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A long time ago, 

12 cavemen went to worké



éto kill one of these each day

(12,000 calories)
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After each hunt, the 12 caveman 

would tear off the meaté



éthen they would eat and relax

(consuming 1,000 calories each).
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One day, a caveman has an idea!
The others decide to feed him and 5 helpers in 

order to develop it

ÅThis creates great risk.  Only 6 cavemen are 

hunting, but twelve are still eating.

ÅConsumption reduced--now 500 calories a day.

ÅThey could starve before the idea is completed.

ÅThe idea might not work.

ÅAt a minimum, risk of lost time and calories.
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Creating the first spear
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Using spears doubles tiger kill 

with only 3 men, 8x productivity

8



ÅFor this effort, all 12 cavemen give up their 

relaxation time after eating.  

ÅThey sacrifice leisure for the ñdisutilityò of work.  

ÅIf the idea does not work, time will be lost and 

ñcave funò will be sacrificed.
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At a nearby tribe, another 

caveman gets an idea!



Creating soup bowls and spoons
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Cooking soup doubles calories 

per tiger, increases leisure time.
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ÅA ñclassicalò economic thought; Adam Smith (1776).

ÅDivision of labor multiplies productivity and builds 

cooperative relations between people.

ÅThe cavemen are getting wealthier.
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Employing ñdivision of laborò and 

developing ñtacit knowledgeò



One day cavemen from each tribe 

meet and show off their  inventions

13



Each is VERY interested in the 

otherôs ñhigher orderò good

ÅñSpear manò realizes soup bowls and spoons will 

double his food supply (24,000 calories per tiger)!  

ÅPlus, tiger soup is really tasty.

ÅñSoup manò realizes spears increase kill-rate of 

tigers by 8 times!

ÅPlus, tiger-mauling incidents are much lower 

using spears instead of clubs.
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ñGains from tradeò is also a 

Classical School concept

ÅDavid Ricardo (1817) praised the value of free trade.

ÅEvery nation gains by specialization.

ÅConcept of ñcomparative advantageò.

ÅTrade creates value by expanding the division of 

labor and raising global productivity.
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But trade creates even more value 

than explained by Ricardo!

ÅAn amazing discovery was made in the late 1800s.

ÅThree economists, unknown to each other, 

developed a new insight about trade.

ÅThis new insight was called ñmarginal utilityò.
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What is trade worth to the 

Spear Tribe?

ÅñSpear Assembly Teamò is very productive.  

ÅLarge inventory of ñidleò spears on hand.

ÅSpears have low ñmarginal utilityò to Spear Tribe.

ÅSoup would double caloric intake and increase 

dining pleasure.

ÅSoup has high ñmarginal utilityò to Spear Tribe.
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What is trade worth to the

Soup Tribe?

ÅñBowl and Spoon Teamò  is very productive . 

ÅLarge inventory of unused bowls and spoons.

ÅBowls and spoons have low ñmarginal utilityò to 

the Soup Tribe. 

ÅSpears would improve safety and increase tiger 

kill -rate by a factor of 8!

ÅSpears have high ñmarginal utilityò to Soup Tribe.
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They make the trade!  
Wealth compounds: ñlower utilityò exchanged for 

ñhigher utilityò in each tribe



Fathers of Marginal Utility 

Theory
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William Stanley 

Jevons

(non Austrian)

Carl Menger  (1840 -1921)

ñPrinciples of Economicsò 

(1871)

Leon Walras

(non Austrian)



Austrian ñMarginal Utilityò unique

ÅAll schools: division of labor increases wealth and 

leisure.

ÅAll schools: trade compounds wealth, ñcomparative 

advantageò plus ñmarginal utilityò of excess goods. 

ÅAustrians: trade does nottake place at ñequal valueò 

for each side;  ñValueò is not mathematical or even 

measurable in units;  Value is in the ñeye of the 

beholderò and the value scale is ordinal.

ÅNo mathematical equations are possible in the 

ñAustrianò world of ordinal values.
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Creating ñhigher orderò goods 

and trading can be risky business
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1. Tribes could run out of food before finishing 

production of spears, soup bowls or spoons.

2. Inventions might not work (low increase in tiger-

kill or no extra caloric soup intake).

3. Tribes might just kill each other, obtaining bowls 

or spears but with no knowledge of how to create 

new ones.



The Theory of Capital and Interest
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ÅTime preference and ñoriginary interestò.

ÅSavings gets production going.

ÅLower consumption when needed helps too. 

ÅCreating ñhigher order goodsò is the trick to 

progress.

ÅProjects risk running out of resources if they 

miscalculate.   



Father of the Austrian Theory of 

Capital and Interest
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Eugen von Bohm-Bawerk (1851-1914)

ñTheory of Capital and Interestò

(1884)



Profit and Loss
Price achieved for a product versus the 

factors of production employed
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ÅEntrepreneurs appraise.  

ÅCapitalists fund.   

ÅTo avoid Capital Loss, final price (at volume) 

must be greater than materials and labor purchased 

plus cost of capital (market interest rate).

ÅCapital loss probability is high if market interest 

rates are lower than the originary rate.

ÅBoom/Bust.



Nobel Prize Winner; Economics 

(1974); Business Cycle Theory
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F. A. Hayek (1899 -1992)

ñPrices and Productionò

(1931)



Property Rights.

27

ÅRespect for Property Rights is thenecessary 

condition for trade.

ÅAlternative to trade is war, theft and/or slavery.

ÅKilling or stealing yields possessions, but encourages 

revenge, eliminates labor  and quells entrepreneurial 

spirit.

ÅEnslaving is intuitively lower value-creating system 

compared to free-market system.



Combining Ethics and Economics
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Murray Rothbard (1926 -1995)

ñMan, Economy, & Stateò (1962)

ñFor a New Libertyò (1973)



Beyond ñdirect exchangeò 

of spears and bowlsé
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ÅHow does a shoemaker trade with a baker ? 

ÅHow does a consumer or businessman know 

whether to exchange now or wait?

ÅHow do entrepreneurs and capitalists know if a 

new idea might be worth their time and sacrifice? 



éand what about those spoons?
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ÅBowls and spears often needed replacement.  

ÅSpoons never broke.

ÅAnd they were made of a nice, shiny, metal!

ÅAs a ñconsumptionò good, spoons had a very high 

marginal utility (didnôt need much inventory).

ÅCould they be usedééfor ñIndirect Exchangeò? 



Money:  Indirect Exchange
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ÅMoney is needed to balance out or completely replace 

ñdirectò (goods for goods) exchange.

ÅHistorically, money has always evolved from something 

of ñconsumptionò value.

ÅMoney is the numerator by which all other goods and 

services are denominated.    

ÅMoney is the device for appraising opportunities in the 

market for buying, selling, borrowing or investing.

ÅAny amount of money is ñjust rightò for purposes of 

understanding relative trading values between goods.



Requirements for ñGood Moneyò
ÅUniversally recognized in trade / exchange.

ÅEasily divisible.

ÅHigh value to weight/volume (transportable).

ÅDoes not degrade over time.

ÅEasy to store.

ÅUniform quality.

ÅEasy to authenticate.

ÅDifficult to counterfeit.

ÅRatio of new production / total supply relatively low.



Candidates for Money
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ÅAnimal skins, sea shells, cows, tobacco...andé

ÅGold and silver have all the qualities of ñgood moneyò 

and have been used by markets for 5000+ years.

ÅGovernment paper and electronic money (fiat money) 

have many ñgood moneyò features.  However:

(a) governments make decisions rather than markets, 

(b) no natural limits on supply of new money.

ÅFiat money is popular with governments because they 

can create it instead of borrowing it or taking it.

ÅPaper money makes inflation easy and inflation is 

wealth destructive. 



Champion of the Austrian School
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Ludwig von Mises (1881 -1973)

ñThe Theory of Money and Creditò (1912)

ñHuman Actionò (1939, translated1949)



The men who developed the 

Austrian School of Economics.
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F. A. Hayek (1899 -1992)

Murray Rothbard (1926 -1995)

Ludwig von Mises (1881 -1973)

Eugen von Bohm-Bawerk

(1851 -1914)

Carl Menger (1840 -1921)



2009: What if an Austrian Economist 

was in charge of government?
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ÅRepeal the Federal Reserve and Income Tax Acts (1913).

ÅShut down the FDIC.  Eliminate liquidity insurance on 

banks, money market funds, PPIP, etc.

ÅDownsize government every day in every way.

ÅAllow consumers and businesses to deliver / rebuild the 

economyôs real pool of savings.

ÅPrivatize postal system and most government businesses.

ÅLink the USD to gold (at prevailing prices).

ÅDiscourage fractional reserve banking .  

ÅLet banks and companies that are failingééfail.


