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Foreword


Donald J. Boudreaux


CONTRARY TO THE claims of many people who do not understand economics or science, economics is a science. Economics is a conscious and systematic search for knowledge and deeper understanding. This search is conducted to discover facts and relationships previously unknown; unlike dogma, it is not conducted to build intellectual and emotional barriers to ideas that challenge pet beliefs, superstitions, and worldviews.


Of course, because economics deals with purposeful, human decision-making, actions, and subjective preferences, it is not a physical science. As such, the appropriate method for doing economics differs from the appropriate method for doing the likes of physics, chemistry, and astronomy. Yet because lab-coated or microscope-equipped searchers for knowledge and understanding have long been, in the English-speaking world, identified as exemplars of science, scholars who search for knowledge and understanding using methods different from those used in the physical and biological sciences—and who cannot reliably make precise predictions of the sort made by physical scientists—are too often mistakenly dismissed as “unscientific.”


A true scientist, though, adopts the method of inquiry best suited to his or her subject matter. This intellectual feat requires not only keen awareness of the nature of that subject matter but also cognizance of the abilities and limitations of the human mind to comprehend that subject matter.


Ludwig von Mises (1881–1973) was one of history's most successful economists at the vital task of crafting an analysis of economic reality that is both exhaustive and consistent with the human mind's capacity to make as much sense as can possibly be made of that reality. The fruit of this success is Mises's greatest scientific work, Human Action (1949). In this immense volume he presented his exhaustive analysis of all things economic. This treatise is not beach reading. It is deeply philosophical as well as impressively analytical (despite Mises's eschewing the language of mathematics). And yet it is accessible to any intelligent reader who can spare the time, and expend the concentrated effort, required to grasp its lessons.


Regrettably, too few people are willing to spare such time and expend such effort on reading Human Action. And that's too bad, because the clarity and depth of insight that would be gained is enormous.


Enter Robert Murphy and his superb Choice. No scholar working today rivals Murphy at combining a vast knowledge of Mises's works with a too-rare skill at writing in a style that engages as well as instructs the general public. Murphy guides the reader through each section of Human Action. He does so with such lucidity, skill, and completeness that, by the end, it's almost as if the reader has studied every page of Human Action itself. Reading Murphy's book, therefore, is the best way—short of actually reading Human Action—to learn economics à la Mises.


So what Murphy offers here is no mere primer. While I hope that this volume will indeed prime readers to go on to study Human Action (and I confidently expect this result for many readers), Murphy's book is itself a valuable treatise, short though it is. In its own right, this volume is a creative, comprehensive, and unusually accessible work of economic science.


Murphy's Work Is Also Desperately Needed


Economics has increasingly failed, over the past hundred or more years, to inform the general public. However valuable a new academic journal article that explains a refinement in some econometric technique, or a new university-press book that describes a better rule for guiding central-bank monetary policy, no such academic work is as needed today as an article or book that conveys economic understanding to large numbers of non-economists. Despite the pretenses of the typical academic economist—who often naively fantasizes that his or her new theorem or latest empirical finding will guide apolitical government officials in their selfless quest to engineer the economy into a better state—public policy in democratic societies will always reflect the economic understanding of the general public.




If the general public believes that imports hurt the domestic economy, a policy of free trade has no hope of being realized. If the general public does not understand the dangers of discretionary monetary policy, discretionary monetary policy will persist. If members of the general public do not understand that the well-being of the poor and the middle class improves as entrepreneurs and businesses are more free to innovate and compete, public policy will be a nest of obstacles to innovation and barriers to competition.


Put in the language of economics: the marginal utility today of the next new addition to academic economists’ understanding of the workings of the economy is much less than is the marginal utility of an additional “unit” of greater public understanding of basic economic truths. Some new gilding on modern international-trade theory, for example, might well improve that theory, but the scholar who spent time devising this improvement would likely have contributed far more value to humanity by helping the general public understand that tariffs do not raise overall domestic employment—a truth that economists have understood for centuries but one that the general public continues to miss.


Of course, there is in economics as in other professions a division of labor. Some economists specialize in making theoretical advances and others in teaching and in reaching out to the general public. The problem today is that too few competent economists specialize in these latter tasks. The result is doubly bad, for not only are too few competent economists working to expand the public's understanding of basic economic truths, but the absence of good economists on the public stage opens it up to cranks and crackpots who win applause (and sometimes even riches) by reinforcing, rather than by correcting, the public's wrongheaded notions about the economy.


Another division within economics warrants mention—namely, that between what my colleague Peter Boettke (in his wonderful Independent Institute book Living Economics) calls “mainline economics” and “mainstream economics.” The former is reflected in the legacy of the wisdom of the Late Spanish Scholastics of the fifteenth and sixteenth centuries and such Classical School economists as Adam Smith, Jean-Baptiste Say, and Frederic Bastiat, and it includes all insights and investigative methods that are helpful for better understanding the human economy. The latter is the much more narrow “formal” economics that today dominates the profession. While practitioners of mainline economics measure their success by how well their investigations improve their understanding of reality, practitioners of mainstream economics too frequently measure their success by how closely their methods resemble those of the physical sciences.


Murphy's Choice, happily, rests squarely within mainline economics. And as such it is simultaneously accessible to the nonprofessional economist and deeply scholarly. This combination is difficult to pull off, but Murphy does it well. With it, Murphy stakes out for himself a prominent place on the public stage, where he can help to expose the fallacies propounded by economic charlatans.


Mises himself sometimes wrote, and wrote beautifully, for the general public. For example, his 1952 collection, Planning for Freedom, features excellent essays accessible to any intelligent non-economist. What Robert Murphy offers here, though, is something quite unique: a genuine treatise on economics that instructs and entertains even non-economists. The prominence of Murphy's place on the public stage is therefore enhanced by his volume's depth and breadth. The lay reader of Choice will learn not only important basic truths about the economy, but also a great deal about the science of economics itself.


—Donald J. Boudreaux is Professor of Economics at George Mason University, the Martha and Nelson Getchell Chair for the Study of Free Market Capitalism at George Mason's Mercatus Center, and Associate Editor of The Independent Review: A Journal of Political Economy. He blogs at cafehayek.com.
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Introduction


THE MID-1980S THROUGH mid-2000s were known as the “Great Moderation,” a period when it seemed that the leaders of the world's largest central banks had finally figured out how to ensure smooth economic growth and modest rates of price inflation. However, this tranquility was shattered by the collapse of the housing bubble and ensuing financial panic in the fall of 2008. The public and politicians alike wanted economists to explain what caused the crash, and they wanted recommendations to prevent a similar crisis in the future.


Yet according to one school of thought—so-called Austrian economics—the policy solutions recommended by most professional economists are actually the problem. Government intervention in the institutions of money and banking sowed the seeds of the worldwide asset bubble in the early and mid-2000s, which could only result in a giant crash according to this line of thought. Once the crash had occurred, the recession was prolonged by yet more government intervention in the form of massive deficits, expansion of unemployment payments, and ever more regulations on businesses in the private sector. Only by returning to a genuinely free market, based on the classical liberal notions of private property, civil liberties, and peace among nations, can we return to the prosperity and steady improvement of living conditions that we had come to take for granted.


Those who endorse the Austrian analysis believe it is crucial to spread this message, not just to academics, but to the intelligent layperson as well. That is the primary function of the present volume. It provides an introduction and an invitation to the most important work of arguably the most important Austrian economist. Specifically, the present volume represents a modern restatement of the essential elements of Ludwig von Mises's 1949 masterpiece, Human Action.


Historical Context: The Classical Economists


In 1776, Adam Smith published his famous The Wealth of Nations. Although Smith was not (as is sometimes claimed) the father of economics,1 his famous book was certainly the pivotal work in classical British political economy. Other pioneers in this tradition were David Ricardo (1772–1823), James Mill (1773–1836), and his more famous son, John Stuart Mill (1806–1873). Together with the great French tradition embodied in such writers as Jacques Turgot (1727–1781), J. B. Say (1767–1832), and Frédéric Bastiat (1801–1850), the body of economic knowledge produced in the late eighteenth and early nineteenth centuries is known as classical economics. It focused on the accumulation of wealth and the distribution of income among classes of economic agents, and its policy prescriptions were generally laissez-faire, meaning that the government should let the market handle economic affairs.


Although the classical economists contributed many insights still in use today—especially by the economists who still embrace laissez-faire policy conclusions—their major shortcoming was in their understanding of value and prices. Although each writer had his own nuances, the classical economists generally explained the price of a good by reference to its cost of production, which ultimately could be traced to the amount of labor necessary for creating the good. Ironically, it was the generally pro-capitalism classical economists who bequeathed the labor theory of value that would prove so important in the writings of Karl Marx. (Indeed, by some definitions, Marx himself was an important classical economist.)




The Subjectivist, Marginal Revolution and the Austrian Contribution


In standard histories of economic thought, three writers are credited with ushering in what is called the marginal revolution in economics. They are jointly acknowledged because their works appeared at roughly the same time (two in 1871 and the third in 1874), and they all independently discovered the new analytical approach that would lay the foundation for modern (i.e., post-classical) value and price theory. These economists were William Stanley Jevons (1835–1882), Léon Walras (1834–1910), and Carl Menger (1840–1921).


What these pioneers shared in common was the replacement of the classical cost or labor theory of value with a marginal subjective theory of value. Rather than trying to explain the price of a bottle of wine by reference to the labor effort involved in growing the grapes, the subjectivist explanation flipped the causality around: People valued a bottle of wine—and would therefore pay money for it—because it gave them happiness or “utility,” and because of this, it made sense for producers to grow grapes for wine production.


In addition to flipping the causality of price determination from final prices to input prices, rather than vice versa, the revolution in economic theory also refined the precise way in which subjective desires affected market prices. Specifically, the term marginal meant that individuals made decisions “on the edge” (think of a margin on a sheet of paper). Despite their cost or labor theory of value, the classical economists obviously understood that market prices were intimately related to the usefulness of goods. Yet here they ran into a conundrum: Why was it that something essential to life, such as water, had a much lower market price than something that was of merely ornamental value, such as diamonds? The marginal approach to value and price theory easily solved this so-called water-diamond paradox.2 Nobody in the marketplace is ever actually in a position to choose between water and diamonds, considered as entire classes of goods. Rather, a person in a given transaction is choosing between a specific quantity of water, such as an 8-ounce bottle, and a specific quantity of diamonds, such as the rock on a particular engagement ring. That specific engagement ring can typically shower much more happiness or utility than that specific bottle of water, and so there is no mystery why people are prepared to pay so much more money for the diamond than for the water.


For the present book, Menger's role in the overturning of classical economics is crucial because his contribution—his 1871 Grundsätze (translated as Principles of Economics)—is the founding work of the Austrian School of economics. The term Austrian economics was first coined during arguments over economic method between Menger and members of the German Historical School. Ironically, it was created by Menger's enemies, as a pejorative description of the origin of the unorthodox Mengerian views because Austria was considered a backwater compared to Germany. The term stuck, such that nowadays economists from around the world—many located in the United States—refer to themselves as Austrian because of their theoretical affinity for the Mengerian tradition and not because of their geographical origins.


The Importance of the Austrian School


Although Menger, Jevons, and Walras are all recognized as marking the turning point away from the classical labor theory of value and replacing it with the new marginal utility theory, Menger's work differed from the approach of his peers in significant ways. For one thing, Menger eschewed the mathematical formulation that characterized the others and that would eventually dominate mainstream economics. To this day, one of the notable differences between Austrian economists versus other economists is that the Austrians focus on logical deduction and verbal exposition, rather than mathematical model building and econometric testing. Indeed, the present writer once saw an economist flip through a scholarly article written by an Austrian and joke, “Where are the equations?”


Beyond the mere differences in style and mode of exposition, there are substantive differences in the Austrian approach as well. Although virtually all economists since the revolution in thought of the 1870s would endorse some version of subjectivism in economic theory, the Austrians pride themselves on having the most consistent and thorough application of this innovation, with their approach sometimes being described as radical subjectivism.3 Since the marginal revolution, it is commonplace among economists of all major schools—Austrian and non-Austrian alike—to attribute market prices at least in part to the subjective tastes (preferences, in more formal language) of consumers. Yet the Austrians go further than this, exploring the implications of individuals having subjective expectations about the future. This stands in contrast to standard mainstream models, where individual agents may have idiosyncratic preferences but share the same correct understanding of “how the economy works” in the simplified world of the model.


Another defining attribute of the Austrian School is to focus on the market process rather than following the mainstream attention to describing the market equilibrium position. As we will see through the course of the present book, the Austrians have a particular explanation of what causes the phenomenon of interest in a market economy; they try to explain why it is that capitalists can typically earn a positive return on their financial investments, singling out the phenomenon of interest for particular attention. In contrast, most mainstream economists look at an economy as a set of simultaneous conditions that must all be satisfied in order for the system to be in equilibrium. For example, in graduate school, the author encountered an exam problem that described the physical nature of the capital goods on a tropical island and then asked what the equilibrium real interest rate “had to be” for the lone man stranded on the island. It would be hard to overstate the gulf between this approach and that of the Austrians, when it comes to explaining the market rate of interest.


These reflections lead to yet another defining characteristic of the Austrian School, and the one making them most important for study in our troubled economic times: Far more than any other school, the Austrians have a rich conception of the capital structure in an economy. Mainstream models of the economy formally include capital, but they often aggregate it into a lump sum quantity, with a simple K denoting how much capital exists in the economy at any moment. If the people in the model save a higher fraction of their income, then K grows faster and boosts future output. With such a crude approach, the only downside to saving and investing “too much” is that too much present consumption would be traded off in exchange for a greater amount of future consumption, according to the subjective preferences of the consumers and their desire for consumption levels through time. This standard mainstream approach can't handle the possibility of firms investing in the wrong things.


In contrast, the Austrians view the capital in the economy not as a simple “stock” that could be summed up by a number. Rather, they see it as a complex, interlocking structure of heterogeneous capital goods, including tractors, cargo planes, oil tankers, drill presses, assembly lines, hammers, nails, irrigation ditches, laboratories, universities, various groups of farm animals, and semi-finished goods stored in warehouses at different locations across the country. With this richer conception, the Austrians can analyze the effects not just of how much is invested, but in which particular capital goods the investment takes place. It would hardly make the country richer, for example, to invest in a massive expansion of the number of screwdrivers, with no production of additional screws.


As we will see in the course of this book, the unique Austrian perspective on capital and interest theory gives rise to their theory of the business cycle. To repeat the claims made at the start of this Introduction, the Austrian analysis suggests that the typical “medicine” offered by governments and central banks to heal a broken economy are actually poison. For this reason, studying the Austrian School is important not just for historical curiosity or academic novelty, but because its advocates may have the knowledge necessary to end our recurring economic malaise.




The Historical Importance of Ludwig von Mises and Human Action


Following Menger, several literal Austrians (in the sense of national origin) and then members of the Austrian School (in the sense of their school of thought) carried on his tradition, continuing to the present. Some notable members of the Austrian School and their major achievements were Eugen von Böhm-Bawerk (1851–1914), with his seminal contributions to capital and interest theory, as well as his critiques of Marxist political economy; Friedrich von Wieser (1851–1926), with his elaboration of marginal utility theory and the concept of opportunity cost; Friedrich A. Hayek (1899–1992), who explained market prices as a form of communication and who won the Nobel Prize in 1974 for his work on the business cycle; Murray Rothbard (1926–1995), a lucid writer who united Austrian economics with libertarian political philosophy, but also developed technical innovations in monopoly and welfare analysis; and Israel Kirzner (1930–), known primarily for his extensive work on entrepreneurship.


Yet arguably the most important Austrian—second only to Menger himself, the founder of the School—was Ludwig von Mises (1881–1973). Chronologically, Mises fell in the middle of the Austrian thinkers listed above, and also served as an intellectual bridge. He synthesized and extended the tradition he inherited from Menger, Böhm-Bawerk, and Wieser, presenting a powerful framework that was then further amplified by his own followers, Hayek, Rothbard, and Kirzner among others.


According to his own recollections of being a young Austrian going to university, Mises discovered Menger's Principles in 1903 and became an economist.4 Mises would soon rise to prominence himself. His 1912 book, translated into English as The Theory of Money and Credit, used subjective marginal utility theory to explain the market value of units of money, something that had eluded earlier theorists following the intellectual revolution of the 1870s. In this way, Mises bridged the gap between what we now call micro- and macroeconomics, providing a unified explanation for the market exchange rate between all commodities, including the commodity that happened to serve as money.5 In addition, in this crucial book, Mises drew on Böhm-Bawerkian capital theory, the interest theory of Swedish economist Knut Wicksell (1851–1926), and the earlier work of the British Currency School on the role of banks in economic crises, in order to advance what Mises called the circulation credit theory of the trade cycle. This is nowadays known as Austrian business cycle theory, the teaching of which is a major objective of the present book.


Mises's contributions in The Theory of Money and Credit would have earned him a seat at the table of important twentieth-century economists, but he went much further. In a seminal 1920 academic paper, followed up by a 1922 book-length treatment,6 Mises went beyond the standard arguments over incentives and the danger of corruption to offer a fundamentally more decisive critique of socialism: Without market prices for the “factors of production”—labor, natural resources, and capital goods—the central planners in a socialist state would have no method of determining whether their “economic plan” embodied a rational use of society's scarce resources.


This problem doesn't exist in a market economy with private property, Mises argued, because the availability of actual prices allowed accountants to compute profit and loss statements. These calculations gave critical feedback to the entrepreneurs, letting them know if the consumers implicitly endorsed or rejected their business decisions. Yet since, even in principle, there could be no such feedback in a socialist system, Mises argued that it was a faulty substitute for capitalism. Even if they had full technical advice from the best physicists, chemists, engineers, and other experts, and even if they had nothing but the best of intentions, the central planners would lack critical information in assigning uses to scarce resources because the socialist planners wouldn't know the economic cost of these resources. Would it make sense to use a certain amount of steel, factory time, and labor hours to produce a certain number of automobiles? Mises argued that the central planners would truly have no idea: Even if they could estimate the benefits of new cars for the motorists who received them, they wouldn't be able to calculate the costs of making the cars, since they would lack market prices for steel, factory time, and labor hours. Far from being more “rational” than capitalism—as the socialist writers claimed—an economy organized by central planners would be “groping in the dark.”


During his time in Vienna, Mises's scholarly publications included not only technical economic analysis but also an exposition and defense of classical liberalism.7 In addition, Mises cultivated a following of some of the brightest minds of the time in his famous “Privatseminar” (private seminar) held every Friday in his office at the Chamber of Commerce. According to one participant, a typical night would involve three hours of discussion at Mises's office, then dinner, and finally “lighter” topics at a café until 1 a.m.8 The list of attendees at Mises's seminar included economists, sociologists, and philosophers who would achieve fame of their own. This aspect of Mises's influence is typical, showing that he was not only a great thinker but also an inspiration to others with his important ideas.


Due to his Jewish ethnicity and classically liberal views, Mises would not have fared well under Nazi rule. Seeing the storm clouds brewing, Mises wisely left Austria for Switzerland, where he landed a position at the Graduate Institute of International Studies in Geneva. In 1940, he and his wife Margit emigrated from Switzerland to the United States. Mises taught at New York University from 1945 until 1969, when he formally retired.


During his time in Switzerland, Mises wrote the German-language Nationalökonomie, published in 1940. This full-blown treatise contained a grand synthesis of Mises's technical treatment of important areas in economic theory, as well as his methodological views on the proper foundation of economic science itself. Yet the treatise also contained Mises's views on political philosophy and history, in the sense that Mises related his understanding of how government policies affect the economy and through that the unfolding events of the real world. By doing so, Mises showed the tremendous importance of educating the public on sound economic theory; his task was not merely academic.


To the admirers of Mises, his grand treatise could hardly be overrated. In the description written by several self-identified Misesians:


Thus, Nationalökonomie marked the culmination of the Austrian theoretical approach, and, in a real sense, the rebirth of the Austrian School of economics. It was designed to play a decisive role in reconstructing the whole of economic science in its moment of crisis, including reformulating and unifying price theory, monetary theory, and business cycle theory, and at the same time establishing the correct methodological foundations of the social sciences. Using this mighty architectonic of economic theory, Mises formulated a radical and impermeable defense of laissez-faire policy conclusions that were distinctly unfashionable when the book first appeared.9


After moving to New York, Mises began writing an English-language version of his great work. This would become Human Action, first published in 1949. We again quote from the Introduction to the Scholar's Edition of the book:


Human Action, building on and expanding its German predecessor [i.e., Nationalökonomie], transformed Austrian economics, as it is understood today, into a predominantly American phenomenon with a distinctly Misesian imprint, and made possible the continuation of the Austrian School after the mid-twentieth century…. A high place must be reserved in the history of economic thought, indeed, in the history of ideas, for Mises's masterwork. Even today, Human Action points the way to a brighter future for the science of economics and the practice of human liberty.10


To understand why Mises proved to be such an inspiration to generations of scholars, both inside and outside formal economics, we need only quote from his stirring final paragraph of Human Action:


The body of economic knowledge is an essential element in the structure of human civilization…. It rests with men whether they will make the proper use of the rich treasure with which this knowledge provides them or whether they will leave it unused. But if they fail to take the best advantage of it and disregard its teachings and warnings, they will not annul economics; they will stamp out society and the human race.11


Lest the average reader think only professional economists were on the hook for communicating this important knowledge, just a few pages before Mises emphasized:


Whether we like it or not, it is a fact that economics cannot remain an esoteric branch of knowledge accessible only to small groups of scholars and specialists. Economics deals with society's fundamental problems; it concerns everyone and belongs to all. [Economics] is the main and proper study of every citizen. (italics added)12


Thus we see that Mises was not merely a great technical economist, but a champion of evangelizing to the masses—a task in which he himself was a leader. It was because of his passionate defense of individual liberty, grounded in his command of economic science, that Mises became such an icon and indeed a hero in certain circles.13 As the man whom Nobel laureate Friedrich A. Hayek called “the master of us all,”14 Ludwig von Mises will forever retain a position of great importance for anyone wishing to learn of the Austrian tradition in economic science.


The Purpose of, and Need for, the Present Book


The purpose of the present book is to provide a modern, condensed treatment of the issues Mises covers in his magnum opus, Human Action. As we explained in the preceding section, Mises is the single best representative of the Austrian School of economic thought, and Human Action is the single best example of Mises's tremendous output. It is therefore entirely appropriate for us to devote a new book to the task of communicating the essentials of Human Action to a new generation of readers, including economics students but also the intelligent layperson.


After stressing the historical importance of the great work, one might wonder: Why not just tell people that they must obtain and read Human Action itself? Why the need to write a new book based on Mises's treatise?


The answer is that, despite its shining qualities, Human Action poses three major roadblocks that discourage potential new readers. First, it is frankly very long, clocking in at more than 900 pages. Second, Mises wrote in a formal style and employed an extensive vocabulary, for example, declaring early on that “the term ‘rational action’ is therefore pleonastic and must be rejected as such.” Finally, Mises assumes a broad knowledge on the part of his readers, commenting casually on historical controversies from the fields of physics, philosophy, and of course economics.


For the above reasons, Human Action intimidates many potential readers, who would otherwise be quite receptive to its essential elements. The present book is necessary, then, to relay the main insights from Human Action in a style that will resonate with the modern reader. The present book will assume no prior knowledge in economics or other fields. When necessary, it will give the historical and scholarly context necessary to explain the contribution Mises makes on a particular issue.


To faithfully reproduce the material in Human Action, the present book mirrors its basic structure; it copies the same Parts One through Seven. However, to condense the presentation to a more manageable size, it does not always follow Mises's chapter breakdown.




It is hoped that the present work provides new readers with an enjoyable and educational introduction to the life's work of one of history's most important economists. Some readers may be stirred to read the other books referenced in this text, including the original Human Action itself.


As Mises stressed, a widespread knowledge of economics is necessary for the maintenance of civilization. Every citizen shares the burden of learning at least the basics of this science in order to preserve our heritage and pass it on to our descendants. The present book offers an accessible yet comprehensive introduction to the nature and power of economics.
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	The Science of Economics and Human Action







	 

	What Do Economists Study?








ALTHOUGH VIRTUALLY EVERYONE recognizes the importance of economic issues, most people have little understanding of the scope of economic science and its relation to other disciplines. Topics such as money, inflation, and unemployment are clearly ones that economists study, whereas gravity, electricity, and magnetism are studied by physicists. But drawing a precise boundary line around the subject matter of economics can be difficult; not even professional economists agree on the solution. Even so, it's important for a general introduction to economics to take a stand because defining the boundaries of economic science will clarify for the reader what economics is and, at the same time, will shed light on the proper method for “doing economics.”


Before offering a working definition of the scope of economics, we should first emphasize that it truly is a separate field of scientific inquiry. As the great Austrian economist Ludwig von Mises wrote:


Economics is the youngest of all sciences…[E]conomics opened to human science a domain previously inaccessible and never thought of. The discovery of a regularity in the sequence and interdependence of market phenomena went beyond the limits of the traditional system of learning. It conveyed knowledge which could be regarded neither as logic, mathematics, psychology, physics, nor biology.1




Granted that economists have something to offer humanity, what exactly is it? To quote Nobel laureate James Buchanan, what should economists do?2


As we already have explained, the awkward fact is that not even economists can agree on this question. For one thing, some of the most prestigious textbooks don't even bother to precisely define the topic of inquiry. For example, Hal Varian's popular graduate-level text on microeconomics3 jumps right into a firm's “production function” in the very first sentence. A little better is David Romer's popular graduate-level text in macroeconomics, which declares in the opening sentence, “Macroeconomics is the study of the economy as a whole.”4 Yet this explanation sheds little light, since we want to know what does it mean to “study the economy”? If we ask whether the charging of interest is in accordance with Islamic law, does that question fall under economics, theology, or both? Sending a rocket into space involves fuel and usually government spending, so does that mean rocket science is a branch of economics?


It may be that graduate-level textbooks don't rigorously define economics because the authors assume their readers are already familiar with the nature of the science. Turning to an undergraduate macroeconomics text, we find authors Tyler Cowen and Alex Tabarrok informing their readers, “Economics is the study of how to get the most out of life.”5 This is promising, yet still somewhat vague. Best-selling undergraduate textbook author Greg Mankiw writes, “Economics is the study of how society manages its scarce resources.”6 This is more informative but is hardly a crisp definition.


Perhaps our problem is looking at textbooks, which presuppose an academic environment and are understandably eager to “jump into the details.” If we turn instead to popular economics books written for a general audience, maybe we will get a better sense of how economists view the nature of their discipline. For example, economist Steven Levitt, one of the authors of the bestselling Freakonomics, claims:




Economics is above all a science of measurement. It comprises an extraordinarily powerful and flexible set of tools that can reliably assess a thicket of information to determine the effect of any one factor, or even the whole effect. That's what “the economy” is, after all: a thicket of information about jobs and real estate and banking and investment.7


Although Levitt's description no doubt characterizes the activities of many of today's professional economists, his explanation would apply to any scientist relying on techniques such as regression analysis, including not just sociologists and criminologists, but also meteorologists, a field that obviously is quite distinct from economics. We're still left wondering: What exactly is it about economics that sets it apart from other disciplines?


Popular economics authors Steven Landsburg and David Friedman, in their respective books for the general public, finally offer the clear statements we have been seeking. After describing his younger misconceptions, Landsburg explains:


Here is what I now think economics is about. First, it is about observing the world with genuine curiosity and admitting that it is full of mysteries. Second, [economics] is about trying to solve those mysteries in ways that are consistent with the general proposition that human behavior is usually designed to serve a purpose. (italics added)8


In his own description of the nature of economic science, David Friedman elaborates on this notion of purpose: “Economics is that way of understanding behavior that starts from the assumption that individuals have objectives and tend to choose the correct way to achieve them.”9


Landsburg and Friedman's characterizations cast economics as a science that studies purposeful human behavior, which of course includes conventional economic topics such as starting a business, looking for a job, and investing for retirement. Yet the scope of purposeful human behavior is obviously much broader than narrowly economic matters. After all, offering a marriage proposal, kicking a field goal, and committing an act of terrorism are examples of purposeful human behavior, too—are these topics acceptable fodder for an economist to study?


Ludwig von Mises on Economics and the Broader Study of “Human Action”


Ludwig von Mises, and many of the Austrian economists who followed him, resolved these thorny problems in the following way. He first recognized that the classical economists—giants such as Adam Smith and David Ricardo—made immortal contributions to the field by explaining certain patterns in the movement of prices and other events in the marketplace. These pioneers showed that there were indeed laws of economics that were just as real as laws of physics or chemistry and which government officials had to acknowledge if they wished to be successful in their own actions.


However, the great deficiency of the classical economists was that they tried to explain the market price of a good by its cost of production and, ultimately, by the human labor embodied in its construction. During the marginal revolution of the 1870s, economists abandoned the labor theory of value and instead embraced the modern subjective theory of value. Rather than explaining the price of a good by reference to its costs, now economists started with the fact that the buyer derives satisfaction or utility from obtaining one more unit of the good; that is the bedrock principle to understand why a buyer willingly pays for it.10


This new way of thinking ushered in a transformation of the scope of economics itself. As Mises describes it:


[T]he transition from the classical theory of value to the subjective theory of value was much more than the substitution of a more satisfactory theory of market exchange for a less satisfactory one. The general theory of choice and preference goes far beyond the horizon which encompassed the scope of economic problems as circumscribed by the [classical] economists…. It is much more than merely a theory of the “economic side” of human endeavors…It is the science of every kind of human action. Choosing determines all human decisions…. The modern theory of value widens the scientific horizon and enlarges the field of economic studies. Out of the political economy of the classical school emerges the general theory of human action, praxeology. The economic or catallactic [i.e., events involving an exchange] problems are embedded in a more general science, and can no longer be severed from this connection. No treatment of economic problems proper can avoid starting from acts of choice; economics becomes a part, although the best [developed] part, of a more universal science, praxeology. (italics in original.)11


We now understand why Mises chose to give his grand treatise on economics the initially odd title Human Action. It is because Mises views the conventional topics of economic inquiry—prices, money, the business cycle—as falling under the umbrella of a more general subject matter, namely human action itself. Rather than looking at “economic man” the way that the classical economists did—as a fictitious being motivated by the desire to accumulate material wealth—the new approach looked at acting man or woman as such. In other words, Mises argued that it was no longer necessary to assume, as the classical economists did, that people, at least in their roles in the marketplace, were motivated by selfish, pecuniary desires. All the economist had to assume was that people were motivated by desires, period. The same analytical tools that best explained greedy hedge fund managers were also appropriate for explaining the actions of Mother Teresa.


In the present book, we will follow the example of Mises in his approach to this subject matter. In Part One, we explore the general implications of the fact that humans act, meaning that they make conscious decisions in an attempt to achieve desired goals. Once we have outlined the scope of a scientific study of human action in general—what Mises dubbed praxeology—we will narrow the focus to human action within the context of society and the institution of private property. In this realm of the study of market exchanges—what Mises dubbed catallactics—we will find the traditional subject matter of economics textbooks.




To many professional economists, the attention we give here to the boundaries and nature of economic science may seem excessive. After all, natural scientists such as physicists don't spend a lot of time pontificating about what physics is, but instead roll up their sleeves and start doing it. Yet Mises and many of his followers thought that it was crucial to study the foundations of economic science in order to develop it properly. Very few people dispute the current understanding of what physics is and how it can help humanity, but there is far less consensus—even among economists themselves—on the proper scope, use, and method of economic science. As we will see throughout the course of this book, how economists view the nature of their field ends up having a strong impact on the way they do their economics and can affect the policy conclusions they may give to government officials. Therefore, although our discussion so far may appear as irrelevant philosophy to some economists, for those following in the tradition of Ludwig von Mises, these matters are as critical as laying a proper foundation before building a house.
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	The Definition and Components of Action







	 

	“Action” Defined








MODERN ECONOMISTS VIEW the conventional study of prices, money, and recessions as part of a broader study of intentional human choices that are guided by underlying desires or preferences. For this reason, economists feel justified in commenting on apparently noneconomic areas, such as marriage decisions and the impact of seatbelt legislation. In the terminology of Mises, modern economics is just one important part of the broader scientific study of action.


To avoid confusion, and to be sure the reader understands exactly what economists have in mind with such language, we should provide some further clarification. First, when we say that economists study action, we mean purposeful behavior, which does not include all human behavior. If a patient lifts his leg in response to the doctor tapping his knee with a small hammer, that isn't action in the way we are using the term; it is merely a reflex. However, if the doctor insults the patient, who then kicks him in retaliation, that is action.1


Also keep in mind that action need not involve observable bodily movements. If one student in class is listening intently to the lecture while another is on the verge of dozing off, the professor might not be able to distinguish between the two merely from looking at their faces. Yet the former student is engaging in action—she is choosing to pay attention—whereas the latter student might be falling asleep without even realizing it.




In a related vein, sometimes the significance of an action consists in the failure of a person to behave in a particular way. For example, if everyone in a neighborhood ignores the cries for help emanating from someone on the street, outsiders will be outraged when they learn of the episode. In our terminology, these neighborhood residents still acted because they consciously chose to stay indoors, rather than rendering assistance.


Having defined the concept of action as purposeful behavior, several results logically follow, simply by thinking through the definition and what it entails. We'll explore some of these results in the remaining sections of this chapter.


If There's Action, There Must Be an Actor


The most obvious implication of invoking the notion of action is that we are admitting the existence of another mind at work. We do this so effortlessly in our everyday lives that we take it for granted, but it is quite an extraordinary hypothesis. When the physicist looks at a falling rock, for example, it would be considered quite unscientific to explain the phenomenon by suggesting that the rock “wants to get closer to the center of the earth.” Yet in economics, it is perfectly acceptable to explain high beachfront real estate prices by suggesting that homeowners “want to get closer to the ocean.”


The reason for the different approach in the case of the rock versus the homeowners is that each of us knows what it “feels like” to be a thinking being—or so the author of the present book hypothesizes!—and it sure seems as if other human beings are quite similar to ourselves. Thus, it is quite reasonable to assume that there's “something going on inside their minds,” just as our own bodily movements seem to be motivated by conscious intentions. We perceive an “ego” or “will” that is somehow anchored in the physical bodies of other human beings. Philosophers and cognitive scientists have much to say on these weighty matters,2 but for our purposes, we need only to point out that this is what we're doing, every time we interpret an event as an example of action, as opposed to the mindless movement of matter according to the laws of physics.




When we interpret events as being at least partially due to one or more actions, it forces us to specify who the actors are. For example, we might say, “In 1941 Japan bombed the United States.” Yet if we think through the statement more carefully, we realize that it's just shorthand, since a nation per se isn't really an actor with an independent mind and desires. A more accurate statement would be, “In 1941 various Japanese pilots chose to obey orders to drop bombs on an American naval base.”


Purposeful Behavior Implies an Underlying Purpose (Preferences)


Another obvious implication of invoking the concept of action is that the acting individuals must have underlying goals or desires, what economists more formally call preferences. After all, if the observing economist is going to explain an event by saying a conscious mind is behaving purposefully, then it only makes sense to attribute an actual purpose to that conscious mind.


This may sound deep and mysterious, but it's quite straightforward. When rain falls from the sky, the meteorologist need not invoke purposes; the event can be scientifically attributed to mechanical operations of nature. Yet when a boy's arm moves toward a glass, his fingers close around it, his arm brings the glass up to his lips, and finally his hand dumps the water into his open mouth, then it is normal and scientific to attribute the event to the boy's intentional behavior. Without further information, the observing economist can't be quite sure what the exact purpose is; the boy might be thirsty, he might be swallowing a pill, or he may be following his parents’ instructions to drink more water. Yet it is obvious that there is some purpose behind the boy's bodily movements.


Preferences Are a Subjective Ranking, Not an Objective Measurement


If we develop the idea of preferences that flows from the concept of action, we realize that preferences are a ranking because an action is always a choice between various alternatives. If a girl chooses chocolate versus vanilla ice cream, the economist can conclude only that she preferred the former to the latter; the economist can't say how much she preferred chocolate. Moreover, it would be equally nonsensical to try to compare the girl's preferences for ice cream to someone else's, for example, by saying, “Marcia enjoys chocolate 13 percent more than Jim does.” There is no way to tie such a statement to action since Marcia and Jim possess independent minds. Each person has his or her own subjective preferences, which are individual and idiosyncratic rankings of various possibilities from best to worst.


It is important to stress this point because the conventional textbook treatment misleads many students, and even some professional economists. Historically, economists in the nineteenth century believed that people were motivated by a measurable psychic substance called utility. They thought a person chose one action versus another because the preferred course provided more units of utility than the other.


However, by the early twentieth century, most economists had abandoned the idea of a measurable (or cardinal) unit of utility. Instead, they explained the actions of consumers and producers by reference to a ranking of desired outcomes (called ordinal preferences).3 These terms are easy to remember because the cardinal numbers, like 3.2 and 500, facilitate arithmetical operations. In contrast, it would be nonsensical to apply addition or division to the ordinal numbers—first, fourteenth, thirty-seventh, and so on.


To understand the modern view of utility, an analogy will help: People make use of the concept of friendship all the time. It makes sense for Tina to say, “Alice is my best friend, while John is my second-best friend.” Such a statement implies that Alice is a better friend than John and that Tina has more friendship with Alice than with John. However, it is nonsensical to ask, “What is the percentage by which Alice's friendship is higher than John's?” This is because friendship is an ordinal, not a cardinal concept. In the same way, economists use utility as a concept to rank the outcomes that acting individuals desire. The higher an outcome is on a preference ranking, the more utility it renders to the individual.


To avoid confusion, before leaving this section we should note that today, professional economists typically rely on formal models that involve mathematical utility functions, where an agent inside the model derives a numerical amount of utils based on, for example, how many units of various goods he or she consumes. Yet even here, the underlying logic of ordinal preference rankings still holds. Any good textbook will explain that there is nothing magical about the specific numbers assigned by a utility function; it is simply a convenient way to represent the underlying preferences, which are an ordinal ranking of the various options from better to worse.4


An Acting Individual Thinks He or She Can Influence the Future


We have already explained that the concept of action implies that a mind is at work with subjective goals or preferences. In this section, we discuss one final implication: An acting individual must have some underlying theory of cause and effect, where the individual's behavior can be the trigger to activate the effect. For a simple example, return to our scenario of a boy's arm and hand movements that involved a glass of water. To interpret these events as purposeful behavior, we must say that the boy has some theory or expectation about the result of pouring water down his throat. If the boy is swallowing a pill, then he picked up the glass because he believed that pouring the water into his mouth would make it easier to swallow the pill. If he didn't believe that, then it wouldn't really make sense for outside observers to “explain” the boy's arm movements by saying, “Oh, the boy had to take a pill.”


Sometimes economists describe this aspect of intentional behavior by saying that individuals are rational. As with utility, this term can also be confusing. Ludwig von Mises and his followers used the term very loosely; “rational action” was a redundant phrase, they thought, because all action was based on reason. In this view, someone doing a rain dance is acting rationally because he is using his mind to reason about his situation—a lack of water—and to come up with a proposed solution. It's true that the man chose a poor means to achieve the desired end, but that doesn't render his behavior irrational, according to Mises. No, the fact that we are interpreting the man's bodily movements as a rain dance means that we are attributing a plan to the man, and hence we think he is a rational being. To see this distinction, consider that we don't say a falling boulder acts irrationally; rather, we say that a falling boulder doesn't act, period. Thus, for Mises (and his followers), the important boundary line is between action and nonaction, not between successful action and unsuccessful action.
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