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Key Points

Muinstream neoclissial eonnomics foouses on aleady aitidned
sates of equilibrivm. 1 as silent atsout the processes of adjustment
i enjuidlibsriiim,

Himan acticon conaksts of ' grappling wiathoan esasentslly unkonown
funese’, whorcas mamstream theory assumes W are condronfed
with clearly spovifed objectives, known resources and definod
colirses of action

Cotws of the market econdmy fied ammanition in neoclassioal
theory, since in the real wordd markets always fall shor of the
perfectly competitive model

The Austrian’ theory ol entrepreneurnal discovery allows econo-
misds b0 escape fromn the anablyncal box in which ‘chowe” smply
womnsists of conmpputing o solubion bmplicit b given data

An entreprendiail act of discovery consists of realising the exisi-
etwe of market value that has hithero been overdooked  Soope for
enlreprencunial disoovery oo in 3 workd of disequilitsrium thn
it e dhifferent From the copilibrmam workd of mainstreim oo
THHTIN S

Entreprencunal discovery expiluns why one price tends o previal
in 3 morket, Though new caeses of prce differences continually
appicar, enicpreneuns exploi te resulting peolil opporminities and
prodiuce o tendency W0Wwands 3 single price

Oy with the introduction of entreprenewship o it possible 10
appreciate how markets work. Without entreprencurship, there
wiaded e no markel co-ondination

So-called impeiieitons” of competison are often © crucial ofies
meetits i the market process of discovery and corection of varlier
entrepreneuil erors’

Advertidng expenditiies, for example, s means of alerting
i by et informaiioen. Anti-trust Loas may hamper compe-
titiom by hlocking entreprencunal alenness o profis in, for exam-
ple, grasping economies of scalbe through mengers
Entrepreneunal peofi, Bar from generating injustioe, & 2 "created
pain’ 1= pot © L aleed from o pre-existing pee ) is 8 pontion
which has boen oreated 0 the very st of grasping i’




Foreword

In 1964 Professor Dl Kirgner delivered the inaugural John
Banython Lecture for the Centre for Independent Sudies. Speaking
on “The Role of the Entrepreneur in the Economic Sysem,” he agnued
for the importance of entreprencurial activity in doving @ market
economy sl serving the public inienes

Foureen years later, that role o still inedequancly appreciatied
Microeconomic thinking la still desminated. as 10 has been for mos of
this century, by the neoclassical school. Economests have resoned to
increasingly complex models that emphasise the endstale of competi-
frve equildbrivm, with momentous consetquences for economic policy

Concentration on the cguilibrium state of ‘perfect compastition'
beads to o search for ‘mperfecions’ and ‘Faflures” in markets, and i @&
a shon sep 1o proposals for government action to correct such failures
Inilesd, sinoe all meal-wordd markets must appear imperfect comparcd
1o the poerfectly competitive ideal, the scope for govemment inlerven-
o s virtually unlimited

Criticiams of the market failune approach 10 policy making have,
however, mdainied: notably those made by the pubilic chowe sotonl,
which poents out that people in the state sector are neither omniscent
et alinastic but fust like other people. Consequently, governiment fails
tea, and it cannol reasonably be sssumed that action to remedy market
lailures will pecessarily be benefical

Even more damaging to the neoclussical mainstream, perhaps, s
the criticinm that competition should be seen not as 3 state bt a3 a
continuous process taking place ovet time. This view & often labelled
‘Ausinan” and (s associated paniculady with two great twenteth
century econamists - Ludwig von Mises and Friednch Hayek Acoord:
ing to the Austrians, the kong-run equilibmium of perfea competition is
ol an approprate policy targer but rather o theoretical end-state in
which competitian has boen exhausivd The essence of competition s
diseqquitibrium, characterised by continsous Change

I this pupeer Professor Kirener, sche is one of the leading modem
exponents of the Austrian tradition, shows how Austrian economics
relates o it older classical tradition and how it diverpes from the
mannstream He explains how entreprencurial discovery is a1 the centre
ol the real-wordd market process. Knowledge s mof perfect, nor is it
available from some central pool that can be apped. it v naturally

(L3
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dispersed and s uncovered by entrepreneurs competing with one
another 10 find betier ways of satislying consumers.

Not only does Professor Kirzner explain the prncipal features of
Avstrian cotnofios, he St discusses the insights it offers into practical
pobicy ssames such as sdvertisng and competition policy. As lor futdice,
Professor Kirmer maintains that there i nothing unjust shoul pure
profits accing 10 entrepreneurs: such profits are ‘created gain,” not @
portion of some already existing ‘pie’

Interest in the Ausnan view of economics » growing, and
references o Ausinian ecomambes now appear even 0 introduciony
economics texts. Microooonomic polices, however, with thelr emnph-
st on supposed market filures, sl seem blased towands the views of
‘defunct economists’ (1o use the words of Keynes)

The CIS s grateful 10 the Institute of BEconomic Affais for
permussion to reprint this locid ststement of the Austrian posimon, and
belicves that Professor Klroner's views will make 2 fimely and mpor-
tant coninbution 0 economic debate.

Greg Lindsay
Executive Ihreector
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L INTRODUCTION

his paper presents, o non-technical lenms, an Austnan’ view of
how o market economy works, The theory i “Austrian’ in its
being denved from insghts wihch matured during the course of
the century and o quaner hisory of the Austran tradition. These
inseghts vame (0 be amticulated with espocial clanty and with originalicy
of emphasis in the mid twenticth-century contributions, respectively,
of two greal exponents of the Austrian traditson, Luchwig von Mises and
Friednch Hayek During the past quaner of a century @ nismber of
YOunger economists working in the Austnan tradition, including the
present wiiter, have contributed 0 the further crystallisation of the
theory of entreprencurial discovery anad oz implications for evonomic
Maost eoonomasts agree that markets ‘work' - tha, through volun-
tary exchange trinsactions, agents in @ market economy are, without
central direction or control, able o panicipate n an enormousdy
productive system, miing sdvantage of specialisation and division of
labour, Moreowver, cconomists generally agree that the overall social
pattem of resource allocation spontanecusly so achicved is highly and
benignly sensitive 1o changes in consumer prefetences, resource
endowment availabilities snd known technological possibilities
These shared docinines enable economists 1o understand both the
dramatic increase in the standard of lving achieved in market sooetes
during the past cemtury and the relatve failures (and the recert
Aumerous examples of complete breakdown) of socalist economies,
whether in Eastern Europe or elsewhere Yet there remains o funda-
mental mystery ol the hean of these shared doorines. Surprisangly,
standard svonomics does not provide o satisfying explanation of
exactly rwlprand bowmarkets work Adam Smith's ‘invisible hand” turms
ot o) e an apt metaphor for what remains an snatytical black box in
evonomic theory. Economic theory, ul least in its mulnstream version,
expdains with great sophistication the opemtion of 2 smoothly wodking
market economy in which each agent has somehow already found his
place. But it tums out to be vinually silent in explaining the coune ol
events which cnables agents, sturting from inibal shsence of oo
ordination, fo find their places in the social jigaw puzzle %o the
relatively smooth working of real-world markets remsins, after all, o
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1t in nod the primary purpose of this paper (o demolish manstream
vronomics. Manstream theory has limited uscfulness for a number of
workaday purposes of coonomics. The paper’s objective is to set forth
an allemative ‘Austrian’ theoretical approach, grounded in the eco-
nowmics of entreprencurial discovery, 1o explain a mysery beft une-
salved by mainstream theory = how and why markets work. Criticisms
of mainstrewm theory ane developed briefly in section 111 of the paper,
with the aim of highlighting the crocial features af (he Austrian
approach.

When economists, Austrian or not, 2k of markets working, thy
have in mind processes of social sdjustment in which maket pams-
punts are spontanecusly attricted © offer their fellows  exchange
opporunities which tend in aggregate 10 exhaust all potential gains
from trade throughout the economy. At it glance such a lendency
appean counler-infuitive. For individual activities 1o hecome dove-
tailed m such a benlgn fashion oneg would expec 3 vimually ommis-
clent, omnipotent and benevolenl econdmic czar o survey all
indivdual prefenmnoes, endowments and potentialities, be would then
compute and enforor a pattern of decision-making that not only oo
ondinates all decisions, but also ensures thal no oppotunites for
kil gain remain unexplolied

Yet the theory of the market claims not only that i is possible for
s set of decentralised imdividual decisions 1o exist on the pattern of the
fully co-ordinated state of alfaire. It claims also that there (s 2 powerful
tendency for market events apontancously 1o unfold toward such a
fully co-ondinated pattern withoul any central direction and control
The abaence, in mainstream evonomdes, of 3 satisfying explanation (o
the validity of such claims, &5 a troubling histus. The Austrian theory of
entreprencunal discovery oitlined in this paper sums 1o fill this gap
But the implicaticnn of the theory go muoch further,

Thee set of assumpisons eguited by mainstream theody 10 demon-
strate how a smocthly operating market might work are far 100

i terms of the coonomic systems wo know, The empirical
wirealism of that theory's assumptions suggests that i conclusively
demonstrstes that real-workd markets should sl be able 10 spontanc-
oisly eo-ordinate. Thus the obwious co-ondinating properies of real
wonkd markets wum oul (o be counter-intultive phenornena crying out
even more desperstely for an explanution.

Austrian theory, as presented here, places greal welght on ‘entre
prrereuridl discovery’, which enables decentmlised decision-makers 1o
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recognise when present decisions can be improved apon, and o
anbicipate future changes 0 the deoiions being made by otbers
Movemenis in prices, production methods, chosom of outputs, and
resource owner incomes generated by entrepreneunal discovery lend
o revesl where current allocation patterns are Faulty, and 1o stimulate
changes in the cormective direction. The paper contrass the element of
entreprencurial discovery that is central 10 thie Austrisn theory with the
character of the individusl coonomic decision as it enters inlo main-
stream theory

It turns out that mod only does entrepreneurial discovery theory
provide the key o explaining how markes work, on lines foreign 1o
the approach taken by mainsneam theory In sddiion. its implications
for economic policy ane at sharp vansnce with those conventionally
held. Even if oni's scientific curiosity 2s to how the market woorks were
somehow 10 be suspended. anention 10 Austrian theory would be
required in order o choose intelligently among allermative policy
options with different consequences for socal well-being In such
areas as anti-trast policy, in panicular, Austrian theony sugieests policies
differing deastically from those conventionally desved from main.
stream theoy

Sovtion 1l of this paper skefches the backgound, in wenticth-
century economics, of the theory of entreprencunal discovery. Section
1 hreefly examimes the mamstream undersanding of markets, empha-
sising those Feanires o which the Austrian theory Lkes shamg excep-
tion. Section IV develops the Austian theory m positive fashion
Section V discusses the implications of the Austrian theory that differ
Frovm those traditiomally deawn from mainstresm coonomics. Section Vi
corwludes the paper.



M. THE BACKGROUND IN THE HISTORY OF
ECONOMIC IDEAS

The Emergence of Neo-classical Theory

eginning with the 18708, there emerged a hody of eoonomic

dexctrines hroadly shaned by the various schools of evonomic

theory in Esrope. Whether under the aegis of the Marshallian
schiool in England, the Mengenan school @ Austris, or the then
emergng Walrasian traclition on the Continent, up o the 1930s
sutnomics came 0 emphasise the theary of price, held 1o co-ordinate
the decisions of suppliers and demanders. These different schools of
themht are olten described as making up a single, heoadly undemstood
‘mececlissical” approach 1o eeonomic theory”

A central tenet of this neo-classical theory was that price tended
woward the market-cleaning bevel in each market In terms of the simple
supply and demand diagram (anll wught oday 10 al] students begin-
ning ecomomics) thas came 1o meean thi poces oo gh o cear the
miarket tend 1o fall (due 1o the competition of sellers trying 1o sell their
unsold surplush, prices too low 1o clear the moarke end bo rise Do o
the competition of eager, disappointed uyers) These regularitoes
ROVEMINgG [Wice movements mrovided economisis with an insighi mio
markets which appeared perfectly general, applying to all kinds of
goods and services and showing how market phenomesns systemati-
cally express the preferences of market pamticipants. All these neo-
classical schools shared the view thal i was scientifwally fraitful, in
exanmining different kinds of markets, 1o abwstract from the nsttutiona
chetail, amd 1o focus wpon their pune ‘economec’ structure - an analytical
structure from which everything Inat supply, demand, and price hud
biren snpped away, This aspeci of nec-classical economicy was
suicvesalial in puashing the onoe domdnand Ceermman Histodocal Schisol of
Economios — wiih i anti-theoretical beni = from is turmqof-the-oeniry
pe-eminenoe on the Continent.

The awareness by the vanous theoretical schools of thesr shared
oxppesition o the German Histonical School seems to have maskeud them

U o regard Tor Lt Perendeth-semhaly ocomeenacs, ther ieemd e - Lessscal Fus O B e
apevlleully i e b miscts s st o thissies efle g 4 gEs e e
il Walrwsian gerenl epaililsmam theary, inowhich s mafke 8 soen o mede wpool
peerietly coropilmmatedd dedmacs of stpicaly inasinsieg indivial

L]
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o owerlooling suble developang analytical and methodological
differences thal would subsequently lesd into shamply divergent theo-
retical paths. Indeed, the shared aeo-classical theary of price farmation
came o be developed along shamply different ines. The mainstieam
tnarrowty ‘meo-classical’ ) appresch emerged out ol the confluence of
the Marshallian and Walrasian traditions. In thes approdsch the focus
was placed upon the vonditions of market equilibrium sien, in
Walrasian tashion. as the expression of the solution o the similtaneous
cyuation systemn constituted by the relevart supply snd demand
functions. This diverted analytical attention from the ssep-by-step
provess thiough which one might imagine infzmily dis-co-ondinated
sets of decisions gracdually beooming modified towands grester mutusl
co-ordinabon. Hence the ‘mystery’ 0 which we have drswn attenton
mainstivam theory [ails 10 explan how markets do in fact come 1
work It explans in great detail the relationships that would prevail in
muarkiets that already do work; i is sthont on the nature of the proceswses
that mught generate thise relationships

Mengerian and Walrasian Tradithons

Bt the thind docteingl component of i cartier neo-clussical alliane
of schools came 10 develop a different understanding of the theory of
price. The Mengrrian tradition gradually evolved until, at aboul the
middle of ths century, it was set firmly in 8 diection explicitly
divergent from the Walmsian 1t recognised thal the mathemantonl
refinemenis oocuimng i madnstrenm theory haad Been won st the oost
of ohecuring key features of the earlier neo-classical understanding. As
explained helow, hoth Ludwig von Mises and Friedrch Hayek artiou-
Interd suach wiews in che 15408

Thiese coniriimitions by Mises and by Havek emerged out of an
eariier Austrian tradition that had taken the shaned neosclassical theory
of price for granted. A prescient paper by Austrian coonomist Hans
Mayer had pointed o key problems in the emerging Marshallian.
Walrasian synthesds (Mayer 195271994 55-168), Bt as late as 1942
Miass Fumself ( cobetwating the definitiee Puarial of the German Historcal
Schoed ) avseried that what separated the mesdem” schools of economic
theory from ane another wes brgely nothing mone than a mater of
language and seyle (10321960 214)

The Role of Robbins

That the Austnans of the 1920 indeed xow their eoonomics as entirely
cinmpatihde with the Beikish { Marshallisn b mainctress, sl ibistraied
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by the role played by Lionel Robbins, Robhins, who emerged as an
intellectiual beader in U teaching of economics ol the Lomndon School
of Economics 3t @ young age, came to be profoundly influenced by the
vibrant Austrian tradition pulsating in the Vienna seminars at the ond
of the 1920s. His celebraed 1932 hook, The Mature and Stgnificance of
Ecomomiic Scigrice, was writlen, al least in part, o intreduce Brbish
economists to @ number of the fandamental Austran insights which
Hobibina {who resd Genman) had ahaorteed dunng his visigs o Vienna
and from the Austrian lterature {which he cites freely throughout his
baoolk). In his preface, Robbins schnowledges, in particular, his inteliec-
tual indebtedness. 1o Mises,

Yot Hobbins did not see himsel§ as calling for any important
modification of the substance of Brtish cconomicy as explained in bis
preface, he saw his book as simply introducing British economasts (o a
Fresh way of understanding the foundatons of their oum coonomacs.
The price theory that Robhbins found in Vienna wus not seen aa
aniithetical o the theory which developed info the oothodox, theony of
price o be wught in oountiess college classes. in Britain and in e USA
over the rest of the century

The Socialist Calculation Debate

It was the celehrated interaar debate on the possibility of socialist
eonnomic caliulition which appears 1o have jolicd Mises and Havek
intea recognising that the differences between an Austrian theory of
price and i Marshalllan-Walrasian theory went far beyond martens of
kargruage and style. In 1920 Mises hatd pointed oul that central plannes
under soclalism, lcking the guidance provided by market prices for
resource, would he unable 1o plan socialist production projects so os
o take into sccount the companative importance of competing
projecte. This challenge set off a wave of contribsutions by delenders of
the possibality of efficient socialint planming Hayek contribaiied a
nurmber of papers during the 19308 assessing these comribuations, and
demansteating that (he Misesian critique of socialis efficiency had not,
after all, been sdequaiely sudressed

Best known among the soctalist contributions wene papets by
Orkar Lange (1935) and by Abba I Lerner (1936, 1947) which
suggesied that central plannets could arbitranly announce “prices’ for
rescurces, and instrect soclalist production managens 0 use these
rEscuE prices in molong their own especine production plans
Resulting resounce surpluses (or shomages ) would then indicate 1o the
central plannets the mesd o s esouce prices downwards (or
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upwards) In developing such schemes, Lange and Lemner profiessed
simply 10 be mnsferring o the soctalist moded the insights concerning
the nature and function of mesouce prices they hsd leami from the
theory of price in the mafket Bconomy.

This s of staniard price theory made Mises and Hayek realise
thetr understanding of the nature of market prces makes these prices
utterly incapable of serving as 4 model fof the purposes envisaged by
Lange and by Lemer. In freacthon to these developments in the socialisg
evonomic caloulation detate, Mises aomte his magnum opus, Mo
Actinu i 1949) Hayek responded 1o the caloulstion dehate by wnting a
remarkable seres ol papes, which he collevied together and repuls-
lnhed in his 1948 Pagfiesdiadion and Ecomomic Ovder Then: wene
significant differencey in the ways in which Mises aned Hayek respes-
tively identified the essence of their understunding of the theory of
price, 28 distitnt from that of maknstream (heory

Mises and Entreprencurial Action
by a profi-secking entreprencunal vision of future conditions in a
radically uncentan workd The driving foroe of the marker process is
prreawvided . by the prromoting and speculating entrepreneuns  Profic-
seeking speculstion is the driving force of production ' £ 1945 326-36)
The equilibeation process, which mainsream theoy somchow he-
lieved 1o be nstantaneously achieved, consisted of such entrepre-
nevirlal speculative activity. “The aclivities of the entrepreneur are the
clement that would hnng about the unrealiable state of the evenly
rotating economy i no further changes wene 10 ooour © (1949 $3%),
For Mises, the important point o be observed concemming the
equilibrium state s that in ‘the imaginany construction of the evenly
retating evonomy there is no room left for entrepreneurial acivity
(1949 2550 Hus title, Human Action, reflects his emphasis not on the
coliarless constrained- maomising decson of mamstream eguiliboum
theory, it on the actions of purposeful human beings in an ancertain
wintlid, who are called upon 0 exennse their entreprencunal judge-
et fn kg their wory in osuch o workd, “Action is always speculation
In arvy real and livirg economy every acton is always an entrepreneur
and speculamar” (1949 3530 A shence ol human acion’ mus be a
soence of the eguilibeative propemies of entreprenesus-driven market
rrovesses. An sconomics seen ax such a8 séienoe of human acton is

destingruished shamply from the mainstresim theory of prce confined 1o
an analysis of the conditions under which a markel, or 2 market
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economy, can be pronounced o e i equilibeium

Hayek and the Market Proccas
Havek, on the other hand, did not explictly draw attenbon 1o e mole
of entrepreneurial dynamism and speculative drive in the operation of
the market! provess. Instesd, in his papers collected in fmaftesdualiom
and Economtic Cwaler, Hayek exploned the ways in which the market
process made markel pamicipants sware of esch other's antitudes and
prospective plans. A state of equilibrium, Hayek pointed o, & one in
wehich market participants have somehow oome 10 expect, on e pan
of cther participants, preciacly those plans 1o be made which do in fac
min ol bo b msde. All plans ane made in e correct expeciation of
the coresponding plans being made by others. Mo one's plan s
Fruserated an acoount of cthvers Briling vo act as thar pdan had antdcipaied
they would act. No realised plan is regretted as having failed 10 make
uset of opportunities. made possible by the actions of others, which
hindsight reveals but which foresight failed 1o anticipate. In Hayek's
ooen words of 1937,

the concept of equilibrium mensly means that the foresight

ol the different membens of the society s . comect in the

serise that every person's plan is hased on the expectation

aof jusi those actions of other people which those people

intetwd 1o perform and that all these plans are based on the

expectation of the same set of extenal facts, so that under

certain conditions nobody will have any peason o change

his plans. {154% 420

With this profoundly impomant insight into the state of market
equilibrium as consisting in 8 patiern of mutually sustaining cxpecta:
herating process 1o be set in motion. Such a process, Hayek pointed ow,
must consist in mumal leaming, during which market panticipants
Come o scquine mone and mone acounite mutual knowledge concem-
ing what one’s fellow participants are abie (and in fact plan) o do

In the light of our analysis of the meaning of a state of

equilibrium. the real comtent of the assemion that a ten-

thing but that, under certain conditions . the expectations

of the people and particubudy of the enireprencurs will

become more and more conmoct. (1949 45)
In standard price theory, Hayek claimed,

it is genenally made to appear as if these questions of how
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the equilibrium comes about were solved Bat, if we look
closes, it soon becomes evident that these spparent demon-
sirationa amound 1o no more than the apparent prool of
what is already assumed The device generally sdopied for
this purpose is the assumption of a perfea market where
cvery rvent becomes known instantaneowsly 1o every

member. {1949 45)

In subsequent papers expanding on his insights inte the mle of
ignomance and knowledge in explaining the market process, Hayek
rejects, explicilly or implicitly, much of the core of mainstream
theonsing about the process of equilibration, the meaning of compe-
titboan, and the criteria relevant in making judgements about the well-
heing of sooety

Mises and Hayek: DHfferences and Slmilarices

In rerms of the positive theory of entreprencunal discovery, the
chifferenoes between Mises's undenstanding of the dynamde  market
provess and Hayek's undertanding of that same process, are less
impeertand than the congruence of these two ways of understanding
markets. It &5 true that Mises did not dmw special attention 1o the
mutual keaming that must occur during the entrepreneurially-diiven
process of equilibration. Nor did Hayek emphasise the speculative,
entreprencunal character of the market process. ol 25 section [V
exphains, these teo ways of sniculsting a theory of market process am
oul b be two sides of the same ooin. Moreover, in dawing attention
o these complementary sets of insights, Moes and Hayek wens
explicitly detaching Austrian economics from the mamstream consen-
sus n prce theory. They were, indeed, breaking away from the
muainstresin parsdigm, is i was coming 1o be undersiood by the middie
af the twentieth century, and moving towards the creation of 8 new,
‘Avstran’, parsdigm

The New Austrian Paradigm

Why had this new “Ausinan’ paradigm not heen anioulated carlier? A
plausible explanstion is that the mainstream parsdigen hsd itsell been
produally muodification ( particularly under the impact of
the Walrasian approach) in the devades immediately lollowing 1930
Earlier neo-classical thinking had ned, in fact, confined price theory o
the analyss of perfecly competitive equilibrium under conditions of
prerfect knowledge * The great rwentieth-contury Austnans, Mises and

! mchwyer U9 where Ui thesis s oomancingly developml i grest detuil
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Hayek, gradually realised the direction in which manstream price
theory was moving. The orystallisation of mainstiesm heory B0 an
approach confined 10 analyss of equilibium conditions under the
pasumption of perfect knowledge made it bath possible and necessary
for ithe Austrians o articulate, for themselves and others, thewr own
approach

By mid-ceniury the Austrian tradition - ai a lime shen comven-
tional histories of economic thought were pronouncing that tradition o
be in permanent eclipse - had produced ar lesst the elements of 2 pew
analytical framework within which (o understand  price-lormation,
market processes, and the roke of equiliboum analyses

Subseguent developments in the history af Austrian economics
dunng the sevond half of the reenteth-century contimoed this gradual
liberaton from the mamstream approach. The theary of entrepee.
reeurial discovery (section 1% below ) offers a2 synthesis of Misesian and
Hayekian insights which ploces the Austrian understanding of the
miaad ket process in an entinely different framewnork from that of contem-
porary mamnsiteim micro-economic theory. This Austrian framework,
unlike the mainstream theory, offers o satisfying explanation of how
and why markets work.

Before presenting the theory of entrepreneunal discovery, how-
ever, B is necesany o doaw atention inomone detail (o weaknesses in
the munstream approach which have moved contemparany Austrians
o embrice the Sises-Hoivek parmdigm.



1. PROBLEMS IN THE STANDARD
THEORY OF PRICE

Texthook Competitive Price Theory
he core of the standard theory of competitive poce as taught
texthooks for the last half century cin be proended in the
Fallorsing seenplidined fosm!

*  the competitie market system crsunes istantaneous of ol
sttainment, for 4 given good or service, of the market-cleanng
price (thal martked ot by the intersection of the nedevam
Marshathan supply and doemand cunes),

*  the competitive market systemn insantaneously of mpidly achioves
theme adjustmaends between markets aeeded 0 cnaune that the
murket-clhanng price s simultaneousdy anained momsch markat
througlind the sysiein and

* 1o satisfy the combitions nevded (o sustain this theary an economy
mnist, s all times, ke imagined 1o display the characienstios. of
pedelt competiticon. For purpeses of our discussion the most
significant of these charscierstics s pedect mutual knowledge
Each murket partbcpant must, 2t esch instang, e fally asare (0 of
e desvcisions thi all Fellow marker parts apants would make unde
all conceivable price situstions, () of the devisions that ane. in
B, bemng made by all fellow market partopants) (uad tha all
fellow participants have similar awarenes o infimttim The
nesan of an individual decion implees that a devison-maker,

P The weman of muodvercam By proseited aml omicsed @ is sectieh @i
mingtlifled coue, Pl P (e @ caplostos The maln mpddlcaion made m die el s
Mﬂlhllﬁrrﬂﬁilhrmﬁﬂhm“uqimmﬂumﬂm“
i by s embieedy v rabe s e pessilubity of e e shie s menplste
mhawasbir. Maimsieam by los soasgde 10 prapple sl swompletr inf s
Ml @ faan shoine = oy ievating indieemsinm ge 0 oomtly preramor omnvmieg whi s

ageeis Dars Tl sobevant sl This musns thet sl agents oy mil ko
croryllunis Hary ol kimms presely il degme o malwematacal ook g sl will
every pisly dhpleem Laken They vin e b surprend. Sm unadeseeed e can
veaifly dimeipge liven @ chdew madly ursber el o e umsan e Tee shiwor (b qiek
e ibell ety sl G chee lyifa o e Lbvewn rislied e undesand casoe s
o ssipiiar. ol wns, indeel, mos smee el (unes e stiste gl pessdeilivy il
W et wes boinem sl e panshie wa beowmply soeesd iy e i
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baving a clearly ranked serles of destred objectives and confrontcd
with o peroeived outcome, makes decisions with pedect mtional-
iy, that is, in stricily meodmising Gakbdon ammd sdthout emroc

The picture portmayed by this theory s, of course, that of ihe
perectly competitive equilibrium model. 1n reviewing the well-known
eriticiems of this model, i§ is not our purpose (o deay thal this medel
can serve useful analytical obyectives. 1t i to point out the inadequacies
of the model as 3 sellcontained and complete explaration foe the price
and quantity phenomena shasrved in the real workd. 18 is then easier 1o
appreciale the Austrian theoretical innovations 16 be discutsed al
grester length in section IV, The perfectly competitive equilibrium
mode] suffers from two difficublies = those arising froan the wrmaalion
characier of the assumptions of the model, and those arising from e
instermral contracdichons from which the model suffers as an explana-
tary framework lor understanding the real world. Fiest we ke up the

second difficuly.
The Problems of the Assumed Solution

W have abeady cited Havek's observation that, whalo il s generally
made 1o appear, in lexthook expositions of mainstream theory, that the
question of how equilibium comes shout has been solved, Tthese
apparent demonsirations amourd b no more tan the apparent prool
af what is already sssumed.” (19459 45), Hayek pointed our this s
because mainstream models in effect sowme perfect knowledges o
have been achicved at the outset, throughout the system,

e one apprecisies the Hoyekinn insight that an attained stabe
of equilibrium meavrunivenal pedect knowledge, 1 beoomes ohvious
that no madel in which perfect knowledge s awwmed can be of direc
sssistance i explaining how an equilibrating fendency might ocour, &
madel in which perfect knowledge in assumed is necessanly a model
of already-amained equilibrium; it cannot grapple with the process in
which imperfect mutual knowledge may tend (or full 10 tend) o
generste mmproved munal knowledge. Consequently. quile aparn from
the varcalistic chanicter of the perfec knowledge assumption in
mainstream theory, that assumption renders such theory, when used 1o
explain the equililwauve propeities of murkets, imermally contradioiony
and incoherent

Constructing & moded in which all decisions are made withoul
errof ol only paints & pictire shich does ot cormespond 1o reality. I
paint 3 pictuse in which that configuration of deciions that s mutually
sustainable sithout disappormtmisnt and wdthoit regret has, somehow,

L2
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already come 1o be made. This extracrbinanly demanding requirenient
is implied by the miskeadingly simple assumption of perfect know)-
edge. We cannot imagine a situation in which we simultunecusly
protudate perfoct knowledge (as defined above ) and o set of decisions
that are ned mutually sustainable seithout disappoiniment and withou
regret. W cannat imagine decimon-makers deliberately undenaking
wourses of action which they lmow are bounsd 1o be disappointed or 1o
b megretted

S0 the mainstream theory locks us, 31 the very oitset of analysis,
mio a paftern of decisions that are all mutually suainabbe withou
disappointment sl without regret. No matter how illumimating this
peictiire may be ax providing iedirect chees as o how such 2 configs-
mation of decisions might come o be attained, o cannaol of tsell ponmy
any such process. Any adjustments nevded o achicve this equilibrum
cornfiguraticn mimst have occurred prior o the moment picrared in the
copuiitram model. Thus 3 vew which sees the world ax av all e in
the relevant sttained states of evuilibrium clearly s out alf the
aedjpistments which maght bove wade wich attamoment possible

This criticism of muinstream pice theory applies only 1© clams
that the theory explams how equilibrum prices and quantises cmenge
bn the course of the market provess. A mainstream theonst may simply
postulate 3 universal tendency towards equilibnum, claming then that
the theory provides a valid undesstanding of market outcomes. If one
belwves that the market price for 3 given commodity does, a1 least
rotghly, cormesprand 1o the price that would prevail under equilibum
canditions. the theory which expluns exactly whst @ implied by the
phrase ‘under equilibrium conditions’ bs conainly nethwer internally
comtradictony nor uninformative

But our oriticism of the theory would will be valid Instead of
charging incoherence in the use made of mainsiresm theory, criticism
woiild focus on the arhitrariness of the postulaie needed 10 render the
thastary of anvy inferest in understanding the real wordd, A theory which
relies, for i redevance, upon the arbitrary postulste of & universal
tendency wwards equilibium, must be severncly circumscribaed By
isedf t offers mo explanation for the phenomnena we are seeking 1o
explain. And nuinstream theotsts who have homesthy confronsed the
preitshemn of deploying their theoey 1o account for (or even 0 argue for)
the miccesslul schievement of market cquilibrating tendences, have
been compelled 1o concede its Tatal fimitations in this regard 4

Some malnstneam theonsts dismiss s oritician. Granbed, they

Y Pl (15550 w8 preme exampde of sachy roogmaen
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wosiht) say, that the theory does not offer & pictuee of the equilibruting
process. That does ned affect the value of the theory in the slightes
becaune the function of 2 theory ks not 10 offer 2 picture of reality, even
5 schematic picture from which irmelevam details have been absimced
It shenibd provide s lack -boa' formula capable of generating predsc-
tioma; thie validity of & oy i ot to be judgisd by thie Bcsimilitede of
thie pictuire § presents, with realiny, b only by the empinod scourscy
of the predictions it genemtes (Friedman 1953 343). This methodo-
logical position is conudered below, in examining the unrealism of e
woumptions of mainstream theory. Here we merely point oot that,
whatever the episemological validity of this position, it simply does
oo satisfy the ‘schentific curiomty’ which inspires such questions an
‘what s the secret of capitalist success”, “why and how do markets
work 30 well® Mainstream theory fails 10 provide that satisfying
explanution which lugnimate cunosity is seeking

The Unrealism of Malnsircam Theory

As mentioned carlier, one line of oiticism direchsd at malnstream
iheory concema the unnealiven of the assumpiins upon which tha
theory relies. The offending assumplions ore, in paricular 1) those
relating nammealy o ihe way n which individual decision-making is
miolelled incthe maimstream theory; 00 those inplied by the peffecky
compuditive conditions which loom so peamincntly in mainstneam
theory

The Individual Decision in Mainsiream Theory

Foi miinstream itheory, the analytical unil s the decison af the
imdivicual. But this decision and the manner in which it is imagines] to
e madhe, turm out (o e wholly anificial and stylised. Real-workd nen
and wormen do net reach their decisions in the mechanical Tsshikon anid
undet the stylised circumstances postrayed in mainstream theory. The
theoretical model of decision-making adopted in mainstream macros-
eoonmics alwtracts from key feaimes of the mal-wiotd context in
which human beings make decisions. Such abstrasction  dunatunes
huiman chotoe 10 e extent that the resulting theory of the mdividual
dciion muist be pronounced false, as 4 representation Of st
buiman chowes. A theory of market phenomena, buib apon Chiodoe-
thestretie foundations sduch do sviodenos o reality, cannot enelde s
trace (hose phenomena bt buoman sotions out of which they have
bwsen ot

Fol mundmeineim decivon theory, the conlext of the dedision o

14
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hosed” Analysis of ndividual market-pamoipsting decison-making
proceeds by fist imagining each agent 1o be confronted by o clearly
spocificd problem in constrained maximisation. The agent has a cleardy
defined and ranked set of obpectives; he confronts price possbilities
poverning each prospective trade in which be might participaie; and he
hegins with 3 known set of initigl buman and/or other resourops 01 s
disposal His decison is made in stret massmising fashion, subpea
the constraints of his sibuston. He & programmed, a3 8 were, 1o sehed
that combaation of wransactmons which will Faultlessy and inevitably
convert his inftial endowment into de most prefereoed combinition of
ditairable obyectives. He can never have any oppartanity to cxemise
imagination of boldness; he can never be surprised. Bul this way of
imuagining deviskon-making diverges in cnucial respets from the neal
conexl of human chodce (Shackle 19721

I ks mpossible o anagine any realwordd sitvation m which s
decision-maker docs nid mooogerise that he must make his choloes
within an opwens-ercledd context. The deciion- maker s sof presented, as
it were, with ghven resources. Ui the contrary, it B s the course of the
alecenion wself that the hunsin decision-maker defermomes what ohpec
tives are most importint, and whal resources are in B available 1o
P The decision-maboer must sclude hese determinstions under the
mabric of the decvishon biscse the situation he confronts is, a0 each
wnstant, open-coded. The agent does ol necessanly ko inadvanoe
what congeses ol action be must choose anomng: he dos nol reoessanly
leneve in sdvance what the consequences of any prospective cotrse of
action will be; e muy nol even have considered which olyeotives ae
worth thinking aboat realicically and n whal anking of urgency e
would place themn

The mescapable uml mdical uncertainty® Boed Iy cach Bumen
agent ensures the open-endedness of human choice. When o hiuman
Preing takes an action, he iy, tr e aacticn, graspangy a1 8 specific plcture
oof the future as the relevant framework for his sclion. Action coesis
in grappling with an esentially unknown future To magme Fuman
chuoice as being made within a "cdosed” framesork, with given moked
goals and given aviilable resouroes, may constitute for some purposes
2 uscful smplification, throwing light on conain aspects of human
chidce. Bul such simplification comes at & detressingly high price. It
diverts analylical amention feoin featunis of acheal decision-making

P The serm nsdcsl enceramty’ bae been wsed moemplasise die Knghtians charsoer of
the unorianty Licng meal-sawid agens i disenet fyan insirsile skl Sew adein
CFDisinll, fr. il Mg | 105%)
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which are crucial in understanding the mariet process.

The mainstream poftrayal of the individusl decision permits
dervation of determinale theoretical conclusions, sadisturbed by the
vagaries introduced by unsystematic human efforts o cope with open.
ended uncenaintes of the greal unkoown. But 1 shscune our under-
standing of market procedses. The dmsthc modifications with which
mainsteam micro-eoonomic theory incorporeies the individual deci.
shon, the fillering out of all potential for surprise, prevent us from
seeing the determining forces opersting in the markct

Mainstream Market Theory

The core af mainstream theory fefens o the perfectly competitive
model al markets To examine the consequences of the unrealism of it
assurnptions, if is helpful 10 consider the perfectly competitive moded
aof the Mamhalliin maket for a single commodity, The' model explains
price, n such a market, a5 being pushed instsntancousty or rapidly
towands the market-cleaning level, at which all potential sellers are able
fo sell all thai buyers wish to buy (81 that price)l. The assumptions
pdopied for this model = shich ensure the inevitability of this outoonw
= pre well-known, af least ever since Frank Knight's classic ariculation
of the pedfectly competitive market econony {1921 chapiers 3-8, Pos
our purposes, these sssumptions include cipecially perfea knowl-
edge, and the infinity of buyers and seliers in the pedfecaly competitiee
miarket, Both these key assumptions = which imphy that, at the going
market price for the relevant good, each buyer expects (cormectiy ) i be
able to buy as much as be wishes, and each seller expocts (cormotly)
in b alle b sell as muich as he wishies = ane wildly unrealistc in regand
o the commercial world with which we are Faniliar,

This gaping chasm between the real workd and the perfecily
competitive theonstical portrayal of it moved Edward Chamberlin
(1956} to construct more compdicated mindels (ol monopolistc ocompe-
trbon) which would be lexs offensive in this regard. Instead of o picture
of a workd in which each seller believes it possible 10 sell an unlirmited
cpuantity of his product at the market price (that is, he faces a perfectly
elastic, horizontal demand curve), Chamberlin built 2 theary based on
the asumption that & seller is typically aware of being alde (o sell mone
poods | he s prepaned to kower the price. Earlier theory had confined
the possibility of a seller facing 2 dewnward-sloping demand curve 1o
specil cases of pure monopaoly Chamberlin, however, argued for a
general theory which recognised the empirical reality of competition
hetween similar, bt not identical, products, and the associaed

1
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empirical reality of sellers” awannes that the prce they charge 1=
significantly under their cwn control

Diespite: this valiant anempt to restore 3 modsoum of reatism 1o the
theory of markets, and despite an enormous Hierature that sprang up
around this anempt, o faibed W0 make 3 permarent et wpon
mainstream theory. The lale wenticth-contury manstream theory of
prive places mone, nof less, emphosis upon the pedectly comipetitive
model than had been the case when Chamberbn compheted his
doctoral dissertation in 1927

Proviuction is of coure carried oo in markets in which the numiwe
of producers (and even of retaiders) i far from infinite. The typical
producer of retaiber agonises over whether or pol 10 mise or lower the
price hie will ask. The contrast herwieen the pdoture offered i the o]
of the perfectly competitive market for a given product, and the real-
world business siene, 18 50 striking a5 1o strain credulity. As noted
carlier, the perfectly competitive mode] i inheremily, by it very
assurnptions, incapable of explaining bow o markel sorks. Bt it s moe
st that il cannot explain how present market phenomena came o be
what they are; the mode] recuines us o see oarrent matket phenomen
e wn analytical framework that canned (it the empunical patrem wie ane
seeking to understand,

The Perfectly Competitive Model and Critics of the Market
Eoomomy
The implications of thes: unrcalistic features of the perfectly compet-
tive misdel have not been lost on critics of the market coonomy. They
do nit, in the contexi of late twventith-contury munaream macro-
eeonomics, have 1o base thelr sitacks on the officiency of the markes,
upan any critique of the logic of price theory. They mercly have 1o
embrace the perfecly compettive model angd poind oul the obvious
respects in which real-world capitalism Falls short of the ideal vondi-
tons reguired in onder for the socal welfare opimalies of the
perfecly competitive model 10 apply

Muinstream micro-economic theory therefore not merely fuls o
provide the theoretical explanation we seck for the market sucoesses
wie obasive: that theory provides onbics of the market economy with
the intellectual ammunltion they need W press their attacks on the
elfiiency of wapitalism. They merely need o tok off the sespects in
which real-world capitalism depans from the requirements far per.
featly competitive optimabity,

Pointing out these implications af the unrealism of the perfecily

I
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competitive model wed in mainstream theory does not establish the
imvalidiey of that theory. Buet it does demonstrate the pnoe eing padd
in order to mke advantage of the clegance aml oderliness of that
theory, Searching for an explanation of how and why markets do work
using a patently untealistic model, such as that of perfec competition,
is lileely 1o result in the conclusion (oounter (o our dinect obseryation)
that markels de nal, i fact, acheesve efflciency at all,

Anexplained in section 1V, the theory of entrepreneurial discovery
fineds the explanation for market efficiency precisely in those real-world
fegrures of commercial markets whech have been deliberately excisesd
from the pictures portrayed by the perfecily comnpetitive models. A
pasticular aspect of the real world is its disequilibrium character. At any
given moment. lhe market s sof charsotensed by sftained equilibriom
In this respect, our positive theory of how markets work differs sharply
lmhmdmmnﬂmﬁurmﬂmmw
theory by postulating “impefections” in marke! competition. The point
is worh some emphasis, because it permits us o sum op and make
maore explicit crticiuns of the lack of realism in mainstream theory.

All ihe poirnits in mainstresm theory upon which we have focused
ion the grounds of abaence of realiam, i oul 1o be anvibutable 1o the
exclusvely eguilibriion characies of that theory, Both @l the level of
individual chodce and ot the bevel of marker oultcomes, mamsincam
theory deliberaicly confines itsclf 1o sibustbons af sfsined equilibrium
The et par of this section focused on the incoherency of atempling
1o explain possible processes of equilibration stricily in terms of models
charmcerised by aleadyvamtained equilibsium. The latier pan of this
secticn poimted out the numerous aspects of real world cosmmercial life
which are incompatibde with the assumption of already  attained
etuilibrium, Mow the mese Failure of 3 theoretical pleture to replicate
with precision all features of the realicy it seeks 1o explain, is ot
mecessinly fatal for the wusefulness of that theometical plomre. But
mairatream theory Flers oul of the mciene those aspoces of meality
wwhich ame the vtre of an sdecuste explanation for mardeet phenomena

sbrunaluiley ol the maiket ey, only on tlee ermdiem el @ e bgBeessnd iy
ievaimlly e e of ERErmmen ervenfem (v exampse e manioe
unm}u-h-nuﬂnd:miru-t-uhnﬁuﬁig-mmmm
kst on provaiml dee merberr's disritsron of omes oo e enmeoad sy
s The simag) Feservatima. diswsael i lates sesonis ol (5is (sagec, ovem S rmeng
i By e 1l b srdrrerning i market openition sl ek rodcommes weill har spwan
me deree diealy frem @ seaechion of dhe eservaiions whikh cramscrile e
masshrram pEadel o g pamerds @ Gevs e of dee ke e sesemy
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Those features of reality which canno find a place n an eguelibnium
el tirn ol i be the keys 1o the explination.

Charmberlin's atiempt 1o restore realism by consrcting mosdels of
monopolistic competition misied e mark He did nol iecognise that
the sounoy of the affending unroahsm lay in the asumption of aleeady.
attaines] equitibrium in the pefect competition model  What he
proposed inatead was 3 more comploted equilibium model The
mondel of sftained monopolistically competiive equilibrium s 0 s
mtimber of resprsicts bess insubing o our senee of realism than the mode]
it sentgght 1o reploce; nonetheless the new model suffers from the same
cardinal fault. By posulating already-atiamed equilibrum it cannot
explain how equilibrmm might come 0 be approached. The theory
mrsaes (he opposunty b provede o atisfaoony eaplanaton by comsid-
g the disequilibrivum festures of the market



IV. THE THEORY OF ENTREPRENEURIAL
DISCOVERY

be theory of entreprencurial discovery sees the explanation of
ket phasnomens in the way eatreprencunal decesions, taken
under disequilibrium conditions, being about changes in prices
and gquantities. The market process so initiated conssts of continuwal
entrepreneurial discoverbes; it is o process of discovery driven by
dynamic competition, made possible by an institional framework
which pesmits unlmpeded entreprencunial entey inko Both meew and obd
markets. The sucoess which capitalist market economies display 18 the

teesult of o powerful fendency for less effickent, kess imaginative courses
of productive action, to be meplaced by newly discovered  supenor
ways of serving consumen = by producing better gpoods anddonr by
tiking advantage of hithero onknown, bl avalshle, sourcoes of
resource supply. The theory [ocuses on the concepd of discovery in
corirast fo the notion of the imdsddual decison n mainstream theory

Breaking out of the Neo-classical Box: The Concept of
Discovery

The dscovery concept pokits 1o 3 way of escaping from the closed-
ended analytical box in which modern neo-classical economes con-
fines the theorist. The stylisex] decision-maker b unable 10 exerise
penuine choloe. Given amays of objectives amd available resources
autonuatically mark oul the option-to-he-chosen; any other option (s
ruled ot in advance. 1t is unthinkalbde that the decision-maker mighe
detiberately select 2 bess preferred option instead al a preferred option
Cansd wihal is more preferned dnd less prefermed s known o the agents
an cefined by and in the ghven armays of ohecives and availabile
PesoLn s )

%o the 2t of chiodoe consiats in pething more than computing the
sodution oy drghicir i the duta There i nothdng o reative in sich
an act And since # i8 assumed thal declsions are inevilably and
inescapally made withoul error, tiks mainadscam notion of the decisiog
in effect squeies the decialon-maker outl of the ploune, the decision
i ‘miadde’ by the sets of data which are “given” prior 0 (he decidion
Mainstream thetising adopds this sivlised concept o render the
ocome of decinions determinate, wnaffecied by onoesiemobic Bt
suchias impmilse, surpiise, o Fear. Bul, in order o escape the Himigatons
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of such theory, we have 1o escape this narmow notion of the decision
The notion of discovery podnts the way

When a surprising discovery s made, # cannot be ascribed 1o any
deliberte act that can be fited (0 to the neo-classial concept of the
decision. There has been no deliberate search for a piecve of infomms-
tions (e vinlue of which wias known b sdvance, amd the cost of finding
esf wehvich was known in advance). Rather the act of disoovery consinted
in having ‘undeliberately’ noticesd what was adreaady costlessly know.
able. Where the neo-classical concept of the devision makes @t
unthinkable that an available gunful opporunity has ol been
grasped, 3 mife realislic pofspective permibs o 1o recognise that such
opportunities. may simply nod bave been noticed. An opporiunity may
not be grasped nel because Ue infarmation necdea 1o grasp if was oo
contly 1o make it wonlmdbiile, bt because the contlessly obtainabie
opporunity (or the costhessly avallable information . would have
brougehit the opportunity within immedisie seach ) sas smply, mexcus-
ahty’. overdooked An act of discovery ocours when someone notices
wiiat has up o pow biren overooked

Recograsing the possibility that a gunful opponuanity may fail o
e grasped Because i has not been noticed permits (v sppreciation of
dimensions of ndividieal chokee and o social ipersction which
standand connomic theory obsoures. [ alao iberstes (eonsing from
the closed-ended nec-classical hox in which cvervihing oocurs e
tably. We are no longer impnsoned in 3 workd where the course of
evenis unfolds inexorbly under the mechanical, dodesvork-like pro-
pramuming of the maximising postulaie uader given sl crcum-
sances Awareniess that opportunitios may go undoboed, and therefore
ungranpeed, allows us o explore the pore dscovery of hithenn
unnoticrd oppoftunies. The theory ol entrepreneinial discovery
affers the key 1o understanding the marke process

Discovery and Entreprencurship
Mises's almoetvation that in any real and living economy every acior i
always an crtreprenenr and speculsior (1040 233) draws atterntion 1o
the: link Pwtween the ‘open-ended’ conception of ndividual decision:
making. and the entrepeencunal function in the market process. For
Mises the anabytical unit b the human act, and the esential feature of
the human acl i its speculstive and entrepreneunal dmeasion, This
leaids us directly 1o appreciate the paraliclsm between the individual
aet and the entreprencunial function in makets

Bvery imbividual act constitutes, necessandy, an act of discovery In
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acting, the individual is net simply (a8 in neo-classical theory) spelling
ot the implications of the preference rankings given at the outset; he
ix, at the momem of action, alenly ewabfisbing those preference
rankings (with all their implications), in the face of the mdical
uncerianty he confronts. When e sos 1o seize an opporunity, he is
nol seizing o 'given’ oppotunity; he i, of that moment, declaring that
opponunity (o exist. He i, as it were, adiscopering that opportunity’s
existence, The human st similianeonsly establishes the framewnrk
within which one can imagine deliberate maximisation 1o occur, and
et of the fransework constituies an act of discovery; that framework
was el neither ‘given’ 1o the decision-maker nor inexombly implied
in some prior ‘given’ mea-framesork

The most carcful prioe deliberation ooubd not define the frame-
work estabilished at the moment of sction. Establishing the exisience of
an oppotunity famework calls for aderfreeo o o st of crommstanes
hitheno not yei noticed. A Tramework” involves not only assumed
given srmays of goals and of resources, it involves expectamons of
rckevant poaks and of relevamtly available resources in i fiutune. The
uncenainty emveloping the futune means that the establishment of such
an expectabional framework of ends and means constimules, necessars
ily, a crestive scl of discovery. T acl means i grasn an OpportLnly;
0 grasp an oppomumty means o discover @, 1 identify it out of the
ambsiguiities and cloucls of an infinite armry of allernative prospeciive
Fuibispes,

Such on st of discovery involves mote, however, than lnding
something that happens 1o attract affention. The discovery of an
ofgportundy means the discovery of anomaly, Discovering an aftractive
opporiunity always represents something of a pleasant serue, 1 the
gabn ernbodivd in the opportunity had been fully anticipated. grsgionge
it wonikd hamdly represent a creanve ac of discovery. The gain would
e nothisg but the realisation of something fully expecied. Beviise, o
Mises, hurman action i essertially peared v the radical uncerainty of
un unknowable future, il s inescapably speculstive. Muman action i
discovery

An act ol discovery in which resources are deploved to schieve an
objective represents the realisabon that, before the discovery, the
relevant resources had been undervaliusd The full potesitial of Gwese
rescairces had not been up to now understood, Thius the ac of
discovery, and thus indeed every human action, repiesenis the disces-
ery of hitherto arunispechodd valowe in hitheno sndervalocd fesources
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Here wr have the key 1o the profoundly significant Misesian poralie]-
ismm Betwern the individual sct amd the pure entrepreneunal function.
The: pure entreprencurnal funchon consists in boying cheap snd selling
dear — that ks, in the disovery that the marbef has undervalued
snething o that s oue marke value has up 1o s pot been
genenally realived This permits the pure entieprenest b by some-
Thing for bess than he will be able wosell it for. His st of entiepreneur-
shipr consists in realising the existence of market value that hes hitheno
P owerioaked

Pure entreprencunhip in the markot bean, then, te very sime
relationship 10 the decision-making that occurs in the neo-classical
ihieory of ihe firm as does Misesinn human action o the neo-classical
model of the individual maximeng decison. In the neo-classical
theory ol the fiem the owner of the fem maximises the dilference
hetween revenues and costs, Both the revenues anad coats associated
with alternative levels of outpul are given. The ‘profits’ the firm o
maximises are thus fully expected and known to be svailable baforv the
firm's output deciskon is made. There s no surprse whatsoever in the
‘profits’ gmspexd thoowgh the firm's decision. Winning theem constitubes,
in effect, nothing mone than mechanically camying through o plan
firmily siled om in sdvance

Hut the entreprencurial decision in the contesxt of s market s quite
different. The entreprencur who ‘sees” { discoven) o profil opportunity,
is discovenng the existence of a jgain which had (hefore his discovery)
ik heen seen by lamself or by anyone else Hsd it been seen
prreviously, i woahd have been grasped or, 2t any e, it would have
bween hully expected and would no longer then be a fresh discovery
made: mowe When the entreprencur discovers o profit opporuenity, be
is dhwcovering the presence of something hitheno unsuspected

Exactly the same kind of Eberation for the imdividual decision
inside o outside a market setting provided by the human action
cancepd (i opposed 1o the dosed-endod<ontent verdon of neo-
classical decison-making is e bet found Uhor the theory of markets’ in
the notion of pune entrepreneundup.

Either Entreprencurship or Boguilibriam

Revognition of the parallelism between the Miseaun concept of human
acton in the face of open-ended uncenainty, and the purely entrepre-
neurial robe in markets, highlights the lmitstions sumounding the use
of exclusively equilibrium modcls,

An equilibrium world s one without scope for entrepreneunal
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discovery and creativity, bhe cowrne of muarbel everets is forvordaimedd by
the dats of the market siustion, Mo eptrepreneur can, within the
straifpcket assumptions of the equilibium moded, aler the foneor
dained sequence of market eventa. The only droumstance which can
induce a genuine change” in the sequence of markol events s an
exogenous shick 1o the sysiem

The only changes that can ocour in 8 neo-classical markel are
those trachtionally anabysed with comparative sinths, in which history
is seen as o sequence of equilibrium sivations. Consequences of
exogenois changes in the data are ‘explained’, not by tracing though
changes, but by punping from a plcture of ne inexorably foreordained
world to o pioture of a different inexombly foreordained world. While
this approach fulfils s presumed obpective of fillering oul unsystenatic
sousrces of change, it does 5o at the prce of proviching any genuane
explanation of how the word could in faa possibly make the (non-
foreondained!) transithon from the first pleture (o the second.

The Driving Force of Entreprencurial Alertness

In contrast, the world of disequilibrium offers scope for entreprencurial
discovery and consequently for genuine change. Consider a situation
in which o commodity s being sold ar two different prices in wo
separated pans of the market (between which transponation costs are
rera). Such u sitvation of diseguilibium &, within the scope of
mainstream theory, amcly impossible. 6 matnstream theory, with all
partied being aware of the two prices being scoepted, those paying the
highwer prices are dearly failing 1o pursoe their preferences consistently
(since they presumably prefer paying less 1o paying more). Similarly,
ihise socepting the lower prices are acting al vanance with their own

Bt in the framework of the Austrian theory of entreprencurial
discovery such g situgtion s not merely posaible, i s unsvioidable
Complete relevant informathon is no longer assumed. Those naying the
highet price dio so simpily beciuse they are unaware of the krwer price
that b gvailable Those sccepting the lvwer price do so simply beciuse
they are unaware of the higher price being paid The divergenoe
hetween the two prices constinates an opportunity for purne profit. A
buyer buying at the lower poce may scll it ot the higher prioe and s

" The term pensmne hanpge disnigpastes sech cianges o |h-m-:|'-;ﬂ;-
genermied, fully anticipaed changes’ thal air pesgrannesl B cipege fom de
Uik vl Do copeertvies ol mailtlperrical. wuestemporal sgalilvim condiess
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win the difference as pune profit. 16 imporant (o robce that, until we
introduce the element of entreprencunal alertmes, we hive no basis
upon which to postulate any change in the situation - ever. “Those
unaware of prices lower than the price which they e paying. may
remain so unaware indefinitely. those undware of prices higher than
the price they are accepling may femain so unaware indefinaely,
As soom 85 entrepreneurial alerness b introduced, however,
matters are drastically aliened, There Is oo room fon the posaibilsy, i
not reear coitainly, that the profil opporunity constinited by the price
difference will be noticed by an alen entreprencur. Once noticed, (he
pure profit. oppofunity will be promptly seized (unce @ & now
perceived pure gain, costlessly available) This will involve sdditional
buying in the low-price market! (ending W push price wpd and
additional selling in the high-price market (ending 1o push price
clirarn
Entreprenvurial discoveny of the profit oppamunity. constituted by
the indtal prise diffensntial s thus o powerful force pashing the o
prices towands each other, eliminating both the price differcngial and
the prafit opportunity i offered, The most fondamenal law of peloe
thieary, Jevona®s Law of [ndifference, asserting a londency for o single
price o emerge thivighaul the market for 2 given oommaclity, thas
fimds its place and its explarsation withen the theory of entreprensunal
discovery. The constant clenges coouming o (he sorld continually
oUcasion pew situptions conceming which market participamns will
rypecally be unaware New csuses of disequilibnum and of poce
differences are continually arsing. But, st the same tme, these
disequilibwis continually generate foroes lending o discover the oppor-
ninities so created. The tendency loaards a single price i contmually
interrupied — bt continually nesumes)
mwﬁumumtldﬂﬂm.ldﬂhﬂﬂnnnm
of wearch He had previowsly been unoware of the existence of the
price differential. Transiticn from unawareness o gwareness was nol 2
deliberately taken step. Nor s it 4 step that can be expliined by
invoking any action st has a plsce within mamstresm oy, In onder
o ndentand the most powerfhul (amd charmcterstic) moving foce
withem the market eoofomy, It is peoessary (o step outside the paradigm
o mainatream theory, and invoke pure discovery,
For mainstneam theory, the very possibility of reo different prices
existkng disequilibtium-fashion smullancously b the matketl & one
that is, sirictly speaking, unihinkable, Jovons™s Law of Indifference has,
in mainstream theory, come o mean nothing more than that anvehing
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except 3 smghe price for g commaoadity throagh the oo is roled o
by assumption

It might, howerver, be argued that mansircam neo-chissecal theory
can handie both the possibility of the tewo-price sination, and the
tendency for both prices o move towards each other, wathin i
copuiiibium framework. We ule out, of couse, § neo-classical expla
nation referming to differences in commodity quality, or i differencen
between the convenicnce of shapping for the commodity in differcr
locations. Such explinanons are illegitimare and imebrvant hocause
thery do ot represent two prices Tor the same commodity (defined 10
inchude not only the quality dimension but also the utility of activities
which come paciaged with the physical commadity whose price is
under discussion) But at first glance it would seem possible, in 2 neco
clasaical world, 1o postulate the existence of two prices for the same
commodity, as soon as we admit the possibility of imperfect informa-
11518

Nec-classical economics proceeds as if full awarenes exists of all
relevant aapects of the stuation. But this need not imply omniscience.
The neo-classical theorist understands that the buyer paying the higher
prce knows that the commodity is available ar a lower price, but also
knows that m onder to find out exactly how 1o take advantage of the
lower price he would have 1o expend leaming of search resounces on
such 4 scale as to make it workhwhile o continue paving the higgher
perice. Such a situntion is an equilibsium, and therefore acceptable from
the point of view of peo-classical economics because there & an
explanation for the price divengence. I it i wothwhile o undenake
deliberatet leaming of search, and if the leaming or seanch process s
iscll a tmeconsuming one, then we can expect, within the neo-
classical framework, that the initial price differential will gradually
disappear, as the additioral information gradually spreads throughout
the market. Al each point in time: each market particlpant, and the
entire market, is in complete meo-clesaical equilibrium. The dynamis:
wversion of Jevons's Law of Indiffercnce has, it might thus be argoed.,
been rotrieved within the neo-classical famework.

However, while imperfec information cerainly can acoond in the
noo-Cassical frmework for tvo prces for the same commodity, this
does mod generate the dynamic version of the law af the snghe price
While the ime-consuming character of leaming may explain why it
takes time for two prices o convenge, e possibality of such delibemte
learning does nol ensune any converging tendency. On the contrary, o
is eminently pussibile that the very costs of leaming which prevented
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earfier learming from having ooourmed will continme 10 deter market
panicipants from keaming how o ke advantage of betier prces
avaidable in the market The mstial equilibram muol-price situation
ey, therefore, prevall idefiniely precisely becawse it 6 an equilib-
T

What reniders the two-prices-foi-the-same- commexdity case a pos-
sibly genuine disequilibrium situation is the possibiliey that there may
be no ‘rational’ explsnation (that &8, an cxplination i erms of
deliberate knowledgeable decison-making) for the price differential
may be that, afier the costs of keaming have been willied (or, in the
extreme case when these costs ane pero because the existenoe of the
teor probces is plain (0 see) we have wo explanation for the Buyer whio
pays the higher price, and the sefler who acoepts the lower price ofher
than thal market panicipants have simply failed o notice what was
staring them in the face. This glaning absence of a ratonal’ explanation
for the price differentiol renders it o disequilibrium sination - 2
situation which cannot be expecied 10 las for long because the pune
profit. opportunity constituted by the price differential will sttract
entrepreneunal discovery.

The driving force of entreprencurial discovery refers 1o the
prevalence of pure profit oppormunities, that s, of sguations which
wem o defy mtional explanation, Moreover, such stuations can be
expeuted to be systematically whittled away by spontaneous entrepne.
neurial discovery of the pure profit opporiunities they fepresent,
Entreprencuital discovery exencises a sysiematic force upon markess,
tencling to ditve them al each moment away from the disequilibrium
situations which cried out for discovery

System Out of Chaos: The Paradox of Entreprencurship

The paradox of entreprencurship in 2 market economy is s follows,
Mainstream theory left entreprencurship out of its picture because
entrepreneunhip seems chaotic snd uaperedictable. Boldness, impulse,
hunch are the o matenals of entrepreneunal success (and lathiee),
they seem it render the possibility of sysematic, determinaie chains of
events unlikely. In order 1o perceive regulaniibes amidst the apparently
chaotic vaganes of real-word market volaulity, 8 may scem methodo-
benprcally sound to imagine 3 workd with so scope for entrepreneurship.
Yet. paradontically, exsctly the opposite & the case. it is only when
entrepreneurilup o introduced that we begin 1o appreciate how and
why markets work. Without the possihility of entreprencurship, no
Ernuine explanation for market co-ordination s possibde (aside from
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arhatranily postulating that co-ordinaton always fully and instantane-
ously prevails). The ‘chaos” introduced by entreprensumship is requined
10 pccount for the systematic character of peal-world market processes

Introducing scope for entreproncucship pemits 4 degree of
freedom which makes i possible for ermon (o be made — that s, for
decisions 0 be made that fail 10 wke full sccount of relevant
clmoumatances. | may indeed not be possible (0 explain how ermors
e 1o be made or which specific errom ocour. There (s no economilc
theory which discribes which features of reality are likely 10 be
the market phenomens of any moment reflect ermons made as a result
of unawarchess opens upy possible understanding of the way such
phenomena change over time

It might at first glance seem thal, just o8 one canm undendand
which specific features of neality come o be unaccountably over-
locked in the fiest place, it might also be mpossible o predict whether
any of these overlooked features will be noticed ber After all, what
was overlooked yesterday, may be overlooked today and tomomow.
Buil such 3 vonclusion would e oo hasty. Economists ane able 1o
idennily one feature of a market cconomy which acts powerfully (o
direct (or 1o gitract) entreprencurial alenness towands the cormection of
parlier ermom = such emon of the Kind we have discussed made o a
market evonomy manifes themselves as apportaifes for pne profic

These carlier ermon may come sysiematically 0 be discovensd
hecause of the tendency for entrepreneunial alertness o ‘smell” of sense
whete pure entrepreneurial profits can be won The  systermutic
character of the market process stems from the buman propensity 1o
sense | withoil deliberaie seanch) where (o fvd pure gain. Our
eronomic analysis teaches where and how errors come to be tranalated
into opportunities for pure profit, and so provides understanding af the
fendencies these ermors create for thelr spstematic correction.

Jevons's Law of Indifference Extended

The fundamental law tending to ensure convergence among the
market poces for 2 given commodity also operates with powerful
conserjuences in less obvious circumstances. Consider a production
process in which a given combination of diflerent resources s
deployed 1o fabricate 3 product. The producer buys each of the
neceisary resources in osder o produce the pooduct, which e sells 1o
vonsumen. To say that an entreprencur-producer @s malking pune
prodits in the production snd sile of this commedity means that, after
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caleulunng the prices he pays for all resounves needed w0 produce the
product snd deliver it to the door af the consumer, Beir sum s bess thun
thee amount paid by the consumer This situation, oo, s an exsmpde of
the ‘s commiodity’ being sold o different prices in different pans of
thee “maumie” parbor.

The sum of the pnoes paid for the resource bumdle aeeded o
produce snd deliver the product, is lower than the price pasd by the
vesnsuinesr for that delivened product, Bt tie bundle of sl e requilred
mesoirees 6, in effect, the commediny tha bondle i shie 1o produce
Mothing mare is Reeded than, sa to speak, 10 say 'Go' To possess that
bundle is, i effec, almady © possess the comamodity 5o that the
possibility of earning pure profit through selling the commodity x o
prce higher than that af which the nesource bundle is being sold
hecause the same’ commaodity is besng sold in some pans of the marken
at a lower price tin the form of resources) than @ i beng sold @ in
eslher pans of the market (that & a8 & finshed consumer© good)

1 thez iesoiinoe Basmdle did indieed inclsde all seorsany esouices,
wie have no ‘ratlonal’ explanation for this multi-price sitaation. There is
i reason why comstume s should be willing to pay more for 2 finished
prockuct than the sim aeeded 10 obisin command of alf the esouroes
Vimchadimg all the timie and trouhle needed o buy and assemble the
resouries Usedd in Bbrication iselll required o deliver the finished
prechiet o the comsumer The ondy explanation for the poce discreps
aAY lies i awsreness of pone emor on ihe pan of puriet pamcipants

Sunch error mivans thal stene market parmicipants bave undervalioed
thesas renoiirces meladinre 1o the fuiune sagerness of Consmnens o sogqeine
ihe product in quisstion whien i can be prodoced, This undervaluaiiom
an b ‘explaned” ondy a8 an uncxpliinable’ enor, 2 failae 0 see a
futuine ihat is in Gt stasing ane in the face. Such eror menifests iteeli,
exactly as in the umple case of the commodity selling for mose than
ane e, i a pane profil oppotuniry

Whenever an erdreprencur senses the poscilbliny of pane peofil by
mewiny inter a new line of production, or by innovating a new mathod
of production, be is mking advantage of what he belicves w0 be a case
wehre the markel & ermomeously sslgnimg two dilfensn valies 1o whai
is, i eronomic reality, the same ivem. The powerful driving foroe of
erirepreneunal aleriness & always and cverywhene at works, noticing
such ermony through the anraction provided by the pure profis wchich
siech errons create. Entrepreneudial profit-making is ocourring. ndot only
through hringing the prices of o given physical good towands cqualiny
throughout thwe market. The same entrepreneunal peofit-making oper-
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phes iowards bringing resource prices into relevant eguality with huture
product poces

Ludwig von Mistss expressed thas with goeat clanty

What makes profit ermerge (s the Fact that the entreprencus

who pdges the future prices of the products more conectly

than other people do buys some or all of the factor of
prochuction at poces which, seen from the point of veew of

the future state of the market, are oo low, (1962 109)

What is important is that, in operating along dus damension,
entreprencunial sberness s not only pushing prices iowards relevant
‘wuality’, it s also seoctag resocrces froom one line of prodlsciion
arinther. The tendency, in a8 market economy, for resources i bevome
reallocaied from less productive uses (as judged by consumers)
towands more productive uses, operates through the same entrepre-
neurtal discovery procedure which creates a tendency for the prices of
a given commoday 10 move lowands equality The extension of
Jevons's Lew of Indifference tums out 1o explain the market foroes
responsible for camtalist allocative efficiency.

For this allocative tendency o be set into motion, it s not
necessary thal the entreprencur is aware of the present misallocstion of
resowes. He doos not need detailed knowledge of the imdustnes in
which the resowrces are currently emploved, he does ol noed o be
Familiar wath techinical production conditions of, and consame inlernes
in, the products in those industries. He metely has o sense that pune
profits may be won by buying the necessary resources.

O course, in order 10 sense the possdbility of pune prafits in 3
particular line of production, through having a ‘nose’ for price differ-
ences, il is most helpful for the entrepreneut o have a kevn senose (or,
if Jeast, a keen sense of where i hire emplovess with thiz keen sense)
both For wechnics] production possibilities and for future consumer
preferences in b line of proshocthon. But aliimately 0 is his sonse for
the possibility of pure profit (hecause of differences between fesournoe
prices and product prices) which drives his activity and motivates his
alerness 1o techacal production possibilitics and o future consumer
prcferenies. I the law of the single price which, working thriugh the
process of entreprencunial discovery, powerfully rediects the pattem
of capitalist production into more, rather than less, allocatively efficient
channels
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Errors of Over Pessimism and Brror of Over-Optimism

The erron which express themselves as pure profil opportunities are
not the only ones which can be made w3 diseguilibrium workd of
open-ended uncenainty, Errors which result in pere profin opporuni:
tics ane crmats semming from over-pesimism. There aee, in ackdition.
cron of over-optimism which also play important roles in the
entreprencurial discovery precess of the market ccosomy,

Errors of over-pessimism ane those in which superiorn opponuni-
ties have been overlooked. They manifest themselves in the emer
genoe of mone than one prce for o poodoct whis'h thiese mespurces can
oreate. They getwrate pune profit opportunities which attract entrepre
neurs who, by graspang them, vommec! these over-pessinmsic ermors.
The other kind of ermor, enor due o over-splimism, has o different
source and pliys 3 different rode in the entrepeencurial discovery
e s it

Erver-optimistic cmor oucits when o markel pariiopant expects i
be able to complete a plan which cannot, in fact, be comphricd A
buiyer mistakendy plans to bay 2 commodity or a rowoonce at & price so
Jow that the item i nol cbtainabic at the pricve. A selber plans o sell an
itartty mt @ pirsce sorhigh that i fact no buyer is willing to Iney a1 that price
This kand of error does not generale pure profit appounities which
are conrecticd thiougth entreprencunal alertness Cver-optimists: errors
tendd 10 he vormected by mone direct market forces, calling for less
wrestive entrepreneurial alerinees

An ewer-optimistic error iends o munifes ioelf in a price either oo
b o b Jew 1 clear the market for that good Thus if sellers have
Py, ko geneenil, over-optisistic, they will be expecting higher prices
than buyers are, in geoeral, prepared to pay. If buyers have been over-
optimistic, they will be cxpecting prices that ane lower than sellers ane.
in general, prepared 0 accept Such mistaken expedations do oot
necewsanly muean that the market peice will be 31 varance with those
expectatims. Afer all, if sellers ane unwilling to scll it 8 price below
5300 (hevanese they mistakenly believe that st thes price thaey can sell all
that they wish 1o sell), then any units sald waill mdecd have been sold
al thai prive of highet (since no one who expects o be abile 1o sell ot
S0 weill swvept bess). The over-optimism will be revesled not heces-
sarily by an initial failure of the market price 1o he 3t $300, but by the
urespecied Baline of some or all sellers o sell what they had expected
b b ahile 1o sell at that peice

Market price, in ths kind of diseequilibrium situstion, will e too
bith 1o clear thee market. 1t s & case of disequalibriom because wee feel
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fairly confident that, if the market price for a good is mdeed higher than
the market-cheanng level, sellers will soon reabise this (as a result of the
pile-up of unsold goods), and will kower their expectations and rodoce
their asking prices. Similary, if over-optimism on the pan of buyers fas
resulted in prives bemyg below the markes-cleanng bevel, this situstion
will reveal itsell (0 the form of shomage, and buyers, realising their
error, will i higher prives 1o obtain the commodity or resource they
wish to buy

Whiere over-pessimistm anses from faduse 1o realise that mose
eager buyen of sellen for o commaodity indeed exist than hed been
expected, over-optimism anses from believing that buyers and sellers
optimism an: more likely 10 be mapidly discovered than are errm
arisng from over-pessimism. An opportundty which has not been seen
may (even though o offers s discoverers pure profit) continue o
remain urnotioed in the fopune. Bot an eron arsing froem over-optimism
migeet scprely be discoversd simply because it volves making a plan
which cannit and will net be compleied. Prices svhich are 100 high will
b revealed o have been oo high by podes of unsold goods, pococs
which have been 1ot low will be revealed 1o have been oo low by the
shiortages they creste. Cemainly, entreprencunal judgement may be
merpuiged] to mterpeet these shortages (or surpluses) corectly. Bul,
soomer of later, proces that are too high must come down, and o on

The emuaionr insights of the theory of eatreprencunal discovery can
now e summaresd

*  ALany given moment markel pamicipants are (vimeally imevitably )
likely 1 bat sulfering from unawareness of the e (present aml
fustusre b plans of other market panicipands.

*  Shich unaweareness may take the form of uedhe optimesm Cis when
wellers of o good expect buyers 10 he mone cager to bay that good
than they really ane), leading 1o o disequilibrium price for a good
that i too high or too low o chear the market Disequilibyium
prices genente direc alisappoiument of plans (s wien sellems
who have refused o sel] for lower prices, discover thesr customers
are sinply not buying ot the high poces) Such disappoiniment
can be expocted 10 alert entreprencus o the rue temper of the
miarhel Prices that were o0 high will tend 10 be loweel. (hose
thiat were oo low will rend 10 e bid upwards.

* Unawuaneness gy also (and generally moee importanily | takiy the

)
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fivem af undue pessimism. Sellers may underestimate the cager-
ness of Buyvers o bay . Buyers may underestimate the eagemess of
sitlhers b0 sell. Such unawareness leads 1o more than one price for
thie same good (or o bower price for the resounces bundle, and §
higher price for the product the roiources can deliver), Such price
differences conaitute oppotunities for pure profit amd therefone
feemad 1o areraet entrepiencunal aftention. The prce differgnces will
tenid 1 b eroded by entreprencunial action o grasp these peofit
L L

I ane could, for purely analytical pumposis, imagine consames
preferences, resource availabilites, and technal posshilitics as
frogeen in time, then the entrepreneunal discovery processes will
bl o ensure that the pricy of any given good o service will iend
tewiarcds equality throughout the market, that fesource-bundle
prices will tend too equality with the prices of the expecive
commadities they can deliver thmagh production; that, at the
wnifearm prices so schieved, the market for esch consiitmer good or
service, amd for each resource sernvice will end 16 cear; and that
all prospective buyers will fined what they wish 15 by 3 the price
they expect and all prospective seflers will find buyvens prepasnsd 1o
ey the prices which the sellers are expecting amnd ate prepancd i

accep

In the vourse of the market movements schieved through these
tendenciens, not only will resource and product prices He modified
as wesonbed baul, mome imponantly, resoarces will be shified
vontimeally from less imponant dses (as measored by the prices
Comanmers afe prepared B0 pay) o moie impofant uees, e
proaductve lechnological uses for resouroes will come 10 e
replaced by more productive technologies, and undiscovensd
sorves of new resources will wend 10 be disomened

In the rmal world of incessant change in underdying consimes
preferences, resource avallabilives and technkcal possibilitess,
these comective endencies may b panly or wholly frustrated or
interrupied. In addition, these tendencics, opetating i differe
parts of the vver-Changing market, may interrupt and confuse soack
ather Pt the direction of the powerful foroes of entreprensinsal
discovery will be shaped and moulded by the above-described
systermatc and comective processes of etror. disappointmeent,
ihisciywery, and surprive.

L1
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A number of imporant features of the theory of entrepreneurnal
discovery remain o be briefly discussed.

Competition and Entreprencurship
Thie critscal discussson of matnstoeem nec-classical thoory in section 11
Focussl panioulary on lestures of the modke] of perfon competiion
central to that theory. The concept of competition used i mainstream
theary is quite different from the comesponding concept in the Ausinan
theary of entrepreneurial discovery, For mainstream theory competi
o {4 the closer to perfection as market conditions approsch the eals
of complete imformation throughout the market, and infindte numbsen
of buyers and sellers of each commeodity or service. For the theory of
entreprencurial discovery, on the other hand, the relevant concept of
coimpetiton involves only one condition, that of fresdem of emtry into
each conceivahle market

Both for maknstream noo-classical theory anmd for the Austrian
theory of entrepreneurial discovery, competition is required in onder 10
account for the phenomena which are 10 be explained But here the
common ground ends. For mainstream theory, competition is 2
required assumption in order 1o ensure that the situstion described in
indeed an equilibrium and o disinguish @t from other possibile
equilibrium configurations (for example, that under pure monopaoly ).
Hut, for the theory of entrepreneurial discovery, competition s re-
guited o sooount for the dynamic entrepreneural process. described
above . Consider the case in which freedom of entry has been sharply

Where (for example as a resuli of a government grant of monopoly
prvibege ©0 o favoured manufacturer) potential enlteprencurs are
hlocked from entening a particular industry, this must paralyse the
mariel discovery process. Suppose, as is plausible, the protecied
mnopolist (5 enjoying monopoly rents and so is able 1o charge a price
which substantially exceeds relevant costs of prodiction. Then this
situation will not be eroded by competitive forces, since antry s
Iockeed

The monopalsed product may be urgently needed by poteniial
consumers, and fesources now employed in other, les urgently
needed industries, might mose procuctively and profitably be used in
this (monopolised) industry. But discovery of the profil possibilities is
rendered Jess likely hecause entry restrctions prohibit the grasping of
such profits by new entrepreneurns even if the existende of these prodits
is discovered. Perhaps the technology now in use in the morioplised

i
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inchustry could be drumatically improvend, mesulting g substantil
reduction in costs of production. Such new production echaniques
might have been discovered, under conditions of free entry, by
potentid entreprencurs on the prowd for pure profis eppormunities. B
susch discovery bs rendered less likely bevause entry restrictions prevent
the winning of such profits by innovative crtreprencun. Where the
prasping of profit is prokibited, the prooess of technical discovery s
sharply inhibited o 1otally paralysed. The enirepreneurnal discovery
process depends upon the awarenes by polential entrepreneuns that
any pure profil opportumities they may discover will redound 10 the
dimcrverer’s henefin.

The dyramic chamcter of the comipetition central tothe process of
on prices, but on the quality chamaeistios of produas and on the
texhnigues of production. The driving force of entrepreneurial, com-
petitive cotry eeditects resounces from industries in which thesr prodise-
ity s lew, as measuncd by consumer cagerness and willingness 1o
pry. Worwards industries or technigues in which their productivity s
Hﬂﬁur.ﬂnmprww“uwmmﬂumdmwtummhnn;
abomit the krwering of produc prices towards thesr lowest possible
costs of production and alen incumbent producens o the possibility of
lerwering the costs of production and 1o the competitive necessity 1o
lewer prochuct prices accondingly

The contrast between the nition of competition n mainstream
neo-classical theory and that in ihe theory of entrepreneunal discovery
can minl effectively be presented in temms of knowledge Madnstream
theory competition calls for knowledge as a premguoite withow
cennplete knowledige throughout the market, competition (s imperect
But, for the theory of entreprencunal discovery, competition is the
process trrowugh wdich knowledge e disoovered and communicated 1t
wiats Hayek (1949 92-106, 1978 chapter 12) who put his finger on this
cnrdinal differerie separating these o potions of suampretition
Whereas the mainstream concepl sees competition as neferring 1o one
partcular sate of equilibrium, the dynamdc concept of competition
refers o a process thiough which disequilibrium states are gradually
modified in the equilibrutive direction. s the difference letween an
imagned state of completely amained information throughout the
system, and 3 process of discovery through which boil sctivities and
mutual information become mone closely co-ondinated

The clase relationship between the dynamic concept of competi-
ton and entrepreneurial alenness has boeen explored in the lieranane of
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the theory of enirepreneunal discovery (Kirzner 19730 1t turms ot that
the teo notions, dynamic competition and entrepreneurship, amn: wo
shdes of the sune coin Bvery aqt of competitive enlry is an entiepire
newral act; every entreprencunal acuon is necessariby compatitive (in
the dynamic sense of the word). To compete is 1o 001 (of 10 be in 2
poition o act) o offer buyers a more sttractive deal, or to offer seflers
a mare attractive deal, than othen are offering. To do so it is nevessany
10 discover situations where incumbent market pamcipants are offer-
ing lesx than the hest possible deals, and 1o move 1o grsp the profits
made posable by filling the gap so created by the incumbents. Such
activity is strictly entreprencurial. To acl entreprendurially s o enter a
markel with o new idea, with a better product, with 3 more atirctive
price, or with 3 new technique of production. Any sich act necessarily
competes with others.
In the: theary of entreprreneurnial discovery, competition can (apan
from goverramental restrictions on entry) be junited only as 3 result of
ewnerzhip of unigue and scarce resources (Mises 1949 354
74), if an individual engoys sole cwmenhip over such a nesource, he
may be invulnerable 1 competitive entry, because potential competi-
tors are preciuded from access 1o the unigque resource, Entreprencanal
discovery, in such cases, must necessanily be channelled ino other
productive activities fir wehich the requined resounces ane available o
all willing to pay the market price ® Entrepreneurial actvity i possible
andy 1o the extent thal no resource monopoly obwiackes exist o biock
of evising offers made by others, but the innovalive offering of
superioroppoiunities (o others is possible only because enttepreneuns
are alen 1o the possibilities available thmough innovanon

Mises, Hayek and the Theory of Entreprencurial Discovery

Thaes the theory of entreprencurial disconery emmenges as 4 synihesis of
complementary ieas developed separately by Mises and by Hayek In
section 11 we saw that Mises emphasiscd the entrepreneunial chamces
of the market process, while Hayek drew atiention 1 the chamater of
that process. as being one of mutual learning. We observed there that
these twn elements of enphasis e oul 10 be two sides of the same

* i iy aeipridesed melusery, n fcr, the market process proceeds (hragh entrepe
mewiriad compertib e pe-s tannelied o nthier markets Thee peroess gl which
il ek amriees al the mewipeily prce Bee lis peoducy bs o 0 owiich sty
hmmm:imm'-ﬂm.dmlﬂrhﬂh'Hh
ahdinitey wiss ol cabes, men. ARl Pesnors, B o i proes e e
Puasin ol ety ther e dist calcislates his onn pecmg pobicy
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profitability of seeing that future more comectly than others do. These
supenos visions of the future inform entrepreneunial productive and
exchange activity The dynamic market process is made up of such
perofis-motivated creative acts in regand © the huture

In no acting. the Misesian entreprencur drives the market process
which reflects the flow of new discoveries these entrepreneunal
vishons have upcovered, IF all exogencus change (in consumer prefer-
ences, resource avaitability, and technological possibilities) could be
suspended, this dynamic, entreprencur-dnven market process would
proceed until all uncerainties, ansing out of unawareness of what
others are able and willing 10 do, would gradually become resalved. In
emphassing the entreprencurial character of the Misesian marke
process, we are gt the same time drawing indirect attention to the
Hayekian mutusl-discowvery aspec of that very same process. Whilke
cemain elements in Hayek's expositions of the 1%i0s do seem o differ
Fromm elements emphasised in Mises's expositions of tal same decade,
an entrepreneuial discovery theory af the market process can be
developed which draws on the complementarity betseen the Misesian
and the Hayekian insights

The Theory of Entreprencurial Discovery and the Mainstream
Neo-clessical Paradigm
It might be argued that the theory of entreprencunal discovery
provides cructal, hadly needed sypport for neo-classical equilibrivm
theory, which does a superb job in explaining the conditions fulfilled
once all the co-ordinative steps aken in the counse of the market
process have been completed. But, because it does not of itell accoun
for the provess through which such co-ordinative steps come to be
taken, it needs the contribution of the theory of onmprencurial
discovery 1n this way, it might be angued, Austiian theory suppornts the
mainstream neo-classical appeoach

For many workaday purposes in applied economics, mainsteam
equilibriem theory offers 2 wieful shon cul 1o understanding what
happens in markets. In considering what the consequences are of
specific governmental interferences in markets (for example, in sceing
b price cellings genermte shomages of minkmum prices generils
wm,mmmumwmmmummm
same simple Marshallian supply-and-demand disgrams as his neo-
classical colleagues. The technique of compartive datics analysis has
for many decades been a simple but powerful ool for the applicd
economist. Nothing in this paper is intended 10 denigrate the possible
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usefulness of mainstream equilibrium theory 0 serve as the algonithm
for raughly identifying the consequences of speafic kinds of exog-
ey change It may indeed seom that the theosy of entrepreneurial
discovery provides not much more than 3 helpful esplanatory foo-
note, 4s it were, (0 mainstream theory {Vaughn 1994 131 But in fact
the relationshap between the theory of entreprenewrial discovery and
mmmmcmmmwmmmm

I the purpose of sconomic theory is seen as no more than offering
shewt cuts o statements linking causes 1o effects, then hlack-box'
theonsing may appear adequate. But if the prorpose of theory is (o help
us underdtand bow the marke! economy works, things s quite
differert. For purpeoses of achieving undersanding, a black-hox
heory is no theory at all. It explaing nothing, in the snse in which
peaple usually undersand ‘explanation’ Thus the theory of entrepre.
newrial discovery provades far more than & moderately interesting
supplement o marstream equilibrum theory, i provides the explans.
ton which is lacking in mainsiream theory

As will be shown in the remaining sections of this paper, the
Uy of entreprencurial discovery has implications which go bevond
the simiple satisfaction of scentific cunosity. The explanation which i
prowvides diastically slters the way in which significant festures of the
market economy and of contemporary economic reality sre under-
stond or appreciated. The differences in undersanding should, in tum,
entail imponant modifications both in the “moral evaluation of key
features of capitalism, aod in the lomulation of pracucal economic
podicses o permit the coonomy W0 feap i grealed polential in
effichency and in prosperity.



V. NEW PERSPECTIVES PROVIDED BY THE
THEORY OF ENTREPRENEURIAL DISCOVERY

nderstanding the market process as @ systenlic, ermor-cormec-
thve sequence of profit-inspined entreprereunal discoveries,
continually reshuffled and redirected as a resull of the cease-
i mipact of exogenous changes, shioald drastically alber oud appire-
ciation of key features of capitalism. In this section a number of
examples of such alterations are exarmined
A goodd deal of the arguinent siems from eefusal o sovep perfectly
competitive expuilibrium a3 an ideal Many featunes of real-wokd
iriapicets which appear, from a perfectly competitive-ideal pempective,
o be dirext evidence of melficiency, tutn sut 1o be wholesome features
al a vigorously and dynamically competitive world So-called imper-
fections’ of competition emerge as oucial elements in the market
process of discovery snd cormection of carier enticpreneurial errom
Each example in this section desmonstrsties how the Austrian view of
the competitive process contrsts with the nonm of pertfect competition

The Econcmics of Advertising
Advertising cannot casily be fited inte the pesfectly competitive
expiilibrium model. Hence it has been scen as a generally harmiul and
wiasteful phenomenon, responsihile for serous divergence of capitalia
performance from the efficiency conditions in the perfec competition
model 1t appears to be expendinire of resources designed 1o manipu.
late consumes preferences, shifting the demand curves for given
adverised products o the right Such manipulation can only benefit
firrms I monopoliste or guasi-monopolisic siustons. Forher, adver:
Llsimyy sabels Ensubt b injury by regquiring consumers o pay mose for the
privabege of buying commoditios shich they would nol want in the
aluence of manipulathon

Meo-classical theory secognises thal adverising may perfonm a
prechuctive mle i providing consumers with useful infommation. (fos
which they may be entircly willing 10 payl There may he sound
economic ressons why this information is provided by those with an
interest in promoting sabes of the advertised poodoc Crather than by
imgantial, dsimerested market purveyiors of information ). Bl i handly
eaplains the enoemous volume of sdvertising, and especially its
provocktive.  stentbon-grabbing, sheilly perviasave chamoer, Flow-
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ever, it s the anahvtical framework of the neo-classicl paradigm shich

prevents critics of aivenising from moognising its important mole in the

entrepreneunial discovery process This paracligm has bed oritics to see

adfvertising ds decisbvely refuling the notion that under capitalisi market

comstiings and lhoenlives, producers are governod by oo
w

Thie thirury ol enthepretimatinl dscovery ofsens op @ now paerspec-
tive into which advertising cin he fitted Tar more cisily and in which
I fills @ diferent role. In ofder i sensd the prefeisices of consimens,
piochucers have 0 do far more than merely fahocare and mados
avatilishle the goods they believe consumers desire most urgently, They
migst do mine, even, than o make avalable the information they
beelieve comsurmen newd o acguire snd appesciste the gioods on offer
After all, the entrepreneurial dncovery pecipective shows thal mene
avadlabilisy does pot guerantee that these needing information sl
bave it Bven f information i starng them in the foe they may simply
s, peetdee i, o remaln enawane that thene B amyahing further i be
kmiown

s themrefore neovssary for prochioem, entemt on winelng the
profits from mnosatnely serving consumer preferencos, alsa o aleer
cartpisimiers g thie avallabsling and the qpaalities of goods. Clearly thee
ix 2 risle o sibvenising beyvomd “providing informanion in nesponse 1o
vamarmes demand * There s, n dddaion, & pobe for sdversing bo grabs
the atemton of potentisl conmemens and’ dicear theim boath o e
imformuition and b the goasds that are availabde s information my
b swcly phoit, vmce swore of 1he goods, consemers may wish 1o buy
ihean, Wt their dermand may nol yet e active as long as they remein
ynaware of thar existence.

Spwch urgumenis imay e presented in Jdifferend terms. Msinstream
theory spes consumers entering e market-place with grven demand
cunves for el pioduct. The sccess of Bw market in serving
oonsumess 5 then pdged by is success in oresponding 0 These
demands Advertising by producesns s thenefore immediately suspect,
bapucauie il Fnction apspears niot 1o satisfy the given desnand, but mther
iy manipulate sy demand curves betier 0 sl the profit-seciing
motives of e producerns

Bud from the Austrian perspective, the notion of demand canesd
b gven coberence undess the consumer 1 gware of the buying

* T e beeen prpewliy anped, o exaeple, 1y Pedessor Galvant. s Dallvarh
OISR gliapdirr 10 190% slenpler PR 1T oliapiir J4)
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unities he faces. I 3 consumer has, say, tever seen a pair of
gloves and has no inkling of their existence or purpose, il is meaning:
liss 10 speak of his demand curve lor gloves. Yet we would not derny
that an innovative, imaginative and creative entreprencur who invenis
Bloves, produces them, and offers them o satisficd custormers, has
correctly anticipated their demand for gloves. Surcly we would agnee
that this entrepreneur has serven] consumer soversignty, broadly
uncherstiood.

The notion of ‘serving the consumer” must be broadened 10 mean
fulfilling consumer preforences, nat as they were before the entrepne-
metar hegan his activities, but an they will be once the entrepreneur has
made consumen aware of his product. The ides of ‘manipulation of
consumer demand by producens then becomes unclizar It is pan of the
prodiscer’s funcion 1o sequaint oonsumen with what hes been made
available o them. So i becomes vimually impossibile o disiingalsh in
practice between selling activity designed 10 perwuaidde consume s 1o
by soumething widc b they weould pob wish o by and ‘selling activing' ™
designed 1o make consurmess fully aware of the gqualities of e progioc
which satisfies 3 demand of which they sere previcusly uniwane

The perovocative, aflenton-grabbing character of modern advertis-
ing is easaly understamdable us pan of the efforts of producers, et only
o make goods available 0 consumerns, it also w0 ensure that
consumers are aware of what is before them The entrepeenour-
producer must, in addition, be entreprencurial enough (0 recognise
that effiort must be expended (0 swaken polential custome s 10 new
preferences To dismiss such an angument s cynical sophistry would
be 1o ignore two facton

Firgr, ina world of complexity, change and uncemainty, it s
inevitable that consumers e imperfectly awane of the gualities and
prouise of the mulinudes of goods The need 1o alen consuimens 1o
wibat Bhery eles ot ko that ey oo mod mow, o very real Second, 1o
imerpret advertising effon as primarily designed 1o permuade consum-
s o by what they really do not want, ribses an obwious difficulty. It
assumes thal producers find it more profitable 10 podie what
consumiers do sod want, and then 1o persuade them 1o buy &, with
expensive selling campaigns, rather than w produce whal consume s
do aleady in o want (without need for selling effor). While
producen may make erons of judgement, and may then see advenis-

;-E;'ﬂm 1;;1‘1# P pusiniel o Bha thas kimd of solling acteey’ n-rl.i
ety dotinguishalie from o booaally smderanosld aoton o pEsiaction
by S Kremer (1978 chapier 41
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ing as a way of mummising losses from having produced the wiong
proclucts, it seems highly implaosible that e volume of sdvertising we
observe can be explained in this way,

The entreprencunial discovery perspective illuminates the obv-
ously competitive character of modem advenising, which is difficull 1o
appreciate within the neo-classical framework. From the mamsiresm
perspective, sdventising makes sense anly 45 2 wespon in the aneral
ol the monopolist. From the perspective on sdvertising descnbed bere,
howevier, advertising & plainky a tool with wdech b compate

Once we see pdhierining as an activty Through wiuch entrepee-
metirs alert consume s o new goods and o gqualities which the
consumers may value highly, adveniving appears as simply one mone
avenise for oompetitiee entiepreneuship,. Where two entieprensun
have cormectly anticipated the orgency of consumer eagermeis o by
ploves, @ ferw avenue opeis for them 0 compete i serving the
consgmer, The producoer who judges more cormectly what kind of
dmmatic achvertising message will best awaken conmimer  frterest has
ihe miare sucoessfully servied those consumens. In exadcily the same way
as glove manufacturers compete in selecuny those festures (such as
colour choice, style, durshility and so on) most likely 1o appeal 1o glove
vonsumers, they compete also on the most effective (and most oost-
effective) way of anrmcting consumer atiention. Advertising is thus an
activity in which entrepreneurship s required. Apan from special cises
fin which, perhaps, govermment regulation has given one produces
unigue goess o scheemising medial, such entreprensunial activity s
easentially competitive because no one sdvertiser Can prevent coumpel-
ingt prochicers fronm advemizsing e products

Nooe of this can guaranics thal cach and cvery advenising
miessage 15 pecessanly tnuthiul amd n the consumen’ interess. Bt it
dioes point to the supethiciality of sweeping atacks on the conRomic
mle of advertising. B demonstraies also that the entrepiencurial
discovery perpective proserted in this paper has important conse
fuences for the way in which we ‘see’ significant features of the market
DTy

The Economics of Antl-trust
An important alleration in approach 1o anti-trust policy (s entailed by
the inaights of the theory of entrepreneunal discovery,

Laws aitempling to prevent the emergence of (or (o curbs the use
of ) monopoly power antedate mainstream nec-clasacal theory Con-
sumer fear of monopoly power does not depend on the dominance of
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the model of perfectly competitive squilibnum. Bul modiem and-ons
policy draws upon tha model for much of its intellectun) ammunition.
Il one begins. from the premise thal complefe allocative efficiency
depends upon the afainment of the conditions necessary for perfect
competiton, any departure from thoss conditions appears as a threat,
not mercly 10 consumen who might be subjected 1o higher' monopaly
prices but also to the allocative elfiiency propemies of ihe entire
market watem. The extraondinasily demanding conditions requined for
pedectly competitive equilibrium render  matnstream eo-classdcal
coonommick not =0 much a body of mardeet theory demonstrating the
efficiency of real-workd capitalism, as one demonstrating its departures
from allocative efficency. Vigorous anti-trust legislation and enforce-
mant caine, therelfore, o e seen by defenderns of the markes economy
steeped in the mainstrexm paradigm, as steps urgently needed in order
to defiend the capitalist system against criticism of its otherwise non-.
competitive chamacter. But the theory of entreprencorial discovery
threes & clifferent Light on such issues.

Section IV explained that in the theory of entreprencurial discov-
ery the relevant notlon of competiion depends on the fulflilment of
only dre condition - unhampered freedom of entreprencunal eniry
into any and 4l sectors of the market. 50 long as no potential
entrepreneur finds himsell blocked from canrying out and peofiting
from any entreprencunial veniare he initiates, every acivily unidertaken
in the coonoimy is taken under the threat of the competition of others,
ard itself offers competitive challenge o others

The social advantage provided by dynamic compestition is the
incentive it offer for the decovery and correction of earlier entrepre-
metirial erors. This social sdvantage dioss nol conaist in an assirance
of “‘optmal” allocation of resources, 11 consiuts of 3 systematic process
of discovenng and oorecting entreprencunial eron, especially efron
which have left open opportunitics for 25 yet unexplobed muitusl gain
through trade among marke! participants. Consequently, departures
from the aptimality conditicns of perfectly competitive equilibsrium ane
ok a threat 1o any relevan notion of economic efficiency. Equilibsrium
is not an sttainable ides], nor ane perfect or ‘near perfed” competition
aftainable. What is impooant s w0 ensure that eppormsndties for monsal
wain are rapicly noticed and exploited,; thar market pamicipants ane not
misled by aver-oplimiam of by over-pesaimism 1o undertake activities
which they will subsequently regret. Dhmamic competition offers the
incentive and the pressure which alen entrepreneurs (o the opportun
ties created by such erron of over-optimism and over-pessimism.
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A single producer who enpoys privileged protecticn agains the
entry of other potentia] ermepoencurs erjoys 3 monopoly position, A
singhe prochucer net protected agains entry of polential competiton
doiss pol constitule 3 monopoly it e relevant seme. 10 s e thal 2
single prislucer b confromed by 3 downward soping demand curve.
biscause the demand he Bioes odayis the demand of the ontire marker,
which b downwand sloping. 5o it b cermainly Lkely that such a sinjde
prodliscer will e able 0 exencise ¢onteol over poce. But such "power’
ove pre dioses ot thiresden the competitive process becouse || can be
exercized only with full awarenes thal mismg the prce may n o
sty irvile new produicens to compete in 'his' market ' The shape of
thar demund curve facing a producer al a given poinl n e has
virtuially nothing wo do with the competitive charster of the market for
bus proxduc

Oinby 3 bartier dgaing entreprencunial entry into 2 faveured soctoe
can confer 3 nelevam monopaly position upon the agent engaged in

theat gctivity, deflecting potentul entreprencunal discoveries o otlver
arcas, Soch a bamer can be cresed by governmental grants of

rrnapealy’ 1o Favonared individuals or groups; i may abso anse thsigh
sosle crwnerships of 8 uniguely essential ingredeent for a production
prscEss
T tbwe abwsenee of such a tmer, even § only a few producens (or
even only onel are sctive in & paasular industry, ther s oo misnopaly
power in the relevani sense. No producer is sobe owner of the capacioy
of entreprencunal sbertness. The (s that only one producer has
chomen 1o cmver this line of peoduction simpdy means thar other
entrepreneurs have githver fadled @ see the prolit oppotunities that the
prislucer has cormoctly seen, or than Shigehave cormotly understood tha
mmwwmlnwmudmm
i pursue oppofunitices wich they see This prooess is not in the
dﬁmmrm&dtqlhmwmm;tdﬂmwmnwﬂrh
mrcneniarily foces a single producer who enjovs no protection agains
competitive enbry
Even more compelling, entrepreneunal competition takes the
Fewrmn, mot ol prresdiucing o product identical ot peoduced by a single

producer, but of producing other products competitive with it Ult-
mately, of course. all products compete with each other In o world of

e

“ﬂilll'mrlrm “hmmhiﬂ-‘“#MI

sl o drasl; meellllomiem iagh competiies ey W oo longaet e simply
atl wllwid gpualificecin dud le liors e ey ke demand ourve B e

——
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scarce mewounces, resounces dlloaated 1o the satisfuction of one set of
consumer desires have been divened from the satisfaction of other
consumer Jexires In burving e resounces needed o pooduce any oo
good, an entrepreneur has succeeded in competing avway  these
resouroes from othey possible uses, When 8 producer, not enjoying
profection against competitive entry, finds himsell as sole producer he
still has o worry about the sctivities of competing entrepreneurs. They
are vhannelling thisr energies and their abertness into producing other
products, which sre competing for consumeny’ attention also. [nter-
proxhect competition will ool guarantes honzontal demand curves
facing each producer. But it offers assurance that error made in the
sckentification of the most urgently neoded consumer products tand/ae
of the meost easily scoessible resources) will tend rapidly 1o be noticed
and expiowed by alen. competing entrepreneuns

This view of competition casts dould on the ides of governmen
pobicy designed 1o create or maintain competition. That e devel
oped ot of 3 conviction that, without such a policy, market compen-
ton might degenerate into monopoly of near-monopoly. Economies of
scabe might, for instance, promote metgers among lirms inan industry,
pushing the structure of that imdustry further and futher away from the
perdectly competitive pattern. Without steps 1o prevent such mengers,
the structure of an mdusry might easily beoome non-compretitive,
Stmilarly, even without mergens, collusion (cit or explicit) among
rge fioms in an industry might resull in near-monopolistic pncing
policles. Active enti-trost legislation wnd enforcement therefore seem (o
b required 1o creaie and 10 maintein competitive stractures, and ©
avond collusion. The enormous literatune on anti-trest economics that
Rrew up over the best pan of this century wus based, for the mos? part,
on these general presumptions. The entreprencurial discovery per-
spective seriously challenges these presumptions, or al lesse their
relevance for industrial policy.

Froam thar pempective il s quite clear that (exoepl in the extraor-
dimary crcumstances of single ownership of 3 unigquely essential scarce
resouice needed in the production of an important consumer good, for
which there are no ressonahly close substitutes) no special govemn-
mental lepslation or enforcement sctivity nocessary (o ensure the
dynamically competitive character of the market process. Freedom of
entry (that 15, absence of privilege) is the only requirement In mom
instances of blocked entry, the source is grants of govemmental
privilege of governmental obstackes o entry (such as boensing require.
menits). The ordy governiment action needed (o ensure the dynamically
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comperitive charmcter of morkoot scuvity 1 1 removis all such goviern-
meni-credbed ohatackes.

Thie market iiscll is unable 10 ereo such obstacles agains entpe
prencurial entry, Colhusion among ‘dominant’ foms i an fndustry
funbess it takos the form of effectivily monopaliing the control o
exsential scorce mesowroes), while #f may appeir 0 be effective in
keeping up prices, s incapahle of preventing entry. Any attlempt 1o
keep prices collusively high will be undertaken with swareness of such
wnmmpetitivy thincal

Certainly, collustvely-engineered high prices are inconsastent with
pedecily competitive cquilibrium Bur they do fir the pamern of
dynamic entfeprencunal competithon; they emerge out of free compae-
niton among unconstrained entrepreneuns. Outright merger betwesn
‘Uominard” firms in an ndustry may indeed create 8 single-large-firm
inchusiry, bt entry by others s not blocked by thar ancamstance alome
I the size of such a lange firm permits economes of large-scale
proschaction which potenitinl entrants may pot be able 1o manch, thal
does nol constitute an entry barmer. Quite the contrary; il is desirable
that such econcmies should he reaped through alen entrepreneurial
action. Mernger activity motivated by the prosped of lewering oosts is
precisely the kind of competitive entrepreneunship of which the
iarked disooviery [iocess consist

This wiew of the mole of competiion in markets casts anbi-inas
activity not a8 helpdul public polcy designed 1o mmprove the efficiency
of the market by liminng it divergence from the competitive ideal Oin
ithe comtrary, anti-ifust activily emerges as o well-meankng bl climsy
interference in the markel process, which has the effect of hamperieg
comipetibon. Ths paradoxicsl comcusion folloms because blocking &
rrietgeT, for instance, means blocking & possibly more efficient entne-
prenigurisl voemtere, Previous progesses of production had failed io ke
advantape of avallable economies of scale. Entrepreneunal alemmens o
the profits 1o he grasped by innovating o brgesale process of
poeabucthon shspilies a merger. Govenmmental obstacles o sich a
merger are cleary blockages of entreprenewrial entry. What is designed
10 enlwnce competition s o, in facn, wodow down or prevent
cormpEite entry

Scepiicism abo conventional anti-tmst policy s aot the exchisive
prevogative of the entrepreneurial discovery approach. Much good
sense has entered professional understanding of the natune of real-
wiorkd competition and the potential threat 10 itx healihy operation
which comventional anti-trust policy represents. But, within the main-
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giream neo-clissical framewinrk, I s difficull conslsienly 1o defend
what appean 4 aon-competiive industriil concentration. The ciitre-
preneunal discovery approach offers a conaststent theoretical frame
work within which o place the dynamic character of the competitiee
process. To encouragy the spontancous dynamibum of the competitive
process what & required s not large nomben of small producens
producing exactly the same product in exactly the same way, the
reqquirements ane freedom of entreprensurial entry and the climination
af privileges o incumbent producens that mighn switch off alemness of
potential competiton o supenior innovabive possibilities.

The Economics of Wellare

Along with the development of rwenticth-cenbury neo-classical price
theory, there developed modem welfare economics. Thene has never
bseeri a time whien eoomomic theorists have not sought to evaluaie the
impact upon society’s economic well-being of specific pieces of
begiskation of polickes, o of mags historical events, The olyective has
been o use sconomic thenry 1o understand how economic phenom-
ena affect some index of social economic well-being

Clanges have, of coume, occurmed in whal economists [ave
undersanod 4= the mlevant inempectition of “eeonomic well-being
Clussical economics, beginring with Adam Smith, saw the seealth of
natitns as an aggregiie of clyectively messarable fems e coomma
‘goodness’ of a policy coubld be measured by its mpact wpen the
nation’s wealth,

With the infusion of subpcovis insights ino early neo-classical
{late nincieenth-centiry ) evonomcs (and especially it recognition ol
dirminishing marginal wnlay), aggregate wealth could o longer e
scveped a8 3 smple index of @ society's economic welldesing
Mainsresm econombe theeory sougii o replace aggmegaie wealthy wirh
the more shatract sggregale economil “welfare’ Extensive and sulule
discussions on how o define aggregate economiec welfare lespevally
herw o deal with interpersonal utlity comparilality) crested a signill-
cant lersture during the middle third of this century. The notikn of
'I'mggﬁm.hy'—ar-ﬂ!mdmmdh:lmnultmmmm
such that no oppontunities exist for a reshuffling of resource uses aml
consumption patterns that might benofit one of mone members of the
eranomde sysiem without harming anyvone el - came o b widely
usizd i descussions of coonomic efficiency.

Moderm welfare evonomacs defined with consilerabde sophistics-
ton the condstions under which o market economy in perfectly
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competitive equilibrium  satisfies the regquirements for Pareio
optimality  Mainstresm neo-clasical economists who have aacnibed
socalefficency propemies o the capitalisn system have generally
ireated that system as o measonably soceptable spproximation (o the
rerfectly competitive state of affaim. Mamstream ceonomists who have
liomars Py weith thee capritalist system on socil-cfficiency grounds, have
dore w0 through pomting oul the featuees of the sysem which violate
the conditions requined fie perfectly competitive equilibrum.

Rewvoyriisiig o salient featune of mainstpesm soonomics allows
us 0 approciste how entreprencunal discoviery opens up o new way
of evalusting the ovonomi effectiveness of aliemative mstiiutional
brmangerrenis. Mainsircam welfaoe cvonomios assesses the evonoemic
well-heng of 4 society by adopting the perspective of sn omnsscen)
obscrver Looking Jown on aneconomy, sceing exactly where every
unit of pestunir is Deing allocsted, knowing exactly what the resource
supply functioms andd the copsumer diemand Tonctions are, wellae
cuonomics seta oill 1o pin down the oondiions under which an
cEmndsCheng, omaipotent, and henevolent beader of sooety, iment upon
oy ing the economic well bemg of soceety, would have nothing lefi
to chis This reduces thie economic probliom facing society (0 exacily the
same as thal defined by Luonel Robbins a8 the soonomic problem
Bacing the imdividial dgem = 1o allocite given resources ameng given
altemative ends (1932 chapler 1)

It owas Hovok (1945 770 who pointed out most enpbutically,
however, that this s ned the economic problem facing real-werd
eonnoimivs whete infommation s widely scativeed. The meal evanomic
pablem s bringing b0 bear upon decisdon-meaking all this availahle,
scattened information - mohalising all e bts of knowbedge which exist
in decentralised form throughout the economy . M probilem s one
which wibiild have 0 be solver) e ome coulld ewen comsider e
allsation-of-sontal-resouives problem which meinstheam texthosks
e i i the coonomic problem facing socicty. As Havek pointed
aml, tha prermpective from which mamstneam soonomio prescesds rubes
ol by assumiption any consederation of te prime coonomic problem
whi i sawieties faoe

Hayek's crtique of the mamstream notion of the economic
probiem was not itendded by him as a dinect attack on the foandations
of modern wellare coonomics, He was pointing out tat, if we ane in
any way conugrned o improve the exonomic well-heing of society, i
will not ddo o proceed as il the prime ohstacle o achieving that goal
simply docs not exist. He wan inspined 1o pont this ool as a resul of
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his debares with socialist economists who faded 0 meoognise the
contritaation the market makes 10 mobilising scattered Infomation
Hayek was drawing attention (o the bliame attached 10 mainstream
theory i simply asuming that this problem did not exist. But he was
indirecily also offering a powerful and profound cntique of the
mainstream theory of economic welfare

O it is realised that the relevant information is scaltered among
many minds, it becomes apparent that the notion of social efficiency
central 1o modemn welfare eoonomics is no loager coberenl. A social
effichency objective implies o single mind o which all resounce supply
conditions and all consumer anitudes are simullaneously given. Caler-
wise, there can be no coherent notlon of & relevan optimem. The
enlire notion of @ “social chowoe' presumes, 0 poinciple, the relevanoe
of Imagined omnpiscience. In dwing attenthon 0 the dispersed
information problem Hayek was pointing out that the fundamental
ideas at the basis of modern wellare economics lack coherence and
relevance for the workd in which we must Hve

The entrepreneurial discovery approach exposes this fatal flaw in
micliem welfare economibcs. Indesd, Hayek s own indictment of meam-
stream theory for falsely characierising the cconomic problem Facing
society (hecause it fails 1w consider the problems ruised by dospersed
information) s effective only within the entreprencunial discovery
pempective. That is so because @ hard-boiled modem neo-classical
econoimid might e inclined to shrug off Havel's problem of dispersed
information

Such an econoindst might srgue that Hayek's observation i nol
fatal 1 a neo-classcal view which sees the economy as facing a social
cholce problem, in exactly the same wiy as the Robbinsian individual
agent faces an allocation problem in his quesi for individual effioency.
What must be kntwn, 1o the social agencles charged with achieving
social efficiency, need not be specific detads of supply conditions and
consumer preferences. All that would need 0 be knowen, in g world of
dispersed information, would be 1) the costs required in onder to
scquire, through search, central command over that information, and
(i) the walue o socety of the miormation now dispersed (bt
potemially available © the central social coonomic agency ot the
knowm oosts of search). Such information { conoeming sesnch oosts and
information values) st be assumed availalie withie tha matnsbresm
noo-classical framewark, as explained in earlier sections of this paper
56, the neo-classical economist might maintain, the social effickency
paradigm cam, after all, aill be applied o the Hayekian world of
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dispeersed information.

Hut the entreprencunal discovery approach. with its emplusis on
the: kind of ignorance which cannot be reduced by deliberate search
(hecauwse the agent is unawuire of his ignonce, o 3t least unaware of
hovw bis ignorunce cotild be reduced), demonstrates the insurmount:
able dilliculties for mainstroam theory raised by Havek's insights.
Those difficulties defy any effort to fit the situation into 3 Procrustean
bed of pec-classical constrained maximbation. An magined social
agent lacking vemniscienace would simply not he aware of how much
dispersed information he lacks, of where o ook for it (even if he
realises his ignorance), or what questions 10 ask in pursuing a
hypothetical search

Al the same time, the entrepreneurial discovery approach offers
the germ of 3 potential reconstniction of welfare cconanmucs. Dnce we
undemstand the difficulties constituted by unknewn ignomnce, we
realise the possability of evaliating economic policies and-'or historical
events, nat in terms of the flawed notion of social dficiency, but in
wrms of a different oterion = ahility 1o encourage entropreneurial
alertness o valudhle knowledge the very existence of which has ot
previously been suspected

The entrepreneunal desoovery approsch foouses on the sockl
advantages conferred by the competitive mardet proces dunng which
catlicr emues bevome transtated into pure peodis oppomunities, whisch,
it atrs entreprenoeurial slerness and are this comrected. The
socinl advantages thus schieved do not constitute sl optamaling as
defined from the perspeciive of imagined smmscience. They constibute
nstead 3 co-ordinative process during which market participants
bevome aware of mutually beneficial oppomunities for trude and, in
grasping these oppounities, move o oomrect the eadier emon

Fovusing in this way on co-omdimation as the criterion for evaluat-
ing the successful functioning of economic institutions, should not be
masunderiood The wem ‘co-crdination’ suffers from some ambiguity.
It can refet 1o 2 state of affaims in which all conceivable plans of all
podentaal market panticipants dee afreadyin full co-ordination with ane
another. Such a state of affain would be achicved, for example, in
perfecily competitive equilibrium, thus returmning us o the Parcto
optimality crferion.

The temm ‘co-ordmation” is used here 1o refer to the co-ondinating
prucess. An important difension of proper economic functioning b the
sensitivity with which o society’s institutions reveal when avoidable,
whally unnecessary oot have been made. We can hope, therefore:
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to develop ways of assessing the compamtive success of allemative
instiutions] arsngements in this regard and of ientifying the impac
of specific pieces of legislstion We may not have any coherent notion
af global well-being that can withstand & methodologically individual
istic critigue. We may not have any coherent notion of ghobal efficency
that can wvithstard o Hayekian critique based on the dispersed nabure
of information. But we can, nonetheless, necognise 3 supra-imdnachual
‘sowcial benelit bestowed by benlgn economic nstitutions and palicies
in stimulating the co-ordinative process of entreprenearial discovery.
This possible reconstraction of welfare evonomics can belp us wdet-
stand the inter-war debate about the possibility of rational sonalis=
evongmic calculation.

The Economics of Socialism

One urfomunate consequence of the maimnstream neo-clssical ap-
prasch to undentanding markets has been 1o sappon socialist conten:
tions that the efficiency advantages of markets can be relatively easily
surmulated under socialist central planning. This may seem pamdoxical,
since hoth sdmirers of the market and sdmirers of central planning
have recognised peo-classical evonomic theory as the intelleciual
hulwark of the capitalist systemn. Yet it was peo-classical price theory
that was skilfully applied by defenders of sockalism (o deflea von
Mises's famous 1920 critique of the possibility of rational soctalist
economic caleulation, One is reminded of the aphorism attributed o
Abba P. Lerner ‘Marcism bs the cconomics of the capitalist system; neo-
classicul prive theary is the economics of the sociali cconomy * The
entrepreneurial discovery approach 1o understanding markets enables
us properly 1o appreciate Mises's critique, and 0 recognise that the
miosl celebratisd of the socialist anempts 0o refune this Cretiguoe in Bt
falled to undemstand "

In 1930, Mises pointeed out that socialist planners, lacking the
guskance provided by market prices for resources, would be unable 1o
plan rationally (192019353, In choosing a method of production for a
given prroject, for example, they would be unable rationally 10 choose
that method of production shich would be the most economical (that
s, which would interfere beast with the fulfilment of other desirable
socul ohjectiven), Socialist production could cenatnly be undertaken,
but socialist plannen could ol ensure that the armay of oulputs
produced represented the most desirable possible array. The devastal-
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ing implications of this critique wene nof lost upon socialist witers, 20
a vigorous inter-war debote enseed We can foous on the work of
Onkar Lange and of Abba P Lerner, whao (as mentioned in section 11
above ) recognised the Force of Mises's critique, bat believed that i was
posslble to fashion a socialism that would be able 1 avord the bamh
implications of thl citique for socialist efficiency

Lange (1938 55-129) was explic in lnking bis suggested solution
1o the Misesian evonomic calculation probilem o mainsteam theory.
He propused a foom of socialism in which non-makel ‘prices’ For
resaives wolld be announced by the contral economic authiritics
anid used by socialst managen of sale enterprises in exactly the same
way as neo-classical theory sees ownens ol capitalist firms useng marke
prices for nesies. The socmliet managens sould be mstracted 1o use
these resource ‘prices’ in conpunction with the prices of thelr products
b sebect output levels and methods of production that would maximise
‘prafit’. They would do so by aiming ar provisely those same manginal
evualities which neo-classical thieory sees as being achieved by
capitalist firms in competitive markets The central economic suthori-
ves woild periodcally sijust the anneounced fesoun e prices upwaids
{or downwards) in response 1o resource shonages (sepluses) gener-
atedd by the sosualist managen’ denunds for resources under eardier
resouroe “price” announcements. [n thes inmovative way, Lange be-
lieved, the socialist economy, by simutating the operation of the
same allocation of resources as that resulting from the competitive
market — while being able to fulfil tw distributive and other goals of
traditional socialem,

Mises and Hayek, who had in 1935 published o imponant
emanys (reprinted a3 Hayek (1935 Intmoducton and chapiter $10 sup-
porting Mises in the soonomic caboulation debate, did not concede that
Lange: and Lerner hadd respeided st all usefully 1o ther coticasms of the
possibility of rabonal soctalist planning  Nevertheless, the post-war
lierature somehow conclsided that these criticisms of the possibility of
socilist efficiency had been dectsively refuted. The reason is the same
a5 that which wis responsible e Lange's solufion, stz that other
writers, like Lange, were thinking in terms of the neo-classical equilib-
num pamdigm Consequently, Lange was unable to grasp the full
meaning of Mises's and Hayel's critique - which proceeded, an leasy
implicitly, from an Austrisn understanding of price theory in the
entreprencunal discovery approach.

Lange's solutson for Mises's peohlem i 1o simulate the operation
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of the competitive market imagined 10 be i equilibrium. Mises had
argued that socmlst plannen, unlike capitalist entrepreneurns, are
unable 10 use the prices of resources in order 1o caloulate the most
economical ways in which 1o achieve given goals Lange's response
was that announced prices could serve exactly the same ‘panamctric
function as served by market prices for resources [ comipetitive
ecpuiibeium,

But Mises had nedt understood the role of market prices as serving
such & pammetric robe o all He had not seen the ahility of capatalist
entrepreneurn [0 Use fesource prces 88 in any way depending on the
propeies of prices under competitive equilibrium condmions. Chaite
the contrary, he undersiotd the resource prces which emenge in
markets as expressing the entrepreneunal bids and offers of market
participants competing with each other under disequilibrium conmdi-
tions. In bedding for 8 resource an entreprencur is bath guided by the
judgement of the entrepreneuss with whom he is competing, and
exprewsng his own judgement concerning the fature value of has
projecied product 1o fomomow's consumers (1o whom he hopes to
offer his product). There is nothing in Lange's scheme of simulating
perfealy competitive equilibrium markets under socalism remotely
corresponding 10 the alen, profit-stimulated entreprencurnial odgeme
which is both guided by market prices and isell drives the course of
such pricea. To imagene that Lange's scheme could simulate capitalist
efficiency is o grossly misunderstand the way in which capitalisa
markets work The virue of the entreprencunal discovery approach s
that it chearly identifics the flaw in Lange and Letner's responme 10 the
Misesmn critigque of the posshility of socalist effiency.

The demise of socialist economic systema in Eastern Europe
during the past decade has focused renewed attention on the Misesian

implemnented in socialist practce. Sonetheless, the widespread concha-
shin i the poast-war literature on comparilive economic systems thit

the Misesinn critique can, at least in principle, be met by appropriate
sirmlation of neo-classical markets in equilibriom, makes it doubly

important o appreceate the true content of this critihue. Such an
appreciation smply cannot be achieved within the mainstream nec-
clasmcal pamdigm The entreprencurial discovery approach from
which Mises's work procesded illuminates Misess roul meaning
Economics, Markets, and Justice

The entrepreneunial discovery approsch offers insights inte philo-

b L
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sophieal discussions of the possibility of mstior in o capitalist society.
An understanding of the market evonomy which is besed on seeing i,
In manstrean feo-clasical terms., as being i the competitive equilib-
rium state, is likely i arrive 21 shamply distorted philosaphical conclu-
sions an regand to capitalist pustice. Philosophical condusions are likely
0 be decisively shaped by the way the operation of capitalism i«
understood. Moving from 2 mainstream pamdigm 10 an enfrepre-
neurial discovery paradigemn crtails profousnd differences i philcsaph-
val pudgements conceming the justice of the system. In onder to rehur
widespread philosophical condemnation of the markel society on
ustice grounds, it may nof be necessary (0 engage in philosophical
disputation a1 all 11 s simply pecessany B comect mistaken jdeas (taken
Unkquasstioningly from mainstream sconamics) conceming the positive
coomamie operation of the system. Once these strictly  econarnic-
thearete: misumnlerstandings have heen cleared up, the philosophical
conciusions fypically drawn from them ane likely o mllapse without
further argumentation. In other words, moral judgements have hesn
reached on the basin of a Mawed understanding of the system being
evaluated.

Critctams of the market society on grounds of its dleged inpstioe
iradinonally proceed fronm @ varkety of concemns. The institution of
pevate property i criticised; the inequality of incomes s criticised,
eflects of the price system are critlosed. Our focus bere (s on oriticisms
of the justice of capitalism which anse from its permitting - indeed s
resting upeon = the possihility of pure entnepreneunal profit. The market
systenm relies for its driving force on the profit motive. The justice of the
systemn i offen criticised oo the grounds that profits have pot boen
cerrviend or deserved, that they are pure sumpilus captused at the expense
of labourers and/or of consumers, Justioe, crithcs maintain, reguires thal
all gains recenvind be dieserved. A sysiem in which the distribution of
incomes inchudes 3 significant share of pore eatrepreneurtal profit
canm be just

Crities of the justice of profits make a shap (and proper)
distinction boerween incomes recetved in retum for sonvices rendered
twhether by cne's own labour or by matenal resources jstly owned)
arud pure profir. Incomes recetved for servioes rendeted are connidered
o have been justly camed; they represent 8 guad pro qies. Even the
returm on invesiod capital talthough ofien loosely called “profir'y may,
a Jeast for the non-Marxist critic of copitalism, be recognised ss having
been earbed and deserved. Bul pure entrepreneunial profit — an
amcnird reveived over and above the full value of all fesmiree services

k]
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rendered - is sern as defying the mditional pstifications affered for
Esitonr o

Quiite comectly, it (s recognised that pure profit cannot be treated
or justified av a foctor mcome. The entreprencur who pays oot the
sums needed 1 scquire all necessary inputs for 3 production process,
g who is abde o sell his outpul for greater suims, has capituned
dmﬂqﬁmmph.ﬂlthdmmmmlwnmﬂ:wd
by any identifiable inpul. Such profit can appear 1o be demved either
from ‘explosation’ and/or deceli, of an being the resull of sheer,
undeserved luck Regandless of the relative sie of the pure profic shase
i merket-determined incoimes, because this undeserved share offers
the primary incentives for the operation of the enlire systom, that is
sufficient in the eyes of crtics of capatalism o nender that system ungust
Buat the entreprencurial discovery approach suggesis otherwise

That approach reveals a category of gain which is neither the
deliberately aimed-a1 resull schieved by the expenditun: of productive
rescunces, nor the wholly fortuitous mesuht of pure ook the gain o
reveabed and grasped through alen discorery Within the aco-classical
paradigm there can be no osuch citegory. Mainstream economics
proceeds by fitting the evonomic phenomena of the market econcomy
into o framework from which all bt deliberatcly aimed-at nesalts on
the one hand, and the fraits of pune lick on the other hand, have been
carchully excluded. This nes-classical world excludes all possibiliny o
surprise. Explanation, wn this analytical workd, is achicved by attnbuting
all phenomena o deliberately and correctly made chodees between
known alternatives. ™ Within such a framework there is no room o
pure entreprensural profit. There s no opporundty, 6 sech @ workd,
i hisceeer what omd had hithemo not soaghi

I the possability of discovered gain is ruled o by the analytical
Iramework employed, it follows that all questions of distribubive justice
boll down o questions ol bow pstly 1o share @ gien e Cor, weha
amounts 1o the samie thing, of how o shure the given pie-tngredients)
Either the pie we see dohich v 10 be justly distritued) has alreaddy
always existed (with pust claims for shanes of it somehow established by
hastory ). €0 the pie we see has been produced, and juss iistibation
requires. that i be justly shared owl among the ownens af the
irgrechienls (st always 0 hove existed], with histonically esab

“I.;Iﬂ'-.tqll-'r i i el rereckmesd wrrkd ool o fie cster (bl e selevem
penbsduhiy Furmcinems are Rully oo Onee ey b e Bnumss enclicary of gresl
Bl P mitmw viiie Reew enacly the chanars e bl of Teong lucky. presd B
il amnviliveg T vun b ordivbbbenm] o i ol e
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The entreprenewnal discovery approach permils us to sée pufc
entrepreneirial profit as created gain, the surplus value crested by the
alert entreprenewr who discovers the oppomunity of convening re-
novirees. vialued by society af & low value, imlo products sdhkch sockety
newrs has not been sliced From a pre-existing pie an all; it s a postion
which has been created in the very act of graspeng i

There certainly is room within the theory of entrepreneisial
dascovery for understanding incomes recelved in return for providing
the productive process with the servioes of resouroes which one ows,
And neo-classical manginal productivity theory, ever sinoe john Bates
Clark, has clarificd the nature and the justioe of such eamed income.

But we live in an open-ended world, in which 28 vet whseen
opportunities abeays exist for improving human well-being through
the discovery of new resources of aof new ways of deploying resources
productively. 5o the creative chamcier of the actions aken alertly 1o
notice and o grasp these opportunites should be recognised. An
mmamnous volume of pure entreprencunal activity takes place in
capitalisl society: a theory of eoonomic pistice must be grounded in an
analytical framework which can soccommodate such activity, nol in a
framework buill upon the premise that no scope whatever exists for
such sativity. The theory of entrepreneunal discovery drastically aliers
vonveniiona! conchisions reganding capitalist distribastive justice



VL. CONCLUSION

The purpose of a theoretical framework i to foster undertaniling of
phenomena encouniered 0 the real wordd Any such framewark
necessanly abstrscts from details of the meal wodd in order o develop
an explanatory model shile o provide msight ino the complexities of
that world  Dilferers explanatory models are designed o help us
understand different facets of the workd

Thet' s A bt thar impanant aspects of the market econamy
can b helpfully Mluminated by matnstream peo-classhol econommics
Butl there ame even more amponmant aspects of the economy which
remain obsoue when the mainstream framework s applied  Among
the imponiant questions which that framework is, by s very constroce
tion, unable o answer, are How do markeis work? How ane the
inchividual devisrons of mullions of markel parcipants abde 1o beoome
as co-ordinated as they are in the market ecopomies we knos? These
gpestions ane surcly the most fundasmental which arse when we
conaider e extraordinary prospenty schieved in norket economies
during the past two haancred years

The theory of entreprencurnial discovery, dierved from the Austrian
erackivion, offers a framework withen whach satsfyving, coberent answers
1o s funidamental questions can be found. This theory enalides us,
ai thie samie me, o see” impoant feames of market economics in a
different lighv from that prosided by the mainsiream approdsch. De-
phoving the Austrian insights provided by this approach can belp avosd
policy piifalls, as well an sotpafring our purely scoenbific curasity about
the way in which the workd works
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