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Introduction

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

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

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

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

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



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

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

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

Hans E Sennholz
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Preface

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

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

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



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

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

HEnrY HazLITT
February 1978



Part 1
Overall View






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

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

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

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

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

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

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

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

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

Some Qualifications

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

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

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

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

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

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

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

Some Popular Fallacies

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

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

The rise of prices in the United States since 1939 is constantly
being attributed to a shortage of goods. Yet official statistics show
that our rate of industrial production in 1977 was six times as great
as in 1939. Nor is it any better explanation to say that the rise in
prices in wartime is caused by a shortage in civilian goods. Even
to the extent that civilian goods were really short in time of war,
the shortage would not cause any substantial rise in prices if taxes
took away as large a percentage of civilian income as rearmament
took away of civilian goods.
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