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CThe “Trae” Money Supply (ThMS), developed by Pro-
fessor Murray Rothbard and myself,' is an admittedly im-
perfect attempt to provide a statistical measure of money
that is consistent with the theorerical definition of money
as the peneral medium of exchange in sociery)

Measures of the 1.5, money stock in current use in
economic and business forecasting and in applied cconom-
ics and historical research are flawed precisely because they
are not based on an explicit and coherent theorerical con-
.eption of the essential nature of money, Given the all-

¥ crvasive role of money in the modern market economy,

existing money-supply measures therefore tend to impede,
rather than te facilitate, a clear understanding of che paste
or future development of actual cconomic events. Each
one of the familiar ser of M's calculated by the Federal
Reserve Syseem, for example, both excludes some items
that are identiliable as money by our definition and in-
cludes other items that lack the essential properties of a
general medium of exchange.

As the general medium of exchange, money s a good
universally and routinely accepred in exchange by markec
participants; or, put another way, it is the one good chat is
rraded for all other goods on the marker. One importane
implication of this facc—and an importanc empirical cese
of whether or not a thing can ke counted as money—is thae
maney serves as the final means of payment in all transactions.
For instance, credic cards are not counted as part of che
TME, because use of a credic card in the purchase of a good
docs not hnally discharge the debt created in the current
transaction. Instead, it gives rise to a second credit transac-
tion that involves present and future monerary payments.
Thus the issuer of the card or lender is now bound to pay
the seller of the good immediately with money on behalf
of the card-holder or borrower. The lateer, in turn, is
ohliged ro make a monetary repayment of the loan to the
issuer ar the end of the month or ac a larer date, ar which
time the rransaction is finally compleced.’
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In the case of a paper fat money, such as the curcent
LS, dollar, there is a second rest char can be applied o
determine whether a particular trem should be counted in
money supply statistics. Unlike any pood produced in the
market, including a commoditry money, whose quanriries
are ultimately determined by the interaction of supply and
demand,” the guantity of government fiat money (hut not
irs purchasing power) ar any point in time is determined
solely by decisions of suppliers of the good, i.e. government
central banks, withour respect to the desires and acrions of
the demanders. The fact that money is routinely accepted
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as the final means of payment by all participants in the
market means that fiat money can be literally lent and

spent into existence regardless of the public’s existing de-
mand for it. For example, if an additional quantity of Fed =

notes is printed up and spent by government on various
goods and services, an excess supply of money will tempo-
rarily be created in the economy. The initial recipients of
the new money will quickly get rid of the excess cash
simply by increasing their own spending on.goods; those
who eagerly receive the new money as payments in the
second or later rounds of spending will do likewise, in the
process bidding up the prices of goods, reducing the pur-
chasing power of the dollar, and, consequently, increasing
the quantities of dollars that each individual desires to
keep on hand to meet expected future payments or for
other purposes. In summary, any excess supply of fiat
money does not go out of existence, but is spent and
respent and continually passed on like a “hot potato”
throughout the economy until the surplus money is finally
and fully absorbed by the resulting increase in general
prices and in desired dollar holdings.’ It is this criterion
which is applied below in resolving the apparent inconsis-
tency of including demand deposits and money market
deposit accounts (MMDA’s) in the TMS, while excluding
checkable money market mutual fund (MMMF) equity
shares.

In what follows, I explain briefly why various items have
been included in or excluded from the TMS. To simplify
the exposition, | organize my explanation around the sev-
eral Fed definitions of the money supply and of total liquid
assets.

Components of M1

Currency in the hands of the nonbank public, i.e., ex-
cluding currency held by the U.S. Treasury, the Fed, and
in the vaults of commercial banks, is counted in the TMS;
precisely because it is the physical embodiment of the
generally accepted medium of exchange in the U.S. econ-
omy. Federal Reserve notes of various dollar denomina-
tions (as well as token coins and paper notes issued by the
U.S. Treasury) are the ‘“standard money” or ultimate
“cash” of the U.S. monetary system, having replaced gold
in this function, at least for American citizens, in 1933.

Demand deposits or checking account balances at com-
mercial banks and other checkable deposits, such as NOW
accounts held at S&Ls, are included in the TMS by virtue
of the fact that they are claims to the standard money
redeemable at par on demand by the depositor or by a
third party designated by the depositor. Despite the fact
that these deposits are only fractionally backed by cash or
immediately cashable reserve deposits at the Fed, their
instantaneous redemption at par value is effectively guar-
anteed by two factors. First there is federal deposit insur-
ance, which legally insures up to $100,000 of each and

every depositor at a given bank or thrift against loss, but
which, in practice, has almost always guaranteed the full
worth of all deposits, usually by subsidizing the merger of __]
an ailing institution with a healthy one.* Second and mor’” -~
importantly, there is the Fed itself, which, in its much —
publicized function as the “lender of last resort,” always
stands ready to head off a banking panic by simply printing
up and lending the needed quantities of Fed notes to banks
or thrifts unable to meet their demand liabilities.” For these
reasons, checkable deposits held at federally-insured banks
and thrifts are readily acceptable in exchange as perfect
substitutes, dollar for dollar, for Federal Reserve notes.?

In contrast, travelers’ checks issued by nonbank financial
institutions, such as American Express, are excluded from
the TMS because they neither are riskfree claims to imme-
diate cash nor serve as final means of payment in transac-
tions. What a travelers’ check represents from an economic
point of view is a credit claim on the investment portfolio
of the issuing company. The purchase of travelers’ checks
from American Express involves, in effect, a “call” loan by
the purchaser to American Express, which the latter
pledges to repay to the purchaser or to a designated third
party at an unspecified date in the future. In the meantime,
most of the proceeds of such loans are invested by Ameri-
can Express on its own account in interest bearing assets,
while a fraction is held in the form of demand deposits to-
meet anticipated payments of its travelers’ check liabiliti
as they “mature.” In exchange for the foregone interest
(and a small fee) the purchaser receives access to an alterna-
tive payments system which avoids the risk of loss associ-
ated with carrying cash payments and the potential delay
or nonacceptance involved with payment by personal
check drawn on a distant bank. But the travelers’ checks
themselves are not the final means of payment in a transac-
tion;’ the sellers who receive travelers’ checks in exchange
quickly and routinely present them for final payment at a
bank and obtain either cash or a credit to their demand
deposit accounts, with the sums paid out ultimately being
debited to the demand deposit account of American Ex-
press. Moreover, in the highly unlikely event that financial
reverses force the issuing company into institutional liqui-
dation, the holders of its outstanding stock of travelers’
checks would be, economically and legally, in the same
boat as debtholders of any insolvent business firm, having
no political guarantee of a dollar-for-dollar payoff of their
debt claims, such as that provided by federal deposit insur-
ance and privileged access to the lender of last resort.

Components of M2 Not Included in M1

Savings deposits, whether at commercial banks or thrift
institutions, are economically indistinguishable from de¢
mand deposits and,are therefore included in the TMS. -
Both demand and savings deposits are federally insured
under the same conditions and, consequently, both repre-
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sent instantly cashable, par value claims to the general
medium of exchange. The objection that claims on dollars
~ held in savings deposits typically do not circulate in ex-
\Fhange“’ (although certified or cashier’s checks may be

»

ally acceptable in exchange), while not unimportant for
some purposes of analysis, is here beside the point. The
essential, economic point is that some or all of the dollars
accumulated in, e.g., passbook savings accounts are effec-
tively withdrawable on demand by depositors in the form
of spendable cash." In addition, savings deposits are at all
times transferrable,” dollar for dollar, into “transactions”
accounts such as demand deposits or NOW accounts.”

The common-sense case for the inclusion of savings de-
posits in the stock of general media of exchange was co-
gently presented by the eminent German banker and econ-
omist, Melchior Palyi:

In their own minds, money is what people consider as

purchasing power, available at once or shortly. People’s

“Liquidity” status and financial disposition are not

affected by juristic subtleties and technicalities. One

kind of deposit is as good as another, provided it is
promptly redeemable into legal tender at virtual face
value and is accepted in settling debts. The volume of
total demand for goods and services is not affected by

the distribution of purchasing power among the di-

verse reservoirs into which that purchasing power is
(D placed. As long as free transferability obtains from
one reservoir to the other, the deposits cannot differ
in function or value. ..

A source of confusion is the identification of savings
deposits with savings. The former are no more and no
less ’saved’ than are the funds put on a checking
account or the currency held in stockings. In all three
cases, someone is refraining from consumption (for
the time being); in all three, the funds constitute ac-
tual purchasing power. And it makes no difference in
this context how the purchasing power is generated
originally: dug out of a gold mine, ’printed’ by a gov-
ernment agency, or 'created’ by a bank loan. As a
matter of fact, savings banks and associations do ex-
actly what commercial banks do: they build a credit
structure on fractional reserves."

Overnight repurchase agreements or “RPs” were devised
in the mid-1970s as a means of evading the legal prohi-
bition against the payment of interest on demand deposits.
They are, in essence, interest bearing demand deposits held
by business firms at commercial banks and therefore are
_included in the TMS. In a repurchase agreement, a firm, in

ffect, makes a loan to a bank which is collateralized by
T-"government securities. The bank “sells” government se-
curities to the firm with an agreement to “repurchase”
them the following day at a slightly higher price, i.e., to

“sw~readily drawn against such deposits and are certainly gener-

repay the loan plus interest. When the purchase or loan is
initially made, the bank debits the firm’s demand deposit
balance and credits its RP account by the amount of the
loan. On the following day, the bank repays the loan with
interest by reversing the process-and crediting the firm’s
demand deposit with a sum that exceeds the previous day’s
debit by the amount of the interest payment. Since the
loans are maturing daily, the firm has virtually instant
access to the full amount of its dollars on deposit with the

bank."

Overnight Eurodollars are counted in the TMS for the
same reason as overnight RPs: they are basically an ac-
counting fiction that permit U.S. banks to pay interest on
their business demand deposits and are therefore virtually
redeemable on demand. In the case of overnight Eurodol-
lars, deposits are made by U.S. firms in interest bearing
accounts at the Caribbean bank of a U.S. bank, where U.S.
interest-rate regulations have no legal force. The dollars
thus deposited plus interest earned are credited daily to the
firms’ demand deposit accounts held at the parent bank."

Money market deposit accounts, as a hybrid of demand
and savings deposits, are considered part of the TMS.
MMDAs are federally insured up to $100,000 per account,
feature limited checking privileges, and offer par value
cashability upon demand of the depositor.

Although MMMF share accounts at first glance look
like MMDA:s, they are clearly excludable from the TMS,
because they are neither instantly redeemable, par value
claims to cash, nor final means of payment in exchange.
This requires a brief explanation of the nature of

MMMFs."”

Each MMMEF share represents a claim to a pro rata share
of a managed investment portfolio containing short-term
financial assets, such as high-grade commercial paper, cer-
tificates of deposit, and U.S. Treasury notes. Although the
value of a share is nominally fixed, usually, at one dollar,
the total number of shares owned by an investor (abstract-
ing from reinvested dividends) fluctuates according to
market conditions affecting the overall value of the fund’s
portfolio.” Under extreme circumstances, such as a strato-
spheric rise in short-term interest rates or the bankruptcy
of a corporation whose paper the fund has heavily invested
in, the fund’s investors may well suffer a capital loss in the
form of an actual reduction of the number of fixed-value
shares they own. Unlike a check drawn on a demand de-
posit or MMDA,, therefore, an MMMF draft does not
simply represent a direct transfer of current claims to cur-
rency, but a dual order to the fund’s manager to sell a
specified portion of the shareowner’s asset holdings and
then to transfer the monetary proceeds to a third party
named on the check.” Note that the payment process is not
finally completed until the payee receives money, typically
in the form of a credit to his demand deposit.®




Another feature that distinguishes checkable MMMF

shares from demand depositsand MMDAs is the factthat -

the former cannot be permanently expanded beyond the
limit set by the public’s willingness to hold such assets. If an
excess supply of fund shares happens to emerge, the conse-
quence would not be the general rise in prices occasioned
by people’s attempts to rid themselves of surplus dollars
through increased spending.”’ Unwanted MMMF shares
simply go out of existence, as fund investors directly re-
deem them for money or use MMMF drafts to purchase
alternative investment assets or consumers’ goods. In the
extreme case, if the public suddenly preferred to invest
directly in the short-term credit market, without the inter-
mediation of managed mutual funds, checkable MMMF
shares would simply disappear from existence.

It is important to realize that the existence of MMMFs
does have an effect on overall prices in the economy, but
not because checkable fund shares constitute an addition
to the money supply. Rather, the liquidity and
checkability features of these assets permit their holders to
reduce the amount of money they need to keep on hand to
meet anticipated payments and to insure against future
contingencies. This is also true, as we saw, of credit cards,
which similarly provide their holders with access to an
alternative payments system that economizes on money. By
thus reducing the overall demand for money, MMMFs
and credit cards encourage a higher rate of aggregate
spending in the economy that results in a general rise in
prices. However, the price increase associated with a given
expansion of MMMFs is a “one-shot”” phenomenon, whose
magnitude is strictly governed by the corresponding reduc-
tion in the aggregate desired money balances of market
participants. This sharply contrasts with inflation, which
typically refers to a money-supply phenomenon involving
a persistent decline in the purchasing power of the mone-
tary unit that results from the creation of additional quan-
tities of government fiat money, which, in theory, is lim-
ited only by the onset of a hyperinflationary currency
breakdown.

Small-denomination time deposits refer mainly to feder-
ally-insured certificates of deposit (CDs) in denominations
of less than $100,000 and are excluded from the TMS
because they involve loans by the public to banks and
thrifts.? As time deposits, CDs nominally are not cashable
on demand, but are payable in dollars only after a contrac-
tually fixed period of time ranging from thirty days to a
number of years. However, the fact that issuing institutions
stand ready to redeem these liabilities in current dollars at
any time prior to maturity does constitute a theoretical
argument for their inclusion in the TMS at their current
redemption value. On the other hand, depositors do have
a strong incentive to abstain from cashing small CDs be-
fore their maturity dates, because issuing institutions typi-

cally assess heavy penalties—varying from forfeiture of

accrued-interest to loss of patt of the original principal—in

the event of premature redemption. The ultimate decision
to exclude this item was also heavily influenced by the(r/‘ “
practical problem of obtaining the data necessary to permit
a reasonable estimate of its value in current dollars, i.e., net
of penalty assessments.

Components of M3 Not Included in M2

Large-denomination time deposits, such as CDs issued
in denominations of at least $100,000, are bona fide time
liabilities, because they are not payable by the issuing insti-
tution before maturity.? Since they are not par value
claims to immediately available dollars, they are excluded
from the TMS. The same reasoning applies to the exclu-
sion of term RPs and term Eurodollars from the TMS. The
shares of “institution-only” MMMFs are excluded from

the TMS for the same reasons as the shares of the “general
purpose & broker/dealer” MMMFs included in M2.

Components of L Not Included in M3

U.S. Savings Bonds are instantly cashable at the U.S.
Treasury (or at banks and thrifts acting in its behalf) at a
fixed discount from their face value.* As U.S. Treasury
liabilities, moreover, their redeemability is “insured” by
the full faith and credit of the Federal government. U.S.
Savings Bonds are therefore included in the TMS at their_|
redemption value, because they represent secure and cur
rent claims against the Treasury for contractually fixed
quantities of the general medium of exchange.”” In fact,
U.S. Savings Bonds may usefully be treated as specific
claims against “Treasury Cash,” since this provides a ratio-
nale for the conventional omission of the latter item from
money-supply statistics.?

In contrast to savings bonds, short-term Treasury securi-
ties are not payable before maturity and are therefore

excluded from the TMS.
Memorandum Items

Three items which are not included in any Fed measure
of the money supply (M1, M2, M3) or even of overall
“liquidity” (L) find a place in the TMS. These are the
demand and other deposits held by the U.S. government,
foreign official institutions, and foreign commercial banks
at U.S. commercial and Fed banks.

The somewhat mysterious exclusion of these items from
money-supply measures is typically justified by one recent
writer who claims that the deposits of these institutions
“...serve an entirely different purpose than the holdings
of the general public” or are .. . viewed as being held for
‘peculiar’ reasons.”” This overemphasis on the particula:
“motives”’ for holding money, as opposed to the impor- "~
tance of the quantity of money itself, is one of the modern
legacies of the Keynesian revolution.”
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Moreover, there is nothing at all “peculiar” about the
reasons for which such deposits are held. As one modern
advocate of their inclusion in money-supply statistics
points out: i i :

" The Treasury’s deposits are not part of its reserve

against money that it has issued, but are rather part of
the general fund of the Treasury available for meeting
general expenditures. Qutput is purchased and taxes
are collected with the help of these deposits, and they
would seem to be as much a part of the money stock
with which the economy operates as are the deposits
of state and local governments, which are included in
adjusted demand deposits. Much the same may be
said of Treasury deposits at Federal Reserve Banks.

Also foreign-owned deposits at commercial banks are

included, so why not foreign-owned deposits at the

Federal Reserve?”

Finally, pre-Keynesian monetary theorists routinely and
properly counted “U.S. Government Deposits” in the
“Total Deposits” component of the money supply.® This
was and is the proper procedure, because it is variations of
the total stock of money owned by all economic agents that
are of vital importance in analyzing and attempting to
forecast inflation and business-cycle phenomena.
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from our medium-of-exchange perspective, Palyi goes too far afield by
including in the money supply “highly liquid” assets such as Treasury
securities of less than one year’s maturity, commercial paper and bank-
ers’ acceptances. On the other hand, we sympathize with Palyi’s appar-
ent support for the inclusion of the cash surrender value of life insur-
ance policies in money-supply figures. See Melchior Palyi, The Tuwilight
of Gold, 1914-1936: Myths and Realities (Chicago: Henry Regnery, 1972),
pp. 301-15. Albert G. Hart and Peter B. Kenen present a statistical
definition of “liquid assets of the nonbank public,” including U.S.
Savings Bonds and the “net cash values of life insurance,” which comes.—~
very close to the TMS. There are no significant omissions, and the onl{
clearly objectionable item is short-term government securities. See Al-
bert G. Hart and Peter B. Kenen, Money, Debt and Economic Activity, 3rd
ed. (Englewood Cliffs, NJ: Prentice-Hall), pp. 3-6.

®Actually, “Treasury cash” refers to the small amount of Treasury-
held gold which has not been monetized by the issue of gold certificates
to the Fed in exchange for Treasury deposits. Nonetheless, since this
“nonmonetized” gold stock may be converted into a stock of dollars at
any time, via the issue of gold certificates to the Fed, it may be consid-
ered a monetary reserve for the redemption of savings bonds. On Trea-
sury cash, see John G. Ranlett, Money and Banking: An Introduction to
Analysis and Policy, 3rd ed. (New York: John Wiley, 1977), pp. 60-67.

"Meyer, Monetary Economics, pp.26-27.

®In analyzing the Keynesian motives for holding money, Hart and
Kenen cogently argue that “We cannot divide the cash balance of a
given holder into definite parts representing each of these motives. ...
If, for example, he also has accumulated cash for speculative purposes,
he also has a margin of safety, so that his needs under the {precaution-
ary} motive are swallowed up in those under the {speculative motive}.
Besides, the different motives shade into one another. In analyzing
them, it is less important to keep them distinct than to keep track of the
common element that binds them all together—the adaptation of business
dealings to uncertainty.” (Hart and Kenen, Money, Debt and Economic
Activity, pp. 223-34.)

“Barger, Money, Banking and Public Policy, p. 53.

®See, for example: Edwin Walter Kemmerer, High Prices and Deflation
(Princeton, NJ: Princeton University Press, 1920), p. 27; Benjamin M. ™=
Anderson, Economics and the Public Welfare: A Financial and Economic
History of the United States, 1914-1946, 2nd ed. (Indianapolis: Liberty
Press, 1979), pp. 98, 183, 265; and Palyi, The Twilight of Gold, p. 36.
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1986 Nobel Prize in Economic Science
Awarded to James M. Buchanan

™ by
e Mark Thornton

Austrian economists rarely celebrate the annual selec-
tion of the Nobel Prize in Economics. With the exception
of EA. Hayek, Austrians have had precious little in com-
mon with past Nobel Prize winners. James Buchanan, the

1986 Nobel Laureate and founder of the Public Choice

school, is also a “fellow traveler” of the Austrian school.

The Royal Swedish Academy of Sciences awarded this
year’s prize to Buchanan for developing Public Choice
theory and for his study of Constitutional economics.
More specifically, for providing “explanations for political
behavior that resemble those used to analyze behavior in
markets.” This represents a radical and new perspective for
mainstream economics which tends to view the politician
as selflessly endeavoring “to achieve certain macroeco-
nomic or socioeconomic goals regarding employment, in-
flation, or growth rates.” Buchanan’s contributions have
been criticized in the popular press as trivial, and unimpor-
tant. He has been branded a right-wing conservative, an
ideologue, and a noneconomist. A proper assessment of
Buchanan’s contributions would show that he has had a

remendous impact on the economics profession. James

] ~suchanan has had a long and productive career. It has also

been a career riddled with controversy and confrontations.

The establishment of the Thomas Jefferson Center of
Political Economy with Warren Nutter was one of Buchan-
an’s earliest projects. Located at the University of Virginia,
the Center soon began to attract a large group of scholars
and graduate students, establishing itself as one of the most
respected economics departments in the country. For the
Virginia center, “market process was the focus of atten-
tion” developing such areas as property rights economics,
law and economics, and public choice. At the height of
Virginia’s success, a secret university committee was
formed to study the “political motivation” of the Center,
and to reestablish a “political balance” similar to Harvard
and Yale. James Buchanan and Gordon Tullock led the

exodus from Charlottesville.

In 1969, Buchanan and Tullock relocated at Virginia
Polytechnic Institute in Blacksburg, Virginia, while others
dispersed across the country. At V.PL the Public Choice
Society was formed and the journal, Public Choice was
started. .

The Public Choice Center soon began to attract some of
the finest minds from around the United States, establish-
ing V.PL’s economic department as one of the best. During
the 1970s the influence of Public Choice analysis began to
spread beyond the United States. Again, however, it was
the success of the Center that ultimately led to its down-
fall. The unorthodox nature of the Public Choice perspec-
tive soon conflicted with internal university powers who
sought changes such as more use of mathematics within

James M. Buchanan: 1986 Nobel Laureate




- the graduate ‘program. The conflict-ultimately led to-the =

decision in 1982 to move the Public Choice Center to
George Mason University. : B

Buchanan has continued to do battle with the main-
stream, which he refers to as “orthodox” economics. In his
study of a free society, Buchanan has found that one of its
enemies is the educational establishment which stifles the
pursuit of ideas in favor of its own collective self-interest.
He has also been critical of the use of mathematics and
empirical techniques as the primary tool for graduate edu-
cation.

Our graduate schools are producing highly trained,
highly intelligent technicians who are blissfully igno-
rant of the whole purpose of their alleged discipline.
They feel no moral obligation to convey and to trans-
mit to their students any understanding of the social
process through which a society of free persons can be
organized without overt conflict while at the same
time using resources with tolerable efiiciency. (“Politi-
cal Economy: 1957-1982,” in Liberty, Market, and State:
Political Economy in the 1980s, New York University
Press, 1986.)

Buchanan shares much with the Austrian school of
thought. Most importantly, methodological individualism
and subjectivism are his starting points for extending the
study of human action in the public sector. Viewing indi-
viduals in the public sector as self-interested (as Mises and
Hayek did) provides us with a much more realistic picture
of the world. Such works as Cost and Choice and LS.E.
Essays on Cost highlight Buchanan’s work on the subjective
nature of cost. His work has helped to revitalize the subjec-
tive nature of cost in the economics profession, to show
that this was an Austrian contribution, and to demonstrate
that the Austrian school was essentially correct in the
socialist calculation debate.

Much of Buchanan’s work in public choice and con-
stitutional economics is complementary to, or an extension
of, earlier Austrian contributions. The general Austrian
criticism of government intervention, that the planner can-
not calculate efficiently, is complemented by a major Public
Choice conclusion, that planners and bureaucrats have no
incentive to calculate efficiently. Buchanan also shares a
process, rather than equilibrium approach to the study of
economics. He is critical of the use of mathematical and
optimizing procedures while extolling the importance of
the history of economic thought and an understanding of
institutions in making the world we live in intelligible. A
deep sense of the importance of ideas and a commitment to
a society free of coercion place him right next to, if not
within, the modern Austrian tradition.

Although Buchanan has been described here as having
at least one foot in the Austrian camp, he has created and

developed a unique research paradigm.-Austrians, as a"
diverse school of thought, can find several points of dis-
agreement with Buchanan. : - e

Two main points of contention are Buchanan’s use of -
social contract theory and implicit agreement, and his
Knightian view of capital and money. Assuming implicit
agreement with the social contract does fulfill a commit-
ment to voluntary agreement, but it also places a heavy.
bias in support of the status quo. The Knightian view of
capital is to assume that capital is homogeneous, and can
be transformed into any final good or service. Austrians
view capital goods as heterogeneous, used for the produc-
tion of .specific consumer goods. The uniqueness of the
structure of capital plays a key role in the Austrian theory
of the business cycle.

Among the many people who influenced Buchanan’s
thought, Frank Knight and Knut Wicksell played major
roles. Buchanan studied under Frank Knight at the Uni-
versity of Chicago; he received his PhD in 1948 and was
one of only two people to receive a PhD directed by Knight
(the other was 1982 Nobel Laureate George Stigler).
Knight represented the major force on the side of free
markets in American academia during this period. The
work of Knut Wicksell, the famous Swedish economist,
proved to be an important starting point for Buchanan’s

r

contributions. It was while reading Wicksell’s untranslated |

works that Buchanan made some of his important insights{r‘z

Wicksell is also a subjectivist in the Austrian tradition (See

“The Stockholm School of Economics: An Annotated
Bibliography”, by Richard Ebeling in the Austrian Econo-
mist Newsletter, Vol.3, No.2)

Austrian criticisms aside, a complete study of Buchan-
an’s work would clearly show his pedestrian critics that
their claims are wrong. First, he is neither right wing, nor
left wing, but a self-described libertarian or classical liberal.
He is not an ideologue, but rather a searcher for knowledge
and truth, with a love for ideas. He is an economist among
economists, helping to create a whole new body of
thought. James Buchanan is an economist in the old sense
of political economy, in which men’s minds are focused on
the problems facing society.

continued from page 11

Austrian economics is a parasite on the mainstream, point-
ing out that while it is true that Austrians are critical of
mainstream methods, they have their own methods and
these methods have resulted in some of the most impor-
tant elements of mainstream economics, namely
marginalism and opportunity cost.

: : : a
After a short lesson in the history of economic thought, .

Colander retreated from his position that the Austrians

were parasites on the mainstream to describing the main-
stream as a parasite on the Austrian School of Economics!

’




The “Austrian Economics” of the Early

- Italian Economists
N LDy
., Robert W. McGee

Seton Hall University

The Austrian School of Economics did not develop out
of thin air. It built upon the work of a number of other
economists and philosophers going back as far as Aristotle.
Among the precursors of the Austrian School were a num-
ber of Spanish and Italian scholastic economists.

Several early Italian economists influenced the develop-
ment of continental European economic thought in the
centuries before Carl Menger. Gian Francesco Lottini
(1512-1572) had a rough idea that people value present
wants higher than future wants — the basis of time prefer-
ence theory. Bernardo Davanzati (1529-1606) applied sub-
jective value theory to money, and solved the “paradox of
value.” He also pointed out that the price increases of his
time were caused by the influx of gold from America, thus
anticipating the quantity theory of money. Geminiano
Montanari (1633-1687) had a fairly well developed quan-
tity theory of money, and realized that there is a subjective
factor involved in the valuation of money.

The Italian economist who had perhaps the most influ-
" Mce on the Austrian School was Ferdinando Galiani
'—(1728-1787). Born in Chieti, he became a leader of the
Italian Neopolitan School. His economic thinking was in-
fluenced by Aristotle, Davanzati, Locke and Montanari,
among others.

Galiani is most noted for his contributions to value
theory, interest theory and economic policy, topics that
were explored a century later by Menger, Bohm-Bawerk,
Jevons, Walras, Marshall and the German Historical
School. He recognized that there was a dichotomy between
utility and scarcity, a concept that had been kicked around
by philosophers since Aristotle. His most notable work, On
Money, was written when he was in his early twenties, but
was not widely read then because it was available only in
Italian. It is in that treatise that his interest and subjective
value theories were included. In the mid-nineteenth cen-
tury, Francesco Ferrara, another Italian, expanded on the
subjective value theory and, according to Buchanan (p. 27)
surpassed the subjective value theorists in some respects.

Value Theory. Galiani observed that a commodity’s price
regulates consumption, and consumption regulates price.
As the price of a commodity falls, the demand for it in-
creases, and vice versa. If a country producing and consum-

1g 50,000 barrels of wine is suddenly invaded by a foreign
army, the price of wine will go up because there are now
more people to drink it. The value of a good is not intrin-
sic; it is a calculation or ratio between goods that people

make in relation to other goods. Men compare one good to
another, and make an exchange only when their level of
satisfaction will be equal as a result of the exchange.
(Adam Smith and others have improved on this view, by
observing that an exchange takes place when the value
given up is subjectively less than the value received.) These
views seem elementary now, but they were not so elemen-
tary when Galiani made them two centuries ago.

He also recognized the existence of the elasticity of de-
mand. If the price of shoes increases, consumers can delay
purchasing a pair and continue to wear the shoes they
already have until the price comes down. But if the price of
grain rises, consumers will continue to buy bread anyway.
Otherwise, they would starve. The demand for shoes is
highly elastic, whereas the demand for gain is inelastic.
Marshall made a similar observation a century later.

Galiani also recognized the existence of a relationship
between the price of a good and a demand for it. Rich
people can afford a good that poorer people cannot. As the
price of a good decreases, people from the less affluent
income categories begin to purchase it, thus increasing
total demand. If the price rises, some of these people will
stop buying it. The rich make some purchases because it is
fashionable to do so, even though the good purchased has
little or no utility. It is fashionable to purchase diamonds,
and unfashionable to purchase water or air. That is one
reason why diamonds have a high price and water and air
have a low price (or no price). This example also shows
that there is a difference between value and utility. He
realized that value is not intrinsic but subjective. A good’s
price varies with the taste and purchasing power of each
individual.

Galiani was also aware of the law of diminishing mar-
ginal utility. When Davanzati stated that a living calf is
both nobler and cheaper than a golden calf, and that a
pound of bread is more useful than a pound of gold,
Galiani replied that “useful” and “less useful” are relative
concepts, and depend on individual circumstances. For
someone who is in need of both gold and bread, bread is
more useful. Choosing gold over bread in this case would
lead to starvation. But once the individual has eaten his fill
of bread, gold would be chosen over more bread. A single
egg would be valued more highly by a starving man than
all the gold in the world, and would be valued much less by
the same man who had just finished eating. Thus, Galiani
was aware of the ranking of goods, substitution of goods
and diminishing marginal utility, topics discussed by
Gossen, Walras, Jevons and Menger one hundred years
later. Menger was aware of Galiani’s views, as evidenced by
his citation of Galiani in his Principles of Economics (p. 296).

Interest Theory. Bohm-Bawerk pointed out that Galiani
was the first to see that interest was not a surplus, but is
instead a supplement that is needed to equalize service and




counter-service. According to Galiani, interest equalizes
present and future money. It is a means to compensate for
the palpitations of the heart that a creditor must endure
until the money is returned. It is a just payment to a
creditor for the risk taken. This payment is for the conve-
nience of the debtor, and compensates the creditor for the
inconvenience that is incurred by not having the money
for a certain period of time. The values are subjectively
equal, but numerically different because they are separated
by time. Bohm-Bawerk criticized Galiani’s theory because
Galiani viewed interest only as the price of palpitations or
the price of insurance. Bohm-Bawerk expounded on the
time preference aspect of interest, an area Galiani ne-

glected.

Economic Policy. Galiani believed that government gener-
ally should not interfere in the natural workings of the
economy. A government that attempts to stimulate all
sectors of the economy, agricultural and industrial, stimu-
lates nothing. Stimulation means that a particular sector is
given preference over the other sectors, and how can one
sector be given preference over another if all sectors are
stimulated?

Another aspect of his economic policy theory is that an
economic policy must be formulated by taking time and
place into account; an economic policy that may be appro-
priate in one country or at one time may be inappropriate
in another. Unlike the physiocrats, Galiani argued that
agriculture need not always be viewed as supreme. The
view that economic models must be adjusted for time and
place later became a basic principle of the German Histori-
cal School, the school that later debated the validity of
Carl Menger’s methodology. But, unlike the German His-
torical School, Galiani did not reject abstract theory.
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Southern Economics Association—1986

by
Mark Thornton

The 56th Annual Conference of the second oldest and
second largest professional association for economists dis-
played the growing interest in Austrian economics. Aus-
trian economists and “fellow travelers” participated in a
number of sessions and panel discussions that reflected
Austrian themes and interests. The convention was high-
lighted by a luncheon in honor of James Buchanan, the
1986 Nobel Laureate in economics, and by the election of
Austrian economist, Karen Vaughn as first Vice- President -
of the Association.

The luncheon in honor of James Buchanan featured
testimonials by the past, present, and future presidents of
the association: Robert Tollison, William Breit and Dennis
Muller. A major theme of the testimonials was Buchanan’s
success in light of his unorthodox paradigm and ongoins—
battles with mainstream economics, historicism, and th__, ;
American Economic Association, to name a few. They also
talked of Buchanan’s basic love of ideas, his search for
knowledge and truth, and his stubborn persistence as the
main ingredients in the success of establishing the “public
choice revolution”.

Elected as first Vice-President of the Association, Karen
Vaughn is the first Austrian economist to hold high office
in the Association in some time. She is currently the de-
partment chairman at George Mason University, home of
the Center for the Study of Market Processes and the
Public Choice Center. Her work involves a variety of Aus-
trian themes as well as study of constitutional economics
and the economic thought of John Locke.

Among the familiar names presenting papers were Jack
High, Larry Moss, Gerald O’Driscoll, Jr., Karen Vaughn,
and Leland Yeager. Two recent Austrian graduates and
Mises Institute Fellows, Don Boudreaux of Auburn Uni-
versity, and George Selgin of New York University, both
now at George Mason University, participated in two ses-
sions. The program also included Tom Dilorenzo, John
Egger, Thomas Humphrey, Richard Timberlake, and Law-
rence White. ™

L

Gerald O'Driscoll, formerly of New York University,
and now Senior Economist at the Federal Reserve Bank of
Dallas, presented his paper “Money: Menger’s Evolution-
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ary Approach,”
The paper, which details the importance of Menger’s in-

érpﬂlghts was discussed by Richard Timberlake of the Uni-

Yersity of Georgia. The paper was recently published in the
“winter issue of History of Political Economy.

Don Boudreaux, former editor of the Austrian Economics
Neuwsletter, presented two papers at the convention. In a
session on the History of Economic Thought he presented
(with co- author George A. Selgin) “L.A. Hahn: A Prede-

cessor of Keynes and Lucas”

his wife Katherine Boudreaux, entitled “The Effect of
Changes in the Average Length of Government Debt on
the Rate of Money-Supply Growth,” where they show that
not only the amount of debt but the length of the term of
government debt, has affected, and will affect, the behav-
ior of the Central Bank in inflating the money supply.

Leland B. Yeager, the Ludwig von Mises Professor at
Auburn University, also presented two papers; the first
one entitled “Confessions of a Former Floater,” reflected
the eroding confidence in the international currency and
financial markets to organize and control international eco-
nomic activity in today’s inflationary and protectionist
environment. The paper concludes with the suggestion for
a return to a fixed rate system, based on commodity

~oney. The B.EH. System, where the medium of exchange

separated from the unit of account, is offered as a possi-
ble solution.

Yeager also presented “The Significance of Monetary
Disequilibrium” in an invited session on Monetary Dis-
equilibrium and the Keynesian Diversion which was
chaired by Richard Timberlake. The session also featured
James Dorn, editor of the Cato Journal, who presented
“Clark Warburton on the Keynesian Diversion”. John
Egger, of the Institute for Research on the Economics of
Taxation, presented “Arthur Marget’s Catallactic Theory
of Money”, and Robert Hertzel, from the Federal Reserve
Bank of Richmond, “The Keynesian Departure from Clas-
sical Theories of the Money Supply Process”. Discussants
included Thomas Humphrey of the Federal Reserve Bank
of Richmond, Robert Keleher of the Federal Reserve Bank
of Atlanta and Anna Schwartz of the National Bureau of
Economic Research.

Karen Vaughn chaired an invited session on Spontane-
ous Orders and Social Institutions. Lawrence Moss of Bab-
son College presented “Joseph Storey, Spontaneous Orders
and the Practice of Judicial Reasoning” in which he
showed that Justice Storey, who believed in the evolution
~f law, could also “‘actively” speed this process up by using

ccessful elements of other legal systems. George Selgin

“presented “The Evaluation of a Wildcat Banking System”

(co-authored with Lawrence White of New York Univer-
sity). The paper investigated the development of institu-

in an invited session on Monetary Theory.

. In a session on Monetary
Theory and Policy he presented a paper, co-authored with

tions in an environment of free banking. The presentation -

combined a cogent methodological discussion with a mar-

ket process analysis to show that institutions would emerge

and evolve to stabilize a free banking industry. -

Other papers of interest were Thomas Dil.orenzo and
Jack High’s “Antitrust and Competition Historically Con-
sidered” and Catherine England’s “Agency Problems and
the Banking Firm: A Theory of Unregulated Banking®.
William Breit’s Presidential Address, “Biography and the
Making of Economic Worlds,” stresses the importance of
knowing the life of an economist in understanding and

“interpreting” theory—a hermeneutical tw1st to the his-
tory of economic thought!

Last but not least was a session on The Economic Mind-
Set, chaired by Frank Forman of the U.S Department of
Education. David Colander was given the task of defend-
ing the mainstream. Colander, critical of the mainstream
himself, found comfort in the fact that the mainstream
models are easier to teach and had “solutions”. He noted
that the mainstream techniques provide many jobs for
economists and an “excess capacity” of economists.in case
they were suddenly called on to solve some major crisis. He
initially characterized Austrians (and other “fringe” econo-
mists) as parasites, only viable as long as they criticize the
mainstream. His answer was to invite all the “fringe”
groups into the mainstream, to act in unison, and correct
all that is wrong with the mainstream from within.

Frank Forman’s paper “Beyond Mechanism and Spiri-
tualism,” was very complimentary to Austrian economics
but also argued for saving important elements of main-
stream thought. He sought the “middle ground” by re-
defining competition as “changing the production func-
tion”. The only discussant, Morris Coats of Nichols State
University, focused on this definition in his comments. He
invoked Kirzner in criticizing Forman’s definition of com-
petition, claiming that it was narrow and lacked “human
action”. After Jack High presented his “A Defense of Aus-
trian Economics,” the floor was open to discussion.

It became obvious in the discussion that followed that
the main point of contention was between Austrian eco-
nomics and the mainstream. Jack High admitted that he
would like to see more dialogue between the Austrians and
the mainstream but that it had to be a two-way street. He
went on to attack several issues in Colander’s discussion. In
particular, he contested the idea that increased employ-
ment for economists is a justification for mainstream eco-
nomics, or that Austrian economics is laden with value
judgments while the mainstream is not. He countered Col-
ander’s points by saying that economists from all para-
digms have value judgments, and that this is a good thing
because it provides an incentive to search out knowledge
and truth. He also rebuffed Colanders contention that

(Continued on page 8)
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Review of Austrian Economics

The long-awaited Review of Austrian Economics is now
available. The annual journal, published in hardback by
Lexington Books, is available from the Ludwig von Mises
[nstitute, from some professional bookstores, and from the
publisher. Editor Murray N. Rothbard and Associate Edi-
tor Walter Block have compiled a fine first volume of
original articles, review essays, and book reviews. The pur-
pose of the Review is to provide a forum for the discussion
of topics of particular interest to Austrian economists, and
of topics of general interest from an Austrian perspective.

The RAE is a refereed publication open to manuscripts
covering all traditional economic fields. Besides encom-
passing all strands of Austrian thought, the Review will
present “non-Austrian,” and even “anti-Austrian” view-
points of interest to Austrian economists. Brisk sales and
the large number of manuscript submissions for Volume
Two have already encouraged both the editors and the
publisher eventually to bring the Review out as a semi-
annual, and ultimately as a quarterly journal.
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