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PREFACE

ITH the exception of the published translations of the
works of Bohm-Bawerk and Wieser, the thcories of
the Austrian Schools of cconomics are not well known in
“England. However, for an adequate understanding of this
school the contributions of Mises and Schumpeter are of
equal importance and a knowledge of Menger’s principles
of economics is essential, not only because Menger was
himself the founder of this school, and thus greatly influenced
Bohm-Bawerk, but also because his investigation of monetary
phcnomena (and its successful continuation by others such
as v. Wieser, v. Mises, and Schumpeter) is so characteristic
of the methods of Austrian research.

Attention to the teaching of the Austrian School was
recently drawn by Hayck whose examination of the trade-
cycle has stirred so much interest and controversy in
England. Hayek’s main objection to the modern English
School of Economics was that these authors have over-
estimated the significance of monetary phenomena and
undervalued the importance of the events in the world of
goods. Although we find a general neglect of monetary
phenomena in the works of most of the earlier Austrian
authors, attempts were later made to combine the purely
economic factors with purely monetary factors into a success-
ful theory of the trade-cycle. The object of this thesis will
be to study these various attempts and to examine how far
they have been successful. We shall find that all these
authors have had different conceptions of the role which
money plays in the trade-cycle, some authors attributing to
money a more active, some a more passive, role. The
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8 AUSTRIAN THEORIES OF CAPITAL

problem with which all authors are concerned is whether
changes from one equilibrium to another are merely brought
about by monetary factors or whether a stcady development
can be ensured by excluding the somcwhat unwholesome
influences of money. The earlier teaching of the Austrian
School becomes most important for those authors who
advocate a policy of neutralizing money. These authors
visualize an economic system where the development
towards an optimal equilibrium runs smoothly without the
disturbing influences of money. But it secems clear that
even if one does not adhere to a policy of neutralizing money
the study of the events occurring in the world of goods is
equally important for any theorist who attempts to solve the
problems of the trade-cycle. The problem which any theory
of the trade-cycle attempts to solve is the always recurring
disproportion between the increase in physical output and
the increase in value. The inadcquate solution of this
phenomenon is the reason for the failure of so many theories.
Another common error was the mixing up of two questions ;
that of the existence and that of the determination of
interest. Bohm-Bawerk for example has solved the question
of the existence of interest, but he has not solved the problem
of the payment of interest. The question of the payment
of interest must be the main subject of any theory of the
trade-cycle, i.e. the theory should be an attempt to solve
the problem of the temporarily existing disproportion
between the increase in physical output and the increase
in value or (according to Bohm-Bawerk) the disproportion
betwecen physical productivity and value-productivity. The
question is whether the profitability of new investments will
cover the rate of interest and allow gains to be made. In
other words can we regulate our credit-policy so that new
investments will always cover interest and allow gains to be
made and does a credit-supply by voluntary saving fulfil
these purposes under all circumstances.



PREFACE 9

Such are the problems with which we are concerned in
dealing with Austrian theories of capital, interest, and the
trade-cycle. The difficulty, howcver, has been in the first
place to select those theories of the Austrian school which
were most significant for further investigation, and sccondly
to put them into some systematic order. In this thesis the
material has been arranged after the following scheme. The
trade-cycle is characterized by an upward movement which
coffditions later a downward movement. Thus the unwhele-
some cffects of the downward movement necessitate an
examination of their causes which lie in the upward move-
ment. The thesis has accordingly been divided into two
parts. The first part deals with the upward movement and
the thcories of credit and capital by which this movement
has been analysed. The second part discusses how Austrian
authors attempted a solution of the problems which arisc in
the upward movement. Thosce authors have been selected
whosec names have become significant in the world of
cconomists and whose theorics are most characteristic of the
development of the Austrian line of thought.

The first part of this thesis is divided into three chapters.
The first chapter gives an account of the terminological
confusion which prevailed for so long in the Austrian School,
and which made it impossible to find an adequate theory of
capital and credit.  Great emphasis is laid on Bohm-
Bawerk’s theory of the productive process and his explana-
tion of the function of the fund of subsistence, which are the
basis of all further investigations, especially those of Wicksell,
Mises, Hayck, and Englinder who have further advanced
Bohm-Bawerk’s idcas. The second chapter deals with the
attempts of Austrian theorists to fuse monetary and economic
phenomena into an explanation of the trade-cycle. Thus
it deals with Menger’s theory of the popular notion of
capital and Wiescr’s attempted solution of changes in
equilibria which prepared the ground for Schumpeter’s later
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discoveries. The third chapter deals with Austrian theories
of credit from Menger to Schumpeter. -

It points out the fundamental difference between a static
and a dynamic stage of the economic system and examines
the possibility of a completion of Schumpeter’s theory.

The second part is also subdivided in three chapters. The
first chapter deals with Bohm-Bawerk’s theory of interest
and explains why we may consider this to be a non-monctary
theory of the trade cycle, for although Bohm-Bawerk
explains why interest exists he does not solve the problem
of the payment of interest, his non-monetary conception of
interest therefore leading to circular reasoning. The second
chapter examines the monetary form which Schumpeter has
given Bohm-Bawerk’s theory and its attempt to consider
interest as a dynamic problem. The third chapter deals
with Mises’s, Hayek’s, and Englinder’s theories of the trade-
cycle. It shows that Miscs has realized the significance of
the movements of the relative prices of commodities from
explanation of the trade-cycle, and that his theory of forced
saving and refutation of the old quantity-theory is the out-
standing achievement of Austrian economists. Mises never-
theless is aware that too great a readiness on the part of the
banking system to grant credits can lead to crisis and his
examination of changes in the structure of production has
influenced Hayck who, although advocating a policy of
neutralizing money, bases his propositions on Wicksell’s
theory of the divergence between the equilibrium-rate and
the money-rate of interest. Money-loans according to
Hayek will be neutral towards the relative values of goods
provided that the money-loans granted to the producer are
restricted to actual saving deposits and provided that the
quantity of money has remained unchanged. Englinder’s
theory is contrary to Hayek with regard to changes in
the money-supply and with regard to Hayek’s theory of
saving.



PREFACE II

No serious student of English economic theory can afford
to ignore contemporary continental research. Not only
should it receive consideration in the formation of English
theory, but its neglect has even caused a neglect on the
part of the English School of proper consideration of purely
economic factors and too great an emphasis on purely
monetary problems. -
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INTRODUCTION
THE NOTION AND THEORY OF CAPITAL

TI—fE authors who deal with capital and capitalism have

often misunderstood the function of capital, and have
therefore wrongly conceived their subjects. In particular,
the Austrian School of Economists, with the exception of
Schumpeter ! and Menger, have neglected the monetary
aspect of capital. In trying to penetrate to the root of the
monetary question, they have failed to appreciate the
fundamentals bearing on it.

A study of the history of the theories of interest would
assure us that the notion of capital has varied with the con-
ception of interest. Interest was considered as existing in
concrete goods, and as being synonymous with every increase
in the physical output of production. However, some
authors soon realized that interest bears only a certain
relation to the increase in physical output of production and
that interest represents mainly a problem of value, and it
was therefore necessary to find the real connection between
productivity and interest. An attempt was made to establish
this connection by including goods in the notion of capital.
It was evident that physical productivity depended on goods,
but’it was also equally obvious that the increasing physical

1 Bibliography : Béhm-Bawerk, ii, 1, pp. 17-104. Schumpeter, Theorie
der wirtschaftl. Entw., pp. 141-171, etc. Schumpeter’s and B6hm-Bawerk’
article in the Handw. d. Staatsw. Sombart, Der moderne Kapitalismus.
Menger’s article in the Handw. d. Staatsw. Marshall Principles, pp. 71-5,
etc. Keynes, ITreattse, pp. 1-15, 53, 76, 262, 293-302, 137. Irving Fisher,
‘“the rate of interest ”” objections considered, ‘“ Nature of Capital ”’ and

‘“ Senses of Capital ” in the E.¥. Bohm- Bawerk Exkurse. v. Philipovich,
Grundriss.

15



16 AUSTRIAN THEORIES OF CAPITAL

output and the increase in value were not always identical
The attempt was therefore made to find a notion of capital
which fitted all explanations of interest.

Two kinds of goods appear to be suitable for the purposes
of a theory of interest : producers’ goods which enable the
undertaking of more productive methods of production and
concumers’ goods, the possession of which makes possible
the employment of labourers without resources and the
undertaking of more productive methods of production.” The
explanation of inferest according to the old productivity
theories includes producers’ goods in the notion of capital
because of their innate faculty of enabling an increase in
physical output or an improvement of the product. In his
criticism of the old productivity-theories of interest Bohm-
Bawerk had pointed out that their failure mainly consisted
in explaining interest by a mere increase in physical output.
They should have been aware that the increase in physical
output was not always followed by an increase in value, in
fact that the problem of the trade-cycle consisted in the
explanation of this discrepancy. The problem as Béhm-
Bawerk has often suggested, would have been solved by
finding the value-productivity of goods. The value-
productivity of capital is the faculty of producing more
value, that is to say either more value than the actual rate of
interest or more value than the value of the applied means
of production but less value than the actual rate of interest.!

The task of the economists is to examine the relation of
the increase in value to the actual rate of interest, and the
cause of the recurring discrepancy between physical ‘and

1 Compare Bshm-Bawerk, Kapital und Kapitalzins, i, 2nd edition, pp. 128,
129, 130 ff. The notions of physical and value-productivity are unfamiliar
to the English literature, and were introduced by Bshm-Bawerk. We will
always use these terms if we refer to phases in the trade-cycle where such
discrepancies between the increase in physical output and the increase in
value occur. This appears to be the correct interpretation of Bshm-Bawerk’s
terms, although his neglect of monetary phenomena has led to an incompre-
hensible way of expressing himself.
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value-productivity. Bohm-Bawerk would have been more
successful in his examination of this value-productivity if he
had questioned wherein lay the discrepancy between physical
and value-productivity. He might then have found that this
discrepancy was the result of the dynamic influences of
money for as we shall see later money-costs do not fall as
fast as the prices of the finished product. Such therefore is
the problem of the discrepancy of physical and value pro-
duc‘gvity, translated into monetary terms.

The examination of the function of the fund of subsistence
on the other hand should have brought Austrian economists
nearer to the true explanation of interest. The possession of
a fund of subsistence enables the employment of labourers
without resources, and the disposal of the means of pro-
duction necessary to carry through methods of production
yielding greater output. Modern research has attempted to
prove that in a money-economy money exercises the function
of the fund of subsistence. The problem which has to be
decided consists in an examination of the true function of
money and its relation to the world of goods, an under-
standing of the events of the trade-cycle otherwise being
impossible. Such an examination would have shown that
money influences different categories of goods differently
and that the factor determining the supply of these different
kinds of goods is the rate of interest. The fluctuation of the
rate of interest is the cause of the upward and downward
movements of our economic system. In order to understand
the cause of these movements an examination of all the
fa®ors, monetary and non-monetary, determining the rate
of interest is necessary. The examination of non-monetary
factors, that is to say of the real structure of our economic
system, enables us to find how a smoothly-running develop-
ment ! could be obtained. The examination of monetary

1 The fluctuation of the rate of interest is a result of the different reaction
of the banking-system towards economic changes. The credit-supply of
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factors demonstrates how the banking system by its credit-
supply influences the productive activity of a country and
how it creates the upward movement of our economic
system. '

the banking system is entirely arbitrary, that is to say it does not obey

the commands of a natural development. (See the chapter on Hayek where
this line of thought is more fully discussed.)



CHAPTER 1

THE DEVELOPMENT OF‘ THE NOTION OF CAPITAL WITH

REGARD TO THE THEORIES OF C. MENGER AND BGI:IM-

BAWERK AND THEIR CONCEPTION OF THE FUNCTION AND
FORMATION OF CAPITAL

§1

THE importance of the problems, discussed above, has

compelled some Austrian economists to decide which
kind of goods should be included in a notion of capital.
C. Menger and later Bohm-Bawerk have clearly conceived
the importance of the possession of goods of higher order for the
undertaking of more productive methods of production, and
the function which the fund of subsistence plays in the pro-
ductive process.

Producers’ goods are necessary to conquer Nature and to
increase the physical output of production with the aid of
Nature ; a fund of subsistence may be necessary to enable
a production on a larger scale. It was Menger’s analysis
of the economic system which gave rise to this distinction
and has influenced Béhm-Bawerk in his theory of the
productive process.

eSome authors ! have maintained that Bohm-Bawerk has
merely clarified Menger’s ideas and has composed from these
and from Rodberthus’s conception of the roundaboutness

1 Compare Martin Hill, * The Period of Production and Industrial
Fluctuation,” p. 600, E.¥. ‘It should be noted, however, that almost
every element in Bé6hm-Bawerk’s exposition is to be found in previous
writings, and that he added little but clarity to that of C. Menger.” Un-
doubtedly Menger has strongly influenced Bohm-Bawerk and even
Schumpeter.

19



20 AUSTRIAN THEORIES OF CAPITAL

of production a suggestive picture of the productive process.
We only endeavour to show how Menger’s ideas are related
to those of the other Austrian school and why they induced
the latter to use different notions of capital.

With Menger dawns new light on the relation between
human beings and the world of goods. Goods are means
for the satisfaction of our wants, and any of our economic
actions are undertaken in order to fulfil these purposes.
The relation to human satisfaction can be a direct or an
indirect one. Therefore an abstract grouping of existing
goods can be made according to the distance in time from
the consumer. Menger distinguishes accordingly between
two kinds! of goods, goods of the first order which yield
immediate satisfaction and goods of a higher order which
serve the production of goods of the first order and so
indirectly are relevant to our satisfaction.?

Goods of higher order determine the amount of goods of
first order being produced. They, therefore, are significant
for the degree of productivity of a country. But they derive
their quality of being goods from goods of first order, as only
by enabling the production of goods of first order can they
serve the satisfaction of our wants. They serve the pro-
duction of goods of first or lower order in two ways : either
one kind of goods of higher order is sufficient for the pro-
duction of the goods of first order, or a complementary
amount of other goods of a higher order is needed, facts
from which Menger derives the following conclusions :—

(1) Complementary goods of higher order lose the
quality of being goods if one kind is missing.

(2) The possession of all complementary goods is necessary

1 Compare Menger, Grundsditze d. Volkswirtschaftslehre, 1st edition,

PpP.

3 Goods of thls higher order are differentiated according to their distance
in time from the consumer. Accordingly the term *¢ hlgher order ” is
reserved for remote goods, and the term ‘‘ lower order ”’ is used to denote
goods nearer to the consumer. We refer to both meanings if we speak
merely of goods of the higher order. Goods of the higher order and goods

of the lower order signify different stages of production.
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for the production of a certain article, a fact the bearing of
which on modern theory we shall see later.!

Examining the conditions for the most complete satis-
faction of our wants Menger was aware that the amount of
goods of the first order was insufficient and that we have to
provide for the future. The value and prices of goods
depends on their relation to our human satisfaction. We
thergfore need to be aware of the amount of goods which is
available for our present enjoymeént and the amount we
need for a more deferred satisfaction.? Menger claims that
the demand 2 for goods of first order can be measured to a
certain extent although we are uncertain about the total sum
of our future wants considering their possible growth and
development.  Accordingly we distinguish between the
demand # for goods of the first order and the supply available
to satisfy this demand, and the demand for a greater, but
more deferred, enjoyment. The scarcity 3 of the present
means of our satisfaction obliges us to provide for the future.
Menger’s further task was to show how one obtains the most
complete satisfaction from the means available.

He found that the transformation of goods of the higher
order to goods of the lower and first orders enables us to

! An examination would have been necessary : what enables the posses-
sion of complementary goods of higher order ? One would then have realized
the role money or the fund of subsistence plays in the trade-cycle. Menger
has not fully developed this line of thought, but occasional remarks show
that he is near the solution, advocated by modern theory. Modern theory
and even B6hm-Bawerk insisted that interest is paid for the disposal of the
means of production, with the aid of which we can introduce roundabout
methods and innovations.

t Compare pp. 40, 4I, 15, 124, 129, etc. We abstain from giving a
dethiled account of Menger’s theory of value, and refer to this theory
inasmuch as it is necessary for the understanding of Menger’s theory of
capital and the productive process.

3 The ambiguous German term ‘‘ Bedarf’ is best translated by the
English word ‘“ demand ’. We even can often substitute ‘ Bedarf *’ more
adequately by ‘‘ Nachfrage *’ in Menger’s writings. The term ‘‘ requirement "’
does not seem to be appropriate. Compare Englinder’s criticism in
Schmoller’s Jahrbuch, p. 26, Heft 192, 1923, of Menger’s ambiguous use of
the term “‘ Bedarf .

¢ Compare pp. 23, 35, 40, 41, 126-8 of Menger’s Grundsdtze.

5 Menger has made little use of this idea which is so fundamental for the
explanation cf interest. Later BShm-Bawerk has successfully continued
this line of thought. (Compare his theory of interest.)
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increase the physical output of goods of the first order.
Reasoning with Adam Smith he holds that not only' a
perfect division of labour but the human victory over nature
is the basis of further development. The construction of
goods of the higher order empowers us to dominate nature.
It is necessary to employ goods of the lower and first order,
which were destined for present uses or uses in the nearest
future, for deferred periods. This process is limiteq by
the scarcity of means to satisfy present uses or uses for the
nearest future.! The above makes it apparent that goods of higher
order are holders of future productivity, and the amount of these
goods that a person possesses controls his future prosperity and are
therefore his capital.

Like Bohm-Bawerk, Menger uses this conception of the
productive process for the explanation of interest. Menger
saw the connection between productivity and interest but he
also was aware of the important role which the disposal of
the means of production (goods of higher order) plays for
the explanation of interest.

Capitalistic production requires that we not only dispose
of the goods of higher order during the time of the trans-
formation of goods of higher order into goods of lower and
first order,? but that we dispose also of all complementary
goods of higher order.

Menger, like Bohm-Bawerk, realized that the transforma-
tion of goods of higher order into goods of lower and first order
requires time, although the time varies in every production.
In contrast to Bshm-Bawerk, Menger does not assume an
average period of production, he only considers the time

1 This line of thought was more elaborated by Bohm-Bawerk. At this
stage the distinction between the inclusion of producers’ goods or con-
sumers’ goods in a notion of capital becomes relevant. Béhm-Bawerk in
his Exkurse mentions that the possession of a fund of subsistence is in-
dispensable if we do not want to die of starvation during the long time
elapsing between the beginning of the productive process and its completion.

Compare Menger, Griindsitze der Volkswirtschaftlehre, pp. 126, 127,
especially p. 136 n., pp. 21-5, 149-150, 130-1, 134-6, 137, 138.
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direct labour is applied. The disposal of complementary
goods of higher order during a certain space of time will
explain the discrepancy of value between the means of pro-
duction and their product in which interest is hidden. As
goods of higher order derive their quality of being goods
from goods of first order, the value ! of goods of first order
must determine the value of goods of higher order. Never-
theless the equality of value between the means of pro-
duction and their product is disturbed, and it became
necessary to seek for the cause of this disturbance. The
cause of this disturbance is the payment of interest. Menger
explains that the buyers of goods of higher order only can
pay a lower price than the price obtained for the future
product as they must subtract from this price the value
(price) of the disposal of these goods. But Menger adds that
the value of the product contains another element, the price
of entrepreneurial management.? If we translate Menger’s
doctrine in modern terminology we might interpret the
above observations in this way :—

Goods of higher order are bought by entrepreneurs, who

1 Menger’s failure in solving problems of the trade-cycle consisted in
using his conception of value for such explanations. The error, common to
all the older Austrian School of economists, was to assume an identity of
value between the means of production and their product. By substituting
prices instead of value in our context we come nearer to the solution which
Schumpeter has given to the problem of interest and profits. We would
then find that the price obtained by the sale of the product is not identical
with the price paid for the means of production, the reason being, as Menger
correctly has pointed out, that the price obtained by the sale of the product
must contain the price paid for the disposal of these means of production
and the price of entrepreneurial management. Schumpeter has further
advanced this theory by explaining why a price has to be paid for the
disposal of complementary goods of higher order. The correct interpretation
of the old use-theory is therefore, as also Wicksell has pointed out, that
interest is paid for the acquisition of capital-goods which we acquire with
the intention of reproducing them or goods of similar kind. If the use of
any kind of goods consists in the acquisition of others or goods of similar
kind, this use determines a rate of interest which reciprocally determines
the value of these goods. (Compare Wicksell, Uber Wert, Kapital und
Rente, 1894, p. 88 ff.)

? Menger more clearly elaborates the connection between entrepreneurial
gain and interest. Bohm-Bawerk treates interest separately, neglecting too
mll.lcl'_A the most important correlation between them which leads to the right
solution.
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produce goods of lower and first order because these goods
are wanted by the consumer. In order to make a gain the
price of goods of lower order must contain two elements,
the price of the disposal of complementary goods of higher
order and the price of entrepreneurial management. This
line of thought corresponds exactly to the meaning
Schumpeter has given the Austrian theory of interest.!
This examination of Menger’s theory makes it apparent
that any further investigation will have some difficulty in
applying a correct notion of capital. Although uncon-
sciously Menger seems to use two notions of capital, he first
defined capital as those sums of goods of higher order which
while available in the present are destined for future
purposes. In this definition he considered capital as the
source of future productivity. On the other hand Menger
was aware that he could not explain interest with this notion
because an increase in physical productivity does not imply
an increase in value 2 and it is the increase in value which
has to be explained. Therefore he explained interest as
the price paid for the possession of goods of higher order.
But also Bchm-Bawerk attributed to this *“ capital-disposal
the explanation of interest.> The specific role which the fund

1 Menger has not given the necessary clarity to his ideas we find in
modern theory. The reason was his neglect of monetary phenomena. How
far he has reached the standard of modern theory and how much he has
anticipated Schumpeter is proved by his following footnote : ‘‘ In der
weitaus groseren Mehrzahl von Fillen bestehen Kreditgeschifte in der
Hingabe von Giitern hoherer Ordnung, an diejenigen, welche sie zu ents-
prechenden. Giitern niederer Ordnung verarbeiten. Durch den Kredit
wird die Produktion, oder doch der umfangreiche Betrieb sehr oft egst
ermoglicht, und daher die verderbliche Stockung und Beschrinkung der
produktiven Tdtigkeit eines Volkes, wenn der Kredit desselben plétzlich
versiegt ” (p. 135). ‘ In other words the price of goods of higher order can
also be credited and this credit is the cause of any productive activity of a
population. ‘ The bearishness’ to grant credits can cause stagnation, or
at least limit the productive activity of a population.”

? Vlide Book II, and the section dealing with Schumpeter’s concept of
capital,

3 Compare Martin Hill in the E.¥. of December, 1934, on Bshm-Bawerk’s
theory of interest. “ Capital in the context is of course capital-disposal or
free capital of which the real counterpart is the subsistence-fund.”
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of subsistence plays in capitalistic production is the factor
determining interest. This makes it necessary to examine
the form which Bohm-Bawerk has given C. Menger’s theory
of the productive process.

§ 2

Bshm-Bawerk contributed to Menger’s theory of the
productive process a careful elaboration of the time factor
and a most complete theory of the formation and function
of capital. The aim of production, he holds, is the utmost
satisfaction of our wants. As the means of satisfaction are
scarce, the problem arises for us of providing them. This
is best done by utilizing the productive services of land and
labour. The method of applying them can be a direct or
an indirect one and for the following reasons a roundabout
method is applied :—

(1) The insufficiency of a direct application of human
labour to make the most complete use of the natural forces.

(2) The attainment of better results than were possible
by a direct application of human labour. (We are even able
to produce goods which no direct method could produce.)

(3) The possibility of a perfect division of labour with
the result that we may produce in a shorter time and
increase the output of production.

The reasons have been sufficient to establish roundabout
production everywhere. Therefore capitalistic production
8 characterized by the amount of productive forces which
are destined for more deferred periods of time. Bohm-
Bawerk formulates accordingly a notion of social or pro-
ductive capital. Capital, he says, are those intermediate or

1 In the above three points, consists the so-called greater productivity of
roundabout methods. (Die ¢ Mehrergiebigkeit der Produktionsumwege) .
Compare Bshm-Bawerk, 2, 1, pp. 3—-11; 1. Buch, 1. Abschnitt, and 2.
Buch, 1. Abschnitt, pp. 107-111.
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produced means of production which are destined for a
deferred, but more complete, satisfaction of our wants.! Like
Menger, Bshm-Bawerk considers capital as significant for
future productivity. The more “capital ” is applied, the
smaller will be the amount of productive forces which is
consumed. A large quantity of the current year’s productive
forces«is invested in means of production the products of
which will be consumed in future periods. In a capitalistic
system of highest degree, productive forces of other years
only are consumed, whilst the current year’s productive
forces are invested in means of production or in intermediate
products. An enterprise applying less producers’ goods will
produce consumers’ goods in a shorter time than an enter-
prise applying more producers’ goods. But in the long run
the technical output will be smaller. The disadvantage of
roundabout production is the time it requires. Bohm-
Bawerk then makes clear which time is relevant for the
determination of the duration of the productive process.

It is necessary to distinguish 2 between the time required
for the production of the intermediate products and the
time required for the transformation of goods of higher
order into goods of first order.?

1 Boshm-Bawerk has adopted Menger’s notion of capital and his idea
that producers’ goods or goods of higher order are characteristic of capitalistic
production. (Capitalistic production is a term introduced by Béhm-
Bawerk.)

3 This distinction is not always noticeable in Menger’s work.

3 Compare p. 117, note 1, B.B., ii, pp. 318 ff., 399, Positive Theorie.
Compare also Marshall, Principles, pp. 378-9, 348, 348-350, 359-360,
369—380, 424, 260-2, etc. The question is which is the time relevant for a
theory of the trade-cycle. Cassel considers every stage of the productiv;
process as independent and the time this process requires as the period oY
production. Menger again only considers the time required for the trans-
formation of goods of higher order into goods of first [or lower] order as
relevant for a theory of interest. The solution of these different concepts
of the duration of the productive process, I think, can easily be found.
Menger described the time relevant for the existence of interest. Interest
is the price for the capital-disposal during this time, but the time which
elapses between the successive application of original factors of production
and the finishing of the product indicates whether interest can be paid. An
authority on the question between long and short periods is Marshall. If I
understand his theory well, his theory clearly refutes Cassel’s proposition.
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Bohm-Bawerk proposed the following solution of the
problem of measuring the time necessary for the completion
of the productive process. He distinguishes an average-
period of production of a single consumption good which is
the average-time elapsing between the successive doses of
original factors of production which have contributed to the
present supply of consumption goods, and its comgletion.
A lengthening of the average-production does not necessarily
mean any lengthening of the time between the first and the
mst application of resources (the absolute production-period), but
merely an increase in the proportionate expenditure of
resources at the earlier stages, or in other words an increase
in capital used.' If the production of a consumption good
requires 100 work-days, and if one day is applied 1o years
before, another g years before, etc., and the remaining go
immediately before the finishing of the product, it is obvious
that the first work-day is rewarded in 10 years, the second
in g years, the third in 8 years, and all other go work-days
immediately and that therefore all work-days are com-
pensated in an average time of

10+9+8+7+6+5+4+3+2+1_ 55 1
100 100 2

year.

If on the other hand the production of a commodity requires
100 work-days in a period of 10 years and if in the first of

Only the long period, he holds, can indicate whether investment has been
undertaken successfully. This problem concerns not only the factors of

roduction of a single commodity, but also the factors of production of these
}actors of production. In the long period we can decide whether it is worth
while to continue production, and whether the price paid for the product
will cover all cost, including the rate of interest.

It is, therefore, correct to consider the whole period of production of a
consqn:iption good. The problem to be solved is the measurability of such
a period. ..

1 Compare Wicksell, Uber Wert, Kapital und Rente, 1893, pp. 90,
91, etc. Wicksell discussing Bshm-Bawerk’s theory states that any increase
in fixed capital means an increase in the length of the average-period of
production. It means that a greater number of labourers is employed in
higher stages. (Compare also Béhm-Bawerk, ii, p. 118, n. 1.)
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these 10 years 20 work-days, in the second 20 work-days,
from the third to the tenth year, each year, 5 work-days are
applied and if the last 20 work-days are applied immediately
before the ﬁmshmg of the product, the average period of
production would be different and greater, that is to say it
would amount to

200°+ 180 +70 +35 +30 +25 +15 +5 560
100 "~ 100
Yo more than 5% years.

Martin Hill,! to whom we are mdebted for carefully
having examined how Béhm-Bawerk tries to solve the time-
factor in the roundabout process, most exactly defines the
aim of introducing the concept of an average period. Bohm-
Bawerk uses the average period in both of the. following
senses :—

(1) ““As the ‘ time’ which results from tracing the dates
at which the original factors contributed iz the past to produce
the present output of consumption-goods and

(2) “ as that which results from considering at what time
in the future the products of the present stock of resources
will emerge in consumable form,” 2 with the intention of
comparing the degree of roundaboutness which has been
applied, and the degree of roundaboutness which will be
applied. This comparison enables an examination of the
degree of the productivity of the roundabout method. It
enables us to decide whether the yield of the roundabout

1 Compare E.¥. from December, 1933, on ““ The Period of Productiors
and Industrial Fluctuation,” p. 602 ff. ; also Marshall, Principles, pp. 376 ff.,
345 ff., 421, and Bohm-Bawerk, ii, pp. 118-120, 399 ff.

? The distinction is important for Hayek’s theory of the trade-cycle,
which is based on Béhm-Bawerk’s observations, especially about the
profitability of roundaboutness. The problem is whether B6hm-Bawerk’s
assumptions are appropriate for the short period, and whether short period
fluctuations exercise the same influence on the structure of production as
they do on money. Hayek, I think, has not laid enough emphasis on the
time which must elapse during the transformation of goods of higher order

into goods of lower order. Only this time seems to be relevant for monetary
phenomena.
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method which is to be applied is in proportion to the
degree of roundaboutness applied.

With regard to the future another time of importance is
the average-period of waiting.! The average-period of
production and the average-time of waiting are not identical.
Bohm-Bawerk who tries to correlate these two terms fails in
his attempt. The reason is that Bohm-Bawerk does not
clearly define the meaning of his notions, which fault
accounts for the many errors of his theory. When the
question of the introduction of greater roundaboutness is to
be decided, he never clearly explains whether he means the
average-time of waiting of all industries as a whole or of a
single industry.?2 The reason of this inconsistency is the
different meaning Bohm-Bawerk attaches to the fund of
subsistence. He uses this term in two senses : He means
the National fund of subsistence when he determines the
height of the rate of interest, he speaks of the fund of sub-
sistence at a person’s disposal when he explains the existence
of interest. It must therefore be pointed out wherein the
correlation lies between the fund of subsistence and the
length of the productive process. The person who applies
roundabout methods, Bohm-Bawerk explains, must wait
before he can consume the product of his production. He
must dispose of a certain fund of subsistence during this time
of waiting. It therefore can easily be realized that lengthen-
ing methods can only be applied if the fund of subsistence
is sufficient. The lack of a fund of subsistence makes it
impossible for the labourer to carry through his own pro-
d¥iction. A person who undertakes new investment has to

1 The average-period of waiting is the time between the payment of labour
and the sale of its product.

2 He also never clearly expresses whether the average-period of produc-
tion is meant to be the average-duration of all productions as a whole. If I
interpret Bohm-Bawerk directly, his first formula is supposed to determine
the average-length of the period of production of a certain consumption
good, but it is never quite apparent whether Bohm-Bawerk uses this term
in either or both senses.
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buy the disposal of the necessary fund of subsistence. The
fund of subsistence, therefore, determines the length of the
roundabout method which is to be applied. The question
which concerns us'here is how can we measure the pros-
pective time of waiting for the finishing of the product in
order to know the length of the roundabout method to be
applied ? As the length of a roundabout method is deter-
mined by the fund of subsistence it is necessary to find a
formula which indicates the magnitude of this fund of
subsistence. But Bshm-Bawerk fails to answer this question.
He does not distinguish sufficiently between the National
fund of subsistence and the fund of subsistence which is at
the disposal of the person who intends to introduce greater
roundaboutness. Bohm-Bawerk does not make sufficiently
clear whether he intends to determine the average-time of
waiting of all industries as a whole, which would be deter-
mined by the National fund of subsistence, or the average-
time of waiting for a single industry which would be deter-
mined by the fund of subsistence which is at a person’s
disposal. Bohm-Bawerk seems to determine the average-
period of waiting for a single industry, but it is never quite
evident whether he does not mean the average-period of
waiting for all industries as a whole. What he wants to
express and what he does not express in his formula is that
the National fund of subsistence determines the magnitude
of new investment (roundaboutness), and that the person
who expands production in a certain industry can only have
a certain share ! of this National fund of subsistence. Béhm-
Bawerk, however, has not clearly explained the correlatidh
between these magnitudes and we are never certain whether

! The question is whether the length of the productive process will be
the same for all industries. This is impossible, as some industries have a
greater, some a smaller, share of the National fund of subsistence. These
facts should have induced B6hm-Bawerk to inquire why some industries
have a smaller, some a larger, share of the National fund of subsistence. He

might then have realized that the credit-supply of the banking system is
responsible for this distribution.
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he correlates the average-time of waiting of a single industry
to the average-period of production of all industries or
whether he intends to correlate the average-time of waiting
of all industries to the average-time of production of all
industries.

The solution which Bohm-Bawerk proposes is the
following : It must be remembered, he holds, that, due to
the division of labour, labour can be applied successively !
(staffelweise). It is accordingly unnecessary that the fund of
subsistence must suffice for the whole period of production.
The labourers employed in a certain trade need not be
employed at the same time and at the same stage. Sup-
posing that a production lasts 5 years. It is obvious that
the labourer of the first stage of production will have to
wait for his product 5 years, the labourers at the second
stage 4 years, etc. To work in an average-period of pro-
duction of 5 years it is not necessary to have a fund of sub-
sistence for all these 5 years of waiting, but only for an
average-time of waiting, that is to say (in our example) for

5+4+3+2+1
5
which is more than half of the average-period of production.

Bohm-Bawerk however shows in his example that the
time of waiting equals nearly half of the total period of pro-
duction. The law which he claims that determines the fund
of subsistence necessary for the application of a lengthened
period of production is the following : the fund of sub-
sigtence must be sufficient for half of the average period of
production plus half of the duration of that stage of which
the social structure of production is composed. This law
stated in more general terms means that the fund of sub-
x +1

years = 3 years,

sistence must be equal to stages of production if an

! Compare Bohm-Bawerk, ii, 1, Positive Theorie, pp. 397-9.
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average-period of production contains x-stages of pro-
duction. But the average-period of production in this
formula is the average-period of production of all industries
as a whole and Bohm-Bawerk has really given the law
measuring the average-time of waiting of all industries as a
whole instead of determining the average-time of waiting
for oune industry.

However Bohm-Bawerk is not justified in stating that if
x is great this formula approaches more and more closely
half of the average-period of production, and that x is the
greater the longer the average-period of production and the
more perfect the social structure of production * (gesell-
schaftliche Staffelung), and that a population can increase
the period of production to nearly twice the period which
is covered by the accumulated fund of subsistence. Even
if we can measure the average-time of waiting of one
industry, we have not found the law which determines the
necessary fund of subsistence.

Bohm-Bawerk neglects that two factors in his formula are
not sufficiently determined :—

(1) The magnitude 2 of the National fund of subsistence
is unknown which determines the share of the person who
intends to undertake new investment.

(2) As the share of the individual is different for different
persons and for different industries (some requiring a
greater, some a smaller, share), it is accordingly necessary
to know the magnitude of this share, and to examine
whether this share is in proportion to the intended extension
of the roundabout method. ¢

To make this more explicit Bohm-Bawerk attempted to
solve the length of the average-period of waiting, but the
above formula does not indicate whether the available fund of

1 Compare Exkurs, xiv.
2 The same criticism holds true for v. Mises’s theory which has adopted
Béhm-Bawerk’s reasoning.
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subsistence is in proportion to the intended extension of the
roundabout method. The fact that different industries
have different shares of the National fund of subsistence
makes also clear that any extension of the roundabout
method in one industry goes at the expense of another
industry unless the National fund of subsistence has
increased. Investment, therefore, should not be unader-
taken unless the fund of subsistence is sufficient to enable
this development. It is equally possible however that
investment (roundaboutness) is not undertaken unless an
increase of this fund is expected. With every increase of
the National fund of subsistence, further development is
made possible. The National fund of subsistence therefore
determines the magnitude of further investment. An
increase of the National fund of subsistence enables further
investment, a decrease compels us to abandon lengthening
methods. The problem is how can the fund of subsistence
be increased.

For these reasons Bohm-Bawerk may more carefully have
elaborated the formation of capital.

Bohm-Bawerk emphasizes the importance of saving for
the economic system. He however neglects the monetary
side of the problem. An examination of the nature of
capitalistic production, he holds, clearly indicates the
function of capital. But like Menger he must drop his
former notion of capital. The notion Bohm-Bawerk intro-
duces is more relevant for the development of modern theory
because it approaches more the monetary side of the
problem.? The function of capital is to enable the applica-
tion of roundabout methods. Capital is necessary to allow
time to elapse between the beginning and the end of the
productive process. But here Bohm-Bawerk has to over-
come the difficulty of deciding which kind of goods enable

1 Compare Schumpeter on this subject and the second part of this
thesis which more carefully deals with this connection.
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the application of roundabout methods ; consumers’ goods !
because they empower us to purchase producers’ goods-or
producers’ goods which help to increase the physical output
of roundabout production. Only with the aid of consumers’
goods can we employ the productive services of land and
labour. On the other hand producers’ goods are the
condition for the increased physical output. After having
examined the function of different categories of goods and
having attributed to different categories of goods the term
“ capital it was also necessary to consider the growth of
capital. According to his different concept of capital which
is due to the inclusion of goods into a notion of capital
Bshm-Bawerk assumes that capital is saved as well as
created.?

According to Bohm-Bawerk’s theory of capital-formation
we first must abstain from consuming before we can apply
a time-requiring process of production. The consumption
of the present period must always be reduced, and more
productive services of previous periods have to be consumed
than those of the present period. From this point of view
savings are the result of the choice between a bare pittance
in the present and adequate, if deferred, comforts in the
future.

Saving means a real saving of the productive forces ;
it thus influences the direction of production by forcing
them into a different application. A change in the structure
of production is brought about if savings of previous periods

1 It might be more advisable to speak of present and future goods, and
even more appropriate according to Bohm-Bawerk’s terminology. The
terms here used fit better into the general scheme of this thesis, especially
as they gre employed by v. Mises, Hayek, and others (Strigl). Béhm-
Bawerk’s notion of capital differs from Jevons’s notion of capital as B6hm-
Bawerk included into his notion not only consumers’ goods, but also all
intermediate products which are a potential source of consumers’ goods.

* This principle of Bchm-Bawerk has become so important for modern
economic theory. Correctly interpreted it means that the process of saving
and the process of investment shall go hand in hand. The discrepancy

between saving and investment has been nowadays considered as the cause
of depression, and the following process of adjustment.
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are finally transformed into intermediate products (or goods
of higher order) so that a roundabout method promising
greater physical output can be applied. Hence saving
serves the accumulation of a fund of subsistence which will
enable the use of the productive services of land and labour
(or productive forces as Bohm-Bawerk calls them) for future
periods.! Bshm-Bawerk then explains how the accumulated
fund of subsistence serves to bring about changes in the
structure of production and so facilitates further
development.

A fund of subsistence ? enables the application of greater
roundaboutness. The length of the roundabout way should
be in proportion to the available fund of subsistence. Every-
body who disposes of a certain fund of subsistence can
start lengthening methods. The owner of present goods
exchanges them in the hope of obtaining greater output
in the future. The recompense for selling present goods is
interest. Every market (the subsistence market, the labour-
market, and the market for agricultural produce) is
characterized by exchanges of present goods for future
greater productivity. The owner of present goods buys the
future productivity of human labour and land to introduce
more productive capitalistic methods of production. The
person who disposes of present goods obtains a higher
price for them because of the possibility of future greater
productivity. In other words the power of disposing of
present goods and present productive forces is indispensable
for new investment. The presuppositions for the payment
of interest are therefore : (a) the lack of means of the

1 Compare p. 141, Positive Theorie, etc., and for the following, pp. 331,
391-409, 449, 463, 464, Der Kapztalgewmn der Unternehmer, ‘‘ Die
Zinshohe im Marktverkehr,” “ Der Kapitalmarkt in voller Entfaltung »
(iv Buch, ii and iii Abschmtt) Compare also p. 92 of the second part
of this thesis.

? The fund of subsistence as conceived in the context is the sum of all
private funds of subsistence (social capital), but B6Shm-Bawerk sometimes
only treats the fund of subsistence at a person’s disposal (private capital).
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labourer which makes the application of lengthening method
impossible for him, but also (4) that the productive effect,
due to the application of capital is greater than without
the application of capital. Bohm-Bawerk nevertheless
assures us that interest will always be positive as the economic
character of certain goods will always make the application
of greater roundaboutness profitable. Concluding we might
say that according to Boshm-Bawerk the existing fund of
subsistence determines the magnitude of new investment as
it determines the height of the rate of interest. The height
of the rate of interest varies with the existing fund of sub-
sistence and the yield of the roundabout method. If the
yield can be increased and if the number of labourers is very
great, the fund of subsistence, nevertheless, very small, the
rate of interest is high and vice versa. Because of the scarcity
of present capital-goods and of intermediate products we
pay a price for their acquisition—that is interest.

§3

Bohm-Bawerk’s theory of the function and formation of
the fund of subsistence can be considered as a theory of
credit and the trade-cycle. His theory reveals the function
of saving for capitalistic production and therefore means
further progress with regard to Menger’s theory of credit.!
Bshm-Bawerk emphasizes the fact that capital-disposal is
necessary for the introduction of greater roundaboutness,
but he also examines the influence of credit on the pro-
ductive activity of a country. In a capitalistic productica,

1 C.Menger has emphasized the fact that producers’ goods or the disposal
of them can be loaned, and that credit is the basis of any productive activity
of a country. The bearish attitude towards granting loans can create
serious disturbances and the stagnation of further progress. Menger, who
expresses this idea only in a footnote, gives no sufficient explanation of what
is the object of the loan, the means of production or the disposal of them
(often expressed as use of capital). Furthermore, he does not clearly show
how the banking system by its credit-supply influences the productive
activity of a country.
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Bshm-Bawerk holds, the entire production is regulated by
the consumer. If a population could consume all its income,
such great demand for consumers’ goods would induce the
entrepreneur to transform all productive forces at their dis-
posal into consumers’ goods. If no savings have been made,
therefore, prices of consumers’ goods will rise. If savings
have been made we can employ present productive iorces
for future purposes. The way this is done is the following.
Savings of previous periods are put at the disposal of entre-
preneurs and become a reason for a greater demand for
producers’ goods and intermediate products. The dis-
posal of previous savings,! the fund of subsistence reinforces
the purchasing power of the producer who, therefore,
can introduce 2 greater roundaboutness. As Schumpeter
explains ““ it is not the running of a production of a given
degree which matters but the act of introducing greater
roundaboutness .3 But neither Menger nor Bohm-Bawerk
always have clearly expressed that the capital-disposal is
the object of a loan. Bohm-Bawerk, on the one side, con-
siders credit as an exchange ¢ of present for future goods
although he often has spoken of the necessity of capital-
disposal for the application of greater roundaboutness. Only
the inclusion of goods seems to him a sufficient explanation
of the phenomenon of increasing productivity, the result
of every credit-expansion. With the inclusion of concrete

1 This line of Bohm-Bawerk’s theory translated into modern theory
means that money-savings are credited to the entrepreneurs who can buy
producers’ goods with them and start production. If, nevertheless, invest-
ment does not go hand in hand with saving, economic development will be
checked after a certain time.

% Compare p. 131, Positive Theorie, and pp. 149, 135, and ii Buch, iii
Abschnitt, Die Funktion des Kapitals ; further, ‘ Der Kapitalmarkt in
voller Entfaltung, Buch iv, iii Abschnitt; see also Martin Hill on this
subject in E.¥., 1933, and Schumpeter in a footnote in E.¥., 1928, ‘‘ The
Instability of Capitalism.” .

3 Compare Rechte und Verhdltnisse and Wicksell, Uber Wert, Kapital
und Rente, 1893, p. 87.

4 Compare pp. 88 ff., 103 ff., 105, 106, and 109 fI. of the second part of
this thesis.
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goods Bohm-Bawerk is far away from the correct solution
of the problem as credit consists in the exchange of present !
for future purchasing power. His definition of credit does
not even explain the crux of the matter—the payment of
interest, because Bshm-Bawerk neglects to examine whether
this increase in physical productivity will be followed by an
increase in value-productivity.  The problem did not consist
in proving a superiority of value of present goods but in proving why
we can obtain an increase in exchangeable value as soon as the
finished product is available for sale. He therefore always
speaks of capital-disposal when he intends to explain the
existence of interest. For the possession of present capital-
goods which are necessary for the introduction of new
methods of production we pay a price—that is interest.
The above shows that although the Austrian School
understood the events concerning the world of goods, they
neglected the monetary aspect of the events of the capitalistic
world. The fault committed by Menger and Bohm-Bawerk
is therefore of having only examined changes in the
structure of production without examining the cause of
such changes which is to be found in monetary changes.
Their neglect of the monetary side of the problem has
induced them equally to neglect the fluctuations in the
value of different categories of goods which temporarily
occur and which have to be considered from a theory of
credit. These fluctuations are significant for the period of
disturbances which follows any credit-expansion, and which
Bshm-Bawerk himself has so suitably characterized speaking
of the temporarily occurring disproportion between physical
and value-productivity. = The explanation of these
phenomena of the capitalistic world must deal with both,

1 A theory of credit should explain why present purchasing power is
needed. Boéhm-Bawerk holds accordingly that the fund of subsistence
at a person’s disposal enables the purchase of the productive services of
land and labour. Béhm-Bawerk’s definition of credit is therefore incon-
sistent with his own theory.
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with goods which have different functions in the trade
cycle and, therefore, belong to different categories, and witl
their monetary expression which connects these differen
categories.

The error of neglecting the monetary side of the problem:
concerned accounts also for the existence of so many notion:
of capital. Numerous economic phenomena which car
only be defined with great difficulty have produced a corre
sponding number of notions of capital which are either toc
broad or too narrow. It is, therefore, necessary to definc
what capital is and to describe its function in a capitalistic
system. This is best done by abstaining from the use of the
word capital, that is to say from characterizing with the
word  capital > phenomena of a capitalistic system whick
only signify functions of capital without being capital itself
One can easily substitute other and less confusing terms a:
Schumpeter has pointed out in his article in the Handw. d
Stsw., but it is necessary to explain wherein thei
importance ! for capitalistic production lies. The Austriar
authors, as we have pointed out, only dealt with changes in
the world of goods and neglected the monetary side of the
problem. Schumpeter tried a solution choosing the
monetary side as a starting point. His investigation was
very much facilitated by the introduction of the popular
notion of capital into science for which all credit must be
given to C. Menger.

1 Bshm-Bawerk himself seems to be aware of these difficulties when he
mentions in the introduction to his Positive Theorie, p. 2 (iv Auflage) that

hewill treat separately the theory of capital as source of future productivity
and the theory of interest.



CHAPTER 1I
THE MONETARY CONGEPT OF CAPITAL

FOR a long time the neglect of monetary phenomena has

hindered the further development of the line of thought
which Menger and Bohm-Bawerk had so fruitfully initiated.?
A notion of capital was lacking which suitably combined
both functions of capital and credit to serve production and
acquisition. The inclusion of goods in a notion of capital
could not solve this problem. The reason for this was that
we find elements of the function of capital in both notions,
the fund of subsistence and the stock of complementary
goods of higher order. The inclusion of goods means there-
fore deciding between one kind of goods or the other. Itis
necessary to find a concept of capital embracing both
categories of goods and explaining wherein lies their function
in a capitalistic system. Menger has contributed to the
further development of economic theory by introducing
the popular notion of capital. The acceptance of the
popular definition of the word * capital ”” brings us nearer
to the solution of the problems discussed above.

1 Menger and Bohm-Bawerk, as we have seen in the preceding chapt:r,
had emphasized the fact that the capital-disposal is indispensable for the
carrying through of the productive process. Menger has even laid great
stress upon the fact that the possession of all complementary goods of higher
order is necessary for the obtainment of greatest physical output. If some-
body starts an enterprise, he must accordingly provide himself with the
necessary stock of complementary producers’ goods and the function of
capital 1s to enable the purchase of this stock of goods. 'These authors,
therefore, had shown that capital has the function to ensure future pro-
ductivity by serving the acquisition of goods of higher order which are the
holders of future productivity.

40
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§1
The Popular Notion of Capital

The notion of capital, Menger ! had pointed out,? should
be consistent with the popular conception of capital. The
scope of economic science is the clarification of this notion
which already exists in practical life. Popular speech
considers as capital objects which yield an income in money
or measured in terms of money. Capital, in other words, is
the stock of an economy which produces for the market.
It consists in money or is measured in terms of money. The
mere fact Menger holds that money serves acquisitive
purposes can account for an increase in value-productivity.
The inclusion of money in a notion of capital would
accordingly be justified, but Menger does not explain why
interest is paid only because money serves the purchase of
other goods. The fact that money serves the acquisition
of other goods has also induced Bshm-Bawerk to include
money together with other acquisitive goods into his notion
of private capital. Bohm-Bawerk, however, did not see
that the purchasing power of money is the reason for the
payment of interest ; he considers only the increase in
physical productivity as relevant for the explanation of
interest. He holds that we only measure this increase in
physical productivity in terms of money, but money itself
cannot account for it. Menger seemed to realize the
necessity of holding apart the two functions of capital, that

® Menger was aware of the difficulties which arise when goods are
included in a notion of capital. His introduction of the popular notion
was likely to check the confusion which prevailed such a long time in this
field, provided that this notion were correctly interpreted. Menger opportunely
had pomted out that it is a scientific error to group a number of economic
phenomena under a single head which has an accepted and different meaning
in popular speech. The correct use of the term *“ capital ” should check the
use of terms s1gmfymg entirely different economlc concepts and categories.
* Compare ‘“ Zur Theorie des Kapitals ”’ in Den Jahrbiichern fiir National.-
Ok, NF., 17Bd., p. 1 fI., 5 f., 40, 41 ff., also Bchm-Bawerk, Positive Theorie,
pp. 35 ff., 19, 40, 41, 8-7: (mcludmg footnotes).
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of serving the increase in physical output and that of
serving the acquisition of the necessary means of production.

The means of production, he holds, cannot be capital,
but the amounts of money embodied in them may be con-
sidered as capital. Land in so far as it represents pur-
chasing power may be regarded as capital.! Capital, there-
fore, ceases to be capital if it is used for payment.? Menger
gave accordingly the following definition of capital. * Der
Realbegriff des Kapitals ist das Vermogen der Erwerbs-
wirtschaft, welcher technischer Natur derselbe auch sein
mag insoferne sein Wert in Geld Gegenstand unseres
dkonomischen Kalkuls ist, d.i. wenn dasselbe sich uns
rechnungsmissig als eine werbende Geldsumme darstellt.”
(Menger, ‘“ Zur Theorie des Kapitals,” in den jfahrbuchern
Sur Nat. u. St., N.F., 17 Bd., p. 40.) :

It may be convenient, therefore, to compare Menger’s
new notion of capital with his older theory. The fault
committed by Menger becomes soon apparent. Menger
neglects a point he has previously emphasized—the
influence of capital (credit) on the productive activity of a
country. Bohm-Bawerk,? therefore, correctly objects to this
theory on the grounds that it simply concerns acquisitive
capital and that it does not show the function of capital in
a capitalistic production. But does not he himself merely

1 The fault of Menger is that he does not clearly express what may be
considered as capital. Menger himself admits that misunderstandings of
the popular usage of capital might arise as the same objects which are some-
times measured in terms of money and have the function of capital are by
some people only considered as a stock promising future productivity. This
inconsistency can easily be explained. The owners of the means of pro-
duction of longer durability (especially if they are inherited) forget vary
often that purchasing sums of money has been needed some time before to
buy them. This capital embodied in land or in means of production of
greater durability bécomes liquid again as soon as their owner is compelled
to invest it in a more profitable way.

? Hildebrand refers to this idea similarly in his Theorie des Geldes, 1883.
Capital is the power of acquisition depending on the amount of value at
our disposal. If this is an entirely modern idea, I have only to add that
one could put, instead of power of acquisition, general purchasing power.
(Compare Bshm-Bawerk, ¢ Kapital und Kapitalzins.”

3 Compare Boshm-Bawerk, ii, 1, p. 73 ff.)
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speak of acquisitive capital when he explains interest?
Interest, according to Bohm-Bawerk, is paid for the
possession of complementary goods of higher order (capital-
disposal). The owner of the fund of subsistence earns
interest by buying with it the productive services of land
and labour or by putting it at the disposal of the entre-
preneur who introduces greater roundaboutness. Béhm-Bawerk,
therefore, as Schumpeter has shown, approaches the modern
and popular notion very closely in considering the fund of
subsistence as capital. The importance of the popular
notion of capital lies in its greater aptitude for further
investigation because it suitably explains the functions of
different categories of goods. If capital be explained in
terms of goods there is a danger of excluding some important
categories of goods and so excluding some of the important
characteristics of capital. On the other hand the employ-
ment of the monetary concept of capital includes all the
categories of goods and therefore all the characteristics of
capital. But Menger’s new concept of capital needs further
completion. It needs the support of a sound theory of
credit, explaining why only these objects are considered as capital
which are used for the purchase of others and how they influence
the productive activity of a country.

Modern theory has developed Menger’s notion. If a
person says that his enterprise needs capital, he means by
capital the sums of money necessary to enable improvement
or new investment. Means of production are only the
object of investment bought in the expectation of future
income. As they are usually possessed by others, capital or
purchasing power is needed to buy them.! The popular
notion, therefore, correctly interpreted yields a better under-

1 Schumpeter, Theorie der Wirtschaftlichen Entwicklung, pp. 166,
167, and Schumpeter’s article ‘ Kapital” in Handw. der Staats Wissen-
schaften ; Schumpeter has similar views of the function of capital. Credit
must be given to Schumpeter for the clarification of the matter, and for
his investigation of the real function of capital and credit.
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standing of the true function of money ; the advantage of the
older theories of capital and credit, as Mises points out, being
that they yielded a better understanding of the  Kapital-
funktion des Geldes’.! Money cannot yield physical output.
Pecunia pecuniam parere non potest, but the function of
money consists in the acquisition of other goods, which can
yield future productivity. Mises sees an important parallel
to the function of money in those consumers’ goods which
are not consumed by their owner, but which are used for the
purchase of other goods and productive services. Money
which does not serve productive purposes can yield no
output. ‘“ Bestandteil des Privat-kapitals ist das Geld nur,
weil und insoferne es fiir das wirtschaftende Subject Mittel zur
Erlangung von anderen Kapital-gitern ist.”> * Schumpeter has
continued this line of thought by giving Menger’s new
theory of capital its logical foundation.

§ 2
Wieser’s theory of the influence of economic change on the purchasing
power of money, a basis of Schumpeter’s theory  of economic
development and of Mises’s theory of the trade-cycle

In the preceding section we have discussed the important
contribution of Menger to the further development of
economic theory and for the understanding of the actual
capitalistic system.

v. Wieser’s 3 examination of the rise ¢ in the price-level

! Menger’s merit is of having discovered the *‘Kapitalfunktion des
Geldes . ¢

2 Compare v. Mises, Theorie des Geldes und der Umlaufsmittel, pp. 55—67,
chap. v, 2nd ed., 1924.

3 Compare Mises, p. 170 1st edition, p. 136 2nd edition, Theorie des
Geldes und der Umlaufsmittel. Compare also Wieser ‘“ der Geldwert und
seine geschichtl. Verinderungen >, * Theorie der gesellschaftl. Wirtschaft.”
(Grundriss der Sozialékonomik), 1 Abt., Tiibingen, 1924, p. 323 ff., v. Mises,
p. 140 ff., 2nd edition, and pp. 174-184.

4 v. Wieser speaks of the daily increasing expensiveness of life. This term,
though clumsy, expresses rather well a necessary consequence of a credit-
expansion, i.e. the fact that any credit-expansion brings about a change in
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means further development of monetary theory, because of
its attempt to explain dynamic changes. In the preceding
chapter we have drawn attention to the failure of B6hm-
Bawerk and Menger to explain fluctuations in value which
temporarily occur and which Bohm-Bawerk has so suitably
characterized as a discrepancy between physical and value-
productivity. The task of economic theory is to trace the
line of causation of this phenomenon which being an
element of economic change cannot be explained by
ordinary equilibrium theory.! Wieser’s merit consists in
having called attention to a phenomenon of economic
development which is so important for the explanation of
the discrepancy between physical and value-productivity.?
Even if he has only described a phenomenon particular to a
period of credit-expansion, he has in his theory expressed
some ideas which can be further developed, and which
indeed have been further advanced by other economists
(Schumpeter, v. Mises).

" v. Wieser attempts to explain the rise in the price-level
as a consequence of economic development. The develop-
ment of the money-economy is always followed by a depreciation of
the purchasing power of money. If development is finished the
inner-objective value of money will rise again. A decrease 3

real incomes. Because of the rise in prices some people are forced into
involuntary saving, finding themselves unable to pay the new prices. Wieser
has not come to this rather obvious conclusion. He only pointed out that
the solution of the above problem consisted in examining the influence of
changes in monetary value on changes in real incomes.

1 Compare Wicksell’s similar argument in Uber Wert, Kapital und Rente,
1833, against Bohm-Bawerk’s theory, pp. 86, 87.

v. Wieser has failed to see the connection between rise in money-
costs and the fall in prices which occurs when the increased physical
output is brought to the market. A cause of crisis is that the prices of the
finished products fall faster than the prices of its means of production which
for a certain time even have a tendency to rise (due to the greater competi-
tion for original factors of production and intermediate products).

3 v. Wieser seems to be aware of the two phases of economic develop-
ment, the period of boom, characterized by a rise in the price-level, and
the penod of adjustment, characterized by a fall in the price-level. But
v. Wieser nevertheless does not explain this phenomenon, that is to say why
money-costs rise first and why this excessive rise in money-costs affords a
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in the purchasing power of money according to Wieser
(a) may be the result of an increase in the quantity of money,
(b) of a decrease in the, total supply of commodities, (¢) of
economic development.! The third problem Wieser
attempts to explain and although he fails we are indebted
to him for having attracted our attention to some, at his
time, unknown phenomena. At the beginning of a money-
economy every individual produces rather for his own con-
sumption and acquires only few articles by the exchange of
his own products. The costs of the exchangeable products
are not as high as in a more developed money-economy.
They consist in the costs of the raw material, the amortiza-
tion of the specialized tools applied, etc. Personal labour at
this stage rarely enters into the valuation of costs., The
development of the money-economy increases the costs of pro-
duction as more costs are now measured in terms of money.

The reason for the increase in money costs is that the
progressive division of labour increases the number of the
products to be bought. As costs are measured according to
the actual value of money the general price-level increases
proportionately. This rise in the money-costs is a necessary
symptom of the development of the money-economy. The decrease
in the purchasing power ? of money therefore is explained
period of adjustment. He only states that when development is over, the
purchasing power of money will have increased again. The increase in the
purchasing power of money is due to a decrease in the circuit-velocity of
money.

! We assume in contrast to v. Mises that v. Wieser does not mean a
change from a direct exchange of goods to an indirect exchange of goods
(through the medium of money), but a change from a less developed mopey-
economy into a more developed one. v. Mises’s assumption that a bafter-
economy must necessarily mean an economy without exchange is not
appropriate. At any rate v. Wieser’s theory justifies our interpretation.
It would be, however, somewhat curious to explain a change in the purchasing
power of money as a result of a transition of a barter-economy into a money-
economy, because in a barter-economy exchanges are not effected by the
medium of money.

* The Austrian School, especially v. Wieser and v. Mises, speak of
changes in the inner objective exchangeable value of money. The term

* purchasing power ” seems more consistent with the development of
modern monetary theory. v. Mises uses occasionally this term.
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by v. Wieser as a consequence of the development of the
money-economy. The old prices rise in proportion to the
values of the new elements of costs which become the subject
of our monetary consideration. The expansion of the
money-economy causes more and more enterprises to pro-
duce for markets and to increase monetary output.
Accordingly more and more elements of costs have to be
included into our monetary calculation. On the other hand
it becomes necessary to bid for the productive forces as com-
petition increases. The demand for money increases and those
responsible for the money supply have to adjust it to the
actual conditions of the market. The rise in the price level
so brings about a diminution of the purchasing power of
money although, due to the increase in productivity, there is
a natural tendency for a decline in prices and a rise in the
purchasing power of money.

Wieser therefore correctly maintains that the object of
our investigation should be (a) the influence of changes
in money incomes on changes in real incomes and (b)
whether changes in real incomes ! can be possible without
corresponding changes in money incomes. His theory has
been interpreted differently by Austrian economists, and
although it does not solve the problem it suggests the correct
way of tackling it and has so influenced all following
theories.

v. Mises has criticized v. Wieser’s theory on grounds of
the Austrian theory of subjective exchangeable value.? He

$ Schumpeter has interpreted this idea of v. Wieser in that the entre-
preneur who in order to obtain the necessary means of production is
endowed with purchasing power forces other people to involuntary saving.
Competition will cause a further diminution of purchasing power because
of the necessary rise in cost. v. Wieser would have been nearer to the truth
if he would have examined more carefully why entrepreneurs must compete
for the factors of production, and if he would not have treated his
phenomenon as a matter of fact.

! v. Mises further advances v. Wieser’s theory of changes in monetary
values of which v. Wieser himself has made little use for the explanation
of dvnamic changes.
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maintains that any increase in exchangeable value of one
commodity must be balanced by a decrease in value -of
another commodity. It is unbelievable that one can alter
the conditions of exchange so that all prices of commodities
begin torise. * Der Werterhhung auf der einen Seite muss
eine Werterniedrigung auf der anderen Seite gegeniiber-
stehén. Ist est doch undenkbar Austauschsverhaltnisse der
Weise zu verindern, dass beide Giiter teurer werden.”
(p. 142.)

The cause of the change in the purchasing power of
money cannot be explained only by a transition from barter-
economy into a money-economy, and further completion
is indispensable.! It is necessary to seek for the cause of the
change of the purchasing power of money or at least to
investigate whether a transition from a less developed
money-economy to a more developed money-economy
brings about a change in the purchasing power of money.

v. Mises 2 is aware of the continuous rise in prices, but he
thinks that the solution lies in an investigation of the effects
of an increase in additional money on the subjective estimates
of the consumer and relative prices of commodities. If
prices rise due to an increase in the money-costs, there is a
possibility that the buyer may buy the commodity, in spite
of the rise in prices. In a system of indirect exchange (where
exchange is affected through a medium of exchange) it is
conceivable that the buyer will allow for the rise in prices
although it does not correspond to his subjective estimates

1 At the actual stage of economic development it is even correct to
assume that the transition from a barter-economy to a money-economy
has already taken place. Such transitions which still take place cannot
account for the phenomenon, discussed above. We have, therefore,
interpreted v. Wieser’s theory in the sense that v. Wieser tries to explain
the development of a money-economy.

! Compare pp. 143, 144, 145, 146, 147, 2nd edition. v. Mises’s criticism
can only be understood in connection with his other theory. The objection
that an expansion in one trade means a contraction in some other trade
because of the occurrence of losses must be completed in the sense that
the rise in the general price-level is due to an increase in additional money.
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because he may be able in his turn to increase his monetary
output. Anybody who tries to increase his monetary output
does not realize that this tendency brings about a decline in
the purchasing power of money as for a certain time he may
be able to make temporary gains. The reason for such
temporary gains is that prices adjust themselves differently
to changes on the demand side. Those persons who benefit
by the increase in additional money will feel more inclined
to spend more on investment than before. This results in a
new distribution, as a change in money-incomes will be
followed by a change in real incomes.

v. Wieser’s explanation of the rise in the general price-
level is incomplete as it only concerns an increase in money-
transactions. It is true that greater roundaboutness and
division of labour require a greater amount of money for
being carried through ; but v. Wieser does not explain the
real causes of a decrease in the purchasing power of money.
But has v. Mises himself given an explanation of the rise
in the general price-level which is such an important
phenomenon of economic change ?

v. Mises’s theory as he himself admits is very strongly
influenced by v. Wieser’s criticism ! of the old quantity-
theory. v. Wieser had held that the old quantity-theory
could not explain the determination of monetary value. It could
only indicate the possible direction of the movements of monetary
value. The value of the old quantity-theories consists in
having drawn our attention to the influence of changes in
the money-supply on monetary value.

Although various statements of v. Wieser confine explana-
tions of monetary phenomena to an explanation of increase
in money-transactions (especially his explanation of the
rise in the price-level), we must be aware that his criticism of
the old quantity-theory has opened a new field for further investigation.

1 Confxfpare v. Wieser (Sammlung Hayek), p. 212 ff., and v. Mises, pp. 96,
97, 111 fI.
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v. Wieser has carefully examined the laws which determine
the subjective value of money. Aware of the fact that the
money-spending power of the consumer determines the
formation of the single price he tries to find the reasons
which induce people to disburse their money. v. Wieser
found that disbursement depended (z) on the marginal
utility of the money fund at the disposal of the individual,
(6) on the special price-level with which the individual is
concerned. In other words the prices of commodities with
which an individual has to deal must determine his economic
actions. Every individual adjusts his economic actions to
the actual price-level ; he measures his monetary output
with regard to the old prices and his demand for money
increases accordingly. The problem is how are changes in
real incomes brought about and are they necessarily a
result of changes in money-incomes? The old quantity-
theory treated this problem too much from the supply-side,
neglecting the demand-side. It could not explain how
changes in the purchasing-power of money takes place and
only could indicate the possible direction of such changes.

v. Mises has deduced his own theory from these statements.
He has emphasized the fact that the results of changes in
the additional supply of money depend on the actions of the
individual and that these actions in the first place influence
the special price-level and prices which such an individual
is concerned with.!

The demand for money, he holds, does not depend on
the amount of payments effected ; it depends on the sub-
jective estimates of the consumer which is responsible for
these payments, that is to say it depends upon whether he will
spend his money on consumption or on production. The value of
money does not change, but the subjective estimates of the

1 Compare v. Wieser (Sammlung Hayek), pp. 194, 195, 204—212, etc.
Compare also v. Mises, Theorie des Geldes und der Umlaufsmittel, pp. 108,
114, 115 ff., 131-3, 139 ff., 190, 191, 192 ff., 302, 361, etc.
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consumer can alter the value of goods,! and can bring about
an alteration of the conditions of exchange,? and the relation
between different commodities. v. Mises mainly describes
the consequences of an increase in additional money, but
he gives a less thorough account of why additional money
is issued. Credit must be given to v. Wieser for having
dealt with these causes when he mentions the competiton of
the entrepreneurs for the factors of production. His fault was of
having underestimated this phenomenon.? Also v. Wieser’s
merit is of having considered the decrease in the purchasing
power of money as an element of economic development.
He often claims that the money-supply should be adjusted
to the demand of the individual who is responsible for
economic changes. For these reasons the purchasing power
of money does not remain constant. It only could be constant
in an economic system without change where the prices of com-
modities remain unchanged and where, therefore, no change
in the purchasing power of money would occur, whereas
in an economic system without change there would be
always the same conditions and circumstances for the supply
and demand of money. These conditions are different in an
economic system which is continually changing. In such a
system every movement of the market influences the pur-
chasing power of money. The role which money plays is
dictated by the law of economic development. In his
examination of monetary changes v. Wieser has discovered
their connection with another active law—the law of con-

! Compare Bohm-Bawerk and C. Menger, who have pointed out that
the subjective estimates of the consumer influence essentially the structure
of production. Compare also chapter v of v. Mises’s Die Theorie des Geldes
und der Umlaufsmittel, 2nd edition.

? v. Mises expresses different views in his 1st edition, and in his 2nd
edition, p. 147, he adds to his former statements they we must consider a
stationary and a dynamic state of economy. Dynamic changes can cause
changes in the conditions of exchange and in the relation between different
commodities. (Compare also the chapter on v. Mises’s and v. Hayek’s theory
of the trade-cycles.)

3 Compare v. Wieser, Der Geldwert und seine geschichtl. Verdnderungen,
p. 189 (Sammlung Hayek).
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tinuous development ; but he has not described why such
changes occur and wherein the continuity of their occurrence
consists.

Schumpeter’s theory (analysing the role innovations play
.in economic development) seems to me the right answer to
these questions and a sort of authentic interpretation of
v. Wieser’s theory because Schumpeter has analysed
economic development and has based his arguments on the
observations of the Austrian School and v. Wieser in
particular.!

§3
Schumpeter’s Notion of Capital

Schumpeter’s conception of capital is an important
element of his explanation of economic development.® He

1 A short account of this connection will give a better understanding of
the following chapters of this thesis : Schumpeter has adopted v. Wieser’s
picture of the development from a barter-economy into a money-economy
as this hypothetical picture of economic change is of great advantage for the
analysis of economic development. It suitably contrasts the system without
development with a system where continuous development takes place.
In a barter-economy or in a system without change the means of production
are in the possession of those responsible for production. _In a system where
continuous development takes place the entrepreneurs who introduce
further progress have to buy the necessary means of production from other
economies. Therefore they have to be endowed with greater purchasing
power, which accounts for a rise in prices. The tendency to increase one’s
monetary output, on the other hand, will make the rise in the price-level
more and more general, and will finally result in a diminution of this output.
Schumpeter assumes an identity of value between the means of production
and their products like all other authors of the Austrian School, but he
uses this hypothesis merely for the sake of clarifying his theory of dynamic
changes. As this identity does not exist in practical life, that is to say as
the money-prices of the means of production and their product differ, it is
necessary to examine the cause of this disturbance. If the identity between
the means of production and their products really existed, the owrrs
of the means of production would have all the benefit of the output of
production. This identity only exists in Schumpeter’s hypothetical
economy, and it “is very useful for finding the cause of the aforesaid disturb-
ances. Schumpeter holds that the pioneers of progress do not possess the
necessary means of production and, as their disposal is indispensable for
production, credit is the instrument to provide them and interest the price
herefore.

2 Compare Schumpeter’s Theorie der wirtschaftl. Entw., ch. i, ii, iii, pp. 4,
5'66}?”’ 14, 15, 18, 21, 26, 27, 37, 38, 39, 41, 51, 64 fI., 68, 69, 99, 100 ff,
I .

3 Schumpeter’s conception of economic development will be discussed
in the chapter dealing with his doctrine of productive credit.®
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first explains why consumers’ or producers’ goods should not
be included in the notion of capital, because he considers
capital as a factor which serves acquisition and production.
Through division of labour one produces for the market ;
in our actual economic system therefore we must consider
all goods as commodities which are sold for money at the
market.! The income they yield is the money-profit which
the producer of such commodities obtains by the sale of his
commodities.? Obviously their importance for the pro-
ducer does not consist in their particular quality of goods,
but in the money-profit which they yield. Hence they
cannot have the special function of capital in an economic
system.

The function of capital in a money-economy is different
from the function of capital in a barter-economy.® For a
better understanding of this difference we have, according
to Schumpeter, to be aware of the two antagonistic principles
which dominate our capitalistic system : the one is the
satisfaction of our wants, the other the attainment of money-
profits. On the one side every output is considered as the
result of increas€ of goods. On the other side we think of a
money-income in relation to a person who produces for the
market and whose aim is the attainment of monetary
output.4

1 If we assume a production of two steps, we find that some produce
consumers’ goods, some producers’ goods according to the demand at the
market. In other words one produces for acquisitive purposes, and the aim
is the profitable exchange of the product. These assumptions are also
appropriate for a production of more steps. (Compare Menger and Bohm-
Baverk upon this subject.)

% This theory was obviously partly anticipated by Menger who considers
as capital objects which yield monetary output. (Compare the section
dealing with the popular notion of capital.)

? In a barter-economy, a stock of consumers’ and producers’ goods is
necessary for the application of an indirect (roundabout) method of produc-
tion.

¢ Compare the similar views of v. Komorzynski, v. Philipovich, p. 40, and
especially Engldnder, pp. 21 ff., 47 ff. (Theorie der Volkswirtschaftslehre),
v. Philipovich considers, for example, incomes the result of production.
Every production which did not fail yields an output. Only the net-return
of the output exceeding costs means an increase or advance of production.
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In a barter-economy therefore the aim of every pro-
duction is the obtainment of greatest physical output, in-a
money-economy the attainment of money-profits. These
two antagonistic principles are reconciled as higher profits
lead to greater competition, which finally causes a
diminution of these profits, which are distributed among
the owners of the productive services of land and labour.
But we are here anticipating future investigation. The aim
of these observations is to show that Schumpeter, like some
other Austrian authors,? distinguished between a real
income expressed in terms of goods and a nominal income
expressed in terms of money. This distinction is the basis
of Schumpeter’s theory of capital as it explains the
importance of different categories of goods for the economic
system. The aim of the individual is the satisfaction of
present wants which is obtained by an increase in physical
output ; the aim of any production is the attainment of
monetary output. Nevertheless the increase in physical
output and the increase in exchangeable value (physical
and value-productivity) may not always go together. This
discrepancy, which is a purely monetary phenomenon, can
only be solved by monetary theory. As every credit-supply
stimulates greater competition, a theory of capital must
examine the further results of the credit supply. The
further results of too great a competition are a rise in the
prices of producers’ goods. Money-cost though decreasing
as the production of producers’ goods increases, fall slower
than the prices of the product. Physical and value-pro-
ductivity are not identical. The key to this problem lies in an
examination .of the special function of capital in the
capitalistic system.

The aim of production must be either an improvement of the produced
products, or an increase in physical output. This theory in its monetary
aspect, as v. Philipovich points out, leads to the right solution as any output
exceeding costs can only be a money-income.

1 v. Wieser, v. Mises, Englinder, etc.
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* Schumpeter’s theory of the function of capital is the
following. Considering a person’s income we not only
know what quantity of goods a person can consume in a
certain time, but we also know the distribution of all
acquisitive goods whether producers’ goods or consumers’
goods or rights. The function of capital is to bring about
a change in real incomes and to create a new distribution
of goods. This new distribution is necessary to provide the
entrepreneur with the necessary means of production which
as we shall see later he needs for carrying out his innovations.
Economic development therefore means making a different
use of already existing resources, and original factors of pro-
duction. The carrying through of new methods and ideas
(innovations) consequently takes place by the withdrawal
and reapplication of the services of land and labour.?

Since in a capitalistic system purchases are effected by
money, an enterprise needs money or purchasing power for
the fulfilment of its purposes. Money in any form is the
representative of purchasing power, and Schumpeter
includes accordingly currencies, deposits, letters of credit,
bills of exchange, etc., in his notion of capital. The new
notion of capital contends that the events of the money
and credit markets are essential for the explanation of
certain facts which can not be explained by a theory
including only goods in a notion of capital. The new notion
differs from other notions which have applied the element
of money, in that money itself or purchasing power and not
the money value of concrete goods is considered as the
iraportant factor. Schumpeter’s notion, therefore, differs
from the popular notion of capital in the following way :

! We must be aware that this credit-policy can lead to serious disturbances,
and can make a process of adjustment indispensable. The reason for such
disturbances is the resistance of the consumer against the curtailment of
his income. He, therefore, tends to re-establish the old equilibrium. We
will discuss later what conditions have to be fulfilled in order that innova-

tions are successfully introduced into the economic system. Disturbances,
nevertheless, will be unavoidable.
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on the one hand it includes not only money but also
currencies and, on the other, it is a notion which allows for
economic development. Unless sums of money provide
the entrepreneur with producers’ goods they cannot be
classed as capital under this theory. According to
Schumpeter capital is nothing more than the lever which
provides the entrepreneur with the necessary concrete
goods. It represents the means of disposing of goods for
new purposes or the means of leading production in a new
direction. The definition of capital, therefore, is as follows :
Capital is the sum of money ready at any time to provide
purchasing power to the entrepreneur. Capital enables the
entrepreneur to outbid the others ; it increases the income of the
owners of the productive forces (land and labour) nominally,
but diminishes their real income, a fact called *‘ forced
saving > by v. Mises. How competition on the one side
increases again the real income of the consumer will be
shown in the next chapter ; it only remains to indicate that
the increasing productivity which is due to a successful
innovation, contributes to general wealth.!

The new notion in contrast to others can give an explana-
tion of why physical productivity is not always followed by value-
productivity.? The identity of physical and value-productivity
was one of the postulates that Bohm-Bawerk demanded
for a theory of interest.?

The old theories of productivity had tried to find a
solution for the connection between capital and the con-

1 We shall deal in the next chapters with Schumpeter’s theory of credit
and profits more thoroughly, and discuss the aforesaid problems and ti.cir
relation to economic development.

* The explanation is that the new credit-supply stimulates producers to
produce more than would be profitable. The possibility of obtaining greater
monetary output increases competition and simultaneously the demand
for producers’ goods. This causes the prices of the products to fall faster
than money-costs which for a certain time even tend to rise. Money-costs
will fall again as an increased production of producers’ goods increases
their amount, and so will lower their prices.

* Compare Bshm-Bawerk Kapital und Kapitalzins, i, pp. 128, 129, 130,
2nd edition.
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tinuous supply of goods and to discover whether this
increasing supply conserves its value. Their assumption
that the increased physical output is always accompanied
by an increase in value was not consistent with the real
facts and caused the failure of their theories. Accordingly,
Bohm-Bawerk’s main objection was that these theories
explained only the increase in physical output without
questioning whether this increase in physical output was
followed by an increase in value.! Bohm-Bawerk himself
was unable to solve the problem,? the solution of which
consisted in an examination of the monetary problems of
the trade-cycle. If Bohm-Bawerk vehemently contradicts
Schumpeter’s theory of capital, he only intends to emphasize
the fact that the so-called productivity 2 of capital has to be
included in an explanation of interest. v. Wieser described
the task of modern theory in the following way :—

(1) As the problem of proving and explaining physical
productivity and

(2) As the problem of determining why the value of the
gross-return must be higher than the value of the consumed
means of production (Warum ist der Wert des Rohertrages
grosser als der Wert der Kapital verbrauches? Compare
Bohm-Bawerk Kapital und Kapitalzins, 1, pp. 668, 670).

The solution of the problem as we have already mentioned
lies in an examination of the monetary aspect of the problem.
The neglect of the monetary side of the problem was the
reason for a failure of all preceding theories of capital and
interest. Schumpeter therefore emphasizes the fact that

1 Mere physical productiveness cannot explain monetary phenomena
like interest and profits.

? Compare the second part of this thesis. Bshm-Bawerk with the inclusion
of the roundaboutness of production fell back on the old error of the theories
of productiveness. The explanation of interest by a mere difference in value
between present and future goods was bound to fail, because of its incon-
sistency with real facts. This idea was only useful if the monetary contents
of this theory were considered as Schumpeter did.

3 Boshm-Bawerk means that the investment side of the problem has to
be considered more carefully.
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profits and interest are monetary phenomena and that only
by an examination of the monetary side of the problem can
one find the cause of the temporarily existing discrepancy
between physical productivity and value-productivity.!

In monetary changes or changes in the monetary output
lies the explanation of the aforesaid disturbances of the
trade-cycle. Only monetary changes yield sufficient
explanation why physical productivity is not always
identical with value-productivity. One principle dominates
the capitalistic system, the desire of increasing one’s stock
of money, and the correlation between interest and this
principle is the explanation of the payment of interest,? and
it also explains why physical productivity is not always
followed by value-productivity owing to the special role
money plays in capitalistic production. The special supply
with money-capital, peculiar to the capitalistic system is
the cause of future depression. The examination of how
the injection of new purchasing power causes more goods
to be produced (an increase in physical productivity), and
of the fluctuating monetary output (the varying increase
in value-productivity) will be the subject of our next
chapters.

1 Compare Schumpeter’s article in the Handw. d. Staatswissenschaften
Sonderabdruck. Compare, also, Schumpeter, Theorie der wirtschaftl.
Entw., Anhang zum iii. Kapitel * Kapital und Kredit”’. *“ The difference
between us and them,’”” he says, explaining the differing views between
the ancient and the modern theory, *‘ is that we continue to observe the
sum of money in which capital is represented, and try to pierce through
this phenomenon while the others are content to see only the quantities
of goods which money purchases. Our standpoint relies on two facts.
On the one side there was no room in the preceding theory of prod:~*ion
and distribution for the fund of money-loans which issue out of the centre
of capitalistic life ; on the other side the older theory was incapable of
explaining the events in the money, credit, or capital market, having once
taken such pains to draw aside what they called the deceiving veil of money.”

* Compare the chapter dealing with Schumpeter’s theory of interest.



CHAPTER 1III
THE AUSTRIAN THEORIES OF CREDIT

WITH the exception of v. Komorzynski and Schumpeter

Austrian authors ! have not formed a special theory
of credit, but we were able to deduce some such theory
from their theories of the function of capital in an economic
system. Their idea can hardly be considered as a theory
of credit as they neglect the essential element of credit and
the significance of changes which follow any credit-
expansion. v. Komorzynski (strongly influenced by the
much sounder ideas of Bohm-Bawerk and Menger on the
function of capital) was the first author to attempt to
formulate a special theory of credit and the function of credit.

§1
v. Komorzynski’s Theory of Credit

v. Komorzynski’s theory of credit fails in its examination
of the dynamic character of credit and equally neglects
monetary phenomena, but it emphasizes instead the
influence of credit on the increase of physical output.
v. ¥ omorzynski holds that, with the aid of credit, production
on a larger scale could be begun which was not possible
before. Credit has the power to concentrate means of
production in one hand. Hence if a greater amount of
means of production is concentrated in one hand, a more
successful production can be undertaken than if all means

. ! For the sake of convenience we discuss the theory of v. Mises in connec-
tion with Hayek’s theory of the trade-cycle which it has so strongly influenced.
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of production were split between different owners. Another
advantage of this theory lies in laying great stress on. a
dynamic element of credit, i.e. the fact that the * use of
capital ”, or the power of putting capital at a person’s
disposal, is the object of a loan. He claims, accordingly,
that credit cannot consist in concrete goods, but always
consists in capital of a certain amount which any creditor
can transform in any kind of exchangeable goods.
v. Komorzynski means that capital consists in the power
of disposing of goods in such a way as to enable us to use
these goods for the purchase of others. If now the creditor,
instead of himself producing and instead of obtaining output
of his own, confides to the debtor the attainment of output,
he transfers this power to the debtor. The economic
character of credit, therefore, consists in putting capital at
a person’s disposal and permitting him the attainment of
output. The object of the loan is consequently the * use
of capital” or  capital disposal”. It is an essential
element of credit, v. Komorzynski holds, that the debtor
obtains the entire disposal of goods in order to increase his
output.! Discussing the reciprocal advantage (die wechsel-
seitige Zuwendung) for debtor and creditor v. Komorzynski
explains the necessity of obtaining output. Credit should
be followed by an increase in productivity in order that the
debtor can repay his debts. A part of the physical output
earned by the debtor is the recompensation of the creditor
for allowing the use of his capital. The increase of physical
output is due to the fact that the debtor possesses a larg,er
amount of capital goods. The advantage to the debtor is
therefore the possession of more complementary goods. It
is an increase in output which the debtor gains due to the
use or disposal of more capital-goods. The increase in
output can only enter in the personal income of the debtor
in so far as it exceeds the price of the loan (interest).

! This idea was also expressed by C. Menger.
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V. Komorzynski has only transformed Menger’s ideas into
a theory of credit. The advantage of his theory is that it
stresses the importance of ‘‘ capital disposal ”’, which he con-
siders as the principal element of a loan, and of the attain-
ment of greater output. He nevertheless considers physical
productivity as the aim of a loan, without examining
whether this physical productivity is followed by value-
productivity.! His conception of capital is also confused.
It is not clear whether v. Komorzynski considers as capital
the means of production or whether he speaks of the use of
capital. The central bearing of his theory, I think, is that
the use of capital or capital-disposal (Menger) is the object
of any loan, and that credit is the instrument for providing this
power. The reason for the failure of all these theories is the
neglect of the monetary aspect of the phenomena concerned,
and of the changes occurring with every credit-expansion.?
Physical and value-productivity may be antagonistic. The
reason is the double role that money plays as a medium of
exchange and as a factor determining future productivity.
The task of a credit-policy is to lead production into new
productivity and money is the instrument for accomplishing
this task although it already bears the germ of future
depression. Every credit-expansion leads to changes and
the task of science is the examination of the period of change.

§ 2
Schumpeter’s Dynamic Theory of Credit

Schumpeter’s theory is a theory of describing the change
of one equilibrium to the other. Schumpeter advocates a
policy of credit-expansion which shall lead the economy in

1 Value-productivity is important for the payment of the debt.

* Bshm-Bawerk in his Exkurse examined changes in the structure of

production, but does not explain the cause of these changes. (Compare
Exkurse, i, ii, and v.)
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a new equilibrium and initiate a new phase of developmeht,
generally called the period of boom. Although realizing
the disastrous effects of such a policy, he considers his policy
of credit-expansion as the only method of bringing about
changes in equilibria. He, therefore, claims that, dealing
with the events of our economic system, we have to con-
sider them from the point of view of economic development.

The difference between a static and dynamic method lies
in the different examination of events of the capitalistic
world—a static method examines oscillations around the same
equilibrium, a dynamic method movements from one equilibrium to
the other. The question is what has to be considered as a
static state of economy. ‘ The equilibrium of an economy,”
as Boshm-Bawerk says,! “is not to be compared with the
equilibrium of a motionless person, but it may be compared
with the equilibrium of a moving person continuousl/
abandoning or regaining its former equilibrium.!
Schumpeter decides this question similarly.2 “ The static
state is no state with absence of motion as it implies the ever-
changing flow of productive services and consumers’ goods,
the growth of population, of capital,® and the National
dividend. For these changes occur continuously and
adaptation to them is continuous. They may condition
discontinuous changes, but they do not directly and by their
mere presence bring them about. What they bring about
automatically are only changes at the margin.”

Schumpeter means that the ever-recurring changes of the
economic system can be anticipated and do not cause the
peculiar disturbances of the trade-cycle. A static state of
economy is not only assumed for a better understanding of
economic development, and of equilibria which temporarily
occur, but also because it gives an explanation of what may

1 Exkurse, xiii, p. 168.

? E.¥., ““ The Instability of Capitalism,” 1928 ; see also the articles of

Robbins and Ackermann on this subject.
3 Capital = capital goods.
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b