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1. Introduction

1.1 The veil of money on the financial market

What is it that makes many people think of theriial market as a gambling
casino? Especially at the present day this anallogg not seem to suggest itself. In the
end, even all casinos in the world taken togetlelcc never kick off a longstanding
global economic crisis like the one we are livihgough since 2008. The reason why
so many people nonetheless assent to this compamsagt probably be looked for in
that they have no clear idea of the role the firemoarket plays within the economy.
In the eyes of a superficial observer, it doesprotluce anything tangible or “real,” it
even does not provide services that could be coeduy anyone. All one can perceive
with one’s five senses consists in transactionsash flows against future cash flows,
cash flows against options of cash flows, or evemmises of cash flows against
promises of cash flows. Money is exchanged for monghout any visible reason
except for gambling in the pursuit of profit. Viesv this light it does not surprise that
the comparison with a gambling casino comes to miftht the financial market
crashes periodically and entails problems in thal economy — most notably
unemployment and decline in production — makesgtiaven worse. The financial
market not only seems to be surplus to requireméntiseven a millstone around the
neck of the economy.

And it has to be admitted, in the treatment offthancial market it is tempting
to confine oneself to a practise that John StualitiMs cautioned against, namely to
attend “only to the outward mechanism of paying spending.” His insistence to look
rather “directly at the realities of the phenomértatns out to be particularly hard to

implement. You would almost think that there areariy “realities” at all. In the 20

! Both quotes from Mill (1965, p. 89).



century, probably Joseph Schumpéteoined the term Veil of money which is
particularly apt to express this difficuffyin a monetised economy, the realities are, so
to speakyeiledbehind the observable flows of money. A significpart of the present
thesis is dedicated to removing this veil from fireancial market. What are the
realities of the phenomena that can be observedhe

But we won't leave it at that. Although the brugihiaside of the veil of money
brings some useful results, it does not, as aldouiBpeter remarks, allow for a
complete comprehension of all relevant proce$gdter all, it cannot be denied that
the “realities of the phenomena” on the financiarket are actually effectuated by
money transactions. Hence, in order to grasp ttienale of the financial market, it is
not enough to understand the “realities” on the baed, and the cash flows on the
other. Theconnection between the twaust be clarified, too. Therefore, the following
study also provides an in-depth analysis of momelits purchasing power. In the end,
the aim is not to merelgemovethe veil of money from the financial market, bat t
examine it in detall

In modern monetary theory, the link between thetW@ud mechanism of
paying and spending” and the “realities of the mmeena” is dealt with mainly in two
different ways. The first one is based on Keynesiaort-run macroeconomic analysis.
It finds its most familiar expression in the soledlIS/LM—model which is contained
in nearly all modern textbooks on macroeconomidss Thodel traces back to John
Hicks® who, himself, based it on the famoBgneral Theory of Employment, Interest,
and Mone{ by John Maynard Keynes. In the I1S/LM—model, tin& between monetary

spending and the “realities” occupies the centagest In fact, monetary expenditures

2 See Klausinger (1990, p. 620), Schumpeter (19088p).
% See Patinkin/Steiger (1989, pp. 131 f.).

* See Schumpeter (1908, p. 281).

® See Hicks (1937).

® See Keynes (1936).
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evendeterminethe “realities.” To be precise, the amountpobduction depends on
aggregate demandhat is, on the aggregate amounteapenditureson goods. The
causal nexus is thought to run as follows: The mooeeythe citizens, foreigners, and
the statespendon consumption and investment, the higher becaggsegate demand
and the more will be produced in order to meet deismiand.

At this point it is not necessary to go into theadls of this chain of reasoning.
In some of the chapters of the work in hand it Wil picked up again. Suffice it to
explain why it does not help to raise the veil abrmay from the transactions on the
financial market. In order to demonstrate this painis of avail to have a look at the
role the financial market is supposed to play ia theory in question. If aggregate
demand is accepted to be the determining variatetife size of production, the
financial market can be of importance for produttanly in so far as it makes an
impact on demand. And indeed, the financial mahlet correspondingly little room in
IS/LM—based macroeconomics. According to Keynesfteory, the transmission of
impulses from the financial market to the “real’'oeomy — the so-callechonetary
transmission mechanismexclusively rests upon the influence of therieserate Via
the interest rate, each of the several channetsanietary transmission affects at least
one of the components of aggregate demand, i.esuocoption, investment, or the trade
balance? Consequently, the only function of the financiahrket seems to be to
determine the interest rat®The lower the interest rate becomes, the more lpeop
invest, consume, and expdttThe interest rate, in turn, is determined by tblt
supply and the total demand for money on the firamearket'? When the demand for

money increases, the interest rate tends to mgewdien the supply of money increases,

" See e.g. Blanchard (2006, pp. 48 ff.).

8 See Froyen (2005, p. 122).

° See Boivin et al. (2011, pp. 374 ff.).

19 see Blanchard (2006, pp. 65 ff.), Froyen (2005135 ff.), Gartner (2006, pp. 62 ff.).
1 See Boivin et al. (2011, pp. 376 ff.).

12 See Blanchard (2006, pp. 68 ff.).



the rate tends to decline, and vice vérsBo sum up, in determining the interest rate,
the financial market affects aggregate demand @amnd;onsequence, also the real
economy, that is, production.

Although IS/LM—-based macroeconomics provides a bekween the financial
market and the real economy, it does not remover¢ileof money from the financial
market itself. It only explains the impact of tmterest rate oaggregatedemand. The
interest rate, in turn, is also explained &ygregatemagnitudes only, namely total
demand for and total supply of money. Macroeconsrthiat rests on the IS/LM—model
only highlights relationships betweeggregates It does not shed light upon the
individual cash flows. Therefore, it also does tedt us what is the “real” counterpart
of the cash that flows between persons conductivaméial transactions. Except for the
determination of the interest rate, the financiadrket could still be taken for a
gambling casino.

Considering the subsidiary function of the finahcmarket in traditional
Keynesian macroeconomics, it does not astonish thatently, New- and Post-
Keynesian economists construct models that disptaemeen more. They argue that the
interest rate is, in actual life, not determinednbgrket forces on the financial market,
but ultimately by the central bank&Therefore, as David Romer maintains, “for a
principles-level treatment, one can leave out tlomey market altogethet>Anyhow,
after what has been said it should be clear thatatigregative approach, no matter
whether the interest rate is determined on thenGirzd market, by the central bank, or
both, can not help when it comes to remove the afeihoney from the transactions

taking place on the financial market.

13 See Gartner (2006, pp. 66 ff.).
4 See Lambsdorff (2011).
5 Romer (2000, p. 156)
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The second way modern theory deals with the trdiosec on the financial
market comes closer to the problem of the veil @nay. Commonly, the financial
market is thought to exert an allocative functiarthe economy. More precisely, one
holds that it allocates the availalgi@pital to the most important uses. However, usually
the term “capital” is employed in a way that whitskies the problem at hand. It is
anything but unambiguous. In the course of the ldgweent of economics, “capital”
has acquired numerous different meanings. Intariilhas been used to denote purely
material thingslike produced factors of production or intermeeigbods. But it has
also been understood as a meperand in monetary calculatiprmost notably in
capital accounting. By stressing the role of capitainancial market theory without
clearly defining it, one is able to sidestep theolehproblem. For instance, when the
renowned economist Frederic Mishkin defines tharfoial system as “a coordinating
mechanism that allocatesipital to building factories, houses, and roatfs,he skips
the issue. The expression “capital” does not madar avhether Mishkin is thinking of
profit-yielding moneyor of somematerial stuff One does not learn which of these two,
if not both, he considers to be allocated to thailtling of factories, houses, and
roads.” The role of the financial market remainsabe. The veil of money is not
removed or explained but even institutionalisedis@peak, in using the expression
“capital.” It will be shown at the outset of paftthat modern economists in general
avoid to define capital clearly as either a monetara real magnitude. Instead, they
treat the financial market in rather vague termseyl do not point out what they

consider to be the counterpart of the monetarystretions in the material world.

16 Mishkin (2008, p. 8, emphasis added)



1.2 Capital, interest, and the financial market

As far as the author of these lines can tell, idemo economics there is no
concept that allows for an in-depth analysis ofitbié of money on the financial market.
The work in hand tries to fill this gap. Its maask will be to flesh out the proposition
according to which the financial market allocatesapital.” Especially the vagueness of
the latter term shall be tackled. Therefore, th® tperspectives that seem to be
confounded in the term “capital” are separated freacth other and both used to
analyse the role of the financial market isolate@yly after this has been done, they
are brought together again and it is demonstratethait extend they can reasonably be
reconciled.

The following study tries to explain all events andtitutions as the result of
purposeful behaviourAll theories that are dealt with are therefore aysdd with
respect to their compatibility with the logic ofrhan action.Hence, it has become
necessary to start with some remarks on human radtself. The corresponding
analysis in the first part is based on the methmglo&l work of Ludwig von Mises and
the branch of the Austrian School of Economics toldws his lead. However, on one
point that is crucial to the topic of this studgse authors have to be criticised. They do
not properly integrate thigme aspecinto their discussion of the logic of action. This
aspect is indispensable for an examination of thantial market as both credit
contracts and the phenomenon of interestemrgoralin nature. Based on the critique
uttered by J6rg Guido Hulsmanhchapter 3 refutes the assertion of many Austrian
authors to the effect that the time aspect in humetion is explained by theme
preference theoryAccording to them, time preference is a necesgairy of every
humandecision People, they say, always prefer present goodsttwe goods. The

discussion of their arguments unveils, howevert, thaices are not determined in this

" See Hilsmann (2002).
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way. Professor Hulsmann, in his positive theory alhis the object of chapter 4,
therefore justifiably shifts the emphasis frehoicetowardsaction He stresses the role
of meansand ends— which are categories of action, not of choicand detects an
originary and necessary value-spread between tloe Yet, he overlooks that the
decisive economic magnitudes in human actioncastsandrevenuesnot means and
ends. In acting, humans must always trade off betwehat they give up — the sacrifice
or the costs — and what they attain in return —#évenues. This point is elaborated on
in chapter 5. In human action, there is an expecttge-spread between the incurred
costs and the attained revenues. As action alwasarlas time, we arrive at a necessary
relationship between action and the passing of ,tamel consequently we obtain the
necessary analytical tools to discuss human aotiathe financial market.

As a by-product of the analysis of human actiorthi@ passing of time, some
light can also be cast on the phenomenon of irtetasfact, what both the time
preference theory as well as Professor Hilsmarm®@ery say about human action is
supposed to explain the existence of interestrdatels also, as Eugen von Bohm-
Bawerk stated, the “soul of credif”and for that reason alone it must be discussed.
Furthermore, interest constitutes the original edent that created awareness for the
veil of money. The question whether it is posstbleemove the veil of money from the
interest payments has caused endless debates. thbtes,are enough reasons not to
bypass the problem.

The difficulty consists in the fact that interestyments appear to flow without
any effort being necessary on behalf of the lerdeNothing “real” seems to
correspond to the flows of money. The medieval imitbn of interest becomes
comprehensible from this point of view. Scattergdrdhe separate chapters of part I, it

is argued that interest is not a purely monetargnpmenon without a “real”

8 Bshm-Bawerk (1921a, p. 22)
9 See ibid. (p. 1).



counterpart. To the contrary, what can be cabedinary interestis part of every
action wilfully effected by humans. In acting, eyl@ody is striving for a subjectively
defined surplus of revenues over costs. Monetasrest, as will be added in section
14.2, is only the observable correlate of the di/gne@sence of originary interest in
human action.

The results of the discussion of the relationst@étwieen human action and the
passing of time can also be used to qualify otheories of interest. This is done in
chapter 6. The productivity theory, Professor Hidanis theory, the time preference
theory, and the equilibrium theory of interest aralysed from the viewpoint of the
theory developed before. Finally, chapter 7 costaome terminological explanations
that are relevant to the topic. Especially the terfeavings,” “investment,” and

“financing” are introduced.

Part Il concentrates on the “real,” “tangible, ™ araterial” processes underlying
the monetary movements on the financial markeadtipts aechnicalstandpoint that
can be associated with the capital concept calledial capital.” It takes a look at the
production processand explains what is necessary to finance proodocin a
materialistic sense. Whereas modern economistsadoprovide an answer to this
question, the British authors of tieassical schoohave employed a concept which is
very useful in this regard. Thewages fund theorgiot only provides an explanation of
how an economy is financed; it is also compatibith ihe logic of action. Based on
this theory and its refinement by Richard von $ffigt is demonstrated in chapter 9
that the one and only aspect that has to be takewuat of in financing production is
constituted by thesustenance of the people that participate in thedpction process

They are supported out of the wages fund which fgna consisting of consumers’

goods. Without the maintenance of the producersilgnthe workers — being assured,

2 See especially Strigl (1934b).
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production can not take place. The maintenancd otlger things that are necessary in
production, for example machines, tools, buildingsd raw materials, do not make
necessary any arrangements distinct from the sarstenof the workers. No additional
financing is required. Thus, the role of the finahenarket in this materialistic sense
can only be to help to allocate the available amed fund of consumers’ goods to the
producing people.

The wages fund theory or, as it was called latertlomsubsistence fund theqry
has been abandoned at the end of the nineteentlrygehater authors who attempted
to resurrect it, especially Frank TausSigyalter Euckerf? and the already mentioned
Richard von Strigl, did not succeed. It therefoeeras to be appropriate to give an
account of why it is employed in the present theBisr that purpose, chapter 10
presents the main arguments that have been brdoghard against the subsistence
fund theory. In the end, they are all beside thimtpd/ost of the criticisms stumble
over the imprecise use of the term “capital.” Wlasréhe subsistence fund theory rests
upon amaterialistic notion of capital, it is criticised from the poiat view of capital
concepts that stress twalue aspect. If one takes this into consideration,am e
shown not only that the subsistence fund theorg ahat have to be dismissed, but even
that it is able to complete some of the conceps llave superseded it. Especially the
theory of marginal productivity which John Batesu®f used to combat the classical
theory must be mentioned in this connection. Aihgjs considered, an up-to-date
version of the subsistence fund theory can illistfeom a materialistic point of view
what it means to finance the economy.

Part 1l analyses the topic from the opposite pecsipe. Its object are the

monetary transactionghemselves. In the market economy, those who tditee

L See Taussig (1896).
22 See Eucken (1954).
% See Clark ([1908] 2008).



production processes have never heard of somethiief “subsistence fund” or “fund
of consumers’ goods.” Instead, they orientate thefions by actual or expected market
prices. They calculate in money, and their primamg is to make money profit. It can
even be maintained that the striving for money imecconstitutes the organisational
principle of the exchange econorfyThe capital concept that can be associated with
this organisational principle is called “business™private capital.” The discussion of
this concept in the chapters 12 to 14 mainly builgpn the works of Robert
Liefmann?® Ludwig von Mises? and Hanns Linharftwho all tried to stay in close
contact with common business practices. As long tles Generally Accepted
Accounting Principles are adhered to, a point whidse authors did not pay attention
to, capital accounting is perfectly compatible witie logic of action as expounded in
part I. In accounting, capital serves as a calowatlevice that helps to determine
business profits as the spread between moesnuesand moneycosts The point of
reference of capital in this sense is mowegts The capital traded on the financial
market, then, can be understood to be money tloatsathe borrowers to incur costs.
The rest of part Il deals with the reconciliatiohthe business notion of capital
with the results of the discussion of the socialioro of capital. If the materialistic
function of the financial market consists in thiwehtion of a fund of consumers’ goods,
as is shown in part Il, the monetary transactidrad take place on this market must
bear a relationship to this fund. In order to disel this relationship, the purchasing
power of money is discussed at length. Chapter bhtamns some general
considerations on the purchasing power of moneyhiapter 16 it is shown that to
everyone, even to businessmen, the only thing ¢bants when they calculate in

money is the power of the latter to purchase comssingoods. Nobody orientates his

4 gee Liefmann (1930, p. 79).
% See Liefmann (1923).

% See Mises (1949).

%" See Linhardt (1953).
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actions by the power of money to purchase prodngmods. This is one of the main
results of the present studihere is indeed a connection between the subsestemnc
and money. The purchasing power of money doeseteaterto all goods, but only to
those that are considered to be consumers’ goblis result has been indicated before
by economists endorsing the claim theory of moneychapter 17, however, these
authors are criticised for taking an undue shoricurder to come to their conclusion.
Chapter 18 shows that what has been said on tlvhgming power of money in general
holds for thefinancing of the economy, too. Also the purchasing powemohey that

is necessary to finance production only relatethéosaved fund of consumers’ goods
that is available to sustain the people. Finalis argument is extended to the financial
market itself in chapter 19. The transfer of mosayings, for example in the form of
credit, corresponds to the transfer of power tepase consumers’ goods. This point is
what the veil of money conceals and that must sidered to be the link between the
“real” and the financial sector.

Part IV centres upon the consolidation of our agsethat everyone demands
money merely because of its power to purchase coes goods. First of all, it is
demonstrated in chapter 21 that our results aregfr compatible with the so-called
circulation credit theory of the business cycleeirich von Hayek has received the
Nobel Prize fof® Particularly the original formulation of this thyoby Ludwig von
Mise<® and the later version by Richard von Stfigire congenial to our discussion of
the purchasing power of money. Furthermore, alkiogis of the circulation credit
theory of the business cycle that do not confirm @sults can be proven to contain

flawed arguments.

%8 See especially Hayek ([1935] 2008).
29 See Mises (1912).
30 See Strigl (1934b).
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By reference to the German economic crisis of 1&8hapter 22 describes the
effects of artificially created credit on the econo This constitutes the second way
that our theoretical results are substantiatedait be demonstrated that the events
during this episode are compatible with an integiren of the crisis based on the
version of the circulation credit theory of the imess cycle which we have found to be
the correct one. The additional credit that waseriesl into the economy by the
financial system after the Franco-Prussian War edwieactions that indicate that the
entrepreneurs were calculating as if the subsistémed had increased. That is, in the
eyes of the businessmen, credit in general bortose aelationship to the fund of
consumers’ goods. Because of the credit expansiey @acted under the illusion that
more workers could be sustained for a longer tiEspecially long-term projects like
railways were undertaken and a boom began. As asahbecame apparent that the
boom had been built on sand and that, in realiy,stubsistence fund did not suffice to
finance all started projects, the bust set in.dditon, it can be demonstrated that the
accounting rules that were in force in the 187@sencontributed to the strength of the
crisis in a way that fits our framework. These suled many corporations to pay
dividends out of unrealised profits. Thus they Hertdiminished the subsistence fund
that was too small anyway in the light of the ilrscreated by the credit expansion.

The extensive discussions that have become negdsdarush aside the veil of
money have not left much room for the explicit treaent of economic growth. At some
places, for instance section 18.2.1, this topicthedoossible connection to our analysis
are hinted at. But the main contribution of thisrkva@woncerning the relationship
between the financial market and economic growtlstrha seen in the clear separation
of the two issues that are usually jumbled up & ¢bnventional capital concept. That

this weakness has not only stricken financial miasideut also growth theory is pointed
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out over the course of the discussion of the comweal capital concept in the
beginning of part Il.

The work in hand demonstrates how the veil of maraybe removed from the
activities on the financial market. In order to sfm the text has to adopt a roundabout
way of reasoning. Some issues are touched upordthabt seem to be connected to
the main stream of argument. Among other thingsstijons of methodology, monetary
theory, and capital accounting are dealt with. Tgriscedure has become necessary
because the linkage between the real and the falasextor constitutes one of the most
intricate problems of economic theory and could m®ttreated in depth otherwise. In
turn, the results we obtain are not confined tofi@ncial market. We remove the veil
of money not only from the financial market itsédfjt from monetary transactions in
general. To return to the expression of John Stdktthe following study contributes
to the understanding of the link between “the ouwtlvenechanism of paying and

spending” and the “realities of the phenomena.”
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Part |: Action in the passing of time
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2. The logic of choice versus the logic of action

2.1 Methodological individualism

The following study adheres to methodological imdiinalism. As far as it is
possible, all phenomena and events are explainedeliperate acts of directly or
indirectly involved persons. The arguments do withwon-human factors like acts of
God, natural disasters, or “mysterious forces tfedy any analysis and descriptioft.”
Of course, it cannot be denied that pure coincidemxcur frequently and that it would
be an interesting and useful task to examine timepact on society. But such an
analysis presupposes that one already knows howamsimeact, and therefore, by
implication, how they act and interact. Withoutstknowledge one either has to explain
even the everyday transactions in society by meérsysterious forces,” or one has
to hypostatise. Society, then, would appear “asrdity acting of its own accord and on
its own initiative.?

Such and similar explanatory approaches are avoidstead, all institutions
and organisations are regarded as a result ofwatem individual actsHence, all
theories that are dealt with are checked for trmmpatibility with individual human
action. It is especially Ludwig von Mises, writing in theadition of the Austrian

School of Economics, who highlights the necessitytiie social sciences of staying in

touch with the actions of individual.

In studying the actions of individuals, we learsaaleverything about the
collectives and society. For the collective haserstence and reality but in
the actions of individuals. It comes into existenlog ideas that move

individuals to behave as members of a definite gremd goes out of

31 Mises (1962, p. 82)
3 |bid.
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existence when the persuasive power of these gldzsdes. The only way to

a cognition of collectives is the analysis of tieaduct of its member¥.

The work in hand applies this individualistic apgpeh to the entity called “financial
market.” As far as possible, both the monetary phena and the “real” processes
underlying them will be explained as the resultiodividual plans and actions.
Afterwards it will be easier to find the common gna of the real and the monetary
side of the issue.

Before we are able to explain anything by meansuofian acts, it is necessary
to obtain a clear theoretical understanding of huraation itself** In this, the
following discussion rests heavily on the work oiskks. During his whole career, the
latter has shown a profound interest in the metlogyoof economics, and especially in
the logic of actioff which he calls “praxeology.” The scope of praxeglds not to
analyseindividual acts, but human action as suglirrespective of all environmental,
accidental, and individual circumstances of the ceete acts.*® For Mises, all
categories that are necessary to interpret sobiah@mena are already implied in the
“indisputable axiom of action? i.e., the axiom according to which people act

purposefully®®

The very category or concept of action comprehe&hdsconcepts of means
and ends, of preferring and putting aside, viz.yvaluing, of success and

failure, of profit and loss, of costs.

3 |bid. (p. 81), see also Mises (1949, p. 42).

% See Hillsmann (2006, p. 128).

% See Mises (1933, 1949, 1962, and [1957] 2007).
% Mises (1949, p. 32, emphasis added)

3" Hoppe (1995, p. 26)

3 See Selgin (1990, p. 14).

39 Mises (1962, p. 8)
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Now, as we are acting beings ourselves and ther&fmw what it means to act, we
have ana priori knowledge of these categories. And as kmew about the truth of
these categoriea priori, any theorems that can be deduced from them kewibe
universally valid.*° In fact, according to Mises’s pupil Murray Roththathe whole
fabric of economic theory can be spun from theosieixiom. Among others, the law of
diminishing marginal utility and the law of optimatturns are immediate logical
implications from this premis®.

But this is not to say that we do know anythiagoriori about theconcrete
contentof actions, that is, about the costs, means add remselve® Why people
act how they act, why they prefer some goods tersth these questions lie outside the
realm of praxeological laws. The concrete actions, @f course, subject to the
universal laws of human action as far as they gd. tBe cause of thenlirection is
human choiceAnd the content of the latter, as long as maegarded as having a free
will, cannot be said to follow established laws.ntn choices and human preferences
are not determined in advané@ They cannot be explained theoretically, but only
historically, that is, out of conteft.One cannot predict how and when they change.
We therefore think it better to define praxeologythe analysis of thpure logic of
action not “of thepure logic of choickas Professor Selginproposes. In this, Murray
Rothbard agrees with us: “[T]o the praxeologispreamic theory [...] deals not with
the content of human valuations, motivatiossd choicesbut with the formal fact that

people engage in [...] motivated actioff.”

40 See Rothbard (1997, pp. 102 ff.), Mises (19436).
“! See Rothbard (1997, p. 104).

2 See Mises (1962, p. 43).

“3 See Hiilsmann (2003a, pp. 63 f.).

* See Mises (1949, pp. 30 ff.).

5 Selgin (1990, p. 18, emphasis added)

¢ Rothbard (1997, p. 34, emphasis added)
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To give an example, concrete prices are facts sfoty. The choices of
consumers change — a phenomenon called fashionl s@do the prices of different
clothes, houses, fruits, and all other kinds ofdgodut the theoretical laws governing
the formation of these prices, like the law of dimhing marginal utility, do not
change. They hold for all human actions. The pribbgcal approach to economics is
concerned with these universal laws only. Oncebéisteed, they can be used to help in

the interpretation of historical events.

2.2 Interest theory and cost theory

There are some laws of human action that are widetgpted by economists.
The law of diminishing marginal utility was just mened. But there are other laws or
supposed laws that have not yet been formulatadaay to be acceptable to everyone.
An important area of vagueness is the relationbktpreen time and action. In this area,
Mises’s results are objectionable. He does noifgléne relationship between human
action and the passing of time beyond any possiblgbt. However, this point is
essential to the analysis of the financial markaedit contracts involve at least two
transactions — the lending (or borrowing) and teéemption. Each takes plaaé a
different point in timeFurthermore, those who borrow money are reagyatointerest.
If one wants to explain why individuals are williig conclude credit contracts and
even pay a price for money that is only borrowedddimited period of time, it is
necessary to understand how they integrate thee lapgime into their behaviour.
Without an idea of the relationship between hunaioa and time, the whole financial
market which mainly consists of intertemporal caots could not be explained based
on methodological individualism.

Therefore, the following three chapters contain edaied analysis of the

relationship between the passing of time and tigeclof action. Usually, the whole
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problem area is treated as a matterclobice This is true even for Mises and his
followers although it is their declared intentiam formulate a logic ohction not of
choice. It will be shown that this approach misties point. By their very nature,
choices take place imstances of timeChoices therefore cannot explain phenomena
that take geriod of time For this reason, we will see, both the opportuadst theory
and the time preference theory of interest caneodfthelp in the analysis of the time
dimension of human action. They concentratecbaices— which are timeless — and
neglectaction — which has a time dimension. Chapter 3 concezgrah the notion of
time preference which Mises himsElfand his followers use to comprise the time
aspect of action. Based on arguments advanced ty Géido Hulsmanrf? the
discussion shows that, contrary to what these asitmaintaintime preference is not
part of the logic of actionlt therefore also cannot be employed in the exailan of
the interest phenomenon as its champions do. Qhdptededicated to the theory of
interest Hilsmann sets against the time prefertdremy. As he is aware of the latter’s
weakness, he tries to construct an interest thebrgh is solely based on the logic of
action. Although he turns the debate into the ridineéction, his positive arguments
contain one shortcoming. He stresses the rolaexdng which is atechnicalcategory,
and neglects the role obsts the relevaneconomiacategory.

The term “costs,” however, is anything but unambigsi The generally
accepted opportunity cost theory understands @ssts matter of choice. The costs of
anydecision it says, are constituted by the forgone oppotiesi Referring to George
Reismart’’ chapter 5 demonstrates that opportunity costsa@reosts at all. lichoices
no costs appear. Costs only have to be incurrextiion | will argue that they only

appear when an actor actually hasaaorifice potential consumption in order to obtain

4" Most notably see Mises (1949).
8 See Hillsmann (2002).
49 See Reisman (1998).
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future results It is this aspect that connects human actioméopassing of time. As it
now incorporates the time aspect, the logic ofoacttan be employed to explain the
existence of interest. The veil of money is revédtem this problem. Interest not only
exists in the monetary economy, but it is basetheriogic of action itself.

In chapter 6, other theories of interest, inclgdthe productivity theory of
Bohm-Bawerk and the modern equilibrium approach) i examined critically.
Based on the results of the discussion, chapteniams a short description of how the

relevant terms “saving,” “investment,” and “finafi@e related to the logic of action.
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3. The time preference theory of interest

3.1 Originary interest

It has been recognised for centuries that the passi time is not without
influence on human behaviour. And it is especialtythe financial market that this
becomes visible in the form afterestthat has to be paid for borrowed money. The
longer the period of time that money is borrowée, higher interest payments become.
Now, as Mises and his followers show, the role ragériest rate on loans is “one of
complete and utter dependence on the rate of sitere determined® elsewhere.
According to them, the interest rate pervades theleveconomy* All producers in a
market economy are producing because they expegtofd “from the price spread
between their selling price and their aggregateofaprices.® These price spreads
would even exist if there was no loan and no capi@rket and therefore no plainly
visible interest rate® Without these spreads, there would be no ‘“incentior
investment® in the first place. It is important to add that, the eyes of the named
theorists, these price spreads do not disappehe&venly rotating economy In other
words, they still exist irquilibrium, that is, after all “latent forces operating whighl
go on bringing about price changes” have actedandt “provided no new data appear,
the final price and the final state of rest areallished.®® The equilibrium spread
between the prices of consumers’ goods and the afuthe prices of the factors of

production employed in their production is callediginary interest.>

%0 Rothbard ([1962] 2004, p. 425), see also Mised919. 524), Dorp (1937, p. 62), and Fillieule (@01
p. 126).

> See Fillieule (2010, p. 124).

°2 Rothbard ([1962] 2004, p. 423, emphasis by Rotipaimilarly Hiilsmann (2002, p. 77).

*3 See Rothbard ([1962] 2004, pp. 425 f.).

> |bid. (p. 425)

%5 See Mises (1949, p. 521).

%5 Both quotes from ibid. (p. 247).

" See Mises (1949, p. 521), also Hiilsmann (20087).Fillieule (2005, p. 5).
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If one succeeded in explaining the existence dfilary interest based on the
logic of action, one would have incorporated timeetiaspect into the latter. That is why
it is dealt with in depth here. Also Mises and talowers try to accomplish exactly
this. They try to formulate a theory of originamtarest that is based on the logic of
human action.

Depsychologising Frank Fetter's expositfiMises® explains the phenomenon
of originary interest by the existence of “time ference” — the fact that men “discount
future goods as against present godd#\ this statement alone would be very general,
he confines the discount to present and future g¢ofithe same kind and quantit§}”
This expression goes back to Bohm-Bawerk. “The @é central point of interest
theory,” the latter expounds, is that "as a geneasld, present goods are worth more
than future goods of the same kind and quanfftyises erases the expression “as a
rule” and maintains that this statement holds gahe?®

It should be noted that this qualification — thatyogoods of the same kind and
quantity are concerned — boils down to theeris paribuscondition® It separates
Mises’s version of the time preference theory fithi@ one that can be found in modern
textbooks. There, time preference depends on tagar between the present and the
future endowment of the deciding person. Someone wiwns a lot of present
consumers’ goods, but only few of them in the fefut is said, will “exhibit negative
time preference [...]. Such a person is willing togim 1 unit of current consumption in
return for less than 1 unit of future consumptihThus, it follows that, “[flor most of

us, [...] the question of whether time preferencpasitive, negative, or neutral will be

%8 See Pellengahr (1996, p. 11). Fetter's expositambe found in Fetter (1915, chapter 20).
* See Mises (1949, pp. 521 ff.).

% |bid. (p. 523)

®1 |bid. (p. 521)

62 Bshm-Bawerk (1921b, p. 318, see also p. 327).I8ityiFisher (1930, p. 36).

83 See Hillsmann (2002, pp. 79 f.).

% See Huerta de Soto (2009, p. 272, n. 9).

% Frank (2008, p. 158, emphasis erased)
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a matter of where we happen to be on our indiffezenap.?® Aside from the fact that
it is difficult to define 1 unit of consumption: making the concept of time preference
depend on the relative endowment of the decidinmgqmein the present and in the
future, theceteris paribuscondition is violated. As we are looking for aatebnship
between human action and the passing of time, wst igoore such endowment effects
and concentrate on the isolated time aspect. Térexethe point of view presented in
this paragraph is not dealt with in depths in gtigly.

The expression “preference” as used by the timéepece theorists indicates
that they think it is subject to huma&hoice This would imply that one could have a
preference for time or not, just as one can hageeterence for apples or not. But this
is not how Mises wants this term to be understddime preference is a categorial
requisite of human actioif’ It appears irall actions, and can therefore not be subject
to human discretion. And as time preference — egaaial requisite of human action —
manifests itself in the phenomenon of originaryeiast® originary interest is itself a
category of human actidi.According to Mises, it “is operative in any valioat of

external things and can never disappéar.”

3.2 Time preference and the logic of action

If Mises now went on to show that time preferencdeed was a “categorial
requisite” of human action, our only point would that the expression “preference” is
misleading. Apart from that, the relationship betweaction and time would be

clarified. Yet, he does not succeed in basing tmegerence in the logic of actidh.

%8 |pid.

" Mises (1949, p. 481, emphasis added)

% See ibid. (p. 521).

% See ibid. (p. 524).

Obid. (p. 524)

" His arguments also do not seem to be acceptedyen recognised, by other economists: “To our
knowledge no one has ever provided convincing exidethat there is in fact normally positive time
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First of all, despite his stand that “what praxgglasserts with regard to human
action in general istrictly valid without any exception for every act’ > Mises
admits the existence of actions that moeaffected by time preferenég.For example,
he mentions the miser who “denies himself even itildspensable minimum of
food.””* It should be noted that Mises has no problems thigH'normal” miser who “in
spending some of his means for a scanty livelihopafers some amount of
satisfaction in the nearer future to that in thenaeer future.“® This miser “does not
contradict the universal validity of time preferet€ as understood by Mises. However,
we are only concerned here with the special kinanifer mentioned above that he
considers as “extremé€.” It is of no help to call this behaviour a “pathgikal
withering away of vital energy’® in order to exclude it from the realm of humariact
Also the said miser does nothing else than to apphans to achieve his ends. By
considering this or similar examples, like suici@&as irrelevant for his theory, Mises
violates his own postulate according to which ‘§Jaltimate judgments of value and
the ultimate ends of human action are given for langl of scientific inquiry; they are

not open to any further analysf€ Elsewhere he even admits that

[tihe polar notions normal and perverse [...] canabelied biologically for
the distinction between those whose behavior pvesethe vital forces and
those whose behaviour is self-destructive; [...] Hogre in the frame of a

theoretical science of human action, there is wonréor such a distinctiof.

preference, or even specified an empirical testalokep of determining whether there is or not.”
(Olson/Bailey 1981, p. 1)

2 Mises (1962, p. 44, emphasis added)
3 See Hillsmann (2002, p. 80).

" Mises (1949, p. 487)

" |bid.

® Ibid.

" Ibid.

"% Ibid.

 bid.

8 |bid. (p. 21)

8 |bid. (pp. 95 f.)
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We refrain from asking what would happen to thexpadogical approach to economics
if one were to admit that there are exception$éortile that conscious human action is
the application of means to attain ends.

But, apart from the exceptions to time preferermeceded by Mises, how does

the argument itself stand up to closer scrutinyshigs the following:

The very act of gratifying a desire implies thaatgication at the present
instant is preferred to that at a later instantwi® consumes a nonperishable
good instead of postponing consumption for an imief later moment
thereby reveals a higher valuation of present featisn as compared with
later satisfaction. If he were not to prefer satitibn in a nearer period of the
future to that in a remoter period, he would nesensume and so satisfy
wants. He would always accumulate, he would nesasgeme and enjoy. He
would not consume today, but he would not conswn®trow either, as the

morrow would confront him with the same alternafite

Thus, the working of time preference can be seehdrfact that man does not postpone
consumption to eternity & physiological necessity to survivdlhe same point of view
can be found already in Frank Fetter and Fi@nkzel, both of whom Mises explicifly
follows. According to Frank Fetter “[i]t is not rahal (or even possible) to provide for
the future until a certain minimum provision, ase is made for the present.” For him,
the reason for time preference, i.e., “[t{jhe impuls seek immediate gratification,” is
rooted “deep in man’s biologic natur®And FranzCuhel writes that “men would be
in the same dilemma as Buridan’s ass,” tleey could never consuméf the future

subjective utility [Verwendungsbegehren] of a sfpecindivisible good caused the

8 |bid (p. 481)
8 See Mises (1940, pp. 443 f.).
8 The quotes can be found in Fetter (1915, pp. 939 f
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same desire [Verwendungsegenz] in them as thermireabjective utility of the same
good.”® Thus the desire for the present utiliysE® be greater than the desire for the
future one. A similar thought is uttered by Richaooh Strigl in 1923: “The existential
physiological needs musecessarilyappear on the individual value scafé.”

From a physiological or biological standpoint, tlagument cannot be
challenged. Yet, Mises maintains something in aolditHe claims that time preference
is not only prevalent in “situations in which bdife in the strict sense of the term is at

stake.®® Instead, we

must conceive that consumption and enjoyment of king presuppose a
preference for present satisfaction to later sattefn. The knowledge
provided by this insight fagxceeds the orbit for which the physiological facts
concerned provide explanatioh refers toevery kind of want-satisfactipnot

only to the satisfaction of the vital necessitiesere survivaf®

But “every kind of want-satisfaction” isot necessarilyhe object of human actioh.is

a matter of choicewhether one wants to consume more than the plogsoall
minimum or not. In no way can it be said to be atégorial requisite of human action.”

What is more, even the consumption that is essdotiasurvival is not forced

on us by praxeological laws. First of all, there aot always enough consumers’ goods
available to survive. Does this mean that a pens@uch a situation does not act (until
he dies)? Second, and more important, there erttatways have existed men who
value specific things more than their own survivlilsmann mentions warriors and

martyrs’° It must be added that even Mises accepts thist m&ewhere and in a

8 Cuhel (1907, p. 304)

% see ibid.

8 Strigl (1923, p. 112, emphasis added)
8 Mises (1949, p. 484)

8 |bid., emphasis added.

% See Hillsmann (2002, p. 80).
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slightly different context. For the Christian magyhe says, “martyrdom appeared the
means to attain an end which in the martyr's opinwarranted supreme and
everlasting happines€Also in his opinion, thereforethe will to consume even the
minimum is not fixed in man by some praxeologiaal. He only forgets about this in
his treatment of time preference. For illustratmnposes, the argument can be applied
to the case of breathing. Man has to breathe wav&irNobody would deny that. But it
is notthe logic of action that forces us to breathe.

Before we go on to examine further details of tingetpreference theory, one
possible counter-argument to our analysis shatlibeussed. Proponents of the concept
of time preference might argue that they couldlg&siplain the mentioned examples —
the extreme miser, the warriors, and the martywathin their theoretical framework.
The miser, they might content, does not at allydetsmsumption to eternity. Instead, he
doesconsume. Only that for him consumption does nosst in eating, drinking, and
an easy life, but in frugality and the sensatiomafger. Similar arguments can also be
brought forward for the martyrs and warriors. Wtiegy do could be said to constitute
consumption for them. Thus, even these extreme pbesmcould be said not to
contradict time preference. The persons in quesiso prefer present consumption,
that is, present hunger and present self-sacrifickiture consumptioff

Yet, this argument is irreconcilable with the tipreference theory itself. For it
gives up the distinction between present and fufpoads. If the saving of the miser is
interpreted as an act of consumption, any act easobEverything one doeswust be
called consumption because, apparently, waetsto do it. Someone who saves an
apple for next month does rediveat all. Instead, heonsumesHe prefers the apple in
his fruit bowl to the enjoyment of eating it righow. Hence, the decision whether to

eat the apple is not a decision between a presstt gnd a future good. It is rather a

1 Mises ([1957] 2007, pp. 13 f.)
92 professor Thorsten Polleit has drawn my attertticthis argument.
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decision between a present good on the one handtirgethe apple — and a
combinationof a present goodnd a future good on the other. This is so becaus®in
eating the apple one obtains not only a future getite eating of the apple next month
— but also a present good the enjoyment of savingf every act constitutes
consumption, there is no pure future good anymbeg tould be traded off against
present goodsEvery sacrifice of a good in order to obtain aufatgood would be a
consumable present good, too, and would have tadoed tothe future good, not
traded off againsit. The term “time preference” would lose its miegn

To return to our main argument. We have found ithata matter of preferences,
of choice, whether we want to consume or iothe formulation that Mises gave to it,
time preference is a matter of choice and not adéwaction.This fact is often clouded
when the time preference theory is exposed in maeewys. The example Mises
chooses to illustrate his argument is a case intpble compares 100 dollars today
with 104 dollars next year, the former being thesent good, the latter the future Se.
First of all, Mises’s example implies that he retgat00 dollars today as the same good
as 100 dollars next year merely because they aysiqatly identica® As Hillsmann
remarks, this view “confuses the physical aspedhwofgs with the economic (value)
aspect.” What is also importantnoney is a non-perishable gootD0 dollars today
imply the possibility of having 100 dollars nextaye All one has to do is to keep the
100 dollars under the pillow. By having 100 dollasslay one has the possibility to
choose whether to use them today or next year tldiads, of course, more valuable
ceteris paribughan only being able to use them next year. Thibe case for all non-
perishable goods and has nothing to do with tinefepence. The good “100 dollars

next year” is a subset of the good “100 dollarsatgtthe latter, therefore, being valued

% See Mises (1949, p. 483).
% See Hilsmann (2002, p. 81).
% |bid.
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higher than the former. To construct a fitting ex¢éerMises should have given the man
the choice between “100 dollars today but not nedr” and “104 dollars tomorrow
but not today.”

The same flaws can be found in Rothbard’s expasitiothe pure (= originary)
rate of interest. He states that, “[b]Jecause ofuhiersal fact of time preference, a
particular good is worth more at present than & gresent prospect of its becoming
available as a present good at some time in theett® Rothbard here utters the same
deterministic view on time preference that wasiaséd above. Furthermore, he
explicitly says that “it is thsamesatisfaction (or “good”) that is being compared rove
the periods of time* So Rothbard as well confuses the physical withebenomic
aspect? Lastly, he introduces money as being “for the timarket as well as for other
markets [...]the present good, anthe future goodsre present expectations of the
future acquisition of money’® We have shown already that the fact that presemnem
is valued higher does not follow from this thedoyt simply from its non-perishable
character.

It might be objected that “even money cannot beestavithout cost*°and
that, therefore, even money interest may becomatived® This is, of course, true.
Likewise, if money consisted in a perishable gomdegative rate of money interest

would also be easily imaginable. However, | conedlve storage costs to be of minor

% Rothbard ([1962] 2004, pp. 375 f., emphasis efased

" Ibid. (p. 15, n. 15, emphasis by Rothbard)

% See Hiilsman(2002, p. 81). On this point, see also Hayek (194418):

It was only because they [Béhm-Bawerk and his fe#ics] had assumed that constant tastes implied that
equal quantities of a commodity at two dates oughtave the same marginal utility to a person at a
particular moment that they had to introduce a ighegplanation as to why this was in fact not ¢thse.

In the particular form in which they gave it, thekplanation has little meaning. It implies a congzn
between the present (absolute) utility of a futooenmodity and its future (absolute) utility whick i
regarded as its true utility. Such a comparisorsdus arise in any act of choice, since by the neatd
things it is impossible to contemplate anythinga¢ and the same time both from the standpoirtief t
present and from the standpoint of the future.

% Rothbard ([1962] 2004, p. 376, emphasis changed)
190 stigler (1946, p. 213)
191 See Pellengahr (1996, p. 20).
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importance. After all, small amounts of money cansbored nearly without costs, and
large amounts of money are usually not stored ldnitout. It is hard to imagine that
storage costs could gain significant importance.

After what has been said, Hilsmann is correct ilnggMises’s explanation of
time-preference “the consumption theory of timefgmence.”®? It is based on the
observation that people consume, which is an eagbior historical fact, but not a
praxeological law.

The essence of this point is that time preferenaenct be found in the
relationship between different ends in mere hunmavice, like between consumption
today and consumption tomorrow. As we have seamgtls no order of ends fixed in
the value scales of individuals that forces therocilesume at all in order to survive, i.e.,
that forces them to prefer present ends to futaesoWe are here in an area open to
human discretion. Timpreferencetherefore, does not explain the relationship betwee
time and action. It is not the cause of originarterest because it does not necessarily
exist, at least in the way as it has been presdmyeldudwig von Mises. Seeing this
shortcoming, Professor Hilsmati looks for originary interest directly in the
relationship between ends and meansiri.the logic of action itselinot in the concrete

content of human preferences and choices.

192 Hillsmann (2002, p. 79). Professor Gunning (20083) is searching “in vain” for corresponding
textual evidence. However, the passage by Misdsrhself quotes seems to contain support enough for
this interpretation.

103 See Hilsmann (2002).
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4. Originary interest as value-spread between mearand ends

In the last section, it was shown that Mises is omtrect in regarding the
phenomenorhe called “time preference” as a necessity of theclagf action. In
consequence, also his theory of originary intezashot be said to be praxeological. He
does not succeed in bringing the passing of tintetha logic of action together. In his
paper, Professor Hilsmann tries to develop a pyyedyeological theory of interest
without accounting for time preference as a fundaalecause of originary interest. For
him, originary interest is to be found in the vakmead between the means and the
ends of human actionsOtiginary interest is the fundamental spread betwée value
of an end and the value of the means that serettain this end'°* As reason for the

fundamental value spread he mentions the fact

that the purpose of employing a means can onlylstain the end. The end
is what really counts for the acting person, wheréee means is merely the
thing or the action that is in between his presgsie of affairs and the state of
affairs in which his end is realized. [...]

[Nt follows from this fact that, by their very nat, ends have, in the eyes of

the acting person, a higher value than the correipg means®

In the following five pages, Hilsmann explains whis fundamental value spread has
been ignored so faf° His main point is that “it did not square with mstream views
on value and value imputatioh”® According to him, also most Austrian economists,

following the lead of Carl Mengéf® have explicitly or implicitly assumed that the

1%%1pid. (p. 87, emphasis by Hiillsmann)
195 pid. (pp. 86 f.)

1% gee ibid. (pp. 88-92).

197 |bid. (p. 88)

1% See Menger (1968).
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value of the ends “is fully imputed on the meatf8thereby not leaving any value
spread that could explain the existence of origimaterest.

By claiming this, Professor Hiulsmann does not kptdlo justice to these
authors. It is true, even Mises declares that tthlee attached to a productagqualto
the value of the total complex of complementanydes of production*° But it is too
much to say, in reference to this statement, “tMaes, at least occasionally, did
champion value imputation and that he thereforéebedl there was no value spread
between means and end$™For Hilsmann neglects a very important part of the
sentence he himself quotes. Mises only holds thisakty between means and ends
“due allowance being made for time preferendéWe see that Mises actually pays
attention to the value spread between means aral €hts can be seen even better in

the following passage:

The prices of consumers’ goods are by the interpfape forces operating on
the market apportioned to the various complementaeiors cooperating in
their production. As the consumers’ goods are mrtegeods, while the factors
of production are means for the production of fatgoods, and as present
goods are valued higher than future goods of theedand and quantity, the
sum thus apportioned, even in the imaginary coostmu of the evenly
rotating economy, falls behind the present pricethef consumers’ goods

concerned. This difference is the originary intet&$

The difference between Mises and Hilsmann is thusecdo which they assign the
spread between means and ends. Mises thinks thattlse is time preference, the fact

that “present goods are valued higher than futocelg of the same kind and quantity.”

199 Hillsmann (2002, p. 89).

10 Mises (1949, p. 332, emphasis added)
2 Hilsmann (2002, p. 89)

M2 Mises (1949, p. 332)

113 bid. (p. 521)
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For him, this relationship is fundamental. Hilsmahimks that the spread between
means and ends is fundamental and independent tifrie factor.

If originary interest is defined, according to Rrsdor Hilsmann, as the value-
spread between means and ends, two things aretialgereeded as given (or at least
determinable). These are the value of the meanghendalue of the ends. This is the
weak spot of Hilsmann’s theory of interest. Thebfgm with his argument is the lack
of an explanation of how the value of the meanddsved. Without the latter one
cannot say anything about the nature of the vghneasl between means and ends. In
addition, when originary interest is to be faedamentalvalue spread between means
and ends, it is necessary that the value of thensisadetermined in a way independent
of originary interest. It would be a logical cirdie explain the value of the means as
depending on originary interest, and then declaaédriginary interest depends, next to
the value of the ends, on the value of the mean®, Milsmann himself provides the

following explanation as to the value of the means:

If a means is ever chosen, then the only purpogki®ichoice is to attain the
end it serves. The very nature of a means imphasit is not sought for its

own sake*

Thus the value of the means depends on the valtleea#nd it serves. It is not valued
for its own sake. In consequence, before the fumddah value spread between means
and ends can be explained, first of all the valulh® means has to be derived. And this
can only be done by the help of (1) the value eféhd, and (2) something in addition.

Behind this ‘something in addition’ “lurks implitjt the rate of interest itself“*

4 Hilsmann (2002, p. 87)
115 Fisher (1930, p. 55)
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Hulsmann is trapped in a logical circle. He doesprovide for an explanation of the
value of the means that does not presuppose ongimizrest.

Yet, Professor Hllsmann’s attempt to explain oagyninterest praxeologically
does not therefore have to be dismissed. His aatigf Mises’s explanation of time
preference as the source of originary interest mesnaalid. Time preference as the
reason of a value-spread between different enésé€pt and future ones) is a historical,
not a theoretical explanation. The explanatiorolfinary interest has rather to be
looked for in the logic of action itself, and tihéswhat Hilsmann has done. But, as was
shown above, also in his theory the means derise ¥ialue from the ends they serve in
combination with an already existing originary m&&. Contrary to his opinion, the
value-spread between them is not self-explanatdhe value-difference between

means and ends musit be seen as explanans, but as an explanandum.
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5. Costs and revenues

5.1 The economic aspects of action in the passinigtione

Both theories so far presented contain each a foedtal truth. The time
preference theory looks for the relationship betwie an action in the relationship
between two goods that are both valued independesitieach other. a present
consumers’ good on the one hand, and a future coersti good on the other. However,
it is deterministic. It does not try to find theng aspect in théogic of action but in
concrete choicesProfessor Hilsmann’s theory has it the other veayd. It correctly
looks for originary interest in action, but doest monsider that the value spread
between means and ends is not fundamental butgpeses originary interest.

If there should happen to exist a fundamental vaparead in human action over
time, it must be found between two goods that ataed independently of each other.
The value of the means employed cannot therefotaken as part of the explanation.
Man does not compare the means with the ends andothly acts in so far as the ends
seem more valuable to him than the means he hgigsdaip. That one needs the means
A, B, and C in order to produce the consumers’ goada technical, not an economic
problem™® In order to become a economic one, there has totfaele-offbetween the
means and the ertd’ To employ the means, e.g. exchanging them, deésgdliem in
production etc., however, does not mean to saerifiem. There is no trade-off. It is
the way they fulfil their destiny*® Theyhaveto be employed this way, they have to be
used up — it is part of theiechnicalfunction in production. Otherwise, their existence
is good for nothing. To be true alternatives, tipians the acting person faces must
both be directly valuable to him. The problem tbamstitutes the subject matter of the

following sections is to find these true alternasivthat are both valuable to the acting

116 See Plenge (1964, pp. 123 f.) and Liefmann (192339).
117 See Liefmann (1923, p. 334).
118 Similarly Liefmann (1923, p. 557).
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person, and also to find the reason for the sugpbwakie spread over time between
these two. It igherethat the reason for originary interest, if it slibbhappen to exist,
has to be looked forbetween something foregone in the present and borget
obtained in return in the futuré.e. between what is given up in the presentvanal is

obtained for it in the future.

5.2 Opportunity costs
5.2.1 Opportunity costs as the conventional notioaf costs

When it comes to trade-offs and sacrifices, ecostsmusually think of
opportunity cost$'® To understand the term “opportunity costs” onetoaske a short
look at value theory.

According to economic theory, value is not attachedjoods in an absolute
sense. In the eyes of an acting person a good rith wdhermoreor lessthan another
good. The person ranks the goods, but he doesrdsune their value. Value is rather
an ordinal or relative concept. It is &ifateral relationship involving one individual

and two economic goods-2

A judgment of value does not measure, it arrangea scale of degrees, it
grades. It is expressive of an order of prefereand sequence, but not
expressive of measure and weight. Only the ordinaibers can be applied to
it, but not the cardinal numbel<s.

We recognise value only in human behaviour, i.benvsomeone prefers alternative A

to alternative B#? In this way this person demonstrdféshat he values A higher than

119 See Pasour (1978, p. 327).

120 Hijlsmann (2003, p. xxxvi, emphasis by Hiilsmann)

121 Mises (1949, p. 97)

122 Mises (1933, p. 139)

123 For more on the concept of “demonstrated preterghsee Rothbard (1997, p. 212).
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B. He assigns, so to speak, to each alternativenk on his individual value scale.
Opportunity cost now, “is the evaluation placed on the most higiyued of the
rejected alternatives or opportuniti¢é*In our case the opportunity costs consist in the
abandonment of the alternative B.

For most economists, the term opportunity cosegigsivalent to the seemingly
more general term costs. Says Mises: “Costs araldquthe value attached to the
satisfaction which one must forego in order toiatthe end aimed at* He could
have said shortly: “The theory of costs [...] is adhy of opportunity costs:?® If one
is allowed to draw conclusions concerning the pm@dant opinion from the practice
of current textbooks, this latter sentence seentgetwidely accepted. As an example,
we quote the textbook of which the Nobel lauredt@@98 is one author. It says that

“in the end, all costs are opportunity costs.”

5.2.2 The position in time of the alternatives anthe discounting process

The opportunity costs concept does not seem tqbedelp us in our search
for a necessary relationship between action angd#ssing of time. It cannot explain
originary interest as a value spread between songethf value foregone today and
something of value obtained in exchange in theréuthis is the case because the
opportunity cost theory does not incorporate thtuémce of time. Both of the two
alternatives A and B, not only the option A thatl®sen, may well lie in the future. To
give an example, our actor might have to chose éatvemploying his labour and his
tools in building a boat or in building a hut. Batptions can only be obtained after a
considerable lapse of timBreferring one to the other does not tell us amyghabout

the valuation of differences in timBoth options lie in the future.

124 Bchanan (2008, p. 198, emphasis erased). Se@hildioy (1946, p. 33) and Coase (1968, p. 118).
125 Mises (1949, p. 97). Similar Kirzner (1963, p. 184

126 Knight (1935c, p. 40). See also Thaler (1980.4). 4

127 Krugman/Wells (2009, p. 7). See also Mankiw (208gt,5 f., 51 f.).
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This objection might be answered by the followimguement. Yes, it is true, the
alternative forgone might well lie far in the fugurjust like the one chosen. But this
does not matter when it comes to decide betweetwheWhat matters is thgresent
valueof each alternative. All that is needed to know pinesent value of an alternative
is “(1) some idea of the value of the future betsafihich that article will yield, and (2)
some idea of the rate of interest by which theseréuvalues may be translated into
present values by discountintf®In other words, by discounting its future value ges
an idea of the present worth of an alternative.Sikeply derive its present value. And,
in reality, what investors do when they have toideebetween two or more alternatives
of investment is to compare their present vaf@es.

This argument has some merits. It cannot be dehegdthe present value plays
a prominent role when it comes to decide betweenakernatives. But it does not help
us in our search for the relationship between aditd the passing of time. For now we
have calculated thpresentvalue ofboth options. When there should happen to be a
value spread between the two, it does not say wvihiag about its relationship to the
passing of time. They are bgbhesentvalues. Any differences in value in the course of
time, however, can only “be understood if the catio@ of two production-periods
[...], and not the concept of equilibrium of one pekiis taken into consideratiof®

Furthermore, the present value of the options dussfall from heaven. It
presupposes a known rate of interest. Yet, it ihérelationship between present and
future goods that originary interest, if it existsiist be found. That is exactly what we
are looking for and we cannot presuppose a raiatefest right from the beginning.
And even if we could accept the way the presenievad derived at, there is another,

more general problem with opportunity costs thdk lma dealt with in the next section.

128 Fisher (1930, p. 15)
129 5ee e.g. Ross/Westerfield/Jaffe (2005, pp. 60 ff.)
130 Dorp (1937, p. 5)
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5.2.3 Opportunity cost — a matter of choice, not cdiction

The opportunity cost concept does not allow for thelusion of time.
Opportunity costs, in other words, are not a matfeaction but ofchoice Not only
James Buchanan stresses the close relationshigérwtoice and opportunity cdst.
Also G. F. Thirlby, who published a lot on the cpsbblem, writes: “Bydecidingto
take the preferred course, he [any person] indwesbst — he displaces the alternative
opportunity.®*? According to this opinion, costs appear at poént of timewhen the
decision is made and then loose all of their “digance [...] because the decision
displaces the alternative course of actibii.However, it seems to be problematical to
link cost to choiceDecisions are not bound up with cost® illustrate this hazardous
statement, let's have a look at an example.

Small gifts will best maintain friendship. So let suppose the friends X and Y
are on a trip in the mountains. X has two applekitnbag. Y loves apples, but has
forgotten to pack one. During the first break Xmis Y to take one of the apples.
Well, great deal for Y one would say! However, tgriook different if one accounts
for opportunity cost. As soon as Y takes one oftiie apples, he abstains from taking
the other one. If we assume, for simplicity, tha¢ two apples are alike, then the
disadvantage in this decision is just as greabh@astvantage. According to opportunity
cost theory, Y is not better off at all although les received an apple for free. His
decision for one of them costs him the other one.

It is interesting to see that the story would rotally different if X had not
offered Y totakeone of the apples, but if he hgidenhim one. In this case, Y does not
have any opportunity costs. Those only appear wieehas tahooselike he had to in

the first example. From this point of view, as alé@orge Reisman notes, the

131 Buchanan (2008, p. 198)

132 Thirlby (1946, p. 33, emphasis added. Similarlypo34 and in 1960, p. 149). See also Robbins (1934
p. 2), Knight (1935c, p. 28), Knight (1928, pp. 384 and Buchanan ([1969] 1999, pp. 3 ff.).

133 Thirlby (1946, p. 34)
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possibility to choose between several alternativagpossibility that one would think to
be beneficial from the point of view of the persdosing — appears to be something
bad, even destructivé’ The best that could happen to anyone would beat@ mo
freedom of choice. No opportunity cost means — fribr@ point of view of most
economists — no cost at all.

The reason why the opportunity cost doctrine ldadaich perverse conclusions
seems to be its neglect of the role of propertyly@inen | dispose of something, | can
give it away exchange it against something else. “[N]o exckanighout property
It is different when | have te@hoosebetween two alternatives. In order to make a
decision | do not have to own anything that | tlggve up because of the decision —
remember only the apple example. Lionel Robbinsjrfstance, does not draw the line
between decisions and the giving up of one’s pitypéfter he correctly states that
“[i]n the theory of exchange [...] costs reflect th@lue of the things surrendered,” he
adds that “in the theory of production they [costd]lect also the value of alternative
uses of productive factors — that is, of productsctv do not come into existence
because existing products are preferréd“Things surrendered” indeed are a sacrifice
and can be called costs. The same does not hofdlfernative uses.”

Notwithstanding the numerous statements to theraoft’ the actual sacrifice
of a good (= cost) is not part of the notion oficko Costs only appear when one has to
give something away, which happens in action, nothoice. In action, property is
necessary¢ As Mises states, “[a]ction always is essentiaiig €xchange of one state

of affairs for another state of affairé® In the end, so to speak, “all action is

134 See Reisman (1998, pp. 460 f.).

135 Linhardt (1963, p. 232), also Liefmann (1923, 25

136 Robbins (1934, p. 2)

137 See e.g. Thirlby (1946, p. 41), Buchanan ([196399, pp. 8, 41), Baxter/Oxenfeldt (1968, p. 295),
Kirzner (1963, p. 145), similarly Robbins (1934 5).

138 See Fisher (1897a, p. 211).

139 Mises (1949, p. 195)

42



exchange.™*® Of course, choices may lead to costs, but onlhéf choices lead to
action or exchange, i.e. tigeving up“of one state of affairs.”

The role of opportunity costs is to remind us & fact that we have to choose
between several alternatives and to help us to tiedright decision. “[D]isplaced
opportunities are vital in making a business deaisihich might indeed be defined as
the process of selecting among alternativésGeorge Reisman is of the opinion that it
is not even necessary to introduce the term “oppdst cost” in order to express this
thought. “The doctrine of opportunity cost is neguired for ascertaining how one
might do better. Its sole contribution is obfuseatinot perception**? The opportunity
cost theory creates costs where they do not existdecisions — and neglects costs
when they actually arise — in action. That is whgannot be of help in describing

human behaviour in relation to the course of time.

5.3 Costs as consumption sacrifice
5.3.1 The sacrifice of potential consumption

The rest of chapter 5 contains my own stance orptbkblem in question. We
have seen that other authors do not make the reggedistinction between choice and
action. When it comes to action, as opposed tocehdboth the opportunity cost
concept and the time preference theory cannot peedp To repeat, they are both a
matter of choice, and in choice no costs arisenasdoes not have to sacrifice anything.
We have to look somewhere else in order to findtwaacrificed in the present in
order to obtain a good in the future, that is, iden to get to understand the relationship
between the economic aspects of action and théngasistime. The theory that follows

is not new in every detail. A lot of the individuaiguments are laid down in the works

190 Rothbard ([1962] 2004, p. 84)
141 Baxter/Oxenfeldt (1968, p. 294)
142 Reisman (1998, p. 460)
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of other authors. What | will do is to collect tkemrguments and put them together in a
systematic way. Most notably, the whole problem wiintinuouslybe regarded as a
matter of the logic ofction not of choice In this, the subsequent discussion differs
from the writings of the economists who have |&id hecessary groundwork.

What we need to do now is to have a closer lodk@afundamentals of human
action. When humans act they apply means to olgais'** We have seen in the
discussion of Professor Hilsmann's theory of intetbst means are not valued
independently of the ends they serve. Thereforesehmeans cannot represent the
present sacrifice in action that we are looking fut, one will say, if the means one
employs in action do not represent a sacrificehése a cost at all? Are action and
production — we use both terms synonymotféky costless? Of course not. However,
when man wants to obtain an end in the future feetbaemploy not only means of
production like labour and instruments, but alsmsthing in addition. Between the
setting in of any action and the attainment of ¢éimel sought there always elapses a
fraction of time™*° This time could well have been used to enjoy teidtf If one uses
this time to attain another end instead, one seesfthe present enjoyment of
leisure!*’ Time is available for every free man and not eimjgyit as present leisure
time definitely can be called a sacrifice — if wesame leisure to be a consumers’

good*®

If leisure was not a consumers’ good its employimerattaining future ends
would not be a sacrifice. The relationship betwggemployment and the aspired ends
would become a metechnicalone.Costs only arise whenever one has to abstain from

consumption in order to attain one’s erichis does not only hold for leisure time, but

193 See Rothbard ([1962] 2004, p. 4).

144 See e.qg. Fillieule (2010, pp. 89 f.).

195 See Mises (1949, p. 476).

196 See Kirzner (1963, p. 145).

147 See Salin (1990, p. 16).

148 According to Rothbard ([1962] 2004, p. 43), leisean generally be considered as a consumers’ good.
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for all sorts of consumers’ goods that cannot besumed because of other ends
pursued in action.

Consumers’ goods are the sacrifice that we arengdior. In contrast to means
or producers’ goods, they are valued by the acten éthey are not employed to attain
different ends. That is why the actor considersntlas consumers’ goods, i.e., as ends
themselves. And not consuming them because ofctiisnag is a sacrifice. Without this
action they could have been consumed.

Notice that we do not try to make costs “objectjveleterminable **° This
point has been raised against other theories thbt accept “real” costs>® The
adherents of opportunity costs maintain that thleseries lack the understanding of the
fact that costs can only be felt by the persondiegiand therefore are a subjective
phenomenon: ,If however it is looked on as a chdietween alternatives, it too
becomes subjective and hard to weidH. After all, “[c]osts are a phenomenon of
valuation,“ and not “a real thing® This critique does not affect our notion of costs.
The sacrifice of a consumers’ good is also subjeltifelt. We do not claim to be able
to measure the size of the sacrifice. It igsgchic magnitudéhat is connected to the
consumers’ good that is given away. At this, wisaand what isn’t a consumers’ good
is determined by the acting person. Its psychiaattar is whaunitesour notion of
costs with the opportunity costs conc&ptTheydiffer in the fact that opportunity costs
are only anmaginedsacrifice, whereas what we call real costs agtusla sacrifice.
For the former, the property of the deciding perptays no role, for the latter the

property of the acting person is a preconditioncimsts to arise.

149Buchanan ([1969], 1999, p. 24)

130 Bychanan ([1969] 1999) especially thinks of thasslics (pp. 37 ff.) and welfare economics (p. 49).
151 Baxter/Oxfeldt (1968, p. 307), see also Thirlb94a, p. 33).

152 Mises (1949, p. 393)

133 See Rothbard ([1962], 2004, p. 104).
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5.3.2 The spread between costs and revenues

We come to the conclusion that, in evaluating huraation, two things are
essential. On the one hand the consumers’ gootl®tigawants to attain in the future,
on the other hand the consumers’ goods that on¢ohsacrifice on the way towards
this end. Now, in order to interrelate these twithv@ach other, we have to draw on an
aspect of human action which is commonly accepieddonomists. It says that people
only act in so far as they think to improve thatuation. “[A]ll acting is invariably
induced by one motive only, viz., to substituteaesthat suits the actor better for the
state that would prevail in the absence of thisoact>* Or more succinctly: “The
objective of all human action is to produce valt@.It is not difficult to apply this
insight to the problem at hand. By acting a perdemonstrates that he values the
aspired consumers’ goods more than the consumeosisghe sacrifices. In the words
of Huerta de Soto: “The actor is only willing tocsiéice his immediate consumption
[...] if he thinks that by doing so he will achieveais he values moré? In the
present work, the termostwill be used in the sense employed here, as ttréisa of
consumption. It must always be remembered thatat psychic magnitude. It is called
“real” because it is opposed to the opportunitytsdisat are only “fictional” costs. The
utility derived from consumers’ goods attained vk calledrevenues In the end,
therefore, revenues are also alwggychic revenueS’ The difference between the

psychic revenue and the psychic costs is caiahic profit->®

15 Mises (1962, p. 77), also Rothbard ([1962] 2004,9).

1% galin (1991, p. 10)

%6 Huerta de Soto (2009, p. 276), similarly Kellergger(1916, p. 92).
157 See Rothbard ([1962], 2004, pp. 71 f.).

18 See ibid (p. 20).
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action

sacrifice of > consumers’
consumers’ goods
goods P psychic profit R (revenue)
(costs) h (value spread)
time

v

Figure 1: Value spread in human action

It seems necessary to mention that the consumeosisgin question are not, as
in the time preference theory presented in se@ian“of the same kind and quantity.”
The analysis holds true also for someone who seesiten apples of high quality today
in order to get one apple of low quality next momrthk long as this person acts this way

we know that, to him, the bad apple tomorrow isttvonore than the ten apples today.

5.3.3 Originary interest and the prices of the measof production

We are now able to explain the phenomenon of aigimnterest by means of
the logic of action. To recall, originary interestthe price spread between the factors
of production and the consumers’ goods they prod@eefirst sight, the factors are
only of technicalimportance. In order to build a house, one neeasdwbricks, three
hundred hours of labour, eteconomically these producers’ goods concern the acting
person only in so far as he has to sacrifice coessingoods, i.e., incur psychic costs,
in order to employ them. For example, if he hawook himself, he has to abstain from
enjoying leisure. If he also employs other produttfactors, be it labour services of
other people, capital goods, or land, he probab$/tb pay grice for them.This price
is what he has to trade off against the good hetsvemobtain, not the paid services or
goods themselveH.the price he has to pay should happen to haveatue to him as a

consumers’ good, we are back to a technical reiship between means and ends. In
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this case he has to pay the price, yes, but soahakes not cost him anything. An
economic relationship would only be at hand if heergually has to sacrifice a
consumers’ gooth order to obtain the good constituting the piicéne first place. The
important relationship is the one between costsramdnues, and not between means
and ends. And costs mean consumption sacrificgood that is available without a
consumption sacrifice is not an economic goGuhe does not have to abstain from
anything in order to get hold of it — no economgsis necessary.

The price of a means of producticeflectsthe consumption sacrifice that was
necessary to obtain it. Thus the value spreadwieabave discovered in human action
between sacrificed and obtained consumers’ goaels psychic profit, is transferred to
the relationship between the price of the meanstlaadttained end. By giving away a
consumers’ good in order to get a means of prodactn actor demonstrates that the
end this means serves is worth more to him tharctimsumers’ good he has given
away. In other words: in human action, the futusesumers’ good is valued higher
than the price of the means.

This relationship can be illustrated in an extengdedion of Figure 1:

action . :
means fecti : hic consumers
< Feflection of psychic good
I sacrifice/price/cost
psychic profit
consumers’
good
time

Figure 2: Value spread between the price of the means anehithe
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From the logic of action results our knowledgelté vvalue spread between the
consumers’ good sacrificed today and the consunggyst attained in return in the
future. We know that this spread exists at leashémind of the acting person, as the
latter would not act if it didn't exist. This valspread is, however, not the originary

interest that we are looking for. It is merely psigcprofit.

The difference between the value of the price [thd costs incurred) and
that of the goal attained is called gain or prafitnet yield. Profit in this
primary sense is purely subjective, it is an inseean the acting man's

happiness, it is a psychical phenomenon that caneither measured nor
e

weighe
In some areas it will be much more advantageousctahan in others. The psychic
profit will differ from person to person and fromten to action. In a market economy,
however, where all goods are traded on marketcamgbetition prevails, entrepreneurs
are “intent upon profiting by taking advantage dfedences in prices*°in our case
between the costs and the resulting revenues. “Dogywhere and when they deem
prices too low, and they sell where and when ttegmiprices too hight®* In this way,
the price spread between the costs and the revames at will diminish until, in the
final state of rest, it nearly disappe&tsThe spread that remains, notwithstanding the
competition, we call originary interest. Originangerest is reflected in the relationship

between the price of the means and the end in gleaguilibrium.

%9 Mises (1949, p. 97). We fully agree with this staent, as far as it goes. The reader should keep in
mind, however, that Mises generally has a differestion of cost in mind, i.e., opportunity cost.
160 ||
Ibid (p. 325)
1oL Ipid.
1°2 See ibid (p. 331).
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action - )
means : . > consumers
<reflection of originary good
interest
I sacrifice/price/cost
psychic profit in
consumers’ equilibrium
good (originary interest)
time

Figure 3: Originary interest as the price spread in thel fstae of rest

We have therewith traced back the originary intetesan underlying value
spread between two goods that are both valuedhéir dwn sake.

Of course, as we have not yet introduced monay,ithpossible to express the
difference between costs and revenues in any mgfahinumbers:®® When costs
consist in leisure time and the revenue in applescannot tell anything about the size
of the “profit,” or, in the final state of rest, @it originary interest. “Originary interest

184 and it can therefore not be measured.

is a value gain because it iaychicprofit,
To express this spread in numbers it is necessargdsts and revenues to have a
common denominator, for example money prices. Haneeven without such a

denominator we know that originary interest musttliere as long as people act and

produce.

163 See Liefmann (1925, p. 147).
%4 Dorp (1932, p. 255, emphasis added)

50



5.4 Originary interest and the time span between @&s and revenues
5.4.1 The passing of time

In the last sections, we have found a relationsleifpveen time and action. On
the one hand, costs precede revenues, and onhitehand, the acting persons expect
the revenues to be worth more to them than thes c@éth these results, we were able
to explain the reason for the existence of originaterest. However, another aspect of
originary interest that is related to the passihgyroe has been neglected so far. Any
theory of originary interest has to account for faet “that interest can never be
calculated otherwise than with the formula capitalltiplied by time multiplied by
interest rate. Therefore, also the emergence efdat as costs of the capital-using
production must somehow have something to do witk.t*®® In other wordswhy is it
that the price spread between costs and revenuesnies the larger the longer the
time span between the two becomes?

If one is to look for the reason of thmate of originary interest, the fact that
every actor aims at the improvement of his situmbg getting a surplus of his revenue
over his costs does not suffice. It is impossildeekplain with the help of this
proposition why interest payments increase wittetiffhe interest rate is calculated as
percentper annumlf the interest rate is somehow to be explaingdrginary interest,
an analogous interrelation must be shown to exi¢hé latter as well, i.e., an increase
of originary interest with the passing of time. t@rms of Professor Hilsmann’s
terminology, this theory would have to explain wimg value-spread between means
and ends grows the larger the longer gets the gebetween the two. In our
terminology it would have to explain why psychiofit, i.e., the subjectively felt value
spread between costs and revenue, grows the lHrgdonger the action endures. If

such an interrelation between the passing of tinteaation could be deduced, the basis

185 Strigl (1935, p. 210)
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for the explanation would have been found as to wmhgrest rates are calculated per
annum, i.e., per period of time.

Traces of such a theory can be found in the wofls®me Austrian economists.
It is important to realise that the time preferenbeory of interest is not always
expounded entirely homogeneously. Rothbard andtBlwer Soto do not consequently
define time preference as a value-spread betwedn an different points of time.
Instead, according to Rothbard, “with agiwen endto be attained, the shorter the
period of action, i.e., production, the more prabde for the actofThis is the universal
fact of time preferencg...] The less waiting timehe more preferable it is for hini®
Now, in the end, this slightly different formulatiodoes not change the general
argument of these authors at all. Its implicatiooth authors seem to think, is just the
same as Mises’s notion of time preference critttiabove. Says Professor Huerta de
Soto: “[T]o put it even more briefly, other thindgming equal, ‘present goods’ are
always preferable to ‘future goods® Rothbard and Huerta de Soto both see time
preference as preferenceof one good or end over another one.

One can, however, also trace a different straiargbiment in the writings of
both Rothbard and Huerta de Soto lying closer toowen opinion. They seem to try to
explain time preference independently of the cdeccentent of ends, out of the pure
logic of action itself. This becomes clear, for exde, in the above quoted statement by
Rothbard that “the shorter the period of action [thg more preferable for the actor.”
Unfortunately, as we have seen, they try to dedoeaotion that man prefers a shorter
period of action, or wants to attain his end as &spossible, from the alleged higher
valuation of present goods as compared to futuocglgoThis is also true for Professor

Hoppe. For him, every action involves a waitingdinand the latter he calls a “cost

186 Rothbard ([1962] 2004, p. 15, emphasis by Rothbarte same thought can be found in Huerta de
Soto (2009, pp. 269 f.).
7 Huerta de Soto (2009, p. 270). See Rothbard (12624, p. 15, n. 15) for a similar statement.
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factor.”®® But from this starting point he as well only contesa theory that explains
time preference as a value spread between presenfuture goods, i.e., between
different ends®® As has been shown in chapter three, the valuerelifée between
present and future goods does not exist by negessits not a praxeological law.
Therefore, it cannot be used to prove that many@weaants to act as fast as possible,
i.e., to attain his end in the shortest possibledeof time.

If a praxeological explanation of originary interefiould happen to exist, the
claim that man always prefers a shorter period atfoa must be capable of being
deduced froma priori valid axioms. In this case the claim would be maitverifiable
nor falsifiable, just like the proposition that iact is the application of means to attain
ends. As the still ongoing debate demonstratespawlinas succeeded until now in
providing us with the said deduction, or, at led@shas not yet been formulated in a
way to be self-evident. What is to be tried hertoifind a formulation of the nature of
the relationship between action and the passirtgna that accords to Mises’s dictum:
“[T]he characteristic feature of a priori knowledigehat we cannot think of the truth of
its negation or of something that would be at varéawith it.>°

“As far as man acts he acts in the shortest wagible$ is neither self-evident,
stated like this, nor does it follow obviously frarself-evident axiom. That is why the
meaning of this sentence shall be clarified inftll®wing discussion.

That man acts to achieve his ends in the shortestfossible is knowledge that
is placed in our mind as we are, as Mises would aaiing and thinking bein§g
ourselves. We are acting beings ourselves, andftiterwe cannot accept the fact that

somebody else is acting in a categorically diffexgay than we do. As Mises says,

188 Hoppe (1983, p. 67)

189 see ibid (p. 69).

10 Mises (1962, p. 18). See also Mises (1949, pagd)Hoppe (1995, pp. 22 ff.).
1 See Mises (1949, pp. 23 ff.).
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[flor the comprehension of action there is but saleeme of interpretation and
analysis available, namely, that provided by thgnttiton and analysis of our

own purposeful behavidr?

Thus, if my assertion is correct and one indeedhafahelp acting in the shortest time
possible, it follows that one expects others taldosame. If, for example, we observe
another person who does not seem to act as fasisatble, we automatically look for a
logical explanationfor this observation. We do not accept the faat sebecause we
are humans and cannot imagine a human not tryiattao his ends as fast as possible.
And we can only explain the fact that somebody doesry to attain his end as fast as
possible by automatically assuming that he preterstrive for another end at the same
time

The point can be illustrated by an example from spds; Gravitation is
recognised by man. If a ball one lets go falldi®floor, one does not look for a special
explanation for this observation. One counts on l#ve of gravitation to work, no
matter whether one has heard of the law beforeobr Mow, if the ball didn't fall
downward but to the left, one would not assume that law of gravitation has
somehow stopped. Insteadne would look for a reasonable explanation forsthi
observation It is the same with the proposition that man aetshe shortest period
possible to him. If someone appears to behaverdiftly we automatically look for a
logical explanation for this fact. We do not acciepier se

Propositions like this cannot be proved — they syathetic anda priori.
“Synthetic a priori propositions are those whosathivalue can be definitely
established, even though in order to do so the sieaformal logic are not sufficient

(while, of course, necessary) and observationsrameaessary™ The best that we can

172 |bid. (p. 26)
3 Hoppe (1995, p. 18). See there for further methumical details.
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do is to consider the arguments that will probgimly forward against it. It is to be
hoped that the point will become clearer throughbist discussion.

First of all, some might argue that the oppositeppsition could be defended
by the same token. Man, one might say, alwaysasgowas he can, and if he should
happen to act faster, then it is only because Beottzer ends in his mind that induce
him to accomplish the first one a little earliemanst this argument one can consult
one’s inner experience. If we watch somebody dsmmething very slowly, we are, in
order to explain this fact, automatically lookingy freasons that are lying outside the
realm of what we see him doing. He might be laztired, he might try to look cool, be
lost in thought, or whatnot. Yet, we would nevey $hat he is acting slowly for no
reason. It must be because the acting person isnmigtstriving for one end, but for
several ones. On the other hand, when we see sensximg very fast, we are not
looking for an explanation that lies outside thalme of what he is doing at the moment.
What we would say is: Yes, this person is very edgeattain his end! He even
disregards other ends, like preserving a good imagfegetting exhausted, or whatever,
that others might not disregard in his situatibm.any way, acting extremely and
unusually fast can be explained by the fact thatattor has no or only few other ends
in mind, but obsesses about the one he is strigngght now.No further explanation
is needed than that he really wants to do whas li®ing now, and that nothing else is
important to him.Only when someone is acting more slowly than hédcae know
that there must be something else, another end hihders him from eagerly striving
for the first one.

A second argument that will probably be producediresd our proposition is
that there are countless cases where people ang atdwly or are letting time elapse
before they even start to act. Somebody who hdmke a cake until the end of the

week, one might argue, will not produce it on Mopdaut will possibly wait until the
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day when he has to deliver it. Doesn't this prdvat,tvery often, people do not act in
the shortest possible time? Yet, what these ddilmers prove is simply that, very often,
people have several ends in mind. The baker irxaenple does not only want to bake
a cake, but to bake a cake that is ready at theoktite week. Probably he also wants
this cake to be fresh and well tasting, and theece will bake it just in time. What we

do know is that man will not wait or act slowly foo reasonWe know a priori that

man cannot arbitrarily choose to not act as faspassible.

5.4.2 The individual rate of originary interest

If we now bring the two lines of thought togethee get the following result
concerning the relationship between time and acfidrere is always a value spread
between the costs and the revenues of human aBtdi.costs and revenues constitute
consumers’ goods for the acting person. As manhibynature, always acts in the
shortest possible time, we know that he must cendide value spread between his
costs and the revenue the larger the longer the 8pan gets between the two.
Otherwise he would act in a shorter way. Thusgcathponents that are necessary to
explain intertemporal phenomena like originary iest have been shown to be indeed
categorial requisites of human action.

Now, people of course differ in their attitude todsthe passing of time. Some
will only feel up to waiting longer for the resuf their action when they consider their
expected psychic profit to be very large. Other already take longer courses of
action when the revenues are, in their eyes, digity/ worth more than the costs. In
other words, theate between the subjectively felt increase in wellAigeby action and
the span of time that elapses because of thismadifters from person to person. The
size of this ratgin other words, is a matter pfeferencesnd can not be deduced from

a priori valid axioms. We could call it thedividual rate of originary interest
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However, we are still dealing with a world withaabney prices where it is impossible
to compare costs and revenues in an objectivelifialde way. That is why it is
impossible to empirically test this rate. Howevéigan be observed that some people
act in a way that involves a long period of timed athers do the opposite. So there is
a relationship between time and action, and thatiogiship differs from person to
person. Whether this is the case because the weads are differently felt by
different persons, or because the latter haverdifteperceptions concerning the length
of the elapsing time does not have to bother us.l@ur point is that the rate between
the two has a real meaning and that is not unifomall people.

The forgoing analysis should have made clear thginary interest indeed is a
categorial requisite of human action, just as Midasns. However, we disagree with
the way he tries to prove his claim. He deducegptifenomenon from time preference,
i.e. from the fundamental value-spread betweeneptegoods and future goods “of the
same kind and quantity.” As we have shown in chapter 3, this cannot be done
Preferences have nothing to do with the existerfceriginary interest.Iit was the
purpose of the preceding discussion to explaindlaionship between time and action,
and consequently originary interest, without makingcourse to preferences.

Preferences only come into play when the sizeefdte is in question.

5.4.3 Coinciding means and ends

One more possible counter-argument has to be cemesidoefore we get to
interpret other theories of interest in the lightoar findings. What about actions that
are pursued because they are valued themselveswhat about those cases when
means and ends coincide with each other? An exampldd be a piano player who

enjoys playing the piano. A slightly different oweuld be the case where he plays not

174 Mises (1949, p. 521)
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for himself but for a friend. Here means and eniils incide, yet can easily be
distinguished. This coincidence of means and emas rot at all be regarded as a
special case as one might think. In every act ofsamption, like eating, drinking,
playing games, means are employed to attain aidiriigeend’”

As long as the action in question takepeaiod of time it does not pose any
problems to our theoryOther things equalthe piano player will play his piece of
music as fast as possible. If he does not play fast it is not because of an inborn low
time preference rate. We know, instead, that thaust be a specific reason for it; that
the piano player must have another end in minddiiten to simply “playing this
piece of music.” Probably the music sounds moreyaile when performed more
slowly, or it can be learned more easily this waie couldn’t explain the observation
without being aware of a logical reason. So alsdHese cases our statement holds that
the subjectively felt value difference between sa@std revenue is the larger the longer
the action endures. Otherwise, the actor would sa@borter paths of action.

The point is more difficult in the case of actiaihst appear to have no time
dimension. Hilsmann mentions spot market exchaagean important example for
actions that provide aagio for the parties involved yet have no time dimensi6 He
writes about coincidences when means and ends istabthe samgpoint of time.™"”

If he was correct we would have to admit that thesage of time in action is not “the
only determining factor, but merely one out of twauses operating to the same
effect”*"®i.e., the reduction of dissatisfaction by acti®here would be a value spread

between costs and revenues at a spot of time.cbhisl not be explained by our rate of

originary interest that links the increase of vaii¢he passage of time.

17> see Barnett/Block (2007, p. 130).
176 See Hillsmann (2002, pp. 92 ff.).
Y7 |bid. (p. 94, emphasis added)

178 |bid. (p. 92)
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To illustrate his point that there can be a valpead between means and ends
even if both coincidand do not extend in time, Professor Hilsmann useextaenple

of a barter exchange between two parties:

Any contractual agreement is made at a point oé tinamely, at the point of
time when both partners have agreed on the terrtfeedxchange. By its very
nature, choice, in the sense this term is useccamanic theory, is made at
points of time rather than throughout a processd Aecause a market
exchange involves the decisions of at least twglgedhe exchange becomes
effective only when the last partner has made #w@stbn to cede the title to

his property in order to acquire title for anotpéce of property’®

This way of stating the argument takes the effecttlie cause. It surely is correct to
regard a person’s choice as evidence for this pevsduing the option he chooses
higher than the one he does not choose. So if Aldhamer an apple to B in order to
receive a tomato in exchange this obviously tetlghat A and B both think to reduce
their subjectively felt dissatisfaction this wayowever, they do not achieve this by
merely deciding to do so, or by contracting acaugtyi. Theseevents indeed happen at
points of time, not in periods of time. Yet, thatpms improve their situation only if the
exchange actually proceeds. And this exchange itifimequires at least one of them
to act. And, different from decisions, an action cannéetalace at onpoint of time It
extends in timé®°

The choice to act in a specific way is only the sgmuence of an actor
appreciating this way of action as being of advgati him. The advantage, however,

must be brought about by action, i.e., by a prot¢eashas a time dimension. At the

179 bid. (p. 95)
180 See Rothbard ([1962] 2004, p. 4).
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instance of the decision one only chooses betwld@rent possibilities of action that

could— if actually executed — decrease dissatisfaction.
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6. Relationship to other theories of interest

In the foregoing analysis we have obtained twoltesu

1. man acts to render conditions less unsatisfactol, in action, revenues
surpass costs

2. man acts in the shortest possible period of time

These two propositions describe the relationshtpvéen time and action. They
allow us to understand the phenomenon of origimatgrest. Many observations that
until now have been made responsible for the istgghenomena can be explained by
them. In the following pages, this task will besttifor four theories. The theories that
our expositions draws on, Professor Hilsmann’srthand the time preference theory,
are dealt with in sections 6.2 and 6.3 respectivBlgction 6.1 is dedicated to the

productivity theory, and section 6.4 to the equilim approach to interest theory.

6.1 The productivity theory of interest

Although Bohm-Bawerk criticises all kinds of prodiudy theories at length in
his Geschichte und Kritik der Kapitalzins-Theorj&it he himself mentions as the
famous third reason of interest the higipdrysical productivity of time-consuming
roundabout production process€s.Unsurprisingly, his theory has been attacked
several times by eminent scholars. It is held ithtlls prey to the very same criticism
Bohm-Bawerk expounds against former productivigotties ®® It cannot explain why

the value of the consumers’ goods is not fully inepito the production factot&?

181 See Bohm-Bawerk (1921a, pp. 103-170).

182 5ee Bohm-Bawerk (1921b, p. 339).

183 See e.g. Wicksell (1893, p. 87), Mises (1949,86)4Also Kirzner (1996, p. 127), Pellengahr (1996,
pp. 11 and 21), and Fillieule (2010, p. 123).

184 See Pellengahr (1996, p. 17), Dorp (1931, p. 293).
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Nonetheless, Bohm-Bawerk’s productivity theory isséd on a correct
observation. More roundabout processes of produatideedare, as a rule, physically
more productive than shorter ones. Let it be undeds we do not maintain that all
theoretically possible roundabout ways of productewe more productive than their
shorter counterparts. Of course there are roundatays that are totally unproductive,
and short production processes that are highlyymtdee. This point is hinted at by

John Maynard Keynes:

It is true that some lengthy or roundabout processe physically efficient.
But so are some short processes. Lengthy procemsesot physically
efficient because they are long. Some, probablytmlesgthy processes
would be physically very inefficient, for there asach things as spoiling or

wasting with time?°

Anyway, it is not from the observation of the higiphiysical productivity of the more
roundabout ways of production that interest camldduced. It is the other way round.
Because we know that all human actions fulfil thve fpropositions stated above, we
know that longer production processes actually ehawe, as a rule, physically more
productive than shorter ones. First of all, we krthat every production process has to
be regarded as being productive isudjectivesense, that is, from the point of view of
the producer himself. Otherwise, he wouldn’t thihis production to render conditions
less unsatisfactory than they would have been withtpi.e., to lead to revenues that
surpass costs, and he would not undertake it.dmibrds of Eduard Kellenberger, the
“much disputed productivity” in question “in the cemests upon thénsight of the
people.*® Furthermore, it is clear from the second propositihat the person wants

his production process to be accomplished in thertest possible time. If he

185 Keynes (1936 p. 214)
18 Both quotes from Kellenberger (1916, p. 86, emjshadded).
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nonetheless chooses a longer production processawde sure that there must be a
reason for it. limightbe that it is more productiyghysically Then it brings forthmore

of the same goothan a shorter process does. But it might alsthbeit brings forth
different goods that are more valualilean the goods that can be produced in shorter
processes; or that the longer production procassé® it possible for the producer to
strive for further ends, like leisurein addition to the goods he produces in his
production proces¥’ The only one who knows the reason is the actos@imWhat
should be clear is that he only chooses longer orenmroundabout processes of
production if they appeap himto be more productivi® As Kellenberger notes, it is

not correct

to understand by physical productivity the productiof more or better —
more useful- goods as if the adjectives ‘better’ and ‘moreful had an
absolute meaning, a meaning which was independemian; as if it wasn'’t
the appreciation of man that the judgment concegrmihat is better or more
useful depends. All that ‘better’ and ‘more usefalin signify is ‘suited
better,” that is, ‘more valuable’ fospecial purposes|...] Therefore,the
deliberate and purposeful production of better amore useful goods is, from

the start, value production and not physical praibre'®®

So the higher physical productivity of more rounaolatoways of production is not the
(or leastwise one) reason for the existence ofraste Instead, “every purposeful
production of goods i®x ante psychic or value productibii® The higher physical
productivity of most of the actually employed roabdut ways onlyollows from the
fact that they are necessarily expected to be gfidri value productivityand the latter

results from the two propositions developed aboee,from originary interest.

187 See Fillieule (2010, p. 95).

188 See Huerta de Soto (2009, pp. 269 f.) for a sirpitant.
189 Kellenberger (1916, p. 91, some emphasis added)
10 bid., emphasis added.
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Bohm-Bawerk himself somehow is conscious of théolenm described here. He
acknowledges that there is nothing in longer wafyproduction per sethat could
account for the higher physical productivity. Tietvhy he sometimes — not always —
confines the higher productivity only to those lengrocesses that avasely chosen
[“Klug’ or “geschickt gewaHlt °* In other words, it seems that he tries to dedhee t
higher productivity of more roundabout processemfhuman action, from the fact that
people purposefully pursue those projects thatymedalue-® Yet, he does not think
that it isnecessarilythe case that humans choose “wisely”. If he hadised that his
doubt is only reasonablex postand thatex ante everybody acts in a way he thinks
proper to produce valui€®or, as Walter Eucken terms it, in a “rational” wa¥y his
point would correspond to our notion of originanyarest.

Originary interest as presented above also helpsntterstand some popular
examples given to illustrate the productivity ohé or waiting. Win&® or wood®® are
very oftert®” mentioned as goods that increase in value by #re passage of tinté®
But one has to realise that there is an indefinumber of instances where time just
works in the opposite direction and has a destradatfluence on things. Milk, fruits,
vegetables, meat, and even wine and wood can reifvaits too long — loose their
value to man completely by the passage of timis. ribt true without qualification that
“wine [...] becomes the better the longer it is stbt€® Again, it is not the productivity

of time or waiting from which stems the interesepbmenon. Instead, we know from

91 5ee for example Bshm-Bawerk (1921b, pp. 16, 115, And elsewhere), and Béhm-Bawerk (1921c,
p. 2). Strigl (1934b, p. 81) uses the same terrompl B6hm omits the idea of “wisely chosen” proesss
in 1921b (pp. 121, 146, and elsewhere). See albeuié (2005, p. 6; 2010, p. 96).

192 g5ee Lutz (1967, p. 13).

193 See Rothbard ([1962] 2004, p. 277).

194 Eucken (1954, p. 69)

19 See Rothbard ([1962] 2004, p. 14), already Jami#g1844, p. 102).

1% see e.g. Eucken 1954, pp. 72 f.).

7 See Lutz (1967, p. 11).

1% Kirzner (1996, p. 139) provides further examplesif the literature.

199 stackelberg (1944, p. 31)
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the propositions derived above that time apparemglyproductive in the actual

production of wine and wood.

6.2 Originary interest as value-spread between mearand ends

The relationship between Professor Hiulsmann’s thebiinterest and our two
propositions is of a quite similar character. Tladue-spread between means and ends
is not the reason for the existence of originangriest but the consequence of our
propositions. It follows from the first one — marwtsa to render conditions less
unsatisfactory — that men only act as long as iy give up in acting, the price of
the means, is less valuable to them than whatdttain by it.

The problem becomes more complicated because saarsno not wear off
by the attainment of a single end. They can be useachieve several of them. In
consequence, the price of the means must derivetie sacrifice one is ready to incur
for all of the ends they help to attain, not from only ariethem. Accordingly, it
happens very often that someone employs a meansa$ta much more than the end it
serves at the moment which seems to contradictheary of originary interest. The
following lines will show, however, that this poidbes not pose any serious problems
to our approach.

To give an example: it is impossible to deduce ftomobservation of someone
eating dinner with golden dishes that this persalues the meal (his end) more than
the golden dishes (means). The dishes do not disappecause of the meal. Our
gourmet only parts with the money he spends for fe, and, possibly, some
milligrams of the gold in so far as the dishes wafén little bit. After all, the dishes are
available to be put to further uses after dinnepretty the same condition as before
dinner. There can only be a value-spread betwepriddl on the one hand, and that part

of the means perished during the attainment ofeéhds on the other. If the dishes were
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indestructible, one could not extrapolate the vallhe means “dishes” from the value
of the end “meal” at all.

Important for our analysis is not the price of theans employed, but the price
of that part of the means that has been used w@ttion — accountants call this the
write-off. To stay in our example, the meal does Imave to be worth more than the
costs of the dishes, but only than the costs dffhg of the dishes that wore off during
the meal. At least the person employing the goldeshes thinks so, otherwise he

would not employ them.

6.3 The time preference theory of interest

The purpose of chapter three was to show that imossible to regard time
preference as a matter of choice. Choice of maotsn any way constrained by some
sort of time preference. This is even true if te¢eris paribuscondition is not violated.
Many Austrian economists try to support their tlyeaf time preference by
demonstrating that their opponents violate thisditiomn. Very oftei® they therefore
discuss the following objection: “In wintertime, wkhould anyone prefer ice delivered
then [present good] to ice delivered in the follogvsummer when the weather is very
hot [future good].?** This argument is thought to provide an example afituation
where most people actually prefer a future good fmresent good. According to the
Austrian authors, however, this example violates teteris paribus condition.
Consumption of ice-cream in winter, they say, it the same good as consumption of
ice-cream in summéf?

Yet, if we construct the same example in a way tluasn’'t violate theeteris

paribuscondition it cannot be inferred from the then @iérag situation that, now, it is

20 gee e.g. Rothbard ([1962] 2004, pp. 15 f., n. Hbgrta de Soto (2009, p. 272, n. 9), Mises (1949,
486 f.), and Fetter (1915, p. 238).

201 Shapiro (1974, p. 238)

202 5ee Pellengahr (1996, p. 63).
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perfectly clear that the present good is alway$epred over the future one. It is not at
all sure that a person having the choice betweercrieam in this summer and ice-
cream in the next one does always opt for the farfere is no praxeological law
hindering people from preferring the latter optibfluman decisions are not subject to
restrictions of this kind. The influence of time amphuman behavior must not be
looked for in choice but in action itself.

When many Austrians maintain the higher valuatidnpeesent goods as
compared to future ones, they think tumsequencesf the two propositions presented
above to be theauseof interest. In this point their theory resemitles ones criticised
above. However, they commit a further error. The@apread between the costs of the
means and the ends can indeed be deduced fromapositions. Professor Hilsmann,
as we think, confounds cause and effect. But thike only problem of his theory. The
other Austrians, in addition, presuppose a valueapthat even does not exist, i.e., the
one between present and future goods. And it isowect to say of these authors that
“[t]he totality of all factors of production reged to produce a product is regarded as a
future good®*®by them, thereby indicating that they use the téfuture good” as
synonym to the term “means” in Professor Hilsmatimeory. The terms are not used
this way by the time preference theorists, at le@gtin their discussion of interest.
They do not label present factors of productiortiifa goods.” They merely maintain
that the factorslerive their value from future goo®d%.And only because, in their eyes,

the latter are valued less than present goodsestharmproduction factors.

203 Reisman (1998, p. 792)
24 5ee Mises (1949, p. 521).
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6.4 General equilibrium and the theory of interest

In the final state of rest, i.e., in equilibriun,is true, as we have seen, that the
value spread between the price of the means —-ais € and the end — the revenues —
corresponds to originary interest. It is the imagirutcome of competition and can be
explained as theesult of human actionsin this imagined final state of rest a
relationship is established between the costsrdlienues, and the interest rate that
allows us to calculate with them. One is alloweday, for example, that the costs of
the means of production correspond to the discaouwnddue of the expected revenues.
In this sense it is permissible to maintain, withing Fisher, that the value of the

means depends, risk aside,

solely on the same two factors, the benefits, durms, expected by the
investor and the market rate of interest by whitlosé benefits are

discounted®

Yet, as was already stressed, this relationship balds in equilibrium. According to
Dieter Schneider, in order for this relationshiphwld, the capital market has to be
perfect and in equilibrium, and interest on debymat differ from credit intere$t®
There is, as far as this relationship is concermedcausal chain on hand. However,
Irving Fisher maintains that exactly this relatibips that future consumption produces
the price of the means, is a “causal connectf8h.”

Yet, it is inadmissible to deduce a causal conoadtiom a relationship that can
only be found in equilibrium. The value of the meawes not simply fall from heaven.

It is not an automatic result of a computatiorddes not go far enough merely to say:

25 Fisher (1930, pp. 17 f.)

2% 5ee Schneider D. (1992, pp. 71 f., and 2001, §).75

207 Fisher (1930, p. 55). Verbatim he says that “ineqroduces capital value,” but the difference iy on
a question of terminology.
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Future goods [goods of higher order] are goods #matnow expected to
become present goods at some future date. Therefore have a present

value?°8

Goods of higher order are only valued when demaigtsefor them. Sometimes Fisher
seems to be aware of this. For example when hetkaysthe present worth of any
article is what buyers are willing to give for inchsellers are ready to take for 3%
But he does not draw the obvious conclusion. luktes we saw, he describes the
discounting process as depending, risk aside, 8o the revenues and the market

interest rate used for discounting. In this theting, value of the means is created out of

1210 w211

thin air, “derived, or “produced simply as the result of a computation.
Microeconomic principles according to which pri@e the result of deliberate human

acts, of supply and demand, are ignoréd.

Capital R Flow of ser-
goods "~ | vices (income)
Capital B Income
Value ) Value

Figure 4: Discounting and imputation as illustrated by Irvifigher
Source:Fisher (1930, p. 15)

298 Rothbard ([1962] 2004, p. 375, emphasis chang&fd)do not want to say that Rothbard is not aware
of the problem. But the formulation he has chosene ltan lead to misunderstandings.

299 Fisher (1930, p. 15)

20 Fisher (1897b, p. 527)

211 Fisher (1908, p. 24)

212 5ee Reisman (1998, p. 796).
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How Fisher imagines the discounting process caseka in Figure 4. The value
of the present capital goods, i.e., the means adymtion, is derived from the future
and is automatically imputed to them accordingh® discount factor. He does not pay
attention to the fact that the existence of thealist factompresupposeshe existence
of the interest as the value spread between captads (= means of production) and
future income (= future consumption). He is in gidal circle. To know the rate of
interest one has to know the value spread betweerptices of the means and the
future income. This presupposes that one knowtiees of the means. The latter,
therefore, cannot be the result of the calculataanthey have to be known in the first
place.

It does not help to argue that the interest ratenstfrom the time preference
rate and is transferred to the relationship betwesgptal goods and future income.
Apart from our objections against the time prefeeetheory uttered in the third chapter,
Fisher himself does not even provide an explanaifdhe interest rate by means of the
time preferences of individuals.

The theory he expounds resembles gf@meral equilibrium theories in one
shortcoming. Both are functional theories, not gersausal ones. In functional
theories, the point is not to “explain the coheeeatprices by means of théarmation
in terms of thelaws of their genesis’ but “to describe the relationship between the
already existing prices in thetate of equilibriunby means of an exact fixation of the
assumptions of the equilibriuni*® Hans Mayer shows, on the basis of the works of
Cournot?** Jevons?™® Walras?*® and Paretd!’ that, in general equilibrium theory,

prices are not explained with the help of concémas logically precede the prices, like

213 Mayer (1932, p. 148, emphasis by Mayer)
24 gee ibid. (pp. 153 ff.).
25 3ee ibid. (pp. 165 ff.).
218 See ibid. (pp. 188 ff.).
27 See ibid. (pp. 199 ff.).
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needs, but with the help of concepts that themsealepend on already existing prices.
“Prices are determined by demand, demand is detethiiy the prices?®

Irving Fisher applies a similar circular reasoninghis interest theory. Instead
of explaining the interest rate with the help of time preference rates of individuals,
he “supposes an existing rate of interest to whates of time-preference of individuals
are later brought into conformity*® He assumes the interest rate as given, he does not

explain it:

[Wihile for individuals the rate of interest determines tdegree of

impatience, for society the degrees of impatience of theregmte of
220

individuals determine, or help to determine, the & interest:
Fisher is concerned with a world that already isguilibrium and where a uniform rate
of interest exists. He does not describe the orlahip between the individual prices as
the result of an ongoing process yet to explain. rHerely maintains a causal
connection between the interest rate in equilibriom the one hand, and the
equilibrium relationship between the prices of talpyoods and the future income they
induce on the other. In order to establish a cacahection he would have to explain
either the interest rate or the value spread inudgaly of the other one.

According to our analysis, discounting of futurgeBues cannot be put forth as
the rationale of the present prices of means. Tberast rate that can be used to
discount around only appears in equilibrium, whiem tormation of the prices of the
means is completed. i6 the spread between the prices of the means anenthe It

does notauseit.

218 |bid. (p. 238), similarly Liefmann (1932, pp. 37k
219 Fetter (1978, p. 237)
220 Fisher (1930, p. 120, emphasis added)
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7. The concepts of saving, investment, and finance

The analysis of human action in the passing of timtéhe preceding chapters
can serve as the basis for the classification @fitiportant and controversial concepts
of saving, investment, and finance. In fact, theyacorrelate of this analysis.

It is important to remember that costs only appeao far as consumers’ goods
that one owns have to be sacrificed. The imponpairit here is that the ownership of
consumers’ goods is a precondition for costs taioet all. These consumers’ goods
that one has to possess and that can be usediio fatiuire ends we calavings No
costs could be incurred, and therefore, no actardcbe started without them. In this
view "any single instance of human action, not josig-term production processes, is
possible only through saving&®* Savings — the ownership of consumers’ goods — are
created by not consuming the whole of one’s incéfh&avings are not, as Irving
Fisher must have it in order to reconcile them ‘hiththeory, “simply the capitalization
of future income #?3

Someone who incurs costs in order to attain rev@mwestshis savings. He
abstains from consumption today for a yet unspeatpgeriod of timebecause he wants
to attain a different end in the future.

The difference between saving and invedligyin the time dimension. As long
as savings exist in their consumable form theylmawconsumed at any time. They are
not saved up for any determinable period of timeer&f the saver swears today that he
is going to store up his consumers’ goods for thet five months, he can change his
opinion ten seconds later and consume tHexnanteit is impossible to impute a time
dimension to pure saving®’ Yet, as soon as the savings — the unconsumed mensu

goods — are sacrificed, they cannot be consumednang. They have beenvested for

2L Hijlsmann (2002, p. 103)

222 5ee Robertson (1933, p. 399), Samuelson/NordH&&s( p. 129).

22 Eisher (1908, p. 36)

224 Of a different opinion is Ohlin (1937, p. 54): ,.axings have a time dimension.*
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a period of time Whereas one had the choice of what to do withsthengs before,
they have now been committed to a special purpmsa period of time. In this way,
investments are understood in there literal seBg@vesting savings, oneststhem —
they receive a special form.

On the other side we see the goods that the investots to attain by means of
his investment. When these goods come into existenthe future, the savings are, so
to speak, set free again. The investor again ownsumers’ goods he can consume if
he wants to. The production process can be seaoraposed of the investment or
sacrifice of consumers’ goods that is succeeded togeing up of consumers’ goods at

a later point of time.

costs . revenue
(sacrifice of time of the (aspired
saved con- tie-up consumers’
sumers goods goods
i | >
investment freeingup  time

Figure 5: Investment and freeing up of consumers’ goods

One can only invest things that can be bound upnathine can neither be
saved nor investetf> As soon as it exists it is impossible for its owne decide
whether to invest or to consume it. This decisias hlready been made before the
machine was built. If the construction of the maehimade necessary the sacrifice of
consumption, then the consumers’ goods given awasg been invested. They are now
bound up with the machine. The latter’s existeneard witness to the fact that once

savings have been invested. Yet, the machine camerinvested itself. One cannot

225 See Tuttle (1903, p. 82).
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speak of “capital goods” that are “wisely investét like Huerta de Soto does on one
occasion.

Rothbard, sometimes, has a further opinion. To ve, dor him saving also
means the “restriction of consumptio??”But what he calls investment is the “transfer
of labor and land to the formation of capital gad@é In this opinion, it is not the
consumers’ goods that are invested but the origifaantors of production. The concept
behind this is that because people save, fewemooas’ goods are needed in order to
satisfy present wants. That is why less labour Emdl are necessary to produce
consumers’ goods and more of them can be put terbduction of capital good?
Yet, we have seen above that the factors of pramtuetre only important agchnical
requirement of production. And also Rothbard doeskeep to his own formulation.

Some lines below, he writes:

The actor must decide whether or not to restrigtdonsumption and invest in
the production of capital goods, by weighing thiofeing factors: Does the
utility yielded by the increased productivity of ethlonger process of
production outweigh the sacrifice that | must makpresentgoods to acquire

consumers’ goods in tHature?°

Here he explicitly contrasts future consumers’ goaohd the sacrifice of present
consumers’ goods. He does not mention the factiopsasluction as decisive, what he
would have to do according to his earlier statementhe later passage he is correct.
Economically the sacrificed consumers’ goods aneoirtant. Theyconstitute the costs,

theyhave to be sacrificed, atigdeyare thereby invested.

226 Hyerta de Soto (2009, p. 279, emphasis erased)

227 Rothbard ([1962] 2004, p. 48)

228 |bid., similarly Kirzner (1963, p. 193). The thdiigcan not be found in Huerta de Soto (2009, pp. 27
ff.) who, for the rest of the point in questionliéevs Rothbard.

229 See Rothbard ([1962] 2004, pp. 48 f.)

230 pid. (pp. 48 f., emphasis by Rothbard)
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According to our analysis, saving and investmeattao categorically different
things. Savings have only one dimension: the valuthe not consumed consumers’
goods. Investments have two dimensions: the vdltieeosaved consumers’ goods and
the duration of their tie-up’* As long as savings are not invested they can bsurned
at any time. It is illegitimate to attribute a tirdenension to them. Only when invested
for a period of time, they obtain this dimension.

That this difference in dimensions has not beenaratbwance for by many
economists has been the source of much discudsfidmout making this difference one
can come very easily to the conclusion that savalgays equal investmefi It is
perfectly clear that investments can never surpagmgs if the time dimension of both
is ignored and only the value dimension is congidem order to invest 1000 apples |
have to save them first. If, instead, one defirmsngs and investment as having both a
time dimension, savings can never surpass investibat is because, then, hoarding
of savings for a period of time is the same asstment in stock over the same period
of time. In this view, everything saved is theretyested.

After what has been said, the teffimance” has a quite concrete meaning. In
action, costs are incurred in order to obtain gaadke future. Whenever costs arise,
what is needed are savings in order to pay forci&s. These savings consist in
unconsumed consumers’ goods. To finance actionsmsnwamobilise the funds — the
consumers’ goods — that are needed to defray tis.déinancing is not only needed in
the beginning of any action, for example in thenfasf stored up consumers’ goods,
but also after the action has started. It is alwaeded when costs have to be incurred.

This is most prominently the case when, in any peotidn process, the
originary factors of production land and labour énde be remunerated. The persons

behind the factors, the workers and the landlodipend, as human beings, on

2l gee Jevons (1911, pp. 229 ff.).
232 3ee e.g. Ohlin (1937, p. 69), Lerner (1938, pi8, 29, Dorp (1937, p. 97), Pigou (1949a, p. 43).
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continual consumption. They have to be steadilysted [alimentiertf>3 The term
“to support” is the expression that best correspotudthe term “to finance?®* The
latter is usually employed only in the money ecogiohtiowever, we will see that also
there “to finance” means, in the end, to suppoe people behind the production
factors. The next two parts of this work are deididao the elaboration of this thought

whereupon the processes of saving, investment, fimatice are connected to the

appearance of costs.

23 5ee Strigl (1934b, p. 16).
24 3ee Strigl (1934b, p. 16, n. 1).
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Part II: Social capital and the

subsistence fund — finance In real terms

77



78



8. The idea of financing in social cooperation

8.1 Interpersonal finance
In the last part, the relationship between time #medeconomic aspects of the
logic of action was shed light on. The interestr@menon was shown to exist even if

one abstracts from money. It is grounded in hunengoand acting itself. In the course

” o LI TH

of the analysis, also the terms “costs,” “revenuésavings,” “investment,” and
“finance” have been clarified. They all relate be tsacrifice or the gain of consumption
that are necessarily part of human action; and théyhave meaning beyond the
monetary economy. With these microfoundations indnwe can address the task of
examining the veil of money covering the transadio@n the financial market. We
withstand the temptation of providing a definitiohthe “financial market” at this early
point of discussion. As was recommended by WalteckEn, we do not place the
definition of our object ahead of the analysis fkatls to its understandiAy. The only
point that must be mentioned is that in a systensaafial cooperation, the plans of
people concerning their costs and revenues cars@tte The costs of one person may
be the revenue of somebody else; or somebody rnighsfer his savings to another
person so that the latter can incur the costsdtisg in his actions. Those transactions
we term interpersonal finance When there is anything that can rightly be called
“financial market,” then it must be concerned wvattts of interpersonal finance.

In order to enlighten the relationship betweenwéié of money and the acts of
interpersonal finance, we will have to discuss tasues. First of all, we willemove
the veil. If we imagine avorld without moneyis there anything in this world that
corresponds to the streams of money that can tenadas on the financial markete

there streams of real goods which have the funatioiinancing the economy®s we

have seen, the financing of actions only becomegssary whertosts have to be

235 See Eucken (1965, pp. 7 f.).
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incurred. Finance constitutes the link betweenscastl savings. Therefore, omlfter it

is clarified where costs arise it can be answerkdtwnust be done in order to defray
them, i.e., what kind of saved real goods are iedne&hen it comes to finance the
corresponding actions. Secondly, we will analysevéil itself. This question concerns
the way the financing of the economy is actuallyaoised and accomplished by the
monetary streams on the existing financial marketicken puts this point very

eloquently:

If we looked at the earth from above and saw thazamg swarm of humans,
the variety of employments, the intertwining ofieities, and the stream of
goods, our first question would be: how is all thiganised®®

In order to answer this question for the finanomrket, the relationship between the
money traded there on the one hand, and the nomtaryrsavings that are necessary to

finance the economy has to be worked out.

8.2 Social capital and private capital

These two issues, firstly the stream of real goatisch have the function of
financing the economy, and secondly the way theketazconomy brings them about
by means of cash flows, determine the further eowfsthis work. It is important to
note that their separation corresponds to the aat#nee of the term “capital” already
hinted at in the introduction. In asserting that fancial market allocates “capital”
without defining the latter term, many modern awushoircumvent the problems that
arise if one wants to know which streams of goamsespond to the cash flows on the
financial market. Before this claim shall be substded in the next section, we will

show how it is possible to separate the two istyameans of two distinct concepts of

238 pid. (p. 50)
80



capital. After all, the term “capital” unites boigsues in an unholy way since the time
of Adam Smith and hisVealth of Natiors’ and therefore hasn’t gone unnoticed. Many
authors who analyse the term at some depth rehksambivalence and consequently
distinguish the two notionsstcial capital” and private capital.>*®

The concept of “social capital” can be of help tbe first issue, namely the
explanation of where and when in society real gcargsneeded in order to allow for
the incurrence of costs. It looks at the productiphere from above, so to speak from a
social point of view, and asks which goods, nexth® factors labour and land, are
necessary in a society to produce consumers’ gdaxlguote the famous definition of
David Ricardo: “Capital is that part of the weattha countryemployed in productign
and consists of food, clothing, tools, raw matstiahachinery, etc., necessary to give
effect to labour.**® Economists following this view concentrate on f®duction
process and the structure of producti$hCapital, for them, consists of all sorts of
heterogeneou$” goods that are necessary to produce. Some cadle thyods
accumulated labouf?? others intermediate good$® goods-in-proces$** or non-
permanent produced means of productfGioney, of course, is not part of social
capital as it does not help to produce anytfiffigVhat unites all those who try to
define capital as an accumulation of heterogengouoss is that they try to brush aside
the veil of money. They adopt ®chnical viewpoint?*’ They do not care for the
motivations of the acting individuals. What inteasethem are thenaterial movements

of goods in the production process as seen froimdas leye view.

%37 See Fisher (1896, pp. 513 f.), Spiethoff (190&)p.

238 See e.g. Bohm-Bawerk (1921b, pp. 91 ff.), Land§04, pp. 2 ff.), Fillieule (2010, pp. 111 ff.).
%9 Ricardo ([1817], 1911, p. 53, emphasis added)

240 5ee Garrison (1990, p. 152), Lachmann (1978, pp54), Bohm-Bawerk (1921b, p. 94).
241 3ee Lachmann (1978, p. 11).

242 5ee Weber (1958, pp. 190 ff.).

243 5ee B6hm-Bawerk (1921b, p. 16).

244 g5ee Garrison (2001, p. 8).

25 5ee Hayek (1941, p. 57) and Wieser (1924, p. 49).

246 See Mises (1940, p. 254).

247 See Budge (1933, p. 20).
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Of course, the technological or material aspects haman action are
independent of any special organisational princibteod, clothing, tools, and machines
are the prerequisite of production no matter whretve2look at a market economy with
its money prices or at a socialistic di&These goods are the technical meananyf
production activity. But even if the view of sogidiased on this capital concept might
not allow for the explanation of the organisatidriimance within the market economy,
it still helps to illustrate the problem at handhewe do costs occur and how can this
problem be solvetechnically? The rest of part 1l will be dedicated to the elaing of
this question.

On the other side, those economists endorsing dheept ofprivate capital
focus on the second issue, the organisation ofntaeket economy. They are not
interested in the technical question of what cardiesidered as capital because it is of
help in production. They rather concentrate onvilae aspectf these goods. This has
been the wide spread custom before Adam Sfii#md can also be found among many
economists writing after him. According to this wiecapital constitutes “a fund of
value invested in productive instruments of any awery sort.**° It is derived from
the observation of the institutions of our actuadrket economy. It is taken from
business accounts where all goods destined forisitqn are denominated imoney
and their accumulatechoney values called capitaf>* As all goods are evaluated
homogeneously in money, the businessmen are ablepadorm economic
calculation®? They can easily compare input and output and whéter profits.
According to this view, it is not possible to definapital by enumerating the goods that

are capital and to distinguish them from all otheods such that only those goods that

248 See Wieser (1924, p. 48), Strigl (1934b, p. 3)5edi(1949, pp. 261 f.).
249 The most prominent example is Turgot ([1766] 1997,90).

20 Clark (1889, p. 50)

1 gee Mises (1949, pp. 260 ff.).

22 pid. (p. 261)
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are of use in production are included. For busmess many things, money included,
are capital that do not participate in any producfprocess. To give an example, for a
lessor, the apartments he hires out to privateomssts are part of his capifaf Yet,
from the social angle, these apartments do notymeanything. They are consumers’
goods just as if the lessor lived in them himséihat distinguishes goods that are part
of private capital from goods that are not is merle question whether they are
employed in business or in the domestic economy.

As the writers endorsing the private concept ofiteapave themoney valuef
the respective goods in mind, and not thpysical compositiothat might change in
the course of time, it isl@amogeneousoncept. They view capital as “as a kind of jelly
that transforms itself over timé> The homogeneity of all the goods that are private
capital depends on the fact that they can be btadiglun to a common denominator —
money prices — which is only possible in a markeinemy. In part Il this private
concept of capital that stems from the observatibthe monetised market economy
takes the centre stage. It will be analysed howptloblems expounded in part Il are

dealt with in the context of our present econongstesm.

8.3 The confusion of social and private capital imodern economics

The separate and lengthy analysis of the two isgiegcessary as they are
usually jumbled up, especially in the treatmenthaf financial market itself. As can be
well documented in both the scholarly and the teakbliterature, when the object of
the financial market — capital — is at issue, oapeggally talks about something called

“loanable funds” or “funds?*®> Some even speak of the “loanable funds markéir

253 see B6hm-Bawerk (1921b, p. 103).

24 5olow (1971, p. 27)

#535ee Gurley/Shaw (1955, pp. 515 ff.), Cargill (199p. 27 ff.), Holmstrom/Tirole (1997, p. 671),
Mishkin (2007a, p. 3).

%% young (2009, p. 40)
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the words of Frederic Mishkin, the financial marketforms “the essential function of
channelling funds to those individuals or firms that have productiverestment
opportunities.®’

Generally, these funds are supposed to hawergetarycharacter. They consist
in money?® savings>>® or purchasing powef?’ “At the heart of any financial system”
says Hazel Johnson, “money’?®* And indeed, following Tsiang, loanable funds are
simply “sums of moneyffered and demanded during a given period of tiore
immediate use at a certain pricé® Accordingly, Nobel Price winner Franco
Modigliani and his co-author Frank Fabozzi expltdie role of the financial market
nearly exclusively in terms of money. For them re¢hare three economic functions of
the financial market. The first one is to determihe money price of financial assets.
This feature of the financial market, they saygtsils how thdundsin the economy
should be allocated among financial ass&tsFinancial assets, in turn, they define as
instruments that “transfdundsfrom those parties who hasgerplus funddo invest to
those who neeflindsto invest in tangible asset&€? It should be clear that funds, here,
are synonymous to money. The second function ofitlaacial market, they continue,
is to provide liquidity, i.e., the possibility f@an investor to sell his financial assets for
money?® Its third function is to reduce the search andrimiation costs of transacting
which, except for the loss of time, also consignioney?®®

All these functions relate to the allocation of ragn Therefore, it seems

appropriate to say that these authors apply theegirofprivate capital It is in this

27 Mishkin (1999, p. 3, emphasis added), see alsnsbshH. (2000, p. 2), Howells/Bain (2007, p. 30).
28 gee Cargill (1983, pp. 27 ff.), Kohn (2004, ppff4, Mishkin (2007b, p. 278.).

29 see Houthakker/Williamson (1996, p. 24).

20 5ee Kohn (2004, pp. 4 ff.).

281 30hnson H. (2000, p. 22, emphasis added)

%2 Tsjang (2008, p. 171, emphasis added)

263 Fabozzi/Modigliani (2009, p. 9, emphasis added)

%4 |bid. (p. 5)

265 See ibid. (p. 9).

%6 5ee jbid. (p. 10).

84



sense that the term “capital” is generally employgchonymously to “loanable
funds.””®” One gets money on the financial market, and with money, businessmen
can buyeverything they need for their operatioris this way, the financial market
opens up the access to all kinds of goods thatseswme as private capital to the
businessmen.

This terminology does not face the conflict thates between the social and
private view that has been hinted at above. It du#sanswer the question as to what
are the streams of “real” goods that corresportigéacash flows traded on the financial
market. However, as long as the private notion agital is employed consistently,
there is no problem of misunderstanding. The teffoanable funds,” “funds,”
“purchasing power,” and “capital” can be employadsuch a way that they relate to
money streams only. No ambiguity arises. The fe#l@€orporate Finance, for instance,
does perfectly well with mere monetary magnitudéesom the point of view of
corporations, only money is important. To quote adern textbook: “Corporations
face two broad financial questions: What investmetould the firm make? and How
should it pay for those investments? The first §orsinvolves spending money; the
second involves raising it® In this environment, it is clear that all the tsrmsed
refer to money. Thus they are interchangeable. fohewing passage from Brigham

and Ehrhardt illustrates this point:

Businesses often needapital to implement growth plans; government
requiresfundsto finance building projects; and individuals foegtly want

loans to purchase cars, homes, and education. Wherettean get this

money*®®

%7 5ee Holmstrom/Tirole (1997, p. 671), Wurgler (2000188), Johnson H. (2000, p. 6).
28 Brealey et al. (2008, p. 2)
269 Brigham/Ehrhardt (2008, p. 12, emphasis added)
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The terms “capital,” “funds,” “loans,” and “monewll relate to the same thing, namely
to cash. And within Corporate Finance, they are sugiposed to mean anything in
addition.

Yet, economistaisually also want to give some “real” meaninghe terms they
employ. The funds traded on the financial marketaupposed to be more than mere
money. As Jeffrey Wurgler expresses it, “financiarkets and institutions do more
than just to provide a sideshow to the real econotngy perform a fundamental
allocative function.?’® Even so, when it comes to state what exactly liscaled in
“real” terms, Wurgler himself only provides a plaokder. The allocation of capital

apparently corresponds to what he calls “resoultoeaion,”"*

an expression he does
not discuss any further. And in not doing this $ignigood company. Many economists
sidestep the difficulties in the same way. Theytbaygs like: “Financial markets make
it possible foresourcego be devoted to productive uses for the benefitoniety,’?

or: “By providing resourcesnecessary for increasing plant and equipment [n.] a
efficient financial market enables the businesgosem invest in the future® Yet,
they do not define the mysterious “resources” theytalking about. Sometimes it even
seems that these resources are just another expréssthe loanable funds. Mishkin,
for example, speaks of “private investors” who cktide whether they “spend their
resources on collecting informatidi® or not. In this case, the resources cannot have
any other meaning than “money.” One of the few arglwho become more precise is

James Bradfield. For him, the resources the firdmoarket helps to allocate consist of

“the 24 hours that [a person] has each day”, tihdityto work,” the “levels of various

2%\Wurgler (2000, p. 189)

T |bid.

22 3ohnson H. (2000, p. xxviii, emphasis added)

213 santomero/Babbel 1997, p. 8, emphasis added)siRular statements see Herring/Litan (1995, p.
139), Levine (1997, p. 691), Howells/Bain (2007366).

274 Mishkin (2008, p. 28)
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skills,” “land” and “tools.?"” Later on, however, he also switches to money niades
without explaining the connection between the resesiand the money magnitudés.

So our short look into the literature shows thabremists usually have the
homogeneous concept of private capital in mind witety speak of the object of the
financial market. The connection that they try ttablish to the “real” sector in
speaking of “resources” instead of money is juketasm.

This one-sided interpretation of the financial ner&verlooks the observations
that have been made in the first part of this wétkance is only necessary whevsts
occur, i.e., when a consumption sacrifice is thecpndition of action. Yet, private
capital not only consists of consumers’ goods,disd of machines, factory buildings,
and raw materials. These are goods that do noesept potential consumption for
anybody and that therefore cannot be said to bessacy to finance anything. There
are no costs that could be defrayed by means &f goods. They are not in need when
it comes tofinanceaction. The terms “loanable funds,” “funds,” “pbesing power,”
and “capital” do not allow for an in depth analysisthis problem. They describe a
homogeneous entity, a “jelly,” that consists of @dkts of unspecified goods that are,
since they are homogeneous, “perfect substituteedoh other®” In other words,
these terms cannot conciliate the fact that finaiscenly needed where consumption
sacrifices have to be incurred with the fact thasinot consumers’ goods, but money
that is traded on the financial markein order to bring these facts together it is
necessary to underpin the private view with théupecof the economy that rests on the
notion of social capital. The latter is remindfiiltbe heterogeneity of capital, and by

means of it we are enabled to more easily distsigthose goods that are necessary in

275 Bradfield (2007, p. 48)
276 See ibid. (pp. 60 ff.).
27" Lachmann (1978, p. 6)
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finance. Both notions of capital have to be deathwbefore we can say something

meaningful about the financial market, and thathat the parts Il and IIl are all about.
It might be interesting to note that in modern gitowheory the two concepts of

capital are intermixed as well. In the basic growthdel capital is supposed to be a

278

homogeneousentity called K(t) " Generally, this K(t) consists of heterogeneous

producers’ goods like bulldozers and semiconduétSrsiowever, as Acemoglu states,
this K(t) “is typically measured in terms of thalue of the machines?®®i.e., of the
producers’ goods. Again both notions are not cjeseparated from each other. Capital
is specified in real terms by saying that it cotss a special kind of heterogeneous
goods, here “the bulldozers” or “the machines.” Fhis$ significance for production
from a social point of view is indicated. But, a3si homogeneous and “measured in
terms of value,” it is also leaned against the owotiof private capital that is
homogeneously denominated in money terms. BarroSatati-Martin even define the
K(t) as consisting of a “homogeneous good” fromdheset®*

It is impossible to unite both notions in this waye money value of goods is
not a measure for their social significance in picicbn. Some machines might go up in
value but produce less output than before. Whatitatapital, then? Social capital has
decreased, but private capital increased. Theddgms cannot be tackled as long as
the two notions are not separated clearly. It is8 ohthe main tasks of this work to try

to theoretically separate the two notions of capéad thereby to allow for a

comprehensive analysis of the financial market.

%8 See Barro/Sala-i-Martin (2004, p. 25).

29 3ee Jones C. (2002, p. 22).

280 Acemoglu (2008, p. 33, emphasis added)
21 See Barro/Sala-i-Martin (2004, p. 25).

88



8.4 Social capital and the subsistence fund theory

In the following we are providing an explanatiom fioe appearance of costs and
their financing that rests upon the notion of slocapital. In this regard it seems worth
noting that the theory of originary interest presenin the first part resembles Frank

Taussig’s interpretation of the classical theoryntérest.

According to this [the older view by Ricardo andllMiall the operations of
capitalists are resolvable into a succession oaacdes to laboreres. Profits or
interest (practically the same thing was meanthim earlier terminology by
these words) arose from an excess of what the dadx@r produced over and

above what was turned over to th&n.

Advances, as will become clear later on, are sugpa® consist of means of
subsistence or consumers’ goods. So the costseofctipitalists” in this theory are
represented by consumers’ goods, what makes thavioein of capitalists look very
similar to our foregoing discussion where costs evdefined as the sacrifice of
consumers’ goods. Furthermore, as consumers’ gaoglsingled out as a specified
kind of goods, the capitalists obviously do not coamd ahomogeneouund in this
theory, but an amount dfeterogeneougjoods. In other words, the notion sdcial
capital is employed. Taussig adds that this “mode of imgathe problem was
associated with therages-fund doctrin&?®® Therefore, when it comes to interpersonal
finance, this theory seems apt to serve as a bnkoth our theory of the economic
aspects of human action and to the social vievapital.

However, the wages fund theory has been abandongdalgo and nearly “sank

without a trace®* Later writers, like Mark Blaug, consider it “biza” and wonder

282 Taussig (1908, p. 334)
283 |bid. emphasis added.
24 pigou (1949, p. 180)
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how “intelligent men, like Ricardo, Malthus, McCaith and John Stuart Mill [could]

have believed so absurd a doctrine and not jusafew years but for almost two
generations® In the following, we try to explain why the wadgemd theory has been

abandoned, and why the reasons that were givehersipport of its abandonment
cannot stand up to closer examination. It presanpsetty good, though not perfect,
view of the non-monetary or social side of integoeral finance.

Before the wages fund theory can be expoundeaeins necessary to clarify
the use of terms. The classical economists divatenety into three separated classes,
the workers, the land owners, and the capitaff§t8y doing this they were able to
isolate in their analysis the different functionshin society and attach each of them to
one class of people. Thus, the separation intetbl@sses is not thought to depict the
actual organisation of society, but merely to sttée functions that seem necessary for
production from a social point of view. Whetherrtheeally exists a “class” of people
that could rightly be called capitalists does naitter for the analysis. What counts
from the social point of view is the function itselo matter who might fulfil the task, a
group of people, a machine, or a national planbiogyd.

In the following exposition, the classical termiogy is adopted. It has to be
kept in mind that what we are talking about are fimections not the people or
“classes” themselves. We ordgsumehe mentioned three classes of people. Of these,
the capitalists — and only theysaveand are able tadvance wage® the workers and
rentsto the landlords. The latter two classes do ne¢s@hey have different functions
in production that | consider to be self-explangtor

Furthermore, the termwagesfund” indicates that it is a fund destined for the

payment ofworkersonly. However, as Bohm-Bawerk states, also thdltads and the

285 Blaug (1994, p. ix)
26 5ee Mill (1965, p. 234).
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capitalists have to consumi®&. That is why he substitutes the more general term
“subsistence furidor the older “wages fund.”

Generally, in the work at hand the terrsubsistence fufidis employed. It
constitutes a fund that supports the owners ofadinary factors of production —
workers and landlords. Although the land owners laaedly mentioned, they are
included in the analysis. What applies to workdse applies to them. Bohm-Bawerk
notwithstanding, the capitalists aret supported by this fund as they provide it
themselves. When they are in need of support, iyjust decrease the fund that
supports the other class®8The term tvages funtlinstead of “subsistence fund” will
be employed when the classical wages fund thesegffits discussed. However, also
the wages fund of the classical economists carlyebsi interpreted as to apply to
wagesand rents. Thus, in the end, both terms are synonymblis “wages fund” is
inappropriate only from a terminological point aéw as it seems to exclude rents.

For the time being, money is excluded from the ymsal Only the “real” or
“social” side will be analysed in what follows. Thyaestion of how exactly the finance
is organised in the market economy does not conegimere. This problem is deferred
to the next part. However, so far as it goes, thaas view of things illuminates
important points that would not be visible withaut

Section 9.1 contains the wages fund theory as exgmul by the classics.
Section 9.2 demonstrates that the way the capgadiee supposed to behave in this
theory is compatible with the economic aspectsurhén action presented in part | of
this study. The following two sections deal witle thwvo weak spots of the theory. The
classical authors not always keep the terms “cédited “wages fund” apart which can
lead to some confusion. Therefore, it is necessadgfine the concepts more precisely.

Furthermore, the original version of the theory slaet pay attention to the length of

287 See Bohm-Bawerk (1921b, p. 102), also Sechre€i5(20 32, n. 7).
288 See Dorp (1937, p. 80).
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the period of production. It is shown that both rst@mings are overcome by Richard
von Strigl in his book Kapital und Produktiori®® In section 9.5 the fully developed
subsistence fund theory is applied to the quesifdimance. From the social point of
view, the function of the financial market is tdoahte the available subsistence fund.
Finally, section 9.6 shows why the subsistence finedry, despite its merits, does not
suffice for an overall explanation of the rational the financial market. That it
abstracts from the question as to how the finan@hghe economy is actually
organised hinders it from explaining the working tbe actually existing financial
market. In Chapter 10, the subsistence fund thearyexpounded in chapter 9 is

defended against the criticisms that led to itsxdbament by the economic profession.

289 See Strigl (1934b).
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9. The subsistence fund theory

9.1 Exposition of the classical theory of the wagésnd

The root of the wages fund theory can be trace& baauthors writing before
Adam Smith?°° But only with the latter this theory starts toe®® a more systematic
treatment. We are not concerned with the detailsbiical development of the theory.

1292

In essence, it is “nearly self-eviderft* a “truism as Jevons calls it; yet, an

important truism apparently — even Jevons himselileys it?

To begin with, Adam Smith and his epigones are vezlf aware of the correct
order of things. Before production can be startbdre has to be something else in
existence that maintains the workers until theyehéimished the produé®’ This is,
though trivial, a basic insigh# fund for the payment of wages, however definasl it
be there before work can be ddfieThe idea is clearly taken from the conditions
prevailing in agriculturé® Harvest is reaped only once a year. But until fut in
time, people working in the farm production havebosupported®’ And this cannot
be done with the help of their own product becaudeesn't exist in consumable form,
yet. The consumers’ goods, or the means to obtaimsuwmers' goods, have to be

d®®to the workers out of the product of past labBiThe store out of

“advance
which these consumers’ goods are paid the clagsatls“funds destined for the

maintenance of productive labodf®“the fund out of which their [labourers’] wages

290E g. Turgot ([1766] 1997, p. 188). See Taussi®6l®. 127), Weingarten (1935, p. 8), and Guglielmi
(1945, pp. 27 1.).

291 Senior (1830, p. iv, and 1854, p. 153)

292 5ee Jevons (1911, p. 268).

293 5ee the comment by Stigler (1946, p. 29).

2% See Smith ([1776] 1869, pp. 68 f.).

2% gee Eucken (1954, p. 62).

2% gee Phillips (1967, pp. 321 f.), also Garrisord@,$. 134).

297 See Smith ([1776] 1869, pp. 68 f.).

2% 5ee Garrison (1990, p. 134), also Taussig (191044, and 1908, p. 334), Smith ([1776] 1869, p. 69
29 See Ekelund/Olsen (1973, p. 403).

390 Smith ([1776] 1869, p. 195)
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are wholly paid,*** or simply the “wages fund.” As the wages fund isamt to serve
for the payment of workers, it “embraces the vagiadicles intended for ‘the use and
accommodation of the labouring clas®®

As far as only periodic production is concernedte lin agriculture, even
important critics of the wages fund theory admiattha special store is obviously
needed.®* However, the classical economists are of the opirthat a fund of
consumers’ goods ready to support workers is teeeguisite not only of agriculture,
but of every form of productionBefore soil can be cultivated, something “must be
provided for the support of the labourers employpdn it,in like manner as it must be
provided for the support of those engaged in manufas, or other branches of
industry”®* Now, as the wages are paid out of a special fitrmturally follows that
wages depend on this fund on the one hand, andautider of labourers that share this
fund on the other. General wages depend, in tlew,vion the Extent of the Fund for
the maintenance of Labourers, compared with the bewnof Labourers to be
maintained.*® These are the two variables that the classicalewdgnd theory is
composed of: the wages fund and (working) populatierom here the theory can
easily be extended in a way to allow for a demamti supply analysis. Wages are paid
out of the wages fund, which is the demand for lmbdhe number of the workers
constitutes the supply of labour. If the formerwsowages will rise, if the latter grows,
wages will decrease.

As the wages fund theory occupies an importantepiaithin this part of the
discussion, John Stuart Mill's formulation of it Ims Principles of Political Economy

shall concludingly be quoted at some length. Infitst book, he clearly demonstrates

%91 McCulloch (1854, p. 4)

392 |hid.

393 Clark ([1908] 2008, p. 247), similarly Blaug (1994 ix).
304 McCulloch (1854, p. 4, emphasis added)

305 Senior (1854, p. 153)
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that he is well aware of the necessity of a fund@adsumers’ goods that exists before

further work can be done:

Except the labour of the hunter and fisher, therscarcely any kind of labour
to which the returns are immediate. Productive afp@ems require to be

continued a certain time, before their fruits abdéamed. Unless the labourer,
before commencing his work, possesses a storeodf far can obtain access
to the stores of some one else, in sufficient gtyatd maintain him until the

production is completed, he can undertake no lalmursuch as can be
carried on at odd intervals, concurrently with fhesuit of his subsistence.
He cannot obtain food itself in any abundancegfoery mode of so obtaining
it, requires that there be already food in store] [The labour employed in

producing this stock of subsistence, forms a gasat important part of the
past labour which has been necessary to enablempribour to be carried

on -306

In the second book, we find the wages fund theory:

Wages, then, depend mainly upon the demand andysoblabour; or as it is
often expressed, on the proportion between popumaand capital. By
population is here meant the number only of theulaing class, or rather of
those who work for hire; and by capital only cimtihg capital, and not even
the whole of that, but the part which is expendedhie direct purchase of
labour. [...] There is unfortunately no mode of exgsiag by one familiar
term, the aggregate of what has been called thesvlamd of a country: and
as the wages of productive labour form nearly thwle of that fund, it is
usual to overlook the smaller and less important paages of soldiers,
domestic servants, and all other unproductive lgb@und to say that wages
depend on population and capital. It will be congah to employ this
expression, remembering, however, to consider illstical, and not as a

literal statement of the entire truth.

308 Mill (1965, p. 33)
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With these limitations of the terms, wages not aidpend upon the relative
amount of capital and population, but cannot, urtberrule of competition,
be affected by anything else. Wages (meaning, afsep the general rate)
cannot rise, but by an increase of the aggregatdsflemployed in hiring

labourers, or a diminution in the number of the petitors for hire’®’

9.2 The economic aspects of human action and the ges fund

The wages fund theory can be shown to be closeipexied to our analysis of
the economic aspects of human action. According, tproduction presupposes the
existence of a fund of consumers’ goods. Withoig fand, no production that is not
from hand to mouth is possible. Mostscould be incurred without such a saved fund
of consumers’ goods. Thus, the wages fund theogyseto be consistent with our
notion of costs as consumption sacrifice that grpeses the ownership of saved
consumers’ goods.

It also accords to our definition afvestmengs the tie-up of previously saved
consumers’ goods. This can be seen, as | beliews, the following statement of John
Cairnes: “Restricting our view for the presenthattportion of the generslVages-Fund
which goes to support productive labour, we hawehe first place, to observe that the
hiring of labour for productive purposes is an éit of theénvestmenof capital.*® It
is true that Cairnes uses the term capital of wilhiehmeaning is pretty unclear. The
analysis of this term within the wages fund theloag to be deferred to the next section.

However, it can be seen that it is, at least amaihgr things, the wages fund, the fund

of consumers’ goodghat isinvested Elisabeth van Dorp expresses this thought more

%7 Mill (1965, pp. 337 f.)
3%8 Cairnes (1874, p. 168, emphasis added)
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clearly when she says that “the capitalist supgheslabourer with consumption-goods;
doing this is identical with investmenit®

We come to the term “finance.” For us, the placdirdnce in human action is
at the intersection between costs and saved comsugm@ds. That the wages fund
theory can easily be extended in a way that shiwasthe advancing of consumers’
goods to the workers runs parallel to the finanadfigoroduction is demonstrated by
Richard von Strigl: “It is clear that, here [in thpayment of originary factors of
production], thefinancing of production is identical to thsupportof the originary
factors of production.®° The support of these factors is made possible thg *
existence of a fund of the means of subsistenagés funji”** In other words, the
consumption of the factors constitute tbestsof production. Financing production
then makes necessary to incur these costs, i.gupieort the workers.

Also to the interest problem the wages fund theany be applied in a way that
corresponds to our theory of profit and originamyerest as the spread between costs
and revenues. Following Landry, what we call wafyesl can be seen aprbperty
which might be consumgdavhich might be employed to procure an immediate o
almost immediate satisfaction, and of which we makeh a use that we shall recover it
or have itsproductonly after the expiration of more or less tim&The difference
between the wages paid out of the not consumedepso@nd the product then
constitutes profit or loss to the capitaffstSo the wages fund constitutes the costs, the

product constitutes the revenues, and the residymbfit or loss — is received by the

Investment,

capitalists. In the end, all the relevant termgst¢’ “revenue, profit,”

and “financing,” can thus be interpreted as to rréfe the actions of the class of

%99 Dorp (1937, p. 77, see also pp. 80, 239).
310 Strigl (1934a, p. 28, emphasis added)
31 |bid. (p. 19, emphasis added)

312 Landry (1909, p. 571, emphasis added)
313 See Dorp (1937, p. 5).
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capitalists. Their behaviour in the wages fund themrresponds perfectly to the logic
of action as expounded in part I.

Thus, at first sight, the wages fund theory seepts@serve as a basis for the
analysis of the interpersonal finance. There afeoarse, several problems with this
theory as stated by Smith and the other classighioass. Some of them have already
been solved by later writers who extend the waged theory in some central respects.
The most important extensions will be presentedthi@ course of the following
discussion. For now, a question of terminology, ke of the term capital in the real

sense, has to be settled.

9.3 The use of the term “capital” as opposed to “wges fund”

It is necessary to hint at the following shortcoghof the older expositions of
the wages fund theory. In its classical versiorsegHacks a clear distinction between
the terms “wages fund,” “stock,” “circulating cagif “fixed capital,” and “wealth.”
This lack of clarity often occurs when the theasystated in a short way, for instance
when it is only expressed in terms of the relathgmsdbetween the demand and the
supply of labour. In such cases it is very oftergédten that the demand for labour
must consist in goods that are intended for “the aead accommodation of the
labouring class** Instead, the general tercapital is substituted. Says MacCulloch:
“[1]t is obvious that the rate of wages in all coties and at all periods, depends on the
ratio between the portion of thaapital appropriated to the payment of wages, and the
number of their labourer$*® Here he still talks aboutgortion of capital, meaning, of
course, the wages fund. Elsewhere he omits thifigation and just states that “the

rate of wages wholly depends on the proportion betveapital and population®

314 McCulloch (1854, p. 4)
315 McCulloch (1854, p. 7, emphasis added), see asis (1830, p. 19).
318 McCulloch (1854, p. 4, emphasis added)

98



The argument is often stated in such a short actbanexpression that verbalises the
equation:

capital
population

wages=

John Stuart Mill applies this idea to demand angpbu analysis even in a
headline: “Wages depend on the demand and supplgbofur — in other words, on
population and capitaf*’

Substituting the term “capital” for the more preciswvages fund” raises a
problem. As, according to the classics, also mashand intermediate goods are part
of capital?*®it is not necessarily the case that the wages famdl therefore wages
increase if capital — the alleged demand for labeuncreaseseteris paribusEven a
decrease in the wages fund is well possible wiafgtal as a whole might grow. Senior,
for instance, is well aware of this problem. He Ws0o‘of no definition of that term
[capital] which will not include many things thateanot used by the labouring classes;
and if our proposition be correct, no increaseionimution ofthesethings cardirectly
affect wages3*?

Senior, as a critic, has a very good sense of wghatong with the wages fund
theory??° at least in this respect. Yet, as several comnmnstdave noticed, when it
comes to the positive exposition of his own iddss,falls back mainly to the more
simple line of reasoning of the writers he hasiasied himself beforé?! It seems fair
to say that the classical authors generally haveclaified their use of terms. Even

Cairnes, of whom Taussig remarks that his endeaimueshape and rehabilitate the

wages fund theory was “the first attempt, since rAdamith, at a deliberate and careful

317 Mill (1965, p. 337), see also Ricardo ([1817] 19155).

%18 5ee e.g. Ricardo ([1817] 1911, p. 53) who wasepiabove.

319 Senior (1854, p. 154, emphasis by Senior)

320 5ee Salz (1905, p. 80).

321 See Taussig (1896, pp. 200 f.), Salz (1905, piit.BGlso Wicksell (1934, pp. 194 f.).
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statement of its meaning® ends up with the “old-fashioned way of reasoningttoe
subject.®® That is why later writers usually have in mindrade version of the theory.

According to them, the essence of the wages fuedrthis simply that wages “are

|324 “ I 1825 K « 326
b )

or “w=—,

drawn directly from capita A

are paid ‘out of capita

expressions that Irving Fisher calls “sorry remeaof the famous wages fund
doctrine.®?’

Richard von Strigl shows that it is not necessanalbandon the wages fund
theory if one constantly keeps in mind that capitathe sense that it was used by the
classical economists, contains not only the waged,fbut all sorts of goods necessary
in production. He distinguishes three parts of tpi‘free capital,” “intermediate
goods,” and “fixed capital®*® Only the first one of these corresponds to thesital
wages fund. Strigl calls it “the fund of the mearissubsistence” and explicitly states
that it is a “store of consumers’ good$>In this regard he is anticipated by Stanley
Jevons who similarly maintains that “current meahsustenance [articles in common
daily use] constitute capital in its free or unistedl form.”®* Like the classical
economists, Strigl considers this fund to be theergquisite” for any “roundabout

production,”*

i.e., production that is not only from hand to riouHow the
production process can be explained by means dfléissification of capital suggested

by Strigl can be seen in the following statemerttief

322 Taussig (1896, p. 241)

323 |bid. (p. 263)

324 George (1911, p. 20)

3% Fisher (1896, p. 524)

326 stigler (1946, p. 283). w: wages; K: capital; Ammber of labourers.
327 Fisher (1896, p. 524)

328 Strigl (1934b, p. 39). Similarly Weber (1958, 3).

329 |bid. (p. 39)

330 Jevons (1911, pp. 223 f., emphasis erased)

31 Strigl (1934b, p. 38)
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The production process at work in roundabout methofl production is
determined by the employment of these three forinsapital. The fact that
originary factors of production can initially be edsin the production of
intermediate products which mature only in the seunf time into finished
products, is made possible by a supply of freetahpfA special form of
roundabout method of production is present if idiin—and this again is
only possible under the condition of a supply ekfcapital—originary factors
of production are employed in the production okfixcapital, which later in
turn produces the finished product by incorporatitgrmediate products and
additional originary factors of production. Howeybecause the production
of a capital good is only possible with the helpacsubsistence fund which
supports a process that has not yet produced ansupwer goods, every
capital good must have been preceded by free tapit@ capital good is

produced as a result of the expenditure of freaa}}*

That also this view of the production process casilg be reconciled with our notion
of the economic aspects of human action is show8thygl himself. According to him,
new capital can only be built laving finished consumers’ gootid These goods, the
free capital, aréenvestedand tied-up in the intermediate and capital gdods period
of time3** At the end of the process, consumers’ goods arfeezeagair-> So he also
stresses the central role played by consumers’syood

It is necessary to point out that Bohm-Bawerk, aityh hisPositive Theory of
Capital serves as a foundation for Strigl’s work, emplaysotion of social capital that
does not include consumers’ godddHe does so because the latter are, as he thinks,
the end and not themeansof productior>’ Yet, Béhm-Bawerk ignores that, from a

social point of view, consumers’ goods not only #re end of production, but very

332 Strigl (2000, pp. 27 f.)

333 See Strigl (1934b, p. 41).

%34 See ibid. (pp. 41 f.).

335 See ibid. (p. 42).

3% See Bshm-Bawerk (1921b, p. 94). In contrast torB&@awerk, Wicksell (1934, pp. 144 f.) includes
them.

337 See Boshm-Bawerk (1921b, p. 100), also Garriso8@18p. 146 f.).

101



often also its requisite. To take only the cladstese, farm production presupposes the
securing of the livelihood of those who are invalv&Vithout a fund of consumers’
goods it is impossible to wait one year for thetriexvest. These consumers’ goods are
not only the end of production, as they are consutme the workers, but also a
prerequisite for production. So Strigl does not emalogical mistake when he includes
the subsistence fund in the term “capital.”

Anyway, it may well be true that the classics atitets are not too precise in
their use of the terms and often fail to distinuisetween the wages fund and the
whole of capital. However, it is not necessaryhereforebury the whole theory. One

only has to be attentive in the formulations.

9.4 The stages of production
Although Adam Smith and his successors are awatigeoforrect order in time,
there are other points in connection with the problof production as a time-

consuming process that they do not pay attentioAgoraussig remarks, Smith

thought of production piece by piece. The emplowded funds with which
to pay laborers simply until the product was salalhe need of advances
ceased when the particular article in hand was tetegh This simple every-
day operation is easily confounded with the lar@®i more intricate process
by which the labor of the whole community is spreadr a lengthened

period3®

Briefly speaking, production is not completed wheork has been done by one stage
of production®*® Very often the output of one stage consists t#rinediate goods or

tools which are not apt to serve as a fund forpngment of wages. Carl Menger, in his

338 Taussig (1896, p. 150)
339 See Block (1990, p. 202).
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famous Grundsétze der Volkswirthschaftslehmealises this problem and displays a
concept of the production process that is divided several stages. He distinguishes
not only, as the classical authors usually do, betwthe consumption and the
production spher&? Instead, he introduces the notion of the diffex@ders of goods.
Consumers’ goods he calls goods of the first or@ods that help to produce the
latter are goods of the second order. Those tHptthegproduce these are goods of the
third order and so off That is, not all goods that are produced are goddke first
order and can be consumed. A large part of the gytloat are produced consists of
goods of the higher orders like raw materials, rimexliate goods, or machinery. It is
clear that the output of higher order goods doet emarge at all the fund of
consumers’ goods, the wages- or subsistence funith M& higher order goods it is
impossible to pay real wages or, in our termsntat any kind of costs. In order to do
so one has to command savings, i.e., consumersisgdonly with them, production
can be financed. The wages fund that was originalgxistence has to suffice not only
until the end of any stage of production, but uatihsumers’ goods are produced that
fill up the wages fund agaitf? The classics, in other words, did not duly consitie
period of production in the Béhm-Bawerkian seri$&According to an earlier
publication of Ludwig von Mises, where he expligift* followed Béhm-Bawerk’s

terminology and theory,

[tlhe period of production which is thus definedshbe of such a length that

exactly the whole available subsistence fund i€ssary on the one hand and

340 5ee Skousen (2007, p. 16).

31 5ee Menger (1968, pp. 7 ff.), Garrison (1990,35)1

%42 5ee Wicksell (1934, p. 190) and Taussig (19104p).

%3 5ee Bohm-Bawerk (1921b, pp. 480 f.), Dorp (1931, 300 f.), Fisher (1896, pp. 524 f.). James
Wilson (1847, pp. 126 f.), however, a member ofBla@king Schoglhad a very good understanding of
the relationship in question.

344 See Mises ([1912] 1953, p. 339, n. 1).
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sufficient on the other for paying the wages of kgourers throughout the

duration of the productive proce¥s.

Ceteris paribusan increase in wages has to shorten this pericause otherwise (real)
wages could not be paid until production is fingslaad, consequently, workers would
starve. This problem is not tackled in the writigfshe classical economists. Among
the authors who try to overcome this deficiencyghard von Strigl links the fact that
production consumes time and involves numerous estagiost closely to the
subsistence fund concept. According to him, “[tthere capital of this kind [fund of
the means of existence] is created, the more andeloroundabout processes of
production can be started® In this respect he pays attention to the problem
whereupon the subsistence fund has to support migttbose who produce the final
good, but also those who produce the raw matanedgssary for the production of the
final goods, those who produce machines, and tiwbgewin the raw materials for the
machine industry*’ A great part of his book oBapital and Productions dedicated to
clear up this relationship.

When one looks at the production process from dmgle, another problem
becomes visible. Some production processes take iy@ars. In the meantime, the
originary factors of production have to be suppdbrtis it reasonable to suppose that
there is, at the beginning of these processesna @ consumers’ goods already in
existence that suffices for the whole time of pithn? That seems impossible as
many consumers’ goods perish in a very short tifimés problem is solved in real life
by synchronisationProduction does not occur in a single processrdther it will be

divided into several parts, such that within a @eriof time several independent

345 |bid. (p. 360), who follows Bohm-Bawerk (1921b 4#9).
346 Strigl (1934b, pp. 85 f.)
347 See ibid. (p. 27).
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production processes will be comple&tiThis way, the subsistence fund is filled up
frequently. The output of the processes that firtistiay is used to finance those
processes that will produce output only in the feitu

It must be added that, although there are lotatefiediate goods and stages, it
is still the subsistence fund, and only the subsi=zt fund, that is necessary to finance
production. This is most clearly seen when it isuased for a second that the whole
production process is integrategrtically. Vertical integration means, following
Rothbard, that one or several firms have integréaddidthe stages of production of a
product [...] until finally the product is sold toetconsumer*° For these integrated
firms then, the only thing that they have to finane the consumption of the originary
factors they employ. The mere existence of allssoftintermediate goods does not call
for any separated financing. Only the workers tae¢ necessary to produce and
maintain these goods need to be supported, antttiane by the subsistence fund.

From the social point of view, it does not mattérether the production process
is vertically integrated or not. Even if every sgsagas owned by a different capitalist,
no additional sacrifice of consumption would becomeeessary. The mere transfer —
transport etc. aside — of intermediate goods doeslmsorb any social resources. In the
words of Walter Block, “a purellggal phenomenon, the ownership and organization of
business enterprise, [does not] affect a purelynesic phenomenon*° The

subsistence fund, or free capital, is the onlygmecessary to finance production.

38 5ee ibid. (p. 14).
349 Rothbard ([1962] 2004, p. 367)
30 BJock (1990. p. 203, emphasis by Block)
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9.5 Financial market as the market for the subsistece fund

Within the picture of the production process tlsabuilt upon the social notion
of capital it is now possible to visualise the wdinkat has to be done by the institutions
that are supposed to organise the financing ofett@nomy. In a world where the
organisation of production does not rest upon marmytracts and markets, what is
needed in order to start and realise any kind ofipction process is a means to support
the owners of the factors of production labour #tt. The mere existence of any
production goods does not make necessary any fusthkays except where labour and
land services have to be paid in their maintenafae.the only thing that can be
counted as costs for any kind of production praocessto say it differently, the only
thing that is needed in order timance production, is the availability of consumers’
goods that allow for the support of the ownershaf originary factors of production.
From this point of view, the task of any market faection of which might be to
finance the economy would be to allocate the stdrsie fund.

Now, there are indeed some economists who restréctunction of capital or
financial markets to the allocation of the subsiseefund, or, in Strigl’'s terminology,
free capital. The free capital that could be hasuah a financial market in the world of
social capital then allows for the employment @& dther factors of production because
of its ability to serve as income for the factorrmas>>* Walter Eucken calls it the
“market for the temporary transfer of provisionscohsumers’ goods> and himself
adds that “some might call the latter ‘capital neark®>® Also Strigl thinks that the
object of thecapital marketds thesubsistence fundhefree capital®* The supply on

the capital market, according to these authorssistnin the subsistence fuffdand

%1 35ee Brautigam (1938, p. 80).
%2 Eucken (1954, p. 108)

353 |bid.

34 See Strigl (1934b, pp. 79 f).
35 See ibid. (p. 80).
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the demand stems from those who want to start ptmi°® The consumers’ goods
they obtain at the financial market enable themeitter the market for the production
factors and to buy productive services of labout mature.®’

The role of the capital or financial market withime economy would therefore
be the allocation of the wages or subsistence fMigen costs appear in the course of
production, i.e., when consumers’ goods have teauoeificed in order to pay the factor
owners, one can go to the financial market and isegqonsumers’ goods there. With
those one is able to finance production. Consumptredit could also be explained in
this way. Those who turn to the financial marketdaese they are in need for consumer
credit can indeed obtain consumers’ goods therehas is traded on these markets is a
fund of consumers’ goods.

The fact that only consumers’ goods are able tanite production is rarely kept
in mind by the authors who work with the social iaot of capital. For Ludwig
Lachmann, for example, who defines capital as theterogeneous) stock of material
resources>?® the “function of the capital market is to allocatarce capital resources
amongst a number of alternative us&S.Yet, his “capital resources” include much
more than only consumers’ goods, and the allocaifaal these other goods, like raw
materials and machines, can never be the funcfiarcapital or financial market. From
a social point of view, the transfer of these aljeaxisting goods does not absorb any
resources or cause costs. It is only necessargaade the consumption of tipersons
who produce, maintain, and transport these gooldat ihtermediate goods sometimes
have to change hands is, as we have sedaga, not aneconomicproblem. No
resources whatsoever are absorbed in the merderasfsownership of intermediate

goods. Their allocation therefore does not havsetéinanced.

%6 see Eucken (1954, pp. 124 f.).

%7 |bid. (p. 125)

38 | achmann (1978, p. 11, emphasis erased)
39 bid. (p. 28)
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In this context it seems appropriate to call attentto Bohm-Bawerk’s
ambiguous use of terms. Similar to Strigl he speaksa “general subsistence

market,”3¢°

and on one occasion he even explicitly states thratthis market
“consumable present godd&® are traded. Yet, generally he employs the term
subsistence fund in a different way. At most tirhesregards it as the whole stock of
wealth except land, therefore including all sorfsgoods that are not ready to be
consumed®® And he also generally considers all these goods,only consumers’
goods, to constitute the supply on the subsistemméket>*® As long as he does so, he
commits the same error as Lachmann and he therefoneot be considered to be a
predecessor of the view presented here, althougtienminology might suggest this
interpretation.

The authors that share the opinion of LachmannBitin-Bawerk regard the
whole social capital to constitute the supply oe tapital or financial markets.
However, to repeat, only the subsistence fun@art of social capital, is necessary to
finance the economy. There is, therefore, muchetsdd for the abandonment of the
term “capital market,” at least from the social rgoof view. Not all things that are
capital from this perspective would be traded amaket that is supposed to finance
the economy. It is misleading to still call it “aegd” market. The term “financial”
market fits much better. It stresses the functibthe market that has been described

above.

30 Bshm-Bawerk (1921b, p. 391)
%1 |bid. (p. 401, emphasis added)
%2 See ibid. (1921b, pp. 391 f.).
33 |bid.
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9.6 The limits of the social notion of capital

The wages fund theory seems pretty apt to provideexplanation of the
economic processes underlying production. Furthezrtaenlightens the occurrence of
costs within society and therefore the necessityirdnce. Until now the parallels
between this theory and the cost-revenue-analyssepted in the first part have been
highlighted. It is time to point out the phenoménzannot explain.

Its main shortcoming is its social viewpoint. Itedonot provide an explanation
as to how the allocation of the wages fund to thmedpction processes, to the
production stages within this processes, and tootineers of the originary factors of
production comes about. In the real world, no “ssteace fund market” exists where
the means of subsistence could be allocated tontst important uses within society.
The subsistence fund theory is compatible withet@nomic aspects of action only in a
superficial way. In the end, it is only concernedthwtechnical questions®®* It
concentrates on thgroduction processlt abstracts from theconomic considerations
of individuals It does not tell how actually living and actinggple who, as we have
seen, trade off costs against revenues, bringllieation of the subsistence fund about.
It has to be kept in mind that this is not a techhguestion. A lot of things that can
technically be produced are not needed by anyohélho then is going to decide
which one of several production processes thataliréeasible obtains parts of the
subsistence fund and which one doesn’t? Furthernioeeheory does not explain what
goods the subsistence fund is supposed to corfsith @ market economy, not the
employers or a planning board decide on its contiposibut the final consumers. How
is this process accomplished and how can it benmenl with the notion of social

capital?

%4 See Menger (1888, pp. 155 ff.).
35 See Landry (1904, pp. 4 f.), Menger (1888, p. 144)
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It is true, within the subsistence fund theory, ¢hpitalistsseem to accomplish
the task of allocating the subsistence fund. Bigt tlonception of things simplifies the
story. In effect, nobody orientates his actionssbynething called “subsistence fund.”
This notion might well serve as mental toolthat allows for depicting the real
processes that must underlie a production processdbon the division of labour. But it
cannot provide answers to some important non-teehigsues. It ignores all problems
connected with therganisationof finance in the real world.

Those who organise the production process in thikghaconomy do not spare
a thought about the subsistence fund. For thenfutiek of consumers’ goods that must
be there in order to support workers does not dotestosts or only a small fraction
of it does s3°® This fact is hinted at eloquently by Ferdinanddade who criticises
the notion of profit as a “compensation for absiire™®’ In this view, he says, “the
House of Rothschild” would be the “head penitent @scetic.?®® Concerning our
point he is definitely correct. Even if the capitd wanted to, they would not be able to
themselves consume the whole fund of consumersigdloat permanently comes to
existence. To give these goods away and employ thgmoduction, then, cannot be
said to constitute a sacrifice or abstinence. Tiere trade off. They would have no
personal use for all of them anyway. The sameuis for the revenues. The product of
the combination of the originary factors very ofiemot a consumers’ good at all, and
even if it is, it usually won't be of personal inget to the capitalist such that he could
consider these goods to be his revenue. At leademanass production will hinder the
capitalist from consuming all of the output himsdfifat all, only a very small fraction

of the output will be of interest to him. The reannot be said to be revenue in his view.

3% See Englander (1930, pp. 70 ff.).
%7 See Lassalle (1864, pp. 109 ff.).
38 bid. (p. 110)
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Whereas, from a social viewpoint, the function loé tapitalists is to finance
production by allocating the subsistence fund, pssitons do not and cannot orientate
their actions by this function. The subsistencedfand the final product are not entities
that can serve as reference points for them. Whaemreneurs employ factors in order
to produce, they, like anybody else, pursue the@rs@gnal interests. In a market
economy, they generally try to maximise th@ioney profits They buy the factors of
production for money and sell the product againshey. It is these money figures that
they are concerned with. This is even acknowledgedrriedrich von Wieser: “The
producer who participates in monetary commerce gtidks at first both in language
and in his economic calculation to the money forficapital.”*®° In order to see how
this private viewpoint of the capitalists can benabated with the social one it is
necessary to investigate the organisation prinagblthe monetised market economy.
The following part 11l will show that, although tee who organise production orientate
themselves by money prices, and although the objette financial markets is money
and not the subsistence fund, the conclusionsisfpidrt on social capital do not have
to be abandoned.

Before we take this step it is essential to know wite wages fund theory has
lost all the prominence it once possessed. In these of time, a lot of prominent
economists have opposed it vigorously. As we haaatged this theory to be a useful
mental tool, it seems necessary to answer theaekattChapter 10 will present the
most important criticisms advanced against the wéiged theory and demonstrate that

its core remains totally unaffected by them.

39 Wieser (1924, p. 48)
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10. Criticism put forward against the wages fund tleory and anti-

critique

10.1 The aversion of economists to the wages furttebry

Ahead of the presentation of the particular argusettered against the wages

fund theory we quote Henry George at some length.dddicates the whole first

chapter

of his famous worRrogress and Povertyo the refutation of the classical

wages fund doctrine. It is interesting to see wimatthought would collapse together

with this

112

doctrine:

For upon the assumption that wages are drawn Birroin capital and not
from the product of the labour is based, not omlg toctrine that wages
depend upon the ration between capital and labowir,the doctrine that
industry is limited by capital - that capital miss accumulated before labour
is employed, and labour cannot be employed excepéapital is accumulated;
the doctrine that every increase of capital givesisocapable of giving
additional employment to industry; the doctrinetth@ore labourers can be
employed at low than at high wages; the doctriret tapital applied to
agriculture will maintain more labourers than ifpdpd to manufactures; the
doctrine that profits are high or low as wages lare or high, or that they
depend upon the cost of the subsistence of labgutegether with such
paradoxes as that a demand for commodities is m@naand for labour, or
that certain commodities may be increased in cpst keduction in wages or
diminished in cost by an increase in wages.

In short, all the teachings of the current politieaonomy, in the widest and
most important part of its domain, are based morkess directly upon the
assumption that labour is maintained and paid dwxesting capital before
the product which constitutes the ultimate objedeacured. If it be shown that
this is an error, and that on the contrary the teagnce and payment of

labour do not even temporarily trench on capitat, dre directly drawn from



the product of the labour, then all this vast ssgacture is left without

support and must faff°

According to this famous critic, the wages fundattyeis a cornerstone of the classical
system, not merely a part of it that could be etasereplaced at wiff’* Also modern
economists will see from this quote that, if Geoigeorrect, the wages fund theory is
central to economic questions that are still of amt@nce today. In the words of
Reisman, “the abandonment of the wages-fund dectfin.] made possible the
acceptance of Keynesianism and the policy of imftatdeficits, and ever expanding
government spending®? Whether one shares Reisman’s opinion concerning
Keynesianism or not, the wages or subsistence thadry seems to be pivotal to
economics.

Some of the “errors” mentioned by Henry George Ww#l discussed in this
chapter. It will be shown that there are some #uth rediscover that have been
forgotten by the economic profession for a longetiamd that have been substituted by
other theories that neglect these truths.

Before we move to the fate of and the attacks ldragminst the wages fund
theory, it might be interesting to look for the seas for the animosity it has faced by
SO many economists. A good argument can be matéghapopularity stems from its
political implications. If all wages are paid outthe “wages fund”, consisting, as may
be assumed here, of all consumers’ goods not coedioy the capitalists themselves,
there is no possibility to increase wages in any Wwat in the increase of this fund.
Even if it should be the declared end of politiogjons, or society as a whole to
improve the lot of the workers, it follows from theages fund theory that this is a very

difficult or even impossible task, at least in #feort run. For in order to do so, they

30 George (1911, p. 20)
371 See also Vint (1994, p. 215).
372 Reisman (1998, p. 474)
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would either have to increase the wages fund, oredse populatiof2 Of these, the
latter only changes very slowly and cannot theeefog a short- or medium run policy
variable3* The former, the wages fund, considered by thesitago be part of capital,
or even synonymous to it, also doesn’'t depend oonuor social action of any kind,
but on the propensity of the capitalists to accwataulkavings. Of course, one could
argue that the consumption of the capitalists shd¢ reduced. But the classics
considered the goods consumed by workers (wagesjydodbe different from those
consumed by capitalist&’ It would therefore be useless to confiscate amdlosate

376 ayen union

them. And, indeed, as long as the wages fund theokgd triumphant,
leaders were not trying to increase wages becdwesethought it was impossibté’
What is more, if wages are “paid out of capitalisieven in the interest of workers to
abstain from high wages as this leads to higheffitprand therefore to the
accumulation of new savings, a larger wages fund, tharefore higher wages in the
future.

That is to say, from the wages fund theory folldfas idea of harmony between
the two “classes” capital and labour. It follows, the words of McCulloch, “that at
bottom they [the work-people] have no exclusiveiiests, and that their prosperity is
intimately connected with, and is indeed insepa&dtdm, the prosperity of the other
classes®® If the capitalists thrive, so will workers. Thisads Adam Smith to an

379

optimistic interpretation of the development of isbe”"" He thinks it best to leave

everybody free to achieve his selfish goals. Treeiase of capital that would result

373 See Ricardo ([1817] 1911, p. 56).

374 See Wood (1888, p. 62).

37> See Senior (1854, pp. 154 f.), also Ekelund (19768) who builds his model of the wages fund on
the notion of “wages-goods.”

378 samuelson (1966, p. 317)

377 See Breit (1967, p. 511), Hutt (1954, p. 28).

378 McCulloch (1854, pp. iii f.)

379 See Steffan (1929, pp. 3 f.).
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would be of advantage also to the working cf483hus, the political consequence of
the wages fund theory is, at least concerning thieof workers, to leave things to
themselves Jaissez faire

It might be interesting to note that even Malthusowhas a more pessimistic
view of the natural development of thifffsdoes not think it necessary to intervene in
support of workers. Quite the opposite is true.ddbeves with Smith that the wages
fund limits the amount of wages, and is convincéthe impossibility to improve the
workers’ lot by union action or the 1ik&% Malthus is pessimistic concerning thecond
variable determining the size of wages in the wdged theory — the population and its
increase “if left to exert itself with perfect frdem.”*® He retains throughout a
conviction of the strong probability that everyriease in the wages fund would induce
a corresponding increase in population, and thgesain terms of the habitual food of
the labourers, would remain at one dead |&/ehAccording to him, “the means of
subsistence, under circumstances the most faveutabhuman industry, could not

possibly made to increase faster than im@thmeticalration,®°

whereas “population,
when unchecked, goes on doubling itself every ty#fime years, or increases in a
geometricalratio.”® Malthus thus gives a pessimistic turn to the wéges theory.
Instead of stressing the potential of increasingegabecause of growing amounts of
capital, as Smith has done before him, he pointshai probability of an even faster
growing population, therewith formulating what wdddecome known as the “iron law

of wages”. This law is nothing else than the pe&iminterpretation of the wages fund

theory®®” However, as was already mentioned, even this péstis view on the wages

380 5ee Weingarten (1935, p. 10).

¥l 5ee Steffan (1929, p. 4).

32 See Weingarten (1935. pp. 12 f.).

%83 Malthus (1817, p. 5)

34 See Taussig (1896, p. 162).

385 Malthus (1817, p. 14, emphasis added)

3¢ Ibid. (p. 9, emphasis added). See already the shatment by Turgot ([1766] 1997, p. 161).
387 Schorry (1934, p. 5)
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fund theory does not allow for union action or samipolitical action. Malthus’s
negative view on the increase of the populationldet® different conclusions that are
reflected in the political advice given by lateass$ical economists. Of the two variables
that determine the well-being of labourers, the egagund and populatiorgnly the
latter is considered to be — at least in the long runmeraable to influence. Says

Ricardo:

It is a truth which admits not a doubt that the tmms and well-being of the
poor cannot be permanently secured without somardegn their part, or
some effort on the part of the legislature, to tatguthe increase of their
numbers, and to render less frequent among thehy aad improvident

marriages®®

The political consequences of the wages fund theegm to be the driving force of
those who try to eradicate it. At least, all cigros that have been uttered against it are
thought to prove that it is not the wages fund timaits the amount of wages. From this
would follow that social policy might well be alde ameliorate the living conditions of
workers even in the short run. This motive is agepointed out by William Sumner in

1882:

Every one who has yielded to sentimental faithdoogings to lessen the
hardships of getting a living, or to discover soma&y by which men may
attain to happiness except by conquering it, haa s@émself forced to attack

the doctrine that wages are paid out of capftal.

In the following sections, the arguments put forvagainst the wages fund theory will

be examined critically. Many of them rest upon domfusion between social capital

388 Ricardo ([1817], 1911, p. 61)
389 Sumner (1882, p. 255)
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and private capital. This can be seen already ctige 10.2 where the famous
recantation of the wages fund theory by John Sthhlitin 1869 is presented. All
critics argue throughout that it is not the wagesdf but something different that
finances wages. In the decades leading to the lsgmerevolution, for example,
several economists criticised the wages fund thdoryignoring the influence of
aggregate demand. In their eyes, not a pre-exidting, but demand for the final
product determines the payment of wages (sectioB).1@thers, most notably John
Bates Clark, found the notion of the wages funthéancompatible with the marginal
productivity theory. As they see it, wages are paittording to the marginal
productivity of labour, and not out of a fund whaser (section 10.4). John Bates
Clark further held that the possibility of synchiging the production processes renders
the subsistence fund redundant (section 10.5). Bat¢hese criticisms can be shown
either to be beside the point, mostly because toejound the different concepts of
capital, or not to be at odds with the subsistefuoe theory at all. | will argue that
especially the marginal productivity theory seemsé congenial to the subsistence

fund theory rather than in contradiction to it.

10.2 Money and the wages fund — Mill's recantation

The first criticism that shall be presented hers been very important in the
history of the wages fund theory. John Stuart Mithself, up to this point its most
popular representative as the best known econarhike classical schodi® abrogated
it in 1869 in a review of William Thornton’s bodBn Labour, its Wrongful Claims and
Rightful Dues, its Actual Present and Possible Fatil’* Before going into the
theoretical details of the reason for this step, it seems @pate to make some

historical remarks on the recantation.

390 See Reisman (1998, p. 664).
391 Thornton (1869). Mill’'s long and famous reviewiele can be found in Mill (1967, pp. 631-668).
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First of all, several commentators are of the apirthat Mill's recantation must
not be taken too seriously. To give some examplas, maintained that Mill hasn’t
thought through?? misunderstood® or even “never quite understood the wages fund
theory®* himself. And John Hicks “suspects that by 1868[Mél] was much less
interested in economics than he had been as a gounan.®*®® Accordingly, Stigler
states that the discussion of the wages fund itfdvHrinciples “becomes diffuse” in
the later editiond?® So there is not to be laid too much stress ort Mithsaid in his
review.

Secondly, Mill didn’t remove the theory from thebsequent seventh and last
edition of hisPrinciples stating that “the results [of the discussion],tive author’s
opinion, are not yet ripe for incorporation in angel treatise on Political
Economy.®’

Thirdly, there is strong evidence for the existenE@ersonal reasonteading
Mill not to be too critical with Thornton and higgaments. His sympathy with the
cause of the labour class is well known. The qicalifon of the wages fund theory
could serve to clear the way for more union actidiil explicitly mentions this point

in his review article:

The right and wrong of the proceedings of Tradesiiods becomes a
common question of prudence and social duty, netwnich is peremptorily

decided by unbending necessities of political econt’®

392 See Taussig (1896, p. 249).

393 See Ekelund (1976, p. 67).

39 Breit (1967, p. 522)

39 Hicks (1973, p. 59). Hicks states the wrong d&@8] but refers to the review.
3% stigler (1988, p. 55)

397 Mill (1965, p. xciv)

398 Mill (1967, p. 646)
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In addition, he was a personal friend of Thorntamg it is suggested that he wanted to
do him a favour by granting him an important pdifit.

Fourthly, it cannot be said at all that Mill's rew contains a recantation of the
theory, as is usually maintainé What he does is only to “plead guilty to having,
along with the world in general, accepted the thearthout qualifications and
limitations necessary to make it admissibfé*”

But these considerations are of no help if onentsrested in the reasons as to
why the theory has actually been abandoned by yné¢lel whole of the economic
profession. Considering the attack lanced by Thuorhat will be cited in a moment it
seems worth noting that Mill, at earlier times, kaplicitly warned against the error of
“not looking directly at the realities of the phemena, but attending only to the
outward mechanism of paying and spendiffgth a nutshell, Mill wants to distinguish
real from money terms because he knows of the saniuthat arises if one lets this
distinction go. As the reader will remember, weoatseant, for the time being, to
abstract from the existence of money. In orderdal evith the argument that lead to the
abandonment of the wages fund theory, this assomptiust be loosened for a while.
This can be done because no major theoretical gmubhbre involved in the discussion.
In more detail money will be analysed in part Ill.

Concerning the wages fund theory, the confusiowéen money and real terms
might lead to the intermixture of the social and ginivate view on capital: if, according
to thesocial notion of capitalthe wages fund is seen as a (real) fund of congime
goods, it is quite obvious that this fund is linditstrictly in the short run. Only the
consumptiorof capitalists might be reduced in order to inseethe fund understood in

this way. But if, according to tharivate notion of capitalthe wages fund is considered

%99 See Breit (1967, p. 522).

400 gee for example Samuelson (1966, pp. 317 f.), {4994, p. 2).
401 Mill (1967, p. 643, emphasis added)

402 Mill (1965, p. 89)
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of as representing themoney wageshat could be paid to workers, this fund is not
limited strictly any more. Aren’t the “funds” of ¢hcapitalists very often used not only
to feed themselves and their families, but alsdbuyg goods that are not consumers’
goods from the labourers’ point of view, for examplixury goods, machines and
intermediate goods? Couldn’t these funds, the teicapital of the employer, be paid
out in wages as well?
Now, Mill provides an example for the case in paimtorder to hinder his

readers from confusing real with money terms. Adcw to him,money wagesmight
well be increased if “what is [...] paid in wages waotherwise have been laid out [...]

in buying plate and jewels?®

S Yet, he adds, this increase ritoneywages would not

increasereal wages as the “labourers, on receiving their irswdavages, will not lay

them out in plate and jewels, but in food. Theraas however, additional food in the
country.”®* As can be seen from these quotes, Mill is wellravaf the upper limit of

wages determined by the fund @insumers’ goodprovided by the capitalists. He is
not deceived because of wages being usually paicfoprivate capital in terms of
money.

| consider it exaggerated to maintain, as Taussesdthat Mill’s treatment in

thePrinciplesis unsatisfactory on this point.

On the relation between the money funds or proceetis by the immediate
employer, and the food, clothes, and enjoymentsnstdating the
community’s real “circulating capital,” he [Mill] ave ambiguous and
unsatisfactory statements, from which only a syimgiat interpreter could

patch up a consistent and tenable docffife.

“93 |bid (p. 56)
%4 |bid (pp. 56 f.)
05 Taussig (1896, p. 232)
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Reading the passages Taussig blames for contaihengonfusion between real and
money terms one has to state that his case isempistrong.

We do not go into more detail at this point asaésl not matter whether Mill's
treatment in thePrinciples is totally satisfactory or not. For our presematof his
recantation it is important that Thornton, in hitaek, and especially Mill, in his review,
do not pay attention to the warnings that Mill hetishas issued in hiBrinciples Let

us first have a look at Thornton’s attack.

What, however, does his and their [wages fund teesprlanguage mean?
Evidently nothing less than this, that there igdain national fund, the whole
of which must necessarily be applied [...] to the papt of wages. But is
there really any such fund? If there be, it carydrd an aggregate of smaller
funds of the same kind possessed by the severnaidodlly composing the
nation. But has any individual such a fund? Is eéhany specific portion of
any single individual's capital which the owner moecessarily expend upon
labour? [...] But if there thus be no wage fund, whany single employer is

bound to distribute among labourers, evidentlyatman be no aggregate fund
406

which the whole body of employers are bound sastidute

Thornton is theorising here as if the wages fundsited of a specified part of the
employer’s capital and as if the latter consistecthbgeneously of money funds, so that
the employer could decide whether to spend it boda or not. This might well be true
for the individual capitalist, but not for all caglists together, i.e., seen from a social
perspective. The latter viewpoint makes clear thafjes are definitely limited by the
amount of consumers’ goods available.

The idea that the wages fund is actually a funchohey Thornton could find,

according to Taussig, in Mill's work. Consequentg, both Taussig and Breit maintain,

4% Thornton (1869, pp. 84 f.)
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Thornton constantly confuses money with real fectbie “takes the wages fund theory
as running to the effect that the money-funds efdmployers constitute the real capital
used for paying wage$® He then “goes on to ask whether the employer nay n
spend more or less for a dozen different purpos®s,his family, on buildings, on
repairs.*®® In short, by confusing real and money factorsjaand private capital, it
is maintained, Thornton arrives at the conclustmat the wages fund is not of a fixed
size but “indefinite.*°

It has to be admitted that the case that Taussd) @hers make against
Thornton is, again, not very strong. Taussig do&scorrectly reproduce Thornton’s
statement quoted at length above, but changesatvmay to fit his argument better.
Similarly, Breit refers to the 1869 edition of Thtwn’s book, but actually and tacitly
guotes from the second edition that only appeared 870 — after Mill's review.
Furthermore, Taussig and Breit present the furthevebpment of Thornton’s
argumentation in a quite optimistic way. The lastdrook is mainly a conglomeration
of sophisticated rhetoric against the exploitatbthe labour class. As far as | can see,
it does not contain, at least in the first editibat both authors quote and that Mill
reviews, the systematic line of argument they makmk like.

Yet, in his review, and this is the decisive poMill apparently forgot that he
himself had occasionally given the advice of diardgg the outward mechanism of
paying and spending, and attending to the realifethe phenomen#® He therefore
granted Thornton the point that the wages fund ma@sa fixed quantity at all. The

following quotation shows very well the confusioetlween real and money terms:

“O7 Breit (1967, p. 521), also Taussig (1896, p. 247).
“% Taussig (1896, p. 247)

409 Breit (1967, p. 521)

19 Taussig (1896, p. 248)

122



There is no law of nature making it inherently irapible for wages to rise to
the point of absorbing not onlthe funds which hdthe capitalist] had

intended to devote to carrying on his busindsst the whole of what he
411

allows for his private expenses, beyond the nedessaf life:
To be sure, Mill doesn’t say that as an advices itnerely a theoretical hypothesis.
However, he assumes the possibility of paying ouwwages what has been intended to
be expended on other things necessary to carrysindss. But this way, as he himself
has shown in higrinciples before, onlymoney wagegan be enlarged. Of course,
money used to pay for producers’ goods could batspewages instead. This “implies
a state of industry in which tools are discardedvjall as any] stock of partly finished
materials.**? Still, the amount of consumers’ goods that couddbought with these
increased money wages would not increase at thlisfwas done. Only if the fund that
the capitalists allow for their private expensesswaduced, this would free some
consumers’ goods for workers. The rest of the mdoag in the hands of the
capitalists cannot be said to potentially raisd meages in case it was paid out to
workers. Consumption by one group of people cay belincreased at the expense of
the consumption by other groups. But who is supppdseaestrict consumption, and by
how much, when capitalists stop their business? whdt happens to the workers at
the supplier-stages? If nobody pays for intermedétid producers’ goods any more,
the workers employed in their production can nogmbe paid. These remain open
guestions that can not be answered at all if om&ghthat wages are restricted only by
the money funds in the hands of the employers. fovwlill was guided by personal
feelings while he was writing his review cannot $@@d. The main point is that he

reaches his conclusion by confusing private capitdd social capital.

4L Mill (1967, p. 645, emphasis added)
“12\Wood (1888, p. 67)
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10.3 Demand for commodities vs. demand for labour

There exists another line of attack against theesdgnd theory that is in no
way less important than the last one, and thdss somewhat connected to it. Again it
is argued that the wages fund is not of a fixed bt can be increased. The attack has
been brought forward at first by Friedrich von Harm and Lujo Brentano in
Germany**® later by Francis Longe and others in Britain. Thaigument does not
confuse real and money terms. What these writergs do maintain that the size of
wages is not determined by a fixed wages fund bgutonsumers’ incomeoday one

would say by consumers’ purchasing pofér.

We therefore come to the conclusion that everytlietgrmining the size of
the amount dedicated to the payment of workershis probability of

retrieving the applied sums out of the income @& tlonsumers, or, in other
words, that the sum of the paid wages depends end#mand of the

consumers and on their incorté.

A similar statement can be found in Friedrich vaeridann who says that “the true and
always anew flowing source for the payment of patide labour is the income of the
purchaser who buys its product for his own neéfs.”

As long as these authors only want to remind us th& entrepreneur “only
advances the wages of his workers until the prodemthes [...] the consumer,” and

that “he then expects compensation in the pricei®product,**’

nothing can be said
against this emphasis of the purchasing powerettnsumers, and it surely does not
contradict the wages fund theory. Concerning irtligi products this line of reasoning

is based on a correct observation. The wages olitaibs whose product is demanded

*13 See Spiethoff (1908, pp. 57 f.).
*4See Sechrest (2006, pp. 32 f.).
“15Brentano (1871, p. 264)

“1 Hermann (1870, p. 476)

17 |bid.
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vigorously on the market of course rise. Capitalsgill increase their demand for those
workers that help to produce goods that are dentabgighe consumers. And in this
sense it can of course be maintained that it isdéreand, or the expected demand, of
consumers that causes this rise of wd§&But one cannot take this reasoning that only
holds true fomparticular wages and simply apply it to wages in gené&rdike Francis
Longe does when he maintains that “[tlhe demanddonmodities [...] does determine
the quantity of labour employed, and the quantityvealth spent in the wages of
labourers.*?° Mill states the true relationship unequivocallyhiis fourth fundamental

proposition concerning capital:

What supports and employs productive labour, is dapital expended in
setting it to work, and not the demand of purchader the produce of the
labour when completed. Demand for commodities isdemand for labour.
The demand for commodities determines in what @aer branch of
production the labour and capital shall be employgddetermines the
direction of the labour; but not the more or less of theoiahtself, or of the
maintenance or payment of the labour. These depanthe amount of the
capital, or other funds directly devoted to thetsnance and remuneration of

labour??*

It is very interesting to note that, according tobl laureate Friedrich von Hayek, only
those who understand this relationship can be tsalte good economiét? And it is
exactly this relationship that is denied or notenstbod by many of those who later on
ridiculed the wages fund theory. According to Rattih “[i]t is no wonder that modern

economists, steeped in the fallacies of Keynes, tfire proposition 'puzzling*® As is

“®See Rothbard ([1962] 2004, pp. 478 f.).

19 See Taussig (1896, p. 270).

20| onge (1866, pp. 45 f.), also Hermann (1970, f. ).
421 Mill (1965, p. 78, emphasis by Mill)

422 See Huerta de Soto (2009b, p. 258).

423 Rothbard (2006, p. 285)
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well known, Keynes is of the opinion that “in a givsituation of technique, resources
and factor cost per unit of employment, the amaohemployment, both in each
individual firm and industryand in the aggregatedepends on the amount of proceeds
which the entrepreneurs expect to receive fronttmesponding output®*

To give another prominent example, A.C. Pigou abers Mill's fourth

proposition to be “highly paradoxical®

No doubt, if in buying for consumption a labour-raasbmmodity, | make my
payment when the commodity is finished and if iyibg labour direct | make
it when the labour does its work, the second ptamore advantageous to
labour because on the first it has to borrow aragt while the commodity is
being made. But, if | pay for the commodity in adee, or if, hiring labour
direct, | delay payment for the appropriate lengfttime, the two plans affect
labour in exactly the same way. [...] Contrary to IMdiview, a demand for

commoditiess a demand for laboUff®

Now this could be called “highly paradoxical.” First, inabacase Pigou himself
presupposes someone who actually disposes of adlundnsumers’ goods. Without
somebody being able to pay in advance, or to gaatlit, nothing could be
produced??” Demand for commodities is not a demand for labauall if nobody,
including the workers themselves, is willing to adee the wages or the means of
subsistence. In the words of Harry Johnson, “thelmse by any individual of the
commodities produced does not determine the derf@néhbour (although it does

determine the types of commodities produced), stheedecision as to whether the

24 Keynes (1936, p. 24, emphasis added)
% pigou (1949, pp. 174 f.)

26 pigou (1949, pp. 175)

427 See Reisman (1998, p. 685).
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proceeds of sale will be used to re-create the wafiend still rests with the
capitalists”*?®

Secondly, Pigou doesn’'t seem to be aware of thetfat not all output of
labour consists in consumers’ goods. Very often egut will be comprised of
producers’ good. Accordingly, wages do not only éndawe be thrust out until the
individual stage of production that the worker &tpof is completed, but until the final
product is sold to the consunfé?.This might take several years. So “to borrow at
interest while the commodity is being made” miglet & quite impossible task for a
worker, not only somewhat less “advantageous.”

The consequence of this line of reasoning, togetiitdrthe confusion of money

and real terms treated in section 10.2, can be ae@arly as 1875 in thH&rinciples of

Economical Philosophyoy Henry D. Macleod:

Thus we see that the true “Wages Fund” is not thaeah amount of specie in
the manufacturers’ pocket, but the price which toeasumers pay for the
complete product. And how is this to be obtaineiigeit is actually received?
By means of Banking Credits. This is the precise aisd function of Banks
which issue notes. It is to issue notes to forns thiVvages Fund” in
anticipation of the prices paid by the consumersd #us we see the gigantic
importance of a solid banking system to the labaudlasses. It multiplies the
“wages fund” a hundred fold, and provides contirsiemployment for them,

so long as there is a prospect of a demand for pneducts.**°

Disregarding the wisdom handed down from the ddysassical economics, MacLeod,
by taking the money funds as the wages fund anardétgy consumers’ demand as the

source of this fund, finds a wonderful receipt dreatCockaigne on earth. For him,

428 Johnson (1949, pp. 532 f., emphasis added), seeBaksciani-Turroni (1936, p. 8) and already Mill
(1965, p. 339).

429 See Reisman (1998, p. 685).

439 MacLeod (1875, pp. 126 f.)
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money and credit make it possibleanticipatethe results of production before they

actually accrué®!

10.4 Discounted Marginal Productivity

In part | it was shown that, in acting, the act@mbnstrates that he values the
consumers’ goods he wants to obtain more than dhsuners’ goods he gives up in
order to get the former. This relationship is retiéel in the costs of the means that one
has to employ in action. In so far as one has ¢afga a consumers’ good in order to
obtain the means, it is between this consumersd gowl the attained one that a value
spread exists.

This result will help us to get along with the pofué attack lanced against the wages
fund theory by the marginal productivity theorisiie early versions of this theory are
all accompanied by a critique of the wages fun@mé® The theorists in question turn
against the wages fund theory because they thimontradicts the laws they have
found concerning the valuation of the goods oflilgher orders. As in the foregoing
sections, we confine ourselves to the questionades (and rents). It will be easy to
extend the reasoning later on to the prices ofrotigher order goods. For now, we
only care about the workers and landlords as dm#yr tservices have to be financed
from the social point of view. The marginal produity theory claims that, in
equilibrium or the static stat&’ workers are paid according to the value of their

product, and not according to any accumulated fimthe words of John Bates Clark,

*3L See Guglielmi (1945, p. 121).

32 The case for George and Clark should be madeébyubtes presented in this work. For Stuart Wood
see Wood (1889, p. 465).

33 See the preface of Clark ([1908] 2008).
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[a] laborer's income may seem to come to him asynent from another
man; but in essence it is still the response thaire makes to his own labor -

it is his own virtual product*

In another publication he says that “we know thagyjes come not out of capital, but

out of products**® Henry George gives us another concise statemehisodpinion:

Production is always the mother of wages. Withaotdpction, wages would
not and could not be. It is from the produce oblat) not from the advances

of capital, that wages coni&

It is not necessary to go into the details of thergmal productivity theory here. It is
enough to recall that it states that wages are @atdrding to theimarginal utility or
product. To quote Walter Block’'s formulation, inethview of the profession of
economists “wages will come to equal the valuehef marginal product of labof*”
What is of interest for our topic is the fact thiais theory seems — and is supposed by
its authors — to be at odds with the wages fundrihéVhen labourers receive in wages
what they produce there is no need to advance #gesvout of a fund of whatever kind.
The workers produce their wages themselves.

It should be noted that the argument of the margmaductivity theory is
closely connected to the argument dealt with in st section. There it was the
purchasing power of the consumers that allegedtgroened wages. Here it is the
value of the product of the workers that determitesn. It might easily be possible to

unite both strings of argument by saying that tldue of the product stems from

434 bid. (p. 42)

435 Clark (1890, pp. 43 f.)

43¢ George (1911, p. 43)

437 Block (1990, p. 200), see already Clark ([1908)20pp. 80, 60, 85; 1889, p. 49).
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consumers’ demand. Anyway, the essence of bothnagts is that no accumulated
fund of any sort is needed.

Now, if the marginal productivity argument was meted without further
fortification, it could easily be refuted. Of coarthe workers produce something that is
valued by someone already today. This is indicatethe fact that they are paid. But it
doesn't follow from this that they are producingithown wages. For it is well possible
that many of them are producing things that areambtfor consumptiof*® Someone
planting a tree may perform a very important tast some capitalists may be ready to
pay him high wages. However, he does not produgthenrg that could be consumed
today?*® In other words, he does not produce anything toatd be used to pay his
(real) wages. To deny this point means to arguertten could, as William Sumner
expresses it, “eat their intentions, wear their dspand be warmed by their
promises.** Elisabeth van Dorp puts it in a nutshell in sayihgt “the product does
not in the main exist at the moment when wagespaié.”*! Indeed, someone else
must be there who possesses consumable commatitiesho hands them over to our
planter as wages in return for his work. In the agoof Eucken, only the “authority to
dispose of consumers’ goods enables the entrepréneappear as demander on the
market for production factors and to purchase pcode labour and land services that
take time to mature to consumers’ goods, but wioygeers demand command over
consumers’ goods immediately** Thus, wages are determined by the “constant
stream of commodities that come into the marketngt moment; therefore not by the

labourer’s future product*®

38 See Wicksell (1934, p. 190).

39 See Rothbard ([1962] 2004, p. 505).

*0 Sumner (1882, p. 255)

41 Dorp (1937, pp. 31.)

442 Eucken (1954, p. 125), see also Rothbard ([196242p. 505).
“3Dorp (1937, p. 5)
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Now, there is an exception to this rule. Some wrkeroduce consumers’
goods. Especially when we think of services it migkll be argued that, in those cases,
the workers’ wages do come from their own prodiibe result of their work exists in
consumable form, and if they wanted to, they caaidsume it themselves. Nobody has
to advance anything. They produce consumers’ gaeodsare paid with consumers’
goods. “They are paid directly by consumptidff,as Rothbard expresses this thought.
Yet, today most workers do not produce consumeosidg but are employed at
intermediate stages of productiSi And concerning these it is fair to say that they a
not paid out of their product and cannot be so.

To be precise, however, the marginal productiigory does not claim that the
workers are paid with their own product. They aa@pmccording to itsalueor, more
exact, its discounted valué®® It is surely this marginal value product, not the
commodity per se, that is meant by the term matgireduct®**’

What is wrong with the marginal value product themr that it automatically
assigns a present value to things that will oremi to consumers’ goods in the future.
It lacks any recourse to demand and supply analgsisording to the already quoted
statement by Irving Fisher, in order to get thee§ant worth of an article,” what we
supposedly need is “(1) some idea of the valudeffature benefits which that article
will yield, and (2) some idea of the rate of in#rby which these future values may be
translated into present values by discountitfWhat follows from this statement for
the size of wages is that we only need to knowuhlee of the future product, for

example the future demand by consumers, and arofdba rate of interest, and we get

the present value of the product by mere discogn#md as, consequently, something

444 Rothbard ([1962] 2004, p. 479)

4> See Skousen (2007, pp. 164 ff.).

446 See Block (1990, pp. 200 ff.) for the differenaveen the two.
47 See Machlup (1936, p. 258).

448 Both quotes from Fisher (1930, p. 15).
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exists today that has present value, it is no praltb pay workers today, although their
concrete product only ripens in the future. Thew, capparently, be paid from the
produce of their labour. A very striking example tbfs reasoning can be found in

MacLeod:

Every future Profit has a Present Valseand that Present Value may be
brought into the Wages Fund, and made CapitalxaiGtey in the same way as
the accumulation of the pa$t.

Again, the social and the private notion of capaiad confounded. Everything that has
“present value” is supposed to be homogeneous,ighat part of private capital, and
therefore apt to pay wages. However, future praditsbodied in present goods of
higher order do not obtain their “value” automaticdy mere imputation. They only
obtain aprice when somebody sacrifices a consumers’ good inrdodebtain then{>°
So it is with labour. Only if employers are willitig hand over consumers’ goods, or
means to buy consumers’ goddsto the workers, the latter receive a positive arhoun
of wages*®? And, of course, the employers only do this if theyue the product of the
workers they pay higher than the consumption thosyaan from.

We do not agree with the verdict whereupon the tta&t “the marginal product

of labor [...] determines wages [...] refutes the wafyesl doctrine.*3

If anything,
the latter provides a causal explanation of how ghee of the factor services emerges
in the first place and why a price differential raims. Both phenomena can be

explained with the help of our notion of the ecomoraspects of human action in

49 MacLeod (1886, p. 138, emphasis by MacLeod)

%0 See the exposition in the first part.

*51\We have not yet introduced money. This will beelanthe next part.
452 See Eucken (1954, p. 106).

53 Jonsson (1997, p. 580)
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combination with the wages fund theory. So we ge step further than Rothbard who

considers both theories as incompatible. He says

that in the dispute between the classical theosy ttages are paid out of
capital and the theory of Henry George, J.B. Clarid others that wages are
paid out of the annual product consumed, the fortimeory is correct in the

overwhelming majority of cases, and that this mgjobecomes more

preponderant the greater the stock of capitalérstitiety™*

In the final state of rest, competition will haveaged all profits and the remaining
value difference between the two will corresponditiginary interest. The labourers
will correspondingly be paid according to theiratianted marginal value product. This

relationship is illustrated in figure 6.

labour (and _ product
land) services action » | (consumers’
_____reflectionof . good)
originary interest
Tsacrifice/price/cost
originary
fund of interest
consumers’
goods
time

Figure 6: Price relationship between labour services and greduct in the
final state of rest

454 Rothbard ([1962] 2004, p. 479)
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In the final state of rest, the marginal value prddnanifests itself in the prices
of the factors that are considered to produceuhed consumers’ goods, but in the end,
this fact only reflects the relationship betweea tonsumers’ goods sacrificed today
and the consumers’ goods expected as return ifuthee. So by no means does the
marginal productivity theory debunk the wages fuhdory. It merely describes the
price relationships causally explained by the wédges theory that result in the final
state of rest. The two theories are not irrecob@laas also some wages fund

apologists maintaif>° but assort well with each other.

10.5 The synchronisation of production

John Clark is well aware of the problem that thisra period of time between
the moment when work is done, and the moment whermptoduct becomes available.
Apparently, he accepts the argument brought forvirrthe last section according to
which the product of most kinds of production i apt to support workers. Yet, he
accepts it only for capitgjoods For these he admits that “[tjhey separate laidime,
from the enjoyment that will be afforded when tlatigular thing with which labor is
now engaged shall be fully ripe for us€*So even in his opinion the “starting of an
entirely new series of capital-goods” does call for abstinence on the part of the
capitalists, i.e., the latter have to advance wamgeshe workers. However, Clark
distinguishescapital from capital goods For him, capital is “a sum of productive
wealth, invested in material things [= the capiabds] which are perpetually shifting —
which come and go continually — although the futitdes.”® In other words, he

endorses the private concept of capital. And whalgpital goods interpose periods

4> See Dorp (1931, p. 301).

46 Clark ([1908] 2008, p. 100)

7 |bid.

8 |bid. (p. 94). See already Clark (1888, pp. 1pdhd Clark (1907, pp. 354 f.).
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between labor and the culling of its fruifS capital as a fund of productive wealth
“synchronizes labor and its fruits® The fruits — the output — and the labour — the
input — are seen to bsimultaneous® It follows from his argument that, in
synchronised production, no advances to workers thedefore no wages fund is
necessary in order to finance production. Thusishe# the opinion that the notion of
private capital heals problems that seem to exignarone looks upon the production
process from the social point of view. Private talpn the form of a productive fund
synchronises production and therefore makes theesvégnd redundant. That is why
the argument has to be considered more closely.

In order not to misrepresent Clark’s position | tubim at some length. First of

all, he tries to illustrate his argument with hasnous example of a water reser/6fr.

In the reservoir [...] every particle of water, segialy considered, has its
period of production. It enters the pond at one &mdi slowly flows through it;
and here its function is to help in keeping thedae of the pond at a certain
level — to keep what is called the head of wateat drives the wheel, at a
certain height. In the end, it passes quickly tgtothe wheel pit, and in an
instant its productive function is over. That pautar water has thus reached
the end of the period. On the other hand, a watevep, as such, has no
periods, unless we make them arbitrarily by shgttime gates and stopping
the mill at a certain part of the day. If the powerused to drive dynamos that
work day and night, there are not even such arlipariods traceable in its
action: the power is perpetual. [...]

From the moment when a gallon of water flows inte upper end of a
reservoir, the wheel at the lower end is made toarioy the overflow that
there takes place. It is wholly unnecessary foraweer of the mill to watch
the inflow, note the time of it and calculate homwng it will be before the

459 Clark (1894, p. 66)

480 Clark ([1908] 2008, p. 100)

461 See Garrison (1990, p. 142).

462 This example can already be found in Clark (1§046).
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particular gallon of water that then flows in widlach the wheel pit. He is, in
fact, relieved from the necessity of doing any imgitwhatever, in connection

with the career of that particular bit of capitalogls*®®

Every new gallon of water does its “work of movitng wheel bycausingan overflow”
instantly, so that the length of production “is attar of entire indifference*® There is
nothing to oppose against this illustration asafiit goes. Let us see whether the same

reasoning can be applied to actual production.

Let us [...] plant a forest of such slow-growing sebat it will take fifty
years to bring one of them to the point of maturatywhich it will be ready
for cutting. Let us arrange the trees in rows, ptaht one row each year.
During this part of the process there is waitingpeodone; though this does
not mean that we must wait for any return whatevee young and growing
trees havevalue and this repays us for our labor, and does itnmtty, as the
labor proceeds. This return, however, comes i fa which we cannot use
it for consumption. We must at least wait for owewood. After fifty years
the cutting begins; and now all waiting is over. Way cut every year a row
from the ripe end of the forest and plant a rovthat opposite entf> From
this point on, the long period involved in the mpey of the trees loses its
importance. The setting out of a new row of tresisaw a very different thing
from the planting of the original row fifty yearg@ for in a sensthe present
planting yields firewood at oncg...]

The time that will be required for the ripeningtbé particular trees that we
are now setting out has lost its importance, siweeare not dependent on
those particular trees. If the forest will yieldarsy other mature trees in equal
number, it is enough; and it will do this so lorngvae keep unimpaired our
permanent capital, in the shape of the forest;thadplanting of the new row

463 Clark ([1908] 2008, pp. 101 f.)
64 Both quotes from Clark ([1908] 2008, p. 103, engihadded).
“%5 |t would be better to plant the row exactly where other was cut. But this is a minor remark.

136



and the ripening of the older ones, as they tategpéach year, have the effect
of thus preserving the fore®f

Now, in the former example it is clear that evedgiional gallon of watecausesan
overflow of water at the other end of the resenamd therefore instantly drives the
wheel. There is indeed no further waiting involvedid the additional water
immediatelyproduces its effect. In the second example, howetere isno causal
nexusbetween the planting of the new row of trees dedcutting of the old one. Clark
indicates such a nexus when he maintains thatpgtasent plantingieldsfirewood at
once” or, elsewhere, that “another [tree] is at oncadm availablen consequencef
the planting of the one [treef® Yet, the new planting does not in any weguse
another row to be ready for harvest. The lattedccdne cut even if no new row was
planted at all. To be precise, we could cut a rdwrees every year for fifty years
without adding any new row to the foré8tOf course this would, as Clark seems to
fear, diminish capital and the latter would ceasbd a permanent fund. However, this
scenario shows that the trees that can be cut geanyare not just the fruit of present
labour planting the new trees. They are the fréiilabour carried out fifty years ago
plus labour that is necessary to cut them td§ayo these two kinds of labour the
present planting is not connected at all. And tlages of the present planters, therefore,
cannot be paid out of their product because it anilly be ripe fifty years hence. They
must be advanced to them.

What Clark has in mind is the fact that by beingatainated in value or money

terms, all goods become homogeneous. The newlygolarees have a money value

“%® pid. (pp. 103 f., emphasis by Clark). In Clarl8@4, p. 67) he uses another example from the shoe
industry where, according to him, “[tlhe furnishiraj new raw hide [...] creates, as it were, an
immediate overflow of finished shoes at the enthefseries.”

457 Clark (1895, p. 267, emphasis added), see alsosBar(1990, pp. 142 f.).

%8 See Bohm-Bawerk (1907, p. 270, n. 1).

49 see ibid. (pp. 268 1.).
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and are part of private capital in the same watha®ld trees. In consequence, both old
and new trees qualify to serve as a basis to paesvalhat this viewpoint overlooks
the heterogeneity of capital that becomes apparetiie social view and therefore
ignores the necessity of an already existing stésie fund does not have to be
repeated here.

Clark’'s argument would be more acceptable if heelyemaintained that the
cutting of the row of trees “is mad®acticable by to-day’s planting*”° Because in
cutting and planting a row of trees at a time ooesdnot diminish private capital — the
fund of wealth represented by the forest — andrhight be a very practicable way of
acting. This point becomes clearer in some of Claskatements. In the debate with

Bohm-Bawerk he states:

The full conduit of water is an essential conditadranuninterruptedoutflow;
and a perpetual supply of wool is in like manneressential condition of

perpetualsupply of coat§’*

In the case of the conduit he employs the termritemiupted”, in the case of the coats
he uses “perpetual.” Both statements are correoiveider, as Clark himself seems to
feel, theuninterruptedsupply of wool is not an essential condition ofusrinterrupted
supply of coats. Otherwise he would use this terna @ynonym, and not the term
“perpetual” which decidedly has a different meaniggen without new additions to
the supply of wool we could produce coats for seime. As long as the old supply of
wool is not exhausted, the new one is not an esseandition for the production of
the latter. Output can indeed be produced for stime without a coincident input. It

might beimpracticable but it is nonetheless possible.

470 Clark (1895, p. 297, emphasis added)
"1 Clark (1907, p. 367, emphasis added)
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10.6 Concluding remarks on the subsistence fund tbey

The ideas expounded in this part were based oadtial notion of capital. The
discussion concentrated on the technical or mataspect of the financial market.
Therefore, it abstracted from actually acting indinals and substituted social classes
like capitalists, labourers, and landlords in ortterllustrate the material processes.
Chapter 9 has demonstrated the usefulness of thsistence fund theory in the
illustration of the real side of the financial meatk Interpersonal finance is only
necessary when the owners of the originary facbmoduction have to be supported.
This can be accomplished by means of the subsestieimel which contains consumers’
goods. In short, if one removes the veil of moneynt the financial market, what
surfaces are flows of consumers’ goods. In thetalig part Il it will be shown how
these processes are actually brought about in #r&enheconomy. The main question
will be how the monetary streams on the financiarket are connected to the
subsistence fund. Hence, the purchasing power afeshavill gain centre stage. The
case will be made that, in human action, the pwicigagpower of money only relates to
consumers’ goods.

We are allowed to expect useful results from suohaaalysis. As was
demonstrated in chapter 10, the subsistence fugatttwas abandoned for reasons that
do not bear scrutiny. The main arguments uttereinagit do not hit the mark. John
Stuart Mill renounced it because he confused mdwmeags with the wages fund. He had
himself provided the refutation of this argumenthis Principles The Keynesian
argument that wages depend on consumer spendingnessan automatic nexus
between spending on consumers’ goods and spenditapourers which does not exist.
And the marginal productivity theory does not cadict the subsistence fund theory at

all. Rather the latter is a component in the exqtian of the former.
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Part Ill: Private capital and the

financial market
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11. The role of money

11.1 Money and the market economy

The last part was dedicated to the social notionapital. At the centre of the
analysis stood the subsistence fund theory. Asskiasvn, this theory explains pretty
well the technical or material processes that Uredére “financing” of production. It
stresses the importance of persons and their n€bdssubsistence of the people taking
part in production is the one thing thetsto be financed. From the social point of view,
the existence of everything else does not calafor special funding. Correspondingly,
the function of the financial market can only beatlocate the means of subsistence to
the workers and land owners. The shortcoming af gbial notion is to be found in its
ignorance of the question as to how these necessenyical processes are actually
brought about by acting people. The “capitalistsioveupposedly allocate the means of
subsistence do not orientate their actions by amy & wages or subsistence fund. The
subsistence fund theory is not based on their psymist and revenue deliberatidis.
The classes invented by the classics are merehghisss for an in depth analysis of
the social organisation of the described procesdesy do not help in the explanation
of the working of the actually existing financialarket. Even granted that, in the end,
to finance production always means to provide far $subsistence of the participating
persons, the explanation of how this is actuallgoamplished lacks in the theories
based on the social notion of capital. Our markenemy is not organised by people
who allocate the “subsistence fund” or any otheddkbf heterogeneous goods, but by
entrepreneurs who, in the main, do not pursue sl goals, but try to make
money*® And also the three classical “classes” basicabysist of people who

perform their services because they want to eamemol he labourers work for money,

472 See Liefmann (1923, p. 501).
473 See Mises (1949, pp. 300 f., 611).
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the landlords lease their land for money, and th@talists invest money in order to
make more money. Accordingly, the financial marlees not allocate the available
“means of subsistence,” but money. That is whatydaly needs and wants.

In the market economy, money and money prices andral in guiding the
actions of peoplé’® They constitute the “spiritual bond that holds teeonomy
together.*’* Johann Plenge remarks that, “[w]ithout such a doatlonal organisation
factor, the factors of production do not come togethre old iron, nature that takes its
course, and cluttering people. These are the rehtangible processes of our economy
without money.”*’® The movements of goods and factors do not just ecaus
themselved’” This fact is recognised by the private or busimestion of capital. It is
taken over from accounting practices of enterpribas actually operate on markets in
real life. Whereas the social concept of capitafibelp when it comes to look at the
technical or material side of the question, the/gig notion serves to illuminate the
way how the plans and operations of the economentagare actually connected to
each other and coordinated on the financial matkgbes to the heart of the working
of the monetised market economy. The task of thi$ i3, first, to present the private
concept of capital, and second, to conciliate theape with the social view that has
been the topic of part Il. Special emphasis willlliel on the role of money and its
purchasing power. It will be shown that it can seas a link between the two capital
concepts and the respective visions of the rateagthe financial market.

In order to simplify matters, we assume, followitige example of George

Reisman, the context of a constant quantity of motmeoughout the whole third

" See Hayek (1948 , pp. 85 ff.).
*"5 Linhardt (1971, p. 225)
“7®plenge (1926, p. 121)

4’7 See Linhardt (1971, p. 226).
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part.*’® Alterations in the quantity of money via creditpexsion will only be

introduced in part IV.

11.2 The business sphere and the consumption sphere

In the whole analysis it is essential to sepanatekinds of behaviour. They do
not relate to two different kinds of people, butitierent spheres of action. On the one
hand, it must be clear that, in the end, any medifirexchange is only gechnical
meansto obtain ends, and not an end in it§&lfThe sole use of money is to be
exchanged for goods, and if it had no price andetoee no exchange-value, it could
not be exchanged and would no longer be ué&People make efforts to get it
because of its power to purchase other things ttag would like to have. What
induces them to acquire and spend money are tlesopal feelings toward the
sacrifice they have to undergo in its acquisitiord dhe revenue they expect from
spending it. Following Karl Marx, we could descrittes behaviour as commodity—
money—commodity®* or, closer to our own terminology, as costs—moneyenue. In
this regard, money is a mere item in traff&itWhat is of importance are the costs and
the revenues — the psychic magnitudes that arebjethe acting persons — not the
money itself. This kind of behaviour in respect mbney can be associated with
consumers. For them, money is not an end in itagifa means to make consumption
possible. This attitude towards money we will llokkheconsumption sphere

Strictly speaking, it should be added that therghmhialso exist people who
acquire money not because of its purchasing pourfor its own sake. Some might

demand it because they have preferences for theyncommodity, and others, like

478 See Reisman (1998, pp. 536 ff.), also Fillieulg0®, p. 4).
47 | iefmann (1923, p. 363).

480 Rothbard ([2004] 1962, p. 765), see also Pigod9a9p. 26).
481 See Marx (1967, Vol. 1, p. 120).

482 See Liefmann (1923, pp. 317, 489 f.).
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Scrooge McDuck, might like to accumulate the mooemmodity because they enjoy
the process of accumulating. The described kindactbn do not fit into our costs—

money-revenue context. They are mere costs—re\atiomns whereby the money itself
brings the psychic revenue about. As there arehpsyosts and revenues involved, this
kind of action also belongs to the consumption sphe

Everybodywho encounters money in his actions is necessaaly of the
consumption sphef& Either he acquires money because he wants to @seofoods
that he considers to bring about psychic revendento Or he obtains psychic revenues
from holding (or accumulating) money itself. Thé&seo third alternative.

Although everybody is a consumer in the above sandetherefore is a part of
the consumption sphere, there is an important\ahesie money does not play the role
of a mere item in transit. In business, money @gil&ly spent for things that are not
considered to be psychic revenue from the poiwnief of the one who purchases them.
One only has to think of enterprises paying worlerd buying intermediate goods. To
the contrary, to make money is thed of these action$*and the labour services and
intermediate goods are considered to be the teghmieans the items in transf®
Again following Marx, one could describe this belmav as money—commodity—
money?® or, more exactly, as monetary costs—commodity—tiaopeevenue. The term
commodity, of course, is not to be understood maderial sense. It comprises services
of production factors, claims, and other intangigteds. Thus, the considerations in
the following chapters also apply to financial mtediaries that do not produce
tangible goods.

In this business spherethe acting persons orientate themselves by money

earnings and ignore the satisfaction of needsatethe reason for acquiring money in

83 See Rothbard ([1962] 2004, p. 262).

84 See Liefmann (1916, p. 81).

85 See Budge (1931, p. 221).

86 Marx (1967, Vol. 1, p. 162), also Wieser ([1909p9, p. 197).
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the first placé®

"They concentrate on the maximisation of moneyitsdt Of course,
one must not forget that behind any kind of busitbsre always stand its owners who
want to earn money not because this is thigéimate goal, but because they want to use
this money for consumptioff’ i.e., because they are also part of the consumptio
sphere. The business sphere is still a means éa@mot an end in itself® But within

the business sphere itself, where money profitaened at, “[tjhe producer within the
economic agent separates himself from the conswitein the same person and cuts
his own path*** It is this area of business and economic calanatihere the private
notion of capital stems frof??

With the help of these two spheres it is possilde ctearly distinguish
consumers’ goods from producers’ goot@ischnicallyspeaking, only those goods that
are at the point of being consumed could be caltetbumers’ goods or goods of the
first order. All other goods, even totally preparem sandwiches, are orgyoduction
goods— means — that help to bring about future consienft® The separation of the
two spheres allows for a classification that restssconomic criteria, not on technical
ones. Whether unprepared meat and fishes playsiologically be thought of as
consumers’ goods does not matter any more. Thegpoim that counts is whether the
observed action is part of the business spherkeeocansumption sphere. In this sense,
consumers’ goods are goods a person buys not er twdesell them or some of their
products against monéy? but to employ them themselves. Those goods, ieroth

words, that areemoved from the nexus of monetary transactiaress consumers’

87 See Liefmann (1923, p. 468).

88 See ibid. (pp. 495, 512), Liefmann (1916, pp..30 f
89 See Liefmann (1923, p. 364), Mises (1949, p. 62).
49 see Prion (1935, p. 13).

91 Rieger (1964, p. 13), also Prion (1935, p. 41).

492 5ee Liefmann (1931, p. 9).

493 See Rothbard ([1962] 2004, pp. 8 f.).

494 See Reisman (1998, p. 445).
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goods?®® This includes commodities that could, from a téchnhpoint of view, be
considered to be producers’ goods, like tools amrhers'® Yet, “economics has no
motive to peek through [...] the keyhole of privatares and to get to know how the
consumer proceeds with his belongings and go&dst’is not our task to decide which
goods ardechnicallyapt to serve as consumers’ goods or not. The cnitigrion for
economistgdo apply in order to define the consumption sphier¢he way humans
behave. And if they buy goods that seem to be m®wli goods from a technical
standpoint without the intention to make profit Bselling them, economics must
consider these goods to be consumers’ goods asapegrently generate psychic
revenue to the purchasers. The preferences ofithdils are, so to speattata for the
economist:®

The business sphere will be the topic of the nbéxéd chapters. Although
economic calculation and capital accounting are lb@sed on psychic costs and
revenues, but on money prices, these institutioms lbe shown to fit into our
framework of the economic aspects of human acfitre chapters 15 and 16 will be
dedicated to the synthesis between business ati@dns guided by money prices, and
the subsistence fund theory that explainstduhnicalaspects that must underlie the
monetary processes. The gap between the two candged by means of an analysis
of the purchasing power of money. It will be sebattin the end, the latter solely
depends on those actions that take place in theuogption sphere. Chapter 17 deals
with the claim theory of money. Some of its propaisecome to similar results as | do
in my discussion of the purchasing power of mofideir shortcoming must be seen in
the fact that they base their analysis on too sfreglarguments. The claim theory of

money maintains that monegpresentsthe goods it can buy, in our case, that it

%95 Compare Rothbard ([1962] 2004, p. 375), Lahn (19378, 81), Marx (1967, Vol. 1, p. 119).
% See Reisman (1998, p. 444).

497 Linhardt (1956, p. 200)

9% Mises (1949, p. 21)
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represents consumers’ goods can be shown that such a direct connectiowden

goods and money does not exist. Following up thermegument of chapter 16, the
discussion in the chapters 18 and 19 brings td tiggt what is traded on the financial
market can be argued to be the power to purchassuowers’ goods, or, figuratively

speaking, the fund of consumers’ goods.
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12. Action in the business sphere

12.1 Money as common denominator in the pursuit ofropfit

It is argued by several commentators that the motible feature of modern
capitalism is economic calculati§f. Modern businessmen are not guided by psychic
costs and revenues, but by money pri¢éghis behaviour developed gradually with
the spread of market transactions and the use aemdWith the increasing division
of labour,” says Wilhelm Rieger, “the goods ceaede demanded for their own sake;
people were interested in them in so far as thay Wemanded for by other?®

The end of businessmen in the modern market ecordwayg not consist in a
quantity of products®®but in the maximisation of money incorfé The important
point is that, as long as they act this way, they able to replace thpsychic
comparison of revenues and costs with a more obgewtay of doing this. If money
profit is the sole end in the business sphere, apgreses in money can be considered
to becosts and all inflow of money can be considered tor&eenues® With both
costs and revenues being expressible in monegcibrhes possible to calculate with
them because now a unit of account existdn the words of Robert Liefmann,
economic calculation, the calculation in money gsic'is the wonderful institution that
allows for a numerical comparison of ends and méaossts].® Also Ludwig von
Mises, in his famous essay on the impossibility emonomic calculation under

socialism, stresses the importance of economialzdion for the modern world. Most

49 See Liefmann (1931, pp. 15 f.), similarly Weber (2005, p. 111), Coutre (1927, p. 342) and the
references given below.

%0 5ee Wieser ([1909] 1929, pp. 198, 206).

U1 Rieger (1964, p. 14, tenses matched to the con@so Prion (1935, p. 20).

2 5ee Liefmann (1923, p. 107)

%3 See Rieger (1964, p. 44), Wieser ([1909] 1929.97).

% See Liefmann (1923, pp. 314, 465 f.), Prion (1983,1).

% See Mises (1920, pp. 94 f.), Linhardt (1954b,§), Eillieule (2010, p. 138), Huerta de Soto (200,
29).

% |jefmann (1923, p. 302). That means equal costsdéfmann’s terminology can be seen on pp. 277
and 310 f. of the same work and in Liefmann (192632). See also Herbener (1996, p. 154), Fillieule
(2010, p. 115).
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production processes are so complicated thatimmossible to base one’s plans “on
vague appraisals.” Instead, “exact calculationsrageired in order to form a view on
the efficiency of one’s actions®”

The nature of economic calculation, as it focusesrmney prices, hinders it
from taking psychic considerations into accotffitThe institution of double-entry
bookkeeping demonstrates this point. Its ratiomat® allow for the monitoring of the

processes within an enterprise in respechoneyprofits only.

Thanks to it [double-entry bookkeeping] the entesygur is in a position to
separate the calculation of each part of his tetéérprise in such a way that
he can determine the role it plays within his whefterprise. [...] The only
directive he gives to a man whom he entrusts with ithanagement of a
circumscribed job is0 make as much profit as possibfa examination of
the accounts shows how successful or unsuccedsfuhianagers were in

executing this directivé®®

Although the profit motive must necessarily ruleeiconomic calculation, it does not
follow that all other considerations have to beleded by the businessmen. It is still
possible to take other things into account, likaute, health, honour, or prodt’. Yet,
they can only be part of psychiccomparison with money profits! They are not
adapted for calculation as no common denominat@teXOther things being equal
one could say, every businessman will try to masénhis money profit3:? and
economic calculation must be seen against thisdsapk

It has been proposed that one could also use boailenour or something else

as a common denominator. Others think that withmainey prices no economic

%7 Both quotes from Mises (1920, p. 93).

% gee ibid. (pp. 95 f.).

%9 Mises (1949, p. 301 f., emphasis added)

10 5ee Mises (1920, p. 96), Fillieule (2010, p. 139).
*11 See Mises (1920, p. 96).

*12 See Rothbard ([1962] 2004, p. 199).
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calculation would be possible at &if Which opinion is correct does not concern us
here. The important thing is that there has to le@ominator in order to allow for
calculation, and that, in business, it is money thlils this function.

That money is able to assume the role of “commaronenator of economic

calculation®*

is made possible because, as long as a businessmected to the
market at both ends, both input and output cambleage expressed in money terits.
Purchasing and selling, in other words, connect d¢hpitalistic enterprise to the

marke®'® and allow for economic calculation with a unitafcount. Wilhelm Rieger

expresses this thought in the following way:

Seen from this angle, the thousands of goods tleath@ object of exchange
only exist in the form of prices. They can calcatdy be broken up into
discretionary pieces, they become calculatory codities. They are bereft of

all individuality and now all kinds of arithmeti@n be applied to theri’

This point has already been hinted at by clasgicahomists. According to Hllsmann,
Frédéric Bastiat's value theory rests upon hiseatn that needs and satisfactions are
incommensurabland that, therefore, human services can only biuated in so far as

they are exchanged® Hanns Linhardt puts it in a nutshell:

By being expressed in money the good looses itgstiNity and enters the
colons of goods deploying in the market that arelenaniform by being

expressed in money terms.

*13See Mises (1940, p. 198).

> Mises (1949, p. 215)

1> gee Liefmann (1923, p. 553).
> See Linhardt (1954, p. 259).

1" Rieger (1964, p. 8)

*18 See Hillsmann (2001, p. 62).
*19 Linhardt (1953, p. 49)
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From this point of view, the whole business process indeed be reduced to money—

commodity—money, or according to Rieger who obvipusllows Marx,>° as “a

transformation of money to re-money [von Geld zwetér-Geld].®*

12.2 Economic calculation and the logic of human acin

It is important to note that the profit motive athe orientation given by money
prices makes the behaviour of businessmen confemart notion of human action. For
business men, the size of the spread between mopayand money output is not a
meretechnicalquestion. In the business sphere it is tigeal to attain such a spread.
As was already indicated, money outflow and inflosnstitute thecostsandrevenues
of business action. This is the way the logic dicecmanifests itself in the business
sphere. “The task which acting man wants to achleweconomic calculation is to
establishthe outcome of actingy contrasting input and outpu

Insofar as businessmen judge their projects aaogrth money prices, they
calculatetheir actions in a way that conforms to our costeenue analysis in the first
part of this work. This point is recognised by someenomists and business economists

who thoroughly deal with economic calculation. Timte Linhardt:

Economic calculation presupposes the logical bamkgtt of human action, it
has to be able to rely on the causal law of huntéiora Economic calculation

cannot yield anything that is not contained in horaations already?®

An entrepreneur who compares cash flows is not gd@omething that is

categorically different from an isolated man conmpgihis sacrifice with the good he

>0 5ee Plenge (1964, p. 133).

2L Rieger (1964, p. 155)

%22 Mises (1949, p. 211, emphasis added), also Lirt{a@b3, p. 46).
2 Linhardt (1953, p. 49)
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aims at. The typical entrepreneur who orientatesshlf by his money earnings
translates “the incentives of human action, that &slicitously labelled ‘value
difference’ or ‘profit motive’ [to the] business quess.® Also Ludwig von Mises
fully acknowledges that economic calculation doesin any way stand in opposition
to the logic of action which is the cornerstonenhisf whole edifice. He even writes that
praxeology and economics could only be baflier “man had succeeded in creating
methods of thinking that made it possible to caitilhis actions™ This might also
explain why the terms “costs,” “revenue,” and “ptbthat we have applied to the
psychic deliberations of acting persons seem mptecdescribe the processes that
take place in the business sphere. They origirrata there and have only later been
transferred to the consumption sphere of psychstscand revenues.

What remains to be done is to transfer the termasifig,” “investment,” and
“finance” that have been defined in the first partthe business sphere. This can be
done in a few sentences because these terms dhaoge their meaning at all. The
only thing that happens is that, in the busine$®sy they refer to money and not to
psychic magnitudes, as what counts there are theetawy costs and the monetary
revenues. Monetary costs, of course, can only beriad in so far as money is
available, that is, if one has money. Money tha Bnin possession of and that can be
used to incur costs we calavings They are necessary timancethe whole business
action. Without them, the costs could not be boMeney isinvestedif it is used to

buy things that will lead to a backflow of moneyim the future.

24 bid. (p. 47)
2> Mises (1949, p. 232)
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13. Capital accounting

13.1 Economic calculation and capital accounting

As was seen in the last section, it is possiblentegrate the behaviour of
businessmen into our notion of the economic asp¥disman action. They only differ
in that they do not orientate themselves by psyatgnitudes, but by money prices.
The costs, the revenues, and the profits of theioms all consist in money. In this
chapter this point is fleshed out. Economic calioladoes not take plada vacuo
Institutions have emerged that help to accomplegimemic calculation. One of them is
capital accountingAs was already mentioned, the notion of privatgital rests on this
institution, and the term “capital” itself stem®rn the practice of accounting. In the
following, we will take a look at the institutiorf oapital accounting itself. The notion
of business capital will become clear in the distaus and will be defined only
afterwards.

It can be shown that capital accounting, as longt dsllows the Generally
Accepted Accounting Principlesonforms to the logic of the economic aspects of
human action as well. That is, the business capitatept does not have to hypostatise
like the social capital concept that constructsnaaginary class of capitalists who fulfil
the function of allocating the means of subsisteriostead, it rests on concrete
institutions and the actions of real economic agenthe businessmen who strive for
money profit.

Let us, first, consider any random business verthaeonly takes a short time,
say, one year. In the income statement at the tlteovhole project one sees, on the
one hand, the money costs as expenditure, andheonther hand, the money inflow
from sales. By comparing both an entrepreneur & vehether the venture was a
success, i.e., whether he has made profit. Sosfahia example goes it resembles an
isolated man who compares the result of his aatiith the sacrifice undergone. The
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cases only differ in the fact that the businesse@mparesnoneyfigures whereas the
isolated man compar@sychiccosts and revenues.

Things become more complicated if the businessuveriakes a longer time. Of
course, our entrepreneur could still say that Heg wants to create an income statement
after the whole business has been liquidated. Theajn, he would put on this
statement both all his money costs and all hisiegsnand could easily see whether he
has achieved a profit or not® What he then gets is his “total profft® Rieger
emphatically highlights that only suchrlatalrechnungwvould allow for a scientifically
correct income statemetft Although it is a little harder to imagine, thiase also is
not too far away from our isolated man who mightvadl tackle projects that take him
several years to accomplish.

It should also be noticed that no balance sheeteisded as long as the
entrepreneur only cares about the final result ief venture®®® At the time of the
Totalrechnungno assets or liabilities are left that could katesd in the balance sheet.
As long as the entrepreneur is satisfied with ksl of calculation, the question of
how to treat entries in the balance sheet doespotar. Value fluctuations of assets
and liabilities do not concern him. He only compatetal expenses to total money
receipts after liquidation. As there is no balarsteeet, also no “capital” of the
enterprise appears. The entrepreneur does noabatg the size of the “capital” of the
enterprise at any point of time when he waits uii@ final settlement. Therefore, he
does not calculate it.

This Totalrechnung however, will not do for most entrepreneurs. Raany
business projects the end is not foreseen in any ama might very well lie years,

decades, or even generations in the future. Imtbantime, the entrepreneur will be

% gee Schmalenbach (1988, pp. 64 f.).
2’ Schmalenbach (1919, p. 11)

28 See Rieger (1964, p. 207 f.).

2 See Schmalenbach (1988, p. 64 f.).
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interested to know how things are going in ordehéad his company into the right
direction>*° Furthermore, he will not be satisfied to wait fois income until his
venture will have been liquidated. He wants to coms already today, and that is why
he will want to know how much he *“is free to consumithout impairing the future
capacity to produce>®* The same is true when he has to pay dividendstiisolders.
That is why he will prepare income statements éafore the venture is wound
up. In order to get comparable results these sttmare usually prepared

32 Generally one will want to have an income statdmemce every

periodically.
year>*3Our entrepreneur now gets into trouble when heetperontrasts the money
outflows and inflows that occurred during the priog year. Money inflow and
outflow do not correspond to each other in theipaler periods>* The money paid for

a durable machine does not correspond to the inffomoney of the same year, but, if
the machine is going to produce for a longer timentone year, of several years to
come. In order to see whether the purchase of thehme was profitable the
entrepreneur must find a way to contrast the exggensade for the machine with the
revenue it creates during its lifetime.

This would be no problem if the entrepreneur wasteat to wait for the day
when Totalrechnungis possible. As he wants to get information ableist income
periodically he has to think of a different methdm.business this is done lmapital
accounting At the end of every year, a balance sheet isgpeebthat is compared to the
balance sheet of the foregoing y&&f, other things being equal, the money value of

the assets has increased, profit has been genevdbeéa the company during the time

between the preparation of the two balance sheets.

30 5ee ibid. (p. 65), also Schmalenbach (1915, pp f37Hax (2003, p. 675).
%31 Mises (1949, p. 212)

*%2 gee Schmalenbach (1919, pp. 11, 13).

>3 gee Liefmann (1923, p. 563).

34 See Schmalenbach (1915, p. 380).

35 See Mises (1949, pp. 213 f.), Linhardt (1956,11)2
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On first sight this procedure does not seem toespond to the notion of
income presented above. There is apparently noecbion to the confrontation of costs
and earnings that links the business profit toltiggc of action. Assets and liabilities
might fluctuate in value for a bunch of reasong. &ample, if a mark-to-market rule is
employed, the value of assets changes accordirtbeio market prices. The latter,
however, usually are totally independent of anyoast on the part of the evaluating
company itself. Thus, profit would not be deterndirsecording to costs and revenues
that occur in business action, but according toesother variables. Profit calculated
this way would not fit into our notion of the logi¢ action.

Yet, we will see that a connection between actioth @apital accounting can be
established. Whether there is such a connectioerdispon how the balance sheet is
created, i.e., how the assets and liabilities ar@gluated. It will be seen that the
accounting rules — the generally accepted accagngnnciples that have been
established in Europe for centuries — lead to aluetion of assets and liabilities that

makes capital accounting comply to our analysisurhan action.

13.2 The Generally Accepted Accounting Principles
13.2.1 Valuation and appraisement

The discussion of economic calculation so far waseld mainly on the works of
Robert Liefmann, Hanns Linhardt, Ludwig von Misasd Wilhelm Rieger. As will be
demonstrated in chapter 14, some utterances bynhi@h and Linhardt at least indicate
how the valuation of assets and liabilities canbbeught in accordance with the
economic logic of action. However, none of thenatsethe problem of valuation in a
systematic and coherent way. Instead, at some pi@geall commit the mistake that
has been criticised in Irving Fisher. They arguat the value of the producers’ goods

in the balance sheet somehow falls from heaven,that it comes into existence by
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merely calculating it. According to Rieger, whatlsne in the valuation of assets in the
balance sheet is that the future monetary end abgact isanticipated and discounted

[eskomptiert] to the accounting d&f& Linhardt seems to implicitly follow Rieger, and
also Liefmann maintains that the appraisement afhdn order goods happens

according to their anticipated revendgsAnd Mises says:

In such statements [balance sheets] it is necedsagnter theestimated
money equivalent of all assets and liabilities ottlean cash. These items
should beappraisedaccording to the prices at which theyuld probably be
sold in thefuture or, as is especially the case with equipment fodpction
processes, in reference to the prices texpectedn the sale of merchandise

manufactured with their aitf®

These writers are not aware of the inconsistencheit contention. They accept that
presentprofits are calculated by comparing this yeardabee sheet with last year’s.
But in the balance sheet they want the assets teuaduated according to the
appraisement ofuture revenues. To echo William Sumner’s statement gloti¢hin
the critique of the marginal productivity theorfiese authors want businessmen to eat
their expectations, wear their hopes, and be waitmgetieir appraisements’

Now, the valuation of present objects accordinfutare events contradicts the
Generally Accepted Accounting Principl@SAAP). Mises is explicit on this point. He
considers the “old business customs and the pomgsof commercial law and of the

tax laws,” that is, in the main, the GAAP, to hdbeought about aleviation from

°% See Rieger (1964, p. 213).

37 See Liefmann (1922, p. 635).

38 Mises (1949, p. 214, emphasis added)
3% Compare Sumner (1882, p. 255).
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sound principles of accountinghich aim merely at the best attainable degree of
correctness>*°

In the following sections it is argued that the GAAre not a deviation from
sound principles of accounting at all. To the canty they bring capital accounting into
accord with the logic of action as presented inftre part. The subsequent analysis
builds upon the works of German business econortikadJlrich Leffson and Adolf

Moxter** who write extensively on the GAAP.

13.2.2 The nature of accounting rules

Before we start to analyse the most important atttog principles concerning
the valuation of assets and liabilities, it seemesessary to get some idea of their
general character. The German trade law (HGB)jstance, several times refers to
the “Grundsatze ordnungsmaéfiger Buchfiihriinge German expression for GARF
Legislation in these cases does not specify howwatmng should look like, but leaves
“many things to the GAAP that are obscure and nmiggis to the beginner*® So the
law refers to a system of principles that is nomptetely — at least not y&f —
codified>*° Concerning the character of the GAAP business@udsts are diffident. It
is generally accepted that GAAP cannot be detemiienductionfrom the practice
of honourable businessm&l.Such an attempt collapses because it is impos4ible
distinguish fair and honourable businessmen froair ttolleagues who do not deserve

these attributes>®’ It would be a logical circle if one tried to detgbe honourable

40 Mises (1949, p. 214)

41 See Leffson (1987), Moxter (2003).

*4235ee Lang (1986, p. 222).

>43 gchildbach (2009, p. 84)

*# See Leffson (1987, p. 7), Hax (1988, p. 187).

%45 3ee Schildbach (2009, p. 84).

*4¢ See Moxter (2003, p. 11), Leffson (1987, p. 29).

*47 Schildbach (2009, p. 85), similarly Schmalenba98@, p. 232).
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business men by means of their fair accountingtipggdecause this idea presupposes
that one already knows what fair accountingf'fs.

In contrast, especially Ulrich Leffson tries to elsbine GAAP by means of
deduction. He therefore starts from “the generappsitions concerning the ends of the
balance sheet as well as the means that it neatessit® and tries to deduce how
capital accounting must look like in order to ackiehis task>° After this approach
has been accepted momentarily by German legis|atioit is today looked upon
critically. First of all, it might well be possiblénat not every line of business requires
the same accounting principl&€.Furthermore, according to the prevailing opinion
capital accounting serves “conflictimg® objectives. It does not only have to inform the
entrepreneur about the success of his actionsalbatthe outside creditors concerning
the security of their investments. The accountsehavallow for the determination of
the limit of dividend payout. Also legislation wantaccounting to accomplish
conflicting ends™* As a consequence, the basis from which deducshosld start is
not clearly defined but afflicted with value judgents>*®

As both induction and deduction have not been &blein through, it appears
that today some form of compromise is acceptedwisa solution. The GAAP are left
to a political process that supposedly contain$ liductive and deductive elements
“because the businessmen and their miscellaneossciasons as well as the
deductively working scientists influence the pgchii process with their views and

input.”556

*¥8 5ee Schildbach (2009, p. 86).

%49 effson (1987, p. 30)

>0 5ee Schildbach (2009, p. 86).

1 See Moxter (2003, S. 11).

2 35ee Laux/Leuz (2009, pp. 828 f.), already Schntleh (1933, p. 230).
°33 Moxter (2003, p. 11; 2000, pp. 2147 f.).

4 See Mises (1949, p. 214).

%5 See Schildbach (2009, p. 86).

*% |bid.
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That no clear scientific approach can be found ha &area of accounting
principles might, referring to Friedrich Hayek, atributed to the inherent complexity

of the subject.

If man is not to do more harm than good in his rf@o improve the social
order, he will have to learn that in [...] fields whesssential complexity of an
organized kind prevails, he cannot acquire the Kntbwledge which would

make mastery of the events possife.

In the face of the inability of scientists to coteean agreement about the nature of the
GAAP, it has a lot to commend to regard the prilespf accounting as a Mengerian

institution. According to Carl Menger,

we can observe in numerous social institutions @kisgly apparent
functionality with respect to the whole. But witloser consideration they still
do not prove to be the result of ariention aimed at this purposee., the
result of an agreement of members of society quasitive legislation. They
[...] present themselves to us rather as “naturaddpcts (in a certain sense),
asunintended results of historical developmefit

With this in mind it would be idle to think of hoand if at all one is able to determine
GAAP. One would have to look at them as an instituthat isthe result of human

action but not of human desigt Friedrich Hayek regularly stresses the importarfce o
rules of conduct the rationale of which is not kmotw the people who are guided by

them.>*® Following him, Huerta de Soto writes:

" Hayek (1975, p. 442)

%8 Menger (1985, p. 130, emphasis by Menger)

% See Hayek (1967c, p. 96).

%0 5ee Hayek (1978, p. 7), also Hayek (1967b, pgt.%3
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[NJo human mind or organized group of human mindsssgsses the
intellectual capacity necessary to take in or ustded the enormous volume

of practical information which has come into playthe gradual formation,

consolidation and later development of these intiins>®*

And the same author actually applies this ideahto dccounting rules. According to
him, the principles that have evolved over the yaaflect “centuries of accounting
experience and business managem&Atthich, as we might add with Schmalenbach,
“contain more than professorial deductiGh*Social institutions that have evolved this
way, i.e., “inherited institutions®* do not require the individuals who follow its
established rules to know exactly why these ruktaadly exist and what experience
they are based ofi’ It is therefore not necessary, as Dieter Schneigenands, to
investigate whether the accountants and the the@isccountancy always were aware
of the function of accounting and its ruR88The point is not whether the rules are
understood and adapted consciously. It is only mamb that the respective rules have

prevailed in the competition with other sets oerul

Like scientific theories, they [such rules] aregaered by proving themselves
useful, but, in contrast to scientific theories,aproof which no one needs to
know, because the proof manifests itself in theliee€e and progressive

expansion of the order of society which it makessitale>®’

*51 Huerta de Soto (2010, p. 28)

52 Huerta de Soto (2009, p. XXIV)

°%3 Schmalenbach (1919, p. 260)

% Hayek (1978, p. 10)

% See Hayek (1978, p. 10). For accounting practitigs, opinion shines through in Schmalenbach
(1910, p. 382).

*%¢ See Schneider D. (2001, pp. 899 f. and p. 941n. 7

" Hayek (1978, p. 10)
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According to Hayek, competition is “a procedure thscovering facts which, if the
procedure did not exist, would remain unknown ofeast would not be used® One
can assume that those who have, for whatever reatok to reasonable accounting
principles were better protected against the terees of economic life than those who
followed others. Thus, Pascal Salin stresses the ab competition as a discovery
process precisely for the “hard to define normsfieéncial accounting. [...] By a
process of trial and error diverse accounting ralesput to the test and, little by little,
those are selected that seem to provide the Hestriation.”*°

Neither the inductive nor the deductive method wiler come to a reasonable
conclusion as long as the object of investigatgoa complex phenomenon in the sense
Friedrich Hayek used the tertf?. Capital accounting and its principles seem toumhs
a complex phenomenon, as their role has not yet defnitely clarified.

Therefore, in what follows | do not try to deduc&& on my own. | confine
myself to demonstrating th#fte accounting rules that have evolved within tberse
of time are totally compatible with the economipexds of human action developed in
part I. The analysis will bring to light that, despite thglitting of the entrepreneur’s
functions’* that are in conflict with each other, the tradiibaccounting rules seem to
be best adapted to provide information relevanthto company as a whole. That is,
they provide information concerning the money coite money revenues, and the
profits of the business.

This brushing aside of other functions and interedbes not have to be

problematical as, even without outsiders, a busif\ealls for continuous and periodical

accounting out of its own interest and need. Bissrealculation not only conforms to,

%8 Hayek (2002, p. 9)

9 33lin (2010, p. 58)

>0 See Hayek (1967a, pp. 22 ff.).

"1 See Leffson/Baetge (1971, p. 203).
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but stems from thaature of the capitalistic business’®Even if it might be in the
interest of creditors to pursue a very cautiougmeination of profits, or in the interest
of shareholders and the tax authorities to do fiposite, the highest performance will
only be achievable if capital accounting is adapte@valuate best the actions of the
enterprise. “[T]he businessman has to know whetierbusiness yields a return and
how much; this is what his decision whether to tw& business in the same way as
before or to change its course depends®6h&ccounting rules that provide the best
information concerning the performance of the besshas a whole also help best to
avoid the wasting of resourc&$,or better, from the point of view of the busineg
wasting of money.

Furthermore, it seems very probable that in cortipatithose accounting
principles will have prevailed that allow for anaex as possible evaluation of business
performance. Other businesses who cared too mudaufeiders or insiders of any sort
and adapted their accounting principles accordingly, in the long run, have lost
groundvis-a-visthe former. Therefore, it appears that a goodutaion of profits is

also in the interest of the creditdfsand, in the end, of the whole socief§.

13.2.3 The realisation principle

The following analysis concentrates on the assalstzeir evaluations. In order
to simplify matters, liabilities are not dealt with

One of the most important of the traditional acdmgrules is the realisation
principle. It says that assets have to be recomtethe balance sheet with historical

cost until they or the products they help to pradbave been sold against money or at

2| inhardt (1953, p. 47, emphasis added)
>3 schmalenbach (1988, p. 26)

" gchmalenbach (1919, p. 5)

"> Schmalenbach (1988, p. 52)

®’® See Schildbach (1975, p. 38).
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least a claim on money/ Up to the point when assets lead to money inflow t
balance sheet contains the costs of these assetshé money paid for thetff And if

the inflow surpasses the once incurred outflowpime has been created. Of course this
easy story is made more complicated by the fadtrtteny assets render services and
therefore lead to money inflows for more than oriqu. Therefore, the money
inflows of each period cannot be contrasted towthele historical cost of these assets,
but only to a part of it. How the historical expeasan best be allocated to the separate
periods is a question of the adequate depreciaties — “[d]epreciation is allocation of

"_ and does not concern us here. For us it is itapbto see that the

expenses’
realisation principle allows for a determinationimfome that corresponds, in the end,
to the way an isolated man evaluates his actiore [Bter contrasts consumption
sacrifice and consumption attained. Capital acaogntf effected according to the
realisation principle, contrasts historical costl mesent money inflow. That the assets
in a balance sheet should be evaluated accordihgstorical costs is one of the oldest

accounting rules. It is supposed to prevent entregurs to see profits where none have

been realised®

13.2.4 Lower-of-cost-or-market

Another important principle is the lower-of-costimarket rule. This principle
eroded® the realisation principle in so far as the lattents the historical costs to be
incorporated into the balance sheet, whereas timeefowants the historical costs only

as long as the market does not show a lower pfibas, ultimately, the realisation

>’ See Leffson (1987, pp. 252 ff), Moxter (2003, p).4

"8 See Moxter (1982, p. 156).

> Linhardt (1952, p. 130)

80 See Leffson (1987, p. 254).

81 See Jiittner (1993, p. 103), similarly Moxter (1991171), Wiistemann (1995, p. 1036).
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principle is part of the lower-of-cost-or-markeimmiple. In treating them separately |
follow the common parlance.

‘Lower-of-cost-or-market’ does not hold for all kis of assets (or liabilities)
and it stipulates different market prices (buyingrket, selling market) for the assets it
is applied to. We do not want to go into the dsthiére. Generally, the lowest of the
following three — historical cost, replacement cost output price — has to be
activated’®

According to the prevailing opinion, the rationalé lower-of-cost-or-market
and the apparent deviation from the realisationgipie is an issue of prudentg.In
earlier times, the difference in the treatment offis and losses was even called
“prudence principle *®* Businessmen should bmreful when they deduce profit in
order not toendangerthe further development of their business. Theegfd is said,
lower-of-cost-or-market demands that losses, inreshto profits, are accounted for

d*®® So it seems as

even before they are “realise¥”Instead, they should lanticipate
if there were different rules for profits and losse

The important point is that, as far as this pritecigoes, it appears to contradict
our view of capital accounting and its connectiorilte logic of action. By writing off
assets to their market value one deviates fromuleeof contrasting costs to revenues.

Instead, the loss of book value affects the calimraof income before the

corresponding cash-inflow occurs.

%82 5ee Moxter (2003, p. 59).

%83 See Moxter (1991, p. 167), Moxter (2003, p. 34hibach (2009, pp. 18 f.).

*84 See Helpenstein (1933, p. 831), Koch (1957, p. 5).

%85| effson (1987, p. 353) and Koch (1957, p. 5) tmeterm “realisation” in this sense.
8¢ See Moxter (1991, p. 171), Lang (1986, pp. 243H3x (2003, p. 678).
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13.2.5 The object of realisation

We think that there is more to the lower-of-costrtarket principle than pure
caution and that it can also be reconciled with oost-revenue framework. It has
already been tried at some occasions to surpasappaent antinomy between the
treatment of losses and the treatment of profit@rder to do so it has to be shown that
the treatment of loss by the lower-of-cost-or-mankée is not a meranticipation
because of prudence. Instead, one has to provehindfuture losses” in question are
not future events at all, but rather present aedefiore realised expenses.

Already in the 1930’s Franz Helpenstein tackled dhtnomy. He writes “that
the principle that forbids to show ‘unrealised fand the principle that obliges to
show ‘unrealised losses’ do neither contain subjediehaviour nor do they contradict
each other. Instead, the term ‘unrealised losgiascurately chosen. One should say:
‘realised (internal) expense®® According to him, loss does not emerge when the
exchange act is accomplished, but when the “intexsdue” of an asset has
decreased® Yet, Helpenstein does not explain why there is lagen the internal
value of an asset decreases, but no profit wheimtémal value increasé®’

Nonetheless his discussion contains a correct appréo the topic. Before
profit and loss can be shown, both revenue andresepbave to “be realised, i.e., have
to gain substantiality®>® As the profit contribution is determined by meafsthe
comparison of revenues and expenses, the quedionm the realisation has to begin
with these two entities. One primarily has to adhew the revenues and expenses
emerge. Only with the given values for revenues exjknses the profit contribution
can be calculated and considered to be realisesl r@dlisation and the lower-of-cost-

or-market principle therefore do not, for the maart, regulate the emergence of

87 Helpenstein (1933, p. 832, emphasis erased)
% See ibid. (pp. 832 f.).

89 See Leffson (1987, p. 353).

0 Helpenstein (1933, p. 831)
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profits and losses, but the arising and imputatibrevenues and expenses. Profits and
losses only arise as a corollary.

In the following sections, it will be examined haotlve prevailing opinion
supposes the principles of realisation and lowerest-or-market to regulate the
emergence and imputation of revenues and expeAfieswards, it is shown that it is

possible to interpret the two principles in a wWlagttthey do not contradict each other.

13.2.6 The temporal imputation of the revenues

The realisation principle demands that revenuessai@vn only when the
enterprise has already delivered its services asdéceived at least a claim on money.
In short, it links the emergence of revenues tostiles act™* It does not allow for an
anticipation of revenues. In this, lower-of-costroarket corresponds to the realisation
principle. It also does not require the anticipatiaf revenues. What it wants to be
anticipated is an imminenexcessof expenses over revenud¥. The revenues
themselves are only taken into account when theyealised by the exchange act. So
in the treatment of revenues the lower-of-cost-arkat principle follows the

realisation principle.

13.2.7 The temporal imputation of the expenses

The realisation of expenses is regulated by thissetien principle in so far as it
designs “that the expenses that can be imputetie¢adalised revenues have to be
deducted as expense in the corresponding accouygiag [...] It links not only the
revenue to the exchange act (or its equivalence)also certain expenses> Also for

the expenses the realisation principle sets theenbwof the sale as the decisive one.

*1See Moxter (2003, p. 41).
92 See Euler (1991, p. 191), Moxter (1991, p. 167).
93 Moxter (2003, pp. 46 f.)
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The focus hereby is on revenues. The realisatidgheoéxpenses does not follow
distinct rules, but ties on the realisation of #nwevenues they can be imputedo.
Expenses are activated only in so far as they eamputed — at least indirectly — to
future revenued>> Within the framework of the realisation princifiteere is otherwise
no reason to activate them, as they cannot be edttth any future realisation date.
Malinvestments or similar expenses that do notgbfiuture revenues about must
therefore be counted as expenses already todagomseéquently be realisétf.

In contrast to the realisation principle, lowereafst-or-market in its traditional
formulation does not link the emergence of expetsdise moment of the exchange act,
but requires toanticipate imminent losses, that is, excesses of expenses ove
revenues’’ It demands not to wait for the time when revenaes expenses will be
“realised” by the exchange act and the expensdssuplposedly surpass the revenues.
Instead, the expenses are to be anticipated prgyida their “realisation” by the
amount that they will presumably surpass the regeno when it comes to the
treatment of expenses, the lower-of-cost-or-mapkiciple seems to deviate from the
realisation principle. The latter sets the exchaageas the crucial event, the former in

certain cases allows for the anticipation of expsns

13.2.8 The reason for the difference in the treatnm¢ of expenses and revenues

We have seen that, even in the traditional undedstg of the terms, the
realisation principle and lower-of-cost-or-marketlyo differ in one point — the
imputation of expenses. In the following lines llwehow that the extraordinary write-
downs prescribed by lower-of-cost-or-market havthing to do with the anticipation

of future events. If this was the case, it is trthes only rationale for this principle

% See Euler (1991, pp. 194 f.), Hax (2003, p. 678).
% See Lowenfeld (1879, p. 439).

% See Hax (2003, p. 678).

97 See Jiittner (1993, p. 103).
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would be prudence. However, it can be shown thatlolver-of-cost-or-market rule
imputes the expenses exactly to the point of tinherwthey actually arise and when
they ultimately have to be considered as realisiedaccording to lower-of-cost-or-
market, today expenses are posted in the inconenstat because either replacement
costs or the selling price of the final product édallen below historical costs, what
has happened is not an anticipation of expectedetosinstead, this wagefinite
malinvestments are written off.

This claim shall first be examined for the casdatten selling prices. In this
area, the lower-of-cost-or-market rule is generaltigepted as being reasonabBfeyut
for other reasons than the ones that are preséeted namely as the expression of the
prudence principle. We confine ourselves to theesagase, in particular to goods for
which both a market or exchange price exists astbhcal costs can unambiguously be
determined. One might think of financial produatsioilar goods.

Now, if the selling price of the final product shduhappen to fall below
historical coststhe enterprise definitely knows that it has madenistake in its
investment decision$ it had refrained from buying at historical tesnd waited until
today, it could currently buy the finished prodatta lower price than it has already
spent for its procurement or production. Based msgnt information the enterprise
knows that it has committed a malinvestment. It Mawt act in the same way again.
This is true even in the event that the sellingg@should happen to increase again
afterwards. The excess of the historical costs tiverpresent selling price has been
spent for nothing. This excess definitely is a madstment. There is no reason to
activate malinvestments or, if they have alreadgnbactivated, not to write them off.
This holds independently of the future developm&he future is not anticipated at all.

Instead past mistakeare posted.

*% See Schneider D. (1994, pp. 214 ff.).
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One can argue analogously for the case when repltdecosts have decreased.
In so far as the goods concerned exist in the saofmical form within the enterprise
as they are traded on the replacement market, agaéfinite malinvestment is on hand.
Too much has been spent for goods that could beupd cheaper today. The
differential amount has been invested for nothiggain, the argument still holds even
if the future selling prices surpass the historazts and, therefore, in the end, a profit
will come about. Malinvestment remains malinvestinewen though the whole project
might still turn out to be profitable.

Against the writing down to replacement costs #@rgued that this is not a case
of anticipation of expected losses, which wouldabeeptable, but merely the report of
opportunity costS” or foregone profit§° that would have no place in the balance sheet
and that would contradict the lower-of-cost-or-n@rkule. Yet, if one is to classify the
writing down to the lower replacement costs asgore profit, then one also has to call
all malinvestments by this name and correspondinglgt activate them. Who loses
1000 $ on the way to a business appointment woniidb@ allowed to write them off as
it would still be possible that the whole bargamves to be profitable at some future
date. Admittedly, the result could be better by A®) but the differential amount is
only a case of foregone profit, not of loss.

To speak of foregone profits seems to be reasonablg when foregone
revenuesappear, i.e., when a decision has been maderanetrospect, a different one
proves oneself to be better in that it would haagetb higher revenues. Indeed it seems
guestionable to write off these foregone revenAesrt from the practical problem that
this might bring about writing downs to negativdues, foregone revenues are purely
fictional numbers. They bear no reference to therense. It is different with expenses

that have been spent for nothing. They have coome for the enterprise. It does not

% See Weindel (2008, pp. 90 f.).
69 See Moxter (2003, p. 215), Schneider D. (1994 2p4.ff.).
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seem to be reasonable to activate them or notite Wrem off as it is already known
that they have been spdat nothing
By now it can be explained why the lower-of-costruarket principle is

congenial to our cost-revenue framework. As we hseen, entrepreneurs fit into this
framework as long as they incur monetary costsriteioto obtain monetary revenues.
Any actions, however, where costs are incurrednfathing, that is, not in order to
obtain revenues, do not fit into it. This kind oftians appears in hindsight when
malinvestments and partial malinvestments are teete@o continue to document these
malinvestments in capital accounting would makedafuhe latter an institution that is
not concerned with the difference between costsramdnues in business action any
more. It would also show costs that cannot be ieghub any future revenue. It is
exactly the task of the lower-of-cost-or-markemnpiple to separate out these kinds of

actions and their costs from capital accounting.
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14. Private capital and interest

14.1 Capital as the calculatory form of costs

The realisation principle and the lower-of-costroarket principle concern the
way the assets (and liabilities) are valued inldhlance sheet. According to them, all
assets have to be valued at either historicalamst it should be lower, at market value.
In capital accounting that follows established aetng principles the money invested
is contrasted to the money flowing back becaussabdés on the market. Thus, the
institutionalisation of the whole money—commodityermey process in capital
accounting conforms to our point whereupon revenuesessarily are expected to
surpass costs. In the words of Willi Prion, “[clabiaccounting is nothing more than
the technical means that improves the comparisdawedam sacrifice and utility in
economic activity.®**

We now finally come to the notion of private capitaelf. It stems from the
money—commodity—money framework. The latter is,cadimg to Marx, the “general
formula of capital.®*In being invested in a way that is supposed tagodabout a
profit, money becomes capitdf In capital accounting, the balance sheet keepk th
the money — or capital — that has been investadwhy in the different kinds of assets.
It reminds the book keeper of historical costs,ifoihie market value should be lower,
of that amount of historical costs that has nothetn lost. Paradoxically, especially
those authors that we have shown to disregard émerglly accepted accounting
principles hint at this point. In the words of Rdbé&iefmann, for businessmen,
“[c]apital is the appraisal of the cost goods inn@p as a means to determine a money

yield or, as we could also say, it is tii®ney calculation form of the cost goadsa

9 prion (1935, p. 17)
€92 Marx (1967, Vol. 1, p. 170)
93 See ibid (p. 165), Liefmann (1931, p. 16).
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means to determine a money yiefd*" It serves as the basis for capital accounting and
corresponds to the amount of those expenses thatrim yet become revenu&slt is,

as also Mises says, the “complex of goods destiae@cquisition [...] evaluated in
money terms® It must be remembered, however, that this poihy bolds so far as
the assets are valued accordingpistorical costs We have seen in section 13.2.1 that
the just quoted authors do not, or at least noagdwhave these costs in mind. Rather
they think of the present value of future revenuést, so long as the traditional
accounting rules are adhered to, what these ausagrabout capital in general fits well
into our analysis of the economic aspects of huation.

So according to the private view, capital is onfyaperand®’ the “calculation
value of things.?® The point that capital is cost has been raisecéueral authors
conversant with accounting and endorsing the peiancept of capital’ Says also
Linhardt: “Costs are capital input in order to puod revenues®*°

As, in this view, capital is a numerical expressibrcosts, it is maintained by its
champions that the term capital does not make semse&de the context of economic
calculation. “There is no capital without or oussidf accounting®® And indeed,
expressing it in money terms is the only way taardgt as a homogeneous concept, i.e.,
to find one aspect that is common to everything thacalled capital. That is why
Ludwig von Mises rejects every attempt to employ tierm capital outside the business

accounts.

94| jefmann (1923, p. 561, emphasis added; also 19311), very similarly Weber M. (2005, p. 64).
% See Prion (1935, p. 17).

% Mises (1949, p. 261)

7 | inhardt (1952, p. 127)

%8| inhardt (1954b, p. 101), also Schumpeter (193196).

99 See also Norris (1944, p. 382), Linhardt (1954181).

610 inhardt (1968, p. 378)

611 Linhardt (1952, p. 125), also Plenge (1964, p., 138).
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The concept of capital cannot be separated fromcthrgext of monetary
calculation and from the social structure of a reagconomy in which alone

monetary calculation is possibi¥.

Here we see the commonly acknowledged differendevdmn the social and the
business notion of capital. For the former, onlgsth goods that technically help to
produce consumers’ goods are capital. For ther)atliegoods that a business purchases
in order to earn profit generate costs and areefbe capitaf*®including “the empty
dwelling house, the idle premises, the apparentesluous cash and deposité¥etc.

In the above analysis we have not distinguished/dxet equity capital and debt
capital. Originally, the term capital only referrea equity capital. Capital accounting
was the calculation of the businessman as thetoreafi his own busines¥? Later on,
however, especially with the advent of corporatjonsecame useless to single out the
proprietors of a company. Also, from the point aw of a corporation, in the end its
whole funds consist of liabilities, either towatd owners or towards its creditors. In

this sense, the difference between equity and cigptal is only of a legal natuPé®

14.2 The monetary rate of interest

So far we have seen that if one isolates the bssigghere and concentrates on
business actions, the latter can be put into tAmdwork that was constructed in the
first part. That everyone in the business sphersriging for an excess of monetary
revenues over monetary costs — or for a yield enchpital — is nothing more than a

corollary of what has been said about action inegaln namely that it implies an

%12 Mises (1949, p. 262). See also Linhardt (1953i0), Plenge (1964, p. 146), and Cochran (2004, pp.
201).

13 See Prion (1935, p. 33).

1 Linhardt (1954, pp. 260 f.), see also Linhardt5@9. 208) and already Menger (1888, p. 152).

®15 See Polak (1926, p. 69).

®1% See ibid., Coutre (1927, p. 344).
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expected excess of psychic revenues over psyckis®6This latter characteristic of
human action, we have seen, lies behind what has taled originary interest. Now,

as far as the psychic phenomenon of originary @steis concerned, it does not
manifest itself in an observable way. As laid ddwnHulsmann, “[o]riginary interest

is not a manifestation of human action in the waigphysical things, but a structural
feature of human action itseff*® We know that there must be a value-spread between
costs and revenues, but it cannot be demonstratgdtieally, as psychic magnitudes
defy measurement. In the business sphere matimnd slifferently. There, costs and

revenues are

physically homogeneous to the point that one cdoulzie a quantitative
difference between the two, that is, between moygtaceeds from selling a
product and monetary expenditure for the correspgndfactors of

production®*®

In addition, as money is a non-perishable good kn@wv for sure that the expected
price-spread between costs and revenues must ie/@o money was perishable it
would be totally in line with originary interest tovest an amount of money today in
order to receive a smaller amount of it in the fattAfter all, money would possibly
have perished if one had kept it. However, asit foa held in cash balances without
physical deterioration, it seems “absfdto invest it without the intention to make
monetary profit or, in Marxian terminology, a “siup value.®?*

Furthermore, following our discussion on humanactn general, the monetary

profit that is expected from any investment mustease with the time spread between

®17 The same idea is expressed by Hiillsmann (2003)n $erms of means and ends.
®18 Hillsmann (2002, p. 97)

%19 bid. (p. 93, similarly on p. 96)

620 Marx (1967, Vol. 1, p. 162)

621 Ipid. (p. 165)
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the incurrence of costs and the attainment of re@enlf there are two investment
options with no difference in risk which both pra@mito return 110 monetary units to
an investment of 100, other things being equaloofree that option is preferred which
takes a shorter time. A longer time-spread betveasis and revenues is only accepted
if the expected monetary reward is augmented enough

Now, the business sphere not only makes visiblesgiiead between monetary
costs and revenues. It also makes the plans ohdgsnan homogeneous in that they
are all striving for monetary profits. So if som@repreneurs make high money profits
in a special kind of business, other market pgraicts will lower them “by entering the
same business, thus bidding up the prices of theined factors of production, and
bidding down the prices of the produ€t®*Entrepreneurial competition will tend do
erase the differences that exist in the monetanfitprate in different lines of
busines$§?® Competition will thereby tend to adjust the prafite to the length of the
investment. A doubling of this length will bring @it a doubling of the rate such that
the rateper period of timeends to become equal. In the words of Rothbattjd rate
should happen to be five percepér year “[a] production process or investment
covering a period of two years will, in equilibriutten earn 10 percent, the equivalent
of 5 percenper year”®*

The rate of profitper period of timethat remains despite the tendency of
competition to eliminate profits is called thwrket rate of interestWe know from our
analysis that the price spreads that corresportbigaate “do not come into being by
accident.” Rather, they are the “premeditated tesfil entrepreneurial action®®

Businessmen only act in so far as they expect theetary revenues to be higher than

%22 Hijlsmann (2002, p. 98)

62 See Mises (1949, p. 533), Pigou (1949a, p. 3&himnn (1973, p. 28), Fillieule (2005, p. 5).
624 Rothbard ([1962] 2004, p. 372. emphasis by Rotfbar

625 Both quotes from Hillsmann (2002, p. 93).
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the cost$?° This difference “cannot be arbitraged aw&3/. Thus, there will always be
a positive market rate of interest in terms of myotfé

The height of this market rate of interest is deiaed by the actions of those
who invest money. The more they invest, the highiéirbe the prices of those goods
they invest in, i.e., the originary factors of puation and production goods, and the
lower will be the prices of the goods that conggitiine final output as their supply will
increase. Thus, the more people invest, the lowkrbe the spread between money
outflow and money inflow in the money—commodity—ragnactions in the business
sphere. It is true, entrepreneurs have differentinmal spreads between costs and
revenues that they are willing to accept. But thdifferences can be smoothed &it.
Those who would accept a smaller rate of profinttiee one prevailing on the market

will gladly accept the latter. Those who demandighér one will cease investing.

626 gee Hillsmann (2002, p. 98).
27 |bid. (p. 93)

628 |pid. (p. 99)

629 |bid.
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15. The purchasing power of money as determined the consumption

sphere

15.1 The necessity of the consumption sphere for thesiness sphere

Until now the business sphere has been analysesolation. Money costs,
money revenues, and money profits constitute thallband end-all of this sphere.
What still needs to be done is to connect these emoerms to the psychic
considerations of the consumption sphere. If mosieyuld happen to be available
without the incurrence of psychic costs, or if dgutd not purchase anything that
provides psychic revenues, the whole business splveuld not make sense. Why
should anyone economise money in either of theseiroistances? The profit motive
would disappear and economic calculation would dedgfor nothing if the business
sphere merely stood on its own feet.

The connection to the consumption spheneoisprovided by the private notion
of capital. It explains how businessmen calculatenoney and how they organise the
market economy in monetary terms this way. Bubigéts about the consumer. As was
already explained, for consumers money is onlytam iin transit. They are interested
in a surplus of their psychic revenues over theiycpic costs. In order to bring the
consumption and the business sphere together, wat firat take a look at the
relationship between money and the consumer. Whiabevsaid in this regard rests, in
the main, on the writings of Ludwig von Mises and followers. My contribution
consists in bringing the analysis in line with g@nomic aspects of human action as
propounded in part I. Later on, in chapter 16, wiésgee how the purchasing power of

money serves as a link between the consumptiohenldusiness sphere.
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15.2 The regression theorem

As will be argued in detail in chapter 17, it ist morrect to regard money as a
claim on goods of whatever kind. Instead, both contpactners have to assent to any
purchase agreement; nobody has a claim on theragreeof the other one. The final
price depends on the eagerness of the seller minobtoney, and the purchaser to
obtain the good. It is determined by supply and @&y and so is the ‘price’ of money,
as the latter is nothing else than the inverséefgoods price® that is, “the quantity
of goods and services that must be given up toieequwnit of money®3*

Of course, money is only demanded for in so fait aan be used to purchase
goods. In other words, it must already have a pocexchange value. Where does this
exchange value come from? The demand for moneyotdmn the reason for it, as
money is only demanded if it already has value.viigdson Mises solved this problem
of circularity in 1912%%? According to hisregression theoremmoney must have
originated historically from a commodity that haddhexchange value even before it
was demanded for as a medium of exchaiye/hen a commodity has evolved as
general medium of exchange, the demand to hold itash balances increases the
demand for it and therefore its exchange values éven possible, starting from here,
that the “demand for the money-good, as motivatgdhe other uses, disappears”
without money losing its valu®&* Once there is a demand for the commodity as a

medium of exchange, no other demand is needed ang ta uphold its value above

zero%%®

830 See Rothbard ([1962] 2004, p. 236).

%31 Friedman/Schwartz (1982, p. 26)

632 5ee Mises ([1912] 1953, pp. 108 ff.).

63 See Belke/Polleit (2009, pp. 9 f.).

834 Mises (1990, p. 58)

835 Some traces of this theorem can also be foundagnir (1909, p. 117).
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15.3 Costs, revenues, and money

In the consumption spherpersonal preferencetowards the goods bought or
sold are decisive for the consideration whethesidbor not. Money only serves as an
item in transit. The subsequent lines are dealiity such actions. They follow the
logic of costs—money-revenue, whereas we exclugldiliness sphere with its actions
according to money—commodity—money.

That the psychic revenues of an action are supplogede actor to surpass his
psychic costs has been the main result of our aisady the economic aspects of human
action. This remains true when the action involiedirect exchange. If somebody
thinks to obtain his ends better, cheaper, or fdstemploying a means of exchange he
must expect the revenues of what he is doing tavdrth more to him than the costs.
Like in the employment of means of production, wtatints are the psychic costs, the
sacrifices of consumption that the actor must ugaléo obtain money in the first place.
As was already explained, money in acts of indixxthange in the consumption
sphere is only #echnicalmeans, similar to production goot#8The logic of indirect
exchange can be illustrated by a figure that resesnpretty much figure 2 that
depicted the logic of action concerning the emplegimof technical means of

production.

83 Similarly Liefmann (1916, p. 36), Mori (1930, ppt f.).
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means of consumers’
exchange purchase > good
(income) (revenue)
T psychic profit
consumption
sacrifice
(costs)
time

Figure 7: The economic logic of indirect exchange

In the consumption sphere, the exchange ratiosdsgtwnoney and goods are
determined by the psychic considerations of thes@ating persons in the same way as
the price of the means is determined in a worldhewit money. It must be added that
whereas the good purchased constitutes revenuetfremoint of view of the buyer,
the same good — or its production — constitutetsdos the seller. In every transactions
in the consumption spherboth contract partners are guided by their personal

preferences.

15.4 The law of one price and the unit of accounuhction

In a barter economy only those people compete aggaath other who both sell
and buy the same goods respectively. Because of catiopethe exchange ratios tend
to become equal in all transactions between theedand of goods. As competition is
restricted to those rather rare instances whersahe double coincidence of wants is

on hand for a larger group of people, “the ratie@wEhange is determined only within
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broad margins®®’ The tendency towards one price holds true foréudiexchange as
well. In indirect exchange, however, the whole pssccommodity—money—commodity
can be subdivided into two separate transacti@mmpwodity against money and money
against commodity*® There are, in other words, the sale of goods andces to one
person, and the purchase of the goods and semmeewants to consume from another
person. This clears the way for more intense coitietin a system of indirect barter,
it is enough to selbr buy the same good as somebody else in order t@et@nwith
him.2%In a barter economy, someone who exchanges hjsagainst fishes does not
have to compete with someone else who exchangegréis against berries. In a
monetary economy, all those who sell prey agairmtey compete against each other,
no matter what they want to buy with the moneyrlate

As a consequence of entrepreneurs competing aganktothef?° “there will
always be a tendency on the market doe money price to be established for each
good.®** The realm of the law of one price is expanded.galbds that are subjectively
considered consumers’ goods are by tendency apgprmpone common market
exchange ratio against money. So the purchasingmpofvmoney can be expressed in
an array of exchange ratios against consumers’ggood

As there is this tendency towards one money prceafl consumers’ goods,
money can serve acammon denominatdor all exchange ratioc¥? When it comes to
indirect exchange, people can orientate their cegenue deliberations by money
prices. Money becomes a price-indéX‘Instead of a myriad of isolated markets for

each good and every other good, each good exchdngesoney, and the exchange

37 Mises (1949, p. 324)

38 See Budge (1918/19, p. 738).

639 See Rothbard ([1962] 2004, p. 233).

640 gee Mises (1949, p. 328).

641 Rothbard ([1962] 2004, p. 235, emphasis changgst), Mises (1949, pp. 324 ff.).
642 See Mises ([1912] 1953, p. 48).

3 3See ibid.
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ratios between every good and every other goodeesily be estimated by observing
their money prices®* As money bears a rather stable relationship to tthded
consumers’ goods, it serves as a yardstick foattieg peopleHence, when people in
the consumption sphere think or calculate in morniegy have its power to purchase
consumers’ goods in mind.

It must be added that money is only apt to serva esmmon denominator as
far as it is actually exchanged against all othewds. Therefore, money has to be left
free to adjust its exchange ratios against allrogjoeds according to the ever changing
preferences of the trading partf¥sThose monetary theories that want the unit of
account function to be prior to its medium of exupa function must therefore be

dismissed*®

15.5 Savings and the demand for money to hold

In addition to dynamic effects emanating from therechanging consumer
preferences concerning goods other than moneye thlso have to be taken into
account effects stemming from the money side. Thaight be an increase of
consumptive demand for the money material. Moreoirtgmtly, as we are living in a
world of uncertainty, individuals will feel the n&éo assure against unforeseen changes.
An appropriate way to do so is to store vital good®rder to be less vulnerable to
adverse developments. One good that fits very thidlfunction is money because it is
the good that can, when necessary, most likely Xehanged against any good in
need®*’ Thus the “holding of money at ready command [...]ades the utility of the

resources of the consumé&f®People want money “so as to be in a position tuiae

644 Rothbard ([1962] 2004, p. 235)

645 See Mises (1917/18, pp. 198 ff.), Hillsmann (19§6,141 ff.), Rothbard ([1962] 2004, p. 235).
646 The discussion of these theories must be delagtidchapter 16.

647 See Greidanus (1950, p. 271), Mises (1949, p..398)

648 Greidanus (1950, p. 271)
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other thingsat the most profitable time, or at the most coneeniime”’®*° Usually,
economists accept that cash balances are heldisareasorf>°

It must be added here that, according to our ekipasof the logic of action, the
holding of money — the hoarding — corresponds tatwke have called saving. It is “the
negative act of not buying consumption goo¥$ People keep money not for a special
purpose, but because of the uncertainty of thedufheir cash balances do not have a
specified time dimensiofr? If something unexpected happens, they might batspe
within a few minutes. But it is also possible tlsaime monetary units are kept under
the mattress for years. The holders of cash docaotmit themselves in advance to
either of these possibilities.

Changing demand for money does not, in principtesepany problem to the

role of money as expounded so far. Other thingslequ

if the demand for money increases [...] this adddlodemand can only be
satisfied by bidding down the money prices of noney goods. The
purchasing power of money will increase, the redleaf individual cash
balances will be raised, and at a higher purchasaovger per unit money, the

demand for and the supply of money will once ageirequilibrated>

This process contains nothing that would hinder eyoinom changing its purchasing
power in accordance with the psychic consideratiohshe consumers. Even when
prices change everybody who uses money in indeecthange still considers money to
be an item in transit between the costs he hascto in order to get it and the revenues
he can obtain by means of its purchasing power. difig thing that might result in

some problems is when people change their behasialolenly and by a large degree.

649 Hutt (1956, p. 206, emphasis by Hutt)

650 gee Patinkin (1965, pp. 14 f.), Salin (1990, dpf.% and Samuelson (1983, pp. 123 f.).
851 Hazlitt (1959, p. 91)

52 See Keynes (1936, p. 210).

53 Hoppe (2006, p. 203, emphasis erased), also Ra(b865, pp. 18 f.).
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Usually, the habits of peopifd change only slowly. Prices will therefore alsorather
stable in the course of time. If for whatever reasverybody was suddenly eager to
triple his cash balances, this would have sevenseguences for the econoffiyThe

adaptation of prices because of the lower demanthé&mn would be a painful process.

15.6 Money income as an item in transit

The money one receives in return for one’s costingua specified period of
time can be callechoney incom&® Some might argue that this money income is more
than a mere technical device or item in transiindirect exchange. When | buy a
consumers’ good for money, they could say, thendtter constitutes the costs and the
former the revenue. Or when | incur costs in ortterget money, then money
constitutes the revenue of this action. They msgit so because the whole process can
be subdivided, as we have seen, into two separatsactions, commodity against
money and money against commodity. If each of thveas analysed in isolation,
money would not be a technical means, but revenuba first one, and costs in the
second one.

This objection can be answered the following waye Two transactions costs—
for—-money and money-for—revenue, which would havestanalysed in isolation if the
objection was correct, do not make sense withoth ether. As long as money is not a
good that the actors value for its own sake, mar®mss not constitute the revenue in
any transaction of indirect exchange in the condiomphere. Schumpeter highlights

this point:

654 See Fisher (1926, pp. 79 ff.).
655 See Hazlitt (1959, pp. 224 f.).
656 See Rothbard ([1962] 2004, p. 199).
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For economic analysis, the crucial and definitentgare, on the one hand, the
productive service, on the other hand the recdipbnsumers’ goods or, more
correctly, the act of consumption: To give an exEnpot the payment of
wages, but the receipt of wages goods by the wagesecomplete the cycle

which can only be understood and only makes sedeqtit all roundE>”’

Nobody will incur costs for money without taking ipower to deliver goods he is
striving for into consideratioft® In consequence, one “will only accept it whenadsh
purchasing power on consumers’ goods markets, cgnwh can be at any time
exchanged for a currency that buys consumers’ ggdsoney must allow for the
purchase of goods that the actor considers to Vi@ a psychic revenue, i.e.,
consumers’ goods. Otherwise, all the exchangesdaglace on the market against
money were mere play. In order to obtain the gawds has preferences towards, one
would have to look for somebody who is ready tohexge these goods against the
goods oneself is in possession of. We would be baci situation where double
coincidence of wants is necessary. If nonethelessemtransactions could be observed
these would take place just for the fun of it, iarthe words of Adam Smith, because
people had a “propensity to truck, barter, and arge one thing for anothet®® By
acquiring money they would accept a good not mimpeid than the good they give
away. Such a good would never become a generalumedli exchange as people will
always choose the most marketable g&dd.

So what one is looking for in money is garchasing powerits ability to buy
goods that one is in need of. “[M]oney is always helddept perhaps by misers) with

a view to its being ultimately passed on to otli&%Money income itself is only an

857 Schumpeter (1970, p. 208)

5% See Keynes ([1930] 1971, p. 47).

%59 Eucken (1954, p. 312)

€50 Smith ([1776] 1869, p. 14)

€1 See Hoppe (2006, pp. 143 f.).

852 Hutt (1956, p. 213), also Greidanus (1950, p. 271)
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item in transit. For the same reason, money cabaointerpreted to be the costs of
indirect exchange. For costs to occur, a sacrificst have arrived. Concerning money,
costs only is on hand if the acquisition of moneyoived the sacrifice of potential

consumption. Without such a sacrifice necessaryayavould be available costless.
Not money constitutes the costs, but the sacriieé must be undergone in order to get
it. Again, a means of exchange only functions agtean of transit between costs and

revenues.

15.7 Opportunity costs and money prices

Before we start to examine transactions in thermss sphere which are not
based on personal preferences towards the goatidird might be important to meet
an objection that will probably be made against@mtentions. It is closely related to
the one treated in the last section. At the ceoitreur treatment of money prices and
money income we have put the costs of acquiringeyamn the one hand, and the
revenues that can be got by money on the other,, N@mmy economists will argue that,
when it comes to decide about what to spent theemam, the costs we have been
talking about lie already in the past. They aredfagesunk costsThey do not concern
the actor anymore because they have already odconorenatter what he is going to do
with the money. Instead, what counts is the “wtilioregone,” the “opportunity
costs.”®® Moreover, as we have noted, in a monetary econtraysimple barter
exchanges are separated into two independent exehaats: commodity against
money and money against commodf§or, shortly: “sale and purchas®”Each of

these must consequently have its own opportungysco

653 See Rothbard ([1962] 2004, p. 266).
654 See again Budge (1918/19, p. 738).
%5 Mises (1949, p. 324)
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The following lines contain the psychic cost anderaie considerations of
buyers and sellers of consumers’ goods as seerthp&d®®® According to him, the
seller's revenue is the value rank of the most valuablesgeotive use of the money
units he obtains. His cost is either the value rahthe use of the good that has to be
sacrificed or, if higher, the marginal utility oblling the good for anticipated future
sale at a higher price. THmiyer’'s revenue, on the other side, is the highest-ranked
direct use of the additional units of the goodsekelas his cost is the value rank of the
use of the units that will have to be sacrificed nraking the exchang®’ The

considerations of the buyer are also expressedidyig von Mises:

If an individual speaks of the costs incurred by flurchase of some goods
already acquired or to be incurred by the purchaflsgoods he plans to
acquire, he expresses these costs in term of m&uyhis amount of money
represents in his eyes the degree of satisfacgorohld obtain by employing

it for the acquisition of other gooG%

Now let us see whether Rothbard’s separation imtodosts—revenues decisions makes
sense. The seller’'s revenue is the “value rankhi@] [most valuablerospectiveuse [...]

of the units of money”; the buyer’s revenue is ‘thighest-rankedlirect use of [these]
units.”®*® So if we assume someone who combines both transscsomeone who first
sells a good on the market against money, andwaftds purchases another good with
this money, his total revenue would be composedotth the buyer’'s and the seller’s
revenue. It would be, first, in the sale, the valaek of the most valuable prospective
use of the money, and, second, in the purchasejalibe rank of the direct use of the

same units. But it is illegitimate to say tlegtichone of these constitutes a revenue and

6% See Rothbard ([1962] 2004, p. 276).

7 See ibid. (pp. 262, 264, 276).

%8 Mises (1949, p. 329)

9 Both quotes from Rothbard ([1962] 2004, p. 276pkasis added).
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that both have to be added up to get the totahwsxeEither the revenue is to be seen in
the fact that the seller of the good obtains theclasing power of the money he
receives. Then the execution of this purchasingguomhen he buys something else
cannot be added to the first transaction in alsogbrg him a revenue. That he has
received the purchasing power to buy it was hiemee. Or one might say that his
revenue stems from the goods that he is buying thithmoney he has received before.
But then the possibility to buy them, the purchgspower of money that he has
received before, cannot be added to the purchselé iOf these two possibilities, only
the latter one is acceptable. The purchasing pavfemoney is only a technical
characteristic of money. What counts are the gdbds can be had for money, and
these are the reason why money is demanded fteifirst place. Money itself is not
the reason why people sell their goods for it. Modees not constitute the revenue.
What can be got for money is what people are sgivior. Thesegoods are the
revenues.

Concerning the supposed costs of the acquisitica gdod with money we see
the confusion between choice and action again. Wraready own money, its only
use for me consists in its purchasing power. Wasitsrto be done is thoosewhat to
use this power for. This choice does not imply aogts. The second best alternative
good does not constitute costs for me as | do wottbe good and have to give it away.
To repeat a point already made, costs only appkanwacrifices have to be undergone.
In choice, there is no sacrifice. Instead, thesos$tndirect exchange are the costs that
accrue in thecquisition of money

After the opportunity costs and the “opportunityerues” have been shown to
be neither a real cost nor a real revenue, whasiresrare the costs and revenues that
we have presented above. The sacrifices that aessary to obtain the money are the

costs, and the goods that can be had for moneyhamevenues.
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15.8 Transactions beyond the market

The consumption sphere contains all actions that bz described as costs—
money-revenue. But it must not be forgotten thahem the most developed monetary
economy there are still transactions taking pladbout money mediating them. First
of all, even if its domain should be very smallredt barter has not disappeared
completely even today. Furthermore, gifts of momagst notably between generations,
do appear in the consumption sphere, but do natsbkres affect the goods prices and
therefore the purchasing power of money. Theseskaidransactions happen “beyond
the market,*’®or better, beyond the price system. Of coursis, pbssible that the new
owners of the goods or the money deal differenily W than the original owners. But
the consequence would be just the same as wheratiee himself changed his
behaviour. If the new owners buy different goods;gs will adjust. If they hoard more,

prices will decrease.

670 Linhardt (1956b, p. 9)
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16. The role of the purchasing power of money in thieusiness sphere

16.1 The relevance of consumers’ goods prices

In his methodological publications, Mises showesat tralue is a relative, not an
absolute concepf! The value of a good is not some absolute magnitoiea good is
either worth more or less than some other good. adtens of consumers determine
the ordinal value-order of consumers’ goods. “Thienate source of the determination
of prices is the value judgments of the consum&fs&ccording to Mises himself, this
not only is true for the prices of consumers’ gqdulg for all kinds of goodsas “the
prices of the goods of higher orders are ultimatidyermined by the prices of the
goods of the first or lowest order, that is, thesomers’ goods®” Yet, Mises stops
short of maintaining a direct and exclusive conioecbetween the value of money and
the available consumers’ goods. His point is thathsa connection would only be
justified “if money had no other use than to pusghaonsumption good$’ This, of

course, he is not ready to accept.

Money bears a relationship, not only to consumptiymods, but also to
production goods; and [...] it does not serve only foe exchange of
production goods against consumption goods but wargh oftener for the
exchange of production goods against other prooligood<>

In ignoring these kinds of transactions, he adds, ‘@rbitrarily splits up the stock of
money and the demand for money in order to institat comparison that would

otherwise be impossibl&*®

671 See Mises (1933, pp. 139 f.).

672 Mises (1949, p. 328)

73 |bid. (p. 330)

674 Mises ([1912] 1953, p. 470)

675 Ibid. (pp. 470 f.), also Elster (1923, p. 125).
676 Mises ([1912] 1953, pp. 472)
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To sum up Mises’s position, money has an alnmdstite array of goods-prices
and all of these together establish the goods-mficaoney?’’ The consumers’ goods
are only one part of this array. As far as it gdbs contention is, of course, correct.
Yet, it does not follow from this admittedly truetement that all prices are of the same
importance. According to Haberler, one can easilystruct subgroups of goods and
distinguish “the purchasing power of money conaggri..]; a) consumers’ goods and
services [...]; b) originary means of production [.c);intermediate goods [...]; d) all

58 And also

goods; e) all objects that are bought and soldJaing securities etc.]
Mises himself was quoted above in saying that theep of consumers’ goods
ultimately determine the prices of higher-order dmoBut although he concedes a
prominent position to the prices of consumers’ gob@ does not think this point
through to the end.

The purpose of the following chapter is to show i@ purchasing power of
money is indeed totally determined by the actiofiscansumers, that is, in the
consumption sphere. The only purchasing power afeyichat anybody is interested in
relates to consumers’ goodblobody, including the businessmen and the whole
business sphere, cares about the power of monpyrtathase intermediate and capital
goods. Instead, the whole business sphere rests thygopower of money to purchase
consumers’ goods and therefore to provide psycl@eemues.This is the only
purchasing power that counts. “The value of mosgyn the end, established in those
exchange acts that relate to consumers’ go®/ds.”

According to Arthur Marget, though propositionstbis kind go far back in the

history of economics, the case for this theory inatsbeen made “beyond any possible

677 Rothbard ([1962] 2004, p. 237, emphasis by Rothbsee also p. 756)

678 Haberler (1931, pp. 34 f.)

67 Wieser ([1909] 1929, p. 214). See also Wieser 7132 699) and Budge (1931, pp. 226 f.). For
further references see Marget (1938, pp. 485 ff.).
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doubt.®® This task will be undertaken in the following. viill be shown that the
exchange relationships between production goods rmodey does not concern
anybody.The purchasing power to buy production goods is net¢vant to human

actions.

16.2 Employment of the means of production
16.2.1 The power to pay wages

In the consumption sphere, everybody has persordénences towards the
costs and the revenues of his actions, and mormme only serves as an item in
transit. In the business sphere, on the other htred,entrepreneurs orientate their
actions by money prices, and, other things eqbelr fiim is to maximise their money
profits. For them, it is the goods and servicey ey in order to make money profits
that are items in transit. So far we have analysedwo spheres separately. It is time to
find the link between them. For this purpose, webgok into the consumption sphere
and insert, step by step, actions that belongddtisiness sphere. In doing thig will
see that all actions in the latter totally dependtbe potential of the employed money
to become income again in the consumption spher@rder not to complicate the
argumentation, for the time being we ignore thestexice of credit. Everybody has to
save for himself. Credit and the financial markét be introduced in chapter 19.

Let us start with someone who wants to invest heney and to employ
originary factors of production, say, a worker. b® precise, if this worker was not
employed in order to produce monetary profits, lsaty, as a butler who provides
services that constitute psychic revenues, no bssimaction would be at hand. We
would still be in the consumption sphere. It makesdifference whether a person is

paid for material consumers’ good he produces ohifobutler services. The actions of

%80 Marget (1938, p. 487)
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both the employer and the employee would fit intee tcosts—money-revenue
framework of the consumption sphere. It is différarhen the employer wants the
worker to produce something that can be sold foroéit on the market. In this case he
abstains from consumption and invests his moneyngav He performs a money—
commodity—money action, with the services of thekeo being the commodity.

It is important to repeat that the services ofwloeker are only an item in transit
for the employer. That is, the isolated monetarstsof the worker are of no interest to
him.°®* As he is aiming at a monetary profit, what is impot to him is whether he is
able to sell the product of the worker for more eythan the worker costs hit¥f He
is not interested in the isolated price of the veo'k services, but in therice spread
between monetary costs and monetary reveffiete does not care about the price of
the worker’s services because he does not haveade toff his money against these
services. He does not have to decide between thbdwause he is not interested in the
services themselves. Instead, he trades off theynoa pays to the worker against the
expected revenues. In short, the employer doesaretabout the power of money to
purchase the worker, but about its ability to gexterprofit.

The second important point is that the employerardg execute his plans in so
far as he finds a worker who is ready to acceptitosey in payment. The worker will
only do the job if, for him, the psychic revenueceads his psychic costs, i.e., if the
purchasing power of his income is worth more to tiien the hardship of labour. Thus,
whether the employer is able to employ the workepider to make profits totally
depends on the power of money to provide the work#r the goods he want&’ If
money did not have this power, the whole transactmuld be impossible. Never

could a worker be employed in the business spligrevasn’t possible to provide him

%81 See Schumpeter (1917/18, pp. 637 f.).

82 See Mises (1949, p. 331).

683 See Schumpeter (1917/18, pp. 637 f.), England38Qq/1p. 134).
884 See Strigl (1934b, p. 146).
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with the power to purchase consumers’ goods. Thexefthe power of money to
purchase the service of the worker totally depemusts power to provide the latter
with consumers’ goods. The latter power is thearaghy the worker demands money
in the first place. And also the entrepreneur dagsdemand money because it buys the
worker, but because it can be employed in makiogtpr In this he depends on the fact

that the worker accepts the money.

16.2.2 Money wages and the subsistence fund

As long as money has the power to purchase consumeods, the invested
savings transfer this power to the owners of thetofa of production in the higher
stages of productiolf”in our case to the worker. The power to purchasesumers’
goods that could have been exerted by the investwraow, instead, be executed by
the worker®®® The process is the same as the one highlightetiebgubsistence fund
theory according to which the originary factors mbduction are paid out of the
subsistence fund. The difference is that, hergy, #ine paid with money. Money that the
employer could have spent on consumptfBinstead, he has saved it and invedfed
it to pay for the factors. According to Strigl, tisaved money — he calls it money
capital — is used to “finance production” by “fundi’ [alimentieren] the factors of
production®® Therefore, it corresponds to the role playedHsygubsistence fund in a
moneyless socief}?’ “The money capital serves the purpose of allogaiiie means of
subsistence actually existing in the economy teeheho need them for their support

during the length of the roundabout production pesc®*

%% See Forstmann (1951, p. 40), also Bendixen (1928)), Wieser ([1909] 1929, p. 219), Lampe (1926,
p. 66), Strigl (1934b, p. 153), Steindl (1935, pp.f.).

%8¢ See Strigl (1934b, p. 150), also Budge (19333). 3

687 See Schiff (1933, pp. 55 f., note).

%% See Dorp (1937, p. 77).

%89 Strigl (1934a, p. 28)

9 See ibid. (p. 27), Strigl (1934b, pp. 148 f.)caldahr (1959, p. 232).

%9 Strigl (1934b, p. 146)
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It must be stressed that the described investnieawvs two consequences. First
of all, the employed worker ceases to produce gtizatshe can either consume himself
or sell on the consumers’ goods market. Insteadcselis his service to his employer
who, afterwards, sells it to the consumers. To aideappy phrase coined by Bohm-
Bawerk, the worker is employed ioundabout ways of productioAs a rule, the time
between his input of labour and the final saleh® ¢onsumers will have increased. So
while he is working, the amount of consumers’ goadsning to the market will
decrease. On the other hand, the employer abdstanms consuming the amount of
money he has invested as long as it takes untilebeives the revenues from the
product he sells to the consumers. So both the wiériee and the supply of consumers’
goods have decreased by the investment. No system#itience on prices can be
deduced from the action.

Now, the logic of the foregoing analysis remainsidvaven if, instead of one
worker, hundreds or thousands of them are emplolyeeéach wage payment, saved
power to purchase consumers’ goods is transfewethém. It is, of course, quite
probable that the wage earners will spend thewnme on quite different goods than the
investors would have. But this is no additionallgpenn. It is the same as if the investors
themselves had changed their preferences. Onefuyptbblem could appear when a lot
of people who have been hoarding their money flung time suddenly change their
behaviour and invest. But, again, this is no addal difficulty. Nothing else happens

than in the case without investments where thetatight also change.
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16.2.3 The employment of producers’ goods

The analysis becomes more difficult when we intaebusinessmen who not
only employ workers in order to sell their produmit who also buy intermediate goods
in order to convert them and sell the product. Imadern market economy these
intermediate transactions are very numef8tisor the businessmen, the case does not
differ from the last one. They calculate in moneiggs. Thereby, they are still “eager
to profit from differences in the market priced the factors of production and the
expected prices of the producf§*and this also applies to producers’ go¥dg hey
are not interested in the isolated prices of thedgathey buy in order to bring this
profit about. The goods and their prices are otdyng in transit. Thus, again, the
businessmen do not care about the power of mongyuitohase those goods they
employ as input. They are not interested in thguinn itself. What they care about is
the price spread, the profit.

Now, if they should happen to buy an intermediatedgfrom someone who is
no businessman, who does not calculate in moneyisandt interested in monetary
profit, the case resembles the one above whereamorikere paid directly. The seller of
the intermediate good will only accept the moneyhd is able to derive psychic
revenues from it. In other words, he must be ablpurchase consumers’ goods with
his money income. This power to purchase consungasts is the reason why he
demands and accepts money. His demand makes iblgots the businessmen to
employ their money in the said way.

What makes the case more complicated is that temdéssmen might also buy
the good from someone who himself is a businessamdnwho is going to employ the

money not in order to derive psychic revenues,imutrder to invest it in his business

92 See ibid. (p. 153).
693 Mises (1949, p. 331, emphasis added)
694 See Strigl (1935, p. 223).
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himself. For this kind of transactions between bessmen it does not seem necessary
for money to have the power to purchase consungarsds. Apparently, neither the
buyer nor the seller of the intermediate good @eut this power of money. As a
businessman in the business sphere, the sellahjismerested in the monetary profits
that he can make with the money. Therefore it sabatshe will be ready to accept the
money even if it does not have the power to purhesnsumers’ goods. The
connection to the subsistence fund seems to bgedip

However, these transactions t@oesupposethat money has the power to
purchase consumers’ goods. It is true, the one setis the intermediate good might
not plan to spend the whole of his monetary reverareconsumption. But part of it,
probably his profit, he might want to consume, #md money must have purchasing
power on consumption markéts.Another part of it he might use to pay workers who
themselves do not invest the money further on. Aé® part of his monetary revenues
must be able to purchase consumers’ g88tisinally, some of the money he might
also spend on intermediate goSdsAnd here it seems indeed possible that the sefler
this intermediate good is, again, a businessman ades not want to spend all his
revenues on consumers’ good. He might want to invésmself. In this case, the story
just told is repeated once more. He can buy ongifactors of production or
intermediate goods. For every even more upstreasinéssman the same is tAie.
During the process more and more of the money besamcome of the originary
factors of production or is taken out by the bussmen and thus enters the

consumption sphef&’ In the end, all the money in the business spherst tve able to

69 See Strigl (1934b, pp. 147, 154).

% see ibid. (p. 147).

%97 See ibid. (p. 154).

6% gee ibid.

9 See Lahn (1903, pp. 46, note, and 115 f.).
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become income of some person partaking in the mtamuproces$® In other words,

it must be able to provide psychic revenues toghs=sons. They would not accept

money in return for their services if it could rdu this. Thus, that the businessmen are
able to buy intermediate goods in any case resth@fact that the money they employ

this way is accepted by others as incoied this income, of course, must have the
power to purchase consumers’ goods. This power @mfemn makes investment in the

business sphere possible in the first place. Withipuusinessmen could neither buy

originary factors of production nor producers’ gagdas nobody would accept their

money.

16.2.4 Business money

However, one point must not be forgotten. It issfnnostof the money that
enters the business sphere becomes income anters-#1e consumption sphere again.
It must therefore have the power to purchase coasingoods. But this process of
money passing through the business sphere dodgppen in an infinitesimal period
of time.** Someamount of money will always stay in the busingssese as businesses
need cash in order to execute transacti@hand also for them it is “convenient to keep
a margin against contingencie$?”® These cash balances are demanded by the
businessmen because they increase their chancemke profits. In the words of
Tjardus Greidanus, what an entrepreneur is “comckabout is what he gains in his
exchange transactions; on this he bases his defieanchoney.”®* This “stock of

money is of service to the tradesman in order bhknhim to convert it by exchange

"0 see ibid. (p. 110).

%1 5ee Wagner V. (1937, p. 449).
92 5ee Neisser (1931, pp. 370 ff.).
3 Keynes ([1930] 1971, p. 31)

94 Greidanus (1950, p. 266)
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into stocks of goods at the most favourable morm&ifThe demand for money in the
business sphere will thereby increase dependethemumber of stages that money
has to pass until it is paid out as income to oegy factors of productioff®

The special role of the amount of money that peentn stays in the business
sphere has been underlined by several authors. Thkyit “business money’™®’
“business deposits® or “producers’ money™® According to Valentin Wagner, it is
this business money that the debate between thencyrand the banking school in the
19" century was all about. Both schools, he says,eaigie that one has to distinguish
between money circulating in the consumption splzr@ money circulating in the
business sphere. They merely disagreed on theigueghether additional bank credit
in the form of bank notes only circulated in thesiness sphere, which was the position
of the banking school, or whether it could alsoeerthe consumption sphere and
increase the incomes there, which was maintaingtidgurrency schodt® For us this
means that if the banking school was correct aedathount of money circulating in
the business sphere did not affect the amountooinmes paid to the originary factors of
production, it would not be necessary for this bass money to have the power to
purchase consumers’ goods.

Yet, it must be remembered that the businessmgnna@d balances in order to
be prepared for transactions with other businessamehwith the originary factors of
production. And these transactions are not mengfplathe mentioned persons, but are

conducted by the businessmen in order to maketpraind by the originary factors in

order to earn money income. In consequence, inynegery transaction some of the

%5 |bid. (p. 260)

"% See Haberler (1931, pp. 54 f.), Neisser (193880), Englander (1930, p. 134), Wagner V. (1937, pp
450 ff.).

"7 See Neisser (1931, pp. 369 f.).

"8 See Keynes ([1930] 1971, p. 31).

"9 See Wagner (1909, pp. 157 ff.).

"9See Wagner V. (1937, pp. 347 f., 445).

"1See ibid. (pp. 444 f.).
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business money will enter the consumption sphererder to be accepted in payment,
also the business money must therefore have therpmwpurchase consumers’ goods.
It does not constitute a closed circular flow, isutonnected to the consumption sphere

as well.

16.3 The influence of the business sphere on the phiasing power of money
16.3.1 The demand for money by businessmen

Other things being equal, the additional demandnf@ney in the business
sphere will have the same consequences as if thguoeers’ themselves had initially
increased their balances: prices will decrédSthe reason being that less money is
available in the consumption sphere and theretsgeople will want to increase their
balances again, demand for goods will go down. Tthesexistence of business money
and the habits of the businessmen have an influem@®nsumers’ prices and therefore
on the power of money to purchase consumers’ godds business demand for
money, according to Greidanus, “is only cursorilgntioned in some money theories,
but [...], in connection with the profits to be gaihky means of this stock of money,
contributes to define the total demand for mon&yThe additional cash balances do

not influence prices in a different way than baksbeld by consumers.

16.3.2 Gross savings and the purchasing power of mgne

However, it is maintained by several authors, amtivem Friedrich Hayek,
Murray Rothbard, and Jesus Huerta de Soto, thatribt, or not only, the amount of
money held in the business sphere that influeroeptices, but, somehow, the whole
amount of money transactions taking place in thsinass sphere. To give a fair

representation of their point of view, it is ne@ysto quote them at some length. In

"2 5ee ibid. (p. 451), Greidanus (1950, pp. 259 f.).
"3 Greidanus (1950, p. 276)
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their opinion, the income of the owners of the imagy factors of production depends

on consumption expenditures, the money

being paid first for consumers’ goods and thenceingpupward until, after a
varying number of intermediary movements, it isdpaut as income to the

owners of the factors of production, who in turre usto buy consumers’
714
S

goods.

Now, what happens when “consumers save and invesiadditional] amount of

money”"7*° According to the above quote, what must happéhnaisnow less income is
paid to the owners of the factors of productiondAndeed, as Hayek explains by
means of his famous triangle for the case thatwoes spending is reduced from forty

to thirty:

Its breadth at the bottom stage, which measuresnh@uint of money spent
during a period of time on consumers’ goods andthat same time, the
amount of money received as income in paymentheruse of the factors of

production, has permanently decreased from fortiitty.’*

A very similar statement in the same context cafobned in Huerta de Soto. After an
increase of voluntary savings by 25 money units andorresponding decrease of

consumer spending from 100 to 75 money units,

[tihe net incomereceived by the owners of the original means ofipotion
(workers and owners of natural resources) and éy#pitalists of each stage,

according to the net interest rate or differen@ahounts to 75 [money units],

" Hayek ([1935] 2008, pp. 233 f.)
"5 bid. (pp. 237 f.)
"% bid. (p. 238)
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which coincides with the monetary income spent onsamer goods and

services!’

According to these authors, additional saving andestment diminish both the
expenditures on consumers’ goods and the incontteeddriginal factors of production.
“Hence,” Huerta de Soto adds, “it is easy to unaeds whyincreases in saving are
generally followed by decreases in the pricesraflfconsumer goody*®

Now, these authors do not explain this influencadditional savings on prices
by means of the demand for additiomalsh balancedy consumers or businessmen
like we have done. Instead, in their analysis tthditeonal savings are absorbed in the
transactionsbetween the intermediate stages in the busindsre® They therefore
introduce a concept called “gross saving” or “grosgestment.”Gross investment is
the amount of money spent on factors of productimng a specified period of time
and necessarily equals gross savifdfsAnytime a businessman buys “natural
resources, labognd capital good$rom prior stages in the production proce&s the
corresponding amount of money constitutes grosssimvent. The latter is financed by
gross savings which equals “the total supply osen¢ goods*? that is, money.

In the opinion of these authors, if consumers spessl of their income and save
more, this saved money is absorbed by gross savimgs,n the money payments
between the different production stages. To staldulerta de Soto’s example where

consumer spending was reduced from 100 to 75 moniy. As a consequence of this

rise in savings, as Huerta de Soto states himskHf happens is thagfoss saving and

" Huerta de Soto (2009, p. 335, emphasis by Huerato)
18 bid. (p. 329, emphasis added)
"935ee e.g. Hayek ([1935] 2008, pp. 238 ff.).
20 See Rothbard ([1962] 2004, p. 398).
Zl Huerta de Soto (2009, p. 302, emphasis added)
Ibid.
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investment have grown by precisely the 25 [mondtsjunf additional net saving
voluntarily carried ouf’’*

What is overlooked in this analysis is what hasnbsaid about investments
above. The saved money can only serve in invessnénat is, enter the business
sphere, if it can be paid out as incormibe additional savings do not ooze away in the
mediation of transactions between the businessimstead, they will be paid out as
income or profit?* Rather the opposite of what Hayek and his follegay is true.
The additional savings do not decrease the incoftb@eofactors of production, but
even increase £> What is not spent on consumption by the saveirssiead spent on
it “by the worker who has been hired with theseirsgs”*® Saving shifts income, but
does not decrease’ft’ The business sphere does not absorb the savihgasses it on
to the originary factors of production.

The only thing that could happen because of aduiticavings and that must
not be forgotten is that the demand ¢ash balance# the business sphere might rise
because of the additional payments that becomessace if the number of stages
increases. New companies, even new lines of busimaght emerge and demand cash
reserves in order to operate smoothly. This prohbters already been dealt with and
does make necessary further analysis.

In addition to the argument presented above, ittrhasstated that the concept
of gross saving is arbitrary. To demonstrate thant let us consider a random
production process. It should be beyond doubttti@process can be organised in very
different ways. One extreme possibility would béntve it totally vertically integrated.

One large company mines and reaps the raw matenial&s them up to intermediate

2 bid. (p. 335, emphasis added)

24 See Schumpeter (1931, p. 196).

% See ibid. (p. 199), also Stackelberg (1944, p. 52)
26 Schumpeter (1931, p. 196)

2" See Dorp (1937, p. 5), also Strigl (1934b, p. 150)
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goods, and processes them to unfinished and fitaliyished goods. The only money
payments such a company would have to make woultb ltke originary factors of
production. As it is vertically integrated, it i®tin need of any inputs provided by
other companies. Another extreme possibility would to have the process
accomplished by hundreds or even thousands of cotige companies. The first one
mines the raw materials, the second one procebses tb be ready for transport, the
third one transports them and puts them for saléhercommodity market, the fourth
one purifies them etc. At every transition betwdba numerous stages monetary
transactions would take place. According to thedad Hayek and his followers, the
second process contains a tremendous amount f ignesstment and therefore makes
necessary huge gross savings. The first one, omttler hand, absorbs much fewer
gross savings because there are no transactionsdrethe stages.

Yet, it has no determinable meaning to say thaffitee process is in need for
much more gross savings than the second one. Ata@irgnly way the two will differ
is the amount of business money absorbed by thmdssssphere. The more money
transactions between stages have to take placeydhe cash balances will be held by
the companies. Except for the purchasing power ohey, this difference has no

further effect.
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17. The claim theory of money

17.1 Money as a claim on consumers’ goods

There is a monetary theory that deserves specraideration at this point of
the discussion. This theory appears to provideamy solution to our problem, i.e., to
the connection between the value of money anduhsistence fund. Several renowned
economists maintain that money constitutes notlésg thanclaims on consumers’

goods. To quote Joseph Schumpeter:

Because money income is only earned on the marketthfe means of
production in order to be spent on the market fmnscmers’ goods, and
because what the economic agents really want &r pinoductive services are
consumers’ goods, the nature of money is obviouaslyectly described by
the analogy of a claim on goo&.

Further economists who used this analogy and maedathat money constitutes a
claim on consumers’ goods are Friedrich BendixeaJt®/ Eucken, Erich Schneider,
and Richard von Strigl*® Also some business economists dealing with ecomomi
calculation within the firm can be found who intexpmoney in a similar vain. Ernst
Walb explicitly follows Schumpeter, Nico Polak vest that, in normal circumstances,
money represents consumption power, and accordingemper Simpson, money
“represents a claim on desirable goods or serVi€&sFor these authors, money
“representsthe consumers’ goods it can buy. And indeedhé value of money could
be shown to represent in some way the value ofattla@able consumers’ goods, the
monetary transactions on the financial market cealsily be interpreted in the lines of

the subsistence fund theory. In the words of Rigvan Strigl,

28 Schumpeter (1917/18, p. 635)

" see e.g. Bendixen (1912, p. 163), Eucken (19542%), and Schneider (1969, p. 19). Strigl is qdote
below.

30See Walb (1966, pp. 8 f.), Polak (1926a, p. 3), @impson (1921, p. 24).
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[i]f the entrepreneur in the money economy neves havages fund at his
command, never disposes of one, but exclusivelyodiss of money as soon
as he invests capital, this disposing of moneytahman only cause the
process that we have discovered as investmentvedges fund in a barter

economy if the money capital in a certain senseessmts a wages furtf-

Money, then, would represent the power to purchasgsumers’ goods. And any
transfer of money would, in the final analysis, meatransfer othis purchasing power,
i.e., of command over consumers’ goods. Furtherbie private capital that can be
found in the balance sheets of businesses wouhdl $ta “accumulated anplostponed
claims on consumers’ goods, expressed in terms péwi&*? In calculating in money;,
businessmen would essentially calculate in claimthe subsistence fund.
Unfortunately, the named authors have not provaedh-depth explanation of
their assertion that money represents consumemigyolrhat is why they can not be
directly criticised here. What can be done instsatb show more generally that all
theories that see money as a “claim” on goods dammapheld. In order to do so it is
necessary to go into some detail. The theoriesiestipn all stress the unit of account
function of money, and therefore it is impossibte ariticise them without a basic

understanding of the role of this function.

31 Strigl (1934a, p. 27)
32 Simpson (1921, p. 25)
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17.2 The unit of account and payment in general edibrium

The story that we are going to develop in the feitg pages is thought to
reveal the logic behind the monetary theories singsthe unit of account function of
money. It does not orientate itself by the histalrievolution of the theory. The main
ideas, as should become clear from the works beitegl, have appeared again and
again so that it would be difficult to illustratestir evolution.

Before we start to criticise the named monetaryties, it seems necessary to
mention that there are mainly two approaches tov\tiee role of money within the
economy. The first way is to regard the market aspracess and money,
correspondingly, as a part of this process. Thimis Carl Menger explained the origin
of money!*® According to that, barter is expensive as it popsses the “double
coincidence of wants®*Some individuals will have recognised the advaesagf
embarking onindirect exchangean order to acquire the good they are in need of,
thereby using a good that serves only as a mediuexchange. Others will have
copied this procedure so that, finallyc@ammonmedium of exchange — money — will
have emergef® As we live in a world of uncertainty, people wike to hold money
balances in order to be able to exchange the mahegeded, against any kind of
goods/®*® The value of money — its exchange ratios agaifisbther goods, and
therefore theprices of these goods — will then depend on its supply igsdemand?’
Thus, from this point of view, money is integratatb the price system and its value is

established just as the value of all other gooda sonstantly ongoing process. The

foregoing discussion of the purchasing power of eysstood in this tradition.

3 See the article “Geld" in Menger (1970a), also kem(1968, pp. 253 ff.), and Menger (1969, pp. 176
ff.).

34 Jones (1976, p. 761). See Menger (1970a, p. &) éorresponding passage.

35 See Menger (1970a, pp. 9 ff.), Belke/Polleit (2009. 8 f.).

3¢ See Patinkin (1965, pp. 14 f.), Salin (1990, dpf.% and Samuelson (1983, pp. 123 f.).

37 See Mises (1949, pp. 398 ff.).
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The second way to analyse the role of money wthbitiety is the one that leads
to the stress of the unit of account function ofney It does not start from a vision of
the market as a process that permanently adaptsataying circumstances, but from a
world where already equilibrium conditions prevdihis starting point is chosen by all
theorists who try to isolate the unit of accounhdiion of money. Some of them
explicitly assume aValrasian general equilibrium framewof# But others, like the
creators of the Black-Fama-Hall system that willdogicised later on, want to apply
their theory to a reform of the real, non-Walrasiarld of uncertainty.

In equilibrium, all exchange ratios are fixed. T® freciseall exchange ratios
betweenall kinds of goods are fixed. If, for whatever reaseomebody knows of the

three goods A, B, and M only the two exchange satduanttyor A

guantityof M

M, he could easily derive the third raM. He only needs to
quantityof M quantityof B

use the good M as a common denominator that allows to compare A and B
concerning their exchange value (against M). Temdilyi speaking, a common
denominator reduces the number of relevant exchaatygs between N goods from

—N('\;_l) to N. %1t should be obvious that this procedure can noly cbe

accomplished by means of good M as common denoaninait just as well by means
of the goods A or B. In this world, no special mediof exchange is necessary in order
to bring the exchange ratios down to one commomméamator. By means of a simple
calculation,any good can serve as common denominatdth given exchange ratios
and a common denominator, transactions can “takeephot with goods against

(nonexistent) money, but with goods against goedsd) money in some way acting

38 See Kuenne (1958, p. 1).
39 See e.g. Brunner/Meltzer (1971, p. 787).
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only as a counting unit.*® Accordingly, there will be no demand for or supply of a
special medium of exchang&s money is nothing more than a counting unitjaes
not “enter the utility function” of individual&™ In some sense, every good can be used
as “money.** It might be noted here that, without a concretelioma of exchange, i.e.,
without anyquantity of money existing, both the quantity theory ané tlguidity
preference theory lose meanifif. There is no supply of money, and there is no
demand for money. No influence at all can emarai® the money sid&” This is the
reason why it is regularly stated that money woulgt even exist in general
equilibrium/*

In equilibrium, the exchange ratios are given befany actual exchange takes
place. Many theorists who stress the unit of actdunction of money apply this
reasoning to the real world. Says Mostafa Moiindirect valuation[...] constitutes a
presupposition for the latter [indirect exchangedl,aas such, comes prior to it both in
logic and in history.**®In this view, the unit of account exists indepertttjeof any
commodity being eventually chosen as a concreteaumedf exchange. In other words,

the unit of account function can be isolated.

17.3 The idea of a clearing system
In the theories in question, the unit of accoumiction is logically prior to and
independent of the medium of exchange funcfBrunder these circumstances, the

whole exchange process could accordingly be substitby a system where everyone

0 patinkin (1948, p. 143), see also Wagner V. (1§385).

41 patinkin (1948, p. 140)

"2 See Fama (1980, p. 44), Wagner V. (1937, p. 88).

3 See Cowen/Kroszner (1987, p. 569).

" See ibid. (p. 570).

5 See Mises (1949, pp. 249 f.), Rothbard ([196212Q0 767), similarly Hayek (1929, p. 47).
748 Moini (2001, p. 283, emphasis by Moini)

47 See Aschheim/Tavlas (2006, pp. 334 f.).
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gets the good he wants by the one who owns it,datfigers his good to the one who

needs it. One might think of a society where

[e]very individual quasi inserts his contributiarto the big social automaton
and receives a quantity of goods in return by mednhe working of the
mechanism. This quantity, together with the qugrdftgoods accruing to the
other individuals according to the market impor@afilarktgeltung] of their

contributions, exactly exhausts the social prodtfct.

No medium of exchange would be needed at all. &gstas several authors argue, a
central clearing house, or a system of severalrdedesed clearing houses, could serve
as a device to control, according to the ex antergexchange ratios or prices, whether
everyone has delivered goods to others of the satoe as he has received goods by
others’* In such a clearing system, anybody who has alrelatlyered goods but not
obtained an equivalent return service obtains arfzal in the clearing house that proves
that he still has a claiff on goods of a specified exchange value. Thesetesacould
be deposits at this clearing house, or claim vorgtHdssued by the latter that testify
the righf>2 of their holder to a certain amount of goods. Bhaknces, of course, would
not have value of their own as they omgpresentthe value of the goods they are a
claim on’>* They would be “documents proving the executiormmfact of exchange”,
but would not be the “object of such an acf These devices, then, could be used as
means of payment — or money if one wants to emiblisyterm — in further transactions,

always providing evidence for the fact that theiner has already delivered services to

8 Schumpeter (1917/18, p. 633)

9 See Yeager (2001, pp. 252 f.) and already the &ernominalists, e.g. Knapp (1921, p. 139),
Bendixen (1912, pp. 33 f.), and Elster (1923, {dpff3.

0 See e.g. Moini (2001, p. 299), Landsburgh (191,30 f.), even Irving Fisher (1926, p. 12).

1 See Yeager (2001, p. 253) who follows Schumpdi@t 7/18, pp. 647 f.). According to Salerno (1991,
p. 339), this view can be traced back even to latm

523ee Moini (2001, p. 268), Landsburgh (1921, pp486 42, 45, 48 f.).

53 See Holtrop (1933, p. 119).

>4 Budge (1918/19, p. 738)
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society, and therefore still has a claim or rightréceive equivalent services from
society in returf> Everyone who holds balances at clearing housekin vouchers
could accordingly be interpreted as to hayranted a credit to societhpy way of
furnishing it with goods without instantly demanglim service in retur® These
balances, or money, then, would only exist in s@afaa credit or debt relation between
its holder and society exist¥’ Credit could be said to be, in a sense, prior toey’>®
Without credit relations, no money exists. Thustdren money in these theories stands
for claims or existing credit relationships. It has existence outside of these relations.
It is @ means to accomplish payments, but not a gdats own that is a subject of
demand or supply. That is the reason why moneygbaicredit, is seen as a ,social
relation” by some economisfs’ Schumpeter's social automaton quoted above should
be interpreted in the same direction. To be ablatirpret money as a social relation,
an existing society must be presupposed. Moinisciiiis society the “payment
community.”’® Earlier uses of this terminology are Knapp’'s “pagmmunity”
[Zzahlgemeinschaft[** Bendixen’s “payment community” [Zahlungsgemeingtha?
and Elster’s “economic community” [Gemeinwirtschaft

Our deductions have all started from the story thas told above about a
system of exchang@ equilibriumwhere exchange ratios already exist and individual

parties can be made better off by the rotationwafiership of their respective goods.

> See Schmidt (1910, pp. 9 f.), Landsburgh (192B6), Bendixen (1926, p. 18), Wagner V. (1937, p.
83), Schumpeter (1970, p. 210).

%6 See Yeager (2001, p. 253), Landsburgh (1921, Dff.\3 Sherwood (1894, p. 153).

*"These balances, though allegedly representingtogeahted to society, should not be confounded
with credit money in the sense Mises used the terrthis sense, “credit money emerges when aniissue
of fiduciary media suspends redemption of theseianéat a definite or indefinite period of time.”
Salerno (1994, p. 77). See also Hilsmann (200&%p), Belke/Polleit (2009, p. 7).

8 5ee Wagner V. (1937, p. 83), Schumpeter (1970.2pp.f.), Moini (2001, p. 282), and Gardiner
(2004, pp. 147 ff.).

9 See e.g. Moini (2001, p. 289), Wray (2004, pp. #31and Ingham (1996, p. 510), see also Wieser’s
([1909] 1929 p. 220) comments.

%0 Moini (2001, p. 272)

51 Knapp (1921, p. 135)

52 Bendixen (1926, p. 57)

53 Elster (1923, p. 9)
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From the story followed the priority of the unit@fcount function of money, and from
there followed the priority of credit as againstmayg and therefore the proposition that
money is not a good of its own but only represantsal relationships. By referring to
several authors in the preceding footnotes we dowamt to imply that they have
understood the links between the different elemehtie deduction to be of the same
order, or even that they used all these elementisein theories. Most of the elements
can, however, already be found in Basffd\What has been tried here was to find the
logic behind and the starting point of those thedrihat stress the unit of account

function of money and interpret money as a claingoods.

17.4 Money as a legal right

The most important point that can be said agamstdlaim theory of money is
that it cannot be integrated into the price systtris, in other wordsacatallactic "®°
As Mises states, an interpretation of money asndabn goods might be a helpful
analogy, but it fails to deal with some importamldems that have occupied monetary
theorists for centurie$® The value of money in this theory is not subjecttte laws
that govern the value of all other goods as theyeaplained in common price theory.
Whereas the value of all goods other than moneleisrmined by the laws of supply
and demand, this cannot be said of money if ibtisrpreted to be a claim. A claim is a
right. Someone owning a claim on something has the tightake this thing into

possession. Mostafa Moini, for example, states:

%4 See Bastiat (1854, pp. 80 ff.).
%5 See Mises (1917/18, p. 204).
%¢ See Mises ([1912] 1953, p. 469).
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[M]oney has never been anything more or less thaeraon’s outstanding

rights against the expected stream of assets, gandsservices supplied

within the economy®’

Yet, money is in no way a legal right to any kindgood. Contracts presuppose the
assent of all contract partners. Money is not anwda force someone else into a
contract he does not want. “There are no such imiteflegal rights.”®® Money is
accepted voluntarily®® Even the widespread legal tender laws do not nakeof
money a right against any stream of assets, g@wdsservices. They make out of it a
device to pay off debts that have been createdréefe. a means to pay after a
contract has been conclud€8These laws, however, do not force anyone to énter

a contract in the first place. And as no individomember can be forced into a contract
with anyone ready to pay with money, so societynoaibe forced into it. If there were
legal rules in a society that force people intaséhkinds of contracts this would imply
that voluntary exchange was abandoned. This, hawessa@ot what the proponents of
the claim theory of money have in mind. It will been in the following lines that the

claim theories of money cannot compensate for #uk lof a demand and supply

analysis for the value of money.

17.5 The value of money in a clearing system

Our considerations about a system where money digsigays the role of a
unit of account began with already existing exclearagios in a situation of equilibrium.
Accordingly, all theories that stress the unit o€@unt function have to start from a

system of already given exchange ratios and sorestiexplicitly do sd’*With all

57 Moini (2001, p. 268)

%8 Anderson (1917, p. 134). See also Budge (19310Q)pand Elster (1923, p. 29).
%9 See Wagner (1909, p. 121).

"% See Fisher (1926, p. 12).

"1 See e.g. Fama (1980, p. 40).
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these ratios available no medium of exchange sd¢erbs necessary any more. Only
units of account are needed further’6mA clearing system can settle all the claims one
might have because of one’s delivered servicesyeflyethe unit of account serves as
common denominator. If all things remained the s&oneall eternity, like in general
equilibrium, this system might be argued as attlé@sng conceivable. All mutual
exchange rates — derived or actual — being knovehivariable, what remains to be
done is amauthoritarian act that defines the unit of accaumhen the prices of all
goods could be expressed in this unit. A pricegystvould be created immediately
that allowed for business calculation and all kimdigrade: “If money really had no
other function than to express and illustrate anieaaly existing value relationship
between goods, then indeed an abstract magnitudeitaf value’ could totally do the
job.”’”® And indeed, an authoritarian act, commonly bystae, is exactly what nearly
all theories that stress the unit of account fumctf money either see at the beginning
of historical evolution of mone¥/* or demand for, like the Black-Fama-Hall system, in
order to impose a new, supposedly better monejates.

Within the framework of constant prices and alregolyen exchange ratios this
story sounds feasible. Once a unit of account finel@, trade can start with one central
or several decentralised clearing houses settliegctaims of the trading parties. But,
alas, we live in a world of change. Some thinge li®ir value to men, and others that
haven’t even been thought of before gain values Thiange must of course be taken
account of by our clearing system. The producesashe good that loses value will
have a smaller claim on the stream of other golals before. Yet, how exactly can our

world adapt to such dynamic change?

2 5ee Knapp (1921, p. 13).
" See Budge (1919, p. 501).
" See Wray (2004, pp. 180 ff.), Hudson (2004, ppif99Peacock (2003/04, pp. 205 ff.).
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To repeat, we began with a system of already eshadal exchange ratios. These
ratios are frozen once the unit of account has lbeéned and the clearing system has
come into being. Within this system there are ndualuexchanges taking place any
more, but only clearings. “The market [...] is noéwied as the place where goods are
exchanged, but rather as a clearing house for @elotsredits.”” If someone delivers
goods what he receives is a balance or a claim evh@due” stems from the exchange
ratios handed down from direct barter or any opirer system. In a dynamic world it
does not take long until these original exchang®esalo not represent the real value
structure of goods anymore. Some goods must beeaonidn more units of account,
others less. But this seems impossible if the ahiaccount is not identical with the
medium of exchang@&®etween an abstract unit of account and a real gibede cannot
be any exchange ratio that might adapt itself the'tever-changing conditions of
supply and demand’* No market process is automatically set in motioat tcould
create new ratios according to supply and demahdreTis no supply of and demand
for a unit of account. Something of the kind onkysé for goods that do have an actual
and independent quantity, like concrete media charge. But to admit that the unit of
account stems from the value of some medium of @xgé would destroy the whole
theory of the priority and independency of the wfitaccount function. The quantity
theory, stressing the priority of the medium of leesege function, would be brought in
through the back door.

The arguments that have been brought forth towlgalthis problem in order to
rescue the priority of the unit of account functeme not convincing. The BFH-system
will be discussed in the next section. Other ecastssimply charge the state authority

with this task. The state, according to this opmimot only is able to define the

numérairein an otherwise completed system of relative gridrut apparently is also

S \Wray (2004, p. 239)
""® Salerno (1991, p. 353). See also Scialom (19956 ).
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capable of creating and adjusting the latter sydtemm scratch. It is maintained that
“the modern state can make anything it choosesrgiynacceptable as money and thus
establish its valuesimply by accepting “the proposed money in paytmaitaxes and
other obligations to itself”’ It might be interesting to note that even Knape, author
of the “State theory of money,” does not go scafato maintain that the state is able do
establish the value of money. According to him, git@te is only in the position to
define the new unit of valugy means of the old ori& The decision of a state to accept
“anything it chooses” as money does oo¢ateany exchange ratio between different
goods or between goods and money. In fact, the statld have to function as the
Walrasian auctioneet’® establishing these ratios. The whole price systemld have

to be centrally administered. The proponents of ¢lzém theory of money do not
comment on the possibility or desirability of thimsplication of their theory. In doing
this they would be in the midst of the debate camog the possibility of economic
calculation in socialism started by Ludwig von Missome ninety years ad®.This
point has already been noted by Adolph Wagner wa® a¥ the opinion that the idea of

money as a claim on consumers’ goods containsgaiidzialist problemé&*

17.6 The Black-Fama-Hall-System

The Black-Fama-Hall (BFH) system shares with trencltheory of money its
basic view of the working of money within socieyama and Black as well as
Greenfield and Yeager are dealing with a societerhno definable quantity of a

medium of exchange exist& The one thing that the BFH-system presupposeseis t

" Lerner (1947, p. 313, emphasis added). See atsooBle (2003/04, pp. 208 f.). Febrero (2009, section
2) provides a short overview for this neo-Chartalsproach.

"8 See Knapp (1921, p. 19), also Keynes ([1930] 1pp14 f.).

19 See White's (1984, p. 701) comment on Fama (1980).

80 5ee Mises (1920).

81 See Wagner (1909, pp. 142 f.).

82 See Black (1970, p. 9), Fama (1980, p. 42), Gieleif¥ eager (1983, p. 305).
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definition of the unit of account by the state auity.”®®* Government would play no
further role, and especially it would not issue angney’®* The defined unit would
serve as a “critical figuré® for the whole system and, accordingly, as a common
denominator in clearin@® Greenfield and Yeager, following Robert H&fi suggest
the unit to be defined physically as the value d&uadle of several commodities that
have shown themselves value-stable in hist&t¥hey propose to define it as “as the
total market value of, say, 50 kg of ammonium m&r& 40 kg of copper + 35 kg of
aluminium + 80 square meters of plywood of a spetifrade (the four commodities
mentioned by Robert Hall) + definite amounts off sther commodities 2°

So far the BFH-system very much resembles the monetheories
presupposing equilibrium conditions that were pmésg before. As no exchange
medium exists, what takes place is not market exgdabut clearing, or payment of
debts. “With no money quantitatively existing, pEomake payments by transferring

other property,™°

the unit of account serving as a calculation deviat specifies the
correct ratios in the settlement. Yet, the authairshe BFH-system think that, if no
further intervention appears, a decentralieoayment system will develop that makes
the price structure flexible and that is able tacte¢o dynamic changes. So, in a sense,

they try to heal the flaw that we have shown topbesent in the claim theories of

money. Let us see how they imagine the paymenesyst

"8 See Yeager/Greenfield (1989, p. 409).

84 See Greenfield/Yeager (1983, p. 304).

'8 Greenfield/Yeager (1983, p. 313)

"8 For Yeager (2001, p. 252) money generally sergea alearing device. See also Yeager (2000a, p.
127) and Landsburgh (1921, pp. 59 f.).

87 See Hall (1981, pp. 19 ff.).

%8 Greenfield/Yeager (1983, p. 302)

8 |bid. (p. 305)

9 pid. (p. 307)

91 See Yeager (2000, p. 51).
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Under laissez faire, financial intermediaries biegdthe characteristics of
present-day banks and mutual funds would presumdelelop. People
would make payments by writing checks (or doing thgquivalent
electronically) to transfer the appropriate amowatisie-unit-worths-of shares
of ownership in these funds. (Convenience wouldatkcwriting checks in
numbers of value units, not in numbers of shardsetdrogeneous funds.) The
funds would invest in primary securities (busin@s&l personal loans and

stocks and bonds) and perhaps in real estate anohodities’

There would also be means of payment, or hand-to-arrency, in this system. Some
shares of the financial intermediaries, denominatetthe unit of account, “could take
the physical form of coins and circulating papét"These notes, though being
denominated in units of account, are not definesued by the state, but privately by
the banks or mutual funds. No state law would fdhese notes into being or define
them as having the value of one unit. Instead, atitign would compel the funds to
issue them in accordance to demand, to hold tlairevstablé? So media of payment
are not abolished altogether. Only the unit of aotofunction is separated from
them!/®®

According to its authors, the most important adagatof this system is that it
avoids macroeconomic difficulties known from ouegent system that stem from the
manipulation with the quantity of money. These peats would allegedly disappear in

the BFH-system.

The unit of account no longer has its value dependa the quantity of the
medium of exchange. The unit's general purchasmgep, being practically

2 Greenfield/Yeager (1983, p. 307), see also BIa&kQ, p. 15).
93 |bid. (p. 308), also Yeager/Greenfield (1989, @Oy

9 See Yeager (1989, pp. 372 f.).

% Greenfield/Yeager (1983, pp. 303 f.)
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fixed by definition, is never called upon to undergdjustment through a

process exposed to the hitches characteristicroéxating system?®

Furthermore, as no centrally administered base gporecentral banks, and no further
state interventions into the monetary system waaxi$t, “[clJompetition [...] would
spur innovation in finance and the payments sysa@ioh would exert discipline on

banks and investment funds?

17.7 Critique of the Black-Fama-Hall system

A comprehensive critique of the BFH-system is didift task. Even Nobel
laureate James Buchanan admits that “I simply danmuerstand the Yeager-
Greenfield BFH System’*® It suffices here to show that Greenfield’s and gt
theory does not provide a mechanism that allowsdfgramic changes in the price
structure, the reason being that the value of thieaf account is not established in the
exchange process. Instead, it is fixed by an ait#i@an act and the value of the
payment media — the notes issued by the banksndisfd must also somehow depend
on the unit of account. This must be so becausgeif/alue of the notes was determined
independently in the exchange process, “the ineldtaonclusion results that money
[these notes] is of value itself® The whole idea of a clearing system and the
dependency of the value of the media of paymenthendefinition of the unit of
account would fall. It is the purpose of thesedit@ prove that this dependency leads to
unsolvable contradictions.

Two ways are open in the BFH-system to make swaetlie media of payment

— the notes — retain the same value as the ungicobunt and therefore fit into the

% |bid. (p. 310)

7 bid. (p. 308)

"8 gee James Buchanan (1987). Concerning its prhetifarceability see Rothbard (1992, pp. 104 f.)
and Seiche (1997, pp. 129 ff.).

"% Budge (1918/19, p. 737)
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framework of the clearing system. Usually, these age not separated in the analysis
which leads to severe problems. The first methdd denominate the notes in units of
account. That is what Greenfield and Yeager thivk irivate issuers of media would
do®°What is the consequence of this? As long as dmyptices of those commodities
not contained in the bundle defining the unit of@mt are concerned, the system is
indeed flexible and is able to react to dynami¢elnges. The notes denominated in the
unit of account are exchanged against goods amdftine the price of the latter can be
adjusted by means of demand and supply. If one amityn should be demanded
stronger than before, more unit-notes will be pgaidit, thereby increasing its price
measured in units of account. Its price then irs@eanot only absolutely in units of
account, but also relative to the prices of alleotkommodities. The whole price
structure adapts itself. This is possible becauseontrast to the general clearing
system criticised in the sections 17.4 and 17.6,BRH-system allows for means of
payment that have an actual quantity.

Earlier or later, however, also the demand fordabemodities composing the
bundle defining the unit of account might changeerk if the commodities in the
bundle have been chosen by the state authorityubeaz their historical price stability,
they might still be subject to some value fluctoasi. Lawrence White remarks that the
bundle of goods proposed by Hall “tracked the CEllwp to 1980, when Hall made
his proposal, but [...] did not continue to track B6@! well thereafter®* Let us
suppose that, because of a technical innovatiengéimmodities included in the bundle
can now be employed in a process of production nmoge efficient way than another
good not contained in the bundle that was useHdighpgrocess up to the innovation. The
following analysis is complicated enough. | therefassume thatll commodities in

the bundle are affected in the same way. Thingddvoecome incomprehensible if the

800 addition to the places quoted above, see Yed§89, p. 371).
801 White (1999, p. 241)
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relationship between them would change as wellufddlyy, the innovation leads to an
increased demand for the commodities in the buribl,is, more unit-notes are paid
for them. Yet, how is the price structure suppdsealdapt itself to this change?

The proponents of the BFH-system, as well as itcsriargue as if the
adaptation could be brought about by a revaluatbrthe notes in terms of the
commodities in the bundle. According to them, tldue of the commodities in the
bundlecould actually exceed the value of the unit thejndeKevin Dowd explicitly
states that “the commodity that defines the dgllaj has a legal ‘par’ value of $1”, but
can have a “market price [...] different from $f?Dollar, here, of course is the unit of
account. Applied to our case where the demandhiicommaodities has increased due
to a technical innovation, it is supposedly possitlat, say, 1.2 unit-notes are offered
on the market against the quantity of commoditefenthg one unit of account. In fact,
we were in a situation where one unit of accounnge) is paid for by 1.2 units of
account (notes).

According to Woolsey and Yeager this might happecabse

[p]eople actually setting prices for the items ime tbundle would not
necessarily pay attention to the definition of ttelar. Each would separately
seek maximum profit in view of perceived and expdatost and supply and

demand conditions in specific mark&ts.

But if the values of the commodities defining thalar do not add up to one dollar,
what, after all, is the value of the dollar? As tra@ue of its components varies, the
value of the unit of account must also dobgodefinition It is not possible that either

the unit of account or the unit-note lags behinthaut abandoning the definition. And

892Dowd (1995, p. 71). For critics who argue in tiaene flawed line see Schnadt/Whittaker (1993, p.
216).
803 \Woolsey/Yeager (1994, p. 91)
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as soon as we let go this equality by definitioe, ave two price systems instead of
one. One price system that denominates all pricesits of account, and another one
that denominates them in the supposed unit-notesttss amounts to saying that the
unit defined by the authority loses its role in gmnomy completely. The important
thing would be the value of the notes, not of soamkitrarily chosen bundle of
commodities. That is so because a “seller pursigesdif-interest by posting prices in
terms of the media of exchange he is routinelyimglko accept®*

The problem is that the price system cannot adself ito the changed demand
for the commodities defining the unit of accountl@sy as these commodities do not
serve as media of exchange themselves. When thandefar them increases because
of the technical innovation mentioned above, what would expect to happen is an
increase of their relative price compared to dlleotgoods. Yet, as we have seen, the
price of the commodities in the bundle cannot iaseemeasured in unit-notes as they
define these units. The only other way that thegositructure could adapt would be that
all other prices fall. Then the price of the commtied in the bundle would have risen
relative to all other prices and would still be aljto one unit-note. However, there is
no mechanism to bring this adaptation about. Theashe for all other commodities,
except for the one affected by the innovation, f@tschanged at all. There is no reason
why fewer units of the unit-notes should be offefedthem so that their prices might
sink.

This lack of an adaptive mechanism is what unites BFH-system with the
claim theories of money and what distinguishesaif a more conventional monetary
system where the unit of account and the excharegum are identical. In a system of
the latter kind the price structure can adaptfitsasily. The increased demand for the

commodity defining the unit of account would alse &n increased demand for the

804 \White (1984, p. 704). See also Walras (1922, p. 68
225



exchange medium as they are identical. Both theevaf the medium of exchange and
the unit of account would rise implying that thécps of all other goods decredSe.

The second method in a BFH-system of hindering timi#-notes from
fluctuating freely against the unit of account wbdde to let them fluctuate on the
market, but stabilise them by means of redeemiegitin goods or shares worth one
unit of account® This system is usually called “indirect convettitig or, following a
suggestion by James Buchanan, “indirect redeemgbifi’ and was not part of the
original proposal of 1983. To make the point easi&r assume that the notes would be
redeemed in gold. Other authors also follow thiacpce®®® The logic of the point
would not change if other goods or shares wereerhos

What would happen now if, similar to the case death above, technical
progress showed that the commodities in the bundee a profitable substitute in
some production process? As in the case beforaaimand for these goods, measured
in unit-notes and therefore units of account, waigd. This would, allegedly, work as
an incentive for the holders of the media to gdhi® bank issuing them and demand
redemption in gold. In order not to misrepreserg grocess, let us have a look at how
Yeager and Greenfield describe it. They start frrmsituation where an event raises
“the price of the standard bundle above its deéindl level of U1.00 to as much as
U1.20,°°U being the abbreviation for the unit of accotthinder these conditions,”

they continue,

holders of Unit-denominated notes and depositsdcaal much better than
simply spend them on goods and services. Exercisingyy redemption
privileges at the issuing institutions, holders Wotedeem each one-Unit note

805 5ee Cannan (1932, pp. 10 ff.).

8% see Yeager/Greenfield (1989, p. 410).

807 yeager (1985, p. 104)

808 See Rabin (2004, p. 33), Yeager (2007, p. 202).
809 yeager/Greenfield (1989, p. 412)
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and deposit in as much gold or whatever else tdemgtion medium might
be as actually equaled in value, at current mapketes, the total of the
components of the bundle. In the supposed abnaittion, holders would
take away a quantity of the redemption medium gqliateU1.20.They could
sell this medium for notes and deposits denominatddl1.20, redeem these

in redemption medium salable for U1.44, and sd*tn.

This possibility for arbitrage would lead to a retdon of payment media and

consequently a decrease of prices:

To engage in such arbitrage, people would try taiolmotes and deposits for
redemption by exhibiting reduced eagerness to modg and services and
increased eagerness to sell them, all of which evoplt appropriate
downward pressure on the general price level andhentotal price of the
standard bundle, The hypothesized deviation fromtvdorresponded to the
definition of the Unit would vanish. At the sammé, the volumes of money

and intermediation services would shrink, as beitthe shrunken demands

for them®!?

It has been suggested, and rightly so, that théeawio violates the law of one pri€&

If gold worth U1.20 can be had for one unit-denca@a note at the redemption
window, it cannot be possible, at the same timesdl this amount of gold at the
market for 1.20 unit denominated notes. Why shamlgbne buy this gold for 1.20 unit
denominated notes if he can get the same amotiné aédemption window for 1 unit?
The market price of gold would sink immediatelythe level that it is offered at the
redemption window. There would not rest any incantio convert one’s notes into

gold. The process that is supposed to reduce tgetaess to buy goods and services

80 bid., emphasis added.
811 yeager/Greenfield (1989, p. 413). See also Dov@®%]1 pp. 78 f.) and Woolsey/Yeager (1994, pp. 90

ff.).
812 See Schnadt/Whittaker (1993, p. 216), also Scindtitaker (1995, p. 297).
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and to increase the “eagerness to sell them” woatde kicked off. The price system
would not adapt itself.

Another problem would appear if the demand forrdgemption medium, gold,
increased. In this case the price structure woakeho adapt itself such that the price
of gold increases relative to all other goods. Y&, absolute price of gold, measured in
unit-notes, cannot increase as nobody would payikeh price higher than one unit-
note for the amount of gold that can be had atedemption window for one unit — the
law of one price again.

The other possibility for the price structure t@ptwould be the fall of all other
prices except the price of gold. Then gold wouldgkés old price that conforms to the
redemption ratio and still would have a higher @relative to all other goods. And a
fall of prices is what probably would happen. As ttemand for gold increases, it will
be demanded at the redemption window and the eeggmo buy goods and services
will decrease as described above. The decisive pothat this will and must lead to a
decrease of the demand also for those goods dgfthie unit of accountewer unit-
notes will be offered for these commodities as wédlt, this scenario cannot be dealt
with in the BFH-system. The issued notes are swgapts be held equal in value to the
unit-defining commodity bundle by means of indireotvertibility. Allowing them to
fall permanently below this unit would destroy tlikole system as the notes would be
valued independently of the defined unit of account

The fact that the notes are redeemed against gtloduces a second critical
figure to the system. On the one hand, the notes@pposed to be held equal to the
value of the bundle, on the other hand they areghbylaw of one price, held equal to
the amount of gold that can be had at the redemptiodow. The system cannot react

to the changed demand for the redemption medium.
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The medium of exchange must be free to determsneaitie in exchange
transactions with all other good#s value cannot be fixed to the value of somedtein
of commaodities, to a redemption medium, or bothloag as these goods are not used
as media of exchange themselves. If they are nosed, the exchange value of these
goods cannot be determined, nor can the excharlgesvaf the supposed media of
payment, either, as they are not free to fluctuagainstall goods. The whole price
system would become totally inflexible if the BFistem or any other system that

promotes the unit of account function of money wéi©duced. As Budge already said

in 1919:

Money that is supposed to grant access not to @fgpgood, but plainly to
all goods, can only and must be the object of dependent act of exchange,

and therefore can only and must be a thing of Vftie

The “nature of money” is not correctly describedtbg analogy of a claim on goods.
The theories that want money to be a claim on aoess’ goods, although they would
greatly complement the subsistence fund theorjhénexplanation of the rationale of
the financial market, have to be dismissed. Thike hatween money and the fund of

consumers’ goods is not as easy to detect as tiheseges imply.

813 Budge (1919, p. 487). See also Salerno (1991, 3). 35
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18. Private capital and the organisation of the mdeet economy

18.1 The financing of the economy
18.1.1 The direction of production

Within the business sphere, businessmen orierftatagelves merely by money
prices. They calculate and act in money terms. @ money, they invest money,
and they want to earn a monetary profit. It hambestablished for a long time that in
striving for monetary profits, the entrepreneurtaity depend on the wishes of the
consumer§!* They are not free to spend money which the conssiare not prepared

to refund to them in paying more for the prodifétdn the words of Ludwig von Mises,

[i]f a businessman does not strictly obey the addrthe public as they are
conveyed to him by the structure of market pri¢essuffers losses, he goes

bankrupt, and is thus removed from his eminenttjpwsat the helnf*®

In addition, not only the businessmen producingscomers’ goods depend on the
consumers to whom they sell their products. Alsoséhwho produce intermediate

goods and sell them to other businessmen depetttea@onsumer choices. Mises adds:

Only the sellers of goods and services of the brster are in direct contact
with the consumers and directly depend on theieiw.dBut they transmit the
orders received from the public to all those pradgiggoods and services of
the higher order&'’

814 See e.g. Pigou (1949a, p. 36).
815 See Mises (1949, p. 271).

818 Ipid. (p. 270)

817 |bid.
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In calculating in money prices and maximising thpeofits, entrepreneurs thus organise

production in a way that best satisfies the wigifahe consumer¥:?

18.1.2 The allocation of the available power to puhase consumers’ goods

Now, the analysis of the last chapters has brotgghght another aspect of the
organisation of the market economy. All money—corditye-money actions depend on
the fact that money is accepted in the consumpsiphere as income and profit
payments. Otherwise, money could not be used anfi@ any actions in the business
sphere. In incurring money costs, businessmen fearnbeir power to purchase
consumers’ goods to factor owner$hus, in maximising their money profits,
businessmen not only direct production in a way best conforms to consumer wishes,
but they also organise the allocation of the avalgaconsumers’ good$n orientating
their actions by money prices, entrepreneurs cHhahagower to purchase consumers’
goods into those production processes that seagerterate the highest profits. So in
the end, the power to purchase consumers’ goodfiasated to those persons who
participate in the production of those goods th&t demanded by the consumers.
Figuratively speaking, the businessmen, in maximgisiheir profit, allocate the
available subsistence fund to those factor owndrs produce what is most in need.

The analysis of the private notion of capital hesulght us to the same result as
our discussion of the social notion. To financedomaiion in both cases means to
provide the persons that are partaking in prodoctrgh the consumers’ goods they are
in need of. This point is not easy to see becaums#)e market economy where the
private notion of capital rules, the whole businggkere is financed with money. Yet,

we have shown that money can only serve this fandbecause it has the power to be

818 See also Liefmann (1932, pp. 372 f.), Hoffmani{1®62, pp. 20 f.).
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used in the consumption sphere, that is, becausiéois the access to what may be
called the subsistence fund.

Now, in order to explain the role of the financimhrket in helping to finance
the business sphere, it is necessary to understhace and how the business sphere is
in need of being financed. To shed light on thiesiion is the purpose of section 18.2.
The famous debate on the nature of capital betwleerschools of Frank Knight and
Friedrich von Hayek has turned on this questiore @scussion will use elements of
both sides of the debate. They both make valuabil®g and, based on the results of
the analysis so far, | will demonstrate how theg ba reconciled with each other. In
the end, capital is neither perpetual, as Knighhtains, nor must it be replenished out
of additional savings after every transaction, Wwhi& Hayek’s position. The truth lies
in between. The arguments developed in 18.2 wiljygied to the institution of capital
accounting in section 18.3, and to the organisatidhe production structure in section
18.4. In the whole of chapter 18 we go on to asstmaeno credit exists and that every
businessman has to finance his investments witlowis saving$™® The role of credit
and financial intermediation in this process carstbiee explained when they are

inserted only later on.

18.2 The financing of the business sphere
18.2.1 Economic growth and the formation of the bsiness sphere

Whether the economy has “grown” in that the welhbeof people has
increased can not be answered by th&®yhat some of them feel better, richer, or
happier surely is interesting from an psychologjgaint of view. However, the well-

being of individuals is a subjective phenomenont tbannot be measured. And

819 That this can easily be done is confirmed by Pig@49a, p. 47).
820 5ee Mises (1961, p. 159).
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furthermore, what makes some people feel betterhimigake others unhappy.
Economic growth cannot be defined unambiguously.

Yet, we have seen in the part on the logic of actimt every action is aimed at
bettering the actor’s situation. Thus, although eamnot measure well-being, we at
least know that all human actions are directed tdsvat. Concerning our topic this
means that the financing of actions in the busisgé®ere is at least expected to make
all parties involved better off. The founders of emterprise, of course, want to attain
profit. The owners of the originary factors of puwation employed are striving for
income, and apparently they expect the latter tpass the income they could have
earned elsewhere. And in buying the final produtite, consumers show that they
prefer what has been produced by the enterprisenad they could have bought from
other suppliers. Thus, every addition of a revd profitableenterprise to the business
sphere increases the well-being of the involvedpfgee@ompared to what otherwise
would have been. When more costs are incurred & libsiness sphere, this
demonstrates that the corresponding increase dbubmess sphere apparently serves
the well-being of people. The money that has baeested this way — the capital — can
be read off from the balance sheets of the compa@iapital as the calculatory form of
these costs is consequently a signal — and onty-tb&dhow much has been invested in
the betterment of the well-being of the people.

If one is, with all reservations, to employ busmespital as an indicator of
economic growth, then one also takes account ofsthigective nature of individual
well-being, at least in some sense. Capital is stee where the profits are highest.
Whether this is the case in libraries, amusemerkspar gambling casinos does not
matter. Business capital is homogeneous. Its gravdicates an increase of well-being
for all persons involved, no matter whether outsdmnsider the product as productive

or not. Of course, this point only holds so farttses capital is accumulated voluntarily.
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If people were forced to save against their whk increase of capital would rather
indicate a “compulsory lowering of the standardivifig.” %%

The growth of the business sphere must be finandgéd additional money
savings entering it from the consumption spherdy @ns way entrepreneurs are able

to employ more originary factors of production irway that best corresponds to the

wishes of the consumers.

18.2.2 The replenishment of business money by consenspending

So far as the formation and the growth of the lessrsphere is concerned, the
business money needed is provided by new savingsimeg the business sphere. Some
persons save money and invest it in their busineksyreby they always keep some
amount of it in their cash balances. The savingessary to finance new or additional
investments in the business sphere stem from mommyme that has been saved.
However, as soon as the companies at the lategt stiaproduction have sold their
product to the consumers, the cash balances dpatreurs are not filled up by saved
money any more, but by the money spent by the enessf?? Companies who sell
consumers’ goods receive their money revenuesthjireom the consumers. A part of
these revenues will constitute profits. In the nalrcourse of business, most of the rest
will be employed to restock inventories, replacerrwmachines, and pay originary
factors of production. The money spent on consumptiill trickle through to the
supplier stages where the respective companiesalgiti deduce profit and spent the
rest on input. If the businessmen have plannedectiyr and their money revenues
surpass their money costs, this money spent onuogpison and passed on by the

entrepreneurs is enough to keep the whole produgifocess going. Nadditional

821 Rothbard ([1962] 2004, p. 964)
822 See Lahn (1903, pp. 4, 44 1.).
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savings are needed in the business sphere as teymecessary to keep on business
already comes from consumer spending.

Of course, what has been said above about the gginghpower of money does
not lose its meaning. The businessmen selling twelg to the consumers only accept
the money of the latter because it has the powéujoconsumers’ goods. Otherwise
they would neither be able to consume their prafids could they keep their business
going as nobody would accept their money in payment

The idea according to which no additional savingsreecessary once a business
is in operation lies behind the position of Frankidht. In opposition to Friedrich
Hayek he maintains that “[c]apital is perpetuakmfar as economic principles obtain
and economic reasoning is applicabi&®According to him, once the business sphere
with its different companies and stages existg, ithafter the construction peri6tf, it
exists permanently. The money needed for continbungjness is always filled up by
consumer spending, or, in Knight's terminology,“y additional flow of consumable
services.®” That is so because, “in the absence of miscalonlaho investment will
ever be made unless the vield [...] has a discowdae equal to the cosi?® In other
words, what has been invested is expected to c@ule dgain through the sale of the
product. In this regard it would have cleared tking if Knight had not used the phrase
“capital is perpetual,” but rather, as he did inlaer paper, “capital is self-
perpetuating ¥’

Now, in a sense, Knight is correct. Most businasgepts are indeed planned to

be perpetud!®® It is rather a rare case that capital is disire@d®t i.e., that more of the

823 Knight (1934, p. 259)

824 See Knight (1934, pp. 272 f.; 1935, p. 80; 1936L58).
825 Knight (1934, p. 273)

826 Knight (1934, pp. 270 f.; 1935, p. 91)

87 Knight (1941, p. 417)

828 See Knight (1935, p. 89).

829 See Knight (19354, p. 626).
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money revenue is consumed than the amount thatiwaes profit. “Disinvestment is
not in question unless society is decadéhit,or unless “economic relations are
demoralized by crisis condition&* Furthermore, one has to agree when he says that,
even if society was decadent, “under modern camabtithe possibilities of liquidation
without serious loss are very limited, and the pmssscope and speed of liquidation
are only remotely related to the normal durabitfythe physical thing [...] in which
any increment of capital is investe¥This argument is developed further by some
business economists. There is hardly ever a poitine where the whole balance sheet
of a running enterprise consists of money. Somehef capital always consists of
unfinished and finished goods in stock, machinesldimgs etc®*® For each of the
different items, the time period until they leadréwenues is of a different length. And
to keep the more durable investments going, it bdllnecessary to replace the short
ones that are complementary. To be able to ligaitle# company without severe losses
it will therefore be necessary to carry on busingsd the lowest common multiple of
all complementary investment periods is reactiédTo stop business at any earlier
point in time would be arbitrary and not advisable.

Knight's thesis according to which capital is peuya¢ is, in the end, based on
an empirical argument. What is necessary to kepgatantact is “that the individual
owner of any income-yielding capital good or qugntf capital shall distinguish
between consuming its yield and consuming the ahpiself.” And, according to

Knight, the “only historical example we have anysgbility of studying,” namely

830 |bid.

81 Knight (1936, p. 457)

832 Knight (1935, p. 83)

833 See Miihlhaupt (1966, pp. 18, 24).
834 See Hoffmann R. (1962, p. 92).
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capitalistic civilisation, does indeed “maintains itcapital and increase it fairly
rapidly.”®®

Now, Knight's position seems to be the logical aangence of our own analysis.
As long as the entrepreneurs calculate correctlg, & long as they do not consume
more than their income, i.e., profit, they do need any further savings in order to
keep their capital intact. Under these conditiavisich, as we might add, correspond to

a “fictitious stationary state” with “perfect foiight,”*°

capital is indeed perpetual. The
business sphere, so it appears, is financed byogutgon, not by any kind of saving.
However, it must not be inferred from the argumeonveying that the
necessary money is as a rule filled up by conswnpgtiat consumption expenditures
alone are able to give a stimulus to productions Mew is advocated in Keynesian
macroeconomics. There, additional consumer sperslingilates the economy and has
a positive influence on the real gross domesticpet™’ It is true, on first sight this
point seems to be confirmed by our analysis. Ondeusiness exists and works
smoothly, the money necessary for production doésome out of additional savings,
but out of consumer spending. What is overlookethis argument is that additional
consumer spending will, first of all, lead to highgofits of those companies selling
consumers’ good$roductionwill only be stimulated if the owners of these ganies
decide not to consume their income, but to saveast a part of it in order to invest it
Therefore, although the money necessary to keepusiness is replenished by

consumer spending, its amount can only be increbdseddditional savings out of

income®®

835 All quotes from Knight (1936, p. 457).

836 Both quotes from Hayek (1936, pp. 226 f.).

837 See Taylor (2007, pp. 616 ff.), Blanchard (2008,48 ff.), Dornbusch et al. (2008, pp. 224 ff.).
838 See Reisman (1998, p. 834).
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18.2.3 The necessity of maintained saving

The concept of gross saving turned out to be amyitrinstead, Frank Knight
seems to be correct in stressing that investmantgeneral, are made forever and have
therefore to be regarded as perpetual without sé@e&ag any further finance out of
new saving. At this point, one must be careful teotiraw the wrong conclusion from
this result. Although, in the absence of miscaltolaand decadence, business money
is always filled up by consumer spending, this doasimply that no further sacrifices
or costs accrue. Indeed, every entrepreneur istallensume his whole profit. He does
not have to save part of it in order to keep hisifess going. But he nonetheless has to
abstain from consuming his savings, especiallyatmeunt of his money revenues that
do not constitute profit. Concerning this amourg, ttas to maintain or prolong his
saving if he wants to stay in business. To exptess idea, Strigl uses the term
“beibehaltenes Sparefi*® Akerman the similar term “festgehaltenes Spat&nihich
both mean “maintained savings.” Reisman speakssatifig out of business sales
revenues.®?*! As is already indicated by the expressimaintained savings, these
savings stem from the past. They originate fronomne that has been saved in the past
and that has already entered the business spheeepdint is that these savings have
been set free again and its owner is in a postbodecide whether to save further on
and reinvest the money, or to disinvest and consn#dter all, the money has the
power to purchase consumers’ goods. Thus, his idacts reinvest indeed implies
costs, that is, the sacrifice of his power to passh consumers’ goods for another
period of time. But it does not make necessalgitional savings out of his income.

The whole production process ot kept in motionautomatically by the

permanent inflow of consumer spending. It is nemgsthat the businessmen maintain

839 Strigl (1934b, p. 147)
840 Akerman (1923, p. 51)
841 Reisman (1998, p. 836)
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their savings and do not consume their capital.isitlear that only the permanent
reinvestment of the set free money capital makethfomaintenance of productiof{?

To repeat, however, it is inadmissible to add up thaintained savings of all
businessmen and call the result “gross saviiiggé savings have been prolonged, not

increased

18.2.4 The necessity of additional saving out ofégome

After the construction period and in case of cdriggsiness calculation, no
further savings out of income seem to be necedeamnaintain the business sphere at a
stationary level. As soon as we introduce calooitaterrors, the picture changes
fundamentally. Every time the plans of an entrepueriail and his money costs are nor
matched by his revenues, he has to stop his bgsinest least he has to reduce the
amount of his reinvestments, for example by dismissworkers. His capital
diminishes. Without additional savings out of inansooner or later the whole
business sphere would disappear as entreprenenisit@kes can never be ruled out in a
world without perfect foresighf> And every time the revenues are smaller than the
costs, it is impossible to reinvest the same amamtast time. The amount of
maintained savings and reinvestments necessaniyishes.

This process can only be counteracted if new savamger the business sphere
permanently to fill up the lost capital. Other messes might face higher profits, save
part of them and expand business. Some people ed® 1ot been part of the business
sphere might decide to save and to found their business. Hence, even to keep the
business sphere intact it is not enough to courthemeplenishment of business money
by consumer spending. There will always be a needufrther finance out of savings

that must necessarily come out of income.

842 Strigl (1935, p. 215)
843 See Mises (1949, p. 291), Lachmann (1973, p. 42).
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18.2.5 The permanent nature of most investments

On the one hand, we see the difficulty of liquidgtia company, and, on the
other hand, we see the necessity of maintainechganiorder to keep business going.
It must be concluded, therefore, that in most esses savings are indeed invested
without any maturity. Wherever a business projeatarted that has no predictable end,
it is fair to say that the savings have been iresdbrever. It makes no difference
whether the respective company produces consurgewsls or durable machines; or
whether its assets are turned over once a weasanay be the case for some assets in
the capital-intensive industries of heavy manufactuor mining, only once a year or
even once a decade. As long as the balance shiakbtdhe companies with the fast
turnover remains constant over time, its need ifwainice is just as permanent as for
those that have a slow turnov&f.Of course, sometimes unforeseen coincides will
make necessary additional and nonrecurring paymdrite means to cover such
expenses do not have to be invested for&eBut, in general, the capital that is
necessary for carrying on the complementary investsof the company must be

based on permanent savirigs.

18.2.6 The periodical setting free of savings

That savings have to be set free in cases of $lori-and nonrecurring
investments should be clear without saying. Ingéhastances, money savings are paid
to factor owners and are expected to flow back ragdier the project. Matching
savings and investment maturities in this case ather unproblematic as the

entrepreneur operates autonomously as both thewtre saves and the one who

844 See Polak (1926, p. 45), Hoffmann R. (1962, ppif.9202).
845 See Hoffmann R. (1962, p. 100).
84 see ibid.
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invests®’ He can assure himself pretty easily that he wall dble to maintain his

savings until they are set free agdfi. But also in businesses that have no
predetermined maturity date savings have to beetregularly’*® What has been said
in the last section, i.e., that savings must belaa for an undeterminable period of
time, must not be taken to mean that it is not ingra how long it takes until savings
are set free again. This point is connected to whatbeen said in section 18.2.2. As
soon as a company has started business, its mandg are filled up again either by
consumer spending — if it sells goods to consurmmers by the payments of its
commercial customers. With this money, it is abl&éep on buying input factors and
to stay in business. Without this replenishmentwatuld rely on additional money
savings. If these were not at hand, it would havstop operatin§>° Hence, the length
of the period during which the capital is bounddgpends on the amount of savifiys.

If an entrepreneur only commands few savings andtsvaonetheless to found a
permanent business, he must be careful not to intis®his capital for too long. After
all, he regularly needs money to pay for the infinte more savings an entrepreneur
commands, the more he can either expand horizgnthdt is, engage more factors for
the same length of time, or expand vertically, isaextend the time he advances the
payments to the factors of production before tlvemaes accrue.

It must be added that the length of time betweenintrestment of the capital
and its being set free again can not be enlargesy/bghronisinghe investments such
that always several staggefedand time-displaced production processes are taking
place parallel. An example of synchronised investisiés provided by a company that

runs, say, six production processes of the santktkit all take one year. One of them

847 See Bagus/Howden (2010, p. 67).
88 See ibid. (pp. 67 f.).

849 5ee Marx (1967, Vol. 2, pp. 260 f.).
80 35ee Hoffmann R. (1962, p. 46).

81 See Strigl (1934b, pp. 100 f.).

82 See Strigl (19344, p. 23).
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starts in January, one in March, one in June, andrs In such circumstances, the
revenues of the respective processes will occundnmthly, too. Consequently, if
production is synchronised, the revenues of orisHfed process can be used to finance
the payments for the input factors of the othéit, @igoing processes:

However, it goes too far to maintain that, becaossynchronisation, “[r]eal
production is simultaneous with consumption” anal titherefore, “there is no relation
between the quantity of capital used in a society the length of any ‘production
period’ or interval between production and constomt®>* One must keep in mind
that the synchronisation of production has two @ffe First, parts of the invested
capital are set free more frequently. This effeetrss to reduce the time length between
the investment of capital and its backflow in tleeni of cash. Synchronisation thus
appears to allow for a lengthening of the investhpariods as the necessary savings
are always set free by other processes. The ineestiperiod apparently loses its
meaning. Secondly, however, the synchronisation prbduction implies a
multiplication of input payments. With several pesses running parallel, more factors
of production have to be employed at the same timeonsequence, more capital has
to be invested in order to pay for thEMAnd anytime capital is set free, the respective
amount only constitutes a fraction of the wholeasied capital.

If, to stay in our example, there are six processesing parallel, every time
one of them produces revenue it only corresponaméesixth of the whole capita®
Now, let us suppose that for one or several ofetlpscesses the time length between
the investment and the setting free of capital nsrdased. As long as the other
processes that have kept their old length provideentrepreneur with revenues, no

disruption will occur. However, as soon as the lasicess with the old length of

853 gee ibid. (p. 32), Fillieule (2010, pp. 101 f.).
84 Both quotes from Knight (1935b, p. 25, n. 29).
85 See Marx (1967, Vol. 2, pp. 262 ff.).

86 See Strigl (1934b, pp. 14 f.).
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investment has been finished, there will be a FHalevenues for some time for the next
process has adopted a longer period before itsnuege accrué®’ Either our
entrepreneur bridges this gap with additional sgsjiror he has to stop paying his
workers and suppliers.

Concerning the possible length of the time capigad remain bound up the two
named effects counteract each other. In the end, périod is not altered by the
synchronisation of production. The effect accordmgvhich the average time length of
investment seems to be reduced and a lengthenirtbeoparticular periods seems
possible is nullified by the fact that more savirege necessary to bring this effect
about. Even with synchronisation the setting fréesavings is the bottleneck when it

comes to finance an increase in the length of thdyztion processes.

18.3 The social role of capital accounting

The operations of the business sphere are accoetpbyicapital accounting. It
has been explained as a device that allows fornapadson of monetary costs and
monetary revenues. This is enough to understandbusinessmen employ it in their
striving for monetary profit. Now that the connectibetween the business sphere and
the consumption sphere has been clarified, thetitmof capital accounting within
society can be seen more clearly. The capital ofeaterprise, as a calculatory
magnitude, expresses the amount of money investdteicompany. It shines up either
as cash or as historical costs. Because of thistdirmoney, capital can be understood,

with Walter Eucken, as

87 See ibid. (pp. 186 f.).
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the power to dispose over consumers’ goods that ws in the hands of the
entrepreneur and that served for the acquisitiothefproduction goods and

consumers’ goods that are in the balance sheleé aoment®®

As long as capital accounting sticks to the traddi valuation rules, it thus monitors

whether the business operations have increasegcoeased the power to consume.

In that businessmen compare the profit contributiaith the underlying
capital they determine in how far the operationsensiccessfully aligned to

the satisfaction of wanfg®

This, as Eucken adds, is “the rationale of cagitaiounting.?*° It explains the role of

capital accounting not only as a part of the pgvatpital concept. Now capital
accounting also makes sense from the social pdiniesv. Similar ideas, but even
more shortly expressed, can be found in Kemper Simf®" Yet, both of the

mentioned authors take a shortcut and interpreteyna@as a “claim on consumers’
goods.” But even without this assumption capitatoamting can be interpreted this
way. It reveals whether the available consumers’ goodsehbeen allocated to the

owners of the production factors in a way that eased the well-being in society.

88 Eycken (1954, p. 129)

89 |bid. (p. 130)

850 |pid.

81 See Simpson (1921, pp. 24 f.).
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18.4 The interest rate and the structure of productn

In maximising their profits, entrepreneurs not odtermine the interest rate,
but simultaneously also the so-called structurgrofiuction®®? As was shown above,
they must make sure that their capital is set fegpilarly. They accomplish this by
selling their products periodically. They can $b#m to consumers, of course, but also
to other businessmen who employ them as input. White of these alternatives is
preferred by tendency is determined by the williegg of the other entrepreneurs to
save. When there are a lot of entrepreneurs imgesheir savings in the business
sphere, they will bid up the prices of the goodsytheed as input and bid down the
prices of consumers’ goods. Under these circumsgnctwill become more profitable
to produce intermediate goods that the other er@nguirs use as input than to produce
consumers’ goods. Thus, in searching for profitsrepreneurs will start to produce for
commercial customers and therefore to replenisin fiee capital out of the savings of
the latter. In bidding up their own input pricesey will also equalise the rate of profit
of producing consumers’ goods and producing inteliate goods. If savings are
increasing further, the price spreads in questidhb&come smaller and, in the course
of this, the input prices of the producers of thieimediate goods will be bid up. Other
entrepreneurs will find it profitable to produceese inputs. This story could be
continued ad infinitum.

In short, the more savings compete for profit,léss profitable it is to replenish
one’s free capital out of consumer spending, amdmniore profitable it becomes to
replenish it out of the savings of other businessmelowering of the interest rate, i.e.,
of the spread between input and output prices, tills be accompanied by a

lengthening of the structure of production.

82 A short exposition of the concept of the structafeproduction and corresponding references have
been given in section 8.5.
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19. The role of the financial market

19.1 The transfer of savings as the basic transaeti on the financial market
19.1.1 Credit

So far it has been assumed that every businessmignemploys his proper
money savings in investments. In other words,fihnancedhis plans with his own
money. As was already mentioned at the beginningaof Il, it is possible that the
plans of the acting individuals intersect. The sast the revenues that appear in the
action of one person can be financed out of thengavof someone else. We have
already discussed some of these interpersonal tasé® workers, for example, were
paid out of the capital of entrepreneurs. In suabes, the costs of the entrepreneurs
become revenues of the workers. But so far thengaviave not yet been traded on the
market. This aspect of interpersonal finance has lwelayed until now. In a complex
society, of course, the assumption that everyon® \wivests must provide the
corresponding savings himself cannot be upheldrelhie the words of Friedrich von
Hayek, “[o]nly in comparatively few cases will tipeople who have saved money and
the people who want to use it in production be fidah”8

As we exclude from our considerations all transmdithat take place ‘beyond
the market’ — most notably gifts — the transfersafiings is not done for free but is
followed up with a return service by the countetparhis kind of contract is called
loan or credit “In a credit transaction, a present good is erged for a future good, or
rather, a claim on a future good® Money loans, which solely interest us,
correspondingly consist in the exchange of monay d&oclaim on future money

payments. That credit is of advantage for bothl¢meler and the borrower is a long-

established fact in economics. The reason is trey often, those who know how

83 Hayek ([1935] 2008, p. 264)
84 Rothbard ([1962] 2004, p. 166, emphasis erased)
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money can be invested profitably are not those wtimmand mone$f° There are
gains of trade for both parties if they find togstland unite their respective pow&s.
One of them provides the savings, that is, finartbes undertaking, the other one
provides his knowledge and his ability in ordertliesnvest these savings. The savings
are “passed from the hands of those who are nettabémploy them to the hands of
those who are in a position to put them to wot¥. The existence of credit thus
enhances the division of labour in soci&tyThis way, the tendency to invest the
available savings where the highest profits canldréved is strongly enhanced by the
existence of credit.

The profits that can be had in bringing togeth@sthwho save and those who
know best how to employ the saved money build d#ason for the further development
of what we have called interpersonal finance. Trditability of such arrangements
has even given rise to the evolution of institusidimat serve agnancial intermediaries
These institutions “bring together those with fumdsnvest and those seeking funds to
borrow. [...] [T]hey enable these parties to traddoater cost or inconvenience than
would be the case if they dealt directly with ometaer.’®® In financial intermediation,
even three parties expect to profit from the briggiogether of those who save and
those who know to invedt® The profit opportunity for the intermediaries ass
because they facilitate transactions between patdenders and borrowers. They do
so by reducing search-, transaction-, and simitast€’* and by providing other
services like size-, risk-, and term transformafiéhlt might be best to classify

financial intermediaries into two groups, theokers and thedealers Brokers only

85 See Cournelle-Seneuil (1876, p. 22).

8% See ibid. (p. 23), Reisch (1932, p. 3).

87 Coquelin (1854, p. 495)

88 See ibid (pp. 495 f.).

89 Dowd (1996, p. 114)

870 5ee Boyd (2008, p. 360).

871 See Dowd (1996, pp. 115 ff.), Levine (1997, pp0 6% Howells/Bain (2007, p. 8).
872 See Bitz/Stark (2008, pp. 9 ff.).
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provide information to the savers and borrowersriter to bring them togeth&? The
dealers, most notably banks, trade on their ownwwé’* They attract loans from their
customers and then lend these funds out to thiriepd’

Loan contracts constitute the most important patthe interpersonal transfer of
savings. And where savers and debtors become ag&ggtipartners, markets and
commercial forms must necessarily develBif we stick to our definition of finance,
it even seems appropriate to define the financelket as the market for money loans.
Financial market then is only a different expressfor loan markef’” In the next
section | will elaborate that the terms “loan” dicdedit,” as it is used here, comprise
not only lent money, but also equity capital.

Defined as the general market for loans, the firdmoarket is not organised as
one distinguishable market place. Instead, it casepall transactions that consist in
the temporary transfer of money savings from onms@eto another one in order to
finance the plans of the latt8® In section 19.1.3 | will apply the results of the
discussion of the purchasing power of money in tdrap6 on money loans. Credit is
nothing else than the transfer of power to purcl@sesumers’ goods. The financial
market thus corresponds to what we have calledtlhsistence fund market. Finally,
19.2 will deal with the time dimension of credit.n&feas money does not have this
dimension, credit is nearly always negotiated fgreaod of time, be it for one day or
for ever. As will become clear, this additional @insion does not cause severe
theoretical problems. The institutions of mobilisatand term transformation bring the
period that the savings are tied up by the saveligé with the period that the savings

are invested by the businessmen.

873 See Dowd (1996, p. 9).

874 See ibid.

875 See Huerta de Soto (2009, p. 168).

876 See Schmalenbach (1949, p. 14).

877 See Borchert (1993, pp. 1243 f.), Tuchfeldt (197.8}33).
878 See Prion (1924, p. 59), Borchert (1993, pp. 143
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19.1.2 Equity and debt capital

All participants of interpersonal finance are, olicse, expecting to profit from
their transactions. This includes the lender, thedwer and, if involved, the financial
intermediary. If the borrower is not part of thesimess sphere, he expects to gain
psychic profit which, as we know, is not open toasw@ement. If he is part of the
business sphere, he will employ the money in otdeobtain monetary profit. This
profit, however, he will have to share with the esaand, possibly, with the financial
intermediary. After all, the both of them want toofit from the transaction either.
There are different arrangements possible conagthie sharing of the eventual profits.
The saver (or the intermediary) might provietpuity capital He then becomes the — or
at least one — owner of the company in questiomrdfits accrue, he is entitled to
receive the dividends. Otherwise, he has to cdreylosses. On the other hand, the
saver might alstendthe money to the company. Then he does not shalreiprofits.
Instead, as creditor, he will be entitled to ing¢rpayments that have been agreed in
advancé’® The same distinction can, by the way, be madeeoitg the transactions
between the savers and the financial intermediaEéber the former providedebt
capital to the latter, which is usually the case with tistomers of an ordinary bank.
Or he acquires equity, for example in a mutual fundifferent kind of intermediary.

There are further legal differences between delt exquity capital. The most
important one concerns the claims the respectiveesiors have in case of
bankruptcy®® For us it is important that in both cases one ueses the command
over money in order to receive money payments énftiure. People will do so as far
as they expect the dividends or the interest paysrerbe higher than what they would
get as profit if they invested their money in ardertaking that was conducted by

themselves. For the borrowing entrepreneur, asalasady indicated in section 14.1,

879 See Schneider D. (1992, p. 48).
80 See Hoffmann R. (1962, p. 66).
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both forms constitute credit. Therefore, also gqaépital is sometimes included in the
term “credit in the broad sense.” Schmalenbachiristance calls it “stake credit”
[Beteiligungskredit]®® That equity capital, so far as it is traded on arket, is
generally considered to constitute credit can &lscseen in the fact that the terms
“financial market” and “capital market” generallggy to both equity and debt capital.
From the point of view of those who have money araht to invest it, the
financial market is one further alternative. Eveithaut this market it is possible to
invest one’s money in paying workers or other fecctaf production in order to make
more money®®? The financial market onlycompeteswith the self-financing of
operations. It therefore also does not determireentiarket interest raf&® Instead, it
“adjusts the rate of interest on loaff§'to the rate of interest that permeates the whole
economy as the price spread between money costmianey revenues. If large profits
can be gained in financial intermediation, entraptes will enter this area and tend to
decrease profitability there. In the same wayt ifé@ems more profitable to provide
equity capital than debt capital, savers and firdnmetermediaries will provide more of

the former and less of the latter. Risk and otliéerences aside, the interest rate tends

to become equal in all areas of business.

19.1.3 Money credit as transfer of the power to puttase consumers’ goods

After what has been said on the purchasing powenarey it should not be
difficult to find the rationale behind the workiraf credit and the financial market.
Whenever somebody demands money on the financitdeiahe needs its power to

purchase consumers’ goods. This can most easilyrzkerstood in the case of

81 Both quotes from Schmalenbach (1951, pp. 33 f.).
82 5ee Strigl (1934b, pp. 163 f.).

83 See Rothbard ([1962] 2004, pp. 420 ff.).

84 Mises (1949, p. 524)
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consumer credit. It hardly seems necessary to prerthat the money obtained by
consumer credit must be able to purchase consumeos's.

But even the case of lausinessmarwho demands credit does not pose any
problems that have not yet been dealt with. He si¢leel money to pay either originary
factors of production or intermediate goods. Thly o@ason why these transactions can
be performed with the help of money is that it tteess power to become income of the
originary factors of production or profit of othentrepreneurs. And, to repeat, it only
has this power if it actually buys consumers’ gootiserefore, the existence of the
interpersonal transfer of savings does not chamyghimg in the reasoning so far.
Credit serves as a means to transfer the powenrtthase consumers’ goods. As long
as the creditors maximise their profits, they cbwitie to the allocation of the available
consumers’ goods to the factor owners that are @yedl in those processes that best
satisfy the wishes of the consumers.

It is also possible by now to interpret the termatiable funds.” Superficially it
refers to the money loans that are the object efaittually existing financial market.
They represent the savings that are dealt thereieder, they also have a counterpart
in the vision of the financial market based on $beial concept of capitaln the end,
the function of the monetary loans is to allocate tvailable power to purchase
consumers’ goodd he loanable funds bear a close relationshipecstibsistence fund.
If one keeps in mind that money does regiresentconsumers’ goods but that its value
also changes according to supply and demiansl fair to call the financial market the
subsistence fund market. The undefined terms “funlesources” etc. that are
usually employed in the description of the finahamarket then have a real meaning.
They refer to the consumers’ goods that can be lolyg the factor owners with the

money that the savers have not used to buy thesisgo
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One point concerning the purchasing power of motey has already been
raised in the treatment of the business sphere nmaishbe forgotten. Money does not
flow from the savers via the financial market te torrowers with infinite velocity.
Like all other businesses, banks, brokers, andratitermediaries are in need of cash
balances to operate smootfifj.An additional demand for cash will arise with the
evolution of financial intermediation. However, tbensequences of this addition to the
demand for money do not require an in-depth analysithe end, the cash balances of
financial intermediaries are part of the businessm@y and do not make necessary a

distinct treatment.

19.2 Financing the economy by means of credit
19.2.1 The different time structure of the demand rad the supply of savings

Chapter 18.2 was dedicated to the question as wothe business sphere is
financed. What rests to be done is to show howittzcial market contributes to this
task. There are mainly three ways how the financighrket does so.Size
transformationshould not pose a problem for understanding. Orfittacial market,
small amounts of dispersed savings are collectedient out on a large scdl&. This
task is in the main accomplished by financial intediaries like bank€’ They bring
savers and borrowers together which would otherwitehave found each other. The
basic rationale ofrisk transformationis also not difficult to grasp. Financial
intermediaries distribute the savings they coltec large number of borrowers. As the
risks of the individual borrowers do not perfectigrrelate, the overall risk can be

reduced this wa§?® Borrowing one’s money to such institutions is &fere less risky

85 See Lahn (1903, pp. 106 ff.).
8% See Levine (1997, p. 699).

87 See Howells/Bain (2007, p. 12).
88 See ibid. (pp. 11 f.).
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than borrowing it to one individual lend&’.The following analysis only focuses on
the third function of the financial market, nam&ym transformationThe latter seems
to be associated with the most possibilities offasion.

There will, of course, always be some people whiy aant short-term credit.
This might be the case for companies when unforeee@regular one-time instances
demand additional money funds. Also some formsasfsamer credit will not take
forever as the respective borrowers are going yolbaaek the credit out of their future
income. To provide the necessary savings for the th question will not pose serious
problems. There are always people who are willomgehd money and to abstain from
consumption for a foreseeable time period.

In the business sphere, however, most companieghaught to last forever, or
are at least planned without any maturity date.yTaee therefore in need of being
financedpermanently Once invested, it is hardly possible to liquidati&rger part of
the capital again without serious losses. This giviee to an important problem.
Whereas most borrowers, at least in the busindssrepdemand permanent savings,
most savers are not willing to bind up their sasgifgrever. Lenders usually prefer to
invest their savings only for a short perf8They never know in advance whether
there will not be a need for liquid money in théuhe, and therefore they hold back
when it comes to give up the availability of theavings™ To an entrepreneur this
means that, if there were only short-term savimgbd had that really had to be paid
back after maturity, and if there was no sufficigmbspect that the credit will be
prolonged or substituted by another one, the whagect could not be start&df

As most borrowers demand long-term finance and heoskers prefer to supply

short-term loans, there is a mismatch between tipplg and the demand for the

89 See Boyd (2008, p. 361), Fabozzi/Modigliani (200926), Hicks (1935, p. 10).
890 5ee Schmalenbach (1951, p. 114), Levine (199%93), Boyd (2008, p. 360).
891 See Bagus (2010, p. 5), Schmalenbach (1951, p. 114

892 See Schmalenbach (1951, p. 117).
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different kinds of credit. Therefore, the “yieldrea is usually upward sloping, which
means that interest rates are higher the longetetine of the loan®?2If no solution
was found to bring the borrowers and lenders tagetionetheless, the interest rate
would be extremely low for short-term credit, andtremely high for long-term
credit®** Only very few transactions between the lendersthacborrowers could take
place. The business sphere that especially demandsterm finance would for the
most part have to get along without créditLess capital would be invested in the
business sphere which would have a detrimentattedi® economic growth in the sense
we have given to the term in section 18.2.1.

Now, in the course of time, two institutions havelged that provide a solution
to this problem. They make transactions possiblevdéen the participants of the
financial markets which would not take place withthem because of the mismatch of
maturity wishes. These institutions are the modiih of capital and term

transformation.

19.2.2 The mobilisation of capital

To understand the rationale of mobilisation one tobaalise that most lenders
do not insist on short-term contracts because thefinitely plan to reclaim their
savings after maturity. What they want is only gssibility of doing this®*® This is
enough to feel protected against surprising evémas demand the availability of
money at short notice. In this respect, it doesmatter to the lender whether he can
reclaim his savings from the original borrower mmh someone else. The main point is

that hecanreclaim them and that they are therefore suffitydiquid.

893 Bagus (2010, p. 5)

89 5ee Schmalenbach (1951, p. 121).
89 Similarly Levine (1997, p. 692).

89% See Schmalenbach (1951, p. 121).
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In mobilisation, exactly this fact is taken advaygaf. The whole credit is split
up into fungible sharesdenominated in small amoufitéthat are called securities.
Whoever buys one of these securities from the commpawly issuing them grants the
latter credit. These kind of transactions take @lac the so-called primary market. The
key financial institution in the primary markettise investment bank that underwrites
the securiti€§® and later sells them to the public. This way, lo@ primary market the
savings are transferred from the savers to the aamppSo far, our problem is not
solved yet. An owner of such a security boughthengrimary market would still “have
to hold it until maturity, if the security featur@admaturity, or until death, if the security
were a perpetual issul®® Yet, as the securities are fungible and denomihatesmall
amounts, it will usually be easy to find someone@wants to take them over in order
to profit from the undertaking himself. The poskibito trade fungible securities has
given rise to the “market for the exchange for @xésting securities™ which is
usually calledsecondary markefThe stock market is, in the main, a secondarykatar
for securities®* Holders of securities and suppliers of savingstntieere in order to
trade constantly. Its main function is thus “to mpade liquidity for the owners of
existing securities®?

By mobilising the fungible parts of a credit thertmavers can be provided with
long-term credit whereas the lenders are, at theedame, provided with liquidity. As
long as there are other people on the stock mavket are ready to hand over their
savings for these parts, it will always be possiblesell the securities and thus to be
forearmed in case of surprises. One must, howevet, forget the downside of

mobilisation. Sometimes, for instance during anneooic crisis, the secondary market

897 See ibid. (p. 123).

8% See Santomero/Babbel (1997, p. 434).

89 |bid. (pp. 455 f.)

%0 bid. (p. 423), similarly Fabozzi/Modigliani (200p. 123).

1 See Schmidt H. (1993, p. 333), Shim/Constas (200103).

992 santomero/Babbel (1997, p. 423), see also Koh®420. 28), Huerta de Soto (2009, p. 460)
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ceases to be liquid. Thus, the lender incurs thle that he will not be able to sell the

securities without some 10&%

19.2.3 Term transformation

Another way of bringing short-term lenders and lbegn borrowers together is
performed by some financial intermediaries, mosablky banks. The banks accomplish
the transformation by borrowing short-term from é¢teditors and lending the money
out to its debtors long-terdi? Thus the original savers are provided with ligyidind
the final borrowers with long-term finance. Terrartsformation serves the interest of
both these parties. Furthermore, as Bagus and Hoade, it is also profitable for the

banks.

As the yield curve is normally rising, there isiagentive for entrepreneurs to

arbitrage this price disparity. There is a propportunity by borrowing short

at low interest rates and investing long at a highte?%

Yet, it might be argued that also the banks araged of permanent savings. If they
lend out money for, say, ten years they are in naeoeing financed for this whole
period. In that their capital rests mostly on sHertn loans, they run the risk of
becoming illiquid if its creditors do not prolonpeir loans and no successors can be
found®®® Thegolden rule of bankingests on this consideratidff.In the words of Otto

Hubner:

93 gee Schmalenbach (1951, p. 124).

%4 gee Fabozzi/Modigliani (2009, p. 26).

995 Bagus/Howden (2010, p. 73), see also Bagus/Ho\&ehl, pp. 7 f.).
9% See Bagus/Howden (2010, p. 73).

%7 See Schneider D. (2001, p. 763).
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[O]ne cannot loan out long-term funds on the basishort-term borrowing
without running the risk of not being able to pack the latter. [...] [Banks]
have acted and continue to do so, despite all thbus of solidity they
surround themselves with, like a speculator whis s#lort in divesting stock
that was entrusted to him for storage in the belithat he will be able to

replace it at any time when delivery is demantféd.

Hubner consequently calls for the golden rule atiogrto which banks may not lend
out credit that is longer than the credit they nezelf a bank does so, “it warrants
something which it does not have itseft®This point is still upheld, and with the same
argument, by some economists in a recent debatardiag to William Barnett 1l and
Walter Block it is “fraudulent [...] when there is rmismatch between the bank’s
borrowing and lending, such that it borrows shod &nds long.” They argue that, in
such a case, there is an “over determination opgny titles” at hand. When, for
example, 100 dollars that have been borrowed stemdme due, “[tlhere are not one,
but two people with a valid claim for that $100.” First af, they continue, there is the
saver who lent the 100 dollars to the bank for artsheriod. And then there is the
borrower who was told by the bank that these moaiesot due back until the end of a
longer period. “There is thus a logical incompditipin this scenario 3°
Now, these economists would be correct in merelyingaconcernsabout

maturity mismatching. Like mobilisation, also tetransformation has a downside. The
financial intermediaries must rely on correct apations of the future availability of
savings if they want to continually roll over thdiorrowings™* This, as Bagus and

Howden admit, “is a very risky busineg¥"and “carries the danger of insolvency’

9% Hibner (1854, p. 29)

%9 bid. (p. 59)

910 All quotes from Barnett/Block (2008, p. 3 of theicle, emphasis by Barnett/Block).
11 See Bagus/Howden (2010, p. 73), Bagus (2010,.p. 7)

%12 Bagus/Howden (2009, p. 5 of the article)

913 Bagus/Howden (2011, p. 10).
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Yet, there is no reason to suppose that, in nomiralbmstances, bankers act in a
systematically imprudent way and lend out more lmrgn credits than they can
reasonably expect to be able to finance by mearshoft-term debt'* As Philipp
Bagus demonstratesystematignistakes in maturity mismatching only occur ineca$
an artificial credit expansioft?

To sum up, bringing short-term lenders and longitborrowers together in any
case implies a risk. The possibility of mobilisiogedits rests on the existence of a
liquid secondary market consisting of ready savéne risk is incurred by the lenders
as the market price of their securities might daseeafter they have invested their
savings. The possibility of term transformationtsesn the permanent replenishment of
short-term savings. The risk is incurred by theksaas they might become insolvent

when their liabilities cannot be rolled over.

19.3 Concluding remarks on the financial market

It might be helpful to sum up the main results aftdll. After the second part
was dedicated to the real processes that undedieash flows on the financial market,
the third part focused on the cash flows themselVee main purpose was to find the
connection between them and the subsistence fuatdvia have shown to be the “real”
object of the financial market.

In order to do this, we had to analyse money aagutrchasing power in depth.
At first, we have ignored the real processes andcewotrated on the way how
businessmen in the market economy orientate tbg&ores by money and money prices.
Business calculation, especially capital accountieguld be demonstrated to be in

accordance with the logic of human action. Capitddusiness accounts is nothing else

914 See Bagus (2010, p. 7).
915 See ibid. (pp. 9 ff.).
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than a numerical expression of the monetary cdss have been incurred by an
enterprise in order to earn revenues.

Later on, we have established a connection betwemsrey and the subsistence
fund. The analysis of the purchasing power of mdmey brought to light that the only
purchasing power of money that counts is its pawdyuy consumers’ goods. Nobody
demands money because it buys other goods likeupensl or intermediate goods.
Even businessmen are not interested in the latitehpsing power of money. Money is
only accepted in payment because it buys consumgeasis.

It was concluded that the capital in business ausoand the cash flows on the
financial market bear a close relationship to thessstence fund. The money loans that
are traded on the financial market constitute pawegrurchase consumers’ goods. Only
with the help of consumers’ goods, or with the pot@eacquire consumers’ goods, it is
possible to finance the economy. In the end, thanitial market is the market for the
subsistence fund. Capital in the balance sheetsfisig the amount of the subsistence
fund that has been channelled through the resmgeetiterprises. Capital accounting
helps to determine whether the past sacrifice térm@al consumption is outweighed by

the resulting power to consume.

259



260



Part IV: The theory of the business cycle

and the German crisis of 1873
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20. Natural and artificial financing

So far we have assumed a constant supply of méheyto this assumption we
were able to analyse the formation of the purcliapiower of money, as well as the
financing of the economy by means of money savimgshout the necessity of
considering effects that stem from an alteratiorthaf quantity of money. Anything
could be financed only by means of savings, anithgawresupposed the sacrifice of
potential consumption. To express it in Angel Raggnwords, we were dealing with
“natural financing.”® We will now relax this assumption. In doing thise come
closer to our present monetary system where theeynenpply has become a policy
variable. Today some actors, especially the ceatrdlthe commercial banks, are able
to create money without anybody being in need ofiirning a discernable sacrifice.
This money can be employed in the business spbefieance production apparently
without provoking any psychic costs in the consuarpsphere. This way of financing
the economy Rugina callsatbitrary” or “artificial financing.”®*” The following
chapters will show that the theoretical resultshef foregoing parts can be applied to
explain problems that arise in a world where aniififinance exists.

First of all, it will be demonstrated that our rksiware compatible with a theory
that deals with the problems of our present mogesgstem. In 1974 Friedrich von
Hayek has been awarded the Nobel Price in econofaoickis contributions to the
circulation credit theory of the trade cycle. Tcetpresent day this theory, first
developed by Ludwig von Mises, is one of the cdrittrames in Austrian Economics.
For this reason, it is very often called the “Ausstf theory of the business cycle
(ABCT). It is important to us because it can be enadmpatible with our analysis of

the last two parts. Indeed, many thoughts that axe Ipresented stem from expositions

1 Rugina (1949, p. 109, emphasis by Rugina)
17 Ibid. (p. 110, some emphasis added)
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of this business cycle theory. It is mainly conegrnvith the link between the financial
and the “real” sector, or, as one might also sa&gwbeen the private and the social
notion of capital. Its principle examination objéxthe expansion dfirculation credit
Although the latter originates in thmancial market, it has devastating effects on the
real economy. An investigation will bring to light thatso in the Austrian business
cycle theory credit on the financial market has filmection to allocate the available
power to purchase consumers’ goods, or, shortysthbsistence fund.

In order to understand the ABCT it is necessargrasp a distinction between
two different kinds of credit first made by Ludwign Mises’® The first one, the
commodity credjt corresponds to our notion of credit. It involvas exchange of

present goods for future goot3Credits of this kind are

characterized by the fact that they impose a seeribn that party who
performs his part of the bargain before the otheesd— the foregoing of

immediate power of disposal over the exchanged §8od

Thus, this kind of credit is related to what Rugiterms ‘hatural financing’
Concerning money, commodity credit means an exahafgresent money against a
claim on future money.

The second kind of credit Mises catisculation credit It stems from the power
of banks to lend additional money into existences Inot necessary to go into the
details of fractional reserve banking here. Tha #ind of banking is able to create
additional credit via lending out its own bank rtén earlier times) or demand

deposits that are at any time convertible into myome generally accepted by

%18 See Gentier (2003, p. 46).
919 See also Mises ([1912] 1953, p. 264).
920 pid. (p. 264)
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economists** The phenomenon is called money multiplier. Misgmnt is that this

kind of credit creation causes nearly no costheagsuing bank. This

group of credit transactions is characterized leyf#lct that in them the gain of
the party who receives before he pays is balangeublsacrifice on the part
of the other party?

Circulation credit is not a proper credit transactiat least according to Mises’s (and
our) definition, as “the essential element, thehaxge of present goods for future

goods, is absent®

If a creditor is able to confer a loan by issuidgiras which are payable on
demand, then the granting of the credit is bound/itip no economic sacrifice

for him %%

To use Rugina’s terminology, circulation credit stitutesartificial finance Chapter
21 is dedicated to the consequences that the latt@rof credit brings about in the real
sector. In accordance with the ABCT it can be shdwat additional circulation credit
makes the entrepreneurs behave as if the amouhe @vailable subsistence fund had
increased.

However, we will demonstrate that the ABCT is ndways expounded
homogeneously. For some Austrian economists, indéednsideration of the
subsistence-fund is essential to a complete aridyriextured understanding of the

business cycles’® Others, however, do not think the “subsistencelfun be a very

921 See Huerta de Soto (2009, pp. 182 ff.), Belke#o{R009, pp. 29 ff.), Dornbusch et al. (2008, pp.
395 ff.).

922 \ises ([1912] 1953, p. 264)

92 |bid. (p. 269)

924 bid. (p. 265)

925 Sechrest (2002, p. 3)
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helpful tool in economic analysié® It will be shown that those versions of the ABCT
that run in the terms of the subsistence or wagad fire superior to those that use
different concepts.

After the compatibility of our results with the ciration credit theory of the
business cycle has been demonstrated, we wilhapter 22, illustrate our findings by
reference to the German economic crisis of 187% [akter suggests itself for closer
examination because the boom preceding the craslhden fed by artificial financing
to a high degree. The episode is chosen as exaamnabject for two more reasons.
Firstly, most of the other historical episodes vehboom-bust-cycles occurred have
already been studied by economists endorsing talation credit theory of the trade
cycle. For the crash of 1873, so far nobody haspiech and analysed the data from
this point of view. Thus, the following discussiaontributes to the historical
substantiation of the ABCT. The second reason weycrisis of 1873 is analysed in
detail concerns its actuality. Although this crisi®gether with its causes and
consequences, seems to belong to the long distant ip shares some characteristics
with the current financial crisis broken out in Z0OOost notably, the then accounting
rules concerning the valuation of assets resenti@dentodernfair-value-principle In
the decades leading to the crash, legislation leathtkd from the traditional rules of
realisation and lower-of-cost-or-market. In theldeling boom, the newly introduced
rules fuelled the exuberance of the time createdhleycredit expansion. Also, they
made it easier for treacherous persons to expieitrtfatuated public — the outstanding
feature of the episode. All in all, they had a teb8ising effect on the economy. The
understanding of the impact these rules had omtbaomy might help to evaluate the

modern tendency of implementing the fair-value-pipte.

926 See Kirzner (1996, pp. 84 f.).
266



21. The circulation credit theory of the business @te and the

subsistence fund

21.1 Exposition and development of the theory
21.1.1 The exposition in Mises’s Theory of Money an@redit in 1912

The first exposition of the circulation credit tlgaf the business cycle theory
goes back to 1912. Ludwig von Mises expoundedtiterashortly in his habilitation
treatise entitledTheorie des Geldes und der Umlaufsmifteheory of Money and
Fiduciary Media®®’ In its original version, the theory can very easie reconciled
with our discussion on the nature of the financrarket and its link to the “real”
economy. As was already mentioned in the part enstbtial notion of capital, also
Mises stresses the importance of the fund of coessigoods — theubsistence fund

when it comes to determine the possible length®fproduction processes.

The period of production [...] must be of such a tentpat exactly the whole
available subsistence fund is necessary on thehand and sufficient on the
other for paying the wages of the labourers througtthe duration of the
productive process. For if it were [long&f] all the workers could no longer
be provided for throughout its whole course, areldbnsequence would be an
urgent offer of the unemployed economic factorsalwtdould not fail to bring

about a transformation of the existing arrangement.

In accordance with our theory, he further stated the “national subsistence fund is
necessarily altered by the increase of savifgsThus savings, in influencing the

subsistence fund, determine the way productiomgarased in the economy:

927 Mises (1912), translated as “The Theory of Money &redit” (Mises [1912] 1953).
928 Mises here says “shorter* which must be a typo.

929 Mises ([1912] 1953, p. 360; 1912, p. 428)

930 Mises ([1912] 1953, p. 347)
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A lengthening of the period of production is onhagticable [...] when either
the means of subsistence have increased suffigismgupport the labourers
and entrepreneurs during the longer period or wthenwants of producers
have decreased sufficiently to enable them to miflee same means of

subsistence do for the longer perigd.

The size of the subsistence fund is hereby indicedehe entrepreneurs by the rate of
interest such that an increase of the fund leads decrease of the interest rate. In
consequence, “a reduction of the rate of interest pnust necessarily lead to a
lengthening of the average period of productitfi.”

Now, according to Mises, the injection of additibaiaculation credit influences
the economy in a totally different way than comntpdredit. Whereas the latter does
not cause any systematic problems, the existenceanfiation credit causes the whole
boom-bust cycle. In expanding the amount of cirboia.credit, the banking system
decreases interest below the rate that is indichiedhe amount of savings® So
despite the fact that the subsistence fund hasinuoéased, i.e., that “there is no
possibility of lengthening the average period obdarction”, nonetheless “a rate of
interest is established in the loan market whichresponds to a longer period of
production.®*

Now, the entrepreneurs, when they evaluate theitabdfty of the different
production processes, do not orientate themselydhéysize of the subsistence fund,
which they cannot observe, but by the interest. ritecreating the illusion of the
profitability of new investment possibilities — ateng longer production processes —

“[c]redit expansion initially can produce a boofiHowever, as the subsistence fund

91 |bid. (p. 361)

932 |hid.

93 See ibid. (pp. 361 ff.).

934Both quotes from ibid. (p. 362).
95 bid. (p. 422)
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has not increased at all, “there cannot be thehtglgy doubt as to where this will

lead:"®3%¢

A time must necessarily come when the means ofisebse available for
consumption are all used up although the capitabdgoemployed in
production have not yet been transformed into comion goods. [...] The
means of subsistence will prove insufficient to mtain the labourers during
the whole period of the process of production tha$ been entered upon.
Since production and consumption are continuousthab every day new
processes of production are started upon and otoenpleted, this situation
does not imperil human existence by suddenly mainifg itself as a complete
lack of consumption goods; it is merely expressedaireduction of the
guantity of goods available for consumption andoasequent restriction of
consumption. The market prices of consumption goasis and those of

production goods faf®’

So after the rate of interest has fallen becaustefadditional circulation credit and
has caused a boom, at last a counter-movemenins&tdth higher consumers’ goods
prices and lower production goods prices, the @sterate rises agaif® It turns out
that the increase of the subsistence fund has &eeltusion. The banks might like to
prevent the increase of the interest rate by expgndedit even further. But sooner or
later the interest rate must rise even if thereewes legal limits on the expansion of
circulation credit. The reason is that, paralletite other developments, the purchasing
power of money will fall because of “the increagdhe stock of money in the broader
sense that is involved in the increase in the duyaot fiduciary media.?* If the credit
expansion kept on going, the purchasing power afeyavould fall further and further

until one would reach

9% |bid. (p. 362)

%7 |bid.

938 See ibid. (p. 363).
99 |bid.
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the panic-like course of which there can be no dsurThen the rate of

interest on loans must also rise in a similar degred fashion. Thus the banks
will ultimately be forced to cease their endeavdoranderbid the natural rate
of interest*

The consequence will be an economic crisis. Somehef longer processes of
production have to be abandoned. With the hightr o& interest they cease to be
profitable. A part of the new production goods ‘“eah be withdrawn and must
therefore either be left entirely unused or attléesused less economicalff** So, to

quote Mises once more,

there has been a loss of value. Economic goodshwtoald have satisfied
more important wants have been employed for thésfaation of less
important; only in so far as the mistake that hesrbmade can be rectified by

diversion into another channel can loss be predetite

To sum up, the circulation credit theory seemsa@érfectly compatible with our own
exposition of the role of credit and the finanamaérket. According to the theory as
contained inThe Theory of Money and Creditdditional circulation credit creates the
illusion of an increase of the subsistence fundrdpmeneurs behaas if this fund had
been increased by savings out of incombus, also in this theory, the function of
money in the financial market is to transfer thepoto purchase consumers’ goods to
the originary factors of production. Otherwise, tb&pansion of money lent to the

business sphere would not create the illusion éen fund of consumers’ goods.

940 pid.
%1 See ibid. (p. 364).
92 bid.
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21.1.2 The business cycle theory in the hands ofdRard von Strigl

It must be pointed out that even the 1912 versiennot formulated
unambiguously. As long as Mises employs the termans of subsistence,’ it is clear
what he is talking about. These means are defynielailable for consumption” and
he contrasts them with capital goodS. But he also often employs the term
“subsistence fund,” of which it is not totally ctelhow he understands it. On the one
hand, he seems to employ it synonymously to theatra@f subsistence.” On the other
hand, he takes the term over from Bohm-Bawerk whotsvd to include all kinds of
goods, not only consumers’ goo4.A point which indicates that Mises, at least
sometimes, endorses this interpretation is thetfedt for him, the “quantity of metal
available for industrial purpose&*® which definitely is no consumers’ good, is part of
the subsistence fund. Furthermore, at one poinevem formulates his theory not in
relation to either the subsistence fund or the medrsubsistence, but to intermediate

products:

[D]espite the fact that there has been no increasgermediate productand
there is no possibility of lengthening the averpgeod of production, a rate
of interest is established in the loan market whiohresponds to a longer
period of productior?®®

To be sure, shortly after he has written this se#ehe again speaks of the means of
subsistence that are missing. However, it can ba §em the quotes given that, even
in The Theory of Money and Creditis theory does not always and consistently nun i
the terms of the subsistence fund as a fund ofwnass’ goods. At some places, also a

different interpretation seems permissible.

3 35ee ibid. (p. 363).

%4 See Bohm-Bawerk (1921b, pp. 391 f.).
%5 Mises ([1912] 1953, p. 346)

%8 bid. (p. 362)
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In contrast, Richard von Strigl is the economistowmost consistently
emphasises the connection between the allocatiothefsubsistence fund and the
expansion of circulation credit. For him, money revepresentdhe consumers’ goods

it can buy. And therefore

all monetary capital represents actually availaibsistence means, i.e., [...]
in offering monetary capital actual means of subsise which can serve to

support roundabout production methods are beingerasdilable’*’

It is not necessary to go into the details of $figxposition. A lot of his arguments
have been incorporated in the exposition in thetlas parts. | have tried there to heal
what | consider to be the weak point of his theokjoney does notrepresent
anything®*® Apart from that his theory is, at least as facascerns us, compatible with
the exposition inThe Theory of Money and Credis presented above. He always
highlights the role of the subsistence fund. Cremkipansion makes entrepreneurs
behave as if the available subsistence fund hagased. At the end of the boom the

means of subsistence become scarce and many méwhprojects have to be stopped.

21.1.3 Further development of the theory by Misesputo 1936

It must be noted that Mises has changed the expo%fithe theory in question
over the years. It has been shown that even th& i@tsion is not formulated
unambiguously. Now, in 1928 Mises further developedt this point he still uses the
terms “subsistence fund” and “means of subsistemsepart of his explanation. He

describes their role in the same way as in 1912:

%7 Strigl (2000, p. 113)
%8 Hilsmann criticises this point not only genergiiilsmann 1996a, pp. 25 ff.), but also in relation
Strigl (Hulsmann 2000, pp. xxiv ff.).
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Roundabout methods of production can be adopteg smifar as the means
for subsistence exist to maintain the workers dytime entire period of the
expanded process. All those projects, for the cetigal of which means are
not available, must be left uncompleted, even thotgey may appear

technically feasible—that is, if one disregardsshpply of capitaf*®

One could imagine from this quote that he uses fraed subsistence” and “capital”

synonymously. And indeed, he even writes that

[iln a given economic situation, the opportunitfes production, which may

actually be carried ougre limited by the supply of capital gooaigilable®™°

Shortly afterwards, he employs the terms “existespurces ™ “subsistence fund®?

and “funds®®®

to express the same idea. It is not clear whavdrgs monetary savings
and credit to mean in real terms.

Although there are some terminological inaccuracs to 1928 Mises’s
explanation of the business cycle still runs imerof a “subsistence fund”, however
defined, that does not suffice in case of proj¢lctt only seem profitable because of
credit-expansion. In the following years, Mises raipes his formulation of the theory
and abandons the term “subsistence fund” altogatheronnection with capital or
business cycle theory. In 1931, in an admitteaigy\short formulation of the theory,
he only mentions “resources” as the decisive fasftitout any detailed explanation of

this term®“ In 1936, it is neither the subsistence fund, her tmneans of subsistence,

that limit the length of the production period. teed,

99 Mises ([1928] 2006, pp. 110 f., emphasis added)
%0 bid. (p. 110, emphasis added)

%1 bid. (p. 111)

%2 |bid.

93 bid. (p. 112)

%4See Mises ([1931] 2006, p. 162).
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[tihe material means of production and the laba@ilable have not increased;
all that has increased is the quantity of the fidycmedia which can play the
same role as money in the circulation of goods. mleans of production and
labor which have been diverted to the new entezprisave had to be taken
away from other enterprises. Society is not swgfidy rich to permit the
creation of new enterprises without taking anythiaggay from other

enterprises. As long as the expansion of credaorginued this will not be

noticed, but this extension cannot be pushed iniely.’>®

Here it is the means of production and labour & not available in sufficient
guantities. He also states that society is noth"rienough, not specifying if this
expression is supposed to correspond to the “na&tereans of production and the
labor available”, or to something else. It has ¢oshid that also this quotation is taken
from a minor publication. But still it shows thabrsething has changed. The

subsistence fund is not mentioned here at all.

21.1.4 The exposition of the business cycle theoryHHuman Action

The important question is how Mises formulatestheory in hismagnum opus
Human Actionof 1949. There he also develops his capital theang so it suggests
itself that an analysis of this book will help tarify the interrelation between the terms
in question. In earlier publications Mises treatee issues of capital theory only
randomly.

Although, as will be shown below, Mises signifidgralters the exposition of
the circulation credit theory, he does not forgbbw the “means of subsistence”

altogether.

95 Mises ([1936] 1996, p. 29)
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People eager to embark upon processes with a Igeyerd of production
must first accumulate, by means of saving, thantjtyaof consumers’ goods
which is needed to satisfy, during the waiting tinad those wants the
satisfaction of which they consider more urgenntlize increment in well-

being expected from the more time-consuming prot8ss

On the same page he explicitly calls these conssirgeods “means of subsistence,” so
far as they are used to pay labour. So, in a nllitdte still says that the means of
subsistence are the prerequisite for a lengtheainipe period of production. In his
Nationalékonomigthe German-language predecessoHaman Action he specifies
this thought in saying that these means serveem[freimachen] original and produced
means of production from being employed in shostys of productiori>’

It might be inferred from this quote that Misedlstrgues in the same line as
1912. Yet, he does not use this concept continyowrben he comes to explain the
business cycle. In his earlier works, as we haea si¢ was the “subsistence fund” that
limited the length of the production processes.aftificial lowering of the interest rate
induced the entrepreneurs to embark upon unsubtain@too long”) production

processes. Illuman Action

the drop in interest rates falsifies the businesssnealculation. Although the
amount ofcapital goodsavailable did not increase, the calculation employ

figures which would be utilizable only if such arciease had taken platé.

So the entrepreneurs do not act as if the subsistemd had increased, but as if the

amount of capital goods had increased. He restiaitepoint a few pages later:

96 Mises (1949, p. 488)
%7 See Mises (1940, p. 450).
98 Mises (1949, p. 550, emphasis added)
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A further expansion of production is possible orflyhie amount of capital
goods is increased by additional saving, i.e., lnplsses produced and not
consumed. The characteristic mark of the crediaagmn boom is that such
additional capital goods have not been made availathe capital goods

required for the expansion of business activitiasstmbe withdrawn from
other lines of productiofr®

Obviously, the limiting factor here is the capigglods. In this point he differs from his
earlier expositions. However, he tries to integriad¢h phenomena, scarce means of

subsistence and scarce capital goods, in his exfiden He also echoes his earlier

formulations by saying:

Production has been altered in such a way thaletigth of waiting time has
been extended. But the demand for consumers’ goasisiot dropped so as to

make the available supply last for a longer peff8d.

With this integration of capital and consumers’ gedVises simply employs Bohm-
Bawerk’s concept of the subsistence fund that st&1sof both capital goods and
consumers’ goods. Anyway, thaecisivefactor that marks the turning point of the

business cycle is the scarcity of capital goodspohconsumers’ goods:

[The entrepreneurs] embark upon an expansion afsinvent on a scale for
which the capital goods available do not suffice. Their projects are

unrealizable on account of tiresufficient supply of capital goodShey must
fail sooner or latef*

%9 bid. (p. 554)
90 pid. (p. 553)
%1 bid. (p. 556, emphasis added.)
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To sum up our findings so far: In his earlier wolkses stresses the importance of the
subsistence fund, though not clearly defining atdr on, roughly since the thirties of
the last century, he starts to stress differenasdmore strongly. Though he still
recognises the importance of the means of subsistére doesn’t think these to be the
only, or at least the main, limiting factor for arpanding of production. Rather the
capital goods gain prominence.

Now, to derive an exact notion of how he thinks blisiness cycle to elapse in
his later writings it is necessary to understana@ite exactly means by capital goods.

On one occasion in the third editionk@iman ActionMises defines capital goods as

either intermediary stages in the technologicalcess, i.e. tools and half-
finished products, or goods ready for consumptlmat thake it possible for
man to substitute, without suffering want during thaiting period, a more

time-absorbing process for another absorbing aehtime’®?

But, as shows the following quote taken from theneaedition, capital goods as just

defined are not scarce at all at the appearanteafrisis:

However, raw materials, primary commodities, haifshed manufactures
and foodstuffsaare not lackingat the turning point at which the upswing turns
into the depression. On the contrary, the crispgégisely characterized by the
fact that these goods are offered in such quastitseto make their prices drop
sharply??

This is exactly the opposite of what he says inpghssages quoted before where he
maintains that capital goods are the bottlene¢keaturning point of the business cycle.

However, we will not evaluate Mises’'s business eytileory on the basis of the

%2 Mises (1966, p. 260)
%3 bid. (p. 560, emphasis added)

277



definition just quoted. It does not appear in thstfand apparently most string®&tt

edition ofHuman Action And there he has a different concept in mind wherstates
that the supply of capital goods is insufficientli crisis, namely the following: “We
may acquiesce in the terminological usage of cpllihe produced factors of

productioncapital goods’*®°

21.1.5 Capital goods as the limiting factor?

Unfortunately, Mises does not explain why he thitlkat the fact that credit
expansion leads entrepreneurs to calculate aseifathount of capital good$iad
increased causes the business cycle. In orderetths¢the scarcity of capital goods
cannot produce a buslet us assume that the entrepreneurs have irfmssd counting
on a large supply of capital goods. At some pdimey realise that their expectations
have been flawed. The price of capital goods risksw, it is true, this development
will increase the costs of those entrepreneurs méed these goods as input. Those
entrepreneurs might indeed have to stop or brimgndausiness.

However, it must be remembered that capital gowdthe definition given by
Mises himself, are produced means of productiothdfy become scarce, their supply
can be increased by simply producing them. Thugiigeof capital goods prices will
simultaneously establish new profit opportuniti€&ntrepreneurs will be eager to
produce them. Their supply should therefore inaremsd their prices decrease again.
There is no problem with this solution unless sdrmgt might hinder the production of
capital goods. This occurs when such an undertakimgears unprofitable to the
entrepreneurs. But the fact that it is unprofitatdgroduce a good cannot signify its

“insufficient supply.” Rather the opposite is truBo sum up, the scarcity of capital

%4 See Herbener et al. (1998, pp. xx ff.).
95 Mises (1949, p. 263, emphasis by Mises)
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goods can be healed by producing them. When ihgsafitable to produce them they
are not scarce.

It is different when the savings, that is, the &lde fund of consumers’ goods
becomes scarce. As against capital goods, this ¢andot beproduced As we have
seen in the first part, every kind of action invedvthe incurrence of a consumption
sacrifice. In other words, consumers’ goods mughkee in order to be able to finance
production. Of coursealso the production of consumers’ goods presuppdkes
antecedent availability of consumers’ good@lkus, one cannot argue that the scarcity of
consumers’ goods can be overcome by producing thEms would be circular
reasoning. Instead, the fund of consumers’ goodoody be increased ksaving And
if the savings are not enough to finance the agt@luction processes, the interest rate
will rise and many projects will become unprofitabBusinessmen themselves can do
nothing to prevent this consequence as long as@eéomot save more.

Thus we find that the limiting factor at the turgipoint of the cycle must be the
available subsistence fund. During the credit esfmam the banking system has created
additional power to purchase consumers’ goods witicdated the illusion of an
increase in this fund. Those versions of the AB@dt do not or not only run in terms
of the subsistence fund must therefore be lookexh ugitically. At this place we are
not going to examine all versions of the ABCT. &#fit to say that nearly no author
confines oneself to an exposition in the lineshaf subsistence fund. To give only two
examples: In the analysis of the followers of Haytblke expansion of circulation credit
creates the illusion of additional gross saviffjaVe have already shown that this
concept is arbitrary. It is merely connected to plagment practices and habits of the

businessmen. Roger Garrison, in turn, employs ¢hag loanable fund®’ investable

96 See Huerta de Soto (2009, p. 358)
%7 See Garrison (2001, p. 36).
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resourceS®® or investable fund&’ when he speaks of savings. He explicitly states th
these concepts are not identical with a “stockasfsumption goods?*° Consequently,
what makes itself felt at the turning point of tbesiness cycle are “[rlesource

scarcities.?’* This terminology evades the problem at hand.

21.2 The effect of a credit expansion on the pricgy/stem
21.2.1 The leverage effect

In chapter 22, what has been said about the ctronlaredit theory of money
will be illustrated by means of historical data.f@e this can be done, we have to
enlarge upon the question of how exactly a credgaasion affects the economy.
Particularly with regard to an empirical analysissinecessary to obtain criteria which
can easily be observed in the data. As the additioredit has effects on the price
system, and as price data is relatively easy taipit might be helpful to expound in
detail how the credit expansion is supposed tachffee price system. This will be done
in the present section.

When the banking system lends additional money @xistence it enters the
loan market and decreases the interest rate timerermal times this is the signal for
the entrepreneurs that more savings can be ugéd inusiness sphere to be paid out as
income or profit. As was explained in part Ill, Wwita lower interest rate the
entrepreneurs will by tendency switch from conswghgood production to producers’
good productiori’?

To be precise, the adjustment process will proceedspecial way. The credit

expansion will directly decrease the interest fatedebt capital only, not for equity

98 See ibid.

%9 see ibid. (p. 72).

0 |bid. (p. 36)

o bid. (p. 72)

972 See also Rothbard ([1969] 1996, p. 83).
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capital. The corresponding change in the produdtaicture is hereby set in motion by
the economic calculation of the businessmen what weaprofit from this situatiofi’®
First of all, all kinds of businesses will see their profitabilityciease, no matter
whether they produce consumers’ goods, producesisg services, or raw materials.
The reason is that all of them are in need of peantcapital. And as less has to be
paid for interest on liabilities because of theddr@xpansion, more profit on equity
capital can be expected in every kind of durablerpnise. Furthermore, it becomes
profitable to employ more leverage in order to ekpthis effect’’* All enterprises will
by tendency expand business, i.e., spend more mrisinas long as the higher profit
rate persists. In short, “[tjhere is a general egcef demand over supply — all is
saleable and everybody can continue what he haudmiag.®”> A boom begins’® In
consequence, the prices of inputs, both originaggoks and intermediate goods, will
rise until the profit rate on equity is more ordesqual to the artificially lowered

interest rate.

21.2.2 The accumulation of the leverage effect withone enterprise

This general effect — the increase of profitabilityall kinds of business that
induces entrepreneurs to investaecumulatesthe longer the incurrence of costs
precedes the emergence of revenliéshat is, the longer capital is bound up. To
illustrate this point, let us first have a lookaasingle enterprise. The longer the time
span between its costs and its revenues, the ldngeeffect of a reduction of the
interest rate. Suppose a company that buys an @&kst and sells it tomorrow. The

amount of interest for borrowed capital that it hasleduce from the revenues of the

9 See Mises (1949, p. 550).
974 See Strigl (1928, p. 192).
5 Hayek ([1970] 1996, p. 100)
976 See Mises (1949, p. 550).
97 See Strigl (1928, p. 194).
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sale is nearly negligible, even if the company $thdwappen to be highly leveraged. A
decrease of the interest rate, then, would alse havwegligible effect on the price of the
asset. The small amount of interest payment iscedisgome more, it is true, but this
will not induce the entrepreneur to spend much nooréhe respective asset.

Suppose instead a company that buys an asseg saglting furnace, that lasts
for 20 years. This asset implies a huge amounbsiscthat brings about revenues only
within a considerable period of time. Thereforégrast payments for capital borrowed
to enable the purchase of the furnace will accutauwaer the years to a considerable
amount. In this case, a decrease in the interésthies a perceptible influence on the
profit on equity that can be had by means of thredce. As now more profit can be
made with these long-living assets if bought ondityecompetition will lead to an
increased demand for these types of goods th#teiend, will increase their prices and
bring their profit rate down to the artificiallywered market rate of interest. It must be
added that this effect also influences the pricdwable consumers’ goods, especially
of houses. Houses also last for many years, aedestton borrowed capital very often
accumulates to an impressive amount. The loweringeointerest rate accordingly has
a large effect on the monetary or psychic profit tten be had from buying or building
houses on credit. People will be ready to expami ttixpenses on houses and will
therefore raise their price considerably.

The reason why the prices of long-living assetsigaluring a credit expansion
also works in all other areas where costs and te&within one firm are separated by
a considerable time span. In case of in-house ptaduof the assets, also all goods
that help to produce these long-living assets faite a higher demand. Think only of
raw materials like coal and iron, or of workersttban be employed in producing the
assets or the raw materials. Although the thingatimeed are not long-living assets

themselves, the expenses on them do lead to reveandg far away in the future.
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Therefore, interest payments on these expenseseadnjua large amount if the interest

rate decreases.

21.2.3 The accumulation of the leverage effect ihé supplier stages

Until now we have been dealing only with the cadtians of a single firm. For
the latter, it becomes more profitable to emplog aonstruct durable assets. Another
important aspect consists in the regularly occgrifecct that the input prices that are
paid by one company form the revenue of anotherpsaducing the input. The latter
company has to factor itwo changes in its calculations. First, its revenuaseh
increased as the demand for its product has risecond, like for all other enterprises,
credit has become cheaper and therefore profigaityerises as well. For this company
in the supplier stage the credit expansion has #ffects that both increase its
profitability. It has a double incentive to expahdsiness and to spend more on its
inputs. That is, because of the double effect tieep of its inputs will rise even more
than the prices of its output. By now it shoulddbear that the companies supplying
theseinputs face an even stronger incentive to exparsihiess, as the effect multiplies
once more. The leverage effect accumulates as weumahe supplier stages.
Correspondingly, the input prices of the fartheragvsupplier stages increase by a
much higher degree than those of stages near fardloeiction of consumers’ goods. It
is important to add that the multiplier effect jastscribed is not confined to long living
assets or goods that change hands several timiéghayt reach the final stage. The
increase of profit possibilities accumulates als@ases where inputs and outputs are

different goods. When credit becomes cheaper amenues increase — the double
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effect explained above — more money will be speninputs no matter whether these
are durable or not. Also here one might think @f raaterials like coal and iro®

We see, as the additional circulation credit entieesbusiness sphere, it causes
an overall boom. It changes the economic calculadiobusinesses in a way that leads
them to increase investment in all stages of prboiicindustries that produce goods at
the supplier stages will be affected more intenbglyhe described leverage effect and
face an additional demand. They will therefore érydency expand more strongly than

other industries.

21.2.4 The leverage effect on the stock market
A further effect of an expansion of credit is adaratic and sustained overall

79 of stock priceS® The reason is the same as for durable assetsedi is

growth
cheaper, it seems profitable to spend more onreipally infinite series of dividends.
The fact that shares are totally mobilised eveateethe possibility of a feedback loop
because it seems possible to realise the profifsenf increased prices at every moment.
Speculation will therefore proceed to buy shares berause of the dividends but
because of these price increases and thus bidrittess higher and higher. In normal
times, an exaggerated increase of stock pricamitetl by the availability of credit’
However, if credit does not become scarce andastaemains low, stock prices can

rise continually as there is always a liquid buydio himself expects prices to rise even

further 282 The credit expansion

allows securities with continuously rising priceslde used as collateral for

new loan requests in cious circlewhich feeds on continual, speculative

978 See Strigl (1934b, p. 182).

99 Huerta de Soto (2009, p. 461)
%0 5ee Hahn (1960, pp. 313 ff.)
%1 See Machlup (1940, p. 92).
%2 See ibid. (p. 92).
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stock market booms, and which does not come tonanas long as credit

expansion last&>

To sum up, an expansion of circulation credit letmisan overall boom. All
prices increase by tendency, especially those &de goods and of other input that is
employed at higher stages of production. Furtheemas profits can be gained easily
on the stock and the asset markets during thetargdansion, “[s]hort-term thinking is
rewarded at the cost of long-term thinking and @dpnt, conservative entrepreneurial

culture.”®®*In the words of Philipp Bagus,

work ethic declines and a culture of «no sacrifidewelops. Entrepreneurial
energy is dedicated to making fast profits in theea price markets. Wanting
to earn money as quickly as possible, peoplehdlrtdaily conversations with
the latest asset price market news. They develdpaaquire knowledge that

helps them to participate in an asset price boastetliby credit expansiofi>

21.2.5 The reaction of the price system

As was explained in part Ill, all money that entdrs business sphere is, in the
end, supposed to be paid out to the owners of tigenary factors of production or to
the businessmen themselves. As long as the ambéombreey held by the businesses —
the business money — does not increase by the aaoent as the money supply, some
of the additional money created by the credit esmanwill enter the consumption
sphere. In other words, the money incomes of theofaowners will increas&® This

money, not to forget the increased profits of theepreneurs®’ will be divided among

93 Huerta de Soto (2009, pp. 461 f.), see also B&IE7, pp. 69 ff.), Belke/Polleit (2009, p. 453).
%4 Bagus (2007, p. 66)

%5 |bid.

986 See Rothbard ([1963] 2000, p. 11).

%7 See Mises (1949, p. 550).
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consumption expenses and savings according to isleesy of the consumet® As
long as the consumers do not change their behawahich we have no reason to
assume, they will divide their income on consumptod production in the same ratio
as before?® That implies that the absolute amount spent onswmption will
increase’”’® This point is what makes the circulation credipaxsion differ from a
credit expansion backed by savings. If the creditl mested on savings, overall
consumers’ spending would not change at all, teast not in a large degree.

Now, at first sight, this difference does not semmatter at all. Everything
runs its proper course. On the one hand, an inerefthe business sphere will make
necessary a permanent inflow of new savings inrdaleounteract the losses that stem
from entrepreneurial mistakes. This seems to baredsas parts of the increased
income will be saved and thus newly enter the lmssirsphere. On the other hand, the
extension of the business sphere will also bringuatan addition to the need of
maintained savings that have to be set free aggularly out of consumer spending.
Also this point seems to be ensured because alssuoter spending will rise, as we
have already noted.

There will, however, be a further effect that hirmléhe expansion of the
production structure to proceed as smoothly as pesscribed. The additional
circulation credit does not stem from savings. Tiseng consumer spending by the
earners of the increased income is therefore nontevacted by less consumer
spending of the savers, as in the case of creditdohby savings. Thus the whole
process described above is followed up by anotffecte As more will be spent on
consumers’ goods, the prices of the latter wilitsmrise®® In consequence, the rate of

profit in the consumption industries will increass well. It will become more

98 See Hayek ([1935] 2008, p. 243), Rothbard ([198R]0, p. 11).
99 See Rothbard ([1963] 2000, p. 11; [1969] 199&3).

990 5ee Strigl (1934b, p. 175).

91 See Mises ([1936] 1996, p. 28).
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profitable to invest in these industries. The newirsgs out of income will therefore by

tendency be channelled in their direction. In tbkofving, there are two possibilities.

Either the credit expansion has stopped by nownThe companies situated more up-
stream in the production structure will face anréase in the interest rate for new
savings which will be hard to stand for some ofhes their profitability rested on the

cheap credit. They turn out to be malinvestment$he” size of business activities
shrinks again. The boom ends because the forceshvenought it about are no longer
in operation.®®?

The second possibility consists in an on-going icregpansior®’® Then the
entrepreneurs will continue trying to make profitsh the newly created credit. They
will bid up the input prices further on until thenale price structure is adjusted to the
higher consumers’ good prices and the low interatt. But in the course of this
process, the incomes will increase once more. @dytime, they will rise by a higher
rate. The reason is that, now, not only the cneelitly injected in the business sphere is
paid out as additional income or profit. One must florget that also the profits in the
consumer industries have risen as well becauseunmrs had spent more.

The cycle will repeat itself once again. The aadiil income will be used to
spend more on consumption. Yet, as just explaimeyme has risen at a higher rate.
So will consumer spending and consequently conssingeods prices and the profits
of the corresponding businesses. If credit expdodser, the other industries can
adjust again to the higher prices. But this timehigher amount of credit will be
necessary to adjust as the consumers’ goods graasrisen stronger. The longer the
credit expansion lasts, the faster the prices nsemers’ goods will rise and the more
credit must be injected into the business spherder to allow the entrepreneurs to

adjust their investments to the higher prices. A¢ @oint, this process has to stop.

992 Mises (1949, p. 551)
993 See Rothbard ([1969] 1996, pp. 85 f.).
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Otherwise it “would lead to the crack-up boom ahe breakdown of the whole
monetary system>®*

With the end of the credit expansion and the righ®interest rate, the leverage
effect turns around. Now especially those projeetsome unprofitable where the time-
length between costs and revenues is long, thttesemployment and construction of
durable assets. Also the supplier stages will hestnonger by the reversion of the
leverage effect. The movement of the corresponginges will therefore also turn

around and run in the opposite direction.

21.2.6 The movement of prices during the businesgate

To sum up our results: the circulation credit tlyeof the trade cycle expounds
the effects of additional circulation credit on tlkeeonomy in harmony with the
theoretical discussion of the parts Il and lll.régard to the discussion of the German
crisis of 1873 in the next chapter, especially winad been said of the reaction of the
price system is important. During the boom phake, grices of durable assets and
goods that are employed at supplier stages remot@ the consumption stages
increase by a greater amount than the prices afuronars’ goods and goods near the
consumption stages. Furthermore, the owners ofotlggnary factors of production,
most notably workers, earn more income for theirvises. After the crash, the
foregoing developments change to the opposite. diapethe supplier industries face
decreased demand for their products. The pricegh@flatter diminish to a higher
degree than the prices of goods near the consumpgtage. In consequence, their
producers suffer higher losses than the consumptdustries. The first part of the next
chapter will show that the events of the Germasisof 1873 are actually compatible

with the analysis provided here.

994 Mises (1949, p. 552)
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22. The German crisis of 1873

22.1 Theory and History

The boom-bust-cycle of the 1870’s comprising t@elnderzeit and the
subsequenGriinderkrachwas one of the most important periods of Germameaic
history. The ternGrinderzeitstems from the numerous incorporatio@i(ndungei
that were the outstanding feature of the boom. drash Krach) marks the end of the
heyday of classical liberalism in the German spegldountries® At the time, the
antecedentaissez-fairepolicy was made responsible for the numerous faons of
unsound corporations during tierinderzeit and for the extraordinary amount of
crashes in the following depression. Liberalismadnee discrediteti® and the anti-
liberal movements gained the upper ha&Hdt is the task of this chapter to show that
the liberal lawsthemselveslid not causethe boom in any way as is still sometimes
maintained®® As is worked out in section 22.2, the whole buséneycle would not
have been possible without the immergpansion of artificial financinghat followed
the defeat of France and the foundation of the @arReich in 1871. The later events
can easily be explained by the Austrian Theoryhefliusiness cycle. But, as is argued
in section 22.3, it is true that the liberal lavespecially corporation law, contained
several flaws that contributed to the strength e as to the direction of impact of the
Grunderkrach Especially the rules concerning the valuatiomsdets that resemble the
modern fair-value-principle have to be mentioned tiis regard. In order to
demonstrate their impact, it will be necessary toigfo detail and to make some
observations on the development of corporationife@erman trade law.

It should be clear from the outset that the follogvidiscussion is not supposed

to proveor totestour interpretation of the circulation credit thea@f money. In this, |

95 gee Kindleberger (1990, p. 77).

9% See Wischermann/Nieberding (2004, p. 155).
97 See Rosenberg (1967, pp. 62 ff.).

9% See Wischermann/Nieberding (2004, pp. 155 f.).
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follow Rothbard who, in his history oAmerica’s Great Depressigordoes not try to
prove his theory, but only “todescribe and highlightthe causes of the 1929

depression®*° He is of the opinion that

historical facts are complex and cannot, like tltmlled and isolable
physical facts of the scientific laboratory, be dide test theory. There are

always many causal factors impinging on each otileeform historical

facts100

This stance he adapts from Mises’s work on the atkilogy of economics. The latter
always emphasises the separation between theorlisiody. Whereas theory “aims at
knowledge validfor all instancesin which the conditions exactly correspond to ghos
implied in its assumptions and inferencé®history deals with thecbncrete content
of human action*®®? Therefore, Mises concludes, historical sciencesifiot teach us
anything which would be valid for all human actisn®?

Accordingly, in the following sections we are natirgg to verify or falsify our
theoretical statements. We are merely goindlustrate our theoretical statements by

means of historical facts.

22.2 The circulation credit theory of the businessycle applied
22.2.1 The expansion of artificial financing

Before we go on to describe the fate of numerouparations after the
Griunderkrach it is necessary to have a look at the ultimateseaof the whole boom-

bust-cycle. Within the framework of the followingliberations it will be easier to

99 Rothbard ([1963] 2000, p. xli, emphasis added,also Rothbard (1951, p. 944).
1000 hid. (p. xxxix)

1001 Mises (1949, p. 32, emphasis added)

1002 |hid. (p. 30, emphasis added)

1003 1hig,
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understand the excesses that occurred in the dowtexncorporations and the
corresponding speculation.

The German monetary system of the sixties and eselyenties was not as
uniform as it is today. Thalorth German Federatioonsisted of more than twenty
states, several of which had their own currency.th time of its foundation, the
German Reictstill contained seven currency aré¥¥.In addition, a lot of older coins
and foreign currencies were still in U8&and, until the unification, many states had
issued state notes that continued to circul8i®Furthermore, at the time of the
Griinderzeitthere existed 33 note issuing banks, the so-calitelbanker®”’ Also
deposit banking appears to have been widely aatepdecording to Wagner,
legislation nearly generally sanctioned or at ldasitly tolerated that note issuing
banks also operated in deposit bankiffjThe standardisation of the currency was
achieved only in 1876 when the gold standard wealfi introduced-°*°

As the monetary system was quite complicatélit is not easy to say exactly
how much money circulated at the time. What followsdata taken from several
historical studies that deal with this problem. [Ealb shows the development of the
money supply from 1868 to 1875. It does not contéhamount of state notes as there
could not be found annual data. The only thing taat be said about these is that their
amount was not very significant. In 1865, it was If@dillion Marks, in 1872 184
millions, and in 1876 it was back to 128 milliof5* So from 1865 to 1872, the amount

of state notes increased by 75.2 percent, whehsaarhount of coin, bank notes and

1004 5ee Weigt (2005, p. 32), Baltzer (2007, p. 51).
1005 5ee Pohl (1982, p. 100).

1% gee Sprenger (1981, pp. 73 ff.).

1007 see Weigt (2005, p. 32), Baltzer (2007, p. 51).
1008 5ee Wagner (1873, p. 375).

1009 gee Weigt (2005, p. 33).

10195ee Pohl (1982, p. 100).

1011 See Hoffmann (1965, p. 814).

201



deposits together only rose by 72.6 percent. Thysgnoring state notes the growth

rate of the money supply is underestimated a liftle

Growth rate in

Year Coin Notes Deposits Total
percent

1868 1821 684 1245 3750 3.65
1869 1837 703 1341 3881 3.49
1870 1851 854 1429 4134 6.52
1871 1885 1074 1605 4564 10.40
1872 2189 1378 2117 5684 24.54
1873 2472 1368 2648 6488 14.14
1874 2517 1325 2871 6713 3.47
1875 2551 1054 3047 6652 -0.91

Table 1 Coins and bank notes circulating and bank depasithe area of the
German Reich in million Marks
SourcesHoffmann (1965, p. 814), Spree (1977, p. 374), my own calculations.

In the midst of the boom, the money supply soareddarly 25 percent in one
year. But it is interesting to note that contemppiend later writers do not argue very
clearly on this point. No matter whether they cdesithe banks to be guilty of
overproduction of monéy*? or not!®®they all concentrate on the circulation and
backing of bank notes only. Table 1 shows theicuation which increased by 61
percent from 1870 to 1872. On the other hand, ahdsvn in table 2, the percental

reserves for the notes also increased and werdyraatwo thirds at the peak of the

boom. Concerning the backing of notes the banke weite sound in this period.

1012 5ee Oechelhaeuser (1876, pp. 52 ff.), Tellkam@76Lp. 3).
1013 5ee Wagner (1873, p. 720), Kindleberger (199@5j.
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Backing of bank Backing of bank notes

Year notes in percent plus bank deposits
1868 56.3 20.0
1869 49.7 17.1
1870 49.2 18.4
1871 65.3 26.2
1872 62.8 24.8

Table 2: Backing of bank notes by bullion and coin
Source:Wagner (1873, p. 720), Sprenger (1981, p. 73),rand
computations

However, as Oechelhaeuser mentions in passingeterves not only had to
suffice for the notes, but also for the depositshef banks®* Table 2 shows that the
backing of bank notes and deposits together onlyuamed to about 25 percefit® Still,
one has to admit that the reserve ratio increasethgl the boom time. The original
reason for the increase of the money supply andréxdit expansion must therefore not
be looked for in the banks becoming more unsourad the period, but somewhere else.

Now, it was demonstrated in chapter 21 how addidi@irculation credit affects
the economy and causes the business cycle. Thepuoaihwas that additional credit
appears on the financial market as power to pueckkagsumers’ goods. As a result,
entrepreneurs adapt their plans and expand busmassunsustainable way. In essence,
this is also what happened in tBetnderzeit However, in order to understand how
exactly this came about it is necessary to hawela &t the particularities of the time.

During the episode in question, two factors made dhtrepreneurs think that
the power to purchase consumers’ goods has incte@dahese, the first one was not
an expansion of circulation credit in the properamag of the word. One of the most
prominent events of the time was the defeat of é&an theFranco-German Wanf

1870/71. In the following years, France had to peyund 5.57 billion Francs or 4.45

1014 5ee Oechelhaeuser (1876, pp. 70 f.).

1015Based on the data given by Tilly (1972/73, pp.,3359 f., together with 344), the ratio between
metal bank reserve and bank notes plus depositgroam from 13 to 19 percent between 1870 and
1873.
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billion Marks as reparationS:°a large fraction of which in coitf}’ The money had to
be paid in instalments until March 18%4%but in the end this was done faster so that
in autumn 1873 the last instalment was pgdtdwith the French billions, the German
governments paid back war loans as well as some @dns.’*° The former creditors
of the German governments were consequently lookiog new investment
possibilities’®* and thus, as is generally asserted, giant sumereehthe German
financial market%??Also the Austrian market was strongly affectédf According to
Kindleberger, one billion Marks of German stateusiies were estimated to have been
held in Austria'®**Hence it is not surprising that Austria also livibdough a boom-
bust-cycle in the early seventies. The followingcdission only focuses on Germany,
but the developments that took place in Austriadbdiffer to a great extent.

It is important to realise that this additional regrhad the same effect as if the
banking system had increased the amount of ciiounlaredit. As Angel Rugina notes,
the reparations that France had to pay to Germaense Weutegeld that is, prey
moneyX°® “Beutegeldcomes into existence when a country puts largeuamsoof
precious metals or gold and silver coins into datian which it has captured in acts of
war with other countries®?® This money shares one important characteristity wit
circulation credit:it is not bound up with a sacrifice on the part afyone in the
country where it is put into circulatiolf?’ Like if they had been circulation credit, the

additional millions from the reparations that eaterthe German financial market

1018 5ee Gommel (1992, p. 153). See Weigt (2005, pn18p) for several other, but similar statements
in the literature concerning the amount of the rapans.

1017 5ee Bamberger (1873, pp. 442 f.).

1018 5ee Weigt 2005, p. 10).

10195ee Blume (1914, p. 21), Baltzer (2007, p. 5).

1020 g5ee Kahn (1884, p. 187), Gémmel (1992, p. 154)gW@005, p. 10), Meyer (2009, p. 331).
1021 gee Gommel (1992, p. 154), Baltzer (2008, p. 5).

1022506 Soetheer (1874, pp. 36 ff.), Blume (19140, Stolper (1964, p. 24), Weigt (2005, p. 10).
1023 5ee Baltzer (2006, p. 5).

1024 gee Kindleberger (1990, p. 72).

195 5ee Rugina (1949, p. 106).

1026 |bid. (p. 72)

1927 See ibid. (p. 73).
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constitutedartificial finance or artificial credit. They appeared as power to purchase
consumers’ goods and made entrepreneurs actlas stibsistence fund had immensely
increased.

It might be argued that it is doubtful whether tBeutegeldhas had this
influence. After all, the coins that came in fromakce were not bound to stay in
Germany. As soon as the prices in Germany woukl se could say, the money
would flow to other countries. The effect the amdfial money could have had in
Germany must therefore be rather negligible or shart-term nature. And indeed, an
outflow of money actually occurred. It is true, somuthors argue that the exchange
rates made it impossible to invest the money abasddng as the reparations were still
paid!®?®But after 1870 German imports started to surpesmits?°which indicates
an outflow of money.

The argument has some merits. Indeed, the repasatiave not just stayed in
Germany but, of course, left the country towardsagier regions. However, one must
not forget that the reparations were paid over o@eof several years. The money
supply was constantly filled up again. During tlegipd, there was a constant source of
artificial finance available. To say that the regiebms did not have any remarkable
effect implies that the instalments left Germanyhwi an infinitesimal period of time.
As we are talking about metal, not about electrananey, this assumption does not
seem to be very reasonable. And we must also keejind the figures given in table 1.
The circulation of coin in Germany indeed rose byaiceable amount while the
reparations were being paid. The reparations dgtwalre a source of artificial finance.

The second factor that made entrepreneurs behaftéhassubsistence fund had
grown can be found in the reaction of the Germanetary system on the reparations.

Although the banks increased their reserve ratie, increase of coin circulation

1028 5ee Soetbeer (1874, p. 51), Blume (1914, p. 21).
1022 5ee Pohle (1923, p. 29).
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because of the French reparati@fiwas stillmultiplied'®** by the banking system, as
can be seen in table'¥?Bank notes circulation rose by 60 percent, depasien by
85 percent from 1870 to 1873, whereas coin circafabnly increased by 34 percent.
So in addition to the reparations that partly esdethe financial market, an enormous
expansion of circulation credit through the banksygtem took place, especially in
18721°%3|t might be argued that deposits have not beed asemoney in the same
degree as it is the case tod&3yBut sight creditalone increased by 697.1 million
Marks from 1870 to 18723 which seems to account nearly completely for thuevth
of deposits during these two years.

The German financial market was flooded and intawmgsts decreased. It might
be objected that the decrease of the interest fedes 4.87 percent in 1870 to 4.16
percent in 1871 was rather negligible. But one nmust forget that the war had
destroyed not only a lot of human lives, but alan tremendous amount of capit&l*
Furthermore, as will be seen later on, there haenbmassive investments in the
railroad industry at the time. In normal circumstas, interest rates would have risen
strongly!®®’ That interest rates did not soar but even declime@Germany can be

ascribed to the French reparatiiiSand the subsequent credit expansion.

1030 5ee also Kindleberger (1990, p. 71).
1031 gee Soetbeer (1874, p. 43).

1032 5ee also Oechelhaeuser (1876, p. 70).
1033 5ee Burhop (2004, p. 59).

1034 5ee Sprenger (1982, p. 63).

1035 5ee Burhop (2004, p. 59).

1036 Kahn (1884, p. 186)

1037 See Garrison (2001, pp. 59 f.).

1038 5ee Kahn (1884, p. 186).
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Average discount rate at
Year the German Reichsbank
and its predecessors

Market rate of Prussian
government bonds

1869 4.24 4.74
1870 4.87 4.82
1871 4.16 4.17
1872 4.29 4.16
1873 4.95 4.05

Table 3: Short term and long term interest rates
SourcesHomer (1977, p. 265), Spree (1977, p. 378)

Table 3 contains the German interest rates duhedstinderzeit It might be

interesting to also have a look at the monthly datable 4.

1870 1871 1872 1873 1874

January 5 5 4 4.81 4.7
February 4.5 4.84 4 411 4
March 4 4.07 4 4 4
April 4 4 4 5 4
May 4 4 4 5.94 4
June 4 4 4 6 4
July 6 4 4 5.89 4
August 7.16 4 4 4.61 4
September  5.13 4 4.5 4.5 4
October 5 4 5 4.6 4.94
November 5 4 5 5 5.27
December 5 4 5 5 6

Average  4.89 4.16 4.29 495  43%°

Table 4: Average monthly bank discount rate in Berlin
Source:Helfferich (1898, p. 293)

From January to April 1871, the discount rate daykne percentage point and
was kept down there for more than a year. Wherrdteewas increased in September
and October 1872 the boom slowed doWi.By lowering its discount rate to 4.5
percent on January 901873, and to 4 percent on Februaly the PreuBische Bank

was able to revive the stagnating boom once moneA@il 1% the discount rose again

1039 Helfferich here says 5.38 which must be a typomen(1977, p. 265) who only mentions the annual
averages has 4.38 percent.
104905ee Blume (1914, p. 35), Oechelhaeuser (187&)p. 6
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to 5 percent, and on Ma)r/d3o 6 percent. After the Vienna stock market haloed in
May, thePreul3ische Bantanted to prevent a similar event in Germany edefore
lowered the discount rate again to 5 percent oy 281 and to 4.5 percent on August
8th.104l

However, after the last French instalment had hesd on September5%4
the boom was at an end. In October, the first congsa most famously the
Quistorp’sche Vereinsbankollapsed. In the subsequent months, many cdiposa
especially those that had been newly founded dutiegboom years, followed. The
next section will demonstrate that these events atty well be explained by the

Austrian business cycle theory.

22.2.2 The boom and the bust

The expansion of artificial financing during th@rtunderzeit affected the
economy in a way perfectly compatible with the ABAT does not matter in this
regard that the interest rate did not decrease steoygly. The interest was lowered by
the credit expansion below the rate that would hanewvailed without the latter. The
effects on the economy would not have been difteienin the absence of the
preceding war, the interest rate had been lowe@@ im nominal terms.

It must be added that it is not only the benefithofdsight that allows for an
interpretation of the events in terms of the ABCUlidwig Bamberger warned against

the consequences of the reparations while the hoasrstill going on.

1041 Data taken from Blume (1914, pp. 35 f.).
1042 5ee Helfferich (1898, p. 286).
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The fast payment of the reparations contains ana@o@ mistake that has and
will have dire consequences, and much more sohircteditor [Germany]

than for the debtor [Franc&{®

The problems arising from the organisation of #ygarations were, in his words,

an unnatural enlargement of means of circulationy@natural incitement of
enterprise, persistent increases of wages and spriaed a pernicious
channelling of our labour force to production preses that are less

productive than those that have been chosen vsiteaaly hand in the paSt?

And indeed, especially the investment goods ine@sstistrongly increased their
capacities until 187%* To go into detail, the most famous higher-ordeestments of

the time in question were the creations of newvaj lines:**° In addition to new lines,
the railway companies as well had to overhaul tbeal network which had suffered a
lot during the wal®* In this respect, from 1871 to 1874, in Prussianash smelting
furnaces, iron- and engineering works were ereateth the entire seventy precedent
years:**® The investments of the railway companies alsoeimsed the demand for raw
materials like iron and codf*® The prices of these goods can be seen in table 5,
together with the prices of building material. Tinglding industry is another area that
is regularly stimulated by too low interest rai@sd theGriinderzeitis no exception®°

Prices soared in these industries from 1870 to 1By381, 71, and 58 percent

1043 Bamberger (1873, p. 453).
1044 1hid. (p. 458).

1045 5ee Gommel (1992, p. 156).
1046 5ee Blume (1914, p. 26).
1047 See ibid. (pp. 25 f.).

1048 gee Spindler (2005, p. 157).
1049 5ee Weigt (2005, p. 9).

1050 5ee Blume (1914, p. 91).
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respectively. In the years following the crash, ythall fell dramatically and

considerably below the pre-war levét?

Prices for

Year Iron price Coal Price buildi . Food prices
uilding material
1868 98 55 92 80.6
1869 95 57 94 72.2
1870 100 68 99 71.8
1871 114 75 117 78.6
1872 167 98 131 83.4
1873 181 116 156 88.6
1874 130 113 131 89
1875 105 78 129 78.2
1876 90 66 115 84.1
1877 86 57 101 85.7
1878 82 49 89 80.1

Table 5: Price index for iron, coal, building material, aiodd in Germany in
percent, 1913 = 100
SourcesSpree (1977, p. 442, 470, 500), Hoffmann (1965,72, 598)

Food prices, on the other hand, were much mordestater the period. They
only rose by 23 percent from 1870 to 1873, andhatieds they only fell slightly below
the pre-war level. This fits well our theory. Conser industries are not affected that
much by the leverage effect as the industriesgitdristages.

The leverage effect made itself felt also in theektmarket. In the early 1870’s
the speculation profits that could be had at theksmarket also infected the pubfé?
Like in many other boom periods, wide sectionshef population seem to have lost all
moderation and participated in the descrilzefiotage’® There have been several
attempts to depict the historical development efgtock market. Figure 1 is based on
one of the most recent studies that draws on amenes amount of collected data. The

graph underestimates the boom and the bust becamse industries, especially the

1951 gee also Oechelhaeuser (1878, p. VI).
1052 5ee Baltzer (2007, p. 174).
10535ee Soetbeer (1874, p. 42), Oechelhaeuser (1818),pMeyer (2009, p. 332).
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insurance business, have not been influenced bpdbm at alt®®* Other indices also
show a much stronger increase of the stock malket this one, some of them up to 58

percent from 1870 to 1879%°

HIMAX 1871-1874
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Figure 8: The Historical Market Index (HIMAX) from Januarg71 to December 1874
Source:Weigt (2005, p. 249)

Still, even the HIMAX rose by more than 40 percentess than two years and
later on, after the crash, fell below the levell871. Like in most booms, the events on
the stock market were paralleled by a similar priegease in the real estate market.
The speculating new real estate societies baddeiprices because they wanted to
profit from further price increasé&®

That the whole boom did not rest on real savings diuBeutegeldand the
artificial expansion of credit can be seen pretsilvin the relationship between the

prices of labour and consumers’ goods. No mattarevthe additional financing stems

1054 5ee Oechelhaeuser (1876, pp. 37 f.).
1055 gee Spindler (2005, p. 165), also Baltzer (20058).
1056 See Gommel (1992, p. 155).
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from — savings or an artificial credit expansiorit 4s for sure that the new business
money will, in the end, be paid out to originarycttas of production, especially
workers. And indeed, average annual wages rosarfinnprecedented way’®’ from
under 500 to over 600 Marks, i.e., by more thap@@ent, from 1870 to 1873, and fell
again to about 575 Marks until the end of the de¢&t Furthermore, during the boom
time the average annual wage sum increasedl isectors of the economy more than
average'®™® However, if the rise of income had been financed af real savings,
consumers’ goods prices should have remained moress constant. But as the
savings rate had not increased in any way, andulecalso the workers mostly
squandered their additional incortf&® the demand for consumers’ goods r&¥%e.
What happened was not a modification of the pradocttructure, but an overall boom
in all sectors that can only be upheld by a suibgjstredit expansion. Unsurprisingly,
the boom collapsed shortly after the original canfsie credit expansion — the French
reparations — ended in September 1873. All intladl,events of th&rinderzeitand the
Grunderkrach demonstrate the explanatory power of the Austiilaeory of the

business cycle.

22.3 The special feature of the boom: the Griindunge

The outstanding and eponymous feature of the boawe been the numerous
and often unsound incorporations. In the long mkfiom 1790 to 1870, there had been
altogether only 371 incorporations in Prussia aaddia. In 1871 alone there were 216,
in 1872 even 510, and in 1873 still 182 formatiohsmew corporation$’®? The whole

boom such brought about 908 incorporations onlthese two states. Many of these

1057 Engel (1875, p. 468), also Oechelhaeuser (187&4)p.

10%8 gee Hoffmann (1965, p. 91).

1959 gee jbid. (p. 90).

1080 5ee Engel (1875, p. 515), Oechelhaeuser (187®;1878, p. 36).
1081 See Soetbeer (1874, p. 52).

1962 5ee Spindler (2005, p. 157).
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new corporations, but also some of the older owes)d not stand the following
depression and liquidated or went bankrupt. Aftee Grinderkrach the liberal
majority in the Reichstag, the incorporation busgjeand theGrinder (corporation
founders) themselves were blamed for the Mm&8# whole Anti-Griinder literature
emerged®“ The termGriinder became synonymous to swindler, not only in busines
life, but in all areas of society® According to Herbert Blume, even Richard Wagner
had to accept to be called a “GroRgriinder in e ff music.**®®

We have seen that the credit expansion triggeretido¥rench reparations must
be considered as the main cause of the boom-buakd:chis chapter will insert the
fate of the corporations and their founders in®® $tory. The corporations have shown
themselves especially unstable after einderkrachbecause the prevailing laws
more or less channelled the additional credit dredetwith the speculation into their
direction.’®®” As they were urged to follow unsound accountingcpices, they
calculated much too high profits during the boord paid them out as dividends. This
way, they attracted investors and credit, enfortedboom, but also weakened their
equity position. The following sections 22.3.1 t@.23 depict how the unsound
accounting rules came to prevail. Section 22.3aWwshhow they influenced dividends
and thusly fuelled the boom, but also weakenedpthgtion of corporations after the

Krach. In section 22.3.5, the excesses in incorpordiiginess will turn out to be only

a symptom of other diseases that struck the economy

1963 5ee Blume (1914, p. 38).

1064 5ee Engel (1875, p. 469).

1985 5ee Blume (1914, p. 38).

1086 |hid. (p. 38, n. 2)

1967 See Oechelhaeuser (1878, p. 44).
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22.3.1 The codification of general accounting rules

It is difficult to trace back the origin of the thi&onal accounting rules. The
principles of realisation and lower-of-cost-or-metrkan be detected already in thd'14
and 1%' century in the accounts of merchants of the Hatity states’®®We find the
realisation principle laid down in Henricus Gramenat (1518) and many more authors
of the 18" century!®®But, at this time, merchants were not forced by ta keep
books and therefore no codified rules existed. T backs up our thesis whereupon
the Generally Accepted Accounting Principles indaesl an institution that developed
over time and that have not been “invented” by amg person or legislator. After some
beginnings in the Italian city states, France hm‘Ordonnance de Commerocef 1673,
was the first country to take comprehensive actiothe field of accounting law in
stipulating merchants to keep bodR€ It is true, theOrdonnancedid not itself contain
specific valuation directives®’* But Jacques Savary's famous booke* Parfait
Négociant which is considered as the Ileading commentary the

1072

Ordonnance contains both the realisation and the lower-of-costharket

principle®”®

Le septieme [élément a observer] est de mettrerigsaux marchandises, &
pour cela il faut prendre garde de ne les pas estplus qu’elles ne valent,
car ce seroit vouloir se rendre riche en idée :snilafaut les estimer d’'une
maniere qu’'en les vendant dans la suite, 'on yweo du profit dans

linventaire que I'on fera I'année suivante. Poigrbfaire cette estimation, il
faut considerer si la marchandise est nouvellenaghetée, ou si elle est
ancienne dans le magasin, & dans la boutique llesiest nouvellemen(t]

achetée, & que l'on juge qu’elle n'est point dimdeude prix dans les

1088 5ee Barth (1953, p. 65, n. 1).

1989 gee Leffson (1987, p. 254).

1070 5ee Barth (1953, pp. 65 f.).

071 gee Spindler (2005, p. 96).

1072 5ee Riickert (2009, p. 74), Spindler (2005, p.298) the literature quoted there.
1073 5ee also Schneider D. (2001, p. 901).
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Manufactures, ou chez les grossiers, il la fauttiaetu prix coustant. Si ce
sont marchandises qui commencent a s’appietrit, ldanode se passe, & que

I'on juge que I'on en peut trouver de semblablesdas Manufactures, & chez
)%.074

les grossiers, a cing pour cent moins, il la faotiduer de ce pri

Although Savary is sometimes credited “with beirge tindividual most
responsible for the eventual wide establishmenthef [lower of] cost or market
rule,” 1°® he certainly orientated himself by the then commpractice of
businessmef’® Nonetheless, the subsequ&ude de Commercgl808) still did not
codify any principles of valuation.

In the German states one was not totally satisfighd the French mod&’” and,
in 1794, theAllgemeine Landrecht fir die Preul3ischen Stag@eneral State Laws for
the Prussian States) for the first time contaimedt to the obligation of keeping books,
both the realisation and the lower-of-cost-or-magkanciple as they could be found in
Savary*”® These valuation rules still were not mandatory buly applied to those
companies with more than one associate that didspetify any valuation rules
themselves!®’® According to Dieter Schneider, the clear and exargp rules
concerning valuation in this law can be ascribedthie influence of the three
practitioners that have been consult8® It appears that valuation according to
historical costs and the named principles generaiye undisputed until the 19
century'%!

Yet, when it came to introduce a general trade fawGermany, the ADHGB,

the traditional accounting practices apparentlyensyandoned. The first Prussian draft

1074 savary (1675, p. 325)

1075 ance (1943, p. 219), see also Spindler (20086).

1076 gee Barth (1953, pp. 114, 125), Spindler (20096.

077 See ibid. (p. 63).

1078 5ee ibid. (p. 128), Schneider D. (2001, p. 91g)nder (2005, p. 97).
1079 5ee Barth (1953, pp. 66 f.), Schneider D. (200968).

1080 5ee Schneider D. (2001, p. 914), also Lion (199833 f.).

1081 See Leffson (1987, p. 255).
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of 1856 was still based on the principles laid danithe Allgemeine Landrechf®In
the commission that was convened to consult alisitdraft, several businessmen and
lawyers opposed this procedure and either wantegahation rules at all, or, if there
should have to be some, that the commodities bénpilie balance sheet according to
their “true value price*®® Consequently, the second Prussian draft did nutagoany
valuation principles®* The Austrian draft, however, involved the valuatiof all
commodities and claims according to their “trueueaf'°®® After some discussions, a
modification of the Austrian proposal was finallgdified. The Art. 31 of the ADHGB

read:

All goods and claims have to be put into the ineentand the balance sheet
according to the value that has to be attributethém at the time they are

recorded-°8®

This formulation still leaves some room for intextation as it is not totally clear what
exactly is meant by the “value that has to be tatted” [beizulegender Wertf®’
Schmalenbach is of the opinion that legislationdweld inlaissez faireand did not
want to prescribe any valuation rule so that therechant was free to follow his own
intentions.*°®® However, in connection with Art. 29 that demanaédvery merchant
“to state the value of his assets” and to “makeaanual statement that showed the
relationship between assets and liabiliti€8™it seems debatable whether historical

cost accounting was intended by the law.

1982 5ee Barth (1953, pp. 67 f., 130), Schneider DO2@. 915).
1983 gee Schneider D. (2001, p. 916).

1084 5ee Spindler (2005, pp. 104 f.).

1985 gee jbid. (p. 108).

1086 ytz J. (1861, p. 6)

1987 5ee Barth (1953, pp. 115, 136).

1988 Schmalenbach (1988, p. 24).

1089 utz J. (1861, p. 6)
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Also later on no precise valuation principle hasrbencorporated into the
German trade law. The important thing that happemasl that, since 1900, legislation
began to refer generally to the GAAP as benchmarliisiness account$°and that
jurisdiction accepted accounting according to his&h costs as compatible with the
law.'®! The realisation and the lower-of-cost-or-markeingiples themselves have

been codified for all legal forms of businessey @ml1985.

22.3.2 The liberalisation of corporation law

Among companies, the open corporations have allvagisa special status. The
regulations limited companies have been subjefbrtanost of the time can be traced
back to the origin of this type of business. It sla®t stem from the practise of trade
and industry, but from the way public loans wergamised°°? In order to finance their
wars, the ltalian city states of the™and 18' century were in need of huge loatf
The large sums could only be collected because af loitizens as well as foreigners
participated in lending. The fund of loans was ezhlinonsand was subdivided into
small parts garteg of the same size each. It is easy to see thet thas a solidarity of
interest among the creditors of the state, allrtiege as for coverage they regularly
depended on state revenues that were leased to'tffdmaddition, usually privileges
were transferred to the lenders, like trade moriepoind banking rightS>° These
circumstances called for joint actions of the d@di, and thenontessometimes were

the basis of companies lasting several centdfiés.

109 gee Barth (1953, pp. 80, 214).

1991 gee ibid. (pp. 199 f.).

1092506 Goldschmidt (1901, p. 328).

1093 Eor the following, see Goldschmidt (1891, pp. 291
109 gee jbid. (p. 293).

109 5ee ibid., Oechelhaeuser (1878, p. 1).

109 See Goldschmidt (1891, pp. 296 f.).
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This is not the place to go into the details offimgher development of this kind
of business. Suffice it to say that the collaboratof stock companies and the state
when it comes to finance government expendituresk rsame important events in
history. One only has to think of John LavC®mpagnie d'Occidenh France and the
famousSouth Sea Company England. Both rested upon privileges givenhen by
the state in exchange for war financing or the bgyip of government debt®’

Up to 1870, in Germany the afterpains of theseimgigould still be seen. The
formation of limited companies was considered agidlege in itself. This not only
shines out in legislation, as will be seen belout, dso in the literature. Tellkampf, for
instance, considered the limitation of liabilityj@yed by the owners of corporations as
an obvious privilege that had to be abolished beeaas he thought, it contradicted free
trade!®®He even credited the events of Belinderzeitto the institution of limited
liability. 1°°° Similar ideas can still be found in the Germanoeliderals of the 28
century. For them, liability is one of the main gwaditions of a functioning market
economy*®and they do not recoil from the idea of elimingtiimited companies
altogether:!%

Against this background one understands why, bef8®0, in many German
states incorporations were only possible if thdestuthorities approved of them.
Moreover, before the 19century, German corporations were not allowedayp ut
any dividends before the whole enterprise was woupd°?“There was only one
settlement of accounts. It compared the originpltahinput with the amount of cash at

the end of the undertaking'®®If dividends had been paid out nonetheless, ttaelth

1997 5ee e.g. Huerta de Soto (2009, p. 108, n. 11Tgi#@rollius (2010, pp. 92 ff.), Gareis (1874,42).
1098 5ee Tellkampf (1856, pp. 66 ff.; 1876, pp. 5 4,ffl).

109 5ee Tellkampf (1876, pp. 18 ff.).

110 5ee Eucken (2004, pp. 282 ff.).

10l gee Bohm (1976, pp. 156 ff.).

102 5ee Spindler (2005, p. 51).

103Barth (1953, p. 51)
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be put back into the company in case of liquidationorder to cover eventual
liabilities *'°* Correspondingly, corporations usually were plahoaly for a shorter
period of time, like ten years®

Beginning with the 19 century, the liberalisation of commerce manifestself
also in corporation law. As a first step, interimahcial statements were permitfetf
The earlier regulation whereupon dividends coully &we paid at the end of the whole
business “appears not to have conformed with basirée.”**%’ From now on,
dividends paid out to the owners at the end ofyeyear were definitively gone for the
creditors'*®

Also the concession system was finally abanddh®dirstly, it could not be
upheld that limited liability is a privilege thaawnot be assigned to everyone. After all,
as long as there is freedom of contract, it is affair’ whether | want to contract with
any other person even if the latter does not walivietheld responsible for more than a
part of his personal wealt!® Already Roman law had made it possible to limit
liability. **** There is no reason to hinder people from basiay Husiness relationships
upon this kind of contract. “One must not forgeattmecessarily everyone who
contracts with a corporation always knows that &g $uch a corporation as debtor, and
that it is his will to be bound up with the lattand not with its members or
representatives*'? Secondly, conforming to the liberal spirit of thime, the

concession system began to be regarded as unwerathluseless Even legislation

1104 5ee Pohls (1828, p. 225).

1195 gee Barth (1953, p. 51).

1108 gee jhid.

H107pahls (1842, p. 235)

1108 5ee Barth (1953, p. 53).

1199 5ee Engel (1875, pp. 452 f.), Léwenfeld (1879%4)pWeigt (2005, p. 23).
11105ee Pohls (1842, p. 257).

11 gee Goldschmidt (1901, p. 326).

M2pghls (1842, p. 257)

111335ee Spindler (2005, p. 111), Weigt (2005, p. Ba)tzer (2007, p. 10).
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itself admitted that it was not able to decide twe feasibility of entrepreneurial
projectst'**

Therefore, in 1870 the amendment to the trade lamcerning the joint-stock
company and the stock company was introduced. \tHith law, the North German
Federation followed England and France in libeiradisthe formation of stock
companies® It was the peak of the liberalisation of corpaatiaw'*'®The liberal

spirit can be seen in the motive given by the lagn for abandoning the system of

concessions:

As the public counts on the care that is promisgdhle state, and therefore
believes to be able to abandon effort and cardf,itdes unaccomplishable
promise has a destructive effect. Not seldommdteaseghe damages of fraud
and unsound business insteagpventingthem. [...] The individual caution

does not become dispensable because of the ant¢@enhdrol of the project

and the statute by tretate'*’

22.3.3 The system of normative rules

Despite the liberal spirit that led to the aboligmhof the concession system,
legislation was not ready to deregulate incorporati completely. The point that
interests us here is its stance to the accounstook companies. That legislation did
not codify any clear valuation principles fanlimitedcompanies can be ascribed to the
fact that their owners were personally liable fbrdebts'**® What this implies can be
illustrated by the following short deliberation. & merchant is willing to ignore the

traditional GAAP, to calculate a much too high roand to extract it from his

14 gee Reichstag (1870, p. 650), also Léwenfeld (18394 f.).
15gee Spindler (2005, p. 110), also Reichstag (187651).
118 gee Gommel (1992, p. 153).

117 Reichstag (1870, p. 650, emphasis in the origid)
H1185ee Rehm (1903, p. 73).
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business, this does not have to bother his creditar much. After all, he is still liable
with his personal wealth’® What he takes out of his business is, in princistél
recoverable for his creditors. Corporations, on tiker hand, are of a different
“nature.”*?** They are based on capital. What they pay out\ddetids to their owners
is lost to the creditors. Thus, in 1870, it wadl sbnsidered necessary to protect the
creditors and the public by hindering corporatifmasn exploiting their ‘privileges’ in
distributing their capitat*?* A contemporary author wrote that he knows of “freé
trader’ in the full sense” who advocated tdtEksez fairein the area of corporation
law.'*#? As an “Ersatz” for the omission of direct statentrol, i.e., the concession
system, the legislator thought it imperative taaduce “once and for all a system of
normative requirements” for the formation and ocombus management of
corporations:** From the point of view of legislation this necéstid corresponding
accounting rules!? However, the final amendment was not well thoughtt- As
several contemporary authors remarked, “[tlhe 1&w&/0 has been hurried through
the parliament in one sessiolt?®® As an effect of the new accounting requirements,
stock companies were, if not forced, at least urggdhe law to practiséair value
accounting.

What follows is a compilation of the decisive acetig rules that were law in
force after 1870. On the one hand, the ADHGB sbihtained the Art. 31 demanding
all goods and claims to be put into the inventargt the balance sheet according to the
value that has to be attributed to thenhthe time they are recorded. In addition, the

new Art. 217 provided that “it may only be distribd among the stock-holders what,

1119 5ee ibid.

1295 jbid.

112l gee Reichstag (1870, p. 651), Spindler (200518).1

122 Gareis (1874, p. 42)

12 Both quotes from Reichstag (1870, p. 651), see $fsndler (2005, p. 112), Baltzer (2007, p. 11).
124 5ee Spindler (2005, p. 112).

125 0echelhaeuser (1878, p. 44), similarly Léwenfdig70, pp. 5 f.).
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according to the annual settlement [...] resultswae gurplus over the whole advanced
capital.”**?® At first sight this rule seems to be pretty prudénapparentlysavesthe
advanced capital from being distributéd’ However, Art. 217 did not define the
surplus. Whether there is a surplus or not dependfie way the goods and liabilities
are valued. If companies stick to the GAAP and fstiorical costs, no profit can be
distributed until a cash-flow has resulted. If t@al, they post the current market value
of their assets, which Art. 31 can be interpretedeqjuire, a surplus might appear even
if no cash has been earned at all. This is whey difteGriinderzeitwith its rising asset

prices, Hermann Léwenfeld wrote about the Art. 217:

[T]he word ‘only’ sounds like a warning for the ebess manager. But the
serious merchant must have the opposite impres#ienborderline which is

set by this ‘only’ sanctions the ruin that it ippposed to prevert?®

To go on, the new Art. 239a prescribed a rule soainds similar to what today would
be called the mark-to-market principle for finatciastruments**?° “Commercial
papers that have a market price may be put intatieeunts at the most according to
the price they have at the time of their recorditg® Again, at first sight Art. 239a
seems to be pretty prudent. It stipulatesugper limit — “at the most” — for the
valuation of commercial paper. It was supposed donteract the attempt to value
commercial papers unscrupulousf?* And indeed, in the motives given for the

introduction of this article we read that the léafisr wanted “to set arrangements on

behalf of the creditors and therefore to work agaithe tendency of drawing the

126 gechubert/Hommelhoff (1985, p. 118) which containeprint of the original 1870 law.
127 5ee Lowenfeld (1879, p. 14).

128 gee | gwenfeld (1879, p. 14).

12 gee Sinn (2010, p. 207).

1130 5chubert/Hommelhoff (1985, p. 123)

131 5ee Lowenfeld (1879, p. 430).
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balance in a way to be able to distribute highdivids.**? Yet, together with Art. 217,
Art. 239a sanctioned the practice of reporting alsed profits, thereby contradicting
the traditional realisation principle. In additian, providing for a special upper limit
for commercial paper that it considered to be paldrly prudent, legislation indicated
that for all other assets even less prudent vanairinciples were appropriate. As one
contemporary lawyer noted, only by means of “forensicks” it is possible to

maintain that historical cost accounting was géitmitted by the law**®

22.3.4 The excessive distribution of dividends

These were the general conditions of Bdinderzeit On the one hand, the
French reparations kicked off an immense credibagn that led to soaring asset and
stock prices, on the other hand, the formationooparations had been liberalised and a
system of rules had been put into practice thaf@eted imprudent accounting. Due to
the corporation law that more or less prescribenl felue accounting, many
corporations showed high profits. Especially — bot only — the assets of the higher-
order industries and the real estate societieeased in value as long as the credit
expansion continued. Based on these increased @#set they calculated their profit
and paid dividend$:**In fact, a corporation could do no other than istribute the
calculated paper profits as the law forced it t@rith over as dividends to their
shareholders everything it had earned in the coofsthe year.*!** The leap in

dividends can be seen in table 6.

1132 peichstag (1870, p. 657).

1133 5ee Strombeck (1882, p. 489).

1134 5ee Neuwirth (1874, p. 58), Sinn (2010, p. 207).
1135 swenfeld (1879, p. 14)
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Number of included
Year Dividends in percent corporations founded
before 1871

1868 7.5 291
1869 8 304
1870 8.6 326
1871 12.4 319
1872 13.3 312
1873 11.5 292
1874 9.8 286
1875 8.6 269

Table 6: Dividends paid by corporations founded before

1871 in Prussia and Bavaria
Source:Spindler (2005, p. 162)

It must be noted that the figures given in tablear@ not affected by the
fraudulent activities — theGrinderschwindel — that sometimes accompanied
incorporations in the years after 1870. It only teams those corporations that were
formed before thé&rinderzeit Beginning with 1871, even these companies patd ou
much higher dividends than before. After the credpansion ceased, dividends went
back to normal. It must, however, not be overlookeat from the peak of the boom
1872 until 1875, some of the old corporations wasntkrupt or liquidated. These are
not part of the statistic and therefore do notdaffeegatively the depicted dividends.
Furthermore, not all sectors have been influengetheé boom in the same degree. So
to say that things went back to normal seemsla bytimistic. To give an example for
a higher-order industry, the dividends of the mgnand smelting corporations founded
before 1871 soared from 5.2 percent in 1867 to p8r8ent in 1872, only in order to
fall to 2.7 percent in 18773 There have not been many building corporationsded
before 1871. However, as their assets were stroaffigcted by the price increases,

they witnessed high accounting profits that redylarere paid out as dividends or

1136 5ee Spindler (2005, p. 172).
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management bonusé$®’ This practice ended abruptly in 1873, when divitten
collapsed from 8.5 to 1.5 percent, after they heeht?.5 percent in 1869

The practice of distributing bonuses and divideodghe basis of paper profits
amplified the disproportionateness between thenessi and the consumption sphere
described above. Due to the increased income ofelsbllers and managers the
demand for consumers’ goods received a further shahe arm. The incentive to
expand business was reinforced. Yet, the increasedumption of the named groups
reduced the power of the business sphere to paginary factors of production. This
fact was clouded by the ongoing credit expansiahthe low interest rates. As long as
this situation prevailed, the increasing assetegriand profits incited businessmen to
invest in the higher-order industries althoughtha&t same time, the rising wages and
profits reduced their savings that were necessaryhese investments. So when the
credit expansion stopped in 1873, it became cleatr what had appeared to be a true
profit was based upon the illusion of a never-egdinedit expansion, and that the
consequent expenses had been aligned with an secref wealth that only was
fictional.**** During the boom the corporations had distributeddends that, in the
end, did not stem from profits but from savings or, other words, from their
“substance ™’ No wonder that they encountered severe probletes afterest had
risen and the illusion had end€d*From the 371 corporations that existed in Prussia
and Bavaria before 1871, 53 (or 14.3 percent) baijtidate and another 30 (or 8.1

percent) went bankrupt until 1883

1137 5ee Spindler (2005, p. 180).

1138 3ee ibid. (p. 179).

11395ee Oechelhaeuser (1876, pp. 15, 19).
1140 gee Mildebrath (2008, p. 24).

1141 5ee Sinn (2010, p. 207).

1142 5ee Spindler (2005, p. 167).
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Already many contemporaries mentioned the unsoweduating practices of
the Grinderzeitas one of the main reasons for the strength ofmih@e boom-bust-

cycle.

Next to unsound incorporations the improper waynaking up the balances,
the artificial computation of problematic profitsas most sharply marked the

nuisance of the resent speculation petfsd.

It was understood that the “value that must bebatted” of Art. 31 ADHGB had been
used “to cover bogus-balance5* and that Art. 239a sanctioned “the principle
whereupon rested the unsound balances of the spiecubanks.****In the words of
Léwenfeld, “among all sore spots, the sorest biféis that the new law forced the
corporations into unsound business practitéd.When it came to change the
corporation law, it was therefore demanded thatlthlnce sheet should rest upon
principles that are commercially souH&® Only realised profits were supposed fit to be
distributed***°and, correspondingly, historical costs should te dpper limit in the
balanceg™®And indeed, the new amendment of 1884 finally aored in Art. 239b
ADHGB, together with Art. 185a ADHGB, both the rsation and the lower-of-cost-

or-market principle for corporatiori$>*

1143 5echelhaeuser (1878, p. 78)

144 bid. (p. 79)

1145 1hid. (p. 80)

11401 swenfeld (1879, p. 13).

147 see ibid. (pp. 13 f1.).

1148 5ee Oechelhaeuser (1878, p. 80).

149 gee ibid. (pp. 79, 84), Léwenfeld (1879, p. 435).

1150 5ee Oechelhaeuser (1878, pp. 80 f.), Lowenfeldq1pp. 432 f.), Strombeck (1882, p. 491).
1151 See Schubert/Hommelhoff (1985, pp. 573 and 599).
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22.3.5 The business of incorporating

The special feature of thesrinderzeit the extraordinary amount of
incorporations, must be seen against the backdfdpeoproblems presented in the
foregoing chapters. The credit expansion distuthechexus between the consumption
and the business sphere and fuelled speculationlo®g as the boom lasted, the
accounting rules stipulated by corporation law eveensified the effects of the credit
expansion. It was made easy for the founders oparations to jump on the
bandwagon and profit from the unsuspecting puklider the prevalent circumstances
— the rising stock prices and the high dividendsdditional stock was warmly
welcomed by the speculators as it promised funpnefits. The public was eager to buy
new shares and did not care about the soundneke ahderlying compani€s>? Thus
it was very attractive to issue new stock. It cooddplaced at a premium and, after the
licence system had been abandoned, it was possibteorporate within one day only
and to sell the stock at the next dh&.In consequence, many people took up the task
of founding new corporations not in order to proglwnything, but merely to profit
from the process of incorporation its&€lf? Even several banks — ti&riinderbanken-
that resorted to the organisation of incorporatigmsng up and tried to profit from the
hypel**®sponsoring even “the most unsound formatidh®”

The only thing that rested to be done for the faradvas to find decent objects
as basis for the incorporations. Very often thegidon already existing companies and
only changed their form of organisation. This wlas fastest way to incorporate if one

didn’t bother about the company its&lf! Fifty percent of incorporations during the

Grinderzeitcan be traced back to suthmgrindungeni.e., reorganisations. Before

11525ee Engel (1875, p. 470), Blume (1914, p. 74), tédich (1923, p. 18).

1153 5ee Lowenfeld (1879, p. 9).

154 5ee Engel (1875, pp. 457, 528), Oechelhauser (1878 1878, p. 18), Léwenfeld (1879, p. 9).
1155 5ee Oechelhaeuser (1876, p. 36), Blume (1914%p), Spindler (2005, p. 170).

1156 Blume (1914, p. 83)

1157 See Engel (1875, p. 468).
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June 1870, only eight percent of incorporations bedinated this way**® As the
public was blinded by the general boom, the fousaesre able to further increase their
profits — theGriindergewinne- by issuing shares whose nominal value by fgressed
the prices that had been paid for the assets ceimgrihe corporatiof:>° This was no
problem because the value of the assets of a Mfewhded corporation could more or
less be stated arbitrarily®® Art. 209b ADHGB only stipulated that the valueafifnon-
monetary contributions should be mentioned in t@many agreement together with
the price or the amount of shares grart&tbut did not add what this “value” was
supposed to be. It is not surprising that for raargations mostly those companies
were chosen that had been in difficulties beforeese were the companies the
founders could most easily and cheaply obtain fitweir original owners:® and
whether their prospects were good or not did ndtenas the public bought everything.
Very often, even these shares representing ovdrestgets could be sold above P4f.
The business of incorporating rested upon the sprnmeiples as the whole

boom. Nobody cared about the companies themsetvdseaonly thing that everybody
was looking for were the profits from the permanpnte increases. That the newly
founded corporations posted fictional asset vallmss not distinguish them from the
long-established ones that also, as we have dematetstpaid dividends on the basis of
illusive balance sheets. What distinguished the cesporations from the old ones was
that the latter at least rested upon séliddamentsThey were not brought into being
because of short-run foundation profits but in ortie respond to the needs of
consumers. The boom has thrown some of them offréek, but most of them were

able to stand the consequences of their malinvedsimeand oversized dividends. After

1158 gee Baltzer (2007, p. 28).

1159 gee jbid. (p. 57).

1180 5ee ibid (pp. 31 f.).

1161 5ee Schubert/Hommelhoff (1985, p. 116).
11625ee Blume (1914, p. 51).

1183 5ee Spindler (2005, pp. 177, 186).
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all, their basis was sound. The newly founded cafpans, instead, very often bore the
imprint of unsoundness right from their beginnilghereas the older companies paid
too high dividends, the newer ones lost part oif tbapital already to the founders and
to the previous owners of their overpriced asskttarge part of what the first-time
buyers of the shares paid was divided among thesegroups of people and the
Griinderbanken**®* Daniel Spindler provides some characteristic exespHe
mentions a mining society that was founded withaamthorised capital of 900,000
Marks although the assets brought into the busiobg®usly were worth only 12,000
Marks'° Such systematic overassessment of assets wassibifity to obtain high
foundation profits Grindergewinng'*®® This way the corporations were impaired
even before they started their business. In addisome of them paid extremely high
dividends in order to attract investdrS’ The real estate societyanderwerb und
Bauverein auf Actiepaid a forty percent dividend in 1871 after it feady existed for
six months-**® The Berliner Maklerbankfounded in 1871, paid 25.7 percent at the end
of the same year, and th@entralbank fir Bauterdistributed 48.2 percent in its
founding year 1872°°But in general, on a percentage basis, the didsletistributed
by the new corporations significantly fell behindhat the older ones patd’® The
reason was that they overassessed their assetsheie equity that the dividends are
related to. In 1871, the companies founded aft&0}@id 2.6 percentage points less,
and in 1872 even 4.3 percentage points less indelinds than there pre-boom

counterparts®’

1164 5ee Blume (1914, pp. 53 ff.).
1165 gee Spindler (2005, p. 173).
1180 gee ibid. (p. 177).
1167 See ibid. (p. 162).
1168 gee jhid. (p. 180).
1189 5ee jbid. (p. 188).
1705ee ibid. (p. 163).
171 See ibid. (p. 162).
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Because of their unsound foundations, the new catioms showed themselves
way more fragile after th&riinderkrach*'’2Of the 908 companies that originated in
PrussiaandBavariabetween 1871 and 1873, 268 had to liquidate anthan67 went
bankrupt before 1884. In total, more than a thirdh@m went out of business. The
corporations founded before and after @@nderzeitshow much lower failing rates of
about 20 percertt”®The sectors most hurt by the crisis are thosevilea¢ especially
reactive to the unsound valuation rules. Of thekbdounded between 1871 and 1873,
49.4 percent disappeared within a few yé&t&The notoriousviaklerbanken(broker's
banks}!">for example, a type of business that originatedhimGriinderzeif*"® not
only traded with commercial paper on commissionttesy were supposed to, but
started to speculate themselVéS.Soon they paid high divident$® based on the
mark-to-market valuation indicated in Art. 239a ABB.**"° They were hit badly by
the crisis because of the huge amount of overvakmdmercial papers in their
balances. Many had to liquidate and some had heshalf of their equity*®® The same
is true for the real estate banks that during thenb paid dividends according to the
rising prices of real estate and later on had tdgewoff their assets that had been
overvalued from the staft®! The overall dividends of the newly founded banks
collapsed from 11 percent in 1871 to 3.5 percerit8i3, not counting those that had
already liquidated*®* The real estate sector that had grown very fast 4871*3was

hit second-strongest. Of the 89 new societies, &% tb go out of business after the

1172 5ee Baltzer (2007, pp. 44, 68).

173 35ee Spindler (2005, p. 167).

17 gee ibid. (p. 187).

117> gee Kindleberger (1990, p. 73).

1176 5ee Wunderlich (1923, p. 4), Gommel (1992, p. 164)
177 5ee Wirth (1874, pp. 87 ff.), Wunderlich (19233p. Weigt (2005, p. 30).
1178 5ee Wunderlich (1923, p. 15).

11795ee Spindler (2005, pp. 189 f.).

1180 5ee Wunderlich (1923, p. 19).

18l gee Kindleberger (1990, p. 73).

1182 5ee Spindler (2005, p. 188).

183 5ee Blume (1914, p. 121).
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Griinderkrach**® The increasing real estate prices during the bbanh led to high
paper profits that were often distributed as dimiie or bonuses. Thus the liquidity of
these companies was reduced. When the prices iofassets dropped, they regularly
came into troubld!®® The dividends of these corporations fell harshignf 29.8
percent in 1871 to 3.1 percent in 1873, and evef.%opercent in 1876 In the
mining, iron, and steel industry, things looked itnty. The companies overvalued
their assets, paid high dividends, and becameuitliqvhen prices dropped. Of the
newly founded companies, 39.1 percent had to stgnbss after th&rinderkrach
and their dividends went down from 9.2 percent8f2.to 1.1 percent in 1878’

The events of th&rinderzeitcan pretty well be explained by the Austrian
Theory of the business cycle. The immense cregiaiesion after the foundation of the
German Reich fuelled speculation and malinvestmemts a large scale. The
liberalisation of corporation law in 1870 in itseldnnot be held responsible for the
crisis. It might not be without interest to notatteven before 1870 there had existed
unregulated forms of companies with effectively ited liability, like the
Kommanditgesellschaft auf Aktigpartnership limited by shares), and those haveme
been at the heart of a boom-bust-cy¢f Interestingly also, some German states, most
notably Baden, Wuerttemberg, and Hamburg, refrain@eh introducing a concession
system after 1861*°but did not experience a boom before 1871. Onother hand,
Austria had not abandoned the concession systeafl after 1870 but experienced
many unsound incorporations and suffered a busten eefore Germany® Still, it

was demonstrated in this chapter that the libezdlorporation law was not very well

1184 gee Spindler (2005, p. 178).

1185 gee Wirth (1874, pp. 99 ff.), Spindler (2005, 0L

1186 5ee Spindler (2005, p. 179).

187 See ibid. (p. 172).

1188 gee Engel (1875, p. 457).

1189 5ee Pohl (1982, p. 98).

11995ee GOmmel (1992, p. 154), Baltzer (2007, p. B8)th (1874, p. 28).
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conceived. It contributed to the intensity and direction of the crisis. Especially the
accounting rules amplified the fragility of corptioas and helped to blur the goings-on

of the many unsound incorporations.
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23. Concluding remarks

The work in hand has set itself to remove the @kiinoney from the activities
on the financial market. The whole discussion wasseld on methodological
individualism. The theories and arguments that Haeen examined were checked on
their compatibility with the logic of individual moan actions. We have come to the
conclusion that the financial market is, in realms, a market that allocates the
available consumers’ goods. This way it supportimances the persons who partake
in production or who are in need for consumer dredi

This main result of the present thesis has beerewasth in three steps. First of
all, it was necessary to provide a solid fundamfentthe chosen approach. If the
compatibility with individual human action is takes a yardstick for the soundness of
economic theories, it is necessary to have a caoheencept of human action itself.
Part | was dedicated to this task. As time playsimportant role in financial
transactions, the relationship between action ame twvas especially focused on. It
could be demonstrated that both the time preferégineery and the opportunity cost
theory are not apt to describe this relationshipeyl concentrate on the analysis of
human choiceswhich, by their very nature, have no time dimensi®nly action
extends in time. The analysis of action in the passef time has brought to light that
an acting person, in acting, demonstrates thabhees what he achieves — his revenues
— more than what he gives up in order to get itis-dosts. Furthermore, costs and
revenues are both psychic or subjective phenonfetartust relate to the consumption
of the actor. As a by-product of the examinatibthe logic of action in the passing of
time, it could be shown that the interest phenomeaaanherent to human action itself.
To obtain a surplus-value is the end of every psefid action.

The second step we have undertaken to remove thefveoney from the
transactions on the financial market was to simgiethetechnicalproblem that has to
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be solved by any institution which has the functajrfinancing the economy. As the
classical economists have clearly seen, the negessadition for any production
process is the maintenance of those persons whigipate in it. This was the main
idea of their wages or subsistence fund theory.disgussion revealed that this theory
is compatible with the logic of action. We have ledaseveral flaws that the original
version of this theory contained and defended éise af it against the numerous attacks
lanced against it by later economists. Its maimpoan and must be upheld. When it
comes to finance production, the one importantghio do from a technical or
materialistic standpoint is to provide the involvedrsons with what they want and
need. Everything else, the machines, tools andliogis, do not have to be financed on
their own. Only the people that produce and mamnthése things must be thought of.
Their needs and wants must be financed. Thus, no nvdtiether we are dealing with a
socialistic or a market economy, thechnical prerequisite for the financing of
production is a fund of consumers’ goods that caallmcated to these people.

After it had been pointed out what any institutitrat has to finance the
economy has to accomplish, we clarified — in thedtbtep — how this task is actually
brought about in the market economy. For this psepove had to establish a
connection between the subsistence fund and theeynvansactions on the actually
existing financial market. In order to accomplisisf a very complicated problem had
to be tackled. Money is very often used to buy slts of goods that are not
consumers’ goods. Entrepreneurs regularly purciresshines, tools, raw materials, etc.
In these transactions, money does not seem to tneected to a fund of consumers’
goods in any way. To show that this is the casestimtess, we have divided the realm
of action into the consumption sphere and the lessirsphere. The former comprised
all actions where money plays the role of a megmitn transit. What really counts

there are the psychic considerations of the indaisl It was easy to demonstrate that,
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in this sphere, the purchasing power of money oelgtes to goods and services that
the acting people consider as consumers’ goodagher words, to the subsistence fund.
In the business sphere, in contrast, money cotesitthe be-all and end-all of all
actions. There, money is not used to satisfy stibEoeeds, but in order to make more
money. It is not employed in the purchase of coregimgoods, but of factors and
means of production that are required in busingélss.challenge was to prove that also
in this sphere money bears a close relationshipedund of consumers’ goods.

The first thing we have done was to demonstratetkigactions of businessmen
in the business sphere are compatible with ourcetan human action. The institutions
of economic calculation — capital accounting aihe torresponding traditional
accounting rules — are totally compatible with thierofoundations laid down in part I.
Entrepreneurs orientate their actions by monetaggmtudes, not by psychic
considerations, but otherwise their behaviour confoto the former results. Secondly,
we were able to unveil that the whole business rephéth its monetary calculations
depends on the fact that the money which is emplalyere has the power to become
income in the consumption sphere. Money would néeeaccepted in payment if it
didn’'t have the power to purchase consumers’ goddsither workers nor, by
implication, entrepreneurs would sell anything agamoney if it could not be used to
satisfy psychic needs. In the end, everybody iy orierested in money because it can
be used to buy consumers’ goods. If money couldbeotipplied to this purpose, it
could never obtain the power to purchase produgemsds.

Thus, we were able to establish a connection betwe®ney and the
subsistence fund even in the business sphere. Wibary is traded, the real magnitude
that underlies it are saved up consumers’ goodsctira be bought by the earners of
income. This statement holds true also for thenfimel market. What is transferred in

credit transactions is the power to purchase coessingoods. This is the only power
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of money that is necessary to finance the econdmseal terms, the financial market
is the market for the subsistence fund.

We cemented our results in three different waysstkaf all, we always kept in
touch with actual institutions. Especially capitdcounting could be shown to be
compatible with our analysis. Accounting contrdsttorical costs and revenues — both
in terms of money — and thus allows for the deteation of profits. But even if one
removes the veil of money capital accounting makasect sense. The balance sheet
keeps track of the potential to consume once seedifin financing the corresponding
project. It shows how much of this potential hasseal through the company. Later on,
this sacrificed potential can be compared to theemqg@l that the company newly
creates. When there is profit, the company hasriboieéd to society’s power to
consume.

The second way we have secured our results cotisistbe demonstration that
they are consistent with other economic theories.find that our point according to
which the purchasing power of money is determinedhie consumption sphere is
confirmed by the Austrian Theory of the Trade Cydlee latter attributes the recurrent
boom-bust-cycles to additions to the money supghyt Into existence by the banking
system. Although this theory is not always outlitednogeneously, some versions of it
come very close to our own findings. It has beemwshthat all other versions contain
inconsistencies. According to the correct one,fiel credit expansion makes
entrepreneurs calculate as if the fund of consungersls available for the financing of
production had increased. The newly created morneylates an increase of the
subsistence fund which actually doesn’t exist. &meneurs consequently invest
money in more roundabout ways that seem to yieldenprofit because of their
misguided calculation. They kick off a boom. Howe\ua reality the fund in question

has not been increased at all. The entrepreneensadraware of this fact because they
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are not able to look through the veil of money. ohie point, this lack of power to
purchase consumers’ goods makes itself felt. lotexs more profitable to produce
consumers’ goods whereas the investments thatlieere started because of the misled
calculation must be abandoned.

At long last, we illustrated our theoretical fingsempirically by means of the
German Crisis of 1873. In the years preceding #évient, a tremendous amount of
artificial money and credit had entered the Gerreaonomy. Concurrent with the
particular version of the Austrian Theory of theade cycle that conforms with our
results, entrepreneurs were led into thinking thate power to purchase consumers’
goods was available. They consequently expandethdsss and created a boom as
predicted in the theory. The investments into nawways have become famous for
this period. Later on, it became clear that the grol@ purchase consumers’ goods had
not increased by so much as was initially expectérd started projects could not be
financed any more. A bust set in.

The crisis of 1873 also demonstrates one furtrerlref our discussion. Capital
accounting only suits for the guidance of busired®ns as long as it conforms to the
Generally Accepted Accounting Principles, and tfogeeto the logic of action we have
presented in part |. Before tk&linderkrach however, a different system of accounting
rules had been implemented in Germany. In the suiese years, especially
corporations were more or less forced to practigevhlue accounting. In consequence,
they ceased to ground their calculations and dnddeayouts in their costs and their
revenues. Instead, they had to employ the markee\a their assets. This implied that
the profits they showed and cashed out did not naweh to do with their performance
any more.

Many of the issues that have been dealt with ircthese of the discussion have

only been touched upon. Most of them deserve fusdtiention. Especially the problem
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of economic growth has only been treated supeltijcid/hat we have done is that, in
separating the two different concepts of capitat ire usually mixed up, we have laid
the groundwork for further discussion of growth atsl connection to the financial
market. The veil of money has been removed fronrélm/ant processes. However, it
seems doubtful whether economic growth can be aedlwithout huge difficulties. In
the end, human well-being and its growth are stive@henomena. At one point, we
have taken the size of the business sphere — negbbuyrthe capital invested there — as
an indicator of economic well-being. If this shohlappen to be a reasonable approach,
the current growth models could consider this iteeonfining their capital concept to
business capital and leaving out everything elspe@ally public investments. Of the
latter, it is unclear eveax postwhether they are able or intended to enhance human
well-being as they do not rely on revenues paigdiyntary customers.

Another topic that has not been paid due atteribicare the technical details of
the modern financial market. The organisation oflera stock market transactions, the
over-the-counter-market, the numerous differerdrfial derivatives, and many other
particularities have been left out. However, theeems to be no stumbling block to
integrating these issues into our discussion. Takyinfluence the way money is
allocated, but, as far as | can see, they do nahgh the role of money — and the
financial market in general — in allocating the ialge fund of consumers’ goods.

One area that | consider to yield especially pabfé results to further study is
the point of intersection between accounting themmg economics. Concerning the
boom-bust-cycle, both research approaches seeomntplement each other. So far, the
Austrian Theory of the Business Cycle has alreadplemented the role of the
processes ibankaccounts. The accounts of non-banking companiésrenGenerally
Accepted Accounting Principles, on the other hdraje only been hinted at by some

of the corresponding theorists. Yet, these primspseem to mitigate the harmful
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effects of an artificial expansion of credit on fiveancial market. To analyse in depth
why this is the case will probably shed light omsoimportant aspects of the market
economy. In particular, it will help to understamdw the division of labour is

organised by calculation in money, that is, how plens of the individual businesses
intertwine. It would be interesting to know whaffeience it makes for the allocation
of the power to purchase consumers’ goods accordimgvhether banks and other

businesses calculate profits on the basis of héstiocosts or some other magnitude.
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