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No good economist would deny the importance of using models that in some respects are unrealistic.
The usual explanation for using such models is simplification. Reality is too complex, it is said, to
represent in its entirety. Thus models are needed. Mises, too, uses what modern professional
economists call models. However, he goes beyond the simplistic statement that models are
necessary. He identifies the required models and includes them in a broader class of imaginary
constructions. This broader class consists of four sub-classes of constructs. The first subclass is
completely outside the usual range considered by the modern professional economists. He uses
imaginary constructions for four purposes. The first contains a range of images of human beings who
do not act. Mises uses these image as counterfactuals. The purpose of such images is to define action
by identifying its prerequisites and necessary characteristics. These images help to build a
vocabulary that links pure praxeology – the study of action in general or action as a category – to
economics – the study of action under specific conditions. I used such images in my essay “The
Relationship between Praxeology and Economics.”

The second class of images is employed to separate the market phenomena from the non-market
phenomena. In reality, the two are intertwined. But the economists’s specific interest in non-market
phenomena requires him to separate them for the purpose of study. To do this, he produces the
images that Mises calls autistic economies. These include the image of the isolated actor and the
image of the socialist commonwealth. Mises calls these images “autistic economies.”  In addition,
the economist qua praxeologist produces and image of an actor who interacts with others outside
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the nexus of market exchange. Such images, like those in the first class, help to build the vocabulary
of economics by disentangling market phenomena from non-market phenomena.

The third class of images consists of the images that
define the subject economics. Economists have tradi-
tionally studied the image of market interaction, or
capitalism. To represent the way in which they have
traditionally studied this subject, market interaction,
the economist conceives of an image of direct ex-
change, in which there are no changes in the purchas-
ing power of money and, therefore, in the factors that
cause the demand and supply of money to change. that
causes such changes. This subject studied by the
individualist economists. Then, the economist turns to
a more comprehensive study of market interaction,
which includes changes in the purchasing power of
money and their causes. To do this, he adds Mises’s
monetary theory in order to conceive of the image of
indirect exchange, which is the image of capitalism
that define the subject matter of economics.

The fourth class consists of a single member – the
image of integrated functions, which is necessary to
build the image of direct exchange. This is the image
produced by the individualist economists to represent
market interaction. One might say that the economist’s
aim in producing it is to incorporate the traditional
definition of economics as the study of how market
phenomena – prices and quantities of material con-
sumer goods and factors of production – are deter-
mined. It helps the economist produce the vocabulary needed to represent the functions that must
be performed for phenomena to be called “economic.” It contains imaginary roles – such as that of
the entrepreneur, the factor supplier, and the consumer-saver that perform these functions. The
image of integrated functions is needed in order to describe the complexity of market interaction.
The economist employs the image in order to show how the actions of diverse individuals with
different specializations who occupy different positions in market interaction, determine the market
phenomena.

A fifth class of imaginary constructions must be employed to build the economic theorems that
make it possible to represent the interaction that results in particular market phenomena. These are
what Mises calls the evenly rotating system, the initial state of rest and the final state of rest.

Additional images may be employed to deal with specific intervention arguments. Members of
this class of imaginary constructions cannot be fully enumerated without referring to the particular
argument. Examples are the stationary, progressing and retrogressing economies. An economist who
aims to evaluate arguments that employ a popular vocabulary, such as “total income” and “total
wealth” must employ such images. The images help the economist represent the assumptions
required to produce the popular vocabulary in which popular arguments are often presented. These

Six Classes of Imaginary Constructions
Used in Economics:
1. Images of human beings who do not act

used to identify the prerequisites and
necessary characteristics of action.

2. Images that are employed to separate
the market phenomena from the non-
market phenomena.

3. Images that separate the study of how
the market phenomena are determined
in the absence of changes in the pur-
chasing power of money from its study
in the presence of such changes.

4. The image of integrated functions that
enables the economist to represent the
complex interaction among diverse
individuals each aiming to satisfy his
own consumer wants through time by
first acquiring money by employing his
specialized knowledge and abilities in a
system of market exchange.

5. Images required to build economic
theorems.

6. Additional images to link economic
theorem to the popular intervention
arguments.
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images differ from the others in that their purpose is not to help build economic theorems but to
communicate the theorems to an audience that does not possess the vocabulary of economic and is
unwilling to acquire it.

The ultimate purpose of all imaginary constructions with the exception of those in the sixth class
is to enable the economist to build economic theorems that are based on the special knowledge
possessed by the economist. That special knowledge is the division of labor law. The economist
aims to employ this knowledge, as it was modified by the individualist economists of the late 19th
and early 20th centuries to evaluate intervention arguments. The proponent of an intervention
proposes some change in the actions of government agents that she expects to affect market
interaction. To evaluate such a proposal, the economist needs an image of interaction that isolates
the particular intervention proposed from other factors that cause the kinds of effects in which he
is interested. Beginning with such an image, he describes the government action, the conditions
under which it occurs, and how the action changes market interaction. In other words, he describes
it by building a set of economic theorems. The theorem is the description.

To say that the economist studies market interaction
is to say that he builds economic theorems. Economics
is a system of theorems (ibid.: 646). An economic
theorem is a statement that describes a sequence of
entrepreneur action that is motivated by the profit
incentive. It describes a sequence of actions leading to
a specific final outcome under the conditions of capi-
talism. The sequence and outcome are caused by the
entrepreneur role’s anticipation of money profit.

To build an economic theorem, an economist
assumes that some event occurs that provokes entrepreneurial action by making some set of actions
profitable that were not so prior to the event. Accordingly, the economist writes about a starting
point at which functions required to satisfy the material wants of consumer-savers are performed
routinely. He describes the effects of some change by proposing to compare a scenario of market
entrepreneurial interaction in the presence of the factor provoking action with the imaginary
behavior that would routinely occur in its absence. Due to complexity, he has no choice but to
employ ceteris paribus assumptions.1

A theorem about the effects of a government intervention can only be built after the economist
has built an image of interaction itself. The economist must first elucidate interaction in the absence
of intervention before he can evaluate an intervention argument. Thus, the economist starts by
building theorems that help him represent the interaction itself. His initial image of market

Economic theorem: a statement that de-
scribes:
1. A sequence of actions that are under-

taken by a number of individual actors
under the conditions of capitalism in
anticipation of money profit.

2. A specific final outcome of that se-
quence.

1Mises writes that there

is no means of studying the complex phenomena of action other than first to abstract from change altogether, then to introduce
an isolated factor provoking change, and ultimately to analyze its effects under the assumption that other things remain equal
(ibid.: 248).

In this quotation, he is telling how to build an economic theorem, although defining an economic theorem
is not his purpose for writing it. To “analyze its effects” means to abstract from all other changes in order to
trace a sequence of events that would tend to lead to an imaginary ending point.
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interaction is a combination of (1) definitions of concepts, such as the division of labor, private
property rights, money, the entrepreneur and the consumer, and (2) theorems about interaction under
the conditions of capitalism – capitalism in the absence of government intervention. These theorems
include the theorem of the elimination of price differences, theorems about the economic phenomena
that result from entrepreneur profit-seeking (prices and quantities of consumer goods and the factors
of production), and the theorem of the trade cycle.

The concept of the conditions of capitalism in the absence of government intervention is
somewhat amorphous. This is due to the fact that some of the terms used to describe these 
conditions represent a range of actions as opposed to distinct actions. An example is private property
rights. The economist can build a definition of “complete private property rights.” This is a situation
in which every actor is held accountable for the harm he imposes on others and receives a reward
for the benefits he bestows. However, the economist cannot point to a situation, either currently or
in the past, during which complete private property rights prevailed. If he assumes that private
property rights are incomplete, however, he encounters the problem of specifying the external effects
that he assumes to exist. Since there is a virtual infinity of possibilities, this is impractical. So he
begins with the unrealistic construct of pure capitalism for which he assumes complete private
property rights. He expects to alter the image later if it is necessary in order to evaluate a particular
intervention argument. The same is true of the enforcement of contracts to help people deter fraud.
The image of pure capitalism is the starting point in a process of building an imaginary construction
of market interaction – i.e., a set of economic theorems – that can be applied to the task of evaluating
intervention arguments (ibid.).

The use of money is similar. The economist can assume that there is a distinct item that everyone
accepts and uses in exchange. In reality, however, people may use a variety of items. In the
imaginary construction of pure capitalism, it is assumed that only one item is used as money.

This essay describes the imaginary constructions that Mises presents in his treatise Human Action 
(1966 – HA) in the order that he presents them. At the end of the presentation, it ties them together
by showing how he used these constructs to articulate a revised version of the theory of the trade
cycle. The original theory was in his 1912 book. He revised it after having built the praxeological
foundations for economics in the treatise.

1. THE IMAGE OF DIRECT EXCHANGE

The most widely used imaginary construction in the treatise is the pure capitalism, or what Mises
called the “pure market economy.” Mises uses this construct throughout his Part Four on the
“Catallactics or Economics of the Market Society,” which comprises more than half of the book.
However, it is not the first construct that he identifies. His first example of an imaginary
construction in economics is the image of direct exchange, or the “barter fiction.” This is an
economy. That is, it is an image of interaction under the conditions of the pure market economy. It
contains exchange ratios – prices of consumer goods and factors of production of various orders
along supply chains. What differentiates it from the pure market economy is that it contains no
supply and demand for money. Individuals are able to engage in economic calculation. They can
calculate expected revenues and costs and, therefore, profit. But no one can hold money. Nor can
the money supply change.

http://www.nomadpress.com/gunning/subjecti/workpape/austcomm/How%20to%20Build%20Economic%20Theory.pdf
http://mises.org/humanaction/chap14sec3.asp


Mises's Method of Imaginary Constructions  5

According to Mises, the economist employs this image to present what he calls the “elementary
theory of value and prices” (HA.: 202).2 The purpose of this theory is to help the economist “realize
that what is ultimately exchanged is always economic goods of the first order against other such
goods. Money is nothing but a medium of interpersonal exchange” (ibid.). He presents this
“elementary theory” in chapters 15 and 16 of the treatise. This means that in these chapters, although
he refers to the pure market economy, the image he presents of it is incomplete. His main aim is to
present this elementary theory. He knows that market interaction under the conditions of a full-
fledged pure market economy entails a demand for and supply of money as well as changes in
money’s purchasing power. But he waits until his chapter 17 to add this to his image.

The Image of Indirect Exchange and the Pure Market Economy
When the demand for and supply of money is added to the image of direct exchange, the direct

exchange economy becomes the pure market economy in full. Thus the imaginary construction of
indirect exchange is the same as what has been called the full-fledged imaginary construction of the
pure market economy.3

2. THE IMAGE OF AUTISTIC EXCHANGE

“In order to study interpersonal exchange,” Mises writes, the economist “must compare it with
conditions under which it is absent” (ibid.: 243). To do this, he builds two images of autistic
exchange – the isolated actor and the socialist commonwealth.

Image of Isolated Action
It is evident that actors in everyday life can obtain satisfaction in many ways other than first

acquiring money and then buying consumer goods in markets. Like the isolated actor, the actor in
everyday life can produce consumer goods for herself or she can join with others to produce goods
collectively with each party receiving a specified share. Similarly, two or more individuals may
interact because they enjoy the interaction without any thought of causing material consumer goods
to be produced. Another possibility is that they may barter. By tradition, economists have studied
market interaction under the condition in which individuals must achieve satisfaction only from
material consumer goods. The image of the isolated actor helps the economist recognize the

2This is the “modern theory of value” that was produced by Carl Menger, William Stanley Jevons, and
Leon Walras” (ibid.: 121).

3The image of the pure market economy cannot be complete until time preference and interest are properly
included in it. Mises was a pioneer in showing how to do this. Thus, he followed his chapter on indirect
exchange with two chapters that, in effect, trace time preference, interest and capital goods back to the
prerequisites of action. Doing this prepares him to present his theory of the trade cycle in his chapter 20.
Other chapters in his theory of the pure market economy integrate the factors of production and their incomes
more fully into the indirect exchange image.
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difference between the traditional subject matter of economics and the broader range of interactions
that occur in everyday life.4

The image of the isolated actor also helps the economist recognize the rationale behind the use
of economic theorems and the other imaginary constructions that must be employed to build them.
Consider a person who wants to build a theorem pertaining to a single individual – say Crusoe on
an island. She wants to tell you her beliefs about how Crusoe will respond if there is, say, a
permanent change in weather conditions. She has only one method that is direct and that will achieve
her goal. It has three steps. The first step is to assume a starting point at which Crusoe had
established some thoughtless routine of action. The routine expresses her assumptions about
Crusoe’s ends, his perceived means of achieving them, and the actual behavior he performs to adjust
to the environment he is assumed to face. The routine includes the her assumptions about how
Crusoe has adjusted not only to the weather but also to every other environmental condition that is
relevant to attaining his ends. The second step is to introduce the change in weather. This is the
factor that she assumes provokes action. The third step is to conceive of a set of adjustment actions
leading to an endpoint at which Crusoe had established a new routine, assuming that there are no
changes in her ends, perceived means, or the environment. At that endpoint, he no longer is
motivated to act and reverts to thoughtless routine behavior.

In this effort, she would use the “imaginary construct” of a starting routine and the imaginary
construct of an ending routine. If she was asked to characterize the actor under these routine
conditions, she might say that he is not really an actor, but an automaton, or robot. The automaton,
or robot, is an imaginary construction, not a real actor.

She knows that Crusoe’s actions never actually settle into a routine. He is always adjusting to
unexpected changes. Moreover, she knows that as an inventive being, Crusoe consciously aims to
improve his conditions by seeking out new means of achieving his ends. Nevertheless, she assumes
these routines because she wants to tell you her beliefs exclusively about the effects of a change in
the weather.

As shown below, the economist develops an analogous set of tools to study the effects of a
change in one of the conditions facing individuals under capitalism. His aim is to substitute the
motivation to eliminate price differences for the isolated actor’s motivation to adjust to the change.
He imagines a starting routine in which all material consumer want-satisfying actions are performed
routinely. Next he introduces a change in one of the conditions of capitalism. Then he conceives of
the actions that individuals would take in order to first cause price differences and then to eliminate
those differences.

Image of the Socialist Commonwealth
The image of the socialist commonwealth is necessary in order to appreciate the consequences

of the division of labor. The economist first builds an image in which all of the factors of production
are employed in such a way that the most urgent wants of consumers are met according to a plan that
is specified in the construct. This is the socialist commonwealth. Then one attempts to show the

4Thus Mises writes:

In studying interpersonal exchange one cannot avoid dealing with autistic exchange. But then it is no longer possible to define
neatly the boundaries between the kind of action which is the proper field of economic science in the narrower sense, and other

action (ibid.: 232).
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effects of individuals acting in their self-interest under the conditions of capitalism. The result is a
contrast that helps one understand how such self-interested action, taken according to the separate
plans of individuals, helps to satisfy the most urgent consumer wants.5

3. THE IMAGE OF THE EVENLY ROTATING SYSTEM

Mises describes the evenly rotating system as an image of automatons.

The evenly rotating economy is a fictitious system in which the market prices of all goods and services coincide with
the final prices. There are in its frame no price changes whatever; there is perfect price stability. The same market
transactions are repeated again and again. The goods of the higher orders pass in the same quantities through the same
stages of processing until ultimately the produced consumers' goods come into the hands of the consumers and are
consumed. No changes in the market data occur. Today does not differ from yesterday and tomorrow will not differ
from today. The system is in perpetual flux, but it remains always at the same spot. It revolves evenly round a fixed
center, it rotates evenly. The plain state of rest is disarranged again and again, but it is instantly reestablished at the
previous level. All factors, including those bringing about the recurring disarrangement of the plain state of rest, are
constant. Therefore prices – commonly called static or equilibrium prices – remain constant too (ibid.: 247).6

Mises’s use of the term “economy” is unfortunate. An economy requires actors. The system that he
has in mind is populated by automatons, or robots. It is not an image of real interaction. To avoid
ambiguity, I use the similar but more targeted term the evenly rotating system.7

Mises used this imaginary construction for only two purposes. He writes that

the only problems for whose treatment [the evenly rotating system]...is both appropriate and indispensable [are (1)]
the problem of the relation between the prices of products and those of the factors required for their production, and
[(2)] the implied problems of entrepreneurship and of profit and loss” (HA: 248).

I discuss each in turn.

5Thus Mises writes:

Along with the imaginary construction of a pure market economy the classical economists elaborated its logical
counterpart, the imaginary construction of a socialist commonwealth. In the heuristic process which finally led to the
discovery of the operation of a market economy this image of a socialist order even had logical priority. The question
which preoccupied the economists was whether a tailor could be supplied with bread and shoes if there was no
government decree compelling the baker and the shoemaker to provide for his needs. The first thought was that
authoritarian interference is required to make every specialist serve his fellow citizens. The economists were taken
aback when they discovered that no such compulsion is needed. In contrasting productivity and profitability,
self-interest and public welfare, selfishness and altruism, the economists implicitly referred to the image of a socialist
system. Their astonishment at the “automatic,” as it were, steering of the market system was precisely due to the fact
that they realized that an “anarchic” state of production results in supplying people better than the orders of a
centralized omnipotent government (ibid.: 239).

6In light of the fact that Rothbard defines the free market differently from Mises, it may be worth pointing
out that in Mises’s evenly rotating system, taxes are continually levied and spent for the costs of operating
the government (HA: 737).

7Mises uses this term several times in the treatise. But he prefers “evenly rotating economy.” 
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Relation Between the Prices of Products and Those of the Factors
The first “problem” refers to the aim of expanding the theorem of the elimination of price

differences into a grand system of production and distribution in which all action was ultimately
motivated by the desire to consume material goods. The individualist economists represented this
system by referring to the law of consumer sovereignty. To achieve their aim, they needed an image
of the grand system in which all price differences had been eliminated. The evenly rotating system
fulfills this need.

In building the evenly rotating system, the economist relates the prices in such a way that there
is no motivation to act. To do this, he conceives of a set of routine behavior being performed. The
behavior is such that if entrepreneurs were present (i.e., if there was an entrepreneur role that
performed the entrepreneur function – see below), they would perceive no opportunity to profit by
changing the prices. No price differences exist for the entrepreneurs to profit from. This situation
is analogous to the routine behavior performed in the Crusoe example described in Part Two of the
essay. It is both the starting point and ending point in building a theorem about Crusoe’s action. The
evenly rotating system is one in which there is no motivation to act. Entrepreneurs would be content
to continue the routine of the past.8 

Mises points out that in the evenly rotating system,

if we disregard the differences brought about by the higher valuation of present goods as compared with future goods,
the sum of the prices of all complementary factors needed for production precisely equals the price of the product (HA:
290).

The evenly rotating system cannot represent the signaling and economic calculation that the
interactors employ to determine prices in real market interaction. But it can help the economist
assure that the division of labor law and law of consumer sovereignty are incorporated into every
economic theorem.

Elucidating the Entrepreneur Role and Profit and Loss
When Mises writes about the “implied problems of profit and loss,” he is referring to the market

interaction analog of the acting character of the isolated actor. The entrepreneur role represents the
acting character of humankind under the conditions of capitalism. The income of money profit is
the market interaction analog of Crusoe’s utility. Profit-seeking is the market interaction analog of
Crusoe’s utility-seeking, or his motivation to remove felt uneasiness. The action of the entrepreneur
role is motivated by the anticipation of profit and avoidance of loss.

4. THE IMAGE OF THE FINAL STATE OF REST

The final state of rest is an evenly rotating system. In building an economic theorem, the
economist assumes that it tends to result from the action of the entrepreneur role. The economist
calls the prices toward which the entrepreneur-set prices tend “final prices.” They are established

8Mises’s statements about the “plain state of rest” refer to prices as they exists in reality. His statements
about the final state of rest, which I discuss in the Part Four of this essay.
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through the interaction of individuals in the entrepreneur role. Mises writes about the relationship
between entrepreneur interaction and final prices by referring to “the operation of the market.”9

 
We conceive the operation of the market of consumer’s goods in a twofold way. We think on the one hand of a state
of affairs which leads to acts of exchange; the situation is such that the uneasiness of various individuals can be
removed to some extent because various people value the same goods in a different way. On the other hand we think
of a situation in which no further acts of exchange can happen because no actor expects any further improvement of
his satisfaction by further acts of exchange. We proceed in the same way in comprehending the formation of the prices
of factors of production. The operation of this market is actuated and kept in motion by the exertion of the promoting
entrepreneurs, eager to profit from differences in the market prices of the factors of production and the expected prices
of the products. The operation of this market would stop if a situation were ever to emerge in which the sum of the
prices of the complementary factors of production – but for interest – equaled the prices of the products and nobody
believed that further price changes were to be expected. Thus we have described the process adequately and
completely by pointing out, positively, what actuates it and, negatively, what would suspend its motion (HA: 334,
italics added).

The final prices in this explanation of the operation of the market are those that, in the economist’s
imagination, would “emerge” when “nobody believed that further price changes were to be
expected.”

In writing of the entrepreneurs, Mises mentions the evenly rotating economy but, oddly, not the
final state of rest.

The entrepreneurs take into account anticipated future prices, not final prices or equilibrium prices. They discover
discrepancies between the height of the prices of the complementary factors of production and the anticipated future
prices of the products, and they are intent upon taking advantage of such discrepancies. These endeavors of the
entrepreneurs would finally result in the emergence of the evenly rotating economy if no further changes in the data
were to appear (ibid.: 329).10

It would have been helpful to readers if he had characterized the endpoint of entrepreneur interaction
not as an evenly rotating economy but as an evenly rotating system that functions as a final state of
rest.

Producing Economic Theorems
When Mises describes the operation of the market, he is in effect producing a theorem, or set of

theorems, about the outcomes of the separate actions of entrepreneurs, consumers, and factor
suppliers. It would be possible to add savers, credit intermediaries, money holders and the money
suppliers to this set of assumptions. However, at the point in the book where Mises presents his
theorems on the market economy’s operation, he is concerned only with direct exchange and he has
not yet adequately introduced the concept of time preference. He does these in subsequent chapters.

9It would be better, in my view, if he had not referred to “the market” at all. Instead, he could have used
the phrase “individuals interacting in the entrepreneur role.” Admittedly, this phrase is more cumbersome.
But it would have more accurately reflected his method of analysis.

10Mises calls this sequence of events the theorem of the “abolition of price differences not caused by the
costs of transportation and trade barriers” (ibid.: 331).
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5. THE IMAGE OF INTEGRATED FUNCTIONS (THE FUNCTIONAL DISTRIBUTION)

Mises introduced what he called the image of the
functional distribution in order to identify functions
and roles. The functions and roles are required to
transform the prerequisites and necessary characteris-
tics of action into a form that is amenable to building
economic theorems. Interaction under capitalism
entails the cooperation of uncountable different indi-
viduals participating in a system of markets and prices
under the division of labor. The vast majority of these
individuals know very little about the functions they
perform in helping to expand the division of labor and to deal with scarcity. Yet the economist needs
a skeletal image of these functions, so to speak. Just as the pure praxeologist could not build an
image of action without a conception of ends, perceived means and ends, human imagination, and
incentive to act, the economist must have an image that enables him to capture the division of labor
law and the law of consumer sovereignty. I call this the image of integrated functions.

Mises defines these roles in his description of the imaginary construction of the functional
distribution, beginning with the entrepreneur role. The entrepreneur, he says, refers to

acting man in regard to the changes occurring in the data of the market. Capitalist and landowner mean acting man
in regard to the changes in value and price which, even with all the market data remaining equal, are brought about
by the mere passing of time as a consequence of the different valuation of present goods and of future goods. Worker
means man in regard to the employment of the factor of production human labor. Thus every function is nicely
integrated: the entrepreneur earns profit or suffers loss; the owners of means of production (capital goods or land) earn
originary interest; the workers earn wages. In this sense we elaborate the imaginary construction of functional
distribution as different from the actual historical distribution (ibid.: 254).

The image of integrated functions contains three fundamental roles that perform functions. The
first is the consumer-saver, which expresses the utility from material consumer goods that ultimately
motivates entrepreneur action to cause goods to be produced. The second is the entrepreneur, which
embodies the knowledge of how to produce consumer goods and factors of production and is the
driving force and determinant of all market phenomena. The third is the factor supplier, which
embodies the ownership of the factors and the desire to maximize income from supplying these
factors. To distinguish between the owners of material factors and the owners of human factors, the
users of the image further divide this third role into two: the capitalist and the worker. The
entrepreneur role is central.11

Image of integrated functions: a skeletal
image of market interaction in which the
economic functions of causing material
consumer goods to be produced to satisfy
consumer wants are performed by hypo-
thetical individuals who act in the specific
roles of the consumer-saver, entrepreneur,
and factor supplier.

11Mises writes that the entrepreneur function is the driving force of market interaction (HA: 328-9).
Regarding the image of integrated functions Mises begins with the entrepreneur role. He says that
entrepreneur means

acting man in regard to the changes occurring in the data of the market. Capitalist and landowner mean acting man in regard to
the changes in value and price which, even with all the market data remaining equal, are brought about by the mere passing of
time as a consequence of the different valuation of present goods and of future goods. Worker means man in regard to the
employment of the factor of production human labor. Thus every function is nicely integrated: the entrepreneur earns profit or
suffers loss; the owners of means of production (capital goods or land) earn originary interest [pure market interest]; the workers
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The careful reader will realize that Mises used this image of the functional distribution to present
the theorem of the abolition of price differences  (ibid.: 331, as cited above). However, he scarcely
refers to the image in subsequent discussion.12 Yet the image of integrated functions contains the
critical vocabulary that is necessary to bridge the gap between the study of isolated action, or action
as a category, and the study of market interaction.

Passive and Active Roles
By designating the entrepreneur role as the driving force, the economist separates the distinctly

human, activating character of market interaction from its passive character. The roles of the
capitalist, landowner, and worker possess only passive character. The economist assumes that they
passively provide services to the entrepreneur role in exchange for income. The capitalist and
landowner have command over property that they rent out in return for market interest. The worker
commands his work. He passively supplies the labor factor and earns wages. Mises does not
emphasize the fact that his presentations divide the roles into passive and active. But he uses the
active-passive distinction repeatedly in building economic theorems.

The Capitalist Financier
The image of integrated functions contains no capitalist-financier. A project can be financed by

consumer-savers who lend money to the entrepreneur or by owners of factors of production who
agree to wait for their payments until after the product is produced and sold. In either case, the
financiers must bear uncertainty. This prompts Mises to invent the role of the capitalist. The
capitalist, he says, is always an entrepreneur because she cannot avoid bearing uncertainty.13

Implicit Roles
Mises’s image of the functional distribution makes no mention of the consumer role, the saver

or the capitalist-financier. Yet these roles are implied. This is obvious for the case of the consumer.

earn wages. In this sense we elaborate the imaginary construction of functional distribution as different from the actual historical
distribution (HA: 254).

Here he touts the what he calls the “functional distribution.” This is one of his imaginary constructions. I
prefer the term image of integrated functions partly because it is more descriptive and partly because by I
believe that contrasting this image with the historical distribution is misleading.

12The exception is at ibid.: 306.

13To isolate the capitalist-financier, Mises proposes the task of trying to build an image of what he calls
a pure entrepreneur. A pure entrepreneur would possess no financing. Suppose, he says, that the pure
entrepreneur speculates on behalf of the capitalists and takes “100 per cent share in the net profits.” The
capitalist would be left to bear any losses. He neglects to say that no capitalist would be satisfied with such
a situation. But he implies this by writing that the “capitalist is always also virtually an entrepreneur and
speculator” (HA: 253).

His aim is to emphasize the fact that in the task of describing real market interaction, the functions of
driving market interaction and bearing uncertainty cannot be separated. They can only be separated by the
theorist who aims to distinguish different functions that must be performed in market interaction in order to
build theorems in light of market interaction complexity.
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All of the entrepreneur role’s action is aimed at earning profit that depends on its satisfying the
wants of individuals in the consumer role. In the case of the saver, it is evident that owning capital
goods (including land) is a means of saving that enables a person to earn an income. The material
factor owners are the savers.

The capitalist-financier is somewhat more complicated. To act in this role means to bear
uncertainty that an entrepreneurial venture will incur a loss. In this case, the capitalist-financier role
is implicitly part of the entrepreneur role. Accordingly, in writing about the pure entrepreneur, who
possesses no financing, Mises says that the capitalists speculate on the activities of the entrepreneur
and take “100 per cent share in the net profits.” Then he writes that the “capitalist is always also
virtually an entrepreneur and speculator” (HA: 253). It follows that the two functions – speculation
and directing production – are combined in the same image of the entrepreneur function and role.

The Entrepreneur Role and Invention
The entrepreneur role does not express what can be called the inventive character of action. This

character is responsible for the discovery of new factors of production and new ways to employ
existing factors. The entrepreneur role, as such, is not inventive. It has the capacity to recognize that
new discoveries have been made and the incentive to employ either the individuals who can make
discoveries or the material results of discoveries made elsewhere. The result of such employment
is that individuals in the consumer role are served with goods that it regards as superior to existing
ones or goods that it can buy at a lesser sacrifice, ceteris paribus, than existing consumer goods,
thereby leaving more factors for the production of other consumer goods.

Inventiveness is one of two contributors to the increase in humankind’s capacity, ceteris paribus,
to produce consumer goods. The second is saving.14

The Roles and Incomes Are Also Imaginary Constructions
Since the image of integrated functions is an imaginary construction, so also are the roles and the

incomes earned by them. Clearly, the pure entrepreneur is an imaginary construction. The concept
of the savers and workers are also imaginary constructions. When historians describe the owners of
the material factors and workers in a real capitalist economy, they have in mind distinctly human
actors who also act in the entrepreneur role (ibid.: 61, 253-4). The same is true of incomes. When
economists describe the interest earned by savers, they have in mind an income that includes an
entrepreneurial component.

Mises does not directly tell the reader that all of the roles and incomes are imaginary
constructions, although he does this for the pure entrepreneur (ibid.: 253, 525). He does imply it,

14Thus Mises writes that

the preliminary conditions of economic improvement are an achievement of those whose saving accumulates the additional
capital goods and of the inventors, and that the utilization of these conditions for the realization of economic improvement is
effected by the entrepreneurs (HA: 298).

Mises tended to emphasize saving. The reason, one speculates, is that many intervention arguments disregard
the effects on current saving and on the consumption of previously accumulated capital goods. In building
the image of pure capitalism, it is important, however, to emphasize the relationship between invention and
the entrepreneur role.
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however. A reader who paged forward in HA to his discussion of how to distinguish originary
interest from profit reads the following: “It was only the elaboration of the imaginary construction
of the evenly rotating [system] that made it possible to distinguish precisely between originary
interest and entrepreneurial profit and loss” (HA: 536). He means by this statement that the
economist could not isolate the concept of originary interest without conceiving of the imaginary
evenly rotating system that contains no entrepreneur role. Thus, the originary interest to which he
refers in the image of the functional distribution is meant to be the income received by the pure saver
and owner of material capital goods, as distinct from the income received by the pure entrepreneur.
Along with these, a concept of pure wages is implied as the income earned by the “pure worker.”

The image of integrated functions helps the economist build a vocabulary that he can use to
represent the prerequisites and necessary characteristics of action as they are manifest in market
interaction. Specifically, it enables him to make unambiguous definitions of worker, wages, owner
of capital goods, interest, entrepreneur, profit, consumer, saver, consumer spending and saving. If
it were relevant, the economist could also make an unambiguous definition of taxes to support the
government’s enforcement of the conditions assumed in the definition of pure capitalism. When the
economist uses this vocabulary in his economic theorems, it helps him to assure that the theorems
can be traced back to the prerequisites and necessary characteristics of action.15

6. THE IMAGES OF THE STATIONARY, PROGRESSING AND
REGRESSING ECONOMIES

Mises defines three additional imaginary constructions: the stationary, progressing and
retrogressing economies. These are distinguished from each other by assumptions about the function
of the owners of capital goods and their receipt of income. He defines the stationary economy as an
economy in which “the wealth and income of the individuals remain unchanged” (HA: 251). In this
economy, he says, the composition of the consumer goods and factors of production may change.
New consumer goods and new factors may be employed; old consumer goods and factors may
disappear so long as there is no change in wealth and income. As changes occur,
 

capital from those branches of production which are to be restricted in accordance with them [is slowly transferred]
into those to be expanded...by not replacing equipment used up in the shrinking branches and instead investing in the
expanding ones (ibid.).

Presumably the stationary economy contains what one might call simulated entrepreneurs, or robot
entrepreneurs, who direct the shifting of the factors of production and the supply of consumer goods.
However, these “entrepreneurs” cannot cause income and wealth to rise. And they cannot earn

15The attentive reader will realize that Mises used the image of integrated functions to present the theorem
of the abolition of price differences (HA: 331, as footnoted above).
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additional total profit: “the total sum of all profits and of all losses is zero” (HA: 251, 294). It is
evident that these functionaries are not really entrepreneurs at all. It follows that it is misleading to
call these imaginary constructions “economies.”16

A purpose of inventing the image of the stationary economy is to introduce two kindred images:
the progressing and retrogressing economies. In the former, wealth and income rise. In the latter,
they fall.17 His deeper purpose is to help present a discussion of how an increase in saving – and,
therefore, capital goods accumulation – gets transformed, via the “actions” of the entrepreneurs, into
an increase in wealth and income. For this, he employs the image of the progressing economy. He
is especially concerned with the identity of the roles that receive this higher wealth and income.
There is no need to repeat his discussion here.18 It is sufficient to note that he uses these artificial
constructs to help in his elucidation of market interaction and, therefore, of the effects of saving in
light of entrepreneurship being the “driving force.”19 From this point of view, they are auxiliary
theorem constructs.

7. THE USE OF IMAGINARY CONSTRUCTIONS IN MISES’S
PRESENTATION OF THE TRADE CYCLE THEOREM

Mises invented the trade cycle theorem and presented it in 1912. Every economist who calls
himself Austrian thinks that he understands it. Yet, Mises’s version of the cycle in HA employs
imaginary constructions that, so far as I know, no Austrian economist has mastered. In light of this,
it is doubtful that any Austrian has grasped the advanced version of the theory that Mises produced
after having provided the praxeological foundation. It is not the task of this book to present this new
version. The aim of this section is merely to quote Mises’s introduction to his chapter on the trade
cycle in order to demonstrate its use of the imaginary constructions described in this essay. the
theory.

16In fact, Mises does not use the term “entrepreneur” in his initial description of the three economies. He
does use it in his later discussions of them, however.

17In his initial statement about the reason for the rise or fall, Mises cites increases or decreases in capital
goods (HA: 294). However in a later statement, he includes the possibility of technological change (HA: 515-
6).

18The reader who is interested in comparing Mises’s treatment of these constructs with that of Rothbard
should begin with Mises’s presentation of this relationship at HA: 294-7. Then she should compare with
Rothbard’s at Rothbard (MES: 532-536).

19Mises uses the image of the progressing economy for other purposes. One is to present the effects on the
demand for money of an increasing population and division of labor (HA: 414-5). Another is to describe the
effects of credit expansion (HA: 557-9). Still another is to present a history of capitalism (HA: 614-6, 664-5). 
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Mises begins by referring to originary interest in the pure market economy (pure capitalism).

In the market economy in which all acts of interpersonal exchange are performed by the intermediary of money,
the category of originary interest manifests itself primarily in the interest on money loans...[I]n the imaginary
construction of the evenly rotating economy the rate of originary interest is uniform. There prevails in the whole
system only one rate of interest. The rate of interest on loans coincides with the rate of originary interest as manifested
in the ratio between prices of present and of future goods. We may call this rate the neutral rate of interest (ibid.: 538).

Consider the imaginary constructions that are either stated or implied in this paragraph. First, his
reference to the market economy refers to the pure market economy, which is the topic of all of part
four of the treatise, in which this passage appears. Second, he refers to evenly rotating economy and
to the imaginary construction of originary interest (in pure form).20 The presence of originary interest
implies a third imaginary construction – the functional distribution.

Next he writes:

The evenly rotating economy presupposes neutral money. As money can never be neutral, special problems
arise...If the money relation – i.e., the ratio between the demand for and the supply of money for cash holding –
changes, all prices of goods and services are affected. These changes, however, do not affect the prices of various
goods and services at the same time and to the same extent. The resulting modifications in the wealth and income of
various individuals can also alter the data determining the height of originary interest. The final state of the rate of
originary interest to the establishment of which the system tends after the appearance of changes in the money relation,
is no longer that final state toward which it had tended before. Thus, the driving force of money has the power to bring
about lasting changes in the final rate of originary interest and neutral interest (ibid.).

This passage reflects the economic theorems that he presented in all of his chapters 14-19 on method
and on direct and indirect exchange. With specific reference to the imaginary constructions, he
begins by referring to the final state of rest of the evenly rotating system toward which the economist
must assume market interaction is tending. Then, by proposing that money is not neutral, he
indicates that his image of the market economy is one of indirect exchange, as opposed to direct
exchange, in which individuals receive utility from temporarily holding money.

The existence of changes to which actors adjust implies the entrepreneur role. Later in the same
discussion, Mises asks how “the interplay of the market factors readjust the gross money rate to the
height conditioned by the rate of originary interest” (HA: 539). This is a question about the actions
taken by individuals acting in the entrepreneur role to cause a tendency toward a new final state of
rest. That he regards it as such is indicated by the title of the next subsection in HA, namely “The
Entrepreneurial Component in the Gross Market Rate of Interest” (ibid.).

A fitting end to the essay is a quote that demonstrates the importance that Mises attaches to this
exercise of explicating the trade cycle theory. He had already elucidated the expanded indirect
exchange image of pure capitalism in his chapter 17. The theory of the trade cycle, which he

20Originary interest is also an imaginary construction. However, since it is part of the imaginary
construction of the functional distribution, I do not treat it separately.
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presents in chapter 20, is a kind of culmination of this elucidation. It helps to solve “great
problems.”21

These were the problems economists tried to solve in discussing banking, fiduciary media and circulation credit, credit
expansion, gratuitousness or nongratuitousness of credit, the cyclical movements of trade, and all other problems of
indirect exchange (ibid.).

Mises discusses some of these problems in his chapter 17. One of these is that of conceiving a  real
indirect exchange economy in which an increase in the supply of money can be neutral (HA: 416-
418). Others are connected with debate in England between the so-called currency and banking
schools concerning the expansion of credit money (HA: 444-8).
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