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From the President

The Great Austrian Inflation

BY RICHARD M. EBELING

ars always bring great destruction in their

wake. Human lives are lost or left crippled;

wealth is consumed to cover the costs of
combat; battles and bombs leave accumulated capital in
ruins; real and imagined injustices turn men against the
existing order of things; and demagogues emerge to play
on the frustrations and fears in people’s minds.

All these factors were at work during and after World
War 1. In addition, the “war to end war” resulted in the
dismemberment of many of the great empires in central
and eastern Europe. This war also brought about the
destruction of several national currencies in orgies of
paper-money inflations. One such tragic episode was the
disintegration of the Austro-Hungarian Empire and the
accompanying Great Austrian Inflation in the immedi-
ate postwar period.

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

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

But in the closing decades of the nineteenth century,
the rising ideologies of socialism and nationalism super-
seded the declining classical-liberal ideal. Most linguistic
and ethnic groups clamored for national autonomy or
independence, and longed for economic privileges at the

expense of the other members of the Empire. Even if the
war had not brought about the disintegration of Austria-
Hungary, centrifugal forces were slowly pulling the
Empire apart because of the rising tide of political and
economic collectivism.

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

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

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

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

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

Printing-Press Fiscal Policy

he Austrian government paid for its expenditures
Tthl‘ough the printing press. Between March and
December 1919 the supply of new Austrian crowns
increased from 831.6 million to 12.1 billion. By Decem-
ber 1920 it increased to 30.6 billion; by December 1921,
174.1 billion; by December 1922, 4 trillion; and by the
end of 1923, 7.1 trillion. Between 1919 and 1923, Aus-
tria’s money supply had increased by 14,250 percent.
Prices rose dramatically during this period. The cost-
of-living index, which had risen to 1,640 by November
1918, had gone up to 4,922 by January 1920; by Janu-
ary 1921 it had increased to 9,956; in January 1922 it

FThe Great Austrian inflation ‘

stood at 83,000; and by January 1923 it had shot up to
1,183,600.

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

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

audience:

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

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

But, alas, government monetary, fiscal, and regulato-
ry mismanagement prevented real economic recovery
before Austria fell into the abyss of Nazi totalitarianism
in 1938 and the destruction of World War IL. @
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— Perspective

Patently Unnecessary?

he idea that government should issue patents for

inventions is odd on its face. How can someone

claim an exclusive right in a “practical applica-
tion” of nature’s principles? Of course, an inventor can
have a right to an object. But a right to bar others from
using the application embodicd in that object? That’s
hard to accept. Property rights arise out of the finitude
of objects. Two people cannot use the same thing at the
same time and in the same respect. It is otherwise with
1deas. As Thomas Jefferson wrote,

He who receives an idea from me, receives instruc-
tion himself without lessening mine; as he who lights
his taper at mine, receives light without darkening me.
That ideas should frecly spread from one to another
over the globe, for the moral and mutual instruction
of man, and improvement of his condition, seems to
have been peculiarly and bencevolently designed by
nature, when she made them, like fire, expansible over
all space, without lessening their density in any point,
and like the air in which we breathe, move, and have
our physical being, incapable of confinement or
exclusive appropriation. Inventions then cannot, in
nature, be a subject of property.

Jefferson then added, “Society may give an exclusive
right to the profits arising from them, as an encourage-
ment to men to pursue ideas which may produce utility,
but this may or may not be done, according to the will
and convenience of the socicety, without claim or com-
plaint from anybody”” Here Jefterson assumes what most
people assume: that patents may be necessary for innova-
tion. Who would invest capital to create a new product if
anyonc may copy it? But we may ask how innovation
will come from a system that protects patent holders
from competition by barring others from building on
previous mnovations or that permits legal extortion (see
the BlackBerry case)?

Leaving aside whether utilitarian considerations
trump nacural rights, we can address these questions in
light of a transnational study of the pharmaccutical
industry contained in the not-yet-published book
Against Intellectual Monopoly, by Michele Boldrin, profes-
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sor of economics at the University of Minnesota, and
David K. Levine, Armen Alchian Professor of Econom-
ics at UCLA and coeditor of Econometrica (online at
www.dklevine.com/general/intellectual/against.htm).
The strongest case for patents is said to be in the phar-
maceutical industry because the extraordinary R&D
costs could not otherwise be recouped. If the utilitarian
case cannot be sustained there, it would be a deadly blow
to the case in general.

“In fact,” Boldrin and Levine write, ““we shall sec that
the case for patents in pharmaceuticals is weak—and so,
apparently, even under the most favorable circumstances
patents are not good for society, for consumers, or in this
case, for sick people. Patents are good for monopolists,
but that much we knew already.”

Given the vastly different patent regimes from coun-
try to country and historically, with several countries
having none at all, we might expect a pattern: “In par-
ticular, at least between 1850 and 1980, most drugs and
medical products should have been invented and pro-
duced in the United States and the United Kingdom,
and very little if anything in continental Europe. Fur-
ther, countries such as Italy, Switzerland and, to a lesser
extent, Germany, should have been the poor sick lag-
gards of the pharmaceutical industry until the other day.
Instead . .. the big time opposite is and has been true.”

Their most striking illustration is Italy, which had no
pharmaceutical patents until 1978. Yet, “[d]espite this
complete lack of any patent protection, Italy had devel-
oped a strong pharmaceutical industry: by the end of the
1970s it was the fifth world producer of pharmaceuticals
and the seventh exporter. . .. |T]he forty largest Italian
firms did not simply imitate but developed their own
products and innovated extensively.” After patents were
introduced, the industry became more concentrated and
its share of world drug development fell slightly.

As W.S. Gilbert might have put it, with patents
“things are seldom what they seem.”

* kX

I[s New Urbanism a philosophy of architectural
design consistent with freedom and property rights? Or
just another form of local central planning? Steven

Greenhut is on the case.

i PERSPECTIVE: Patently Unnecessary? J‘

When a television series popular with libertarians
goes off the air, there’s only one thing to do: wait for the
movie. Raymond Keating reviews Serenity.

Politicians can do bad things to the economy that
nevertheless get them credit or good things (namely, get-
ting out of the way) that gets them no credit. Which do
you think they will choose? Dwight Lee has the answer.

Much of the push for taxpayer-financed mass transit
is based on safety claims. But there’s a problem: mass
transit is not unambiguously safer, as John Semmens
shows.

Over 150 years ago Antonio Rosmini died. Virtually
unknown in America, he was a Catholic priest and a
much-published Italian champion of individual liberty
and private property. Alberto Mingardi tells Rosmini’s
remarkable story.

In New Hampshire, as in most places, giving mani-
cures without a license can get you into trouble. Gardner
Goldsmith has the account of a man who asked for it.

No organization has done more to promote free
markets in Great Britain than the Institute of Econom-
1c Affairs, and no one was more responsible for making
the institute what it is than Arthur Seldon, who died last
year. Norman Barry has written an appreciation of this
author-activist.

After falling, gasoline prices are on the rise again,
meaning politicians will be calling for some kind of
price controls or windfall-profits tax. Arthur Foulkes
heads them off at the pump.

Are the ideas in John Stuart Mill’s On Liberty dated?
In our FEE Timely Classic from 1956, Frank Chodorov
defends Mill against a distinguished conservative critic.

Here’s what our columnists have been working on:
Richard Ebeling describes the Great Austrian Inflation.
Donald Boudreaux pays tribute to books he’s found
important. Burton Folsom traces the origins of farm
subsidies. Walter Williams continues his Economics for
the Citizen series. And Roy Cordato, hearing a claim
that a higher gasoline tax will “solve everything,’
protests, “It Just Ain’t Sol!”

Books about unplanned order, global markets, tax-
financed political campaigns, and free speech on campus
have caught the eyes of this month’s reviewers.

—Sheldon Richman
srichman@fee.org
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A Higher Gasoline Tax Will “Solve Everything”?
[t Just Ain’t So!

BY ROY CORDATO

egrettably, | have to criticize somcone who, in

the past, | have admired a great deal. John Tier-

ney is an iconoclastic columnist for the New
York Times who has been writing on environmental
issues for at least a decade. His now-classic 1996 Times
Magazine story critical of recycling was a well-
rescarched article that [ have referred to many times.

Unfortunately, in an October 4, 2005, column titled
“The Solve-Everything Tax” Ticrney buys into a laun-
dry list of economic and scientific fallacies as justifica-
tion for a new 50-cent-per-gallon —
gasoline tax.

He opens by saying, “I have a mod-
est proposal to fight global warming,
save energy, cut air pollution, case traf-
fic congestion, reduce highway fatali-
ties and, while we’re at it, reform
Social Security” But in fact, Tierney's
“Solve Everything Tax” would solve
nothing and would causes problems of itS OwWn.

But in fact, Tierney’s

Tax” would solve
nothing and would
cause problems of

Save Lnergy. It is not the role of government to tell
people which productive inputs they should economize
on and which they should use more of. Market prices
reflect relative scarcities, and people will make tradeotts
in their lives and productive activities accordingly. For
Tierney to suggest that he or policymakers know better
what resources should be conserved invokes what Hayck
called a “pretense of knowledge” and substitutes the deci-
sions of central planners for freely choosing individuals.

Cut air pollution. Assuming that Tierney is referring to
ground-level ozone (smog), the pri-
mary pollution “problem” still attrib-
uted to cars, then this tax is likely

(43 *
SOlV@ EVerYthmg to accomplish little. Nationwide,

ground-level ozone has been in steady
decline for many years and this is like-
ly to continue. Older, more-polluting
cars arc being replaced by newer,
cleaner cars, and in the next few years

more stringent federal regulations are

its own. Let’s take his claims one at a
time.

Fight global warming. In a 1998 Geographical Research
Letter article Thomas Wigley, a scientist who accepts the
alarmist vision of global warming, concluded that if the
Kyoto Protocol were implemented with 100 percent
compliance the result would be global average tempera-
tures in 50 years that are an undetectable 0.126 degrees
Fahrenheit cooler than they otherwise would be. This
result has gone unchallenged. Even if one accepts the
alarmist position that global warming is primarily
human induced and that its eftects will be dramatic,
extensive, and harmful, a 50-cent-per-gallon gasoline tax
will do nothing to alleviate the problem.

coming on line. Leaving aside argu-
ments that both the federal ozone standard and these
new rules are overkill, if nothing more is done, most if
not all of the country will be in compliance with this
standard within the next several years. Tierney doesn’t
explain why a permanent tax increase on gasoline is
necessary to attack what is at most a short-run problen.

Ease traffic congestion. Congestion 1s experienced pri-
marily during morning and evening rush hours. Com-
muting to work is probably the most important use that

Roy Cordato (rcordaro@jolnlocke.org) is vice president for rescarch at the
Jolm Locke oundation and a member of the visiting economics facuity at
North Carolina State University.
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IT JUST AIN'T SO!:A Higher Gasoline Tax Will "Solve Everything"?

people make of their cars. Economic analysis suggests
that the higher prices brought about by a new 50-cent
tax—which will translate into less than a 50-cent price
increase at the pump—will get people to economize on
the least, not the most, important uses of their car. In
other words, people are most likely to decide to go to
restaurants or movie theaters that are closer to their
homes, or take vacations that do not involve quite as
long a drive. None of this will have an effect on traffic

congestion during rush hour.

Reduce highway fatalities. To the extent that this tax
encourages the purchase of lighter, more fuel-efficient
cars it will actually increase highway fatalities. This has
been the well-documented result of federal Corporate
Average Fuel Economy (CAFE) standards.

Reform  Social Security. For Tierney
this is the clincher. It is what ensures
that his gas tax is indeed the "solve
everything tax." The idea is that the
revenue from the gas tax would fund
private accounts for Social Security so,
as Tierney puts it, "at least they'll get
their money back," referring to pur-
chasers of gasoline. The idea that peo-
ple who pay the gas tax will "get their
money back" in the form of a private
retirement account is based on several
false assumptions. First it assumes that
these accounts will somehow be set up
in proportion to the amount of gas tax
that people pay. If this is not the case, then the whole
program would be nothing but a coercive wealth trans-
fer from those who pay relatively more in taxes to those
who receive relatively more in "retirement account
money." But even if Americans were given retirement
accounts that exactly equaled the amount paid in gas
taxes, they would still be made worse off.This is because
without the tax, the money can be used at any time for
any purpose—to pay the rent, buy new clothes, and
make car payments, and so on. But money received as a
retirement account would be restricted to retirement
use. Hence from the perspective of economics that

money is less valuable to the taxpayer than the money

paid in taxes. This takes into account that the money in

Ultimately, these
calculations require
the same information
that an all-knowing
economic central
planner would need
to efficiently plan an
entire economy Nobel laureate James Buchanan con-

the account would accumulate interest. If the gasoline-
tax payer preferred to put this money away in an IRA or
other retirement account and have it accumulate inter-
est, he would have that option without the "help" (coer-
cion) of Tierney s gas tax.

The idea of funding private accounts for Social Secu-
rity with atax increase is certainly not a novel idea. But
according to Tierney, this isn't just any tax increase. This
is a tax increase that would be good for society even if

Social Security were not the target of its booty.

Unrealistic Assumptions

inally, to put some "rigor" into his proposal,Tierney
Fturns to a study in the American Economic Review
purporting to show that the gas tax "should increase by
60 cents per gallon to compensate for
the congestion, pollution and other
costs that drivers impose on society."
Besides the fact that none of these
revenues would be used to "compen-
sate" anyone for anything, to arrive at
such a conclusion the authors of this
study had to make assumptions about
market prices and what they represent
that have no relationship to the real
world. When assessing the tax calcula-

tions made in these kinds of studies,

cluded in his book Cost and Choice,
"[T]lhe analyst has no benchmark
from which plausible estimates can be made." Ultimate-
ly, these calculations require the same information that
an all-knowing economic central planner would need to
efficiently plan an entire economy. This is why "pollu-

tion taxes" advocated by many economists as a "market
based" policy are actually a "stealth" form of socialism.
Ultimately, taxes of this sort, while derived in an air of
rigor and mathematical elegance, are arbitrary and
meaningless in terms of their stated goal—increasing

economic efficiency and social welfare.

In reality, Tierney s tax is nothing special. Like a typ-
ical "sin tax," its intentions are paternalistic. And like all
other taxes, it coercively transfers wealth and distorts

economic decision-making.
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