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PREFACE

The writer received his AB degree from The University
of Arizona in 1920 and an AM degree from Harvard University
in 19 27.

A visit to The University of Arizona in the summer

of 1965 and conversation with Philip G. Hudson, Professor
of Economics, and then Head of the Economics Department,
brought a decision to return to The University of Arizona to
do some more studying.

The full-time, four-year, Ph.D. pro

gram that grew out of that decision, and began in September
1966, comes to a close with this dissertation.
Dr. Hudson, now Director of Graduate Studies in the
College of Business and Public Administration, has been my
Dissertation Director.
therefore two-fold.

My indebtedness to Dr. Hudson is

I am indebted to him for his having

been instrumental in bringing me back for this rather special
course of study, and I am indebted to him for his under
standing and for the guidance and assistance he has given me
on my dissertation.
I wish also to acknowledge helpful comments on my
dissertation received from Phillip J. Bryson, Assistant Pro
fessor of Economics, William H. Fink, Professor of Economics,
Clark A. Hawkins, Associate Professor of Finance and Eco
nomics, and James E. Wert, Professor of Finance, and Head
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of the Department of Finance, Insurance, and Real Estate.
Needless to say, all errors and omissions are my own.
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ABSTRACT

Cantillon, around 173 3, wrote of "merchants or under
takers," who "buy" and "pay a certain price" in order to
"resell" "at an uncertain price."

Since his text, for many

years, was known only in French, where the reference is to
"entrepreneurs," Cantillon is, with justification, credited
with introducing into economics the word "entrepreneur."
What are sometimes called the profits of an under
taking are by Adam Smith called the "profits of stock," also
referred to as the "profits of capital" and as "capital
profit."

Historically, this is the first of three quite

different, but interrelated, concepts that have been called
"profit."

"Capital profit," less interest paid or imputed

on capital made use of, gives "entrepreneurial profit," so
defined by Hermann in 183 2.

Lastly, there are "difference

profits," or "entrepreneurial difference profits," repre
senting the difference between what was received and what
was expected.

Such difference profits are an important

operative concept, in that receipts better or worse than ex
pected are the basic motivation for a decision to try to do
more, or less.

But any quantification of a "difference

profit" must rest upon a quantification of the entrepre
neurial profit that had been expected.

An additional reason

why "entrepreneurial profit expected" might be called the
*viii
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basic concept is that it represents the "supply price" of
entrepreneurial activity, the price for "running the risk"
and "taking the trouble," as it was worded by Smith.
The question of what should be included in profit,
be it "capital profit," "entrepreneurial profit," or "entre
preneurial difference profit," is best answered by following
Mangoldt's lead, that anything an entrepreneur can hire done
should be considered expense, even when the entrepreneur does
it himself.

The maximum movement in this direction is when

the stockholders of a corporation, by a two-step delegation,
engage the members of the management staff to do the whole
of the "taking the trouble" involved in the day-to-day oper
ation of the corporation.
In that the essence of entrepreneurial activity is
buying in order to resell, the complexities that come into
the concept of the amount of the entrepreneurial profit ex
pected, and later even into the concept of the amount of the
entrepreneurial profit received, grow with each increase in
complexity in what is bought, and in what is sold.

An

entrepreneur-merchant sells what he buys, with certain utili
ties of time and place added.

An entrepreneur-producer sells

what he has produced with the factors of production he has
bought.

The entrepreneur-owner of an operating unit of

fixed plant and equipment sells yearly the services of that
plant over the coming year, but what he gets as entrepre
neurial profit received, in that year, must include an

adjustment for change in the value of the plant during the
year,- as a result of any changes in future expectations.
The one advantage had by an entrepreneur-owner of shares of
a corporation is that he can sell out what he holds, more or
less at will, in an established market.
All of the above is offered not as original analysis
but as a "Story," of the development of the concept of entre
preneurial profit, which can be drawn, almost completely
from the writings of something like twenty men, writing over
a little more than two hundred years.

The writers given a

fair amount of attention, in addition to Cantillon, Smith,
Hermann, and Mangoldt, already mentioned, include Say,
Malthus, Ricardo, Mill, Walker, Hawley, Marshall, J. B.
Clark, N. Johannsen, Schumpeter, Knight, Wicksell, Hawtrey,
Keynes, Myrdal, Ben Lewis, and Shackle.

PART
I
INTRODUCTORY MATTER

1

CHAPTER 1

INTRODUCTION
It would seem not unreasonable to observe that, in
our particular type of economy, practically the whole of
money income originating outside of the government sector
derives directly from entrepreneurial decision and entrepre
neurial action.^

These entrepreneurial decisions, in turn,

are directly dependent upon expectations of entrepreneurial
profits.

In turn, these expectations of entrepreneurial

profits are very closely related to actual, just-beingreceived entrepreneurial profits.
Such a factual situation easily explains why so much
has been written on the subject of profit, viewed both exante and ex-post, but would not, of itself, justify yet an
other paper on the subject.

The reason for this paper is

that it constitutes an attempt to deal with the subject of
entrepreneurial profit in a manner somewhat different from
anything done before.
The approach derives from Marshal's proposition that,
"if the subject matter of a science passes through different
1. A precise definition for the term, "entrepre
neurial action," is offered in Chapter U of this Part. The
proposition that, at the present time, the entrepreneur is
in the process of being replaced (or has already been re
placed) will receive in this paper detailed consideration.
2

stages of development, . . . the laws of the science must
have a development corresponding to that of the things of
which they treat" (1920, p. 764). What will be attempted
here will be to show that a surprising amount of order can
be brought out of what has been written on the subject of
profit, by a score or more of writers, writing over a period
of over two hundred years, when what they have written is
critically related, on the one hand, to Cantillon's original
concept of an "entrepreneur" and, on the other hand, to the
particular stage in the development of the entrepreneurial
function that was in the mind of the writer at the moment
he was doing his writing.

CHAPTER 2

PLAN OF THE PAPER
This paper will seek to justify a definition of
entrepreneurial profit reading something as follows.
An entrepreneurial profit is a compensation the
expectation of which brings out a certain risktaking function, in an organization of production
based on money-goods-money thinking. In an organi
zation of production where the major decisions as
regards the allocation of resources to production
are decisions taken for private account and risk,
this particular risk-taking function is basic to
the operation of the entire system.
Part I contains introductory matter.

In addition to

an "Introduction" and this "Plan of the Paper," it includes,
as Chapter 3, a presentation and discussion of Cantillon's
concept of the entrepreneur and of the entrepreneurial
function.

Chapter 4, by offering a proposed meaning for the

phrase, "entrepreneurial action," constitutes an attempt to
particularize what is included in the concept of the entre
preneurial function.

Chapters 5 and 6 serve to bring to

attention the two principal vectors of change that will be
considered in the body of the paper.
The purpose of this paper is to give critical con
sideration to a large amount of writing.

The twenty-two

chapters in Part II present generous quotations from this
writing, -together with comment.
4

A light going over of

5

Part II will acquaint the reader with what will be available
for more serious consideration in conjunction with the
reading of Part III.
While Part II presents the material from the stand
point of what has been contributed by the separate writers,
Part III attempts to show how what has been contributed by
these several writers can be brought together in a coherent
Story that includes a remarkable amount of detail.

The

separate chapters of Part III call attention to the separate
ideas that go into the make-up of this complete Story.
We are all familiar with the concept of there being
an operative significance in the equality of planned invest
ment and planned saving.

To the writer, a consideration of

the assumptions behind this concept seemed mandatory.

The

results of efforts in this direction are presented, for those
interested, in Appendix A.

CHAPTER 3

CANTILLON'S CONCEPT
The term entrepreneur was introduced into economics
by Cantillon, writing about 1733.

In his Essay,1 he speaks

of various kinds of persons who could be called entrepre
neurs, but the key passage in which he characterizes an
entrepreneur is the one which reads in French as follows.
Cela fait que plusieurs personnes dans la Ville
s'erigent en Marchands ou Entrepreneurs, pour acheter
les denrees de la Campagne de ceux qui les apportent,
ou pour les faire apporter pour leur compte: ils en
donnent un prix certain suivant celui du lieu ou ils
les achetent, pour les revendre en gros ou en detail
k un prix incertain (Cantillon 1931, p. 50).
This has been rendered into English, by Higgs, as follows.
For this reason many people set up in a City as
Merchants or Undertakers, to buy the country produce
from those who bring it or to order it to be brought
on their account. They pay a certain price fol
lowing that of the place where they purchase it, to
resell wholesale or retail at an uncertain price
(p. 51).
The essence of this passage, as a statement of what an entre
preneur does, can be expressed very concisely, to wit:

"An

entrepreneur buys at a certain price in order to sell at an
1. The earliest available printing of Cantillon's
Essay on the Nature of Trade is the French text carrying the
title, Essai sur la Nature du Commerce en Gene/rale, and described on its title page as a translation from English,
published in London in 17 55. On the evidence, Higgs reaches
the conclusion that the Essay was written originally in
English between 1730 and 1734 (Cantillon 1931, p. v, 383).
6
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uncertain price."

This description of a person, in terms of

what that person does, would seem to provide for the term
entrepreneur, and for the concept the entrepreneurial
function, a body of meaning with sufficient detail, and ex
pressed with sufficient clarity, to justify a restriction of
the use of the word, "entrepreneur," and of the phrase, "the
entrepreneurial function," to the meanings here given them
by Cantillon.
It is suggested that the body of meaning to be found
in this passage from Cantillon includes:
(1) "an entrepreneur buys at a certain price"
When an entrepreneur is an entrepreneur-merchant,
he buys goods with the intention of selling them
later without any great change in their nature.
An entrepreneur-merchant may also buy services;
but these will be such services as warehouse
services, transportation services, and the ser
vices needed in the breaking down of a large
quantity into convenient smaller quantities.
Such services are not used to change the essen
tial nature of the goods.

They are used by the

entrepreneur-merchant to bring added utilities
to the goods (in terms of time, place and con
venient quantity); because he has decided that,
possessed of these added utilities, his goods
can be expected to bring a better price, even

after charging against the sale price the costs
of the bought services. (Later, when an entrepreneur-merchant becomes an entrepreneur-pro
ducer, his operation will be to buy raw materials
and services that he will use to bring into ex
istence goods in a new form, which he expects to
be able to sell at a price that will cover his
expenditure and give him a "profit.")
(2) "an entrepreneur buys"
An entrepreneur buys for money.

That is to say,

he pays out money and gets goods.

The result is

an exchange of money for goods (or services).
(3) "an entrepreneur buys in order to sell"
An entrepreneur buys goods for money in order to
get into his possession goods which he intends
to sell for money.

He changes his money into

goods with the intention of changing these goods
back into money.

It would seem, therefore, not

unreasonable to say, of the entrepreneurial oper
ation, that an entrepreneur both thinks and acts
in terms of "money-goods-money."
(4) "an entrepreneur buys at a certain price in order
to sell at an uncertain price"
A completed entrepreneurial operation requires
two entrepreneurial actions.

An entrepreneurial

action involves, first, a decision, and then, the

9

implementing action needed to carry out the de
cision.

At this stage in the development of the

entrepreneurial operation, purchase of necessity
precedes sale.

The motivation for the purchase

lies in the entrepreneur's expectation that he
will be able to sell what he has bought for
something more than he paid for it, a something
sufficiently more to make the whole operation
worth his while.

Cantillon, writing circa 1733,

did not give consideration to the question of
how much this "more" would have to be.
comes later.

That

CHAPTER 4

ENTREPRENEURIAL ACTION
It will be argued in this paper that the entrepre
neurial function, as it is described by Cantillon, involves
always two entrepreneurial actions, an action having as its
result the taking on of an entrepreneurial risk^" (e.g.,
buying at a certain price in the anticipation of selling at
an uncertain price), and a subsequent action having as its
purpose and as its result the closing out of an entrepreneurial risk (e.g., selling at price available).

Each

entrepreneurial action involves the making of a decision,
accompanied by or followed by such implementation as is
needed to carry out that decision.

In every case, such

entrepreneurial action carries with it an assumption by the
entrepreneur of financial responsibility for the action im
plementing the decision.
1. The word "risk" is used here in its most
ordinary meaning of a "possibility of loss or injury." In
any apposing of "risk" and "uncertainty," the meaning in
tended here is nearer to "uncertainty" than to "the degree
of probability of a loss." Most certainly, it is not any
thing that could be called an "insurable risk."
2. The type of business of a contractor, who does
some of his buying after he has done his selling, is a vari
ant within the general rule.

10
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In conformity with the familiar rule that decisions
can be delegated, but responsibility cannot, entrepreneurial
decision-making is something that can be delegated.

It is

to be expected that any such delegation would be by a formal
document, which would spell out most carefully just what
decision-making was being delegated and would empower the
person or persons concerned to take such implementing action
as would be needed to carry out such decisions.

When any

entrepreneurial decision making is so delegated, the persons
empowered to make these delegated decisions (which, when
carried into action, are for the account and responsibility
of the entrepreneur) can be said, when they make such de
cisions, to be making "delegated entrepreneurial decisions."
However, and this is the operative consideration, these
"delegated entrepreneurial decisions," together with the
actions needed to carry them out, will without question con
stitute "entrepreneurial action," for the operative reason
that the action is taken for the account and responsibility
of some entrepreneur.
With this specification of the content of meaning to
be included in the term entrepreneurial action, it becomes
evident that, in our present type of economy, practically
the whole of money income, other than monetary income
originating in the government sector, derives directly from
entrepreneurial action.

CHAPTER 5

THE EXPANSION OF ENTREPRENEURIAL ACTIVITY
With the passage of time, entrepreneurial action,
originating in the activity of the entrepreneur-merchants,
expands into additional areas of operation.
5.1

Expansion into Putting-Out
The intermediate stage between the entrepreneur-

merchant and the entrepreneur-producer is the entrepreneur
who gets into "putting out."

The entrepreneur-merchant was

originally concerned with buying produced goods, for sale to
consumers, or to merchants who would in turn sell them to
consumers.

Later, entrepreneur-merchants began to concern

themselves also with the supplying of "raw materials" to
producers.
The next step came when the entrepreneur-merchants,
seeking to expand the area of their operations, began
actively to seek out producers to whom they could supply
"raw materials" and from whom they could receive a product
they desired, and to where they were persuading such pro
ducers to produce for them in accordance with their specifi
cations, by contracting in advance to purchase their product.
This led to the next step, where the materials supplied by
the entrepreneur-merchant and worked on by the producer
12
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remained the property of the entrepreneur-merchant, with the
entrepreneur-merchant at times even supplying the necessary
money-capital for the purchase of the producer's tools.

Such

an organization of production is generally spoken of as "the
putting-out system."

In technical terms, "capitalistic pro

duction" can be said to have come into existence when a
"capitalistic producer" (an entrepreneur-producer thinking
"money-goods-money"), having constructed or rented a
building, brings "his" workmen there to work on "his" ma
terials, under his direction on his own premises.
5.2

The Move into Production
When entrepreneurs, thinking in terms of money-goods-

money, moved into production and thereby became entrepreneurproducers, the organization of production known as "capital
istic production" came into being.

In "capitalistic pro

duction" an entrepreneur-producer buys raw materials and
services, which are used to bring into existence produced
goods (and services), which are then sold.

Thus "capital

istic production" involves both production and sale.

Smith

makes mention of the work of an "undertaker" (1937, p. 326),
but he does not remark the fact that the "undertaker" will
be thinking in money terms.

Smith speaks also of the pro

duction of goods to be sold to other producers, who buy in
order to use them in bringing into existence still other

m
goods.

The final action in any such "entrepreneurial chain"

is a sale of the final goods to consumers.
At this stage of the technical development of pro
duction, it was perfectly satisfactory, for analytical pur
poses, to think of production as a whole as consisting of an
intermingling system of entrepreneurial chains all leading
to and finishing with a sale of goods to consumers.

Smith

speaks of machines which "facilitate and abridge" labor, but
not until much later is there any necessity for giving the
production of such machines any special consideration.
A technical organization of production which has not
got beyond this stage will be referred to in this paper as a
"technical production sufficiently simple for it to be pos
sible to think of the whole of production as a roundabout
production finishing with the sale of goods to consumers."
5.3

The Creation of Embodied Fixed Capital
The need for a more complex model than that of a

roundabout production finishing with a sale of the produced
goods to consumers became apparent from finding Bfihm-Bawerk's
capital theory, based on this model, inadequate for an analy
sis of existing conditions.

In general, however, there was

lack of awareness that the difficulty lay in the fact that
conditions were changing.

Marshall, as early as 1890, called

attention to the fact that certain particular embodiments of
capital produce a revenue in a form that needed to be

15

remarked as something quite new, to wit, a series of "quasirents"1 (1920, p. 412; see Chapter 17).

Schumpeter's The

Theory of Economic Development (1934), published in German
in 1911, went very far in an analysis of the effect of the
bringing into existence of totally new forms of means of pro
duction (see Chapter 20), but any perception of there being
entrepreneurial risk in the creating of these new machines
was totally lacking.

Keynes' Treatise on Money (1930a,b),

published in 193 0, used a model of production where all pro
duction is thought of as finishing with the sale of goods to
consumers.

This fact, undoubtedly, was one of the contrib

uting causes of the rather general rejection of the analysis
there attempted.
The idea that was slow in coming was the idea that
the organization of production had come to a point where
meaningful analysis of the economy as a whole required
breaking out of the concept of the total of production a
concept of that portion of the total of production which
could be thought of as leading to and finishing with the
coming into existence of "particular embodiments of capital"
(Marshall 1920, p. 411), come into existence not through
being sold, but by coming into a position where they are
capable of being made the subject of a contract for rent.
1. At a much earlier time, Hermann (1832, p. 186;
see Chapter 11) called what is earned by a fixed capital,
simply "rent."

16

In such a position, they are expected to yield a revenue
in the form of a series of rents or quasi-rents.

Smith's

words, "fixed capital; of which the characteristic is that
it affords a rent or profit without circulating or changing
masters" (1937, p. 265), express essentially this same
meaning.

It would therefore seem acceptable, as well as

useful, to refer to these "particular embodiments of capital"
as units of "embodied fixed capital."
Recognition of the fact that production had come to
be comprised of two intermingling sets of entrepreneurial
chains, one finishing with the sale of goods to consumers,
and the other finishing with a final product in the form of
operative units of embodied fixed capital, grew out of a
recognition of the fact that variations in the rate of flow
of production in this newly recognized portion of the total
of production had possibilities of a greater degree of
fluctuation than had been characteristic of production lead
ing to the sale of goods to consumers.

The rate of flow of

production in this newly recognized portion of the total of
production is, of course, the magnitude that has come to be
referred to as "the amount of long-term gross investment."
The reason why it was possible, for so long, for
this conceptual division to fail to take place was that,
within the two systems of entrepreneurial chains, entrepre
neurial action is in no way different.

Only in an aggregate

analysis of the total action of production as a whole did

17

there arise the necessity for breaking out, conceptually,
this second system.

The really new variant of the entrepre

neurial function, arising from this new development, arises
not within this second system of entrepreneurial chains, but
with the entrepreneurial action involved in "buying," or in
"agreeing to buy," "at a certain price" the end product of
this second entrepreneurial production line, that is to say,
in the entrepreneurial action involved in contracting for,
acquiring, and holding individual operative units of em
bodied fixed capital.
5.4

Acquiring and Holding Embodied Fixed Capital
The special nature of the entrepreneurial action in

volved in acquiring and holding individual operative units
of embodied fixed capital was first remarked by Marshall.
He called attention to the fact that "That which is rightly
regarded as interest on 'free' or 'floating capital, is more
properly treated as a sort of rent—a Quasi-rent—on old
investments of capital" (1920, p. 412; see Chapter 17).

It

is the fact of these "quasi-rents" being uncertain, both in
their continuance and in their amount, that makes the entre
preneurial action involved in contracting for and acquiring
and holding such embodied fixed capital, action taken be
cause it is expected to earn something more than capital
interest.
profit.

This something more is, of course, entrepreneurial

18

The first attempt to consider explicitly the entre
preneurial risks, and possibilities for profit and loss,
involved in this type of operation was that of Myrdal (see
Chapter 25), but he did little more than call attention to
the problem.
5.5

Acquiring and Holding Corporation Stock
The last significant area into which entrepreneurial

action has moved is that area opened up by the coming into
existence, and significance, of the modern corporation, with
its shareholders, its juridical existence as a person, and
its management staff, who, under authority from and for the
account of the corporation, make all necessary decisions,
and take all the necessary implementing action needed in
the operation of the business.

As the corporation is owned

by the shareholders, all decisions taken for the account and
risk of the corporation are, in result, taken for their ac
count and risk.

In terms of the analysis here presented,

the stockholders carry the ultimate entrepreneurial risk up
to the amount they pay for the stock they acquire (or the
amount for which they could sell the stock they continue to
hold); and, by a two-step delegation, members of the corpo
ration management staff, ultimately "hired" by them, are
empowered to make "delegated entrepreneurial decisions" for
their account and risk and to take the implementing action
needed to carry out those decisions.

CHAPTER 6

THE PROGRESSIVE DELEGATION
OF ENTREPRENEURIAL DECISION
Within the entrepreneurial function, there is change
in the nature of the entrepreneurial decision, and, with this
change, there is possibility for a progressive delegation of
entrepreneurial decision.
6.1

The Early Decisions of an Entrepreneur-Producer
With the earliest entrepreneur-producers, the more

important decisions were those related to possible new ways
of producing familiar goods.

The key element in early capi

talistic production, as contrasted to the putting-out system,
lay in the possibilities for change in methods of production,
and even in experimenting with change.

This choice of goods

was largely the choice of those goods that might, as a result
of production and sale in large quantities, be produced by
completely new methods at significant saving in costs.
6.2

Delegated Entrepreneurial Decisions Made by a Hired
Manager
When the new production techniques became more sub

ject to rule, it became possible to give to hired personnel
full authority to make all decisions relating to how a good
was to be produced, once the entrepreneur himself had made
19
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the decisions of what and how much.

These decisions, made

for the account and risk of the entrepreneur, were the first
significant "delegated entrepreneurial decisions" (see
and those empowered to make them came to be known as
"managers."

The reimbursement that such "managers" receive,

either fixed, or fixed plus some possibility of bonuses, is
for a service sufficiently different from labor to deserve
a designation other than "wages."

The term here suggested

is "the wages of a manager," or "managerial wages."
6.3

The Further Extension of Such Delegation
A fairly recent shift in the nature of the entrepre

neurial decision has resulted from the fact that the entre
preneurial task in production has become less a search for
goods for which a good market demand might be found, and
more a search for goods a demand for which might be created,
by the incurring of selling costs.

As this type of operation

has some possibility of being reduced to rule, this change
has helped to make practical a delegation of decision-making
covering even those decisions which relate to what kind of
products will be produced.
A practically total delegation of all decision-making
is found in the modern corporation, where the delegation is
to members of "the management staff" of the corporation
(see 1.5.5).
1. References in this form are to chapters and sub
chapters in Part I of this paper.

PART
II
THE MATERIAL
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CHAPTER 7

ADAM SMITH (1723-1790)
The key to an understanding of Adam Smith lies in
his concept of stock.

Despite the fact that The Wealth of

Nations (1937) was first published in 1776, Smith's use of
the word is in a sense not very different from the sense in
which it is used today, as when wealth is defined as the
stock of goods having economic value in existence at any one
time.

In general, it is the essence of stock that it is

constantly being consumed (or otherwise used up) and conse
quently can remain in existence as a "stock of goods having
economic value" only through it being continuously re
created.
The well known Chapter I, of Book II, entitled "On
the Division of Stock," opens as follows.
When the stock which a man possesses is no more
than sufficient to maintain him for a few days or a
few weeks, he seldom thinks of deriving any revenue
from it. He consumes it as sparingly as he can, and
endeavours by his labour to acquire something which
may supply its place before it be consumed alto
gether. His revenue is, in this case, derived from
his labour only. This is the state of the greater
part of the labouring poor in all countries.
But when he possesses stock sufficient to main
tain him for months or years, he naturally endeavours
to derive a revenue from the greater part of it; re
serving only so much for his immediate consumption
as may maintain him till this revenue begins to come
22
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in. His whole stock, therefore, is distinguished
into two parts. That part which, he expects, is
to afford him this revenue, is called his capital
(p. 262).
What Smith calls "circulating capitals" and "fixed capitals"
are then defined as follows.
There are two different ways in which a capital
may be employed so as to yield a revenue or profit
to its employer.
First, it may be employed in raising, manufac
turing, or purchasing goods, and selling them again
with a profit. The capital employed in this manner
yields no revenue or profit to its employer, while
it either remains in his possession, or continues
in the same shape. The goods of the merchant yield
him no revenue or profit till he sells them for
money, and the money yields him as little till it
is again exchanged for goods. His capital is con
tinually going from him in one shape, and returning
to him in another, and it is only by means of such
circulation, or successive exchanges, that it can
yield him any profit. Such capitals, therefore, may
very properly be called circulating capitals.
Secondly, it may be employed in the improvement
of land, in the purchase of useful machines and in
struments of trade, or in suchlike things as yield
a revenue or profit without changing masters, or
circulating any further. Such capitals, therefore,
may very properly be called fixed capitals (p. 26 2263).
The general stock of any country divides itself, in
the same way, into three portions:

first, "that portion

which is reserved for immediate consumption, and of which
the characteristic is that it affords no revenue or profit"
(p. 264); second, "the fixed capital; of which the charac
teristic is, that it affords a revenue or profit without
circulating or changing masters" (p. 265); and third, "the
circulating capital; of which the characteristic is, that it
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affords a revenue only by circulating or changing masters"
(p. 266).

It is in this last portion that Smith includes

"the money by means of which all the other three are circu
lated and distributed to their proper consumers" (p. 266).
Thus Smith, early and correctly, has money balances
affording a revenue, as a part of "circulating capital."

He

does not, but surely here need not, point out that any bal
ance held to assist the consuming side of a man's economic
activities would not afford a revenue.
Smith's famous first sentence in his "Introduction
and Plan of the Work" reads as follows.
The annual labour of every nation is the fund
which originally supplies it with all the neces
saries and conveniences of life which it annually
consumes, and which consist always either in the
immediate produce of that labour, or in what is
purchased with that produce from other nations
(p. lvii).
Without question, the stock of goods brought into existence
annually by the labor of any nation can be thought of as a
fund, a fund which the nation can either consume or exchange
for consumption from other nations.

But even before Smith

leaves his "Plan of Work," he has already shifted from the
form of phrasing used here, and from such a formulation as
"the produce of the whole labour of society" (p. lviii), to
the formulation of which he makes a rather consistent use,
which is some variation of "the annual produce of the land
and labour of the society" (p. lx).

By this shift, Smith
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picks up the possibility of further improving the "annual
produce" by the improvement of land.
Chapter I, of Book I, entitled "On the Division of
Labour," starts:

"The greatest improvement in the productive

powers of labour, and the greatest part of the skill, dex
terity, and judgment with which it is anywhere directed, or
applied, seems to have been the effects of the division of
labour" (p. 3).

When there is no division of labor, an ac

cumulation of stock is less needed.
In that rude state of society in which there is
no division of labour, in which exchanges are sel
dom made, and in which every man provides every
thing for himself, it is not necessary that any
stock should be accumulated or stored up beforehand,
in order to carry on the business of the society
(p. 259).
But, for the division of labor, the accumulation of stock is
essential (p. 259).
As the accumulation of stock must, in the nature
of things, be previous to the division of labour, so
labour can be more and more subdivided in proportion
only as stock is previously more and more accumulated.
The quantity of materials which the same number of
people can work up, increases in a great proportion
as labour comes to be more and more subdivided; and
as the operations of each workman are gradually re
duced to a greater degree of simplicity, a variety
of new machines come to be invented for facilitating
and abridging those operations. . . .
As the accumulation of stock is previously neces
sary for carrying on this great improvement in the
productive powers of labour, so that accumulation
naturally leads to this improvement. . . . The
quantity of industry, therefore, not only increases
in every country with the increase of the stock which
employs it, but, in consequence of that increase, the
same -quantity of industry produces a much greater
quantity of work (p. 260).
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After a chapter on "Money," Smith is ready, in Chap
ter III of Book II (which is entitled "Of the accumulation
of capital, or of productive and unproductive labour"), to
move to the more flexible concepts of "an increase of capi
tal" and increases in the "value" of "the annual produce of
the land and labour of any nation."
The annual produce of the land and labour of any
nation can be increased in its value by no other
means, but by increasing either the number of its
productive labourers, or the productive powers of
those labourers who had before been employed. The
number of its productive labourers, it is evident,
can never be much increased, but in consequence of
an increase of capital, or of the funds destined for
maintaining them. The productive powers of the same
number of labourers cannot be increased, but in con
sequence either of some addition and improvement to
those machines and instruments which facilitate and
abridge labour; or of a more proper division and
distribution of employment. In either case an ad
ditional capital is almost always required. It is
by means of an additional capital only, that the
undertaker of any work can either provide his work
men with better machinery, or make a more proper
distribution of employment among them. When the
work to be done consists of a number of parts, to
keep every man constantly employed in one way, re
quires a much greater capital than where every man
is occasionally employed in every different part of
the work (p. 326).
Smith's much maligned concept of "unproductive labor" proves
to be nothing more than a convenient name to be applied to
that sort of labor which neither brings any stock into ex
istence nor adds value to stock on which it works.

"There

is one sort of labour which adds to the value of the subject
upon which it is bestowed:

there is another which has no
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such effect.

The former, as it produces a value, may be

called productive; the latter, unproductive labour" (p. 314).
Smith gets himself deeply involved with this some
what unfruitful concept, but his handling of the concept of
"value added" (in the exact content of meaning as is carried
by that concept today) is surprisingly complete.

Only pro

ductive labor can add value to the subject on which it is
bestowed; but this "value added" is in an amount sufficient
to pay the wages of the productive labor hired plus the
necessary profit on the capital which "the undertaker of any
work" has to supply, in order to "provide his workmen" with
"those machines and instruments which facilitate and abridge
labour," and in order to make possible a "proper distribution
of employment among them" (p. 314, 326) (plus any rent, if
there is any rent to be paid).
Thus Smith shows how capital serves to increase the
exchangeable value of the produce of the land and labor of
the country (p. 326) and how the owner of this capital is
paid for this service.

The payment is called "profit" and

hence can be called "capital profit."
Capital is brought into existence by parsimony.
"Parsimony and not industry is the immediate cause of the in
crease of capital" (p. 321).

The "cost" of parsimony is not

mentioned, but it is obvious from the context that Smith is
aware that a "cost" is involved.
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In Chapter IV of Book II, entitled "On stock lent at
interest," Smith discusses interest-bearing money-loansreceivable.

Smith's treatment of this merits reproduction

here, because it shows so clearly the terms in which Smith
did his thinking.
Almost all loans at interest are made in money,
either of paper, or of gold and silver. But what
the borrower really wants, and what the lender
really supplies him with, is not the money, but the
money's worth, or the goods which it can purchase.
If he wants it as a stock for immediate consumption,
it is those goods only which he can place in that
stock. If he wants it as a capital for employing
industry, it is from those goods only that the in
dustrious can be furnished with the tools, materials,
and maintenance, necessary for carrying on their
work. By means of the loan, the lender, as it were,
assigns to the borrower his right to a certain por
tion of the annual produce of the land and labour of
the country, to be employed as the borrower pleases.
The quantity of stock, therefore, or, as it is
commonly expressed, of money which can be lent at
interest in any country, is not regulated by the
value of the money, whether paper or coin, which
serves as the instrument of the different loans made
in that country, but by the value of that part of
the annual produce which, as soon as it comes either
from the ground, or from the hands of the productive
labourers, is destined not only for replacing a
capital, but such a capital as the owner does not
care to be at the trouble of employing himself. As
such capitals are commonly lent out and paid back in
money, they constitute what is called the monied
interest. It is distinct, not only from the landed,
but from the trading and manufacturing interests, as
in these last the owners themselves employ their own
capitals. Even in the monied interest, however, the
money is, as it were, but the deed of assignment,
which conveys from one hand to another those capitals
which the owners do not care to employ themselves.
Those capitals may be greater in almost any propor
tion, than the amount of the money which serves as
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the instrument of their conveyance; the same pieces
of money successively serving for many different
loans, as well as for many different purchases
(p. 334-335).
A capital lent at interest may, in this manner,
be considered as an assignment from the lender to
the borrower of a certain considerable portion of
the annual produce; upon condition that the borrower
in return shall, during the continuance of the loan,
annually assign to the lender a smaller portion,
called the interest; and at the end of it, a por
tion equally considerable with that which had
originally been assigned to him, called the repay
ment. Though money, either coin or paper, serves
generally as the deed of assignment both to the
smaller, and to the more considerable portion, it
is itself altogether different from what is assigned
by it (p. 335).
Quite evidently, though "money interest" is paid, it is "capi
tal interest" that is earned.
So we come to the fact that Smith clearly identifies
both "capital profit" and "capital interest."

The insight

that entrepreneurial profit is the difference between the
two, came later.

The very essence of the concept of entre

preneurial profit is that it is something thought of as an
amount in money (essentially so, because, as a magnitude, it
is the difference between other magnitudes also thought of
as amounts in money).
Smith's contribution to the development of the con
cept of entrepreneurial profit lies in the fact that he
clearly identified his concept of the "profits of stock"
(which, in the end, proves to be "capital profit"), identi
fied the fact that the level of the profits of stock is
greater than, but rises and falls with, the rate of interest,
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and recorded the fact that in England, in his time, "ordinary
profit" was "double interest" (1937, p. 97).

He thus opened

the way to a recognition of the later concept of that which
is represented by what is left over, from the "profits of
stock," after an allowance is made for what we would today
call the "opportunity cost" of the stock used, calculated at
the rate at which that stock could have been "lent at
interest."
Since the rate at which stock can be "lent at inter
est" is quite an unambiguous concept, his careful deliniation
of what should, and should not, be included in the "profits
of stock" serves equally well as an early and careful delini
ation of what should, and should not, be included in the
later concept of "entrepreneurial profit."

By his reference

to the "bye-word," "apothecaries profit," denoting something
uncommonly extravagant, he calls attention to this case of
"real wages disguised in the garb of profit" (p. 112).

He

calls attention also to the "real wages" contained in the
"apparent profit" of a "little grocer" in a "small sea-port
town" (p. 112).

Smith's most precise treatment of what is

not to be included in his concept of the profits of stock is
to be found in the following passage.
The profits of stock, it may perhaps be thought,
are only a different name for the wages of a par
ticular sort of labour, the labour of inspection and
direction. They are, however, altogether different,
are regulated by quite sufficient principles, and
bear no proportion to the quantity, the hardship, or
the ingenuity of this supposed labour of inspection
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and direction. They are regulated altogether by
the value of the stock employed, and are greater
or smaller in proportion to the extent of this
stock. . . .
. . . In many great works, almost the whole labour
of this kind is committed to some principal clerk.
His wages properly express the value of this labour
of inspection and direction. Though in settling
them some regard is had commonly, not only to his
labour and skill, but to the trust which is reposed
in him, yet they never bear any regular proportion
to the capital of which he oversees the management;
and the owner of this capital, though he is thus
discharged of almost all labour, still expects that
his profits should bear a regular proportion to his
capital (p. 48-49).
Thus we have, at the start, that "capital profit,"
and, as a consequence, "entrepreneurial profit," should not
be thought of as including what is paid as recompense for
the "labour of inspection and direction."

What is included

is what goes to "the person who manages or employs" stock,
as reimbursement for the fact that he "runs the risk and
takes the trouble of employing it."

Smith's own words are

as follows.
The revenue derived from labour is called wages.
That derived from stock, by the person who manages
or employs it, is called profit. That derived from
it by the person who does not employ.it himself, but
lends it to another, is called the interest or the
use of money. It is the compensation which the bor
rower pays to the lender, for the profit which he
has an opportunity of making by the use of the money.
Part of that profit naturally belongs to the borrower,
who runs the risk and takes the trouble of employing
it; and part to the lender, who affords him the oppor
tunity of making this profit (p. 52).
Finally, it is pleasing to be able to remark and to
record that, according to Smith, an owner of "stock" which
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can be classed as "capital" looks on that portion of the
total of his stock, as that part which he expects will
afford him a revenue (p. 262).

Thus the crucial, and oper

ative, characteristic of profit, which has been missed by so
many writers, that profit comes into operative existence as
expected profit, can be found explicit in Smith.

CHAPTER 8

JEAN-BAPTISTE SAY (1767-183 2)
Schumpeter writes (1954) of J.-B. Say as follows.
J. B. Say, moving along in the French (Cantillon)
tradition, was the first to assign to the entre
preneur—per se and as distinct from the capital
ist—a definite position in the schema of the
economic process. His contribution is summed up
in the pithy statement that the entrepreneur's
function is to combine the factors of production
into a producing organism (p. 555).
An explicit statement that the entrepreneur "combines" the
factors of production is indeed included in what Rist wrote
on Say, but there seems to be no such statement in what Say
wrote on the subject in his Traite' (Say, 1964).

What Rist

wrote (Gide and Rist 1948)^" is as follows.
The influence of these same circumstances [the
general adoption of machinery by manufacturers]
must be accounted responsible for the stress which
is laid by Say upon the role of an individual whom
Smith had not even defined, though Cantillon had
already emphasized that role, and who is henceforth
to remain an important personage in the economic
world, namely, the entrepreneur. At the beginning
of the nineteenth century the principal agent of
economic progress was the industrious, active, wellinformed individual, either an ingenious inventor,
a progressive agriculturist, or an experienced
business man. This type became quite common in
every country where mechanical production and in
creasing markets became the rule. . . .
Say's classic exposition of the mechanism of
distribution is based upon this very admirable
1. The preface of this text reveals that this par
ticular passage was written by Rist.
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conception, which is altogether superior to that of
Smith or the Physiocrats. The entrepreneur serves
as a pivot of the whole system. The following may
be regarded as an outline of his treatment.
Men, capital, and labour furnish what Say refers
to as productive services. These services, when
brought to market, are given in exchange for wages,
interest, or rent. It is the entrepreneur, whether
merchant, manufacturer, or agriculturist, who re
quires them, and it is he who combines them with a
view to satisfying the demand of consumers. 'The
entrepreneurs, accordingly, are mere intermediaries
who set up a claim for those productive services
which are necessary to satisfy the demand for
certain products.1 Accordingly there arises a de
mand for productive services, and the demand is
'one of the factors determining the value of those
services' (p. 128-129).
The way Say said

it

(1964) reads, in

translation,^

as follows.
The wholesale employers of industry, or ad
venturers, as they have been called, are but a kind
of brokers between the venders and the purchasers,
who engage a quantum of productive agency upon a
particular product, proportionate to the demand for
that product. The farmer, the manufacturer, the
merchant, is constantly occupied in comparing the
price, which the consumer of a given product will
and can give for it, with the necessary charges of
its production; if that comparison determine him to
produce it, he is the organ of a demand for all the
productive agency applicable to this object, and
thus furnishes one of the bases of the value of that
agency (p. 315).
Rist, after quoting the passage directly following the above,
On the other hand, the agents of production,
animate and inanimate, land, capital and human
labour, are supplied in larger or smaller quantity,
according to the action of the various motives,
that will be detailed in the succeeding chapters;
2. The translator explains in a note (p. 78n) that,
for "want, of a better word," the term entrepreneur is ren
dered into English by the term adventurer.

thus forming the other bases of the value at which
their agency is rated (Say 1964, p. 315).
goes ahead to say:
In this fashion the law of demand and supply de
termines the price of services, the average rate
of interest, and rent. Thanks to the entrepreneur,
the value produced is again distributed among these
'various productive services,1 and the various
services allotted according to need among the
industries. This theory of distribution is in com
plete accordance with the theory of exchange and
production (Gide and Rist 1948, p. 129).
Say's closing passage on the idea he has here been develop
ing reads as follows.
Every product, when completed, repays by its
value the whole amount of productive agency em
ployed in its completion. A great part of this
agency has been paid for before the entire com
pletion of the product, and must have been advanced
by somebody: other part has been remunerated on
its completion; but the whole is always paid for
ultimately out of the value of the product (p. 315).
Say then goes ahead with such passages as the fol
lowing.
The dealers in metal, who buy of the original
producer, re-sell to those engaged in watchmaking,
and are thus reimbursed their advance, and paid the
profits of their business into the bargain (p. 315).
It has been observed, that it is by no means
necessary for a product to be perfected for use,
before the majority of its concurring producers
can have been reimbursed that portion of value they
have contributed to its completion; . . . (p. 316).
Finally, the last producer, who is generally
the retail dealer, is compensated by the consumer
• for the aggregate of all these advances, plus the
concluding operation performed by himself upon the
product (p. 316).
This last passage can have no other meaning than that the
consumer pays to the final dealer all of the costs up to
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that point, plus the costs of the final dealer.

What is

totally missed in this is that the final product may, in
fact, be handed over to a consumer against a money payment
which has the possibility of being equal to all these costs,
more than all these costs, or less than all these costs.
The operative consideration in the model which Say offers
here is that each entrepreneur in the entrepreneurial chain
gets a compensation.

In fact, what each entrepreneur in the

entrepreneurial chain gets is not a compensation, but a
residual.
Immediately following this, there is a passage which
reads as follows.
The whole revenues of the community are dis
tributed in one and the same manner. That portion
of the value produced, which accrues in this manner
to the landed proprietor, is called the profit of
land; which is sometimes transferred to the farmer,
in consideration of a fixed rent. The portion as
signed to the capitalist, or person making the
advances, however minute and for however short a
period of time, is called the profit of capital;
which capital is sometimes lent, and the profit
relinquished on condition of a stipulated interest.
The portion assigned to the mere mechanic or
labourer is called the profit of labour; which is
sometimes relinquished for certain wages (p. 316317).
From this it is clear that the compensation received by the
entrepreneur has to be included in one of these three
portions.

In which one it is included is made explicit a

few pages later.
Section III, Of the Profits of the Master-agent, or
Adventurer, in Industry; We shall, in this section,
consider only that portion of the profits of the
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master-agent, or adventurer, which may be considered
as the recompense of that peculiar character. If a
master-manufacturer have a share in the capital em
barked in his concern, he must be ranked pro tanto
in the class of capitalists, and the benefits thence
derived be set down as part of the profits of the
capital so e m b a r k e d . . . .
Our present concern is, to distinguish the
portion of revenue, which the adventurer receives
as adventurer. We shall see by-and-by, what he, or
somebody else, derives in the character of capi
talist.
It may be remembered, that the occupation of
adventurer is comprised in the second class of
operations specified as necessary for the setting
in motion of every class of industry whatever; that
is to say, the application of acquired knowledge to
the creation of a product for human consumption.
It will likewise be recollected, that such appli
cation is equally necessary in agricultural, manu
facturing, and commercial industry; that the labour
of the farmer or cultivator on his own account, of
the master-manufacturer and of the merchant, all
come under this description; they are the adventurers
in each department of industry respectively. The
nature of the profits of these three classes of men,
is what we are now about to consider.
The price of their labour is regulated, like
that of all other objects, by the ratio of the sup
ply, or quantity of that labour thrown into circu
lation, to the demand or desire for it. There are
two principal causes operating to limit the supply,
which, consequently, maintain at a high rate the
price of this superior kind of labour (p. 329-330).
From this it is clear that it is Say's understanding that
the compensation of the entrepreneur is a compensation paid
for a "superior kind of labour," a part of the "profit of
labour" and not any part of the "profit of capital."
In summary, it can be said that what Say achieved
represents a certain amount of progress toward an under
standing of the role of the entrepreneur.

But it missed a
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real understanding in two respects.

Because Say was never

able to accept as a fact the phenomenon (of a general glut)
that Malthus saw, Say failed to recognize the central problem
of the functioning of the entrepreneur in our economic
system.

On the one hand, the outpayment (in money) of the

costs of production by entrepreneurs as a whole constitutes
the basis for practically all monetary income not coming from
the government.

On the other hand, entrepreneurial receipts,

even taken as a whole, have the possibility of suffering wide
variation, with consequent impact on the readiness of entre
preneurs as a class to continue these outpayments.

But it

also has to be remarked that Say drops back from what Adam
Smith had already achieved, to wit, an understanding of the
fact that the "profits of stock" are greater than what is to
be earned on "stock lent at interest," and that in the dif
ference between these two is to be found the reimbursement
of the one who "runs the risk and takes the trouble" of
employing the stock.
Schumpeter's summary (1954) of what Say achieved
serves to reveal what he missed.
On the one hand, then, we have the analysis that
is associated, primarily, with the names of Turgot
and Say; .... It accepted the triad of agents and
returns in its fullest and deepest meaning. Let me
restate this meaning. Production in the economic
• sense of the term is nothing but a combination, by
purchase, of requisite and scarce services. In this
process, each of the requisite and scarce services
secures a price, and the determination of these
prices is all that distribution or income formation
fundamentally consists in. And all types of incomes

are by this schema explained on one and the same
principle, the principle of pricing the services
of co-operating factors (p. 567-568).

CHAPTER 9

THOMAS ROBERT MALTHUS (1766-1834)
Malthus' Principles of Political Economy (1951) was
first published in 1820, second edition 1836.

In Chapter V,

entitled "Of the Profits of Capital," Malthus writes as
follows.
The rate of profits is the proportion which the
difference between the value of the commodity pro
duced, and the value of the advances necessary to
produce it, bears to the value of the advances.
When the value of the product is great compared with
the value of the advances, the excess being con
siderable, the rate of profits will be high. When
the value of the product exceeds but little the
value of the advances, the difference being small,
the rate of profits will be low.
The varying rates of profit, therefore, obvi
ously depend upon the causes which alter the pro
portions between the value of the advances necessary
to production, and the value of the product obtained.
Profits, as we all know, are practically esti
mated by the money prices of the products compared
with the money prices of the advances; and as money
for the short periods during which mercantile trans
actions last, is universally considered as measuring
value and not quantity, it follows, that profits, as
it has been stated, are always practically estimated
by the values of the products compared with the
values of the advances, and not by their relative
quantities (p. 262-263).
On the next page (p. 264), this last is repeated.

"Profits,

as I have before stated, are always practically estimated
by value, not quantity; and the real question is about the
price of the produce compared with the price of the
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advances, . .

Two pages later (p. 266), the statement

is made that "it has been shown in the second chapter of
this work, that the values of any commodities, or of the
mass of commodities are always determined by the state of
the supply compared with the demand; . .

What was said

in the second chapter is the following.
. . . of all the principles of political economy,
there is none which bears so large a share in the
phenomena which come under its consideration as the
principle of supply and demand.
It has been already stated, that exchangeable
value is the relation of one object to some other
or others in exchange. And when, by the intro
duction of a medium of exchange and measure of
value, a distinction has been made between buyers
and sellers, the demand for any sort of commodities
may be defined to be, the will of persons to pur
chase them, combined with their general means of
purchasing; and supply, the quantity of the com
modities for sale, combined with the desire to sell
them (p. 61).
The statement here that demand comes into existence in terms
of the "general means of purchasing" and that supply is rep
resented by "the quantity of the commodities for sale" is
repeated and made more explicit in a later note "... de
mand is always determined by value and supply by quantity"
(p. 316n).1
The whole of the above is quoted in order to es
tablish a single point:

that Malthus did the important part

of .his thinking in terms of money.

Because he thought in

terms of money, he was able, as early as 1800, to see that
1- This note seems to be supplied by Malthus (see
Malthus 1951, p. xi).
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it was possible to add pure money to the stream of demand,
for a particular lot of goods.

In a pamphlet published

anonymously, entitled An Investigation of the Cause of the
Present High Price of Provisions (Malthus 1800), he found
the operative cause of the high price to be the increase in
working class incomes as a consequence of parish allowances
being raised in proportion to the cost of living (Keynes
1933, p. 122-125).
The fact that pure money could be added to the stream
of demand for all goods, thereby bringing extra profits to
the entrepreneurs and a "forced restriction of

consumption"^

to all receivers of fixed incomes, had been perceived more
or less clearly by a number of writers and quite clearly by
Thornton (1939), writing in 1802.
It must also be admitted that, provided we assume
an excessive issue of paper to lift up, as it may
for a time, the cost of goods tho not the price of
labour, some augmentation of stock will be the con
sequence; for the labourer according to this sup
position, may be forced by his necessity to consume
fewer articles, tho he may exercise the same in
dustry (p. 263).
But Malthus, in his Principles, was the first writer to
attempt an exposition of how there might be a general de
ficiency in demand.
2. This phrase is a translation of the German
"gezwungene KonsumeinschrSnkung." See A. Hahn's article on
"Kredit" in Handwtirterbuch der Staatswissenschaften (1923,
p. 951).
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Malthus proceeds by giving consideration to what
would happen if "landlords and other rich persons" were to
practice parsimony, and dispense with the services of their
personal servants, so adding the latter to the existing
number of productive laborers.

His conclusion is that:

Under these circumstances, it is impossible that
the increased quantity of commodities, obtained by
the increased number of productive labourers, should
find purchasers, without such a fall of price as
would probably sink their value below that of the
outlay, or, at least, so reduce profits as very
greatly to diminish both the power and the will to
save (p. 315).
He then goes ahead as follows.
It has been thought by some very able writers,
that although there may easily be a glut of par
ticular commodities, there cannot possibly be a glut
of commodities in general; because, according to
their view of the subject, commodities being always
exchanged for commodities, one half will furnish a
market for the other half, and production being thus
the sole source of demand, an excess in the supply
of one article merely proves a deficiency in the
supply of some other, and a general excess is im
possible. M. Say, in his distinguished work on
political economy, has indeed gone so far as to
state that the consumption of a commodity by taking
it out of the market diminishes demand, and the pro
duction of a commodity proportionately increases it.
This doctrine, however, as generally applied,
appears to me to be utterly unfounded, and com
pletely to contradict the great principles which
regulate supply and demand.
It is by no means true, as a matter of fact,
that commodities are always exchanged for com
modities. An immense mass of commodities is
exchanged directly, either for productive labour,
or personal services: and it is quite obvious,
that this mass of commodities, compared with the
labour with which it is to be exchanged, may fall
in value from a glut just as any one commodity falls
in value from an excess of supply, compared either
with labour or money.

In the case supposed there would evidently be an
unusual quantity of commodities of all kinds in the
market, owing to those who had been before engaged
in personal services having been converted, by the
accumulation of capital, into productive labourers;
while the number of labourers altogether being the
same, and the power and will to purchase for con
sumption among landlords and capitalists being by
supposition diminished, commodities would neces
sarily fall in value compared with labour, so as
very greatly to lower profits, and to check for a
time further production. But this is precisely
what is meant by the term glut, which, in this case,
is evidently general not partial (p. 315-316).
The argument is continued.
If commodities were only to be compared and ex
changed with each other, then indeed it would be
true that, if they were all increased in their proper
proportions to any extent, they would continue to
bear among themselves the same relative value; but,
if we compare them, as we certainly ought to do,
with the means of producing them, and with the
numbers and wants of the consumers, then a great in
crease of produce with comparatively stationary
numbers or with wants diminished by parsimony, must
necessarily occasion a great fall of value estimated
in labour, so that the same produce, though it might
have cost the same quantity of labour as before,
would no longer command the same quantity; and both
the power of accumulation and the motive to accumu
late would be strongly checked.
It is asserted that effectual demand is nothing
more than the offering of one commodity in exchange
for another which has cost the same quantity of
labour. But is this all that is necessary to ef
fectual demand? Though each commodity may have cost
the same quantity of labour in its production, and
they may be exactly equivalent to each other in ex
change, yet why may not both be so plentiful as not
to command more labour, than they have cost, that is,
to yield no profit, and in this case, would the de
mand for them be effectual? Would it be such as to
• encourage their continued production? Unquestion
ably not. Their relation to each other may not have
changed; but their relation to the wants of the so
ciety, and their relation to labour, may have
experienced a most important change (p. 317).
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To this last statement, the following note is added.
The variations which take place in the general
rate of profits being common to all commodities,
will not of course affect their relative values;
that is, whether commodities universally rise to
a higher price, or sink to a lower one, or even
fall below their cost, they will continue to bear
the same proportion to each other as they did
before. . . . (p. 317n).3
The effect of a change of prices in general, and hence of a
change in the general rate of profits, has already been
specified, in a statement that "ordinary profits are one of
the necessary conditions of the continuing supply of com
modities and consequently one of the elements of their
ordinary cost" (p. 290).
The above is as close as Malthus was able to come to
the concept of a general deficiency in demand, bringing a
falling off of sale prices in general sufficient to cause
entrepreneur-producers as a whole to be motivated to seek to
curtail the scale of their operations.

The argument here

involved can be presented in much clearer terms by the ad
dition of a single concept, drawn directly from Malthus1
idea of "the demand for any sort of commodities" being "the
will of persons to purchase them, combined with their general
means of purchasing" (p. 61; see above).

If this idea of

"demand" is related to the demand for produced commodities
coming up to the line of sale, with an assumption that tech
nical production is simple enough to permit the whole of
3.

This note is signed "Ed."

1*6
production being thought of as a roundabout production
leading to the sale of goods to consumers, the "demand for
produced goods" becomes "the flow of demand for produced
goods, expressed in monetary terms."

It is here proposed

that the term "Demand," spelled with an initial capital to
signify a magnitude quantified in monetary terms (in this
particular case, a flow magnitude), be used to denote this
concept of "the flow of demand for produced goods, expressed
in monetary terms."
If "the supply of produced goods" is taken as repre
sented by "the flow of goods coming up to the line of sale"
(which would follow Malthus), then Demand being just equal
to the cost of the goods coming up to the line of sale would
mean produced goods as a whole being sold for cost, while
Demand in excess of, or less than, the cost of the goods
coming up to the line of sale would mean produced goods as a
whole being sold for more, or for less, than the cost of
those goods.^

Use of the term "Demand" will also permit a

better reference to a "deficiency in Demand," which would
mean a Demand less than equal to the cost of goods coming up
to the line of sale.
Because Malthus thought in terms of the profits of
capital, rather than in terms of entrepreneurial profits, he
thought of the monetary demand for produced goods being
4, Results somewhat more complex are considered in
Chapter 23.

sufficiently low to fail to provide to entrepreneurs what
they considered to be their "ordinary profits" ("ordinary
profits" being "one of the necessary conditions for the con
tinued supply of commodities").

We have to wait for

Wicksell, before we get the concept of entrepreneurial
profits as a whole (that is to say, the difference between
the general level of capital profits and the market rate of
money interest) being such as to motivate entrepreneurs as a
whole to seek to expand, to seek to curtail, or to be satis
fied to continue as before.

Nevertheless, in this story of

the development of the concept of entrepreneurial profit, it
would seem to be not unfair to give Malthus the credit for
having been, effectively, the first economist to have had
the concept of "profits as a whole" (with Malthus, it was
"capital profits as a whole") being such as to motivate
entrepreneurs as a whole to seek to expand, to seek to cur
tail, or to be satisfied to continue as before.

CHAPTER 10

DAVID RICARDO (1772-1823)
When Ricardo, in his Principles (1911), writes on
the subject of profit, he is writing about the profits of
stock.
On Profits: The profits of stock, in different em
ployments, having been shown to bear a proportion
to each other, and to have a tendency to vary all
in the same degree and in the same direction, it
remains for us to consider what is the cause of the
permanent variations in the rate of profit, and the
consequent permanent alterations in the rate of
interest (p. 64).
His "rate of profit" is the rate of the "profits of stock,"
which elsewhere he refers to as "the profits of capital"
(p. 137); and he accepts a more or less regular relationship
between this rate and "the rate of interest," by which he
means the rate of "capital interest."

In this he is follow

ing Smith.
Ricardo's contribution to the development of the
concept of entrepreneurial profit lies not here, but in a
casual comment he made when discussing "Currency and Banks."
He is giving consideration to what he calls "the interest
for money" (p. 246), which is obviously "money interest" as
contrasted to "capital interest."
following.
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What he writes is the
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It is not regulated by the rate at which the bank
will lend, whether it be 5, 4, or 3 per cent., but
by the rate of profits which can be made by the em
ployment of capital, and which is totally independent
of the quantity or of the value of money. Whether a
bank lent one million, ten million, or a hundred
millions, they would not permanently alter the market
rate of interest; they would alter only the value of
the money which they thus issued (p. 246).
His achievement lies in the two words, "not perma
nently."

What is said here is that (to use language that

did not come into existence until eighty years later) a
movement of the money-interest rate away from a previously
normal rate (a rate that was in a normal relationship to
"the rate of profits which can be made by the employment of
capital") will result in a change in the general level of
prices that will restore the money rate of interest to its
normal level.
His achievement lies in the fact that he saw the
possibility of a divergence between the rate of "money
interest" and the normal rate representing the level of
"capital interest," recognizing at the same time that such
a divergence could not be "permanent."

CHAPTER 11

F. B. W. VON HERMANN (1795-1868)
Hermann,1 on profit, is surprisingly satisfactory.^
His development is logical and convincing.

The following

passages cover the important parts of what he has to say.
His chapter on profit [Gewinn] opens with a con
sideration of the laws concerning the formation and equali
zation of profit with different sorts of capital (1832,
p. 145-m8).
The excess-amount of the price of the products
over the amount of capital expended for their pro
duction and bringing-to-market is called, in the
widest sense, profit from production. If the wealth
[Vermttgen] used is wholly the property of the entre
preneur, the profit is exclusively his income. As
has already been noted above, the entrepreneur of a
business-for-profit can take on himself a part of
the individual work, and in small businesses this
is nearly always the case. What he claims in com
pensation for this is his personal wage-payment,
regulated in accordance with the wage-payments for
other similar work and, like these, constitutes a
part of the outlay of capital on production, and
usually is already spent when the product stands
ready for sale. It would be incorrect to consider
this part of the income of an entrepreneur as part
of his profit, particularly for the reason that it
is not to be found with every entrepreneur.
1. Hermann's Staatswirthschaftliche Untersuchungen
(Investigations in Political Economy) was published m
Munich in 1832. A revised edition was published in 1870.
The passages here reproduced are direct translations, by the
writer, from the 1832 text. Hyphens are used to indicate a
concept expressed in the German by a single word.
2. Hermann, on profit, is given high marks by Haney
(1936, p. 565).
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If, therefore, the labor-wages of the entre
preneur are cut out of profit, as must be done,
and if the assumption is made that every entre
preneur carries-on his business entirely with his
own capital, in such case every excess-amount of
the prices over the entrepreneur's capital-outlay
is to be considered as the recompense for the
given-up immediate use of the entire wealth which
he expends partly in the fixed capital and partly
in the working capital.
The universally efficacious operational-motive
of profit, self-interest, will not permit that
this recompense in different branches of profitmaking be different but will require that it be in
proportion to the wealth made use of. The profit,
or the price of the usufruct and the exchange
value of the entire profit-stem made use of, must
be in each branch-of-profit-making comparably-thesame; and, because of the fact that use-of-capital
in each period-of-time is something new, this will
be true only for a similar time-duration of per
formance for an individual use. For different
time-durations, the recompense must be proportional
to capital multiplied by time. . ..
If one branch-of-profit-making gives less
profit than another, many will take their wealth
out of it and turn to a more rewarding business.
The shrinkage of production will raise the price
of the product, and the profit, until it approaches
the level in other industries. If the recompense
for use-of-capital rises higher in one industry
than another, entrepreneurs with their wealth will
move to it, in order to get a share of the higher
profit. However, because this increases the sup
ply of the commodity, its price will decline and
with it the extra-amount over and above expendi
tures, or the profit.
Although a complete equality can here never
come into existence, because the demand for dif
ferent products never stays the same, and the
expenditures themselves and the fixed-capitals can
change, nevertheless a middle level for the com
pensation for the use of productive-capital must
result, under which level no one will wish to move
into a business on a long-term basis. This average
profit is therefore to be called the customary
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capital-profit. Because for a like period of time,
it is proportional to the capital, it is expressed in
parts of the capital-value (usually in hundredths).
His discussion of the effect on the profit from
fixed capital of a fall in the price of the product reads as
follows (p. 185-186).
If the prices of a product fall and, as a result,
the joint profit from its production falls under the
level heretofore customary for such capital, this
cannot reduce the profit from the circulating capital
for any length of time, for the reason that other use
stands open for it, as rapidly as would be the case
if the circulating and fixed capitals had different
owners. The drop-off in the joint profit must there
fore go against the share of the fixed capital, that
is to say, against that one which has either no other
use, or a use only within certain known limits. . ..
If therefore the rent drops, the exchange value
of a fixed capital will fall proportionately. The
buyer of such a means-of-production will get from it,
on his capital, the usual profit. The seller, how
ever, in whose hands the drop in the rent occurred,
gets on his sale-money of course the customary profit,
but the payment he gets out is less than his original
wealth.
In the second part of his chapter on profit, Hermann
takes up the subject of interest and entrepreneurial profit
[Zins und Unternehmergewinn].
. . . As with the lending of books, clothes, etc.,
the single purchase of the use of a circulating capi
tal is usually spoken of as lending. If a man buys
the use of a fixed capital, he rents, or buys-theusufruct [pachtet], according to whether the use, of
itself, is directly usable, or comes into being as a
fruit or product. . . (p. 199).
As with all prices, interest arises from the
struggle between the demand for, and supply of, useof-capital, under the competition from both sides of
those with the same interest (p. 200-201).
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It is clear that the determination of interest
is in the first place influenced only by the amount
of capital which an owner either cannot or does not
wish to utilize himself. On the other side stands
the one who demands, the one who needs capital,
whether for own use or for production. In accord
ance with whether the amount of capital which owners
wish to transfer to others to be used is more or
less, it will follow, if the amount of the capital
demanded remains the same, that interest will fall
or rise. If the amount of the offered use-of-capital
stays the same, the price of such use, or interest,
rises and falls with demand (p. 201).
For the use, he [a borrower] cannot pay more than
the capital brings him in productive use. The profit
is therefore the upper limit of interest. . . .
Interest cannot however reach this upper limit
(p. 204).
He who works with the capital of others, offer
ing for sale the fruit of its use in production,
takes on a care [Sorge] which increases with the size
of the capital, the burden of which would fall to the
capital owner, if the capital owner made use of his
own wealth himself. As most forms of capital can find
a fruitful placement [Anlegung] only in combination
with other capital, and with the joining together of
the total means-of-production for one purpose, the
working out of a plan for the operation, it follows
that the superintendence of a production operation
requires abilities and talents which are not found
with everyone. At the same time an entrepreneur
guarantees a fixed payment, while his profit depends
upon fluctuating prices. This double service he will
not render without being compensated. He demands
from the profit a share for himself, which compen
sates him for this trouble and for the uncertainty
of his receipts. This part of the profit of a capi
tal is called the entrepreneurial profit (benefice).
Only the other part of the profit can be interest.
Should the owner-of-capital wish not to give up this
part of the profit, he would find no one who wanted
his capital for production. He must himself make use
of it (p. 204-205).
The profit-share of an entrepreneur is for him
true income, and must not be confused:
a.

with the wage which the entrepreneur gets when
he, as is customarily the case with small
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industries, is also active as one assisting with
the work. Although in fact this wage properly
should be taken into account in the expenditureof-capital, as other wage payments are, never
theless in most cases it is included together
with the other receipt of the entrepreneur,
which is good enough for the individual, but
not for science.
b.

Entrepreneurial profit is yet more different
from what is got for all the risk the entre
preneur carries with the utilization of wealth
other than his own, which also frequently is
included in the excess of his total receipts
over his actual expenditure. This remuneration
is not in any sense income and should always
carefully be separated from the profit proper.
It is capital, which must be saved, in order
to be able to carry future losses without a
lessening of the original wealth, and must be
carried in expenditures as capital replacement.
A proprietor who consumes this receipt [Bezug]
as income, diminishes his original wealth
(p. 205).
In comment on the above, the first thing to be noted

is that Hermann thinks of "the price of the products," and
of "the amount of capital expended [aufgewendeten] upon
their production and bringing to market," as amounts in
money terms.

The excess of the second over the first, which

constitutes the "profit from production" (der Gewinn der
Production) (p. 145), is therefore also an amount in money
terms.

When he speaks of the profit from fixed capital (der

Gewinn von fixem Kapital), and of the joint profit (Gesammtgewinn) from the circulating and fixed capitals, he is also
thinking of amounts in money terms (p. 185).

"The profit of

a capital" (Gewinn eines Kapitals) divides into two parts.
One part is "entrepreneurial profit" (Unternehmergewinn).
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The other is "interest" (Zins) (p. 205).

Each of these three

concepts may be expressed as a percentage ("in hundredths");
but, when thought of as absolute magnitudes, they represent
amounts in money terms.
However, with further reference to the above, one
other thing needs to be noted.

"Interest," for Hermann, may

be expressed as a sum of money, but it is nevertheless
"capital interest" and not "money interest."

For this

reason, Hermann's concept will consistently be referred to
in this dissertation, not as "interest," but as "capital
interest," to contrast it with the later concept of "money
interest," a concept brought into importance by Wicksell.
The essence of the state of development of the concept of
interest at this point is that, except for Ricardo's well
known "whether a bank lent one million, ten million, or a
hundred millions ..." (1911, p. 246), no one seems to
have thought of the possibility that the rate of interest
on a money loan could be other than at the level reached as
a result of "the struggle between the demand for, and the
supply of, use-of-capital" (Hermann 1832, p. 200).
It is also worth giving a moment of attention to
Hermann's remark that an entrepreneur "guarantees a fixed
payment, while his profit depends upon fluctuating prices"
(p. 204-205).

What should be noted is the fact that the

word guarantee carries a meaning markedly different from the
meaning carried by the word insure.

When C guarantees a

loan that B takes from A, C is not insuring A against the
risks involved in making a loan to B.

The result for A may

be the same, but, for C, it is a completely different oper
ation.

What C expects to do is to take active steps to

increase the probability that the loan will be repaid.

In

an analogous manner, an entrepreneur who borrows capital
expects to take active steps to increase the probability
that the proceeds of the operation will be sufficient to
permit him to repay the capital borrowed, pay the interest
he has contracted to pay, and still have left a reasonable
amount of entrepreneurial profit for himself.
Hermann makes one other very interesting observation.
When considering entrepreneurial profit in detail, he makes
the point that, "included in the excess of his total re
ceipts over his actual expenditures," an entrepreneur may
easily find included a "remuneration" which "is not in any
sense income and should always carefully be separated from
the profit proper.

It is capital. . ." (p. 205).

The sug

gestion here offered with respect to this point is that
entrepreneurial profit ex-ante is income, and that the amount
by which entrepreneurial profit ex-post exceeds or falls
short of entrepreneurial profit ex-ante (which amount is
called in this paper, entrepreneurial difference profits or
losses), does not increase or diminish entrepreneurial in
come, but constitutes capital profit or capital loss.

Her- .

mann here is giving attention to this particular phenomenon

57

in micro terms.

When the phenomenon is considered in aggre

gate terms, in terms of the net amount of the difference
profits or losses being realized by entrepreneurs as a
whole,^ we have what Keynes characterized as Windfall Profits
and Losses (see Chapter 22).
3. This phrase in this simple form can be used only
when the organization of production has not got beyond the
state where it is still possible to think of all of pro
duction as a roundabout production leading to, and finishing
with, a sale of consumer goods to consumers (see 1.5.2).

CHAPTER 12

HANS VON MANGOLDT (1824-1868)
Mangoldt's monograph entitled Die Lehre vom Unternehmergewinn (The Theory of Entrepreneurial Profit) (1855)
is an outstanding example of a work frequently cited, but not
so frequently read and re-read.

One reason for this is the

fact that it is still available only in the original German.^
Mangoldt's statement, in his closing summary (RUckblick), as
to what is an entrepreneur and what is entrepreneurial profit
speaks for itself.
Under the word enterprise [Unternehmung] one
understands taking-on, for one's own account, the
direction of certain factors-of-production for the
purpose of carrying out a production-for-the market
[Verkehrsproduction], the results of which are uncertain and hence are connected with more or less
risk.
He who gives that direction and takes that risk
is the entrepreneur [Unternehmer]. The net return
which comes to him in this position as his share is
entrepreneurial profit [Unternehmergewinn].
Entrepreneurial profit does not include, in the
first place, everything that is not true net return.
Hence specifically it does not include all those
values which, destined to cover anticipated losses,
are in the hands of the entrepreneur only in transit.
Nor does it include that part of the net revenue
which compensates the entrepreneur for such of his
own labor-power and capital as would have brought
him wages and interest if given to employment to
someone else. It is only chance that it is he who,
1. The passages here reproduced are translations by
the writer.
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as entrepreneur, is employing these elements of pro
duction; and what he gets from them is no less
interest and wages when he, instead of paying both
out, keeps them in his own hands (p. 162-164).
The reference here to "values destined to cover anticipated
losses" can be interpreted as Mangoldt thinking of his con
cept as not including such realized unexpected gains and
losses as might be expected to average each other out.
Mangoldt's attempt at a detailed analysis of the
various elements to be found in entrepreneurial profit de
serves, in the opinion of the writer, more study than has
been given it.

He speaks of the compensation to an entre

preneur for the risk he undertakes as a risk-premium
(GefahrprSmie) (p. 81), but he is well aware of the uncer
tainty of any probabilities involved (p. 87).

His concepts

of entrepreneurial-wages (Unternehmerlohn) and entrepre
neurial-interest (Unternehmerzins) (p. 96-109) present inter
esting and significant ideas and will be considered below.
His concept of entrepreneurial-rent (Unternehmerrente)
(p. 109 f), which has caused his whole theory of entrepre
neurial profit to be characterized as a Rent-of-Ability
theory of profit (Schumpeter 1964, p. 646, 679, 893, 935),
is intended simply to call attention to the fact that entre
preneurial ability is scarce (not capable of being increased
at will), and hence able to command something on account of
that scarcity.

"This is what political economy denotes with
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the name Rent, and which perhaps better should be called a
premium-for-scarcity.

As a rule, this scarcity is not an

absolute one but a relative one" (p. 110).
His concepts of entrepreneurial-wages and entrepre
neurial-interest were created in his effort to call attention
to the fact that, over time, more and more of the detail of
what an entrepreneur at one time had to do himself becomes a
factor of production capable of being hired.

This idea Man-

goldt applied both to a particular type of work performance
that might come to be capable of being hired, and to the
services of a unit of "embodied fixed capital" that once
could be got only by the entrepreneur taking on the risk of
acquiring the unit itself, but which later he might be able
to get on the basis of hiring the services of the unit.
Mangoldt's entrepreneurial-interest would represent the extra
that the entrepreneur would get if he took on the risk of
acquiring the "capital" himself, but which the owner of the
"capital" would get, if the entrepreneur got the use of it
on hire.

If this interpretation is correct, Mangoldt's

entrepreneurial-interest represents an extremely early per
ception of the entrepreneurial profit to be earned as compen
sation for the entrepreneurial risk involved in holding a
"unit of embodied fixed capital."

This idea, in both its

applications, is spelled out in a passage, in Mangoldt's
closing summary, that follows immediately the long passage
quoted above.
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It depends solely upon the stage of economic and
cultural development in which a people finds itself
whether a capital or a work-performance ability can
be let out on loan to a third party, or can only in
one's own enterprise be made use of. From this it
follows that entrepreneurial profit in different
stages of development encompasses a different portion
of the whole of income. The compensation for per
formance-of-work and for utilization-of-capital which
in one period in fact belong to entrepreneurial
profit, show themselves in another as interest or
wages (p. 164).
What in this last sentence is referred to as "interest" can
be identified as a component part of any Marshallian quasirent.

CHAPTER 13

JOHN STUART MILL (1806-1873)
Chapter XV of Book II of John Stuart Mill's Princi
ples of Political Economy (1909) (first published in 1848)
is entitled "Of Profits."

This chapter opens with a para

graph which is fairly acceptable
Having treated of the labourer's share of the
produce, we next proceed to the share of the capi
talist; the profits of capital or stock; the gains
of the person who advances the expenses of pro
duction—who, from funds in his possession, pays the
wages of the labourers, or supports them during the
work; who supplies the requisite buildings, materials,
and tools or machinery; and to whom, by the usual
terms of the contract, the produce belongs, to be
disposed of at his pleasure. After indemnifying him
for his outlay, there commonly remains a surplus,
which is his profit; the net income from his capital:
the amount which he can afford to spend in necessaries
or pleasures, or from which by further saving he can
add to his wealth (p. 40 5).
But what in this paragraph is merely a somewhat incorrect
reference, the reference to "his profit" as being "the net
income from his capital," becomes, in the next two sentences,
something that Mill immediately has to revise.
As the wages of the labourer are the remuner
ation of labour, so the profits of the capitalist
are properly, according to Mr. Senior's well-chosen
expression, the remuneration of abstinence. They
are what he gains by forbearing to consume his capi
tal for his own uses, and allowing it to be consumed
by productive labourers for their uses (p. 405).
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The remuneration of abstinence does not make up the
whole of the profits of capital, and Mill states this in his
next sentence.
Of the gains, however, which the possession of
a capital enables a person to make, a part only is
properly an equivalent for the use of the capital
itself; namely, as much as a solvent person would
be willing to pay for the loan of it. This, which
as everybody knows is called interest, is all that
a person is enabled to get by merely abstaining from
the immediate consumption of his capital, and
allowing it to be used for productive purposes by
others. The remuneration which is obtained in any
country for mere abstinence, is measured by the
current rate of interest on the best security:
such security as precludes any appreciable chance
of losing the principal. What a person expects to
gain, who superintends the employment of his own
capital, is always more, and generally much more,
than this. The rate of profit greatly exceeds the
rate of interest. The surplus is partly compen
sation for risk. By lending his capital, on
unexceptionable security, he runs little or no
risk. But if he embarks in business on his own
account, he always exposes his capital to some, and
in many cases to very great, danger of partial or
total loss. For this danger he must be compensated,
otherwise he will not incur it. He must likewise
be remunerated for the devotion of his time and
labour (p. 405-406).
The gross profits from capital, the gains re
turned to those who supply the funds for production,
must suffice for these three purposes. They must
afford a sufficient equivalent for abstinence,
indemnity for risk, and remuneration for the labour
and skill required for superintendence. These dif
ferent compensations may be either paid to the same,
or to different persons. The capital, or some part
of it, may be borrowed: may belong to some one who
does not undertake the risks or the trouble of busi
ness. In that case, the lender or owner is the
person who practises the abstinence; and is re
munerated for it by the interest paid to him, while
the difference between the interest and the gross
profits remunerates the exertions and risks of the
undertaker (p. 406).
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To the last word here, the following note is added.

"It is

to be regretted that this word, in this sense, is not fa
miliar to an English ear.

French political economists enjoy

a great advantage in being able to speak currently of les
profits de 1'entrepreneur" (p. 406n).
Mill's statement here is exactly correct, "the dif
ference between the interest and the gross profits remuner
ates the exertions and risks of the undertaker," who
undertakes the "risks" and the "trouble" of the business.
Here Mill, in taking his words directly from Smith, who said
that one part of the profits of stock "naturally belongs to
the borrower, who runs the risk and takes the trouble of
employing it" (1937, p. 52; see Chapter 7), shows that there
is no conflict whatsoever between Smith's concept of the
profits of stock and the concept of entrepreneurial profit.
However, in what follows from here on, Mill does not add to
an understanding of his subject.
After having separated out "the difference between
the interest and the gross profits" which "remunerates the
exertions and risks of the undertaker," Mill returns to a
discussion of the gross magnitude, "the rate of profit."
When he says that "the three parts into which profit may be
considered as resolving itself may be described respectively
as interest, insurance, and wages of superintendence"
(p. 407), he makes a poor choice both in his word "insurance"
and in his expression "wages of superintendence."
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The essence of an entrepreneurial risk is that it is
not an insurable risk.

If a risk is insurable, the entre

preneur has the possibility of insuring against it, and the
cost of such insurance is a part of expense.

The "exertions"

(p. U06) of an undertaker to make his operation come out
with a profit, rather than with a loss, are not well de
scribed by the word "superintendence.11

In any case, anything

capable of being described as the "wages of superintendence"
is of necessity a part of "expense," and cannot be a part of
"profit."

CHAPTER 14

EU6EN VON BOHM-BAWERK (1851-1914)
Btthm-Bawerk is best known for his Geschichte und
Kritik der Kapitalzinstheorien, Innsbruck, 1884, and Positive
Theorie des Kapitals, Innsbruck, 1889, translated and pub
lished in English under the respective titles of Capital and
Interest (1890) and The Positive Theory of Capital (1891).
In these two works, known in German under the collective
title of Kapital und Kapitalzins, which present what B6hmBawerk has to say about the derivation of Kapitalzins and
about roundabout production, the concept of entrepreneurial
profit is dealt with only in passing.

Nevertheless, on the

basis of what he says in the Introduction to Capital and
Interest, he has to be given credit for a clear understanding
of the "two quotas in the total sum of profit realized by
the undertaking" (1890, p. 9) and of how what the entrepre
neur gets as entrepreneur can be separated out of the said
"total sum."
We borrow a scale from outside, and divide off the
two shares arithmetically. We find what in other
circumstances a capital of definite amount generally
yields. That is shown most simply by the usual
rate of interest obtainable for a perfectly safe
loan of capital. Then, of the total profit from
the undertaking, that amount which would be enough
to pay the usual rate of interest on the capital
invested in it, is put down to capital, while the
remainder is put to the account of the undertaker's
activity as the profit of undertaking (p. 9).
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BGhm-Bawerk1s deficiency lies in the fact that, in
attempting to identify what it is that the entrepreneur gets
paid for, he falls behind what was achieved by Smith.

He

speaks of the case where an entrepreneur contributes work,
and notes that, in that case, part of what the entrepreneur
gets will represent wages for the work he has done (p. 8).
But he then goes on as follows.
But even where he does not personally take part in
the carrying out of the production, he yet con
tributes a certain amount of personal trouble in
the shape of intellectual superintendence—say, in
planning the business, or, at the least, in the act
of will by which he devoted his means of production
to a definite undertaking (p. 8).
Thus he has Smith's "takes the trouble," but he has lost
"runs the risk" (Smith 1937, p. 52; see Chapter 7).
Bfihm-Bawerk should not, however, be called to account
for neglecting the problem of entrepreneurial profit in his
work on capital and capital interest; as, with reference to
this specific problem, he makes the following statement.
The difficulties, however, which surround our
special subject, the problem of interest, are so
considerable that I do not feel it my duty to add
to them by taking up another. I purposely refrain
then from entering on any investigation, or giving
any decision as to the problem of undertaker's
profit (p. 9).
A completely clear statement of the relationship of
entrepreneurial profit to capital profit and capital interest
can be found in the article on Zins (Interest) which BfihmBawerk contributed to the Handwfirterbuch der Staatswissenschaften (1928).

Internal evidence places the date of the
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writing of the article as 1910, or shortly thereafter.

The

passage quoted below has been translated by the writer from
the article as reprinted in the Fourth Edition of the Handwfirterbuch, Vol. VIII, published in 19 28.

In the article,

after spelling out a set of conditions for an interest rate
the level of which would bring "the clearest expression of
the true level of the rent of capital," Bfihm-Bawerk goes
ahead to say the following.
The customary level of the interest rate under such
conditions will indicate the 'generally prevailing'
['landestlbliche'] level and will serve, in the cases
of employment of one's own capital—in which cases the
true earning of the capital is always mixed together
with the fruit of the entrepreneurial activity—as
the basis for calculation for the separation of
these two elements. The entrepreneur reckons as
interest on his capital the amount represented by
interest at the 'generally prevailing' rate on the
capital invested and considers only the leftover
balance [den Rest] of the surplus [Uberschuss] as
true profit (entrepreneurial profit") Cp"! 1131).
On this basis, Bfihm-Bawerk's concept of entrepreneurial
profit would appear identical with that of Hermann, written
eighty years earlier.

CHAPTER 15

FRANCIS A. WALKER (1840-1897)
Walker's ideas as to business profits were first pre
sented in his Political Economy, first edition 1883 (Walker
1888).

As this text was republished in many editions, each

with some changes in wording and with newly numbered sec
tions, reference here will be made primarily to his article,
"The Source of Business Profits" (Walker 1887), in the Quar
terly Journal of Economics for April 1887.

In this article

he introduces his subject with the following statement.
. . . in 1883, I brought out, in my treatise on
Political Economy, a theory of the origin of busi
ness profits, which it is the purpose of this paper
more fully to state and explain.
It is not to be disputed that, if this theory
be a correct one, it supplies just what was lacking,
and yields, in conjunction with well-approved theo
ries in rent, interest, and wages, a complete and
consistent body of doctrine regarding the distri
bution of wealth (p. 268).
Walker's approach to his problem is set forth as
follows.

"We shall best approach our present subject by in

quiring what would be the share of the produce going to the
employer, as such, irrespective of the proper interest on
capital (of which the employer himself may or may not be
the owner), ..." (p. 269).

A page later, he makes refer

ence to "business profits, the remuneration of the employing
class" (p. 270).

It is thus quite clear that Walker is
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concerning himself with the entrepreneurial profits earned
by an entrepreneur.
Walker's first proposition is that, if all members
of the employing class had exactly the same ability, no one
having any advantage as against another (p. 269-270), and if
they were unsuccessful in combining so as to eliminate compe
tition with each other, competition among these equals would
drive down the remuneration they would get for what they did
to the level of the remuneration of the laboring class.
. . . it would come about that an employer would re
ceive a remuneration equal to that which he might be
able to earn as a laborer. Less than this he would
not receive, because he would prefer to serve in the
other capacity. More than this he would not re
ceive, because the unceasing competition of his
fellows would wrest from him every fraction of any
excess that might remain (p. 271).
However, the abilities of different employers are
not equal.
Leaving now our imaginary society, and returning
to the actual world of industry, do we find any
thing corresponding to the result we have last
reached? Do we find employers of labor earning
profits which are no greater than the wages of
labor? I answer that in every large community there
are many such employers; and in every branch of
business in a large community there are some such
employers,—men who, by their conduct of the in
dustrial enterprises of which they have come, no
matter how, into control, realize no remuneration
greater than that received by the laboring class
(p. 272).
Just above the grade of employers we have de
scribed are found many employers in every large
community, and some in every branch of business,
who realize, at best, but very moderate profits.
Even at the end of a long career, these men are
found to have accumulated little or nothing. They
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have, indeed, lived more comfortably than the more
favored of the wage-receivers; but for this they
have paid a high price in perpetual anxiety con
cerning the state of the market, in frequent fears
of commercial misfortune, and perhaps at times in
much embarrassment and much humiliation. All things
considered, their economic condition has been little,
if any, superior to that of the better members of
the hired class,—such as book-keepers, cashiers,
clerks, superintendents, or overseers. . . . Taking
our stand on this line, we see the body of employers,
viewed with respect to the remuneration received
for the conduct of business, rising upwards by in
sensible gradations, but through long distances,
until we come to those rarely gifted masters of
industry who are capable of managing the largest
enterprises with uniform success, and who seem to
turn everything they touch into gold. Looking at
the better employers of whatever grade, . . . we
note that they pay wages, as a rule, equal to those
paid by those employers who realize no profits or
even sustain a loss; and that, indeed, if regularity
of employment be taken, as it should be, into account,
the employers of the former class pay really higher
wages than the latter class. We note, further, that
the successful men of business pay as high prices
for materials and as high rates of interest for the
use of capital, if the scale of their transactions
and the greater security of payment be taken, as it
should be, into account (p. 273-274).
Whence, then, comes the surplus which is left in
the hands of the higher grades of employers, after
the payment of wages, the purchase of materials and
supplies, the repair and renewal of machinery and
plant? I answer, This surplus, in the case of any
employer, represents that which he is able to pro
duce over and above what an employer of the lowest
industrial grade can produce with equal amounts of
labor and capital. In other words, this surplus is
of his own creation, produced wholly by that business
ability which raises him above and distinguishes him
from the employers of what may be called the noprofits class (p. 274-275).
The above would seem to be a simple proposition.

What Walker

is here stating is that the economic function of the em
ployer, or entrepreneur-producer, is performed by persons
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having different levels of ability to perform that function,
and that those whose abilities result in a greater amount of
production (production of exchange value), using the same
quantities of labor and capital, receive more remuneration
for their services, in line with the fact that their services
have made greater additions to the total of production.
A few pages later, Walker introduces a further state
ment which, if it had been in the following form, would
probably not have been objected to.
That profits are not obtained by deduction from
wages is . . . clear, when we consider that the most
successful employers pay as high wages as the em
ployers who realize no profit. Indeed, as we saw,
a preference, not always a slight preference, exists
on the side of the more successful men of business,
since the greater continuity of employment and the
greater security of payment constitute a virtual
addition to wages (p. 277).
However, Walker was not content to rest his case with this
simple statement.

Instead, he chose to make this statement

as a secondary proposition, to wit, "That profits are not
obtained by deduction from wages is equally clear . . ."
(p. 277), appending it to the somewhat gratuitous statement
that "in this view profits do not enter at all into the price
of produce" (p. 276).

The result of this'was to divert at

tention from his basic and useful contribution and to bring
out such a discussion and criticism of this extraneous propo
sition (the correctness or incorrectness of which is simply
irrelevant to his useful contribution) as to cause the whole
of what he said to be scorned and generally dismissed from
consideration.

Note, for example, the following comment of

Cannan (1964, p. 358).
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It is curious that Walker, who did such good
service in finally burying the wage-fund theory of
wages, should have failed entirely in dealing with
such earnings of labour as are not received in the
form of wages. His doctrine on this subject, known
sometimes as 'Walker's theory of profits,' and at
other times as Walker's 'theory of rent of ability,'
is one of the wildest creations of nineteenth-century
economic thought.
Observing that some employers get only a bare
subsistence (and that partly at the expense of their
creditors), while others get more than that plus the
current rate of return on their capital, he first
arbitrarily declared that this surplus over bare
subsistence and current rate on capital was alone
properly entitled to be called 'profit,' and then
that it was the remuneration of the exceptional
natural abilities of those who got it, and this led
him to the conclusion that it was a surplus of the
same nature as the rent of land, and consisted
'wholly of wealth created by the individual em
ployers themselves over and above the wealth which
would have been produced in similar industrial enter
prises by the same labour-force and capital-force
under the control of employers of a lower grade of
economical efficiency' (Political Economy, ed. of
1885, Sec. 296; almost the same in ed. of 1892,
Sec. 3 25).
This very strange scheme of things in which the
product of the exceptionally gifted employers is
somehow supposed to be segregated from other produce,
although the whole produce is produced by the wageearners and the employers working in cooperation,
never found much acceptance, ....
The fact is that Walker's basic proposition appears
to be completely sound, as well as being the only attractive
answer so far offered to the question of whether the re
muneration that entrepreneurs receive in the form of entre
preneurial profits is or is not paid in each case from what
each entrepreneur has contributed to production (that is to
say, to the production of exchange values).

Additionally
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(as is shown in Chapter 47), Walker's proposition can serve
very•satisfactorily as the basis for a working out of a pre
cise statement as to the supply price of the entrepreneurial
function, in terms of what we now perceive about the way in
which the entrepreneurial function is supplied, in each
case, not against a sum of money, but against an ex-ante
appraisal of the future.

CHAPTER 16

FREDERICK B. HAWLEY (1843-1929)
The first simple statement of Hawley's "risk theory
of profit" is in an article (1890) written by Hawley
primarily for the purpose of commenting on the ideas of
F. A. Walker.
Profit is simply the price paid by society for the
assumption of business risks, just as interest is
the price for accepting what Bflhm-Bawerk calls
'future goods' in place of 'present goods.' If so,
'enterprise' is as well entitled as land, labor,
and capital to be considered a productive force
(p. 388).
Hawley's ideas were expanded in an article (189 2) criticising
Bfihm-Bawerk for failing, in his Capital and Interest (1890),
to give attention to entrepreneurial profit.

After noting

with approval that "Professor Bflhm-Bawerk is perfectly cor
rect in his assumption that the wages of management, although
earned by intellectual rather than physical exertion, are
yet wages" (1892, p. 282), Hawley goes ahead to outline his
idea of the entrepreneurial function as follows.
. . . if science is to justify the popular con
ception of profit as fundamentally distinct from
other kinds of income, it must do so by pointing to
something the undertaker does for pay which is re
warded by neither wages nor interest, nor rent,—
something which Professor Btthm-Bawerk has entirely
overlooked. Now, just such a peculiar industrial
function of the undertaker is found in his being
the person who relieves others of risk. He it is
who bargains with the laborer for the use of his
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personal efforts, with the landlord for the use of
his land, and with the capitalist for the use of his
wealth. To all these classes of economic persons he
makes over, or engages to make over, a definite sum
of value or power to purchase, and takes the chance
of recouping himself out of the proceeds of the
product when sold (p. 283).
Except in the rendering of some personal services,
in which production and consumption are simultane
ous, and in which the producer and the consumer
deal directly with each other, and in which, there
fore, no element of profit appears, there cannot be
any creation of value from which the element of risk
is wholly absent. And in the end, and on the average,
the final consumers of the product must pay in en
hanced price the remuneration for the risk the pro
ducer takes upon himself (p. 284).
There is, then, in all industrial undertakings
in which capital is engaged, and in some also in
which capital is not engaged, an element of risk
which the final consumer has to pay for. And the
reason is this: that everybody except the gambler—
everybody, that is, engaged in industry—prefers a
certainty to an uncertainty. To be relieved of a
risk, we are all willing to pay more than the risk,
calculated on the doctrine of chances, is worth.
This is well illustrated by fire insurance. You
have a piece of property and are aware that the
chance of its being destroyed by fire within a year
is not over one in a hundred; but your whole fortune
is in the investment, and you could not sleep com
fortably with the possibility of losing your all
weighing on your mind. You would pay two, three, or
perhaps even four per cent, yearly to be relieved of
so great an anxiety. You go to an insurance company,
who offer to insure you for two per cent. And, if
you should ask why they charge you double what the
risk is worth, they would be apt to reply,'One per
cent, is to cover the risk, half of one per cent, is
for our expenses . . . and the other half per cent,
is for our profit.' Now, this last half per cent,
is pure profit,—profit, that is, in the sense in
which the term should be exclusively employed in
economics; namely, to denote the peculiar form of
income which differs radically from wages, interest,
or rent. Profit, the special reward of the under
taker, is, then, the income that arises from the
chance of gain being greater than the chance of loss
in risks assumed (p. 285-286).

Now, the undertaker does for business in general
just what insurance companies do for a special risk,
only the process is reversed. The insurance compa
nies accept a definite sum for the assumption of
risk, while the undertaker pays a definite sum for
a product the value of which is uncertain. But the
principle is the same, as the insurer charges more
than the risk is worth, while the undertaker pays
less than the product will probably sell for. Both
relieve others of risks for a consideration which
others are glad to give (p. 286-287).
The undertaker (or, as he would be better named,
the enterpriser, as the word 'enterprise' connotes
risk, which the word 'undertake' does not) is pri
marily, as we have seen, the person who relieves
others of risk for a consideration always in excess
of the chance of loss supposed to be incurred (p. 291)
In this same article Hawley makes an acute observation as
what it is that an entrepreneur tries to create.
Why, indeed, will the undertaker pay interest to
the capitalist? Is it because he can produce a
greater amount of useful things by the aid of the
borrowed capital? Not at all; for it makes no dif
ference to the undertaker how much utility his
products possess. All he cares for is what they
will sell for,—the amount, that is, of value, or
power to purchase, they will be endued with. What
is it for man to create? He cannot increase matter:
all he can do is to change its form. But change of
form changes attributes. To create is, therefore,
to endow things with new attributes. But not only
is value an attribute of the things put into new
forms by undertakers, but it is the only attribute
the undertaker is solicitous about (p. 297).
A year later, Hawley restates his theory in more
precise terms in another article entitled "The Risk Theory
of Profit" (1893).

The article opens as follows.

Wishing to direct attention to what I believed
to be the true theory of profit and loss, I ventured,
some time ago, to employ this theory in the pages of
this review as a basis for criticising Kapital und
Kapitalzins. It seemed to me that economists, almost
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without exception, had been treating economic ques
tions as problems of three forces,—land, capital,
and labor,—whereas they are really problems of four
forces,—land, capital, labor, and enterprise, or
risk-taking. The theory of capital and interest
advanced by Professor Bohm-Bawerk happened to illus
trate with peculiar force the inadequacy of views
obtained in disregard of the factor 'enterprise1;
and it was for this reason that I selected it for
criticism (p. 459).
In the course of the article, Hawley relates his theory to
the operations of a corporation.
. . . But the president of a corporation paid by a
salary is in the receipt of wages, not profits. The
residue of the product goes to the stockholders, who
risk their capital, but who have hired the president
to co-ordinate for them (p. 465).
. . . enterprise, or risk-taking, is to be ranked,
along with land, labor, and capital, as one of the
four fundamental divisions of the productive forces,
and profit, its reward, is to be classed with rent,
wages, and interest as one of the four radically
distinct forms of income (p. 479).
In his article entitled "Enterprise and Profit"
(1900), Hawley presents a detailed analysis (especially
p. 80-81, 91n) of the relationship between his views and
those of J. B. Clark.

He notes that Professor Clark charac

terizes the entrepreneur as "the man who coordinates capital
and labor" (Clark 189 2, p. 46; see Chapter 18).

Hawley, in

refutation of this proposition, offers the following.
In the last analysis an act of co-ordination can
not possibly be anything more than the exercise of a
choice. If I am correct in this, it would seem to
settle the question between the mere co-ordinator and
the enterpriser in favor of the latter. The co
ordinator is the one who makes the choice, who decides;
and this he can do either for himself or for others:
the enterpriser is he who assumes the consequences
of the choice, whether the choice be made by himself
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or by others acting as his agents. When the two
happen to be different persons, it is not the chooser,
but the assumer, who gains or suffers by the trans
action. Consequently, when the same person happens
to be both chooser and assumer, both co-ordinator
and enterpriser, the results of the choice accrue to
him as 'enterpriser per se,' and not as 'co-ordinator
per se.' At the time of choice the results of the
choice are necessarily undetermined. It is, there
fore, only the 'enterpriser per se' who is entitled
to the undetermined residue or profit of the trans
action (p. 88).
As pointed out by Knight (1957, p. 298n), Hawley is here con
trasting what can be done by a hired manager with what is
done by the entrepreneur who hires the manager.

Hawley then

re-states his position in the following terms.
Enterprise is then entitled to a standing in the
theory of economics at least alongside land, labor,
and capital. It is attended, however, by one peculi
arity, which may perhaps be regarded as taking it out
of their class, but by placing it above them in a
class by itself. It is the directive, or governing,
force, to which all the other industrial forces are
subservient. Land, labor, and capital are but tools
in the hands of enterprise. They can each of them
exact a specified and predetermined part of the
product from enterprise, but only by making them
selves subservient to the commands of enterprise.
It is the enterpriser alone who decides upon the
direction which labor shall take and the form which
capital shall take; and he decides primarily with an
exclusive view to his own interest, and only second
arily with any consideration for theirs (p. 93).
In his article "Reply to Final Objections to the Risk
Theory of Profit" (1901), apparently written primarily in
order to point out the differences between the role of the
entrepreneur and the role of the speculator, Hawley sum
marizes his theory in the following two paragraphs, printed
in their entirety in italics.
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The final consumer is forced to include in the
price he pays for any product not only enough to
cover all the items of cost to the entrepreneur,—
among which items is a sum sufficient to cover the
actuarial or average losses incidental to the vari
ous risks of all kinds necessarily assumed by the
entrepreneur and his insurers,—but a further sum,
without which, as an inducement, the entrepreneur,
or enterpriser, and his insurers will not undergo
or suffer the irksomeness of being exposed to risk.
This surplus of consumer's cost over entrepre
neur's cost universally regarded as profit, and,
from the nature of the case, an unpredetermined
residue, is the inducement for the assumption by
the entrepreneur, or enterpriser, of all the risks,
whatever their nature, necessitated by the process
of production. As the inducement to any given
action and the reward for that action are the same
thing,--the difference being not in the thing itself,
but only in the point of time from which it is
looked upon,—the unpredetermined residue, which
served as the inducement to risk at the commencement
of any industrial transaction, must, necessarily,
when determined and realized at its close, be re
garded as the result, or reward, of the risks under
gone (p. 610).
The above is no less than remarkable for the time it was
written.

The first paragraph leads quite naturally to the

question of what is the amount of this "further sum."

This

is the question to which Walker contributed his very inter
esting attempted answer (see Chapter 15).

The second para

graph, written before the possibility of contrasting ex-ante
and ex-post thinking had been brought to our attention, fails
to see the anomaly in the suggestion that the inducement to
an action could lie in events taking place at a later time.
It is brought to complete correctness by the simple emen
dation:

that the inducement to the action lies in the ex-

ante view of these later events.
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In Hawley's book Enterprise and the Productive
Process (1907), where he states his position with respect to
entrepreneurial profit in the following words, he goes more
deeply into explanation of the reasons for his position,
but he does not alter his position as set forth in his
earlier articles.
To such of my readers as I am known at all, I
am probably best known as the promulgator of the
'Risk Theory of Profit.1 This theory asserts that
the profit of an undertaking, or the residue of the
product after the claims of land, capital, and labour
(furnished by others or by the undertaker himself)
are satisfied, is not the reward of management or
co-ordination, but of the risks and responsibilities
that the undertaker (usually spoken of as the Entre
preneur, but whom I prefer to designate as the Enter
priser) subjects himself to. And as no one, as a
matter of business, subjects himself to risk for
what he believes the actuarial value of the risk
amounts to—in the calculation of which he is on the
average correct—a net income accrues to Enterprise,
as a whole, equal to the difference between the
gains derived from undertakings, and the actual
losses incurred in them (p. 106).

CHAPTER 17

ALFRED MARSHALL (1842-1924)
Marshall's approach to the concept of the difference
between capital profit and capital interest (that difference
designated by Hermann as entrepreneurial profit) is shown by
the following quotations from his Principles, 8th edition
(1920).

In Book IV, Ch. XII, "Industrial Organization, Con

tinued.

Business Management," Marshall introduces the

concepts he will use.
Finally, we may regard this supply price of
business ability in command of capital as composed
of three elements. The first is the supply price
of capital; the second is the supply price of busi
ness ability and energy; and the third is the supply
price of that organization by which the appropriate
business ability and the requisite capital are
brought together. We have called the price of the
first of these three elements Interest; we may call
the price of the second taken by itself net earnings
of management, and that of the second and third,
taken together, gross earnings of management (p. 313).
In Book VI, Ch. VI, "Interest of Capital," after making
reference to why interest is paid (p. 581), he calls at
tention to the difficulties that will be involved in an
analysis
of the gains that are derived from the aid of accu
mulated wealth in the attainment of desirable ends,
especially when that wealth takes the form of trade
capital. For these gains or profits contain many
elements, some of which belong to interest for the
use of capital in a broad sense of the term; while
others constitute net interest, or interest properly
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so called. Some constitute the reward of managing
ability and of enterprise, including the bearing
of risks; and others again belong not so much to
any one of these agents of production as to their
combination (p. 582-583).
One notes here the reference to "the reward of managing
ability and of enterprise, including the bearing of risks."
Subsequently, however, the concept of entrepreneurial risk
gets lost.

In Book VI, Ch. VII, "Profits of Capital and

Business Power," Marshall summarizes in the following way.
In the concluding chapters of Book IV we made
some study of the various forms of business manage
ment, and the faculties required for them; and we
saw how the supply of business power in command of
capital may be regarded as consisting of three ele
ments, the supply of capital, the supply of the
business power to manage it, and the supply of the
organization by which the two are brought together
and made effective for production. In the last
chapter we were concerned mainly with interest, the
earnings of the first of these elements. In the
earlier part of this chapter we shall be occupied
with the earnings of the second and third taken to
gether, which we have called gross earnings of
management; and afterwards we shall pass to the
relation in which this stands to the earnings of
the second taken by itself which we have called net
earnings of management. We have to inquire more
closely into the nature of the services which are
rendered to society by those who undertake and
manage business enterprises, and the rewards of
their work; and we shall find that the causes by
which these are governed are less arbitrary, and
present closer analogies to those which govern
other kinds of earnings, than is commonly supposed
(p. 596).
One notes here the total- absence of any reference to risk.
In the remainder of the chapter, there is a single reference
to "risks"; but it is to the risks of the lender of capital,
which of course are not entrepreneurial risk at all.

There

is in the chapter a reference to "the earnings of business
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undertaking and management" (p. 598); but, as with the refer
ence to "those who undertake and manage business enterprises"
in the passage quoted above, the two possibly different ele
ments that are mentioned are added in together rather than
being considered separately.
On the opening page of Book VI, Ch. VIII, "Profits
of Capital and Business Power, Continued," Marshall remarks
that "the earlier economists did not adequately distinguish
the component elements of profits, but searched for a simple
general law governing the average rate of profits—a law
which, from the nature of the case, cannot exist" (p. 609).
Marshall himself, however, after making this observation,
makes no serious progress in analysing these several elements
that enter into the profits of capital (which he calls the
"profits of capital and business power"), getting himself
lost in trying to identify the way in which variations in
the several elements of profit result in different rates of
profit in different instances.

In this Chapter VII, his

chief contribution is the concept of normal profits.
During all this inquiry we have had in view
chiefly the ultimate, or long-period or true normal
results of economic forces; we have considered the
way in which the supply of business ability in com
mand of capital tends in the long run to adjust
itself to the demand; we have seen how it seeks
constantly every business and every method of con
ducting every business in which it can render
services that are so highly valued by persons who
are able to pay good prices for the satisfaction of
their wants, that those services will in the long
run earn a high reward. The motive force is the
competition of undertakers: each one tries every

85

opening, forecasting probable future events, re
ducing them to their true relative proportions, and
considering what surplus is likely to be afforded
by the receipts of any undertaking over the outlay
required for it. All his prospective gains enter
into the profits which draw him towards the under
taking; all the investments of his capital and
energies in making the appliances for future pro
duction, and in building up the 'immaterial' capital
of a business connection, have to show themselves
to him as likely to be profitable, before he will
enter on them: the whole of the profits which he
expects from them enter into the reward, which he
expects in the long run for his venture. And if he
is a man of normal ability (normal that is for that
class of work), and is on the margin of doubt
whether to make the venture or not, they may be
taken as true representatives of the (marginal)
normal expenses of production of the services in
question. Thus the whole of the normal profits
enter into true or long-period supply price
(p. 618-619).
Despite the fact that Marshall is here considering the
profits of capital, and has not separated out entrepre
neurial profit, this passage is crowded with points to be
noticed.

The statement, "the whole of the profits which he

expects . . . enter into the reward, which he expects in the
long run for his venture," remarks the fact that an entre
preneur is induced to enter into an entrepreneurial operation
by his expectation of the profits he will get from it.

The

use of the expression "his venture" remarks the fact that
the business entered upon involves a hazard, or risk (this
meaning of the word "venture" being preserved today in the
expression "venture capital").

Finally, Marshall tells us

that the "normal profits" which the entrepreneur "expects"
may be taken as representative of the "normal expenses of
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production of the services in question."

This would appear

to be an explicit statement that what an entrepreneur expects
to get from an operation, when it was just that expectation
that induced him to enter into that operation, is a part of
the costs of that operation, hence as much a part of the
"costs of production" as any other part.
Where Marshall makes his really original contribution
is in the treatment that flows from his successive concepts
of "fluid capital," of "'free1 or 'floating' capital," and
of "particular embodiments of capital."

He introduces his

concept of "fluid capital" in the following manner.
Thus, so long as the resources of an individual
producer are in the form of general purchasing power,
he will push every investment up to the margin
at which he no longer expects from it a higher net
return than he could get by investing in some other
material, or machine, or advertisement, or in the
hire of some additional labour; .... If he invests
in material or in labour, that is soon embodied in
some saleable product: the sale replenishes his
fluid capital, and that again is invested up to the
margin at which any further investment would yield
a return so diminished as not to be profitable
(p. 411).
Here "fluid capital" represents "resources of an individual
producer" "in the form of general purchasing power."

This

"fluid capital" may be invested "in material or in labour,
that is soon embodied in some saleable product."

When this

saleable product is sold, "the sale replenishes" the pro
ducer's "fluid capital."
The thought involved here can be made to come out
quite clearly, if money balances (which are general
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purchasing power) in the hands of an entrepreneur-producer,
which by Marshall are called "fluid capital," are thought of
as Uninvested Working Capital.•*-

If capital in this form is

invested in material or in labor, it thereby shifts from
being Uninvested Working Capital to become Invested Working
Capital.

It continues to be Invested Working Capital when,

in the course of the process of production, the material
or labor becomes "embodied in some saleable product."

For

so long as the saleable product remains unsold, the "process
of production" has not been completed; for the reason that,
in a process of production which takes the form of moneygoods-money, the process of production is completed only
with the sale (see 1.5.2).

When the saleable product is

sold, the result is a replenishment of the entrepreneur-pro
ducer's fluid capital.
Let us say that the entrepreneur-producer "invested"
his fluid capital in a process of production which has now
come to an end through a sale of the final product to con
sumers.

With the sale of the product, he has now got his

fluid capital back.

The capital that he originally had in

the form of Uninvested Working Capital became transformed,
by an event that constituted "investment," into Invested
Working Capital.

The capital represented by this Invested

1. The use here of initial capitals is for the pur
pose of calling attention to the fact that this is a concept
possessing a magnitude that is always quantified in monetary
terms.
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Working Capital, by an event that constituted disinvestment
(the completion of a money-goods-money process of production
by a sale to a consumer), returned to the form of Uninvested
Working Capital, once again available as fluid capital.
To the above quoted paragraph, Marshall has a mar
ginal note reading, "The terms Interest and Profits are
directly applicable to fluid capital;" this note being con
tinued on as a marginal note to the next paragraph, in the
following wording, "but only indirectly and on certain defi
nite assumptions to particular embodiments of capital"
(p. 411).

Here Marshall, in saying that "The terms Interest

and Profits are directly applicable to fluid capital," is
getting a little ahead of himself.

Interest and Profits are

not directly applicable to fluid capital.
anything more than interest is not.

Interest is, but

As Keynes has told us

(in the General Theory), an income at a rate equal to the
market rate of interest has to be imputed to the holding by
an entrepreneur-producer of general purchasing power; but no
entrepreneurial profit attaches to such holdings.
The next paragraph is the one carrying the marginal
note "but only indirectly and on certain definite assumptions
to particular embodiments of capital."
But if he invests in land, or in a durable
building or machine, the return which he gets from
his investment may vary widely from his expectation.
It will be governed by the market for his products,
which may change its character largely through new
inventions, changes in fashion, etc., during the
life of a machine, to say nothing of the perpetual
life of land. The incomes which he thus may derive
from investments in land and in machinery differ
from his individual point of view mainly in the
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longer life of the land. But in regard to pro
duction in general, a dominant difference between
the two lies in the fact that the supply of land is
fixed (though in a new country, the supply of land
utilized in man's service may be increased); while
the supply of machines may be increased without
limit. And this difference reacts on the individual
producer. For if no great new invention renders his
machines obsolete, while there is a steady demand
for the things made by them, they will be constantly
on sale at about their cost of production; and his
machines will generally yield him normal profits on
that cost of production, with deductions correspond
ing to their wear and tear (p. 411-412).
The wording here suggests that, to Marshall, investments in
land, in a durable building, or in a machine, are all embodi
ments of capital.

Investments in machines represent the

"particular embodiments of capital" to which the terms Inter
est and Profits are applicable "only indirectly and on
certain definite assumptions."

The important consideration

applicable to any investment in a machine is brought out
quite clearly.

It is the question of just what chance there

is that some great new invention will render the machine
obsolete.

What is not brought out is the fact that there is

an operative difference between exchanging fluid capital for
existing land and investing fluid capital in a process of
production which will finish with the bringing into existence
of a durable building or machine.

It would have been better

if Marshall had brought out this difference by differenti
ating between purchasing land and investing in a durable
building or machine.

If no great new invention renders a

machine obsolete, it can be expected that such a machine
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will yield normal profits on its cost of production, after
deductions to cover wear and tear. .
Marshall then continues.
Thus the rate of interest is a ratio: and the
two things which it connects are both sums of money.
So long as capital is 'free,' and the sum of money
or general purchasing power over which it gives com
mand is known, the net money income, expected to be
derived from it, can be represented at once as
bearing a given ratio (four or five or ten per cent.)
to that sum. But when the free capital has been in
vested in a particular thing, its money value cannot
as a rule be ascertained except by capitalizing the
net income which it will yield: and therefore the
causes which govern it are likely to be akin in a
greater or less degree to those which govern rents
(p. 412).
This is Marshall's introduction of his concept of "free capi
tal," and it is from this paragraph that one can see that,
for Marshall, "free capital" is what results when "fluid
capital" is invested "in material or in labour that is soon
embodied in some saleable product."

For this, the term

Invested Working Capital has already been proposed here.

It

is this "free capital" (referred to by Marshall in the next
paragraph as "'free' or 'floating' capital") to which "the
terms Interest and Profits are directly applicable."

In the

terms used by Adam Smith, Marshall's "fluid capital" repre
sents circulating capital in the form of money, while Mar
shall's "free capital" represents circulating capital other
than in the form of money.

When "free capital" has been in

vested in a particular thing, the result can be called a
unit of "embodied fixed capital," and "its money value cannot
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as a rule be ascertained except by capitalizing the net in
come which it will yield."

Note that what Marshall is re

ferring to here is what Wicksell refers to as "rent earning
goods," "products of man's labour that have a very high and
sometimes unlimited durability" (1936, p. 126; see Chapter
22).

That this is the case is rendered certain by Marshall's

reference to "capitalizing the net income which it will
yield."
The next paragraph is the crucial one.
We are thus brought to the central doctrine of
this part of economics, viz.—'That which is rightly
regarded as interest on "free" or "floating" capital,
or on new investments of capital, is more properly
treated as a sort of rent—a Quasi-rent—on old in
vestments of capital. And there is no sharp line of
division between floating capital and that which has
been "sunk" for a special branch of production, nor
between new and old investements of capital; each
group shades into the other gradually. And thus
even the rent of land is seen, not as a thing by it
self, but as the leading species of a large genus;
though indeed it has peculiarities of its own which
are of vital importance from the point of view of
theory as well as of practice' (p. 4-12).
The part here enclosed in quotation marks is lifted from the
Preface of the first edition of the Principles.

This preface

is reprinted in full, as p. v-xi, in the 8th edition (1920).
The important part of this paragraph is the part which reads,
"That which is rightly regarded as interest on 'free' or
'floating' capital, or on new investments of capital, is
more properly treated as a sort of rent—a Quasi-rent--on
old investments of capital."

Earlier in his text, Marshall

has spoken of "looking backwards" and "looking forwards"
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(p. 354).

When he here contrasts new investments of capital

and old investments of capital, is it not possible that he
is contrasting the way one regards a prospective new invest
ment and the way one has to look at the return, or revenue,
received from capital that has been sunk in a particular em
bodiment of capital?

If this can be conceded, it would mean

that we have here Marshall contrasting an ex-ante view and
an ex-post view in the year 1890.
Such an interpretation seems to the writer to be the
only one possible.

The real question at issue here is why

Marshall calls these rental payments "quasi-rent."

It could

have been that he called them "quasi" on the grounds that
true rent comes from land, while these rents come from pro
duced means of production.

The suggestion is offered, how

ever, that this was not the distinguishing difference that
caught his attention.

Apparently the reason that he called

these rents "quasi" is because of the fact that, in contrast
to normal land rents, they are essentially uncertain.

There

can be (if we are speaking of investments in machines and
buildings) no confident expectation that these rentals, in
their same amount, will continue.
received, is a sum certain.

Any rental, after it is

Almost any rental viewed ex-

ante, unless already contracted for, is a sum uncertain.
The uncertainty derives, primarily from the fact that some
"great new invention" could render existing machines or
buildings obsolete, or change the price at which new ones
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could be constructed.

Marshall shows himself to be well

aware of the fact that future quasi-rents have to be esti
mated.

As an example, note the following, "the value of the

capital already invested in improving land or erecting a
building; in making a railway or a machine is the aggregate
discounted value of its estimated future net incomes [or
quasi-rents]; . . ." (p. 593).

Here we have full grounds

for a differentiation between Wicksell's "rent-earning goods"
(1936, p. 126) and Marshall's "quasi-rent-earning goods," on
the basis of the fact that the money value of a "rent-earning
good" is ascertained "by capitalizing the net income which
it will yield" (Marshall 1920, p. 412; see above), while the
value of a "quasi-rent-earning good" is "the aggregate dis
counted value of its estimated future quasi-rents."

The

fact that the second method of calculation, at the limit,
shades into the first only serves to confirm Marshall's ob
servation that categories tend to shade into each other.
We are even provided with a statement that a "quasirent-earning good" can be expected to earn an entrepreneurial
profit.

The statement is in Marshallian terms; but this i£

its meaning, in the terms used in this paper.

Marshall, in

a note with respect to "quasi-rent" as an income, writes,
"in the long run it is expected to, and it generally does,
yield a normal rate of interest (or if earnings of management
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are counted in, of profit) on the free capital, represented
by a definite sum of money that was invested in producing
it" (p. 424n).
The last thing that has to be remarked in Marshall
is that, for a single case, quite easily capable of being
expanded to a general rule, he shows how future uncertain
quasi-rents can become, as time passes, sums that are certain
in amount and that have to be paid.

For any fiscal year,

the payment that will have to be made becomes certain for
that year at the beginning of the year.

It is this that

makes the subsequent calculation of the profits arising from
the production process for the year a calculation in which
the quasi-rent allowed to the factory has become a prede
termined outlay.
At the present day, in those parts of England
where custom and sentiment count for least, and free
competition and enterprise for most in the bargain
ing for the use of land, it is commonly understood
that the landlord supplies, and in some measure
maintains, those improvements which are slowly made
and slowly worn out. That being done, he requires
of his tenant the whole producer's surplus which the
land thus equipped is estimated to afford in a year
of normal harvests and normal prices, after deduct
ing enough to replace the farmer's capital with
normal profits, the farmer standing to lose in bad
years and gain in good years. In this estimate it
is implicitly assumed that the farmer is a man of
normal ability and enterprise for that class of
holding; and therefore, if he rises above that stan
dard, he will himself reap the benefit; and if he
' falls below it will himself bear the loss, and per
haps ultimately leave the farm (p. 63 5-636).
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The analytical device of considering the owner of the factory
to be a person separate from the entrepreneur-producer who
makes use of the factory was utilized by Hermann (see Chapter

11).

CHAPTER 18

JOHN BATES CLARK (1847-1938)
J. B. Clark has to be given credit for an early ap
preciation of the progressive evolution of what once had
been entrepreneurial activity, paid for by entrepreneurial
profits, to activities that could and should be considered
as paid for by wages.

In his article "Profits under Modern

Conditions" (1887), he writes:
Adam Smith's 'profits of stock' included the
general returns of the capitalist-employer. More
recent writers have recognized that this person
performs two functions, and receives a reward in
each capacity. That which accrues to him as a
capitalist is interest; and that which comes to
him as an employer, or business manager, is known
as entrepreneur's profit. This element is com
puted by deducting from his gross returns the
interest on the capital that he uses.
What is not recognized in the prevalent theo
ries is that the entrepreneur as such is a com
posite person. Besides furnishing some capital
he still performs two unlike functions, and re
ceives two distinct rewards. Of these rewards
one is constant and the other intermittent; . . .
(p. 603).
An entrepreneur is, first, an industrial or
ganizer; he directs the productive energies of
other persons. If he be a manufacturer he divides
and subdivides the labor of making a product, and
assigns to each workman the part of the process
to which he is adapted. The thing to be accom
plished is prescribed; there is a certain article
to be produced, and there is an accepted manner
of producing it; and the routine function which
first* falls to the employer consists in directing
the operation in its execution. He guards against
96
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wastes, impels workers to effective effort, and co
ordinates their labors. By his direction the work
of many individuals is brought into organic unity.
He is the brain of a little social organism; he
does its executive planning, and communicates to
the muscles the motive impulses that set them at
work and control their action (p. 604).
In this capacity the employer is the most im
portant part of the personnel of the shop. He is
a directive laborer. The outcome of his effort is
a certain mechanical result, a transformation of
matter. Directive labor, muscular labor and ma
chines together create 'form utilities'; they
transform iron into implements, wool into cloth,
etc.; and in these changes of form lies the value
that they jointly bring into existence. Employer
and workman are thus far laborers together; what
they get for their efforts is, in the broad sense
of the term, wages; and the employer's part is
distinctively the wage of directive labor (p. 604).
A little later, payment for this directive labor is in
cluded in the concept of "the wage of business management"
(p. 606, 608).1
When Clark here states that the entrepreneur "divides
and subdivides the making of a product, and assigns to each
workman the part of the process to which he is adapted," he
is making one full step beyond the idea that J. S. Mill
expressed in the word "superintendence," in that he is
talking about making decisions as to how the work is to be
done, the precise type of decision making that was the first
to be delegated to a "hired manager" (see 1.6.2).
A second comment, on what happens when corporations
come into existence, is worth quoting.
1. See Chapter 34 for the precise meaning here pro
posed for the concept "managerial wages."
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That the capitalist, the manager, and the owner
of the product may at times be one and the same
person does not affect the analysis; the three
functions are distinct, and the rewards attaching
to them are equally so. The growth of corporations
tends in a practical way to separate these functions.
Capitalists are here a body of stockholders, bond
holders and business creditors; managers are a body
of salaried officials; while entrepreneurs, in the
limited sense of the term, are the stockholders
(p. 607).
The same idea was expressed again, forty years later, "The
growth of corporations does, however, tend to put salaried
men more and more into controlling positions and to reduce
the power of the body of stockholders, who perform a joint
function as capitalists and entrepreneurs" (19 27, p. 89).
His description of the primary role of the entrepre
neur is that "it is essentially mercantile.

An employer

buys, sells and gets gain like any dealer on the street"
(1887, p. 604).

The whole of this is then summarized as

follows.
The function of the entrepreneur as such consists
therefore in two operations, the one mechanical and
the other mercantile: he directs a productive pro
cess, and he buys the elements that enter into the
product and sells them collectively in the product
itself. In the one capacity he is a laborer and re
ceives a higher variety of wages; in the other
capacity he is a merchant, and receives a margin of
difference between what he pays and what he gets.
The finished goods are supposed to bring in the
market more than the cost of all the elements that
compose them (p. 605-606).
The question at issue is whether, in this "more,"
there is "supposed" to be, not only enough to cover "capitalinterest" on the capital made use of, but also a compensation
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to the entrepreneur, as entrepreneur, greater than the actu
arial value of the ("mercantile") risk he takes on, when he
buys factors at a certain price in anticipation of selling a
product at an uncertain price.

That there is is Hawley's

proposition (see Chapter 16), and this is what J. B. Clark
denies.
When all related facts are taken into account,
it will be found, as it has been found in the simple
case just examined, that the carrying of business
risks normally yields a return that is equal to the
true actuarial value of the hazard (1892, p. 45).
There is no difficulty in separating from the whole
income of society a gain to which the term 'profit'
may be accurately applied. Defray all the expenses
of bringing a product into existence, sell the
article for what you can get, and, if you have any
thing more in your hands than you had at the begin
ning of the operation, you have received a true
profit. It is a mercantile margin,—an excess of
an entrepreneur's receipts over all his disbursements.
In society at this moment many men are realizing
this gain, and the sum total of it all constitutes
the true profit accuring to the business world.
The reward of risk-taking is no part of this par
ticular sum (p. 40-41).
Because Clark believes that the taking on of business risks
is an action for which the entrepreneur receives no payment,
he frequently omits any reference to the taking on of busi
ness risks in his description of what it is that the entre
preneur does.
Working is one thing, lending 'money' is
another, and hiring men and money and setting them
at work is still another. The three functions earn
three incomes different in kind; and to speak of
the functionaries as though they were wholly dif
ferent men helps to distinguish the parts that, in
their- different capacities, they play (1892, p. 45).
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We have used the term entrepreneur in an un
usually strict sense, to designate the man who
co-ordinates capital and labor, without in his own
proper capacity furnishing either of them. Yet our
eyes are open to the fact that the living man who
performs this function has to do other things also.
It is only in the one limited capacity that we have
called that of the entrepreneur that the man is
confined to co-ordinating the elements furnished
by others. Here he is so confined. In performing
this one function, he contributes to industry
nothing but relations. He connects labor and capi
tal with each other in his own establishment. He
connects this establishment with others, and makes
it do its part in the general industrial system.
He becomes the owner of the products of this in
dustry, as they are turned out, and sells them in
the market for what he can get. In acquiring this
ownership, he must pay all the costs entailed in
creating the product; and among the costs to be
thus defrayed is the entire sum made over to the
capitalist as an offset for risk (p. 45-46).
By the time that Clark had come to write The Distri
bution of Wealth (1899), he was ready to acknowledge that
there were circumstances under which entrepreneurs could
expect to earn entrepreneurial profits.
Dynamic theory reveals a causal connection be
tween the interval of which we have been speaking
and the rate at which wages are increasing. Were
it not for that interval, entrepreneurs, as such,
would get nothing, however much they might add to
the world's productive power. They would have no
incentive in self-interest to make any improvements,
and it is clear that additions which are difficult
and costly would be in danger of not being made.
Profit is the lure that insures improvement, and
improvement is the source of permanent additions
to wages. To secure progress, this lure must be
sufficient to make men overcome obstructions and
take risks. The difference between the actual pay
of labor and the rate toward which, at a particular
date, it tends, measures the incentive that is
offered to the men who make progress possible.
Because to-day laborers are not getting the fruit
of the improvement that was made yesterday, em
ployers can make something; and because they can
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make something transiently for themselves, they
make permanent additions to wages.
Dynamic theory has to show how great is the in
terval that insures the maximum rate of progress—
how much entrepreneurs need, in the way of profit,
in order to make them do all that they can do to
keep wages moving upward (p. 411).
But even here his reference is to "additions" "to the world's
productive power" "which are difficult and costly."

He does

not see that entrepreneurial action is experiment in the
direction of change, which may create products having an ad
ditional market value in the market, but which could easily
result in the creation of products with such a poor market
value as to cause the whole experiment to bring losses rather
than profits.

As is remarked by Knight (1957, p. 35-38),

Clark seems never to have appreciated the fact that entrepre
neurial profit derives from uncertainty, "a condition of
affairs loosely designated by the term 'risk' in ordinary
language and in business parlance" (p. 38).
This position is held unchanged in Clark's Essentials
of Economic Theory (1927).
In business life a distinction is pretty clearly
maintained between the three kinds of income that
have been described; namely, the reward of labor
in all its forms, the reward of capital, going to
whoever furnishes it, and the reward of a coordi
nating function, or the function of hiring both
labor and capital and getting whatever their joint
product is worth above the cost of the elements
which enter into it. This essentially commercial
margin of returns from production above all costs
of production is profits in the strict sense and
would be nonexistent in an absolutely static in
dustry. It comes into existence in consequence of
the changes with which social Economic Dynamics
deals.
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Wages, interest, and profits, then, are the
three incomes that we shall distinguish. We shall
keep profits completely separated from the wages
of any kind of labor and from the interest on any
kind of capital. This income falls to the entrepre
neur, otherwise called the undertaker, or the
employer and coordinator of labor and capital, and
it comes only when the product of the operations
carried on in his establishment exceeds all wages
and all interest that he has to pay (p. 85).

CHAPTER 19

NICOLAS A. L. J. JOHANNSEN (1844-1928)
N. Johannsen, an American of German antecedents, is
described by T. W. Hutchison as a man "whose work had little
or no influence on any orthodox economist, except perhaps
Adolph Wagner . . ., and much later, Keynes" (1953, p. 391).
For this reason, he cannot be said to have made an important
contribution to the development of the concept of entrepre
neurial profit.

However, one thing that he thought out, and

said (in 1908), is so important that his saying of it earns
him an assured place in any study of the development of an
understanding of the concept.
What N. Johannsen said was that an act of not
spending from income can cause entrepreneurs a loss, and
that, when the cash balances accumulated by the not spending
are used to acquire some existing income-affording property
owned by the entrepreneurs who suffered the loss, there is
nothing left from the saving that could be of any use to the
economy.

In addition, harm has been done from the fact that

entrepreneurs have been made to suffer losses.

The thing to

notice is that, in such a description of the phenomenon in
question, there is no reference to any withdrawal of balances
from "active circulation," in order to set them up in
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"hoards," or to any "decrease in the total money supply."
The Johannsen proposition, as it is set forth in A Neglected
Point in Connection with Crises (1908), is simply that
"where savings are invested not in the creation of new wealth
but in the acquisition of property already existing; this in
connection with the impoverishment of the previous owners,
and the impoverishment being brought about by the very saving
activity on the part of the savers" (p. 87, emphasis in the
original), such savings become in fact "impair savings," as
such action "enriches the savers at the expense of the nonsavers, making the community lose income to a much larger
amount" (p. 87).
The point that saving by itself is harmful to the
economy had already been made by Johannsen a few pages
earlier.
In its primary stage the saving process is always
accompanied by an injurious tendency, inasmuch as the
saver is constantly trying to buy less from the com
munity in the line of goods or services than he sells
to it and thus is disturbing the equilibrium of
supply and demand. This equilibrium is restored only
by the investment, it is understood that by means of
the investment the demand for goods or services—
i.e., for working forces—will reappear in the
market (p. 78).
In fact, this particular point had already been made, clearly
and explicitly, five years earlier, in Johannsen's Per
Kreislauf des Geldes (The Circular Flow of Money) (1903).
What is simply described as the process of
saving consists in reality of two distinctly sepa
rate factors, on the one hand what is really the
process of saving or withdrawing money, and on the
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other hand the process of investment by which new
capital is constructed. . . . Many of our economists
believe that as saving and investing go hand in hand,
and even form to some extent a single process, and
as the result of the combined activities is highly
beneficial to the community, therefore the process
of saving by itself must be regarded as in the
public interest. . . . This assumption does not cor
respond with the facts (p. 178).^
N. Johannsen is mentioned by Wesley Mitchell (1913,
p. 18-19), and by Keynes (1930b, p. lOOn).

But the only

appreciative treatment of his work, known to this writer, is
that in Hutchison's A Review of Economic Doctrines, 18701929 (1953).
1.

The translation is from Hutchison (1953, p. 392).

CHAPTER 20

JOSEPH A. SCHUMPETER (1883-1950)
The key to Schumpeter's concept of entrepreneurial
profit lies in the title of his book, The Theory of Economic
Development (1934).

He is not interested in what he refers

to as "The Circular Flow of Economic Life" (p. 3-56).

He is

interested in development, which he defines as follows.
Development in our sense is a distinct phenomenon,
entirely foreign to what may be observed in the
circular flow or in the tendency towards equi
librium. It is spontaneous and discontinuous
change in the channels of the flow, disturbance of
equilibrium, which forever alters and displaces
the equilibrium state previously existing. Our
theory of development is nothing but a treatment
of this phenomenon and the processes incident to
it (p. 64).
To produce means to combine materials and forces
within our reach .... To produce other things, or
the same things by a different method, means to com
bine these materials and forces differently. In so
far as the 'new combination' may in time grow out of
the old by continuous adjustment in small steps,
there is certainly change, possibly growth, but
neither a new phenomenon nor development in our
sense. In so far as this is not the case, and the
new combinations appear discontinuously, then the
phenomenon characterising development emerges. For
reasons of expository convenience, henceforth, we
shall only mean the latter case when we speak of new
combinations of productive means. Development in our
sense is then defined by the carrying out of new
combinations (p. 65-66).
His argument is consecutive.
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. . . new combinations are, as a rule, embodied, as
it were, in new firms which generally do not arise
out of the old ones but start producing beside them
(p. 66).
The next step in our argument is also selfevident: command over means of production is neces
sary to the carrying out of new combinations (p. 68).
. . . in carrying out new combinations, 'financing'
as a special act is fundamentally necessary, in
practice as in theory. . . . This is done by credit,
by means of which one who wishes to carry out new
combinations outbids the producers in the circular
flow in the market for the required means of pro
duction (p. 70-71).
Finally one more step in this direction: whence
come the sums needed to purchase the means of pro
duction necessary for the new combinations if the
individual concerned does not happen to have them?
The conventional answer is simple: out of the
annual growth of social savings plus that part of
resources which may annually become free. . . .
But we may not even start from total 'savings.' For
its magnitude is explicable only by the results of
previous development. By far the greater part of it
does not come from thrift in the strict sense, that
is from abstaining from the consumption of part of
one's regular income, but it consists of funds which
are themselves the result of successful innovation
and in which we shall later recognise entrepre
neurial profit (p. 71-72).
The carrying out of new combinations we call 'enter
prise'; the individuals whose function it is to
carry them out we call 'entrepreneurs' (p. 74).
The tendency is for the entrepreneur to make neither
profit nor loss in the circular flow—that is he has
no function of a special kind there, he simply does
not exist; but in his stead, there are heads of firms
or business managers of different type which we had
better not designate by the same term (p. 76).
In this explicit manner, Schumpeter makes clear just
who it is that he proposes to call "entrepreneurs" and what
he intends to mean by "entrepreneurial profit."

The term
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"entrepreneurial profit" is by definition reserved for the
remuneration that entrepreneurs get when they successfully
introduce a new combination of means of production.

Charac

teristically, such "innovation" is "financed" (in the tempo
rary sense) by credit.

Eventually the major part of what is

needed to pay for the means of production necessary for the
new combinations comes from funds that are themselves the
result of the successful innovation.
There is no difficulty in accepting these ideas.

It

is only the unusually restrictive use of the term "entrepre
neurial profit" that is strange.

The extraordinary thing is

that these ideas "had been worked out by 1909," being pub
lished (in German) in 1911, and revised to the form here
shown in 19 26 (1934, p. ix).

Kalecki's statement, that "in

vestment finances itself" (1954, p. 50), dates from the early
1930's.

The idea that innovation brings special profits, of

an essentially temporary nature, is shown by Schumpeter
(1954, p. 646) to have been used both by Ricardo and by Marx.
Schumpeter's most curious paragraph is the fol
lowing.
The entrepreneur is never the risk bearer. In
our example this is quite clear. The one who gives
credit comes to grief if the undertaking fails. For
although any property possessed by the entrepreneur
may be liable, yet such possession of wealth is not
essential, even though advantageous. But even if the
entrepreneur finances himself out of former profits,
or if he contributes the means of production belong
ing to his 'static' business, the risk falls on him
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as capitalist or as possessor of goods, not as entre
preneur. Risk-taking is in no case an element of the
entrepreneurial function. Even though he may risk
his reputation, the direct economic responsibility of
failure never falls on him Cp. 137).
The explanation of this paragraph would seem, however, to be
fairly simple.
making profits.

There is no trouble with an entrepreneur
But, if the entrepreneur, as an entrepre

neur, is to be kept conceptually separate from the entrepre
neur as a capitalist, the entrepreneur, as an entrepreneur,
is not in a position to accept losses.

This would seem to

be the whole of what Schumpeter is saying here.
Schumpeter summarizes as follows.
Entrepreneurial profit is a surplus over costs.
From the standpoint of the entrepreneur, it is the
difference between receipts and outlay in a business,
as we have already been told by a long line of eco
nomists. Superficial as this definition is, it is
sufficient as a starting point. By 'outlay' we
understand all the disbursements which the entrepre
neur must make directly or indirectly in production.
To this must be added an appropriate wage for labor
performed by the entrepreneur, an appropriate rent
for any land which may chance to belong to him, and
finally a premium for risk. On the other hand I do
not insist here that interest on capital should be
excluded from these costs. In practice it is in
cluded in them, either visibly or, if the capital
belongs to the entrepreneur himself, by the same
accounting method as wages for his personal work or
rent for his own land (p. 128).
Given the very special meaning that Schumpeter has assigned
to the term "entrepreneurial profit," it is remarkable how
acceptable this passage is, even with reference to "entre
preneurial profit" as that term was understood, for example,
by Hermann.

CHAPTER 21

FRANK H. KNIGHT (1885-

)

Frank H. Knight has written so much on the subject
of profit that any consideration of his work, kept within
reasonable bounds, would have to be selective.

This study

of what Knight has contributed to the development of the
concept of entrepreneurial profit will limit itself primarily
to a consideration of Knight's text, Risk, Uncertainty and
Profit, and his article on "Profit" in the Encyclopaedia of
the Social Sciences (Knight 1934).

Knight's text, first

published in 1921, was later re-issued and reprinted, with
out change, in 1933, 1940, 1948, and 1957.

The Preface to

the First Edition and Knight's subsequent Prefaces to the
re-issue of 1933 and the reprintings of 1948 and 1957 are
all included in the reprinting of 1957 (Knight 1957).
The curious thing about Knight's work is the way in
which he is continually making one or more clear statements
and then following through with a statement that is less
clear.

The idea clearly set out in the earlier exposition

becomes lost in the later one.

Two examples of this, shown

in detail, will bring out some of his clear statements as
well as some that can be criticized.
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After having stated in the Preface to his text that
his purpose is to make "a fuller and more careful examination
of the role of the entrepreneur, or enterpriser, the recog
nized 'central figure' of the system, and of the forces which
fix the remuneration of his special function" (1957, p. ix),
he makes the following statements.

"The theoretical dif

ference between the probability connected with an estimate
and that involved in such phenomena as are dealt with by in
surance is ... of the greatest importance, and is clearly
discernable in nearly any instance of the exercise of
judgment.

Take as an illustration any typical business

decision" (p. 226).

"The business man himself not merely

forms the best estimate he can of the outcome of his actions,
but he is likely also to estimate the probability that his
estimate is correct" (p. 226).

Both of these statements are

precise, and both (if we stop short of Shackle) correct.
Shortly thereafter, however, he makes the following state
ment.

"The best example of uncertainty is in connection with

the exercise of judgment or the formation of those opinions
as to the future course of events, which opinions (and not
scientific knowledge) actually guide most of our conduct"
(p. 233).

In formulating his statement in this way, he has

lost both the fact that he is supposed to be talking about
the exercise of judgment by a business man and the fact that
an exercise of judgment by a business man is not "as to the
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future course of events" (p. 233) but as to the "probable
outcome" of some "proposed course of action" (p. 226).
Another example lies in the following.

In his arti

cle, one finds the following fairly clear statement.
In the United States . . . it is a common practice
among economists to use the expression pure profit
and make it refer to the income of the business
after deduction of wages and rent or interest at
competitive rates for all the human and property
services employed in the enterprise, including both
those actually paid for in the market and a virtual
wage or interest or rent for the services furnished
by the owner himself (1934, p. 482).
Note that reference is here to the owner.

The failure to

identify the expression "pure profit" with the established
expression "entrepreneurial profit" (established in German
usage since 1832) can probably be forgiven.

A little later,

there is a reference to a theory of profit which attempts to
identify a "form of service of which profit is the remuner
ation, a service which can be rendered only by the owner of
an enterprise and cannot be paid for in the form of a wage
or salary" (p. 483), thus emphasizing the contrast between
the owner and anyone who is hired.

Yet, when Knight comes

to summarizing his own theory, his summary reads as follows.
A view of profit combining the conceptions of
risk, of economic change and of the role of busi
ness ability has been elaborated by F. H. Knight.
It begins by pointing out that uninsurable risk
is in fact associated chiefly with economic change.
When a change results from conscious innovation,
the risk itself is conceived of as error in de
cisions, sharply contrasted both with chance in
gambling devices and with the hazards covered by
insurance. It is pointed out that if the manager
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were completely and accurately informed on every
matter connected with his decisions he would never
incur losses, and if all competitors were so in
formed he would have no opportunity to make gains.
The connection of profit with change is simply the
fact that decisions of a managerial sort either
produce changes or involve adaptations to change
or both (p. 484).
The reference to the manager incurring losses and making
gains is a complete misuse of the word "manager."

Knight,

in his text, explicitly contrasts the work of the hired
manager and that of the independent enterpriser (1957,
p. 297-298).

Surely Knight does not want us to consider the

manager to be the owner, unless he is specifically referred
to as the "hired manager."
The really interesting thing about Knight's work is
the way in which, even as early as 19 21, he saw that pro
duction decisions had to be concerned with something more
than a process of production leading to a sale of goods to
consumers.

They also had to be concerned with the creation

of new capital goods (see 1.5.3). The two striking refer
ences in his 1921 text are the following.
The burning question in practice is, what form
of new capital goods shall be created, where, by
what methods, etc. The answer is an exercise of
judgment of far the highest type called for in the
business world (1957, p. 325).
The borrower for the purpose of creating new capi
tal equipment must estimate in physical terms the
results of his constructive operations, the physical
output of his equipment after it is in use, and both
the cost and the salability of that product, all of
which are in the future by the interval required to

construct the equipment in addition to the period
of production in the industry (p. 3 27).
This problem continued to receive Knight's attention.
Knight's "Preface for the Reprint of 1948" (1957,
p. xxxvii-li) contains a statement of how he came to the
opinion that the "view of production" he had previously
worked with was in error.
The text develops the theory of "risk, uncertainty
and profit" from the standpoint of a commonsense
view of production, according to which the "entre
preneur" buys productive services at a given time,
and converts them into a product which he sells at
a subsequent time. This view suggests a kind of
"period of production", though it is not committed
to the theory found in germ in Ricardo and developed
and popularised by Btthm-Bawerk. By the early 19 30's
I had become convinced that this view of production
and of capital is fallacious, and began to publish
articles arguing the point. I also recognised that
the change of view called for a re-statement of my
theory of risk and uncertainty (p. xxxviii).
In a footnote in a 193 5 article in the Economic Journal
(1935), this had been expressed as follows.
The theory of profit developed in my book on
Risk and Uncertainty rests upon the general view of
the entrepreneur or business unit buying productive
services "now" and selling the products in the
future, and the theory needs to be entirely re
worked. Profit must be computed with respect to
some definable basis, either a dated interval of
time, or a particular item of product, or to a pro
ject or venture somehow defined. It is, of course,
the first of these which is actually and in general
necessarily adopted. In any case, the essentials
work out in the same way. The crucial element in
the profit problem in a society in which capital is
employed has to do with asset values. It is a
question of (expenditures and receipts and of) the
relative value of assets at the beginning and the
end of the accounting period (p. 79-80).
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No objection whatsoever can be made to any part of this
statement.

All of this is a recognition of, and an attempt

to deal with, the problems involved in the calculation of
the rate of profit over a period of time in production
processes where there are not only possibilities of profit
and loss on a production process of the original simple form
(where the entrepreneur "buys productive services at a given
time, and converts them into a product which he sells at a
subsequent time"), but also possibilities of profit and loss
on the construction, and even on the mere acquiring and
holding, of capital goods.
That Knight was unsuccessful in working out his
analysis of this problem does not in the least detract from
the fact that he recognized it and tried to deal with it.
It is suggested by the writer that there is no possibility
of a satisfactory solution to this problem other than through
an appreciation of the fact that everything in connection
with an entrepreneur has to be thought through first in
monetary terms.

CHAPTER 22

KNUT WICKSELL (1851-1926)
AND
KEYNES OF THE TREATISE
Wicksell, in his Geldzins und Gdterpreise, Jena,
1898, translated into English as Interest and Prices (1936),
has a Chapter 8, entitled "The Natural Rate of Interest on
Capital and the Rate of Interest on Loans," which opens as
follows, "There is a certain rate of interest on loans which
is neutral in respect to commodity prices, and tends neither
to raise nor to lower them" (p. 102).

This is worded

slightly differently a few pages later.

"At any moment and

in every economic situation there is a certain level of the
average rate of interest which is such that the general level
of prices has no tendency to move either upwards or down
wards" (p. 120).

On the earlier page (p. 102), this

"neutral" rate is characterized as necessarily the same as
"the rate of interest which would be determined by supply and
demand if no use were made of money and all lending were ef
fected in the form of real capital goods," with the ad
ditional statement that "It comes to much the same thing to
describe it as the current value of the natural rate of
interest on capital."

On the later page (p. 120), Wicksell

says of his neutral rate, "This we call the normal rate of
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interest.

Its magnitude is determined by the current level

of the natural capital rate, and rises and falls with it."
This is followed by a somewhat longer statement which reads
as follows.
In the interests of accuracy, we have purposely
avoided the statement that for the maintenance of
stable prices it is necessary that the money and
natural rates should be e^ual. In practice they are
both rather vague conceptions, if it is a general
mean level that is under discussion, and their exact
determination, even from the theoretical point of
view, involves great difficulties. On the basis of
one definition it would be correct to speak of an
absolute equality between the two rates; according
to another it would be a question of the constancy
of the excess of the natural rate over the money
rate, corresponding to the unavoidable risks of
enterprise and the like. The essential point is
that the maintenance of a constant level of prices
depends, other things remaining equal, on the mainte
nance of a certain rate of interest on loans, and
that a permanent discrepancy between the actual rate
and this rate exerts a progressive and cumulative
influence on prices (p. 120-121).
The explantion of this reference to prices becomes apparent
a few pages later, when we see that it was Wicksell's under
standing that changes in the physical rate of flow of pro
duction, in actual practice, were rather unimportant.
If entrepreneurs continue, ... to realise some
surplus profit of this kind, the result can only be
to set up a tendency for an expansion of their ac
tivities. I emphasise once again that so far it is
purely a question of a tendency. An actual ex
pansion of production is quite impossible, ....
The impossibility under normal conditions of a
general expansion of production is, I think, demon
strates" by the figures of unemployment at different
periods, recently collected in various countries.
The average number of unoccupied workers is rela
tively small, about 1 per cent (p. 143).
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. . . when the lending rate of interest remains
permanently above the natural rate, . . . entrepre
neurs . . . will suffer losses, .... To prevent
this, they will desire to confine their activities
to the more profitable channels, and there will be
a corresponding contraction in their demand for
labour and land. But workers and landlords will
respond by scaling down their claims for wages and
rents, and on the whole activity will be maintained
at its former level (p. 149).
Under these circumstances, a loan rate above or below the
"neutral" rate would mean this progressive and cumulative in
fluence on prices.
It is also necessary to remark that Wicksell's analy
sis is basically in terms of a technical production simple
enough for it to be possible to think of all of production
as roundabout production leading to the sale of goods to
consumers.^

This way of thinking is also evident in a state

ment in Wicksell's later Lectures on Political Economy, Vol.
II.

Money, published in Sweden in 1906 and in English trans

lation in 19 35.

"Any theory of money worthy of the name

must be able to show how and why the monetary of pecuniary
demand for goods exceeds or falls short of the supply of
goods under given conditions" (1935, p. 159-160).
1. This does not preclude the use of factors of pro
duction to create what Wicksell calls "rent-earning goods,"
"products of man's labour that have a very high and sometimes
unlimited durability," such as "houses, streets, railways,
canals, certain improvements in land, certain kinds of
machines" (1936, p. 126), for the reason that creation of
goods of this type adds no perceptible complexity to the
way the organization of production operates. On this, see
also Chapter 41.
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If (planned) Saving and (planned) Investment are
suitably defined (see Appendix A), their equality would mean
a situation where entrepreneurs as a whole were being moti
vated neither to try to do more, nor to try to do less, and
this—again with suitable stipulations—would mean no change
in prices as a whole.

Hence a rate of loan interest such as

would bring no change in prices could equally well be said
to mean an equality of (planned) Saving and (planned)
Investment.
It is this connection that Keynes makes in the
Treatise O.930a).
Wicksell conceives of the existence of a 'natu
ral rate of interest1, which he defines as being the
rate which is 'neutral' in its effect on the prices
of goods, tending neither to raise nor to lower them,
and adds that this must be the same rate as would
obtain if in a non-monetary economy all lending was
in the form of actual materials. It follows that if
the actual rate of interest is lower than this prices
will have a rising tendency, and conversely if the
actual rate is higher. It follows, further, that so
long as the money-rate of interest is kept below the
natural-rate of interest, prices will continue to
rise—and without limit (p. 197).
. . . if we define Wicksell's natural-rate of inter
est as the rate at which Saving and the value of In
vestment are in equilibrium . . ., then it is true
that, so long as the money-rate of interest is held
at such a level that the value of Investment exceeds
Saving, there will be a rise in the price-level of
output as a whole above its cost of production,
which in turn will stimulate entrepreneurs to bid up
the rates of earnings above their previous level, and
this upward tendency will continue indefinitely so
long as the supply of money continues to be such as
to enable the money-rate to be held below the naturalrate as thus defined (p. 197-198).
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In the Treatise, Keynes proposed to mean identically the same
thing by three expressions: (1) the money income of the com
munity, (2) the earnings of the factors of production, and
(3) the costs of production (1930, p. 123).

This proposed

equality of money income and the costs of production, by the
fact that this precludes there being in the costs of pro
duction any element of quasi-rents going to a partial re
duction of the book value of the asset rather than to income
(see Chapter 44), confirms that Keynes1 model also is one of
a production simple enough to be thought of as a roundabout
production leading to the sale of consumer goods to con
sumers.
In his concept of income, Keynes includes "the normal
remuneration of entrepreneurs" (p. 123), which he defines as
follows.
I propose to define the 'normal' remuneration of
entrepreneurs at any time as that rate of remuner
ation which, if they were open to make new bargains
with all the factors of production at the currently
prevailing rates of earnings, would leave them under
no motive either to increase or to decrease their
scale of operations (p. 124-125).
He then continues.
Thus, when the actual rate of entrepreneurs' re
muneration exceeds (or falls short of) the normal as
thus defined, so that profits are positive (or nega
tive), entrepreneurs will—in so far as their freedom
of action is not fettered by existing bargains with
the factors of production which are for the time
being irrevocable—seek to expand (or curtail) their
scale of operations at the existing costs of pro
duction (p. 125).
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It must be noted that this concept of the "normal"
remuneration of entrepreneurs, which Keynes has here defined,
is a concept relating to the aggregate of entrepreneurs'
remuneration.

Two assumptions will permit this "normal"

remuneration of entrepreneurs (as an aggregate) to represent
as well the aggregate of what entrepreneurs had expected.
The first is that the entrepreneurs, who, at that particular
moment and in the aggregate, are under no motivation either
to try to expand or to try to curtail, are being subject to
no change in the considerations that might motivate them,
other than that expressed in their individual "remuner
ations," or "gains," being better or worse than what they
had expected.

The other is that the elasticity of entrepre

neur response to better or worse remuneration is the same for
all.

With the addition of these two assumptions, Keynes1

"income," as he defines it, which is stated to be identical
with "the earnings of the factors of production" and "the
cost of production" (p. 123), is identical also with a cost
of production defined as all costs other than the remuner
ation of the entrepreneurs plus the aggregate of what each
individual entrepreneur had expected.

Alternatively, the

cost of production (and income and earnings) could be defined
on the basis of entrepreneurial profits expected, with
Keynes' definition of the "normal" remuneration of the entre
preneurs requiring only these two assumptions for it to be
always true.
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The operative word in the last paragraph quoted above
(from p. 125) is the word "seek."

If, faced with momentarily

unchanged supply prices for factors, entrepreneurs seek (say)
to expand the scale of their operations, the result could be
pure price rise (which is the assumption in the Wicksell
model), or any combination of some increase in real terms and
some price rise, all the way to a practically nil price rise
(as would be the case when there are "unemployed" factors
"open to engagement at existing factor prices").

The one

thing that is certain is that, if entrepreneurs seek to ex
pand the scale of their operations, the flow rate of their
activity in monetary terms will expand.

If entrepreneurs

seek to curtail their scale of operations, and they are not
bound by contracts, similar results may be expected to fol
low, in the opposite direction.

Keynes has this motivation

toward change resulting from the entrepreneurial remuneration
of all entrepreneurs taken together being better or worse
than "normal" profits, or from output being sold for more,
or less, than "cost," the two being equivalent.
Keynes has his interest in all entrepreneurs seeking
to do more, or seeking to do less.

He therefore defines a

concept of "the Profits" as the difference between the actual
remuneration of all entrepreneurs (taken as sale proceeds
less costs other than entrepreneurs' normal remuneration)
and their normal remuneration (p. 124).

This definition,

coupled with his definition of the normal remuneration of
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entrepreneurs, brings the consequence that positive Profits
means that entrepreneurs are being.motivated to seek to do
more, negative Profits, that entrepreneurs are being moti
vated to seek to do less, and zero Profits, that they are
being motivated neither to seek to do more nor to seek to do
less.
With the two assumptions suggested above, all that
Keynes says about his Profits becomes applicable to the
aggregate of entrepreneurial difference profits, defined,
for each individual entrepreneur, as the difference between
entrepreneurial profits received and the entrepreneurial
profits that had been expected.

Zero Profits means that the

aggregate of entrepreneurial difference profits is zero.
P rofits (in this Keynesian Treatise sense) in any positive
or negative amount means that the aggregate of entrepre
neurial difference profits is equal to that positive or nega
tive amount.
Expressing as "the aggregate of the entrepreneurial
difference profits" what Keynes has defined as "the Profits"
(but also in these pages several times refers to as
"profits") assumes even greater significance in connection
with the following statement which follows immediately the
paragraph in which Keynes has defined "the Profits."
Accordingly, whilst the amount of the entrepre
neurs' normal remuneration must be reckoned, whether
their actual remuneration exceeds it or falls short,
as belonging to the income of the individuals who
perform entrepreneur functions, the profits must be

124

regarded, not as part of the earnings of the com
munity (any more than an increment in the value of
existing capital is part of current income), but as
increasing (or, if negative, as diminishing) the
value of the accumulated wealth of the entrepre
neurs (p. 124).
If "the Profits," positive or negative, are not part of in
come and have to be considered as gains or losses in capital
account, this concept applied to the entrepreneurial differ
ence profits or losses of the individual entrepreneurs
requires that, even as the income of any individual entre
preneur is the entrepreneurial profit he had expected, so
his entrepreneurial difference profit or loss is not a part
of his income "any more than an increment in the value of
existing capital is part of current income," but has to be
considered as a gain or loss iri capital account.^
Of his term "the Profits," Keynes has the following
to say.

"It has been suggested to me that, owing to the

variety of ways in which the term Profits has been employed,
both by economists and in business usage, it might be better
to employ the term Windfalls for what I here call Profits"
(p. 125).

In fact, this concept of Keynes' has come to be

referred to as "Windfall Profits" (or, if negative, "Windfall
Losses").

The importance of this concept for the purposes

of this paper is that it represents the first bringing into
2. Hermann made this same observation, with respect
to entrepreneurial receipts better than expected (1832,
p. 205; see Chapter 11).
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general use of a concept representing the relationship be
tween actually received entrepreneurial profits and entre
preneurial profits that might have been expected (in this
case, expected because they were "normal").
A comment on Wicksell by Keynes is well worth
quoting.

It may serve, in some measure, as a justification

for the form, and title, given to this chapter.
There are many small indications, not lending
themselves to quotation, by which one writer can
feel whether another writer has at the back of his
head the same root-ideas or different ones. On this
test I feel that what I am trying to say is the same
at root as what Wicksell was trying to say (p. 198n).
Myrdal's criticism of Wicksell is that Wicksell's
"normal rate of interest" (understood by Myrdal as being
that loan rate of interest which brings the equilibrium
situation that Wicksell is interested in) (Myrdal 1939,
p. 38n) must, "according to Wicksell, (1) equal the marginal
technical productivity of real capital (i.e. the 'real' or
'natural' rate of interest); (2) equate the supply of and
the demand for savings; and, finally, (3) guarantee a stable
price level, primarily of consumption goods" (p. 37-38).
The position taken by this writer is that Myrdal, by
his discussion of these points, finished with a monograph
full of original contributions and of first degree im
portance.

But Myrdal, in discussing these points, discussed

ideas attributed by Myrdal to Wicksell, rather than ideas of
Wicksell.

Quite explicitly, Wicksell did not assume "that
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these three criteria for the normal rate of interest are
equivalent," as Myrdal states (1939, p. 38).

With regard to

points (1) and (3), Wicksell stated precisely that he had
"purposely avoided the statement that for the maintenance of
stable prices it is necessary that the money and natural
rates should be equal" (Wicksell 1936, p. 120).

And it was

Keynes, rather than Wicksell, who found a relationship be
tween stability in the price level and an equality between
"Saving" and "Investment," as then defined by him.

If this

is what Myrdal is thinking of in his point (2), is this not
a relationship suggested by Keynes, rather than an idea of
Wicksell?
The excellence of Wicksell can be confirmed by some
small quotes.

In Interest and Prices, first published in

1898, in discussing the stimulus that might bring entrepre
neurs to be willing to take loans, Wicksell observes that
such a stimulus "cannot possibly reside in anything else but
the hope of higher profits" (1936, p. 89), thus making ex
plicit reference to the fact that the direct stimulus which
motivates an entrepreneur toward change is the expectation
of higher, or lower, profits.

This expectation may be the

result of higher or lower just-being-received profits, but
it does not need to be.

On the same page is a reference to

the fact that a fall in the rate of discount "must, when it
has persisted long enough to exert a depressing influence on
long-term rates of interest, provide a stimulus to trade and
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production, . . . (p. 89).

Such a specific reference to the

long-term rate as the important operative rate is found
again in Wicksell's Lectures, Vol. II, first published in
1906.

Wicksell has been discussing the various reasons why,

in practice "the profits from the employment of capital it
self" and the money rate of interest will more or less coin
cide, and he concludes what he has to say, as follows.
A complete correspondence is of course not to be
expected, if only for the reason that profit on capi
tal is far from being a uniform conception, but
varies greatly in different undertakings according
as they are more or less successful. In addition
there is the difference between interest on short
and interest on long dated loans, of which only the
latter corresponds to the real rate (1935, p. 191).

CHAPTER 23

SIR RALPH G. HAWTREY (1879-

)

Hawtrey, in his The Art of Central Banking (1932),
written shortly after the publication of Keynes' Treatise,
gave some rather detailed attention to the particular inter
mediate steps that follow when the total flow of the demand
for produced goods, in monetary terms, is less or greater
than the total costs of the produced goods coming up to the
line of sale.

In doing this, he happens to have given a

particularly descriptive name to that particular intermediate
step (the step now generally referred to as a draw-down, or
back-up, in inventories) which has achieved a rather special
importance in the standard Keynesian model that has come out
of the General Theory.
A situation of the total flow of the demand for pro
duced goods in monetary terms being (say) insufficient to
cover the total costs of the goods coming up to the line of
sale has the possibility, for a short while, of either of
two alternative results, or of a combination of the two.
Such a deficiency in Demand"*" can result in a back-up in
inventories.
1.
this term.

Or the deficiency can be accomodated by selling

See Chapter 9 for an explanation of this use of
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the product coming up to the line of sale at prices suf
ficiently low so that the product is sold at less than cost
but moves across the line of sale at the same physical rate
of flow as it is coming up to the line of sale.

In this

second case, there is no back-up (or draw-down) in inven
tories, but entrepreneurs will be making "losses" equal to
the amount of the deficiency in Demand. These losses are
what Keynes in the Treatise suggested might be called nega
tive Windfalls (1930, p. 125), later coming to be known as
Windfall Losses (see Hawtrey 1932, p. 333).

Alternatively,

on certain assumptions (detailed in Chapter 22), it could be
said that the entrepreneurial profits of entrepreneurs as a
whole are, in this second case, less than expected by the
amount of the deficiency in Demand.

In more detailed terms,

if entrepreneurial difference profits or losses are defined
for each entrepreneur as the amount of his entrepreneurial
profit received less the amount that had been expected, the
aggregate net amount of entrepreneurial difference profits
and losses would be a loss, in the amount of the deficiency
in Demand. The concept of the entrepreneurial profit
expected requires definition.

For that purpose the propo

sition is offered, in the form of an assumption, that the
level of an entrepreneurial profit expected can, without
awkwardness, be considered to be that level of entrepre
neurial profit which, if received, will motivate the
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entrepreneur concerned neither to seek to increase, nor to
seek to decrease, the scale of his operations in monetary
terms.
Two things now need to be remarked.

First, accrual

to entrepreneurs as a whole of entrepreneurial difference
profits or losses, of a magnitude sufficient to cause entre
preneurs as a whole to seek to increase or to seek to de
crease the scale of their operations in monetary terms, would
be an economic phenomenon, an economic situation in a par
ticular economy at a particular moment of time, which would
have an existence completely independent of whether income
is defined (as it is in the Treatise) in such a way as to
include as entrepreneurial remuneration the amount expected
o
(an amount alternatively capable, as a first approximation,
of being considered as the "normal" amount), or is defined
(as it is in the General Theory) in such a way as to include,
as the income of the entrepreneurs, the amount of entrepre
neurial profits or losses actually received.

Second, an

excess of Demand, or a deficiency in Demand (in the meaning
here suggested) may, or may not, result in the practically
immediate receipt, by entrepreneurs as a whole, of entrepre
neurial difference profits or losses (Hawtrey 1932, p. 336337; see below), this despite the fact that, in all cases,
an excess or deficiency of a sufficient amount can be
2. The expansion of this concept, beyond the concept
of the "normal" amount, is taken up in Chapter 47.
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expected to begin without delay to motivate entrepreneurs as
a whole to seek to increase or decrease (as the case may be)
the scale of their operations in monetary terms.
The moment that attention is given to the matter, it
can be seen that how Savings is defined (the way in which
Savings is defined being a result of the way in which
"income" is defined) is irrelevant to the question at issue,
the question of whether or not entrepreneurs as a whole are
being motivated toward change.

It can be seen also that

whether or not entrepreneurial difference profits or losses
(for entrepreneurs as a whole) come into existence immedi
ately is irrelevant, for the reason that an excess of Demand,
or deficiency in Demand, will motivate toward change, whether
or not it results, for entrepreneurs as a whole, in entre
preneurial difference profits or losses.

Today, in fact, in

the conventional Keynesian analysis, the phenomenon of in
ventory draw-down, or back-up, is taken to be the motivator
par excellence.

Does this not suggest the usefulness of

some critical attention to the respective relationships be
tween the four steps in the operation under consideration?
1.

An imbalance between Demand and the costs of the
flow of produced goods coming up to the line of
sale.

2.

A draw-down, or back-up, in inventories.

3.

Price-change in the goods being sold, bringing
entrepreneurial difference profits or losses
to entrepreneurs as a whole.
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Entrepreneurs as a whole being motivated to seek
to do more, or to seek to do less.
Hawtrey's approach to the problem is revealed by a
passage wherein there is no problem of any definition of
terms.
Now if anything occurs to affect the demand for
goods of any kind or of all kinds, the first result
is an increase or decrease in sales at existing
prices, and therefore a decrease or increase in
stocks of the goods concerned. There is always some
interval of time before prices are adjusted, and the
interval may be considerable. And further an ac
celeration (or retardation) of sales of any product
tends to cause an increase (or decrease) in pro
duction, before any change is made in the price to
the consumer.
We have here a disturbance of equilibrium which
precedes any change of prices, and which therefore
precedes any windfall gain or loss and any differ
ence between saving and investment as defined by
Mr. Keynes.
Even if the change of prices begins at once,
still, so long as the change is not in proportion
to the change in demand, there will be a residual
effect on the volume of sales. The effect on pro
duction will depend not on the price movement alone,
but also on the acceleration or retardation of
sales (p. 336-337).
In Hawtrey's more detailed statement, a few pages later, it
should be noted that he uses the term "capital outlay" to
mean planned investment carried through, and the term "in
vestment" to mean such planned investment, carried through,
plus or minus any unplanned changes in inventories.

He uses

"savings" as that term was defined in the Treatise, to wit,
the amount not spent from an "income" which includes "normal"
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entrepreneurial compensation and excludes "unexpected" entre
preneurial gains and losses.
An important part of Mr. Keynes's theory of
savings and investment is the doctrine that a de
cision to save is, from the social point of view,
abortive, unless accompanied by a corresponding
decision by entrepreneurs to invest. It produces no
increment of wealth unless the equivalent investment
occurs, for the increment of wealth is_ investment.
But we now find that what the entrepreneurs de
cide is not the amount of the increment of wealth,
but the amount of capital outlay. If capital outlay
does not keep pace with savings, while investment
does, the result is that part of the increment of
wealth is represented by unsold goods. To that ex
tent the savings are abortive, for the unsold goods
are a mere embarrassment. They may be counted as
wealth, and indeed are available for consumption,
but ex hypothesi they are not being consumed, and
their effect must presently be a reduction of output
and a fall of prices. It is only the fall of prices
(which, when it comes, tends to stimulate the con
sumption of the redundant goods) that brings about a
deficiency of investment according to Mr. Keynes's
definition.
When the state of demand and supply calls for a
rise or fall of prices, but no rise or fall actually
occurs, and there results a decrement or increment
of stocks of goods, we may say that there is a
"virtual" rise or fall of prices. A virtual rise or
fall of prices involves a departure from equilibrium,
since an increase or decrease of stocks of goods
cannot continue indefinitely, and it must be cor
rected sooner or later. Unless the change in demand
and supply proves to be transitory, either there must
be an increase or decrease of output, or the virtual
rise or fall of prices must give place to an actual
rise or fall.
An excess of investment over capital outlay
means simply a virtual fall of prices. An excess of
' savings over investment, a windfall loss, means an
actual fall of prices. We might perhaps regard the
former as a modification of the latter. In Mr.
Keynes's analysis the windfall loss is the precursor
of a reduction of output. When the virtual fall of
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prices takes effect directly in a reduction of out
put, this might be treated as an abridgment of a
more complex process starting with the virtual fall
of prices, continuing with an actual fall and ending
with a reduction of output (1932, p. 348-349).
What Hawtrey has done here is to call attention to the fact
that Step 2 must be recognized as a separate event, even
though it can always be expected to move into Step 3.

When

Step 1 moves into Step 2, but has not yet moved into Step 3,
Hawtrey has suggested that Step 1 could be said to have re
sulted in a virtual rise or fall in prices.

The logical

extension of that suggestion is the proposal here made, that
when Step 1 moves into Step 2, but not yet into Step 3, it
is equally useful to say that it has resulted in virtual
windfall gains or losses.

CHAPTER 24

JOHN MAYNARD KEYNES (1883-1946)
OF THE GENERAL THEORY
What Keynes offers in The General Theory of Employ
ment , Interest and Money (1936) that is important to this
paper are two ideas.

Both are set forth in fair detail, in

a little more than two pages, in the material with which he
starts his Chapter 11, entitled "The Marginal Efficiency of
Capital."

For convenience, this material is here reproduced.

When a man buys an investment or capital-asset,
he purchases the right to the series of prospective
returns, which he expects to obtain from selling its
output, after deducting the running expenses of ob
taining that output, during the life of the asset.
This series of annuities Q]_, Q2 • • . Qn it is con
venient to call the prospective yield of the invest
ment.
Over against the prospective yield of the invest
ment we have the supply price of the capital-asset,
meaning by this, not the market-price at which an
asset of the type in question can actually be pur
chased in the market, but the price which would just
induce a manufacturer newly to produce an additional
unit of such assets, i.e. what is sometimes called
its replacement cost. The relation between the
prospective yield of a capital-asset and its supply
price or replacement cost, i.e. the relation between
the prospective yield of one more unit of that type
of capital and the cost of producing that unit,
furnishes us with the marginal efficiency of capital
of that type. More precisely, I define the marginal
efficiency of capital as being equal to that rate of
discount which would make the present value of the
series of annuities given by the returns expected
from the capital-asset during its life just equal to
its supply price. This gives us the marginal
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efficiencies of particular types of capital-assets.
The greatest of these marginal efficiencies can then
be regarded as the marginal efficiency of capital in
general.
The reader should note that the marginal ef
ficiency of capital is here defined in terms of the
expectation of yield and of the current supply price
of the capital-asset. It depends on the rate of re
turn expected to be obtainable on money if it were
invested in a newly produced asset; not on the his
torical result of what an investment has yielded on
its original cost if we look back on its recrod after
its life is over.
If there is an increased investment in any given
type of capital during any period of time, the mar
ginal efficiency of that type of capital will di
minish as the investment in it is increased, partly
because the prospective yield will fall as the supply
of that type of capital is increased, and partly be
cause, as a rule, pressure on the facilities for
producing that type of capital will cause its supply
price to increase; the second of these factors being
usually the more important in producing equilibrium
in the short run, but the longer the period in view
the more does the first factor take its place. Thus
for each type of capital we can build up a schedule,
showing by how much investment in it will have to
increase within the period, in order that its mar
ginal efficiency should fall to any given figure.
We can then aggregate these schedules for all the
different types of capital, so as to provide a
schedule relating the rate of aggregate investment
to the corresponding marginal efficiency of capital
in general which that rate of investment will es
tablish. We shall call this the investment demandschedule; or, alternatively, the schedule of the
marginal efficiency of capital.
Now it is obvious that the actual rate of current
investment will be pushed to the point where there is
no longer any class of capital-asset of which the
marginal efficiency exceeds the current rate of in
terest. In other words, the rate of investment will
be pushed to the point on the investment demandschedule where the marginal efficiency of capital in
general is equal to the market rate of interest
(p. 135-137).
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A certain amount of interpretation of this material is needed
for the purposes of this paper.

The writer is not unfamiliar

with the plethora of comment that has been offered on the
content of this chapter, but such interpretation as is here
offered is rather of the nature of exegesis, an interpre
tation of a passage drawn in essence from a consideration of
the text itself, a search for the meaning of a passage,
rather than a comment on whether or not what is said is true.
The primary purpose of this Chapter 11 is to es
tablish the concept of "the investment demand-schedule; or
alternatively, the schedule of the marginal efficiency of
capital."

After such a schedule is conceptually established,

the conclusion is drawn that "the rate of investment will be
pushed to the point on the investment demand-schedule where
the marginal efficiency of capital in general is equal to
the market rate of interest."

In this paper, the italicised,

small-case letter r will be used to mean "that market rate
of interest to which reference is made on p. 137 of the
General Theory.11
A differentiation has been made by Lerner between
the concept of "the marginal efficiency of capital" and "the
marginal efficiency of investment" (1916, p. 335f).

This

differentiation has been picked up by, among others, Ackley
(1961, p. 481-485).
here.

A different interpretation is offered
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"The marginal efficiency of capital," as that phrase
is used by Keynes, has reference to a magnitude expressed in
the same form as is the magnitude of the loan rate of inter
est.

The very essence of what Keynes has to say here is

that, at all times, it can be expected that it will be true
that "the marginal efficiency of capital in general is equal
to the market rate of interest" (p. 137).

The "investment

demand-schedule" is a schedule that relates each of various
possible flow rates of projected capital investment (each a
flow magnitude expressed either in wage units or in money
terms) to the particular market rate of interest that can be
expected to bring out that flow rate of capital investment.
The "schedule of the marginal efficiency of capital," con
tains exactly the same figures, looked at in a different way.
Looked at in this different way, each of the various possible
levels of "the marginal efficiency of capital," that would
result (in the sense of being the level applicable to the
current forward-planning-period) from various flow-rates of
capital investment, is related to the particular flow-rate
of capital investment that would bring into existence that
particular level for "the marginal efficiency of capital."
While the expression, "the marginal efficiency of
capital," has reference to a condition that will apply to
such "embodied" capital as is in existence as well as to
such "embodied" capital as is just being brought into ex
istence, the numerical value of "the marginal efficiency of
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capital" will always be simply "the market rate of interest."
This is the basic idea that is presented in Chapter 11 of
the General Theory.
jected.

It has to be either accepted, or re

There is no middle ground.

Keynes' expression,

"the investment demand-schedule," to which "the schedule of
the marginal efficiency of capital" is an alternate, brings
to attention the fact that opportunities for investment con
stitute a demand-schedule.

The expression, "the marginal

efficiency of investment," would seem to be a meaningful,
and acceptable, designation for this schedule, even as the
word "demand" is the accepted way of making reference to a
"demand schedule."

Then "the M. E. I. Curve" would consti

tute an explicit designation for this schedule, when it is
portrayed as a plane curve.
The second important idea in this Chapter 11 is
Keynes' demonstration of how the "current value" of a pro
jected investment is calculated, given the "prospective
yield" of the investment as a series of Q's, and given the
interest rate (or discount rate) from which the current value
of each of these Q's can be calculated.

Because Keynes had

enough problems in this chapter, he omitted drawing attention
to the fact that his Q's in this chapter are "certainty
equivalent" values.

That this is the case is obvious from

the fact that Keynes' final concept, his "investment demandschedule," is related to "the market rate of interest."

140

That these Q's are "certainty equivalent" Q's is confirmed
by a note that comes very early in his text.

Discussing the

proceeds which an entrepreneur may expect to receive on a
projected operation, Keynes says, "By his expectation of
proceeds I mean, therefore, that expectation of proceeds
which, if it were held with certainty, would lead to the
same behavior as does the bundle of vague and more various
possibilities which actually makes up his state of expec
tation when he reaches his decision" (p. 24n).

CHAPTER 25

GUNNAR MYRDAL (1898-

)

Myrdal, in his Monetary Equilibrium,"'" makes two
separate contributions to the development of the concept of
entrepreneurial profit.
The whole of the idea of a differentiation between
"the ex-ante calculus," and ex-post quantities that are fixed
and certain, because they relate to the past, needs less than
a page for its presentation.
Looking backward on a period which is finished,
the terms mean actually realized returns, costs, Sc.,
as those items are registered in the bookkeeping of
business. In such an ex post calculus there is, as
we will later show, by necessity an exact balance
between the invested waiting and the value of gross
investment. Looking forward there is no such balance
except under certain conditions which remain to be
ascertained. In the ex ante calculus it is a ques
tion not of realized results but of the anticipations,
calculations and plans driving the dynamic process
forward (Myrdal 1939, p. 46).
All great ideas are simple.

A man, standing at a

moment of time, can look back over a period of time that runs
to the infinite past.

Or, he can look forward over a period

of time that runs to the infinite future.

More usually, when

he looks forward, he will contemplate what might happen over
1. Published in Swedish in 1931, in German in 1933,
and translated and published in English in 1939.
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various finite periods.

Doing this, his view of any such

period of time will be from a moment prior to any part of
the period, hence an ex-ante view.

If we say that he does

this, there will come subsequently a moment of time, at or
subsequent to the end of any such period, when he has the
possibility of looking backward at that period, viewing it
from a moment of time subsequent to any part of the period.
For this reason this second view is called an ex-post view.
Ohlin has suggested (1937, p. 61) that a useful period of
time to work with would be one terminating with the entre
preneur making some new decision.

The excellence of this

suggestion lies in the fact that the making of a decision is
an act that is instantaneous.

This gives the useful result

that any such period can be of any length, but will start
from an instant of time and finish at an instant of time.
The second contribution of Myrdal is his calling
attention to the fact that, in addition to the possibility
of entrepreneurs making gains or losses in processes of pro
duction finishing with the sale of goods to consumers, there
is a possiblity of entrepreneurs making gains or losses in
production leading to the creation of fixed assets and in
the acquiring and holding of such fixed assets.
Three kinds of gains and losses should be dis• tinguished.
(1) Capital gains and capital losses proper.
They arise out of changes during the period in the
anticipations of the entrepreneurs in regard to

future revenues and costs. The value of real capital rises or falls as an immediate reflex of such
changes. For capital value is in theory nothing
else but a sum of discounted expectations of future
revenues and costs. If these changes of antici
pations relate only to the revenues and costs which
accrue after the period under consideration, the
resulting capital gains and losses do not indicate
a difference between the yields ex post and ex ante.
For although the capital value at the moment of the
change in the anticipations increases or decreases
with the amount of the gain or the loss, the rate
of anticipated value-change, and consequently the
net return, rises or falls correspondingly. The
ratio between the net return and capital value is
therefore the same ex post and ex ante. We have
assumed here unchanged expectations of the rate of
interest.
Even if the anticipations of future revenues and
costs remain the same, capital gains and losses of
this kind can, however, arise, if the expectations
of future interest rates—which are the discount
factors—change. Then the rate of value-change
alters too, and consequently the capital value, the
anticipations of future yields being adapted to the
new expectations of the future rate of interest.
Finally, the expectations of revenues and costs as
well as of the future rate of interest can change
simultaneously. This, however, is only a compli
cation of calculation.
(2) Gains or losses in revenues and costs. They
also arise out of changes in anticipations, but di
rectly in connexion with the actual realization of
the revenues and costs concerned. They arise if the
latter prove, at the time of their maturity, to have
a value different from that at which they were esti
mated in the previous anticipations. This must
regularly be the case in so far as revenues and
costs have not been anticipated with full certainty.
The gain or loss consists then in the fact that the
capital value at the time of the realization of the
expected revenue or cost elements did not fall or
rise in proportion to the revenue or the cost, as
naturally would have been the case if the revenue or
cost element had corresponded exactly to the value
of the expectations in the ex ante calculation.
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(3) Investment gains and investment losses.
These arise if the capital goods just being con
structed have, at the moment when they are ready for
use, a capital value which is larger or smaller than
the total cost of construction. The expectations of
such investment gains or losses by the entrepreneurs
form the profit motive in the course of Wicksell's
dynamic process. In this connexion, where we are
discussing only the yield of existing capital goods,
we may disregard them (Myrdal 1939, p. 60-61).
A little later in the work, reference is made again
to these three kinds of gains and losses, in a somewhat more
condensed, and hence somewhat different, wording.
. . . In the preceding chapter we have distinguished
three kinds of gains and losses:
(1) capital gains and capital losses which arise
because the entrepreneurs' anticipations of future
revenues and costs change—hence the capital values
of existing real capital increase or decrease even
though the revenues or cost of the period just ended
do not change;
(2) revenue and cost gains, or losses, which
arise because the revenue and costs actually real
ized during the period show a positive or negative
divergence from the value at which they have been
estimated in the preceding anticipations;
(3) investment gains and investment losses which
are the differences between the realized values of
the newly constructed real capital and their antici
pated [sic] cost of production (Myrdal 1939, p. 116117).
The text in Monetary Equilibrium reads here as shown.

Check

ing with the German text (Myrdal 1933, p. 428) reveals that
the German text at this point makes reference to "production
costs," and not to any anticipated "cost of production."
The sense requires that the reading be "cost of production,"
and that is the reading on p. 61 (see above), where the
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words used are "the total cost of construction."

It would

appear therefore that the introduction here of the word
anticipated is simply an error.
In Myrdal's phraseology, revenue-and-cost gains or
losses refers to gains and losses in processes of production
finishing with the sale of goods to consumers, investment
gains and investment losses refer to gains and losses in
production leading to the creation of fixed assets, and
capital gains and capital losses refer to gains and losses
deriving from the acquiring and holding of fixed assets
already earning rents or quasi-rents.

In this last case (in

Myrdal's listing, the first case), Myrdal remarks only the
possibility of capital gains and capital losses.

He fails

to give attention to the fact that it is logically necessary
to assign a certain income gain to entrepreneurial per
formance in this area, which would mean, as well, providing
some theoretical basis for a calculation by which a determi
nation could be made as to whether such an expected income
gain was just achieved, was exceeded, or failed of achieve
ment by some amount.

The problem of the calculation of

expected entrepreneurial profits and of the difference be
tween expected and received profits in this area of entrepre
neurial activity is one of the problems to which this dis
sertation is addressed.

The writer knows of no previous

attempt to deal with this problem.
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Myrdal was the first to give consideration to entre
preneurial gains and losses in this area, but he did not get
beyond calling attention to capital gains and losses.

His

material was published in Swedish in 1931, in German in 1933,
and in English in 1939.

The writer, in material written in

1937, but not published in the United States until four years
later (Freeman 1941), called attention to an element of
entrepreneurial gain in this area, of such a nature as to
warrant it being classified as income; but, as is shown in
the passage quoted below, he was unsuccessful at that time
in solving the problem of how such a gain could be set up as
income.
It has already been remarked that the Capital
value of nearly all Producers' Fixed Wealth is lower
than it otherwise would be, because of a taking into
consideration of the possibility of a change for the
worse in the Rent Earning Ability of such Producers'
Fixed Wealth (whether through a changed demand for
goods, through the exceptionally violent effect which
a fall in the Market Bond Rate has on Producers'
Fixed Wealth of a low Economic Rent, or for any other
reason). This means that the Negative Investment in
such Producers' Fixed Wealth (which Negative Invest
ment will be equal to the Rent currently earned by
such Producers' Fixed Wealth less interest at the cur
rent Market Bond Rate on the Capital Value of that
Wealth) will be sufficient to provide for a fall in
the Capital Value of such Producers' Fixed Wealth,
over each time interval, greater than that which will
actually occur if no particular change for the worse
in the Rent Earning Ability of that Producers' Fixed
Wealth actually takes place. Hence the holding of
such Producers' Fixed Wealth, as a usual matter, re
turns to its Owner an extra bit of profit, at the end
of each time interval, which represents a provision
for a fall in the Capital Value of that Producers'
Fixed Wealth which did not actually take place.
Profits of this nature may well be termed 'Owners'
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Profits'. A re-checking of the several pertinent
definitions will reveal, however, that these Owners1
Profits are not a part of Income, and that they must
therefore be considered as a subdivision of Profits
in Capital Account (Freeman 1931, p. 374n).
Myrdal's comments on Wicksell's concepts in Geldzinz
und Gtlterpreise (Wicksell 1936) have been given consideration
in Chapter 22.

CHAPTER 26

THE ENTREPRENEUR AND THE MODERN CORPORATION
Robert A. Gordon merits special mention as an out
standing example of a writer who has shown an awareness that
a good deal of the problem of profit theory lies in the fact
that the subject matter to which the theory would have to be
applied has undergone and is undergoing change.

He is known

particularly for the attention he has given to the location
of the entrepreneurial function in the modern corporation
(1936a; 1936b), but he reaches an answer which has to be
judged simply wrong.
In his article in the Quarterly Journal of Economics
(1936a), he states a preliminary conclusion in the following
terms.
The writer does not believe that any concept of
the entrepreneurial function can be complete, or
even very useful, unless the definition of that
function encompasses the active decision making and
responsibility for policy which is involved in con
trol over the allocation of the factors of production
and in the direction of the productive process.
This is what is usually meant by 'entrepreneurial
control,' and it is this which is implied in our
conception of responsible business and financial
leadership. Some such concept of entrepreneurial
control is held even by those who emphasize the sup
posed risk bearing aspect of the entrepreneur's role
(p. 653).
By emphasizing "control" rather than "ultimate responsi
bility," he coins the expression "entrepreneurial control,"
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and then moves immediately to an identification of the
"entrepreneurs" with "those in control of industry."
A point which has been almost completely neg
lected in the literature on enterprise and profits
is that practically all our profits theories assume,
at least tacitly, an association of entrepreneurial
control and ownership such as is found in the indi
vidual proprietorship. Only under such an assump
tion can the residual income of ownership, some part
or all of which is what is usually meant by 'profits,'
be said to accrue to the 'entrepreneurs'; i.e. to
those in control of industry. If this is not the
case, entrepreneurial control may be exercised by
other than those who receive the residual 'profits'
of ownership. In other words, where ownership is
dissociated from entrepreneurial control, 'profits'
in the usual sense go to others than those who are
the entrepreneurs (p. 653).
His conclusion is stated in the following terms.
The modern corporation needs to be reconsidered. It
is clear that the great body of passive stockholders,
the chief recipients of ownership income, have
little to do with active control, and that we must
look elsewhere for the true entrepreneur. It is the
present writer's opinion—but proof must await more
detailed analysis—that much of the entrepreneurial
function in the 107 companies here studied is exer
cised by one or at most a few important executives
(p. 654).
In terms of the concepts introduced in this paper (see 1.4
and

1.5.5), these executives are not entrepreneurs, but make

"delegated entrepreneurial decisions."

In making these deci

sions and in taking the action necessary to carry them out,
these executives are taking "entrepreneurial action," in that
the action taken is action taken under the authority of and
for the account and risk of one or more entrepreneurs, to
wit, the body of stockholders of the corporation in whose
name the action is taken.
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Gordon's emphasis on control is continued in his
later, and better known, contribution to Explorations in Eco
nomics (1936b).
In the modern large corporation, the non-con
tractual income usually called profits still goes,
with some slight qualifications, to the owners. But
these owners are for the most part merely passive
suppliers of capital, who, though they bear the
risks, exercise no real control (p. 312).
He proposes that "an adequate concept of the entrepreneurial
function must be formulated" (p. 313), and goes ahead as
follows.
This is necessary not merely to explain profits but
to take account of the fact that joint production
for a market in a dynamic world requires a guiding,
integrating, and initiating force. The exercise of
this force toward productive ends is essentially dis
tinct both from routine labor (mental or physical),
on the one hand, and from the supplying of resources
(with or without contractual guarantees), on the
other. It is this type of productive activity which
has always called for analysis in our discussions of
responsible business and financial leadership; and
it is this, it would seem, which may most properly
be regarded as the entrepreneurial function (p. 313).
To this comment, he appends the following note.
Some readers may question this unqualified
identifying of entrepreneurship with 'control.' If
'entrepreneur,' however, is to have any meaning and
usefulness as an economic concept, it is difficult
to see how it can fail to encompass the active exer
cise of business leadership toward productive ends.
Such leadership is usually, as a matter of fact,
tacitly assumed in our use of the term 'entrepreneur.'
Some may wish to add risk-bearing to control, but
risk-bearing is attached fundamentally to ownership
of resources that can be risked, and such ownership
is not, under modern conditions, a sine qua non of
control (p. 314n, 315n).

151

One rather compelling reason why this proposed usage is a
poor one is that Cantillon's concept of an entrepreneur is
here totally lost.

An equally basic reason is that it is

unnecessary.
A different approach had already been proposed by
Ben W. Lewis, in his review article "Berle and Means on the
Modern Corporation" (Lewis 1935).
.. .. . there is reason to believe that the effect of
of the modern corporation on the traditional theory
of entrepreneurial profits (which the authors feel
has been particularly devastating) has been, in
fact, to clarify rather than to destroy. It is by
no means clear that the functions of the entrepre
neur per se, whether he appeared in the person of
the sole owner of a single proprietorship or as one
of thousands of common stockholders in a billiondollar corporation, have ever been properly con
ceived to be other than to make the final, ultimate
decisions inseparably connected with the original
commitment of capital to enterprise in anticipation
of a non-contractual return and to accept the risk
of losing that capital. With rare exceptions, any
single stockholder has never^ been able to exercise
formal decisive control over corporate policy, and
he has always shared proportionately in profits
regardless of the use he chose to make of his
fractional control privileges and quite irrespective
of any more remote 'influence' which he was in a
position to exercise. The large modern corporation
has, in certain instances and by the use of particu
lar devices, removed even the group of stockholders
a step farther away from the firing line of control,
but in so doing it has not stripped them of any
function peculiarly entrepreneurial in character.
Indeed, the very essence of entrepreneurial 'control'
is its non-delegability—its non-separability from
the performance of the function of bearing entre
preneurial risk. And if responsibility, as the
necessary concomitant of control, be taken as the
test, it does not appear that the mechanism of the
new corporation has freed the corporate entrepre
neur from any significant economic responsibilities
(p. 551).

In a later article, entitled "The Corporate Entre
preneur" (Lewis 1937), evidently written partially in
response to the position taken by Gordon, Lewis continues
this same approach.

The article starts as follows:

This paper is concerned generally with the
function of the entrepreneur as a final functional
agent of production and recipient of a final
functional share of income, and particularly with
the manifestation of entrepreneurship in the cor
porate form of business organization. Dr. R. A.
Gordon, summing up the implications of his recent
article in this journal dealing with stockholdings
and remuneration of American corporation executives,
states his belief that no concept of the entrepre
neurial function 'can be complete, or even very
useful, unless the definition of that function en
compasses the active decision making and responsi
bility for policy which is involved in control over
the allocation of the factors of production and in
the direction of the productive process' [Gordon
1936a, p. 653]. It is Dr. Gordon's tentative
opinion that much of the entrepreneurial function
in the one hundred and seven companies studied as
a basis for his article is exercised by one or at
the most a few important executives. In seeking an
answer to the question whether it is these latter
individuals who receive 'profits' or whether
'profits' accrue to the owner whose chief pro
ductive functions 'seem to be merely the supplying
of capital and the assumption of a certain degree
of risk,' Dr. Gordon suggests that profits be re
defined in a functional sense and that there be a
frank admission that income to 'passive owners is
not entrepreneurial income and may be to some extent
functionless in nature' [p. 654]. It will be the
contention of the present article that an accurate
(and useful) definition of the entrepreneurial
function will limit that function to (1) the taking
of responsibility of enterprise, i.e., willing that
enterprise shall go on; (2) such making of ultimate,
final decisions as can not be delegated, i.e., the
making of decisions inseparably connected with
original investment in enterprise in anticipation
of a contingent, residual return; and (3) bearing
of the peculiar uncertainties—necessary to the
institution, and inevitable in the case of business

enterprise—which derive from the fact that no other
functional agent has promised the entrepreneur to
repay his investment or to pay him any return thereon
I believe that this definition of entrepreneurship
can be applied completely and usefully irrespective
of the form of business organization involved, and
that the corporation, far from exploding and dividing
the concept of entrepreneurship, serves really to
clarify and to make more distinct its exact nature.
It is my belief that the entrepreneur is a final,
ultimate agent of production, coordinate with the
laborer and capitalist of traditional economic
theory, and that the entrepreneurial function does
not change its essential character simply because it
happens to be performed within the framework of the
corporation instead of within the single proprietor
ship. Because of the increased functional speciali
zation induced by the scale of operations which the
modern corporation permits, the distinctive character
of the entrepreneurial function is there thrown into
clear relief. In my judgment the development of the
modern corporation has not produced a split of the
entrepreneurial function into passive ownership and
active decision making but, rather, has stripped
from the composite entrepreneur-laborer, embodied in
the owner of the single proprietorship, the second
of his joint functions, leaving him clearly to per
form his function within the framework of the corpo
ration as an entrepreneur per se (p. 535-537).
In the case of the single proprietorship the
entrepreneur, as above defined, is located in the
owner—the single proprietor. That this same indi
vidual typically performs other functions of active
decision making which, if he should so choose, he
could hire others to perform for him, neither adds
to nor detracts from his function as an entrepreneur.
As a matter of fact, if the sole owner of a single
proprietorship, having decided to make his invest
ment, proceeds thenceforth to depart for destina
tions unknown for an indefinite period and to turn
over the entire inauguration and conduct of his
enterprise to a salaried manager, he would be no
less an entrepreneur. His is the responsibility
for willing that the enterprise shall be of a given
character and that the active decisions shall be
made by a person of his choosing (or in whose choice
he is willing to acquiesce), and his is the bearing
of the peculiar uncertainty involved in committing
his capital without promise of income or repayment.
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In the case of the partnership, entrepreneurship would seem to be located in the partners.
For the reasons indicated in the discussion of the
single proprietorship, it is of no significance
that the partners may, as between themselves, make
various arrangements regarding preferences and
amounts in the division of their partnership income;
the partners are equally entrepreneurs from a
functional viewpoint as long as the distinct total
income which they jointly anticipate and which
prompts their efforts is residual in character.
Similarly, in the case of the corporation, the
entrepreneur is located in those persons whose
functional income is contingent and residual in the
sense that no claim for income arises until all
other functional claims are discharged, and par
ticularly in that no absolute promise for its pay
ment is made by any other functional agent.
Typically, thus, the corporate entrepreneur will be
located in the common stockholder (p. 537).
Two other excerpts are offered.
There may be point, in the case of a particular
enterprise, or for purposes of the technique of wage
payments in general, or even for the purpose of the
theory of wages, to attempt distinctions between
labor of the 'active decision making' kind and manual
or routine labor. It is submitted here, simply, that
if the function is hireable it is not entrepreneurial
in character (p. 538-539).
Nor is the stockholder any less an entrepreneur
because under the corporate device he enjoys limited
liability; the extent of his possible loss is limited,
but the nature of the uncertainty he bears is no
different from that borne by any single proprietor
(p. 542).
This is all so close to what is said in this paper that com
ment here is not needed.

This material of Lewis's came to

the attention of the writer only during the last stages of
the writing of this paper, and served as confirmation,
rather than as a source of, the ideas here presented.

CHAPTER 27

THE CONCEPT OF k
Myron J. Gordon and Eli Shapiro, in an article first
published in Management Science in October 1956 and later
republished as "Capital Equipment Analysis, the Required
Rate of Profit" in The Management of Corporate Capital
(1959), addressed themselves to the problem of the rate of
profit to be used in capital budgeting.

Noting that "the

objective of a firm is the maximization of the value of the
stockholders' equity" (p. 142), they quote with approval the
proposition that "this objective is realized in capital
budgeting when the budget is set so as to equate the marginal
return on investment with the rate of return at which the
corporation's stock is selling in the market" (p. 143).
This last concept, the concept of "the rate of return at
which the corporation's stock is selling in the market," is
then reworded as "the rate of profit that.is required by the
market" (p. 143).

With reference to the rate to which refer

ence is made, they write as follows.

"At the outset it

should be made clear that our objective is not to find the
rate of profit that will actually be earned by buying a
share of stock. . . . The profit of interest here is a
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relation between the present known price and the expected
future dividends" (p. 144).
Four years later, Solomon, in his The Theory of
Financial Management (1963), introduces the rate k with the
statement, "Let the rate k measure the degree of uncertainty
attaching to the estimates underlying the expected flow of
benefits . .

(p. 21).

Thus used, k becomes the desig

nation of a "risk-adjusted discount rate," for use in any
risk-adjusted calculations of present worth.

A little

further on, Solomon writes, "The definition of k as the cost
of capital is only one way of expressing its nature and
function and perhaps it is not the most useful way" (p. 27),
but he goes ahead to say, "But the cost of capital is the
only description which focuses on the way k is derived and
therefore insists that it must be set in accordance with
conditions at which the enterprise is able to obtain funds
in the capital market . . ." (p. 28).
In view of the above, the following proposals would
seem justified.

The rate-of-profit k can be taken as

representing "the cost of capital" for purposes of capital
budgeting in a corporation, because it represents the
expected rate-of-profit on the stock of that corporation
that is "required by the market."

When so used in capital

budgeting in any corporation, it certainly represents a
"risk-adjusted discount rate," and, as such, it would repre
sent the rate-of-profit expected on a capital project entered
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into on the basis of its use as a risk-adjusted discount
rate.

It becomes quite logical, therefore, to think of k as

the "risk-adjusted discount rate" used in any particular
judgment of a capital project.

And, as stated at the start,

k represents the rate-of-profit expected by the holders of
any particular corporation stock.

This leads to the inter

esting conclusion that k can be used to represent the rate
of capital-profit expected to be earned on any putting of
free funds into an operative unit of embodied fixed capital,
and, equally well, to represent the rate of capital-profit
expected to be earned on acquiring and holding, or simply on
holding, shares of stock in a corporation.

CHAPTER 28

6. L. S. SHACKLE (1903-

)

Shackle has written much that is interesting and
that invites serious study.

Only one of his ideas, together

with a subordinate idea that is ancillary to it, is presented
in this chapter.
It is a commonplace of man's thinking to associate
the future with uncertainty.

With the statement that "an

entrepreneur buys at a certain price in order to sell at an
uncertain price," there are no difficulties, either with
whether the statement is true, or as to the meaning of the
words in the statement.

Nor is there any difficulty with

the statement that, when an entrepreneur buys something at a
certain price, he does this having in his mind some view of
the future.

The point about which Shackle has something to

say is as to the nature of what it is that the entrepreneur
sees, when he "looks forward" at the future.

The essence of

what Shackle has to say about entrepreneurial decision seems
to this writer to be that he wants to substitute, for the
idea that the future is uncertain because it has not yet
happened, the idea that it is uncertain because the acts
that will help to create it have not yet been decided on.
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Shackle, in his Decision, Order and Time (1961), is
concerning himself with the idea of decision, and offers the
proposition that the decision he is interested in is "nonillusory, non-empty," and "non-powerless."

It is "choice,

but not choice in the face of perfect foreknowledge, not
choice in the face of complete ignorance."

It is "choice in

the face of bounded uncertainty" (p. 5).
The outcomes by comparison of which an act is
chosen from amongst rival acts must be imagined out
comes. ... At the moment when the decision-maker
is free to choose between acts, and still able to
create for them fresh imagined outcomes, the future,
which will be partly created by this choice and a
million similar contemporary ones made by other decision-makers, does not yet exist (p. 9).
Men imagine outcomes which come into their minds we
know not whence; these outcomes can be new in the
most absolute and radical sense, untraceable to the
individual's past or present, sprung from nowhere.
If these can steer his choice of act, the decision
to perform that act can be properly called creative
(p. 10).
To play its part in decision, imagination must be
constrained to be congruous with what the decision
maker knows of the nature of things in general and
of human nature; and constrained also to be con
gruous with the time available for transformation of
the actual situation at the decision-maker's present
into his desired situation at its specific calendar
location. . . . Imagination constrained to congruity
with what seems in some degree possible we shall call
expectation (p. 11, 13).
All this is summarized by the following statement.

"The

standpoint we have adopted, if one more repetition can be
forgiven by the reader, is that the future is not there to
be discovered, but must be created" (p. 16).
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To the writer, these passages seem to increase, by a
whole order of magnitude, the possibilities of understanding
the "entrepreneurial function."

The one addition that could

be offered to Shackle's presentation is to remark this par
ticularly significant reality, contained within the concept
of "decision-making."
decision-making.

Some creation of the future is in all

But if we exclude the area of political

decision-making, the decision-making most responsible for
creating the future in which we live is that which takes the
form of the making of entrepreneurial decisions (now-a-days,
mostly "delegated entrepreneurial decisions"; see 1.4).
The question at issue, in terms of this paper, is the
degree to which an acceptance of the ideas offered here by
Shackle would carry with it the necessity for a re-writing
of this paper.

The answer is that, with the saving feature

of Shackle's concept of the "Neutral Outcome" (p. 123f),
Shackle's elaboration of the actual nature of a decision
maker's expectations fits without difficulty into the whole
body of "the theory of entrepreneurial profit," up to this
moment.
Shackle's idea of the "Neutral Outcome" is introduced
with the following.
If we are to speak of outcomes as positively
good or bad, and not simply as better or worse than
each other, there must be some imaginable outcome
which the particular individual, in his particular
circumstances of some named moment, would consider
to be neither good nor bad but neutral. In calling
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an outcome good or bad, we mean simply that it is
so judged by the individual (p. 123).
Of the several tentative formulations offered by Shackle to
describe a neutral outcome, "one whose occurrence gives the
decision-maker neither pleasure nor pain to imagine"
(p. 125), seems the best.

If pleasure can be considered as

putting one in an "expansive mood," and if pain can be con
sidered to cause one's heart to contract (a Chinese ideograph
combination meaning "be careful"), the neutral outcome is
one which operates to motivate the decision-maker concerned,
in the phrase already familiar, "neither to seek to expand,
nor to seek to curtail, the scale of his operations."

In

those circumstances where a quantification of the concept is
needed, the "revealed magnitude" of the entrepreneurial
profit expected is again that amount which, when received,
will operate to cause a renewal of the same level of expec
tations and a lack of motivation, either to do more, or to do
less.

PART
III
THE STORY
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CHAPTER 29

THE EARLIEST CONCEPTS
When times were most primitive, no man had more stock
than what he needed to cover his possible consumption re
quirements.

Later, when someone got a little more, he began

to think of perhaps getting a revenue on a part of his stock
(see Chapter 7, Smith).
One way in which this could be done was by trading,
that is to say, by taking advantage of having in hand what
someone else wants, where and when he wants it.

Such trading

would include later the acquiring of goods, the possession
of which would make possible the acquiring of still other
goods.

Men who engage in this type of activity, and who

still do their basic thinking in terms of goods, could well
be called, simply, "traders."

The revenue they earn can be

called (after Smith) "the profits of stock"; and, since all
stock that is expected to afford its owner a revenue is
called "capital," these "profits of stock" could equally well
be called "capital profit."
Cantillon, circa 1733, wrote of those "entrepreneurs
or merchants" who "buy" and "pay a certain price" in order
to "resell ... at an uncertain price" (see 1.3). He thus
gave the name of "entrepreneurs" to a class of persons who
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buy in order to sell, and whose operations are characterized
by the fact that they start and finish with money.

When

Cantillon first called attention to this identifying feature
of the method of operation of these entrepreneur-merchants,
they had been using this method of operation already for
some centuries.

In fact, in Europe, "money-goods-money

thinking" began to characterize "distribution" after the
12th Century.

On the other hand, well into the second half

of the 18th Century, "production" continued to be character
ized by the more primitive "goods-money-goods thinking."
This being the case, the new method of thinking in distri
bution did not affect, to any significant degree, "the
organization of production by which men create the material
necessities of life."^

Because of this fact, there was, as

yet, no analytical need for any separate consideration of
the capital profits earned by these particular entrepreneurmerchants, as being in any way different from other capital
profits earned in real terms.
The essential first step toward an isolation of the
concept of entrepreneurial profit came with the coming into
existence of the practice of borrowing capital, that is to
say, of borrowing money and entering into an obligation to
repay a sum of money at a future time.

With this practice

1. The phrase is drawn from Marx, from the Author's
Preface to A Contribution to the Critique of Political
Economy (191871 first published in German Tn 1859.
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becoming widespread, there came into existence a "market
rate" of interest on money loans, and the observable fact
that this market rate of interest was less than the general
rate of capital profit.

With the observation of this dif

ference, it became possible to give consideration to what
was responsible for the difference.
An entrepreneur-merchant, doing business with bor
rowed capital, could see, if he thought about it, that what
he got paid for (what he did to earn the difference between
his "capital profit" and the cost of his "borrowed capital")
was (1) to make decisions relating to when, what, and how
much to buy, and where and when to sell, and (2) to carry
the financial responsibility for what came out of those de
cisions, when carried through into action.

Most certainly

he was not guaranteeing the lender against "possibilities of
loss arising from risk and uncertainty."

Rather, what he did

was merely to accept the consequences of those risks and
those uncertainties which arose from his own decisions,
carried through into action.
Smith, who published his Wealth of Nations in 1776,
did his basic thinking in real terms.

He did not, therefore,

come to the concept of entrepreneurial profit as a monetary
amount representing the difference between certain other
monetary amounts.

Nevertheless, Smith's clear exposition

(see Chapter 7) of what, in his opinion, did not belong in
his own concept of "profits of stock" serves as the first
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clear drawing of a line between what should and should not
be included in the concept of entrepreneurial profit.

Spe

cifically, he makes the point that "apparent apothecaries
profit" and the "apparent rate of profit earned by a merchant
in a small town" both include recompense for services the
compensation for which should be called "wages" and hence
that "apparent profits" must frequently be corrected by an
adjustment for such "wages," before they can be taken as ex
amples of "the profits of stock."

Also of importance is the

fact that Smith categorized the services of "inspection and
direction" as services not paid from his "profits of stock."
Because Smith did this, it is possible (when we come later
to discuss the moving out, from the concept, of successive
elements previously in the concept) to say that the concept
of entrepreneurial profit comes into existence with this
type of service to production excluded.
What Smith considers to be included in the concept
of "profits of stock," thereby causing the profits of stock
(or "capital profit") to be greater than "the interest of
money," is the reimbursement that has to be paid to the
person who "manages or employs" the stock, his service to
production consisting of the fact that he "runs the risk and
takes the trouble of employing it."

These words are few,

but they contain a correct indication of a remarkably large
part of what has to be said about the entrepreneurial
function.

The entrepreneur "takes the trouble" involved in
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"managing or employing" the stock.
the risk ... of employing it."

Additionally, he "runs

If we add to this the

familiar principal of management, that authority can be dele
gated , but responsibility cannot, the whole of one aspect of
the later development of the entrepreneurial function is
here envisaged.

This aspect consists of the progressive

delegation of authority to others to "take the trouble" of
"managing and employing" the stock, while the entrepreneur
continues to carry the responsibility for all action taken,
and hence to "run the risk" of the "employing" of it.
It is also worth remarking that Smith, when intro
ducing the concept of the "division of stock," makes refer
ence to that part of a man's stock from which he "expects"
C;

to get a revenue, thereby making explicit the idea that the
"profits of stock" actually come into existence in terms of
ex-ante thinking.

CHAPTER 30

THE ENTREPRENEUR-PRODUCER
Smith had made reference to an "undertaker" making
use of "an additional capital" to supply "his workmen with
better machinery" (1937, p. 326; see Chapter 7).

However,

writing in 17 76, he did not notice, or thought it unnecessary
to call attention to, the fact that such an undertaker would
be thinking in monetary terms.
Say, writing in 1803, showed himself aware of a new
class of "wholesale employers of industry, or entrepreneurs,
as they have been called" (1964, p. 315; see Chapter 8), thus
giving to these persons the name of entrepreneur.

He failed

however to identify the degree to which the operations of
his entrepreneur-producer were bringing into existence, and
had brought into existence, a number of things totally new.
He identified as "profits" the compensation received by this
"Master-agent, or entrepreneur"; but, dividing "the whole
revenues of the community" into the "profit of land," the
"profit of capital," and the "profit of labor," he identified
the compensation received by such an entrepreneur as a com
pensation paid for a "superior kind of labor" (p. 316-317
and 3 29-330; see Chapter 8), thus making it a part of the
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"profit of labor," and not a part of the "profit of capi
tal,'' and so falling behind something that Smith had already
achieved.
If it is accepted that the essence of entrepreneurial
action is that an entrepreneur pays out money in the expec
tation of getting back an amount of money in excess of what
he paid out, then it must be conceded that Say, although
using the word "entrepreneur," had no idea of the signifi
cance of what was being done by the very master-agents, or
entrepreneurs, whose role in production he was attempting to
analyse.

The significance of what they were doing was, of

course, the fact that the taking over of production by these
"money-goods-money"-thinking entrepreneur-producers (see
1.5.2) was changing the whole nature of the organization of
production.

Most noticeably new, and hence the first to be

observed, was the fact that, under the new conditions, the
total demand for all newly produced goods (the flow of de
mand in monetary terms) did not have to be equal to, and
could fail to be equal to, the total "cost" (in flow terms)
of the newly produced goods coming on the market for sale.
Since Say wrote what has come to be known as "Say's Law," in
1803, in answer to men in business who were saying that there
was a general deficiency in demand (Say 1964, p. 132), the
available evidence suggests that Say formulated and enunci
ated his "Law" (p. 133-135) only after it was no longer
true.

CHAPTER 31
THE CONTRIBUTION OF MALTHUS
Malthus followed Smith in meaning by the word
"profits" the profits of capital, rather than what is left
over when the interest of capital is deducted from the
profits of capital.

However, in his Principles of Political

Economy (1951), first published in 1820, he was explicit in
saying that such profits are "estimated by the money price
of the products compared to the money prices of the advances"
(p. 263; see Chapter 9).

He was thus well aware of the fact

that the profits he was thinking of came into existence as a
monetary amount deriving as the difference between other
monetary amounts.

He was also aware of the fact that demand

needs to be defined in monetary terms, and supply in terms
of "the quantity of the commodities for sale" (p. 61).

The

suggestion is offered that the word "Demand" (written with
an initial capital letter to signify an amount in monetary
terms, in this case, a flow amount) might be used to denote
Malthus' idea of the flow of demand in monetary terms (see
Chapter 9).

This concept of Demand could then be related to

"the quantity of the commodities" coming on the market for
sale, valued in terms of their "costs."
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As early as 1800 (see Chapter 9), Malthus had become
aware of the fact that it was possible to add pure money to
the demand for a certain type of goods, with the consequence
that the prices of these goods were raised, with the prices
of other goods being unaffected.

He was therefore ready, in

1820,-'- to see that, for some reason, there was enough of a
deficiency, in the total monetary demand for goods, to bring
the result that the whole flow of the supply of produced
goods coming up to the line of sale could not be sold for
prices sufficient to cover their costs.

And he was aware

that "ordinary profits are one of the necessary conditions
of the continuing supply of commodities and consequently one
of the elements of their ordinary cost" (p. 290).

The fact

that he offered a faulty analysis of why the total monetary
demand for produced goods was (in these terms) deficient, is
unimportant, compared with the fact that he recognized that
the existing situation was the result of just such a de
ficiency.

His thinking in this respect did not, of course,

get beyond the idea of all of production taking the form of
a production finishing with the sale of goods to consumers
(see 1.5.2).
1. Sismondi's work (Sismondi 1819), in which he
discussed the possibilities of "overproduction" and of a
"deficiency of demand," was published one year earlier.

CHAPTER 3 2

THE IDENTIFICATION OF ENTREPRENEURIAL PROFIT
Hermann identifies the "profit of production" as the
"excess amount of the price of the products over the amount
of capital expended for their production and bringing-tomarket" (1832, p. 145; see Chapter 11).

The concept has,

therefore, a content identical with that of Smith's "profits
of stock," except that Hermann's concept is explicitly de
fined as the difference between two monetary amounts.

He is

equally explicit in saying that what an entrepreneur allows
to himself in compensation for individual work is, like any
other wage payment, a part of his outlay of capital on pro
duction and not a part of the profit of production of which
he has just been speaking.
He states that an entrepreneur who works with the
capital of others "takes on a care which increases with the
size of the capital."

He continues as follows.

At the same time an entrepreneur guarantees a fixed
payment, while his profit depends upon fluctuating
prices. This double service he will not render
without being compensated. He demands from the
profit a share for himself, which compensates him
for this trouble and for the uncertainty of his re
ceipts. This part of the profit of a capital is
called the entrepreneurial profit (benefice). Only
the other part of the profit can be interest (p. 204205).
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The excellence of this statement justifies it being taken as
the identification of the concept of entrepreneurial profit.
Note, in the reference to a "double service," the degree to
which the content of the concept agrees with Smith's state
ment.
Why is it not possible to say that we have here,
taking Smith and Hermann together, a complete basic state
ment as to the content of the concept of entrepreneurial
profit?

It is calculated as the profit of the undertaking,

less interest on the capital made use of, such interest to
be calculated at the rate of interest at which capital is
loaned and borrowed.

The service for which such entrepre

neurial profit constitutes a payment is a double service:
(1) taking the necessary trouble, a trouble that increases
with the amount of the capital at risk; and (2) guaranteeing
a fixed payment to others, while what the entrepreneur will
get, after the others are paid, depends upon fluctuating
prices.
It should be noted that Hermann is here still
thinking of "capital interest" and not "money interest."

He

is not yet aware of the fact (probably because it was not,
as yet, generally a fact) that extra entrepreneurial profit,
for example, can come into existence from the rate of money
interest being temporarily below the rate of capital inter
est.
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Ricardo, through his intimate personal acquaintance
with the money market in London, remarked the fact that the
rate of interest on money loans can be temporarily, but not
permanently, out of line with "the rate of profit that can
be made by the employment of capital" (1911, p. 246; see
Chapter 10).

In this connection, it is interesting to

speculate whether Ricardo had here any inkling of the depth
of differentiation between such a concept as might be worded
as "the marginal technical rate of the productivity of real
capital" (Myrdal 1939, p. 37) and such a concept as might be
worded as "the rate of profit expected from a roundabout
process of production where profit is a monetary amount re
sulting from the difference between two other monetary
amounts."

It seems highly likely that he did not.

Hermann has it that expectations of a higher profit
(in this case, profit of capital) in a different line of
business will cause entrepreneurs to move out of the line
they are in and into the other line.

This is a concept of a

difference in the expected level of profits in two different
lines of business causing entrepreneurs to move from one line
of business to another.

But it is still one step short of

the idea that a particular level of expected profits (and,
in this case, it would have to be a level of expected entre
preneurial profits) might cause one entrepreneur, or entre
preneurs as a whole, to try to expand operations, or to try
to curtail them.
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Mangoldt, in what he says as regards the concept of
entrepreneurial profit in his Die Lehre vom Unternehmergewinn
(1855), is totally consistent with Hermann.

He draws the

word entrepreneur from the concept of an enterprise, which
consists of taking on, for one's own account, the direction
of certain factors of production for the purpose of carrying
out a production for the market, the results of which are
uncertain and hence are connected with more or less risk.
He who gives that direction and takes that risk is the entre
preneur, and what he gets for this is entrepreneurial profit.
Once again we have the double service, the giving of di
rection and the taking of the risk as regards the results.
Mangoldt also has something that can be interpreted as a
suggestion that unexpected profits should not be taken as
income (see Chapter 12).
Bfihm-Bawerk, around 1910 (see Chapter 14), re
affirmed that entrepreneurial profit is what is left, after
taking out of the surplus (Oberschuss) that amount repre
sented by interest at the generally prevailing rate on the
capital "invested."

CHAPTER 33

MILL AND MARSHALL
The non-acceptance of the concept of entrepreneurial
profit by British economists, at a time when that concept
was becoming quite well established among German writers,
can be illustrated by the positions taken with respect to
the subject of profit by J. S. Mill and by Marshall.
Mill, writing in 1848, states that "the gross profits
from capital" must suffice for three purposes.

"They must

afford a sufficient equivalent for abstinence, indemnity for
risk, and remuneration for the labour and skill required for
superintendence."

In the same paragraph, he does better, in

a rephrasing wherein his statement is that "the person who
practices the abstinence ... is remunerated for it by the
interest paid to him, while the difference between the inter
est and the gross profits remunerates the exertions and risks
of the undertaker" (1909, p. 406; see Chapter 13).

On the

next page, however, he reverts to his reference to "superin
tendence" and substitutes "insurance" for "indemnity for
risk."

What he says is that "the three parts into which

profit may be considered as resolving itself, may be de
scribed respectively as interest, insurance, and wages of
superintendence" (p. 407).
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Marshall, of the Principles, was unwilling to accept
either "the profits of capital" (a paraphrase of Hermann's
term "the profit of a capital" and the equivalent of Smith's
"profits of stock") or the idea of a compensation, in the
form of an entrepreneurial profit, to be paid for the special
service rendered by an entrepreneur.

What others called

"the profits of capital," capable of being separated into
"capital interest" and "entrepreneurial profit," he called
the "supply price of business ability in command of capital";
and, for that portion of this concept over and above the
portion identified as "the supply price of capital," he
offered the term, the "gross earnings of management" (19 20,
p. 313; see Chapter 17).

Later, there is a reference to

"the reward of managing ability and of enterprise, including
the bearing of risks" as included in, and as the approximate
equivalent of, this last concept (p. 582-583).

Still later,

there is reference to the services of "those who undertake
and manage business enterprises" in close association to
another reference to the "gross earnings of management"
(p. 596) and, two pages later, a reference to "the earnings
of business undertaking and management" as though it were a
single collective concept (p. 598).

Apparently, Marshall

was even satisfied to use the phrase "profits and the earn
ings of management" as expressing a single concept, as what
he had referred to by that phrase he, later in the same
sentence, renders as "profits."

The sentence reads as
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follows.

"And, since these disturbing causes affect profits

and the earnings of management in very different ways from
those in which they affect ordinary earnings, there is a
scientific necessity for treating differently profits and
ordinary earnings when we are discussing temporary fluctu
ations and individual incidents" (p. 619-620).
All this can be summarized as follows.

When Marshall

had something serious to say, as with his contribution to
the concept of "normal profits" (p. 618-619; see Chapter 17),
he thought in terms of the concept "the profits of capital."
When he separated interest out of this, he thought of the
remainder as the remuneration of "the services which are
rendered to society by those who undertake and manage busi
ness enterprises" (p. 596; see Chapter 17).

CHAPTER 34

THE WAGES OF A MANAGER
One of the serious difficulties encountered in any
analysis of the concept of entrepreneurial profit has been
the question of how to handle the compensation paid for
something which, at times, is done or has been done by the
entrepreneur himself, but which, after an elapse of time,
has come to be done, more or less characteristically, by
someone hired by the entrepreneur.

Historically this

question arose first with reference to the work of a hired
manager.

This problem is the kind of question to which no

satisfactory answer is possible, other than in terms of an
acceptance of the fact of change over time (see 1.6).
The answer to the problem can be found in Mangoldt's
Die Lehre vom Unternehmergewinn (The Theory of Entrepre
neurial Profit) (1855) (see Chapter 12).

The lead takes the

form of a simple statement that only when an entrepreneur
does something that he has to do himself, and cannot hire
done, is the compensation for such a performance to be in
cluded in entrepreneurial profit (p. 49).

The answer to the

problem lies in the fact that, over time, what an entrepre
neur has to do himself changes.

Mangoldt expresses this

idea, in its most general form, as follows.
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It depends solely upon the ctage of economic and cul
tural development in which a people finds itself
whether a capital or a work-performance ability can
be let out on loan to a third party, or can only in
one's own enterprise be made use of. From this it
follows that entrepreneurial profit in different
stages of development encompasses a different por
tion of the whole of income. The compensation for
performance-of-work and for utilization-of-capital
which in one period in fact belong to entrepre
neurial profit, show themselves in another as inter
est or wages (p. 164).
The "labour of inspection and direction" (Smith 1937),
p. 4b; see Chapter 7) has never been considered as something
the payment for which should be included in profit.

It is

difficult to think of the service of superintendence as some
thing that was ever incapable of being hired.

In what way

are the services of a "manager" something different?
The suggestion is offered that the role of a "mana
ger" is a concept with which business is quite familiar.
The idea of the owner-of-a-business hiring a manager to take
charge of that business and run it for the said owner is one
that offers no difficulties.

It is proposed therefore to

give consideration first to the role of "a hired manager"
and to hold for later consideration the role of the members
of the management staff of a corporation.

Marshall, in his

Principles (see Chapter 33), was quite possibly thinking of
both.

But there are cogent reasons for separating them.

That is why the title of this chapter is taken as "The wages
of a manager."

An acceptable alternative formulation for

"the wages of a manager" would be "managerial wages."
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The suggestion is made that there is a logical area,
or range, of action within which authority to act can be
given to a hired manager, and that it is useful to associate
the role of hired manager with persons hired to act within
that area or range.

What is suggested is that the term

"manager" be applied specifically to someone hired by an
entrepreneur with full authority to make all decisions re
lating to how something is to be done, once the entrepreneur
himself has made the decisions of what and how much (see
1.6.2).

In Smith's day, certainly, the services of a man who
could take on such a role were not generally available, and
there were few or none who were ready to hire him.

Hence it

can be said that what an entrepreneur did in deciding how,
as well as what and how much, was paid for by what he got as
profit.

Later, when managers began to be hired, it became

time to say that anything an entrepreneur did himself beyond
deciding what and how much had to be reckoned as a service
for which the entrepreneur had to reimburse himself, by a
payment of managerial wages, at the going market rate for
the services of a manager, before he calculated his (re
sidual) profit.
Marshall has to be given the credit for seeing that
something new had come into existence, but the device he in
vented for dealing with it (see Chapter 17) does not have to
be retained.

Following Mangoldt, once a service can be
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hired, payment for that service, even if it is payment by an
entrepreneur to himself, is an expense, and has nothing to
do with the entrepreneurial profit coming to an entrepre
neur.

J. B. Clark has to be given credit for the fact that,

as early as 1887, he was making reference to "the wage of
business management" (1887, p. 608; see Chapter 18). F. B.
Hawley, in an article written in 1892, commenting on B6hmBawerk's Capital and Interest (1890), writes, "Professor
BOhm-Bawerk is perfectly correct in his assumption that the
wages of management, although earned by intellectual rather
than physical exertion, are yet wages" (1892, p. 282).

CHAPTER 3 5

RISK-BEARING AND ENTREPRENEURIAL PROFIT
In an article written primarily for the purpose of
commenting on the ideas of F. A. Walker, F. B. Hawley, in
1890, wrote as follows.
Profit is simply the price paid by society for the
assumption of business risks, just as interest is
the price for accepting what Btihm-Bawerk calls
'future goods' in place of 'present goods.' If so,
'enterprise' is as well entitled as land, labor,
and capital to be considered a productive force
(p. 388).
This statement, and his subsequent writings on the same sub
ject, constitute a remarkable achievement.

A reading of the

excerpts from these writings assembled for the purposes of
this paper (see Chapter 16) is highly recommended.

Yet to

day, Hawley1s name has been practically forgotten.
Knight's treatment of Hawley (Knight 1957, p. 41-46)
is probably the best known, but it is most unhelpful to an
understanding of what it was that Hawley achieved.

For ex

ample, Knight himself makes reference to it being a "fact
that the risk involved in entrepreneurship is not and cannot
be a known quantity" (p. 44); but, in a statement that is
simply error, he says that Hawley treats risk "as a known
quantity," and that "he says this much explicitly" (Knight
1957, p. 45-46).

Knight's reference, in justification of
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this statement, is to a passage from Hawley which reads, "no
one, -as a matter of business, subjects himself to risk for
what he believes the actuarial value of the risk amounts
to—in the calculation of which he is on the average correct"
(Hawley 1907, p. 106).

The phrase, "what he believes the

actuarial value of the risk amounts to," does not carry the
suggestion that such "actuarial value" is a "known quantity."
In another instance, Knight simply misquotes what
Hawley said.

In this case, Knight quotes with approval an

alleged statement by Hawley to the effect that "the actuarial
risk of any given undertaking is not the same for different
entrepreneurs" (p. 45), when, in fact, what Hawley said was
"the actual risk of a given undertaking ..." (Hawley 1893,
p. 468).

If Knight had caught the use by Hawley in this

statement of the word "actual," he might have caught some of
the thought behind the statement.

Hawley seemingly is aware,

and Knight seemingly is not aware, that one of the charac
teristics of an entrepreneurial risk is the fact that an
entrepreneur, during the whole time of the running of the
entrepreneurial risk, is doing everything that is within his
power, and that his imagination suggests, to shift the ex
isting possibilities of profit and loss in the direction of
profit, and to prevent them from shifting in the direction
of loss.

It is the essence of an entrepreneurial risk that

it cannot have any known actuarial value.

CHAPTER 36

J. B. CLARK AND SCHUMPETER
J. B. Clark, in his article, "Profits under Modern
Conditions" (1887), moves smoothly from mention of Adam
Smith's idea of the "profits of stock," earned by a "capi
talist-employer," to the idea, of "more recent writers,"
that the "capitalist-employer" "performs two functions and
receives a reward in each capacity" (1887, p. 603; see
Chapter 18).

He continues.

"That which accrues to him as a

capitalist is interest; and that which comes to him as an
employer, or business manager, is known as entrepreneur's
profit," this last element beingJcomputed "by deducting from
his gross returns the interest on the capital he uses"
(p. 603).

The inclusion here of the words, "or business

manager," is perhaps intended to reflect the views of those
"more recent writers," rather than his own, as Clark moves
immediately to separate out everything that an entrepreneur
does that can be classed as labor, and introduces the idea
of the payment for this labor, when it is "directive labor,"
as being the "wages of business management" (p. 605-606).
Assigning to the entrepreneur "the responsibility of owner
ship," he then summarizes by calling attention to the fact
that "the. capitalist, the manager, and the owner of the
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product" perform three separate functions which "are dis
tinct" and that "the rewards attaching to them are equally
so" (p. 607).

Only a moment earlier, he has pinned down the

concept of "pure profit" by the following statement.
profit is the return of simple ownership.

"Pure

It is free from

all admixture of wages and interest" (p. 606).

He has the

fact that the entrepreneurial operation takes the form of
paying out money and getting back money.

"An employer buys,

sells and gets gain like any dealer in the street" (p. 604).
Having gotten this far, this well, where is it that
Clark gets into trouble?

Seemingly it comes from the fact

that he fails to see that an entrepreneur, or a "capitalistemployer," has to experiment with change.
by the following explicit statement.

This is made clear

"The elements that

constitute the cost of a product to a man who is to own and
sell it are fixed by conditions that he cannot change"
(p. 608).

If this were true, it would preclude any possi

bility of an entrepreneur experimenting with change, as he
would be doing if he decides to attempt mass production at a
cheaper price (see 1.6.1), on the expectation that the extra
quantity can be sold at prices that do not take away all of
the savings on the cheaper production.
In 1887, Clark was satisfied that "pure profit is a
vanishing sum" (1887, p. 613).

By 1899, he saw the possi

bility of entrepreneurs making what might be called the
profits of opportunity, profits deriving from an entrepreneur
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taking advantage of new possibilities.

"Because today

laborers are not getting the fruit of the improvement that
was made yesterday, employers can make something" (1899,
p. Ull).

This is the possibility of taking an early advan

tage of some new opportunity.

But Clark is seemingly quite

blind to the fact that "improvement" comes into existence as
successful experiment with change, that any experiment with
change always has the possibility of bringing losses rather
than profits, and that a risk of loss will not be accepted
if the expectation of gain does no more than just cover the
actuarial value of the risk (see Hawley 1907, p. 106).

Clark

apparently never changed the opinion he expressed in 1892,
"When all related facts are taken into account, it will be
found . . . that the carrying of business risks normally
yields a return that is equal to the true actuarial value of
the hazard" (1892, p. H5; see Chapter 18).

In 1927, he makes

reference to "the reward of a coordinating function, or the
function of hiring both labor and capital and getting what
ever their joint product is worth above the cost of the ele
ments which enter into it."

But he goes ahead to say that

this reward "would be nonexistent in an absolutely static
industry" and "comes into existence in consequence of the
changes with which social Economic Dynamics deals" (1927,
p. 85 j see Chapter 18).
Schumpeter also sees entrepreneurs as making profits
only by successfully taking advantages of opportunities,
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Schumpeter being satisfied that these opportunities come
only discontinuously and in bunches.

Observation would seem

to confirm that, in general, profits of significantly large
amount for the economy as a whole are made in connection
with surges of opportunity.

Schumpeter's interest is in

these surges of opportunity, because they bring new develop
ment, and because, characteristically, such development
"finances itself," through the fact that the profits deriving
from the development serve to repay the temporary credit
financing that made the development possible (see Chapter
20).

Even though Schumpeter defines "entrepreneurs" as those

individuals whose function it is to carry out new combi
nations (1934, p. 74; see Chapter 20), his concentration of
interest in development causes him to reach the conclusion
that, in the "Circular Flow of Economic Life," the entrepre
neur has no special function, "he simply does not exist"
(p. 76).

The interesting thing about Schumpeter's proposal,

that an entrepreneur never makes a loss (see Chapter 20), is
that it is not as odd as it seems.

If it is accepted that

unexpected entrepreneurial losses should be considered, not
as deductions from the total of income, but as losses in
capital account (see Chapter 22), there is here a basis for
Schumpeter's proposal that an entrepreneur may make losses
as a capitalist, but never as an entrepreneur.

CHAPTER 37

THE ANALYSIS OF MOTIVATION TOWARD CHANGE
Malthus' analysis of the situation he saw got no
further than a recognition of the fact that entrepreneurial
results for entrepreneurs as a whole could be less than
satisfactory, which is the same as saying that the flow of
demand, in monetary terms, for the newly produced goods just
coming up to the line of sale can be less than the "costs"
of those goods.
Wicksell was interested in the relationship between
money-interest and goods-prices.

Accepting the fact that

the rate of money-interest, or loan-interest, could be raised
or lowered by bank action, he followed the Ricardo position
that the rate of loan interest could not be permanently dif
ferent from that rate which would be in line with what could
be earned on the use of capital.

Should it happen that, for

any reason, the loan rate got away from such a criterion
rate, there would be an effect on entrepreneurial profits as
a whole such as to move entrepreneurial bidding for factors
in the direction of action which, assuming full employment,
would move goods prices in the direction that would bring
the loan rate back to the criterion rate.
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Keynes, in terms of a model which included the as
sumption of a technical production.sufficiently simple for
it to be possible to think of the whole of production as a
roundabout production finishing with the sale of goods to
consumers, expressed Wicksell's conclusions in terms of a
situation where imbalance would show as entrepreneurs as a
whole receiving more than enough, or less than enough, to
cover costs.

Having defined costs as including a "normal"

remuneration of entrepreneurs, and having defined this
"normal" remuneration of entrepreneurs as the one which, if
the entrepreneurs "were open to make new bargains with all
the factors of production at the currently prevailing rates
of earnings, would leave them under no motive either to in
crease or to decrease the scale of their operations" (Keynes
1930, p. 125; see Chapter 22), a situation where production
as a whole was being sold for more than enough, or less than
enough, to cover costs would mean, by definition, a situation
where entrepreneurs as a whole would be receiving "windfall
gains," or "windfall losses."
These last two terms are terms suggested by Hawtrey
(1932, p. 333), as more appropriately denoting what Keynes
in the Treatise proposed to call Profits, positive or nega
tive (1930, p. 125).

When desiring to call attention to the

fact that these terms refer to magnitudes quantified in
monetary terms, they can be written as "Windfall Gains" and
"Windfall Losses."

The term "windfall gains" is retained,
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in preference to the frequently used "windfall profits," in
order to retain the Keynesian position of the Treatise (1930a,
p. 124) that these "gains" should be differentiated from
"income."
Hawtrey gave detailed consideration to the steps of
change that follow when the flow of demand for produced
goods, in monetary terms, is more or less than the costs of
the flow of produced goods (see Chapter 23).

Remarking that

the first effect of a change in the flow of demand "is an
increase or decrease in sales at existing prices and there
fore a decrease or increase in stocks" (1932, p. 337), he
suggested that "When the state of demand and supply calls
for a rise or fall of prices, but no rise or fall actually
occurs, and there results a decrement or increment of stocks
of goods, we may say that there is a 'virtual' rise or fall
of prices" (p. 348).

In explanation of this suggestion,

Hawtrey offers the following.
In Mr. Keynes's analysis the windfall loss is the
precursor of a reduction of output. When the vir
tual fall of prices takes effect directly in a re
duction in output, this might be treated as an
abridgement of a more complex process starting with
the virtual fall of prices, continuing with an
actual fall and ending with a reduction of output
(p. 349).
To the writer, Hawtrey's suggestion here seems to be of such
a degree of usefulness as to warrant a further suggestion.
Even as an actual rise or fall of prices, from a level that
had represented (in the aggregate) sales at "cost," can be
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spoken of, without change in meaning, as a situation charac
terized by actual windfall gains or losses, so a "virtual"
rise or fall of prices could, on occasion, be usefully re
ferred to as a situation characterized by "virtual" wind
fall gains or losses.

CHAPTER 38

FINANCING CAPITAL FORMATION
WITH WINDFALL GAINS
Bringing into existence capital in real terms, an
event which by long tradition is referred to as "capital
formation," by events which start out as events purely in
monetary terms, is a part of the phenomena of the present
day which makes the present day what it is.

It merits at

tention because of its intimate association with the concept
of profit.
Hawtrey, in his analysis of the Treatise, called
attention to the fact that "the difference between saving
and investment is simply another name for the windfall gains
or losses or for the difference between prices and costs of
output" (1932, p. 336).

What he did not say was that "the

difference between prices and costs of output" has a mone
tary aspect and can be calculated as a monetary amount, but
comes into existence in real terms.

When there are windfall

gains, for example, they come into existence as capital for
mation, that is to say, as an increment to capital in real
terms.

What happens (in the simplest case, where there is

no saving from income) is that the outpayments of income
representing the costs of the total of output come back as
demand for that fraction of the total of output which
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represents goods created to be sold to consumers.

Thus less

than the whole of the total of output is sold for prices
sufficient to cover all of the costs paid out in the pro
duction of the total of output, so that a part of the total
of output, already in the form of real capital, is left in
the hands of the entrepreneurs, over and above the fact that
what they recovered from what they sold repaid them for the
whole of the costs they paid out.
Schumpeter is discussing the same phenomenon when,
in his discussion of the financing of development (1934,
p. 64 f; see Chapter 20), he calls attention to the fact
that the temporary credit financing that made possible the
development is characteristically repaid from the entrepre
neurial profits brought into existence by the activity
representing the development.

CHAPTER 39

NORMAL PROFIT AND EXPECTED PROFIT
An early concept of normal profit is that of Malthus,
who wrote in 1820 that "ordinary profits are one of the
necessary conditions of the continuing supply of commodities
and consequently one of the elements of their ordinary cost"
(1951, p. 290).

Marshall used, as a concept of "normal

profits," the profits which "a man of normal ability," "con
sidering what surplus is likely to be afforded by the re
ceipts of an undertaking over the outlay required for it,"
"expects in the long run for his venture," when he "is on
the margin of doubt whether to make the venture or not"
(1920, p. 618-619); s£e Chapter 17).

In both of these cases,

the profits referred to are the "profits of capital."
Keynes, in the Treatise (1930), defined his concept
of "the 'normal' remuneration of entrepreneurs at any time"
with respect to a result observable in the actions of entre
preneurs as a whole.

His concept is defined as follows.

I propose to define the 'normal' remuneration of
entrepreneurs at any time as that rate of remuner
ation which, if they were open to make new bargains
with all of the factors of production at the cur
rently prevailing rates of earnings, would leave
them under no motive either to increase or to de
crease their scale of operations (p. 124-125).
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An alternative formulation of this definition, which does
not change its content of meaning, would be:

"that rate

of remuneration which would leave entrepreneurs under no
motivation either to seek to expand, or to seek to curtail,
the scale of their operations in monetary terms."

This con

cept, defined with respect to "entrepreneurs," meaning the
aggregate of "entrepreneurs as a whole," needs to be supple
mented by a concept defined with respect to the individual
entrepreneur, which is also defined in such a way that the
aggregate of the magnitudes defined with respect to the
individual entrepreneurs will be equal to the magnitude de
fined with respect to the aggregate of the individuals.
Marshall's concept brings in the idea of the profit
expected by an individual entrepreneur in the form of the
profit expected "in the long run."

An improvement would be

a concept defined with respect to the profit expected from a
single operation.

The problem of formulating a concept of

the profit expected from a single operation can be met by an
acceptance of the idea that the level of entrepreneurial
profit expected which induced an entrepreneur to take on the
scale of operation, in monetary terms, that he took on can,
without error, be taken to be that level of entrepreneurial
profit which, received, leaves him without motivation either
to seek to expand or to seek to curtail the scale of his
operation in monetary terms (see Appendix A), in the absence
of anything motivating him to do more or less, other than the
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level of his just-being-received entrepreneurial profit.
The scale of his operations in monetary terms is best taken
as the rate of outflow of his "costs" in monetary terms.
Two stipulations are necessary to bring the aggregate
of this concept to be the equal of Keynes1 concept with re
spect to the aggregate of the entrepreneurs.

The most basic

is that the elasticity of entrepreneurial response, in terms
of acceleration or deceleration in the rate of the outpayment of "costs" in response to remuneration better or worse
than expected, can be taken to be the same for all.

The

other would be a stipulation which would have to be added to
Keynes' concept.

The stipulation would be that entrepre

neurs as a whole are not being subject to any motivation to
do more or less, other than such motivation as is contained
in the level of their just-being-received entrepreneurial
profits.
The careful, conceptual definition of the level of
entrepreneurial profit expected by an individual entrepreneur
makes possible the conceptual isolation of that amount of
entrepreneurial remuneration that can be included in the "in
come" to which an entrepreneur will apply his own personal
"consumption function."

Also, the concept, once formulated,

can be used with reference to entrepreneurial profit as it
appears in situations more complex than "investment" in a
process of production finishing with the sale of goods to
consumers.

Also, it can be used in connection with an
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analytical consideration of what Walker has contributed to
the concept of entrepreneurial profit (see Chapter 40,
below).
Myrdal's concept of the differentiation between the
view of an operation viewed ex ante and the view of the same
operation viewed ex post is still so new that a large amount
of analytical thinking has still not been adapted to it.

An

example lies in the fact that, inasmuch as nothing exists at
the time an entrepreneur enters into an operation except his
expectation of the outcome, he cannot be induced to enter
into the operation by anything other than his expectation of
the outcome.

Hence, what he gets in payment for taking on

the business is this expectation, and hence, all analytical
thinking should be in terms of the fact that an entrepre
neur's remuneration received has its operative significance
solely in the way in which it may (1) motivate his future
actions and (2) facilitate or put obstacles in the way of
those contemplated future actions.
Only in terms of "looking forwards" at a proposed
operation, as opposed to "looking backwards" at the completed
operation, can it be seen that "That which is rightly re
garded as interest on 'free' or 'floating' capital, or on
new [contemplated] investments of capital, is more properly
treated as a sort of rent—a Quasi-rent—on old [already
made, fixed] investments of capital" (Marshall 19 20, p. 412;
see Chapter 17).

CHAPTER UO

WALKER'S CONTRIBUTION
Walker's reference is frequently to the "employer,"
as for example in his reference to "business profits, the
remuneration of the employing class" (1887, p. 270), but
there is no doubt whatsoever that what Walker is concerning
himself with is the entrepreneurial profits earned by an
entrepreneur.

It would seem that Walker is "well known for

his separation of the entrepreneur function, thus emphasizing
it and dividing the 'profits' of Smith and Ricardo into
interest and entrepreneur's profits" (Haney 1936, p. 717).
The essence of Walker's proposition is that entre
preneurial ability is possessed by entrepreneurs in varying
degrees, and hence that the amount of entrepreneurial profits
earned by different entrepreneurs not only can be, but is,
different.

Hawley has a statement that both confirms and

expands this idea.

The statement is that, "the actual risk

of any given undertaking is not the same for different entre
preneurs, owing to differences among them in ability and
environment" (1893, p. 468).

By "environment," he is ap

parently referring to special ability in some given situ
ation.

According to Hawley, entrepreneurs "have always the

choice of. a number of undertakings; and they invariably
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select those for which they consider themselves to possess
special advantages" (p. 468).

Thus his proposition is that

the entrepreneurial ability of different entrepreneurs is
different, both in terms of greater ability than others in
special situations, and in terms of the possibility of having
a greater ability in any situation.
The general proposition can be clarified and made
more firm by use of the concept of expected entrepreneurial
earnings, as the price that induces an entrepreneur to take
on a particular piece of business.

The idea that makes this

concept more firm is the idea that an entrepreneur who has a
greater ability than others, with reference to a given pos
sible proposition, will not take on that proposition other
than on the basis of the expectation of an entrepreneurial
profit greater than the expectation of profit on the basis
of which others would take it on.

Part of Walker's original

proposition was that what might be called here "the base rate
of pay" was zero, in that there are entrepreneurs who stay
in business, as entrepreneurs, year after year, despite the
fact that what they get, over and above what they could have
earned by working for someone else, is zero or less than
zero.

To the writer, this seems true without question; but,

to the writer, it also seems true that whether or not it is
true is irrelevant to the correctness and usefulness of
Walker's proposition, that different entrepreneurs, in simi
lar situations, get different amounts of entrepreneurial
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profit, this proposition leading logically to the further
proposition that they must also expect to get different
amounts.
If this is true, any idea of "normal" profit is
useful only as a first approximation.

The situation, in any

economy, at any moment of time, is that a certain amount of
entrepreneurial activity, quantified for our purposes here
in terms of the flow rate of value-added "costs," is needed
to keep the economy going.

The entrepreneurial activity

needed to do this gets, in total, a certain payment, to wit,
the total amount of expected entrepreneurial profit associ
ated with the magnitude of entrepreneurial activity, in terms
of the flow of value-added costs, in monetary terms, that
keeps the economy going.

Different entrepreneurs, however,

get different shares of this total, not only in terms of the
relative magnitudes of their involvement (amount of capital
at risk, multiplied by some factor for degree of risk), but
also in terms of the relative habitual efficiencies (and
hence, expected efficiencies) of their entrepreneurial oper
ations.

CHAPTER 41

AN INVESTED-WORKING-CAPITAL ECONOMY
If entrepreneurial profit (ex-post) is defined as
capital profits less capital interest (Hermann), or as the
profits of capital less interest at the market rate on the
capital made use of (Bfihm-Bawerk), it is obvious that any
particular entrepreneurial profit will always be found to
have been associated with some particular bit of capital.
The same conclusion can be drawn from an alternative con
sideration.

If the compensation received by the entrepre

neur, as entrepreneur, comes to him in the form of entrepre
neurial profit, and the operation in which an entrepreneur
involves himself as an entrrpreneur takes the form of a
transformation of "fluid capital" into "invested capital"
and back again into "fluid capital" (see Chapter 17, Mar
shall), every entrepreneurial profit will be found to have
been associated with some particular bit of "invested capi
tal."

In this second formulation, the statement of the con

clusion is a little more restricted, due to the fact that,
once a differentiation has been introduced between invested
capital and fluid capital, it becomes evident that any
earning of entrepreneurial profit has to be associated with
some bit of invested capital, because fluid capital earns
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nothing more than interest.

Marshall's "fluid capital,"

representing "general purchasing power," is what we would
call today "cash balances"; and we are now aware (from
Keynes) that these balances earn an imputed income equal to
the market rate of interest.

These considerations serve as

justification for the working proposal that various kinds of
entrepreneurial profit can very logically be identified, and
characterized, in terms of the particular kind of capital
(in every case, "invested capital") with the "employment" of
which (Smith's term) the entrepreneurial profit is associ
ated.
The simplest kind of entrepreneurial profit is that
earned by an entrepreneur-merchant.

The simplest kind of

entrepreneurial profit earned by an entrepreneur-producer
would be that earned in a process-of-production finishing
with the sale of a readily saleable product.

Following a

line of thought based on the thinking of Marshall (see Chap
ter 17), if the fluid capital of an entrepreneur is thought
of as Uninvested Working Capital,-'- the invested capital in
such a process-of-production can be termed Invested Working
Capital, reverting back to Uninvested Working Capital by the
sale of the product.

If one could imagine an economy with

out fixed capitals, where all investments of capital were
represented by goods in inventories and goods in processes
1. Initial capitals signify a term the magnitude
of which is quantified in monetary terms.
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of production leading to an eventual sale of some good to a
consumer, such an economy could with logic be characterized
as an Invested-Working-Capital economy.

The logic of such a

name would lie in the fact that, in such an economy, all
entrepreneurial profit being earned would be being earned in
connection with the holding of Invested Working Capital.
In fact, such an economy could hardly exist.

But,

for a long time, economies did exist where all major fixed
capitals (omitting Smith's investments in education and
training) were in the form of Wicksell's "rent-earning
goods."

The characteristic of these goods is that they have

a practically unlimited durability (Wicksell 1936, p. 126;
see Chapter 22).

As a result of this circumstance, the

money value of any such good is calculated "by capitalizing
the net income it will yield" (Marshall 19 20, p. 412; see
Chapter 17).

Note the degree of contrast between this

phrasing and the phrasing, "its estimated future net incomes
[or quasi-rents]," used by Marshall with respect to a "quasirent-earning good" (1920, p. 593; see Chapter 17).

The de

gree of difference between these two types of goods is why
the complexities introduced into an economy by the use of
"rent-earning goods" are insignificant as compared with the
complexities introduced by the use of "quasi-rent-earning
goods."
Up to the moment, reference in this paper to the
"simple model" of an economy has been to an economy where
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technical production is simple enough for it to be possible
to think of the whole of production as a roundabout pro
duction finishing with the sale of goods to consumers (see
1.5.2).

It is now proposed that it will be more meaningful

to refer to a simple economy as an Invested-Working-Capital
economy, defined as one where all expected entrepreneurial
profit, of significant amount, is earned in association with
the holding of Invested Working Capital.

It will be under

stood that such an economy can include the construction and
use of rent-earning goods, but will exclude the complexities
that come with the construction and use of quasi-rent-earning
goods.
Analysis of the economy as an Invested-Working-Capi
tal economy, or as an economy where production could be
thought of simply as roundabout production leading to the
sale of goods to consumers, was possible for a hundred years.
Thornton, in 1802 (see Chapter 9), was able to observe that
an issue of paper money could result in an augmentation of
real capital, paid for (by way of extra entrepreneurial
profits to the entrepreneur-producers) by laborers having to
pay higher prices and, as a consequence, having to consume
less.

Schumpeter, in 1911 (see Chapter 20), noted how credit

to entrepreneur-producers wishing to acquire new means of
production could bring into existence special entrepreneurial
profits sufficient to repay the credit taken.

The opposite

side of the coin was described clearly for the first time in
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1908 (see Chapter 19, N. Johannsen), in a statement of how
refraining from spending from income could bring losses to
entrepreneur-producers in amount exactly equal to the amount
of the refraining from spending.

In such a situation, the

non-entrepreneurs spend less, but consume the same, getting
their consumer goods at lower prices.
The significant question at this point is whether,
in a particular economy, there is the possibility of the
whole of production being sold for more, or for less, than
cost.

In an Invested-Working-Capital economy, the answer

to the question is affirmative, and the question has meaning,
in that there is meaning in the expression, "the whole of
production."

In the next stage, reference to the whole of

production is a less useful reference.

CHAPTER 12

THE PRODUCTION OF CAPITAL GOODS
Doubts about the adequacy of Bfihm-Bawerk's idea of
all of production taking the form of a roundabout production
of consumer goods arose in various ways and at various
times.

One of the more explicit expressions of the coming

of these doubts is that by Knight (1957, p. xxxviii; see
Chapter 21).
The idea that the construction of capital goods might
be considered as something separate from the production of
consumer goods was first made explicit by Myrdal, in con
nection with the proposal that entrepreneurs1 gains and
losses on such a construction of capital goods ought to be
separated out and distinguished from gains and losses on
ordinary production (1939, p. 61; see Chapter 25).

Myrdal

(p. 61) gives Wicksell the credit for having seen that ex
pected gains or losses in this type of production, that is
to say, in the construction of capital goods, can motivate
entrepreneurs to act in the manner predicted in Wicksell's
proposition (see Chapter 22).

This is supported by Wick-

sell's concern with the long-term rate in his Interest and
Prices, first published in 189 8, and even more explicitly in
his Lectures on Money, first published in 1906 (1936, p. 89;
1935, p. 191; see Chapter 22).
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CHAPTER 43

THE USE OF CAPITAL GOODS
The best known attempt at an economic analysis of
the use, in production, of capital goods is that of Keynes,
in the General Theory (1936, p. 52-73).

This piece of work

remains a first effort.
The problem lies in the question of how much of a
payment should be allowed for the use of any "embodied fixed
capital" made use of in production, before calculating the
residual that will represent the profit from the production
process itself.

In alternative wording, this last would be

the profit earned on the capital invested in the Invested
Working Capital, less interest on that capital.

Hermann ap

proached the problem by the very reasonable device of con
sidering the fixed capital to be owned by someone other than
the entrepreneur who takes the risks of the process of pro
duction which makes use of the fixed capital (see Chapter
11).

Marshall supplied the idea that an owner-of-land rents

his land to a farmer for a rental equal to "the whole pro
ducer's surplus" which the land "is estimated to afford in a
year of normal harvests and normal prices, after deducting
enough to replace the farmer's capital with normal profits"
(1920, p.. 635; see Chapter 17).
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Starting with this idea of Marshall's, all that is
necessary is to consider that an entrepreneur-producer who
makes use of, say, a factory in a process of production must
have, at the beginning of any production year, an idea of
how much he would be willing to pay, as an annual rental pay
ment, for the use of such factory.

If he is renting the

factory, he would have had to have contracted for the rental
he would be willing to pay, at least for the first year, be
fore he moved in.

If he is the owner of the factory, the

projections on the basis of which he made up his mind to be
come the owner will provide him with the needed figure for
the first year.

For each subsequent year, he will have to

set such a figure for himself, at the beginning of that year.
It will facilitate the bookkeeping, if this rental amount,
considered to be contracted for at the beginning of the
year, is considered also as having been contracted for pay
ment at the end of the year.
With the rental to be paid for the factory having
been a certain figure from the beginning of the production
year, there will be no problem in calculating the profit on
the working capital.

As no entrepreneurial profit is earned

on cash balances held, the entrepreneurial profit could be
expressed, equally well, as the capital-profit earned on the
working capital, less capital-interest on the working capi
tal, or as the capital-profit earned on the Invested Working
Capital, less capital-interest on such capital.

CHAPTER 44

THE ENTREPRENEURIAL FUNCTION
IN HOLDING CAPITAL GOODS
Myrdal differentiated three kinds of entrepreneurial
gains and losses: (1) capital gains and capital losses,
where the explicit reference is to changes in "the value of
real capital"; (2) gains or losses in revenues and costs;
and (3) investment gains and investment losses, represented
by profits and losses on the construction of capital goods
(1939, p. 60-61; see Chapter 25).

This paper considers, in

particular, four areas of entrepreneurial activity, suf
ficiently different to merit the entrepreneurial profits and
losses in them being given separate consideration.

The first

three of these kinds of entrepreneurial profits and losses
come close to, but do not conform exactly to, the three
kinds of Myrdal.

Not considered by Myrdal is the possibility

of earning entrepreneurial profits and losses by buying and
holding shares of stock in a modern corporation (see Chapter
46, below).
The three kinds of entrepreneurial profit and loss
which compare with the three kinds of Myrdal are the fol
lowing.

The first is represented by the expected entrepre

neurial profit that may be earned on Invested Working Capi
tal in a process of production where sale prices of the
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product reflect what is happening at the line of sale of
goods to consumers.

The second is represented by the ex

pected entrepreneurial profit that may be earned on Invested
Working Capital in a process of production where sale prices
of the product reflect sale prices and evaluation prices of
newly completed operative units of embodied fixed capital.
The operative reason for the differentiation between these
first two, which follows the differentiation between Myrdal's
(2) and (3), is to differentiate, conceptually, between
those profits which respond directly to changes in income
flows and those profits which respond to evaluations, being
not tied directly to income flows and expenditures from in
come.

The third kind of entrepreneurial profit and loss is

represented by the expected entrepreneurial profit that may
be earned by incurring the risks involved in acquiring and
holding operative units of embodied fixed capital.
Any person, in taking on the ownership of an oper
ative unit of embodied fixed capital, best characterized by
a piece of equipment, or a whole factory, which renders its
service to production in the form of a series of services
over time and is capable of being made the subject of a con
tract for rent, is taking on an entrepreneurial risk, if he
considers that the number, or the value, of the services
expected is uncertain.

Wicksell defines as "rent-earning

goods" (1936, p. 126; see Chapter 22) certain types of capi
tal goods that in fact are, or were, customarily held against
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an expected return closely comparable to the long-term
market rate of interest.

The types of embodied fixed capi

tal that are expected to earn a series of rentals, uncertain
in number, or in amount, or in both, constitute a class of
goods that, following Marshall (1920, p. 412; see Chapter
17), can be called "quasi-rent-earning goods."

Any person,

taking on the ownership of such a good, is buying a good at
a certain price in order to sell it—by selling its services
over time—at an uncertain price.

He is thus an entrepre

neur, taking on an entrepreneurial risk; and he expects to
earn, a£ recompense for the taking on of that risk, an
entrepreneurial profit.

The question at issue is how is such

an expected entrepreneurial profit to be calculated, and,
once this is done, how entrepreneurial difference profits or
losses (receipts better or worse than expected) are to be
calculated.
Keynes, in the General Theory, sets forth in detail
how a decision is made to spend money on acquiring a "capi
tal asset" (1936, p. 135f; see Chapter 24).

Anyone who has

made the calculation is aware of how it works out that, if
the present value of a capital asset is calculated by dis
counting back to the present at a discount rate r, and then
summing, the series of expected annuities representing "the
prospective yield of the investment" (p. 135), and such a
capital value is entered on the books as the value of the
investment, the receipt over the years of the expected
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annuities will permit showing over the years a return at the
rate r on the book value of the asset, with the balance of
each received annuity unused for this purpose going to re
duce the book value of the asset, with the last annuity
making possible again a return at the rate r on the re
maining book value of the asset and then exactly covering
that remaining book value.
That this will work out in this way, only if all an
nuities come in in the amount expected, is well understood.
Less often has it been remarked that it will work out in
this way, only if the expected values of the annuities are
expected with certainty, that is to say, only if the true
values of these expected annuities and their "certaintyequivalent" values are identical.

Whenever this is the case,

there is no expected risk on the holding of such a capital
asset and hence no expected entrepreneurial profit, on the
holding of the asset, which would represent a recompense for
the taking on of such a risk.

Hence the rate of return ex

pected to be received on the asset will be the interest
rate r.
The necessary addition to such a model, to make the
model capable of providing for uncertainty, is a simple one.
Keynes1 annuity values, his Q's, are "certainty-equivalent"
values, though that is said explicitly only on another page
(1936, p. 24; see Chapter 24).

Discounting such values back

to the present at the market rate of interest, and then
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summing these present-value values, gives the present value
of the capital asset.

The alternative approach to the same

needed result is to discount, back to the present, the true
expected values of the annuities, using a (somewhat higher)
risk-adjusted-discount-rate, hereafter to be written, RADR.
Using this alternative approach, the model handles uncer
tainty with no difficulties.
If the book value of the capital asset is set up as
the sum of the true expected values of the several annuities,
each discounted back to the present at the rate RADR, and
over the years these expected values are in fact received,
the operation will show that, during the entire life of the
asset, a return was earned on the book value of the asset
(reduced each year by the use, for this purpose, or a part
of the annuity) at the rate RADR.

This return, broken into

its two constituent parts, will represent (1) capital inter
est on the book value of the asset, at that rate for r on
which RADR was based, and (2) the expected entrepreneurial
profit earned on the book value of the asset at the rate
RADR minus r.

No entrepreneurial difference profits or

losses will have come out of the operation.

Changes in the

value of r during the life of the asset do not have to be
taken into consideration.
Entrepreneurial difference profits or losses on the
holding of an operative unit of embodied fixed capital never
come, directly, out of the results for the year.

They come
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out of changes in the expectations for the succeeding years,
which changes in expectations are of course affected by the
results of the operation for the year just finished.

If the

results of the operation for the year just finished have
been particularly bad, or particularly good, the user and the
owner of the capital asset (and they may be the same person)
get together and agree on the rental that will be paid for
the asset for the coming year.

Basing on this datum and on

any other information available, the owner sets up a revised
schedule of expected annuities, and, on the basis of a RADR
calculated on the basis of the current value of r, recalcu
lates the book value of the capital asset.

The change in

the book value of the asset resulting from this recalculation
constitutes the entrepreneurial difference profit or loss,
for the year just finished, on the holding of the asset.

Of

course any such entrepreneurial difference profit or loss is
a capital gain or loss, and not something affecting the
income of the owner of the asset.

But this only serves to

point up the appropriateness of the proposition (a propo
sition made by Keynes in the Treatise, but abandoned by him
in the General Theory) that all entrepreneurial difference
profits or losses, whatever name is given to this concept of
the difference between entrepreneurial profits ex-post and
entrepreneurial receipts ex-ante, are best considered as not
a part of income.

CHAPTER 45

THE ENTREPRENEURIAL FUNCTION IN A CORPORATION
AND THE CONCEPT OF k
The association of "the entrepreneur" with "the owner
of the business" is fairly usual (Clark 1887, p. 607; see
Chapter 18).

The owner, owning the business, gets the "re

sidual," be it plus or minus.

In a corporation, the owners

of the business are the shareholders; and, as owners, it is
they who participate jointly in any profits or losses.

The

law which says that no shareholder shall have any liability
beyond having his shares become worthless, limits the lia
bility of each shareholder, but in no way changes the nature
of that liability.

Each shareholder, as one of a group of

joint owners, suffers, in the amount proportionate to his
part in the joint ownership of the business, any losses suf
fered by the business, and participates in any gains.
The word entrepreneur was brought into existence to
describe one who "buys at an uncertain price in order to
sell at an uncertain price" (see 1.3).

Of the two elements

in Smith's concept of the one who "runs the risk" and "takes
the trouble" (Chapter 7), the first element is the essential
role of the entrepreneur.

The second is what the entrepre

neur has to do, before he can hire someone else to do it for
him (see 1.6).
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In a corporation, a shareholder comes close to having
relieved himself totally from the taking of any trouble, re
ducing his role as an entrepreneur to its basic and essential
element, that of running the risk.

The "trouble" taken by a

shareholder, except when a question arises of "changing the
statutes," is limited to a periodic determination of which
of the whole body of shareholders will for a time serve as
the active partners, the other partners being left as silent
partners, participating in results, but totally removed from
the active conduct of the business.

That those chosen to be

the active partners meet, as a Board of Directors, and dele
gate to members of "the management staff" of the corporation
full authority to do practically the whole of what needs to
be done to carry on the business of the company, introduces
no new legal relationships and needs no special corporation
law to make it possible.

The degree to which this kind of

delegation, made by the Board of Directors of a corporation,
is covered by the ordinary legal principles of the delegation
of authority to act is illustrated by the fact that authority
to members of the corporation management staff to borrow any
important sum of money is always given specially, by a
special authorization, in conformity with the general legal
principle that authority to borrow money, in the name of a
principal, requires a special authorization, over and above
that contained in a "general power of attorney."
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The error involved in trying to assign an entrepre
neurial role to members of the management staff of a corpo
ration (see Chapter 26) derives from confusing the irrele
vant question of who makes the decisions with the relevant
question of for whose account and risk is the decision made
(see 1.4 and 1.5.5).

After publication of the article by

Ben W. Lewis, entitled "The Corporate Entrepreneur," fol
lowing up a review article (Lewis 1935 and 1937; see Chapter
26), it is hard to understand how there could have remained
any question as to the location of the entrepreneurial
function in a modern corporation.
The calculation of the entrepreneurial profits earned
in the entrepreneurial activity taking the form of acquiring
and holding the shares of stock of a corporation, offers no
difficulties.

Note must be taken, however, of the fact that

the holding of a share of stock is expected to earn on the
market price of the share a return of the nature of "capital
profit," which is to say, a return that will include both
"capital interest" and "entrepreneurial profit."
For the holding of the shares of stock of any corpo
ration, there is a market "required-rate-of-return" ex
pressing the relationship between the return expected per
share and the market price per share.

At the present time,

this rate-of-return is generally expressed by the letter k
(see Chapter 27).

The price of the share multiplied by this

rate of return, thus the return expected per share, less an

219

allowance for "capital interest," represents the entrepre
neurial profit on the holding of one share.

At the end of

any period of time, any shortage or overage in the return
received, subtracted from or added to the change in the
market capital value, will give the entrepreneurial dif
ference profit, or loss, as the case may be, on the holding
of one share.
In the 1930's, before the concept of k was brought
into existence, it was proposed that the ratio between the
expected return from a share of stock and the market value
of the stock could be expected to be something close to twice
the rate of interest on a government bond.

In 1776, Adam

Smith wrote that, in his day, in Great Britain, "a good,
moderate, reasonable profit" was taken to be "double inter
est" (1937, p. 97; see Chapter 7).

Both of these references,

and the rate of return expressed by the letter k, all refer
to the same concept, the concept most generally known as the
rate of "capital profit."

CHAPTER 46

PROFIT EARNED ON CAPITAL AT RISK
If the entrepreneurial operation can be represented
symbolically by "M-G-M," the meaning would be that an owner
ship of M is given up in order to acquire an ownership of
the G, because there is expectation that ownership of the G
can be converted, in due course, into ownership of an M
greater than the original M.

The extra consideration not

present in this simplified portrayal is the fact that this
"greater" must be sufficiently greater to cover certain
items, of the nature of opportunity costs, that have to be
calculated and booked as costs, before profit can be calcu
lated.

The important item in these "opportunity costs" is

an allowance for interest, at the appropriate rate for loan
interest, not only on the value of the G, while the G is
being held, but also on the value of the M, being held for
the purpose of being converted into G, while it was being so
held.

The most logical categorization of the various pos

sible kinds of entrepreneurial profit would be one derived
from the various forms that this G can take.

i

A mercantile transaction is one identifiable as one
where the G represents goods to be sold later, with added
qualities of time, place, and convenient packaging.
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Or the

221

G can represent materials that have been "put out," to be
worked on, and so brought to a new form.

For an entrepre

neur-producer, the simplest form of G is that of goods in
process of production which, when finished, will be sold to
a consumer.

Later, the goods produced by an entrepreneur-

producer can be goods intended to be sold to another entre
preneur-producer, in an entrepreneurial chain leading to a
final sale to a consumer.

Still later, they will be goods

intended to be sold "to the market," with full appreciation
of the fact that their final destination is not known and is
a matter of irrelevance to the producer.

All of these G's

represent Invested Working Capital, and, on all of them,
there will be expected profits over and above what is needed
to cover interest.

Such profits, over and above interest,

will be expected entrepreneurial profits, and they will rep
resent the supply price of the entrepreneurial activity in
volved in the operation of "buying goods at a certain price
in order to sell them at an uncertain price."
There are sound reasons for taking the position that
the income earned on these operations, by the entrepreneurs
concerned, is the amount of this expected entrepreneurial
profit, and that overages or shortages in the form of entre
preneurial difference profits and losses are best taken as
profits and losses in capital account.

But, however this

question is answered, there are compelling reasons for
breaking up, analytically, any entrepreneurial profit
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ex-post into the income that had been expected (the only in
come to which a "consumption function" could be applied) and
an overage, or a shortage, as the case might be.
The operation of bringing into existence Wicksell's
"rent-earning goods" (Wicksell 1936, p. 126; see Chapter 22)
will carry with it an identifiable expected entrepreneurial
income, in the form of an expected entrepreneurial profit;
but there will be no expected entrepreneurial profit on the
acquiring-and-holding of such a good.

If operative units of

embodied fixed capital of the alternative kind are referred
to as "quasi-rent-earning goods," the designation itself will
carry with it the idea that the annual rentals expected from
these goods are "uncertain in number, or in amount, or in
both" (see Chapter 44).

As a result of that circumstance,

the acquiring and holding of such goods will come to pass
only against the expectation of earning on the holding of
them an entrepreneurial profit.

For these goods, the ex

pression, "M-G-M," takes a new meaning in that, because the
service-to-production of these goods takes the form of a
series of services, over time, the conversion of the G into
the second M takes place over time; and, only through quite
a lot of accounting calculation, does it become possible to
come up with a figure, in money terms, representing just
what were the results of the operation for any one year.
Here we have again confirmation of the fact that any entre
preneurial profit must first be thought of in money terms,
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and calculated in money terms, before the monetary result of
such calculation can be evaluated in real terms.
The acquiring-and-holding of shares of stock of a
corporation represents, in this stylized representation of
an entrepreneurial operation, still one more kind of G.

The

holding of this new G will, routinely, bring periodic returns
of uncertain amount (uncertain in the sense of their not
being contractual), but with an added new facility for
closing out the operation at any time by a sale of the G "at
the market."

By further evolution, a G of this type comes

to where it no longer represents shares of stock of a corpo
ration, held for the purpose of participating in the oper
ating results of that corporation, but represents, rather,
simply a contractual claim to something that may itself be a
contractual claim, and so on.

The effective limit to de

velopment in this direction is that someone, having an owner
ship of some M, be willing to give up his ownership of that
M in order to acquire the ownership of such a G, in the hope
of earning a profit by so doing.

CHAPTER 47

THE EXTENSION OF WALKER'S CONCEPT
Walker's concept (see Chapter 40) is that operations
of identical sort may be entered on by different entrepre
neurs with different expectations of profit, this being be
cause those with the higher expectations of profit are satis
fied that they have abilities which, in the situation at
issue, will enable them to earn the higher profits.

What is

proposed here is that, additionally, entrepreneurs, with
respect to the same kind of operation, that is to say, oper
ations with the same level of risk per unit of capital at
risk, will on occasion not take on the business except on
the basis of an expectation of profit higher than what, on
other occasions, might have been sufficient for them.
For example, if a situation has come into existence
which suggests to an entrepreneur that an increase in the
scale of his operations would be warranted, it is not only
possible, but likely, that he will enter on such an increased
scale of operation only on the basis of expectations higher,
per unit of capital at risk, than had previously been suf
ficient for him.

Equally, in a situation where costs are

higher in money terms, but the covering of these higher costs
seems to be assured by the higher sale prices expected, the
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level of entrepreneurial expectation needed to cause entre
preneurs to continue their business on the same scale, in
real terms, will probably be higher, in real terms, than what
in more quiet times would have sufficed.
Thus, in a situation of continuing price rise, in
the cost of factors and in the prices obtainable for what is
produced, it can be expected that entrepreneurs will be
making higher profits (if their expectations are justified)
even in real terms, because, in the face of the very evident
extra risks involved, it can be expected that they will be
requiring higher expectations of entrepreneurial profit for
"the business they are doing

CHAPTER 48

THE DECISION MAKERS
Shackle (see Chapter 28), by his elaboration of the
mental processes underlying and constituting the act of de
cision making, has opened the way to an understanding of the
vital difference between decision making of the sort that
has some possibility of being reduced to rule and those de
cisions of creative imagination which help to create the
future (Shackle 1961, p. 9).

Much of the decision making by

corporation management staffs is in areas where decision
making has been, in large measure, reduced to rule (see
1.6.3).

But, also, within the corporate structure can be

found excellent examples of decisions of creative imagination
such as were made, and continued to be made for year after
year, within such corporate structures as IBM and Texas
Instruments.

It must not, however, be forgotten that this

sort of decision making within a corporate structure is ren
dered possible only through finding entrepreneurs willing to
buy and to hold the shares of stock of the operating company,
such shares being bought precisely because the buyers, the
entrepreneurs, expect as a result of such action, to earn
entrepreneurial profits.

Within any given corporate struc

ture, the continuation of these decisions of creative
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imagination is made possible only through the circumstance
that these entrepreneurs, in practice, do earn their ex
pected entrepreneurial profits and more.
The way in which such decision making is directly
profitable to the actual decision maker is not under con
sideration here. The point made here is that its continu
ance, for any length of time, is possible only when it also
makes profits for the shareholders.

CHAPTER 49

SUMMARY AND CONCLUSIONS
Three distinctly different, but interrelated concepts
have been called "profit."

The oldest is what Adam Smith

calls the "profits of stock," also referred to as the
"profits of capital" and as "capital profit" (Kapitalgewinn).
By Smith, this concept is thought of in real terms.

Later

it came to be thought of in money terms.
"Entrepreneurial profit" was defined by Hermann, in
1832, as "capital profit" less "interest" (Zins).

Later

this is worded as "capital profit" less "capital interest"
(Kapitalzins).

Hermann thought of "capital profit" as a

monetary amount, and this amount, less interest, gave the
monetary amount of "entrepreneurial profit."

Only very much

later did it come to be recognized that interest on capital
made use of would have to include an allowance for interest
on any business balances of "general purchasing power" held
in anticipation of being "invested" in anything expected to
earn "profits."
"Difference profits," or "entrepreneurial difference
profits," represent the difference between what was received
and what was expected.

This concept is the operative con

cept with respect to whether what is received will motivate
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the entrepreneur to try to do more, or less, or continue his
operations at the same flow rate (in monetary terms) as be
fore.

Its quantification requires a quantification of the

amount of the entrepreneurial profit that had been expected.
Such entrepreneurial profit expected represents the
"supply price" of the entrepreneurial activity supplied (the
supply price of Hawley's enterprise), in the same way as
"capital interest" (when there is no "bank credit") is the
price that has to be paid for Senior's abstinence.

Only in

terms of accepting "entrepreneurial profit expected" as the
supply price of entrepreneurial activity is it possible even
to approach the problem of whether different entrepreneurs
might have different supply prices for taking on a given
piece of business at a given moment of time, and whether the
same entrepreneur, at different times and for different
totals of amount at risk, might have for the same sort of
business different supply prices per unit of amount at risk.
An additional reason for giving attention to the amount of
the entrepreneurial profit expected is the tradition, that
goes back as far as Hermann but is most explicit in Keynes
of the Treatise, that only the equivalent of the entrepre
neurial profit expected should be included in any concept
of "income," and that what is here called entrepreneurial
difference profits and losses should be considered gains and
losses in capital account.
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The second question of what should be included in
profit, be it "capital profit," "entrepreneurial profit," or
"entrepreneurial difference profit," is best answered by
following Mangoldt's lead that anything an entrepreneur can
hire done should be considered expense, even when the entre
preneur does it himself.

This approach handles, without

difficulty, such simple problems as the problem of insurable
risks, such risks ceasing to have anything to do with entre
preneurial activity, and hence with profit, the moment they
become insurable.

It handles equally well the moving out of

the concept of entrepreneurial profit the compensation paid
for any such decision making as becomes capable of being
hired.

The maximum of this hiring of decision making takes

place in the structure of the modern corporation, where all
operating decisions are made by a "hired" staff, whose com
pensation in addition to salary might even include some sort
of participation in profits.

Despite such a possible in

clusion of some participation in profits, such a compensation
to members of the management staff of a corporation is
legally a payment, with the residual going to the juridical
person, the corporation, which is jointly owned by the
shareholders.

In this situation they are the entrepreneurs.

The problem of the growing complexity of the "capital
at risk" would seem to offer no real difficulty.

Through

use of the concept of a rate "k," which is nothing other
than the expected rate of "capital profit" applicable to a
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given capital holding at a given moment of time, the con
ceptualization and calculation of the entrepreneurial profit
expected and received, on such a capital holding as an
operative unit of "embodied fixed capital" (e.g., an oper
ating unit of "fixed plant and equipment"), or on a holding
of shares of stock of a corporation, come out in a completely
satisfactory manner.
Finally, Shackle's proposal, that the future is not
inherent in the past, but is brought into existence by the
creative decisions of the decision-makers, can be fitted
into what is here offered, without damage to or alteration
of the structure.

As stated earlier in the Introduction,

in somewhat different words, the thesis here offered is that,
in what has been written by not more than a score of writers,
there exists all that is needed for establishing a theory of
profit that is without internal contradiction and that can
be applied, with equal ease, to any degree of developmental
complexity we have so far experienced.

If the Story here

presented is found to constitute such a theory of profit,
the major purpose of this paper has been achieved.

APPENDIX A

FORMULATION OF THE REQUIREMENT FOR CONTINUING
A STEADY RATE OF FLOW OF PRODUCTION
It was not until Wicksell's Geldzins und Gtiterpreise,
published in German in 1898, and in English translation, as
Interest and Prices (1936), and Keynes of the Treatise
(1930), that there was any widespread thinking in terms of
the possibility of entrepreneurial results as a whole being
greater than, or less than, just barely satisfactory, and of
such a circumstance motivating entrepreneurs as a whole to
seek to do more, or less.

Consequently, there was a shift

from thinking of entrepreneurial decisions as discrete de
cisions which could be summed, or as decisions to move from
one line of business to another, to a thinking of entrepre
neurial decisions, whether for each entrepreneur separately
or for all entrepreneurs taken together, as decisions to in
crease, or to decrease, their scale of operations.

The

result of this was a shift from interest in the old question
of what amount of profit does an entrepreneur get, to a con
sideration of the question of what amount of received profit
will be just barely satisfactory.

Such a concept of "just

barely satisfactory" would have to be in the sense that re
ceipt of such a profit, in the absence of anything affecting
expectations of profit other than the level of just-being
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received profit, would result in the entrepreneur being moti
vated neither to seek to expand, nor to seek to curtail, the
flow-rate of his operations in monetary terms.
To the writer, it seems self evident that, for any
aggregate analysis, an acceptance of "the exercise of the
entrepreneurial function" as a "factor of production" is
inescapable.

If there is any question here, it lies not in

whether we have here an identifiable "factor of production,"
but in whether it is possible to formulate a sufficiently
clear concept of the cost of this factor to make it possible
for such a cost to be included in the concept of "the total
costs of production," whether for analysis of the operations
of an individual or for aggregate analysis.
this operative question seems to be clear.

The answer to
A completely

satisfactory method of determining the cost of the services
of "the factor of production," "the exercise of the entre
preneurial function," can be found in that level of payment
which causes neither more nor less of the factor to be forth
coming.

The level of the supply of the factor in this in

stance is, and can be seen to be, determined by the level of
the entrepreneurial profit ex-ante, that is to say, by the
level of the entrepreneurial compensation expected.

A

quantification of this expected compensation can be achieved
by defining it as the amount which, when and if received,
causes a renewal of the same expectation, in the absence of.
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anything affecting entrepreneurial expectations other than
the level of just-being-received results.
If this approach is accepted, it becomes possible to
say that the receipt of an entrepreneurial profit ex-post,
in the amount that had been expected ex-ante, would mean
that the "proceeds" of the operation had just covered
"costs," with the entrepreneur thereby, as a result of the
definitions, being motivated, by the level of his just-beingreceived profits, neither to seek to do more nor to seek to
do less business than he had just been doing.

"Proceeds"

greater or less than "costs" would mean that the entrepreneur
would be receiving something more, or less, than payment of
the price at which he, shortly before (in his own mind), had
made his decision to perform the service.

For this reason,

it would be just such a "more" or "less" that would be the
operative quantity that would have to be taken into con
sideration in any analysis, after the event, of the level of
entrepreneurial receipts that had been received.
If this is accepted, any analysis of entrepreneurial
receipts ex-post would have to start off with a division of
entrepreneurial profit ex-post into two amounts: (a) the
amount representing what the entrepreneur had "expected,"
which amount would have to be included in "costs"; and (b)
the difference between what was received and what had been
expected.
or zero.

This difference could be a "plus," or a "minus,"
Such a plus, or minus, or zero, would represent
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the true entrepreneurial "residual" (the "residual" that
"goes to the entrepreneur") as well as the operative figure
affecting the entrepreneur's future actions (assuming that
our interest lies in possibilities of change in the rate of
flow of production in monetary terms, which is usually the
case).

The designation suggested for this operative figure,

which could be a plus, or a minus, or zero, is "the entre
preneurial difference profit or loss," defined as the entre
preneurial profit received less the entrepreneurial profit
that had been expected.
Using the definition of "costs" suggested above, in
relationship to any kind of entrepreneurial operation, fin
ishing in any type of product, we would have the result
that, when the flow of demand in monetary terms just equals
the flow of supply in terms of monetary costs, with the con
sequence that the flow of the just-being-produced goods is
being sold at prices that just cover such costs, the entre
preneur, as the result of his just-being-received profits,
would not be under any motivation, either to seek to expand,
or to seek to curtail, the rate of flow in monetary terms of
the entrepreneurial action responsible for that particular
bit of production.
In aggregate terms, and using this definition of
"costs," a necessary and sufficient condition for the con
tinuation of a steady tempo of production (a steady rate of
flow of the total "costs" of production, expressed in money
terms) could be stated as the requirement that all goods
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being sold, anywhere, in any entrepreneurial chain, taken
together, were being sold at prices that just covered costs.^
For certain purposes, this could be a useful formulation.
For aggregate analysis, however, it would be more useful, if
the necessary and sufficient condition for the continuation
of a steady tempo of production could be tied to events at
the line of sale where goods are being sold to consumers.
The justification for this would be an assumption that net
zero operating results for the entrepreneurs selling at this
line of sale could be taken as an indication of net zero
operating results for all entrepreneurs anywhere in any of
the chains leading to the sale of goods to consumers (at a
sufficiently early stage of development, this being equiva
lent to all entrepreneurs engaged in production and sale;
(see 1.5.2).

From this it would follow that all entrepre

neurs other than the final-stage entrepreneurs would also be
getting net zero operating results, and this would mean that
the total of what the final-stage entrepreneurs were paying
for the produced goods they were purchasing would be equal
to the total "value-added" costs of those goods (the total
1. This carries an assumption (a working assumption,
but not an unreasonable one) that individual entrepreneurial
results, better or worse than expected, but summing to zero,
would cause accelerations and decelerations in individual
entrepreneurial activity that would sum to zero. The further
necessary assumption, that the motivations of entrepreneurs
as a whole were not being affected by anything other than
just-being-received results, could be expected to be the
situation, whenever all goods taken together were being sold
just at cost.
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entrepreneurial difference profits or losses in the chains
of entrepreneurial activity producing these goods being
zero).

An assumption that this would be the case, if the

final-stage entrepreneurs were getting net zero operating
results, would be a reasonable one, in that lack of any
motivation to change the general tempo at the final stage
would probably mean lack of any general motivation to do
more, or less, and hence net zero entrepreneurial difference
profits or losses, in all of the earlier-stage entrepre
neurial operations, taken together.

Such an assumption

would be buttressed also by the fact that, by definition,
what is being sought is a necessary and sufficient condition
for the continuation of a steady tempo.
For these reasons, it would appear that the continu
ation of a steady tempo of production (under conditions
specified in 1.5.2) can be presumed, if the flow of demand,
in monetary terms, at the line of sale of goods to consumers,
is just equal to the rate of flow of the goods coming up to
that line of sale, expressed in terms of a monetary flowamount representing their costs (their costs as calculated
by the entrepreneurs selling them).
The above analysis provides, for use under strictly
limited circumstances, a working concept of the total cost
of the goods coming up to, or coming up to and passing over,
the final line of sale during a given period.

Use has al

ready been made of the concept of the continuation of a
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steady tempo of production.

What is now needed is a con

venient concept that will assign an absolute magnitude to
the rate of flow of production, in monetary terms, during a
given period.

The concept proposed is the concept of the

total "costs" of production, in terms of "value-added" costs,
during a given period.

Such a concept would be analogous to

the concept of Gross National Product (which here would not
be different from Net National Product), with the single
difference that Gross National Product includes "profits re
ceived," not "profits expected."

When GNP is equal to NNP,

and NNP is said for the sake of simplicity to be equal to
PI, the other aspect of GNP is "Y," that is to say, "income
received."

The other aspect of the concept here proposed, a

concept of the total costs of production during a given
period, would represent a concept of "income" that would
include, for entrepreneurial income, income expected.

A

designation for such a concept that would identify it would
be, "income derived from the costs of production."
At the stage of development here under consideration,
and in terms of this new concept, given that the flow total
of the costs of the goods coming up to and over the final
line of sale is just equal to the rate of flow of the costs
of production (which would mean the absence of any current
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net

"Investment ^

either in deepening or in

widening, ^

the

existing "roundabout production"), a necessary and sufficient
condition for the continuation of a steady tempo of pro
duction could be stated as that the whole of the "income de
rived from the costs of production" be coming up to the final
line of sale as monetary demand for the goods just being
offered for sale to consumers.
Given the circumstance of a change currently taking
place, in the form of a movement toward a greater degree of
roundaboutness of production, the rate of flow of the total
cost of goods coming up to the final line of sale4 would be
less than the rate of flow of "income derived from the costs
of production," by a difference capable of being identified
as planned "Investment."

In such case, the necessary and

sufficient condition for the continuation of a steady tempo
of production would be that this planned "Investment" be
2. The term "Investment" is here written with an
initial capital letter to signify that reference is here
being made to a concept the magnitude of which is quantified
in monetary terms. In this case, the magnitude is a flow
magnitude.
3. The term "deepening" would mean here a planned
increase in the "degree of roundaboutness" of the existing
"roundabout production," without any plan to change the rate
of flow of final product. The term "widening" would mean
here the starting of additional new processes, which, after
an interval of time, would result in a permanent increment
to the rate of flow of final product.
U. Assuming no unplanned change-in-process in the
amount of goods in final inventories and, as a consequence,
no unplanned change-in-process in all the earlier inventories
taken as a whole.
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just offset by an equal amount of not-spending from that
flow figure, in monetary terms, representing both the rateof-flow of the costs of production and the rate-of-flow of
"expected" income.

We are thus back to something which

would appear to be the equivalent of the conventional formu
lation that, for the continuation of a steady tempo, it is
necessary that "planned investment" be equal to "planned
saving."
With a change to that greater degree of complexity
in technical production (see 1.5.3), which has to be analysed
in terms of two sets of entrepreneurial chains, one leading
to the sale of goods to consumers, and the other finishing
with a final product in the form of operative units of
"embodied" fixed capital (see Chapter 17, Marshall), already
in a position where they are commanding a rent, the first
requirement for the continuation of a steady tempo of pro
duction (as a whole) would be, as before, that the consumer
demand for goods, in monetary terms, be just equal to the
cost of the consumption goods coming up to their final line
of sale.

With a lack of motivation toward a change in the

rate of flow of the production of goods for sale to con
sumers, there would be a possibility for the fulfillment of
the second requirement, that there be a steadiness in the
rate of flow in entrepreneurial activity leading to the
coming into existence of operative units of embodied fixed

2H1

capital.

To use terms adapted from Wicksell (see Chapter

22), this might be assured by an appropriate relationship
between the long-term market rate of interest and the longterm criterion rate of interest.
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