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K e y P o i n t s 

Mainstream neocla.ssi ial economics focuses on already attained 

states o f equi l ib r ium. It is sileni about the processes of adjustment 

to ecjui l ibr ium. 

1 l u m a n action consists o f . . grappling wi th an essentially u n k n o w n 

future' , w h e r e a s mainst ream theory assumes w e are confronted 

wi th clearly spec i f i ed objectives, k n o w n resources and def ined 

courses o f a i l i o n . 

Critics o f the market economy f ind ammuni t ion In neoclassical 

theory, s ince in the real w o r l d markets a lways fall short of the 

perfectly compet i t ive model . 

T h e Aust r ian theory o f entrepreneurial discovery a l lows econo-

mists to escape f rom the a n a l y l i i a l box in w h i c h c l io ice ' s imply 

consists o f compu t ing a solution implicit in g iven ilata. 

A n entrepreneurial act o f di.scovery consists o f realising the exist-

ence of market va lue that has hitherto l ieen <)verlooked Scope for 

en l repreneunal d iscovery occurs in a w o r l d of d isequi l ibnum that 

is quite different f r o m the e t |u i l ibnum w o r l d of mainstream eco-

nomics 

Rntrepreneunal d iscovery expla ins w h y one price lends to prevail 

in a market Though n e w causes of price differences continually 

appear, entrepreneurs exploi t the resulting profit oppomini t ies and 

prcxluce a tendeni y towards a single p i ice . 

O n l y wi th the introduction o f entrepreneurship is it possible to 

appreciate h o w markets w o r k . Without entrepreneurship, there 

w o u l d be no market co-ordination 

So-cal led "imperfei t ions' o f competi t ion are often ' .crucial ele-

ments in the market process of discovery and correction of earlier 

entrepreneurial errors ' 

Acher t is ing expendi tures , for example , are means o f alerting 

consumers to n e w informat ion Anii-tnist laws may hamper compe-

tition by bicx k i n g ent repreneunal alertness to profits in . for exam-

ple, grasping economies o f scale through mergers. 

(Entrepreneurial proht, fa r f r o m generating injustice, is a "created 

gain It IS not ' .. s l iced f r o m a pre-existing pie ... it is a pon ion 

w h i c h has Ix -en created in the very acl of grasping i f 



Foreword 

I n 19H4 Professor Israel K i r z n e r de l ivered the inaugural J o h n 

B o n y l h o n L e t l u r e for the Centre for Independent Studies Speaking 

o n T h e Role o f the Ent repreneur in the Economic System,' he argued 

for the importance o f entrepreneurial activity in driving a market 

economy a n d se rv ing the publ ic interest 

Four teen years later, that role Is still inadequately appreciated 

Microeconomic th ink ing is still dominated, as it has been for mo.st of 

this century, by the neoclassical school . Economists have re.sorted to 

increasingly complex mcxiels that emphasise the end-stale o f competi-

t ive equi l ibr ium, w i t h momentous consequences for economic pol icT 

Concentrat ion o n the equi l ib r ium state of perfecl competi t ion ' 

leads to a .search fo r imper fec l ions ' and fai lures ' i n markets, a n d it is 

a short step to proposals for government action to c o r m i such fai lures 

Indeed, s ince a l l rea l -wor id markets must appear imperfect compared 

to the perfect ly compet i t ive ideal , the scope ftir governmeni interven-

tion is vir tual ly unl imi ted . 

Cri t ic isms o f the market fa i lure approach to poli ty making have, 

however , mounted: notably tho.se made hy the public choice sc hcxj l , 

w h i c h points out that people i n the .state sector are neither omniscient 

nor altniistic but just l ike other people. Consequently, government fai ls 

too, and it cannot reasonably be a.ssumed thai at tion to remedy market 

fai lures w i l l nece.ssarily be benef ic ia l . 

E v e n more damaging to the neoclassical mainstream, perhaps, is 

the cr i t ic ism that comp)etition should be seen not as a state but as a 

cont inuous p rcxess tak ing place over time T h i s v i e w is of ten label led 

Aust r ian , ' a n d i s associated part icularly w i t h t w o great twentieth 

century economists - L u d w i g v o n Mises and F r i ednch Hayek Acco rd -

ing to the Ai i s inans , the long-run equiUbnum of perfecl compet i t ion is 

not an appropriate pol icy target but rather a theoretic^al end-state in 

whic h compet i t ion has been exhausted T h e e.s.sence of compet i t ion is 

djsc-«iui l ibnum, chara t ier tsed by continuous change. 

In this paper Profe.s.sor Ki rzne r , w h o is one of the leading i i u K l e m 

exponents o f the Austr ian tradition, shows h o w Austrian economics 

relates to the older cla.ssical tradition and h o w i i diverges f rom the 

mainstream H e exp la in s h o w entrepreneurial discovery is at the centre 

o f the rea l -wor ld market p rcxess Knowledge is iioi perfect, nor is it 

avai lable f rom some central pool that can K - tapped; it is naturally 
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dispersed and is uncovered by entrepreneurs competmg w i t h one 

another to f ind better w a y s o f sat isfying consumers . 

Not on ly d«x;s Profes.sor K i r z n e r e x p l a i n the pnnc ipa l features o f 

Au.strian economics , he al.so di.scusses the insights it offers into practical 

p o l i t y Ls.sues such as advert ising and compet i t ion polic-y As for justice. 

Professor Ki rzner maintains that there is nothing unju-st about pure 

profits accRJing to entrepreneurs; s u c h profits are "created gain, ' not a 

porfion o f some already exi.sting pie". 

Interest in the Austr ian v i e w of economics is g rowing , and 

re fe re iKes to Austr ian economics n o w appear even in introductory 

economics texts. MitToeconomic policies, however , w i t h their empha-

sis on supposed market failures, still .seem biased towards the v i e w s o f 

defuncT economists ' ( to u.se the w o r d s o f K e y n e s ) . 

The C I S is grateful to the Institute o f Economic Affa i r s for 

permission to reprint this luc id statement of the Austrian position, a n d 

Ixriieves that Professor Ki rzner ' s v i e w s w i l l m a k e a timely a n d impor-

tant contribution to economic debate. 

Greg Lindsay 

Executive Director 
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I . INTRODUCTION 

A~Tr~1his paper presents, in non-technical terms, an Austr ian ' v i ew of 

I h o w a market e c o n o m y w o r k s T h e theory is Austr ian ' in its 

J L being de r ived f r o m insights wh ich matured dunng the course o f 

the century a n d a quarter histoiy o f the Au.stnan tradition. These 

insights came to I x ; articulated wi th especial clarity and w i t h onginali ty 

o f empha.sis i n the mid-twentieth-century contributions, respectively, 

o f two great exponents o f the Aus tnan tradition. L u d w g v o n Mises and 

Fr iedr ich l l a y e k Dur ing the pa.si quarter of a century a number o f 

younger economists w o r k i n g in the Aus tnan tradition, including the 

present writer, have contr ibuted to the further crystallisation of the 

theor>' of entrepreneuria l d iscovery and its implicatioas for economic 

understanding a m i policy. 

Most economis ts agree tfiat markets w o r k ' - that, through volun-

tary exchange transactions, agents in a market economy are. without 

central direct ion or control , able to participate in an enormously 

prcKluctive system, taking advantage of specialisation and d iv is ion o f 

labour Moreover , economists generally agree that the overal l .social 

pat tem of resource al location spontaneously so achieved is highly and 

l>enignly .sensitive to changes in consumer preferences, resource 

endowment availabil i t ies and k n o w n technological possibililies. 

These shared doctrines enable economists to understand both the 

dramatic increase in the standard of l iving achieved in market societies 

dur ing the past century and the relative failures (and the recent 

numerous examples o f complete b reakdown) o f .soculi-st economies, 

w h e t h e r in Eastern E u r o p e or e lsewhere Ye t there remains a funda-

mental mystery at the heart of the.se shared doctrines Surpnsingly. 

standard economics docs not provide a sat isfying explanat ion of 

exac t ly whyand ibou'markets w o r k A d a m Smith 's "invisible h a n d ' turns 

out to be an apt metaphor for wha t remains an analytical black box in 

economic theory E c o n o m i c theory, at lea.st in its mainstream version, 

exp l a i a s wi th great .sophistication the operation o f a smoothly work ing 

market e c o n o m y in w h i c h each agent has .somehow already found his 

p lace . Bu t it turns out to b e vir tual ly silent i n expla in ing the course o f 

events w h i c h enables agents, s l an ing f rom initial absence o f co-

ordinat ion, lo find their places in the social [ig.saw puzzle So the 

relatively smooth w o r k i n g o f rea l -wor ld markets remains, after al l , a 
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mystery 

It is not the primar>' purpo.se o f this paper to demol i sh mainstream 

ecorwmics Mainstream theory has limited u.sefulness for a number of 

w o r k a d a y purposes o f economics The paper ' s ob jec l ive is to set for th 

an alternative Austr ian ' theoretical approach, g rounded in the eco-

nomics of entrepreneurial d i scovery , to e x p l a i n a mystery left unre-

.solved by maiastream theory - h o w and w h y markets w o r k Cr i tK i M i i s 

of mainstream theory are deve loped br ief ly in .seclion I I I of the paper, 

wi t l i the a im of highlighting the crucia l features of the Austr ian 

approach 

W h e n economists . Au.strian or not. u l k of markets w o r k i n g ' , they 

have in m i m l processes o f soc ia l adfustment in w h i c h market partici-

pants are spontaneously attracted to of fer their f e l lows exchange 

opportunities w h i c h tend in aggregate to exhaust a l l potential gains 

f r o m trade throughout the economy. At first g b n c e such a tendency 

appears counter-intuitive F o r ind iv idua l activities to become dove-

tailed in such a benign fashion one w o u l d expect a vir tual ly omni.s-

l i e n t . omnipotent and benevolent e conomic czar to survey a l l 

individual preferences, endowment s a n d potentialities, he w o u l d then 

compute and enforce a pattern of dec is ion-making that not on ly co-

ordinates a l l decisions, but al.so ensures that no opportuniUes for 

mutual gain remain unexploi ted 

Yet the theory of the market c la ims not on ly that it is possible for 

a set of decentralised ind iv idua l decis ions to exist o n the pattern o f the 

fu l ly co-ordinated .Mate of af fa i rs . It c la ims al.so that there is a p o w e r f u l 

tendency for market events spontaneously to un fo ld toward such a 

f u l l y co-ordinated pal tem wi thout any central direct ion a n d control 

T h e absence, in mainstream economics , o f a satisfy ing exp lana t ion for 

the validity o f such claims, is a troubling hiatus T h e Austr ian theory r»f 

entrepreneurial discovery out l ined in this paper aims to fill this gap 

But the implications of the theory go m u c h further. 

T h e .set of assumptKms required by mainstream theory to demcm-

strate h o w a smoothly operat ing market might w o r k are far too 

demanding in terms of the economic sy.stems w e k n o w . T h e empir ica l 

unrealism of that theory's assumpt ioas suggests that it conc lus ive ly 

demon.strates that real -world markets shou ld not be able to spontane-

ously co-ordinate T h u s the obvious co-ordinat ing properties of real-

w o r i d markets t u m out to b e counter-intuit ive phenomena crynng out 

even more desperately for an explana t ion . 

Au.stnan theor>'. as pre.sented here, places great weight o n entre-

preneurial dtscovery'. w h i c h enables decentrali.sed decis ion-makers to 
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recognise w h e n present decis ions can be improved upon, and to 

anticipate future changes in the decisions being made by others 

Movements in prices, prcxiuct ion methods, choices o f outputs, and 

resource o w n e r incomes generated by entrepreneurial d iscovery tend 

to rc-veal w h e r e current a l locat ion patterns are fault>', and to .stimulate 

c hanges in the correct ive direct ion. T l i e paper contrasts the element o f 

entrepreneurial di.scovery that is central to the Aus inan theory w i t h the 

character o f the ind iv idua l economic decision as it enters into main-

stream theory 

It turns out that not on ly does entrepreneurial di.scovery theory 

provide the key to exp l a in ing h o w markets work , on lines foreign to 

the approach taken by mairvstream theory I n addition, its impl ica l ioas 

for economic po l icy are at sharp variance wi th these convent ional ly 

held E v e n if one 's .scientific curiosity xs to how the market w o r k s were 

s o m e h o w to be suspended, attention to Austrian theory w o u l d l ie 

ret juired in order to chcx)se intelligently among alternative pol icy 

opt ions w i t h different con.setjuences for scx ia l wel l -be ing I n .such 

areas as anti-tnisl pol icy, in particular, Austrian theor>' suggests policies 

d i f fe r ing drast ically f rom Ihose conventionally derived f rom main-

s t ream theory. 

Section I I o f this paper sketches the background. In twentieth-

century economics , o f the theory o f entrepreneurial discovery. .Seclion 

I I I br ief ly e x a m i n e s the mainstream understanding o f markets, empha-

sising those fea lures to w h i c h the Austrian theory takes sharp excep-

tion. .Section I V develops the Aus tnan theory in po.sitive fash ion 

Sect ion V discoi.sses the implicat ions o f the Austr ian theory that dif fer 

f r o m those tradit ionally d r a w n f rom main.stream economics Sect ion V I 

concludes the p a p e r 



n. THE BACKGROUND IN THE HISTORY OF 

ECONOMIC IDEAS 

The Emergence of Neo-classical Theory 

B
eginning wi th the 1870s, there emerged a body o f economic 

d tx trines broadly shared by the var ious sthcKils o f e conomic 

theory in Europe. Whether under the aegis of the Marshal l ian 

.schfxj l i n England , the Menger ian .school in Austria, or the then 

emerging Walrasian tradition on the Continent , up to the 1930s 

economics came to emphasise the theory o f price, held to co-ordinate 

the decisioas o f suppliers and demanders . T h e s e different .schools o f 

thought are of ten described as m a k i n g up a single, broadly unders tood 

'neo-classical ' approach to economic theory. ' 

A central tenet o f this neo-cla.ssical theory w a s that price tended 

toward the market-clearing l eve l in each market I n terms of the s imple 

supply and demand diagram (st i l l taught today to a l l .students begin-

ning economics) this came to mean that prices tcx> high to clear the 

market tend to tall (due to the compet i t ion o f .sellers trying to sel l their 

uaso ld surplus) ; prices loo l ow to clear the market tend to rise (due to 

the competit ion o f eager, disappxiinted buye r s ) Tlie.se regulanties 

governing price movements p rov ided economists wi th an insight into 

markets w h i c h appeared perfect ly general , app ly ing to a l l k inds o f 

goods and services and s h o w i n g h o w market phenomena .sy.stemati-

ca l ly express the preferences o f market participants Al l the.se neo-

classical .schcKils shared the v i e w that it w a s scientihcal ly fn i i t f u l , i n 

examining different kinds o f markets , to abstract f r om the iasti tutional 

detail, and to focus upon their pure ' economic ' structure - an analyt ical 

structure f rom w h i c h everything but supply , demand, and price had 

I x - e n s tnpped away. T h i s aspect of neo-classical economics w a s 

successful in pushing the once dominant G e r m a n Histor ical School o f 

Economics - w i t h its anti-theoretical bent - f r o m its lurn-of-the-century 

pre-eminence on the Continent. 

T l i e awarene.ss by the var ious theoretical schools o f their shared 

opposi t ion to the German His tor ica l Schcxi l .st;ems to have mis led them 

' In rvRanl ici Lite twriuielh-ccniury cconomnN, the term ncii-ttj.«K.-jr ha.s cximc u> lx.-

spetifli ally ait Ji bed to a much narriiwer .vrt of theories reflet ling a riRorous cxteasion 

of >X'alraslan neneral equllihrlum theory, In whkl i the market (s seen a.s made up of 

perfectly lo-orjinated de< ivinns ol �.iriillv niaxmusmg individuaK 
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into over look ing subtle deve loping analytical and methodological 

d i f fe rences that w o u l d sub.sequently lead into sharply divergent theo-

retical paths. Indeed, the shared neo-classical theory of price fomia l ion 

came to be deve loped a long sharply different lines T h e mainstream 

( n a r r o w l y neo-cla.ssical") apprf>ach emerged out o f the conf luence of 

the Marshal l ian and Walra.sian traditions. I n this apprtiach the focus 

w a s placed u p o n the condit ions o f market equil ibrium .seen, in 

Walras ian fashion , as the express ion o f the .soluticjn to the .simultaneous 

equation .system consti tuted by the relevant supply and demand 

funct ioas T h i s d iver ted analyt ical attention f rom the step-by-step 

process through w h i c h one might imagine initially dis-co-ordinated 

.sets o f dec is ioas gradual ly l i ecoming modif ied towards greater mutual 

co-ordination. H e n c e the my.stery' to w h i c h w e have d r a w n attention: 

mainstream theory fails to exp la in h o w markets do in fact come to 

w o r k It exp la ins in great detail the relationships that w o u l d prevail in 

markets that a l ready do w o r k , it is silent on the nature of the processes 

that might generate those relation.ships. 

Mcngerian and Walrasiaii Traditions 

Hut the third doctr inal component o f the earlier neo-classical a l l iance 

of .schools came to deve lop a different understanding of the theory o f 

price The Menger ian tradition gradually evolved until, at about the 

middle of this century, it w a s .set firmly in a direction explici t ly 

divergent f r o m the Walras ian . It recogni.sed that the mathematical 

ref inements c x c u r n n g in maias t ream theory had been w o n at the co.st 

o f ob.scuring key features o f the eadier n e o n lassical understanding. As 

exp la ined b e l o w . Ix>ih L u d w i g v o n Mises and Fr iednch Hayek ariic u-

lated such v i e w s in the ISHOs. 

rhe.se contr ibutions by Mi.ses and by Hayek emerged out of an 

eariier .Austnan tradition that had taken the shared neo-classical theory-

of price for granted. A pre.scient paper by Au.stnan economist Hans 

Mayer had pointed to key problems m the emerging Marshall ian-

Walras ian synthesis (Mayer I 9 3 2 / I 9 9 4 : 55-168). But as late as 1932 

Mi.ses himself (celebrat ing the definit ive burial o f the ( i e r m a n His toncal 

.School) asserted that wha t .separated the m o d e m ' .schools o f economic 

theory f rom one another w a s largely nothing more than a matter of 

language and style (1932/1960: 214). 

The Role of Robbins 

Ihat the A u s l n a n s o f the 192()s indeed .saw their economics as entirely 

compatible w i t h the Bn t i sh (.Marshallian I maiastream. is w e l l illustrated 
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by the role played by Lionel Robbins . Robbins . w h o emerged as an 

intellectual leader in the leaching o f ec tmomics at the D ) n d o n School 

o f Economics at a young age, came to be p ro found ly in f luenced by the 

vibrant Austrian tradition pulsating in the V i e n n a seminars at the end 

of the 1920s His celebrated 19.32 book. The Nature ancl Si^nificatice of 

Economic Science, w a s wnt ten , at least m part, to intrcxluce Bri t ish 

economists to a number o f the fundamenta l Au.strian insights w h i c h 

Robbins ( w h o read G e r m a n ) had absor ix ;d dur ing his visits to V ienna 

and f rom the Austrian literature ( w h i c h he cites freely throughout his 

I x x i k ) In his preface, Robbins acknowledges , in particular, his intellec-

tual indebtedne.vs to Mises. 

Yet Robbias did not see h imsel f as ca l l ing for any important 

modificat ion of tlie substance o f Bri t ish economics ; as exp la ined in his 

preface, he saw his bcKik as s imp ly int roducing Bri t ish economists to a 

fresh w a y of understanding the foundat ions o f their own economics . 

T l i e price theory that Robbins found in V ienna w a s not .seen as 

antithetical to the theory w h i c h deve loped into the orthodox theory o f 

price to be taught in countless college classes in Br i ta in and in the U S A 

over the rest o f the century 

The Socialist Calculation Debate 

It w a s the celebrated in lerwar def)ate o n the possibili ty of .sociali.st 

economic calculat ion w h i c h appears to have jolted Mises and H a y e k 

into recognising that the di f ferences be tween an Austr ian theory o f 

price and a Marshal l ian-Walrasian theory went far beyond matters o f 

language and style. I n 1920 Mi.ses had pointed out that central planners 

under social ism, lacking the guidance p rov ided by market prices for 

resources, w o u l d Ixr unable to p lan .sociali.st product ion projects so as 

to lake into account the compara t ive importance o f compet ing 

projec ts. T h i s challenge set o f f a w a v e o f contr ibutions by defenders o f 

the possibility of efficient .socialist p lanning . H a y e k contr ibuted a 

numlier of papers dur ing the 1930s a.s.sessing these contributions, and 

demonstrating that the Mi.se.sian crit ique t^f socialist e f f ic iency had not, 

after al l , Ixren adequately addressed. 

Best k n o w n among the .stjcialist contributions were papers l iy 

Oskar Lange (1938) and by Abba P. Lerner (1936, 1937) w h i c h 

.suggested that central planners cou ld arbi t ranly announce "prices' f t x 

resources, and in.struci socialist prcxiuct ion managers to use these 

resource prices in making their o w n respective product i f )n plans 

Re.sulting resource surpluses (o r shortages) w o u l d then indicate to the 

central planners the need to adjust resource prices d o w n w a r d s (o r 
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u p w a r d s ) In deve lop ing such s themes. Lange and Lerner professed 

s imp ly to b e tran-sfemng to the s<x laliM model the insights tone e m i n g 

the nature a n d func t ion o f resource prices they had learnt f r om the 

theory of pr ice in the market economy. 

T h i s use o f standard price tlieory made Mises and Hayek realise 

unders tanding o f the nature of market prices makes these prices 

utterly incapable o f serv ing as a model for the purposes envisaged by 

I j n g e and by l ^ m e r . I n reaction to l l iese developments in the socialist 

economic ca lcula t ion debate, Mises wrote his magnum opus . Human 

Mc/ioM( 1949) H a y e k respondc-d to the calculation debate hy wn t ing a 

remarkable series o f papers, w h i c h he col lected together and r epu lv 

l ished in hts 1948 Imlnndualism and Economic Onler There were 

significant d i f fe rences in the w a y s m w h i c h Miscs ind Hayek respec 

l ive ly ident i f ied the essence o f their understanding t»f the theory f ) f 

pnce . as distinct f r o m that of mainstream theory 

MLses a n d E n t r e p r e n e u r i a l Act ion 

Mises emphas i sed the dynamic cfiaracter of the market process, d n v e n 

by a prof i t - seeking entrepreneunal vis ion o f future condit ions in a 

radical ly uncer ta in w o r l d T l i e d n v i n g forc-e o f the market process is 

provided by the promoting and speculating entrepreneurs Profit-

s eek ing speculat ion is the dr iv ing force of production ' (1949: .^26-26) 

T l i e ecjuil ibrat ion process, w h i c h main.stream theory .somehow be 

l i eved to Ixr instantaneously achieved, consisted of such entrepre-

neuria l spei ulative activity. ' T h e activities of the entrepreneur are the 

element that w o u l d br ing about the unreali.sable state of the evenly 

rotating e c o n o m y if no fur ther changes w e r e to occ~ur' (1949; 335). 

F o r Mises. the important point to be observed concern ing the 

equi l ib r ium state is that in "the imaginary coastruction o f the evenly 

rotating e c o n o m y there is no room left for entrepreneurial activity . ' 

(1949: 2S3) H I S title. Human Action, refiecls his emphasis not on the 

colourless con.strained-maximising decis ion of mainstream equi l ibr ium 

theory, but o n the act ions o f purposefu l human beings in an uncertain 

w o r l d , w h o are ca l led upon to exercLse their entreprenc-urial judge-

ment in mak ing their w a y in .such a w o r l d Ac l ion Ls a lways spHrculation 

. . . I n any real and l iv ing e c o n o m y every actor is a lways an entrepreneur 

and .speculator ' (1949: 253). A scienc-e o f 'human action' must be a 

sc ience o f the e<juilibrative properties o f entrepreneur-dnven market 

proces.ses A n ec onomics .seen as such a science o f human action is 

dis t inguished sharply f r o m the mainsire;im theory of price con f ined lo 

an analysis o f the condi t ions under w h i c h a market, or a market 
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economy, can be pronounced lo be in equi l ib r ium. 

H a y e k a n d the Market P r o c e s s 

H a y e k , a n the other hand, d i d not expl ic i t ly d r a w al ient ion to the role 

of entrepreneurial dynami.sm and specoilative dr ive in the operat ion of 

the market process. Instead, in his papers collected in Individualvim 

atuJ Economic Order, H a y e k exp lo red the w a y s in w h i c h the market 

process made market participants aware o f each other's attitudes and 

prospective plaas. A state o f equ i l ib r ium, H a y e k pointed out, is one in 

w h i c h market participants have .somehow c o m e to expect, o n the part 

o f other participants, precisely those plans to be made w h i c h do in f a d 

turn out to be made. A l l plans are made in the conec t expecta t ion o f 

the corresponding plaas being made by others No one s p lan is 

frustrated o n account o f others fa i l ing to act as thai p lan had anticipated 

they w o u l d act. No realised p lan is regretted a,s hav ing fa i led to n iake 

u.se o f opportunities, made po.s.sible by the actions of others, w h i c h 

hindsight reveals but w h i c h foresight f a i l ed lo anticipate I n H a y e k s 

o w n words o f 1937, 

the concept of equi l ib r ium merely means that the foresight 

of the different members o f ihe societ>' is . conec t i n the 

-scn.se that every person s p l an is ba.sed o n the expectat ion 

of just tho.se actions o f other people w h i c h those people 

intend to per form and that a l l the.se plans are based o n the 

expectation o f the .same set o f external facts, so that under 

certain conditions nobody w i l l have any rea.son to change 

hLs plans. (1949: 42) 

With this profoundly important insight into the slate of market 

equi l ibr ium as consisting in a pattern o f mutual ly su.staining expec ta-

tions, Hayek identif ied the c ruc ia l ingredients nece.s.sary for an equi l i -

brating process to be ,sel in mot ion S u c h a process, H a y e k pointed out, 

must consist in mutual learning, dur ing w h i c h marke l participants 

come lo acquire more and more accurate mutual knowledge concern-

ing what one's fe l low participants are able ( a n d in fact p lan ) to do: 

' In the light o f our analys is o f the mean ing o f a state o f 

equil ibrium, the real content o f the a.s.senion that a ten-

dency toward equi l ib r ium exists .. c an hardly mean any-

thing but lhat, under cer tain condi t ions the expectat ions 

of the people and part icularly o f the entrepreneurs w i l l 

become more and more correct. (1949: 45 ) 

I n standard price theory, H a y e k c la imed, 

it is generally made lo appear as if these questions of h o w 
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the equi l ib r ium comes about were solved. Bu i , i f w e look 
closer, it soon becomes evident that these apparent demon-
strations amount to no more than the apparent proof o f 
what is a l ready assumed. T h e device generally adopted for 
this purpose is the assumption of a perfect nurke t w h e r e 
every event becomes k n o w n in.stantaneously to every 
member. (1949: 4 5 ) 

In subset juent papers expandin>{ on his insights into ilie role o f 

ignorance and knowledge in exp la in ing the market process, H a y e k 

rejects, exp l ic i t ly or impl ic i t ly , much of the core o f m a i n s u e a m 

theorising about the process o f equilibration, the meaning o f compe-

tition, and the criteria relevant in making ludgemenls about the w e l l -

being of society. 

Mises a n d H a y e k : D i f f e r e n c e s a n d S imi lar i t i e s 

In terms o f the posi t ive theory of entrepreneurial d iscovery , the 

d i f fe rences be tween Mises's understanding o f the d y n a m i c market 

proce.ss and H a y e k ' s understanding o f that same process, are less 

imrK>n3nt than the congruence of these t w o w a y s of understandmg 

markets. It is tn ie that Mises did not d raw special attention to the 

mutual learning that must cKCur during the entrepreneurial ly-dnven 

process of equi l ibrat ion. Nor did Hayek emphasise the speculat ive, 

entrepreneurial character o f the market process. But as section I V 

expla ins , lhe.se t w o w a y s o f aniculat ing a theory o f market process t u m 

out to be two sides of the same coin . Moreover, in drawing attention 

to these complementa ry sets o f insights, Mises and H a y e k w e r e 

expl ic i t ly de taching Austr ian economics f rom the mainstream coasen -

.sus i n price theory T h e y were , indeed, breaking a w a y f rom the 

mainstream paradigm, as it w a s coming to be understood by the middle 

of the twentieth century, and moving towards the creation o f a n e w , 

Austnan ' , paradigm. 

T h e New A u s t r i a n P a r a d i g m 

W h y had this n e w Austr ian ' paradigm not been articulated ear l ier ' A 

plausible exp lana t ion is d ia l the mainstream paradigm had itself been 

gradually undergoing modif ica t ion (particulariy under the impact o f 

the Wal ra s l an a p p r o a c h ) in the decades Immediately fo l l owing 1930 

Ear l ie r neo-classical th ink ing had not, in fact, confined pr ice theory to 

the analysis o f perfect ly compet i t ive equi l ibr ium under condi t ions o f 

perfect knowledge . ' T h e great twentieth-century Austrians, Mises and 

' Madiiivei (199S>, where ihW thesis is lonvlndnKly dcvclnpeil In grcal detail 
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H a y e k , gradually reali.sed ihe d i rec l ion in w h i c h mainstream pnce 

theory was moving. T h e crystallisation o f mainst ream theory into an 

approach conf ined to analysis o f equ i l ihn t im condmons under the 

assumption o f perfect knowledge made it I x j i h possihle and necessary 

for the Austrians to ar l iculale , for themselves and others, their o w n 

approach. 

B y mid-century the Austr ian tradition - at a time w h e n conven-

tional histories of economic thought w e r e p ronounc ing that tradition to 

l i e in permanent eclipse - had produced at least the elements o f a n e w 

analytical f r amework wi th in w h i c h to understand pr ice-fomiat ion . 

market processes, and the role o f e<iuilihrium analysis . 

Suhsequent devekjpmenLs in the history of Austr ian economics 

d u n n g the second half o f the twentieth-century cont inued this gradual 

liberation f rom the mainstream approach T h e theory of entrepre-

neurial d iscovery (.section I V b e l o w ) offers a synthesis of Mi.sesian and 

Hayek ian insights w h i c h p laces the Austr ian understanding of the 

market process in an entirely different f r a m e w o r k f r o m that o f contem-

porary main.stream mic ro-economii theory. T h i s Austr ian f r amework , 

un l ike the main.stream theory, o f fe r s a sa t is fying explanat ion o f h o w 

and w h y markets w o r k . 

Ik-fore presenting the theory o f entrepreneunal d iscovery , how-

ever, it is neces.sary to draw attention in more detail to w e a k n e s s e s in 

the imins t ream approach w h i c h have m o v e d contemponi ry Austr ians 

to emhrace the Mises-Hayek paradigm. 

10 



I I I . PROBLEMS IN THE STANDARD 

THEORY OF PRICE 

T e x t b o o k C o m p e t i t i v e Pr i ce T h e o r y 

^ I i h e I ore o f the s tandard iheory ot c o m p f i i i i v e prm.- :is taught in 

\ textbooks for the last half centurs' l a n be presented In the 

J L f o l l owing s impli t ied fo rm ' 

� the compet i t ive market sy.stem ensures instanlaneous or rapid 

al iainment, for a g iven good or service, of the market-clearing 

price (that m a r k e d out by the intersection of the relevant 

.Vlarshallian supply and demand curves) ; 

� i lu- compet i t ive market system instantaneously or rapidly achieves 

those adjustments be tween markets needed to ensure that the 

market -c leanng pr ice is simultaneously attained in each market 

throughout the system, and 

� to satisfy the condi t ions needed to .sustain this theon- an econoniy 

mu.st. at all t imes. IK* imaginei l to display the characteristics o f 

perfect competi t ion. For purpo.ses of our di.scussion the most 

significant o f these chanic teri.stics is p e r f e d mutual knowledge 

E a c h market participant must, at each instant, be fu l ly aware ( i ) o f 

the decis ions that a l l f e l l ow market participanls w o u l d make under 

al l ( o n c e i v a b l e price situations, ( i i ) o f the decisions that are, in 

fact, be ing made by a l l fe l low market participants; ( i i i ) that all 

fellow participants have similar awareness, ad in/inilum T h e 

notion o f an ind iv idua l decision implies that a decision-maker. 

' Ttic verMim of munsirc^m ih«-or>- prcwnlcd and in(ki%ed in lliis i< a 

.Nimplificd one. Iiul f.ii friim a carn-jliirc n>c mam M m p l i f i i - j i K m madf m ll>c lexl is 

l o make il j p p c . i i as il ihe pcrfcil knowledge assumplinn In llit mamstream ilK-<>ry 

IS su< Il . I S cnlirelv l " nile oul llic possihilily iil undcsirrd iiiilidmrs dm- u< ino'mpU-lc 

infiimulHin Mamstrt-am Ihfurv 'las soufjlil In grapple with in<omplcle mformalion 

Itiit It has dune sii liy Irvaling InfnmulKin a% a ri»«ly resource toiHemiriK vtiii li 

agents liave full relevant mformalkm Tins nieaas that while iigent.s may not know 

eveiyihing. thev i l o know precisely the degree of malliemalu-al nsk assoeulcd with 

every nsk\ opii.'ii taken Tliey lan never IK- surprised An undesireil outcome can 

(ertainly emerge from a chok e made under risky cutum.sl.ins es hut. slrKe the risk 

w-as delilKTalely assumeil (in the light ofllie known risks) tlie undesired outcome is 

no surprise, and was, Indeed, in a sease. 'desired (since the slalisiical possihilily o f 

its <x t »irR-nce was known and the gamhk- was knowingly aci epled in advain e) 

1 I 
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having a clearly ranked series o f des i red objectives and conf ron ted 

wi th a perceived outcome, makes decis ions w i t h perfect rational-

ity, that is , in sir icl ly max imis ing f a sh ion and without error. 

T h e piclure portrayed by this theory is, o f course, that o f the 

perfectly competi t ive equi l ibr ium model . I n r ev iewing the w e l l - k n o w n 

criticisms o f this model, it is not our purpose to deny that this mode l 

can serve u.seful analytical object ives. It is to point out the inadequacies 

o f the model as a .self-contained and complete explanat ion for the price 

and quantity phenomena observed in the real w o r l d It is then eas ier to 

appreciate the Austrian theoretical innovat ions to be di.scu.ssed at 

greater length in section IV, T h e perfect ly competi t ive e<iuilibrium 

model suffers f rom two diff icul t ies — tho.se arLsing f r o m the unrealistic 

character of the a.s.sumptions o f the model , and those aris ing f rom the 

inlemal conlraciiclions f r om w h i c h the mode l suf fers as an exp lana-

tory f ramework for understanding the real w o r l d . First w e take up the 

.second diff icul ty. 

T h e P r o b l e m s o f the A s s u m e d S o l u t i o n 

W e have already ci ted Hayek ' s ob.servation tliat, wh i l e it is general ly 

made to appear, in textbook exposi t ions o f mainst ream theory, that the 

question of how equi l ibr ium comes about has lx ;en solved, "these 

apparent demoastrations amount to no more than the apparent proof 

of what is already assumed ' (1949: 45) . H a y e k pointed out this is 

because mainstream models in effect a.ssume perfect knowledge to 

have been achieved at the out.set, throughovit the .system. 

Once one appreciates the H a y e k i a n insight that an attained state 

of equil ibrium mf< jn jun ive r sa l perfect knowledge , it becomes obv ious 

that no mode l in w h i c h perfect k n o w l e d g e is assumed am be o f d i rec l 

asSLStance i n exp la in ing h o w an equi l ibrat ing tendency might occur. A 

model in w h i c h perfect knowledge is assumed is necessarily a m o d e l 

of already-attained equi l ibr ium; it cannot grapple w i t h the process in 

w h i c h imperfect mutual k n o w l e d g e may tend (o r fa i l to tend) to 

generate improved mutual knowledge . Consequent ly , quite a p a n f r o m 

the unrealistic character o f the perfect knowledge assumption in 

main.sUeam theory, that assumption renders such theory, w h e n u.sed to 

explain the equil ibrative properties o f markets , internally contradictory 

and incoherent. 

Con.stnicting a mcxlel i n w h i c h all decis ions are made wi thout 

error not only paints a picture w h i c h does not cor respond to reality. It 

pamLs a picture in w h i i h that conf igura t ion of decis ions that is mutual ly 

sustainable without disappointment and wi thout regret has. s o m e h o w . 

12 
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already come lo be made. 'Ihis extraordinarily demanding requirement 
is implied by the misleadingly simple assumption of perfect knowl 
edge. We cannot imagine a situation in which we simultaneously 
postulate perfect knowledge (as defined above) and a sei of decisions 
thai are nol muiually sustainable wiihoui di.sappoinlmeni and withoui 
regret. We cannot imagine decision-makers deliberately undertaking 
courses of action which ihey ktiou arc bound lo be dLsappoinled or U) 

l>e regretted 

.So the mainstream theory locks us, at the very outsel ol analysis, 

into a pallern of decisions lhat are all mutually siLstainable withoui 

di.sappoinlmeni and without regret No mailer how Ulummaling this 

picture may f>e as providing iMdirect clues as to how such a conligu-

ralion of det isions mighl i ome lo Ixr attained, il cannot of itself portray 

any such process. Any adju.stmenls needed to achieve this eciuilibnum 

cc>nhguraiion musi have occurred prior lo the moment pictured in the 

e(|uilibrium model l l ius a view which sees the worid as at all times in 

the relevant attained stales of e<iuilibnum cleariy mles out all the 

adjustments u hich miffht hate made such attainment fM)ssihle 

This cnticism of mainstream price theory applies only lo claims 

ihai the theory explains Ao;/ equilibrium prices and quantities emerge 

in the course of the market process A mainstream iheori.st may simply 

postulate A universal tendency towards eciuililmum, claiming then lluil 

the theory provides a valid understanding of market outcomes If one 

believes that the markel price for a given commodity does, at lea.si 

roughly, correspond lo tlie pnce thai would prevail under equilibrium 

c cmdilions, the theory whic h explains exactly what is implied by the 

phra.se under ecjuilibrium conditions' is certainly neither internally 

contradictory nor uninlormalive. 

But our criticism of the theory would slill be valid Instead of 

charging inc oherence in the use made of maiaslream theory, cnticism 

would foc-us on the arbilrarine.ss of the po.stulale needed lo render the 

tlieory of any iniere.si in understanding the real world. . \ theory which 

relies, for its relevance, upon the arbitrary postulate of a univcn^sal 

tendency towards equilibnum, must In- severely circum.scnlx'd. By 

itself il offers no explanation for the phenomena wc are .seeking lo 

explain. And mainstream iheon.sis who have hone.stly confronted the 

problem of deploying their theory to account for (or even lo argue for) 

the .successful acfiievemenl of markel equilibrating lendencic"s, have 

been compelled lo conc ede its fatal limitations in this regard * 

Some mainstream iheon.sts dismivs this cnlicism. Granted, they 

* FislR-r (198^) IS .1 prune example i r f sucti muKnilKm 

H 
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w o u l d say, that the theory doc s not o f f e r a picture of the ec|uilibrating 

prcKe.ss. Tha t does not affect the value of the theoiy in the slightest 
becau.se the funct ion o f a theor>' is not to of fer a picture o f reality, e v e n 
a .schematic picture f rom w h i c h irrelevant details have been abstracted. 
It should provide a b lack-box ' fo rmula capable of generating predic-

tions, the validity o f a theory is not to be judged by the facsimil i tude o f 
the picture it presents, w i th reality, but only by the empir ica l accuracy 
of the predictions it generates ( F r i e d m a n 1953: 3-43) T h i s methodo-
logical position is considered be low, in e x a m i n i n g the unreal ism o f the 
a.ssumptions o f mainstream theory. Here w e merely point out that, 
whatever the epistemological val idi ty o f this posit ion, it s imp ly does 
not .satisfy the scientific curiosi ty ' w h i c h inspires .such questions as 
wha t is the secret o f capitali.st success ' ' , ' w h y and h o w d o markets 
w o r k so well? ' Main.stream theory fails to provide thai sat isfying 
explanal ion w h i c h legitimate curiosi ty is .seeking. 

T h e U n r e a l i s m o f M a i n s t r e a m T h e o r y 

As mentioned earlier, one l ine o f cr i t ic ism directed at mainstream 

theory concerns the unreali.sm o f the as.sumptions upon w h i c h that 

theory relies. T h e of fending a.ssumptions are, in particular ( i ) tho.se 

relating narnnviy to the w a y in w h i c h ind iv idua l dec i s ion-making is 

modelled In the nu ias t r eam theory; ( ID those impl ied by i l i e perfectly 

competitive condit ions w h i c h loom .so prominent ly in mainstream 

tlieory. 

T h e Ind iv idua l D e c i s i o n in Main.s ireain T h e o r y 

For main.stream theory, the analyt ical unit is the dec i s ion o f the 

individual But this decis ion and the manner in w h i c h it is imagined to 

be made, turn out to be w h o l l y ar t i f icial and stylised. Rea l -wor id men 

and w o m e n do not reach their decis ions in the mechanica l fash ion and 

under the stylised c i rcumstani es portrayed in main.stream theory T h e 

theoretical model of decis ion mak ing adopted in m.i inst ieam macro-

economics abstracts f rom key feani res o f the real-worid context in 

which human beings make decis ions Suc f i abstraction denatures 

human choice lo the extent that the resulting theory o f the individual 

decision must be prcjnounced fa lse , as a representation of actual 

human choices. A theory o f market phenomena , buili i i j i o n choice-

theoretic foundai ions w h i c h do v io lence to reality, cannot enable us to 

trace those phenomena to the h u m a n act ions out of which they h;ive 

l>een created 

For mainstream decis ion theory, the context o f the dec is ion is 
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clo.sed. Analysis of individual market-participating decision-makmg 

proceeds by first imagining each agent to be confronted by a clearly 

specified problem m constrained maximisation. The agent has a clearly 

defined and ranked .set of objectives, he confronts price possibiliues 

governing each prospective trade in which he might partic ipate; and he 

liegins with a known .set of initial human and.'or other re.sfuirces at his 

dispo.sal His dec ision is made In sirm maximising fashion, subject to 

the constraints of his situation. He is programmed, a.s it were, to select 

that combiiuition ot transactums which will faultlessly and inevitably 

convert Ins initial endowment into the most preferreiJ combination of 

attainable objectives He can never have any opportunity to exercise 

imagination or boldne.ss; he can never be surpnsed But this way of 

imagining decision-making diverges in c n u i a l respects from the real 

context of human c hoice (Shackle 1972). 

It is intpossible lo imagine any real-world situation in which a 

decision-maker does not recognise that he must make his choices 

within an o/x'/r-ewyfr/context. Tlie decision-makei is iu</pre.senlcxl. as 

it were, with given resources O n the contrary, il is in the course nf the 

clccisioii i/.w//'thal Ihe liiiiiian decision-maker delcrtiunes what objec-

tives are most important, and what resourees are in fact available to 

him T h e dec ision-maker must inc hide these determinations under ihe 

rubric of the deCLsion Ix-cause the situation he ctjnironts is, at each 

instanl, open ended Vhv agent does «or necessarily know in advance 

what courses of ac (ion he must choose among, he does not nec essarily 

know in advance what the consequences of any prospective course of 

action will Ix'. he may not even liave considered which objectives arc-

worth thinking a U m l realistically and in what ranking of urgency he 

would place them 

Tlie inescapable and radical uncertainty'' faced by each human 

agent ensures the open-endedne.ss of human choice. When a human 

Ixring takes an action, he is, in thai action, grasping at a specific picture-

of the future as Ihe relevant framework for his ac lion .Action consists 

In grappling with an es.sentially unknown fiiture To imagine human 

choice as being made within a "clo-sed' framework, with given ranked 

goals and given available resources, may constitute for .some purpo.ses 

a useful simplification, throwing light on certain aspects of human 

choice. Bui such simplification comes at a distressingly high price. Ii 

diverts analytical attention from features of actual ck-cision-making 

' Tlie li-rm radit-al urKcruinty' lias been used in empliasise ihc Kniglilian characlcr of 
the uncvitainly facing real-world agents (as dLstinci from lasurable rusk) .See aLvi 
O Driscoll. Jr and Rizzo (19«S) 
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w h i c h are c m c i a l in understanding the market prcxess . 

The mainstream portrayal o f the ind iv idua l dec is ion permits 

derivation of determinate Uieoretic-al conclus ions , undi.sturbed by the 

vagaries intrcxiuced by unsystematic h u m a n efforts to cope w i t h open-

e n d e d uncertainties of the great u n k n o w n . But it obscures our under-

standing of market processes. T h e drastic modif icat ions w i t h w h i c h 

mainstream micro-economic theory incorporates the ind iv idua l deci-

s ion , the fi l tering out of a l l potential f o r surprise, prevent us f r o m 

seeing the determining forces operat ing in the market 

M a i n s t r e a m Market T h e o r y 

T h e core o f mainstream theory refers to the perfect ly compet i t ive 

model o f markets T o examine the consequences o f the unrealLsm o f its 

as.sumptions, it is he lpfu l to con.sider the perfect ly compet i t ive model 

o f the .Marshallian market for a s ingle commodi ty T h e mode l exp la ins 

pr ice , m such a market, as being pushed instantaneously or rapidly 

towards the market-clearing level , at w h i c h a l l potential .sellers are able 

to .sell a l l that buyers WLsh to buy (at that pr ice) . T h e a.ssumptions 

adopted for thLs mcxlel - w h i c h ensure the inevitabili ty o f this outcome 

- are w e l l - k n o w n , at least eve r s ince Frank Knight 's classic art iculation 

of the perfectly competit ive market e c o n o m y (1921: chapters 3-6) F o r 

our purpo.ses, the.se assumptioas inc lude especial ly perfect k n o w l -

edge, and the infinity of buyers and .sellers in the perfectly competi t ive 

market. Both these key a.ssumptions - w h i c h imply that, at the going 

market price for the relevant good, each buyer expects ( co r rec t ly ) to I x ; 

able to buy as much as he wi shes , and each .seller expec ts (cor rec t ly ) 

to be able to .sell as much as he w i s h e s - are w i l d l y unrealist ic in regard 

to the commerc ia l w o r i d w i t h w h i c h w e are famil iar . 

Th is gaping chasm be tween the real w o r l d and the p>erfectly 

competit ive theoretical portrayal o f it m o v e d E d w a r d Chamber l i n 

(1956) to construct more complic^ated mcxiels ( o f monopol is t ic cx)mpe-

tition) w h i c h w o u l d be less o f f ea s ive in this regard. Instead o f a picture 

o f a worid in w h i c h each seller Ix f l i eves it po.ssible to sel l an unl imi ted 

quantity of his pnx luc t at the market price (that is. he faces a perfect ly 

elastic, horizontal demand c u r v e ) , Chamber i i n built a theory ba.sed on 

the a.vsumpticjn that a .seller is typical ly aware o f being able to .sell more 

gcxxls i f he is prepared to l ower the pr ice. Ear i ie r theory had con f ined 

the po.ssibility o f a seller fac ing a downward - s lop ing demand curve to 

special ca.ses of pure monopoly (Chamberlin, however , argued for a 

general theory w h i c h recognised the empi r i ca l reality o f compet i t ion 

between similar, but not identical , products, and the associated 
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empir ica l reali ty o f .sellers' awaa-ness that the pnce they charge is 

signif icantly under their o w n control. 

Despite this valiant attempt to restore a mcxlicum of realism to the 

theory of markets , and despite an enormous literature that sprang up 

a round this attempt, it f a i l ed to make a permanent impact upon 

main.stream theory T h e late twentieth-century mainstream theory of 

price places more, not le.ss, emphasis upon the perfectly competit ive 

mcxle l than had been the case w h e n ChamberLn completed his 

dcKtoral dissertatn)n in 1927 

Product ion is o f course earned on in markets in wh ich the number 

of producers ( a n d e v e n r)f retailers) is far f r o m infinite T l i e typical 

prcxiucer or retailer agonises over whether or not to rai.se f)r lower the 

price he w i l l ask T h e contra.st Ixr tween the picture offe red in the model 

of the perfectly compet i t ive market fiir a given product, and the real-

w o r l d busine.ss .scene, is .so s t r ik ing as to strain credulity As noted 

earlier , the per fec t ly compet i t ive mcxJel rs inherently, b y its ver>-

a.ssumptioas. incapable of exp la in ing how a market works But it is not 

ju-st tfiat It cannot exp l a in h o w pa 'seni market phenomena came to f>e 

what they are. the mode l requires us to .see current market phenomena 

in an analyt ical f r a m e w o r k that cannot fit the empirical pattern w e are 

.seeking to unders tand 

T h e Perfect ly C.ompietitive Model a n d C r i t i c s o f the Market 

E c u n o m y 

T h e implicat ions of these unreali.stic features of the perfectly competi 

t ive m<xlel have not been lost o n i ritics of the market economy T h e y 

do not, in the context of late twentieth-century main.stream macro-

economics , have to base their attac ks on the effic lency o f ihe market, 

u p o n any cr i t ique o f the Ionic of pnce theory T h e y merely have to 

embrace the perfect ly competi t ive model and point out the obv ious 

respects in w h i c h rea l -wor ld capital ism fal ls s h o d o f the ideal condi-

tions re(|uirecl in order for the scv ia l w e l f a a - optimalities o f the 

perfect ly compet i t ive mode l to apply. 

Mainstream micro-economic theory therefore not merely fai ls to 

provide the theoretical exp lana t ion w e .seek for the market succe.s.ses 

w e ob.serve: that theory provides critics o f the market e c o n o m y wi th 

the intellectual ammuni t ion they need to press then attacks o n the 

ef f ic iency o f capi ta l ism. T h e y merely need to tick off the respects in 

w h i c h rea l -wor ld cap i ta l i sm departs f rom the requirements for per-

fect ly compet i t ive optimalityZ" 

Point ing out these implicat ions of the unreal ism of the perfectly 
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competitive model used in mainst ream theory does no l establish the 

invalidity of that theory B u i i l doe,s demonstrate the pnce Ix^ing paid 

in order to take advantage o f the e legance and orderiine.ss of lhat 

theory. Searching for an explanat ion of h o w and w h y markets do w o r k 

using a patendy unrealistic model , .such a.s thai o f perfect compet i t ion, 

IS l ikely to result in the conc lus ion (counter lo our direct observa t ion) 

tiuii markets do not, in fact, ach ieve e f f i c i ency at a l l . 

A s expla ined in .section I V , the theory o f entrepreneunal d i scovery 

f inds ihe explanat ion for marke l e f f i c iency precisely in those rea l -wor ld 

features o f conmierc ia l markets w h i c h have been delif>eralely e x c i s e d 

f r o m the pictures portrayed by the perfect ly competi t ive mcxlels A 

particular aspect o f the real w o r l d is its di.sequilibrium character At any 

g iven moment, the markel is Morcharacteri.sed by attained equi l ib r ium 

In this respecl, our positive theory of h o w markets w o r k differs sharply 

f rom the attempts o f E d w a r d Chamber l i n to introduce real ism into price 

theory by postulating ' imperfect ions ' in marke l compel i l ion . T h e point 

is worth .some emphasis, because i l permits us to .sum up and make 

more explicit crit icisms of the lack o f real ism in mainstreant theory. 

All the points in main.stream theory u p o n w h i c h w e have focused 

o n the grounds o f absence o f real ism, turn out to be attributable lo the 

exclus ively equilibrium character of thai theory. Both at the level of 

individual choice and at the level o f m a r k e l outcomes, mainst ream 

theor>' deliberately confines itself lo situations o f attained equi l ib r ium 

�["he first part o f if i is .section fcx-u.sed o n the incoherency o f attempting 

lo exp la in possible proces.ses o f ecjui l ibni l ion strictly in terms o f models 

charactensed by already-attained equ i l ib r ium T h e latter part o f this 

section poinltfd out the numerous aspects o f rea l -wor ld commerc ia l l i fe 

w h i c h are incompatible w i t h the as.sumption of already attained 

equi l ibr ium N o w the mere fai lure of a theoretical picture lo replicate 

wi th precision all features o f the reality i l .seeks to exp la in , is not 

necessarily fatal for the usefu lness c»f that theoretical picture But 

main.siream theory filters out o f the picture tho.se aspects o f reality 

w h i c h are the core o f an adequate exp lana t ion for marke l phenomena 

Indeed, muinMream theory lun ul viiriou.t limes lietm seen j s supp<irtinn il»e economu 

desirjliilily of ihe market einnomy. only on Ihe condlUon thai il be iHittressed by 

deiidedly a)a;ressive type.s of novemment inler\'enlion For example, the market 

cfonomy lias lieen endorsed only if it is subjeil lo powerfully inlnisive anti-lrusi 

regulalmn: or provided the market's dislribuiHin of iiKtimes tan l>e 'i-orrtiled' l>y 

laxaiHin The .slronj; reservallon.s. discussed in later seiUons of this paper, i-nn< ernin>! 

su<"h proposals for inierscninK in market of)eration and market outcomes, will be seen 

to denve direiily from a reiettion of llie reservations whK'h rircTjmscnbe the 

mainsiream model s af^uments in favour of the market eionomy 
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T h o s e features o f reality w h i c h cannot find a place in an ecjuil ibrium 

model turn out lo be the keys lo the explanat ion 

Chamber l in ' s attempt lo restore realism by con.structing nwxlels of 

monopol is t ic compet i t ion missed the mark He d id not recognise that 

the source o f the o f f end ing unreal ism lay in the assumption of already-

attained e t ju i l lb r ium in Ihe perfect competit ion model. What he 

proposed instead w a s a more complicated txjui l ibr ium model . H ie 

mcxlel o f at tained monopolis t ical ly competitive equi l ibr ium is in a 

number o f resf)ecLs less insul t ing to our .sense of realism than the mcxlel 

It scjught lo replace; nonetheless, the n e w model suffers f rom the .same 

cardinal fault B y po.stulaling already-attained equil ibrium il cannot 

e x p l a i n h o w e<|uil ibnum might come to be approached T h e theory 

mi.s.ses the opportuni ty lo provide a satisfactory explanat ion by consid-

er ing the d i sequi l ib r ium features o f the market. 
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IV. THE THEORY OF ENTREPRENEURIAL 

DISCOVERY 

A I I h e theory of entrepreneurial d iscovery sees the explanat ion o f 

I market phenomena in the w a y enuep reneuna l decisions, taken 

J L under disequi l ibr ium condit ions, br ing about changes in pr ices 

and quantities. T h e market p rcxess .so initiated con.si.sts o f cont inual 

entrepreneurial di.scoveries; it i s a process o f d iscovery d r iven by 

dynamic competit ion, made po.ssible by an institutional f r a m e w o r k 

w h i c h pemiits un impeded entrepreneurial entry into f ioth n e w and o l d 

markets. T h e succe.ss w h i c h capitalist market economies display is the 

result of a power fu l tendenc:y for le.ss eff ic ient , le.ss imaginative courses 

o f pnx luc t ive action, to Ixr replaced by n e w l y discovered super ior 

w a y s of .serving coasumers - by producing better goods and /o r by 

taking advantage o f hitherto u n k n o w n , but avai lable, . souaes o f 

re.source supply. T h e theory focu.ses o n the concept o f d iscovery in 

contrast to the notion o f the ind iv idua l dec is ion in mainst ream ihcxjry 

B r e a k i n g out o f the Neo-c lass ica l Box: T h e C o n c e p t o f 

D i s c o v e r y 

I l i e discovery concept points to a w a y of escap ing f rom the c losed-

ended analytical box in w h i c h m c x l e m nt?o-cla.ssical economics c o n -

fines the theorist. T h e stylised dec i s ion-maker is unable to exercj.se 

genuine choice. G i v e n arrays o f (objectives and avai lable resources 

automatically mark out the option-to-be-chosen, any other option is 

n i l ed out in advance. It is un th inkable that the decis ion-maker might 

de l i l x ra t e ly select a le.ss preferred option lastead of a preferred opt ion 

( a n d what is more preferred and le.ss preferred is k n o w n to the agents 

as defined by and in the g iven arrays o f ob j tMives and avai lable 

re.sources). 

So the act o f cho ice coasists in nothing more than comput ing the 

.solution already implicit \n l l ie data. T h e r e is nothing creative in such 

an act A n d since it is assumcfcl that decis ions are inevitably and 

inescapably made without error, this mainst ream notion of the dec is ion 

in effect scjueezes the decis ion-maker out o f the picture; the dc-cision 

is 'made' by the sets o f data w h i c h are g iven ' pnor to the dec is ion . 

Maiastream theorising adopts this stylised concept to render the 

outcome of decis ions determinate, unaf fec ted by un.systemalic factors 

.such as impulse, surpri.se, or fear But , in order to escape the limitatioas 
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of such theory, we have to escape tlits narrow notion of the decision 

The notion of discovery points the way 

When a surprising di.scovery is made, it cannot tie a.sc ribed to any 

delilx."rate act that can be fitted in to the neo-classical ioncept of the 

dec ision There has Ix-en no delilK-rate .search for a piece of informa-

tion (the value of which was known in advance, and the cost of finding 

of which was known in advani e) Rather the act of discovery consisted 

in having imclelilx-ralely' Norictv/what was rt/nWyiostlessly knr)w-

able. Where the neo-cla.ssical concept of the decision makes it 

unthinkable that an available gainful opportunity has not been 

grasped, a more realistic perspective permits its to recognise that such 

op[K>rtunities mar simply noi haiv been noticed \n opportunity may 

not I K - grasped not because the information needed to grasp it was too 

co.stly to make it worthwhile, but because the costlessly obtainable 

opportunity (or the costle.ssly available information ihal would fiave 

broKighi the opportunity within immediate reach) was -.imply, inexcus-

ably'. overlcKiked An act of discovery occurs when someone notices 

what fias up to now fxien overlooked. 

R c i Dgnising the pos.sibiliry that a gainful opportunity may fail to 

be grasped because it has not been noticed permits ilie appreciation of 

dimensions of individual i hoice and ol .sexial inieraction which 

standard economic theory obscures It also lifxrrates iheonsing from 

the c losed-ended nec>-cla.ssical lx)x in which everything occurs inevi 

tably We are no longer impnsoned in a world where the c ourse ol 

events unff)lcls inexorably under the mechanical, clcxkwork-like pr<>-

graiiiming of the maximising postulate under given Initial circum-

stances Awareness that opportunities may go unncXiced. and therefore 

ungras(xil , al lows us to explore the pure di.scovery of hitherto 

unnoticc-d opportunities T h e thc-ory of entrepreneurial discovery 

offers the key to understanding the market prcxe.ss 

D i s c o v e r y a n d E n t r e p r e n c u r s h i p 

Mi.ses's observation that in any real and living economy every actor is 

always an entrepreneur and speculator" (1949: 253) draws attention lo 

the link between the 'open-ended' conception of individual deci.sion-

making. and the entrepreneurial function in the market prtx-ess For 

.Mises the analytical unit is I I R - human act, and the es.sential feature of 

the human act is its speculative and entrepreneurial dimension Tins 

leads us directly to appreciate the parallelism between (he individual 

act and the entrepreneurial function in markets 

Every individual act constitutes, necessarily, an act of discovery. In 
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acting, the individual is not s imp ly (as in neo-cla.vsical theory) spe l l ing 
out the implications o f the preference rankings g iven at the outsel; he 
is , at the moment o f action, alertly eslahlisbinff ihcjse preference 
rankings ( w i t h a l l iheir impl ica t ions) , in the face o f the radical 
uncertainly he confronts W h e n he acts to .seize an opportunity, he is 
nol .seizing a g iven ' opportunity; he is , at that moment, declar ing that 
opportunity to e x i s t H e is, as it we re , discotxrinn lhat opportunity 's 
existence. T l i e human act simultaneously establishes the f r a m e w o r k 
wi th in w h i c h one can imagine del i lx;rate maximi.sation to occtir . and 
pursues the maximi.sing implicat ions o f that f r a m e w o r k The esiablish-

men l of the f r amework ccm.stitutes an act o f di.scovery; that f r a m e w o r k 
w a s ilself neither given ' to the dec i s ion-maker nor inexorably impl ied 
in some prior given ' mela - f ramework . 

T h e most careful prior del iberat ion cou ld not def ine the f rame-

w o r k established at the moment o f act ion E.stablisliing the exis tence o f 

an opportunity f r amework cal ls for alertness to a set o f c i rcumstances 

hitherto not yet noticed. A ' f r amework ' invo lves not on ly assumed 

g iven arrays o f goals and o f resources; i l invo lves expectations o f 

relevant goals and o f relevantly avai lable resources in the future. T h e 

uncertainty enveloping the future means lhat the establishment o f such 

an expeclat ional f r amework o f ends and means constitutes, necessar-

i ly, a creative act o f discovery T o act means to grasp an opportunity; 

to grasp an opportunity means to di.scover i l , to ident ify it out o f the 

ambiguities and clouds o f an infini te array o f alternative prospect ive 

futures. 

Such an act o f di.scovery involves more, however , lhan f ind ing 

.something dial happens to attract attention. T h e di.scovery o f an 

opportMHi/jmeans the di.scovery o f anomaly . Discover ing an attractive 

opportunity a lways represents something o f a plea.sani surjynse. I f the 

gain embodied in the opportunity had l")een fu l l y anticipated, grasping 

il w o u l d hardly represent a creat ive act o f discovery. T h e gain w o u l d 

be nothing but the realisation o f something fu l ly expected. Becau.se, for 

Mises. human action is e.s.senlially geared lo the radical uncer ta inly o f 

an unknow;ible future, i l is inescapably speculat ive H u m a n action is 

discovery. 

A n act of discovery in w h i c h resources are dep loyed to achieve an 

objective repre.sents the reali.sation lhat. before the d iscovery , the 

relevant re.sources had been undemalued. T h e fu l l potential of these 

re.sources had no l been up to n o w understcKxl T h u s the act o f 

discovery, and thus indeed every h u m a n act ion, represents the di.scov-

ery of hitherto unsuspected value i n hitherto underva lued re.sources 
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Here we have the key to the profoundly signincani Misesian parallel-
ism beCueen the individual act and the pure entrepreneurial function. 
The pure entrepreneunal function consists in buying cheap and selling 
dear - that is. in the discovery thai the market has undervalued 
something so that its uoie market value has up to now noi lx*en 
generally realused. This permits the pure entrepreneur to buy some-
thing for less than he wil l be able to sell it for. His act of enlrepreneur-
ship consists in realising the existence of market value that has hitherto 
lieen overlooked 

Pure entrcpreneurship in ihe iiurkei liears, then, the very same 

relationship to the decision-making lhai occurs in the neo-i lassical 

theory of the firm xs does MLsesian human action to the neo-classical 

mcKlel (>t the individual maximising decision. In the neo-classical 

theory of the hrm the owner of the hrm maximises the difference 

between revenues and costs Both the revenues and costs associated 

with alternative levels of oulpul are given The profits' the firm so 

maximises are thus fully expected and known to be available be/on?ihe 

firm s outpul decision is made. There is no surprise whatsoever in the 

'profits' grasped through the firm s decision Winning them coastitutes, 

m effect, nothing more than mechanically carrying ihrough a plan 

firmly scMlled on in advance 

Bui ihe entrepreneurial decision in the context of a market is quite 

different Tlie entrepreneur who "sees' (discovers) a profit opportunity. 

I S discovenng the existence of a gam which had (f>efore his discovery) 

not bec-n seen by himself or by anyone else. Had it been seen 

previously, it would have been grasped or, at any rate, it would have 

I x ^ n fully expected and would no longer then IK.- a fresh discovery 

made naii When the entrepreneur discovers a profit opportunity, he 

is discovenng the presence of something hiiheno unsiispecled, 

Exactly the .same kind of liberation for the individual decision 

inside or outside a market setting provided by the human action 

concepi (as opposed to the cUised-ended-context version of neo-

classical decision-making) is to be found (for the theory of markets) in 

the notion of pure entrcpreneurship 

Either Entrcpreneurship or Equilibrium 

Recognition of the parallelism Ixtween ilie Mtsesian concepi of human 

action in the face of open-ended uncertainty, and the purely enlrepre 

neurial role in markets, highlights ihe limitations surrounding the u.se 

of exclusively equilibrium models. 

An equilibrium world is one withoui scope for entrepreneunal 
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discovery and creativity: the course of market ofents is foreordaintcl hy 
the dau of the market situation. No entrepreneur can. within the 
strailjacket assumptions of the cc|uilibrium model, alter the foreor-
dained sequence of market events. The only circumstance which can 
induce a genuine change' in the .sequerKe of market events Ls an 
exogenous shock to the system. 

The only changes tfiat can cx;cur in a neo-classical market are 

those traditionally analysed with comparative statics, in which history 

is seen as a sequence of equilibrium situations Consequences of 

exogenous changes in the data are "explained", not by tracing though 

the step-by-.siep changes that might ensue from such exogenous 

changes, but by jumping from a picture of one inexorably foreordained 

world lo a picture of a different inexorably foreord;>ined world. While 

this approach fulfils its presumed objective of filtering out un.sysiematic 

sources of change, it does .so at the price of providing any genuine 

explanation of how the world could in fact possibly make the (non-

foreordained!) transition from the first picture to the .second. 

The Driving Force of Entrepreneurial Alertness 

In contrast, the world of disequilibrium offers .scope for entrepreneurial 

di.scovery and consequently fnr genuine change. Consider a situation 

in which a commodity is being sold at two different prices in two 

.separated parts of the market (between which transportation COMS art-

zero). Such a situation of di.sequilibrium is, within the scope of 

mainstream theory, siricily impossible. In main.stream theory, wii l i all 

parties being aware of the two prices being accepted, iho.se paying the 

higher prices are clearly failing to pursue their preferences consistently 

(since they pre.sumably prefer paying le.ss to paying iiMjre). Similarly, 

tho.se accepting the lower prices are acting at vanance with their own 

preferenc"es. 

But in the framework of the Austrian theory of entrepreneurial 

discovery .such a situation is not merely possible, it is unavoidable. 

Complete relevant information is no longer a.ssumed. Tho.se paying the 

higher price do .so simply bec^au.se they are unaw~are of the lower price 

that is available Tho.se accepting the lower price do .so simply lx.'i ause 

they are unaware of the higher price Ix-ing paid The divergence 

between the two prices constitutes an opportunity for pure profit. A 

buyer buying at the lower price may .sell it at the higher price and thus 

T l i c I c r m n c n u i n c l i u n R c ' i l is l in}{ui\h«-* . s u i h c l u n n c s f n i m l l x i s c m e t h a n i c y l l v 

( t c n c r j I c U , f u l l y j n l i c i p ; i l i : t j ' changes ' l l u l a r c pr i>t ; rammcd u> c m r r g c f r i ) i n I I H -

( l i K ' k w i i r k - l l k c o p c m l l i i i i n f m u l l l - p t T i m l . m l r r t r m p i i r a l c q u i l i l i i i u i n i i m c l i l i i m s 
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win the difference as pure profit. It is important to notice that, until we 
introduce the element of entrepreneurial alertness, we have no hasis 
upon which to ptjstulate any change in Ihe situation - ever. Those 
unaware of prices lower than the price which they are paying, may 
remain .so imaware indefinitely; those unaware of pnces higher than 
the price they are accepting may remain so unaware indefinitely 

As .soon as entrepreneurial alertness is introduced, however, 

matters are drastically altered Tliere is now room for the possibility, if 

not near certainly, that the profit opp<irtunity constituted by the price 

difference wil l be noticed by an alert entrepreneur Once noticed, the 

pure pn)fil opportunity wil l be promptly seized (.since it is now 

perceived pure gain, costlessly available) This wil l involve additional 

buying in the low-price market (tending to pusfi price up) and 

additional sellmg in the high-price market (tending to push price 

down). 

Entrepreneurial discovery of Ihe profit opportunity constituted by 

the initial price differential is thus a powerful force pushing the two 

prices towards each other, eliminating both Ihe price differential and 

Ihe profit opportunity it offered The most fundamental law of price 

theory, Jevtms s Law of Indifference, asserting a tendency for a single 

price to emerge throughout the market for a given commodity, thus 

finds its place and its explanation within the theory of entrepreneurial 

di.scover)'. The constant changes occurring in Ihe world continually 

occasion new situations concerninjt which market participants will 

typically Ixr unaware New causes of disequilibrium and of price 

differences are continually arising. But. at the same time, these 

disequilibria continually generate forces tending lo discover the oppor-

tunities so created. Tfie tendency towards a single price is continually 

interrupted - but continually resumed 

The entrepreneur s di.scovery is not a deliberate acl of learning nor 

of search. He had previously been unaware of the existence of the 

price differential. Transition from iinawareness to awareness was not a 

delilx;rately taken .step. Nor is it a step that can be explained by 

invoking any action that has a place within maiaslream theory In order 

to understand the most powerful (and characteristic) moving force 

within the market economy, it is neces.sary to step outside the paradigm 

of mainstream theory, and invoke pure entrepreneurial di.scovery. 

For mainstream theory, the very possibility of two different prices 

existing disequilibrium-fashion simultaneously in the market Ls one 

tlial is, .strictly speaking, unthinkable. Jevons's Law of Indifference has, 

in mainstream theory, come to mean nothing more than thai anything 
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except a single price for a commodily through the market is ruled out 
by assumption. 

It might, however, be argued that mainstream neo-classical theory 

can handle both the possibility of the two-price situation, and the 

tendency for both prices to move towards each other, within its 

equilibrium framework. We nile out. of course, a neo-classical expla 

nation referring to differences in commodity- quality, or in differences 

between the convenience of shopping for the commodily in different 

locations Such explanations are illegitimate and irrelevant because 

they do not represent two prices for the same commodity (defined to 

include not only the quality dimension but also the utility of activities 

which come packaged with the physical commodity whose price is 

under discu.ssion) But at first glance it would seem possible, in a neo-

cla.s.sical worid, to postulate the existence of two prices for the .same 

commodity, as soon as we admit the po.ssibi!ity of imperfect informa-

tion. 

Neo-classical economics proceeds as if full awareness exists of all 

relevant aspects of the situation. But this need not imply omniscience. 

The neo-classical theorist understands that the buyer paying the higher 

price knows that the commodity is available at a lower price, but also 

knows that in order lo find out exactly how to take advantage of the 

lower pnce he would have to expend learning or .search resources on 

such a .scale as lo make it worthwhile to continue paying the higher 

price. Such a situation is an equilibrium, and therefore ai ceptable from 

the point of view of neo-classical economics because there is an 

explanation for the price divergence. I f it is worthwhile to underlakt-

deliberate learning or search, and if the learning or search process is 

itself a lime-consuming one. then we can expect, within the neo-

classical framew(jrk. that the initial price differential wil l gradually 

disappear, as the additional information gmdually spreads ihrougliout 

the market. At each point in time each market participant, and the 

entire market, is in complete neo-cla.ssical equilibnum The dynamic 

version of Jevons s L i w of Indifference has, it might thus b>e argued, 

been retneved within the neo-cla.ssical framework. 

However, while imperfect information certainly can account in the 

neo-classical framework for two prices for the same commodity. thi.s 

does not generate the dynamic version of the law of the single price. 

While the time-con.suming character of learning may explain why il 

takes time for two prices to converge, the possibility of such delilx^rate 

learning does not ensure any converging tendency On the contrary, it 

is eminently po.ssible that the very co.sts of learning which prevented 

26 



How MAKKFTS WORK 

eaHwr learning from having o icTj r red w i l l cotiiinue to deter market 
participants from learning h o w to take advantage of better pnces 
available in the market. The initial equilibnum multi-price situation 
may, therefore, prevail indefinitely precisely because il is an equililv 
num 

What renders the two-pric-es-for-the-.same-commodity case a pos-

sibly genuine di.sequilibrium situation is the possibility that there may 

be no rational' explanation (that is, an explanation in terms of 

delilx-'raie knowledgeable decisicm-making) for the price differential. It 

I K - that, after the losts ot learning have been tallied for. in the 

extreme i a.se when these co.sts aa- zero because the existenc e of the 

two prices Ls plain to .see) we have no explanation for the buyer w h o 

pays the higher price, and the seller who accepts the lower pnce other 

than that market participants have simply failed to notice what was 

staring them in the face Tfi is glaring absence of a rational explanauon 

for the price differential renders it a disequilibrium situauon - a 

situation which cannot be expected to last for long becau.se the pure 

profit opportunity coastiluled by the price differential will attract 

entrepreneurial discovery. 

Tl ie driving f«)rce of entrepreneurial discovery refer> lo tfie 

prevalence of pure profit opfXJrtunities. that is. of situations which 

.seem to defy rational explanation Moreover, such situations can be 

expected to be sy.stematically whittled away by spontaneous entrepre-

neurial di.scovery of the pure profit opportunities they represent. 

Entrepreneurial di.scovery exenises a .systematic force upon markets, 

tending to dnve them at each moment away from the disequilibrium 

situations which cned out for di.siovery 

System Out «)f c:haos: The Paradox of F.ntrepreneumhip 

The paradox of entrepreneurship in a market economy is as follows 

.Mainstream theory left entrepreneurship out of its picture because 

entrepreneurship seems chaotic and unpredictable Boldness, impulse, 

hunch are the raw materials of entrepreneurial success (and failure), 

they .seem to render the possibility of systematic, determinate chains ot 

events unlikely In order to perceive regularities amidst the apparently 

thaotic vagaries of real-world market volatility, it may seem methodo-

logically sound to imagine a world with no scope for entrepreneurship 

Yet. paradoxically, exac tly the opposite is the c-a.se. Il is only when 

entrepreneurship is mlrtxJuced that we begin lo appreciate how and 

why markets w o r k . Without the possiNlity of entrepreneurship, no 

genuine explanation for market co-ordination is po-s.sible (aside f rom 
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arbitrarily postulating that co-ordination always fully and instantane-
ously prevails) The cfiaos' introduced by enlrepreneurship is required 
lo account for the systematic character of real-world market proces.ses. 

Introducing scope for enlrepreneurship pemiils a degree of 

freedom which makes it possible for errors to be made - tfut is, for 

decisions to be made thai fail to take full account of relevant 

circumstances It may irKleed not be possible lo explain how errors 

come lo be made or which specific errors t K C u r There is no economic 

theory which describes which features of reality are likely to be 

unexplainedly' and irrationally overiooked But understanding how 

the market phenomena of any moment reflect errors made as a result 

of unawarene.ss opens up possible understanding of the way such 

phenomena t hange over lime. 

It might at first glance seem thai. |u.st as one cannot understand 

which specific features of reality come to he unaccountably over-

l(x>ked in the first place, it might also be impossiNc lo predict whether 

any of these overlooked features wil l he noticed later After all, what 

was overlooked yesterday, may be overiooked tcxlay and tomorrow. 

But .such a conclusion would be too ha.sty Economi.sts are able lo 

identif\' one feature of a market economy which acts powerfully lo 

direct (or to attract) entrepreneurial alertness towards the correction of 

eariier errors - such errors of the kind we have discussed made in a 

market economy manife.st themselves as opportunities for pure profit 

These earlier errors may come .systematically to fx* discovered 

Ixxaase of ttie tendency for entrepreneurial alertness to "smell" or .sease 

where pure entrepreneurial profits can be won. The .systematic 

character of the market pnKe.ss .stems from the human propensity to 

sease (without ilelilx:rate search) where lo find pure gain. Our 

economic analysis teaches where and how errors come lo be translated 

into opfKJrtunilies for pure profit, and so pn>vides understanding of the 

tendencies these errors create for their systematic correction. 

Jevons's Law of IndifTcrence Extended 

The fundamental law lending to ensure convergence among the 

market prices for a given commodity al.so operates with powerful 

con.sequences in less obvious circumstances. Consider a production 

process in which a given combination of different resources Ls 

deployed to fabricate a product. The producer buys each of Ihe 

neces.sary resources in order lo produce the product, which he .sells to 

consumers. To say that an entrepreneur-producer is making pure 

profits in Ihe production and sale of this commodiiy means that, after 
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calculating the prices he pays for all re.sources needed to prtxluce the 

product and deliver it to the door of Ihe consumer, their sum is less than 

Ihe amount paid by the consumer This situation, loo, is an example of 

the ".same commodity' being .sold al different pnces in different pans of 

the '.same' market 

The sum of the pnces paid for the re.source bundle needed to 

produce and deliver the product, is lower than ihe pnce paid by the 

consumer for that delivered produci Bui the bundle of rt//lhe retiiiired 

resources is. in effect, the commodity that bundle is able to produce 

Nothing more is needed than, so to speak, to .say 'Go! To piosse.ss that 

bundle is, in effect, already to posse.ss the commodity. .So that the 

possibility of earning pure profit through .selling the commodity al a 

price higher than that al whuh the resource bundle is being sold is 

fiecause the same' commodity is being sold in some parts of the market 

at a lower price (in ihe form of resources) than it is being sold al in 

other parts of ihe market (thai is, as a finished consumer good) 

If the re.source bundle did indeed include all necessary re.sources, 

we have no rational' explanation for this mulli-price situation There is 

no rea.son why consumers should lie willing to pay more for a finished 

prcKluct than the sum needed to obtain command of all the resources 

(including all the time and trouble needed lo buy and as.semble the 

resources u.scd in fabrication itself) required to deliver the finished 

pr<xluct to Ihe consumer. The only explanation for this price discrep-

ancy lies in awareness of pure error on the part of market participants 

Such error means thai some market participants have undervalued 

these re.sources relative lo the future eagerness of consumers to acquire 

the product in que.stion when it can Ixf produced. This iinder\'aluation 

can be explained' only as an unexplainable' error, a failure lo see a 

future that is in fad sianng one in the face. Such error manifests itself, 

exactly as in the simple case of the commodity selling fi)r more than 

one price, in a pure profit opportunity 

Whenever an entrepreneur senses the possibility of pure profit by 

moving into a new line of production, or by innovating a new methoil 

of production, he is taking advantage of what he believes to be a ca.se 

where the market is erroneou.sly a.ssigning two different values to wfiai 

is, in economic reality, the same item. Ihe powerful driving force of 

entrepreneurial alertness is always and everywhere at work, noticing 

such errors through the attraction provided by the pure profit which 

such errors create. Entrepreneurial profit-making is occtirring, not only 

ihrough bringing the pnces of a given physical good towards equalit>' 

throughout the market The same entrepreneurial profit-making oper-
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ates towards bringing resource prices into relevant equality with future 
produa prices 

Ludwig von Mi.ses expre.ssed this with great clarity 

What makes profit emerge is the fact that the entrepreneur 

who judges the future prices of the products more correctly 

than other people do buys .some or all of the faclors of 

production at prices which, .seen from the point of view of 

the fijture state of the market, are tcx) low. (1962; 109) 

Wliat is important in that, in operating along this dimension, 

entrepreneurial alertne.ss is not only pushing prices towards relevant 

'ec|ualiiy', it is also moving resources from one line of production lo 

another. The tendency, in a market economy, for re.sources to liecome 

reallocated from less productive ases (as judged by consumers) 

towards more productive u.ses, operates through the same entrepre-

neurial di.scovery procedure which creates a tendency for the prices of 

a given commodity to move towards equality The extension of 

Jevons's Law of Indifference turns out lo explain the market forces 

responsible for capitalist allocative efficiency. 

For this allocative tendency to be .set into motion, it is not 

necessary that the entrepreneur is aware of the pre.sent mi.sallocation of 

re.sources. He does not need detailed km)wledge of the industries in 

which the resources are currently employed; he does not need to be 

familiar with technical production conditions of, and consumer interest 

in, the products in tho.se indu.stries He merely has to sense thai pure 

profits may be won by buying the neces.sary resources. 

Of course, in order to sen.se the fjossibility of pure profits in a 

particular line of production, through having a 'no.se' for price differ-

ences, it is most helpful for the entrepreneur to have a keen sense (or, 

at least, a keen .sen.se of where to hire employees with this keen .sense) 

both for technical production possibilities and for future coasumer 

preferences in this line of production. But ultimately it is his sense for 

the possibility of pure profit (becau.se of differences Ixftween re.source 

prices and product prices) which drives his activity and motivates his 

alertness to technical production possibilities and to future consumer 

preferences It is the law of the single price which, working through the 

process of entrepreneurial di.scovery, powerfully redirects the pattern 

of capitalist production into more, rather than le.ss, allocatively efficient 

channels. 
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Errors of Over-Pessimism and Errors of Over-Optimism 

The errors which expre.ss themselves as pure profit opportunities are 

noi the only ones which can be made in a dise<|uilibrium world of 

open-ended uncertainty Errors whic h result in pure profit opportuni 

lies are errors stemming from over-pessimism 'I'here are, in addition, 

errors of over-opiimism which also play imjxjrtant roles in the 

entrepreneurial discovery- proiess of the market economy 

Errors of over-pe.ssimism are those in which superior opportuni 

ties have l ^ e n overlooked. Tliey manife.st tliem.selves in the emer-

gence of more than one price fiir a product which these re.sources can 

t reate They generate pure profit opportiiniiies wliu li .iiiracl enlrepre 

neurs who, by grasping them, correct these over-pessimistic errors. 

Tlie other kind of error, error due to over-optimism, has a different 

source and plays a different role in the entrepreneurial di.scovery 

proce.s.s 

Over-optimisiic error occurs when a market participant expects to 

Ix; able lo complete a plan which cannot, in fact, be completed. A 

buyer mistakenly plans to buy a commodity or a re.source at a price so 

low ihal the item is not obtainable al the price. A seller plans lo sell an 

item al a price so high that in fai I no buyer is willing UJ Iniy ai ihal price 

This kind of error does not generate pure profit o|ipnrtunilies which 

are correi led through entrepreneurial alertness Over-optimistK errors 

tend lo be corrected by more ilirect markei forces, calling for less 

creative entrepreneurial alertness. 

An over-oplimistic error lends to manifest itself in a price either too 

high or i ( K ) low to clear the markei for that go<xl Thus if sellers have 

been, in general, over-optimislic, they will lie expecting higher prices 

than buyers are, in general, prepared lo pay If buyers liave been over-

opiimisiK . ihey wil l be expecting prii es that are lower than sellers are. 

in general, prepared to accept Such mistaken expedations do not 

necessarily mean that the markei price will be at variance with ihose 

expectations. After all, if .sellers are unwilling to .sell al a price below 

S 3 0 0 (lu'cause ihey mistakenly believe that at this price ihey can sell all 

ihal they wish to sell), then any units sold will indeed have been sold 

ai Ihal pnce or higher (since no one wh<» expects lo Ix- able to sell ai 

$ 3 0 0 wil l accept less) Tl ie over opliiinsm will IK- leve.iled nol neces-

sarily by an Initial failure of the markei price lo be at $300. but by the 

unexpected failure of some or all sellers to sell what they had expeited 

to be able lo sell a l that pnce. 

Markei pnce, in this kind of disecjuilibrium situation, will be too 

high lo clear the markei It is a case of disequilibrium because we feel 
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faidy confident thai, it the market price for a good is indeed higher than 
ihe market-clearing level, .sellers wil l soon reali.se this (as a result of the 
pile-up of unsold goods), and will lower their expectations and reduce 
their asking prices. Similariy, if over-optimism on the part of buyers has 
resulted in prices being l>elow the market-clearing level, this situation 
will reveal itself in the form of .shortage, and buyers, realising their 
error, will bid higher prices to obtain the corrunodity or resource they 
wish lo buy. 

>»'here over-pessimism ari.ses from failure to realise that more 

eager buyers or .sellers for a commodity indeed exist than had been 

expected, over-oplimism ari.ses from believing that buyers and sellers 

are more eager than they actually are Errors arising fmm over-

optimism are more likely to be rapidly discovered lhan are errtjrs 

arising from over-pessimism. An opportunity which has not lieen .seen 

may (even though it offers its di.scoverers pure profit) continue to 

remain unnoticed in Ihe future But an error arising from over-optimism 

must surely be discovered simply bec-ause il involves making a plan 

which I annol and will not be completed. Prices which are too high will 

Ix* revealed to have lieen too high by piles of uasold goods, prices 

which have l>een too low will be revealed lo have been tcxj low by ihe 

shortages they create. Certainly, entrepreneurial judgement may be 

required Ui interpret lhe.se shortages (or .surpluses) correctly But, 

sooner or later, prices thai are too high must come down, and so on. 

Ilie major insights of the theory of entrepreneurial discovery can 

now be .summari.sed; 

� At any given moment market participants are (virtually inevitably) 

likely to l>e suffering from unawareness ot Ihe Inie (pre.seni and 

future) plans of other market participants. 

� .Such unawareness may take the form of undue optimism (as when 

sellers of a gcKid expect buyers to be more eager to buy that good 

lhan they really are), leading lo a disequilibrium price for a gocxi 

that is tcK> high or too low to clear the market Disequilibnum 

prices generate direct disappointmeni of plans (as when sellers 

who have refused to sell for lower prices, discover their customers 

.ire simply not buying at the high prices) .Such disappoinimeni 

can be expected lo alert enlrepreneurs to the true temper ot the 

market. Prices that were too high wil l tend lo be lowered, those 

that were \oo low will tend to be bid upwards, 

� Unawareness may also (and generally more importantly) take the 
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form of undue pessimism .Sellers may underestimate the eager-
ness of buyers to buy Buyers may underestimate the eagerness of 
.sellers lo .sell .Such unawareness leads lo more than one price for 
Ihe .same good (or a lower price fur the resources bundle, and a 
higher price for the product the re.sources can deliver) Such price 
differences constitute opportunities for pure profit and therefore 
lend to attract enlrepreneunal attention The pnce differences will 
lend lo be eroded by entrepreneurial action lo grasp these profit 
oprxjrtuniiies. 

If one could, for purely analytic al purpo>es. imagine consumer 

preferences, re.source availabililic-s, and technu al possibilities as 

frozen in lime, then the entrepreneurial di.scovery prcKe.sses wil l 

tend to ensure that the price of any given gcxxl or .service wil l tend 

towards ec|uality throughout the market, that resource-bundle 

prices wil l lend to e<|ualily with the prices of the respective 

comnuKliiies they can deliver through pnKluction; that, al the 

uniform prices .so acfueved. the market for each consumer good or 

service, and for each resource ser\'ice will lend to dear; and that 

all prospective buyers wil l find what ihey wish lo buy at the price 

they expect and ;ill prospec live sellers will find buyers prepared to 

p;iy the pric es which the sellers are expecting and are prepared tf> 

accept. 

In the course of the market movements achieved through the.se 

tendencies, not only wil l resource and produci pnces I K - nxxlified 

as described but, more importantly, re.sources will lie shifted 

continually from le.ss important u.ses (as measured by the pnc es 

consumers are prepared lo pay) lo more important u.ses. less 

prcxiuctive technological itses for resources will come lo be 

replaced by more prcxiuctive tec hnologies; and undiscovered 

sources of new rc"sources wil l tend lo be discovered 

In the real worid of incessant change in undcriying coasumer 

preferences, resource availabilities and technical possibilities, 

these loaecl ive tendencies may tx- partly or wholly fnistratcd or 

intemipted In addition. Uiesc- tendencies, operating in different 

parts of Ihe ever-c hanging market, may interrupt and confu.se each 

other But the direction of Ihe powerful forces of entrepreneurial 

di.scovery wil l be shaped and moulded by the above-descnh>ed 

systematic and corrective prcxesses of eaor. disappointment. 
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A number of important features of the tlieory of entrepreneurial 
discovery remain to be briefly discu.s.sed. 

Competition and Entrcpreneurship 

The critical disctission of mainstream neo-classical theory in section I I I 

focni.sed panicularly on features of the model of perfect competition 

central to that theory The concept of competition used in main.stream 

theory Ls quite different from the corresponding concept in the Austrian 

iheory of entrepreneurial di.scovery For maiastream theory competi-

tion is the closer to perfection as market conditions appn>ach the ideals 

of complete informalum throughout the market, and infinite numbers 

of buyers and .sellers of each commodity or .service For the iheory of 

entrepreneurial discovery, on the other hand, Ihe relevant concepi of 

competition involves only one condition, thai of freedom of entry' into 

c-ach conceivable market. 

Both for main.stream neo-classical iheory and for the Austrian 

theory of entrepreneurial di.scovery. competition is required in order to 

account for the phenomena which are to be explained. But here the 

common grcHind ends For mairvstream theory, competition is a 

required a.ssumplion in order lo ensure lhal the situation described is 

indeed an equilibrium and to di.stinguLsh it from other possible 

equilibrium configurations (for example, that under pure monopoly) 

But, for the theory of entrepreneurial di.scovery, competition i.s re-

quired to account for the dynamic entrepreneurial process described 

above. Consider the case in which freedom of entry has been sharply 

abridged 

Where (for example as a result of a governmeni grant of monopoly 

pnvilege to a favoured manufacturer) potential entrepreneurs are 

blocked from entenng a particular industry, this must paralyse the 

market discovery pr<x:e.ss Suppose, as is plausible, the protected 

monopolist is enjoying monopoly rents and so is able to charge a price 

which subslaniially exceeds relevant costs of production. Tlien this 

situation will not be eroded by competitive fiirces, .since entry is 

b l (Kked . 

The monopolised prcxluct may be urgently needed by potential 

consumers, and re.sources now employed in t>ther. le.vs urgently 

needed industries, might more productively and profitably be u.sed in 

this (monopolised) industry But di.scovery of the profit possibilities is 

rendered less likely because entry restrictions prohibit the grasping of 

such profits by new entrepreneurs even if the existence of the.se profits 

is discovered. Perhaps the technology now in use in the monopoli.sed 

34 



How MARKETS WORK 

industry could I K dramatically improved, resulting in a substantial 

reducticm in costs of prcxluction Such new prcxluciion lechnicjues 

might have Ixfen discovered, under conditioas of free entry, by 

potential entrepreneurs on the prowl for pure profit opportunities But 

.such di.scovery is rendered le.ss likely Ix-cau.se entry restrictions prevent 

the winning of such profits by innovative entrepreneurs Where the 

grasping of profit is prohibited, the prcxress of technical discovery is 

sharply inhibited or totally paralysed. The entrepreneurial di.scovery 

prcxress depends upf)n the awareness by potential entrepreneurs that 

any pure profit opportunities they may di.scover wi l l redound lo Ihe 

dLscoverer s benefit. 

Tlie dyaimic character of the competition central lo the prwess of 

entrepreneurial discovery exerci.ses powerful forces operating not only 

on pnces. but on the quality characteristics of prcxiucts and on the 

techniques of prtxJuction The driving force of entrepreneurial, com-

petitive entry redirects resouaes from industries in which their prcxluc-

tivity is low. as measured by consumer eagerness and willingness to 

pay, towards industnes or lechnicjues m which their productivity is 

higher, ("ompelilive entry and the threat of compeutive enir>' bnng 

about the lowenng of prrxluct prices towards their lowest possiNe 

co.sis of prtxiuction and alert inc iimbenl prcxiucers to the possibility of 

lowering the co.sts of prcxJuction and lo the competitive nece.ssity to 

lower prcxJuct prices accordingly 

The contrast lielween the notion of competition in mainstream 

neo-classical theory and that in the theory of enta'preneurial discovery 

c an most effectively fxr presented m terms of knowledge Maiaslream 

theory competition calls for knowledge as a prerequisite without 

complete knowledge throughout the market, compelition is imperfect 

But. for the theory of entrepreneurial dLscovery. competition is the 

prcxe.ss throuf^h which knowledge is discovered and communicated. It 

was Hayek ( 1 9 4 9 : 9 2 - 1 0 6 ; 1978 : chapter 1 2 ) who put his linger on this 

cardinal difference .separating ihe.se two notions of competition 

Whea-as the mainstream concept sees compelition as referring lo one 

partictilar state of equilibrium, the dynamic concept of competition 

refers icj a process tfircHigh which di.sequilibrium states are gradually 

modified in ihe equilibraiive direction. It is the difference Ixflween an 

imagined stale of completely attained information throughout the 

sy.stem. and a prcxe.ss of discovery through which fxHh activities and 

mutual information become more closely co-ordinated 

The cIo.se relationship Ix^tween the dynamic conctrpl cjf competi-

tion and entrepreneurial alerlne.ss has been explored in the literature of 
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the theory of enlrepreneunal discovery (Kirzner 1973) It turns out that 
the two notions, dyrumic competition and entrepreneurship. are two 
sides of the same coin. Every act of competitive entry is an entrepre-
neurial act; every entrepreneurial action is net essarily iDi i ipet i t ive (in 
the dynamic sease of the word) T o compete is to act (or lo be in a 
position to act) to offer buyers a more attractive deal, or to offer sellers 
a more attractive deal, than others are offering To do so it is nece.s.sary 
to di.scover situations where innimbent market participants are offer-
ing less than the best possible deals, and to move to grasp the profits 
made possible by filling the gap so created by the incumh>enls Such 
activity is .strictly entrepreneurial T o act entrepreneurially is to enter a 
market with a new idea, with a better product, with a more attractive 
price, or with a new technique of production. Any suc h act nei c ---.iii!v 
competes with others. 

In the theory of entrepreneurial di.scovery, competition can (apart 

from governmental re.sirictions on entry) be limited only as a result of 

monopoly ownership of unicjue and scarce resources (Mi.ses 1949: 354-

74) If an individual enjoys sole ownership over .such a resource, he 

may f)e invulnerable lo competitive entry, because potential competi-

tors are precluded from access to the unique resource. Entrepreneurial 

dLscwery . in such ca.scs. must neces.sarily be channelled into other 

productive activities for which the required resources are available to 

all willing lo pay the market price." Entrepreneurial activity is possible 

only to the extent that no re.source monopoly obstacles exi.sl lo block 

entry. Dynamically competitive activity which involves, not duplication 

of exislinn offers made by others, but the innovative offering of 

supenoropportunities to others us possible only bec^ause enlrepreneurs 

are alert lo ihe possibilities available thniugli innovation. 

Mises, Hayek and the Theory of Entrepreneurial Di.scovery 

Thus the theory of entrepreneurial di.scovery emerges as a synthesis of 

complementary ideas developed separately by Mi.ses and In- Hayek. In 

.section I I we saw that Mises emphasised the entrepreneurial character 

of the market prcxess. while Hayek drew attention lo the character of 

that process as being one of mutual learning We observed ihere thai 

these two elements of emphasis turn out to be two sides of the same 

I n any monopo luscd i m l u s i r y . In f a i l i t i c n u r k t r l p r txe . s s p r i K c r i l s l l in>u){ l i e n l r c p r e -

n t - u r u l I o m p e t i l i o n h e i n g re-« luinncllercj l o <>«IKT m a r k e t s T t i c pr<K«rs> i h n H i ( ( h »-f i ich 

I I K - m<ir*)p<ilisi arr isCT a l the n v m o p o l y p m r f o r p r i K l u r t is o n e I n w h k l i a i l i v i ty 

m ihe p r i i d u c t K i n o f p<issthle M i l M i t u i e pnnJcHl - i . a n d a t H v i t y in mar lcc l5 for 

a l l e m j i i v e uses o f o « h r r . n o n m o n o p o l i ^ e d i c v K j r i e N . i m p i n g e o n l l i e p r H e * o n the 

ha.5ls o f w l i k h ihe n v v n o p o l u a c a l c u l a l e t h « o w n p rH inR p o l i c y 
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profitability of .seeing that future more correctly than others do These 
.supenor visioas of the future inform entrepreneurial productive and 
exchange activity The dynamic market pnK css is made up of such 
profii-molivaled creative acts in regard to the fiilure. 

In so acting, the Mi.sesian entrepreneur drives the market process 

which reflects the fl<»w of new discoveries these entrepreneunal 

vLsions have uncovered If all exogenous change ( in cx)nsumer prefer-

ences, resource availability, and technological pos.sibilities) could be 

.suspended, this dynamic, entrepreneur-driven market prcne-ss would 

proceed until all uncertainties, ansing out of unawareness of whai 

others are able and willing to do, would gradually become resolved. In 

emphasising the entrepreneurial character of the Mi.sesian market 

prcxess, we are at the same lime drawing indirect attention to the 

Hayekian mutual-discovery aspect of that very same process While 

certain elements in Hayek's expositions of the 1940s do seem to differ 

from elements emphasi.sed in Mi.ses's expositions of thai .same decade, 

an entrepreneurial discovery theory of the market process can lie 

developed which draws on the complementarity between the Misesian 

and the Hayekian insights 

The Theory of Entrepreneurial Discovery and the Mainstream 

Neo-classical Paradigm 

It might be argued that the iheory of entrepreneurial discovery 

provides crucial, badly needed support for neo-classical equilibrium 

theory, which does a superb job in explaining the conditions fulfilled 

once all the co-ordinalive steps taken in the course of the market 

process have been completed But, because it does not of itself account 

for Ihe prtKcss through which such co-ordinalive .steps come to be 

taken, it needs the contribution of the iheory of entrepreneurial 

discovery In this way, it might Ix; argued, Austrian theory supports Ihc 

mainstream neo-classical approach. 

For many workaday purpo.ses in applied economics, mainstream 

equilibrium theory offers a u.seful shon (tit to understanding whal 

happens in markets. In considenng wfiat the consequences are of 

specific governmental interferences in markets (for example, in seeing 

how price ceilings generate shortages or minimum prices generate 

surplu.ses), the Au.strian economist Ls likely U) find himsc-lf using ihe 

same .simple Marshallian supply-and-demand diagrams as his neo-

classical colleagues. The technique of comparative .statics analysis has 

for many decades been a simple but powerful tool for the applied 

economist Nothing in ihis paper is intended lo denigrate the po.ssible 
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usefulness o f ma insUeam e « | u i l i b n u m theory to serve as ihe al)(orithm 

for roughly i den i i fy ing the conset juences of speci f ic kinds o f exog-

enous change It m a y irnieed seem that the theory o f entrepreneunal 

d iscovery provides not m u c h more than a he lp fu l explanatory foot-

note, as it we re , to maias t ream theory ( V a u g h n 1994: 139fD B u i in fact 

t l ie relat ionship be tween the theory o f entrepreneurial discovery and 

mainstream neo-classical theory i an and should be seen in a different 

light. 

If the puqxKse o f economic theory is seen as no more than oftenng 

short cuts to statements linking causes to effects, then black-box" 

theon-sing may appear adequate lUit if the purpose o f theory is lo help 

us uni le rs iand how the market economy w o r k s , things are quite 

different For purposes o f ach iev ing understanding, a black-box 

theor>'' IS no theory- at a l l . It exp la ins nothing, in the sense in w h i c h 

people usually unders tand explanat ion ' T h u s the theory o f enlrepre 

neuria l di .sn)very provides lar more than a moderately interesting 

supplement to mainst ream equ i l i bnum theory', it provides the explana-

t ion w h i c h Is l ack ing in mainstream theory 

As w i l l be s h o w n in the remaining sections of this paper, the 

theory o f entrepreneurial di.scovery has implications w h i c h go beyond 

the s imple .satisfaclion of .scientific curiosity T h e explanation w h i c h il 

provides drastically alters the w a y in w h i c h significant features of the 

market e c o n o m y and o f contemporary economic reality are under-

s t f x x l or appreciated. T h e d i f i e r en i es in understanding should, in tum, 

entai l important modif ica t ions both in the moral ' evaluation <>l key 

features o f capi ta l ism, and in the tormulation o f practical economic 

ix) l i c ies to permit the e c o n o m y lo reap its greatest potential in 

e f f i c iency and in prosperity 
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V. NEW PERSPECTIVES PROVIDED BY THE 

THEORY OF ENTREPRENEURIAL DISCOVERY 

~r T nclerslanding the market p r t x e s s as a sys lemal ic , e r ror - iorrec 

I l i ve sequence of p ro f i t - i a sp i ivd entrepreneurial diM.overie.s. 

continually reshuff led and redirected as a result o f the cease-

less impaci o f exogenous changes, shou ld drast ically alter our appre-

ciation of key features o f capital ism. I n this section a n u m f x j r of 

examples o f such alteraiioas are examined . 

A good deal o f the argument stems f r o m refusal to accept perfect ly 

competitive equi l ibr ium as an ideal Many features of r ea l -wodd 

rrurkets w h i c h appear, f r o m a perfect ly competi t ive-ideal perspect ive, 

to I x ; direcT evidence o f inefTicienc^y. turn out to be whole.some features 

of a vigorously and dynamica l ly compet i t ive w o r l d .So-called imper-

fections ' of competit ion emerge as c ruc ia l elements in the market 

process o f di.scovery and correct ion of earl ier entrepreneurial errors 

Each e x a m p l e in this section demonstrates h o w the Aust r ian v i e w of 

the competitive proce.ss conlni.sts w i t h the n o n n of perfet t compet i t ion 

The Economics of Advertising 

Advert is ing cannot easi ly be fitted into the perfectly compet i t ive 

equi l ibr ium m<xJel Hence it has been .seen as a generally ha rmfu l and 

was tefu l phenomenon, responsible for serious divergence of capitali.st 

performance from the e f f i c i e n c y condi t ions in the perfect compet i t ion 

model It appears to be expendi tu re of resources designed In manipu-

late consumer preferences, shif t ing the demand curves for g iven 

adverti-sed products to the right .Such manipulat ion can only benefit 

firms in monopolist ic or quasi -monopol is t ic situatioas Further, adver-

tising adds insult to in jury by requir ing coasumers to pay more for the 

privilege of fn iy ing commodi t ies w h i c h they w o u l d not wan t in the 

absence of manipulat ion, 

Neo-clxssical theory recognises that advert ising may per tbrn j a 

prcxJuctive role in provid ing consumers w i t h u.seful in fonna t ion ( f i i r 

w h i c h they may be entirely w i l l i n g to p a y ) T l i e r e may I x ; sound 

economic reasoas w h y this informat ion is provided by those w i t h an 

interest in promoting sales of the advert ised prcxluct (rather than by 

impartial, disinterested market purveyors o f in fonna t ion) But it hardly 

expla ins the enormous v o l u m e of advert ising, and especia l ly its 

provo<"ative. attention-grabbing, shr i l ly persuasive character I l o w -
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ever, it IS the analyt ical f r a m e w o r k o f tfie neo-classical paradigm w h i c h 

prevents crit ics o f advert ising f rom recognising its imponani role in the 

entrepreneurial d i scovery prtKess T h i s paradigm has led critics to see 

advert ising as dec is ive ly refut ing the notion that under capitalisi market 

conslrainLs and incent ives , producers are governed by consumer 

sovereignty. ' ' 

T h e theory o f en l reprencuna l discovery opens up a n e w perspec-

tive into w h i c h adver t is ing can be fitted far more easily and in w h i c h 

it filLs a different role. I n order to serve the preferences o f consumers , 

prcxlucers have to do far more than merely fahnc^te and make 

avai lable the goods they bel ieve consumers desire most urgently. T h e y 

must dtj more, even , than to make available the in fonna i ion ihey 

bel ieve consumers need to acquire and appreciate the goods o n offer 

After a l l . the entrepreneuria l discovery perspedive shows that mere 

availabil i ty does not guarantee lhat those needing informat ion w i l l 

have ii I".ven if informat ion is staring them in the face ihey may s imply 

not notice it, and remain unaware thai there is anyihing further lo be 

k n o w n 

It is therefore nece.s,sary for producers, intent on w i n n i n g the 

profi ts f r o m innovat ive ly .serving consumer preferences, al.so to alert 

consumers to the avai labi l i ty and the qualiues o f gcxxls Clear ly there 

is a role lor a i lver t is ing I w y o n i l providing information in response to 

consumer demand ' T h e r e is, m addition, a role for advertising to grab 

i f ie attention o f potential consumers and direct ihem both to the 

in fomia t ion and to the goods that are available. Ih i s infomiat ion may 

be such that, once aware of the goods, consumers may w i s h to buy 

them Hui their demand may not yet be active a.s long as they remain 

unaware of ihei r exis tence. 

S u c h arguments may be presented in different terms. .Mainstream 

theory sees consumers entering the i i iarkel-place wi th g iven demand 

cu rves for each p r c K l u c l . T h e success of the market in .ser\ing 

consumers is then judged by its .success in responding lo the.se 

demands. Adver t i s ing by producers is therefore immediately suspect, 

because its func t ion appears not to satisfy the given demand, but rather 

l o manipulate those d e m a n d curves lietter to sun the prof i l -seeking 

motives of l i ie producers . 

B U I f r o m ihe Aust r ian perspective, ihe notion of demand cannoi 

be g iven coherence unless the consumer is aware o f ihe buying 

Tlilv hiia hern rt:pe.ilfilly ;irf^ccl, for cxuinple. hy Pn)fc.w)r Oall>raitli. ire G.ilhr.iilh, 

( l o w cluplcr 11. I % 7 .lupter IK . I<)75 . lupicr M ) . 
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opportunities he faces. I f a consumer has, say, never seen a pair o f 

gloves and has no inkhng of their exis tence or purpose, il is meaning 

less to speak of his demand curve for gloves. Ye t w e w o u l d not deny 

that an innovative, imaginative and cTealive enuepreneur w h o invent.s 

gloves, produces them, and offers them to satisfied customers, has 

correcdy anticipated their demand for gloves. Surely w e w o u l d agree 

that this entrepreneur has se rved consumer sovereignty, hroadly 

understood. 

T h e notion o f serving the consumer ' must Ix.- hroadened to mean 

fu in i l ing consumer preferences, not as they w e r e before the entrepre-

nevir began his activities, but as they w i l l be once the entrepreneur has 

made consumers aware of hLs product T h e idea of manipula t ion o f 

coasumer demand by producers ' then becomes unclear. It is part o f the 

prcxluccr 's funct ion lo acquaint consumers w i t h what has l ieen made 

available to them. So it f )ecomes vir tual ly impossible to dis t inguish in 

practice be tween sell ing activity designed to persuade consumers to 

buy something w h i c h they w o u l d not w i s h to buy and '.selling act ivi ty ' ' " 

designed to make consumers fu l ly aware o f the qualities o f the p r o d u i l 

w h i c h satisfies a demand of w l i i c h they w e r e previou.sly unaware . 

The provoc-alive. attention-grabbing character of m o d e m adverti.s-

ing is easily understandable as pan o f the efforts o f producers, not on ly 

to make goods available lo con.sumers, but also to ensure that 

consumers are aware of wha t is before them T l i e entrepreneur-

producer must, in addition, he entrepreneurial enough lo recognise 

that effort must be expended lo a w a k e n potential cu.stomers lo n e w 

preferences T o dismi-ss such an argument as cynica l sophistry w o u l d 

be to ignore two factors. 

First, i n a wor ld o f complex i ty , change and uncertainly, it Ls 

inevitable thai consumers are imper fe i l ly aware of the qualities and 

promi.se of the multitudes o f goods. T h e need to alert consumers to 

what they du not know thai they do not know, is very real Second, lo 

interpret advertising effort as pr imari ly des igned to persuade consum-

ers to buy what they really d o not want , raises an obvious di fRcul ty . It 

a.ssumes thai producers f i n d it more profitable to produce wha t 

consumers do not want , and then to persuade them lo buy it, w i t h 

expens ive .selling campaigns, rather than to produce what consumers 

do already in fact want (wi thou t need for sel l ing e f fo r t ) W h i l e 

producers may niake errors o f judgement, and may then .see advert is-

"' Elsewhere tlw writer lus ptilnleil out ihal (his kind of selling aitiviiy' i.s mil 

nitKTpUully di.simKUisluble from a broadly iindrrMiMKi n<>(i<in nf prtidmlion 

.mivity See Kirzner (1975 chapter 4) 
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ing as a w a y o f min imis ing los.ses f rom having produced the w r o n g 

products, it .seems highly implausible that the volume of advertising w e 

observe can be exp la ined in this way . 

T h e entrepreneur ia l d iscovery perspective illuminates the obvi -

ously co»np<' /»/ / i* 'character of m<Klern advertising, w h i c h is diff icul t to 

appreciate w i t h i n the neo-classical f r amework From the maiastream 

perspecl ive . adver t is ing makes sense only as a weapon in the arsenal 

o l the monopol is t . F r o m the perspective on advertising de.scrilx d here, 

however , adver t is ing is p la in ly a tool uilh which to compete 

O n c e w e .see advert is ing as an activity through w h i c h enuepre-

neurs alert consumers to n e w gcxxls and to c|iialities w h i c h the 

consumers may va lue highly, advertising appears as s imply one more 

avenue for compet i t ive entrepreneurship Where two entrepreneurs 

have correctly anticipated the urgenc^y of coasumer eagerness to buy 

gloves, a n e w avenue opens for them lo compete in serving the 

corLsumer T h e pr tx iucer w h o judges more correctly what k ind of 

dmmatic advert is ing message w i l l best a w a k e n consumer interest has 

the more success fu l ly .served those consumers In exact ly Ihe .same w a y 

as glove manufacturers compete in selecting those features ( such as 

colour choice , style, durabil i ty and so o n ) most l ikely to appeal to glove 

coasumers , they compete also cm the most effect ive ( a n d most co.st-

e f f ec l i ve ) w a y of a i i ract ing i o n s u m e r altenlion Advertising is thus an 

activity in w h i c h ent repreneurship is required. Apart from spei ial cases 

( m w h i c h , perhaps, g o v e m m e n i regulation has given one producer 

un ique access lo advert is ing media) , such entrepreneurial activity is 

es.sentially compet i t ive because no one adveruser can prevent compet-

ing producers f r o m advert is ing their products. 

None o f this c a n guarantee that each and every advertising 

message is nece.ssarily tn i t f i lu l and in the consumers ' intere.st. But it 

does point to the superf ic ia l i ty o f .s-weeping attacks on Ihe economic 

role of advert is ing. It demonstrates also that the entrepreneurial 

di.scovery perspect ive presented in this paper has important conse-

quences for the w a y in w h i c h w e see' signiTicani features of the market 

e c o n o m y 

The Economics of Anti-trust 

A n important al terat ion in approach to anti-trust pol i ty is entailed by 

the insights o f the iheor ) ' of entrepreneurial di.scovery. 

L a w s attempting to prevent the emergence o f (or to curb the use 

o f ) monopo ly p o w e r antedate mainstream neo-classical theory C o n -

sumer fear o f monopo ly p o w e r does not depend on the dominance o f 
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the model of F>erfeclly competi t ive e q u i l i b n u m But modern anti-lru.sl 

pol icy draws upon that model for m u c h o f its intellectual ammuni t ion . 

I f one begias f rom the premise that complete al locative e f f i c iency 

depends upon the attainment o f the condi t ions neccs.sary for perfect 

competition, any departure f r o m tho.se condi t ions appears as a threat, 

not merely to consumers w h o might he s u b j e d e d to higher ' monopoly 

prices but also to the al locative e f f i c i ency pniper t les o f the entire 

market system. T h e extraordinari ly demanding condit ions required for 

p e r f e a l y competit ive equi l ib r ium render mainsu-eam neo-cla.ssical 

economics not so m u c h a body o f market theory demoastrat ing the 

e f f i c i en iy o f real -world capitali.sm, as one demonstrat ing its departures 

f rom allocative ef f ic iency Vigcjrous anti-trust legislation and enforce-

ment came, ther^;fore, to be seen by defenders o f the market e c o n o m y 

.steeped in the mainstream paradigm, as steps urgently needed in order 

to defend the capitalist system against cr i t ic ism of its o therwise non-

competitive character. But the theory o f entrepreneurial di.scovery 

throws a different light on such issues. 

S e i l i o n IV expla ined thai in the theory o f entrepreneurial discov-

ery the relevant notion of compet i t ion depends on the fu l f i lmen t o f 

on ly one condit ion - unhampered f r e e d o m of entrepreneurial entry 

into any and all .sectors o f the market . So long as no potential 

entrepreneur finds fi imself b l o c k e d f rom car ry ing out and prof i t ing 

f r o m any entrepreneurial venture he initiates, every activity under taken 

in the economy is taken under the threat o f the competi t ion o f others, 

and Itself offers competitive chal lenge to others. 

T h e .social advantage p rov ided by d y n a m i c compet i t ion is the 

incentive it offers for the d iscovery and correct ion of earl ier entrepre-

neurial errors T h i s .social advantage does not consi.st in a n a.s.surancc 

of optimal ' allocation of resources It coasists o f a .systematic proce.vs 

o f discovering and correcting entrepreneur ia l errors, especia l ly errors 

w h i c h have left open opportunit ies fo r as yet unexploi ted mutua l gain 

through trade among market participants. Consequent ly , departures 

f r o m the opiimali ty condit ions o f perfect ly competi t ive equ i l ib r ium are 

not a threat to any relevant not ion o f e conomic e f f ic iency Ec ju i l ib r ium 

IS not an attainable ideal, nor are perfect or near perfect ' compet i t ion 

attainable. What is important is to easu re that opportunities for mutua l 

gain are rapidly noticed and exploi ted; that market participants are not 

misled by over-optimism or by over -pess imism to undertake activities 

w h i c h they w i l l subsequently regret D y n a m i c compet i t ion offers the 

incentive and the pressure w h i c h alert entrepreneurs to the opportuni-

ties created by such e a o r s o f over -op t imism and over -pess imism 
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A single producer w h o enjoys privileged protection against the 

entry o f other potential entrepreneurs en joys a monopoly position. A 

single producer not protected against entry o f potential competitors 

does not consl i lu te a monopoly in the relevant .sense. It is true thai a 

single producer is conf ron ted by a d o w n w a r d .sloping demand curve, 

becau.se the d e m a n d he faces today is the demand of the entire market, 

w h i c h is d o w n w a r d s loping. So it is certainly l ikely lhat .such a single 

producer w i l l I x ; able to exerci.se control over price But such power ' 

ove r price d»)es not threaten the competit ive p r w e s s because i l can be 

exerc i sed only w i t h f u l l awarene.ss ttiat raising the price may in fact 

s imply invi ie n e w pr tx lucers to compete in his' marke t . " T h e shape of 

the demand cu rve fac ing a producer at a g iven poinl in time has 

virtually nothing to do w i t h the iompet i t ive character of the market for 

his product. 

O n l y a barrier against entrepreneurial entry into a favoured sector 

can confer a relevant monopo ly position upcjn the agent engaged in 

lhat activity, def lec t ing potential entrepreneurial discoveries into other 

areas. S u c h a barr ier c an be created by governmenial grants o f 

monopoly to f avoured individuals or groups; it may al.so arise through 

.sole o w n e r s h i p o f a un ique ly essential ingredieni for a product ion 

process. 

In the absence o f such a barrier, even if only a f ew producers (or 

e v e n only one ) are act ive in a particular industry, there is no monopoly-

power in the relevant sense. No prcxiucer is .sole owner o f the capacity 

o f entrepreneuria l alertness. T h e fact that only one producer has 

cho.sen lo enter this l ine o f production s imply means thai other 

entrepreneurs have either fa i led to see the profit opi^ortiinilies that Ihe 

producer has correct ly seen, or tliai /Aey have correctly understood that 

no .such profit opportuni ty exists In the proce.ss of di.scovery entrepre-

neurs pursue opportuni t ies w h i c h they .see. T h i s proce.vs is noi in the 

slightest impeded by the i l o w n w a r d slope o f the demand curve w h i i h 

momentar i ly faces a s ingle producer w h o enjoys no protection against 

competi t ive entry 

E v e n more compe l l ing , entrepreneunal compeution takes the 

form, not o f p roduc ing a product identical to that produced by a single 

producer, but of pnKlucing other products competitive w i t h it Ul t i -

mately, of course , all protiucts compete wi th each other In a w o r i d of 

" This (if c<Hirsr nie-jivi llul the ilenund curve thjl I'tinfnint.s this ilnfcle producer is 

subject to drjslK' modirK JlKm thmuf;h compeiitivc cniry ll is n> limber true. Mmply 

jknd without iiuuliTication. ihji lie faic.s Ihe enlite market dcnund mrve for the 

pniduci he .sells. 
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scarce resources, resources al located to the satisfaction o f one set of 

consumer desires have Ixren diver ted f r o m the sat isfa t l ion of otfier 

coasumer desires In buying the resources needed to produce any t ine 

good, an entrepreneur has succeeded i n compet ing a w a y these 

resources f rom other possible uses W h e n a producer, not en joy ing 

protection against competit ive entry, finds h imse l f as .sole producer he 

still has lo wor ry about the activities o f compet ing entrepreneurs. T h e y 

are channell ing iheir energies and their alertne.ss into producing other 

producis, w h i c h are i-ompeting for consumers ' attention also. Inter-

product compei i i ion w i l l not guarantee hor izontal demand cu rves 

fac ing each producer. But it of fers a.s.surarKe that errors made in the 

identification of the most urgently needed consumer products ( and /o r 

of the most easi ly accessible resources) w i l l tend rapidly l o I x ; not iced 

and exploited by alert, compet ing entrepreneurs 

This v i e w r)f comfHrtilion casts doubt o n the idea o f government 

po l icy designed lo create or mainta in compet i t ion That Idea deve l 

oped out o f a convict ion that, wi thout .such a policy, market competi-

t ion might degenerate into monopoly or near-monopoly. E c o r w m i e s o f 

.scale might, for instance, promote mergers among firms in an industry, 

pushing ihe .stnicture of that industry fur ther and fiirther a w a y f r o m the 

perfectly compel i l ive pattern Without steps to prevent such mergers, 

the .structure o f an industry might eas i ly become non-compefi t ive . 

Similarly, even without mergers, co l lu s ion (tacit or exp l ic i t ) among 

large firms in an indastry might result in near-monopoli.stic pnc ing 

policies Ac t ive anti-trust legis laf ion and enforcement therefore s e e m to 

be required lo create and to maintain compet i t ive .structures, and lo 

avo id collusion T h e enormous literature o n anti-trusi economics that 

g rew up over the best part o f this century w a s ba.sed, for the mast part, 

o n these general presumptions ' I l i e entrepreneuria l d iscovery per-

.spective .seriously challenges the.se presumpl ioas , or at least their 

relevance for industrial pol icy . 

From thai perspective i l is quite c lear that (except in the extraor-

dinary circtimstances o f single o w n e r s h i p o f a un ique ly essent ia l scarce 

re.source needed in the prcxluct ion o f an important consumer good, lor 

w h i c h there are no rea.sonably clo.se substitutes) no special govern-

mental legLslation or e n f o a e m e n l activity nece.vsary to ensure the 

dynamical ly ct jmpeti t ive character o f the market prcxess . F r e e d o m of 

entry (that is, ab,sence o f pr iv i lege) is the on ly requirement. I n most 

instances o f blcx.ked entry, the .source is grants of governmenta l 

privilege or govemmental ob.stacles to entry ( s u c h as l icensing require-

ments). T l i e on/v government act ion needed lo ensure the dynamica l ly 
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compet i t ive character o f market activity is to remove all such govern-

ment-created ob.stacles. 

T l i e market i tself is unable to erect such f>bstacles against entre-

preneurial entry. Co l lus ion among dominant ' f imis in an industry 

(un less it takes the f o r m of effect ively monopolis ing the control of 

e.vsential .scarce resources) , w h i l e II may appear lo be e f f e i t i ve in 

keep ing up prices, is incapable o f preventing entry. Any attempt to 

keep pnces co l lus ive ly high w i l l be undertaken w i t h awareness o f such 

l o m p e i i t i v e threat 

Certainly, col lus ively-engineered high prices are inconsisleni wi th 

perfectly compet i t ive equi l ib r ium But they do fit the pattern o f 

d y n a m i c entrepreneur ia l competi t ion; they emerge out of free COIII IK--

t i l ion among unconstra ined entrepreneurs Outright merger Ix f tween 

dominan l ' firms in an industry may indeed create a single-large-fimi 

industry, but entry by others is not b locked by ihat circumstance alone 

I f the size o f such a large f i rm permits economies of large-.scale 

produtt icm w h i c h potential entrants may not be ahle to match, thai 

does rK)t c onstitute an entry b a m e r (^uile the contrary, it is desirable 

that such economies shou ld Ix? reaped through alert entrepreneurial 

action. Merger activity motivated by the prospect o f lowering costs is 

precisely the k i n d o f compet i t ive entrepreneurship o f w h i c h the 

market t l i scovery process consists. 

T h i s v i e w of the role of competit ion in markets casts anti-tnisi 

activity not as he lp fu l publ ic pol icy designed to improve the ef f ic iency 

of the market by l imit ing its divergence f rom the competitive ideal. O n 

Ihe contrary, anti-trust activity emerges as a wel l -meaning but clumsy-

interference in the market proce.ss, wh ich has the effect of hampehnu 

competi t ion T h i s paracUjxical ccmtlusion fo l lows becau.se b i c x k i n g a 

merger, for instance, m c a a s b i c x k i n g a possibly more efficient enlre-

preneurial venture . Previous proces.ses of product ion had fai led to l ake 

advantage o f a\ 'ailable economies o f scale. Entrepreneurial alertness to 

the profits to I x ; grasped by innovating a large-scale prcxess o f 

prcxluct ion inspires a merger Governmenta l obstacles to such a 

merger are c lear ly blcxrkages o f entrepreneurial entry What is designed 

to enhance compet iuon lu in s out, in fact, to s low down c>r prevent 

compet i t ive entry 

.Scepticism abcjut convent iona l anti-tnisi pol icy is not the exclus ive 

prerogative o f the entrepreneurial di.scovery approach Much good 

.sense has entered profess ional understanding o f the nature o f real-

w o r i d compet i t ion and the potential threat to its healthy operation 

w h i c h ccmvenUonal anti-iru.si pol icy represents But , wi thin the main-
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.stream neo-cla.ssical f r amework , it is d i f f icu l t coasis tenl ly to de f end 

what appears as non-competit ive industr ial concentration. T l i e entre-

preneurial d iscovery approach offers a consistent theoretical f r ame-

w o r k within w h i c h to place the d y n a m i c character o f the compei i t iv i ! 

process. T o encourage the spontaneous d y n a m i s m of the compet i t ive 

process what is required is not large numbers o f smal l prcxiucers 

producing exact ly the same product in exact ly the .same w a y ; the 

require-ments are f reedom of entrepreneuria l entry and Ihe e l iminat ion 

of privileges to int t imlx;nt producers that might swi tch o f f alertness of 

p<itential competitors to superior innovat ive possibilit ies 

The Economics of Welfare 

Along with the development o f twentieth-century neo-classical price 

theory, there developed modern w e l f a r e econont ics . T h e r e has never 

l i een a l ime w h e n economic theorists have not sought to evaluate the 

impact upon .society's economic we l l -be ing of speci f ic p ieces o f 

legislation or policies, or o f major historical events T h e object ive has 

iK-en to use economic theory to understand h o w economic phenom-

ena affect .some index of .social e conomic we l l -be ing 

Changes have, o f course, occurred in wha t economists have 

understotxl as the relevant interpretation o f "economic wel l - l i e ing . ' 

Clxs.sical economics, beginning w i t h A d a m Smith, saw the wea l th o l 

nations' as an aggregate of object ively measunible items the economic 

goodne.ss' o f a pol icy cou ld be measured by its impact upon the 

nation's weal th . 

With the inf i i s ion of subjectivist insights into ear ly neo-classical 

(late nineteenth-century) economics ( a n d especial ly its recogni t ion of 

diminishing rriarginal ut i l i ty) , aggregate wea l th could no longer Ix" 

accepted as a s imple index o f a society's economic wel l - lx r ing 

Mainstream economic theory sought to replace aggregate wea l th wi th 

the more abstract aggregate economic welfare" Ex tens ive and subtle 

discussioas on how to def ine aggregate economic we l fa re (espec ia l ly 

h o w to deal wi th interpersonal utility compan ib i l i l y ) created a signif i-

cant literature during the middle third o f this century. T h e not ion of 

I'areto optimality' - a pattern o f resource a l h x a t i o n and consumpt ion 

such that no opportunities exist fi)r a r e shuf f l ing of resource u.ses and 

coasumpl ion patteras that might f v n e f i t one or more m e m l x f r s o f the 

economic .system without h a m i i n g anyone else - came to be w i d e l y 

used in di.scu.ssions o f economic e f f i c iency . 

M o d e m wel fa re economics d e f i n e d w i t h considerable sophistica-

tion the condit ions under w h i c h a market economy in perfect ly 
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c o m p e l i t i v e e q u i l i b r i u m sa t i s f i e s the re<|uirements fo r I 'are to 

optimality .Maiastream netvclass ica l economists w h o have a.scrifx;d 

socia l -eff ic iency propert ies to the capitalist sy.stem have generally 

treated tliai sy.stem as a reasonably acceptable approximaUon to ihe 

perfect ly compet i t ive stale o f affairs .Mainstream economists w h o have 

f o u n d fault w i t h ihe capitali.sl .system on scxial-eff ic iency grounds, have 

done so through point ing out the features o f the system w h i c h violate 

the condi t ions required fi)r perfectly competit ive e<niilibriuiii 

Recoxn i s ing one salient feature of mainstream economics a l lows 

us to appreciate how en t repreneunal discovery opens up a n t ^ w a y 

o f evaluat inK the i v o n o m i c effect iveness o f a l te r iu i ive institutional 

arrangements Maias t ream we l fa re economics a.vse.vses Ihe economic 

wel l - lK ' i ng o f a .society by adopting the perspective of an omni.scieni 

obser%'er L o o k i n g d o w n o n an economy, seeing exactly w h e r e every 

unit of resource is l ^ i n g alloc ated. k n o w i n g exact ly what the re.source 

supply funct ions and ihe consumer demand funct ions are, we l f a re 

economics sets ou i to p i n down the ccindiuons under w h i c h an 

omniscient , omnipoten i , a n d benevolent leader o f s tx ie ty . intent u p o n 

improv ing the economic we l l - l i e ing of .society, w o u l d have nothing lef i 

to do I h i s reduc es ihe economic problem facing .society lo exacdy the 

same as thai de f ined l iy l.icmel Rol>l>ins as the economic problem 

fac ing the ind iv idua l agent - to a l l ix aie given re.souaes among g iven 

al ternal ise ends (1932 chapter 1) 

ll w a s Hayek (1949: 77 ) w h o pointed out most emphat ical ly , 

however , thai ihis is mit the economic problem facing real-wcjr ld 

economies w h e r e in format ion is w ide ly scattered The real economic 

p rob lem is br inging to l iear upon decision-making all this avai lable, 

.scattered i i t fonna i ion - mobi l i s ing all ihe hits o f knowk-dge whic h exist 

in decentral ised fo rm throughout the economy This p roblem Ls one 

w h i c h w o u l d have lo be so lved he/ore one could even coas ide i ihe 

alkHalion-of-.social-re.sources problem wh ich mainstream l e x t l x x i k s 

a.ssure us is e conomic p rob lem facing society As Hayek pointed 

o u l . the pe rspective f r o m w h i c h mainstream economics p r i x e e d s rules 

out by assumpt ion any considerat ion of the pnme economic prof i lem 

w h i c h srx"ieties face. 

H a y e k s c n l i q i i e o f i he mainstream notion o f i he economic 

p rob l em w a s not in tended b y h i m as a direct attack o n the fourKiatioas 

of mcxiern w e l f a r e economics . He w a s pointing exit thai, if w e are in 

any w a y concerned to improve the economic well-lx.*ing of .society, it 

w i l l not do to p roceed as if the prime obstacle lo achieving lhat goal 

s imply d<x:s not e x i s t H e was inspired lo point this oul as a result o f 
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his debates w i t h socialist economists w h o fa i led to recognLse the 

conlr ibul ion the market makes to mobi l i s ing .scattered informat ion 

H a y e k was drawing attention to the blame attached to mainstream 

theory in s imply a.ssuming that this p rob l em did not exi.sl. But he w a s 

indirectly aLso of fe r ing a p o w e r f u l and p ro found critique of the 

mainstream theory of economic we l fa re . 

Once it is realised that the relevant informat ion is scattered a m o n g 

many minds, it becomes apparent that the not ion o f social e f f i c i ency 

central lo m c x l e m wel fa re economics is no longer coherent . A scKial 

eff ic iency objective implies a s ingle mind to w h i c h a l l resource .supply 

condit ions and all consumer attitudes are s imultaneously g iven . Other-

wi se , there can be no coherent not ion o f a relevant op t imum T h e 

entire notion o f a 'social choice ' presumes, in pr inciple , the relevanc e 

o f imagined omntscience. In d r a w i n g attention to the dispersed 

information problem Hayek w a s point ing out lliat the fundamenta l 

ideas at the basis o f m o d e m w e l f a r e economics lack coherence and 

relevance for the w o r i d in w h i c h w e must l ive. 

The entrepreneurial di.scovery approach exposes tlus fatal flaw in 

modern wel fa re economics Indeed, Hayek ' s o w n indictment of ma in -

.stream theory for falsely characteris ing the economic problem fac ing 

.society (becau.se il fails to cons ider the problems raised by d ispersed 

information) is effect ive only w i t h i n the entrepreneurial di.scovery 

perspective. That is .so because a hard-boiled modern neo-cla.ssical 

economist might be incl ined lo s h m g o f f Hayek ' s problem of d ispersed 

information. 

Such an economist might argue that H a y e k ' s ohservat ion Is not 

fatal to a neo-classical v i e w w h i c h .sees the e c o n o m y as fac ing a social 

choice problem, in exact ly the .same w a y as the Robbins ian ind iv idua l 

agent faces an allcx.-ation p rob lem in his quest for ind iv idua l e f f i c iency . 

What must be k n o w n , to the soc ia l agencies charged w i t h ach iev ing 

social eff ic iency, need not f>e spec i f ic details of supply condi t ions and 

consumer preferences. Al l l h a l w o u l d need to be k n o w n , in a w o r l d of 

dispersed information, w o u l d be ( i ) the costs required in order lo 

acquire, through search, central c o m m a n d over l h a l information, a n d 

( i i ) the value lo society o f the informat ion n o w dispersed (but 

potentially available lo the central .social economic agency at the 

k n o w n co.sts of .search). S u c h informat ion ( conce rn ing search co.sts and 

information va lues) w j u i / b e as.sumed avai lable w i t h i n the mainst ream 

neo-cla.ssical f r amework , as exp la ined in earl ier .sections of tliis paper 

So, the neo-classical economist might maintain, the .scx.ial e f f i c i ency 

paradigm can. after all, still be app l i ed lo the H a y e k i a n w o r l d of 
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dispersed informat ion . 

But the ent repreneur ia l dtscovery approach, wi th its emphasis o n 

the k i n d o f ignorance w h i c h cannot Ix ; reduced by deliberate search 

(because the agent is u n a w a r e of his ignorance, or at least unaware o f 

h o w his ignorance c o u l d be reduced) , demonstrates the insurmount-

able d i l f icu l l ies for main.stream theory- raised by Hayek ' s iasights 

T h o s e d i f f icul t ies d e f y a n y effort to fit the .situation into a Prcx.mstean 

bed o f neo-cla.vsical coas t ra incd maximisat ion A n imagined scx ia l 

agent lack ing omnisc ience w o u l d s imply not be aware of how m u c h 

dispersed informat ion he lacks , of where to Icxjk for it ( even if he 

realises his ignorance) , or wha t questioas lo ask in pursuing a 

hypothet ical search . 

At the .same t ime, the entarpreneurial discovery approach offers 

the germ of a potential reconsln ic t ion o f wel fa re economics O n c e w e 

understand the d i f f icul t ies constituted by u n k n o w n ignorance, w e 

realise the po.ssibility o f eva luaf ing economic policies and/or historical 

events, not in l e m i s o f the flawed notion o f social eff icierwy, but i n 

terms o f a different c riterion - ability to encourage entrepreneurial 

alertness to valuable k n o w l e d g e the very existence of w h i c h has not 

previously been suspected. 

T h e entrepreneurial di.scovery approach fcxti.ses o n the scxrial 

advantages confe r red by the competi t ive market p rcxess d u n n g w h i c h 

earl ier errors become translated into pure profit opportunities, w h i c h , 

in turn, attract en t repreneunal alertness and are thus corrected. T h e 

s rx t a l advantages thus ach ieved do not constitute "social cjptimality' as 

de f ined f rom the perspect ive o f imagined omnisc ience T h e y coasiitute 

i a s i ead a co-ordinat ive process dur ing w h i c h market participants 

become aware o f mutual ly benef ic ia l opportunities for trade and. in 

grasping these opportuniticis. move to coaec t the earlier eao r s . 

FcHUsing in this w a y o n co-onlination as the cnler ion for evaluat-

ing the succe.ssful func t ion ing of economic institutions, should not Ix -

misunders tood T h e term co-ordination" suffers f rom some ambiguity 

It can refer l o a slate o f af fa i rs in w h i c h all conceivable p laas o f a l l 

potential market participants are already in fu l l co-ordination wi th one 

another Such a state o f affairs w o u l d be achieved, for example , in 

perfect ly compet i t ive equ i l ib r ium, thus returning us to the Pareto 

opi imahty cr i tenon. 

T h e term "co-ordination" is u.sed here to refer to the co-ordtnalinn 

process A n important d imens ion o f proper economic fu tx t i on ing is the 

seasit ivity w i t h w h i c h a scxie ty ' s iastitutions reveal w h e n avoidable , 

w h o l l y unnece.ssary errors have been made W e can hope, therefore, 
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to develop w a y s of assessing the compara t ive success of alternative 

iastitutinnal amingements in this regard and o f ident i fy ing the impact 

of speci f ic pieces of legislation W e may not have any coherent not ion 

of glol)al w e l l - l x ' i n g that can wi ths tand a meth<xk)logically ind iv idua l -

isf ic critique W e may not have any coherent not ion of global e f f i c i ency 

tfiat c-an wi ths tand a H a y e k i a n cr i t ique based o n the d i spersed nature 

of information But w e can, nonetheless, recognise a supra- indiv idual 

".social benefit bestowed by benign economic institutioas and policies 

i n sf imulal ing the co-ordinative process o f entrepreneurial di.scovery. 

T h i s possible recoastmct ion o f w e l f a r e economics can help us under-

-stand the inter-war debate a fx)u t the po.ssibilily o f raUonal .scKialist 

economic calculat ion. 

The Economics of .Socialism 

O n e unfortunate con.sequence o f the main.stream neo-classical ap-

proach to understanding markets has been to support .stxialisi conten-

tions that tfie e f f i c iency advantages o f markets c an be relatively easi ly 

s imulated under sociahst central p lanning. T h i s may sc-em paradox ica l , 

.since both admirers o f the market and admirers o f central p lanning 

have recognised neo-cla.ssical e conomic theory as the intellectual 

bu lwark of the capitali.st sy.slem. Y e t it w a s ne(vcla.ssical price theory 

tliat was sk i l fu l ly appl ied by defenders o f .socialism to d e f i e d v o n 

Mises s famous 1920 critique o f the possibil i ty of ra t ioru l s(x:ialist 

economic calculation. O n e is r eminded o f the aphor i sm attributed to 

Abba P Lemer "Marxism is the economics o f the capitalist sy.slem; neo-

classical price theory is the economics o f the .socialist e c o n o m y ' T h e 

entrepreneurial di.scovery approach to understanding markets enables 

us propcriy to appreciate Mises"s cri t ique, and to recogni.se that the 

most celebrated of the sociali.st attempts to refute this cnt ique in fact 

fa i led to u ix lers tand i t . " 

I n 1920. Mi-ses pointed out tfiat stxialist planners, l ack ing the 

guidance provided by market pnces for resources, w o u l d be unable to 

plan rationally (1920/1935) In choos ing a methtxJ o f product ion for a 

g iven pro|ect, for example , they w o u l d I x ; unable rationally to choose 

tliat method of product ion w h i c h w o u l d be the mo.st economica l (that 

IS , w h i c h w o u l d interfere least w i t h the fu l f i lment o f other desirable 

soci i l objectives). 5tocialist product ion cou ld certainly Ixf undertaken, 

but scKialisl planners cou ld not easure that the array of outputs 

produced re-presented the mo.st desirable po.ssible array T h e devastat-

" F>i» J hnnUcrflKlh I m u n r n i «l ihLs issur w Ijvoic (I9HS) 
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ing impluaiions of ifus (iiiitjue were not lost upon .socialist writers, and 

a vigorous inter-war debate ensued We can focus on the work of 

Oskar I j n g e and of Abba P Lemer, who (as mentioned in .section II 

alx)ve) recogni.sed the force of Mi-ses's critique, but believed thai it was 

po.ssible to fashion a .scxialism thai would fx- able lo avoid the harsh 

implications of lhat critique for sociali.st efficiency. 

I^nge (1938: 55-129) was explicit in linking his suggested solution 

lo the Misesian economic calculation problem lo mainstream theory 

He pic>|K>.sed a form of .socialism in which non-market prices' for 

resources would Ix: announced by the central economic authorities 

and u.sed by sex lalisi managers of stale enlerpn.ses in exactly ihe same 

w . i \ ' . l ^ I . i s s u . i l llii < s r t - s i i u r K T s - >l i . ipi' . i l isl t i i i u ' ' i i s i n i ; i n . i i k i - i 

prices for resources The .socialist managers would be instructed ta u.se 

these resource pnces' in conjunction with the prices of ifieir prcxlucts 

to .select output levels and methods of production lhat would maximi.se 

profit' They would do so by aiming at prec isely those same marginal 

equalities which neo-cla.s.sical theory sees as fx;ing achievtxl by 

capilalisi firms in competitive markets I h e central economic authori-

ties would periodically adjust the announced resource 'prices' upwards 

(or downwards) in respon.se to re.source shortages (.surpluses) gener-

ated by the sociali.st managers' demands for re.sources under earlier 

rtisource 'price' announcements. In thus innovative way, Lange Ix;-

lieved, the .socialist economy, by simulating the operation of the 

perfectly competitive capitalist market economy, would achieve Ihe 

same allocation of resources as that resulting from ihe compeiiuve 

market - while being able to fulfil ihe di.sirilniiive and other goals of 

traditional socialism 

Mises and Hayek, who had in 1935 published two important 

evsays (reprinted as Hayek (1935: Introduction and chapter 5)) sup-

porting Mises in the economic calculation delxite. did not concede lhat 

Lange and Lemer had responded at all usefully to their cxilicLsms of the 

possibility of rational .vxialist planning Nevertheless, the posl-war 

literature .somehow concluded that lhe.se criticisms of the possibility of 

socialist efficiency had been decisively refuted The rea.son is the .same 

as thai which was responsible for Lange's .solution, nz. thai other 

writers, hke Lange, were thinking in terms of the neo-classical equililv 

num pamdigm. Consecjuently, Lange was unable to grasp the full 

meaning of Mtses's and Hayek's critique - which prtKeeded, at lea.st 

implicidy, from an Austrian understanding of price theory in the 

entrepreneurial di.scovery approach 

Lange s solution for Mi.ses's problem is lo simulate the operation 
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of the competitive market imagined to be in equi l ib r ium Mises h a d 

argued tfiat socialist planners , un l ike capitaUsi entrepreneurs, are 

unable lo u.se the prices o f re.sources in order lo calculate the most 

economical w a y s in w h i c h to achieve g iven goals. Lange s response 

w a s lhal announced prices c o u l d serve exac t ly the .same parametric ' 

funct ion as served by market prices for re.sources in compc-iiiivc-

equil ibr ium. 

B u i Mises l u d not unders tood the role o f market prices as serv ing 

such a parametnc role at a l l . H e had not .seen the abil i ty o f capitali.st 

entrepreneurs lo u.se resource prices as in any w a y depend ing on the 

properties o f prices under compet i t ive equi l ib r ium condit ions. Qu i t e 

the contrary, he under.stcxxl the rescxjrce prices w h i c h emerge in 

rrvarkets as expre.ssing the entrepreneur ia l bids and offers o f market 

participants competing w i t h each other under d isequi l ibr ium cx>ndi-

fions. In bidding for a resource an entrepreneur is both guided by the 

judgement o f ihe entrepreneurs w i t h w h o m he is competing, a n d 

expressing his o w n judgement concern ing ihe future va lue of his 

projected product lo tomorrow's consumers ( to w h o m he hopes to 

of fer his product). T h e r e is nothing in Lange 's .scheme of s imulat ing 

perfectly compel i l ive equ i l i bnum marke ts under .socialism remote ly 

corresponding to the alert, profit-.stimulated en l repreneuna l [udgemeni 

w h i c h is both guided by market pr ices and itself d n v e s the course o f 

.such prices. T o imagine that Lange 's scheme could simulate capitalist 

eff ic iency is to gro-ssly misunders tand the w a y in w h i c h capitalist 

markets work T l i e virtue o f the entrepreneurial di.scovery approach is 

that it c lear ly identifies the flaw in Lange and Lemer ' s respon.se to the 

-Misesian crit ique of the possibil i ty o f socialist e f f i c iency 

T h e demise o f .socialist e conomic systems in Ea.stem Europe 

dur ing the pa.si decade has focu-sed r e n e w e d attention o n the Mises ian 

critique I I is true tfiat the Lange -Lemer proposed .solution w a s never 

implemented in .socialist practice. Nonetheless, the w idesp read conc lu-

s ion in the po.st-war literature o n compara t ive economic sy.stems that 

the Misesian critique can, at lea.si in pr inc ip le , be met by appropriate 

simulation of neo-classical markets in equi l ibr ium, makes it doub ly 

important to appreciate the tme content of this crit ique. Such an 

appreciation s imply cannot be ach ieved w i t h i n the mainst ream neo-

classical paradigm T h e en l r ep reneuna l d iscovery approach f r o m 

w h i c h Mlses's w o r k proceeck;d i l luminates Mlses 's real mean ing 

Economics, Markets, and Justice 

T h e entrepreneurial d i scovery approach offers insights into phi lo-
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sophical dLScussion-s of the possibility of justice in a capitalist society 

An understanding of the nuirket economy which is based on seeing it, 

in maiastream neo-classical terms, as being in the competitive eqiiilib-

num stale, is likely to arrive at sharply distorted philosophical conclu-

sions in regard to capitalist justice Philosophical conclusions are likely 

to be decisively shaped by tlie way the operation of capitalism is 

understood. Moving from a mainstream paradigm to an entrepre-

neurial discovery paradigm entails profound differences in philosophi-

cal ludgemenLs tonceming the justice of the system In order to rebut 

widespread philosophical condemnation of the market society on 

justice grounds, it may not be necessary to engage in philo.sophical 

disputation at all. It Ls simply neces.sary to correct mistaken ideas (taken 

unquestioningly from mainstream economics) concerning the positive 

economic operation of the .system Once lhe.se strictly economic-

theoretic niLsunder.standings have been cleared up, the philo.sophical 

conclusions typically drawn from them are likely to collapse without 

further argumentation In other words, moral judgements have been 

reached on the basis of a flawed understanding of the system being 

evaluated 

Criticisms of the market scxiety on grounds of its alleged inju.stice 

traditionally proceed from a variety of concerns The institution of 

private property is critici.sed; the inequality of incomes is criticised; 

effects of the prii e system are criticised Our focus here is on criticisms 

of the justice of capitalism which arise from its permitting - indeed its 

rc Niing upon - the po.ssibility of pure entreprcmeurial profit The market 

system relies for its driving force on the profit motive The [ustice of the 

.system is often critici.sed on the grounds that profits have not been 

eamedos deserved, that they are pure surplus c-apturcd at the expense 

of labourtTs and/or of consumers Ju.slice. critics maintain, recjuires that 

all gains received be clesenvd. A .system in which the distribufion of 

incomes includes a significant share of pure entrepreneurial profit 

cannot I K * just. 

Critics of the ju.stice of profits make a sfiarp (and proper) 

distinction between incomes received in return for services rendered 

(whether by one s own labour or by material resources justly owned) 

and pure profit Incomes received for services rendered are coasidered 

to have Ix-en justly earned; ihey represent a quid pro quo Even the 

return on invested capital (althougli often loo.sely c-alled "profit ) may, 

at least for the ntm-Marxi.st critic of capitalism, be recogni.sed as having 

been earned and deserved But pure entrepreneurial profit - an 

iimoiint received over and above the full value of all resource services 

55 



Israel M. Kirzner 

rendered - is seen as defyinx the inidilional lustifications ollered for 

factor incomes 

Quite correctly, il is recognised that pure profit lannol be treated 

or justified as a factor income The entrepreneur who pays out the 

sums needed to acquire all necessary inputs for a production pnKCSs, 

and who is ahle to sell his output for greater sums, has captured 

thereby a pure gain, which does n«)t correspond to a service rendered 

by any identifiable input Such profit can appear to be denved either 

from exploitation' and/or deceit, or as being the result of .sheer, 

undeserved luck Regardless of the relative size of the pure profit share 

in markc-t-deiermined incomes, because tfiis undeserved share offers 

the pnmary incentives for the operation of the entire system, that is 

sufficient in the eyes of critics of capitalism to render that system unjust 

But the entrepreneurial discovery approach suggests olherwi.se 

That approat h reveaLs a ĉ ategory of gain which is neither the 

delilicralely aimed-at re.sult achieved by the expenditure of productive 

re.sources. nor the wholly fortuitous re.sult of pure luck: the gain is 

revealed ami grasped through alert <lisi atfiy ithin the neo-classical 

paradigm there lan lie no such category Mainstre-am economics 

proceeds by fitting the economic phenomena of the market economy 

into a framework from which all but deliberately aimed-al results on 

the one hand, and the fruits of pure luck on the other hand, have been 

carefully excluded This neo-classical world excludes all possibility of 

siirj)nse. Explanation, in this analytical world, is achieved by attributing 

all phenomena to delilierately and correctly made choices lietween 

known alternatives" Within such a framework there is no ro<}m for 

pure entrepreneurial profit There us no opportunity, in .such a world, 

to discover wliat one had hitherto not .sought. 

If the possibility of dtscovered gain is ruled out by the analytical 

framework employed, it follows that all questions of di.stributive lasiice 

Ixjil down to questions ol how justly to share a niii'ii pic (or. what 

amounts to the same thing, of how to share the given pie-ingredienLs) 

Either the pie we see (which Ls to be ju.sily distributed) has already 

always i xisieil (with just claims for shares ot it some how eslablislied by 

history) Or the pie we see hxs Ixren produced, and ju.st di.stribuiion 

re<juires that ii lie justly shared out among the owners ot the 

ingredients (a.s.sumed always to have existed, with hi.storically estab-

" Luck (us plair. in j tnodiTinJ nc<>-tU.NM< j l world. <inly In ihc cxlcnl ilui ihc rvlo am 

pmlnilnliiv liimii<>n> J t r fully known (Jnc nuy lir the fortunalc licnclUlarv of Kooil 

luik lUil Mmv our knew exactly the ilunie% one had of lirinK 'uiky, J ; I M K I lortiine 

is n<* an>tliin)( Ihal can be considered a KemiirK- Miijinse. 
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-inbpsip .iqi UI .">">Joj ̂ iuiAup .iqi si: Aj.^AO."«!p XuisiuXo.iaj ui ij.^rojddr 

Aj;>Aoisip irijiwu.ud.^jjU3 U I C W ;>|qi;pi!Ar A|ss;>pso.5 p.ua.xo.isip 

q.ins J O J pA\J.v..iJ .̂ |oq u<>.»J<id M\i oiui sijj njojd |rijii.')u.njd.5j|Ur') pjiid 

A p r A p uii;8 .iiqriiEAi- A|ss.ipso."i i: ]uAJt'.ni>s,ywo ).Mf .v4o q.i!i|A\ Jiuunp 

3 U O sj .^J.^AO.^s!p JO |.>n uy >l.'ii| .unil jo .»>)oJis r o> uop.ir.ij .lAissfd 

Aq> Ajdujis I I S I jou (siuaipajWui u.wouJ) jo >no) uoij.-inpojd 3jcJ3q!|.ip 

J O P K UE lou S I AjaAO.isip JO P E uy Aj^Aoxip jo S I . I E J O i|ns.u E S T 

<jjiw;yixyo/Mi.»«<o.> AAEq Aniu (sjua!p;ij8ui J p q i jo) s.iid, jcqi ; I S I U S O . I A J 

Ol sn spjinh.ii puc siiuu.xl q.'>iqM Aj.^AO.isip j o idA.iuo.i .iqj si n 

p;uAAo.->s'ip U^:K\ iiuiAEq sii o) joud | | E I E isix;) 's.>>odjnd lUEA^iai |p: 

JOJ ')ou pip q.iiq.vk (S|u3ip;>j}iu| sn jo) aid E O J pai |ddE ;»q uc) s;)|dpuud 

isnl A\oq HuiJ.ipisuo.T J O J ; K 1 O . I S O U 'AjPAO.isip inoqiiA\ ppo.w siqi ui 'si 

njaqx s-s;>.-H)jd Huiifcq-aid aqi Uj p.»uiq«uo.-) ( U J ^ q i oj S I U I E | . I ppii paqsi] 



Israel M. Kirzner 

The entrepreneimal discovery approach permits us to see pure 

entrepreneurial profit as created Rain, the surplus value created by the 

alert entrepreneur who discovers the opportunity of converting re-

sources valued by stKiety at a low value, into products which society 

values more highly. The slice of pie grasped by successful entrepre-

neurs has not Ixren sliced from a pre-existing pie at all; it Ls a ponion 

which has been created in the very act of grasping it. 

There certainly is room within the theory of entrepreneurial 

discovery for understanding incomes received in return for providing 

the productive process with the services of resources which one owns. 

And neo-classical marginal productivity theory, ever since John Bates 

Clark, has clarified the nature and the justice of such earned income 

But we live in an open-ended world, in which as yet unseen 

opportunities always exist for improving human well-being through 

the disc"overy of new resources or of new ways of deploying resources 

productively. So the creative character of the actions taken alertly to 

notice and to grasp these opportunities should be recognised An 

enormous volume of pure entrepreneurial ai tivity takes place in 

capitalist society; a theory of economic (u.stice must be grounded in an 

analytical framework which can accommodate such activity, not in a 

framework built upon the premise that no scope whatever exi.sts for 

such activity. The theory of entrepreneurial discovery drastically alters 

conventional conclusions regarding capitali.st distributive ju.stice 
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VI. CONCLUSION 

Tire purpo.se of a theoretical framework is to fosier understaniling of 

phenomena encountered m the real worid Any such framework 

neces.sarily abstracts from details of the real worid in order to develop 

an explanatory model able to provide insight into the complexities of 

that world Different explanatory mcxleLs are de.sifjned to help us 

understand different facets of the world 

There is no doubt that important aspects of the market economy 

can I K - helpfully illuminated by mainstream neo-classical economics 

But there are even more important aspect-s of the economy which 

remain ob.scure when the mainstream framework is applied Among 

the important questions which thai framework is, by its very constnic-

tion, unable to answer, are; How do markets work? How are the 

individual decisions of millions of market pamcipants able to become 

as co-ordinated as they are in the market economies we know? These 

tjuestions are surely the most fundamental which ari.se when we 

consider the extraordinary prosperity achieved in market economies 

during the past two hundred years. 

The theory of enlrepreneunal discovery, derived from the Austrian 

tradition, offers a framework within which .satisfying, coherent answers 

to the.se fundamental cjuestions can be found. Tliis theory enables us, 

at the same time, to '.see' important features of iniirket economies in a 

different light from that provided by the mainstream approach De-

ploying the Austrian insights provided by this approach can help avoid 

policy pitfalls, as well as satisfying our purely scientific curiosity ab<iut 

the way in which the world works 
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OTHER C I S PUBUCATIONS 

Rising Crime in Australia 

RiimH C.nmt m Amlralia by Dr Lucy Sulhvan provider a lun(;-icrm pcrsfm live 

on crime. For m i K h of the iweniicth century crime rates were in decline or 

stable, but hive rijen alarmingly iince ihe 19'<h Dr Sullivan uics time trends 

in other social fat ion as a source of possible explanation She finds that chan>̂ s 

in family structure and func riunini; — divcirce, ex-nuptial birth, uilc parenting, 

and women'i employment ircnd.s - appear to be related closely to increasing' 

crime, thus sufigesimt; inadecjuair socialisation of children as a possible cause 

Dr Sullivan concludes hy considering some of the muic fundamental i uliural 

<han>;es that may have contributed to higher crime. 

1PM391 ISBN 1 86432 027 3 (1997) 92pp.AS13.95 NZ$18.95 

�

Taking Education Seriously 

A Ueform Program (or Australia's Schools 

Taking EJiualian Strnuily documents the ditTicultirs of Australia's education 

system-poor pcrtbrmance but risiof-costs The system's funciamenial problem 

. IS that It IS dominated by its prtxlucers rather than i t s consumers In TaJkimg 

EMualion Stnamily Professor Ken GanniccKt of the University of Wolton(;ong 

provides an alletnaiivc, charter sc hools Charter schools are still public schools, 

but they can be establislied by people outside the cxistinf: public sector - by 

parents, by teachers, by community or|;anisations or other groups Charter 

schools sign a performaiKe contract with an edcuational authority, but are otherwise free o( most 

regulation. Parents choose the schiM)l that best suii.s thru children. 

[PM 38] ISBN 186432 026 5(1997) 204pp. A$24 95 NZ$29.95 

Reforming New Zealand Welfare 

International Perspectives 

All arourtd the world welfare reform is a nuinr issue In this book. Michael 

Jones, author ot Tht Auiiralum Vt//art SiaJt, discusses rising welfare depend-

ency, poverty, inequality and retirement financing in New Zealand The book's 

international perspective iiuikes it relevant well lieyond New Zealand. Dr Jones 

draws on research from many other countries facing similar problems 

(PM37] ISBN 1 86432 024 9 (1997) 200pp. A$24.95 NZ$29.95 
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Markets, Morals and Community 

Few people today doubt the market's contiibuiion to pros|ieriiy. but there are 

still powerful traditions opposing the market The maikei's critics fear not so 

much that it will fail to create prosperity, but that it undermines morality and 

community 

Mjririi, Mitali anJ Ciimmunily contains three essays on these fears Alan 

Hamlin's 'The Moral of the Market' looks at the various ways in which we 

could evaluate market institutions. Andrew Norton's Ttir Market Mental-

ity" assesses empirical evidence on what markets <k> to social ties Herbert 

Giernch't 'Economic Morality as a Competitive Asset' suggests ways in which inarkei mecha-

nisms encourage moral behaviour 

[OP 59) ISBN 1 86432 020 6 (1996) 68pp. A$9 95 NZ$13.95 
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Freedom of Speech in the Constitution 

Thr Hi>;h Coun of Aiurmlia is rarely far from political controversy lo recent 

years both its decisions and its meihodolô iy have been the subject of intense 

scrutiny and sometimes harsh criticism. 

Nicholas Arrmcy uwdilic landmark Freedom Of Speech cases, decided by the 

Hî h Cnun since 1992, to analyse the nature of judicial review Althouf-h he 

is sympathetic lowurds the results the court achieved, he believes that 

ultimately their reasoning: cannot be sustained 

[PM 40] ISBN 1 86432 032 X (1998) 216pp. A $24.95 NZ $29.95 

Social Capital 

The Individual, Civi l Society and the State 

Svial('apildl coMiitsof fout individual essays that present views on the role of 

social capital. Andrew Norton offers an introduction to some definitional 

issues innccrninn social capital and the related term 'civil society'. Mark 

Latham considers che importance of social capital for public policy in 

Australia, and the attitude that social demcx rats should aciopt towards it. Gary 

Stur̂ css argues thai social capital has been a vital fac tor in the nsc of modern 

societies, and that it will remain essential under globalisation Finally Martin Siewarl-Wccks 

looks at the role of voluntary ossiKiaiums as institutions of social lapiiul 

[PF14] ISBN 1 86432 029 3 (1997) 124pp. A$14.95 NZ$19.95 

Working Youth 

Tackling Australian Youth Unemployment 

Youth unemployment is one of Australia's ma|or stx ial and economic prob-

lems, afTectinc over ^(IO,0<1(I younj; people between the aj;es ot 15 and 24 

Youth unemployment is the product of policies that have failed to produce 

economu f;rowth, an excessively rcj;uUied latxiur market, the high on-costs of 

hiring cxim stuff, and shortcomin{:s at all levels of the education system 

Weakening: family ties have exac erbaied the problems ot youth WiirJiinn Ynuih. 

by Graeme S Dorrance and Helen Hu;:hcs, proposes reforms to the labour 

market and education ilnii would be)>in the task of creating jobs lor Australia's young people. 

[PM 34] ISBN 1 86432 018 4(1996) 96pp. A$13.95 NZ$18.95 

D B K I n u 

V O U T H 

State of the Nation 

Statistical Indicators of Australia's Well-being 

Lncy SuWitwii. Barry Malcy & Micluiel Warby 

Stale nf iht Saliun looks bui k over the past century and provides an 

important historical view on key induaiors of Austtalia's pcrtormancc. 

It tells the bad news - rising crime, increased lamily breakdown, more 

unemployment, higher taxes - but also points to the successes of increased 

life expectancy, improving health, and rising average incomes 

This major C I S refercnic also provides a snapshot iif soci.il and tiiltural lile in Australia, with a 

section on sport. TV. cinema anil otlirr forms of i-nirrtniiimrni 

[ S I ] I S B N 1 86432 025 7(1997) 124pp. A $19.95 
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Mainstream economic iheon si.iris (roiii the a v 

sumption of ('(|uillbriiini . uiuli r whiih markets 

an- p f r t i i t b intomud and perfecth loiiipetiine 

.\ccorvling to the Austrian inidiiion, liowever. 

th isamounis toasMimingawa> the most im|>onaiii 

economic pniblem how »lo markets move to-

wards equilibrium in the first plaie' 

In this stimulating paper Israel Kir/iier. a leading 

e\poiH-nt of the Austrian view .irgiies ihat the 

mainstream ne iKlass ica l viess lea\es no rtHuii lor 

in-atne i l istover> and the mle o l the entrepre-

neur. H\ s<-i/ingopponunilii-sthal exist in<//,vequi-

l ih r ium. enirepri-neurs can create wealth that 

otherwise- wouUI not have existed 

lUiilding on the work o f Ludwig von Miscs anil 

I ricilrit h llaxck. I'rolessor Kiir/ncr shows that the 

.Austrian \iew of compeiiiion leads lo im|>>rtani 

p<ilic> conclusions In particuLir. he argues thai 

govemmenis should s top ir>ing to adilcxc per 

feet c«mipttiii«)n. and concentrate on allowing 

free entrv lo markets Miihat creative entrepreneur 

ship can do its work 

Hi5 book» include Tbc Economic Po 

IIC 

Disequilibrium, 

Entrepreneurship 

and Discovery 

ISRAEL M. KIRZNER 

ISBN 1 86432 033 8 ISSN 0155 7386 
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