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Preface

After having organised several conferences related to this topic and motivated by the
upcoming changes for the ECB and the changing mentality on financial policies, the
Ludwig von Mises Institute Europe and the Swiss Mises Institute have decided to
publish the book “Banking and Monetary Policy from the Perspective of Austrian
Economics”.

For a while there has indeed been a feeling of discontent about the policy of the
European Central Bank (ECB). That is not only applicable to experts and academics,
but also to other people. To show the arguments against the inflationary ECB policy,
several prominent academics have given their thoughts on this topic, but there are
also introductory articles explaining the several aspects of the theories of the
Austrian School.

The editors would like to express their gratitude to first of all the authors of this
book, Jure Otorepec for finishing the heavy task of proofreading the texts and Louisa
Kelly for her translation.

Brussels, Belgium Annette Godart-van der Kroon
Zirich, Switzerland Patrik Vonlanthen



Information About the Institutes

Ludwig von Mises Institute Europe

The institute is a non-partisan think tank fostering an open and free society and
primarily aims at:

* Exchanging and reintroducing the basic values and principles of Liberalism,
especially the ideas of the Austrian School.

* Acting as an interface between the academic, the political and the business world.

* Connecting liberal-minded individuals and organizations at national and interna-
tional levels.

The Ludwig von Mises Institute-Europe has successfully organized a variety of
conferences, symposia, discussions, targeted dinner debates and lunch debates.

Members include former Prime Ministers, MEPs, former European Commis-
sioners, key politicians, senior academics, business leaders and prominent journalists.

The Swiss Mises Institute

Patrik Vonlanthen is founder and president of the Swiss Mises Institute.
The institute he leads pursues liberty at its core. This implies that liberty is an
approach to life rather than the elaboration of mere thoughts or ideas.
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Introduction ®)

Check for
updates

Annette Godart-van der Kroon and Patrik Vonlanthen

For a while there has been a feeling of discontent about the policy of the European
Central Bank (ECB) that is not only applicable to experts and academics but also to
other people. To show the arguments against the inflationary ECB policy, several
academics have given their thoughts on this topic, but there are also introductory
articles explaining the several aspects of the theories of the Austrian School. Before
going deeper into the content, the following points should be indicated.

Firstly, in this book other arguments than the usual Keynesian arguments are used
to explain the causes of the latest crisis and how to solve it and to propose new
techniques. Secondly, this publication is important, because there is not only a
feeling of discontent about the low interest rate policy of the European Central
Bank (ECB) but there is a deep divide between countries who have a rather healthy
financial system and other countries who want a policy of redistribution. Thirdly, the
timing is also important, because when Mario Draghi will end his term by the end of
October 2019, the question who is going to be his successor will become urgent.
Not only it is important which country is going to provide the new president of ECB,
but also what kind of banking policy will prevail.

While Draghi’s term as president runs until the end of October 2019, speculation is
already building on who might inherit his position. However, the process of deter-
mining a successor hasn’t yet begun. The chancellor and her finance minister are set
“to push for Bundesbank President Jens Weidmann to become the fourth guardian of
the single currency, arguing it’s finally Germany’s turn after the Netherlands, France
and Italy,” Spiegel reported, without revealing where it got the information.

A. Godart-van der Kroon (<)
Ludwig von Mises Institute Europe, Brussels, Belgium
e-mail: annette.godart@vonmisesinstitute-europe.org

P. Vonlanthen
Swiss Mises Institute, Zurich, Switzerland
e-mail: patrik @mises.ch; patrik.vonlanthen @isispirit.ch
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Weidmann is willing to accept the post if it were to be offered to him, according to the
prerelease of an article published on Friday, May 19, 2017. This was contested by the
German government and the Bundesbank as too premature. In France, led by political
newcomer Emmanuel Macron, Bank of France Governor Francois Villeroy de
Galhau is tipped to be a contender for the job. Melvyn Krauss, a senior fellow at
the Hoover Institution at Stanford University, argued in an article in Germany’s “Die
Zeit” newspaper that “Macron’s victory paves the way for the Frenchman to claim the
ECB prize.”

Skepticism of the ECB’s policies runs high in a country where monetary ortho-
doxy is enshrined in the national DNA. ECB appointments are not democratic. The
parliament has no power to block ECB appointments, and the president of the ECB
cannot be held accountable for his decisions. The ECB presents this unaccountability
as an advantage, as they claim to be “politically independent.” But as Rothbard
(1994") was keen to point out, government agencies have to be accountable to the
people and their elected representatives and therefore should be “dependent on
politics.” Otherwise, the people lose their ability to influence ECB appointments,
and those appointments are made entirely according to the whim of the ruling elite.
Draghi has managed to make his position a most important one, although he has not
been elected. His decisions, like the lowering of the interest rate, influence European
politics in a far-reaching way. Since a few years, Mario Draghi can be called the fifth
power in Europe. In short it should be possible to hold the ECB president account-
able for his decisions.

Lastly, the book features articles from some of the most prominent authors in their
respective disciplines, who gave the book fascinating contributions from their
unique perspectives. They are experts concerning banking and financial policy and
were able to present their visions for new and better banking and monetary policies.

The articles in this book are not only excellent in their technical aspects, they also
go deeper and give a broader view, which makes these articles indispensable for
whoever is interested in the topics covered.

1 Partl

In the first part, “Mises’s and Hayek’s Ideas on Banking and Monetary Policy from a
Historical, Economic Point of View,” Guido Hiilsmann gives a very good overview
of the several theories on money since the classical revolution and Adam Smith to
the bullion controversy, Ricardo and the Currency School and the Banking
School, while ending with the theories of von Mises.

In his article, Mises Geldtheorie, professor Guido Hiillsmann explains that the
“initial publication of Ludwig von Mises’ Theorie des Geldes und der Umlaufsmittel

'The Case Against the Fed, 1994, page 5. Publisher: The Ludwig von Mises Institute, Auburn,
Alabama.
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in 1912 represents an important turning point in political economy. At the time,
Mises developed a new theory of money and banking that he fit into the subjectivist
value theory developed by Carl Menger.”

Mises criticized the Currency School and the Banking School. Both schools had
their flaws, but by recognizing them, he developed a famous crisis theory, arguing
that the artificial expansion of the money supply has a tendency to lead to inter-
temporal imbalances within the production structure. Several aspects are discussed:
the nature and value of money, the theory of fiduciary media, and the money and
banking policy. One of the most important discoveries von Mises made was that
inflationary development is more harmful than its deflationary counterpart. This is
due to the fact that price inflation leads to capital consumption and, ultimately, to a
relatively impoverished society. In particular, it reduces the incentives for savings;
therefore, less capital is available for investment. It also distorts business accounting,
because of the reporting of phantom profits. Excessive profits would be paid out and
consumed, thus leading to a progressively shrinking capital base for the
entire economy.

Barnett and Block, in their contribution, Money: Capital Good, Consumer Good
or (Media of) Exchange Good ?, argue that exchange is a form of production, and
consequently, there are only two types of goods, consumers’ goods and capital
goods, and that money is, then, a capital (producers’) good. Use money as money
to facilitate trade. That is to say, it must be understood in terms of the meaning
attributed to it by a relevant human mind. Note that this means that the monetary
good, e.g., gold coins, may be (1) a consumers’ good, (2) a money capital good, or
(3) a non-money capital good. Any asset, including durable consumers’ goods or
even non-durable consumers’ goods, is a store of value and thus a capital good. If
one is holding the coins as a media of exchange, then they are capital goods,
specifically money; if one is holding the coins for investment purposes, then they
are investment goods—an inventory of “junk” gold coins of an inventory or numis-
matically valuable gold coins.

Knies K. (1885)2 Geld und Kredit cited in Mises (1980) proposed a threefold
division into means of production, objects of consumption, and media of exchange.

Mises, here, makes the most important finding: the essential aspect of a good is not
its physical properties but, rather, its “significance for satisfying human wants.”
Strictly speaking those goods should be called goods of the first order. “Our civili-
zation is inseparably linked with our methods of calculation. It would perish if we
were to abandon this most precious tool of acting” according to Mises. However,
“Economic calculation cannot comprehend things which are not sold and bought
against money” (Mises 1996). Therefore, we may conclude that Mises understood
that, contrary to the statement supra, even though money is not necessary for
production in an underdeveloped society, it certainly is in a modern capitalist
economy.

2Knies K. Geld und Kredit cited in Mises (1980).
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The problem is that Mises does not recognize that an exchange in the ownership
rights to an article alters its utility to the individuals concerned. And, since money is that
which par excellence provides exchange services, it is de facto a capital good. But the
foundation of commerce consists not of the legal system alone; money is every bit as
much a foundation of commerce as are any of these other institutions correctly
mentioned by Mises in this regard. Therefore, by that criterion, money is a capital good.

The problem here is Mises’ failure to see that a change in the quantity of money
does affect the welfare of members of a community. Friedman maintains that:

It is a commonplace of monetary theory that nothing is so unimportant as the quantity of
money expressed in terms of nominal money units—dollars, or pounds, or pesos. The
situation is very different with respect to the real quantity of money—the quantity of
goods and services that the nominal quantity of money can purchase, or the number of
weeks’ income to which the nominal quantity of money is equal.

This real quantity of money has important effects on the efficiency of operation of
the economic mechanism, on how wealthy people regard themselves as being, and,
indeed, on how wealthy they actually are. Barnett and Block (2004) argue that the
optimum quantity of a commodity money is whatever amount is provided in a free
market. They also maintain that the optimum quantity of a fiat money is the extant
amount; i.e., that amount of fiat money should be frozen. In that case, a general
decline in market determined prices would cause an increase in real money, the
increase of which would be optimal in that institutional setting. Therefore, money,
the good that facilitates exchanges, is, indubitably, a capital good. Furthermore, as
shown supra by Mises himself, money is essential to production in a modern
capitalist society; without it there neither would nor could be any such society.

Production goods derive their value from that of their products. Not so money, for
no increase in the welfare of the members of a society can result from the availability
of an additional quantity of money. The laws which govern the value of money are
different from those which govern the value of production goods and from those
which govern the value of consumption goods. In sum, because money is “the” good
used in exchange and exchange transforms goods from higher to lower order and
production is action which transforms goods from higher to lower order, money, too,
is a producers’ good, i.e., a capital good.

Yet money is demonstrably not a future good. In fact, when the money is spent—in the

future—it loses all its utility for the present owner. It has utility only while and insofar as it is

not spent, and its character as a present good stems from the omnipresent human condition of
uncertainty.

Nishibe argues in his article, The Trend of economic thinking of market and
money: what is Hayek’s position on the issues?, that the process of Hayek’s trans-
formation of his conception of the market, or any economist’s transformation in many
cases, occurred in the following order: (1) vision, (2) theory, and (3) methodology.

Hayek used the terms Weltanschauung and ‘world view’ in order to critically
describe the characteristics of socialism in a fairly negative light.

In fact, according to Nishibe, Hayek was deeply disappointed by the fact that
socialism had won over liberalism after WWIL.
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It is probably true that economic analysis has never been the product of detached
intellectual curiosity about the why of social phenomena but of an intense urge to
reconstruct a world which gives in to profound dissatisfaction. To study the teleo-
logical property of economics, Hayek regards the facts of the social sciences:

In short, in the social sciences the things are what people think they are. Money is money, a
word is a word, a cosmetic is a cosmetic, if and because somebody thinks they are.

Hayek was concerned about these topics, because he was strongly concerned with
the difficulty of realizing liberalism compared to socialism. The result is that in
economics you can never establish a truth once and for all but will always have to
convince every generation anew—and that you may find much more difficult when
things appear to yourself no longer as simple as they once did.

Hayek also said that “I seriously believe that any such striving for popularity— at
least till you have very definitely settled your own convictions, is fatal to the
economist and that above anything he must have the courage to be unpopular.”

Hayek’s socioeconomics since 1960 was not only the result of his philosophical
and methodological turns but also from a change of his vision of the market that is a
complex of some basic theoretical concepts. The key concept for Hayek in breaking
with the general equilibrium theory and reaching a new market image was his vision
of competition as a rival and discovery process since 1946, not the subjective and
dispersive knowledge since 1937. Hayek’s image of the market as “a rival and
dispersive discovery procedure for knowledge” should be a vision for establishing a
new theory of the market as a self-organizing complex system or a “spontaneous
order.” That is the basic idea of Hayek. Nishibe refers to the importance Hayek
attributed to the role of intellectuals and their influence on public opinion. Socialists
dared to be utopian; that is why Hayek proposed a liberal utopia.

The reason why Hayek was so pessimistic to be an economist is concerned with the nature of
knowledge created and obtained in economics. Such pessimism and fear as Hayek attributes
to economics arises from the general character of economics, i.e. its inclusion of self-
evaluation of scientific statements and proposition of social affairs in economics and its
validity and applicability depending on public perception or popularity of the theory. It is
evident that Hayek’s sorrow and fear of being an economist is much deeper. We should be
fully aware of the unique nature of economics and social sciences in general.

But apart from this contemporary mood, “the ideas of economists and political
philosophers, both when they are right and when they are wrong, are more powerful
than is commonly understood,” but success can be only achieved “in the long run.”
Hayek’s idea here is that the economist has a strong influence on the public through
his vision and theory, but it takes a long time to take effect, so that the old dominant
theories tend to form the public’s world view or public opinions, and as a result, the
present theory is often neglected or unaccepted by the public.

According to Hayek, world view is the old, previous, dominant, popular, ama-
teurish, simplified, and distorted pseudo-theory formed and diffused by the intel-
lectuals and firmly held by the public. Accordingly, the formation of vision of the
economist is more or less influenced by reality as well as the world view or public
opinion.
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2 Partll

In the second part, “The Measures Taken by the ECB Considered in the Light of the
Ideas of Mises and Hayek,” Brendan Brown starts in his What Is Wrong with the 2%
Inflation Target? with the following sentence:

The fable of the Emperor’s new clothes describes aptly the situation of central bankers today.
They claim that their box of non-conventional tools enables them to strongly influence long-
term interest rates. And more fundamentally they boast of having the ability to steer the
overall inflation rate so as to achieve with remarkable precision a given target (2% p.a.) for
this variable over say 2 year intervals. Their patchy successes in both endeavours have won
them some acclaim. And yet on closer examination they have little power if any on either
score — except as derives from public gullibility. There are unfortunately many who would
not dare to challenge the existence of such power for fear of revealing their own lack of
understanding.

Inflation targeting and the tools used in its pursuance are in fact harmful to eco-
nomic prosperity and more narrowly financial stability. It is the principal purpose of
his paper to demonstrate that conclusion. How can we be so sure that the vaunted
powers of the central bank to fix the inflation rate and strongly influence long-term
interest rates are at best make-believe and at worst destructive? As regards the power
to stabilize the inflation rate at 2% PA (Per Annum) over 2-year periods, how could
this be possible?

In the Austrian school economic tradition, there is an aversion to defining infla-
tion in terms of movements of the “price level” and a preference for a monetary
interpretation not itself based on pseudoscience. The advocates of sound money
point out that though there is no guarantee of stable prices on average over the long
run, the amount of inflation and more generally monetary turmoil (what J.S. Mill
described as the money monkey wrench getting into all the other machinery of the
economy) should be less than in any alternative monetary regime, including that
where the official aim is stable prices or stable inflation (Salerno 2012) .

A dislodged monetary pivot means price inertia and institutionalism. Some
potential catalysts are one-offs and could include in present circumstances (2017)
policies of economic nationalism in the United States which might boost upward
pressure on wages (e.g., tax changes which favor production in the United States
rather than abroad). Historically, high inflation or hyperinflations have usually ema-
nated from government inability or unwillingness to tap savings via capital markets
at a going market rate consistent with a sound money regime.

But the question arises: How did we get to the 2% inflation standard? Janet
Yellen, then a Fed Governor, gave a paper in favor of calling a halt, fundamentally
arguing that a little inflation was pro-growth given a whole list of inflexibilities in the
wage-price mechanisms (including the hoary Keynesian topic of money illusion)
and also making reference to biases in inflation calculation (even though in fact if
this were estimated the same way as in the 1950s or earlier, it would have been near
4% pa at this time).

There was no formal decision taken by the FOMC (Federal Open Market
Committee) on Yellen’s advocacy, and some objections were raised by fellow
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members (e.g., Shouldn’t Congress be consulted?), and one member, Larry Lindsey,
focused on the issues of tax frictions and disincentives under a regime of perma-
nently low inflation. Greenspan summarized the sense of the meeting as to proceed
with considerable care and trial and error in pursuing the objective of price stability
once inflation came down to low levels. This was in July 1996.

In broad brush, we could describe the almost finished first two decades of the
twenty-first century as hosting a global 2% inflation standard. In the aftermath of
the 2008-2010 recession and panic, the Fed led the way in a campaign to boost the
inflation rate up to its 2% inflation target—and to do so designed and opened a box of
non-conventional tools not previously used. The argument here has been that 2%
inflation is a deeply flawed standard. It conflicts with the natural rhythm of prices in a
capitalist economy, and the conflict shows up as bouts of eventually painful asset
price inflation (booms and bust). It strengthens forces of inertia which can cripple the
invisible hand and hinder the path to prosperity. But how can we do this in the
context of our present fiat monies?

Gold bullion has unique properties as a candidate for high-powered money for
which there is no equivalent under a fiat money system. It enjoys a large natural and
stable demand, and there are no close ersatz substitutes. Here are a few suggestions
by Brendan Brown: Reserves at the central bank, like gold, must not pay interest.
Obstacles to a vibrant use of cash in the economy should be demolished (e.g.,
antitrust action against credit card companies which use their power to force retailers
to accept their cards without charging fees, issuance of high denomination notes to
satisfy demand for these as medium of exchange). Bank demand for reserves (which
would be held voluntarily not as a legal reserve requirement) would be boosted by
the curtailing and ideally abolition of too big to fail, lender of last resort, and deposit
insurance (as above).

In sum, the journey away from the 2% inflation standard to sound money can be
driven only by a strong political momentum in its favor. There lies the challenge. It is
plausible that the political momentum would be greatest after an episode of deep
monetary failure. But where this failure has had as most visible consequence asset
market boom and bust rather than high goods and services inflation, it is notoriously
difficult for advocates of sound money to put together a winning coalition. There are
so many potential scapegoats against which popular rage can be directed by parties
with an alternative agenda (to sound money)—and it is not at all obvious through all
the fog that unsound money was enemy no. 1.

In their article, Unintended Consequences of ECB Policies on Europe’s Periphery,
Hoffman/Cachanosky wants to show that in particular the Mises-Hayek or Austrian
business cycle theory (ABCT) has been rediscovered to explain what went wrong.

“Economists at the Bank of International Settlements were among the first to warn
central bankers about global credit booms and worrisome financial imbalances in the
2000s, suggesting that—in line with Hayek’s work—holding inflation at bay alone
does not guarantee long-term macroeconomic stability” (Hoffmann/Cachanosky). In
the spirit of this research, the authors revisit the unintended consequences of the
European Central Bank’s (ECB) low interest rate policies with a focus on the
periphery countries of the European Union (EU) since the 2000s, from a modern
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Austrian perspective. To this end, they draw heavily upon their own empirical and
theoretical work in which they augmented the Mises-Hayek theory to consider risk,
explain (recurring) international credit cycles as well as resource misallocations.
They show, however, that ECB policies were not successful in stimulating bank
lending and investment. The main beneficiaries of holding rates at low levels are
governments, who use the financial leeway to delay painful reforms. The authors
suggest that the ECB’s policy has unintentionally slowed down the recovery in the
crisis economies and worsened Europe’s growth prospects since 2009.

According to the Austrian School, aggressive ECB policies may fail to restore
confidence necessary to bolster a takeoff of investment and lending—at least in the
short run as malinvestment is not undone during the recession. The fear of outstand-
ing structural adjustments may result in a lower innovation and growth potential of
the crisis economies and lead to a further decline in natural interest rates. In their
conclusion the authors contend that “among these credit boom theories, the Austrian
theory emphasizes how monetary policy mistakes may trigger unsustainable credit
booms and increase the depth and duration of the subsequent crisis.” In particular,
they apply the Austrian, or Mises-Hayek, business cycle theory and the law of
unintended consequences.

Absent established bailout institutions, the ECB had become the main player in
dealing with the complex evolution of the crisis. Moreover, ECB policies coincide,
for instance, with new regulatory initiatives that may be counterproductive as well as
governments that are unwilling to reform. However, the authors have provided
evidence that, in contrast to its objectives, the main beneficiaries of ECB policies
seem to be governments. As governments find it easier to refinance, the ECB
provides them with leeway to delay unpopular reforms. Rather than successfully
combating the crisis, ECB policy, thereby, unintentionally increases crisis duration
and (indirectly) prevents a sustainable takeoff of the European economy.

In the introduction of his contribution, The Failure of ECB Monetary Policy from
a Mises-Hayek Perspective, Glinther Schnabl remarks

It is shown how since the turn of the millennium an overly expansionary monetary policy
contributed to unsustainable overinvestment booms in the southern and western periphery of
the European Monetary Union, and more recently in Germany. To explain idiosyncratic
business cycles within the euro area before and since the outbreak of the European financial
and debt crisis, the overinvestment theories are combined with the literature on optimum
currency areas and on the role of fiscal policies in a monetary Union. Therefore, a timely exit
from the ultra-expansionary monetary policy is recommended.

The causes and consequences of cyclical and structural imbalances within the
European Monetary Union based on the monetary overinvestment theory by Mises
and Hayek are analyzed. The overinvestment theory allows us to identify an overly
loose monetary policy as a reason for unsustainable overinvestment and speculation
booms. To understand the heterogeneous economic development within the mone-
tary union, the overinvestment theory is combined with the theory on optimum
currency areas.

Schnabl proceeds to discuss the Monetary Overinvestment Theories and Boom-
and-Bust Cycles. He explains the reasons for the European financial and debt crisis
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and the implications of monetary policy crisis management. A lasting stagnation and
zombification in the crisis countries was the result. It is a counter hypothesis to
views, which see—based on Keynes—the European financial and debt crisis (euro
crisis) as the outcome of a random shock, like De Grauwe contended in 2011. It also
contradicts the views that the gradual decline of growth rates in the industrialized
countries including the member states of the European Monetary Union is due to a
savings glut originating in ageing societies and an exogenous gradual fall of the
marginal efficiency of investment. Schnabl concluded that the monetary policy of
the European Central Bank is from a Mises-Hayek perspective a failure in several
regards. He gives the following reasons:

Firstly, the ECB’s overly loose monetary policy stance is at the roots of the
unsustainable investment, real estate, and consumption booms in the southern and
western euro area countries (and beyond), which have triggered the still lingering
European financial and debt crisis (euro crisis). Secondly, the time-varying emer-
gence of crisis in the different parts of the European Monetary Union is due to a
constructional flaw of a heterogeneous monetary union with decentralized fiscal
policies. The Maastricht fiscal criteria have failed and are failing to indicate exces-
sive spending during the speculative upswings as unsustainable tax revenues were/
are produced. Thirdly, the attempts of the European Central Bank to cure the
European financial and debt crisis with zero and negative interest rates as well as
with extensive government bond purchases have paralyzed investment and growth in
all parts of the European Monetary Union. The reason is that the ECB’s monetary
policy rescue measures in combination with relatively tight fiscal policies stimulate
capital outflows, i.e., capital flight. Given the global low interest rate environment,
foreign investment has a large likelihood to become malinvestment and therefore to
become a quasi-transfer in favor of the debtor countries. Fourthly, because the
low-cost liquidity provision of the European Central Bank paralyzes productivity
gains and growth in the European Monetary Union, while at the same time having
redistribution effects, redistribution conflicts within the euro area have emerged and
are likely to further intensify. This is the case within every single euro area member
state, because the monetary policy rescue measures redistribute via asset markets
in favor of the older generations (at the cost of the younger generations). Further-
more, at a supranational level, the TARGET?2 system redistributes from Germany,
Luxemburg, Finland, and the Netherlands to a larger number of euro area countries,
which are more or less strongly in crisis mode. The large number of the recipient
countries of the TARGET?2 quasi-transfer mechanism explains the political accept-
ability of the monetary policy rescue measures in the board of the ECB. The danger
exists that because of this redistribution an exit of donor countries from the European
Monetary Union is going to be more likely in the course of time.

Government bond purchases of the European Central Bank should be ended at
once. The main refinancing rate should be lifted slowly but decisively to prompt a
gradual adjustment of banks, enterprises, and governments to the reconstitution of
the allocation and the signaling function of the interest rate. Only a tightening
of monetary policy will lead to a revival of productivity gains and thereby a recovery
of growth, which is the basis for real wage increases all over Europe. Only if market
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principles are restored, the fundament for integration, wealth, cohesion, and peace in
Europe will be reconstituted. His conclusion was that the monetary policy failure
will turn out to be a threat to the European integration process.

The article of Arkadiusz Sieron, Hayek and Mises on Non-Neutrality of Money.
Implications for Monetary Policy, contributes to the debate on the benefits and costs
of expansionary monetary policy, including that conducted by the European Central
Bank. The neutrality (or non-neutrality) of money is the key issue of monetary eco-
nomics addressed by each school of economic thought.

Each School of Economics emphasizes different causes of the non-neutrality of
money, such as price rigidity (new Keynesians) or incomplete information (new
classical economists). However, there is a consensus that money is non-neutral in the
short term.

The aim of this article is to examine the concept of neutral money in the light of
the Austrian school’s ideas. The author focuses on Hayek’s and Mises’s writings, as
these two economists presented the most far-reaching criticism of the neutrality of
money, showing that changes in the money supply are never neutral, even in the
long term.

Sieron also mentions the role of Cantillon ([1755] 1959), who provided the first
attempt to “trace the actual chain of cause and effect between the amount of money
and prices,” pointing out that the impact of a monetary injection depends on the
nature of the injection. This phenomenon—that Blaug (1985) calls the Cantillon
effect—makes money non-neutral, both in the short and long run.

In his conclusion Sieron examines the impact of neutral money. The Austrian
economists formulate strong arguments against the concept of neutral money. They
argue that the neutrality of money not only violates methodological individualism
but also cannot be actually achieved in the real world, partially due to the Cantillon
effect, which mainstream economists overlook. The non-neutrality of money should
be taken into account. Indeed, as one can read on the ECB’s official website “this
purpose is considered to be the natural role of monetary policy, since “monetary
policy can affect real activity only in the shorter term. But ultimately it can only
influence the price level in the economy” (ECB).

There are three main implications of the above analysis for monetary policy, in
particular for the ECB’s actions. First, the Austrians’ arguments for the non-neutrality
of money enrich the literature about the limits of monetary policy and strengthen the
case against the overly loose monetary policy conducted by the central banks,
including the ECB. From the Austrian perspective, the increase in money supply
does not lead to merely temporary changes but permanently affects the real side of the
economy. Hence, the non-neutrality of money is a strong argument against the view
that central banks should respond to real disturbances or changes in money demand,
as monetary inflation does not neutralize monetary deflation and undo its social
consequences, but as von Mises formulated, it “simply add[s] to it the social conse-
quences of a new change.” Second, the failure of central banks is to take into account
that the Cantillon effect leads to an underestimation of the negative effects of mone-
tary inflation, including quantitative easing. Third, the non-neutrality of money
postulated by the Austrian economists is a strong argument against price stability as
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the aim of monetary policy. According to mainstream economics, money is neutral
(introduced by Wicksell), and the increase in money supply does not affect the
economy, as long as the price level remains stable (Hayek). However, if money is
not neutral, monetary impulses always affect the economy. Hence, inflationary
monetary policy may entail negative consequences for the economy—such as busi-
ness cycles or asset price bubbles—even when the general price level remains stable.
This is because what matters for the economy is not a mere increase in the money
supply but also the channel of monetary inflation: the effects of monetary policies on
the real economy differ depending on the channels of monetary injections. Such a
disaggregated analysis of monetary policy and credit expansion in the spirit of
Cantillon’s seminal work (Cantillon [1755] 1959)—going beyond the large aggre-
gates (such as the general price level) and the focus on narrowly defined price
stability—would be a real boon to the development of monetary theory and monetary
policy conducted by the ECB and other central banks.

Erich Weede starts in his article, Managing Decline by Expanding Government:
The Case of Germany, with some considerations about human nature. In essence, he
argues that markets can handle human fallibility much better than governments and
that therefore limited government is a necessity. Thereafter there might be a short
discussion about econometric evidence demonstrating a link between economic
freedom or small government, on the one hand, and prosperity or growth, on the
other hand. Finally, he discusses the German climate and energy policies, the
rescuing of the Euro, and ultimately migration policies. Under Merkel, these policies
always rely on expanding government. This is likely to overburden Germany and to
lead to decline. Given the weight of the German economy in Europe, as well as the
geographic location of the country, German problems are likely to affect, or even
infect, all of Europe.

Human fallibility necessitates limited government and economic freedom.

Philosophy as well as all the social sciences, economics included, should start
from the insight of human fallibility, as formulated by Popper. What economists call
rationality is merely the atfempt to maximize benefits and to minimize costs. In
Weede’s view, one could go a step further: rationality is the attempt to cope with
human fallibility.

In different spheres of life, there are different mechanisms to overcome error or
poor solutions to problems. Competition on price and quality in the market serves a
similar function as do scientific debates or competition between parties in politics. It
is the easiest to institutionalize.

That is “why democracies choose bad policies” (Caplan 2007).

Expanding public decision-making or government has the following effects. As
outlined by Hayek, it makes the mobilization of individual knowledge much less
likely. Moreover, collective decision-making is a powerful impediment to inno-
vation, according to the economic historians Rosenberg and Birdzell. Economic
freedom and a capitalist market economy are synonyms. Following Hayek, one may
justify individual freedom by the insight in the limitation of human knowledge and
by hopes for unpredictable progress.
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The basic principle of a capitalist society is that everyone produces whatever
he/she wants. Liberty and entrepreneurship imply the opportunity to mobilize the
knowledge which is scattered across thousands or millions of heads. Since knowl-
edge cannot be centralized, capitalist societies are superior to planned economies.
Discussing the future of the Euro, Weede remarks that some time ago, Goldman
Sachs estimated German liabilities for Eurozone debt to be 949 billion Euros,
whereas the damage from the dissolution of the Eurozone for Germany might be
800 billion Euro (FAZ 2013: 23). We seem to have a choice between terror without
end or an end with terror. Inside the German government as well as outside of
Germany, the economic power of Germany is much overestimated.

Rescuing the Euro is likely to result in a catastrophic overburdening of future
generations living in Germany and other donor economies. The two ways of
transferring debt are from the voting generation to the next one. An inefficient
climate policy of a comparatively small country with a decreasing demographic
and economic weight in the world is more likely to contribute to overburdening the
German economy than to save the climate, as well. Inspired by Hayek, we have to
consider the limits of government. No one can seriously argue that government
enjoys a comparative advantage over private organizations in the provision of
charity.

One gets the impression that many politicians take the size of the burden they
place on taxpayers, consumers, and future generations as an indicator of their own
greatness and importance.

3 Part III

In the third part, “Proposed Monetary Reforms for the Future,” Jesis Huerta de Soto
attacks in his paper Anti-deflationist Paranoia the current anti-deflationist paranoia
from the point of view of the Austrian School of Economics. After discussing three
different types of deflation (that are deliberately provoked by the authorities, the
inevitable credit deflation after a crisis, and the good deflation based on increasing
productivity), Huerta de Soto answers one by one the standard arguments normally
given against deflation, concluding that in many instances they are defended by
specific political and pressure groups that only benefit from inflationary environ-
ments. Inflation is always very popular and precisely for that reason is so perverse
and does so much damage. Deflation, on the contrary, is not popular, but it is very
necessary to promote the necessary economic reforms and to discipline the behavior
of all the agents operating in the economy and the political arena.

No one can have failed to hear the widespread outcry that for months has been
sounding against deflation. In all the media we are met with a dismal, apocalyptic
scene in which deflation is the worst of all worlds. The voices most often heard
come from an amalgam of New Keynesians, or of neoclassical economists, or of
monetarists... Though they believe their views are diametrically opposed from a
theoretical standpoint, they nevertheless all agree that deflation is the worst of all
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worlds. Hence, there is a kind of phobia of deflation, a serious psychological illness
which Huerta de Soto calls a “anti-deflationist paranoia.”

According to Mises, deflation is a monetary change which consists of a decrease
in the money supply (Mises). Or, to put it another way, an increase in the demand for
money (to decrease supply is to increase demand).

Huerta de Soto explains the three types of deflation as follows:

First, deflation deliberately provoked by the state. The second is the inevitable
result after a boom. All recurrent, cyclical economic problems spring from this error
of institutional design, from this odious privilege granted to banks, by which they
can act outside general legal principles and neglect to maintain a 100 percent reserve
ratio on demand deposits. Consequently, the money supply behaves like an accor-
dion. Just as easily as it expands, due to the generation of “virtual” money, it later
contracts.

There is also a third type of deflation, which is “good” deflation.

An example of the first type of deflation is the most talked-about case: the
monumental error committed by the Chancellor of the Exchequer of the United
Kingdom in 1925, Mr. Winston Churchill. Churchill insisted on reintroducing the
gold standard after World War I, but at the pound’s gold parity prior to World
War I. This was a very grave error, because World War I was financed, as always, by
inflation. The market was flooded with sterling notes, which meant that the de facto
parity of sterling banknotes with gold fell dramatically. Many theorists claim it was a
great error, but the only error was that their opponents insisted on returning to the
gold standard at the pre-World War I parity. Of course, it was key to return to
the gold.

The second type of deflation is that which inevitably occurs in a system like ours,
which has rested on a fractional reserve ever since Peel’s Bank Charter Act of 1844.

The bubble leads to systematic errors of investment and seriously distorts the real structure
of the market, which is very dynamically efficient and reveals the investment errors sooner or
later. At that moment, a financial crisis erupts, because it becomes clear that a large number
of the loans banks granted during the stage of credit expansion were granted for unviable or
unsustainable investment projects. Deflation is inevitable. This is the second type of
deflation.

This is because economic agents discover that many of the investments they so
eagerly made during the bubble stage were pointless. In short, much of the virtual
money created during the bubble stage disappears, and the money supply inevitably
contracts in the form of deflation.

We simply hit a raw nerve when we point out that the origin of the crisis does not
lie in deflation (which everyone mistakenly identifies as the cause of the evils) but
rather in the previous stage, that of the speculative bubble. For this reason, the entire
banking system must be redesigned and a 100 percent reserve requirement esta-
blished on demand deposits and their equivalents. As he has already pointed out,
after every bubble, the deflationary process, which can be more intense or less, is
inevitable.

We also have the famous Japanese example, which is the one always cited to
scare us about deflation. We are told that because of its deflation, Japan has spent
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years without a recovery and with very insignificant growth. This is the crude, short-
sighted, erroneous argument of many who lack training in economics. Moreover, if
Japan has faced slight deflation (for in today’s colloquial terms, the drop in prices has
not been drastic) for over a decade, this deflation has not put the country in its
decidedly weak economic state (incidentally, the economic weakness is relative,
given that Japan has a huge amount of accumulated capital and any visitor to the
country can see how prosperous it is, especially with respect to 20 years ago). All
they have managed to achieve is to become one of the most indebted countries in the
world and to maintain their rigidity indefinitely.

The third type of deflation is when the money supply remains relatively stable,
and little by little, an increase in productivity occurs. It is then that the third
“deflation” scenario begins to unfold. This is why it is referred to as “good” deflation
and results from an increase in productivity with a relatively constant monetary
supply.

Even in the academic sphere, we must admit, as Mises did, that a sound, suitable,
and complete theory of deflation is sorely missing. To remedy this academic defi-
ciency, Professors Huerta de Soto and Philipp Bagus have devoted their efforts in
several writings.

One of the periods of the greatest prosperity in the United States began at the end
of the Civil War in 1865 and lasted almost until the beginning of the twentieth
century. It was a period of cumulative growth, year after year, of between 2 and
4 percent, with secular deflation, year after year, of around 1 percent. To wrap up, he
would like to finish with the following question: “What are the psychological and
sociological reasons for the hostility toward deflation? What is the origin of this
serious psychological illness called “anti-deflationist paranoia”?

Inflation is a drug. It is an extremely dangerous drug, a great and deadly temp-
tation for the whole social body.

Also delighted with inflation are trade unionists. Inflation covers their backs,
since the devastating effects of union policies, which tend to make the labor market
more rigid (artificial increases in wages, the minimum wage, etc.), are concealed in
an inflationary environment. However, in an environment of zero inflation, or of
deflation, these effects are fully exposed, and we immediately realize that such
policies, mentioned previously, are harmful.

Entrepreneurs are confronted by countless daily problems in their companies. If
they are offered a very cheap and easy short-term loan with flexible repayment
options, they all end up falling for it, just like they did during the bubble stage.

That is why inflation is so popular. That is why it is so perverse and does so much
damage. That is why it is a drug so lethal to society. And that is why deflation is so
necessary.

Chikako Nakayama in The reconsideration of Hayek’s Idea on the
De-nationalization of Money: Taking the Growing Tendency of Digital Currencies
in Consideration starts to recite the beginnings of Bitcoin.

At the end of the twentieth century in 1999, when there was no influential digital
currency yet, Friedman expressed his view in an interview, “I think that the Internet
is going to be one of the major forces for reducing the role of government. The one
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thing that’s missing, but that will soon be developed, is a reliable e-cash, a method
whereby on the Internet you can transfer funds from A to B, without A knowing B or
B knowing A.” Some interpret this statement to predict Bitcoin and praised
Friedman’s foresight. Here the author investigates some arguments on money,
focusing on the relation of money to the market concept of the Austrian School of
Economics, taking our contemporary development of digital money in view.

Growing tendencies of digital currencies include the birth of Bitcoin and its
impact. As is well-known, the idea of Bitcoin was originally shown in 2008 in a
paper by Satoshi Nakamoto whose personality, career, affiliation, or profile could
not further be detected. His paper was rather brief consisting of nine pages, not
published in any journal with peer reviews, but distributed to some mailing list as a
kind of design paper.

In 2012, the European Central Bank published a rough but schematically classi-
fying report on virtual currencies in general, placing Bitcoin in this context as one of
the most prominent cases “to compete against real currencies as a medium of
exchange.” But according to Nakamoto, transaction costs tend to increase to avoid
mediating disputes and fraud, even though it was still impossible to eliminate such
irregularity completely. The problem of high transaction cost might be popular
among many people who have a high cost of remittance, especially for payments
beyond national boundaries.

Nakamoto hence proposed an electronic payment system based on the crypto-
graphic proof, using a time stamp server for the whole chronological line of trans-
actions to protect both sellers and buyers. He emphasized that it then enables any two
willing parties to transact directly without any third party, which means cryptology is
the replacement for people’s trust in financial institutions. But the paper itself was
brimmed with rich ideas for further development in many directions so that by 2016,
the technology of cryptology of blockchain has become independently discussed for
its own potential, not necessarily being connected with Bitcoin. Some indicated—after
pointing out Bitcoin’s complexity, which makes it possible to describe it as a protocol,
a currency, a payment system, or a technology platform—that it is open-source
software at its core.

Antonopoulos, described Bitcoin as a network of frust “that could also provide
the basis for so much more than just currencies.”

“The realization that ‘this isn’t money, it’s a decentralized trust network. ..’
(Ibid.).” Perhaps he was cautious enough to distinguish between currency and
money, but it is evident here that his attention was laid more on the decentralized
network of trust than on the possible birth of a new digital currency.

Besides, the existence of the authority and power of nation-states to set the
currency plays an important role there, on which the whole international monetary
system is constructed. In order to analyze this point, Hayek’s treatise on this theme in
1976 has been the most important reference for those who have treated the theme of
Bitcoin. Money had gradually come to be seen to have three functions: as a medium
of exchange, unit of account, and store of value. These forms of money were
followed by the creation and development of the World Wide Web in the
mid-1990s, which engendered virtual communities and their own digital currencies,
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although other local, unregulated currencies had already existed before that. Finally,
Bitcoin was discussed as the heir of these successions in this overview.

The problem was, even though Bitcoin was originally planned only as a medium
of exchange, that is, to have only exchange value, it was possible that “the ‘mining’
activity .. .leads to money creation without the receipt of funds” (ECB 2012), and
“users of the system actually exchange real currency for computing bits”. But the
Japanese government, being remarkably unfamiliar with this problem, issued an
official statement in 2014 that they regarded Bitcoin neither as a currency nor as a
financial commodity, but taxable as a commodity under Japanese law. Then at the
end of April to May 2016, the Japanese government enacted a bill, with which
Bitcoin became defined as an “asset-like value.”

What Nakamoto originally strove for was to avoid double spending and the
intervening destruction by greedy attackers. The legal and social aspects of Bitcoin
bring us back to the issue of trust. It has been discussed as people’s belief, collective
belief, or confidence in money that makes the money valid and effective in a society.
According to Williamson, the concept of trust has been an elusive one for economic
theorists, especially those who laid importance on institutions and transaction cost.
He warned that it was redundant or misleading to use the term “trust” easily or its
absence where contractual safeguards or their absence was discussed. He then
classified three kinds of trust as the outcome of many different questions and
comments. Hence, she adds: “we ask whether this kind of semi-security of identity
would eventually be contradictory to the principle of a free market system as
Hayek had explored”.

The historical background of Hayek’s Denationalisation of Money in 1976 was
the following. It was a time when the international system of fixed exchange rate was
suddenly abandoned by the abolishment of the “gold standard”: the Nixon shock in
1971, the decisive crisis of the reserve currency of US dollar, which shook the whole
international economic system and was the catalyst for it to be reconsidered and
reconstructed. It was natural for economists to explore monetary issues funda-
mentally. Setting the problem in a way to question. What Hayek believed was that
“a fixed rate of redemption in terms of gold or other currencies ... prevented
monetary authorities from giving in to the demands of the ever-present pressure
for cheap money.”

Hayek’s motivation to write it was closely connected to his hopelessness of
“finding a politically feasible solution ... to stop inflation.” Hence, he gradually
went on to reach a somehow surprising idea that governments should be deprived of
its monopoly of the issue of money. This claim for denationalization of money could
be seen as Hayek’s declaration of political stance of liberalism against the state, with
the conviction against totalitarianism. Hayek claimed that we could not easily
change the system of money and credit arranged and controlled by governments.
He listed up three fundamental reasons for this.

The third was the large volume of government expenditure. Further he gave some
more detailed explanation of the first one there.

Money, which is current only because people have been forced to accept it, is
wholly different from money that has come to be accepted because people trust the
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issuer to keep it stable. Here his usage of the concept trust is remarkable. From his
statements, the national currencies in Europe were not recognized any more as the
only or the most trusted ones by more and more people, opening the possibility to
use dollars’ accounts there. For Hayek, “money is not a tool of policy. . . but it should
be part of the self-steering mechanism.” He argued that “competition would certainly
prove a more effective constraint, forcing the issuing institutions to keep the value of
their currency constant,” a deviation from Hayek’s expectations. For example,
Friedman gave the following argument: “we have ample empirical and historical
evidence ... (that) private currencies which offer purchasing power security would
not drive out governmental currencies.” Hayek quoted this critical attitude of
Friedman and commented that he was surprised that Friedman had so little faith in
competition to make a better institution prevail.

But the discrepancy may come from other different ideas on the relation among
the trusted financial institutions which consist of private banks, the central bank and
the government, or in principle the state, instead of the government of the day, which
authorizes the whole system.

As this statement shows, Hayek’s long-term vision of monetary order was not the cutthroat
struggle for the only seat, but rather some peaceful plurality of good currencies with
communities using them being flexible and partly overlapping speculative directions,
which gave rise to the whole stories of offshore markets, tax havens etc. In this sense,
Hayek’s vision of the open market mechanism for competing currencies was not exactly
hitting the mark.

Vital is the reasoning of Chikako Nakayama with respect to the meaning of trust
in relation to market and transaction costs. Beyond the expectation of Hayek, as
Nakamoto explicitly stated, banks have to take appropriate measures for avoiding
fraud, disputes, conflicts, or any kind of troubles and for keeping the privacy of their
customers. These measures are necessary in order to gain people’s trust but inevi-
tably increase the transaction costs, some part of which banks impose on the side of
customers as a fee. Hence there came such attempts as Bitcoin to dispense with such
transaction costs once and for all. In other words, the question Bitcoin has raised was
whether the transactions within and beyond such institutional trust could in fact be
replaced by the cryptographic proofs.

Besides, the necessity for banks to keep the privacy of customers is contradictory
to the openness of all the information in the market of competing currencies Hayek
believed in. To gain people’s trust, banks make an effort to keep their information
secret, which would damage the transparency of markets and possibly induce illegal
transactions in some cases. It will not necessarily be a bank that keeps information
secret, and the way to secure the privacy in BTC against the intervention by
powers and institutions will match to this aspect.

Alistair Milne elaborates in his contribution Cryptocurrencies from an Austrian
Perspective the potentially fundamental reform of the monetary arrangements
through the usage of cryptocurrency technology by using a single mutually distri-
buted ledger for financial transactions.

He starts in his work by outlining challenges posed while restoring free markets
of money and credit according to insights of Austrian economics. As a solution, he
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acknowledges the need for a radical decentralization of payments without any need
for a state-controlled monetary base or centralized settlement. This could be accom-
plished with this novel technology commonly labeled “blockchain.” Therewith,
many of the key Austrian monetary policy objectives for monetary arrangements
could be fulfilled. Milne outlines the major elements as:

— Al commercial and central bank money takes form in a distributed, electronic
equivalent.

— Decentralization is achieved via a mutual distributed ledger.

— No subsequent settlement using central bank reserves.

— No distinction between the medium of exchange and money substitutes.

— Deposits not on the ledger but with the promise of immediate redemption on
demand into ledger money are loans at risk of potential temporary suspension or
permanent default.

— All payment instruments become mechanisms for instructing transfers of
ledger money.

— The central bank’s fiat issue is permanent and cannot be withdrawn, while com-
mercial bank issue is only temporary.

— Two mechanisms ensure repayment and prevent an inflationist exploitation of
money issue.

— Repayment onto the ledger is covered by a “triple lock.”

— Bank money so securitized is “overcollateralized.”

— Bank transaction deposits are no longer bank liabilities.

What role is played in this schema by information technology and cryptography?
The distributed ledger technology developed for cryptocurrencies such as Bitcoin
provides the essential decentralized immediate real-time accounting framework that
makes this schema workable.

Milne puts in his proposal special emphasis on the transition phase for this new
arrangement and proposes an imminent coordination role for the state which he
understandably attributes as a rather “impure” version of Austrian thinking. Hence,
there are limitations on anonymity since identities remain intact and payments can be
traced.

Milne also reflects in his work on the changing nature of the medium of exchange
while pointing out that Austrian monetary thinking makes a clear distinction
between the medium of exchange and money substitutes. Further, money, as a social
institution, is also not a creation of the state, but Milne acknowledges that still the
state may have the power to influence monetary arrangements.

Milne then dispels the two “myths” about cryptocurrencies. “One is that the
suggestion that an unpermissioned open-source cryptocurrency could serve as a
monetary standard outside of state control. A second is that current unpermissioned
cryptocurrencies could easily compete with established fiat currencies for wide-
spread use in everyday domestic exchange.”

Milne summarizes his arguments about these “myths™:
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All this indicates that the future of cryptocurrencies in the medium to long term will belong
to permissioned private sector alternatives—supporting much quicker and more resource
efficient processing with more flexible and practical governance that adapts to changing
economic and business circumstances.

This though is a quite different model; permissioning means also a need for
control of identities and therefore integration into existing banking networks based
on fiat currencies; so the outcome is not separate competing currencies but just
separate competing means of payments. Such developments may effectively chal-
lenge the market power of banks in payment and transaction services, but they are
not a fundamental change to monetary arrangements. The main exceptions where
unpermissioned open-course cryptocurrency may continue to develop are those
countries where governments seek to assert control over economic and social
activity, through controls on foreign exchange and other regulatory limitations on
financial transactions. There unpermissioned cryptocurrency are likely to continue to
be attractive as unregulated and unregulatable alternatives to repressed domestic and
international payments.

In a later part of the article, Milne describes operational details on how bank
payments are accomplished without settlements by using a mutual distributed ledger
and gives historical perspectives in order to make the key point that settlement is not
an inherent and indivisible aspect of payments.

He finally describes what implications for banking and bank regulations would
result and as such what the future role of the central banks could be. For this, the
prospects of the adaption are of utmost importance to Milne and elaborated accord-
ingly in the article.

Milne concludes that fundamental problems caused by state incursion into the
provision of money and credit can be addressed with a technological solution.
Cryptocurrency technologies allow to put all bank transaction deposits and fiat
money in a single “mutual distributed ledger” and therefore allow an almost com-
plete withdrawal of the role of the state in banking industry and the provision of
money and credit allowing a market-based response to our current monetary and
macroeconomic economic challenges.

Max Rangeley looks in his article Blockchain: The New Intellectual Battleground
in Economics at three key areas related to the Austrian School of Economics where
according to Rangeley blockchain will have a defining character. Blockchain not
only supports the tenets of the Austrian School of Economics but even overhauls
tenets of other schools of economics. In his contribution Rangeley looks firstly at the
Austrian School conception of the nature of money. Secondly, he takes a look at
Hayek’s notion of the fatal conceit and, thirdly, looks at Austrian business cycle
theory and how blockchain will both lead to new thinking in this area and serve as a
natural complement to traditional Austrian thinking. So for Rangeley the battle is not
about whether blockchain will or will not become used but rather what type of
economy it will lead to.

In the first part, Rangeley starts with Menger’s discourse on the nature of money,
putting emphasis on how money arises out of the free market without the need for
state intervention. He then looks at the connection of the Austrian conception of
money and the blockchain technology.
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Taking Hayek’s book The Fatal Conceit as reference, Rangeley explains the
difficulties for a rightful adaption of this new technology due to the nature of the state
as described by Hayek therein.

He cites in his part also a remarkable speech from the Deputy Governor of the
People’s Bank of China Fan Yifei with “Digital currencies have shown considerable
promise...[our research] suggests that the best way to take advantage of these
innovations is for central banks to take the lead, both in supervising private digital
currencies and in developing digital legal tender of their own.”

Then Rangeley reflects on how blockchain impacts characteristic features in the
Austrian Business Cycle-Theory of Boom-and-Bust and asks: How does this new
technology fit to the theory? For him the changes in the ledger system are not a
continuation of the familiar technological “disruption” similar to retailers selling
online rather than through catalogues or movies being streamed over the Internet
rather than television, but rather a philosophical shift in the very nature of what
constitutes money and credit.

Counter to the traditional economics discourse, the Austrian tradition looks at
time preferences which must be coordinated by interest rates just as prices coordinate
preferences for goods in other parts of the economy rather than the procyclical
tightening during a recession according to mainstream economics.

Rangeley continues to build his case for Bitcoin by pointing out that “if radical
monetary policy such as negative interest rates is continued to being pursued by
central banks then more widespread trading on blockchain(s) would make sub-
stitution out of the currency viable and easy, likely forcing a tighter monetary policy on
the central bank.”

He then looks at Friedman’s critique of Hayek’s The Denationalisation of Money
“pointing out that there is no law preventing voluntary exchange between two
parties using any medium they choose and yet the adoption of competing currencies
has not been widespread.” Rangeley identifies the cause in no realistic alternatives to
the current monetary ledger structure prior to Bitcoin.

On a blockchain-based economy, what constitutes “money” would be conti-
nuously evolving, and therefore consumers and firms could easily move out of a
central bank currency into a near-money asset on the blockchain such as gold—a
commodity with which one would currently not be able to pay for goods at the local
supermarket but which would likely have a high degree of moneyness on a
blockchain economy. The European Central Bank supports this idea with their
view that a substitution effect could be deleterious to monetary policy instruments:

In this regard, a widespread substitution of central bank money by privately issued virtual
currency could significantly reduce the size of central banks’ balance sheets, and thus also
their ability to influence the short-term interest rates. Central banks would need to look at
their existing tools to deal with this risk (for instance, trying to impose minimum reserve
requirements on virtual currency schemes).

From an Austrian School position, the matching of time preferences through
normalized interest rates will lead to a capital structure which reflects the desires and
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constraints of consumers in complementary time periods. As Mises put it with
respect to the gold standard, which also restricted credit creation:

In a market economy the rate of interest has a tendency to correspond to the amount of this
difference in the valuation of future goods and present goods. True, governments can reduce
the rate of interest in the short run. They can issue additional paper money. They can open
the way to credit expansion by the banks. They can thus create an artificial boom and the
appearance of prosperity. But such a boom is bound to collapse sooner or later and to bring
about a depression.

The gold standard put a check on governmental plans for easy money. It was impossible to
indulge in credit expansion and yet cling to the gold parity permanently fixed by law.
Governments had to choose between the gold standard and their—in the long run disas-
trous—policy of credit expansion.

Credit markets on a blockchain free of influence by central banks would likely
take a different form to even Austrian School-inspired “free banking.” Hayek’s
Conceit of Knowledge prefigured the idea that we should not try and predict the
exact nature of how genuinely free credit markets might develop on a blockchain
substrate, but we can take it as an assumption that the underlying economic nature of
interest rates will not change; people and institutions will lend to each other at a rate
that reflects the demand and supply of savings as well as, of course, the credit-
worthiness of the borrower.

For Rangeley’s proposition it matters that the interest rates are set by the free
market rather than by central banks. As long as this is the case, then any credit
markets taking place on blockchains will serve to mitigate the effects of artificial
credit expansion by central banks and help to realign time preferences once a
recession arrives. If the standard Austrian axioms are accepted—that resources
must be reallocated following a recession so that the capital structure can return to
an undistorted state, that further stimulus will delay this necessary adjustment, and
that the best way to achieve the reordering is through the unhampered interactions
between agents in a free market—then the ability to trade on blockchains using
assets that are not manipulated by a central bank will accelerate the readjustment
process and will mean that it can occur with greater transparency.

Rangeley concludes, “Blockchain technology constitutes one of the most inno-
vative developments in ledger systems since the invention of modern accounting
techniques during the Renaissance. It is already bringing about, and will continue to
bring about, significant changes not only in how we use money but in how we
conceptualise money itself..[. . .]..blockchain technology complements the Austrian
framework and in fact realises some of the concepts which have hitherto not been
given sufficient attention in economics such as competing currencies.”

As blockchain technology develops and the related protocols become increas-
ingly optimized and more widely used, there will be increasing attention to Austrian
School ideas with respect to money. Some of the very ideas that are axiomatic
to Keynesianism, at least with respect to monetary policy, become not just imprac-
tical but increasingly nonsensical as blockchains become more widely adapted in
finance and other sectors. Monetary stimulus, one of the cornerstones of modern
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macroeconomics, will become increasingly untenable if trading on private block-
chains occurs more frequently as it relies on central bank manipulation of the money
supply. This is likely to happen not just because people wish to use another form of
“money,” but because trading in general on blockchains will be more efficient and
hitherto unthought of money systems will be increasingly embedded into these
new frameworks.

For the neoclassical synthesis, this implies a weaker economy as monetary
authorities will increasingly lack the ability to stimulate the economy through
interest rate manipulation and other instruments of monetary policy; for the Austrian
School, it will mean the possibility of a revitalized economy as interest rates become
increasingly set by the market and monetary “stimulus” becomes impossible, thus
allowing free exchange and genuinely free markets.
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Mises developed a new theory of money and banking that he fit into the subjectivist
value theory developed by Carl Menger. He also provided numerous suggestions
and clarifications to specific theoretical questions. Thus he placed the general theory
of subjective value on the foundation of the logic of choice; he developed a
subjectivist classification system of money as well as a systematic theory of the
causes and effects of monetary prices; he researched the international impact of the
changing supply of and demand for money and became a pioneer in international
monetary economics; he studied the principles of price formation in unorganized
markets; and he criticized mechanistic approaches to the quantity theory of money
and to value theory, index number theory, as well as the theories of the Currency
School and the Banking School. Last but not the least, he developed a famous crisis
theory, arguing that the artificial expansion of the money supply has a tendency to
lead to intertemporal imbalances within the production structure.
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1 Historical Background

The importance of Mises’ monetary theory can be stated in one phrase: it rebuilds
classical monetary theory on a completely new and more solid foundation, thus
awakening it out of the slumber into which it had sunken after 1844 and making it
relevant again for political decision-making. We shall therefore start off by consider-
ing the peculiarities of classical monetary policy and the causes for its decline.
For simplicity’s sake, we will begin with Adam Smith.

1.1 The Classical Revolution

Smith is the founding father of classical economics. His fame derives from the fact
that in The Wealth of Nations, he had convincingly argued that aggregate wealth is
not dependent on the level of monetary expenditure. While he considered the use of
money to be an indispensable precondition for a widespread division of labor, he
saw the amount and extent of monetary expenditure as irrelevant. Aggregate wealth
could only grow as a result of an increase in the division of labor and of a higher rate
of savings for the purposes of capital formation. In his view, wealth does not increase
through the availability of a larger supply of money or by more extensive monetary
expenditure. Therefore, all measures and policy interventions aimed at increasing
either of these variables were effectively pointless.

With this perspective, Adam Smith opposed what he called “mercantilism,” a
doctrine that had been dominant for centuries. According to mercantilism, the level
of monetary expenditure was the central driving force behind economic develop-
ment. Governmental authorities tried to increase monetary expenditure by using a
variety of measures, such as providing as much support as possible to banks for the
purposes of creating money. Above all, government spending was seen as one of the
most important causes of national wealth. Supporters of this doctrine rejected any
demands for a more frugal government and for greater limitations on state activities.
In their eyes, such demands were the outgrowth of stubbornness, unworthy of
Her Majesty’s subjects.

Adam Smith and his followers, the classical economists, reduced mercantilism to
ashes. This was not an overnight revolution. It was the result of a long-winding battle
of ideas, stretching out over several decades. Eventually there was a political
breakthrough for classical liberalism in the period between 1840 and 1870. In
monetary policy, too, the classical approach came to be applied. Since the quantity
of money was seen as irrelevant, the primary goal in monetary policy was to provide
the market with unadulterated silver and gold coins. The role of the state should be
limited to that of an overseer, or rather, a guarantor of the coinage. Essentially, the
money stock should be regulated through a competitive mining industry with
minimal influence by the state.
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In the decades following 1840, the classical approach received opposition before
being completely discarded. This decline was only made worse by theoretical
shortcomings, and, in turn, practical failures.

Adam Smith’s intellectual edifice suffered from two weaknesses related to price
theory. First and fundamentally, he believed that the price of goods was determined
primarily by the production costs and only indirectly by supply and demand. Using
this incorrect assumption as his basis, Smith made a second and fatal error when
analyzing the particular case of convertible paper money (promissory notes).

According to Smith (1994 [1776], Bk. II, chap. II, pp. 318f), the issuance of such
paper money could not lead to a lasting increase in the total money stock and in the
price level. Smith believed that convertibility should ensure that paper money has the
same purchasing power as the corresponding specie or precious metal, and these
values would be objectively fixed by the production costs. Since the purchasing
power does not change, the overall demand for money would also remain unchanged.
If, for some reason, the banks began to increase the total amount of money by putting
more paper money into circulation, then there would not be any domestic demand for
this new money. The superfluous money units would then be exported. The problem
is that promissory notes do not enjoy the same trust abroad as they do domestically.
Therefore, it would not be possible to export these notes. Instead, the corresponding
amount would have to be exported in the form of precious metals. The issuance of
additional promissory notes is thus accompanied by a reduced use of precious metals.
One medium of exchange (specie) is displaced by the other medium of exchange
(paper money). According to Smith, this would not have a lasting impact domesti-
cally on the overall money supply and demand. For this reason, he saw the introduc-
tion of convertible paper money as desirable. An expensive good (gold) could be
replaced with a cheap good (paper), and the resources saved in this process would be
diverted elsewhere to increase the overall wealth of the nation (ibid., pp. 320-322).

The influence and authority of Adam Smith was so great that it took two major
debates before economists began to liberate themselves from his errors. However, as
we shall see in the following section, his misconceptions were compounded by
additional errors that arose in the wake of those debates. Ultimately, the reputation of
classical monetary theory declined, and the old theory of mercantilism, the one
Smith fought against, made a resurgence, first in economic policy before finding its
way to academia.

1.2 The Bullion Controversy

The first of these debates—the so-called Bullion controversy—took place in the first
decade of the nineteenth century in the British House of Commons (Cannan 1925;
Hollander 1910-1911). During the Napoleonic Wars, the Bank of England
suspended gold payments and increased the issuance of notes considerably as a
way to finance the wars. The natural consequence was an increase in the price of
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goods and the emergence of a premium on gold. Bank representatives did not want to
admit this relationship, though. They thought that it was not possible to put so many
notes into circulation that it exceeded public demand. This dispute, which involved
David Ricardo and Henry Thornton (see Thornton (1939 [1802]), ended with the
publication of a report by an appointed parliamentary committee. The Bullion Report
of 1810 found the Bank’s issuance of notes caused the prices of goods to rise. The
Bank was able to put more notes into circulation than the public needed because it
had suspended the redemption of issued notes. It was, therefore, recommended to
restore the convertibility to gold back to the prewar level as soon as possible. This
recommendation was implemented in 1821.

The question remained whether the issuance of convertible notes might also lead
to an increase in the overall money supply and its potential resulting consequences.
This was especially applicable to notes, which were backed either not at all or only
partially by the corresponding gold stocks in the vaults of the issuers (fractional-
reserve principle). Were these notes added to the circulation of money (increasing
the quantity of money), or did they simply displace the gold that would have been
used in their place (leaving the overall quantity of money unchanged)?

During the period between 1820 and 1870, these questions became the focus of
intense debates on monetary and banking policy going on throughout the Western
world. These debates included the opposing schools of thought of the Currency
School and the Banking School (overview in Claassen 1970, pp. 7-21).

1.3 Ricardo and the Currency School

The ideas of Ricardo and Say were the origin of the Currency School. Their
doctrines dealt much more thoroughly with monetary theory than those of their
teacher Adam Smith. They included two especially important insights. First, they
emphasized much more clearly that changes in the money supply do not lead to
lasting advantages and disadvantages to the overall economy but do affect specific
sectors within the economy. The increase in the money supply was associated with
an income and wealth gain for certain economic actors, which was counterbalanced
by the corresponding losses of other actors. In particular, Ricardo (1992 [1817],
p. 247) rejected the notion that the Bank of England had provided aid to commerce in
general by lending “money below the market rate of interest.” Rather, in his eyes, the
overall effect of such lending was that “a part of the traders of the country are
unfairly, and for the country, unprofitably benefited, by being enabled to supply
themselves with an instrument of trade at a lesser charge than those who must be
influenced only by a market price.”

In the public lectures given in the 1820s at the College de France, Jean-Baptiste
Say explained that the issuance of uncovered promissory notes was the true cause of
the first modern banking crisis in Europe, the British “Panic of 1825.” According to
Say, the additional notes had entailed an excessive easing of financial terms for
firms: “The directors of many firms have been able [...] to extend the size of their
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firms in disproportion to their capital.”' The extension of the money supply led to a
discount of the notes as compared to specie, and thus the owners of the notes rushed
to the banks for redemption. This forced the banks to scramble for cash. They no
longer extended the credits as they had routinely done before, and this ruined the
successful operation of all those business extensions that had been initiated thanks to
cheap credit and which depended on ongoing credit to keep going. Thus the banking
crisis turned into an economic crisis, forcing firms to panic sell the products they had
on stock, spurring unemployment and entailing widespread bankruptcy (see Say
1852, p. 475).

Ricardo died in 1823 and Say 9 years later. At this point, the pernicious effects of
the fractional-reserve principle were barely visible. In the subsequent decades, there
were numerous banking crises, and the teachings of Ricardo and Say attracted more
and more followers, who assembled themselves into the Currency School.” These
economists drew practical conclusions from Ricardo’s doctrine. They emphasized
that variations “in the amount of currency [i.e. promissory notes, JGH] are seldom, if
ever; the original and exciting cause of fluctuations in prices and in the state of trade”
(Jones-Loyd 1857, p. 167). Anticipating hereby the twentieth-century analyses by
Irving Fisher, Maurice Allais, and many other economists, they argued that, even
though the issue of uncovered promissory notes usually was not the initial cause of
such fluctuations, it did nevertheless “exert a considerable influence in restraining or
augmenting the violence of commercial oscillations” (ibid.). They frequently
suggested a strict level of proportionality between the money supply and the price
level. Their political ambitions primarily focused on reducing the issuance of
unsecured notes. In the words of Samuel Jones-Loyd (Lord Overstone), “not only
must that paper be convertible into metallic money, but the whole of its oscillations
must be made to correspond exactly, both in time and amount, with what would be
the oscillations of a metallic currency, as indicated by the state of bullion” (ibid.,
p. 138). This principle is known as the “currency principle.”

They did, however, believe that they would also be able to do without the same
restrictions on unsecured demand deposits and bank overdrafts since their use was
more as credit than money. These belonged to “the ordinary banking business of
deposit and discount” (ibid., p. 122).

"The full passage reads as follows: “La crise commerciale qui a eu lieu en Angleterre est propre 2
faire sentir les inconvénients qui peuvent naitre de cette faculté illimitée de multiplier I’argent de la
circulation. Les banques ont abusé de cette facilité et se sont servies de leurs billets pour escompter
une trop grande quantité d’effets de commerce. Les chefs de beaucoup d’entreprises ont pu, au
moyen de ces escomptes, donner a leurs entreprises une extension disproportionnée avec leurs
capitaux” Say (1852, pp. 474f).

°In Great Britain, members included among others Thomas Joplin, James McCulloch, Mountifort
Longfield, Richard Torrens, and Samuel Jones-Loyd; in Germany, Wilhelm Tellkampf, Philipp
Geyer, Carl Knies, Otto Hiibner, and Otto Michaelis; and in France u.a. Henri Cernuschi and Léon
Wolowski (see Smith 1990 [1936], p. 145).
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1.4 The Banking School

The members of the Banking School® responded that the Currency School was
greatly mistaken in postulating a fundamental difference between banknotes and
demand deposits. The fallacy of this idea became obvious when considering that
demand deposits, too, can be used (via checks) as a means of payment. The only
difference here was the form of money: demand deposits were scriptural money or
accounting money. But there was no material difference as compared to banknotes.

They also emphasized that there was no mechanical connection between the
money supply and the price level, an assumption frequently held by economists of
the Currency School. A 10% increase in the money supply would by no means entail
arise of the price level by exactly 10%. It was not even certain that they would rise at
all. The reason was that the price of goods was not singularly influenced by the
money supply, or the quantity of money, but also by the demand for money (by the
hoarding of notes and demand deposits). If, for example, the supply and the demand
of money rose simultaneously and at the same rate, then the overall price level would
remain unchanged.

With these considerations in mind, the economists of the Banking School devel-
oped their central thesis. They argued that uncovered (but convertible) bank
money—whether in the form of notes or of demand deposits—could play an
indispensable role in the economy and, therefore, that it should play such a role. It
was precisely because such money could be created for free and so to say out of
nothing that the available amount of money could be constantly adapted to meet the
demand for money. Quite in the spirit of Adam Smith, they pointed out that, in a
competitive environment, the supply of money could never deviate permanently
from the demand for money. Unwanted bank money—meaning money that no one
would want to hold on to—would eventually be returned to the issuers who would
redeem it for gold (law of reflux). On the other hand, any additional money demand
would be reflected in additional loan requests, and the banks could then fulfill these
requests through an increase in the money supply without affecting the price level.
Hence, it was precisely the creation of uncovered bank money that would make the
money supply “elastic” and closely match the money demand, while adhering to
money rigidly backed by metals would have led to a rollercoaster of rising and
falling prices for goods.

Additionally, the Banking School advocates argued there were two other conse-
quences that were highly desirable from the classical perspective. The first was that
expensive precious metals would be replaced by low-cost bank money. The second
was that the creation of money would lead to an increase in the savings rate. Indeed,
each unit of money that was kept in circulation (rather than flowing back to the

3In Great Britain, members included among others Thomas Tooke, John Fullarton, James Wilson,
and H.D. Macleod; in Germany Adolph Wagner and Leopold Lasker; and in France Charles
Coquelin, Jean-Gustave Courcelle-Seneuil, Michel Chevalier, and J.E. Horn (see Smith 1990
[1936], p. 145).
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issuer) was after all held by someone, and this someone thereby demonstrated his
desire to save rather than consume this part of his wealth.

1.5 Peel’s Act and the Consequences

The dispute between the two schools of thought ended with the provisional victory
of the Currency School, which put its stamp on the Bank Charter Act of 1844,
otherwise known as Peel’s Act after the prime minister at the time Robert Peel. The
law sought to cap the circulation of banknotes while leaving deposit banking largely
unregulated. To put a lid on banknote production, the Bank of England’s banknote
monopoly was strengthened, and the other banks were press-ganged into managing
demand deposits rather than issuing their own notes. No special arrangements were
made for the creation of deposits out of thin air, however. Here the commercial
banks were able to go and act as they pleased.

What happened next is only too clear in retrospect. Deposit banking continued to
experience exponential growth through the creation of uncovered accounting
money, which was handed out to its beneficiaries in the form of credit (see Fig. 1).
This in turn implied a weakening of the liquidity of the banks. The less prudent
banks defaulted periodically, resulting in repeated crises of the entire banking
system. The first of these large crises, in the years following 1844, occurred in
1848 and was initially attributed to the year’s unique historical circumstances. In the
following years, however, events repeated outside of a revolutionary atmosphere.
There were banking crises in Great Britain and several other countries in 1857, 1866,
1873, 1882, 1893, and 1897.
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Fig. 1 M1 components in England and Wales, 1689-1913. Data source: R.E. Cameron et al.
(1967, p. 42), quoted from Mathias (1983, p. 460, Table 39)
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Peel’s Act did not meet its high level of expectation. In spite of the capping of
note circulation, there was still a cycle of bull and bear markets. Banking crises
continued and actually became more volatile. The failure of the Currency School’s
theory in practice undermined its reputation, as well as that of Ricardo, and ulti-
mately led to the decline of classical economics as a whole.

1.6 A New Orthodoxy

The lessons of the Banking School were now on the upswing, especially theories
related to elastic currency and the expediency of stable prices. In the course of the
nineteenth century, there was growing evidence that banking crises were embedded
in price fluctuations (Juglar 1862; Fisher 1963 [1911]). This led to the idea that a
crisis could be avoided by stabilizing the price level as much as possible. To achieve
this end, an elastic bank money was essential, since gold production followed the
demand for money only slowly and indirectly. Without bank money, the money
supply would constantly lag behind its demand, especially in a dynamically growing
economy, leading to a tendency for the price of goods to fall. This was precisely the
tendency that prevailed throughout the nineteenth century on the British Isles (see
Fig. 2). In the aftermath of the international banking crisis of 1873, this price-
deflationary tendency became equally dominant on the continent.

During the last quarter of the nineteenth century, the ideas of the Banking School
became dominant in Western monetary thought. Their outstanding representatives
up to World War II include John Stuart Mill, Alfred Marshall, and D.H. Robertson.
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Fig.2 Evolution of UK CPI, 1800-2013. Data source: ONS, dataset MM23, long-term indicator of
prices of consumer goods and services; Jan 1974=100
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Even up until today, this doctrine is the basis for the practice of central banks and is
fairly unchallenged in most university curricula.

And also another idea with origins in the Banking School now became ever more
popular. We have already pointed out that the economists of the Banking School
interpreted the increased holding of money that resulted from the ex nihilo creation
of money as increased saving. In the eyes of their opponents, this was one of the
most serious errors of the Banking School. If this view were correct, then any
increase in the amount of money would almost automatically entail an increase in
the savings rate. After all, there was always someone who was holding each unit of
money in circulation. Thus there could be “savers” who had not in fact saved any
part of their income but simply received a bank loan created from nothing. That is the
exact opposite of Adam Smith’s doctrine. The overall wealth of society could then
improve not only by a frugal lifestyle and restrained consumption but also by the
more comfortable way of money creation.

In response to this objection, the economists of the Banking School, just as Adam
Smith before them, brought up the real bills doctrine. The creation of money, they
claimed, is not baseless or “from nothing.” It is by no means an arbitrary action by
commercial banks. On the contrary, the creation of credit is simply a reflection of
simultaneous events in the real economy. Banks grant credit only if an appropriate
collateral is provided. For example, if a hat manufacturer finishes 100 hats and sells
them to retailers for the total price of 1000 thalers, then on the basis of this exchange,
the bank can create a sum of 1000 thalers (e.g., in the form of scriptural money) and
issue a loan. The newly created money “represents” the real value of the 100 new
hats and is therefore ultimately a real economic variable. This, the champions of the
Banking School claimed, would also be in line with classical economics. A real
good, in the form of a subsistence fund, has been established first, and, as a result, its
monetary equivalent could then be lent out.

1.7 Departure from Classical Economics

The aforementioned objection from the Currency School was also handled in a
completely different way. The Scottish jurist and economist Henry Dunning Macleod
agreed with the central element of that objection. He argued that the Currency School
was right in claiming that money creation ultimately springs from the initiative of the
banks. It was not a mere reflection of any previous or simultaneous events happening
in the real economy. Bank loans do not “passively” follow any occurrences within the
real economy. The banks were not simply middlemen who facilitated the flow of one
person’s savings to another person’s project. Banks created loans that were not based
in prior savings.

While Macleod and the Currency School agreed on this point, they radically
differed when it came to assessing its economic significance. The economists of the
Currency School believed that loans without savings were some sort of foul play. In
a natural economy, loans depended on savings. True savings were made out of
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revenue earned, in the context of a given overall money stock. A portion of that
money stock was saved in cash, and a portion of these cash savings would then be
used for loans. Clearly, things were quite different when loans were made by
creating money out of thin air. In this case there were not any true savings involved.
For the Currency School, this was not an advantage but a major shortcoming. Such
loans were not a stroke of genius to dispense with the necessity of savings before
granting loans. They were a questionable banking practice that was likely to lead
straight to payment defaults and crises.

Macleod completely disagreed with this assessment. In a monetary economy, he
argued it was not the case that part of the money stock was saved and then part of
these savings were passed on as credit. In fact, the causal link was the exact opposite.
Granting credit was not just a possible allocation of available money. It was its
actual origin. By its very nature, money was a form of credit. It was a right, a claim
on other people (see Macleod 1856, 1889, p. 82).

With this line of argumentation, Macleod made a radical departure from classical
economics. As we have seen, the Banking School held the somewhat original
interpretation that money creation was a reflection of real economic savings. But
just like the Currency School, it did not doubt the foundational dependency between
savings and investments. There could be an increase in investment only through
increased savings. Macleod reversed this cause-and-effect sequence. It was not
demand deposits that led to credit but rather credit created from nothing that led to
demand deposits.

Macleod presented these ideas in a very polemical form, and because of this, his
writings were often met with rejection. Yet the practical failures of the Currency
School created fertile ground for his theories. At the time, the principles of the
Banking School were the leading doctrine, but this new orthodoxy had a rather
obvious weak spot: the artificial interpretation of money creation as “saving.” Just
like the Currency School, Macleod underscored this weakness, and his approach
offered a radical but intellectually appealing alternative to the discredited Currency
School.

In the following decades, this approach was further developed, especially in
England and the German-speaking world, and eventually led to a triumphant resur-
rection of mercantilism. Josef Alois Schumpeter, Albert Hahn, and John Maynard
Keyes laid the most important milestones of this process.

Schumpeter (1911) argued that financing credit from nothing was intimately
related to entrepreneurship as well as to the crises of the capitalist economies.
Bank credit out of thin air paved the way to innovation, and innovation entailed
adjustment crises of rival companies working with outdated technology. An eco-
nomy that grew steadily and organically was, therefore, an unattainable ideal.
Growth was primarily caused through innovative breakthroughs, but these could
not be had without crises.

Hahn (1920) and Keynes (1936) pushed Macleod’s approach to its logical
conclusion. It was not savings that led to (credit-financed) investment but (credit-
financed) investment that led to savings. Thus they had finally arrived at the exact
antithesis of classical economics. If investments could easily be made without
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saving, then it would be superfluous to explore profound theories on the real
economic importance of foregoing consumption. The classical concepts of a
“wage fund” and of a “subsistence fund” (the sum total of all funds saved from
consumption and available for investment) thus fell into oblivion. After the World
War II, they were mentioned in textbooks only as a curious idea of the nineteenth
century (see Braun 2012, 2014). Previously, cutting consumption was considered an
indispensable prerequisite for the production of goods. Now it appeared to be
superfluous, at best. More realistically, it appeared as a potential disruptive factor.
After all, at least some part of income that was not spent on consumers’ goods would
not be spent at all, but hoarded, with corresponding losses for “aggregate demand”
and thus for production.

From a Keynesian perspective, saving is an individualistic luxury with potentially
adverse consequences for broader society. Just like their mercantilist predecessors,
Keynesian economists tend to reject all bourgeois demands for a frugal lifestyle as
self-serving and a danger to the public.

Hahn (1949) later recanted his fallacies. Keynes never did. He devoted much of
his energy to hammering out a supposedly new economic philosophy, which, upon
closer inspection, was a newer edition of the exact same fundamental concepts that
had already been rejected by Adam Smith. According to Keynes, there was not
enough money spent on the free market (“aggregate demand” was too low), and thus
production remained below its potential capacity. The state could remedy this
problem by providing entrepreneurs with suitable information (and also through
propaganda and media manipulation if necessary) to boost optimism. It could also
pursue redistribution policies to favor groups that typically spend more money than
regular taxpayers. It could inflate the money supply by controlling the central bank.
Finally, it could also spend more money itself, particularly, by putting macroeco-
nomic investments under its supervision and control (socialization of investments).

1.8 Welcome to State Dirigisme

In 1936, Keynes published The General Theory of Employment, Interest, and Money
triumphantly bringing Macleod’s approach and the older related ideas of John Law
(1705) into the world of academic economics. But the “Keynesian Revolution” had
even more far-reaching dimensions. Keynesian-style “dirigisme through the printing
press” was also connected to various radical intellectual movements of the nine-
teenth century that had not made it into the mainstream debates of their own times.
The classical economists had not paid any attention to these advocates. They had
dismissed them as money cranks.

More than 100 years before Keynes, pioneers in socialism had recognized that
socialism could be realized relatively easily and without resistance if the state
controlled the banking system. They saw the creation of a central bank as a decisive
step in the fight for central economic planning to improve overall efficiency against
the “anarchy” of the market.
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The leaders in this school of thought were Barthélémy Prosper Enfantin
(1796—-1864) and Saint-Amand Bazar (1791-1832). Both were fierce adherents of
the philosopher Henri de Saint-Simon (1760-1825), who advocated for a
performance-orientated egalitarianism or meritocracy. With the help of the central
bank, the Saint-Simonians wanted to make sure that all available resources were
actually used; and that they were used by people who in their (the Saint-Simonians’)
opinion would use them most sensibly (see Enfantin et al. 1831).

In the revolutionary year of 1848, Karl Marx and Friedrich Engels published their
Communist Manifesto (1848), in which they presented similar considerations and
demands. At the same time, the socialist anarchist Pierre-Joseph Proudhon also strongly
recommended the creation of a central bank at the time. Unlike the Saint-Simonians and
Marx-Engels, however, he was by no means recommending state-controlled (and
paternalistic) governance over all economic processes. On the contrary, he believed
that a central bank would allow for an unlimited amount of money and could therefore
resolve all financing issues. The bank should rather be an instrument of individual
emancipation from the constraints of scarcity.*

Sixty years later, Rudolf Hilferding (1947 [1910]) argued that there was no need
to bring about the centralization of money and banking through political inter-
ventions. It was an inevitable tendency inherent in mature capitalism.

Keynes (1936, Chap. 23) avoided mentioning these socialist forerunners to his
readers. He only highlighted such predecessors who, from a technical rather than
ideological standpoint, argued that savings, and especially money hoarding,
represented a hindrance to economic development. This included Thomas Malthus,
Silvio Gesell, and John A. Hobson. Keynes also spoke favorable of Clifford Hugh
Douglas, although he considered his criticism of interest rates to be excessive.

2 A Masterpiece from Vienna

When Ludwig von Mises began developing his Theory of Money and Fiduciary
Media in 1906, the classical approach to monetary theory had already been pushed
into the background for quite some time. The dominance of the Banking School was
challenged only by a few old men who were somehow “left over” from the previous
era. Younger scholars typically adhered to the principles of the Banking School, and
some of them had started walking in the footsteps of Macleod and Marx.

“The exchange between Proudhon and Frédéric Bastiat (1863) is worth reading because both
positions are expressed in a particularly clear and eloquent manner.
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2.1 The Austrian School of Economics

At the time, Mises was a regular participant of a seminar taught by Eugen von
Bohm-Bawerk at the University of Vienna. Bohm-Bawerk had achieved interna-
tional fame through his book Capital and Interest (Bohm-Bawerk 1921). He fully
adhered to the classical thought on the wealth of nations. In the same way as his
mentor Carl Menger, he worked on rectifying and strengthening the ideas of Adam
Smith. Bohm-Bawerk spent even less time than Menger dealing with monetary
theory. And up until the 1880s, there had been little reason, due to the prevalence
of classical economics. Even the disputes between the Currency and Banking
Schools appeared to simply be an argument within the classical approach. At the
beginning of the twentieth century, however, the movement inspired by Macleod
became progressively stronger, and this also brought the ideas found in the
nineteenth-century socialist underground onto a broader stage for the first time.

Bohm-Bawerk’s seminar provided a fertile ground for the confrontation of these
great intellectual movements, for it counted in its ranks three young pioneers of the
twentieth-century monetary theory: Rudolf Hilferding, Josef Schumpeter, and
Ludwig von Mises. Hilferding and Schumpeter were fully committed to the new
lines of thought. Their writings solidified and accelerated the general departure from
classical economics. Ludwig von Mises had also started off by following the con-
temporary mainstream. In 1903, however, he discovered Carl Menger’s Principles of
Economics (Menger 1871) and thereafter lost his former convictions.

Mises now recognized the importance of Adam Smith and understood the great
improvements that Smith’s doctrine had received from the hands of his countrymen.
He also saw ample room for similar improvements in the field of monetary theory
and the urgency with which they were needed. Therefore, he chose this field to make
his own contribution. He started working on a Habilitation thesis in monetary
theory, which he eventually published in 1912 under the title Theorie des Geldes
und der Umlaufsmittel.” A revised second edition was published in 1924, and this
edition was then translated into English and first published in 1934 under the title
Theory of Money and Credit.

Initially, Mises planned on giving a systematic exposition of his encompassing
new approach to monetary economics. He wanted to begin with the fundamentals of
value and price theory and then build on these foundations to present the theory of
money. The approaching First World War partly destroyed his plan. Mises feared
that there would not be enough time remaining to complete his work as planned.
Therefore, he resolved to postpone work on the fundamentals and instead focus on
questions related to monetary theory. It was not until many years later when he wrote
Nationalokonomie (1940), which later became Human Action (1949), that Mises

5The habilitation diploma is best understood as a professional license for professors who seek
employment in the universities of Central Europe. It is obtained on the basis of a comprehensive
habilitation thesis dealing with an entire field of inquiry (typically written after a doctoral thesis,
which deals with more narrowly defined problems).
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finally executed the original plan when he presented his entire doctrine as one
coherent whole (see Mises 2009 [1978], p. 95).

2.2 The Nature of Money

The first part of the habilitation thesis deals with some questions regarding value and
price theory that Mises envisaged in his original plan. The title of this first section is
“The Nature of Money,” but it also focuses on some deeper problems in value
theory. For example, Mises discusses the arguments of Irving Fisher, who claimed
that there are quantitative laws of the utility of goods. Mises (1981, p. 218) dismissed
this theory, and more generally he rejected the notion that quantitative constants
exist in the economy.

Carl Menger had shown that the subjective value judgments of acting persons
were at the very heart of price theory. Starting from this insight, Mises sought to
build his theory of money prices. The first step was acknowledging that the forma-
tion of money prices depends on the nature of the specific type of money that was
being exchanged. Therefore, it was necessary to first classify the various forms of
money in a way that corresponded to the particularities of their valuation and price
formation (Fig. 3).

Mises, much like J.B. Say (1841, Chap. XXX, 1852, Chap. XVII), made a clear
distinction between “money in the narrower sense” and “money substitutes.”

Money substitutes are “perfectly secure and immediately convertible claims to
money” (p. 65), much like token coin, a promissory note issued by a bank, or a
demand deposit held at a commercial bank. The value of these substitutes is derived
entirely from the legal obligation the issuer has to exchange or redeem them at the

Money
in the broader sense

Money Money
in the narrower substitutes
sense / \
Commodity Credit Fiat Money Fiduciary
money money money certificates media

[ /IN

Preci Other
o Fiat Fiat  Fiat 100% 100% 100% 0% 0% 0%
notes bank token Notes Bank Token Notes Bank Token
deposits coins deposits coins deposits coins

Fig. 3 Classification of monetary goods according to Mises. Source: Hiilsmann (2012, p. 34)
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owner’s request and, of course, on the safe expectation that this obligation will be
fulfilled. One might think that redemption would be particularly secure if the
relevant substitute were 100% covered by a corresponding monetary sum held by
the issuer (Mises refers to such a substitute as a “money certificate”). But according
to Mises, even those substitutes that are not actually covered at all (he calls them
Umlaufsmittel or “fiduciary media”) can be redeemable and secure monetary claims.
It all comes down to the personal or subjective perspective of the money users. Such
uncovered monetary substitutes can therefore be exchanged, too, and their prices
would result from the same mechanisms as the prices of the money certificates
(although the quantitative exchange relationship would be different).

In contrast to monetary substitutes, the value of money in the narrower sense
(which today is commonly referred to as “base money”) does not spring from a legal
obligation to redeem it into other goods. Mises distinguished three main categories
of base money: commodity money, credit money, and fiat money.

It is not necessary to discuss these distinctions in detail. Let us rather underscore
the punch line. Mises argued that the forms of money—which alone are relevant
from the point of view of value and price theory—have nothing to do with the
physical properties of the goods that are used as money. For example, precious
metal coins are not in and of themselves already money in the narrow sense. They
can be base money, if they are subject to independent valuation. They can also be
money certificates or fiduciary media, if money users have the expectation that these
coins can be redeemed into base money. The same thing holds true for any paper
note. It can be base money (paper money), but it can also be a money certificate or a
fiduciary medium. The physical properties do not indicate the economic character.
The latter derives from business practices, contracts, and legislation—in short, from
a man-made context in which the type of money is used.

As can be inferred from the original German-language title of his book—which
literally translates into “Theory of Money and Fiduciary Media”—Mises considered
fiduciary media to be a very particular and very important form of money.® Their
importance stems from the fact that they allow an almost costless and thus almost
unlimited extension of the money stock. This is quite different from the cases of
commodity money and of money certificates. The production of precious metals and
other forms of commodity money is costly, and thus, the amount of money in this
form cannot be increased as quickly and arbitrarily as desired. Similarly, money
certificates do not alter the total amount of money either since they are entirely
backed by base money. On the other hand, the production of fiduciary means is
limited only by accidental circumstances, such as a lack of coordination between
issuers (the banks) or banking regulations.

This was lost in the 1934 Batson translation, which rendered “fiduciary media” systematically as
“credit” and thus blurred some of the major distinctions that Mises stressed in his book. Credit and
fiduciary media are two very distinct phenomena, even though they are today (as in Mises’ time)
usually combined in the practice of banking. Mises stressed that there can be credit without
fiduciary media and that fiduciary media do not need to be issued via credit. On the problems of
the Batson translation, see Hiilsmann (2012, pp. 32-34).
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In the third part of his work, Mises examines the consequences these facts have
for economic activity. This leads him to address the great questions that had already
held center stage in the debate between the Currency and Banking Schools. It leads
him to fully espouse the “currency principle” while correcting the numerous mis-
tak