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Abstract. This paper traces the idea of Capital from Adam Smith to modern times and shows how different
conceptions of Capital give rise to different approaches to economics and the range of problems that can be
investigated. A structural, as opposed to a stock, approach to Capital is shown to be more conducive to a studies
of business institutions and practices, and to rules, institutions and standards in a changing world.
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1. Introduction: The Idea of Capital is Central but Lacks Clarity

Capital (I am not the first to discover) is a very large subject, with many aspects;
wherever one starts, it is hard to bring more than a few of them into view. It is just
as if one were making pictures of a building; though it is the same building, it looks
quite different from different angles. As I now realize, I have been walking round my
subject, taking different views of it. (Hicks 1973:v).

The idea of Capital1 is surely central to the study of economics. Its centrality, however,
has not prevented the development and persistence of substantial disagreement concerning
its meaning and significance. It seems as if each generation of economists has invented its
own notion of Capital and its own “capital controversy.” The Classical economists thought
of capital in the context of a surplus fund for the sustaining of labor in the process of
production. Ricardo and Marx provide frameworks that encourage us to think of Capital as
a social class—the class of owners of productive facilities and equipment. The Austrians
emphasized the role of time in the production process. In Neoclassical economic theory we
think of capital as a quantifiable factor of production. In financial contexts we think of it as
a sum of money.

Different views of capital have, in large part, mirrored different approaches to the study
of economics. We can see this in the revealing case of John Hicks. Hicks was perhaps the
most eclectic of modern economists to examine capital theory. He was preoccupied with
it over his long and productive career. He wrote three significant full length works (Hicks
1946, 1965, 1973) and numerous articles on the subject of capital over a period of three
decades. He provided many insights into this complex area, but, in the final analysis even
he was limited by the formalistic, quantitative methodological framework from which he
was unable (or unwilling) to break.2
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That the subject of capital theory is difficult is perhaps not to be doubted. But difficulty
alone is surely insufficient to explain the apparently elusive nature of its central concepts
and the disagreements that have emerged as a result of this lack of clarity. I shall argue that
this ambiguity is a direct result of the chosen methods of analysis, and that these methods,
because of their restrictive nature, have necessarily limited the scope of economics.

In this paper, I will trace the idea of Capital from Adam Smith to the present and show
how it has evolved in complexity and subtlety, containing within it many potential areas
of fruitful investigation, only to be simplified and narrowed by mainstream economics in
the service of “scientific precision.” I will suggest that one of those fruitful areas is the
economics of organization generally and the organization of production in the modern firm
more specifically. Economists taking this tack may thus contribute much to the area of
business studies and it would not be surprising to see the economics profession of the future
splinter along these lines. Let’s begin with Adam Smith.

2. Capital is an Expression of the Connection Between Time and Value—Some
Historic Themes

I make the following assertions. Capital is about value over extended time. The idea of
Capital arises when we contemplate the connection between value and time. The reason why
we have different understandings of, and approaches to, Capital is because of differences
in the way that time and value are understood and expressed in economic discourse. I hope
this will become clear from what follows.

2.1. Adam Smith—The Important Connections Between Capital Accumulation,
Economic Growth, the Division of Labor and the Organization of Production

Adam Smith has a rich understanding of the complex and varied elements of a nation’s
“capitals.” The creation of value, through various activities that we know of as production,
always takes time. Access to created value often follows productive activity by a significant
interval. Workmen may have to work a whole year before they are able to reap the fruits
of their agricultural harvest. In this interval they have to be sustained. Thus, if the produc-
tive activity is to be undertaken, someone must advance the sustenance (payment) to the
workmen. This advance was conceived of as a capital sum that facilitated production, and
in Smith’s world it was easy to think of it as a stock of corn saved over from a previous
harvest for this very purpose. In this way, the activity of saving was connected to the idea
of Capital, and Capital was the facilitator of time-consuming productive activities.3

The annual produce of the land and labor of any nation can be increased in its value by
no other means, but by increasing either the number of its productive laborers, or the
productive powers of those laborers who had before been employed. The number of
productive laborers, 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 laborers cannot be increased, but in consequence either
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of some addition and improvement to those machines and instruments which facilitate
and abridge labor; or of a more proper division and distribution of employment. In either
case the additional capital is almost always required. It is by means of an additional
capital only that the undertaker of any work can either provide his workmen with better
machinery, or make a more proper distribution of employment among them (Smith
1982:343, italics added).

In addition to regarding saving as necessary for the achievement of economic growth,
Smith considers the earning of profit to be consequent, not simply upon the accumulation
of capital, but, significantly, also upon the fruits of the division of labor. In modern terms,
Smith sees capital accumulation, technical progress and economic organization as being
tied together. The availability of capital is necessary (though apparently not sufficient) for
the adoption of new and more productive methods of production. And though he seems to
identify a type of diminishing returns, this is clearly not in the form of a declining rate of
return to investment in a given mode of production, but rather refers to the eventual possible
exhaustion of investment opportunities for extending the division of labor, that is, for the
discovery and introduction of new and improved production methods.

2.2. David Ricardo and the Ricardian Legacy

Though David Ricardo clearly benefited greatly from Smith’s work, his emphasis and focus
changed significantly and this turn was responsible for a whole different approach to Capital.
Ricardo’s concerns reflected his preoccupation with the future of market economies. The
advent of the Napoleonic blockade and the consequent rise in food prices, led him to wonder
about the long-term trend of an economy in which the population was rising. How would
the population get fed? He seemed to accept Malthus’s idea that the population would grow
in such a way as to keep the wage rate at the bare level of subsistence. But if the population
was growing this would lead to the use of land of progressively inferior fertility. So with
the wage rate fixed at subsistence level, and the margin of production being extended to
inferior land, the earnings (rent) of the landowners on the infra marginal land would tend
to rise. This meant that the residual, the rate of profit, was bound to fall. Pushed to its
logical conclusion, the rate of profit would fall to zero, at which point capital accumulation
would stop. A stationary-state would have been reached. There could be no such thing
as permanent growth. The only possible exception to this result is in “improvements in
machinery connected with the production of necessaries,” “discoveries in the science of
agriculture” and international trade (Ricardo 1973:120, Kregel 1976:24).

Ricardo, like Smith, thus recognizes the possibility and perhaps the importance of tech-
nological progress. But it is not part of his basic scheme. Capital accumulation and tech-
nological progress are no longer closely linked. Ricardo’s preoccupation with the laws of
distribution—so very different from Smith’s focus on economic progress—logically led
him to the now traditional tripartite division of factors of production into land, labor and
capital—and these become identified with social classes. This perspective requires quan-
tification at an aggregate level. If Ricardo’s story is to make sense then Capital must earn a
rate of return—like the wages of labor and the rent of land—and for this to be coherent it
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must be possible to speak of a quantifiable stock of capital (the denominator in the rate of
return calculation).

The labor theory of value served to bring all economic goods within a common denom-
inator. Ricardo used the ‘labor-hour’ as a unit of measurement, labor-time is the common
standard of comparison. Machines, corn and cattle all cost labor and are seen to be com-
parable in those terms. If we have a stock of circulating capital (for example, a stock of
corn), we can ask how many hours of labor it took to produce it and get a value for the
input. But if we have a machine lasting fifteen years, although we can say its production
took x labor-hours, the total input is not used up in one year and enters successively into the
output of fifteen years. Ricardo deals with this by regarding fixed capital, like machinery,
as circulating capital that circulates more slowly. Some part of the machine gets used up
in each of the fifteen years. Fundamentally there is no difference. All capital stocks rotate,
it is only a matter of degree. It thus becomes possible to calculate the value of the inputs
of any capital item that matures in any given year and to compare it with the value of its
output in that year, thus being able to calculate a rate of return.

In sum, to repeat, Ricardo’s main concern was with the distribution of income between the
various categories of inputs and their owners. It was in order to give an account of the earnings
of capital that he had to find some way to reduce the heterogeneous capital items to some
common measure. His basic argument concerns the tendency for rates of return on various
capital investments to become equal. This tendency provides a mechanism for determining
flows of capital to various types of production. In long run equilibrium a capitalistic economy
establishes a uniform rate of profit. This is what explains the distribution of wealth. In
equilibrium all capital ventures earn the same rate of profit. Ricardo thus started the now
common practice of using what would be the state of affairs in a hypothetical situation of
long run equilibrium, a situation that is the end-state of an indefinite number of interactions
in an essentially unchanging environment, as if it were the real-world everyday state of
affairs. This is the equilibrium method of explanation. We speak of the rate of profit on
capital as though it were a parameter.

Two important and interrelated restraining elements thus emerge from the Ricardian
frame of mind.

1. One is the necessity to reduce the components of Capital to commensurable terms. Capital
must be seen to be quantifiable in some dimension so that we can talk unambiguously
about capital accumulation—let us call this element quantification.

2. And secondly, and related, one way to do this is by expressing the value of the heteroge-
neous items that we now think of as capital in terms of the inputs used to produce them.
More specifically, since (in Ricardo’s framework) everything is ultimately reducible
primarily to labor-inputs, labor is seen to be the most logical common denominator—
hence the labor theory of value. This second element is more generically thought of as
a cost-of-production approach to value that is so characteristic of the Ricardian way of
thinking—call this cost-of-production valuation.

Cost-of-production valuation was abandoned with the advent of the marginalist revolution in
1871 and the arrival of Neoclassical economics. But the other element, quantification—the
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perceived need to construct a notion of Capital as a homogenous aggregate of commensu-
rable items, was decidedly not abandoned and, indeed, was carefully retained by devising
another method of justifying the use of value as the homogenizing device by which other-
wise incommensurable capital items were rendered commensurable. This was the method of
Neoclassical general-equilibrium analysis. Labor-value was abandoned but “equilibrium-
value” was put in its place. As Ludwig Lachmann was to point out, heterogeneity matters
only in disequilibrium, that is, when the value to be attributed to any productive resource
was less than certain and differed as between appraisers of that resource.

It is this insight that prompts Lachmann to label both the Cambridge England Neo-
Ricardians and the Neoclassical growth theorists as Ricardians (Lachmann 1973). They
share the method of comparative-static equilibrium analysis that derives from Ricardo and
his interest in accounting for the ‘laws’ of distribution.4 In this way the focus is clearly
on the inexorable mechanisms of social development and away from aspects of human
action and decision. If human planning features at all in the capital accumulation process,
it is in a mechanical and implied way. Action is relied on implicitly to bring about the
equilibrium that is assumed. If some capital venture were to become unprofitable, capital
would be withdrawn and invested elsewhere. But where capital is durable it can only be
withdrawn very slowly. Thus, we must assume that no changes occur while capital is in
the (long) process of being shifted from areas of low to areas of high profitability. And we
are not permitted to ask how it is known which are the areas of low and high profitability.
Somehow the economy is envisioned to grope its way soon enough to a configuration of
capital items on which the rate of profit is uniform and the maximum possible. In a world
of continuous unexpected change, of continuing technological, organizational, and product
experimentation and innovation, flows of capital will not be able to keep up, and equalization
will never occur. Prices of the various capital goods will be such that the original labor-value
invested in them has no enduring meaning and the whole Ricardian basis would seem to
be of dubious relevance. Relevance rather than realism is the key, but evidently relevance
is often ‘in the eye of the beholder.’ Ricardo’s long run equilibrium method continues to
command many adherents.

2.3. Carl Menger’s Time Structure of Production

Menger’s pioneering approach is responsible for our thinking of capital in terms of a time
structure reflecting the structure of capital goods employed in the production process—it
owes much to Smith and nothing to Ricardo. There is no attempt in Menger to reduce
the variety of goods and services available at various dates to a single dimension. At any
moment in time some goods are useful for immediate consumption, and some are only useful
insofar as they contribute to the production of goods or services available for immediate
consumption. And since production takes time, a time element is already implicit in the
contemplation of a set of economic goods at any single moment in time.

Menger echoes Smith in envisaging durable heterogeneous productive equipment as the
result of sacrificed earlier potential consumption in the interests of ‘providing for’ productive
labor. He characterizes production as a sequential process in which goods of higher order
become transformed into goods of the first order (consumption goods). The former are
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capital goods. Capital goods are varied in nature but can be classified by where they fit,
along a time continuum, into the production process. The lowest, or first, order goods, as
noted, are consumption goods. The lowest order capital goods are second order. The next
highest are third order and so on.

The transformation of goods of higher order into goods of lower order takes place,
as does every other process of change, in time. The times at which men will obtain
command of goods of first order from the goods of higher order in their present
possession will be more distant the higher the order of these goods (Menger 1981:152).

Menger, like Smith, considers the productivity of any production structure to be intrinsically
linked to its time structure.

[B]y making progress in the employment of goods of higher orders for the satisfaction
of their needs, economizing men can most assuredly increase the consumption goods
available to them accordingly—but only on condition that they lengthen the periods
of time over which their activity is to extend in the same degree that they progress to
goods of higher order (Menger 1981:153 italics added).

The rewards to saving result only if more time-consuming methods of production are
adopted.

Menger first introduces these ideas in connection with processes in nature. Men find the
fruits of nature valuable. But at an early stage in the development of civilization they learn
that they can do more than simply “gather those goods of lowest order that happen to be
offered by nature” (Menger 1981:75). By intervening in the natural processes, individuals
can have an effect on the quantity and quality of the subsequent yield. To understand the
objectives of the ‘producers’ is to understand that the earlier a producer intervenes, the
greater are the opportunities to tailor the production process to suit his own purposes. This
provides an intuitive basis for the notion that the more “‘roundabout processes’ tend to have
a greater yield in value terms” (Garrison 1985:165).5

Thus Menger goes much deeper than Smith into the role of time in production. Smith
understands the need to provide for labor while value is being created, and that the more gen-
erous this provision, the more extensive the division of labor will be and the more produc-
tive. In Menger we have the suggestion that the greater the provision for productive labor,
the ‘more time’ can be taken in the production process and, therefore, the more productive
(if done properly) it will be. In addition, he marries this to the nature of value. The value
attributed to any capital good is prospective not backward looking as with Ricardo. “There
is no necessary and direct connection between the value of a good and whether or in what
quantities, labor and other goods of higher order were applied to its production” (Menger
1981:146). At any point in time there is a capital structure characterized by capital goods
of various orders whose value is determined by the values attributed by consumers to the
consumption goods the capital goods are expected to produce. “The value of goods of higher
order is always and without exception determined by the prospective value of the goods of
lower order in whose production they serve” (Menger 1981:150 ). This has been designated
by Israel Kirzner as “Menger’s Law.” It implies the present value arithmetic that underlies




































