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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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10. In the text above, we are discussing the marginal revolution in respect to Mises's definition of the boundaries of economic science. Earlier in the Introduction, and later on in this book, we discuss the subjective theory of value in greater detail.
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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.

However, many other economists adopt a stronger notion of rationality. They would argue that economic science isn't useful or interesting as a tool for interpreting the world unless economists make the default assumption that people have a correct understanding of how the world works and have generally correct expectations about the future. These economists understand, of course, that people in the real world make boneheaded mistakes all the time, but they think a theory allowing for systematic error would be too open-ended to be useful. Therefore, these economists push their models to the limits by assuming rational (in their sense) agents, to see what outcomes pop out and then to compare them with the real world.

Students must be careful, then, to understand exactly what different economists mean by the term rational because, for Mises and his followers, it separates action from nonaction and is completely applicable to every human; so long as someone is consciously trying to achieve a goal, he is engaging in action, and this is necessarily rational. In contrast, for other economists, the term rational is an assumption that is satisfied by real humans only to varying degrees; a man buying an electric car might not correctly calculate the financial benefit of avoided gasoline purchases and thus would not be behaving totally rationally, according to these other economists. The danger in this latter approach is that it allows the critic of economic science to dismiss the entire enterprise as based on “unrealistic assumptions” about the people acting in an economy. Mises's approach shields him from such an attack. So long as one agrees that people have minds and act to achieve their subjective goals, Mises's results fully apply.

Even though it's important to be aware of the contrast in usage of the term rational by different economists, in practice the two approaches to economics can look quite similar. This is because a market based on private property has built-in mechanisms that tend to weed out important decisions based on improper calculations or false expectations about the future.

Summary

Most economists view their field broadly as the study of purposeful behavior, which Ludwig von Mises defined as action. When the economist as social scientist invokes the concept of action to interpret her observations of human behavior, this commits her to several things. First, she must believe that other minds are at work. Second, she must think that these minds have unique goals or preferences. Third, these underlying preferences are ordinal, meaning that they are a ranking from better to worse. Economists often use the term utility instead of preferences, but it makes no sense to compare one person's utility to another's, let alone to try to add them up for “total” or “social” utility.

Finally, the concept of action implies that the acting individual possesses reason and has a theory about how his action can influence the future. Economists differ in how accurate they assume an acting individual's expectations are, but they all agree on the importance of expectations in modern economics.



1. As our discussion makes clear, Mises's approach differs drastically from the behaviorism of B. F. Skinner and his followers.

2. A philosophical term relevant to this discussion is teleology, which involves the use of ends or purposes or goals as an explanation of a phenomenon.

3. A classic exposition of the switch from cardinal to ordinal utility in consumer theory is in John Hicks, Value and Capital: An Inquiry into Some Fundamental Principles of Economic Theory (Oxford: Oxford University Press, [1939] 1961).

4. See, for example, Varian, Microeconomic Analysis, 94–98. Note that even von Neumann-Morgenstern utility functions take ordinal preference rankings as the starting point of the analysis; John von Neumann and Oskar Morgenstern showed that certain properties of the ordinal preferences are sufficient for pinning down the type of cardinal utility functions that could represent them.
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	Economic Theory versus Historical Understanding





Introduction

PROBABLY THE SINGLE biggest objection mainstream economists have with Mises's paradigm is his insistence that economics is an a priori science. This Latin phrase comes from philosophical discussions of how humans come to possess knowledge. If people can know a particular truth a priori, it means that they can grasp it merely by thinking about it;1 they don't need to look out their window or use their sensory experiences in any way to learn this fact.

Many economists, seeing the success and prestige of physicists and other natural scientists, thought that importing the methods used in physics would make economics more rigorous and scientific. Yet Mises and many of his followers rejected this “scientism,” claiming that the social sciences required their own method. Physics, chemistry, and the other natural sciences are not a priori disciplines; scientists in these fields must observe the physical world to discover the “laws” of nature. In contrast, Mises and his followers adopted a completely different approach when it came to discovering the laws or principles of economics because they believed it was an a priori discipline.

The Laws of Economics Are within You

Here is Mises describing the proper procedure of economic science:


The scope of praxeology is the explication of the category of human action. All that is needed for the deduction of all praxeological theorems is knowledge of the essence of human action. It is a knowledge that is our own because we are men; no being of human descent that pathological conditions have not reduced to a merely vegetative existence lacks it. No special experience is needed in order to comprehend these theorems, and no experience, however rich, could disclose them to a being who did not know a priori what human action is. The only way to a cognition of these theorems is logical analysis of our inherent knowledge of the category of action. We must bethink ourselves and reflect upon the structure of human action. Like logic and mathematics, praxeological knowledge is in us; it does not come from without. (italics added)2

Mises believed that the economist should build economic theory upon logical deductions from the starting point of human action. In the preceding chapter, we saw that this concept yielded several implications, such as the existence of ordinal preferences and subjective expectations. Notice the procedure that we followed: It's not that the economist goes into the world and observes, say, a shopper's preferences at the grocery store. Rather, if the economist decides to interpret the bodily movements of the shopper as action, then the fact of the shopper having preferences suddenly becomes a logical implication of the economist's decision. The existence of the shopper's preferences is not the “best hypothesis” that the economist can come up with to explain his observations; rather, the existence of the shopper's preferences is a logical necessity flowing from the decision to classify the observations as exhibiting human action, in Mises's sense of the term.

Mises thought that the entire body of economics was of the same nature as our brief treatment of preferences, expectations, and so forth. Mises argued that economists proceed step by step using logical deduction, not empirical induction, from the initial given fact of human action in order to arrive at the various principles or “laws” of economics. It is, of course, possible that economists could conclude something false using this method, but the way to demonstrate the error would be to go through their chain of reasoning and point out the step in which they made an invalid deduction. Notice that this is utterly different from the typical description of how, say, physicists work, in which they make a conjecture about the laws of nature and then conduct an experiment to see how well the results match the theoretical prediction.

An Analogy with Geometry

As Mises mentions in the block quotation above, mathematics is an example of an a priori subject. To understand what Mises has in mind for the development of economics, an analogy with mathematics will be helpful. More specifically, we will consider geometry and the famous Pythagorean theorem of standard Euclidean geometry. This theorem states that in a right triangle, the square of the hypotenuse is equal to the sum of the squares of the other two sides of the triangle.3

In the first place, note the word theorem as opposed to theory. Mathematicians might describe their work as proving theorems, whereas most physicists wouldn't say that they have ever proven results in their field. No matter how rigorously the results have been tested, and no matter how confident people are that nature will behave in the same way in the future, strictly speaking all knowledge in physics, chemistry, astronomy, and other physical sciences is only tentative; everything in these fields is “just” a theory. In principle, it's possible that we will wake up tomorrow and discover that the laws of physics no longer operate as they seemed to have done up until today. For example, astronomers could spot a comet that was apparently moving at three times the speed of light. Such an outcome is impossible according to Einstein's theory of relativity—which is why the astronomers would check their measurements over and over in our fictitious scenario—but maybe Einstein was simply wrong.

In contrast, it's not even clear what it would mean to wake up tomorrow and discover that the Pythagorean theorem is false. There's nothing we could observe that would lead us to this view. Obviously, we might find what looks like a triangle violating the theorem, but upon closer inspection, we would realize that the object in front of our eyes was not a right triangle that satisfied the properties of Euclidean geometry. To illustrate the contrast in different words, we can easily imagine a world in which Einstein's theory of relativity is false, but the very structure of our minds makes it impossible to imagine a world in which the Pythagorean theorem is false.

Many critics of Mises's approach are puzzled by the analogy with geometry, so let's be careful to avoid misunderstanding. Mathematicians have developed frameworks of non-Euclidean geometry in which the Pythagorean “theorem” is false. It's also true that scientists currently believe that the physical universe does not conform to Euclidean assumptions: Space is curved, for example, not flat like the x-y coordinate plane that students learn as children. Yet none of this changes the fact that the Pythagorean theorem is true; it is a theorem, not a theory. Perhaps one day, teachers will not bother showing it to their students and will instead just focus on theorems proven within non-Euclidean geometry. But that would just mean that Pythagoras’ result was no longer useful; it would not have been falsified in the same way that Isaac Newton's work is no longer considered an accurate description of how nature operates.

We have emphasized the difference between results in geometry versus results in physics because once we grasp what type of result the experts in geometry versus physics are proclaiming, we can immediately understand the different methods they use to achieve those results. When a geometry teacher sets out to prove the Pythagorean theorem to her students, she starts with the definitions and other assumptions of Euclidean geometry and then proceeds through logical deduction to reach the statement of the theorem. If a student has grasped the argument, the result is now his forever; no observation could show it to be false. The only thing that would make him change his mind is to demonstrate that actually the teacher had made an invalid move in one or more steps of the proof.

In contrast, if physics professors try to justify the material to their students, they ultimately will appeal to empirical observation, often conducted during a carefully controlled experiment. Indeed, the field of quantum physics contains principles and concepts that defy common sense, but they are considered valid because of precise conformity with experimental observations.

Turning back to economics, Mises's viewpoint—which nowadays is definitely in the minority among professional economists—is that economists operate more like mathematicians than physicists, in the sense that they deduce theorems from the starting point of human action. All the student of economics needs to grasp such demonstrations is an understanding of the concept of action and the patience to follow chains of logical deduction. The economist cannot “prove” economic laws by pointing to historical outcomes or even statistics concerning prices, unemployment, and other items. For Mises, this would be as nonsensical as a geometry teacher telling her class to go out and measure hundreds of right triangles to establish the truth of the Pythagorean theorem. At best, such an activity would illustrate Pythagoras’ result, but under no circumstances could a student come back with measurements that would prove the teacher either right or wrong.

Some readers may believe that Mises and his followers4 spend too much time dwelling on what is philosophy rather than economics, but in Mises's view, it was crucial for economists to understand the proper foundation of their discipline. He did not think he was recommending a new approach, but rather he thought he was merely codifying what good economists had been doing for centuries since the birth of their discipline.5 However, Mises recognized that—especially in the twenthieth century—more and more economists were dazzled by the methods of the natural scientists and wanted to take economics in a different direction, thinking they would thereby provide it with a more solid foundation. Mises resisted this trend, fearing that it would obscure and dilute the genuine success of economic science, just as surely as most mathematicians would recoil from attempts to base their discipline on empirical observations of the physical world. Among many of his objections, Mises stressed that there are no constants in the social sciences as there are in the natural sciences; there is nothing in the action of humans analogous to the charge on an electron or the speed of light. Furthermore, there can be no truly controlled experiments in the social sciences, which is yet another problem with trying to use the method of physics in economics.

The analogy with geometry clarifies what it means for a discipline to be a priori. To say that one can learn such knowledge “without experience” doesn't mean, of course, that a human being locked in a closet his whole life would likely stumble upon the Pythagorean theorem on his own. People presumably need the experience of seeing shapes in the world and of hearing a lecturer guide them through various chains of reasoning in order to learn standard results in geometry. By the same token, someone growing up in an isolated tribe that did not use money, would most likely fail to develop explanations of hyperinflation and the business cycle. Only people who have experienced, either directly or indirectly through the testimony of others, the collapse of a currency and the alternation of booms and busts in modern economies would even attempt to explain such phenomena.6

Even so, Mises's insight is that the experts in both fields—the mathematician deriving results about triangles and the economist deriving results about money and the business cycle—would not need empirical observations in the course of their explanation. The intelligent observer could either endorse or reject their demonstrations purely by thinking them through; there would be nothing to go out and “test.”

Economic Theory versus Economic History

Today's mainstream economists who are tempted to recoil from Mises's insistence on the a priori nature of economics should take pause. If these economists were to write out what it means to “think like an economist,” they would probably list insights such as “There's no such thing as a free lunch,” “People make decisions on the margin,” and “Trade is a positive-sum game.” These are standard elements in the economist's toolbox, and it is crucial for economists to transmit such knowledge to the general public, particularly if government officials are proposing new legislation based on fallacies that ignore these insights. Yet notice that these insights are not ones that we can establish through empirical observation; they are logical implications of “thinking like an economist.” Thus, whether they realize it or not, even today's mainstream economists rely on a body of knowledge that is derived a priori by thinking through the implications of certain concepts. It's true that these insights might be motivated or illustrated through the use of statistics or poignant case studies, but strictly speaking, much of what even mainstream economists believe, they learned through introspection and “thought experiments,” rather than study of empirical data.

Sometimes those unfamiliar with Mises's body of work, take him to be rejecting empirical studies altogether. They castigate him as an antiquated, unscientific doctrinaire, unwilling to let “the real world” interfere with his writings.

Such criticisms miss the mark. In the first place, Mises acknowledges that even the development of pure economic theory must be guided by what is relevant to actual human beings. In his words:

[T]he end of science is to know reality. It is not mental gymnastics or logical pastime. Therefore praxeology restricts its inquiries to the study of acting under those conditions and presuppositions which are given in reality…

However, this reference to experience does not impair the aprioristic character of praxeology and economics. Experience merely directs our curiosity toward certain problems and diverts it from other problems. It tells us what we should explore, but it does not tell us how we could proceed in our search for knowledge. (italics added)7

For a specific illustration of how experience can guide a priori reasoning, Mises gives the example of what economists call the disutility of labor:

The disutility of labor is not of a categorial and aprioristic character. We can without contradiction think of a world in which labor does not cause uneasiness, and we can depict the state of affairs prevailing in such a world. But the real world is conditioned by the disutility of labor. Only theorems based on the assumption that labor is a source of uneasiness are applicable for the comprehension of what is going on in this world.8

In Mises's view, therefore, economists should be guided by empirical observation when deciding on the topics to pursue in their research, but their work itself would consist of logical deductions, starting not just from the concept of action, but also supplemented with auxiliary assumptions such as the disutility of labor, the existence of money, and so on. Clearly, Mises was not arguing that economists must lock themselves in a closet, and spin out treatises on economics without ever looking out the window.

It is particularly ironic that some critics accuse Mises of ignoring historical experience, since he and his most famous disciple, Nobel laureate Fredrich Hayek, founded the Austrian Institute for Business Cycle Research in 1927.9 It should be clear, then, that neither Mises nor his followers rejected historical research or empirical investigation as such; indeed Murray Rothbard, a staunch defender of a priori economics, devoted his doctoral dissertation to the Panic of 1819 and later wrote a book on the Great Depression.10

Today's economists might be more sympathetic to Mises's seemingly quaint position if they understood the historical origins of the Austrian School. When Carl Menger engaged in his famous “dispute over method” (Methodenstreit) with members of the German Historical School, they were ultimately arguing over whether there could be such a thing as economic law at all. The members of the German Historical School argued that the rules or principles applicable to the German economy of the 1800s might be inapplicable, say, to the economy of Rome under Caesar Augustus. But if the economist had to act as an historian before knowing what principles would work for a particular time and culture, this would be tantamount to denying the existence of a science of economics.11

Mises wrote an entire book12 on the complex relationship between the field of the economic theorist and that of the historian, but the following quotation from Human Action provides an excellent summary of his perspective:


The domain of historical understanding is exclusively the elucidation of those problems which cannot be entirely elucidated by the nonhistorical sciences. [The historian's understanding] must never contradict the theories developed by the nonhistorical sciences. [Historical understanding] can never do anything but…establish the fact that people were motivated by certain ideas, aimed at certain ends, and applied certain means for the attainment of these ends, and…assign to the various historical factors their relevance…. Understanding does not entitle the modern historian to assert that exorcism ever was an appropriate means to cure sick cows. Neither does it permit him to maintain that an economic law was not valid in ancient Rome or in the empire of the Incas.13

As this quotation suggests, Mises was carrying the torch of Menger in defending the legitimacy of economics as a valid science, with its own laws that were valid in all places and at all times, against certain critics who said that the free-market principles that seemed to operate in modern democratic societies might be completely inapplicable in a different social and cultural setting. Seen in the context of such critics, Mises's insistence on the a priori foundation of economic science is more understandable.

“Subjective Value Theory” Is an Objective Theorem in Misesian Economics

As our discussion has shown, Ludwig von Mises was very concerned with building a seat for economics at the table of scientific inquiry. Economics was its own discipline, with its own laws or principles, and economists had discovered a type of knowledge that lay outside the scope of older sciences, he argued. If government officials tried to enact policies in defiance of economic law, they would fail just as surely as if NASA engineers tried to design a rocket that ignored the laws of physics.

The knowledge produced by economic science is therefore objectively true, in the same way that the discoveries in physics and chemistry do not depend on the subjective whims of the particular physicists and chemists involved. There is just one body of physical law; Russian, American, and Brazilian physicists all work in the same field. By the same token, there is just one body of economic law, regardless of the identities of the economists who add to it.

These remarks may seem obvious to some readers, but it is important to avoid confusion since one of the major achievements of modern economics is termed subjective value theory. Yet the word subjective in this description refers to the fact that economists now explain market prices not on the objective features of a commodity, such as how many hours were used in building it, but rather on the subjective perspective with which consumers in the market perceive the commodity. Thus, subjective value theory is not itself subjective; it is an objective, scientific result in modern economics.

As a final clarification, the word theory in subjective value theory can also be misleading because in Mises's framework, the subjectivist approach to market prices is a theorem. People use the term subjective value theory partly to distinguish the modern approach from the classical labor or cost theory of value,14 but the reader should not think that there is anything tentative or falsifiable in the modern subjective value theory. It is simply a more logically coherent framework with which to explain the emergence of prices from the purposeful behavior of individuals in the market—and this explanation will unfold during the course of this book. Yet as with other parts of economics, there is no experiment or observation that would ever refute subjective value theory; at the most, economists in the future may abandon it in favor of a more useful framework.



1. A useful mnemonic device is to say that an a priori truth can be grasped prior to sensory observation.

2. Mises, Human Action, 64.

3. For example, if the two short sides of a right triangle have lengths 3 and 4, then the length of the side opposite the right angle, called the hypotenuse, must be 5, because 32 + 42 = 52.

4. For a strong statement of the Misesian view in straightforward language, see Murray Rothbard, “In Defense of Extreme Apriorism,” Southern Economic Journal, 23, no. 3 (1957).

5. On this point, see Hans Hoppe's Economic Science and the Austrian Method (Auburn, AL: Ludwig von Mises Institute, 1995), as well as Peter Boettke, Living Economics: Yesterday, Today, and Tomorrow (Oakland, CA: The Independent Institute), 210.

6. For a very readable yet scholarly treatment of the a priori and its use in Austrian economics, see David Gordon, “The Philosophical Origins of Austrian Economics,” monograph (Auburn, AL: Ludwig von Mises Institute, 1996).

7. Mises, Human Action, 65.

8. Mises, Human Action, 65.

9. See Murray Rothbard, Making Economic Sense (Auburn, AL: Ludwig von Mises Institute, 1995), Chapter 108.

10. See Murray Rothbard, The Panic of 1819: Reactions and Policies (New York: Columbia University Press, 1962) and America's Great Depression, 5th ed. (Auburn, AL: Ludwig von Mises Institute, 2000).

11. The text above summarizes Mises's commentary on the Methodenstreit in his The Historical Setting of the Austrian School of Economics (Auburn, AL: Ludwig von Mises Institute, [1969] 2003).

12. See Ludwig von Mises, Theory and History (Auburn, AL: Ludwig von Mises Institute, [1957] 2000).

13. Mises, Human Action, 68.

14. For a readable discussion of the problems with the labor (or cost) theory of value, and the superiority of the modern subjectivist theory, see Robert P. Murphy, “The Labor Theory of Value: A Critique of Carson's Studies in Mutualist Political Economy,” Journal of Libertarian Studies, 20, no. 1 (Winter 2006): 17–33.
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Introduction

MISES ORGANIZES HIS grand treatise, Human Action, so that Part One covers the economic concepts and principles that are applicable in all situations, wherever action—in Mises's sense of “purposeful behavior”—is present. As the book progresses, Mises narrows the focus of his study, deriving results that are applicable only in certain settings.

Following Mises's plan, this chapter describes some of the most important concepts and principles that are applicable to action as such rather than to narrower fields such as “action occurring in a society using private property and money.” The results discussed in this chapter apply to any person, in any social setting, so long as he or she uses reason to adopt means to achieve a desired purpose.

Classifying Goods

Following the revolution of the 1870s, economic concepts are defined with respect to the subjective framework of the individual actor and the goals he or she is trying to achieve. Keep this in mind as we walk through Mises's definitions of key concepts:

Economic goods which in themselves are fitted to satisfy human wants directly and whose serviceableness does not depend on the cooperation of other economic goods, are called consumers’ goods or goods of the first order. Means which can satisfy wants only indirectly when complemented by cooperation of other goods are called producers’ goods or factors of production or goods of a remoter or higher order. The services rendered by a producers’ good consist in bringing about, by the cooperation of complementary producers’ goods
























































	Number of Workers
	 
	Dishes Washed per Hour
	 
	Dishes per Worker



	0
	 
	0
	 
	N/A



	1
	 
	100
	 
	100



	2
	 
	300
	 
	150



	3
	 
	630
	 
	210



	4
	 
	820
	 
	205



	5
	 
	1,000
	 
	200



	6
	 
	1,110
	 
	185



	7
	 
	1,190
	 
	170



	8
	 
	1,240
	 
	155



	9
	 
	1,260
	 
	140



	10
	 
	1,200
	 
	120
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