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PERSPECTIVES

CAPITAL

We Live in the
Age of Capital
Consumption

When saving no longer pays,
society must consume its
capital stock to keep going

RONALD-PETER STOFERLE

Today, people think about capital in a one-
dimensional way: Whether it’s the savings of
private individuals, the capital reserves held by
pension funds, the start-up capital of entrepre-
neurs, or the capital gains taxes on investments,
all of these are thought of as money.

Yet capital is distinct from money. It is a defi-
nite structure, composed of different elements
like physical goods, knowledge, and context, as
well as peoples’ talents and experience. Money
is only the simplifying accounting gimmick
that helps us quantify the incredibly complex
capital structure in a uniform manner. It serves
as a basis for assessing the value of different
forms of capital.

Modern economics textbooks usually refer to
capital with the letter “C.” This approach blurs
the important fact that capital is not merely a
single magnitude, an economic variable rep-
resenting a magically self-replicating, homog-
enous blob, but actually a heterogeneous struc-
ture. Among the various economic schools of
thought, it is first and foremost the Austrian
School of Economics that stresses the hetero-
geneity of capital. Furthermore, Austrians have
correctly recognized that capital does not auto-
matically grow or perpetuate itself. Capital must
be actively created and maintained through
production, saving, and sensible investment.

One also has to differentiate between two
types of goods in the production process: con-
sumer goods and capital goods. We consume
these goods; food is one example without any
steps in between. Consumer goods are a means
to achieve an end directly. Thus, food directly
satisfies the basic need for nutrition.

Capital goods differ from consumer goods
in that they are way-stations toward the pro-
duction of consumer goods that can be used to
achieve immediate ends. Capital goods, there-
fore, are means to achieve ends indirectly. A
commercial oven (used for commercial pur-
poses) is a capital good that enables the baker
to produce bread for consumers.

Through capital formation, one can poten-

The generations currently
living in our society are able
to enjoy such a high standard
of living as a result of decades
or even centuries of both
cultural and economic capital
accumulation.

tially boost productivity, if the capital helps
to improve the production process. The baker
can bake more and better bread with the oven
rather than just roasting dough over a fire. But
in order for capital to form, production of con-
sumer goods must be temporarily decreased
or even stopped, as scarce resources are then
used to produce capital goods. For some time,
while he builds the oven, the baker can’t roast
as much dough over the fire. Every deepening
of the production structure therefore involves
taking detours.

Long Term Return

But capital formation is an attempt at generat-
ing larger returns in the long term by adopting
more roundabout and sophisticated methods of
production. Once the oven is up and running,
the baker can churn out more and better bread
with less effort. Such higher returns are by no
means guaranteed though, as the roundabout
methods chosen may turn out to be misguided
and the calculations wrong.

In the best-case scenario, only those meth-
ods that result in greater productivity will be
widely adopted. Because only the best methods
and production processes win in a competitive
system, a more capital-intensive production
structure will generate more output than a less
capital-intensive one. The more prosperous an
economicregion, the more capital-intensive its
production structureis. The fact that the genera-
tions currently living in our society are able to

enjoy such a high standard of living is the result
of decades or even centuries of both cultural and
economic capital accumulation.

However, once the capital stock has been built
up, it is by no means eternal. Capital is thor-
oughly transitory; it wears out, gets used up
in the production process, or becomes entirely
obsolete. Existing capital requires regularly
recurring reinvestment, which can usually be
funded directly out of the returns generated on
capital. If reinvestment is neglected because the
entire output or more is consumed, the resultis
capital consumption.

Capital Consumption

It is not only the dwindling understanding of
the nature of capital that leads us to consume
it without being aware of it. It is also the frame-
work of the real economy that unwittingly
drives us to do so.

In 1971, our money system was cut loose from
the gold anchor, and we entered the “paper
money era.” Cutting the last tie to gold was a
fatal mistake. Among other things, it has trig-
gered unprecedented instability in interest rates.
While interest rates displayed relatively little
volatility as long as money was still tied to gold,
they surged dramatically after 1971, reaching a
peak of approximately 16 percent in 1981 for the
10-year U.S. Treasury, before beginning a nose-
dive that continues to today. It is this massive
decline in interest rates over the past 35 years
that has gradually eroded the capital stock.

Saving just becomes uneconomical, and
there is no capital formation without savings.
If the income from savings, or more precisely
the interest return on savings, buys fewer and
fewer consumer goods, it becomes less and less
worthwhile to save. Every pensioner living on
fixed income knows that the income from sav-
ings has been declining, especially since the last
financial crisis.

Once zero or even negative interest rate ter-
ritory is reached, the return on saved capital is

Saving maintains and grows
productive capital; bad
monetary and fiscal policies
burnit.

no longer large enough to live off of, let alone
maintain a reasonable standard of living. To
make up for the shortfall in income, saved capi-
tal has to be consumed in order to secure one’s
survival. One has to dig into principal to stay
cash flow positive.

Because of this multidecade trend, we see
capital consumption everywhere today, in
decaying public infrastructure like roads and
airports as well as private production facilities
in the Rust Belt.

In addition, the policy of artificially reducing
theinterest as orchestrated by the central banks
leads to a waste of resources and savings and
therefore promotes capital consumption. Just
think of the thousands of unfinished homes
during the last subprime crisis. Human effort
and physical resources were lost forever.

On the other hand, the IT revolution, aswell as
the inclusion and development of the economies
of Eastern Europe and Asia, has increased pro-
ductivity globally and countered the inflation-
ary forces and capital depletion in the developed
world. Without these counteracting forces, it
would have been necessary to restrict consump-
tion in Western countries a long time ago.

In addition, the all-encompassing redistribu-
tive welfare state, which continually shifts and
reallocates large amounts of capital either di-
rectly through taxes or indirectly through the
monetary system, manages to paper-over the
effects of capital consumption, to some extent.
We don’t know how much longer this process
can continue, but once the stock of capital is
depleted, it will be too late for regrets.

Ronald-Peter Stdéferle is a managing partner
and portfolio manager at European asset
management company Incrementum AG.

Views expressed in this article are the opin-
ions of the author and do not necessarily
reflect the views of The Epoch Times.

ECONOMY

What Happens After a Nation Escapes Communism?

Economic growth rises in tandem with freedom

SHUTTERSTOCK

DANIEL J. MITCHELL

During this 100th anniver-
sary year of communism in
Russia, we were reminded
of the evil ideology’s death
toll—at least 100 million, or
more by some estimates.
Many former communist
countries celebrate their
escape from communist en-
slavement, and almost three
decades after the fall of the
[ron Curtain, the countries
that have had the most free-
dom have fared the best.

James Gwartney and Hugo
Montesinos from Florida
State University analyzed
the economic performance
of former Soviet Bloc na-
tions, referred to as formerly
centrally planned or FCP
countries, from 1995 to 2015.

The more the countries
moved away from central
planning, the more they
grew, especially if they
received decent scores from
the Economic Freedom
of the World index (EFW)
published by the Fraser
Institute, a Canadian think
tank. The index measures
economic freedom in five
major policy areas: fiscal,
trade, monetary, regula-
tion, and legal. Gwartney
and Montesinos write in
their study:

“The economic record of
the FCP countries during

1995-2015 was impressive.
This was particularly true
for the seven FCP countries
that moved the most toward
economic liberalization.

“The average growth of
real per capita GDP of these
seven countries exceeded 5
percent during 1995-2015.
Real per capita GDP more
than doubled in six of the
seven countries during
the two decades. ... These
seven countries—Georgia,
Estonia, Lithuania, Latvia,
Romania, Armenia, and Al-
bania—had a 2015 Economic
Freedom of the World
(EFW) summary rating of
7.5 or higher.”

That’s not much lower
than the rating of the United
States, at 7.94. Hong Kong is
ranked the highest, at 8.97.

Because these countries
started growing from a
lower base, they grew three
times as fast as high-income
European developed coun-
tries. This phenomenon is
called convergence.

However, fast convergence
is only possible with the
right government policies.
Growth rates were lower
in the FCP countries with
lesser amounts of economic
liberalization.

Per capita GDP grew
4.54 percent per year over
the 20-year period in the
countries with the freest
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A horse carriage in Krakow, Poland. Poland is one of the countries

that has experienced an impressive economic recovery since it
escaped communism, although others have done better.

The obvious moral
of the story is

that nations will
grow faster and
generate more
prosperity if they
follow the recipe
of free markets
and limited
government.

policies promoting volun-
tary exchange as well as
open entry into markets,
but only grew 3.30 percent
in the countries with the
least free policies.

As a result, incomes in
the freer countries con-
verged faster with those
in high-income coun-
tries, write Gwartney and
Montesinos. “The ratio of
the mean per capita GDP
of the most economically
free group compared to
the high-income econo-
mies more than doubled,

soaring from 19.9 percent
in 1995 to 40.6 percent in
2015,” the study states.

Georgia and the Bal-
tic countries have done
particularly well, boosting
their percentage of income
compared to Western
economies, from 6.7 per-
cent to 20.3 percent in the
case of Georgia and from 33
percent to 61.6 percent in
the case of Estonia. Poland
and Slovakia have slightly
lower EFW scores, but their
incomes also converged at a
rapid pace thanks to some
good policies.

Looking at the bot-
tom group in terms of
EFW scores, it’s sad to see
Ukraine doing so poorly, but
that’s a predictable result
given the near-total absence
of economic freedom in that
unfortunate country.

The obvious moral of the
story is that nations will
grow faster and generate
more prosperity if they fol-
low the recipe of free mar-
kets and limited govern-
ment in the context of the
five major policy areas.

Room for Improvement
And it’s in that final catego-
ry (which measures factors
such as property rights, the
rule of law, and govern-
ment corruption) where all
of the FCP countries still

have some catching up to
do according to Gwartney
and Montesinos:

“The FCP countries ...
have a major shortcom-
ing: Their legal systems are
weak and little progress
has been made in this area.
Given their historic back-
ground, this is not sur-
prising. Under socialism,
legal systems are designed
to serve the interests of
the government. Judges,
lawyers, and other judi-
cial officials are trained
and rewarded for serving
governmental interests.
Protection of the rights of
individuals and private
businesses and organiza-
tions is unimportant under
socialism.”

Unfortunately, even
though we have the diag-
nosis, we don’t really have a
simple cure. It isn’t easy to
change the socialist culture
of a nation’s political class.

Daniel J. Mitchell is a
Washington-based econo-
mist who specializes in
fiscal policy. This article
first appeared in Interna-
tional Liberty.
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