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Abstract: The history of modern growth theory can be characterized as a run-
ning debate between capital fundamentalism and technological fundamental-
ism. Both sides of the debate rely on mathematical models that suffer from
problems of aggregation and serious limitations due to their assumptions. The
economic framework and insights of Ludwig von Mises provide theoretical
results pointing to a more robust and relevant theory of economic progress.
Mises' emphasis on the market division of labor, capital formation, innovation,
and entrepreneurship allow for the development of a more holistic theory of
economic expansion and development that, therefore, is more likely to provide
helpful policy guidance for purposes of economic progress.
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Resumen: La historia de la teoria moderna del crecimiento puede caracteri-
zarse como un debate continuo entre el fundamentalismo capital y el funda-
mentalismo tecnolégico. Ambas partes del debate se basan en modelos
matemdticos que sufren problemas de agregacién y serias limitaciones debido
a sus suposiciones. El marco econémico y las ideas de Ludwig von Mises pro-
porcionan resultados tedricos que apuntan a una teoria mds sélida y relevante
del progreso econémico. El énfasis de Mises en la divisién de mercado del tra-
bajo, la formaciéon de capital, la innovacién y el emprendimiento permiten el
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desarrollo de una teoria mas holistica de expansion y desarrollo econémico
que, por lo tanto, es méas probable que proporcione una orientacion politica
otil para los fines del progreso econémico.

Palabras clave: Crecimiento econémico, Desarrollo econémico, Emprendi-
miento, Instituciones Econdmicas.

Clasificacién JEL: O11, O40, 126, D24, O33, B25, B53.

“There are no means by which the general standard of living can
be raised other than by accelerating the increase of capital as com-
pared with population.”

—Ludwig von Mises, “Planning for freedom”

“Capital does not ‘beget’ profit.”

—Ludwig von Mises, Human Action

I
INTRODUCTION

With the disarray in modern macroeconomics in general, it should
be no surprise that there is considerable lack of consensus about the
theory of economic growth. It is telling that after over 250 years of
focused study in political economy a recent survey of economic
growth theory is entitled The Mystery of Economic Growth (Helpman
2004). Why the mystery? Notwithstanding the complexity of any
economic question, it is the contention of this paper that a major rea-
son modern macroeconomics has not yet solved the mystery is that
as a whole—dare I say, in the aggregate—it uses an analytical frame-
work that fosters neither asking nor answering the correct ques-
tions. If the troubled driver does indeed search for his lost keys near
the lamp because that is where the light is, the analytical framework
of modern macroeconomics makes for a very small beam indeed.
Modern theories of prosperity make for an excellent case in point.
Two conflicting theories of economic growth developed during
the Twentieth Century following the proliferation of Keynesianism.
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A direct descendant of Keynesian theory, the Harrod-Domar model
fueled so-called capital fundamentalism—the doctrine that capital
alone was the determinate of economic growth. The Solow growth
model and subsequent empirical studies drawing on that model
asserted contrarily that capital accumulation was an insignificant
contributor to economic expansion, but that technology was the
driver of continued prosperity. Both frameworks rely on mathemat-
ical models and, hence, suffer from problems of aggregation as well
as the serious limitations of rarifying assumptions. Much unpro-
ductive debate could have been avoided if economic analysis by
Ludwig von Mises and other Austrians had been more fully under-
stood and assimilated into the larger body of economic develop-
ment literature. Austrian capital theory and Mises’ conception of
capital as a tool of economic calculation, 1ot merely an aggregate of
homogeneous physical goods reveals the important relationship
between saving and investment in capital accumulation, technolog-
ical advance, and wise entrepreneurship within the market division
of labor as distinct, yet interrelated engines of prosperity. Such a
link also helps to resolve the true relationship between capital and
technology as sources of economic progress.

II
MODERN GROWTH THEORY

The first widely accepted model of economic growth coming out of
the Keynesian Revolution was the Harrod-Domar model. The
model was developed by integrating work done independently by
Roy F. Harrod (1939) and Evsey Domar (1946). Ironically, neither
were attempting to develop a model of economic expansion, but
were rather investigating stability properties of the Keynesian
model of macroeconomy (Easterly 2001; Solow 2000).

Lewis (1954) developed the model further and applied it to eco-
nomic development issues by modeling a less developed economy
as one incorporating two sectors—one large and agricultural and
the other small and capitalist. The model is built in the simple
Keynesian Cross framework. The model assumes a direct and pro-
portional relationship between business investment and GDP. The
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rate of saving is positively related to investment. Therefore, the
higher the rate of saving, the greater the rate of growth in invest-
ment in physical production and hence in economic growth.

Because of its focus on the rate of saving and business invest-
ment and its assumption of a fixed capital to GDP ratio, the Har-
rod-Domar model fostered a perspective on economic growth that
came to be known as capital fundamentalism. Investment in phys-
ical capital came to be seen as the sole driver of economic progress
over time. The model also became the economic justification for
foreign aid to less developed countries as it was thought that per-
sistent poverty was due to an investment gap that could be plugged
with aid from more developed countries. (Arndt 1987; King and
Levine 1994).

By the late 1950s a number of economists were unsatisfied with
the Harrod-Domar model’s assumption of fixed proportions
between capital and labor. In an attempt to analyze economic per-
formance for the social economy while allowing for variable pro-
portions in factor use, Robert Solow (1956; 2000, 16-35 and 106-21;
2002) modeled the entire economy as one giant neoclassical short-
run production function. Solow’s use of a short-run production
function in his model incorporated the standard assumption of
diminished returns to capital investment and the identification of
a steady state equilibrium at which the quantity of saving is just
enough to replenish depreciated capital. Any increase in economic
progress due to an increase in saving is temporary. Sustained eco-
nomic progress, therefore is the consequence of technological
advance. Subsequent growth accounting empirical studies seemed
to verify Solow’s growth model. It is the empirical work spawned
by Solow’s model that has contributed various neoclassical and
Austrian economists to significantly undervalue the importance of
capital accumulation as a source of economic progress (Easterly
2000, pp. 47-69; Holcombe 1998, p. 58).

Some Austrian economists following Israel Kirzner have
sought to establish entrepreneurship as the key explaining eco-
nomic growth and development. While arguing that only a small
part of economic progress can be explained by increases in invest-
ment, Holcombe (1998, p. 58) concludes, “The engine of economic
growth is not better inputs, but rather an environment in which
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entrepreneurial opportunities can be capitalized upon.” Like-
wise David A. Harper (2003) sees the Kirznerian entrepreneur
who alertly seizes profit opportunities is the source of economic
progress.

Alas, neither the theories of capital fundamentalists nor those
of technology fundamentalists satisfactorily explain the process of
economic expansion and development. This has been suggested by
the endogenous growth theory developed by Paul Romer (1990;
1994). The economics of economic expansion and development
itself would have progressed more rapidly and productively had
more economists integrated several key insights from Ludwig von
Mises who built his theory on the Austrian tradition of Carl
Menger and Eugen von Bohm-Bawerk. Recognizing and embrac-
ing Misesian contributions to economics would have helped avoid
much intellectual conflict and misunderstanding.

III
MISES ON ECONOMIC EXPANSION AND DEVELOPMENT

Mises developed various lines of economic theory that when
brought together, incorporate a more rich, realistic, satisfying, and
helpful theory of economic expansion and development than here-
tofore provided by either Keynesian or neoclassical economists. As
the two epigraphs by Mises affixed to this paper indicates, Mises
recognized and embraced the classical insight that capital accu-
mulation is crucially important for economic growth. He argued
that the only way for a society to experience economic expansion
and development is for it to enjoy increased per capita capital
(Mises 1990, p. 171). This is because countries with more capital
than others enjoy higher productivity, real wages, and standards
of living (Mises 1949, pp. 495-96; Mises 1980a, pp. 135-36). Con-
versely, he saw the economic weakness of less developed countries
primarily as the result of the disintegration of foreign capital mar-
kets that cut them off from the savings of capitalists from other
parts of the world (Mises 1990, p. 169).

At the same time he clearly understood that economic capital for-
mation occurs in combination with other necessary factors that play
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fundamental roles in economic development—namely the division
of labor, technological improvement, and wise entrepreneurship.

1. The Market Division of Labor

One of the primary sources of economic growth cited by Mises is
the division of labor. For Mises, the division of labor is a key mar-
ket institution that makes economic development possible. It is
basic to the formation of society, so much so that he calls it the
“fundamental social phenomenon (Mises 1998, p. 157)%.

Citing David Ricardo and John Stuart Mill, Mises thought the
formal exposition of the increased productivity resulting from the
division of labor to be one of the most important contributions of
classical economics (Mises 1981, pp. 260-61; Mises 1998, pp. 163-64).
If the mobility of capital and labor in an economic society is pre-
vented, the division of labor benefits both the most and least tal-
ented via comparative advantage, as people specialize in producing
goods at which they incur the lowest opportunity cost. As people
specialize in production and cooperate in the division of labor
according to their comparative advantage, productivity increases,
leading to increases in output, the creation of wealth, and an
expansion of prosperity (Mises 1952, p. 81; 1998, pp. 157-58). The
increased productivity provided by the division of labor primarily
comes from specialization in processes. The main reason for this is
that the more frequent a person undertakes a process, the more it
benefits to use specialized capital goods, the use of which further
increases productivity (Mises 1981, p. 327, Mises 1985, p. 160).

Mises (1981, p. 261) saw this increased productivity as the great
advantage of social cooperation. He, in fact, identifies the exten-
sion of the division of labor as economic progress because it is
more productive, allowing for people to obtain more goods they
can use to achieve more ends (1981, p. 266). Therefore, he identifies
social cooperation and the division of labor as the “greatest accom-
plishment of reason” (Mises 1985, p. 120).

I On the importance, for Mises, of the division of labor for the development of
society see Salerno (1990).
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Mises (1981, pp. 259-60) notes that the division of labor arises
from the natural inequality of human skills and abilities as well as
from differences in our environment. Some people are gifted with
native intelligence and tend to specialize in intellectual endeavors.
Some become psychologists, some property attorneys, some biolo-
gists, some teachers, and some minsters. Others are better at work-
ing with their hands and become machine tool operators, meat
packers, sculptors, or chefs. Additionally, some locales contain
large areas of open grassland that are conducive to cattle ranching.
Other regions adjacent to seawater find crab harvesting easy pick-
ings. Some countries have neither, but have a climate perfect for
growing mangoes or cocoa beans. These sorts of differences gener-
ate differences in relative opportunity costs of production in dif-
ferent processes which open the door to the increased productivity
that results from specialization and the division of labor.

Mises (1981, p. 260; 1999, pp. 163-64) also recognized that, as the
division of labor develops, the inequalities in human skills, abili-
ties, and environments that prompted specialization in the first
place increase. As a person specializes in one task for a period of
time, his skills in that task increase. A person who spends all of his
time cattle ranching becomes even more suited to that task and
comparatively less productive in others. As the differences between
people grow, the benefits of the division of labor likewise increase,
further increasing total social output and consumption possibili-
ties. Additionally, as people in different regions specialize in spe-
cific processes, they invest in capital goods that are suitable for the
specific tasks at which they are relatively more efficient, making
regional differences even more pronounced.

The importance, for Mises, of the division of labor loomed much
larger than fostering economic growth, however. The division of
labor is the mutually beneficial response to human differences. As
such, itis the unifying influence that builds society. The increased
productivity of the division of labor has brought about coopera-
tion, society, and civilization, allowing people to escape a Darwin-
ian barbaric struggle for survival (Mises 1998, p. 669; Mises 1977,
p- 126). Participation in the division of labor, “makes friends out of
enemies, peace out of war, society out of individuals (Mises 1981,
p. 261).
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Mises, therefore, saw the market division of labor as the essen-
tial feature of civilization. Mises (1998, p. 266) identifies the divi-
sion of labor as the institution by which people developed
civilization, because both material prosperity and intellectual
progress would be impossible without it. Likewise, any techno-
logical advance resulting from scientific research and scholar-
ship requires the ability of people to specialize in such pursuits
in the division of labor (Mises 1983, p. 119). Scientific and intellec-
tual pursuits require time devoted to focusing on particular
types of problems and the means to solve them. It requires that
some people have the leisure to pursue such inquiry. It requires
the social wealth generated by the increased productivity arising
from the division of labor. Mises agrees with Josef Pieper (1963)
when he says civilization is the product of leisure and peace of
mind made possible only by the division of labor (Mises 1981,
p. 271). In contemporary economic jargon, Mises might claim that
the division of labor provides both economic growth and eco-
nomic development.

Because specialization and the division of labor requires a net-
work of voluntary exchange, it only thrives in societies with insti-
tutions supporting trade. To benefit from the market division of
labor, therefore, people must have the right to private property.
Additionally, society must enjoy peace. “The market economy
involves peaceful cooperation. It bursts asunder when the citizens
turn into warriors and, instead of exchanging commodities and
services, fight one another” (Mises 1998, p. 817). Conflict destroys
the division of labor, because it forces each group to consume only
what it produces (Mises 1996, pp. 23-27). Nations fighting one
another do not benefit from each other’s comparative advantage
because they do not exchange with one another. The development
of the division of labor, therefore, needs liberty and peace (Mises
1981, p. 268; 1985, pp. 130-31; 1998, pp. 824, 827).

2. Capital Formation

Mises understood, however, that economic progress is not the
product of the division of labor alone. Economic expansion in the
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division of labor is furthered by capital formation. Mises identified
investment in and accumulation of capital goods as a source of rel-
atively greater wealth of more developed countries (Mises 1952,
pp- 39, 82). Using capital goods increases the productivity of labor
and thereby allows for increases in real wages (Mises 1952,
pp- 86-89). The accumulation and maintenance of capital, however,
requires saving, because capital goods wear out and are perishable
(Mises 1952, p. 84). Savings, therefore, is the first step to economic
progress (Mises 1998, p. 487).

Drawing upon Bohm-Bawerk’s capital theory, Mises (1998,
pp. 487-99) noted that the entire social economy is an integrated
intertemporal aggregate production structure that supports the
production of all consumer goods. Productive activity must occur
at stages furthest from that of consumption before the production
of consumer goods is possible. Before a loaf of bread can be pro-
duced, the baker must have flour. Before flour can be produced,
the miller must have wheat. Before wheat can be produced, the
farmer must have seed and fertilizer.

What is true for a loaf of bread is true for the entire set of con-
sumer goods available for directly satisfying people in an econ-
omy. Before retail goods are available, the necessary tools, raw
materials, factories, land, and labor must be available. At any
existing instant, production occurs simultaneously at the various
stages in the production structure. At the lowest stage producers
of consumers goods exchange their products for money. At every
stage of production farther removed from consumption, money
is advanced to owners of land, labor, and capital goods, in
exchange for the use of the services of those factors of production
to produce a good sold for money in the future. The production
of consumer goods, therefore, is supported by a vast, complex
capital structure and the entire structure of production is sup-
ported by saving and investment.

Saving and investment is also crucial for the development of
technology. Technology is essentially knowledge about the causal
connections between material things. Technological advance
allows producers to combine factors of production in a way that
allows labor to be more productive. Therefore, technological
improvement in the production of one good frees up labor to be
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directed toward the production of other goods as well, increasing
the general standard of living (Mises 1998, p. 617).

Although Mises recognized that technological advance is an
important contributor to economic development, he rightly under-
stood that technology is not autonomous. No increases in technol-
ogy could occur without capital accumulation, for example (Mises
1952, p. 39). In the first place, Mises stressed that producers cannot
utilize technology without capital (Mises 1990, pp. 169-79). Because
production technology, to be useful, must be bound up in physical
capital goods, the supply of capital goods determines which tech-
nological methods will be used (Mises 1998, pp. 493). The use of
more and better tools is feasible only to the extent that the capital
required is available (Mises 1998, p. 768). The stock of capital goods
will therefore determine which technological methods of produc-
tion will be used. Mises (1998, pp. 502-03) argues, consequently,
that the quantity of pre-existing capital goods is a conservative
factor which constrains the technology chosen by producers. Tech-
nology is not given.

Additionally, people need capital for any well-organized pur-
suit of knowledge (Mises 1977, pp. 126-27). Research and develop-
ment requires laboratories, computers, various sorts of technical
equipment, prototypes, and a variety of other capital goods. No
capital goods, no invention nor innovation. Once again Mises’ con-
clusion is apparent, saving and investment in accumulating and
maintaining capital is necessary for economic progress. As he
forthrightly puts it, “Saving—that is, a surplus of production over
consumption—is the indispensable condition of every further stop
toward technological improvement” (Mises 1998, p. 768). More sav-
ing and investment in the past would have resulted in our enjoy-
ing increased production from both better technology and an
increased quantity of capital goods (Mises 1980b, p. 212).

It is for these reasons that Mises argued that lack of technology
is not the reasons less developed countries (LDCs) are relatively
poor. Itis because they lack the capital goods necessary for increas-
ing productivity. This points to one great benefit of foreign direct
investment. It allows LDCs access to capital, and hence technolog-
ical advance, much more quickly than if they had to save and
invest solely by themselves.
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3. Entrepreneurship and Economic Calculation

At the same time, as the second quotation by Mises in the epigraph
notes, capital does not beget profit. Capital and capital goods do
not have the power in themselves to increase prosperity. They
need to be wisely invested (Mises 1952, p. 85). Capital, once accu-
mulated, can be directed to the production of goods too little in
demand to yield profits for their producers. Economic progress,
therefore, requires entrepreneurship (Ritenour 2010, pp. 517-21).
Entrepreneurship is especially important for economic progress
because of the possible waste of malinvestment in incontrovertible
fixed capital goods. (Mises 2003, pp. 239-43). If savings are invested
in durable capital goods that are directed toward unprofitable pro-
duction and that capital is not easily convertible to other uses, that
capital is sunk and thereby consumed. There is no way to get it
back. The firm has less capital going forward and therefore is less
productive, hampering economic progress. Therefore, Mises
argued that it is saving and capital investment and entrepreneur-
ship that puts capital to new uses (Mises 2003, p. 243).

To make wise production decisions, entrepreneurs use eco-
nomic calculation to direct the resources at their disposal to their
most valued ends. Mises notes, therefore, that economic calcula-
tion is the intellectual basis of the market economy (Mises 1998,
p. 260). The market division of labor cannot function without it,
because, lacking the ability to calculate expected profit and loss,
there is no way for economic decision makers to productively coor-
dinate the vast network of specialized, decentralized, voluntary
exchange.

The “foundational notion” of economic calculation is capital, an
entrepreneur’s whole complex of producer goods evaluated in
money terms (Mises 1998, p. 260). A firm is able to assess its success
or failure by calculating the magnitude of its capital value before
and after a given production process. Capital accounting starts
with market prices (Mises 1998, p. 488). The concept of capital can-
not, therefore, be separated from the monetary calculation of profit
and loss. Because the magnitude of capital is determined by mar-
ket prices, the very concept of capital only makes sense, to Mises, in
the sphere of economic calculation and no sense outside of the
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market economy (Mises 1998, p. 262). Mises’ observation is a cru-
cial reason why we must have entrepreneurship for sustained eco-
nomic progress and why capital does not beget profit.

The importance of entrepreneurship is heightened because the
market economy is dynamic. It is continuously changing (Mises
1998, pp. 488-89). Different production processes are underway at
different stages of production. These processes complement each
other. At the same time, different production processes compete
against each other for scarce resources. Every step in every pro-
duction process at every stage is made possible by the conscious
entrepreneurial decision to save and invest in a specific line of pro-
duction. Mises’ insights lead to the inevitable conclusion that the
entire structure of various production processes is coordinated by
entrepreneurial decision making. This is why, as Mises notes, a
changing modern industrial economy simply cannot do without
economic calculation and capital accounting (Mises 1998, p. 511).

Even the implementation of better production technology is an
entrepreneurial decision and requires economic calculation. Tech-
nical knowledge, by itself, cannot establish which of all technically
possible projects are best suited to meet the largest possible num-
ber of most highly valued ends. To successfully do that, economic
calculation and entrepreneurial decision making is necessary
(Mises 1998, pp. 207-10). In fact, on can conceive of the entrepre-
neur’s task as choosing from among the various technologically
feasible projects, the precise one that best satisfies the desires of
the public (Mises 1980a, p. 117). Mises notes that a particular tech-
nology will only be utilized by a producer if it is deemed econom-
ically wise to do so. Technology that yields greater output may
ne

























































