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Consumer Sovereignty: the Key to Misess Economics

Abstract

The praxeological view of the isolated farmer’s action is that he identifies and employs
factorsof production(means)to meethis ends.Theresult,in theabseneof error, is tha he satisfies
his wants in the best wéne knows. Analogusly, Mises’s eonomic view of eonomic interation
under theconditions of the purenarke economyis that the entrepneaur caegoryidentifies and
employs fectors of podudtion. Theresut, in theabsence of error, is tha thewantsof individuals in
theconsumer role are saisfied. This staementimpliesconsume sovereignty. Theentrepreneur role
is themandatory of the consumer. The staement dso reflects aview of entrepreneur role tha is
uniquely praxeologcal. By taking this view and followinga speific andytical mode of
deconstruction, one can trace dl want-sdisfying (i.e. dl entrepreneur) actionsunder market economy
conditions keck to the category of action —theuse of meansto achieve ends.

If pure market economy conditions could exist, they would, in the asence of monopoly,
enablethe members of argup to take thgredest advantge of thegains due to thedivision of
labor.” The entrepreneurs in swch asystan would produce the quantities d goods and digtribute
those quantities in waythat consumersemost willing adable to buyAs a rasult, itwould be the
desired systan from the pespective of bath the classical and early neoclassical economists This
judgmaent is not based on values; it is not an ethical pueligt. t is based on the daical insight of
the higher productivityassociatédwith the dvision of labor, which Mises dubtehe theorm of the
harmonyof rightly understood interests. Mises derived whaall the theam of @nsumer
sovereignty from tisingght.

| submit that this, in a nutshell, is the corévies’s eonomics. The eanomics is builbn
the foundaions of the deduction that consumer soveeignty prevails unde pure maket economy
conditions and that the enpreneir role dways acts acording to the theonmam of consumer
sovergnty. The burda of this essayis to defend this interptaion of Mises’s eanomics by
carefully examining Mises’s treaseHuman Ation (1966). It pays special attentionto thepat of his
treaise in whth he pesents the imagof thepure maket e&eonomy The esayalso discusses
previous literéure on Mises’s@nsumer soveignty concet. Its goalis torenav interest in Mises’s
economics, dbeit from amore informed point of view than previously.
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ConsumerSovereignty: the Key b Misess Ecanomics

By my interpreation, Ludwig von Mises was theirfst and the last to build an epistemaobad
foundation fora valuefree €onomics baskon praxedogy. In other wods, he built a log of
distinctlyhuman atton (praxeology. Then heexpanded this into a logod interaction under miket
economy conditions (economics). | use theterm “Mises’s economics” to refer to this economics.
Becausdt incorporats theuniversal lawof the higheproductivityof the divisionof labor Mises
1966: 145)and of assomtion (bid.: 159-161), it is closest to the economicstiud classida
economiss$, as réned and modified in the writing of ealy neoclasical eonomists ike Carl
Menger, J.B. Clark, Eugen Bohm Bawerk, Phli p Wicksteed, Herbert Davenport and Frank Knight.
What amounts tde samehing, Mises’ssconomicss arefinementf the Austriantheoryof value

and cog and themarginal produdivity theory of digribution of the early neodasscal economists

| defineMises’s eonomicsasasystematic expositin | .o o conenics asysiemaic expos-

_ tion of praxeolog/-basedecaonic theo
of praxeology-base economic theremsaboutthe pure | remg atput tre pue market ecaony and
_ _ market intervertion. The theaems are
maket economy and maket intervention. These | derived fran the heoremof consumer
sovereignty ard they are used to help make

theorens are deved from the theoem of ®nsumer | value-free evaluations of interventionist
arguments.

sovergnty andtheyareusedto hdp make valudree
evauations of arlgumentsin favor of or against government intervention in otherwisefree markets
(hereafter called “interventionist arguments’). Mises intended his economics, which he first

presated in his treatise, to hieve asinglepurpose — tonakeit possible to use the ingits of the
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classca and early neodassical economists to help Mises's sirgle, ulimate purpose of

, . ecoromics to enable the emnomist to
evaluate interventionist arguments The mog extreme | ake valuefreeevaludions of argumerts

in favor of oragainst narket intenention.

of thesearguments was fasocialism, which advated

the abdition of makets.

Mises wrote that thelassical eonomists as such, Classial econonists evaluated

) o ) interventionistarguments m the basiof
evaluged nterventionistarguments byaskinghow an | ihe theorem of the hamony of rightly

undestoodinterests.

intervertion affects the dvision of labor. In so doing,

theyindicated a aceptane of what Mises clled thetheorem oftheharmonyof rightly understood
interests(ibid.: 674). This theorem ga that when individuals eage in markeinteragion, they
beneit from the hidner poductivity of the division of labor. Thussahe classida saw it, if the
intervention expands the division of labor, it is gobthé intervention causs the division of labor

to contrat, it is bad.

The Austrian theoryof vdue and cost improved on Mises trangted he thegem of the

_ . hamony of rightly understood interests

to the assumed wss of individuals actingin a role —
that of the onsumer of gods. h the newer theorgther roles-the supplier of mateal factors, the
supplier of wok, and theentrgorenair—combingo cause th@roduction of gods that the consumer

role banefits from ©nsuming: Mises reined theAustriantheoryby translatinghe theore of the

!l preferto ue thephrase’Austrian treoryof valueandcost”to referto wha Mises \ariouslycalled
the subjedive, modem, and marginal theay of value He sdd thatthe theay wasfounded by Can Menger,
William Stnley Jewns,andLeon Walras {bid.: 121), dthough there were sane preaursas who were
largely ignored
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harmonyof rightly understood intesgs into what tall thetheorem of caoxsumer sovereignty. The
theoren holds that, under the conditions of thegoomarkeeconomythe entrpreneir rolealways
acts in theinterestsof individuals in theconsumer role. Theconsume sovereignty theorem corrects
for the déedive classichtheoryof the source of value and it expligitkes acount ofthe fact that
possessing amonopolyis a meansadr ownes of ertan fadors of production to berfé at the

expense of thesbcial interst.”

Broadly speaking to use the theone of consuner Theaem of Consumer Sovereignty:

Under thecondtions d the pure market
econany, the enrrepreneu rolealways ard

_ exclusiwely acts in the interests of
economist mmpares the paformance of the carefully | individuas in the role of the consumer.

sovereignty to achieve the single purpose, the

ddined ertrepreneur role under two sds d conditions.

She asks whetheonsumes would be betteservel by means 6 the ertreprenaur role in the
presaceof theinterventionor in its absene. An importantpartof this procelure is to produce
theorens about how thertrepreneurrole ats under vaous conditions, particulbr those of the

pure market economy.

Since his economics waaimed at wealuating The production of thearems needed to

_ _ o evaluae of intervertionist argumerts
arguments on the basis ofradely acepted dterion, | pased on the theorem of consumer

sowereigty canbea valuefree sciace.

he coud legitimately claim value freedom for this
procedure. Because use of this criterion was the tradition in economics, one who decidesnotto use
it could be braded a noreconomist. A rgction of this criteion amounts, as Mes saw it, to a

rejection of eonomics. Thus, Mises ragdal his economics as kee free and sentific.
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My interpreation of that Mises’s trége appeis unique. i the proess of deelopingit, | have
had to introduc@ew tems, to rejed some of the tens that Mises used, and to consistentlg a
singleterm where Misesempbyed a vaety of terms to mea the same thingAs a reult, the
interpreation mayseem foeign to some reders who ee familiar with the treaise. Ican onlybeg
the skeptichreader to bepatient and éentive.Theintellectualreward,| believe will be immense.

The purpose of thisessg is to elaborate on and to document my claim tha consume sovereignty
is the keyto understandinthe treatise. Part 1 peents and documés myinterpreation of Mises
purposes in iggaer deail. Since a arcid part of Mises’s proedurefor achieving his purposes
consists of defining the entrepreneur role, part 2 is devoted exclusively to elucidating this role. It
focuses espeially on the réationship between tharofit of the entreggneurand the kisive concpt
of “originaryinterest.”Part3 concludsthedocumentatioby identifying economidheorens in the
economics pdion of Mises’s tretise and showinghat these r@ deived from the theomm of
consumer soveignty. This helps to show that the k&y Mises’s economicss his theaem of
consumesoverggnty. Part 5 discusses integtations byKirzner and @nce. Par5 presents brief

conclusion.

1. THE PURPGSES O MISESS EGONOMICS

Mises’s eonomics isbest understood in terms ofsangle ultimate purposet lis to enable the

economist to make \ize-free evaluations airgumentsin favor of or against market intefention.
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It achieves this purpose bgmployng a pradically unobjectionable r@erion for evaluding
interventionist alguments and by making certain that dl economic theorems can be traced back to
distinctly human ation.? Tradng bak all theoems is a means afvoiding error by binding

economics to praxeol ogy.

This part identifies theriterion Mises chosand how How Mises achieves the ultimate

purposeof his econamics:
1. He identifies a pradically unobjec-
tionabke criterion for evaluating

it enabled him tachieve valuefreedom.It also shows

how he was able to bind economics to praxeology. interventionistarguments.
2. Hebuildseconanic theorens inwhich
Mises gave wo reasans for binding economics to economics is bound to praxeology.

praxedogy: to hdp him secue his economics against
criticismandto avoid error. Sectionsare devoted to bath of thesereasans respectively. Economic

theorems are described in aPart Three of the essay.

Achieving Value Freedom

Mises achiged valudreedomby proposingto evaluatenterventionist angments, including the
argument for sacialism, an thebasisof thetheorem of thehamony of rightly understood interests’
(hereafter referred toby theacronym THRUI). A person’s rightly understood interest is defined in

such a wgy that shemust gain from livingin an environmet whereshe ca tradeand, theefore,

?| usetheterm* distinctly human action” to clearlylistingusishhuman ation from thebehavor of
animals anl rabots.The caceptalso dstinguishegshe ationsof normal aduts fromthebehavor of children
andotherwise haadicagpedhumansandfrom human teings thatlack what Misescalls vital enery (Mises
1966 490. Miseswrotethatpraxedogy “deals with actirg man,not with man transforrad into a planand
reduce to a nerelyvegetative edstence”(ibid.: 29) ard that “Praxeology is human..becauseit deds only
with human action and doesnot aspire to know anything abait nanhurman —whethersubluman o
superluman —actiori (ibid.: 36).
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bendit from specialization andthedivisionof labor. Thus, thequestionraised byan interventionist
argument is how an intermtion would dfect the @ins from spealization and the divisin of labor.
Mises reognized that the ebr neoclasicd economists had sueedel in correting for the
defident theoryof valuein classical eonomics and, in the pcess to tnasform the THRUInto the
theoren of consumesovergnty. In terms of the thmem of cosumer soveregnty, the question
raised byan intervationist argument is how he intervention aleds the entremneurrole’s
performane of its funtion, under pug market eanomy conditions, of exclusivelyatisfyng
consumer \ants. So longsathe person making thmterventionisargumentaceptsthe theoren of
consume sovereignty and is not an ascetic, her argument can be evaluated from a vaue-free
perspetive.Inthis subseton, Idocumenthefac tha Mises used the THRWIs a ommon gound
for evaluatingarguments. Next show how Mises fates the THRUI to the theorm of consumer

sovereignty. Fnally, | contrast this gpproach with tha of modern welfare economics.

The THRUI

Mises’s claim to valueréedom was baskon the THRUJwhich he usato signifythe classida
discovery of thehigher productivity of specialization ard thedivisionof labor. Heincorporated this
discoveryinto the verydefinitionof thepuremarkd economy By doingthis, he compelledrgone
who m&es acomparison betweenthis imagnary construa and same other construd, such & a
socialist sgtem,to deal withthe questin of howthe dvision of labor ad specibzation would be

achieved in theother construd.
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Mises’s treéise containseven parts. &t 4is devoted tgroducingeconomic theorems thatear
pertinent to the purmarké economy |n the last chater of tha part, he

writes the following about the THRUI:

What malkes friendly relations betveen huma bengs posdble isthe hgher poductvity of the division of labor.
It removes he natiral conflict of interess. For where here s division of labor, there s no longer queson of the
distribution of a supply nat capabé d enlargement.Thanks to the hgher pioductvity of laborperformed undethe
division of tass, the supply of goods multiplies A pre-eminert conmo intered, the presrvation and further
intensification of sodal cooperation, becomes paramount and obliteratesall essantial collisions. Catallactic competition
is subgituted fa biological compettion. It makes r hamony of the interests d all membersof society. The ery
condtion from which theirreconciable conflicts of biological compettion arise —viz., the factthatall pemle byand
large strive after the sane things— is transformed into afactor making for harmony of interests. Because many people
or even al pemle wantbread,clothes, dhoes, and cars large-scak praduction of these gods becomedeasble and
reduces thecosts of poduction to such an extent that they are accessille at low prices. Thefact that my felow man wants
to acqure does as do,does nbmake t harder fa meto getshees,buteaser. Whatenhanceshte price d shoes sthe
fact that nature does noprovide a nore anple suply of leaher and other raw material required, and that se must
submit to thedisuility of labor in orde to transforntheseraw materials inb shoes. Tie catallactic competition ofthose
who, like me, are eager to have hhoesmakesshoescheaper, nat more expensve.

Thisisthemeaning of thetheorem of theharmony of therightly understood interestsof all membesof themarket
saciety. When he chsscal ecomomists made his statement theywere tying to stresstwo points: First, thateverybody
is intereded in the preservation of the social division o laba, the system that multipliesthe productivity of human
efforts.Semnd, hat in the narket saciety consuners'demand ultimately directs allprodudion adivities (bid.: 6734,
italics addedj.

Hedoes ot express wha hesees & the rdationship beween the THRUI and classical utili tarianism
in this section ohis treatise. He doesthis mucheatier in his treatise, longefoe he tés the reade
the more precise meaning of the THRUI. “The utilitarian economist [economists from Humeto
Ricardo],” he writes;does not...ask manto renoune hiswell-bang for thebeneit of society He
advises him to rexgnize what his rightlyunderstood intesgs are’(ibid.: 147).

Itis important forsome reders taemgnizethatthisinterpreationof utilitarian eonomists difers

from the typical interpetation of tassical utilitarianism. Mises’s does not intetgiee utilitarian

*The sectionn which these @ragaphs are located is entitl&the Harmony of Rightly Understad
Intereds.” However, it islargely about sodalism This maybethereasonwhy readers of HumanActionhave
failed to redize its relevarce to intervertionist argumerts and, therefore, its significance to Mises’s
econanics.
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economist as making policy evaluations by only using aeneit-cost calalation, as Betham might
have donewith his fdicific calculus (Mitchdl 1918). Mises interprets theclassical economistswith
havingestablished thatdhthamite netagn from speialization and the division of labor is positive.
In other wods, he cedits the classi¢@conomists with having diegeral theuniversalaw of the
highe produdivity of the division of labofMises1966: 145) Theywent on to incorpate this law

into their criterion for evaluating interventionist argument — the THRUI.

The Common Ground, a Single Purpose, and Vateedom

Mises wsed the THRUI as the basis for claiming tha individuals evaluating interventionist
arguments could agree onacommon ground, or comnon criterion, for evaluating suwch aguments
Having agreed on acomnon ground, theeconomistscould proceed to develop economic theorems
that incorporge that commonrgund throup assumptions. #h theoems would necssarilybe
value feewithin that contextThetheorans could then be used toayze a proposed inteention.
Thus to achieve vdue freedom in light of thiscommon ground, dl that an economist hes todois
to produce theorems that incorporate the THRUI.

In his Notes and Recolldons, which he wrotein 1940, Mises writes:

In myanaysis of [theproblemsof socialism andintervenion], | introducedanewpointof view, theonly onethatallows
a scenific discusion of these pttical questons. | inquired into the effectvenessof the ch@en meansotatain the
avowederds, thatis, whethertheobjectiveswhichtherecanmendedmeasureswere o atain would actualy beacieved
by the meansecommended and engyled (Mises1978a:114,italics added).

He doe not describéhe “avowed eds” immediatelyHe describes themwvo pages latewhen he

writes about his dique of socidism. He wites that regrdless of what ejument is presentefor
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socialism, the proponert of socialism must determine the extert to which “economic well-being”
is reduced. Although we cannot measure economic well-being, we cannot ignore it either. “If the
socialist systemlealsto chaos because economic calculationisimpossible,” thenitis“puretrifling”
to present ahe argumentsin its favor (Mises 1966: 116). The common grourd in this aseis
“economic well-bang.” One nug presume that economic well-being andightly understood interests
amount to pretty mud the sanething for Mises.

Also consideris remaks onideology in histredise.He distinguishedbetwea ascéic and non-
asceéic world views. Né@her purereasoning norexperiencean esolve dispugsabout whethea

particular meanswill achieve ascetic gods because no agreement can be reached on the gods.

Butwhereeartly thingsareinvolved,thenatral affinity of all men andhe idenity of the bological conditions
for thepresvation of their livescomeinto play. Thehigherproductivity of cooperation under division of laba makes
saciety the faemaost means b every individual for the attainment of his own ends whaver they may be. The
maintenance and fuler intensification of social cooperaton becane a concernf everybody. Every world view and
every ideologywhich is not etirely and unconditi onally committed to thepractice of aseticism and toalife in anchoritic
reclusion must pay heed tothefact that scciety isthe geatmeandor theattainmentof eathly ends. Butthenaconmmon
ground is won to clear he wayfor an ageementconcernng minor social prablems and tte deails of society's
organizaion. However various ideobgies mayconflict with one anoher, they harmaize in one point, in the
acknowledgment of life in society (ibid.: 17980, italics added).

The “‘common gound” of which he wites in this passgeis the THRUI, althoudn he does not
diredly sayso. That this is sosievident fom his definition of scciety as “thedivision and
combination of labor{ibid.: 143)? “Societys organization” is a refrance towhethera paticular
intervention maymprove society- i.e., whetheit will expand speadilization and the division of

labor.

*Mises writes that “[hJuman society is an intellectual and spiritual phenomenon. It is the outcome
of apurpaseful utilization of a uniersal lawdeternining cosmic beoming, viz., the higher produdivity of
the dvision of labor” (ibid.: 145). Seedso the disaussion of scciety at ibid.: 2
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Unfortunately, Mises does rot dways identify this ommonground. In two cases,hemeely assets
that value feedom can beachiezed by merdy adoptingthe citerion of thog who propose an
interventionist argument. An examge is his Critique of Interventonism which he wote in the
1920s. h that book he vites: “The poblem athandis: Whatarethe consquencs of government
and otheinterventionsm the privatgropety ordef? Can theyachieve the esult theyaresupposed
to achiev® (ibid.: 17)

The sames partlytrue ofhis discussiorof judgmentsof valuenearthe end of the treize (bid.:
882-5). The THRUI is unstaed. However, to onewho isaware of thecommon ground, it is evident.

Corsider thefollowing two quotations

[T]hefreetradeemnomists attackedprotecion. Theydenongratedthatprotecion doesnat, asits chamgonsbdieve,
increase bu, on thecontrary decreases thetotal anount d prodwcts,and isthereforebad from the poinbfview of those
who preferan ampér aupply of productsto asmaler. It isin this sensthateconanists criicize policies fom the pant
of view of theends d@med at.

Praxedogy and economicsdo nat say thatmen should peacefully cooperate within the frameof societal bonds; they
merel saythatmenmustact this wayif theywantto make their acionsmore successil than dherwise.Praxeobgy and
ecanomicsdonat saythatmen should peaefully cooperate within theframeof societal bonds; theymerely saythatmen
must ad this way if theywantto make their adions more siccessful thanothemwise. Complianae with the moral rules
which the eseablishment preservation, andintensficaion of sccial cogperaton require is not seenasa sacrifice to a
mythicalenity, butasthe recairse o the metefficientmethodsof acton, asa price expended fcthe atainmentof more
highly valued returns (ibid.: 883).

In the bak of Mises’s mindn ead of these cases the citerion of the THRUI even thouly he

does mt dateit.

Comecting the THRUI to the Theorem d Consumer Sovereignty
Mises wses the theorem of consume sovereignty as acriterion for evaluating interventionist

arguments. The evaluation of interventionist arguments, in turn, is part of what he cdls an
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incontestable mrcedue. This is to first elucidate intertamn under pue maket eonomyconditions
andthen toducidate it unde theconditions d market intervention, as indicated by the*problems”
that arémplicit in the intervationistarguments that theconomist aims to evaluaibid.: 237-8)°
The ducidation of nteraction under pure marketconomyconditionstakes théorm of producing
theorems,thefirst of which isthetheorem of consume sowereignty. | will show in Pat Three of this
essg tha thetheorems ae deductionsabout the entrepreneur role. At this 4age | mug spend sane

time describinghe theorm of consumesovergnty. | begn with a preliminarydesciption.

Corsume Sowereignty

One ould express the theorem cbnsumer sovereigntposelyin the followingway. Under
market economy conditions, the vast mgjority of people find it necessay to suppy factors a to
producegoods for otherg orderto satisfytheir own wants as consumsein doing so, ach peson
acts in the intes of the person @ersonsvhosebuying actionsenablenim toean income. the
buyers ae mnsuners, her actions benf@ them directly If the buyers ae pooduces of consumer
goods, her etions benef consumers indirdly throudh her supplyof a factor. Mises used the
concet of consumersovergnty to refe to the produers of consumergoods and fetors of
production at whamanywriters todg would call eah link in eab fador supplychain.

A persommayexperiencesatisfation or dissatisfaction bysing afador in a paticular way. For

example, a shoemakmayenjoymakingshoes or &rash colletor mayabhorthe stink associated

*Misess wording is dightly different because of his objectcentered grammar (see bdow). This
procedire isfurtherdiscused inChapterThree.
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with her wok. Thesepeople are diret consumes of their own wrk. As such, the wants as
consumersa@mpete with the was of the consumemho stand to benefrom the god or serice

tha their factors help produce. A worker’'s dhoice to take account of thejoy, tedium, a irksameness

of work is not an exception to consumer sovereignty.

A person may dready possess @ough purchasing power to buy al thethings recessay to dtain
what heregards asacomfortablelif e. However, if hefails to try to earn the highest incomefrom hs
savings, hewill have to gve up asanewhat mare comfortable life. A pason may disdan theuse
of effort required to manage his savings or hemay opposelending on, say, ethical grounds Even in
this case, & balaces thanargnal satisfaton he expects if he we to ern alditional moneyby
meanf lendingandinvestingagainstthechang in saisfactionheexpectsf hedoesnot consider
lending and investing. Again, hisaction is not an exception to the theorem of consumer sovereignty.
He acts in the interests of thewnsumer role byakinghis own interestsinto aceunt in his choice
as wdl as thoseof otherconsumersOnly if anactoris ahermitor an &cetic — vino is not part of a
marke economy- can his etion avoid acountingfor the @nsumer role

Such a loosexgression of the theomn of consumersovergnty cannot besufficient in the
rigorous logic required of economic sdence. To m&e it more rigorous, it is necessay to precisdy
define the conditions under which the theorem holds. Moreover, given the prospect of monopoly,

it is necessarto clealy definethe entrerenair role. Idiscuss edcin turn.
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The Pure Markt Econom

If the single purpose of economics isto evauate interventionist aguments then one mug beagin
with an ima@ of inteaction undeconditions in whichihereis nomarke intervention. Emploing
an objetcentered gammar Mises called sutan imag “theimagnary construction of gure
markd economy (ibid.: 237). Thigdefinition of thepuremarkd economyassumes the division of
labor, acomplee private poperty system, completelyree enteprise, dsenceof fraud and of
coecion except for theemployed by the governmaet to enfore privae propety rights and laws
aquinst fraid (bid.: 257, 685 718. Another asumptiontha heemploys inhisandysisof theeffects
of changes in the quantity of money is what he calls neutral money (ibid.: 249. He dsoimplicitly
assumes arbaenceof de@ption.

The purposeof the imag of thepure maket economyis to povide astartingpoint for the
elucidation of market interaction under the specific conditions that define the pure market economy.
| prefer to focus onthe conditions, rather than on the “object” of the pure market economy. Thus,
in thisbook, luse the ten “underpure maket e&eonomyconditions instead of Mises’s fheered tem
“in the pure maket economy.” | dso equate “elucidating interaction” with “produdng economic

theorems.

TheEntrepreneur Rde
Mises beqs his treatise bydentifying the preequisites of aon (ibid.: 13-14). Following
chaptes, respectively on epistemologand on thegason whi he feelsit is necessarto build an

economicsvith apraxeologcal foundationheidentifies what kcall the neessay propeties of the
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category of adion or more simplythe “properties of Entrepreneur Role the agency that

. . ) identifies and attaches costs to the
action” (bid.: chaptes 4-6) Thepropeties of action employment d the factors, enploys
factorsin order to causethe cosumer
refer to ends and means time anduncertainty, & | | goodsto beprodiced,andbearsall of the
respoibility for the consegencef the
point out later in the cipder. One the poperties of | factor employmert.

The entreprereur role repesents all
action ae identified, the economist is inaposition to | distnctly human action, in cortrag to
maximizing behavor of theconsumer ard
factor sipplying roles,under pure nmarket
econany corditions.

The entrepreeur role pssesse the
characteristics of imagination, creativity,
andinventiveness.

person whoets undepuremaket eonomyconditions | |ndviduas acting in the ertrepreneur role
always act in the rightly understod
possesses the perties ad chaacteistics of the | interestof individualsactingin the role of
the caoxsunersaver. In aher words they
entreprener role. ‘Everyone is an etrepraeur.” | always caise the divisia of laborof labor
to begreaterthanit would be without their
actions.

incorporateall distinctly human maket interaction into

the puremarkeé economys entrgreneir role. Every

However, thecompexity of interaction didates thd, to

producescononic thearems, the economist must conceive d i ndividualsasif they perform particula
fundionsandact in particular roles. The economistenvisions a ective entrepreneur role as spaate
fromother,passivaoles — the ansumer-seers ad the ownes of caital, land and laboiThe factor
swpliersearnincomes whiletheconsumer-saversreceive utility a various times. In contrast o these
roles, the etrepraneur ole exclusivelyeans proft and does Wateve is necssaryto causehe
factors d production to beemployed to sdisfy consumer wants

Each factor supplier role paforms abehaviora function thet helps the entrepreneur role cause
consumer gods to be produdeTheconsumerole performsthebehavioal functionof buying and
consuming thegoodstha the entrepreneur role offersfor sde. It also saves. The entrepreneur role

is the distinctlyhuman agncythat identifies andttaches osts and priceto the emplayent of the
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factors, emplog fadors in order to @ause theonsumegoodsto beproducel, andbeas all of the
responsibilityfor theconsequeces of the fetor enployment. The etrepraneur ple also possesses
imagination, creativity, andinventiveness.Unlik e theentrepreneur role, the behavioral roles meely
respond, like maximing robots, to price offrs maddy the entrpreneuir role.

Forpradically every intervertionist algumert, the economist asumesa large numbebpf consumes
whose warts differ, a large rumber of fador-suppliers with differert spedalized skills, ard a large
numbe of competing entrepreneurs with different imagination, cregtivity, and inventiveness
capaities. Theseassumptions are deed from the dvision of labor darateiistic of marke
interaction under pure market economy conditions.

Consider anmalogy with the isolated faner. krst, therdas a corespondenebetwen the &rme’s
evaludion of his means in terms of thersumer berfégs he expects and theteepreneur ole’s
apprasement of fators. Similarly, the famer’s actubemployment of meas coresponds to the
entrgorenair role’s decision to employadors to producegoods — its undertakingd=inally, the
farmer’s espongoility for errors coresponds to the enpeenair role’s uncetainty-beaing. The
farmer’s mnsumption of the goods has produed coresponds to theomsumer rols purdase ad
actuaconsumption of theapds that the entpeeneur rolehasdirededto beproducel and sold. And
the famer’'ssupplyof-factorsbehaviorcorrespondsdthe factor suppér’s role ofrespondingo the
highest id for factors by accepting employment dfers and fulfilling theemployment duties.

The phrase “entrepreneur role” is probably the most widely used term in this book. Thisiswhy |
have taken thetimeto defineit as recisdy as | can, given the purpose of this chapter. Yet Mises dd

not usehis tem. As Ishow in appendix 1, he used a numifedifferent phraes to redr to the ole.
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Nor did he déne the ple as preisely, in terms of thepurposes haimed to acomplish in the
tredise, as have doneln myview, Mises’sfailureto consistentlyise a sinig term to réer to the
entrgorenair roleis acrudal defiagencyof thetreaiseandgoesfar toward &plaining why realers

have ofen bea bafled byMises’s work. ldefend myuse of the ten in Part Two.

Monopaly

In oder to make a direct connection between the Profit and monopoly gain areearnecby

_ _ _ individualsactingin differentroles.
THRUIland consunresovereignty, Mises attributed the| pqfit - the income of the etrepreneu
role.

causeof anenduringmonopolynot to the entregneur | Monopoly Gain: theincome ofan avner
of afactor of production who chages a
role, theincomeof which isprofit, butto the role of the | monomly price.

maximizing ownerof a factor of produdion. In her

owneship capaity, asopposedo her etrepreneurid capaity, a peson maywithhold some amount
of itin order to barge a hidner price or the renainder. Thedditional revaue eaned fom such an
act is na profit by Mises’s cfinition. It is manopadly gain.

Therearetwo parts to the argiment. The fist is that temporargnonopolyis a chaaderistic of
competition. Simple changes in demand conditions, technology, and theenvironment lead to bath
entrgorenairial proft and loss andottenmporary situations of monopolgain. A candle seller, ér
exampe, may beableto earn amoropoly gain during adectricity blackout (ibid.: 360-1). When the
blackout ends,themoropoly ends.Evenif theblackout continues,competition will tendto diminate
themoropoly gain. The second part is tha an enduring moropoly cannot occur ndther at theretall

stage of poduction or at the pduction stag. At thesestags, individuals compet®if the fator.
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Enduringmonopolycan onlyoccurin themarke forthe employnent of a &ctor An individual may
beable to enjoy amoropoly gain if shesupplies afactor of production thet is syperior in qudity to
all of its potentialsubstitutes or that is the onlgne of its kind. Sheains not as anppraisey
undert&er, oruncetainty-beaer, but as the owneof afadors of prodution.

Making this distnction enabled Mises to dace tha although an endung monopolyis an
exceptionto theideatha dl behaviorin the pure miket eeonomybeneits consumers, it is not an
exception to the theoren of consumesovergynty. The eception réers to an individual as an
incomemaximizing factor owner ard not b an individual as aprofit-maximizing entrepreneur. This
appro@h endled h im to pigeonho)asit were, all want-séisfying action in the entrgrenair role.
Hetheeby achieved apaosition in which he could usetheentrepreneur-driven pure market economy

as the stating pant and benchmak for dl evaluations of interventionist alguments

Why the Theorem o Consumer Sovereignty

Thetheorem of consumer sovereignty statesthat under the conditionsof the puremarket economy,
the entrprenair role dways acts in the intests ofindividuals in he roleof the @nsumer. Mises
justifies using theansumer soverergy theoran by pointing outthatthe Austrian thegrof value
and cod locates the saurce of vdue in the evauations of consumes. The entrepreneurs gpraise
factors d production entirely onthebasisof thar percelved contribution totheentrepreneurs’ profit
which, under pure market economy conditions, dgpends entirely onits contribution totheinterests

of theconsumers(ibid.: 290-1). Under pure market economy conditions, the entrepreneur role aways
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cates to consumersiants, eve though thewnes offactorsmaychage monopolyprices. | now

turn to documentinghe connetion. The logg is tight, sound and undmble.

Documentation on theComection Beéween theTHRUI and theTheorem d Consumer Sowvereignty

| have &eady documented thaVlises reg@rds the HRUI asa common gound forevaluaing
interventionist argments anthatheincorpordesit into his &onomicdy means of thassumption
tha amaket economycontainsadivisionof labor. | have dso panted out that hedoes ot esteblish
the THRUIas the ommon gound until the vergnd of higart 4,after hehas alreadgefinal the
markd economyand produced hisconomic theorems. Naait the time that he tiees the maket
economydoes he @nounce Wy he assumesdivision of labor.

Oncehe deines the purenarkeé economyhe ges on to claim thabteration under purenarke
economyconditions imples consumesoverggnty. Thetypicalreaderhasnowayof telling that the
theoren of consumesovergynty is derived fom the THRUI A readertrained in te theoetical
welfare economics thatas so populaat the mid 20 centuy would likely think that the theorem
of consumesovergnty is a value judgent rathethan & indispensable pgof the deinition of
the market economy.

In fad, the theorm is alogical extension of the THRUbiven Mises’s ultimate purpose. Toese
this, one must first appriede the dvancein economics made the earlyneoclasicals. Menegr,
Jevons, Walras arttieir sucessors reised classidaconomics bygorrectingfor the déective labor
theory of vaue. Themog advanced version of this rew economics at thetime Misesbegan towrite

his treatise waithe Austrian thegrof valueand cost.n that theoryall value an be tacel to the
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evaludions of consumerapds byindividuals in he consumerole and the gods argroduce by
individuals in he roleof the entrepreeur® Mises went beynd the edy neoclasicals to replacthe
classicécriterion forevaluaing inteventionist argment, namelyhe THRUI with the theors of
consumer soveignty. The thecem of @nsumer sovelignty correctsfor adefect in the THRUIby
recognizingtha the owne of afactor may obstruct afurther division of labor in order to partake in
monopolygain.

The best evidence of both the relationship between the THRUI and the theorem o consumer
soverggnty and of Misess use of thisheoren is hisfinal chapter irthe pureeconomics part of the
tredise. This chaptef24) is entittd “Harmony and Conflict of ihterest.” In the edy part of the
chapte he points out that interdgn under purenarké economyconditions is charateiized by
changs nthe dataSuchchangs are theourceof entrepraeurid profit and loss. Those with better
foresight succeed. Those with alack of foresight fail (ibid.: 664-5). A task othe entrpreneur, he
had dready written, is to anticipate and adjustto such changes (ibid.: 252; 290). Profit depends on
ore’s dleviation d the felt uneasiness d others. Accordingly, thereare no corflicts d interest
between buyers and sdlers (ibid.: 665). Of ourse, atrepraieus make gors which ca harm the
decision-makes as wé as others who hee not maderay obviouserrors. However, to inhibitthe
adjustment proas in order to avoid shdvarm wouldeduetheadvantges abievable though the

highe produdivity of the division of labor.

*This mog advarced version, in my view, waspresrted by Herbert Daverport (1914), dthough it
was also implicit in Frank Knight's 1921 book.
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Mises’s specit discussion of the THRUHppees in a latepart ofthe chapter. He first dieles the
theorem (ibid.: 673-4). Therhe used to critique “thealmost universallacepted so@l philosophy
of our ge,” nanely, that of the Socialist and interv@ionist authors” (bid.: 675). He dog not
discuss interventionism in this chgpter. He refers thereader to part 6 o his text (ibid.: 682n).

Two pamagaphs in the lsapter diredly connet the THRUI to the theomn of consumer

sovereignty. Mises first writes:

It is necessar to realze hat consumerssoveregnty is not perfect and hatthere areimits to the @eraton o the
democatic processof the market Thereisin some exceptinal and rae case®f minor importance evenon amarket
not hampered andabotigedby governmentinterference an amtgmism bewveen he interess of the ovnersof factbrs
of production and those d thered of thepemle (bid.: 681,italics added).

This refeence to an atagonism of interestsn a chater entitled “Hamonyand Conflict of hterest,”
indicaies he ink he esablishesbetveenthe THRUI andthe theoran of consumer soveragnty. By
exceptional case he is appantly refering to monopolyas indicatd bythe next quotation.

The second paragraphis an the following page. He writes:

Theclassical emnomists' teadings concerning the hamony of therightly understood interegds were defectve in o far
astheyfailedto recanizethefactthatthedenocratic proces of the maiketis nat pefect becawse in someinganaes
of minor importance, even in the unhampered magkeconany, monopoly prices mayappear..Theybasedtie datrine
of the harmay of interess upon the errmeousassumpton thatthere are nexceptonsto the ruk thatthe avnersof the
means bproduction are brced bythe marletprocessto empby their property accodingto the wishesof the csmsumers
(ibid.: 682,italics added).

Here one ses a diret connection betweethe classidand Mises’s expression of the THRMises
s&ys thet his economics, which | have pointed out it based on the Austrian theory of vdue and cog,
is superior to that of thdassicals in ddang with interventionistarguments since it r@gnizes the
limitation on the sevice to consumers due to moropoly, even though cases inwhich manopaly is

presat areof minor importance
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Reardingthe deéctive ldor theoryof value,the nostextensivediscussions in Mises Chapter
wherehereverstotheAustrian theory of valueand cos asmodern subjectivisteconomics (bid.: 62-

4). Othe discussionsare a (ibid.: 21-2) andipid.: 121-3).

A Contrast Vith Modern V¢lfare Econones

To eanomistswho are trainedin mainstreamtheareticd welfare emnomics, it must seem strange
to sug@st that an@nomist can usdther the THRUIor the theamof consumer soveignty as
a ciiterionfor evaluatingoublicpolicy while atthe same time espousingalue feedom. Yet Mises’s
contention is simple and appatlyincontestable.refer firstto the THRUIL Solong aq1) onedoes
not evauate the pdicy itself but the asgument o the palicy advocate and (2) the pdicy advocate
employs the THRUIas a dterion for evaluding apolicy intervention, the waluation of policy
arguments can bealue fee The &aluator ofan agumentsimply detemineswhetherit is logical
and réevant to the fatsto which it claimsto be relevant. Doethe proposed interventiontdaeve
theproposedjoalof expandinghedivision oflaboror betterservingtheconsumerale, she sks.To
the extent tha a wdfare economist acepts the THRUI, she too is compelled to evauate
interventionist argments ateast partlyonthe basiof wheher theypromote the division of labor.

How should theMisesian economistreply to awelf are economist who oljects o this? Sheshould
firsttell him tha the god of theMisesian isnat to evaluate pdicies kut to evaluate pdicy asguments
Then she should teflim thateconomics islefined by its assumption that indiduals benkt from
specidization and the divisn of labor. No dhical premise is needed tovaluate a argiment

concerning whether aparticular interventionist pdicy will achieve agod when the criterionused to
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judgewhetherthe gal is achiged is the THRUIA welfareeconomist who still objects must be
compelled to anser whetherheaceptstheuniversalaw of thehighe produdivity of the division
of labor. f he answers no, she shouldatrdiim as a noneenomist who caniter be taght
economics owho is a contnan without reaon.

It is possible that someone would accept the THRUI but not the theorem of consumer sovereignty.
The qustion to be asked of shica peson is whdter she rel@es the omplexty of marke
interaction. If so, does sle recognizetha in order to deal with tha compexity, the economist mug
build images d functionsandroles based on praxedogical properties of ation? Sut apasonmug
be pesuaded thzealy neoclasical economicwas aradvane overthe classiceand that Mises’s
treatment of economic problems and interventionist asguments was siperior to that of the early
neoclasicals. Parts Two anchiieepresat this economics, as transmed byMises, in geate
deail.

Mises did nat criticize theoretical welfare economics to my knowledge. If he had, he would
undoubtedhhavechallengdtheassumption that some set ofogls is possilelto produe —i.e., the
assumptio of a poduction possibities frontier. & would havepointed out that the division of
labor required to cause such goodsto be produced cannot merely be assumed. A market economy
mug exist in order to motivate people to identify and then teke advantage of thehigher productivity
dueto thedivision oflabor.Moreove, to achievethe degeeof complexitypresat in the divison
of labor ina moderreconomyindividualsmustbe ableo calailate costs in mneyterms bykeeping
track of thesignds made by other individuals. In other words theeconomymug contain economic

calaulation. To disembodpgroduction byneans of aomplex divsion of labor fom the conditions
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that must be preséto ahievethatproductions like assuming fia without clouds. A theoripased

on such an assumption cannot be relevant to the task of evaluating public policy.

Binding Economics to Raxeology

The mosimportantachiezementof eaty neoclasical eonomics and Mises (i.e., tiie Austrian
theoryof valueandcost)was to bind eanomics to praxeologyEarlyneoclasical eonomics was
basic#ly an extension of the pathfindimgprksof Menger, Jevons, the non-ntiaematical logc of
Walras, and the margina produdivity theory of digribution o J. B. Clark. As the focus of these
extersions shifted more and more toward the entrepreneur as the driving force of the economic
system, the bond betwa the the@ms of eonomics and distinctlguman atton becaméighterand
tighter. Tomyknowledge, Mises was thefirst torecognizeand announce tha the study of economic
action had glminated in a situation whereconomics culd now be rgardel as a kanch of
praxeolog. Mises’sappreiationfor bindingeconomicgo praxeologyis evident in the following

parayraph in his introduction.

For a longtime men fdied b realzethatthe ranstion from theclasscaltheay of value b the subgctive theowy of value
was much mee thanthe subgitution of amore satsfactory theay of marketexchange fo alesssatisfaciory one..The
modem theay of valuewiders the scientfic horizon and enargesthefield of economic gudies Out of the padlitical
economy of theclassial school energes thegeneral theory of hunan action, praxeology. The economic or catallactic
problemsare enbeddedin amore geneal science..[E]Jconomicsbemmesa patt, although the hitherto best elabaated
part, of a more universal science, praxeology (ibid.: 3).
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Later, he didinguishes eonomics in a brater sase, which heequate with praxeologyfrom
economicsin anarower sense, which he calls catalactics (bid.: 232). Atthe end ohis treatise, he
writes again of economics as a branch of praxeology (ibid.: 885)’

Praxedogy is the study of diginctly human ation. Its <ope is ation “irrespective of dl
environmental, accidental, and individual circumstances of the concrete acts’ (Mises 1966: 32). It
followslogically tha theproduction of theorems in praxedogy precedes the production o theorems

in economics.

The meens of produang theorems i praxeology is Praxeologial theorem a theoremabaut

B} . ) o distinctly human ation.

reflection about he essence of aen” (ibid.: 39). The | hat actors possesparticulapropety of
o o _ _ action is a praxeological theorem.
elucidation otheprerequisitesandpropetiesof adion | To identify the propeties of action, one
contrasts imagnary corstructions of

yields the simplest and mod fundamentd theorems n | beings thatknows action with wha shea
priori abou herown action

praxeology. More @mpex theorems aréuilt by
employng alditional assumption® morecomplex theagmis “valid for all instancesn which the
conditions eactly correspond to those implied in iEssumptions and infarees”(ibid.: 32).

One midnt saythat the aim of preeology is to produce @mxeologicétheorens. The aim of
economics, arrespondingly is to produceeconomic theorems Bmployng assumptionghat are
appropriate for the branch o praxedogy tha is concerned with the evaluation of interventionist

argument based on the THRUI.

"Also seea clearstatenent inhis 197& book (1978b:73).
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Using Imaginary Constructions to Identify the Properties of Action

The prxeologst achievs this elucidation goédy using theonly method availabléo identifythe
necessay properties of action. Stating with a vague image of action, she proceeds to huild
imaginary constructionsf being that lack whiesshe proposess anecesarypropety of adion. One
suwch image is an automaton. Another isabeing who lacks motvation toact, dther because hefeels
no uneasines beausehecannotconceve of ameanf removingit. Through a caeful process of
building images that contradict the inherently knowable meaning of action, the praxedogist
discovers thiactionin generalis diiven by a desire to remowve uneasiness ad tha the actor mug
possess the powén remove if This implies the ator’'s imagnation of a futue staé at which
uneasinss is remogd Action furthe implies ends and mes, a conept of @usality time and
uncertainty (ibid.: chapers 4-6). | believe that employing this imagebuilding process also brings
to consciousnegbiequalitiesof imagnation, crativity, and inventivenss, although Mises ds@ot
identifythesediredly. When Irefer to theproperties of the categonf action | am réerring to ends

and means, time and uncertainty.’

®lbid.: 13-4.

*Misesusal varioustems torefer to these properties Typicdly he cdledeac of thema category
of adion. My purpaose for usng the term “property” i s to empby astandard terminology.



Consumer Sovereiy: the Keyto Mises's Ecnomics 26

An Analogy Beveen Action inGeneral and Entreprenarial Action Under Marke Economy
Conditions

Economists deal with market interaction. Assuming that the ultimate goa of the actors in
marke interacion is the consumpbn of goods, economisfgocesd to aquire their undestanding
by building an image that incorporates, as a start, the production of the factors of production, the
production of consumer goods, caonsumption ard othe behavior tha must exisfor human actors,
under pure matet eonomyconditions, to employneans to meeends. The isolatecttor an be

depicted in an andogous way. Mises wrote tha:

every allocation of goods—eventhaose in theprocesesof production —is an exclange,and onsequenty thebasc law
of ecanomic acton can be cmprehended abin the conductof the isdated farmer(1933[1981] 146).

| interpre this © mean that in anffert to satisfy his wants as aonsume, the isolated fiamer
performs the funtion of aproducerand asupplierof factors of productionNotethatthe imag of
the isolated faner is morethan an imag of a actorin generd. It is thus more than a pue

praxeological image. One forms the image of the isolated farmer by combining the praxeol ogy-

derived propeties of actiorwith assumptionghatreflect herinterest in factor supplyroduction,
and consumption of goods. Note dso tha the vdue to theisdated farmer of a consume goad is
derived from consumptioasopposedfor example, from the amount ofork time. The vhie of a
factor of productions derived from thefarmer’s expectaion of consumptn (the imagnation of the
future stée at which his uresiness is remodg.

Economistsmug build imagestha contain many specializationsand many, dif ferent indivi duals.

Thetaskis daunting. In short, market action iscomplex This conplexity compels theeconomist o
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transfom the behavia she aims to degti into roles that perform functionthat repesent the
propetiesof action. The startingoint is b build an imag of oles that, resmively, perbrm the
threebasic types of tinctional behaor — fador supply productionandconsumption. Theoles of
factor supplier and mducercomprise roleshatsatisfywants. Theactud want satisfaction occsr
when the role of the consumer consumes.

Themeanstha Mises uses tobind economics topraxedogy is based on an andogy. Theeconomist
assumes that prodimn and fator supplyaredireded bya sinde role — theentreprenar. The
entrgorenair role exclusivelydireds dl of the meansgthefactors of production). It causes them to
be emplogd such thaconsumer wats are ssfied. The Misesian anomist constructs the
entrgrenair role in sub a wa that it embodies bbf the relevant disihctly human aton under
pure maket eonomy conditions. This includes all of the apmement (idetification and
comparison of the means of production), undertaking (decisionsto produce goods) and uncertainty-
beamg. One ca imagne fector-supplyproductionand consumption oacringwithout action. For
examge, they could bepeformed in an anima community or acomnunity of robats. In contrast,
the Misesian emnomist uses the entremeur role to repregd all distinctly human action under
pure markéeconomyconditions

This definition of the entenair role effetively bindseconomics teraxeolog. The bond does
notassurghat the eanomist can avoid esr. As mationed, it is based on an dogy. The use of
an andogy can bemisleading andtheandogy can beused to obfiscate. For economics tobetightly
boundto praxeolog, economic theorems miuse capable dbeingtraced ba& to the propdies of

action by meticuloudy identifying theassumptions empoyed in theproduction of thosetheorems
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(Mises 1966: 68). On the othlkand, usinghe role to rpresat all distnctly humanadion under
pure maket eeonomyconditions protects agnd a specifickind of eror — that of nglectingthe

distinctly human ection entaled in the paformance of thebasic functions

Why Male Prax@®logy the Foundation for Economics

Nowadas no onecan doubt that human beiagre Making praveology the foundation for

. o . o econanics héps guardagainstthe erro of
different from other living beings ad tha it is worth | negecting the distinctly human action
ertailed in the peformarce of the basic
building a logic of market interaction. Neverthdess, | functiors ofaction.

professonal economists still have a tendency to
evalude intervationist arguments on the basis of models in which the subjbehaveas
automatons and thus do not adifudadentify means of pyducton and comp@ sts, bear
uncetainty, or posgss magnation,creativity, and inventivengs. Some go sorfas to sugest that
the combination of aorrect model ad the numerial data othe pastan be emplogd to prelict
how people W act in the future.These professionals aemmend foreconomics astatistical
extrapolation paradigm similar to the one used in classical astronomy and other material sdences.
Theydonotappreiate thewide differences betwaethe naturbsciences and a sence or logc, of
action.

No deductionin a logic of action would warrart precise predictions of consequernces of a change
in conditions face byan ator. On the ontrary humangossesshe capacityo predict the etions
of eah otherand then to dccontray to others’s préictions. Beause ach &tor is cpable of

guiding her own actions an economist annot identify stdistical lawstha enable himto manipulate
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the behaior of othersto achievecetain desiredresults Numerial datareferiing to past behavior
can begatheed and aanged in a wa that faclitates desdptions of hisbricd events. Bit the
imagnation, crativity, and inventiverngs chaacte of actors preludes the usef statistical
extrapolation to reliablpredid the consequena# anintentional manipulation of action. Hower,
economistscan identify generad patternsof adion. An example idte generl cdculation erors that
would result, undemarket eonomy conditions, from an ux@ecte chang in the quantityof
morey. A more specificset of erors, whit can bededucd if cetain conditions ar@ssumed,
consist of deisions that shit the patten of prodution awayfrom thesatisfation of neaer future
wants. Thesermors can because bythe unexpecteddaition of new monethroudh the markes for
loanable funds. Another pattern that can be predicted is the set of likely entrepreneuria supply
responsgto a price controlMore precise predictions, however, are preaiLaige tothe natureof
distinctly human atton.*°

Makingpraxeolog the found&on of economics mitigas a@inst theliusion that human behavior
IS aubject to staistical laws. It is akind df check on éuse Economics annot do without modds,
or images. But for such imags to be revant, theymustbe buit on a praeologcal foundaion —i.e.,
theymust be based ossumptionghat aretraceableto the propetes of ation.

From a diffeent point ofview, onemightsaythatmakingpraxeolog the foundéon of economics
is a means oavoidingthe erors asociated with matelism, behaviorism and othetleged

methods of identifyng economic theorems and IswAnd, if one onsiders these rteods as being

“This is na to denytheimportane offact gatheringfor the purpose of deternining whetherthe
assumptions in a theeem match ttose of the world to which the treoremis gplied in ewvaluatingan
intervertionist argumert.
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predominant in madern thought, it is ameansof defending economics against thesenon-economic
ideas. Orif one wishes, it is a maaof defendingeconomicg$rom attackgnadeonthebasis of non-
praxeologcal concepts. Witing in the 1930sMisesviewed providing a praxeolagal foundaion
for economics in the latter Iig — as aneans of dendingeconomics gainst attacks bthose who

object to thelogic of economics (bid.: 6-7).

Seauri ng Economics Against Cri ticisms

Mises gives two reasons for insisting on a bond between economics and praxeology. These are
(1) to secure economics “against many fallacious aiticisms [and (2) to]...darify manyproblems
hithertonot even adguatelyseen, still less satisfactorigplved” {bid.: 7). |document theirfst of

these rasons in this subsection and theosektin the nextigsection.

The Criticisms

The criticisms aginst which e@nomics mustbe secured ale made “on thepat of irrationdism,
historicism, panphsicalism, behaviorism, aradl varieties of polyogism” (ibid.: 7). Consider ezn
of these in turn.

Irrationalism, as Mises describes it, contendthat regon as such is not fit to elucidate the
irrational forces that determine humaehaviot (ibid.: 5). It says “that it is anillusionto believe
that scientific eseach an abieve esults valid for peoplef all eas” (bid.). Its man motive “was
to provide a justificaon for disre@rding the teahings of economics in the dermination of

economic policig” (ibid.: 6).
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Wha motivation cauld sameone have for disregarding economics? Oneanswer is thet she wants
to avoid thedamages dueto emnomic competition. Fa exanple, thehead of aunion or abusiness
that is seekingp obtain or taetan aposition ofprivilege might makethis argiment. Such a pgon
mayor not be sinae. At least two kinds of peopld& the profile of sinceely making the answe
The first are thelognatists who assetttatthedestinyof humanbeingsis beyond their control. The
secondarereligious fanaticavho abideby theteatingsof aholy bookthateither excludes sciece
or that tregs thecomprédnensiorof scien@as god onlyif it does not interfex with cored religious
pradice.

To counterthe disingenuous criticism of irraonalism, he eonomist need onlghow (1) tha
economics is concernedwith worldly goods and (2) tha it provides knowledge tha is useful in
attainingor incrasingsuch @ods. Therds no means of reasing with people who emiace
determinism a religious fandicism.

Next consider histotism. Historicism “assés that the logial structureof human thouigt and
action is liable & chang in the cowe of historichevolution” (bid.: 5). It “aimed & repladng
[economics] byeconomic history(ibid.: 4). Its man motve was al® to justfy disregarding theuse
of economicsin evauating public pdlicies (ibid.: 6). Hisoricism seesapitalism as a stagn history
(ibid.: 692). t therebyputs itsadheentsin aposition toadvocé#e policies which, gen thoudp they
may demonstrably harm the people of today’ sage, the adherentsclaim will yield benefits in the next
historical stag. To ©@unter this criticism, the eaomig must show that “the lagal structue of
human thouft and ation” is constanfor atleastaslongashumanbeingareableto forese. Mises

does not mentiothe unversa law of the hgher poductivity of the division of labor in this resgie
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but it seens to me that he could. At whstage in historical evolution, heoalld ask, would this law
becomeirrelevant?

Historicism isaparticulaly pernidgous dotrine be@use it puts its advocaitea position to select
out fads tha are favorable to his posion. The modern @nomist, bydefinition, learns tha
entrgorenair acions musbenett individualsin theconsumerale (see€Chapters Bur and Fve). She
alsolearns &out economic competition. Her learning in thisrespect is about how every actor mug
bean entrepreneur and about how entrepreneurial errors an lead tolosses. Shethus learns thet same
people in maket intera@tion areharmel in a utiitarian sensdy the competition of othersd that
the historyof marke interation contains mangxamples! Considerfor example, the short lifef
coal mines and fatory workers faed with dangrous woking conditions and possipldeclining
wagesdue o caompetition from elsewhere, the dight of domedic fammers in the face d foreign
competition, thelamagdoneto smdl local businesspeople ¢éang competition from larg regional
firms, and so on. Thieistoricist @npoint totheseharmfuleffects, while igioringthe lowerprices
and widervarigy of the goods availableto consumersral the @ins to the competitors. H=mn
persude peoplevho ae ignorant of eonomics that suctbendicial effects” of a geaer division
of labor are minimal, as owmpared with the hamful effects  particular groups. The only way to
combat histori@gm is to teath economics. Espelly important arehe lessons of thdassical

economistsconcerning theharmony of rightly understood interests

“Modern professond economistsrepresernt smilar hamful effeds with the concept of “peauniary
externalities.
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Regarding panphysicalism, Mises writes thet it prodaims “mechanicalism & theessece of al
knowledge and the experimentd and mathemaica methods of the naural saences as ta sde
scientific mode othinking. All changes ae to be comprelmeled asnotionssubject to the laws of
mechaics” (ibid.: 23-4). Thechampions d mechanicalism are pragmatists. When asked to explain
why thar mehodswork in naural science, they refer to their success (bid.: 24). Extapolding the
resuts of natural saence totha of economics, they expect thesanemethodsto succeed in this field
also.

The problen with using experimental and thamatical methods economicds tha theyhave
not been proven towork. Moreover, they are often pursued by professional economistsas an endin
themsadves, theeby functioning to turm economics avay from theachievement o theman purpose
of economics.

The professonals believe tha experimentd and mahemaica methods are bound to work in
economics. This bief is merdy a metaphsical supestition (bid.: 25). To counter panphysicalism,
the eonomist must daeonstrate that @nomics is a braicof praeology and that the methods of
praxeoloy and eonomics necssarilydiffer from those of naural sciene.

Now conside behaiorism. Mises writes that the ffa of behaviorism [isjo studyhuman ation
from without with the methodsf animalpsychology...” However this aim “is illusory (ibid.: 2).

In fact, the behaviorist

unwittingly applies to the subject matter of his studies the human concepts of serviceableness and perniciousness. He
deeives himself in excluding all verbal reference to consciousnes and aming at erds. In fact his mind searches
evaywhere for erds am measures everyattitude with the yardstick of a garbled ation of servicedleness {bid.: 28).
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Today the term Serviceablengs” is not as popularsahe term “finction” in this contextWhen
asked to eplain why a paticular stimulus elicits a particulaesponsen a human &or, the
behavioist typically answes byreferiing to the @éinction of the reponse.n fad, this s a veiled
referenceto theends & which the human actor consdously amsabeit which, under market economy
conditions, she can onchieve indiredly. Mises arges that it is an illusn to think that actions
can beinterpreed as rsponses to a stimuli wibut refering to “the meaing which ad¢ing men
attach to themfibid.: 26). Bdrnaviorism can beounteed inthe ame wayas panphsicalism — by
demonstratinghat praxeolog and €onomics a distinct science that use distinct methods
requiringone to attribute subjége meaningo evey action.

Whilehistoricism, paphysicalism adbehavioism @anbecounteedwith economics; the moder
observe of the historyof the economicprofessioncould hardlybe optmistic abouthe prospetoof
Misesian economics winning over theprofesson. Modern professional economics ismodly ahybrid
of these ideas. The maouate professional uses somethidige what Mises would havealled
“economic theoryto geneate hypotheses. Thehe tests such pgtheses bymeans of stastical
measurs or byreferiing tothe factsof history, which are often desitred in the form osummary
statistics. The repts of such statistics pycally refer to “‘economic bkavior” and not taactionin
the sense that is defined in praxeology and economicOne mightabel this hyrid “scientism.”
The practitioners of sciatism aim 6 subsume economic thiy within a broade paldign of
scientistic knowledggathemg. TheMisesiareconomist regrds the eonomic theoy as paamount
and statistics repsentingeconomic ation as usefl primarly in helpingto determine Wwether

theory is relevant to particularinstances to which it is applied. The scientistic economist, on the
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other had, re@rds the knovedge of staistical, bénaviord, historical fatcs as pammount. He
continuallyflirts with the paradgm of statistical extrapolation. As asudt, wherea a Misesian
economist is poised to trace al market interaction back to the category of action, the sdentistic
economist tends to mixconomic thery, on the one hal, and stistical extrapolation on the other
hand. Basicdly, the scietistic emnomist conflates @nomics with historicism and, as suét, tends
to make errors inpdicy andysis

Finally, consider polipgism. Mises doegsotactudly definepolylogism in the tretise. Howeve,
he credits Karl Marx with inventing it (ibid.: 693). For Marx, every “sacial classhasalogic of its
own” (ibid.: 5). Polylogism wadater adopted blgistoricismwhich “asserts that the lagl structue
of human thought and action isliable to dhange in the course of higtorical evolution.” Other forms
of pdylogismareracial polylogismandirrationdism (ibid.). Like irraionalism and historicismhe
main motive for polipgism was to attack the usef emnomics (i.e., the usaf the THRUIland the
theorem of consumer sowereignty) in evaluating economic pdicy. It can be countered in thesane

way as those two.

Expeimental Economics

In orderto clarify Mises’sjustification for bindingeconomicgo praxeology| would like to deal
with a more ecent development in the enomics profesion — egperimenth economics? The
workingthesis of this field is that economistmn learn something about market intéin bydoing

behavioal experiments. There are three problems with tiesis. Two of them coetn elevance.

?SeeVernon Smith (2008).
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The third conerns the prpensityto substitite some other ppose forthe main purpose of
economics. First, onlysimple behaviolda@xperiments can be danet markeinteradioniscomplex,
involving courtless actions, on} some of which thdiuman mind is capablef identifying. To
duplicate sule actions in anxperimentasituation s outof the question. Thusié experiments ar
almost certi to lack réevan@ dueto complexily. The second problem ibdat markéinteradion
is charatelized by continuing deelopment and @wth. The division of labois ever &panding
under pue maket e@nomyconditions. Although therae times when individuals delep routine
ways d dealing with each other, there are quite a number of others in which individuals are
imagnative, ceative, ad inventive. Since mket interaction consistof interaction among
numerous integlated individualseimagination, creativity, and inventiveness ofien a éw meas
tha the interactive situaions of the past ae sédom repeated in asimilar way. As aresut, even if
experiments could be condad on larg numbes or eva if small number experiments veer
relevant to understandingast interaitons anongthe largg numbeiof adors, the undetandingof
past interatton would ordinarilybe irrdevant byitself to understandinfuture inteaction.

The third problen is the dangr associated with prefssionalizing reeach of this type. For
desciptionsfrom experimentdeconomics tde suiable ina praeologcally-bas& economics, the
language used inthedesaiptions oughtto refl ect the assumption tha benhavior is driven by choices.
Everytermthat is used to reporha@xperiment ougf to be traeableto the properes of ation (ends
andmeans time ard unertainty). It shoud reflect an asumption or se of assumptions éout these
properties d action. The gramma mud besubject-centered and nat object-centered. Yet thereis a

tendeng in afield labéed “experimentheconomics’to emphasize nasurable results. Emphasiing
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measurabl e results can easily |ead oneto make the same error astherigid behavioristsin psychol ogy.
Only dogged <f-scrutiny could keep this field from lgpsng into an imitation of the rigid
behavioism of old*®

The problem faced in bath human psychology and economics istheinterpretation of facts. This
problem is less &vere in psychodogy because the facts ae lesscomplex. For tha field, rigid
behavioism can be @nceival asafad-gathemg process, d#beit onethat should begded byprior
praxedogical theory. In economics, where comgexity dominates, fact-gathering by experiment is
nowhee nea as frutful. Moreove, the fats gatheed throudp behavioal experiments areery
unlikely to correspondad the complexXadsthatthe economistims to interpret. Thay production

is far more important and other means of fact gathering are likely to prove mote fruitful.

How to Secure éonomics Against the Criticisms

That Mises aimed to coumt¢hese aticisms is evident from the followingtatenent which
follows his discussion:

The system of economic thought must bebuilt up in sich a way tha it is proof against any criticism on the part of
irrationalism,historicism,panphgicalism,behavorism,and al varieties d polylogism.Itisan intolerabk sate o affairs
that while rew argurrents aredaly advanaedto demonstrate e absurdty and futility of the endeavors d economics,
the economigs preten toignore allthis.

It is nolonger enoughto deal with theeconomic problems within thetraditional framework. Itis necessay to build
thetheory of caallactics yoonthesolid foundation of ageneral theory of human action, praxeology. This procedure will
not only secure it against many fallacious criticisms but clarify many problems hitherto not even adequately seen, still
lesssatisfactorily solved. There &, especilly, the fundameral problem d ecanomic cakulation (Mises1966:7).

Bt isworth nating tha ore of the major proponents of behaviorist psychology recognized later in
hislife, the limitations of strict behaviorism SeeB. F. Skinner (1964).
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Once hed€fines his ainof binding economics to praedogy, thenext taskis to ceterminethebest
way to proced. Haing rejeded scientism and the oth&sms,” he is obligd to preent an
dternative. What metlods an and should an economist anploy to put herself in a position to
evauate interventionist arlgument based on the THRUI? Mises dbes not bolher to ak immediately
answerthis question. tlaim that his proadure is to bind economics to peology by combining
the propeties of ation with imaginay constructons. The imagnary constructions r@eset the
assumptionsieedd to produceeconomic theoremsn kthe heorens, the propeies of &tion and
the assumptions are int&rned, so to speak. Although Bis doesotsayanything immediate laout
this procedure, henevetheless begs to cary it out in hs first chapte Thee, he introdues the
concet of humanactionasconsisting othreeconditions: (1) unesaness, (2) the imagof amore
sdisfactory stde, andthe“expectation that purposeful behavior has the power to ranowve or & least

to alleviate the urasiness”ipid.: 14).

How to Avoid Error in Economic Reoning

Mises does not explain whye begns in his chapter 1 to elidate the poperties ofaction.
Howeve, his decision to deois consistentvith the gpal of bindingeconomics to pseeolog/ and
the radercan t&e it for gantal thatthisis his purpose. Her faitiwvould be revarded in chater 2,
where Mises discusseJ he Epstemologi@l Problems of the Sciees of Huma Action.” Thee
she would discovethat to avoid eor in e@nomicreasoning, onenustfollow a rulethat requirs

her to trae d economic thea@ms bak to the propeties of a&tion. The rasoningbehind the nek
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to follow this rule legins in a sdmon entitled How to avoid erorin eonomic reasoning:

follow the rule of trace all economic

effort to justify distinguishing praeology and history
is nearing comgetion. In this sction, hedigtinguishes the mentd tool of praxedogy, which he calls
“conception,” from the mental tool of historwhich he cdls “understanding(ibid.: 51). He dso
points out that understanding presupposes conception (bid.: 53-54). He tums specificaly to
economics in asection entitled “ The Procedure of Economics.” In tha section, hewrites besicaly
that the methods of enomics araeletemined bythe subject matter

Unfortundely, he does not fullglefinethe subject mattesf emnomics until nuch laterin the
treatise. In chepter 14, hisfirst chapter tha is exclusively devoted to economics, heddines economic
phenomenas “thedetemination of the mutuaxchangratiosof thegoodsand sevices ngotiated
on markés, their orign in human action antheir efects upon later aon” (ibid.: 232). Thus the
inquisitve (and persistent)aade is able to find out that the methods obromics a& detemined
by theinterest d economistsin themutud exchangeratios (bid.) or actions” conducted onthebasis
of monetay calailation” (ibid.: 234).

Instead of ying his reader a concetedefinition of eonomic phenomenaises deals with the
problem abstractly. He writes only that economic phenomenarefer to experience and reality (ibid.:
65). Becaise eonomics fixes“its eye on the comprbension of rality,” it must adopt “for the

organized pres#ation of its results a form in whictp@oristic theoryand the intgretdion of
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historicd phenomenareintertwined” (ibid.: 66)!* One who eads this statemenarnot help but
ask whyMises uses the plsa “oiganized pres#ation of its results.”

| am sue tha Mises is referring to the production of economic theorems hat are relevant to
evaluatinginterventionist argment based on tiEHRUI. Economic the@ms areheorens that
pertan to the actionghatcausehe mutual price of goods and fetors of poduction and that have
effects upon lateadions. He means that wheconomicsesentseconomic theoems, it intertwines
aprioristic theoy and the interpretation diistorical phenomena. Given thigerprdation, then he
is implying thatin orderto avoid errors, théuilder of theorems must intertwine agpistic theory
and the interpretation of historical phenomena. This procedure, we shall see, binds economics to
praxeology.

It seems to me th#tis interpetationis noteasyfor the typical readerto make. Neerthdess, lam
persuded that it is corme. That lam cored is evidentfrom the fact that it is consistent with what
he wites in subsequérstatements in the samentext First he wites about the picedue of

€conomics:

...Fromtheunshalable foundaton of the caegay of human adon praxedogy and ecaomics poceed sp bystep by
means bdiscusive reasaing. Precsel defining assumptions andcondiions,theyconstucta gystem d concepsand
draw dl theinferenesimpliedby logically unassailable ratiocinaion. With regard to thereaults thus obtainedonly two
attitudes ae possble; ether one @anunmask bgical errors h the dain of the deductions whch produedthese results,
or one must acknowledge their correctness and validity (ibid.: 67).

Here he wites of “a system of conepts and infeenes.” He does not write about a setletluctions

aboutemnomic interactions that intertwine the pperties ofaction with assumptions about the

I hawe sibstitutedthe termt‘economics” for “praxeology” in this intepretationonthe gounds that
this isa nore &curatetermto expresdMises’smeaning Thecontex reweals tls.
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conditions under which individuals act. Nor doeshesay tha heis referringto an economic theorem.
Later, however, when he tumsto the progpect for error, he writes generaly about how man, in his

effort to comprehend redlity, can never be absolutely certain; therefore thebest he can do is

to submit all histheaiesagain and again to themaost critical reexaminaton. This meansfor theecmomist to traceback
all theorems to their unquestionalde and certain ulimate basis,the categoryof human action, and to test bythe most
carefulscrutiny all assumptions andinferencesdading from this bass o the heoem under examiaion. It canna be
conendedthatthis procedure $ a guaranee agaisterror. Butit isundaibtedly the met effective mehod of avoiding
erra.

Praxeobgy — and casequeny econanicstoo—isadeducive system.It drawsitsstrengh from the sarting paint
of itsdeductions, from thecategory of acion. No ecanomic theaemcanbeconsderedsound thatisnat solidly fagened
uponthisfoundaton by anirrefutable chain of reasming. A statementproclaimed wthout such a canecton isarbitrary
and floats in mdair. It is impossile to deal with a special segment of economics if one does rot ercaseit in acomplete
system d acton (ibid.: 68).

Given thdanguage of the“propertiesof action”thatl haveintroduced, toncludehat he meas that
to avoid error in theorem production, theeconomistmug becapable of tracing back dl theorems D
the properties d action. To do this, shre mug be able to identify ha ecifically economic
assumptions that are imbedd® her imagary constrietions. This is how the economist binds

economics to preeolog. Is there otheevidence to support minterpréation?

Tracing Economic Theones Backo the Properties of Action: Case 1

Mises does not return in thetis to the subject of howo bind economics to praxeokgHe
evidentlythought thahistreamentin his chapter 2 as suffitgent. To detemine how his proagure
achieves this pysose pnemust studyhetreaiselookingfor passags that conia the word trace.”
Therearetwo relevant instance The first is in his discussion of economadcalation. He sag/that
one of thebiggest erors made byeconomistsvas thaof takingfor grantel that individuals employ

numericadmeasurs of the valuef usingmeando meet ends. Theconomists looked at the nmsa
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for acollection of peple to achieing ther ends as if thegould compas the loss in satisfdon
resuting from use with the gain in stisfaction resuting from ancther use They proceeded to
advane theoemsabouthow progessandimprovementhatwere basd on a fése premise. Such
calaulation canot be made ungs there is aa@nmon denominator, or monely follows that the
deductions aboutction that areconomisimight makeonthebasisof the asumption for a marke
economydo not applydoacollectivethatdoesnot usanoney He wiites that the eanomists “took
[economic calculation] for acategory of dl human action [including tha of Crusoeandthesccialist
planningboard] and igored thefad thatit is only a cdaegory inhereat in actingunder speial

conditions” (bid.: 201). The economists

did not conprehend tha monrey prices ae the only vehicle of economic calculation. Thus most of thér studies ae of
little use Even thewritings ofthe mosteminent economistsare vitiated to some extent by the fallacies implied in thar
ideas abot ecanomic cakulation (ibid.).

The eror of those eosnomists was due to their inapprigppe use ofmaginary constructions. The
economist uses sucbrmstructions, he saybecase it expedient to do so. But this doesremove
the obligdion of tracing # economic phenonre that @ into making a economic therem bak

to the propdres of ation.

In orderto tracebadk thephenanerma of themarketto theuniversal caegory of preferinga o b, theelementary theory
of valueand pricesisbound b use sameimaghnarycondructions.The use bimagharyconstuctionsto which nahing
coregondsin realty is an indispenable ool of thinking. No other mebhod would haw catributed anyhing to the
interpretation of reaity. Butoneof themast importantproblemsof science isto avoid thefallacieswhichill-consdered
employment of swch constructions @n entail (ibid.: 2012, italics added).

The “elementay theoryof valueand pries” to whid he réers is the Austrian theoof valueand

cost. He gogonto write abouthistheory He sgs that it employg the imag of amarke “in which



Consumer Soverengy: the Keyto Mises's Eanomics 43

all transations are pdormed in diretexchang.” But “one mustarefully guard oneselfgainst the
delusions which this constructionrcaengndet (ibid.: 202)*

Mises’s dsaussion of theseerrors des ot refer to the entrepreneur role. In hiseconomics, as best
understood ftmthe praxeologcal pointof view, thisrole bothannounceand acepts the pce bids
that enableost céculations to be madet inakes ap@isement gors when thez is an unepectel
chang in the quantity of money BecauseMises doesnot diswss thisrole until after he has
introduced themagnary construction of thevenlyrotatingeconomythe tyical readeisnotin a
goad posgtion to recognize tha Mises hes it in the back of his mind when he gives ths early
example. Thus, viewed inakation, this earlydiscussion of the apppriate méhod for traing
economighenomendéack to the ategry of adion tells he raderverylittle about how his binding
economic to mxeologyhelps the emnomist avoid errortd main messagisthat in order to deve
economic therems, one must coml@rknowledge of thepropeties of ation with imagnary
constructions that do not cespond to rday. An example osuchaconstruct] will show, is the

evenlyrotatingeconomywhich is neessay to elucidate thentrgreneir role.

*Mises nentionstwo delusiors. The first isthat apersonwho usesthis marketimage may forget
tha money is not a neutral factor. Nea the beginning of the 20" century, he writes, the use of this image
pronpted a correction in thirm of the nonetarytheoryof the tra@ cycle (bid.: 203). The seondis that
auser may forget that the determination of the costs of production requiresthe use of money and markets
to calalate.A theoryof value ad cost that lacls moneymay leadto erra. It canrot sked any light onan
argument favoring asodali st systemin whichmoneyis nat, by definition, used to calculate opportunity costs
(ibid.: 205).



Consumer Soverengy: the Keyto Mises's Eanomics 44

Tracing Economic Theones Backo the Properties of Action: Case 2

Thenext relevant useof theterm “trace” is nore useful, although | cannot expect thereader of this
essayto acquirea full appeciaion until later. Consider his disission of how the pices of the
factors d production ae determined inthemaket (ibid.: 334). He writes thet the “operation o this
market is actuaed and keptin motion by theexetrtion of thepromaing entrepreneurs, eager to profit
from differenes inthe market prices of the fators of poduction and thexpecteal prices of the
products” (bid.). Thissentencerefersback to achagpter in which Mises defnes theentrepreneur role
and elu@ates it bymeans of théwo imagnary constructions of thevenly rotatingeconomyand
the “functiona distribution” (ibid.: 246-255). Idiscuss these imamary constructions and the
entrgrenair role in geder deail in Part Two.

My interpreation of Mises’s beliefs that in order to proteeconomics from the view vad by
a varety of citics, onemustuse he entrepneeur role to bind economics to gemlogy. Such a bond,
in conjunction with the coect useof imagnary constructions to elucidathe entrereneir role,
enabls ecommists to producetheorens that can beéracd ba& to the catgory of adion.
Unfortundely, 1 must ask he readerto wait for my complete dienseuntil | elucidatethe

entrgorenair role.

Helping to Solve Poblems Hitherto Not Adequately Seen
Mises assets thd binding economicsto praxeologyenables oneto darify and solve various
problems. Unfaunately he does not tell theademwhichproblems:eedo beclaified and solved.

Indeed, it is uncleaat this stag whd hemeandy aproblem.Laterin the treéise, he uses therta
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“problem” to refer to the effects d a proposed market intervention. The economist, hewrites, first
studies interaction under pure market economy conditions and then turns tothe study of problems
raised by interference with the maket (ibid.: 238). Here, howeer, enploys a diffeent meaing of
the term problem.” He rders to theproblemof economic calculation. He writes thet there “is,
espeacilly, the fundametal problem of eonomic cé&ulation” (ibid.: 7). What he rdly means, |
bdieve, istha sameargumentsfavoringinterventionin an aherwisepure market economycan only
be dealtwith by understandinghe prerequisites farconomic alculation and howt occurs. Tvo
cass come to mind: the eftts of dopting asocialist progam and the effets of anincrease in the
quantity of morey. How does kinding economics to praxedogy hdp to dea with interventionist
arguments relatingo these phenoma?

My answe begins byemgnizingthatsuch effetsarebestexpressediterms of the entrepneur
role. Mises does not characterize his evaluation of thethe socialist planning intervention in thisway.
He pefas to emphasithe inability of the @ntrd planners to daulate ©sts of production,
particulaly in thehighe ordesof supplychains A moment’s relection sugests, howewug that the
planners inability to clculate is theantithesisof theassunption tha unde pure market economy
conditions, the entrepneurrole can calclate. What the socidést plannes tryto achievearethe
results of méet interation without haing anentregreneairroleandthemoneyprices that playsuch
alargepartin theentrgreneirrole’sapprasementndproductiondecisions. The pixeologybase
economist recognizes thet interaction under pure market economy conditions @an be traced back to
the propeties ofactionviathe entrereneir role. Advocate of socialist plannindhoweve, haveno

wayto tracethe results theyclaimsocialism enachiesze backto thepropetiesof action.Partof the
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reason for thigs tha they donot assume a sef conditions in which individuals use mongrces
to calculae. Thus, theres noreasonto believe that the s@dist planners couldchieveanywhere
near thesaneextert of divisionof labor as can beachieved under pure market economy conditions.

Regading thetradecycle, Mises’s evised vesion was bsed squaaly on the conept of the
entrgorenair role. h other wods, he built a theorin which the phenonma depictedin the trade
cycle, likethose under permaket eonomyconditions, could be trad, via the Btrepraeur ple,
back to the pperties ofaction. Hantroduces his tradeycle bydescibing the ‘problems” that he
plansfor his andysisto lve. Originary interest days aprominent role. He writes thet the first
problem iswhether the changes inmorey can and will bring about “lasting changes inthefind rate
of onginary interestand neutral interest” The second is whether “changesin the gross noney rate
of interest” can causéthe netrateof interesincludedin it to deviatelastinglyfromthe heidnt which
corresponds to the t& of orignary interest...ipid.: 538-9). To sdve theseproblems, Mises must
develop aheoren about how the ergpreneur ble will act whenthereis achangin moneyand a
change in the gross noney rate of interest.

As in the cae of seuring econanics aganst criticism, his argment ultimatelyrefers to the
entrgorenair role. Aso, as befax, my complete dienseof Mises’s seond reaon for binding
economics to preeology must await a fuher discussion of thele.

Before concluding this pat, | want to a@in point outthedifficulty of interpreting Mises an this
issue of binding economics to praxedogy. It is indicative of the difficulty of interpreting his
economics enerally. Let metry torephraseMises’s contribution to theevauation o interventionist

argument reléing to the trdecycle. Thecontributionis torecgnize thaif a centrd bank incrases
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the quantityof moneyunexpectedlpyintroducingit into loan makets, it will cause aade gcle
This contribution should be stated as et that is derivedrbm the propsies of &tion and
assumptions about the conditions under whichattons ocar. The theorem applies to the
conditions of a purearke economyand isderived from othertheorens that areleeady developéd
for tha economy, including thetheorem of consumer sovereignty. For Mises torefer to his exercise
as a seof problems with which @heoryof interest, credit expansion, and thede cycle ae
designed todedl tranamitsthecorrect messae only to areader who has keen aleto recognizebah
the god of produdng sich theorems and the mehods thatmug be used in an economics thet is
bound to praxedogy. Yet, | donat beleve tha thetypical readesis alle to recognizethesethings.
Accordindy, it is easyto see, fromMisesuse ofterms o refer tohis tradecycle theoy, why much

of the rest of his treatise Isanot been wkunderstood.

2. THE ENTREPRENEUR ROLE

The entrepreneur role plays acritica part in Mises’s dfort to achieve theultimate purpose of his
economics: to erne the eonomist b makevaluefree evéduations of argments in favor obr

aganst market intervion. k helps him reprgent all distinctlyhuman ation that causes the

*This way of phrasig the argiment skps over the fact tha the trade gcle theory is a
courterargiment totheinterventionistargument that ceitral bark interventioncanbeuseto inaease th
prodiction of goodsthatconsumers \alue.
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employment of meas to meeends andt helps him reprgent that part olistinctly human atton
tha alwayscauses wants to be satisfied under the conditions of the pure market economy.

In production, therdgrepraeur ole complements thelesof ownes of the norhuman fators and
work. The entrepreneur's incomeis profit; the incomeof the owne's of the non-human fators is
interest; and theworker’s income B wages. The owners of durable goods and factors mg be able
to ean a monopty gain by chargng amonopolyprice Chargng amonopolypriceis a@inst the
interests of ansumers and, thefore, not goart of theentrgorereuw role. Thus profit diffes from
monopolygain.

Comsune sovereignty is the key to understanding Mises’s economics inthe sense tha the name
implies both he evéuation of interventionist argnentsand the entrepreur ole. The atrepraeur
role, howeer, dso implies a bond betwen prxeology and eonomics, which the ansumer
sovergynty concet does not. Sinddis bondhelpstheeconomistivoiderror, anunderstandingf
the entrepreneur role is dso a prerequisite for understanding Mises’s economics.

Mises m&es it very diffi cult for theordinary reader to recognizehow crucial the entrepreneur role
is in his economics. At least threleaacteistics of his presgation contribute tthis difficulty. The
first concerns “originary interest.” It is impossible to fully comprehend Mises's entrepreneur, as
Mises presets it, without an undestandingof his concpt of orignary interest Yet, Mises give
the typical readerthe impression that he isompleted his defition of the entregneurbefore he
even dénes thisterm. Moreove, | will show that, insofar as ong@ims to make a simple and

intelligible presentation of Mées’s economics, the termrfginaryinterest” is not onlyinnecssary
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but miskading In using this term, Mises madae compretrsion of the entrereneir role moe
difficult than neessay without anycompensing gain to the tpical reader

The seond charateristic of Mises’s pesentdion of the entrpreneir con@pt that incrases the
difficulty of compréendingthe conept’'s importane is Mises’s ddsion to employa variety of
terms to refer to it. The term “entrepreneur role” is my convention and | try to use it exclusively.
Mises dbes ot usetheterm at dl.

A third chaaderistic is Mises’s desire to garde the engpreneur & a “ategry’ from the
assumpton, or fact, tha different indviduals ading in theentrepreneur role are likely to perform it
differently. This is evidena® by his introducton of a seond entepreneur ©ncept — that othe

promoter. Confusion arisesbecause d the uncertainty to the readerabout which meaning he isusing.

My interpreation tries to acmunt for eah of these difficulties. | begn by introducingthe
entrgrenair role. Then Idiscuss each of the difficulties. As hoted, Mises does not use therte
“entrepraneur ole” in his tredise. My use of this term is based on tharpose Mises has of
employng the entrgrenair conept and Bo on mydesire to stickxlusivelyto a sindg term. |
show later in this part dheessaywhy Mises’sfailureto do so is confusing. tdil then, the reder
will have induge myuse of this term.nl this part, Ifirst descibe Mises introduction of the
entrgorenair con@pt in the tretisse. Then Idiscuss edc of the diffculties | end by descibing

Mises’s contribution to the theoof value
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Introduction to the Entrepre neur Role: Entrepreneur as Catgory and Function

Mises introduces theoacept othe entrgreneir in a discussion of the imagry construction of
the evaly rotating economy Using object-enteed gammar he sag that the evdy rotating
economy(an objet) isneedd in orderto elucidatehe conceptsf entrgoreneairship and prof and
loss (ibid.: 248). Allof his introductoryeffort to define theentrgoreneur conept is contained in a
section entitled “Théntegationof Catallactidcundions”andcentegsonwhathe cdis the imaginay
constiuction of thefunctiond distribution. He begins his eff ort by writing about the difference, in
economics, kieveen idal types and ategries. “Economics, gloringthe structuref ading in the
marked sodety without any regardto theendspeopleaim atandthe meangheyemploy, is intent
upondiscerningcateggoriesandfunctions” (bid.: 252). h contrat,economic higory anddescriptive
economcsusetheterms‘entrepreneur capitalist, landowngworke and onsumer” toefer to ideal
types. In economics (i.e., economic theory), “entrepreneur” and these other terns refer to purely
integated functions A readerwho isattunedo Misessdesireto bind &€onomics to praxeolgoand
to his go&of evduating inteventionist argments would assume that dncdation of céegories
and integrated functionsis meant to contribute in soneway. A reader who isunfamiliar with these
purposes is likelyo re@rd sub remaks about ceegory and fundion as uncleain purpose.

Next Mises writes that disoa@ing categories and discerng functions “ae two different tasks
implying tha discerningacategory is different from disceningafunction(ibid.: 252, italics added).
He doe not use the terntategory’ again in the chpter. However, he provigssome words that
seen intended to clély. He sgs he will demonstrate thdifferencebetwea the two tasks by

“discussingthe cdallactic ©®ncept ofthe entrprenair” (ibid.).
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The Category of the Entrepraure

He begns with a pargraph in whit he distinguishes bgeen () the rigd evenlyrotating
economywhich contans no entre@neuship;(2) asolitaryactor, who is alwag uncetain about the
outcome of her actioand therefae necessdy speculéeswhen shects; and3) a ‘red and living
economy in which “evel actoris always an entepreneur ad specultor” (ibid.). He does ot tell
how this paragaph héps to accomplish eithersk’

Despite thabsene ofguidanceand us®f object-centeed gammar, bm confidenthathe meas
for this first paragaph to beabout discaring thecategory of the entrepreneur, vheras the seval
pararaphs ofsubsequent discussioneeto thetak of discening theentrgorenair function To
discern theentrepreneur category, | reckon, refersto dscerning one or motre properties d distinctly
human that ipreset unde puremarkd economyconditions. @e candiscernthe category of the
entrgorenair, | redkon, bycontrating (1)action undethe conditons of a mdeet eonomywith (2)
behaviorunder theconditions of the imagary construction of thevenlyrotatingeconomy The
property to which | am refaring is acomhnation o the fundamentd properties d action that |

identified in Part One of this essdyis the identification of the maa and then theimeployment

This paragaphcontairs astatenent alout dependeits thais distrating, even thouch itis important
to make at some stage in his treatise. Dependents, he says, are not actors and speculators. | presune that
practicallyeveryonewould agee wth thisstaement sirce pacticallyeveryonehasexperiece with children,
the agd,andthe irfirmed.Onthe dher fand,the statenentraisesaquestio alout the value reutrality of
Mises’s ecaomics. Consider a argiment that assds thatan irterventionwill benefit cepenents &en
thoud itinterfereswith entreprepurshipand,thereforereducasthe atieverment d earthlyends. Suchan
argument cauld not beconpletely evaluatedonthe tasis eitler of the THRUI or the treoremof consumer
sovereignty. Additiond theorensin apraxeology-based ecnomicswould seem to bewarrantedto ded with
dependents. In my view, in order to help dispel concerns alout bias, his sgatement should be placed in his
discusgnsof both ideology and the harwny of rightly understoa interests.Yetit is canspiclouslyab®nt
from them.
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to meet pateived end. It entails both the predion of ends and mea and the lkaing of

uncertainty. Mises defines the evenly rotating economy as follows:

The evenly rotaing economy is a fctitious system in which the market prices of dl goods and savices wincide with

the final prices There ae in its frane o price changes whatever; there is pafectprice stability. The samemarket
transacionsare repaated a@in andagain. The godsof the hgherorders pass in the samequanitiesthrough thesame
stagesof processng untl ultimately the praluced congsmers'goods come nto the hands bthe camsumersand are
consumed. No changes in the market data occur. Today does rot differ from yesterday and tomorow will not dffer from

today. The system is in perpetua flux, but it remains always a the same spot...prices —commonly called staic or

equili brium prices —remain constant too (ibid.: 246-7).

Distinctly human adion under market corditions regpresentsthecategory of theentrepreneur, while
the behsior in the evaly rotatingeconomyrepesents routine prmance of consumingand
suppying factors of production. This is directly analogous to a contrast between the categry of
action, in general, and routine behavior by bangs thet lack the capecity to act.

Considemow the second imagthat Mises mentions in the paraph — thaof the solitaryactor
He writes that action is dways speculation even in the case of the maginary isdated actor. My
interpreation is that Mises’s aim heré to conveythe messag that the etrepraneur oncept
embodies the umctanty propety of distinctlyhumanaction.It is worth refering back to whee he
elucidate the unceainty propety with respet to action ingeneal. He does this vergaly in the
tredise. h that discussion he congta speculatingith two other modes afealingwith the future

—ganbling ard ergineeing (ibid.: 112). h the social wdd,

man isfacedwith thefact that there arefellow men acthgontheir ownbehaf as he hinsdf ads. Thenecessty to adjust
hisadionsto otherpeople's adionsmakeshim aspeailator for whom successandfailure depend on hisgreateror lesser
ability to undersand te fuure.Evely acion is specuation (ibid.: 113).

In light of thisdiscussion, | interpret Mises’s stdement tha evey actoris a eculator to mean theat,

within the context of market intezhon, evey actorengagesin theintersubjective undstandingof
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others’ @tions — putting heself in their shoedJnceataintyderives from thedifficulty of pralicting
how others will act.

Unceatainty(and unertanty-beaing), of course, isiotthe onl/ propety of adion embodied in the
entrgorenair role Category). The etrepraeur ple also enbodies the propeties of gopraisemat and
undert&ing (see Pdrl). The solitanactor too, musengagein theanalogusactionof detemining
which adions to tike aad then casing g@ods to le produced. It is also noteworthythat by
embodyng thepropety of uncertaintyin the entrepreng role, onealso embodies the gpertyof
time.

Reardingthe ima@ of a‘real and living economy, Miseswants b stressa the readethat evey
actoris always an entrprenair and speulator. h myterms, eveyone ats in the entre@neunole.
This idea preumablyreminds the r@derthat “caegory of adion” means @ropety that evey being
who isrdevant to economics possesses'®

Although Ibelieve thathe gal ofthis paragaph is to elucida the engpreneur ategry, | do not
think that Mises helped the aderunderstand thacate@ry very well. Onereason is that the
pargraph ompletely nedects two essdial properties ofthat catgory: appraisemat and
undert&ing. Moreover it does not tryo integate this ctallactic categry with the complementgr
categories: amnsuming and suyplying factors. Mises gparently does ot regard presenting a full

outline oftheentrgorenair category asimportantatthis stageof his discussior’ He dso does not

®Recdl thatminor family menbersandthosewholack“vital enery” areexcluded (bid.: 252, 490).

In later discusion,heseens to includen the ertrepreneucate@ry “promoters speclators,and
dealersin futureand arbitrage.” Theincluson of thee different agectsof theertrepreneurroleis necesay
in orderto dedicethatthete isa teneéng/ toward the final state of rest, which | descibe béow.



Consumer Soverengy: the Keyto Mises's Eanomics 54

see it to pointout thisincompletenesand/orto provide the raderwith a hint about how he plans
to complete the dmition of the entrprenaur role. t is especiallyroubling thé he writes nothing
aboutthe useof meango meet endsthataretime-specifc. In otherwords,he says nothing alout

time prefeence. For theseeasons, see this pagaph & a deitient introduction.

The Entreprengr Function

Mises’s reference to thefact tha everyone is an entrepreneur, provides an excdlent trangtion to
the conept of the atrepraneur tuinction. h the gveal paragaphs that follow, he proeds to gve
theexampes d thefinander (capitaist), landowner, andlaborer. Heconcludes ineach casetha this
classis dso an entrgoreneir. Onepartof this transition consistspecifially of trying “to think the
imagnary construction of gure entrepraeurto its utimate logi@al consgquencs” (ibid.: 253).
Although this is his first mention of the pugatrerenair, oneredons from the antextthat such
an entrepreneur gppraises, undertakes, and bears uncertainty yet is pemiless. Sine a penniless
individual cannot bearuncertainty, Mises deduces, the “capitalists who have lent hm the funds”
(ibid.) must also be enfpeeneairs and speculators. Hees notlefinea capitalist inhis discussion
but one sleft with the mpressiorthatthisis a lender omoney The wlmination of this reasoning

is the imagnary construction of théunctional distibution:

In the cantextof econanic theoly themeaningof the ermsconcened sthis: Entrepreneumeans aéhg man n recard
to thechangesoccuringin thedata d themaiket Captalist and landowner meanacing man in regard to thechanges
in valueandpricewhich, evenwith dl themarketdaa remaning equal, are brought about by themere passing of time
as a consquence ofhe dfferentvaluaion of presentgoodsand d future goods. Worker meansnan n regard D the
emplymentof thefactor of producion humanlabor Thusevely function is nicely integrated: the entepreneurearns
profit or suffersloss the owner®f means of prduction (capitl goodsor land) earroriginaryinterest the wokersearn
wages. In this seng we eadbomte the imaghnary constuction of funcional distribution as different from the acual
historical distribution (ibid.: 254).
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This is the end d¥lises’sdiscussion ofheentrgreneir category andfunction in chater 14. The
endingis abrupt. What is moslisturbing is the use d¢ie ternf'originary interest.” This is bound
to surprise the alinaryrealer, sinceMises has notet defned the tem. The consentious reade
mud redlize tha before she can fully comprehend Mises’s ancepts of theentrepreneur and profit,
she must learn at Mises means bgriginary interest.Even a schola of early neoclasical
economics is likelyo bepuzded. Thefunctionaldistribution sems modéedonthetheoryof value
descibed byFrank Fetter L905: 412-20). étter, hovever, has not gt be@ mentionednthe tredise.
Nor did Fetter usehe term briginary interest.®778

| discuss origpary interest in the next section in order tomplete the task that Mises tlef
unfinished. Bfore doingthis, however, inust present the idéaat comjgtition anong entrepreneus

pushes the preeof each god toward its final prie.

TheEntrepreneur, Canpetition, and the Tendency Towad a Hnal State of Rest

The find state of ret is an imaging construction in which thprice of each goodrad fa¢or of
production equa its “final price.”Mises makes his first deftion of a finalpricewithout refering
to entrepeneus becase he hainot yet begin his déinition of the entrereneir caegory or fundion.
The maket, he wites, “at eery instant is mowig toward afinal state ofrest.” Although fe]very

laternewinstant @ancreatenewfads dteringthis find stae of rest...the market is alwa disquieted

#Although theterm“originary interest”hadbeen usedby Bohm Bawerk, Misess derivationand,
ultimately, his meaningseens tohawe been totallynew.l hawe nd studed Bohmis works indepth.One @an
find the term dbeit na with the precisemeaningthatMises utimatly assigns (se béow), in the 1903
suppement toCaptal andinterest(1903: 6). e terndoes not apgar inWilliam Smart’s tran&ation d the
ealier volumes howewver (1890 [1970]).
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by astriving after adefinite find state of ret” (Mises 1966: 245)nithis imagnary state of est, the
find prices d each good prevail.

Later, hewrites that the “concept o final prices [and, therefore, the find state of rest] is maely
amental tool fothe grapof...[theproblem offthe emegenceof profit and loss” bid.: 332)** Since
he haglefinad profit andlossas he incomeof the entepraneur tinction (bid.: 254) it mustalso be
atod for hdping to undergandthe entrepreneur concept. Corsider how heuses ths tod to hdp
descibe marke interagion.

The“operationof [the] maket,” hewrites,“is actudaedandkeptin motionby the exertion of the
promoting atrepreneurs, ager to proit from difference in the market ees of thefactors of

production and thexpected pries of the prducts” (bid.: 334).

The entepreneurseager o earn pofits, appear adiddersatan aiction, as it were,in which the avnersof the facbrs
of producton putup for sale land,captal goods,and bbor. Theentepreneursre eger o outdoone anther bybidding
higher pices han heir rivals. Their offersare Imited o the ore hand bytheir anicipaion of future pices d the
products and on the other hand by the neessity to snatch the facors of production avay from the hands of other
entreprenairs competing with them(ibid.: 335).

The find state ofrest is the mental tool that dil@s the easnomist b show the déds of the
entrgrenair role’s functioningunder diferent conditions. Halsouseghefinal state ofest as #ool
for organizing his theorpf the trale cle, @& |1 show in the next substion.

It is important to reliz e that Mises’s finlsstate of ret is not nerdy a mental toollt is a deduction

about whatvouldhappen under certain assumptiétis his earlytreament of this ideailfid.: 245-

“'Hewritesthe samething about the everly rotating economy at ibid.: 248,excep thatin thisearlier
casehe ircludes the terrfentreprenetship” with that d “profit andloss” Thus, heseens tousedifferent
namnes torefer toan imagnary corstructionwith the sane u®.

| disciss thispointfurtherin Apperdix 2.
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8), he does ot desaibetheseassunptions. Indeed, henever does directly treat thefind state of rest
asadeductiorbasednassumptions. Hoever, he doeseveadthe assumptions he is making to the

attentive raderin the context of a criticism of othariters. He wiites that the

concatenaton of the marletis an autcome d the actvities d entrepreneurs, promoters, speculators, and dealers in
futuresandin arbitrage. It has been asseted that catallactics is kased on the assumption —contrary to reality — that all
parties ae provided with pefect knowledge oncening the marke deta and are thereforein a postion o take best
adwantage o the most favorable goportunitiesfor buying ard slling...[SJome ecamomists realy bdievedthatsuchan
assumption is imdied in thetheory of prices. Theseauthors...ered in being unaware of the fact that they themsdves dd
not resortto such an assumiion in their avn treatmat of prices (bid.: 3278, italics added).

What Mises is a@ying hereis that the final state oést ca be dedued from the assumptions that
thereis no chang in the data and that egpreneurs, pomoters, spadators, dekers in future, and

arbitragers are present.

More sucinctly, the dedutton requires thessumption of competingdividuals actingin the

entrgorenair role.

Having presented bothmy own and Mises’s introduction to theentrepreneur, | can now daborate

on the thredifficulties that must be oveome béore one ca understand thentrgreneir role.

#In his discissionof these “activities,” Misesdenonstrateshesane locsenessf terninology that
he $1ows inhis treatnent d the entrepreeurrole. In adlition to referrirg to the faur personags,or ideal
types,de<ribedhere‘entrepraeurs pramoters speclators,anddealersn futures and irarbitrage,” he dso
uses“promoters, speclators and entrepeneurs” (ibid.: 336), “enterprising men, the gomoters ad
speclators” (bid.: 355), andewen peculates (bid.: 329).1 discussMises’sloosrness in terminology in
referring to the entepreneu role below.
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Fir st Difficulty: The Three Fundamental Roles and Originary Interest

Mises wrote about time preference and originary interest in his two successve chgpters ontime
and interst (chaptes 18 and 19He appliedhe heorenshe deived in those chaters in his chapte
20 on the tradeycle. | will argue in this subsection that the copteof orignary interest wa
unnecssaryand that it added to the fidulty of comprédnendingthe entrerenair role. That it was
unnecessay can be shown by focusng onits use in the trade cycle chepter. | will arguein this
subsection that his revised ting of the trale cycle an be €illy understood without this concefit.

| begin by reviewing the role played by originary interest in his trade cycle theory.

Originary Interest and Trade Cycle Theory

Mises legins histradecycle theory with ddinitions. Thefirst isthe“gross narket rate of interest”
on loans He writes thet this rate differs from the “ne rate of interest” onloans The grossae
includes (1anentreprenarial component and) aprice preniumcomponent (ibid.: 539-45). The
net rateis found by conceptualy subtracting thesetwo componentsof thegross ete. He writes first
about theentrepreneurial component. His man concernis with uncertainty. However, heasoseems

concened wth factors ofproduction used to makiéhe exchang sincehe writes that “[the

| shauld note tte differancebetweenthe theoryof the trade cgle that Mses pesentedn 1912and
that of the treatise. In the earlier theory, he employed the Wicksellian notion of anatural rate of interest. In
his treatisehe airmed toprovide apraxedogical foundationfor asimilar theay by tying the concet of
interest tahehuman ation propety of time preferencerlo this endhe first ducidatedthemethoddogical
issuegelatedto enploying theimagnary corstruction of a finalstate @ restthat cotainsa final rate of
interest More specificdly, he showed ecanomists how to trace thearemsthat require the use of afinal rate
of interest bak to the popertiesof adion. Ecoromists, including sorre ofthe clesest fdlowers of Mises,
hawe erredasa reslt of theirfailure to recogiize Mises’smandateof tracingbackall ecanomic pheonena
to action. His followers have alsofailed to reaognize arother elemen headded to thelater trade cycletheay
— consume sovereignty.
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entrgorenairial component included in thereditors goss proceds is detenined byall those fators
which ae opeative in evey entrgrenairial venture(ibid.: 540). That ishealsoseems corernel
with administrative cods.

He follows his discussion of the entrepreneurial component with one on the price premium
component (ibid.: 5415). The prie prenium component refs to the additional inteséthat lenders
demand because (or if) they expect purchasing power, in generd, to belower when they are repad
thanwhen theylend. The loa marke that he sems to have in mind is that in which consumer-
saversreceive interest tha is ultimately pad by produdng entrepreneurs.

Followingthe pricgoremium section, he tas his attention to the loan market. Thigieeds very

important to myanalysis. Hee hewritesaboutthegrossrateof interestguidingthe “businessman.”

[The gossmarletrate o interes} shows him how farhe can g in withhdding factors of production from empbyment
for want-satisfaction in nearer periods of the future and in dedicating them to want-satisfiction in remoter periods. It
shavs him whatperiod of producion conformsin every concree case tahe diferencewhich the public makesin the
ratio of valuation between present goods ad future goods. It prevents him from embarking upon projects theexecution
of whichwould not ageewith thelimitedamaunt of cgpital goods providedby the saving of the public (ibid.: 547).

By businessman, he mesathe entngreneur as poducerand giarantorof loans Heis sayng thd the
gross markeinterest rée guides thé'entrepreneursandcapitalists.”Yet healso wants to kgethe
uncertainty-bearing propertiesof action separatefromthetime preference property. Thisis precisdy
why it is appropriate to use thertrepraneur ole. The atrepraeur ple regpresats both the
apprasement and thendert&king of Mises’s penniless enppeeneir and theuncetainty-beaing
associaté with fully guarateeingthat a loan made bthe savingfinander is repaid. The
entrgrenair role ajusts production and his time hariz for poduction o the time-riated

consumer dmands for gods. This guidace ocurs, aserts Mises, baas there is an “inlrent
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tendenyg of thenetrates of interestincludedin [the] gossrates [on bans in all sectsrof the loan
markd] toward thefinal state obriginaryinterest” (bid.: 546) The“final state” rders to the final
rateof interest in the final state ofsst, which Idiscussed eber.

What he has in mind is thid.anindividual intheentreoreneir role perecivesthat he ca ean a
profit by borrowingto financea prodution projectof a gven lengh that bems at a spefic time,
hedoes so Hisbidding for funds causes the gross ete for tha length and beginning at that timeto
rise higher than otherwiself theentrgreneir role pereivesthathewill earnaloss, heefrains flom
bidding and the ate is undkded. He thus @usts hisactions, in light of his@praisemat of the
factors d production to beused in theprojects d different lengths to theexisting grossrate. This
gross ratehas bee established byther individuals actingin the entrprenair role — i.e, the
entrepreneurs, promaers, eculators, and dedlers in futures and arbitrage. At the sanetime, his
adjustment canhang the ate avayfrom wha it otherwisewvould havebeentherdoy affectingthe
adjustment decisions of the otlettrgorenairs. Thus them@ss rateof interest comes to rédct the
apprasals and adjustments of all of taetreorenaurs.Thecollectiveof entrgpreneir biddingcause
therate to riseor fall in each maket, depending onthegppraisds.

The nerateis alwaystendingtoward thdinal rate ofinterest ireacy markd. Changs in the data
however, keep changng thefind rate sotha the net rate and gross rae in ary future real economy
is deermined by bath thetendency toward thefind rate at one time and thesubsequent adjustments
by entrepreneurs tothechange in thedaa at later times.

Given the onditions of a pure niket eéeonomyandtheabseneof monopoly the tendenctoward

the final nérate ofinteresis driven ultimatelyoy consumers to possess prefences br goods and
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time prefeene. Theentrgreneairs’ biddingand adjustments camrim tothetheoren of consumer
soverggnty. The tendecytoward a final state akst in this case isn@extension of the theorem of
consumer sovereignty (ibid.: 332-4) to the satisttion of wants through timé3

Undernormal conditiongntrerenair calculationgausehe neratetotend b equal theihal rate

Undercettain conditions, howevean

increa® a decrea® in thesupply of money(inthebroade sen®) can increa® a decrea® thesupply of moneyoffered
on the lban marketand herebylower a raise hegrossmarketrate of interestalthough no chagein the raé o originary
interest hastakenplace.If this happensthe marketrate deviatesfrom the height which the sate o originary interest
and the supply of capital goods available for production would require. Then the market rate of interest fails to fulfill
the function it plays in guiding ertrepreneurial decisions It frustrates the entrepreneur's calculation and diverts his
actonsfrom those ines h which theywould in the bestpossble waysatisfy the mast urgent needsof the comsumers
(ibid.: 547 ,italics added).

The point that Wwant to emphas&in this section is that the same @ea be expressedithiout
using theterm “oiiginary interest.” Ido soherewith abroadbrush.Theentrgrenair role uss the
gross narket rate of interestas asignd of thetime preferences of consumers. She uses this sgnd,

in combination with her belisfabout the revenues she camdrom production projets of diffeent
lenghs, to appraise theariousfactorsof production. Howeer, achang in the quantitypf money
can lead to actions tha, under certain circumgances cau® the gross narket rate of interest ©

mislead the entrepreneur role. The entrepreneurs mis-appraise the factors of production and their
bidding for funds causes atendency toward a nd rate tha is na the find rate. The gross ete
“misleads” then becaise, unbeknomstto them,it reflects notonly consumer time eferene and
the bidding of the other enrepreneurs tut dso the morey creator's additional supply of loanable

funds (and possiblya priee prenium). As a reult, theentregoreneirs adjusto the wrong goss market

*SeePart Thredor amore @mplete dscussiorof thesetheorens.
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rate. Theresut is mozement away from thefind state of rest. In this event, consumer sovereignty

will not prevall.

The Capitaist and Captial Goods

The dtentive reder will have reognized that Mises seems tise the term €apitalist” in two
different wa. The first isasalender In his dtempt to dahe the purentregrenair, he introdues
the caitalist as a lendao the penniless enpeeneair. Thecapitalistiender he sag, must also be
an entepreneur (bid.: 253). He usethe sameancept ofthe caitalist in his theoryof the loan
market (ibid.: 539). Second, heefers to the ecavers of orginary interest in the imagary
constructiorof thefunctionaldistribution astapitalistandlandownes” (ibid.: 254). This orighary
interest sems to be a metal return to the omers ofthe caital goods ad land?®

In what wgs arethese two dinitions different? IsMisesreferiing to the see role fom different
points of view?n myinterpretation, there is onlpne wg to incorporg&e both roles in agherent
system. t is to buld an ima@ in which thecapitalistasownerof capitalgoodsis embodied in the
samerole asthe caitalist as lender. This roldsa incorporées thelandownerunder thditle of

capitalist since,rbm the entrprenaur point of vew, there is no diffeene betwen cpital and

**The latter dénition senes Misesn arotherway, of course.The ideahat capital godsandland
areowned by thefactorsuppier role, andnot by the entreprerurrole, is anessentiapartof the theorem
of consuner soereigity beauseit is a meansto diginguish monomly gain (to the capitalistsand
landowners) fran profit andloss totheentreprerurs.This theorenis the basis ofhis valuefree ecamomics.
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land?” Suchan image can béuilt by concéving of a puremarke economythat contains onlywo
roles: thehouseholdole and the atrepraneur ble. Mises did not consider sucthausehold role;
S0 mydoing so is a deviation from Mises's presentation. | believe that an image of a pure maket
economy with thesetwo roles is necessay in order to sort out the different markets tha enable

interest to beanal. | now proeed to dscribe sub an imag.

An Image of Interaction Between Househdlds and Entrepreneurs

To show that origparyinterest is unnexssay, | build animage that dravs inspiration from Mises’s
functional distribution, as quoted aboude onlyhope an economist has a@foprehading maket
interadion is © divide the (inér)actosintoroles that perform furtions. Mises reognized thisvhen
he wiote of the @inctional distribution. Howevethe funtional distributon repesents onlyhe roles
associaté with eaning inmme from poduction. lwant toadd a ole that rpresats the expression
of prderences, including time prefene andthatreeives satisfaction from consumitizge goods
that the entngrenair role @uses to be pduced. Tius, myimage contans four roles: (1) the
consumeisaver (2) the supplieof materal fadors of prodution (capital @odsand land), (3) the
supplier of wok, and (4)the entrprenair.

Mises’s derivdion of market eonomytheorens emplog an eonomythat contains thesedur

roles. But hedid notpauseo describghem in detail. do so hereThe gal of beéng ale to trae

*'The absece d adifferencebetweencapital adlandreflects tke view that the Austrian #ory of
value anl cog distinguishes betveenthe facibrs of pradudion onl from the etrepreneaur pdant of view.
“The law cortrolling thedeterninationof the priceof thefactorsof prodictionis thesare with all classes
andspecinensof these factes” (ibid.: 636). See bdow for Mises’sdefinition of capital gods
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all economic pheomena bek to the propeties of ation leads me to diffrentiate theseoles
acwordingto whethertheyarepassiveandactive (Mises made the same classification implicitly,
althoudh hedid notusetheseterms.) Iclassifythe entrpreneair as a active ole and the othe as
passivaoles. Theconsumersaverole passivelgeleds, in acord with its preferences, amonthe
consumer gods-buyng options presrted by the entrprenair role. These skections indicate the
consume role's preferences for thedifferent goods Therole indicates its time preferences with its
saving It selects in awrd wth its assumed time pferencefrom among the intest-yelding
packaesofferedbytheentrgorenairrole.It chooses how much to sgyew to save, tven to save
and forhow longon the basis of its time preéne. Themateridfactor supplier rolembodies the
economic poperties opassivelysupplyng theseypes offactors to the entgrenair role in eturn
for interest income. Thavorke role pasivelysupplies workor awage. The pasive roles do not
bargain overinterest rées. Their skections aremechaical, as ifbeing made acordingto a
maximizing agorithm. The entrepreneur role embodies the three properties of entrepreneurship. It
identifies factors and ompare costs of emplagg factorsfor theproductionof different @nsumer
goods (it apprises), it directs theattos of prodution in order to case consumegoods to be
producel (it undertaks), and it bei@ uncertainty. It eans profit or loss. The lght of prices and
interest rées aradetemined throud) the bdding ofthe ative individuals in he entepreneur ole.
Saving canoccur in two ways. First,aconsumer-saver can save morey for various periods d time

and begning & various times. Second the supplienddteridfactorsof produdion can aquire or
capital gpods or r&ain owneship of capital gods that he alegly owns. To help theeade

understand theecond \ay of savingmore fully, | discusgheideathatland is a tpe of @pital and,
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therefore, that owning land is aform of saving. Thelandowner rentsout he land to entrepreneurs,
just as amachine owne rents out his mahine. The rentd incomeit receives is a return on its
previousland-purchases —i.e., onits previoussaving. Alternatively, onemay view therentd income
as a eturn that is eaed dueo the decision not to sell off land anderto get moneyto buy more
consumer gods.In either case, theanings ae areward for saving In eveydaylife, manyownes
of land act as entrepreneursby udngthelandto provideconsumption sevicesdirectly, asin thecase
of living space and flowergardens. Theyalso at as entrprenairs when thg improve the land
gualitybyemployng othe factors of poduction and theguarantee loangHdoweve, in an imagary
construction in which thengrepreneur pble issepaated fromthe oher oles, the passiverndowner
must rentout the land to the higest bidding etreprareur béore consumer oproduce goods
services or improvements caoccur

In atributing the provision of all land-basedconsumer goods ard capital goods- producing servies
to the entrepreneur role, | am making land equivalent to adurable capital good. This brings meto
my secongoint. Many machinestools, buitlings, ¢c. in eveydaylife are rented out; the producge
who rent them use them to help prodummsumer gods and otherapitalgoods But capital gpods
seem different from land, at least affirst glance. They may beless duableor they may becompetely
used up in a prodtion processor in satisfyng consumer wats. (Yet miners, farm aimals, and
ocean whales ee instanes of land thaare similar.) Moreove, possibilites existto exend the
durability of same capita goods through wha is ordinary caled “mantenance.” (Yet sdl
fertili zaton has asimilar afects an sometypes d land.) Since land from theentrepreneur view is

equivalent to gaital goods, disre@rd it as alistinct factor in subseqoediscussion.
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| wish to assune forthe moment that all capitabgds — and tred land as aapital gpod — are
owned bythe household rolend availablen markets to be pahase, rentel out or servied bythe
entrepreneur role. By “saviced by’ | am refering to entrepreneur actions tha are intended to
increase the marke value tothe entreprene roleand thus the rdgal income that theapital goods
owner earns by saving. Examges ae machine mantenance, irrigation dtches, and other qudity
improvements. Brespondingo entrepraneuroffersto inadessemarke vdue, a @pital gpods owner
can save. Then by renting out the higher-valued caital good, wh can ean additional revenue, just
as shecan byrentingout durable apital goods and byurchaing @pital goods that increse her
rentd income in the futuré®

The «istence ofthese diférent types of apital gpods makes theepresentation of theador of
production moredifficult than necssary The sameheorens can bederived more simplyby
assuming thiaall consumer god arecompletelyor infinitely durable Forthe purpose afolating
time preféene, the simplest assumption Isetlatter® This implies a production process that
containsnofacorsthatareusedupin theproductionof consumegoods. Also, no maintenancé
capital gpods is necespg althoudn entr@renair adions mayraise thericeof various capitalgods

by improving theér productivity in producingvarious consumer @pds that becomavailableat

*8For example, thepurchaseof ard stbsequentinvegmert in swanp draining mayyield ahigh future
rental income when the land is rerted out to a farmer.

2 will have torelax this assuption when | analyze Mises’streatnent of capitaboodsunder the
conditionsof theevenly rotating economy. | am dso disregardingthematerial factors thatarenot regdacealde
at a ressable cost This assumption does not depart too much from reality because under modem
condtions, it is practicallyalways possible taulstitute forspecialied factors.In ary casethe assmption
doesnot dfect theconclwsionsabou time prderencethat | reachin this dscussion
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various times. The payment received from theentrepreneur role for theuse of theassumed infinitely
durable maerial factors,consigs d wha, in comnonpalance, iscaled rent.* The entrepreneurrole
rents the matal factors flom their ownes for aspecificperiod of time.

| briefly consider th@ther ¢assical fator of poduction, labor. Thevorkers who supplyabor ae
treded diffarently from the suppliers of ntarial factors beause othe speial problems faed by
theentrgreneairrolein controllingthehiredwork. Theclaimsof an emplogr who acquies the legl
right to controla woker’s work diffe from those of anraployer of a mateial fador. In addition,
whereasthe owner of a maerial fector an sell the legl rights to is use completelyo another
person, the owner of work cannot. Thesedifferences ae nat relevant to ariginary interest a time
preference. On the other hand, onemug recognizetha labor, as usé by theclassca economists
can bedividedinto two parts: (1)barelabor, consistig of the expenditure ofreergy and time, and
(2) human capital. | assune tha the human capital is like the other capital goods It is infinitely
durable It is purchasg and owndbythelabore, produed byentrgreneirs, and apableof marke
value increases through the production actions of entrepreneurs. Thus the income received by a
worker includes gart that is compable to the fent” reeived bythe ownerof a maerial factor.
Just as the mat fador is the embodimt of pag production ativities, so is part of ark the
embadiment o past hunan caital production adivities. Theseassumptions aeasonat relevant to
the theorens concening how time pre¢érence is acountel for in the imaghary construction am

building.

*Theassumptiontha afactorisinfinitely durableisnat meant toimply that itsrental priceis always
the sane orewen that the itemin questio will always beafactor d production. Enrepreneu-perceied
changes inmarket corditionsmay change thebidsfor it and even rendera facto obsolete.
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The roles oftheconsumersaverandthetwo types of The entrepreneur role reresents bath

. . the apraisenent aml undertalhg of
facor-suppliers —capital @ods and labor —re | yises's pue, or penniless entrepeneur
and the uwcertaintybearing assaiated
obviouslyrelaedthroudhincome. Thdormeruses the | with fully guaranteing thata loanmade
by the saving finarcieris repad. This role

income recwed by the latter. | believe tha an | is actie.
The household rolerepresetsa canbina-

expostion of Mises’s economic theorems relatingto | tion df the two passve facta-suppier
roles (worker and cagtal goods supplier)

ardthepasdverole of theconsumer-saver.

time and obriginaryinterest is most easichieved by

means of asearate term to rgpresent a canbinaion of theseroles. Thus| use theterm household
to represent thiscombinationl specifythatthe houshold role owms and supplies all of thadtors
of produdion. It also disposes of the income itraa in acord with its prefeenes forconsumer
goods and its time preafene. As acombination of passiveles, the household is also passive.
The pa&sive household stands in contrast to ttiva entepraneur ole. The l#er sets the pres
of the ®nsumer gods and fetors of productiomnd interst rates on loansrém the standpoint of
consume sovereignty, the interaction o differently talented individuals ecting in this role leadsto
the pricing of consume goods factors d production, and loans, enaling the houshadd role to

beneft as a consumesave.*!

Markets in VWhich Time Prefenece and @ginary Interest Are Revant
In mytwo-role image, thehousehdd ownsall capital goods. As a comhbination of paswe roles,

it is also passivet kelects the [ rental pries ofered by competingentrerenairsfor the useof

*The entrepneeurrole alsoexacises itdmagnation, creativty, andinventivenessn identifying
newmeansof produdion and newfactorsof prodiction. The otter rolesdonat posess thse baracteristics.
Howewer, thesecharacteristicarenot rdevant tothediscus®n here.
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the caital goods. Andt seleds the hidhest wag forits bare laboenegy. As an owneof capital
goads ahousehdd may bein aposition to earn amoropoly gain. However, thisis not impartant in
deriving theoren from the propety of time preference orin comprehading Mises us of the
“originary interest” concept.

The entrepraneurs poduce apital gpods®* They act acording to the therem of @nsumer
soverggnty in producingmoreor fewer capitalgoodsof agiventypeandincreasingmarke value.

I now turn to a disussion of marks in which the entggeneirs interfae wth households as
savers. Theform of entrepreneur action depends on (3 thetypes of suty makets tha | assumeexist
and (b)when the owers ofthe factors are paitishallrefer tothreeclasses of such martse (1) the
market for capital goodsin which ertrepreneurs rent cgital goodsfrom househadds (ibid.: 531), (2)
theinter-housiold maketfor loans Mises calls theseomsumptiondans -bid.: 540), and (3) the
marke for loans fom households tproducingentregoreneirs(and,asl will show, ultimatelyback
to otherhouseholds)ibid.). Thee is no better ay in a prxeolog/-base economics to introduce
thesanarkds than by descibing howtime pefeenegets expressed in thetenmn of a solitaryactor

Considerhe time préerencesituation facd bya hypothetical Crusoe. @ could imampe a Crusoe
who had just beewashd up on the island starvirand without shelter. Hosver, | wish to focus

on a Crusoe to has alrady adjusted to his environmentassume that hieasalreadyproducel

¥In thecaseofland,theyproducet by discoreringuses ofotherwise “ratural’resourcs ard space
that were rot previously recaynized.
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capital goods **| can sy, in this stuaion, tha Crusoehas mly oreway to save more than atherwise
—to producenore @pital gpods than otherwis& o do so ne@sarilyentails a sadice of consumer
goadsin the nearer future. It follows that his choice to produce capital goods depends a his time
preference. If his time preference changes, other things equal, his production of capital goods will
change. For him, saving and capital goods production are synonymots.

The Qrusoe exanple isa goa introduction because it alertsthe economist to the fad thata dhange
in houséold saving, other things equal, puts into mation the entrepreneur incentives to produce
more or fewer capital goodsthan atherwise Theincentiveis dueto achangein profit expectations
Any given household crincrease its savindpy lendingmore in the loan niet or bybuying
additional capital goods Other things equal, such behavior makes it more profitable than aherwise
for entrepreneurs toproduce more capital goods Similarly, if households as awhole reduced their
savings, entrgorenairs wouldface incentives to not producewmeapital goods ad to allow exifing
capital gpods to fall in market \rae as onditions chane,.

I now proeed to onsider the the makets inwhich intereg plays a pat. Becauseof the
importanceof the maket inwhich consumer-save lend toproducingentrgreneirs, 1do so in two

stages. In the first, | assumethat such a maket does not exist. Making this assumption yields an

At this sta@, it is apprqriate to refer tdMises’snotion of capital gpodsasintermediarystatiors
in theeffortby Crusoeor cansurrers ina marketeconany to attainmore onsumer goodsin the fuure than
otherwise.The purmsefor sich acorcept isobvious.There areaumerous and &ried goodsand serices that
actorsprodwce aml/or ise asntermediarystatiors. Durable cansuner goodsalsoqualify ascapital gods
or intermedary gations, under this desgnation. My imagnatry construction is desgned to cgpture this
generalied fam of the canceptof cepital gopods
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image of an eanomythat contains onlyhe other two m&ets. h the seond stag | add the third
market.

If thereisnomarke for loansbetwea householdand producingntrgreneirs, the engpreneurs
have nomeansof finandng advance paymentsfor thefactors d production. Because of this, theonly
way the (presumed penniless)ngepraneurs ould acquie capital goods and otherattos of
productionis by making advance contracts, which they promiseto pay off after they sdl theproduds
theyproduce In this circumstancehe ownes of exising capital gpods would rent them out for a
period of time ad then receive paynent at the end ahe prodution period® In this case, a
househald tha wanted toincreasesaving would buy additi onal capital goods. A househald could dis-
save byselling some oits capital @ods. The monepaid in rent bythe produmg entrepreeurs
would be rgardal bya householdsaeanings orthestockof cgpital goods it ownstis a return on
thehousehdd’s saing and it refl ects the househdds' time preferences.

The seond means of sing congsts of inter-household lendin@his lending is manged by
entrgrenairs in the loan marketlf the time préerenceof one houdeold falls, while that of other
househdds remains thesane the rae of interest in this loan maket would fall.**

To summatrize, in thistwo-market model, ahousehold can save (dis-save) either by buying (selling)

capital gpods on which iansfuture lental income obyinter-houskold lending, 6r which it eans

¥Sinceentreprerurs nust kear allof theuncertainty some ou-of-modelassurptionmust ke made
about how this occurs. One such assumption is that saneme paosts guaranty. To the lender, such guaranty
would condituteakind of insurance. | disaussthis below. For the moment, however, guaranty canbe sdely
disre@rdedbecase thefocus isonthe “pure” returnearnedby theowners ofthe caital gpods

*As before,sone provsion must be nadefor theuncertaintyto be orne.Again,however, this fact
is na relevant kecausehereturnon savng is my focus.
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marke interest. The househobdnings per amourgaved during given perod tend toward &nal
rate Household sel¢ion of the markéwith the highst rate implies a tendeyfor rate diferences
in the two markes to disappea¥. This final ratewould refect the houdeold’s time prefeence.

In referring to therentd incomeof capital goods —what Mises might have called the ne interest
income — itis essential to specify that the rental incomeis not received until after the period of
provisionhas passed.he peiod of provision réers to the time betwa&ewhen the pyduction plan
begns andwhen the ppduced qgs areconsumedibid.: 480-1). To asume otherwise is tamt@unt
to concéving of a maket e@nomyin which individualscan enjoythe benéts of consumegoods
before theyare producel. Such an assumption would bkethe bond betwen economics and
praxeolog. Just as Crusoe paot enjoygoods befoe theyareproducel, the people undenarke
economyconditions cannot do so either

When Mises wrote aboutigimary interestin an evenlyrotatingeconomyhe had sonthing like
this in mnd. Howeve, to fully understand higotion oforiginaryinterestjt is necessaryto add the
third marke — the lban maket betwen households andgatucingentrgreneirs. Forconveni@ce
and to distinguistthis market from the intethousehold loan mket, | call this thehousehold-
producerhousehold loan markethe rademight expect that wouldcall it a household-pducer
loan market. This is the way mod economists including Mises, conceive it. However, this
conceptionis incompete. Thedesire to kind economicsto praxedogy (and, mare broadly, to avoid
error in ones reaoning) leads me to @dgize that advancpayments have theame funton as

loans to the factor owne's. Thus, a compete picture of the maket in which houséhadds lend to

*Arbitragers may alsoact tofacilitate atendermy toward tte sane finalrate.
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produce entrgreneirs in ordeto financeproductiormust includehe subsequent miaat in which
the produer entrepraneurs lend to houbkeld suppliers of fetors bypaying them in advancé’

Throudh the ations d loan entreprenairs, the ree of interst on this dan, net ofthe
entrgrenairial componat, tends to equal the oth®ro interest ratesnlother wods, the final rees
areequal. f thiswere notso, there wuld be an inaative for maximizng houséolds to shift from
savingthat yelds a lowerateto one that iglds a hidper @ate.

A complete undestandingof Mises’s use ofhe conept of orignary interest rquires the eade
to re@gnize its manifest#on in three diffeent makets: the markidor cgital goodsental, the inter
householdoan marke, and the household-prodwerouseholdoan marke. In addition if one
assumes that paal goods ee not ompletelydurable thehousehold’€ledion to buycapital gods
and to rplacecapital @ods that areised up duringhe prodution period would also be mada
thebasisof time preference. In Mises’s taminology, therent on capital goodsandinterest ppyments
in all of these maets would rdect orignary interest. Thee would be aendeng in eaty marke
for the neé rental incomeateand net loan nr&etinterestto equalthefinal priceor final interest. |
must presume that whdlisessaidthatthenet rde of interst in loans tends toward theginary
interest rée, he wa thinking of # three of these ates ad of their onnexily via the mental tool of

the tendengtoward afinal price

*Becawsefador owneas are pad in adwarce, theincome recevedby a tousenadd from dlowing its
capital gpodstobe wsedin praductionwouldcontaintwo different conponents. Theirst positive canponent
would betherental ircome thatl hawe alreag discissed The seondconponent — which isneative —is the
discownt thehousehdd pays becauseit receives itsrental ircome in advanceof the endof the period of
provision.
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Is Originary Interest Necessary?

| have sl that the interest tas in these theemarketsif theyarestripped of their etrepreneurid
component, caespond tdvlises’soriginaryinterest. how review wo of Mises’s statemas about
originaryinterest. Thdirst is in his heoryof thetradecycle. In presating his thery, he wites of
the connexity amorg the loan makets (bid.: 546). Myinterpreation is that he is refeng to the
various rées of interst in the three m&ets lhave dsciibed*® When he uses the ter‘originary
interest” in the st@ment that the neate ofinterest tends towd the orignary rateof interest, he
is referringto the final rée in eab of these m&kets. Haneans that the heate téds toward thehal
rate. This find rate represents thetime preferences d the househdds. It should be evident tha if
Mises’s soleaimin employing theterm*“originaryinterest” was to show the fationship between
thegross ete of interest andtime preference, thetermis surfluous®® Boththefind rate of interest
and therate of originary interest an only beisdated in theimaginary construction o the evenly
rotatingeconomy(final stateof rest). Underthis condition, each peesats time prderencein the

samavayandto the samexent. Moreove, outside of this condition, neither is pemt. The ancept

*In adlition, hemay bereferringtothe fad thatdifferentloans are for differedéenghs, of tine ard
hawe different startingpants. | take thisfor granted.

¥Mises’s ug ofthe termseens tohawe lessmportantaims, however, andit seems likely thathe
preferred the term “originary interest’ to hdp him achieve these. Pethgpsthe mog important wasto relate
his cantributiontothe siject to thabf his adnired predecessrs and conteporariesThis is ewdencedoy
his refeencedo BohmBawerk Fetter,F. A. Hayek, Schunpeter, and.ionel Robbirs. Mises wites atthe
beginning of his ctaper 19tha “[t]ime preference marifedsitsdf in the pheromeron of originary interest’
(ibid.: 524).Withthepossilbe excepion of Fetterthesewriterswere tovariousdegeesconfusedabou how
to employ the imagnary constructions of the evenly rotating economy and final state of restin relation to
time prderence Ratherthandescribetheerrors d eachone sejaratelyonthisground he may hawe talen
the stortcutof framing theirerrors interns oforiginary interestTheresult,in my view, is aset ofanalyses
that are bound to confuseall but the mogs knowledgeable ard patient reader.
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of a discount ofuture goodsas agast presat goodsis only a vagueeference to time prierence
outside theseconditions.

The seond statement lewview is that the imagnary construction of theevenly rotating
economy..made it possible to distuish precisky betwea originaryinterest and entrepneural
profit and loss” ipid.: 537). The idedereis that owners ofapital goods in the evenlyotating
economy mug berewarded in orcer to induce them toreplace thecapital goodstha are used W in
theproductionof consumegoods. Otherwisghe gods produca duringead period ould not be
the same, Wich is a requirement of the evaly rotatingeconomy It should be evident that the
concept of originary interest is not neessay to canmunicate this. It is suficient to notetha bah
thedemands forcapital goods andhesupplies of @vings ae manifestaionsof consumer-saver time
preference’®

Mises’s unstated eson whyt isimportantto distinguishthe two incomes of pffit and orignary
interest is that he intends to segia(1) the pasive expression of time preéae and pefeenes
for goods from (2}he ative entrg@renairship that is responsible for theoduction of theansumer

goods that satisfthosepreferences. He want® relae the recet of interest to the passive usk

““Theimportane inthe treatise of represengiafacsimile of time prderencen theewenlyrotating
econany derivesfrom its application in represeting thethreemarketsjust described When Miseswrites
abou theevenlyrotatingecanony enaling theeconanist to separaténterestandprofit, heis implying that
he wants tle reader t@pprecate the entrepreneur role’s function of @aating for time prderencen the
theorenof consumersowereigity. Heis, in animportantsenseconpletinghisdefinitionof theentrepeneur
role. However, a the pant where he“proves’ that originary interest existsin the evenly rotating economy,
his focus is on Schumpeter, who he says asserted that there is no interest in the evenly rotating economy
(ibid.: 530-1). Miseswrites that contrary to Schumpter, interest is necessary in the evenly rotating economy
becase,otherwise,there would be ro motivationfor therepla@nment d usedup capital gpods This isa
distraction. The more correct argument is simply that economists want to build an evenly rotating economy
in which imepreferenceissimulated because they ultimatly want to elucidae ertrepreneurship and make
thearems for conditionsin which time prefererceis present.
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moneyto buyconsumer goodd different times but not tde ative entrg@renair role tha causs
the consumer good to be produced. One can concelve of an animal or robat saciety tha routinely
saves ad re@ives areturn on thisaving No distinctlyhumaractionis entailedin theexisenceof
interest as aatio of future gods as amjnst preset goods' It is different with the ative
apprasement, underkang, and urcertainty-beaing and with the chaderistics of imagation,
creativity, and inventiveness. A robat or animal saciety with these properties a characteristics is
impossibe. Thus, myiew is that when Mises vtes that the functions in the furanal distributon
arenicelyintegatel, he has in mind diffentiatingbetwea (1) the passivefunctions of seleting
the hidhest interest incomieom the ofers made byhe entrprenair role to @apital gpods owners
and saves ard (2) the distnctly human ation entailed in detenining which ofers to make,
direding production and beag uncetainty.

My man point is tha the concept d originary interest is rot necessay in order to m&e this
seaation. It would have been mae accurate and informative as well as more directfor Mises to
have expressel himslf in thefollowingway. Sine the payment male by the entrepreneur role to
theowne's of capital goodsis, to theowne's, a réum on saing in different forms,it is gpropriate
to call it intered. Wages arethe reéurn to the meresupplyof work energy (as opposg to human
capital whid also ems interst). Thus, to distaguish betwer interest, wges, and pfit is a means
of channelingall distinctly humanactionthroudh theprofit-makingentrgoreneur role. f Mises had

pointed this out, believe thahe could havavoided muchanfusion.

“This is na to deny, of course,that time prderences itself aproperty of action.
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I have show that Mises’s origparyinterest congpt was supfluous, given hisntentions to bad
economics to praxeology and to develop theorems to facilitate the evaluation of interventionist
arguments. This is significant because his means of communicating the full meaning of the
entrgrenair role elies on the r@dets ability to comprehid orignary interest. 8bstituing the
“final rate of interst,” which is réated to otherihal prices, would redue the ommunication
difficulty.

| believe thathere is anveen moramportant reaon for Mises to havavoided the ten “originary
interest” | bdieve tha it led hm away from two characteristics d househad property ownership
in a raal marké economythat one must ackndedge in orde to form an even icherunderstanding
of the entrepraneurrole. Thefirst is theimportantfac tha apropety ownercan usdis propertyas
guaranty for aloan Using it as giaranty is very different from enting it out to a producer
entrgorenair; and the kind of mperty that can beused as garaty nead not be a factor of
production.*? Mises cnsiders this issue from alegal standpoint. He recagnizes tlat enforceable
contrats mayredwce the creditor’'s exposureibid.: 540). Howeer, heconcluds that the “legl
aspets” of suchcontractsneed nobe scrutinied indetail byeconomistén making therems about
the puranarké economyln fad, contrat-enforcement andmore gneally, the trustworthiness of
individuals who promiserdlief in theevent tha aloan is nat repad (or that same other promise is
not kept) helps to det@inethe exentof the divisionof labor. Toexcludethese Eements from a
economics in which the criterion used to evauate interventionist asguments is the THRUI is

shortsightd.

“2] amreferringhereto Mises’s naion that captal goodsareintermediarystatiors.
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The importane of guaranty becoms evident whe consideringhepredpitatingeventjn Mises’s
theory for the tade gcle. Achan@ inthe quantly of moneymayaffect the deisions of producing
entrgorenairs not onlyia a diang in the maket rateof interestbutalsovia achang in the amount
of guaranty offered for loans. h anycase the giaranty is certanly affectal when during the
downturn of atradecycle, loans ee not rgpaid. A theary of the trale cyle that dos not include
interadion basedontheprices of thepropety usedasguaranty must, inmy view, be inomplete’?

The second chiaderistic of household ppertyowneship that Mises disregdel is incentive
divergencedue tothe joint and collective ownershipf capitalgoodsand thetitles to, or liens on,
them. When joint andcollective ownership is entaled, sich as itis in the corporation, thecontracts
or ageamerts that dictate the ations that, occuin the event ofthe non-pgment of a loa
necesarilymake oneaole ax agentan anothea principal in aprincipal-agent relationship The
principal-agent relationship can dso be affected by a change in the quantity of money.

It is not myintention here to fill the@ps in Mises’s emomics. lonly want to note the potential

for error resuting from the use of the*originary interest” concept.

**The soealledfinancialmeltdown of thelate 200G canbe dtributeddirectly to an overvaluation
of swch guaranty.
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Second Difficulty: A Grammar That Emphaszes the Entrepreneur Role

Dedsion to Avoid Using the “Enapreneir Role”

As | have panted out, Mises dd not usetheterm “entrepreneur role.” Apparently in an dfort to
constantly remind readerstha everyone acts & an entrepreneur, he used anumbe of othe terms to
refer to this role. For examge, he writes tha consume sovereignty applies to “entrepreneurs,
capitalistsandfarmers,”to “capitalistsentreorenairs,andlandownes” (ibid.: 270), to “ownes of
themateridfactosof production and thentrgreneaurs” (ibid.: 272, andto the“entrepreneurin his
entrgreneair cgacity’ (ibid.: 358). h his theoryf thetradecycle,heuseghe term businessman,”
(ibid.: 547). The most common term isnteepraeurs ad capitalists” and capitalists and
entrepreneurs,” as indicated by aword search of thetreatise. In all of thesecases he is referring to
theseindividuals acting in the entrepreneur role, as | have ddinead it. Swch a varigy of terms
obviouslydetrats from the usef the“entrepreneurconcet” to captureall of the distinctiyhuman
actionundermarke economyconditions. 1 therebydistractsherealerfrom the projed of tradng
al economic phenomenaback to theproperties d adion. In myview, hisfailureto consigently use
a sinde term like the etrepreneur ole to desabe market interaction was aother obstde that

readers had to overcometo understand his economics.

OutcomeCenterel Grammar
Another detraction is due to thefact that Mises often desaibed maket interaction interms o its

outcomes, suchsaprices ad quantities. Forxample, at the staof chater 14, he sag that
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economics haalwag been ancened with “the aalysis ofthe determination of moneyprices of
goodsand servics exchangd on the m&et” (ibid.: 234). Thisdegription is perhas urderstandable

since hehad not yet introducd the entrprenair role. Howeve, hecontinuegdo usethe same tye
of desciption even &er heintroduces therdgrepreneur ole. It is true that such desgtions are
interspesed with others whig to the ald@rand discriminatingeader, would only be a nuisane.

Neverthdess,one mug askwhy heforegoes an goportunity to reinforcethebondheaimsto establish
beween eonomics and praxedogy? The only sengble answer is that heimplicitly makes heroic

assunptions aout his readers.

Miseswould have better communicated with readers if he relied entirely on subject-centered
grammar. He could have stated hisgoal of eval uating interventionist arguments based onthe THRUI.
To best achieve this goal, he could say, he must build the image of a role whose actions dways
expandthedivision of labor and, in sodang, dways seve individuals’ rightly understood interests
Thisis what he etuallydoes. h the tretise, he dehes this role as that of tie@trgrenair in reldion
to theconsumerrole and proceedsto constructthe theoren of consumersoverggnty. Then he
expands the consumer rofda a consumer-saveolein orderto add tme préerence Correspond-
ingly, he expands the entrepreneur role and produces moe compex theorems ha are mog simply

and acurdely expressed byeferring to that ole.
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Third Diff iculty: Entrepre neur as Romoter
I will only briefly mention thethird difficulty. Immediatelyfollowing his discussion of the
entrgrenair fundion in the functional distribution, he writesat economics has alwea used the

term “entrepreneur’ in adifferent way — torefer to particular individuals

whoare espeeilly eagerto profit from adjustng producion to the expectedhangesn canditions,those whohawe mae
initiative, more venturesomeness, ad a quicker eye than the crowd, the pushing and promoting pioneers of economic
improvement (ibid.: 2545).

He allsthesendividuals ‘promotersand notes that this notion, unlike the previous ocanfiot
be deined with praxeologal rigor” (ibid.: 255). He ges on to sathat the triving forceof the
marke, the element tendingpward uneasng innovation and improvemeé is provided bythe
restlessness dhe promoter rad his eagrness to make profits as @ as possible{ibid.). Such
statements must suregonfuserealers. Afer dl, one would presume that, by definition, the
entrepreneur category, function or role is the driving force of the pure market economy.

Mises uses the promoteoncet todescibe competition adto deive whatarebest regrdel as
economic therems réating to eonomc growth, the distribution of gas from technologal
advane and theseletion of individuals to act in the entrepreurrole. Also, as shownbave, he
expands the class d the promaer to include speculators and dealers in future and arbitrage.” It is
difficult for the readerto recogiize theconnetion beéweenthesetheorens, hovever, ard the

entrgrenair role. ldescibe the theams in Part Five.
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Mises’s Contribution to the Theory of Value

| have been citical of Mises’s presentation. The reader should nat take this & acriticism of his
economics. Quite thecontrary. | bdieve tha his wok had thepaential of meking ore of themog
important contributionsever to economics andto public pdicy evaluation. The classical economists
had paied the income of wags, rat, and interest respicely with three &ctoss of prodution:
labor, land, and capital. They regarded the mostfundamentd factor as lébor and proceeded to
develop dabor theoy of value The arly neoclasicals sucaded in shiftinghe pairingfrom the
respetive fectors of poduction torolesthat peform fundions. On the one hand, thehifted the
sourceof valueaway from laborto therole of theconsumerTheysaw that the immmes emed by
the ownes offactors arederived from the maginal productivityof the paticular factorin question.
On the otherhand, theydevelopd the entrprenair con@pt @& an appraiser underter and
uncetainty-beaer.

Mises went further. First, he incorporded time pefaene into the neoclasical heay by
identifying the means used bindividuals to save. This tramsined the ide of themargnal
productivityof capitalgoods It remaned rue thatfrom theentrgreneair view, a portion of the prec
of theproduct could be attributed tothemarginal amaunt of a speific typeof capital good usel in
its production. Howewesince apital goodsirea meansf saving, thaportionof the finalpricethat
the entrerenair attributes to theapital good$ie emplog had toequal theinal rate of interst on
household savingrhus, rathethan béng an income to roleof the etrepreneur & capital gods
owner or landowner, interest kecame an incometo the role of the househdd as saer. Thus in

Mises’s economics, interest is reward for saving andthefind rate of interest nug betraced totime



Consumer Sovereiy: the Keyto Mises's Ecnomics 83

preference, not to the supplief a @apital gpod or the fargnal value poduct of @pital.” Capital
goods supplys not a propey of adion evernthoughthis actioncanbeidentifiedin theimage of an
isolated ator.

Second, hedvancel the edy neoclasical coneptofthe entrerenair byshowinghow to employ
it to bind economics to pxeology In terms of eonomic theoy proper his work was diérent from
that of Smith, dvons, Mengr, Walra& and Clark. His conbution was to provide the
epistemologal basis forthe new sence created bythese ad similar witers. Had hebeen
succasfulatcommunicatingdis ideas,such subjectssaKeynesian mamemnomics, mathematita
economics and theoretical welfare economics would not have achieved the credence they did. In
addition, economatrs would havebeen dven by a totally different purpose — thaof testing
whetherthe assumptions of economic dihems match obseable reality. Accompanyng sud
succas might havéeen a et of policypresciptions that are ksed on eahomic theorms rather
than on the scrdistic interpetation of the pst or byan ideolog that is uninformed bythe
fundamentd economic theorems.

A bendit of this new theoryf valuewas acleaerunderstandingf monopoly By associatinghe
supplyof materal facors with ownership, Mies pavethe wayfor atheoryof monopolythat was
dissociated fvm therole of the entrepraneur ple. In myview, the ecoqition of the entre@neur
role asacontributorto vdue thatcomplements theomsumer rolavas Mises’s most important and

lasting @ntribution to economics.Hope that it will somedalye appecided.
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3. THE ECONOMC THEOREMS DERVED FROM CONSUMER ®VEREIGNTY

Mises does not syematicallyidentify emnomic theorens. This is one reason wisjudents of
Austrian eonomics have lan unabléo comprehid hiseconomics. Ayoal ofthis part is b make
up for this defiencyby reviewing Mises’sstatementaboutmarke interactionunder pue maket
economyconditions and translatirthem into theoremsnlother wods, laim todescibe Mises’s
economic theorems. Most d these are derived from the theorem of consumer sovereignty. Hrst,
howewer, | mug ddine a theorem. Snce economics is a branch of praxedogy, | begin with
praxedogical theorems.

Theorems in Praxeology and Econorrics

My understandingf Mises’s economics is that it consiefsa s¢, or system, of theonas. Mises
does not doally saythisand hecettainly does nopresat his economics byeferiing to asystem
of theorens. Myinterprdation is based on whabklievehedoesin thetredise.If | had to degnd
my proposition, Wwould partlyrefer to thefollowing statementwhich he maks afterhe complete
his presenti#on of the elucidaon of interation under purenarkeé economyconditions. t is the
introductory statementn his chapte 23 entitled “The Data of the Market.” The ttle d the

introductorysection in which the stateent appes is “The Theoryand the D&.”

Catllacics thetheay of themarketecnomy, isnat asystem o theoremsvalid only under ideal and unrealizable
conditionsand appicale to realty merely with essenial redrictionsand modificaions All thetheaemsof catallacics
are rpidly and wthout anyexcepton valid forall phenomenaof themarketecanomy, provided he paricular canditions
which they presuppose are present. It is, for instance, a smple question of fact whether there is direct or indirect
exchange. But where there is indirect exchange, al the general laws of the theory of indirect exchange are valid with
regad totheads o exchange ard the media of exchange. As has ken poinedout, praxeologica knowledge iprecise
or exact knowledge of reality. (ibid.: 646,italics added).



Consumer Sovereiy: the Keyto Mises's Ecnomics 85

This ne@tive statem@ seems to confirm thaatalladics — thatis, economics — is a stem of
theorems ha is usful in evaluating interventionist algumentssolong asthe conditions assumed in
thetheorems @rrespond toredlity. A skeotic, however, might pont to thepaudaty of references to
economic therems. On this basis, she miglaimthat the “thecem” is less important to Mises’s
economics thal make it out to be. lould have to gree that Mises does not cldw identify
economic theorems and tha hedoes not ofen usethis tem. Heuses the term “economic theorem”
sparindy in histreaise.As aresultthetheorens he atually identifies do not stand out. Even wle
he wites that such and slu¢s an eonomic theorm, he does not aally derivethe theorsn from
the propeties of a&tion and subsidiargssumptiond-e thus does not confirm statements about how
to huild an economic theorem (see bdow). This looseness d his presendtion is an dodacle to
understandingvises’s eonomics. 1 runs a clossecond to his faure to defne and usé¢he term
“entrepraneur ple.”

Nevethelessin mydefense| can dte the numerous usef the tem “theoren” in Mises’s chater
2 entitled “TheEpistemologicBProblemsf the Sienes ofHuman Action.”A “scienceof human
action” refers to a brach of paxeology The most developkebrarch, Mises writes, is enomics
(ibid.: 885). Thus Mises intends the chgpter to be aout the epistemologica problems lating to
praxeolog and toits brantes. Theurpose othis part isto justify the mportancd attach to the
“economic theorm” by showinghow Mises treis this concept in the trése. My emphasis is on

his chaptep.
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What is a Praxedogical Theaem?
Mises’s first nentionof a theorem is in a stan entitled “The Brmal and Arioristic Charater

of Praxeology he wites the followingpararaph:

Humanknowledge is conditionedby thestructure o thehumanmind. If it chooseshumanadion as the subjectmatter

of itsinquiries,it canna mean anthing else han he caegaies d action which are poper b the human nrid and are
its projecion into the extemal world of becoming ard charge. All the theorems of praxeology refer only to these

cakegaies d acton and are &lid only in the abit of their operaton (ibid.: 36, italics added).

This pargraph & first seems a puzle. Literally it is about what happens ihtiman knowledg’
choosdo studyhumanaction.Obviously theparagraphwouldbeeasie to undestandf he rderred
to adistinctlyhumanactorstudyng human ation. To studyhuman ation, he means, is to stuthye
categories of @tion. But whaarethe caéegories of actionMisesdoes nohave a chapter orsgon
of the tratise in which hedentifies these.

The onlyway | know to find out what he me is to search theaty chaptes for theword
“category” or same variation. The word does rot gopear until part five of his chgpter 1, which is

entitled“Acting Man.” Heusegheterm in this section to reféo causdity and tocause andféect

Man kin a paition to actbecause hdas theability to discover caisalrelations whichdetermine change and bewong
intheuniverse. Actingrequiresandpresippcsesthe caegay of causaity. Only aman who ses he wotd in the ight
of causality is fitted to act. In this sense we may say that causality is a category of action. The category means andcends
presupposes the category cause and effect(ibid.: 22).

In this passaghe sems to identifytwo catgories: (1) mans and eds and (2fauseand effet
(causality). In light of what he wites in his chapter 2, heppaently wants the rader to learn th&a

a praxeological theorem may refer to means and ends and to causality.
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Properties of Action

Does Mises Llsetheterm “categories d action” to refer to anything else? | bdieve tha he does.
Howeve, bebre identifying the other ideg, | want to chage the tem. | believe thathe term
“cateqory”’ isbest used in the sintar. So Iwill state the conuaion that Iplan to use to desbe
these ides luse the tem “category of action”to refer to theaprioriassumption aoflistinctly human
action. Thais, to saythat “human biegs &t” is a eference to the category of adion. | use the
term“properties ofaction” torefer to the implications of the cajery of adion. The cgegory of
action,l will say, implies the gistence othe two propsies that Mises identifies in cphter 1: (1)
means and ends and (2) cause and effect.

Usingthis conventionl setmy taskasthatof seachingthe treéise for idea that might qualifyas
a propety of adion. | begn with section 2 of chater 1,where Mises discusseJhe Preequisites
of Human Action.” In that sectiorhe identifies three prequisites: (1) felt uneainess,” (2)an
actors “image of amore satisfactorgtate,” and (3)the expectation that purposébehavior ha
the powerto remove oit least to allevia the fé uneasiness’iid.: 13-4). Hee, then arethree
canddatesfor the title “pioperties ofaction” in spite of théad that Mises does not use the term
“category” to refer to them.

His nextdiscussion of cageries is in chapted, which is entitled “Arirst Andysis ofthe Categry
of Action.” The first section in the chaptes “Ends and Mars.” In this section he writes that the
words*“goal” and“aim” aresynonyms for “ends” (ibid.: 92) Healsoassaiates “means’ with pans
The a&tor make plans and, in so doingomes tadentify means of ehievingends. That mee are

limited is an implication of &on (ibid.: 93). He ges on to distinguish consursegoods from
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produces’ goods. The purposef this distinctionis to “provide a basidor thetheoryof valueand
prices of the fators of poduction” (bid.: 94). Next he redrs to the astom of sayg tha actors

possess asa@le of wantsor vaues (bid.: 95). However, “value’ refers only to

the mpartance hatacing man atachesd ultimat ends.Only to ultimate endsis primaryandoriginal value asggned.
Means arevalued deivatively according b their serviceableness in contbuting o the attainment of ultimate ends (ibid.:
96).

He goes on to defin¢ghe “cost” as the vime of aforegone sasfaction (bid.: 97) and to deéfe
“profit” or “net yield.” It is the “difference betwerthe valueof the prie paid the costs incued)
and that of thgoal attained...{ibid.: 97). F this is negtive it is called &loss.”

Are thereany candid#es in this disussion for the title “mperties ofaction? One can aswer
“yes” if heregards anew termas apropety. In this the making gblans, consumegoods, produae
goods, value, ast, profit and lossre propeties of ation. Everyaction entds a comparison of
values, acod, and aprofit or loss, themaking of plansand a consideration of whether theoutcome
will be consume's goodsor producers goods

Following chapte 4 is chapte5 with the simple title “Time.” Thehapte begins with a seion
entitled“Time as a Praxeologickador.” He bedns the chapteby linking time with chang. He
notes that “bang and time e inseparably linked togeher (bid.: 9). Since thegod of action is
chang, time is impled byaction.Thus,| concludehat time can beegardel as a pppertyof adion.
The concepts diiture and pasdrealso implied byaction and milgt also be rgardel as propdies
of action. In addition, hediscusses the* economizaion of time,” bywhich he meansthearrangement,
in the planningactots mind, of satifactions he expects aordingto when theywill be enjoyed

(ibid.: 101-2). This sugests that time prefene is a propety of adion.
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Mises last chapter in the saies, chgpte 6, is entitled “Uncertainty.” He points out that becaus
humanactoss do not knowthe future,they must face uncetainty of two types:uncetainty about
naturdphenomenarad uncetaintyabout ats of choicdibid.: 104). Uncertainty implies probability.
Mises callshe probabilityrelaed b acts of tioicecase probahili ty: “Case probability means. We
know, with re@rd to a particulagvent, some dhe factors which deermine its outcome; but there
areother determiningactos about which w&now nothing”(ibid.: 110). When dealing with case
probability, an ator employ a mode ofgasoninghat Mises calls the “sp#ic undestandingof the

historical scienes” (bid.: 112, 118). It entals atempting to identify other actors’ motves.

In the ral world acting man isfacedwith the fact that there ae fdlow men actingontheir ownbehalf as hehimself a¢s.
The necessy to adjug hisacionsto otherpeopk'sacionsmakeshim aspecuator for whomsuccessand falure depend
on hisgreaer a leser ablity to undersand he fuure.Evely acion is specuation (ibid.: 113).

It is atruism that the isdated actor does ot faee this Properties ¢ Adion

. ) . 1. Ends ard means.
kind of uncertaintyShe mayace uncetaintyabout her A. Felt Lneasines.

B. An image of a more sdisfadory

own choicesShemaynotknow exactlywhat herends state (profit or net yield).
C. The expectationthat prposéul
and meanswill bein thefuture. Mises doe not dscuss behavor has thepower torenmove or
at leastto allevate feltuneasness
this kind ofuncetainty. His eyeis onuncetainty about (profit or loss.

D.Plans and plannirg (consumer
goods, producer goods).
E. Compaismsof values (coss).
2. Time (pag, present, future).
A. Time prderence.
3. Uncertainty: intersubjedive uncetainty
propeties of ation. | do so in the attacdebox | (prediction, probability,

understanding).

others’ &tions.| call this “intersubjetive uncetainty.”

| want now to take stock ofwhat | have alled

divide the set of properties into three distinct classes:
ends and nmemns, time, and uectanty. | saythat thesera thepropeties d the caegory of adion

that Mises hasin mind in his treatise when he uses the phrase “ categories of action.” When he says
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tha “al the theorems d praxedogy refer only to these categories d action,” | clam tha heis
referring to these properties.

| do nat wish to gve the impression tha Mises wses his terms considently and compleely in
acord with my interpraation. One of thenterestingfads about the trése is that although he
obviouslyregards paxeologicatheorems asnportanthedoesnot on@give an illustration that he
calls bulding or deiving atheorem. Smilarly, dthough he writes frequently about being alle to
trace theoems bak to the catgory of action,he doesot give anexampleto show the reder how

to do this.

Praxeological Theomas as Properties of Action
| would liketo cansgder what he dos haweto sg about praxedogica theorems.Two passaes in
his chapte2 in a setion entitled “The Procdure ofEconomics” ome closest to informinthe

reader about building or deriving atheorem. He writes:

The saope of praxeology is the explication of the category of human action. All that is needed for the deduction of dl
praxedogical theoems & knowledgeof theesence d humanacton. Itisaknowledgethatis our own because we are
men; no keing of human descent that pathological conditions have not reduced to a merely vegetative existerce lacks
it. No special experience is needed in order to comprehend these theorems, and no experience, however rich, coud
disclose themto a beingwho did not know apriori whathumanacion is. The anly wayto acognition of thee heaems
islogical anaysis of our inherentknowledgeof the caégay of acion. We musthethink ourselves andeflectupm the
structure d human adon.

All the conceps andtheoemsof praxedogy areimpliedin the categay of humanacton. Thefirst taskis to
extractand b deducetiem,to expaind heir implicatonsand b define he universal conditionsof acting assuch (bid.:
64).

This is veryloose langage To explicate the ategry of adion, as he writes in thert sentence
seems b mean the sanething as | have called identifying theproperties d action. To identify them,

as | pointed out in Chapter 3, one ssthe method of imagary constructions to construc
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countefactuals. Then, in the send senterehe wites about deducing praxeologica theorems. ater
in the pargraph, in tellng how to achiere a ognition of the theorems, heses the ten “logical
analysis.” Thenhewritesaboutbethinkingandreflectingupon the structuref adion. In the seond
pararaph, heuses the ten “extract andleduce’ Then hewrites of pounding th& implications

and of ddining universal conditions.

Although Mises’s Ianguage $ loosg, it neverthdess Praxeologicl Theorans:

1. Action implies exdsandmeans|t also

makes pdect sense to me, siagnyaim in reaing the implies:
_ _ A. Felt ineasines.
treatise has been exegesis. To communicate the B. An image of a more saisfadory
state (profit or net yield).
sensibilityof Mises’s points to the less thordugpaler C. The expetation that purposefu
behavor has thepower torenove or
of thetreatise, or even toanaon-reader, | have found it at leastto allevate feltuneasiness

(profit or losy.
D.Plans and plannirg (consuner
goaods producer goods).
E. Compaismsof values (cogs).
. Actionimplies an actor’ s sense of time
(pad, present, future).
empl()}ed wha he cdled the method of Imagary A. It alsoimplies time prderence.
3. Action implies uncertainty. Action in
constructions to elucida adion. | wrote tha he used society implies intersubjective
uncertainty (prediction, probability,

the imaginay construction of éeingthat does not| understanding).

necesaryto employmy own terminolog. The reader

will recall from Chapter3 mydesciption of how Mises | ,

possessome proposed ppertyof adion. If that being

can dill act even though shedoesnat possesstheproposed property, then the proposed property mug
be rgected. t is not a propertyf adion. On the other hal, if the beingcannot at without
possessngtheproposed praoety, then it mud be acepted. | showed tha Mises actudly used this
method to identifyhe propeies of exds and reans, timed uncetainty. It was this description that

led meto organize the properties of action as | do in the atached box.
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But now Iturn to the question of dafng a praeologcal theoem?In writing of praxeologcal
theorems, isMisesreferring to the properties of action that he* extracted and deduced” in this way?
Doesusing animaginary construction to elucidate aproperty of action carrepond to explicaing a
category of action? Anddoes Mises mean toimply tha apraxedogical theorem ismeely aproperty
of adion? | believethat the answe is yes. The paxeologicatheorems heafas to aremerdy the
propeties of ation that are derivad by means of themethod of imampary constructions. An
economic therem is diffeent. This €ads me to make &st of the praxeologal theorens by

modifying my previous list of propéies of ation.

Building Economic Theaems

Mises does not tell how to build a praxeoldtiggoren. Howeve, he dos gve instructions on how
to build an economic theem. He dos this in hs chapte 2 immediatelyafter his discussion of
praxeologcal theoemsin his “The Procdure ofEconomics” setion. He points out that once the
economist has idéified the propeties of ation, she must gaufther in oder to dal with the
“spedal modes of aing” (ibid.: 64). One sp&al modes actingunder the conditions of the matke
economy|n this case,jraxeolog restridsits inquiriesto the studyf ading unde those conditions
and prsuppositionsvhich ae gven in redity.” For example, emnomists assume the didiiyi of

labor (bid.: 65). He writes:

Economics does ot follow the procedure of logic and mathematics. It doe not present anintegrated system of
pure aprioristic ratiocination severed from any reference to reality. In introducing assumptions irto its reasoring, it
sdisfies itsdf that the treatment of the assumptions @mncerned can render useful services for the comprehension of
reality. It does ot strictly separate in its treatisesand monographs pure sdence from the application of its therems to
the sdution of concree historical and pditical problems.It adgts for the aganized preserition of its reaults a form
in which aproristic theory and he interpreation of historical phenanena areritertwined (bid.: 66).
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The last gatement would be more understandable if Mises had established that bulding economic
theorens isthemethodthateconomicsadoptso presentts results. Tha it would be obvious that
an econont theorenconsistof a combinatiorof propertiesof action and assumptions pertaining
to economic reality.**

After Mises’s instructions on bulding an economic theorem in his chapter 2, he says practically
nothing &dout the theoma productionprocess inthe rest of the treise. hdeed, hseldom identifies
the theorens he produceand he dén rders to a theona byother namessuch asfaw.” Thus, he
does not direity reinforce his instructions. A ezlerof the tratise who did not know his purposes
could easily miss the formal theorem production agpectof his eonomics. In arder to devate this
aspect, | have decided to trandate his mgor staements about interaction under market economy
conditions into economic theans. Economics, he 3a&, “tries to elulates the opation of the
pure maket economy (ibid.: 238). linterpre this © mean that thecenomist aims to produce
theorems dout market interaction under pure market economy conditions.

| do nat intend in this chepter to try to identify every theorem in the treatise. My interest is in
identifying thosethat he daves from the therem of onsumer soveignty, which| recard & the
theorem that bestepresents theltimatepurpose haims to achieven the tretise. Byidentifying
these theorems, | will also be demorstrating my thesis tha consumer soveregnty is the key to
understanding/lises’s eonomics. h this essayl focus on the@ms that perta specificdly to the

pure market economy.

“Inintepretingtheabo\e passag, itis heldul to define“concrete histoical ard political prablens”
in acord with Mises’s ultimate puposeof the treatise Whathe rally hasin mind is the prodiction of
econanic theaens thatare releant tomaking valuefree ewaluationsof interventionistarguments.
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The Theorem of Consume Soveragnty

| have &eady stated the theem of @nsumer Theaem of Consumer Sovereignty:

. : . Under thecondtions d the pure market
soverggnty. It is repeted in the attawed box for the econany, the enrepreneurolealways ard

_ _ _ exclusiwely actsin the interests of whivid-
reader’s convaience. h this subsection, document | uds in therole of the consumer.

this theorem byeferiing to Mises’s setion on “The
Sovereigty of the Consumer.He writesthatin themarkeé economyindividuals are subjéc¢o the

mandate othe consumerThe

captalists,entepreneursand kndowners.are nafreeto spendnoneywhichtheconsimersare na preparedo refund
tothemin payingmore for theproducts. In theconductof their busines affairstheymust beunfeeingand s¢ony-heated
becausehte comsumerstheir bosses,are hemseles unéeing and sony-heared.

The consumers determine ultimately not ory the prices of the consumers' goods but no less tre prices of dl
factors of production. They determine the income of every member of the market economy (ibid.: 270-1).

Thereis onlyone instancendemarke economyconditions irwhichindividuals donot act in the
interestsof consumers. Ownersof property may charge moropoly prices (ibid.: 272). This, of cowe,
is thetheorem of consumesoverggnty. Misesdoesnot all it by this nane,howeve, and this helps
explain whyits keyrole ha been owdooked.

Although Mises presentsthetheorem in chapter 15, hedoes ot compete thepresentaion until
he demonsttas in chaptel6 that monopolgan ultimatelybe traced to a monopolied factor of
production. He demorstrates ths a ibid.: 358. There hewrites éout the owne's of sdeable goods

Since freedom of enterpriseassumes thet there is competition anong producers of sdeable goods
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the sourcef the monopolynust be some monopaodid factor. Theownerof sucha factor mayfare
better by restricting sypply and sdling theurrestricted anount & a higher price pe unit (ibid.).*
Onemightbeinclinedto sg thatmonopolyis an exception to consumer saignty. Howeve,
to saythis would be an inaurae desdption since the log of Mises’s agumentrequires the
theorem of consumesoverggnty to refe to the entrprenair in hisentrepreneurial capadty —i.e.,
to what | have cHed the entrepreneurrole. Theproperway to express thissito saythat the
monopolypriceis an exception to the notion that, under puesket economyconditions, every
individual in every action intends to act in a way that the econanist can deduce will bendfit
consumers. Mises’statement about tleeceptions carefully worded: “There is in he opeation of
amarke economynly one instancén which the propetaryclass is not completebubject to the
supremayg of the @nsumers. Monopolprices arean infringement of the swagf the ®nsumers
(ibid.: 271-2)."° He atributes monopolyprices to the owners athe fators of poduction (the
proprietay class)becaise he wants the entrgoreneir role to dways be subjectto consumer
soverggnty. The strict sepation that he matains betwee the® concepts is a means of binding

economics to praxeol ogy.

*Theandysis here is of the state toward which the market and prices are tending — the find state
of rest.lt is, of course, possilhe for a retailer,over ashortperiod,to charge amonoply priceby restricting
her sée ofa cansurrer gopodfor whichsubstitutegamot ke quckly produced Thatthis isso isevidentfrom
Mises’s exanple d cardles (bid.: 360-1).

**Although thisstatenent iscarefullywordedin onesenseit is notsoin arother. WhenMiseswrites
“in a market economy,” he means “under the conditions of a pure market economy.” | discuss this
imprecision further later in this part of the esay.
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After introducingthe theorm, Mises includes thresections, repectively, entitled “Competition,”
“Freedom,” and Tnequalityof Wealth andricome.”These sgtions, withthe minor exception of a
brief pat of thesection on competition, are ground-clearing. The meat of the chapter lies with his
discussion of entrepreneurial activity and competition anong entrepreneurs in sections 8-14. His
discussion otheentrereneair is an extension of theansumer soveignty theoren. The following

guote from Sewn 8 charatelizes the approdc

The spedic entepreneurl function cansistsin deermining the empbymentof the facors of production. The
entrepreneur is the man who dalicates themto special purposesln doing soheis driven sdely by the selfish inerest
in making profits and in acquiring wealth. But he cannot evace the lawof the market. He can suceed only by best
servingthe consuners. Hs profi depends an theapprovalof his condet by the consuners {bid.: 290-1, partly quoted
abow).

Herehelabds wha | have called the theorem of consumer sovereignty the®law of themarket.” This
terminology again refl ects akind of looseness thaincreases thedifficulty for thetypical reader to
follow. Ther is nothing wong with using the tem “law” but it is wise granmatically and

didactically to use the same term consistently.

The Theorems Concerning the Prices and Quantities d Consumer Goods

There are two theoremsregarding theprices and quantities d consumer goods Thefirst oreis a
theorem about prics. It is that, under the conditionsthiepuremarke economy the priceof evey
unit of a gpod of like kind and quay, net oftransportéion costs, tends toward thedl price(ibid.:
330-331). This theem is based on twassumptions(1) thathouseholdsnaximize utility and (2)
the entrerenair role is peformed bymanycompetingndividualswhose pédicular actions include

speculation, arbitrage, ard dedlersin futures (bid.: 3278). Maximizing householdslways buyat
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the lowest price.Andtheentrgorenairroletakesn the
form of producer, speculator, arbitrager, and dedler in
futures advantage of every bonafide profit opportunity.
This theorem, likelatheorems of theimal priceunder
pure maket e&conomyconditions, providesa toolfor
understandingnarke interadion — i.e., the actions of
the entrerenair role in elation to the consumenle.
It alsohdpstheeconomist mmprehendwhy changes in

marke conditions cause theipe ofaproductto rise or
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Two Theorems nceaning the Prices
and Quarntities of Consumer Goods:
1. Theorem d thePricesand Quantities

of Consumer Goods: The prics ard
guartitiesof consumer goodspraduced
and sold under pure maiket economy
condtions ae ddermined ly the
entrepreeur rde in accord withthe
theorem of consumer sovereignty.

. Theorem ofOnePrice: Entreprereur-

ial bidding, in light of househod

maximization of income andentrepre-
neurial profit maximization, operatesto

make thefinal price ofa urt of each
type d consumer goodidenticalto the
final pricesof otherunitsof that good,
net d transmrtationcosts.

fall, helpingherto undestand otheevents suchsaan incrase ordeceasdn fadors of prodution

beingallocatel to producinghe vaious good.

The seondtheoren is thatthe pricesand quanties of consumerapds producg and sold under

pure maket &eonomyconditions aedetemined bythe entrgreneair role in @cod with the theomm

of consumer sovereignty. Thereis no pecific passaye to which | can refer in arder to document this

theoren. Mises dos write that the “ultimate souecof thedetemination of prices is the Wz

judgments of the consumsft (ibid.: 331). However, this setement doesnot necesary imply

consumer soveignty. Nevethelesstheconsumesoverggnty theoren and its applicabilityo the

prices and quantities ofomsumer gods aswell as to the pricesral quantities of the tors of

production is demonstrated intde by the followingpassag:

The entepreneuisthe agncythatprevensthe persstence ofa gate of production unsutable o fill the mat urgent
wantsof theconsumersin thecheapestvay. All peopk areanxiousfor the bespossble saisfaction of their wansand
are n this sen® stiving after the highest profit they can reap.The menality of the pronoters specuhtors, and
entrepreneurs [individuals acting in the entrepreneur role] is not different from that of their fellow men. They are merely
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superor to the masses n menal power and enerng Theyare he keaders b the waytoward maerial progress. Theyare
thefirst to undersandthatthereis a discrepancybetween vhatis done and whatould be dme. They guesswhatthe
consumers would like to have and are intent upon providing theam with thesethings. In thepursuit of sud plansthey bid
higher prices for sone factors of goduction and lower the prices of other factors of poduction by restricting thar
demand fothem.In supplying the market with thoseconaimers'goodsin the sak of which the highestprdfits can be
earnedthey creae a endencytoward a fal in their prices. Inredricting the autput of those camsumersgoods the
prodwction ofwhich does nobffer chances for reging profi, they bring about agdndency toward arise in her prices.
All thes transformations go on ceaselessly and could stop only if the unredizable conditions of the evenly rotating

econony and d static equlibrium were ¢ be atained 3356.

By evenly rotating economyin this passag, Mises
meansthefind state of rest ard, therefore, fina prices.
The second theorem is a theorem abaut prices. It is
that, under the conditions of the pure market economy,
the priceof everyunit of a god of like kind and
quality, net of traasportation costs, tends toward the
final price(ibid.: 330-33). This theorem is badeon

two assumptions: (1) tha househods maximize utility

and (2)the entrpreneair role is peformed bymany

Two Theorems Gnceaning the Prices
and Quarntities of Consumer Goods:
1.

2.

Theaem of the Price and Quantity
of Consumer Goods: The prics ard
guartitiesof consumer gpodsproduced
and sold under pure maiket economy
condtions ae ddermined ly the
entrepreaur rde in accord withthe
theorem of consume sovereignty.

Theorem of One Price:
Entrepeneurial bidding, in light of
housholdmaximizationofincome ard
entrepreeurial pofit maximization,
operatego makethefind price of aunit
of eaxh tye d comsuner god
idertical to the final prices of other
units, netof trarsportationcods.

competing individuals ibid.: 3278). Maximizing householdsilways buyat the lowest pries. And

the entrgrenair role in the form of produce, specul#or, arbitreger, anddeale in futures takes

advantge of every bona fideprofit opportunity This theorem, likelathearems of the final prie

under pue maket e@nomyconditions, provides a tool for umgéandingmarke interadion —i.e.,

the actions of the entrepreneur role in relation to the consumer role. It dso hdps the economist

comprénend whychangs in markeconditions cause thgriceof a productto rise or fdl, helping
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her to undestand othervents suchsaan incrase ordeceasein fadors of prodution being

dlocated to produdng thevarious goods

The Theoram of the Prices and Quantities of the Fadors of Production

Mises’s first reatment o factor prices is in his Theorem d the Prices ard Quantities of

_ _ _ _ ) the Factors o Production: The prics
section on consumer sovereignty. Hefirst writes thet if andquartities of the factors gfrodiction

prodiwced and sold unde pure market
anindividual peforming the entrgoreneir role “does | econany condtionsare @terninedby the
entrepreeur rde in acord with the
not strictly obey the orders of the public as they are | theorem of consume sovereignty.

conveyed to him bythe structuref marke prices, he
sufferslosseshegoesbankruptandis thus removed ém his eminent posin at the helm”ibid.:
270). Then he pants aut tha dthough only thesdlers of consume goodsare“in direct contact with
the consume” (ibid.), others higer up thesupply chain ae dfected indirectly. Thus the
“consumes detemine ultimatelynot onlytheprices of the consume'goods, but no less the prices
of all factors of poduction” fbid.: 271). Icall this the theora of the price and quantities of the
factors of production. It applies to al factors of production and is stated in the atached box.

His secondreadment isin a setion entitled “The Price of the Goods of ighe Orde,” wherehe

points out hat the

pricesof thegoodsof higherorders are utimakly degeminedby the picesof the goodsof the first orlowed order, that
is, the consumers' goods As a conseguence of this dependence they are ultimately determined by the subjective
valuations of all members of the market society (ibid.: 333).

The decsionsof the csmsumergo buy one canmodty and b postpone buying anoherdeterminethe pricesof factors
of production requred for manufacturing thee commadities The compstition betweenthe entreprenairs..makes
eff ective the subsumed decisionsof the consumers asto what purposethe norspecific factors stould be used for and to
whatextentthe spedic facors of producion should be ugd (bid.: 338).
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[In therealworld], the ecanomic problemisto emgdoy thes facbrsin suchawaythatnounit of themshould be wsed
for thesatisfacion of alesurgentned if thisenploymert prevensthesatisfacion of a nore wgentneed.lt isthisthat
the market solvesin determining theprices of the factors of production. The sodal service rendered by this solutionis
not in theleastimpaired by thefact that for factors which can be employed only cumulatively no otter than cumulative
prices araletermined (bid.: 339).

This, ofcourseis theAustriantheoryof valueandcost.Consumesoverégnty in the last quotation
is partly concaled byMises’s use of obj-oriented grammar Instead of witing about the
entrgrenair role, heemploysthe erm “themarke.” However, a simple subdtition of “compéing
entrgrenairs” for “market,” which is warantel byvirtueof his pevioususeof theseerms, makes

his meaninglea.

The Prices and Quantities ofd and Natural Resources

Onre who doubtstha the theorem of caonsume sowereignty is thefoundation for Mises theorems
about the priesandquantitiesof thefactorsof production ca follow up byrealing his diaptes on
the paticular class of factor in question. An example is chap®d on “Work and Wags.” Mises
appro&hes thaletemination of wag@s (the pgre ofbarelabor) aad unemploynent from the point
of view ofthe consumer. Regdinghow wags ae detemined, he wites: “It suffices to observe
incidentallythatthe emplogrs dal with labor & theydo with commodities becaustee condutof
the consumers forces them to proceed in this way’ (ibid.: 593). In his dscussion of catallactic
unemployment, hewrites: “Wagerate flucuaionsarethedevice by meansof which thesovereignty
of the consumemnhanifeststiself on he labomarke” (ibid.: 599) Healsorefersto thepure maket

economy. He writes:

Unempbymentin the unhampered magkisalwaysvoluntary. In the eyes d the unemppoyedman unempbyment
istheminor of two evils beaweenwhich he ha to choose....Thefinalwage rate is thatrate & which all job-seelers get
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jobsard dl enployersasmany workersastheywart to hire.ltsheghtisdeeminedbythe maginalproductivity of each
type of work (ibid.).

An “unhampere marke” is a less preise nane than the gre marke economy But sincehe had
previoudy usedthis tam (ibid.: 237), it is dear tha heis writing about pure maket economy
conditions.

The phrae “deéermined bythe margnal productivity” is less revdang than theohrasédetemined
by the competindids of appresing entrepreeurs on the Isds of their repective gpectdions about
themagina revenuetha employing ajob sesker will yield.” However, areader whois familiar with
themagina produdivity theory of distribution, asit cameto ke represented in thewritings o early
neodassca economistslike Knight and Davenport, would surely make thedesired connection to
consumer sovereignty.*’

Mises's thgpter 22 is about natural resaurces, or land. He does rot gatethe price and quantity
theoren directlybut hedoessoindirectly. He wiites that the “lawcontrollingthe detemination of
theprices of thefactors of production is the sane with dl classes and specimens of thesefactors”

(ibid.: 636). Note gain that instead okfering to thetheorem he réers to alaw.

*This is nd to saythatKnight orDavenpat wouldfocusso muchonconsumer soereigity. On the
contrary Knight asggned a narow orbit to techncal ecamomcs armd regarded statenents #&out
entreprepurshipaslargely ouside that orbt. Davenpat, while gven entreprerurshiphigh import, was
muchmore @ncerred than Misesabaut thewayindividualshadacquirecownershipofthe caital gopodsthat
were subject to consume sovereignty.
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Theorem Conceming the Seletion of Entrepreneurs
Mises points outtat eonomic “compdétion is emulation betwegpeople who ant to sirpass one

anothet (ibid.: 274). Moreover, consigent with theprinciple of consume sovereignty, he writes:

Toassgn toeverybody hisproperplace in soiety isthe tiskof theconaimers.Their buyingand abstnion from buying
is ingrumentl in determining each individual's social position. Their supremacy is nat impaired by any privileges
granted totheindividuals qua producers. Entrance into adefinite branch of industry isvirtually free to newcomers only
as fa as the onsuners gprove of his brarch's ex@nsion or as far as the newcomers suceed in sugplanting those
already occuped in it by filling beter or more cheaplythe demandsof the conaimers.Additional invesiment is
reasonalbe onlyto theextent that it fills themosturgent anongthe not yetsaisfied needs d the consuners fbid.: 275).

Laterin the samelapter he rders to this assignment of pele as theseletive proces.”

The selective process of the market is actuated by the composite effort of al members of the market economy.
Driven by the urgeto remove his own uneasiness & much as possille, each individual is intent, on the onehand, upon
attaining thatposdtion in which he cancontibute mastto the bestsatisfaction of everyone eke andpn the aher hand,
upon taking best advantage d theservicesofferedby everyoneelse. Thismeansthathetriesto sell on thedeaes maket
andto buy on thecheapest market Thereaultantof thes encawrsisnot only the pice gructure butnoless thesocial
structure,theasignmentof definite taksto thevariousindividuals. Themaiketmakespelerich or poor, detcemines
whoshal runthe bg plants and whoshal scub thefloors, fixeshow manypeopk shal work in the cper mnes and
how many in the symphony orchestras. None of these decisions is made once and for all; they are revocable every day.
The seéctive pracessnewer gops.It goes on adjushgthe saial apparatsof producton to the changes demand and
supply. It reviews again and again its previous decisionsand forces everybody to submit to a new examination of his
case.There s no securty andno suchthing asarightto presrve anyposition acquied in the pastNobody is exempt
from the law of the market, the consumers' sovereignty (ibid.: 311).

Inhisdiscussiorof thisprocess,Mises desebes how Theorem Concemning the Seletion of

Individuals for the Entr epreneur Role:
The entreprereu role leds individuds
into active or pasive roles in the pure
the seletve proces He wites about how the| market ecoromy, deperding on its
appraisd of their ertrepreneurial capadty
capitalists, landownerand wokers ae subjetto “the | in acord with the tteoremof consumer
sovereignty.

the varous furction-performingroles ae influen@d by

seletive function” (bid.: 311-2). Tha he wites about
how the seletive fundion, orprocess, also applies to the promotensl ghe “@ptains of industry
“Everybodyhas the opportunitio take his chace..The point of view fom which the onsumers

choose theaptans of industryand business is exclusivelyeir qualificdion to adjust production
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to theneeds othe consumet’ (ibid.: 313. Asin theearlier exanple, thisdiscussion uses trephrase
“law of the market” to refer to consumer sovereignty.

It would be possible to verlize this theorem bgayng tha individuals areseleted for the
entrgorenair role in @cod with the theomm of consume soveeignty. Howeve, the prope
representtion would recogize the entregneurrole adetemining which individuals are “stged
in,” so to speakThetheoren shouldstatethatthe entrgreneir role selets individuals into active
or passiveales in the pure nmket &eonomy dependingn its appraisal of tlireentrgorenairial

capecity. This latter way of representing therole is necessaily praxedogical.

Growth Is Due to Saving ad Technological Change

Mises’s heorem of gowth is based on the Theorem Concening the Causes d

. ) Economic Growth: Growth is due to
assumptiontha people agreeonwhat growth is. P@ple | enrepreneur responses to changes in
_ _ _ saving andtechnological changein accord
agree, Mises asumes, tha growth is an increasdn | with thetheoremof consume sovereignty.

consumer gods from one ped to the next. He

represents this assumption llescibing gowth anly in a “progressingeconomy’ This is an
imaginary construction in which “the per cgoita quota d captal [goods] inveded is increasing”
(ibid.: 294).* In this construct, there aretwo ways for an increasein capital goodsto oaur. Thefirst
IS saving — consumers deciding to consume fewer near-future consumer goods (and more distant-

future gods) than otherise. Or it ca occuras a esult of technologal advace. In a somewha

“Itis worth keepingn mind Misess defintion of captal goodsasintermediarystatiors (bid.: 493).
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poetic statemd, he clis these two sourseof gowth the Yehicles”of progess. Theéagents” of

progess & thepromoting atrepraeurs. Thdogicis capturd in the followingquotation:

The ehicle d ecanomic pragress is the accumulaton of addtional captal goods by means b saving and
improvementin technobgical mehods of production the executin of which is almost always condtioned bythe
avaiability of such newcaptal. Theagen$ o progress are the pnmoting entrepreneursntentupan prditing by means
of adjusting the conduct of affairs o the best possble satsfadion ofthe consuners (bid.: 297).

In this discussionhe compgéng promoting entepreneurs are thdistinctlyhuman case of gowth.
This is consistent with agatier statement thathe promogr’'srestlessness aridagerness to make
profits as largeaspossble” is“[t]he drivingforce of themarket (ibid.: 255). Since Mises hasfdesd
the entrepreneur in such away that it aways acts according to the theorem of consumer sovereignty,
itis implicit thatthe growth duéo savingand technologi&l change is in the interest of treonsumer
role.

A remarkale fact about Mises’s discussion is that he does nmesstleliberde eforts bythe
individuals toconductreserd on newmethodof production He doesnot, for example, mention
that improvement in technolamgl methods maype the onsequene of ddiberate reseach and

experimentatiori?

“°A reader night interpet thediscusgon dfferently. She may interpgret “unceasingnnovationand
improvement” (ibid.: 255, as quotedabore) as inplying the possibility of ddiberate resach. Also later in
the tredise Miseswvritesabou the wise investnent by entrepeneurgibid.: 609). However,it is unclearhow
muchweight heattackes tothesestatenents ad even whetherhe reogizes tha addtional saving is not
necesaly for entreprereus to have anincentive to usethdr imagnaton, creativity, and invertiveress to
invent rewproduwcts aml methodsof production. Since this is solvious,howvever, | regard his failureto be
explicit as anoversight.
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Distribution of Gains Fom Growth

Inthe ame section, Mises discusses the distributial}heorem 6 the Distribution of the

. Gains from Growth: Bidding by
of the gains from exchange under market economy | jngividualsin theentrepeneurrole terds

N _ _ to cause gains from growth to be
conditions. He reeats that ther is “ax inheret | distributedto the househdd role in the

form lower prices ard higher ircones.

tendeng for profits and losses to disappearhe
marke is always moving toward themergenceof the find prices ad the final state akest” (bid.:
295). Then he writes thet as this ocurs, the “laws of the maket divide this alditional wealth
betwea the entrprenairs and the supplisrof labor ad those of catain mateial fadors of
production in such a ay that the lion's sha goes to the nonenfpeenairial groups” (bid.: 294).
“All these clanges in the jres of thefadors of prodution begn immediatelywith the initiation
of the entrepraneurid actions desiged to adjust the prosses of produmn to the new state of

affairs (bid.: 296)”:

What happenssthis: Theentepreneurgmbarkng upan the utlizaion of the newy accumuated captal goodsand he
improved technological methods ofprodictionarein neal of complementary factorsof production. Their demand for these
factorsisa new addionaldemandwvhich mustraise heir prices.Only asfar as hisrise n prices and wagraes a@curs,are
the caisumersn a pogtion tobuythe new prductswithout curtailing the purchasef other goods.Only so far can a syslus
of thetotal sum of all entrepreneurial profits over all entrepreneaurial lossescomeinto existence (bid.: 297).

If the addtiond weadlth is dueto increased saving, the owne's of capital goods gain, due to “ther
restaint in consuming.” The owners of existing capital goods may gain or lose depending on
whethertheir prices rise. Howeer, thér gainsaretemporay, since the gins will decline a more,
or newand rivd, capital gods are producel due to the praf inducement towat highe cepital

goods production. andownes also gin (bid.: 296).
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In this discussion of the distribaih of the @ins from gowth, Mises dehes gowth insuch a \ay
thatit mustconfom with thetheoren of consumesovergynty. This is largly concealed byhis (1)
mode of @pression and?) the struture ofhistreamentof the progessingeconomy The mode of
expression difficultys exemplified bythe lastwo sentenes in the abovguotation. The first of the
two sentenes sag that the consumeole benefits beause itcan buy the new poducts without
buying less d other goods Thesecond sentence says thet the assumption of aprogressing economy
— thet the total sum of the profits exceed the losses —implies the increasein consumer bendfits.
Regaardingstructure later in the sae setion on the progessingeconomyhe writes directlyabout

the “entrepreneur function” and consumer sovereignty (ibid.: 299).h

Theorems d Time Preference and the Theory of the Trade Cycle

EconomicTheorem of Time Prafence

Time prekrenceasapropety of action meas that an Economic Theorem o TimePreference:

) ) . Because the househol d role possessestime
actorevaludes sasfaction on the basis of wheshe | prefererce through its saving and its
purchases of captal goods, individuds
expects to recee it. An actor by definition, can | unde pue narket econom corditions
take acountof consumertime prderence

choose beveensatisfation in the neamrefutureand | when they act in the role of the
ertrepreneur.

sdisfaction in the more digant future®® From ths

theorem, it can be dduced thain their actionso removeuneasinss,theytake this into aamunt. For

*°Oneof Mises’s bst krowntheorens relatedo this. b is that agood in the near futuris prefered
over a good, or s of goods,of like kind ard quality, in the more distart future. This theaem is both
unimpoitant and mideading. Sol omit it here. | demongrate its shortcomingsin appendix 3 to this essay.



Consumer Sovereiy: the Keyto Mises's Ecnomics 107

theisdated farmer, thismeanstha hetakesthetimeat which heexpectsagood to becomeavailable
for consumption into account in his evaluations of what heregards & factors d production andin
his use of them to help proaithis or that source cfatisfation. For the miket eeonomy it means
tha because the consume role possesse time preference, individuals under market economy
conditions take amunt ofconsumer tim@reference when thewct in the ole of the atrepreneur.
| call this theeconomic theorem oftime preference. Theentrepreneur role discovers changes intime
preference by means of consumer saving and (2) households' demands for capital goods

Misesis notableto stdetheeconomidheoren oftime pefeaene in this waybecaise he miees
originary interest the foundation of hisragnmar Nevetheless, his @soningrelding to the
evaludion of interventionist angments is based anfull undestandingof the theoem, as have
staed it. Theproblem | faceis howto demorstrate this byusng Mises’s words Theonly feasible
solution B to transhte every economic therem heproduce relatingto time prefeene (which
contains the phee “oiginary interest”)into atheoren aout theentrgrenair role in elation to the
household rolera its time preference. h some cses, Imust substute the phraséinal rate of
interest” br “originary interest.” This is warrated bymy analysis of Mises’s use of thera

“entrepreneur” in relation to profit in Part Two of this essay.
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TheoremsCorcerning theFina Rate of Interest

As | panted out in Pat Two, onginary interest, in Two theorers relatingto time prderence

_ _ . ) i and the rate of interest reeived Ly
Mises terms, is equivalent to the final rate of interest. | Lousholds

1. Theorem d the Equality of Final

It thus refes to arate that would be eskdished by Interest RatesPaid to Consumers in
all Markets Where Consumers Sa/e:
entrerenairs iftherewasno furtherchang in the data Households' maxmization of income
from saving and entrepreneurial
When Miseswritesthatthe“activiti es of the strepre bidding, basedon profit maximization,

operateao make the fnal rate of inerest
on each type of saving iderticd.

2. Theaem of theRate of Interest Pad
to Savers and Capital Goods
Suppliers: The final rate of interest
paidto hausehdds isdeterninedby the

neurs tend toward the establishment of a uniform rate

of originary interest in the whole market economy”

(|b|d536), heISImp|yInganeCOI’10mICthG)I’em FE'S entrepreaur rde in accord W|ththe
thearem of consumer sovereignty as it

implying tha the find interest rate “in al markets” appliesto the preferences of consumers
over time.

tends tobe the sameAnd when hewrites about the
“final gate toward which” the rate d originary intered is tending (ibid.: 538), he is also impiyg
an economic theorem. Thelatter theorem is thefoundaion on which he buil ds ancther theorem —
the theoren of the tradeycle. Thustherearethreetheorens relatingo the final rée of interst. The

first two are listed in the attached box.

Theorem d the Trade Cycle
Mises’s most famous theareis that of the trale cyle. Hebases this theame partly on the

theorem of therate of interest paid to househadds in therole of savers and capital goods suppliers.
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The basetheorem is derived as follows. Individuals in the entrepreneur role adjust © changes in
time prefeene by shifting factos of prodution between two gnerl classe of prodution: (1)
consumer gods for the near future a@) capital @ods (intermediy stations). All capital gods
areexpected byhe entrprenair role to ultimatelyoe emplogd to produe consumegoodfor the
more distant futureThe inerestratepaid b households in the role abessumer-seers ad capital
goods suppliers tends towardfinal state ofrest which onforms to the theem of @nsumer
soverggntythroughtime. Accordingto othe theorenms, thepricesof consumegoodsandthe factors
of production dso tend toward afind state of rest.

Stating with thesetheorems, Mises roceedsto proposethetheorem ofthetradecycle. Thecycle
begns with an unepgectal increase in the quaity of moneythat entes throudp the markefor
loanable funds. Sud achange may digtort entrepreneurs’ calculations by causng interest rdes to
chang in a wg thatis similar to how theywould chang if thee wa a derease in consumer
demands for near-future goods (and a corresponding increasein thar demands for more disant-
future gods). Such a @nge would both (1) in@ase household savingrompting afall in the
loanable funds rates d interest ard (2)increasehousehod demand for capital goods. In both cases,
entrgrenairs would find it profitable to shifactorsfrom the poduction of consumegoods to the
production of capital goods. Individuals acting in the entrepreneur role adjust to the lower loan
marke interest rates bghifting factors toward the production ofpttal goods ad awg from the

production of consume goods The entrepreneurs borrow proportionaely more morey to increase

*1| hawe alteredsone ofthe mnor details ofMises’s preentationin order to present it within the
framework of the two role model | introduced earlier.
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their prodution of capital @ods for households. Tinefforts bid up the priceof the fators that
are specialized in producing the capital goods relative to the prices of factors specialized in

produdng consume goods

The @pital goods structure shiftssaentrepeneus Theorem of the Trade Cycle: Under

) ) particularcircurnrstarces, an inaease irthe
and households adjust to what thEreive to be a | qyariity of money caninterfere vith the
econanic theaem of time prderence,
reldive deceasen the costs of prodireg moee distant | leadng the entrerereur role to
erroneaidy producefactorsard goodsthat

future consumer gods. The higer inteest rats on | are more suitable for the satisfaction of
more dstantfuture warts thanis in the

capital goods dve prospetive household ownerof | Intérests of the casumer role. The
entrepreeur rde errsin usng thecurrent
market rate of interest as a signa of the
relative profitability of completing
projects aimed at satisfyng corsuner
warts in the nore distant, as opposed to
the rearerfuture.This errorcauses trade
shift awayfrom spendingon neagr future ®nsumer | cycle when the entepreneu role
recoqizes ts errorandabanansits pro-
goads and lending in lowerdnterest loan makets | ductionof sone ofthe fators aml goods

those @ods an incative to order more of thent the

expense of bugg more ®nsumer gods. Households

toward saing in theform of capitalgoods.This turns
out to be an eor becausethe time predrences othouseholds have nohanged.

As time passes, pesof consumerise,partly becaiseof theinflation of the quatity of money
but also parthpecaise the profs due to emplang factorsin theproduction of ne cgital goods
has bid up the prices of the factors that are substitutable as between the production of consumer
goodsandcapitalgoods.Theinterestreturnsoncapital goods, alredy high, do not inaasdurther.

This alterdion in the pricesindinterestreturnsfacedby householdsiltimatelyrevesesthe trend
initiated by the incrased mong What happendirst is that households realize that disthe

proportionate inease in consumegoods prices hacausd them to allocate too little of their money
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income to the satistéion of near future want3heyincrease theroportion of their inames spent
on consumer good and reduce the proportion devoted to saving and the purchaseof capital goods
In responseentrgrenairs come to regd manyof the reently producel, specifized factors of
production as malinvestments. Téetrgrenairs had ppducedadisproportionatelyarge amount
of factors that a spet@lized in helping to aase wats in the mee distant future to beatisfied.
Redlizing this, they take actionstha causethecapital goodsstructureto shift again. A readjustment,
which is interpréed byobserves as abusiness ayle mntradion, occurs. Thus, the uxgectel
increase in monegauss a tradecycle.

Mises recognized that histheory of thecycleisderived from the theorem of consumer sovereignty.
The proofof this is higreliminaryremaks abouthe cause. Heegnsby supposing that memoney
is introduced first into loan marte He then wites that the new mogean @ause theyross rateof
interest to f even thowgh there has bea no chang in household savingr demads for apital

goaods

Then he marletrate o interestfailsto fulfill thefunction it playsin guidingentepreneuml decsions.It frustates he
entepreneus calculation anddiverts hisactonsfrom thoselinesin which theywould in the best passide way saisfy

the most urgen needs ofthe consuners (ibid.: 547, italics addedj?

TheTrade Cycle and the Market Process
Mises presets a revaling discussion in this chapter on whye included théheoryof the trale
cycle in Part 4 d his book. He first points out that if theincreasein guantity of morey is dueto

governmat intervention — for xxample, to the paties of acental bank Mises calls this the

52Geealso the disaussion at ibid.: 553, 564, and565.
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“moretary authorities”) —one might want to “relegate” adiscussion of theproblems ‘to theandysis
of interventionism.” He discusses intervention in part 6 o his treatise. He defends his decsion to

placethe theoryin part 4 bysayng tha

the right place br the analysis of the prdlems nvolved is hot in the heoly of interventionism butin that of the pure
market ecanomy. For the prdolemwe haeto dealwith isesentally therelation betveen hesuppl of moneyand he
rate d intered, a problemof which the consequencesof credit exparsion ae aly a particularingane (bid.: 573).

Here he helpsto confirm that he intends part 4 of his treatise to be about the pure market economy.
This is consistent with yninterpreation that he structudethe tretise in accad with the

incontestabl e procedure described earlier in this essay.

Economic Theorems and the Market Process

Mises writes that the statd the marke is the pricestructureand that this state is cadsey the
market process The maket pro@ss, in turn, is “the adjustment ofetimdividual actions of the
various memberof the market societyto the requirments of mutual coopation” (ibid.: 257-8).
Mises introduced the process n the context of the pure market economy. Thus, one can sfely
deducehat Mises means fdnis description ofhemarke process to enable him to demonstrate the

theorem of consumer sovereignty. In athe words, to speak of the Misesian maket process s
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equivalent to peaking of Mises’s production of theeconomic theorems.| have shown tha themosg
outstanding theorems are derived from the theorem of consumer sovereignty.>

In light of this interpretation, | transate the concept of “elucidating the market process” into
“produdng economic theaems about interdion under theonditions of the pummarke economy’
It follows that my listing of economic theorems in this chapter is equivalent to a systematic
desciption of Mises’s market pr@ss. Unfaiunately Mises’s marke process hasnot been
understood in this more formal way by other interpreters of Mises. This fact suggests that the last
threeand a hk decades hae be@a a dark episode in the historgf Austrian €onomics. The

“profession” of eonomists who associate theelves with the labelRustrian” ha gown.

Conclusion

In this part, | havetrandormed Mises’s thery of thepure market economy, as he presented it, into
a set of therems derived &m the theona of consumesovergnty. The purposéas bee to more
clealy descibe that economics. dlo not mean to trio captureall of Mises’s eonomics in a few

simple theorems. The nmaserviceof this chaptehas bee to sytematize theleductions rating

3|t is not eay for the sleptical raderto verify my interpretationOneproblemis thefailure o Mises
to referto thepuremarketeconany atthe pointwhere heintroducesthe caceptof themarket asa praess
(ibid.: 257). That he is referring the pure market economy mug be inferred Evidernce comes from his
discusgon o theincontestableprocedire bid.: 238)in combinationwith thefact thathis introductionof
themarketprocessoccursatthe beaginningof his first chgpterfollowing the scope and method chapter (ibid.:
2579). Additional evidenceis hisstatenent that “the systemof market ecaony hasneer beenfully and
purelytried(ibid.: 264), his asation thatemnomists place “thepure marketecmnomy in the center of their
investigations(ibid.: 267),andthenumerous referencia his chapter 16 tthemarket inlight ofthe fa¢ that
heusesavariety of market-related termsto refer to the pure marketecnonmy (see Part Two of this Chapter).
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to the pure m&ket e&conomythatMisesregardal as nostimportantin the ask of making viaie free

evauations of interventionist alguments

4. RELATED LITERATURE

So far & 1 know, onlytwo authors,draé Kirzner andRichard Gone, havepreviouslyproposed
that consumer soveignty was acental featureof Mises’s economic¥.Both aithors also asseske

the conept and trid to put it hto a broder ontext | begn with Kirzner.

Kir zner on Mises’s Consume Soverdgnty
Inatleastthreeof his writings,Kirznerdiscussethecentality of consumer soveignty to Mises’s
economics Kirzner 1996: 170-72;, 199: 220-1; and 2001 108-110, 169-170). The following is

probably his mog representaive staement:

Misesbdieved,asaproposition of positive ecamomics, that with cetain exepions maiket outcomesare determined
by consumeprefelencesDecisionsby producersand byresourceownersare,in afree marlet society, mativated bythe
desre o anicipate thespending decisionsof consumers...There ae goundsfor bdievingthat in his criticism of what
he judged to be unsound economic policies, Mises was sinply assuming that his readers held consumer soveeignty to
be a desirable feature in an economic system...A free market will tend to generate decisionsthat can be successiully
implementecand whth repectand doexpres consimer sveregnty (2001:169-170).

**Murray Rothbardhaswritten critically abait thecorcept d consuner soereigty, dthouch the
object of his criticismwas ot Misesbut Hutt (Rothbard2004: p 619ff). His critique of Hutt does rot
recoquize alegitimate purpose of conswensowereigity. However, sincehe desnot dscussthe prpose
for which Mises employed tre canstruct.thecritiqueis na at kest nd relevant tomy corcerns.
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The positive easnomics proposition implicit in the notion of consumesoverggnty, say Kirzner,
is that prices tend, ith the exception of monopqlyoward alevel that caresponds to consumer
preferences. Thenormative judgent is provided byreades,” namely that such price are
desirable

In other pasa@gs, Kirznerexplains in greate detal what he meas bymarkeé outcomes being

detemined byconsumer mferenes. What he has in mind is adegof Carl Mengr:

[Flor Mises thedodrine of consumer soveeignty was much morefundamental and significant than its being anomative
application of positive eonomics. The dodrine of consumer soveaeignty was, in its ow right, an important part of
positive econmics;it was a sienific theoem markng the canpletion of Mengers vision (Kirzner 1999221).

In this vision “[e]very act of production, every market transaction, is st in moton and wholly
governal by consumer prierence” (ibid.: 220). “[Clonsumer valu@on of output...tends to be
reflected in the miket prices of the elevant inputs...pid.: 219).

Two viewpoints ae represented in these passa@es and, mae genedly, in Kirzna’s overal
interpretation of Mises. First,in andyzingMises’s contribution toeconomics, one can profitably use
the distinction between positive and mative. Second, the gaof Mises’s eonomics in which
consume sovereignty is impartant is best regarded as an extension of Menger’s vision. | assess loth

of theseviewpoints.

Positive and Normative Boomics
The distinction betwee positive and normativecenomics com& from modern wifare
economics. It is dso used to diginguish between economic higory and the making o judgments

about historical ev@s that haveraeconomic baracterand their auses. Onean lern something
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aboutthe diginction in modern welfare economics from its wsein history. The essantial point to
understand about its wsein history is tha apriori praxedogica theory is necessay in order to
organizethe presentatioaf historical facts -+ orderto descibe what Icall anhistorical eventAn
historicalevent is an event that is at leasttlyacausé by a distinctlyhuman aton — a choicef

a distinctlyhuman beingSinceeconomidistoryis abrand of history in generd, and since history
in gened is by ddfinition about distinctly human actors, apriori praxedogical theory is required in
ordermerdy to describean eonomic event.tlis true thathe economic historian must also make
hypatheses @out whasechoice or choices ntributed tothecause of each relevant historical event.
Nointerpretation of an event is possiblewithout such hypotheses. Sud hypotheses entall judgments
Disputes over int@retdion are @&out whethersuch judgnents arereasonable in ligt of the
historical eventthatareknown andhatcan be dscoveed. Ajudgment must also be madegarding
whethera paticular fact from the pat is, ndeed, an historical event. That is, it must be decided
whetheiit waspartlycauseé by adistinctlyhumanaction.Butinvokingaprioripraxeologcal theoy

to orcanize the preentation of historical evenitsnot open toquestionlf oneaimsto explain the
results of distinctly human action in the past, one must employ praxeological theory.

One who chims that historyin generd is normative cannot benaking her d¢aim about the
judgment to usepraxedogical theory. Economic history is samewhat different. The economist nug
also makesubsidiaryassumptions thatistinguishhistoricaleventsn generl from eventshat are
relevant to economics. Judgments must also be rahdat vhat assumptions © make. Onavho
claimstha emnomic history is nomative may bereferring to judgmentsabout theseassumptions.

She might bearect to assdrthat themakerof suchassumptions has chosen them on trseshaf
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a desirdo persuadeathe than on alesire toepresent relity . Suchassumptionsust be judge on
the basis of theirelevanceto the @al of the peson makinghem. Fom this sandpoint, a dtic may
reassanably arguethat the assunptions male by an economic higorian in bulding his economic
theoryarebiased, or nanative. Of ourse, this kind of judgent does not appli the apiori
assumptions of praxeology. These are not open to scrutiny.

The distinction in theoretitavelfare economicdbetwea positive and normative is baken the
unstated assumption thetonomic phenomena are different from ay other kind of pheomena.
This view mantains implicitly that an economic event need not be caused by distinctly human
action. Given this assumption, it asserts tihestatementhateventsarecause by distinctlyhuman
action and, therefore, intended to benefit distinctly human actors isnormative. It is evident from this
that a theagtical wdfare economist would also hate call the lavwof the hidner poductivity of the
division of labor “norméave.”

This kind of framnework simplycannot beemgdoyed to preent or to help undstand Mises’s
economics. @ the contrey, its use is bound to obfuscatéher than elucidate. The probie of
theoeticd welfare eeonomics is that it is naconomics beauset does not lint the alternéve
environments fowhichit ams tospecifypolicy options to he clas that result at leastnlgt from
distinctlyhuman atton. Once ongrantsthatthealternagives must come from aésible ad relezant
settheoréical welfareeconomic&ncountesthesameclassof problemsasthatof the historian. The
welf are economist reeds praxedogy-based economics inorder to gecify reevant dternatives.

The reasoninghereis incontstable. But then the question iges as to whichl@rnatives ee

relevant. Although Misesdid not approach madern theoretical welfare economics inthis way, he did
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ansver thequestion. His answer wasthat thealternatives should berestiicted to thasein which full
advantge is taken othe universal lawof the hidner poductivity of the division of laborNlises
1966: 145) and ofssociationipid.: 159). Economists heimplicitly argued, mug recognize ths
discovery by thar classical precursas. Moreover, having recognized this, economists must dso
reagnize the advares due tahe Austriantheoryof valueandcost(ealy neoclasical eonomics).
The awimination of this advacewastheisolation oftheentrgreneir role, dscribed &ove, as the
exclusive sevant o the consumer under pure maket economy conditions.

Would it be correct to say that Mises's restriction of the aternativesin this way is “normative?”
| donotthink thatthe label matters her&Vhat is essential is thi Suppose that one agsehat the
“universal law” in its early nendassrtcal variant is an exampge of normative economics. Then, logic
dictates thashe nustalsodefinethe erm “positiveeconomicsin thiscontextas “without relevane
to policy.” For unless one limits the altetnas in someavaythatenablstheevaludion of policies
that arecapdle of ahievingthe gals of the policymakes, eforts to specifythe altenatives ag
bound tofail.

To clarify further, consider the following staement by Mises:

It is true that economists have drawn from their invegigations the concluson that the goals which most people,
pracicaly evenall peqle, areintenton attaining by toiling and working and by ecnomic policy can bes bereaized
where he free marletsystemisnotimpeded bygovernmentdecreesButthisisnot a precaceived judgnentstemming
from an nsuficientoccupaton with the gperaton of governmentinterference wih busnessltis, on the catrary, the
reqult of a areful unbiasedscrutiny of all apeds of intervenionism (ibid.: 238).

Mises does not prestethe conclusiodescibedin this paagaph & a judgnent. He epresents it as
a dedution based @omparison of the states of the vebthat would result from thexestence of

alterndive institutional structures. So lorags one othe gals of policymakes is theattainment of
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“earthly ends” (see dove), Mises agues, thechoice of which dternative stuctureto compare mug
account of law of the highe productivity of thedivision of labor. In post-classcal terms, it mug
account for thetheorem of consumer sovereignty. It is possble to specify alternatives thet would
appeal to theascetic. But economics hes traditionally nat been concerned with this.

As | see it, the wiéare economics eterprisgasmost €onomists undstand it, is not economics
atall becaiseit does not restrictthe altenative institutonal structure in light of whathe classida
economists taug about the higer poductivity of the division of labor.

| dona know how Kirzne defined the terms “positive” and “normative.” So |do na want to
descibe his thinking as not beirgconomics. bnly wantto remak thathis useof the terms in the
above-cited quatation and elsewhere in his desaiptions d Mises’s ideas an consumer sovereignty
show no appm&ation of the deperissues that Mises had conskel@inemployng the theoren of
consumer soveignty. Of course, Mises providklittle guidancehere It is not easyo discover how

Mises achiges the purposethat he clians he wanted tocgomplish in the treese.

Gonceon Mises’s ConsumeSoverdgnty
So far & | know, onlyoneotherauthor—anon-Austriarwho waslargely critical of Mises — has
previously promoted the centrality of consumer sovereignty in Mises’s eonomicsin 1988, Richard

Goncepublished an esgan a historyof emnomics collection.r his introduction, he wrote:

Thethess of this esay is thattheideaof consumer sovereignty, asured by a ginciple d hamony of rational
interess in the long run, but engendered bya ndion of entrepreneurl driving-force, is the overarching doctrine
idenifying [Misess verdon of substanive Austian econmic theory] (Gonce 1988136).

After afineelucidation of theconsumer sovereignty concept, Gonce concludes thet Human Ation
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isabrilliantpolemicalaccompishment As anexampleof reaults producedby the method of laying down axioms and
proceeding by ratiocination, itis ingenious and admirable. As a contribution to technical economic theory, however, it
is less impressive focusing on tte case of pure capitalism and thelong-run time period, it draws on existing economic
theay, but sets upa ®riesof definitions, distinctions, and asumptions, and o themmounts argument thatpass over
or diminate any considerations that might compromise consumer soveeignty, harmony of interest, ard optimality of
consimer sitisfaction.

The greatest &lue of his contibution lies in ts prowcaiveness (bid.: 144).

Unlike Kirzner @nd evey other student of Mises afhom |am awae), Gonce understood the
centality of consumesoverggnty to Mises’seconomics and the fountitzn upon which it is based.
Gonce did nat try to evaluate Mises’s siecess @ preempting thasewho use economic theory to
support interventionist angnents. h other wods, he did nbsee that bydefiningthe puremarke
econany as alrady containinga division of labor, Mises comiped the proponet of an
interventionist argment to show how the propasaterventionwould affect the &eady exiging
division of labor (or in éms used by the eay neoclasical eonomists, how itvould afect the
performane of theentrgrenair role) Nor did hesee the signifi@nceof providinga praeologcal
foundation forthis relativelynew seenceof emnomics. Conspicuoushbsenfrom Gone’s report
— and, mare broadly, from the reports by practically al self-proclaimed historians of economic
thought — is an effort to define the subject matter with which they deal — namely, economics. If
Mises’s eonomicsis not a contribution to technicat@omic theoy, then of whadoes such a
contribution consig¢? Mises deeloped an ection-based st of theorems ntended to evauate
interventionist argments made byndividuals who acept the “univesal law of the hidgher

productivity of thedivision of labor. If thisis ot the subject mater of economics, then wha is?
A more reasanable conclusion for Gonce to have reached is tha Mises dd not comgete his

projed. Mises failed, Gonecould hae agued, to morellly exploretheimplications of théad that
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a ral marke economydiffers from the imag of thepure maket economy Forone thing, Gonce
could have argued thet Misesdid nat expandonhis brief discussion of incompete private property
rights in hischapteron “TheData ofthe Marke.” Second, Gone could hae citicized Mises for
giving insufficient treament to decepdn and fraud. Third, Goncecould havepointed out the
potential erorsdueto sgarding entrgorenairshipfrom owneship inared market €onomy The
prospetfor monopolygain compets with the prospedor gain from speialization and the division
of labor. The entepreneur’s imagnation, creaativity, inventiveness and humeacapital maybe
employed in areffort to achieve bothkindsof gains> Nevetheless, tan onlymarve that someone
outside of nedAustrian eonomics wa able to attain aetter gasp ofthe keyrole of @nsumer

sovergnty in Mises’s economics thatl af the insiders of whomam awae.

Eshelman on Harnony of the Rightly Understood Interests

One ommentator on Mises’s wiohasremgnized the HRUI without seeingor beingnterested
in, its relationship to cansume sovereignty. An examge is Larry Eshdman (1993) who amed to
placewhat he alled Mises’s utilitarianism in a broadeoral philosophyramework. Eshienan was
able toflush out thefact tha Mises'sevaludions ofpolicy were baseconamoral principle daved

from the thecem of thaightly understoodhterestsHedeseves hidn marks fothis, since a number

**To my knowledge, the closest Miseomes torecognizing thelimitationsof usingthepuremarket
economy toevduae intervertionist agumerts is to say tha for people who consider a cefinite restrictive
meagire as justified “[t]he decision about eadh restrictive intervertion is to be made on the ground of a
meticulous weighing of the costs to be incurred and the prize to be obtained No reasonalde man could
guedionthis rule” (Mises1966: 748). This satemert, which comestoward the end of his tredise is hardly
sufficientto allaytheconcens d a skeptical readerwho s inclinedto treatthe treéise asa pdemic.
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of Austrians hd assded that Mises’s evaations wereba®d on a simple Bathamite-tpe
utilitarian moral philosophyGunning2005a and 2005kshelman was not conted wth the fat¢
tha Mises dtributed this theorem to the classca economists’ evaluations of interventionist
arguments and tha Mises male the evaluation of interventonist arguments the god of his

economics >°

MisesPartly to Blame

Miseshimselfis partly to blame forthe sibsequent nsinterpréationof his economics. fst, he
nedected to dscribe theeldionship between Vae judgnents and emomictheoryto his reades
in the appropate plaes. Second, heedected inhis evaluations of intervdionistproposals to déa
with themore compex cases, paticularly thoseassaiated with incompete private property rights
He seemsto have implicitly assumed, albeit incorrectly, that if he provided the guiding light, as it
were, his reders would makthe appopriate gplications. Finallyhis present&on of his economics

was not foased on the@al of @mmunicating Wh the typical reader

*% shauld dso lriefly mentionJosepiSderno’spapeionMises as social rationalist. Salerii®990
also reognized the importantrole d the division of labor in Mises's writings. Howewver, he was rot
interestedn theevaluation of policyarguments. His conern was wittthe dvisionof labor’s rde inhelping
Mises interpret history.
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5. CONCLUSION

Mises’s pathbreaking contributionsto economics aetoday in danger of being neglected. This is
partly becaise his pres#ation was defient and pely because his interprieers havebeen
insufficiently diligent. In this essayl have tred to begn the painstakingrocess of restéing and
revivingMises’s eonomics bydentifying hispurposes ankdow hesetoutto achievehem. The two
main purposes dluman Ation wereto bindeconomicgo praxeologyin order to etablish a firm

epistemological foundation for this new science and to definethenew sdence in such away tha it

could not legitimately be charged with bang biasad in achieving the ultimate,traditioral purpose
of economics — to evaluat@terventonist arguments. To achie both purposes, hEmployed a
combination of closaly linked concepts. Themost important of these were the pure market economy,

consumer soveignty and the petreprareur ple. Onlyafte a rrade appecides Mises’s purpses
and the wucid concepts he used to aeve them an sheattain gpositionto reamgnize Mises’s now
neglected contribution to economics.

In the last half entury— and, inde@, going bak seveal centures — eonomic dobalization has
had theeffect ofgrealy expanding the @it of market intesiction. t has incrased huma capital
diversity and enabled an ever-increasing numbe of individuals in therole of consumersto bendfit
from whatthe classicakconomistgalled thegreder divisionof labor. The graterhuman capital
diversityhas virtuallyswamped théosses due to effts byparticula governmats to achievevhat

are in effect, unatievable gals throup marke intervention.
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Professional eonomists have helpedgmnote economiclgbalization © be sureBut theyhave
also hindered the achievement of greater division of labor by supporting various interventionist
proposals. Pehapsif more attentionis devoted to thestudy of Mises’s unrecognized achievements
a beter understanding of how to evaluate such interventionist proposals will hdp to cancel this
negative contibution. For this tooccur howeve, students W haveto denoteMises’s reputaon
as a bampion of feedom in order tpromote hs unique vsionof ednomics as a nesciene that

can bevalue fee
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APPENDIKX 1

MISES’S WNRJSING DISCUSSION OFCONSUMER SOVERHEBNTY

| havemadeacorvincing casetha consume sovereignty is thefoundaion of Mises’s economics.
Why was this not discovered earlier? After all, 45 years of post-Mises, neo-Austrian revivalist
economics hae passeé, duringwhich numeous writers hee touted Mises abiegrand mater of
20" centuy Austrian eonomics. Ican sugest seveal answes. My first is that Misesian scholars
have not ecoquized he part played bythe THRUIIn providing thebasis for the therem of
consumer soveignty. To understadthis answerreall thatMisestakes it for ganted that a peson
makingan inerventionistargumentaceptsthe THRUIas a criterion fodetemining the &ects of
the intervation (see pa 1 of this essgy Thee is no reson b expect the ordingirealer ofthe
treatise to recognizethis. Indeed, to my knowledge no one has.>” Y et aperson who fail sto recognize
the THRUIcriterion is hardlyin a positon to accept the theoem of @nsumer soveignty. If a
reader fails to understand this, it is obviousfrom part 2 of this chgpter tha sheis in no paosition to
understand Mises’sother economic theorems. Findly as | just panted out sheis in no pogtion to
understand what Mises ment by themarket process.

I cannot blamehe tyical readerof the tratise or gen the Misesian schar for this lack of
recognition. The unwary reader facesanumbe of obstacles. Among these the mog sdient seem to
be the bllowing. Frst, Mises does not didiently emphasizéis ultimatepurpose omakingvalue-
free evduations of interventiosit argiments. Of speal significanceis his failure to provide the
reade with aclear, identifiable roadmep for thetreatise. Second, hedoes rot carefully and clearly
emphasize the €& that the clssical citerion of the THRUI is equivalent to the g neoclasical
criterion of the theone of consumer soveignty. Third, he dos not emphasize that the theoref
consumer soveignty is the fundamentaheorem fom which he deves the othetheorens that
pertan to the pure mait economy. Fouth, he makes it diffiglt to understand the widegad
application o thetheorem of consumer sovereignty. On the one hand, he does rot cangstently use
the term theoren” and, in anyevernt, does not iye the radersufficient help in definingan
economic therem. On thetherhandhefails to usea sinde term to réer to the entrpreneur role.

In this appendix will identify anothewobstacle Mises’slooseterminolog in describinghe pure
markd economy Strictly speakingthe theormn of consumesovergynty appliesonly to a pure
marke economy Yet his fourpage setion on “The Sovelignty of the Consumersises the ten
the puremarke economyonly once. Al other rekrences & to surogates of theiimaginay
construction suchsathe “maket society’ “the marke,” “the maket eonomy” “a marke
economy’ and “an unhamped maket eonomy” The use of so martgrms to mean the e thing

*’A possible exception is Lary Eshelman (1993) who aimed to place wha he cdled Mises’s
utilitarianismin a broader wral philosopy framewak. However, Eshéman was rot interested inlinking
the THRUI to the theoremof consumer soereigity. His essg was rot in econanics bu in ethical

philosophy.
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suggests a flebilit y thata reademayrealily mistakefor alack ofclea thinking. Indeed, théypical
readerwould probablybe justified in thinking that theoacept ofconsumer soveignty is part of
a polemic aned a pesuadingrather than a theoem that provides theofindation for & other
theorems dout interaction under pure market economy conditions.

The Pure Market Econony and the Market Society
Mises introduces his s&an on consumer soveeignty in his chapter 15 ith the following

pararaph.

Thedirecton of all emnomic &fairsisin themarket sodety atask of theentrepreneurs. Theirs is thecontrol of
production. Theyare & thehelm and steerthe sip. A swpefficial observerwould beieve thattheyare sipreme Butthey
are not. They are bound to obey unconditionally the capain's orders The capain is he caosumer.Neither he
enteprenars nor the farmes nor the capialists determine whathasto be praluced.The caoisumersdo that If a
bushessnan des na strictly obeytheordersof the pubic as heyare camveyed b him bythe stucture d marketprices,
hesufferslosses he gesbankupt, and sthusrenoved from hiseminert position a thehelm. Othermen whodid better
in saatisfying thedemandof the consumers replacehim (ibid.: 26970, italics added).

In this paragraph, Mises agues thet dl entrepreneurs, capitalists, and farmers (later on the same
page, headddandownes and subtrads farmes and still later he substitutes the tebrusinessman”)

in the maket scaciety are subjectto consumer soveregnty. | have notd that this isrue for the
entrgrenair role inthe pure marké economy | have ¢&0 pointed out that he regnized an
exception to consumesovereigty in the sense that@erson in his gaacity of factor owne may
waste owithhold some of the tdor in orde to chage a monopolyrice (ibid.: 272). Mises dso
remgnizes a possiblexception for a maet e@nomythat is not pure due to externalities, which
exig whenprivatepropety rights are inomplete bid.: 654-663). Anche recogizes the ezeption

of fraud and deeption, which hdad rulel out edler in the £xt for the puremarkd economyby
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assuming thebsene of fraud?>® In light of these fats, his statement apmsto beabout thepure
marke economyDoes haedly mean or it to applyto themarket scciety also?

In the section immediately preceding the*consume sovereignty’ section, heseems b dstinguish
between the market society and the market economy:

Theandysisof theproblemsof the market sodety, the amly patern d human adbn in which catulation can be
apdiedin planring adion, opers acces to the aralysis of all thinkable malesof acion andof all economic problems
with which historians andethnographersareconfronted. All noncaptalistic mehodsof ecanomic managementan be
studied only under the hypothetical assumption tha in them too cardinal numbers can be used in recording past action
andplanning future action. This is why emnomists placethe study of the pure maketemnomyin the center of ther
investgations (bid.: 266-7).

In this quotatn, he seems to be usinghe term fnarke society to refer to “cgpitalism” as it has
evolved throuf history Also in the introductorgection of theltapterthat containghis setion, he
uses the phrase“market saciety” to discuss thepossbility of mixed systam. Referring to a“saciety
based on private ownership by the means of production,” hewrites thet there is no auch thing as a
mixed economy— a sytan tha woud bein pat capitalist andin part sccialist (ibid.: 258). Later in
the tredise, he writes thaso long & agovemmernt, or socialized sdor of the sorty, does not
becomeentirelysepaated,; it is part of thenarket scciety (ibid.: 716). Alsoread what hesays when
he introduce the term irHuman Ation:

Theclassical emnomists sought to explain theformaion of prices Theywere fully awale of thefactthatprices
arenot aproductof the acivities d a ecil group o pele, butthe resilt of an interplay of all member®f themarket

saciety (ibid.: 62).

*Fraudis nat mertionedin Mises’sinitial definition of the pure market economy. Mises says only
that thegovernment protects the market” acpinst ‘encroghments”(ibid.: 237,as qiotedabowe). This fact
may be anothe source of confusion.However, at thebegnning of chapterl5, wherehe describeshe
“Characteristics of the Market Economy,” he writes the following:

Thestate, thesocial apparatis d coercion and canpulsion,doesnotinterferewith themarke and with thecitizens'
activities directad by themarket. It employsits powerto beatpeopleinto sulmission soley for the pevention of
actions destructiveto the preservation and the smooth operation of the market economy. It protectsthe individual's
life, health, andoroperty against viéent orfrauduentaggression onthe partof domestic ganggsers and exernal
foes. Thus the stde aeaesand preservesthe ervironment in which the market ecaomy can sdely operate (ibid.:
257, italics adled).

It seemsto methatoneis compdledto asumethatthe “marketeconomy” atthe beginning of chapter 15is

the sane aghe “pure market ecamony” thathedefinedin chapterl4 andthat“the state” inthisquoteis the
sane as the gvernnent in hisearlier déinition. Given these asunptions,one candedicethat Misesneans
for this pamgraphto hep claify the cacept of protecing the market agains encoachments By

ercroachmernts, heis referring, among otherthings, to “fraudulent aggresdon.” It is difficult to interpretthis

paragaphin ary otherway. After all, it comesatthebegnningof hischapteionthemarket; andhis chapter
onthe marketis thefirst gep in his task of eluddating the pure market economy. Newertheless, his failure

to mentionfraudin theinitial definition is likely to addto areader’'sconfusion.
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Surelyhe couldnotreasonablyassume thdtis readers would guate the ten “market society’ as
he used it in this introductostatemenin theconsumer soveignty section, with the purmarke
economy, as e ddined it in chapter 14. However, thetwo phrases musthave thesane meaning in
his chapter 15 for his staementsregarding consumer sovereignty to ke logical deductions

Othea Market Concepts

I now discuss other references to the pure market economy in Mises's section on consumer
sovergnty. He points out that thereeamany produces at diffeent ordes in the structureof
production. Many of these do not produce goods for consumers. He thereby directs his readers
attention tohe rotion thatconsumer sovereignty ertails messages being canmunicaedup and down
each factor sypply chan. Taking account o all of the producers and factor suppliers who help
produceaproduct hewritesthatconsumersdeterminetheincomeof evey member othemarke
economy” (ibid.: 271, italics added). étehe uses theerm “themarkdé economy’ Oneassumes that
he meas the same thinthat he did when hased the ten “marke society and “pure maket
economy’>® Howeve, hedoesnot actuallysaythis and his introdudion of yet a third tem to mean
the same thing is confusing.

Hethen digressesto discuss an ideapromaed by Frank Fetter tha theconsumer is likeavoter in
a democagy. Mises sag that a morecorrect vesion of the metahor would be to sathat “a
demoaatic constitutionis aschemeto assgn to theciti zers in theconduct of government thesame
supremayg the markd economygives them in their qaacityas consumst (ibid., italics added)
Here he ussg “the maket eonomy” But he ges on:

Itistrue,in themarketthe vaious consmers hae not the samev/oting right. Therich castmore vaes han he
poorer citizers. But this inequality is itself the outcome 6 a previous voting proces. To berich, in apure maket
economy, is the outcome of sucess in filing bestthe demands d the consuners {bid., italics added).

In makinghis point,Misesuses thredifferent terms: “the m&et economy” “the markd” and the
“pure market ecmnomy.” Asin thepreviouscase hepresumably meansall of theseterms torefer to
the“pure market economy.” And again, his use of more than oneterm seves toconfuse especially
since heuses those otherrtas more brodly elsewhee in his tretise®

Mises goes m to desaibetheone exception to theidea tha consumer wants deermine actions

Ther isin theopemtion of amarket economy only one instance in which the proprietary class is ot conpletely
subjed to the supemacy of the consumers. Monopoy prices areaninfringement of the sway of the consumers (ibid.:
2712, asquaed abee).

**He alsouses the term “market economy” in amore gereral sensein chagpter 14 where heseensto
distinguish it from the pure market emnomy (jbid.: 252-3).

*Referring specificdly to his tem “the market,” thatis thetitle of chapter 15. Howe\er, thetitleis
quiteinappropriate. Thereasoris thathis chapter isabou thepure marketeconomy, asl have previoudy
shown.
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Here he use the phraséa maket economy,” implying tha the concept of consumer sovereignty
applies to all classeof market economies. Bweve, he must beefaring to the pure mket
economy. Failure to modify “market eonomy’ with “pure” and his use of the genedized “a’ is
misleadingagain.

Next Mises réers to a metaphor thé often used bpeoplewho do not think deeplyabout the
market economy. Peope often compare thebaosse d busnesse with theleaders of government.
This type of comparison is shellow, he assets. “The position which entrepreneurs and capitalists
occupyin the markeéeconomys of a differant chaacte. ‘A chocolate kinghas no poweoverthe
consumers, his patns” (bid.: 272, italics alded). Here hewrites @éout the market economy bu,
again, he would hee bea wise to reér to the pure maket e&conomy”

Finally, anticipating the agument that businesspeople meytice gvernmet officials to gve
them special privilege, heassetstha thecapitalists and entrepreneurscannotinfluencegovernmet
officials. He writes tha“[i] n anunhamperd marké economythe cepitalists and entggeneirs
cannot &pect a advantge from bribing oficeholders and politiciangibid.: 272-3, italics added)
In the precedinghapte 14,he hadwritten of “the pureor unhampeed maket economy (ibid.: 237,
as quotedlaove). Now heleavesoutthe erm “pure,’presumablypecaise havants b stresshe pure
market economy's naure of bang urhampeed by government. However, this procedure reveals
again acertain looseness d terminology tha leaves ahint that Mises ma beplaying with words in
orde to manipulate thereader into supporting an ideology tha she otherwise would nat sypport.
Clearly; it is an avoidablerabiguity thatcan have nother resulthan to detret from his messag

| do not wish to be misunderstood. Thisreothing logcally wrongwith using manyerms to reér
to the pure market economy. However, since it is ot cugomary to uisetheterms inthis way, their
use defeats Mes’s purposef elucidating hisiew economics a praeologcal-based eonomics
concened wth evaluatingarguments basednthe THRUI or at leat on the criteon stated byhe
person m&king an agument.
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APPENDIX 2

THE FINAL STATE OF REST AND ENTREPRENEURSHIP

In mydiscussion of Mises’s ducidation of the entrepreneur role and of profit andloss, | cited his
idea tha the find state of rest is a matd tool for ducidating entrepreneurship and profit and loss.
| bdieve tha this gpproach to the pooblem of eucidating interaction under market economy
conditions ismideading The ultimate god of the economist in using thefind state of rest is to
producesconomic therems that aabe emplogd to help eMaate intervationistarguments. Such
theorens consist of a bagning point, an eding pint and a sequree ofdistinctly human ation
which, during theinterim and under the specified conditions, cause theendpaint to occur. Because
distinctly human actiomnder market econongonditionsis the equivalat of entr@reneir adion
—that is, beaase the etrepreneur ole is defined adistinctlyhuman atton unde these onditions
— it is notwrongto saythat the final state akst is a mentdoll for elucidating entrpreneurship.
Howeve, Mises does not explicitidefinethe entrprenair role in this wayNor doe he deine an
economic theorem. For bath of thesereasans, | bdieve tha the Mises’s goproach ismideading. My
interpretation has atempted to correct for this misleading way of representing how economic
reasaning is used to put onesdf in apasition to evaluate interventionist aguments
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APPENDIX 3
MISESS THEOREM OF INTEREST

| give the naméMises’s theoem of interst to the theorem that states thgbadin the neafuture
is preferred to a good, or sd of goods, of like kind and quality, in the more digant future. This
theoren passeshe teg of logic. Consider a@nsumer who is indifient béween onsuming the
good in the nearer future or mare distant future. Swch a consumer would not care whether she
consumed in thaeaer or moredistant titure.Shewould be just as satisfied if shecived & of
her potatial satisfaction in the next mant as she auld be if she postponed heaatisfation
indefinitely. In light ofthis implicationtheeconomistouldnot delucethatshewould consume &
all. Acoordindy, the eonomist could not gard he as a actor No bona ide ador can be
indifferent between consumingd sameood(i.e., agoodthatyieldsthe same satisfaction) irhe
immediate future and paostponing consumption urtil the ndefinite future, Ince to ke willing to
postpone all satisfiion until the indefinite futue implies that gerson does not gt satisfaton
from consuming goods

The theoem is alsgradically irrelevant b marke interagion. The reason is that the assumptions
used to prodce it are unralistic. Thereis no real wdd in which an individual faes a boice
betwe@& consuming goodthat sheregards as fixed indesirahbili ty in thenearfutureand postponing
its consumption fothe indefinite future (Knight . To sehis, consider how Mises tits an Beged
exception to the theorent.is alleged that if ongossessed ida winter, it would be valwtlower
than if he posssed it nexsummer. Howeer, theallegation that this is an eeption is mistaken,
Mises writes, because theice paforms dfferent “functions’ inthetwo seasans Theicehasthesame
physical structure but it is not fixed in desirability (ibid.: 489-90). Thisasas representéive of the
entire ¢ass of caes inwhich theeconomist must be presumed not to know timetion for whid
apaticular good of gven physical characteristics may beused. In apraxedogy-based economics,
theterm “function” in thisexampgde mug beinterpreted tomean “desirability to theconsumer.” Thus
to saythatthe good perbrms diffeent fundions is, n this contek identical to sang thd it is not
fixed in desirability.®* It is not agood of the same kind and quality.

It is true that theheaem reresats the apriori preeologcal theoem of time préerence
Howeve, thereis no need to transfm this theorem bynakingurrealistic assumptions about the
consumerale. Moreove, it can bemisleadingto do sd&”?

*"Mises’s disassionof this isse (ibid.: 489-90) is, in my view, insuficient to communicate this
essentiadlistinction

®*The misleadingnatue ofstatingthe theorenin this formis due tothefact tha themost releant

system in which the theaem’'s assumptions prevail is the everly rotating economy. In that imagnary
constriction, thepresene oforiginaryinteresindicateshe recessityfreplacingcaptal goodsthatare sed
upin order tomaintainthe exsting anountsof the differert corsuner goods(ibid.: 531). However, the
ewvenlyrotatingecaomny hasonly ore u®,which has pacticallynahingdirectlyto dowith time prderence
(continwed..)
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%2(...continwed)
(ibid.: 248).

As Misesviewed the mater, sating what is properly regarded as the praxeological theorem of time
preferenein thiswayhadbe®me thecustonary modeof expressior(ibid.: 489). Howewer, in my view, this
modeof expressionis 9 stramge fromthestandpint of someoneunfaniliar with the history of econanics
uponwhich Mises draw thatsuchan gproah totime preference can hawno other effect but tcorfuse
anordinary reader.
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