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A substantial part of the scientific work of Helmut Frisch has been devoted to the problem of inflation.
 This can be seen as a reflection of the fact that for a considerable part of the post-World War II-period, inflation and its containment or elimination had become a major issue of economic policy. Economic development of the industrialised part of the world in the second half of the 20th century is characterised by an uninterrupted upward movement of price levels, which – not withstanding differences between sub-periods and countries – displays a remarkable degree of uniformity in a historical perspective. In comparison, the first half of the 20th century is characterised by violent changes in price developments, which in some cases reached catastrophic dimensions: hyperinflation in some countries after World War I, deflation during the Great Depression of the 1930‘s. As a consequence, there were considerable uncertainties with regard to the nature of the phenomenon as such as well as in people’s attitudes towards its economic and social effects. 

Inflation, and also the question of how economic policy should approach the problem are an important aspect of the work of Joseph Schumpeter – although largely neglected in the enormous body of secondary literature dealing with his writings. As will be shown, there are still important lessons to be learned from Schumpeter’s carefully elaborated views on the subject.

1  Inflation, economic development and the business cycle  

In the same way as expansion and depression are necessary elements in a dynamic economy – in the process of capitalist development in the Schumpeterian sense – inflation is a necessary by-product of the expansion phase of the business cycle. It is the creation of credit by the banking system that enables the entrepreneur to purchase the additional resources necessary to realise his innovations. The new demand diverts productive services into new uses through an increase in prices, which also results in an increase of the general price level. (Schumpeter 1934, p.155f) Schumpeter explicitly calls this process “credit inflation”. But – as Schumpeter adds immediately – “it differs from any other type of credit inflation such as the creation of purchasing power through consumer credit ........... or credit for government consumption – in one important respect.” Credit for consumption purposes, if renewed continuously, leads to a permanent price increase, or – in case of repayment – to an equivalent price reduction thereafter. In the case of credit-financed innovations the supply of goods increases at a later stage of the process. This additional flow of goods usually “more than compensates the previous creation of purchasing power”.(ibid., p. 169, pp. 344f) 

Moreover, the (partial) repayment of debt after a successful investment reduces the quantity of means of payment in circulation, “so that deflation – if only of mild degree – must occur automatically from the logic of the objective situation once the upswing has gone far enough. A remarkably strong verification of this theory, according to which the price level would have to fall in secular progress, can be found in the price history of the 19th century. For the two periods that were not disturbed by monetary convulsion, viz. the period from the Napoleonic wars to the Californian gold discoveries, and the period from 1873-1895, the price trend adjusted for cyclical movements is downwards.”(ibid., pp. 346f) 

Whereas general opinion holds that Schumpeter’s innovative entrepreneur was his most important innovation as an economic theoretician, Streissler (1982) points out that his most original contribution to economic theory was the notion that the inflationary effect of credit expansion stimulates economic growth and the that credit is a necessary prerequisite for innovation. (Streissler 1982, p.69)

Despite the important role of credit, Schumpeter’s business cycle theory – as he emphasises again and again – is not a monetary theory. “It is the economy’s own momentum, which we call ‘development’, that is the fundamental phenomenon, ... which makes the monetary process what can be observed in reality.”(Schumpeter 1970, p. 290). This also applies to the inflation which occurs in the expansion phase of the business cycle.

2   Economic policy and moderate inflation

If inflation is taken as a regular phenomenon of the business cycle in the sense of Schumpeter’s theory of economic development, the elasticity of the credit system that permits expansions is a necessary prerequisite for economic growth, or, conversely, a credit policy that prevents any increase in the price level would seriously weaken, or even choke off, an upswing in economic activity and also impede long-run economic progress. Therefore, Schumpeter took position against the kind of orthodoxy that advocates price stability in an absolute sense as a central goal of economic policy. 

In Austria, the years from the beginning of the 20th century to World War I were a period of what we now call “creeping” or “moderate” inflation (Frisch 1983, p.11), with annual rates mostly between 0.5% and 2%, but exceeding 5% in 1905 and 1907.
  The price increases (“Teuerung”), widely deplored as a social evil, became a matter of serious political concern. Arguing on the basis of his newly published “Theorie der wirtschaftlichen Entwicklung”(1913) Schumpeter cautioned against premature judgements on the nature of this inflation. ”It is not permissible to attribute the present increase in prices exclusively to the level of interest rates that is relatively too low, not exclusively, because it could well be that we are confronted with price increases that are typical of upswing periods, when the results of innovation have not yet been brought to bear .....We always have to ask what purposes the borrowed funds have been made to serve.” Schumpeter argued that the cause of the problem should not be sought in the generosity of banks towards large-scale industry but that, quite to the contrary, industrial credit was more expensive than necessary because of preferential access to credit for farmers through agricultural co-operatives, and also for some public funds.

The wave of inflation which swept Europe after World War I left a deep imprint on social and political attitudes towards price increases. Especially in countries which experienced hyperinflation such as Austria and Germany, inflationary fears remained deeply ingrained in the minds of the people for many decades. Even after order had been restored in international monetary relations, the value of money remained in the hands of political authorities. In particular, the regulation of credit was subject to “unconditional control by central banks.” (Schumpeter 1925b, p.156)      

In his posthumously published book Das Wesen des Geldes, which Schumpeter wrote during his years in Bonn, the author still maintains that a secular trend of slowly rising purchasing power of money was inherent to a capitalist economy. Slowly declining purchasing power as a goal of monetary policy should not be considered absurd but was not likely to gain much acceptance. “It is the goal of ‘stable’ or ‘constant’ purchasing power that commands the hour.” But this ideal “does not necessarily imply that one has to advocate perpetuating the value of money ruling at a given time..... The goal as such only requires that purchasing power should not change in the long run. But it is an entirely different question whether short-term fluctuations, particularly in connection with cyclical or seasonal changes, should be permitted or even deliberately brought about or not.”  (Schumpeter 1970, p. 10f)

To counter fears that any inflation, however modest , entails the risk of a return to higher rates of price increase, Schumpeter argues that the fundamental constraints of the expansion phase are to be found in the sphere of goods production, and not in the monetary sphere of the economy. (Ibid., p. 294) In the case of Germany, the risk of a collapse of the exchange rate that a credit inflation might cause should be taken care of by a selective credit policy designed to encourage industrial investment. (Schumpeter 1925b, p. 157) On the other hand, Schumpeter rejected the idea proposed by R.G.Hawtrey that expansion could go on for ever if only banks were permitted to increase (“inflate”) credit permanently (Schumpeter 1925a, p. 86) – because he emphasised the real limits to expansion.
 

In two essays, both published in 1925 (Schumpeter 1925a and 1925c), Schumpeter showed much sympathy for the idea of a comprehensive system of credit control and banking policy designed to provide a general therapy for the economy, in particular with a view to softening or preventing sharp swings from boom to depression. (Schumpeter 1925c, p. 126). In the system of credit control proposed by Keynes (1923) Schumpeter saw a method for "shaping economic life according to a plan, a new kind of planned economy. In the context of this planned economy, currency policy does not serve its own purpose and its own aims but becomes the servant of general economic goals." (Schumpeter 1925c, p. 154) At the same time, however, Schumpeter objected to Keynes‘ proposals for a monetary policy independent from gold and for a stabilisation of the price level. He argued in favour of a modified gold standard that would permit increases in the price level in the expansion phase of the cycle. 

After World War II Schumpeter approached the inflation problem from a point of view that appears substantially different from his previous position. In two articles which deal with the situation of the USA and in Great Britain in 1948/49 he does not analyse inflation in the context of cyclical economic development but sees it mainly as a problem of a state controlled economy. For Schumpeter, this economy represents a new system, which he calls “labourism” and which he sees as an intermediate step in the “march into socialism”.
 In this system, inflation is not a transitory phenomenon but inevitably becomes a permanent problem.

“With intact capitalism all round, (the) process of (post-war) readjustment along with the downward revision of consumption and the upward revision of production schedules would be largely ‘automatic’ except in the spheres of money, credit, and public finance, which bring to the fore the familiar conflict inherent in any treatment of inflationary situations : measures that are likely to bridle inflation are, at the same time, likely to bridle production. In the conditions set by the pattern of a labourite society a policy that runs exclusively in terms of money, credit, and taxation carries implications that may put it out of court. Hence, suppressing inflation by ‘direct controls’, that is measures to enforce a restriction of consumption and expansion of production in the hope that this would do something toward the gradual improvement of the situation, was all that it was possible to do immediately.” (Schumpeter 1949, p. 314f) If British economists have advocated some retrenchment of investment in order to reduce overall demand pressures they have unduly neglected the aspect that not investment as such was the problem but that an insufficient share of it was devoted to the increase of productive capacities. Schumpeter defends the labour government’s efforts “to foster industrial investment within the breathing space afforded by the Marshall windfall.” (ibid., p.317) In parallel, government should reduce expenditure and taxation which “dries up the only source – since there is no longer private saving to speak of – of non-inflationary finance for restocking and maintenance.” (ibidem) 

In discussing the situation in the USA in 1948, Schumpeter avoids the term “labourism” although the economic policy regime bears many similarities to the British system. The only cause of the price increases (amounting to as much as 33.8 % between 1945 and 1948) considered by Schumpeter is government expenditure financed by newly created money. This had pushed the economy into a situation of “advanced inflation” – corresponding to Frisch’s creeping (or galloping?) inflation –“with the race between prices and wages in full swing.” (Schumpeter 1948, p. 245) But on the whole, Schumpeter appears to believe that economic policy has a better chance to cope with the problem in the USA than in Great Britain. If “it is not possible to stop inflation in its tracks, without creating a depression .... it is possible to make the inflationary process die out in such a way as to avoid a depression of unbearable proportions.” (ibid., p. 251) In line with his fundamental conviction that “the best remedy for inflation is an increase in production” (ibid., p. 248), Schumpeter advocates selective credit restrictions and changes in taxation to promote savings, e.g. tax exemptions for undistributed corporate profits. If thus the inflation issue should come to dominate national policy, “whoever  ... may object to this, it should not be the defender of our social system. For inflation undermines allegiance to that system, and demoralises labour and the salaried class as does nothing else.” (ibid., p. 251)

3   Hyperinflation

Whereas Schumpeter considered moderate inflation in some sense an economic necessity acceptable within certain limits, he believed that the hyperinflations which destroyed the financial systems of some central European countries after World War I could develop only “because the people who counted politically did not want to stop them... It was the absence (however understandable) of political stamina, not any economic impossibility of stabilisation or any lack of knowledge as to what remedies would have been effective, that caused the ultimate catastrophe.”(ibid., p.241)

As Austria’s minister if finance from March to October 1919, Schumpeter had unsuccessfully tried to get a capital levy (Vermögensabgabe) enacted by parliament which could have prevented galloping inflation from accelerating to a more critical pace. (Stolper 1994, pp.227ff; März 1982, p.6) In any case, the transition from a war to a peace economy would not be possible without a considerable increase in the general price level, which was – in his view – an acceptable price for necessary structural adjustments in production. (Schumpeter 1993, p. 24). The decision to finance a major portion of government expenditure by printing money was the principal cause of the ongoing increase in prices, with the fall in the exchange rate of the Crown a necessary consequence. (ibid., p. 32) For many months Schumpeter argued against the use of harshly restrictive policies that could stop inflation only at the expense of severe social evils such as high unemployment. (ibid., p.20) In May 1922, when monthly inflation re-accelerated sharply
, he expressed concern that fiscal policy “should keep industry going and avoid putting our economic and social structure to too severe a test.” (Schumpeter 1993, p. 43). He still hoped for a gradual solution. If the elimination of the budget deficit was a sine qua non requirement Schumpeter was of the opinion that Austria’s government “lacked the ability to cut the deficit within a short time. We have to base our hopes on a recovery of the international economy, which would enable a transition to a stable crown.” (ibid., p. 46) Restrictive effects of cuts in government expenditure should be compensated by generous credit – though at high interest rates – to industry. (ibidem) Only in June 1922 ,when the government was already preparing its stabilisation plan, Schumpeter came to think that “it is useless to postpone a crisis which is bound to occur”.(ibid., p. 49) But even for some time after stabilisation had been achieved (October 1922) he remained doubtful whether is was really necessary for the government to resort to massive financial aid from outside.

What from hindsight appears to be a “simple process” (Schumpeter 1948, p. 241) was in reality an extremely complex problem, which sees Schumpeter at great pains to propose a solution. His uneasy approach to the problem reflects the fact that “Schumpeter always considered the economy, growth, capital formation important, and not merely price stability – with important qualifications – or even exchange rate stability, both of which were, of course, highly desirable and even essential for a healthy economy.” (Stolper 1994, p. 305)

4 Finale: inflation and the march into socialism

Inflation accelerated rather dramatically in the USA immediately after World War II, with annual rates of increase in the consumer price index hitting 8.5 % in 1946, 13.6 % in 1947, and 7.8 % in 1948.
 Paradoxically, when Schumpeter delivered his address “The march into socialism” to the American Economic Association’s annual meeting on December 31, 1949, in which he identified inflation as the most powerful force of the development of capitalism towards socialism, inflation had disappeared: in 1950, the average price level had fallen by 1 %, and in 1951 there was only a small increase of 1 %. But obviously he considered this only a transitory easing of the problem which was intrinsic to “capitalism in the oxygen tent.” (Schumpeter 1943, p. 185)

In the first part of his lecture, in order to avoid misunderstandings, Schumpeter took great care to explain what he meant by “socialism”: control of the means of production and of the decisions on how and what to produce by a public authority, which does, however, not rule out the use of competitive processes and free consumer choice. (Schumpeter 1950b, p. 416) He then goes on to summarise his arguments from “Capitalism, Socialism and Democracy” that capitalism would not collapse because of its failures but because of its successes. The main thrust of Schumpeter’s last lecture is aimed at those economists who argued “that any gradual movement towards a centrally-planned economy offers opportunity for unfavourable developments to be experienced that may act as brakes.” (ibid., p.417)

With “labourism” the post-war economy of the US and also of Great Britain had reached a further stage in its transition towards socialism. Labourism is characterised by stabilisation policies committed to maintain full employment, redistributive policies, intensifying business regulation, public control over the labour and the money market, expanding public enterprise, and “all types of security legislation”. Together with the ongoing erosion of capitalist virtues of social behaviour the economy will be increasingly plagued by stagnationist tendencies, for which capitalism itself, and not labourism, has to take the blame at the political level. Socialisation of economy is not regarded as a failure but as having been pursued not far enough.

Among the forces which push labourism ever closer towards socialism, Schumpeter singles out inflation for further analysis. Even if there is a wide consensus that inflation is apt to undermine the framework of society and that it is necessary to mitigate it and to control its effects , the threat of  “perennial inflationary pressure” is not diminished. ”With wage demands easily satisfied by employers who are able to finance them through raising prices and borrowing from banks “we are drifting into the Keynesian situation in which the money wage rate no longer affects output and employment but only the value of the monetary unit. The situation of trade union leadership and of government being what they are, there is nothing to stop this mechanism ...” (ibid., p. 422) Schumpeter then goes on to discuss three possible remedies – raising interest rates and restricting credit, increasing taxation, and introducing direct controls. Most of these measures are likely to be imposed in such a way as to increase public control over the economy. “A situation may well emerge in which most people will consider complete planning to be the smallest of all possible evils. They will certainly not call it Socialism or Communism, and presumably they will make some exceptions for the farmer, the retailer, and the small producer, under these circumstances, capitalism (the free enterprise system) as a scheme of values, a way of life, and a civilisation may not be worth bothering about. Whether the American genius for mass production, on whose past performance all optimism for this way of life rests, is up to this test, I dare not affirm; nor do I dare to affirm that the policies responsible for this situation might be reversed.” (ibid., p. 424)

5 Conclusions

Schumpeter’s views on inflation reflect the changing nature of the problem during the first half of the last century. In terms of the familiar distinction introduced by F.Machlup between “demand-pull” and “cost-push” inflation (Machlup 1960), inflation before World War I could hardly be imagined to originate from a source other than an excess of demand over supply. In the Schumpeterian case the imbalance was temporary and self-correcting. In the medium run, increasing output would lead to an increased supply of goods which would result in a decline in prices. The perpetuation of inflation through cost-push factors such as rising wages was not considered even hypothetically.

After the war the economies were facing an imbalance between supply and demand of hitherto unknown dimensions. In Schumpeter’s view, the necessary adjustments could not have been achieved without a considerable increase of the price level. After that price stabilisation would have required a balanced account of the public sector. For Schumpeter hyperinflation was primarily the result of continued excess demand, i.e. of the failure of government to eliminate the budget deficit, whereas expectations of declining exchange rates and cost-push factors resulting from various indexing mechanisms were to be regarded as secondary phenomena.

With the collapse of the gold standard, which was re-established after the war only with great difficulties and in a very incomplete form, it was obvious that the stock of gold would no more set the “natural” boundaries for the development of prices. Schumpeter is one of the few, and certainly among the first, economists that explicitly posed the question of defining a policy target for the value of money in the short, medium and long run. He always objected to the idea of enforcing short run price stability at the expense of economic growth. As far as the price trend in the long run is concerned, Schumpeter left the question open.

Post-World War II inflation was seen by him as a phenomenon quite different from previous experience, with cost-push in the role of the dominant factor. In a situation where the price-wage-spiral was “in full swing” and with government policies firmly committed to the goal of full employment, Schumpeter did not trust any longer in production increases during the later phases of the business cycle as a corrective mechanism. Judging by hindsight, his perspective of a “perennial inflationary pressure” anticipates the course of inflation during the second half of the 20th century remarkably well.

As regards the pragmatic side of the issue, it is not difficult to imagine the position Schumpeter would have taken in the great debates on inflation policy that took place from 1950 to 1980. Since he did not see inflation as a purely, or primarily, monetary phenomenon, his preference was for a multi-instrument policy mix, and not for one-sided restrictions of the money supply. He believed that controlling demand through credit restriction and moderation in government spending together with some supply-side incentives would lead to a reduction of inflation sufficient to prevent a situation where “a secondary inflation ... superimposes itself on the primary inflation.” (Schumpeter 1948, p. 243) Schumpeter accepted this kind of demand management as a permanent task of economic policy and considered it preferable to driving unemployment to its “natural rate” in order to ensure absolute price stability. If Schumpeter rejected direct price controls as futile, he expressed sympathy – although in a different context – for a corporatist approach to wage formation. In the debate on fiscal and economic policy in Germany in 1929, Schumpeter argued that the political conflict between capital and labour should be depoliticised and instead be seen as a conflict between present and future interests, an approach which would make conflict resolution much easier. In his view, it was absolutely necessary „that business and labour both sit together at the negotiating table in order to discuss - uno actu - wages, capital formation and taxation.“ (Schumpeter 1928/29, p. 196) Even if this kind of bargaining was not a realistic possibility in the US and in Great Britain after the war, Schumpeter would have agreed in principle to include it as an element of constraint in a policy concept designed to contain inflation.

In Schumpeter’s magnum opus “Capitalism, Socialism and Democracy” inflation is not a relevant factor in the transformation of capitalism into a socialist system. Most economists will probably agree with Helmut Frisch’s judgement, that Schumpeter has “considerably underestimated the possibilities of stabilising capitalism by means of a system of deliberate state interventions.” (Frisch 1980) This assessment can also be applied to the policy alternatives available for dealing with the problem of inflation. 

For twenty years after Schumpeter’s death, most countries succeeded in keeping inflation within tolerable limits. A secular slowly rising price trend was not only compatible with, but – in the eyes of many economists - conducive to strong economic growth (“benign inflation”). Demand management policies and corporatist arrangements of wage formation effectively prevented an acceleration of inflation without fettering the capitalist growth machine. However, when inflation got out of hand in the early seventies, stagnation which Schumpeter had expected much earlier entered the scene in the garb of “stagflation”. But the reaction of policy was not the kind of re-enforcement of state intervention that Schumpeter had predicted for such a situation. Policies varied greatly among countries, ranging from Thatcher-type monetarism to the Austrian model of a hard-currency and incomes policy. Generally, there was a shift towards strengthening capitalist virtues, promoting innovation and an adjustment of production structures through intensified competition, reduction of taxes on profits and capital income. By the end of the century, inflation had practically come to an end. There is now a wide ranging consensus among economic policy makers that non-acceleration of inflation (the “NAIRU” having replaced the Phillips-curve) is a necessary condition for sustained economic growth – but it is by no means a sufficient one. If the NAIRU varies considerably not only between countries but also over time, the concept seems to imply that, in practice inflation rates may fluctuate between 0% and maybe 3 to 4% during the business cycle. This could result in a positive long-term price trend of some 2% – in Schumpeter’s terms: a slowly declining purchasing power of money. It appears that this is a perspective he could have lived with. 
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� Frisch 1983 is the most comprehensive treatment of the issue.  More than two thirds of the publications listed in in Helmut Frisch’s bibliography in the annex to this Festschrift covering the period up to 1983 have inflation as their central topic.


� Between 1900 and 1913 the consumer price index constructed by Mühlpeck/Sandgruber/Woitek increased by 25.7%. See Mühlpeck/Sandgruber/Woitek 1979, p. 679


� Schumpeter 1913, p.25seq. Streissler 1982 calls this position on the inflation issue „a very brave one“ against the background of the historical environment which was dominated by financial orthodoxy, 


� Schumpeter 1970, p. 297, equally rejects the monetary interpretations of the business cycle of  Keynes and Mises.  


� See section 4 of this contribution


� The final catastrophe of hyperinflation hit post-war Austria between April and September 1922, when the cost of living-index (excluding housing) increased by almost 1.200%, reaching its month-to-month peak in August at 124%. See März 1981, pp. 474 sseq; annex-table A6, p. 587


� Year-to-year increase of annual averages according to Economic Report of the President, Annex table B 12
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