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Abstract

In Human Action, Ludwig von Mises employed two radically different notions of capital.
The first was equivalent to what accountants call net worth. In calculating her profit and loss, the
individual conceives of her income in terms of a change in net worth. If we shift the focus to an
income stream, net worth (capital) can be said to refer to the capitalized value of that stream.
Thus, the concept of capital as net worth implies capital accounting. This notion was truly
subjectivist and fully consistent with the subjective theory of value and cost that was initiated by
the early Austrian economists. The second notion was produced material resources.

Mises recognized that the basis for distinguishing produced material resources from other
non-produced and non-material resources was not consistent with the Austrian theory of value
and cost. With some caution, he nevertheless employed the second notion, especially in his
discussion of the relationship between economic action and time.

This paper carefully analyzes the passages in Human Action in which the capital goods
notion is used. It argues that Mises unwisely restricted what could have been a broader discussion
that would account for all resources (i.e., roughly higher order goods, in Carl Menger’s
terminology). The significance of this lies in the fact that modern neo-Austrian economists have
apparently neglected Mises’s first notion and accepted his second notion of capital goods. Or they
have ignored Mises altogether and proceeded to employed the capital goods notion in their work.
By doing so, they risk neglecting the subjective theory of value and cost in their discussions of the
relationship between time and economic action. The paper also shows that some of Mises’s
capital goods’ discussions are trivial and out of place.
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Mises’s Praxeological Concept of Capital

In Human Action, Ludwig von Mises used two concepts of capital — a praxeological concept
and a materialist concept. Praxeological concepts place subjects’ perceptions, expectations, and plans
about the phenomena above the study of the phenomena themselves. Mises’s main goal of using the
materialist concept seems to have been to deal subjectively with the contemporary capital
controversies in the old language, thereby showing the superiority of the praxeological view.' The
result, however, is that he left the mistaken impression that he endorsed the materialistic concept,
which is just the opposite of what he apparently intended. In this paper, I demonstrate how his use
of'the second concept led him (1) to present arguments that were less general and (2) to make some
statements about capital, in the praxeological sense, that were both trivial and misdirected. When
combined with a recognition of what the author regards as the major goal of Mises’s project, this
demonstration helps to support the view of this paper that the best future policy for Austrian
economists is to completely jettison the concept of material capital.

That Mises favored the praxeological concept of capital is confirmed by his most fundamental

discussion of the subject:

'"The most important controversies to Mises were those involving F. A. Hayek, who defined capital as
produced resources. [He may have defined capital in this way in order to deal with the British capital theory of the
1930s, although this is uncertain.] Mises seems to have regarded his own work as complementary to that of Hayek.
He seemed to want to use his praxeological economics to provide a praxeological foundation for Hayek’s capital
theory or at least to provide commentary on Hayek’s theory. Taking pride in the Austrian school, he also wanted to
sort out praxeological and non-praxeological aspects of Eugen Bohm Bawerk’s capital theory. There is no space
here to follow up on these observations. It is perhaps sufficient to look at the few citations that Mises gives to
various writers on the subject of material capital. See Mises 487, 488, 489, 492, 496, 515, 528, 848. One could also
note Ludwig Lachmann’s assertion that Mises’s theory of capital is more or less identical to that of Hayek
(Lachmann 1951: 103).
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The calculating mind of the actor draws a boundary line between the consumer’s goods which he plans to employ
for the immediate satisfaction of his wants and the goods of all orders — including those of the first order — which he
plans to employ for providing by further acting, for the satisfaction of future wants. The differentiation of means and
ends thus becomes a differentiation of acquisition and consumption, of business and household, of trading funds and
of household goods. The whole complex of goods destined for acquisition is evaluated in money terms and this sum
— the capital — is the starting point of economic calculation (Mises 1966: 260-1).

Note that in this passage he defines all higher order goods as capital. This makes his concept of
capital similar to that of Menger. Menger’s examples of higher order goods included not only all of
the classical types of resources but also such things as firms, monopolies, copyrights, customer
good-will (ibid.: 54-5), and entrepreneurial activity (ibid.: 172).> Mises aimed to show that
economists use the same procedure to derive the market prices of each of these distinguishable

resources of production (Mises 1966: 165-74, 636).

?An interesting fact about this section of Mises’s book is that the 1966 edition contains an introductory
section that was apparently added after his 1949 edition. In that section, Mises writes: “From the notion of capital
goods one must clearly distinguish the concept of capital” (ibid.: 260). In a footnote, he acknowledges some
possible interpretation problems with his own use of such terms as “capital accumulation,” “supply of capital” and
“capital shortage” to refer to capital goods. This is relevant because the main modern interpreters of Mises are
associated with the Mises Institute, which recently published what they call a “scholars edition” of the book (Mises
1998). The edition they chose is the 1949 edition. Future “scholars” might be misled by this publishing decision,
especially in light of four additional facts. First, while the introduction by Jeffrey Herbener, Hans Hermann Hoppe,
and Joseph Salerno, discusses a number of changes between the two editions, it completely overlooks this change.
Second, the authors boldly claim, on the basis of disputable evidence, that “[o]ther notable changes were made to
later editions, some of which cannot be considered improvements” (ibid.: xx). Third, in justifying this bold
statement, they refer to Rothbard or Rothbardian ideas. Fourth, one of the authors, Salerno, has recently made the
additional claim that Rothbard made “pathbreaking” yet neglected contributions to Austrian macroeconomics

(Salerno: 43-4). Among other things, he writes:
Rothbard’s treatise contained new and improved elaborations of the Austrian theories of money, capital, and business
cycles. In particular Rothbard integrated the structure-of-production analysis developed by Wicksell and Hayek with the
Fetter-Mises pure time-preference theory of interest, thus at last reuniting after many years two divergent strands of
Bohm-Bawerk’s capital and interest theory (Salerno 2001: 43) .

Unlike Mises, Rothbard employed a materialistic definition of capital. The statement to which he refers in his
reference to the definition of capital states: “Capital is an intricate, delicate, interweaving structure of capital goods
(Rothbard 1962: 836). Since Rothbard’s book was published in 1962 while the revised edition of Human Action
was published later and since Mises had read Rothbard’s manuscript, one is tempted to suggest that he made the
clarification because he realized that Rothbard had misunderstood him. Salerno seems to be aware of the difference
between Mises and Rothbard. In a footnote, he writes off Mises’s criticism of the concept of a period of production.

3For an excellent statement of Menger’s capital theory along these lines see A. M. Endres 1997: 167-72.
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In spite of Mises’s general commitment to the praxeological view, his treatise Human Action
contains extensive discussions of capital goods, which he defines as intermediate products and
material resources (ibid.: 260). This seems to reflect a pragmatic approach to communicating ideas.

He writes:

The modern theory of value and prices is not based on the classification of the factors of production as land,
capital, and labor. Its fundamental distinction is between goods of higher and of lower orders, between
producers’ goods and consumers’ goods. When it distinguishes within the class of factors of production the
original (nature-given) factors from the produced factors of production (the intermediary products) and
furthermore within the class of original factors the nonhuman (external) factors from the human factors (la-
bor), it does not break up the uniformity of its reasoning concerning the determination of the prices of the
factors of production (ibid.: 636).

This paper fully agrees with the first two sentences, which represent the praxeological
definition of capital. The third sentence, however, is about economists. Although it possible that the
an economist could employ the materialist definition of capital without breaking up the uniformity
of its reasoning, the position of this paper is that the uniformity is indeed likely to be broken up. It
will be argued that the praxeological and material concepts are so different that for Mises to include
both in his work was bound to have two negative consequences. First, it was bound to lead followers
to try to combine Menger’s insights with the material capital theory of Bohm Bawerk and others, as
if the Bohm’s theory had not been a great blunder.* Second, and as a consequence, it was bound to
detract from Mises’s praxeological economics. As interesting as the capital controversies were to the

economics profession at the time, it has turned out to be far more important, in retrospect, to impart

“See the discussion by Endres (1987: 291) about Menger’s opinion of Bohm Bawerk’s theory. Also see
Mises’s criticism of Bohm Bawerk on the grounds of the theory’s materiality (Mises 1974: 150-7). Virtually all of
the other neo-Austrian economists have adopted a materialist concept of capital. Examples are provided below in
footnote #33.
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Mises’s insights on the science of economics built on praxeological foundations. As shown in part one
of the paper, it is only with these insights that one is prepared to deal effectively with the arguments
for and against market intervention that emerged in mainstream economics since the development of
applied welfare economics. The preoccupation of current neo-Austrian theorists with the material
definition makes them ill-suited for dealing with interventionist arguments from an analytical, “value-
free” position.”

To support the claims of this paper will require a lengthy discursive argument, including a
detailed analysis of Mises’s Human Action, which is the primary source for his writings on capital.
As argued above, the messages that Mises aimed to send his readers about value-freedom and about
a science built on a praxeological foundation, as he understood it, has not been received. Because of
this, it will be necessary to reiterate this message and to document it. Part one of the paper describes
the science of praxeological economics that Mises sought to provide. It also discusses its importance
in light of twentieth century applied welfare economics. Part two describes Mises’s notion of capital
as entrepreneur’s net worth and shows its relationship to capital accounting and monetary calculation.
It shows that this was Mises’s fundamental concept of capital and that it is fully consistent with the
praxeological foundations he sought to provide for economics. Part three shows how Mises
differentiated the idea of capital as private net worth from the idea of capital goods. It is critical,
however, of Mises’s failure to state that in economic analysis, “private” net worth translates in to

entrepreneurs’ net worth. Part four is a critical assessment of most of Mises’s discussion on the

*The term “neo-Austrian” was employed by Israel Kirzner to describe a mix of economists who associate
themselves with “the revival of interest in the ideas of Carl Menger and the earlier Austrian School, particularly as
these ideas have been developed through the work of Mises and Hayek” (Kirzner 1987: 149).
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relationship between capital goods and time. The main criticism is that Mises’s examples of the
relationship between capital goods and time apply to all higher order goods; yet Mises neglected to
emphasize this fact. By doing so, he failed to promote the praxeological concept of capital of

entrepreneurs’ net worth. Part five presents a brief conclusion.

1. Praxeological Economics

To understand why discussions of the material concept are distracting, one must recognize,
retrospectively, the significance of the new praxeological economics. To do this requires an
understanding ofthree separable aspects of it. Two aspects constitute distinct contributions by Mises.
First, Mises recognized a new significance of the fact that the subjective value theorists and earlier
marginalists made utilitarianism the basis for their grand image ofthe market economy. Second, Mises
followed Menger in recognizing the purely deductive nature of economics; but he proceeded further
to demonstrate that economics could remain value free so long as it used its deductions only to
evaluate arguments for or against market intervention made by others. This established economics
as a science in the same sense that mathematics is a science. The third aspect is the concept of the
praxeological entrepreneur. Although Mises helped to develop the notion of entrepreneurial
competition in conjunction with the Austrian theory of value and cost, his contribution in this respect

fell short.
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These three aspects are essential parts of the foundations on which a praxeological economics
is built. They are not the essence of praxeological economics or of Human Action, which cover
numerous related topics. However, they are in the author’s opinion, absolutely essential parts of
Mises’s legacy. There is insufficient space in the current paper to fully elaborate theses contributions.
A brief summary with partial references will have to do. Perhaps this is justified by the space needed

to adequately present Mises’s two concepts of capital.

The Utilitarian Theory of Value and Cost

In using the label “utilitarian theory of value and cost,” this paper has in mind the grand
images of the market economy, either complete or partly incomplete of the so-called marginal utility
revolution. These are the images built by Stanley Jevons, Leon Walras, and Menger. The author has
previously used the term “Austrian Theory of Value and Cost” in deference to the fact that it was
Menger who inspired the subsequent focus on entrepreneurship and entrepreneurial capitalization
(Gunning 1997b, 1998a). The emphasis here, however, is on its utilitarian roots. What is most
important about this theory in this respect is that the source of all value is the preferences of
individuals acting in the role of the consumer.

The term “utilitarian” signifies that the images were intended to be compatible with the
progressive ethic of the age — utilitarianism. Utilitarianism provided an ethical basis for the new
ideology of liberalism, which challenged a host of government policies during the 18™ and 19"

century. Perhaps the best examples ofutilitarian ideology came from Jeremy Bentham and John Stuart
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Mill. The title of Adam Smith’s masterpiece reveals an earlier and alternative ethical value — national
wealth. Another popular ethical value was the wealth of the sovereign.

In the 19" century, utilitarianism was employed by both proponents and critics of capitalism.
Critics focused on the people who were harmed by actions in the capitalist economy. Emphasizing
this harm, they described policies or a system that they asserted could reduce or prevent it. But their
arguments were incomplete. The interdependence of individuals under capitalism implies that every
action or policy is bound to harm some people.® The problem is to determine whether the harm is
offset by benefits. Many critics of capitalism, including the socialists, claimed that their ideal systems
would benefit the masses. They implied or asserted that the capitalist system did not benefit the
masses. To deal with these utilitarian critics, the proponents of capitalism needed a utilitarian-based
image of the market economy. When Jevons, Walras, Menger and those who followed defined the
value of a good and a resource in terms of consumer utility; they were creating an image of an
economic system that would help future economists evaluate the market economy in terms of the

utilitarian ethic of their age.”

SMises writes that “[i]t is therefore always easy [for critics] to expose every doctrine supporting an
alteration of existing conditions as an ‘ideological’ disguise of the selfish interests of a special group of people”
(Mises 1966: 82).

"The arguments made by Mises in Human Action about the critics of capitalism begin with an analysis of
irrationalism (the idea that human beings are inherently not logical beings) and polylogism (the idea that different
classes of people — such as the capitalist class and the worker class — possess different logics and that there is no
single logic upon which to build economic principles or laws). There is no need in this paper to discuss Mises’s
critique of these (ibid.: 5-6; 75-91). Having disposed of these, he turned to utilitarianism and liberalism (ibid.: 149-
55). His discussion of these ideas provide a reference for the interpretation of the utilitarian theory of value and
cost employed here.



Entrepreneur's Net Worth: Mises’s Concept of Capital 8

The creation of the consumer utility-based grand image of the economy enabled the utilitarian
economists to demonstrate that capitalism benefitted the masses by showing that it benefitted human
beings in their role as consumers. The most advanced version — the Austrian theory of value and cost
—defined utility subjectively and then defined all other economic concepts from the standpoint oftheir
assumed contribution to subjective consumer utility. For the bulk ofthe subjective value theorists and
marginalists, the new images of a market economy constituted a reply to or refutation of socialist and
interventionist claims about the harm suffered under a capitalist system.

Of course, an economics designed to employ utilitarian ethics — i.e., liberalism — cannot be
value free and thus cannot satisfy the requirements of a science (Mises 1966: 154). New foundations
of the Austrian theory of value and cost were needed in order to transform subjective value theory

into the basis for a new economic science (ibid.: 7).

Value-Free Evaluation of Interventionist Arguments

The call to make economics a science was heard immediately after the utilitarian theory of
value and cost was created. The loudest voices were the writers who aimed to model economics after
Newtonian mechanics.® Mises, following Menger, offered a different answer. Menger conceived of
an economic science based on logical “laws.” Such laws are exercises in pure logic and are true under
all circumstances. But two questions remain to be answered before one can judge whether the laws

are part of economics. The first is whether they are relevant to market phenomena. How can laws

$Good examples are Walras (1954) and Vilfredo Pareto (1971).
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be derived that will have the greatest relevance to market phenomena? Mises’s answer was to make
economics a branch of a general theory of action.” One first identifies the properties of action in
general. Then she adds subsidiary assumptions to help develop images that she tries to make relevant
to the phenomena of her interest.'” Economics, of course, is interested in market phenomena.

But then we must ask a second question. How can one avoid the charge that her interest in
market phenomena and, therefore, her subsidiary assumptions are based on her personal values? She
can do this by avoiding the insertion of her own judgments of value and confining the practical use
of the science to the evaluation of the analysis provided by others. Most important in light of the
origins of the new theory of value and cost are the arguments for and against market intervention,
including the argument for complete intervention — the centrally planned system. The prospect of
value freedom through the evaluation of arguments is clear in a number of passages in Human
Action."" In this way, Mises was able to defend his statement that “economics is a theoretical science

and as such abstains from any judgment of value” (Mises 1966: 10)."

%Out of the political economy of the classical school [and by means of the Austrian theory of value and
cost] emerges the general theory of human action, praxeology” (Mises 1966: 3).

%A general outline of this procedure is presented in Gunning 1991.

ISee Mises 1966: 48, 178-187, 882-885. See also Mises’s statement in his Notes and Recollections that
he introduced a “new point of view” (Mises 1978: 114). An answer to the value question apparently occurred to
Mises between 1933 and the publication of the original German edition of Human Action; since his essay “The
Science of Human Action,” which introduces his 1933 book, later translated as Epistemological Problems of
Economics (Mises 1981), does not discuss this issue.

“Mises did not anticipate that university courses in “welfare economics” would eventually be offered at
practically all the major graduate schools and that this subject would become mandatory learning as part of the
microeconomics textbooks in most undergraduate schools. Indeed, he was apparently late in seeing the significance
that his professional economist contemporaries were increasingly attracted to the applied welfare economics
advocated in A. C. Pigou’s 1912 book Wealth and Welfare. Mises’s first edition of Human Action in 1949 contains
a chapter on “The Welfare Principle” that was absent from his 1940 German version (Herbener, Hoppe, and
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Unfortunately, Mises’s main American students and self-avowed followers have not been so
sensitive to this aspect of his work. Kirzner, while confirming Mises’s value freedom (1976b: 81-2,
84; 2001, 168), has also promoted a welfare economics of his own (Kirzner 1992), thereby sending
outsiders a mixed message. Murray Rothbard not only presented an alternative welfare economics
(Rothbard 1956) but promoted the false view that Mises advocated laissez faire on the basis of a
utilitarian ethic (Rothbard 1976)." The latter view has been repeated by Leland Yeager (1993,
2000)." Neo-Austrians who followed have presented a variety of welfare criteria for judging whether
an economic system is good or bad."® The initial lesson (or plea) of Mises seems to have been largely
lost in the shuffle."®

Having discovered a new point of view (Mises 1978: 114 — see footnote 11 of this paper),
Mises would not have jeopardized his project by basing his economics on a utilitarian ethic.

Moreover, he surely would not have approved neo-Austrian efforts to compromise the value freedom

Salerno 1998: xvii). However, the only reference he gives that would be recognized by contemporary chroniclers of
welfare economics in the profession is to Pigou’s The Economics of Welfare (Mises 1966: 848). Moreover his
critique of Pigou has nothing to do with evaluating interventionist arguments and value freedom. It is on Pigou’s
assumption about the maintenance of capital (ibid.: 848). Regarding welfare economics as we understand it today,
he writes about “welfare propagandists” as if the professional economists who promoted welfare economics were
not serious scholars (ibid.: 834). What is important is that, in his discussion of the welfare principle, he did not
write about value freedom or how economics can remain value free by evaluating interventionist arguments.

B Almost incredibly, a number of contemporary neo-Austrians believe that Rothbard’s welfare economics
is based on Mises. See Osterfeld 1988: 78; Cordato 1992: 40-1, 50; Prychitko 1993: 572; and Herbener 1997: 81-
82, 104.

“Yeager’s 1993 article begins with the amazing sentence: “Ludwig von Mises was a utilitarian and has
been criticized for being one.”

13See Cowen (1991-1994), Cordato (1992), and Vihanto (1999).

'“But see Gunning 2000, 2003, 2005a, and 2005b for critiques of various neo-Austrian welfare
economists.
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of economics. The ventures of modern neo-Austrians into welfare economics help to confirm the
thesis of this paper that Mises’s dual use of the term “capital” caused confusion, although the way

it did so cannot be understood until one considers the third aspect of praxeological economics.

The Praxeological Concept of the Entrepreneur

The idea that the function of entrepreneurship is to satisfy the wants of individuals in the
consumer role implies that entrepreneurship is an intermediation between consumer wants and the
decision to cause goods and resources to be produced. The idea of entrepreneurship as an
intermediation appears to come from an analogy between the production to the isolated actor and
production in the market economy. The wants of the isolated actor as consumer are satisfied by the
isolated actor as producer and resource supplier. The driving force is the isolated actor’s distinctly
human decision-making. The wants of individuals as consumers in the market economy are satisfied
by individuals as producers and individuals as resource suppliers. This “process” is complex,
consisting of numerous not-completely-specifiable interacting specialized and interrelated producers
and resource suppliers. To employ the isolated actor analogy, economists need a way to represent
the driving force of this process. The concept of competing entrepreneurs partly satisfies that need.
Managers of production produce and resource suppliers supply resources. The decision making of
the competing entrepreneurs is the driving force that causes the actions of these producers and
resource suppliers to be directed toward consumer want satisfaction. The Austrian-utilitarian theory
of'value and cost was first of all a model of interrelated consumers, producers and resource suppliers.

But it implicitly contains a theory of competing entrepreneurs.
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The requirement of methodological individualism enjoins the Austrian economist to approach
entrepreneurial competition in a specific way. She must leave room for each individual acting in the
entrepreneur role to form his own, individualized appraisals of resources. Moreover, because each
individual is a distinctly human actor, he must retain the capacity for imagination, creativity, and
inventiveness. This is a requirement imposed on the economist due to her uncertainty about the
actions of the subjects he studies.'” Although Mises surely recognized these points, he did not realize
the importance of developing a praxeological concept of the entrepreneur to complement his image
of praxeological economics as a science. This may be because he did not realize the extent to which
the entrepreneur concept had been disappearing from the work of professional economists. If he had
realized this, one must presume that he would have seen the importance of integrating the notion of
capital as entrepreneurs’ net worth with the general entrepreneur orientation of his praxeological
economics.'® It is sufficient to say that although Mises understood entrepreneurship as the driving
force and agency that satisfies consumer wants, he did not advance the concept of the praxeological
entrepreneur beyond that of Herbert Davenport (1914)."

The point is that one of praxeological economics’ major contributions ought to be the
elucidation ofentrepreneurial competition from an individualist perspective. Praxeological economics

ought to show how the individuals acting in the role of entrepreneurs compete in identifying and

"To say that uncertainty is a property of human action implies that the economist, too, is uncertain.

®One might surmise that he would have been happy to know that his student Kirzner had become
interested in this subject. Unfortunately, Kirzner (1973) did not develop a praxeological concept either (Gunning
1997a).

See Gunning 1998a for an analysis of Davenport’s contribution to the Austrian theory of value and cost.
See Gunning 1994, Ch. 4, for a critique of Mises’s treatment of entrepreneurship in Human Action.
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appraising the specialized resources (including potential human managers of production), how the
entrepreneurs compete in making decisions to produce specific and widely different goods, and how
they organize their bearing of uncertainty. Moreover, praxeological economics ought to find a place
in this demonstration for the exercise of imagination, creativity, and inventiveness. But Mises and the
other neo-Austrians have taken only a small step in the direction of achieving this goal. Had Mises
taken a larger step, he would have surely recognized the close connection between entrepreneurial
appraisals of resources and the concept of entrepreneurs’ net worth.

From the standpoint of an individual acting entrepreneurially, her expected net worth equals
the sum of'the appraisals ofthe resources she plans to use in a production process minus the expected
prices of those resources. Conceptually, one can add the expected net worth of all the individuals who
act entrepreneurially. One can call this sum “aggregate entrepreneurs’ net worth.” If we add this to
the appraised value of all of the durable goods that individuals do not expect to use in production or

consume, the result is a total fund of capital.*’

There is no empirical significance to this fund since its
size depends on entrepreneurial expectations. Its significance derives from the mental operation that
the economist performs in conceiving it. To conceive it, the economist must solve the problem of
defining and representing the driving force of entrepreneurial competition that corresponds to the

driving force ofthe isolated actor to produce goods for his consumption. By this means, he connects

Mises’s idea of capital as entrepreneurs’ net worth to the “market process.”

YDavenport called this the loan fund and developed a “loan fund theory of capital” (Gunning 1998b).
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Mises discussed entrepreneurial competition. However, the goal of his discussion was not to
represent interacting appraisement of entrepreneurs and thus to add substance to the idea of capital
as entrepreneurs’ net worth. His main goal was to show how people gain in their roles as consumers
and resource suppliers from entrepreneurial adaptations to change. These discussions neglected

imagination, creativity, and inventiveness.

Significance of Praxeological Economics

Mises’s praxeological economics is important because it provides economists with a value-
free means of evaluating arguments for and against intervention in the market economy. It enables
economics to satisfy an essential requirement of science that it be value free. Because practically all
economists who make interventionist arguments today use the utilitarian ethic (cost-benefit analysis,
or applied welfare economics), the praxeological economist can achieve value freedom by employing
the grand image provided by the subjective value theorists. A necessary means of simplification is the
concept of competing entrepreneurship as the driving force and agency that causes resources to be
employed and goods to be produced. The proper use of this concept requires the economist to
assume that each individual acting in the entrepreneur role makes independent appraisals and
exercises imagination, creativity, and inventiveness. The concept of capital as entrepreneurs’ net
worth fits neatly into the system. It is perfectly consistent with the praxeological economics that
Mises espoused and sought to leave as his legacy. The concept of capital as material goods, however,
detracts from praxeological economics. Moreover, as is shown below, the examples that Mises used

in which he employed this concept further detract from praxeological economics.
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2. ENTREPRENEUR’S NET WORTH AND CAPITAL ACCOUNTING

Mises’s most fundamental definition of capital is entrepreneur’s net worth. Since a person’s
net worth cannot be calculated without using the capitalization formula, this definition assumes the
use of capital accounting as an instrument of monetary calculation. This concept of capital seems to
have escaped the notice of many, if not most, modern neo-Austrians. In light of this, it is wise to

describe Mises’s discussion of “capital” step by step.

Capital as an Entrepreneur’s Net Worth

With the exception of a brief section on the procedure of economics, Mises devoted the first
three parts of Human Action (about 25%) to an elucidation of praxeology. The rest of the book is
about economics. He introduces the subject of capital late in part two as private net worth, where he
discusses “Economic Calculation and the Market.” He first points out that “[t]he distinctive mark of
economic calculation is that it is neither based upon nor related to anything which could be

characterized as measurement” (Mises 1966: 209). This is because

the exchange ratios which we have to deal with are permanently fluctuating. There is nothing constant and
invariable about them. They defy any attempt to measure them. They are historical events, expressive of
what happened once ata definite instant and under definite circumstances...Numbers applied by acting man
in economic calculation do not refer to quantities measured but to exchange ratios as they are expected —
on the basis of understanding — to be realized on the markets of the future to which alone all acting is
directed and which alone counts for acting man (ibid.: 210).
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The point here is that individuals use money to compare prospective outcomes of alternative courses
of action. An individual tries to obtain the greatest benefit through exchange. To compare different
alternative courses of action, he attaches his own personal, subjective money tag to them. “How is
the action likely to effect my revenues and costs?,” he asks. To anticipate future conditions,
individuals use “understanding,” which in this context roughly means trying to put oneself into the
shoes of other actors in an effort to predict their future behavior (ibid.: 51-58).

When Mises goes on to discuss the purpose of economic calculation, he introduces the term

“capital.”

The task which acting man wants to achieve by economic calculation is to establish the outcome of
acting by contrasting input and output...It is with regard to this problem that the fundamental notions of
economic calculation — capital and income, profit and loss, spending and saving, cost and yield — are
developed (ibid.: 210-1, italics added).

Capital here seems to refer to the perceived present value of the future expected income. His point,
which might easily be overlooked, is that in performing their calculations, individuals in the market
economy use capital accounting. Capital accounting enables an individual to compare revenues and
costs that he expects at different times. Without it, one could not construct the capital-income
formula. Implicit in this, of course, is the presence of some means of discounting, like time preference
(a personal discount rate) or an interest rate.

Notice that if we want to make Mises’s use of the term “capital” consistent, we must regard
capital as acting man’s determination of his net worth, or equity.*' Capital accounting then becomes

the means that an actor uses to calculate net worth on the basis of expected income and a discount

ZKirzner makes a similar point (Kirzner 1976a: 53).
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rate. One is reminded of what earlier economists called “the process of capitalization” as a necessary
part of each individual’s decision making.?* Note further that because this definition of capital refers
to all potential sources of future income, it is broad enough to include such things as rights to
command other actors to perform tasks, rights to use other peoples’ land, accounts receivable, debts
owed (on the negative side), and goodwill. As we shall see, “capital” in this definition bears no
resemblance to the concept of capital goods, which Mises introduces later in this discussion and
which is discussed below. On the contrary, it is very similar to an individual’s appraised value of what

Menger called higher order goods (Menger 1981: 55-58; 155).

Capitalism as the Preserve of Capital Accounting

Just before beginning his description of the “economics of the market society,” Mises writes
a brief section telling how the theory of action can be applied in a society containing a division of
labor, private property, and money. In such a society, “[m]onetary calculation is the guiding star of
action.” It “is the method of calculating employed by people acting within the frame of society based
on private control of the means of production.” “It is a mode of computation designed for
ascertaining private wealth [net worth] and income and private profits and losses of individuals acting
on their own behalf within a free enterprise society.” It “is the main vehicle of planning and acting

in...free enterprise” (Mises 1966: 229-230).

2See Frank Fetter (1904b) and Herbert Davenport (1914, chapter 14, 15). Both writers argue that a proper
notion of capital is one that begins by understanding the capitalization process — the process through which the
mind determines the present value of its expected future income. The views of these two writers on the role of
capitalization in the economic process were not identical, however (Gunning, 1998b: 117).
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Monetary calculation reaches its full perfection in capital accounting...[by establishing] the money prices
of the available means and confront[ing] this total with the changes brought about by action and by the
operation of other factors (ibid.: 230).

Up to this point in the book, Mises had not defined the entrepreneur. Thus, he did not use the
term “entrepreneurship” in these passages. However, since profit is the specific income of the
entrepreneur (ibid.: 254), his use of the term “profits and losses” suggests that he was writing here
about what he would later in the book call the entrepreneur function, or entrepreneurship. In other
words, monetary calculation involving capitalization is the province of entrepreneurship.
Entrepreneurship makes the calculations; it plans and acts on the basis of expected profit and loss.

Mises goes on to discuss the term “capitalism.” He says that people have dubbed the system
of free enterprise “capitalism” in order to deprecate or smear it. “However, this term can be
considered very pertinent. It refers to the most characteristic feature of the system, its main eminence,
viz., the role the notion of capital [read: capital accounting and the corresponding notion of an actor’s

net worth] plays in its conduct” (ibid.: 230).

Further Uses of the Praxeological Concept

So far, our discussion of the praxeological concept of capital has referred to the praxeological
part of Human Action. He does not begin to discuss economics (catallactics) until later in the text.
We shall see in parts three and four that in his chapters on economics, Mises writes a great deal about
capital goods, which is different from this praxeological concept of capital. A goal of this paper is to

demonstrate that much of his “capital goods™ discussion is unneeded and potentially confusing.
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Before turning to this discussion, it is worth pointing out that he does not abandon the fundamental
praxeological definition.

A good example of Mises’s praxeological approach to the capital concept is his criticism of
Bohm Bawerk’s theory of interest. Bohm’s theory was based partly on the assumption that more
roundabout methods of production are more physically productive. Mises criticized it on the grounds
that the productivity of methods of production should be defined in terms of (1) whether actors
perceive the methods and, given that they do, (2) actors’ perceptions of the utility or income that they
expect the methods to yield (ibid.: 488-9.* Another example is his definition of capital. He points out
that economists “erred in classifying ‘capital’ as an independent resource along with the nature-given
material resources and labor” (Mises 1966: 493). He seems to present his argument best in his

discussion of land. He writes the following:

The law controlling the determination of the prices of the factors of production is the same with all classes
and specimens of these factors...The only reason why the old economists were puzzled by this fact was that
they operated with a general term land that neglects differences in productivity.(ibid.: 636)*

In using the term “good of higher order,” he is referring to Carl Menger, who wrote that for a thing
to be a good, the user must know how the item can be used to satisfy what we would today call a
want (Menger 1981: 52). For this reason, we can safely assume that Mises meant value productivity.
Given this interpretation, the last sentence means that the old economists’ concept of land neglects
changes in consumer wants, other complementary resources, and knowledge. In other words, Mises

is arguing that the old economists erred in their theory of value (i.e., the theory of price and cost)

BFor a more complete critique, see Mises, 1974.

2 Also see ibid.: 640.
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because they assigned importance to the resources “land” and “capital” that is different from the
importance assigned by the actors themselves. More specifically they misplaced their emphasis by
neglecting the part that “land” and “capital” played in individuals’ calculations about how to best

satisfy their wants.*

3. ENTREPRENEUR’S NET WORTH VS. CAPITAL GOODS

We turn now to Mises’s more direct discussions of “capital” in the economics parts of Human
Action, specifically to the beginning of his chapter called 7The Market. The first section of the chapter
defines the market economy as a “social system of the division of labor under private ownership of
the means of production” (ibid.: 257). We focus on the second section, entitled Capital Goods and

Capital, which comprises approximately five pages.

Definition of Capital Goods
Mises begins by describing a fundamental characteristic of human beings: “There is an impulse
inwrought in all living beings that directs them toward the assimilation of matter that preserves,

renews, and strengthens their vital energy” (ibid.: 259). Enhancing one’s vitality, Mises says, is

Mises’s view is consistent with the subjectivist view of price and cost, or what is often called the
subjective theory of value. This view can be found in the writings of Menger (1981), J. B. Clark (1899), Phillip
Wicksteed (1910), Frank H. Fetter (1904a), Herbert Davenport (1908, 1914), and Frank Knight (1921).
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conscious and purposeful. He goes on to say that man’s “ingenuity leads to the construction oftools.”
Then he discusses products that make it possible to lengthen the period oftime between the beginning

and end of a production process.

The products accumulated for this purpose are either intermediary stages in the technological process,
i.e., tools and half-finished products, or goods ready for consumption that make it possible for man to
substitute, without suffering want during the waiting period, a more time-absorbing process for another
absorbing a shorter time. These goods are called capital goods (ibid.: 260, italics added).

It appears here that he means for capital goods to excl/ude the so-called natural resources, or land.
He also seems to want to exclude what we now call “human capital” — physical and intellectual skills.
Finally, he apparently means to exclude legal rights. Thus the set of items that constitute capital goods
is much narrower than the set of higher order goods that Menger called capital.* It is also narrower

than Mises’s set of resources to which individuals apply capital accounting in making appraisals.

Capital vs. Capital Goods
Mises proceeds to distinguish between capital goods and capital.

From the notion of capital goods one must clearly distinguish the concept of capital. The concept of
capital is the fundamental concept of economic calculation, the foremost mental tool of the conduct of
affairs in the market economy. Its correlative is the concept of income...The whole complex of goods
destined for acquisition is evaluated in money terms, and this sum — the capital — is the starting point of
economic calculation...That amount which can be consumed within a definite period without lowering the
capital is called income. If consumption exceeds the income available, the difference is called capital
consumption. If the income available is greater than the amount consumed, the difference is called saving.
Among the main tasks of economic calculation are those of establishing the magnitudes of income, saving,
and capital consumption (ibid.: 260-1, italics added).

%See Menger: 54-55; 155; 172.
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To clearly distinguish between capital and capital goods, it is essential to understand precisely what
Mises means by “capital” in these statements. First, one should recognize that capital refers to the
money values. It is “the whole complex” in “money terms.” Thus it refers to the subjects’ money
evaluations of the items in the complex. Second, since he writes of the “whole complex of goods
destined for acquisition,” we must assume that the items he has in mind are not merely the material
capital goods. We must assume that he has in mind all assets in terms of the future income that is

expected to be derived from them. Mises writes as much:

The calculating mind of the actor draws a boundary line between the consumer’s goods which he plans to
employ for the immediate satisfaction of his wants and the goods of all orders — including those of the first
order — which he plans to employ for providing by further acting, for the satisfaction of future wants (ibid.:
260).

If a person uses up some of the natural fertility of his land, then this also is capital consumption, so
long as he as attached a price to the land’s fertility. The same is true for “human capital” and legal
rights. This interpretation consistent with the meaning he gave “capital” in his earlier discussion of
the subject. Moreover, if Mises had anything else in mind, we must presume that he would have, at

some stage, criticized Menger’s definition of capital.

Monetary Calculation and Capital Goods
Could Capital Goods Exist Before Monetary Calculation?

Mises applies his concept of capital as an accounting tool by discussing a common error. First
he describes an unobjectionable metaphor. He notes that writers tend to look back in time and apply

the accounting concept to earlier times when there was no market economy and, therefore, no
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economic calculation. “[W]e may say metaphorically that (the savage ancestors of the human race)
too used capital.” This applies as well to the primitive husbandmen’s “reluctance to kill a pregnant
hind” and the “uneasiness felt by even the most ruthless warriors in cutting fruit trees...”(ibid.: 261).
This is a metaphor because, in these early times, no money existed and therefore no capital accounting
could occur.

The metaphor can be misused. In particular, it was misused by “[s]Jome economists [who]
concluded that ‘capital’ is a category of all human production...and that it does not depend upon the

practice of monetary calculation.” This is an error because the

concept of capital cannot be separated from the context of monetary calculation and from the social structure
of'a market economy in which alone monetary calculation is possible. It is a concept which makes no sense
outside the conditions of a market economy (ibid.: 262).

Real Capital

Another error is the concept of real capital. Mises points out that the concept of a sum of the
various resources is an “empty concept” because it is “of no use to acting.” It is “merely an
enumeration of physical quantities of thousands and thousands of various goods.” Mises’s point is
that without specifying (1) a system of markets and prices and (2) calculating minds to appraise the
resources, there is no way to determine the relative importance of these various goods to economic
actors. He goes on to criticize the idea of the “productivity of capital” as one that is based on the
empty concept of real capital. Then he criticizes those who “explain interest as an income derived

from the (empty concept of the) productivity of capital” (ibid.: 263).
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Private and Social Capital

Mises finishes off this section by discussing the vacuousness of the concept of social capital:

People began to mediate upon a concept of social capital as different from private capital. Starting from
the imaginary construction of a socialist economy, they were intent upon defining a capital concept suitable
to the economic activities of the general manager of such a system. However...in a socialist economy there
are capital goods but no capital (ibid.: 264).

Mises writes here that although the socialist manager can designate some goods as capital goods
(tools, half-finished products, durable consumer goods), there is no capital in the socialist system

because the socialist society contains no prices or economic calculation.?’

“Mises continues the discussion at ibid.: 521. In the author’s view, the concept of social capital is dealt
with much more clearly by Davenport (1908: 141-55).
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Where is the Entrepreneur?

It is worth pausing to consider the broader implications of this statement. By emphasizing the
privateness of capital, Mises appears to imply that the only concept of capital that is relevant in a
market economy is private capital — the entrepreneur’s net worth calculated, through capital
accounting, by a particular individual acting in the role of the praxeological entrepreneur.”®
Nevertheless, he mentions the entrepreneur only once in this section. He says that “[t]he notion of
capital...is a device of capitalists, entrepreneurs, and farmers eager to make profits and to avoid
losses” (Mises 1966: 264). This economizing on the use of the term “entrepreneur” is puzzling in light
of the fact that in the previous chapter, Mises had clearly recognized the central role that the
entrepreneur function plays in the explanation of economic interaction. He could have included a
reference to the function of the entrepreneur in all of his discussions of capital. But he did not. In the
author’s view this was a serious tactical error. All of his major points in this chapter that relate to
economic interaction under the conditions of the market economy hinge on the reader’s taking what

Davenport called “the entrepreneur point of view” of capital (Gunning 1998b: 350-1).

#See the discussion of the praxeological entrepreneur earlier in this paper. It is worth noting that
Davenport defines private capital as follows:

Private capital, that form of capital with which actual business is concerned, includes, as we have seen, all forms of
durable private wealth — all such property of any individual as requires an appreciable period of time for the rendering of
its services, — all possessions any of the incomes of which are so far remote in time that some of these suffer in present
price estimation by the very fact of this remoteness, — all wealth the present worth of which involves the application of the
principle of time discount, — all wealth remunerated according to the dollar-time unit. Private capital is merely those
private possessions which are bases of private income. This capital is productive, truly, — acquisitive, gainful, — but not
necessarily so in the social sense of contributing to the general welfare or of increasing the aggregate of incomes, but only

of increasing the owner’s income (Davenport 1914: 335).
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4. CAPITAL GOODS AND TIME

Mises’s chapter on “Action in the Passing of Time” contains a more extensive discussion of
capital goods. He does not begin this treatment until he has completed two lengthy chapters on the
market and prices and another long chapter on exchange involving money. The main purpose of the
chapter seems to be to define the concept of capital goods in terms of an individual’s time preference.
In other words, he wants to develop a definition of capital goods that requires the user of this term
to think of an individual’s time preference. In doing this he decides to adopt the “convention” of
limiting the capital goods concept to material goods that are produced during a plan to satisfy a want
in the future. He does not define capital goods as material goods that have already been produced.
He defines them as material goods that a person plans to produce.

I will argue that Mises’s decision to define capital goods in this way is an error in two related
senses. First, the main principles that can be derived from the a priori assumption of time preference
are more general than is suggested by the use of his definition of capital goods. As a result, the
ordinary reader is likely to miss the full significance of his effort to link appraisals to time preference.
Second, by neglecting to emphasize the generality of the main principles, Mises diverts attention away
from one of his most important contributions to economic theory — his praxeological concept of the
entrepreneur. I will try to illustrate these points by critiquing most of the points he makes in this

chapter.
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Capital Goods and Production
In the first section of the chapter, Mises asserts that the accumulation of capital goods is

necessary before people can begin to use longer periods of production than they are currently using.

People eager to embark upon processes with a longer period of production must first accumulate, by
means of saving, that quantity of consumers’ goods which is needed to satisfy, during the waiting time, all
those wants the satisfaction of which they consider more urgent than the increment in well-being expected
from the more time-consuming process. Accumulation of capital begins with the formation of stocks of
consumers’ goods the consumption of which is postponed for later days (Mises 1966: 491).

Here he says that in order to make the production period longer than it otherwise would be,
individuals must save a larger part of their stocks of durable consumers’ goods than they otherwise
would. This, he says, is part of the process of capital accumulation.

A stock of consumers’ goods need not be integrated economically into the “orbit of
production.” A person may simply put aside some consumers’ goods with the goal of consuming
them at a later time. Mises writes that to be integrated economically into production, they must be
employed as means of subsistence (ibid.). Once they are integrated into the orbit of production, the
surpluses “are replaced first by the intermediary products of a process with a longer period of
production and then later by the consumers’ goods which are the final product of these processes”
(ibid.). The

intermediary products.., the produced factors of further production...change hands in the course of events;
they pass from one plant to another until finally the consumers’ goods reach those who use and enjoy
them.(ibid.: 492)

Mises’s main aim in this section is to illustrate the limits placed by time preference on what
he calls capital accumulation. He achieves this by considering the case in which production processes

with longer periods of production are technologically superior. He begins by pointing out that
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individuals would accumulate stocks of durable consumers’ goods even if processes requiring a
longer period of time were not technologically superior, that is, even if the longer processes did not
result in a greater physical output of desirable goods than shorter processes. The reason is that
accumulation makes it “feasible to aim at goals which could not be thought of before on account of
the length ofthe production period required” (ibid.: 490). Nevertheless, technological processes with
a longer period are superior. However, if technological processes with a longer period are superior,
why do actors not a/ways prefer the longer processes? The answer is time preference. “What restricts
the amount of saving and investment is time preference” (ibid.: 491). No one would want to
“accumulate all of the capital” that is possible to accumulate, since everyone has a preference for not
only distant future goods but also near future goods.

To see how Mises negotiates the terminology problem, consider the following statement about

capital accounting and capital goods.

All ofthese ventures and processes are intellectually controlled by capital accounting, the acme of economic
calculation in monetary terms. Without the aid of monetary calculation men could not even learn whether
— apart from the length of the period of production — a definite process promises a higher productivity than
another...Capital accounting starts with the market prices of the capital goods available for production, the
sum of which it calls capital...It is the indispensable compass of production in the market economy (ibid.).

By saying that “capital accounting starts with the market prices of capital goods available for
production,” he makes it appear as if capital accounting does not apply to the resources that are not
capital goods — land, to intellectual and physical skills, and to legal rights. Surely, however, he does

not mean this. He is simply using the convention described in the opening paragraph of this part.

Critique
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We must begin by endorsing Mises’s main point that time preference limits the willingness of
people to embark on lengthier production projects than those that they choose. But now we must
question the wisdom of distinguishing between durable consumers’ goods, intermediary products and
other resources (or higher order goods). Why insist that the shift to longer periods of production must
start with the formation of stocks of consumers’ goods and that it must pass through stages in which
people use tools and produce resources of further production? Surely, the shift can occur without
this.

If we begin with a stationary system, we can imagine several kinds of changes that could lead
an individual to shift to longer production periods without his producing additional stocks of
consumers’ goods or intermediary products. First, there could be an increase in the physical
productivity of the more leng