalists also were feeling the adverse effects of the deflation. Their policy of debt financing suddenly became an even greater burden.


  In an effort to stop the deflation, the Nationalist government imposed export controls on silver. The export controls proved unsuccessful, and the smuggling of silver became an occupation in itself. Much silver was smuggled through foreign-owned banks, since they were immune from Chinese regulations.


  The desperate financial situation wrought by the deflation prompted the Nationalist government to seek new revenue sources. It granted the Central Bank special privileges, such as exemption from silver export controls, so that the Central Bank was able to earn large revenues while private banks were struggling. Because of government patronage, the Central Bank became the most profitable financial institution in China. Although it held only 11 percent of the assets of all Chinese-owned banks, it earned 37 percent of all banking profits in 1934.[13] Most of the Central Bank’s profits were used to finance the Nationalist regime.


  Despite export controls and the revenues of the Central Bank, throughout 1934 the financial situation of the Nationalist government became increasingly worse. In an attempt to sell more government securities, the Nationalists issued the Savings Bank Law. This legislation required each savings bank to purchase government bonds until its holdings of such bonds represented one-fourth of total deposits. But even the Savings Bank Law failed to have a significant effect on the Nationalists’ financial position.


  Perhaps because of the government’s financial situation, the largest private bank, the Bank of China, attempted to loosen its ties to the Nationalists. The Bank of China began liquidating its holdings of government bonds at a loss. Since many smaller banks tended to follow the Bank of China, the Nationalists were worried that large-scale liquidation of government bonds would follow. If the bond market collapsed, the Nationalists would be unable to continue the policy of debt financing. In desperation, the government began to look for another solution to its financial problems.


  Rather than cut expenditures, the new finance minister, H.H. Kung, in consultation with Chiang Kai-shek, devised a scheme to harness the resources of the largest banks to further underwrite the Nationalist government. Instead of making the securities themselves more attractive, Kung intended to seize outright control of the two largest private banks in China, the Bank of China and the Bank of Communications.


  The first step was to initiate a propaganda campaign against the bankers, essentially blaming them for China’s economic problems. Kung asserted that business failures, caused by the deflation, were a result of the banks’ placing their own profits above the public interest. The propaganda worked. Irate citizens voiced opposition to the banks, and Chinese newspapers ran editorials supporting Kung’s charges.


  Public opinion and Kung’s urging persuaded the banks to establish a fund from which emergency loans would be made to ailing businesses. But Kung’s concern for failing businesses was largely a front. His primary concern was the financial condition of his employer, the Nationalist government. The propaganda campaign was designed to sway public opinion in favor of government seizure of the Bank of China and the Bank of Communications.


  On March 23, 1935, Kung announced that the Nationalist government would seize control of the two banks. Kung gave the takeover the appearance of legality by arbitrarily creating enough shares in each bank for the government to become the majority stockholder. Instead of using the emergency fund to aid businesses, it was used to partially pay for the shares of the banks. The rest was financed with a nominally equivalent value of government securities. Kung removed the old bank officials and replaced them with government appointees.


  In June 1935, the Nationalist government used resources from the two banks to gain control of some of the smaller private banks. Kung ordered the three government banks—the Bank of China, the Bank of Communications, and the Central Bank of China—to hoard the notes of several smaller banks in Shanghai. When they had amassed a substantial quantity of the notes of the smaller banks, the three government banks simultaneously presented them for redemption. Since the banks were unable to redeem all the notes at once, Kung declared the banks to be insolvent and immediately seized control. He insisted that the government would manage them in the public interest. Again, the officials of the banks were removed and replaced with political appointees.


  The End of Private Banking


  By July 1935, the Nationalist government had ended private banking in China. The resources of the Chinese banks were at the Nationalists’ disposal, since they held a majority interest in each bank. No time was wasted in using these resources to finance the government. The banks were directed to purchase government securities and to advance loans. But even with the resources of China’s largest banks, the Nationalist government was barely able to remain solvent.


  The banking coup had no effect on the deflation. Businesses continued to fail as more silver was smuggled out of China. In a futile attempt to stop the deflation, the Nationalists made the smuggling of silver out of China a crime punishable by death or life imprisonment.[14] Still, the deflation continued.


  With the end of private banking, Kung proposed to institute a managed currency backed by nothing more than government promises. The switch to a paper currency was intended to benefit the government in two ways. First, all silver in China would come under the government’s direct control. With government control of silver and the help of a “Currency Stabilization Fund” created by the United States and Great Britain, it was believed that the deflation could be stopped. Second, the government would have monopoly power over the money supply, so that it would be possible to monetize the government debt.


  On November 3, 1935, the Nationalist government issued the Currency Decree.[15] Effective the next day, only notes issued by the three largest government banks—the Bank of China, the Bank of Communications, and the Central Bank of China—were to be legal tender in China. The new currency, called the fai-pai or Chinese National Currency, was to be managed by the Central Bank of China. The notes of private banks were allowed to continue circulating in fixed amounts, although they were to be gradually phased out. All institutions and individuals who owned silver were ordered to exchange it for the new currency within six months.[16]


  To preserve confidence in the new currency, the Decree contained provisions to establish a “Currency Stabilization Fund.” The Fund was to buy and sell foreign exchange in order to keep the exchange rate of the Chinese currency approximately constant, relative to certain foreign currencies. The Decree also contained provisions to alter the function of the Central Bank. Instead of merely being an arm of the Nationalist Treasury, the Central Bank was to become a “banker’s bank,” distinct from the Nationalist Treasury.[17] Also, the Decree maintained that “plans of financial readjustment have been made whereby the National Budget will be balanced.”[18] And, according to Finance Minister Kung, “The government is determined to avoid inflation....”[19]


  The wording of the Decree was the government’s attempt to quell fears of inflation. Chinese newspapers ran editorials assuring the public that the Nationalists had nothing but the best intentions for the Chinese economy, and the move to a paper currency was heralded by economists around the world as a step toward a modern banking system. But, despite the provisions of the Decree, the Central Bank was never removed from the Treasury’s control. Even more fraudulent was the assurance that the budget would be balanced. Indeed, the government deficit increased in the years following the currency reform.


  In retrospect, Kung’s statement seems like a cruel joke on the Chinese people. The currency reform destroyed the private banking system which had served the Chinese economy well, and placed control of the currency in the hands of a corrupt and inept government. Inflation began almost immediately. Eventually, the inflation became so severe that it helped bring about the collapse of the Nationalist regime. Thus, monopoly power over the currency proved fatal to the Chinese economy, since the inflation that Kung was “determined to avoid” occurred with a severity and length unparalleled in history.


  


  Mr. Habegger is a student at the University of Colorado in Boulder. He was a summer intern at FEE in 1986.


  Originally published in the September 1988 issue of The Freeman.


  [1] Chang Kia-Ngan, The Inflationary Spiral: The Experience in China, 1939–1950 (New York: John Wiley & Sons, 1958), p. 372.


  [2] Arthur N. Young, China’s Wartime Finance and Inflation: 1937–1945 (Cambridge; Harvard University Press, 1965), p. 159.


  [3] Mitsutaro Araki, “Economic Trends and Problems in the Early Republican Period,” in Report on the Currency System of China (New York: Garland Publishing Inc., 1980), p. 18.


  [4] Ibid., p. 66.


  [5] Eduard A. Kann, The History of China’s Internal Loan Issues (New York: Garland Publishing Inc, 1980), p. 82.


  [6] Lien-sheng Yeng, Money and Credit in China (Cambridge: Harvard University Press, 1952), p. 90.


  [7] Parks M. Coble Jr., The Shanghai Capitalists and the Nationalist Government, 1927–1937 (Cambridge: Harvard University Press, 1981), p. 74.


  [8] Ibid., p. 77.


  [9] Ibid., p. 91.


  [10] Ibid., p. 95.


  [11] Milton Friedman and Anna J. Schwartz, A Monetary History of the United States, 1867–1960 (Princeton: Princeton University Press, 1963), p. 485.


  [12] Friedman and Schwartz, p. 490.


  [13] Coble, p. 171.


  [14] W.Y. Lin, The New Monetary System of China (Shanghai: Kelly and Walsh Publishers, 1936 [reprinted by the University of Chicago Press]), p. 73.


  [15] Ibid., p. 78.


  [16] Ibid.


  [17] The Currency Decree of November 3, 1935.


  [18] Ibid.


  [19] Ibid.


  Hyperinflation Threatens Brazil


  Lawrence W. Reed


  Imagine a place where prices of nearly everything change by the week—and always upward.


  Coffee up 50 percent in two months, while a McDonald’s hamburger more than doubles. Hotel rooms rise 110 percent in just 30 days. Supermarket employees spend half their time at the shelves—replacing old price stickers with new ones. Restaurant menus wear thin from the frequent erasures of prices penciled in. Interest rates for a one-month bank loan—25 percent—are higher than what Americans pay on their credit cards in a year.


  This is Brazil, a South American giant gripped by runaway inflation that threatens to sink both its economy and its fledgling democracy.


  For ten days in April 1987, I examined hyperinflation in Brazil’s vast, beautiful, critter-infested steam bath we know as the Amazon region. Far from the country’s monster cities of the south (São Paulo alone boasts a population of nearly 15 million), I talked to dozens of people in three towns: Belém, a port city near the mouth of the Amazon with a population of a million; Santarém, a town of about 100,000 people 300 miles upriver; and Alter do Chao, a village of about 1,000 on the Tapajos River, about 30 miles from where the blue-green Tapajos flows into the muddy Amazon at Santarém.


  The Amazon rain forest is an exotic place for any activity, but it can be uncomfortable for someone accustomed to a dry climate. Water thickens the air and drenches the earth in superabundance.


  One-fifth of all the fresh water on the planet flows through the mighty Amazon. As it pours into the Atlantic, it drives back the salt water of the ocean for more than 100 miles.


  Ocean-going ships can navigate for 2,300 miles up the river’s 4,000-mile length. More than 1,500 species of fish inhabit the Amazon and its 1,000 tributaries, in a basin which drains an incredible 2.5 million square miles of mostly jungle territory.


  But water isn’t the only thing of which this nation of 135 million[*] seems to have more than enough. It’s drowning in paper money, too, which explains why the value of the stuff plummets with each round of price hikes. The administration of President José Sarney, an ill-fated one from the start, is getting most of the blame for it.


  In 1985, 21 years of military rule ended with the election of Tancredo Neves to the presidency. Before ever taking office, however, Neves died.


  His vice-presidential running mate was Sarney, a poet and politician of little note who suddenly found himself wrestling with the accumulated economic problems the military had willingly deserted. He succeeded in making them worse by boosting public spending and printing more money to help pay for the 50 percent of Brazil’s gross national product that the government was consuming.


  By early 1986, inflation in Brazil was running at an annual pace of 400 percent. In February of that year, Sarney startled the nation with a dramatic announcement: To end the inflation, he was freezing wages and prices and reforming the currency. Three zeroes were dropped from the old “cruzeiro” and a new money, the “cruzado,” was introduced.


  While the freeze was in effect, the government ballooned the spending of the public sector, fostered a yawning budget deficit, and tripled the money supply.


  Sarney “deputized” the nation’s housewives to report on price violators and sent swarms of armed men onto cattle ranches to force owners to sell their beef at fixed prices. Goods vanished from store shelves as black markets flourished. It was like clamping a lid on a boiling kettle and turning up the heat simultaneously.


  The whole thing blew up in February 1987, as the president was forced to lift the controls and, in a move that sent shock waves throughout the world’s financial community, suspend interest payments on most of Brazil’s $110 billion external debt.


  The economy seems to be careening toward an abyss, with no one sure of what the future will bring. The prestigious financial magazine, The Economist (February 21, 1987) put it this way: “Brazil’s economy is going downhill so fast it may jump the rails.”


  Talking to consumers and vendors in Belém’s famous Ver-O-Peso Market, I discovered widespread skepticism about the government’s inflation figures. Rather than the 400 percent officials proclaim, the consensus in the street is that the real rate is much higher.


  “The clothes I would like to buy are three times in price what they were last month,” one woman complained bitterly. And like everyone else I spoke with, her wages had not kept pace, in spite of the widespread practice of “indexing” wages to the inflation rate.


  “Business is way down,” lamented a seller of hammocks, “and with interest rates at 25 percent per month now, I can’t afford to borrow anymore.” He blamed the collapse of his customers’ purchasing power for the loss of business.


  “No one saves and no one plans for anything beyond today,” another shopper told me. “As soon as you earn cruzados, you get rid of them, either for dollars or for something that’s real.”


  The inflation seems to have accentuated class divisions. A common complaint is that “the not-so-rich are getting poorer while the rich hold their own or get richer.”


  “The rich can find ways to protect themselves, but inflation is doing to the poor and middle class what the piranhas of the Amazon do to a cow in the water,” a vendor of wicker baskets said. Piranhas are those carnivorous fish with teeth like a newly sharpened saw and a disposition to match. Schools of them have been known to clean a live cow to the bone in half an hour.


  Labor strife and civil unrest appear to be on the rise as a consequence of the deteriorating economy. Some residents spoke of mutiny on the railroads because of a rail strike. Dock-workers are threatening to shut down Brazil’s port cities. In the banks of São Paulo, an average of 13 assaults per day occur against bank employees. Rumors of a military coup are on the rise throughout the country.


  In Santarém, I gathered detailed price information on several dozen items. “What did this sell for one month ago, and what is its price today?” I asked many of the vendors. Here’s a sample of what I found:


  “Glymiton,” a popular liquid vitamin supplement: from 24 to 60 cruzados (about 26 cruzados equals $1); a one-kilo roll of twine: from 111 to 390 cruzados; a cup of mineral water: from 2 to 5; a spool of fishing line: from 60 to 90; and one kilo of meat: from 20 to 70.


  Businessmen complain of shrunken inventories and shortages because of the evaporation of credit.


  “We used to get supplies and pay for them 30 days later,” a hardware store owner told me. “Now,” he said, “everyone wants cash up front.”


  “It’s ironic,” a restaurant manager said, “that my suppliers demand immediate payment from me in this worthless paper, only to turn around and get rid of it themselves.”


  At the Aparecida Hammock Factory in Santarém, the best hammocks of the region are made. Automation hasn’t come to this place yet. The hammocks are hand-woven on giant wooden looms by craftsmen who work with lightning speed over the intense clacking of fast-moving shuttles. Profits from sales are given to the Catholic Church to support social welfare programs. I asked the manager how inflation has affected the business and heard a familiar story.


  “We have been hit hard,” the manager said. “Tourism is down and even local people aren’t buying like they used to. There are needy people who depend upon our success here who will have to do with less this year. It’s sad, but what else can we do?”


  When asked where things are going from here, everyone expressed either complete uncertainty or outright pessimism.


  “These problems represent the worst crisis in our memory. We have no way of knowing what lies ahead,” a hotel manager said.


  In Alter do Chao, several people suggested that the main cause of the inflation was the government’s massive external debt and that the solution was for Brazil to go further than Sarney’s suspension of interest payments and cancel the foreign debt unilaterally and entirely.


  Some blamed the United States for “suckering” Brazil into the debt dilemma in the first place, but anti-American sentiment did not seem to be much a part of people’s thinking anywhere I traveled.


  One of the few enterprises that the inflation actually may be helping is gold prospecting. In fact, Brazil is in the midst of one of history’s greatest gold rushes.


  Nearly half a million “garimpeiros”—individuals working with little more than a pick and shovel or a pan at the riverside—hauled out nearly 80 tons of gold from the Amazon region last year. The Brazilian minimum wage of $70 per month does not affect them, for they earn whatever the gold they find fetches them, and not an insignificant number have made a fortune.


  I talked to one of the officials at SUDAM, the government agency that supervises the development of the Amazon area, about the gold discoveries. The richest find, in a place known as the Serra Pelada, “may solve Brazil’s debt problem one day,” he confided. “If the gold doesn’t do that for us, maybe the oil will; we think we are sitting on a vast sea of oil here in the Amazon.”


  It’s hard to imagine enough gold or oil to bail Brazil out of its present difficulties in time to prevent upheaval. This is not an economy with a lot of time to work on its troubles. The specter of worsening inflation, depression, and political turmoil clearly stares it in the face.


  Sadly, the Brazilian government seems to have learned little from the last two years of chaos. In June 1987, it announced a new program which includes another round of wage and price controls. That same month, the money supply increased 28.8 percent.


  This is not the first hyperinflation the world has witnessed. It isn’t the first Brazil has had, either. But seeing it firsthand and sensing the pain and confusion it engenders make one wonder why it has to happen at all. Surely one of the most enduring lessons of economic experience is that drowning a nation in paper money always wrecks the currency and the economy along with it. It’s a lesson Brazil is learning now in a most painful way.


  


  Originally published in the January 1988 issue of The Freeman.


  [*] Editor’s note: 207 million as of 2017.


  Hyperinflation: Lessons from South America


  Gerald Swanson


  How would you like to live in an economy without memory, where you don’t know the price of anything day to day or the value of the wage you are paid? That’s what it’s like under hyperinflation. In Argentina, supermarket prices are increased twice daily. During the two weeks we were in Brazil recently, interest rates rose 100% from 330% to 430%. Bolivia’s demand for money is so great that its third largest import is currency.


  Inflation, to say nothing of hyperinflation, seems to be the forgotten bandit of the eighties. Inflation was once the chief scourge of every respectable U.S. economist. Today we seem to have other things to worry about: pockets of severe unemployment, a lack of competitiveness internationally, the fear of a recession, even the possibility of disinflation.


  The chief reason inflationary concerns have abated is that, contrary to traditional economic theory, the huge U.S. federal deficits of recent years have not yet translated into spiraling prices. Until this decade, the postwar years had demonstrated a direct correlation between deficits and inflation. When deficits rose, price and interest rate increases were sure to follow. During the past six years, however, the annual deficit has almost tripled, with the national debt almost doubling, but nominal interest rates have actually fallen.


  Whatever the reason for this aberration, we can consider ourselves fortunate. But for how long? Most economists would argue that the trend is simply not sustainable. South American countries such as Argentina, Bolivia, and Brazil—all of which have suffered annual inflation rates into the triple digits in recent years—offer conclusive proof that no country can indefinitely get away with spending more than it makes. The United States has something to learn by the plight of these countries. It would be a mistake to write them off as hopelessly backward, having no relevancy to such a powerful, sophisticated economy as ours. Argentina as recently as the 1920s was the fifth most productive nation in the world. Now it is 70th, with hyperinflation the major culprit.


  At a critical juncture, Argentina, Bolivia, and Brazil were not willing to bite the bullet and take the steps necessary to prevent high inflation. Make no mistake about it, neither is the United States. We all seem to share a love affair with the hot fudge sundae diet; the notion that we can eat as much as we like without getting fat. But eventually the piper has to be paid. Increasing the amount of currency circulating in an economy in order to pay off debt, without increasing production, will inevitably lead to higher prices. In each country we visited, large deficits and high inflation go hand in hand. And when runaway inflation starts, it moves quickly... in a matter of months, or even days!


  To a certain extent, it is the fluctuation in inflation rates that is difficult to live with, rather than the rates themselves. Argentina learned to cope with 100% annual inflation, but when it rose to 500% the result was virtual chaos. In the United States we’ve become accustomed to 5% inflation, but a sudden increase to 20% would profoundly change our economic realities. In fact, even 5% took some getting used to. When President Nixon imposed wage and price controls in 1971, the national inflation rate was a whopping 4.7%.


  The Consequences of Hyperinflation


  What would life be like in the United States with an inflation rate of 20% or more? South America offers a number of clues. At one time in Argentina, a pair of shoes cost as much as an entire steer. With hyperinflation, prices cannot be used as benchmarks for decisions, since yesterday’s prices do not offer any relevancy for today. In fact, it isn’t unusual for South American shoppers to see the price of bread increase between the time they enter a grocery store and the time they leave it. Savings lose their value. The only incentive is to spend. Paychecks are cashed immediately and turned into hard goods like washing machines, refrigerators, and radios. And that’s assuming they are available. Consumers are forced to pay cash for everything, including homes. Above all, political and social certainty is lost.


  In the United States we are accustomed to stability. We know that if today $300 is a good price for a 19-inch color television set, it will be an equally good price tomorrow. Not so in the South American economies we are studying. Beset by hyperinflation, it is nearly impossible for individuals to judge their status in life, since status is so closely related to the control over what they are able to consume.


  As a political problem, inflation is much more illusive than, say, unemployment, which simply provokes a call for more jobs. Citizens don’t necessarily demand an end to inflation, only to the personal hardships that result. Once wages are tied to prices so that people can be assured that their purchasing power is not damaged, they are usually satisfied. In that case, another problem actually arises when inflation is temporarily curbed and wage increases are halted. Workers tend to feel they are worse off when their monthly paychecks no longer increase routinely. Governments also become accustomed to inflation, using it as an all-too-easy way to lower their outstanding debt.


  In these three South American countries hyperinflation has created more wrongs than legislators can put right. In order to protect industry, governments have been known to close their borders, which might help domestic companies in the short-term, but makes long-term competitiveness impossible. Unchecked hyperinflation inevitably plays havoc with an entire nation’s standard of living. The need to survive begins to dominate individual actions, making long-term planning impossible. During hyperinflation, short-term is considered three days; long-term, two weeks. According to a top executive at Banco Palmares, “The name of the game in terms of planning during periods of high inflation is guessing what ways the government is going to try to correct their bad choices.”


  For individual businesses, good management is always a crucial ingredient for success. We found that during hyperinflation it becomes even more critical. New information must be absorbed rapidly, because today’s political or monetary event can negate yesterday’s wise business decision. In Brazil, the government recently gave approval to automotive suppliers to increase the price of stainless steel by 60%. Such business decisions are needed to reassess inventory levels and production scheduling. A thorough knowledge of financial and currency markets is vital, since managing a company’s money could become more important than increasing sales or even productivity.


  During high inflationary periods, managers turn from production management and long-term planning to financial arbitrage in order to make short-term profits by borrowing dollar denominated funds and lending them in local currency. Many South American companies invest their money in other countries, or at least place their assets in a more stable currency, which in the past has been the U.S. dollar.


  Some of the most successful South American companies make collections in seven days while delaying payment for thirty days or longer. Prices are increased rapidly, and inventories are often built up and warehoused, with expectations of selling them in the future at substantially higher prices. Other South American companies cope with hyperinflation through a strategy of vertical integration. In other words, by acquiring raw materials and production and distribution facilities, some concerns have been able to minimize the impact of price fluctuations, as well as government regulations.


  Because events occur so rapidly under hyperinflation, those companies that can maintain their flexibility are best off. In many instances, a one-day delay in making or implementing a decision can be devastating. Often, there isn’t time to put orders in writing, so effective oral communications are vital. But, at some point, flexibility becomes the antonym of stability, and taken to its extreme creates chaos. How is a Brazilian firm, faced with an annual interest rate of 70% in November of 1986, supposed to make a proper investment decision when 90 days later the actual interest rate on loans soars to 550%? Neither individuals nor businesses can be heavily leveraged since interest rates are so unpredictable. It is enough to cause even the best-laid plans to fall apart.


  Once hyperinflation becomes a reality, politicians inevitably succumb to the lure of legislating it out of existence. During the past decade, Argentina, Bolivia, and Brazil all at one time or another addressed their hyperinflation problem with the simplest of solutions; they outlawed it. While government intervention often has a short-term salutary effect, making it irresistible to politicians, in the end all governments—including our own—have had to conclude that more fundamental solutions are needed to attack the root of the problem, not just the symptoms.


  In 1986, President José Sarney of Brazil, in an attempt to do something dramatic about an inflation rate that threatened to soar to 500% or more, instituted an anti-inflation program that froze prices, controlled wages, and lopped three zeroes off the Brazilian currency. The plan succeeded in temporarily curbing inflation, but higher prices were quickly replaced by other problems. Severe shortages of daily necessities such as eggs, meat, and milk developed. Black markets quickly filled the vacuum, resulting in higher prices that didn’t show up in official inflation figures.


  White-collar crime inevitably increased as well, as a never-ending spiral began, with the government implementing a maze of regulations and citizens just as quickly developing innovative strategies to evade them. One distributor of heavy machinery told us that because used equipment is not subject to wage and price controls, he routinely leases for a month or two, then turns around and sells the equipment at twice its original price. Many companies get around wage controls by giving their employees loans that are not expected to be repaid. In all three South American countries we are studying, this kind of subterfuge, necessary as a means of survival, gives a sense of legitimacy to breaking the law, threatening a nation’s moral fiber. “Inflation,” a top South American officer of the Bank of Boston told us, “is an immoral tax that leads to immoral values.”


  Because hyperinflation can so easily become a way of life, the best—some might say the only—foolproof solution is to avoid it in the first place. Once underway, hyperinflation can only be thwarted by a painful reduction in government spending and by a halt to the printing of money not backed by the production of real goods and services. As the noted author Peter Drucker likes to say, “You can’t consume what you haven’t produced.”


  Hyperinflation is by no means a certainty for the United States, but we have managed to create conditions conducive for its arrival. In investigating what the lessons from South America can teach us, we have taken a “What if?” approach. As a further caution, however, it is important to note that in coping with hyperinflation, South America has had one weapon at its disposal that would be unavailable to us. At least these countries have a world currency to fall back on. The U.S. dollar provides them with some measure of stability. But in the event of hyperinflation in the United States, what currency could we turn to?


  


  Dr. Swanson is Associate Professor of Economics at the University of Arizona. This article, reprinted from the 1986 Annual Report of Figgie international Inc., reports on his study of hyperinflation in Argentina, Bolivia, and Brazil.


  Originally published in the January 1988 issue of The Freeman.


  Where Have All the Monetary Cranks Gone?


  Lawrence W. Reed


  “Monetary crank” was never exactly a household phrase, but I know for certain it was much more widely used and understood a century ago than it is today. If you had nutty ideas about money (such as: “cranking out lots of it will make us wealthy”), you were a monetary crank. We don’t hear the term much these days even though the world is full of people—some in high places—whose pictures ought to be in the dictionary right next to the term.


  There must have been some monetary cranks around as early as ancient Israel, at the time of the prophet Isaiah, who took his people to task for allowing the depreciation of their money. “Thy silver has become dross, thy wine mixed with water,” admonished the prophet.


  John Law of Scotland ranks as one of history’s more colorful monetary cranks. When Louis XIV died in 1715, he left the French treasury flat broke and a five-year-old successor on the throne. It wasn’t hard for the snake-oil salesman Law to secure an audience with the toddler king’s regent, Philippe d’Orléans. Philippe embraced Law’s recommendation, which was to simply print the money the regime needed. The regent then appointed Law the official controller general of finances, a perch from which he orchestrated a massive hyperinflation that ruined the currency in a mere five years.


  The French did it all over again during the 1790s, when Robespierre and the revolutionaries argued that the recipe for a currency of reliable value was paper and ink mixed with guns, bayonets, and confiscated Catholic Church property. That little ride took about five years too—and ended in a similar wreck.


  Monetary cranks appeared in America in the nineteenth century but President Ulysses S. Grant’s treasury secretary, Benjamin Bristow, was not one of them. In his annual message of 1874, Bristow declared:


  
    The history of irredeemable paper currency repeats itself whenever and wherever it is used. It increases present prices, deludes the laborer with the idea that he is getting higher wages, and brings a fictitious prosperity from which follow inflation of business and credit and excess of enterprise in ever-increasing ratio, until it is discovered that trade and commerce have become fatally diseased, when confidence is destroyed, and then comes the shock to credit, followed by disaster and depression, and a demand for relief by further issues.... The universal use of, and reliance on, such a currency tends to blunt the moral sense and impair the natural self-dependence of the people, and trains them to the belief that the Government must directly assist their individual fortunes and business, help them in their personal affairs, and enable them to discharge their debts by partial payment. This inconvertible paper currency begets the delusion that the remedy for private pecuniary distress is in legislative measures, and makes the people unmindful of the fact that the true remedy is in greater production and less spending, and that real prosperity comes only from individual effort and thrift.

  


  Bristow’s warning was not enough to prevent Congress in the last quarter of the nineteenth century from buying into the nostrums of the monetary cranks of that era, the “silverites.” Here’s that story:


  The paper greenback inflation of the Civil War era left many Americans suspicious of plans to revive a policy of deliberate paper-money expansion on behalf of any special interest. In 1875 Congress passed the Specie Resumption Act, declaring that the government would redeem the greenbacks at par in gold on January 1, 1879. To protect the redemption of the greenbacks, it was thought that the Treasury would have to maintain a minimum of $100 million in gold on reserve. The most that the inflationist cranks got was a government pledge not to cancel the greenbacks once redeemed but to reissue them so that the total number outstanding would remain the same.


  Hi Yo Silver!


  The inflationists’ attention then turned to another medium: silver. The greenbackers became “silverites,” and their rallying cry became “Free Silver at 16 to 1,” meaning they wanted the federal government to buy as much silver as was available and stand ready to redeem 16 ounces of it for an ounce of gold. They also wanted legal tender paper silver certificates printed as well. They had enough influence to secure passage of the Bland-Allison Act in February 1878—the first of the acts putting the government in the business of purchasing silver for coinage.


  Bland-Allison passed over President Rutherford B. Hayes’s veto. In his veto message Hayes noted that “A currency worth less than it purports to be worth will in the end defraud not only creditors, but all who are engaged in legitimate business, and none more surely than those who are dependent on their daily labor for their daily bread.”


  The silverite cranks were dissatisfied with Bland-Allison because it did not go far enough. It did not provide for free and unlimited government purchase and coinage of silver at 16 to 1. The only silver to be coined would be the two to four million dollars’ worth that the government purchased each month, and the Treasury, while the law was on the books, rarely bought more than the minimum amount.


  Silver producers in particular had a vested interest in the matter, for the market price of silver had begun a long-term decline in the 1870s. Securing a government pledge to buy silver at a higher price than could be obtained in the free market was an obviously lucrative arrangement. As the market ratio of silver to gold steadily rose above 16 to 1, the profit potential became enormous.


  The silverites’ drive for favorable legislation culminated in the Sherman Silver Purchase Act of 1890, which replaced Bland-Allison. The Sherman Act stipulated that the Treasury had to purchase 4.5 million ounces of silver per month, or roughly twice the amount under Bland-Allison. The silver purchases mandated by the law represented almost the entire output of American silver mines.


  An inflationary boom yielded to panic and a deflationary bust in 1893. President Grover Cleveland led the successful fight to repeal the silver legislation, an indispensable step toward restoration of a sound currency.


  The monetary cranks didn’t disappear, however. Their chief intellectual supporter, William “Coin” Harvey, continued to agitate for silver and paper-based inflation. Cleveland’s own party nominated a monetary crank, William Jennings Bryan, for president in 1896. The silver issue didn’t go away until the Gold Standard Act of 1900 settled it.


  Maybe we don’t hear the words “monetary crank” these days because the culprits truly have vanished and everybody has smartened up when it comes to money. But wait a minute! If that were the case, how do we explain a dollar that’s now worth about a nickel of its 1913 value, the year something called the Federal Reserve was created?


  Hmm. Maybe the only people who have smartened up are the monetary cranks themselves. They’re now wearing pinstripe suits and instead of selling inflation per se, they’re hawking “stimulus” and “full employment.”


  


  Originally published on at FEE.org on in February 2010.


  About FEE


  The Foundation for Economic Education (FEE) is the premier source for understanding the humane values of a free society and the economic, legal, and ethical principles that make it possible. At FEE, you’ll be connected with people worldwide who share those values and are inspired by the dynamic ideas of free association, free markets, and a diverse civil society.


  Explore freedom’s limitless possibilities through seminars, classroom resources, social media, free online courses, and exciting daily content at FEE.org. Learn how your creativity and initiative can result in a prosperous and flourishing life for yourself and the global community. Whether you are just beginning to explore entrepreneurship, economics, or creating value for others or are mentoring others on their journeys, FEE has everything you need.


  FEE is supported by voluntary, tax-deductible contributions from individuals, foundations, and businesses who believe that it is vital to cultivate a deep appreciation in every generation for individual liberty, personal character, and a free economy.
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