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Preface

RECENT YEARS HAVE WITNESSED A REVIVAL OF INTEREST IN
microeconomic aspects of economic systems. The theory of
price has once again become the core of economic analysis.
For the most part, however, contemporary price theory has
continued to be presented within an equilibrium framework.
This not only has diverted attention away from the market
process and toward equilibrium, but has led to virtual exclusion
of the entrepreneurial role from economic theory.

Thoughtful critics of contemporary price theory have very
recently begun to draw attention to these shortcomings. Some
of the writings of Abbott, Baumol, Brozen, Dewey, Leibenstein,
McNulty, and D. McCord Wright, despite the wide differences
among them, reflect a common concern with the failure of con-
" temporary microeconomics to grapple with the market process.
What has been generally overlooked, however, is the existence
throughout this century of at least one tradition of economic
thought in which these shortcomings have never been permitted
to appear. While the Anglo-American tradition deriving from
neoclassical price theory has remained frozen within the equi-
librium framework, the writers who took their origin from the
Austrians have consistently worked along lines in which en-
treprencurship and market processes received their proper due.
This book can be viewed as a critique of contemporary price
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Preface

theory from an “Austrian” perspective; or it may be viewed as
an essay on the theory of entrepreneurship, or on the theory of
competition. Its purpose is in fact to show that these views
coincide. Besides its emphasis on entrepreneurship, the book
offers a new perspective on quality compctition, on selling ef-

beginning to be properly appreciated. I acknowledge with grati-

York University Schools of Business Research Office and from
the Relm Foundation. Of course responsibility for any inade-
quacies in this book rests with me alone.

1

Market Process versus
Market Equilibrium

This BOOK 1S AN ATTEMPT TOWARD A THEORY OF THE MARKET
andofthepﬁcesystemthatdilfersinsigxﬂﬁmntrespectsfrom
the orthodox theory of price. Inthisintroducto_lz chapter I will
briefly survey the range of roblems we will be i i

andoutlinethesalientw' ofgigerggcethatm!l_' | set my
own a al from the standard approach i

is, and in an attempt to replace
thisemphasisbyafullerundmtandingoftheoperaﬁonofthc

- market as g_process. Much of this chapter will therefore be

devoted to this issue.

THE MARKET SYSTEM AND THE THEORY OF THE MARKET
of th — more usually but less felicitously
known as the theory of price or as microeconomic theory — is

ic_insi tthatmarkctg_henomenumnbe

“understood"’ as the manifestations of ic

The observable phenomena of the market — the pneu at

which commodities are exchanged, the kinds and qualities of
commodities produced, the quantities exchanged, the methods

-of production employed, the prices of the factors of produc-

tionused,the_stmctureoft_hevariousmukeh,andthelike—
mscennotasmmesofisohted,ineducibledatabntas-the

1
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Market Process versus Market qudb'brhun

outcomes of determinate processes that can, in principle, be
grasped and understood. '

This fundamental insight has been explored and exploited
by the many theorists who have contributed over many decades
to the edifice of price theory. They have studied ways in which
market phenomena depend on one another, developing theo-
ries of consumer demands, of production, and of market prices
for commodities and factors that indicate the chains of causa-
tion that link together the basic data of the market — the
arrays of tastes, technological possibilities, and resource availa-
bilities — with the observable phenomena of the market system.

From this intensive intellectual activity over the years there
has emerged an imposing structure that constitutes a well-
recognized body of theoretical knowledge, the th of price.
The theory as it is presented in the textbooks and taught in the

classroom is rather well established. There were many lively —

sometimes furious — controversies during the history of price
theory; and there were on occasion complete “revolutions” in-
volving drastic reworking of the entire corpus of theory. There
is still much activity, and original work is still being done on
particular pieces of the structure; there have been repeated
strong expressions of dissatisfaction with particular parts of
the theory; and there is, has always been, and probably always
will be sharp criticism, of the entire approach taken by price
theory, of its assumptions, its method, and the relevance and
validity of its conclusions. But, granting all this, it yet remains
true that “orthodox” price theory as standardly presented is less
conhovexsialandinlmofafermentthanothcrpaxtsof
economics,

The dominant “orthodoxy” in Anglo-American price theory
has clearly visible roofs in the earkiest divergent schools of
cconomic thought. The major element is clearly Marshailian
in origin, modified by the Robinson-Chamberlin innovations

of the thirties, perhaps euriched here by the infusion of Wal

t2siay generalequilibrium insights and there by the sbsorption
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The Task of Price Theory: Two Views

- of Austrian idess on cost, and rendered more sophisticated
- throughout by more refined geometrical techniques and more
rigorous by increased dependence on mathematics as a lan-
. guage. Contemporary price theorists will generally argue, with
some justification, that little that was valuable in any of the
opposing views aired in past controversies is absent from the
widely shared corpus of modemn price theory.

The position that I will take diverges in several significant
respects from this generally approving view of the contempo-
rary theory of price. I will argue that the direction in which
the dominant stream of microeconomic thought has flowed
must be judged, on several Counts, %o be an nfortunate one;
that some of the less sophisticated views of participants in
carlier controversies, views which have not found their way
into the modem theory, reflected more penetrating and useful
insights into the operstion of the market than the modern
theory possesses. I_will argue that the dominant theory not
only suffers from serious esses as a vehicle for economic
understanding, but has also, as a r iey fa
conclusions for economic_policy. Our position will call ‘foxJ
reconsidering very substantial portions of the theory of price,
and I will attempt to point to the lines along which a recon-
structed theory of the market may be built.

- As the reader will discover, there is little I will say that has

not been said somewhere by someone. The position taken up
inthismaydoesnot,initsmainfeahna,setonttobem
oﬁginalone;buttheredoesseemtobeanurgentneedtoset
down systematically what I feel is the more useful approach to
understanding the operation of the market, and to contrast it
carefully, point by point, with relevant portions of the domi-
nant contemporary theory of price.

THE TASK OF PRICE THEORY: TWO VIEWS

The crucial issue separating the dominant theory of price from
the gm' oach to be put forward here can perhaps de-

3




Market Process versus Market Equilibrium

scribed as involving a disagreement about what to look for in
a_theory of price. This in turn has caused the two approaches
to emphasize different aspects of the market. I will thus argue
that the dominant theory, by emphasizing certain features of
the market to the exclusion of others, has constructed a mental
picture of the market that has virtually left out a number of
elements that are of critical importance to a full understanding
of its operation.

In rice as generally e ded, the function
of pn!ce 1s perceived to be something as %%ws. In a market
system the activities of market participants consist of choosing
the quantities and qualities of commodities and factors to be
bought and sold and the prices at which these transactions are
to be carried out. Only_definite values of these quantity and
pricc_variables are consistent with equilibrium in the price
system. In other words, given the basic data (tastes, techno-
logical possibilities, and resource endowments ), there is only
one set of planned activities that permits all of them to be
‘carried out as planned. A theory of price is seen as explain-
ing the determinatj is unigue pattern of activities, per-

this task by analyzing how decisions are made by the various
market participants — consumers, producers, and factor own-
ers — and examining the interrelations between these decisions
under various possible patterns of market structure. In this way
the price theorists may, in principle, deduce the constellation
of prices and quantities consistent with all of these decisions.
(At a more ambitious level the theory may, it is true, aim at
understanding not only the equilibrium pattern of prices and
quantities, but also paths over time of prices and quantities.
At this level of analysis the task of theory is to develop func-
tional relationships, not only between the prices and quantities
prevailing at the instant of equilibrium, but also between each
of these variables at each instant along the path to equilibrium.

4
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This function of price theory, it must be pointed out, is dis-
tinctly subordinate to that of the equilibrium analysis. In most
treatments of contemporary microtheory, in fact, this func-
tion is omitted entirely. Where it is at all seriously treated,
its main purpose is seen as the investigation of the stability
of equilibrium. )

The focus of attention, in this view of the task of rice theory,
i on the values of the pri e and quantity variables, and in
particular on the set of valucs consistent with equik rium con-
ditions. In investigating the consequences of a particular market
structure, this approach examines the associated pattern of
equilibrium prices, costs, and outputs. In investigating the con-
sequences of a particular change in taste, or technology and
the like, it examines the equilibrium conditions after the change,
comparing them with those before the change. The very eff-
ciency of the market system as an allocator of society’s resources
is appraised by examining the allocation of resources at equi-
librium. In investigating the desirability of particular govern-
ment policies, this approach appraises the effects of the changes
these policies will bring about in the equilibrium situation. In
all this the emphasis is on the prices and quantities and, in par-
ticular, on these prices and Quantities as they would emerge
under equilibrium conditions.

By contrast, the approach to the theory of price underlying
this book perceives its task in a significantly different way. The
market is still, of course, seen as made up of the activities of
the market participants — the consumers, producers, and factor
owners. Their activities result from decisions to produce, to
buy, and to sell commodities and resources. And once again
there exists a pattern of decisions which are mutually consis-
tent, so that all planned activities can be carried out without
disappointment. Furthermore, this pattern of decisions is rec-
ognized as of very special interest use it makes up the state
of equilibrium. Byt jt is n i ilibrium situation which
is the focus of attention. The task of price theory is not seen

5




Market Process versus Market Equilibrium
as_primarily concerned with the co tion of prices and

quantities that satisfies the conditions for equilibrium. The
important insights which familiarity with the theory of price
Promises to confer are not Seen as consisting in any exclusive
or even predominant way of an understanding of the require-
ments for equilibrium or of the ability to state and solve,
whether in words or in algebra, the equations that must be
simultaneously satisfied in order for all plans to be carried out.
Moreover, in this approach it is never the values of the price
and quantity variables which are themselves the object of the-

Rather, in the approach to price theory underlying this book,
we look to price theory to help us understand how the decisions
of individual participants in the market interact to generate the
market forces which compel changes in prices, in outputs, and
in methods of production and the allocation of resources. We

look to price theory to elucidate the nature of the mutual in-

cluu_nges in these decisions, or in the data which underlie them,
Systematically set into motion further alterations elsewhere in
the market. The object of our scientific interest is these altera-
tions themselves, not (excent s a matter of subsidiary, inter-
mediate, o even incidental interest) the relstionships conern.
ing prices and quantities in the equilibrium situation

From the normative point of view,

i&:ﬁt'iiéippiohéh to price
theory adopted here sces its function in a way that is not re-

resourse llocation pattes st

Competition and Entrepreneurship

s fo_generate spontancous corections in the allocation
patterns prevailing at times of disequilibrium.

As we will discover, this difference in the conceptions of the
task and purpose of price theory has far-reaching implications
for the methods and the substantive content of the alternative
approaches. However, my position here is not that these con-
flicting views on the function of price theory have (for either
of the approaches ) served explicitly as the logical starting points
and foundations for the alternative theories, Rather, I am sug-
gesting that after the alternative theories are examined, the
difference between them is scen to be best interpreted as re-
flecting the (perhaps unconscious) assignment of different func-
tions and roles to the theories, It may well be that many writers

“have not attempted to set forth explicitly the purposes for

which a theory of price is to be constructed. Nonetheless, the
many important differences in analysis that separate the domi.
nant approach from that underlying this book are most neatly
summed up g reflecting disagreement (possibly only implicit
disagreement) concerning the aim of price theory in general,
In introducing the substantive matters o which this essay
will express dissenting views, therefore, it is useful to empha-
size, as I have done, that aspect of our approach to price theory
which seems to set it apart most fundamentally from the alter-
native orthodoxy. With these basic considerations concerning
the purpose of price theory in mind, let us survey the major
theoretical issues that will occupy us in later chapters. There- -
after, we will retumn to further development of the contrast
between a theory of equilibrium prices and a theory of the mar-

ket process.

COMPETITION AND ENTREPRENEURSHIP
Much of our discussion will revolve around two notions crucial
to an understanding of the market and central to its theory —
competition and entrepreneurship, Both terms are widely used

in the everyday speech of laymen concerning economic and
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business affairs. During the history of economics a great deal
has been written about these notions, and the first of the two
has become the subject of an enormous literature. In current
presentations of the theory of price, entrepreneurship is dis-
cussed in connection with the theory of distribution ( especially
with the theory of profits), and to some extent in connection
with the theory of production and the theory of the firm. I will
maintain that, despite a number of highly perceptive contribu-
tions, the proper role of the entrepreneur in the market system
is not typically presented in its true light, or with adequate
recognition for its being the driving force for the entire market
process. And I will argue further that the role of the entrepre-
neur in relation to competition has been virtually ignored.
Competition, as many writers have told us, is a term that
has been used in innumerable senses. Economists have worked
with many different models, each marked with one form or
another of the competitive label. Still central to much of con-
temporary price theory is the model of perfect competition.
Despite all the criticisms showered on this model during the
past forty years, it still occupies the center of the stage, both in
positive and in normative discussions. The dissatisfaction with
perfectly competitive theory produced new models dealing with
various imperfectly competitive market structures, but these
have not succeeded in dislodging the perfectly competitive
model from its preeminent position. Much of the discussion
here will have to do with all of these models, My position will

be not only that the model of perfect com%’ﬁon fails to help
us understand the market process, but that the im-
perfect competition developed to replace it are lkittle more
helpful. T will maintain that the theorists who deyeloped these

models of imperfectly competitive markets failed to vrecognize
the really important shortcomings of the perfect competition

theory: As a result they were unable to perceive the direction
™ which a genuine rehabilitation of price theory must be de-
veloped and proceeded instead to construct models which

8
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suffer_from the very defects which invalidate the perfectly

competitive model. |

As was noted above, a festure common to all these competi-
tive models to which I will be taking exception is their exclu-
sion of the entrepreneurial element from the analysis, We wil
find that a useful understanding of the market Pprocess requires
a notion of competition that is analytically inseparable from
the exercise of entrepreneurship. This will have powerful con-
sequences for the analysis of such problems as selling costs,
advertising, and monopoly. The notion of competition we will
find essential for understanding the market process will -lead
us toward a fresh way of “seeing” selling costs and evaluating
their role in the market economy. At the same time, our no-
tions of competition and entrepreneurship will lead us to a
quite unorthodox view of the nature of monopoly in a market.
The fact that entrepreneurship may be a step toward monopoly
power will call for a new evaluation of both the allegedly harm-
ful effects of monopoly and the reputedly beneficial effects of
entreprencurship. It will be useful at this point to outline the
picture of the market process which incorporates our views on
competition and entreprencurship, contrasting it briefly with
the dominant concept of the market. This outline will serve as
an overview of the position to be put forward at greater length
in subsequent chapters.

, THE MARKET PROCESS
We sce the matket s made up, during any period of time, of
the interacting decisions of consumers, enirepremeur-prodiioers,
and resource owners. Not all the decisions in a given period can
be carried out, since many of them may erroneously anticipate
and depend upon other decisions which are in fact not being
made. Again, many of the decisions which are successfully car-
ried out in a given period may not turn out to have been the
best possible courses of action. Had the decision-makers been

aware of the choices others were making during the same pe-
' 9
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riod, they would have perceived opportunities for more attrac-
tive courses of market action than those actually adopted:
-1 short, ignorance of the decisions which others are in fact
about to make may cause decision-makers to make unfortunate
plans — either plans that are doomed to’ disappointment or
plans which fail to exploit existing market opportunifies.
During the given period of time, exposure to the decisions
of others communicates some of the information these de-
cision‘makers originally lacked. If they find that their plans
cannot be carried out, this teaches them that their anticipa-
tions concerning the decisions of others were overly optimis-
tic. Or they may learn that their undue pessimism has caused
them to pass up attractive market opportunities. This newly
acquired information conceming the plans of others can be

expected to_generate, for the succeeding period of time, ¢
! . The overambitious plans of one period

revised set of decisions
will be replaced by more realistic ones; market opportunities
overlooked in one period will be exploited in-the next. In other
words, even without changes in the basic data of the market
(e, in consumer tastes, technological possibilities, an
soutce availabilitics), the decisions made in one period of time
generate systematic alterations in the corresponding decisions
for the succeeding period. Taken over ti series of system-
atic changes in the interconnected network of market

constitutes the market process.
The market process, & acn, 1s set in motion by the results of

the initial market-ignorance of the p
itself consists of the systematic plan

flow of market information released b market participation —

e e s e n e [P et ».Z I At
that 1, by the testing of plans in the market. As & matter of
considerable theoretical interest we may investigate the possi-
bility of a state of affairs in which no market ignorance is pres-

ent. We would then have a pattemn of perfectly dov@m de-

cisions.Nodedsionmadewﬂlfailtobecaniedout,andno

opportunity will fail to be exploited. Each market participant
10
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will have correctly forecast all the relevant decisions of others;
he will have laid his plans fully cognizant of what he will be
unable to do in the market, but at the same time fully awake to
what he is able to do in the market. Clearly, with such a state

- of affairs the market process must immediately cease. Without

autonomous change in tastes, or in technological possibilities,
or in the availability of resources, no one can have any interest
in altering his plans for the succeeding periods. The market is
in_ equilibrium; the pattern of market activity will continue
without change period after period.

As was indicated earlier, the thrust of our analysis will be
primarily toward understanding the market process, not toward
specifying the conditions required for the state of equilibrium,
the situation in which the market process has ceased. Let me
now draw attention to the competitive character of the market
process. '

COMPETITION IN THE MARKET PROCESS

We have seen the market during any period of time as made
up of decisions of market participants. These decisions, I said,
presupposed corresponding decisions on the part of others.
Consumers’ decisions to buy depend on the decisions of en-
trepreneur-producers to sell. Decisions by resource owners to
sell depend on the decisions of entrepreneur-producers to buy —
and vice versa. i ili isi each market
transaction completed) constitutes a case in which each
is being offered an opportunity which, to ¢ best of his know]
cdge, is the best being offered to him in the market, Each mar-
ket icipant is therefore aware at all times that he can ex.

ct to carry out his plans only if these plans do in fact offer
others the [0} ity available, as far as they know. This
is simply saying that each market participant, in laying his
buying or selling plans, must careful heed not only to the

prospective decisions of those to whom he hopes to sell or
from whom he hopes to buy, but — as an im plication of the

11
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latter — also to the prospective decisions of others whose de-
cigions to sell ith bis owy.

r to b
And as the market process unfolds, with one period of mar.
ket ignorance followed by another in which ignorance has been

somewhat reduced, each buyer or seller revises his bids and
offers in the light of his newly acquired knowlet_!ge of the al-
ternative Offrtuniﬁes which those to whom he may wish to
selh or from whom he ma wish to buy, can ex to_find
available elsewhere in the market. In this the market

Processis inherently competitive. The systematic alteration in
ccisions between each period and the succeedin, one renders

cvch.opportunity offered to the market more competitive than

that offered in the preceding period — that is, it is. offered

with fuller awareness of the other opportunities being

o) ot g R o

available, against which it is necessary to compete.

We should observe that“;;v;;en»&fb‘fmﬁghng opportuni- -

ties implies something more than that 5 decision-maker knows

Process the participants are continually
tng their con Each inches ahead by offering oppor-
tunities a little more attractive than theirs. His _competitors,

on ¢, once they become aware of what they are competing

R e i e L

rzinst, are forced to sweeten stll further the opportiositic:
they make available to the market; and 50 on. To tus sors,

o keep ahead of one’s competitors (but _at the same time to
avoid creating opportunities more attractive than necessary),

market participants are thus forced by the compehhve market

_tes. So with fully dovetailed decisions it is entirely possible for

Entrepreneurship in the Market Process

just worthwhile; during the process, those who are less eager
consumers of marginal units drop out of the race earlier. Com-
petition among the owners of a particular resource may tend
to force its price downwards; those owners for whom its sale
involves the greater sacrifices will tend to drop out of the race
as the falling price makes it worthwhile for them to sell only
fewer and fewer units of the resource,

erc this competitive pr run its course to_comple-

tion — in other words, were all decisions to hecome fully dove.
tailed — each ici would no er_be
to improve the opwm_n_iﬁﬁ_h%ta&

market, since no one else is offering more ttractive o

participants to continue offering parallel opportunities to the

rest of the market, period after period. It is unnecessary, under

these circumstances, for any participant to inch ahead of his

competitors (in the attractiveness of opportunities offered),
since all current plans can be carried out in the market without
disappointment. This situation of market equilibrium is sur

one in which competition is no longer an active force. The
cessation of the market process which we have already seen as

characteristic of the equilibrium state is the cessation of a com.

petitive process. It is amm&MﬁMﬁﬁ of this notion of
competition, in which competition is inseparable from the mar-
ket process itself, that I will later criticize the usefulness of
notions that confine competition to the situation in which the
market process has ceased — the state _equilibrium, Let me
now make clear the crucial role the en reneur plays in the

market process.

ENTREFRENEURSHIP IN THE MARKET PROCESS
Essential to the notion of the market process as I have de.

- . scribed it is the acquisition of market information through the

experience of market participation. The systematic pattern of
‘adjustments in market plans which makes up the market process

13
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clement.
To_see _this, letusm’ i ¢ a market in which all those cur-
rently participating are in fact unable to leam from their mar-
ket_experience. Would-be buyers who have been )

home empty-handed (because they have not been offering suf-
ficiently high prices) have not leamed that it is necessary to
outbid other buyers; would-be sellers who return home with
unsold goods or resources (because they have been asking
prices that are too high) have not leamed that they must, if
they wish to sell, be satisfied with lower prices, Buyers who have
paid high prices do not discover that they could have obtained
the same goods at lower prices; sellers who have sold for low

Prices do not discover that they could have obtained higher
prices. Into this imaginary world of men unable to learn from
their market experience let us now introduce a_group of out-
siders who are themselves ncither would-be sellers nor would-be
b‘mwm&@mmmw.
neurial profits; that is, they are able to see where a good can
be sold at a price higher than that for which it can be bought.
Tbjw.,‘.szgynm@*s‘wwm%pmawu
immediately notice profit opportunities that exist because of

the_initial ignorance of the original market partioipanti 3

ﬂ!ﬂt.MX?M.&Q@.M&%@A-._'i';%i!l

Xperience, Theywouldmovetobuyatlow,pymﬁom“'w

sellers who .have not discovered

ers have been *elhnsforlowpnm

It;s;:asy to perceive that so long as this group of entrepre-
14
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neurs is active in the market, and so long as they are alert to
the changing prices their own activity brings about, the market
process can proceed in an entirely normal fashion, These en-
trepreneurs will communicate to the other market participants
the market information which these other participants are them-
selves unable to obtain. The competition between the various
cnmepreneurs will move them to_offer to buy from the low-
price sellers, at prices higher than these sellers had thought

possible; cntrepreneurs in_ competition with one another will
ak_eseﬂsohrshpmebwersatpmwlower ywer than these buyers
had thought possible. Gradually, competition between the en-

trepreneurs as buyers, and again as sellers, will succeed in com-

municating to market participants a correct estimate of the

other}iﬁfetparﬁmﬁanbs’eagemm to buy and to sell. Prices
will move in exactly the same way as they would move in 2
world in which buyers and sellers were able to leam from their
market experience,

Clearly then, it is not necessary for us, in constructing the
analytical model of a market in process, to postulate such a
rigid compartmentation of roles. Instead of one group of mar-
ket participants who do not learn from experience and another
(entrepreneurial ) group who do, we can work with market
participants who are alert to changing buying and selling possi-
bilities. The process will still remain an essentially entrepre-
neurial one, but instead of working with a group of “pure” en-
trepreneurs, we could simply recognize an entrepreneurial
aspect to the activities of each market participant.

The. outcome is a]wag the same: the competitive market
rocess is essentially entreprencurial, The pattern of decisions

in diections which gradally squeeae out opportenitics
ther profit making. The entrepreneurial clemeat in the coo-

nomic bebavior of market parficipants consit a5 we will later
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notions of competition ang entrepreneurship are, at Jeast in
the sense useq here, analytically inseparable. (And regardless
of which terms one chooses to use, these two notions must be
reeoguized,andmmtbeperceivedasbeingntallﬁmcsmerely

twosidesofthesamecoin.) Thel_ie_zw is that pure en-
trggteneutshig is_exercised only in the gbsence of an initially
awned assct. Other MQQQIMMLOM a search for

fhe best_exchange_opportunities for translating an initially

owned asset into something more eagerly desired. The “pure”
R o Shshtviantuibetuwry SRS - e e BT Yantgg

cnlrepreneur observes the o ortunity to sell something at o

PM&'J!&&EM atwhwhhewnbuy:t Tt follows that
“’!Z??}ﬁl';&lk‘.’@"ﬁ!l_..e“ﬁ??fene“f» since the purely entrepre-

neurial role presupposes no special initial good fortune in the

form of valuabje assets. Therefore, whereas the market partici-

.
R viaiesinseor Sl

ing 1 e perceives the possibility of gaining profit by o
ing to buy at 4.price attractive to sellers ang by offering 10 sell
at a price ath afhvch,ﬁxsutg*kmm&hgmmiﬁ& he thus offers
to the market can in principle be made available by suyone.

The Producer and the Market Process

market process. Or, to put it the other way around, entrepre-
neurship is inherent in the competitive market process,

THE PRODUCER AND THE MARKET FPROCESS

The considerations outlined above are rather general. They
would apply to a world in which no production is possible st
all —a pure exchange economy — and they apply with equal
validity to a world in which nature-given raw materials and
Iabor are converted through production into consumer goods
(both in a capital-goods-using cconomy and in a hypotheticsl
world that employs no capital goods). But it will be useful,
especially in respect to future discussions on monopoly and on
selling costs, to explain a little more specifically how the mar-
ket process operates in 2 w tld of production.

P ion_involves converti in ities.
Therefore the market in a world of production is most simply
seenasanetworkofdecisionsinwhichresomeeogmmx_mkg
E_h_gs;t_o&ll_!mmges to_producers, producers make plans to
buy resources from resource owners in order to sell them (in
the form of produced commodities) to consumers, and con-
sumers make plans to buy commodities from producers. The
Producer, it turns out, need not In3 an asset owner. He

it for his own production process, rather than selling it at its
market price to other producers, he is “buying” it at an implicit
cost).

An interesting observation is relevant to this way of seeing
the markctinawoddofproducﬁon. Isaid in the preceding sec-
tion that the market Pprocess is essentially entreprencurial; that
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it can proceed either on the basis of the entreprencurial ele-
ment present in the activity of all market participants or on the
basis of a hypothetical group of entreprencurs operating in a
market in which the other market participants are not alert to

wﬂh__ihu.ikéa.mga__e.f__epgsgzsasm:.!ks__.xm.- We
have just seen that production involves g necessarily entrepre-
neurial type of market activity. It thus becomes highly con-
venienttoviewthematket,inaworldof oduction, gs §

entrepreneurial activity were in fact carried og by producers;
in other words, it now be_c_ogaeogzem.gnttothmkofww

O.WM {Imers as passive price-takers, g 0O €1
thl’Cneuﬁal igé@cnt of their own m S
sively to the i

entzepreneurs hold out to them directly. OF course this is oaly
an analytical convenience, but it will simplify much of the dis-
cussion andwillhelplaybarethcinnexwon.'kings of the market
in the complex world of production.

see the producer, th 0 ives profit
Rortunities in the market, consisting in the availability of sellers
who ask less than what buyers are willing to pay somewhere

else in the market. In the production context, of course, what
can be bought are resources, and what can be sold are products;
but to the entreprencur the profit oppo tunity is still an arb
trage possibility. (The time duration of a production process
does not, except by introducing the uncertainties involved in an
unknown future, alter its entrepreneurial aspect. )

In searching out these opportunities and exploiting them the
producer is thus performing the entrepreneurial role in the

———— e,
(S

Tesource owners are gra ually brought into greater and
consistency with one another. Consumers’ initig] ignorance of
the kinds of commodities technologically possible with cur-
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cting pas- -tuni be grabbed by another.
ties to scll and buy which the producer-

Monopoly and the Market Process

rently available resources and of the relative prices at which
these commodities can in principle be produced gradually di-
minishes. Resource owners’ initial ignorance of the kinds of
commodities consamers will buy and of the relative prices which
can in principle be obtained-for these commodities gradually
diminishes. The new knowlevdée is acquired through changes
in the prices of resources and of roducts, b t about by the
bids and offers of the entreprencur-producers who are cagerly
competing for the profits to be won by discow ering where re-
source owners wf&nsumers have (in effect) underestimated
gchdha’s%_mmhbuymtomﬂ.%mmdbﬁng—
ing the plans of market participants into dovetailing patterns
is, as we have scen, competitive, No one producer — in his role
of entrepreneur — can j ¢ possibility that a r-
i eur. After all, an
entrepreneur needs no assets to engage in profitable market par-
ticipation. A producer need not own an Iesources in order to
cagage in production; he merely has to know where to buy
resources at a price that will make it worthwhile to produce

and sell the product at its attainable price. Splcgzghcn, anyone
can, at least in principle, be a lucer (since no ial natural

or_other endowment is necessary ), the market process, which
is channeled through the activities of wthg_p_rgiagggjgﬁm
petitive. The question then arises, What are economists refer-
ring to when they talk of “monopolistic markets”? And, in par-
ticular, What is to be understood by the term “monopolistic
producer”? Have we not seen that producers are entrepreneurs
whocanneverbeﬁnmunefronithefomofcompeﬁtion?

MONOPOLY AND THE WARKET PROCESS

Perhapstbccentmlpnrposeofthisbookistoqﬂexasatisfao-

tory answer to the questions just posed, while adhering con-
sistently to the framework of discussion which raised these ques-
tions in the ﬁmtphoe.ﬂisframeworkhas,ﬁrstofaﬂ,idenﬁﬁed

-themarketproceusingeneralasacompetitive one (in the sense
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that it proceeds by the successive efforts of profit-seeking en-
trepreneurs to outstrip one another in providing attractive buy-
ing and selling opportunities to the market ). Further, we have
emphasized the entrepreneurial role filled by the producer, so
that the productive efforts of producers tumed out to be of the
Very same pattern as the competitive activities of entrepreneurs
in general. Being entrepreneurs, producers are engaged in the
very competitive-entrepreneurial process which is at the heart'

of the market process itself.

competitive process, I have said, proceeds because ici-
pantsaree_nga_gedinanincemntm'cetogetortokeep ead
of one another (where, as always, “to be ahead” means “to be

offering the most attractive o portunities to other market par-

ticipants”). Clearly, then, any circumstances which ender a

necessity tg

market participant immune irom_the kee|
would not merely hamper competition, but also impede the
course of the market process. But (and here was the apparent
cause of difficulty) we have seen that entreprencurship can

never be immune from the competitive pressure. It thus seems .

that competition can never be absent from the market, and so
the market process can never be impeded by its sbsence. Is
there no possibility of an absence of competition? Is there no

possibility of monopoly? v
'Ihggnswermustbethat,inthesenseinzhx_c' h we have used
the term “competition” (a sense which, although sharply di-
vergent from the terminology of the dominant theory of price,
is entirely consistent with everyday business usage ), the market
Process is indeed always competiti ere is free-

dom to buy and sell in the market. Nonetheless, there remains
a definite place for monopoly within the framework of analysis

we have developed. Entrggreneurshig is necessarily open to all
who wish to deal in the market; hence production, involving
the purchase of resonrces and the sale of products, is necessarily
oompetitive, But resource ownership may well be mopgpolistic
in character, and where a resource is owned bya monopolist,

20
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this may have important implications for the course of produc-
tion. It is as a result of resource monopoly that those Important
cases arise which in the language of the layman, the economist,
and the antitrust lawyer are called monopolistic production.
Our own_position will be to_insist on the crucial distinction
between the possibility of a mona olist producer qua producer
(which, in our terminology, is ruled out almost by definition )
and the possibility of a monopolist producer qua resource owner
(which is very real and significant ).

If nature has endowed a particular market participant with
dll the current endowment of a certain resource, he is in the
fortunate position of being a monopolist resource owner. This
may sharply affect the price of this resource and, as a further
result, may affect the prices of other resources and products,
as well as the entire pattern of production. it is important

tg observe that the competitive character of the market process
hgg not been gﬂected in the slightest. The final uilibrium

Position toward which the market is tending may be drastically
affected by monopoly resource ownership, but the process of

b{iﬂ:&f&&&h&éﬁiﬁ%gtmmmimmm&mse closely
dovetuili

oy ems remains unchanged. AIl this does not at
all mean that monopoly, within our framework of discussion,
has become less Ppotentially dangerous or less important. But
it does mean that in analyzing the effects of what appears to

be clear cases of monopoly, we know where to look for the
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the course of the market process the competitive efforts of a
particular producer-entrepreneur may lead him to offer some-
thing to the market which no one else is currently producing.
Inourtheorythisissimplyanexampleofthccompcﬁtive
process at work. It has nothing in common with cases in which
a particular producer, by acquiring monopoly control over a
Tesource, is able to maintain his position as sole source of sup-
ply indefinitely. The one case is an example of competitive
entrepreneurship; the other is one of monopolistic resource
ownership. Nonetheless, a very important possibility must be
considered in which a monopolist producer has acquired mo-
nopoly control over one of his factors of production by means
of his entrepreneurial activities.

THE ENTREPRENEUR AS MONOPOLIST
This possibility may arise very simply. A _market participant
with no jnitial assets perceives the ibility of i
profits by buyi all the available supply of a ;ivm_x resource,
and then establishing himself as the monopolist producer of

aggﬁcularcommodig.msmle,hkingthelong-tmgepenpeé- '

tive, is clearly entrepreneurial (he had no initial assets), and
thus competitive. (Since he had no initial asset endowment,
anyone else could have done what he did; again, he was able
to do what he did only because in so doing he was offering both
to those from whom he bought and to those to whom he sells
opportunities more attractive than those offered by others.)
And yet, once his entrepreneurial resource purchase has been
made,heisinthepositionofapmducerwhoisamonopolist
by virtue of being a resource owner. It seems, then, that not
~ only may an entrepreneur-producer be a monopolist because
he happens at the same time to be a monopolist resource owner,
he maybeamompolistbecamehehasmadchhnsclfamonop-
olistresourceowncrinthecmmofhisentnprmmid
If we recognize this possibility we may gain much valuable
' 22
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insight into the complex forces acting in the real world. Many
real-world cases of what appears to be nionopoly in production
can be disentangled and understood in the light of the theo-
retical possibilities being examined here. In a later chapter we
will return to a more thorough investigation of this kind of
situation. Here it is enough for us to notice its possible existence
and to draw attention to the highly interesting combination
of competition and monopoly. When one looks merely at the
situation after the resource has been monopolized by the en-
trepreneurial skill of the producer, one sees only a monopolist
producer — exempt from competition to the extent his resource
monopoly permits. When one takes a longer-run view of the mo-
nopoly situation, one sees that it was won by competition, and
that it represents, as such (and as far as it 8oes), a step forward
in the entrepreneurial process of the market. This entrepre-

! ition was a step toward elimi-
nating the inconsistencies between the decisions of consumers
and those of the earlier resource owners. The profits won by the
Producer, which in the short run view seem clearly a monopoly
rent attributible to the monopolized Tesource, turn out to be,
in the long run view, the profits of competitive entreprencur-
ship. This insight will be of great value in the normative analy-
sis of monopoly situations.

THE PRODUCER AND HIS CHOICE OF PRODUCT
Up till now our discussion has been couched in terms of “op-
portunities” offered to the market by entrepreneur-producers.

and of “less attractive opportunities,” but we haye not consid-
ered the kinds of alteration in an “opportunity” that might
make it more attractive in the eyes of the consumers.! In g

[N

monctary economy one o Pportunity is better than a second if

1. Thissecﬁonisphmscdintemnoftheopportmiﬁaoﬁeredhcon-
sumers. Corresponding observations apply with respect to the opportuni-
ties producers offer to resource owners. See further below, pp. 180-86.
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it offers consumers the same product at a lower price; so en-

trepreneurial competition among producers may take the form
of attempting to offer products at lower prices. But one oppor-
tunity is also better than a second if it offers consumers a more
desirable_product at the same price; so entrepreneurial com-
géﬁtion among producers may also take the form of attempt-
ing to make more desirable products available to consumers.
In fact, producers are at all times under competitive essure
to offer more and more desirable praducts at lower and louv:;r
prices. It is important to notice that “a more desirablc product”
may mean a superior quality of what is generally considered to
be_the “same” product, or it entirely different
. product. In theory, of course, any difference which makes one
commodity more desirable to a consumer than another makes
it “different.” In the theory of the firm the entrepreneur-pro-
ducer has acquired certain resources which may now commit
“him, to an extent, to the production of a particular product.
For the firm, therefore, quality competition often means the
attempt to improve the quality of a particular commodity,
broadly defined. But in the long run quality competition always
involves the attempt to offer a better product, without com-
mitment to any one commodity class, at a lower price.

As will be discussed at greater length in a later chapter, it
may not be possible for an external observer to know inde-
pendently whether one product or quality of product is more
desirable to consumers than another. Only the choices of the
consumers can prove the superiority of the more desirable

 item. But again, where the application of additional resources
has made a commodity more eagerly sought after by consumers,
it may not be possible to ascertain objectively whether the
additional resources have “really improved” the product or
whether they have “educated” the consumer to prefer the
“same” product. It follows that no distinction can, as a matter
of science, be made between “production costs” and “selling
‘costs.” Such a distinction can, of course, still be made on the
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basis of arbitrary judgment of value (which may declare that
a given expenditure has, in the opinion of the observer, left
a commodity unchanged). All this will have very important
implications for the analysis of “selling costs.”

In particular our discussion has taught us that even where
the entrepreneurial outlays qualify (on whatever grounds) as
genuine selling costs, and even where the impact of these out-
lays is to differentiate the products of one producer from those
of his competitors, the result cannot be immediately stam:
as_partaking of monopoly. Our_discussion has shown that so
long as the resources used b roducers are accessible to all,
all their activities are entrepreneurialcompetitive. That one
producer has expended resources in order to educate or ma-
nipulate consumer tastes may perhaps offend the ethical values
of some observers of the market, and it is not a simple matter,
on strictly scientific terms, to evaluate the effect of this kind
of activity. But 5o long as no resources used in “selling” or in
producing are owned monopolistically, we are forced to con-
clude that this activity is essentially competitive and cannot
result in any kind of monopolistic control over production or
any impairment of the competitive process.

The fact that at any given moment only one producer is
making a particular product is not by itself an impairment of
the competitive process. It may simply mean that at this mo-
ment only one entrepreneur had taken the step of presenting
this particular opportunity to the market. If the step was a wise
one, it will tend to attract others to do even better in this
regard. If it proves to have been a mistake this entrepreneur
himself will be under market pressure to abandon this line of
production. Insofar as our interest is in the market process and
its competitive character, we should no more be surprised that
ouly one producer is making a product at a particular time than
that of many producers of a particular product one is charging a
price which no other producer is asking. Both possibilities may
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simply be evidence that the market process has not yet run
its course.

Much of this discussion diverges sharply from the termi-
nology and doctrines of the theory of monopolistic competi-
tion. Later I will take up in greater detail the points of contact
and contrast between the approach underlying this essay and
that embodied in the theory of monopolistic competition. At
this point I will attempt to show briefly how it was only to be
expected that emphasis on equilibrium conditions —an em-
phasis which we have seen characterizes the dominant approach
to price theory — should deflect attention from the way of look-
ing at the market that I have described.

EQUILIBRIUM ECONOMICS, ENTREPRENEURSHIP, AND
COMPETITION

We have already noticed earlier in this chapter* that our dis-
agreement with the dominant theory of price centers in par-
ticular on its unsatisfactory treatment of entreprenewship and
competition. In the preceding sections I have outlined the way
I believe the notions of entrepreneurship and of competition
are to be employed in constructing a helpful theory of the mar-
ket process. The failure of the dominant approach in this re-
spect seems a direct implication of its stress on equilibrium
situations and its view of price theory as explaining the con-
“ditions for equilibrium.

In equilibrium there is no room for the entrepreneur. When
the decisions of all market participants dovetail completely,
so that each plan correctly assumes the corresponding plans
of the other participants and no possibility exists for any altered
plans that would be simultaneously preferred by the relevant
participants, there is nothing left for the entrepreneur to do.
He will be unable to discover possibilities of buying from those
who underestimated the eagemess of potential buyers and of
then selling to these eager buyers (who might in turn have un-

2. See above, pp. 7-9.
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derestimated the eagerness of the sellers). Thus he cannot con-
tribute to a reallocation of resources or products that will over-
come_inefficiencies and lack of coordination genersted by
market ignorance, since no such ignorance and lack of coordi-
nation exist in equilibrium.

An economics that emphasizes equilibrium tends, theref y
to_overlook the role of the entrepreneur. His role becomes
somehow identiied with movements From one equilibrium posi-
tion to another, with “innovations,” and with dynamic changes,
but not with the dynamics of the equilibrating process itself.
Instead of the entrepreneur, the dominant theory of price has
dealt with the firm, placing the emphasis heavily on its profit-
maximizing aspects. In fact, this emphasis has misled many

students of price theory to understand the notion of the en-

treprencur as nothing more than the locus of profit-maximizing
decision-making within the firm. They have completely over-
looked the role of the entrepreneur in exploiting superior aware-
ness of price discrepancies within the economic system.

Emphasis on the firm (which in our view is to be seen as a
combination of entreprencur and resource owner) also led to
a failure to recognize the significance of pure resource owner-
ship in securing monopoly positions in production. Monopoly
came to be associated with the firm and thus, most unfortu-
nately, with the entrepreneur.

At the same time, the emphasis on equilibrium hampered
any possible appreciation of the notion of competition which
we have seen to be the outstanding characteristic of the market
process. By definition, a state of equilibrium does not permit
activity designed to outstrip the efforts of others in catering to
the wishes of the market. Thus, whatever the laymen might
mean by the term “competition,” the equilibrium theorist came
to use it to connote a market in which each participant is too
amm is focused npon a particu-

lar state of affairs — equilibrium — rather than upon the market
27
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process, the adjective “competitive” cannot be used in the sense
of the characteristic of a process. And yet, because the equilib-
rium theorists intended their models to be helpful in under-
standing the real world — in which the force of competition
is too obvious to be overlooked — the equilibrium model itself
came to be described as either competitive or otherwise. But
clearly, if a state of affairs is to be labeled competitive, and
if this label is to bear any relation to the layman’s use of the
term, the term must mean cither a state of affairs from which
competitive activity (in the layman’s sense ) is to be expected or
a state of affairs that is the consequence of competitive activity.
Both possible uses of the term are clearly sharply different from
the layman’s use (which we have seen refers to an essential

feature of the market process); it is most unfortunate that of -

these two possible uses the one which came to be adopted is
furthest from that of the layman. Competition, to the equilib-
rium price theorist, turned out to refer to a state of -affairs
into which 50 many competing participants have aiready en-

tered that no_room remains for additional entry (or other
modification of existing market conditions). The most unfor-
tunate aspect of this use of the term “competition” is of course
that, by referring to the situation in which no room remains
for further steps in the competitive market process, the word
has come to be. understood as the very opposite of the kind of
activity of which that process consists. Thus, as we shall dis-

cover, any real-world departure from equilibrium conditions
came to be stamped 35 the opposite of “competitive” and hence,
by simple extension, as actually “monopolistic.”

All this has led to the confusion in the theory and termi-
nology of competition and monopoly which this essay attempts
to help disperse. The amazing extent of this confusion can be
gauged from the course taken by the “revolution” in price
theory that occurred in the mid-thirties. The theories of mo-
nopolistic competition and of imperfect competition emerged
as a result of extensive dissatisfaction with the Marshallian
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theory of price as it had developed until the twenties. The
shortcomings of the model of the market used in this theory
were seen, in large measure, in its failure to correspond with
any degree of neatness to many apparently omnipresent features
of the real economic world.* And yet the habits of thought asso-
ciated with the existing theory had become so entrenched that
the authors of the new theory failed entirely to correctly iden-
tify the source of its unrealistic character. Instead of attacking
the equilibrium emphasis in the theory of pure competition,
these authors mtroducedgl:f[grcnt equilibrium theories.

All this had most unfortunate consequences for the recog-
nition of the power of the theory I have outlined in this chap-
ter. The new theories failed to perceive that the characteristic

features of the real world (to which nofhing in the perfectly
competitive model corresponds) are simply the manifestations
of entreprencurial competition, a process in which would-be
buyers and sellers gropingly seck to discover each other's sup-
Ply and demand curves. The new theorics merely fashioned new

cquilibrium configurations — based, as was the theory of per-
fect competition, on given and known demand and supply
cutves — differing from the earlier theory only in the shapes
assigned to these curves. In the course of attempting to account
for such market phenomena as quality differentiation, adver-
tising, or markets in which few producers are to be found, the
new theories were led to conclusions which grossly misinterpret
the significance of these phenomena. :

3. See E. H. Chamberlin, The Theory of Monopolistic Competiti
7th ed. (Cambridge: Harvard University Press, 1956), p. 10 sot
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The Entrepreneur

THE PRECEDING CHAPTER HAs PROVIDED AN OVERALL VIEW OF
the position 1 will develop in greater detail in the course of
thisbook.lnthisandtherwainingchapterslwﬂltlkeup
different aspects of this position for more thorough examina-
tion and exposition. It is entirely appropriate to devote the first
of these chapters to the role of the entreprenenr in the price
system. Not only does the entrepreneur play, in our view, the
crucial role in the market process, but this role has been — espe-
cially in recent decades — almost invariably ignored.! And this
hiatus exists not merely with respect to the understanding of
the vital part entrepreneurship plays in the equilibrating process,
but even with respect to an appreciation of the very nature of
entrepreneurship.

THE NATURE OF ENTREPRENEURSHIP
The entrepreneurial role in the market is an elusive one. This
is demonstrated in the virtual elimination of this role from
most contemporary expositions of price theory, as well as in
the multiplicity of careful attempts by earlier writers to define
the entrepreneur and to distinguish his role from that of the
1. For recent recognition of this see, for example, W. J. Baumel, “En-

trepreneurship in Economic Theory,” American Economic Review %8
(May 1968): 72.
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is undoubtedly sensed, but which lends itself superficially only

to vague definition. In my view it is possible to pin down the

elusive element of entrepreneurship in a satisfactory way. I
further believe that to do so is of the utmost importance to

dominates the contemporary price theory textbooks is the lat-
ter’s lack of an adequate appreciation of the nature ‘and func-
tion of entrepreneurship in the market system.

A preliminary outline of my position on the nature of en-
trepreneurship may be helpful, I'w;’__l,lﬁ_‘ggggg_ghg_twthere is present
in_all hmn_,ﬂ?.ti?ﬂ.,‘,!9..,E!‘?E‘.Q!..ﬂhichaﬁ]ﬂ??yﬁh,.Wl, to
cconomizing sctivity in general, cannot itself be analyzed in
terms of economizing, maximizing, or efficiency criteria, I will
tabel this, for reasons to be made apparent, the entrepreneurial

——. e et e O

labeled as the entrepreneurial element in individual human ac-
tion. Resource allocation through the impersonal forces of the
market is frequently compared with the allocative decision-
making of the individual. It is this which provides the basis
for the analogy I have referred to. Just as efficiency criteria by
themselves are insufficient for the comprehension of individual
human action, since a crucial factor for the emergence of econo-
mizing individual activity is the “extraeconomic” entrepreneur-
ial element, so too the allocative role of the market process
cannot be understood in terms of the interaction of individugl

market process we seek to understand. For the miog tket process
o erge; We tequire in addition an element which it fiscl
not comprehensible within the narrow conceptual Limits of

sconomizing behavior. This clement in the market, 1 will main-
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tain, is best identified as entreprencurship; it occupies precisely
the same logical relationship to the more narrow “economizing”
elements in the market that, in individual action, is occupied
by the entrepreneurial elements in relation to the efficiency
aspects of decision-making. Let us turn now to more detailed
elaboration of the way of looking at entrepreneurship that I
have here outlined.

DECISION-MAKING AND ECONOMIZING
Price theory as it has developed during the past four decades
operates by referring all market phenomena back to individual
decisions. As “microtheory,” it sees the determination of prices,
of product qualities and quantities, and of methods of produc-
tion s being achicved by the interaction of the cconomizing
activities of the individual market participants. It secks to un-
derstand the changing phenomena of the market by analyzing
the reactions to changes in exogenous market data (tastes, tech-
niques of production, and the availability of resources of the
individual market participants. The basis of the economic analy-
sis_of indivi isi ing i in i mic _as-
pect. Since the classic discussion by Lord Robbins (An Essay
on the Nature and Significance of Economic Science, 1932),
the economic aspect of individual activity has been understood
in_ terms of the allocation of scarce means among competing
ends. Each individual is se ith an “economic
problem” — the problem of selecting those courses of action,
with respect to given means, that will secure the fulfillment of
as many of his goals (in order of their significance ) as possible.
This problem is sometimes expressed as that of securin, g efh-
ciency, or as “maximizing” goal satisfaction. The common fea-
ture of all Robbinsian formulations of the problem is the need
to_achieve the pattern of manipulation of given means that
will conrespond most faithfully to the given hierarchy of ends.
It is gy position thg his_ analvtics isi L. _GCO! ba’.,
maximizing, or efficiency-intent indivi icipants
32
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is, in significant respects, misleadingly incomplete. It has led
to_a view of the market as made up of a multitude of econo-
mizing individuals, each making his decisions with respect to
given series of ends and means. And in my opinion this view
of the market is responsible for the harmful exclusive emphasis
upon equilibrium situations already discussed. A_ multitude of
economizing individuals each choosing with respect to given

- ends and means cannot, without the introduction of further

cxogenous clements, generate a market process (which involves
systematically changing series of means available to ma ket
participants. )

Instead of economizing, I maintain, it will prove extremely
helpful to emphasize the broader Misesian notion of human
action. As developed by Mises, the concept of homo agens is
capable of all that can be achieved by using the notions of
economizing and of the drive for efficiency. But the human-
aCtiﬁ concept, unike that of ailc atiop ; pomizing ‘
not confine the decision-maker (or the economic _analysis of
his decisions) to a framework of given ends and means, Human
action, in the sense developed by Mises, involves courses of -
action taken by the human being “to remove uneasiness” and
to make himself “better off.” Being broader than the notion
of economizing, the concept of human action does not restrict
analysis of the decision to the allocation problem posed by the
juxtaposition of scarce means and multiple ends. The decision,
in the framework of the human-action approach, is not arrived

gBg ccopomizing. do

at_merely by mechanical computation of the solution to the
maximization problem implicit in the configuration of the given

ends and means. It reflects not merely the manipulation of
given means to correspond faithfully with the hierarchy of

given ends, but also the very perception of the endsmean

location and economizing is to take

P,_hfs
Robbins’s economizing man is endowed with the propeasity
to mold given means to suit given ends. The very concept pre-
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supposes some given image of ends and of means; without such

an image economizing cannot begin at all. Misey's homo agens,

on_the other hand, is endowed not on with the propensity
s efhicien n nd means are clearly iden-
tified, but also with the drive and alertness needed to identify
which ends to strive for and which means are available, Human
action encompasses the efficiency-seeking behavior typical of
Robbinsian economizers, but it also embraces an element which
is by definition absent from economizing. Economizing be-

R -

havior — On,_more_accurately, its analysis — n ily skips

the task of identifying ends and means. The economizing no-
tion by definition presupposes that this task (and its analysis)
has been completed elsewhere. Human action treats both
tasks — that of identifying the relevant ends-means framework
and that of secking efciency with respect to it — s a single,in
tegrated human activity, To the extent that we can identify the
ends-means framework which homo dagens perceives as relevant,
we can analyze his decision in orthodox Robbinsian allocation-
economizing terms. But whereas with the narrower economiz-
ing notion no explanation is available for why this particular
ends:means framework is held to be relevant and of what might
render it no longer relevant, such insight is available through
the broader human-action concept —it is built into the pro-
pensity for alertness toward fresh goals and the discovery of
hitherto ‘unknown resources with which homo agens is en-

dowed. (It is of course true that the Robbinsian notion of
economizing may quite adequately explain the deliberate, cost-
conscious search for information. Economizing man may in-

deed be seen as allocating guessed-at quantities of means among

alternative research projects [with guessed-at potentialities].
But to the extent that this search can be subsumed within the
economizing framework, it clearly presupposes some envisaged
ends-means background. And the point here is that the econo-
mizing notion must exclude from its purview the explanation
of the relevance of this particular background.)
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Now I choose (for reaso il shortly be made clear
to label that clement of alertness to possibly newly worthwhile
goals_and to possibly newly available resources — which we
have seen is absent from the notibn of economizin but v
much present in that of human action — the entrepreneurial
element in_human decision-making. It is this entrepreneurial
element that is responsible for our understanding of human
action as active, creative, and human rather than as passive,
automatic, and mechanical.? Once the entr reneurial element
in_buman action is perceived, one can no longer interpret the
decision as merely calculative — capable in principle of bein
yielded by mechanical manipulation of the “data” or alrea
c ely implied in_these data, One must now recognize
that the human decision cannot be explained purely in terms
of maximization, of “passive” reaction that takes the form of
adopting the “best” course of action as marked out by the cir-
cumstances. Once the theorist has identified the circumstances
the decision-maker believed were relevant, he may indeed ex-
phain the decision in terms of calculative optimization. But ex-
plicit recognition of the entrepreneurial element in decision-

" making carries with it the recognition that such an allocative

explanation is at best only partial; that such an explanation pre-
supposes one’s ability to identify unambiguously an ends-means
framework perceived unambiguously, in turn, by the decision-
maker himself before his decision; and that the psychology

-~ of decision-making in situations. lacking such a prior percep-

tion of any ends-means framework by the decision-maker may

2, Anumberofwﬁtetshavedmwnattenﬁontothepassivityoﬂhckob-
binsian type of decision-maker who dominates contemporary microeco-
nomic theory. See especially G. L. §. Shackle, The Nature of Economic
Thought, Selected Papers 1955-64 (New York: Cambridge University
Press, 1966), p. 130. For a brief discussion of the difference between
Shackle’s approach and my own, see I. M. Kirzner, “Methodological In-
(d;&d;l?ha_ré7h;a§&es; qu;xoilibrium, and Market Process,” I Pobitico 32

: -99. also I. M. Kirzner, The Economic Point of View
(Princeton, N.J.: Van Nostrand, 19607, pp. 13T & oA
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altogether invalidate such allocative explanation, ‘except as a
heuristic device with RO pretensions to reglism,
But recognition of the entrepreneuria] element in decision.

Sequence, with each decision comprehensible g5 the logical

outcome of the prior decision, other wor, e
¢ome sensitive to the decision-makers’ alertness to new possibly
worthwhile ends and newly ayailable Ineans, it may be possible
to explain the pattern of change in an individual’s decisions gs
the outcome nf.a.kamg' E.process generated by the unfolgxgg'
experience of the decisions themselves. An analysis confined to

carlier, then there is, with the “ccononu'zing framework,” noth.
ing but g discontinuity, Sych €xogenous change has simply
wiped out one decision-makiug situation and replaced it with
a different one. There is nothing in the formulation of the
economizing view of the decision that tells yg how, in the
absence of unexplained exogenous changes, one pattem of rele-

vant ends-means comes to be replaced by -another. We must
Tecognize what I haye called the entrepreneurial elemcng in
order to perceive that the eﬁ_ngg g patterns of ends-means

held relevant to successive decisions are the der-
standable outcome of 2 process of experience in which the
e -
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- with certainty what to expect, his plans can be

The Entrepreneur in the Market
decision-maker’s alertness to relevant new information has gen-

erated a continuously changing sequence of decisions.?

THE ENTREPRENEUR IN THE MARKET
The preceding section Presented a view of the individual deci-
sion which emphasized the alertness that human beings always
display toward Potentially worthwhile goals hitherto unnoticed,
as well as toward unnoticed Ppotentially valuable, available re-
sources. Recognizing this element in individual decision-
making, an element I have labeled “entrepreneurial,” wil] help
us to understand the role of the entreprenecur in the market
and to see what sets the analysis of this role apart from the

analysis of the roles of other participants.

We have seen that, where a clearly identifiable framework
of ends and means is held relevant by a decision-maker before
his decision, we may explain his decision quite satisfactorily
as yielded mechanically by calculation with the ends-means
data. In other words, where the circumstances of a decision are

“predict” what form that decision will take merely by identify-
ing the optimum course of action relevant to the known circum-

stances. Now this “mechanical” intemtetaﬁon of decision-
makig would be entirely acceptable for a world of perfect
knowledge and prediction, In_such a world there would be no

scope for the entrepreneurial element. If each individual knows

C completely ex-
plained in terms of €conomizing, of optimal ”ghl_lgggy;qg,_»a_gqﬁgf
maximizing — in other words, his plans can be shown to be in
principle implicit in the data which constitutes his knowledge:
of all the present and future circumstnces relevant to his sity.
ation.* But of course we know that human beings do not oper-

2. On this snnft se:fﬁxrt:ne;wb;lg:, pp. 70-72.
. In a wor of perfect e the only for decisi i

relates to opportunities for exchanging — ejther W?t(l’!p:nn or thh":.:;rehnf

something one vahyes relatively Littie for somctliing one values more hj hly.
In a world of imperfect knowledge, there may exist at any given time some-
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ate in a world of perfect knowledge, and it was this that led
us to emphasize the importance of the alertness individuals
display toward new information.

To the extent, therefore, that economi is d
with the world of perfect knowledge, it is entire a
to analyze market phenomena solely in terms of
economizers or maximizers. There is no need and, indeed, no
possibility in the theory of such a world to introduce entrepre-
neurship as such or to draw attention to any entrepreneurial
element in individual decision-making; the assumption of per-
fect knowledge automatically climinates all such clements. The
entrepreneurial element in the individual decision makes its
entry only when this assumption is dropped. But when we shift
our attenti m 2 world in complete uilibrium, in which
knowledge is perfect, toward the disequilibrinm wor in which

knowledge is far from rfect, we can no longer conduct our
veiation el Do e s o o

mizers. We must then le with explaini how the market
rocess supplies new information to the icipants — how
the decision-makers revise their view of the ends-means frame-
work relevant to their situations. And here is where the notion
of entreprencurship enters —in one or both of two distinct
ways. :
First, of course, the decision-makers, the market participants,

thing selling at more than one price in the market. Once this price differ-
enceisnoﬁoed,oncesomekuw:it,apmﬁtoppottnnityhubecndiwov-
ered. It is probably of dubious value to sepamate the discovery of such an
opportunity from its exploitation. If one does make such a separstion,
however, it should be observed that the “decision” to capture an oppor-
hmityforpmﬁt,oncetheopportunityhsbeen(ﬁmvexedwithmﬁdmt
ceminty,maybeeonsidemdforompmpom ion.
Itisyieldcdunambiguonslybythedata (andisin&d:dm‘hrtotbespe—
cial Robbinsian case whete the economizer has only a single end and, of

is required for the discovery of the profit opportunity; once one has chosen
to artificially separate the discovery of the opportunity from its actual ex-
ploitation, one must recognize that the latter decision is purely Robbinsian
(despite the fact that no “alocation” is involved ). '
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become visible not merely as mechanical Robbinsian maximiz-
ers and economizers, but as human beings engaged in Misesian
human action, that is, displaying w!nat‘ I have labeled the en-
trepreneurial element in individual decision-making. “In any
real and living economy every actor is always an entrepreneur.” 5
The analysis of market processes is able to exploit the insight
that participants do not merely react to given market data, but
rather display entreprencurial alertness to possible changes in
these data —an alertness which can be used to explain how
such changes can occur in general.

Second (and for the purpases of this section more impor-
tant), when we extend economic analysis to a world of imper-
fect knowledge it becomes possible to find place for an en-
tirely new economic role, one which was by definition excluded
from the world of perfect knowledge. It becomes possible to
introduce a market participant whose decisions are entirely in-
capable of being subsumed under the category of Robbinsian
economizing. We can now introduce into the ysis the de-
vice of the pure entrepreneur, that is, a decision-maker whose:
entire role arises out of hi hitherto unnoticed o
portunities.® Some clarification and explanation is in order here.

The entrepreneurial element, we have seen, also finds a place
in the decisions of market participants whose roles do not de-
pend on the imperfection of knowledge. Thus the consumey,
whom we can without any difficulty envisage as operating in
strictly Robbinsian fashion in a perfect-knowledge environ-
ment, can be seen to exercise the element of entrepreneurship
as soon as we place him in a setting of imperfect knowledge.
Similarly, the resource owner selling his resources in the factor
market may be viewed, in the setting of imperfect information,

25. L. Mises, Human Action (New Haven: Yale University Press, 1949),
p. 253.

6. “Economics, in speaking of entrepreneurs, has in view not men, but
slldeﬁniteﬁmct;:;on.'l'hisfnnction - - . is inherent in every action. . . .
n embodying isf!mction:‘nduimdﬁmyﬁmwevmtoameﬂwdo-
logical makeshift.” Mises, Human Action, pp. 253-54 (italics added).
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as exercising a measure of entreprencurship, whereas in the
equilibrium world of perfect knowledge his activities would
be reduced to nothing but pure economizing. What charac-
terizes these cases is that the decision-maker starts out with
given means (money income for the consumer, resources for
the resource owner). Thus in these cases it is possible to dis-
cuss how these means can best be exploited to further the goals
of the decision-maker. With these goals given, and with market
prices (of products and of resources) known with certainty,
this “best way” can. in principle be obtained by mechanical
calculation. With the decision-maker aware of the possibility
that better prices, say, may be lurking around the comer, this
“best way” is no longer purely a matter of calculating or econo-
mizing; its determination also depends crucially on the entre-
prencurial quality of the decision-maker — on his propensity
to sense what prices are realistically available to him.

What the introduction of the pure entrepreneur means, how-
ever, is that for our analysis we create a decision-maker who
starts out without any means whatsoever.” Thus, in a world of

ect knowledge, that is, in a world in which unexploited o
portunities for gain have been excluded by definition, such a
decision-maker simply has nothing to do — has no scope for
the exercise of any decision-making, Robbinsian or otherwise.
Without means there are simply no courses of action available.
But introducing a decision-maker without means into the analy-

7. Although I point out that pure entreprencurship requires that we view

the decision-maker as starting out without means, it does not follow that
all decision-making made without initial means must necessarily be en-
treprencurial. We have already noticed (see chap. 2, n. 4) that where we
choose to imagine, in & world of imperfect knowledge, su entreprenenr
discovered the existence of a pure profit opportunity, his
subsequent decision to exploit this opportunity is to be considered as
akeadyimpﬁedintbedah—unotbeinginmywayen%meuﬂl {In
fact, it would almost be pcrmissible to consider the prof opportunity,
once we artificially imagine it to have been discovered with sufficient cer-
tainty — apart from the act of its cxploitation — as being a means now
avaihbktotheentreymeut,whohas,inthiswayoflookhgttm
cxhanﬁedhhen&eymﬁalmknndbeeomeafnwm
economizerwithonlyadngkd.)Seeﬁnthﬂbebw,p.%.
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- sis of the world without perfect knowledge is an entirely dif-

ferent matter. Because the participants in this market are less
than omniscient, there are likely to exist, at any given time, a
multitude of opportunities that have not yet been taken advan-
tage of. Sellers may have sold for prices lower than the prices
which were in fact obtainable (in particular, resources may have
been sold for the production of products less urgently needed
by consumers than other products obtainable from the same
resources ). Buyers may have bought for prices higher than the
lowest prices needed to secure what they are buying (in particu-
lar, consumers may be buying commodities produced with
resources that are more costly than other resources capable of
yielding comparable commodities ). The existence of these un-
exploited opportunities opens up a scope for decision-making
that does not depend, in principle, upon Robbinsian econo-
mizing at all. What our decision-maker witho
to arrive at ion is simply to know where ,
ited o ities exist. All he needs is to discover where
buyers have been paying too much and where sellers have been
receiving too little and to bridge the gap by offering to buy
for a little more and to sell for a little less. To discover these
unexploited opportunities requires alertness. Calculation will
not help, and economizing and optimizing will not of them-
selves yield this knowledge. Thus the decision of our new de-
cision-maker is not at all capable, even in principle, of being
simply “read off” from the data; it is not at all implied in the
circumstanges in which he is placed.

The analytical device of speaking in terms of pure entrepre-
neurs permits lification of market theory that has not
always been appreciated. Once we have introduced the pure
entrepreneur into our analysis of the market process, it becomes
possible to speak of a in which all other market ici

pants are pure Robbinsian economizers, without any element

of entrepreneurship whatsoever. It_is possible to construct a

theory of the market process explaining how market prices, as.
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well as quantities and ualities of inputs and ou Juts, changg

as a result of the interaction of individual plans, while assuming
that all decision-makers (except the pure cntrepreneurs) are

The Producer as Entrepreneur

market participants are seen ecither as pure Robbinsian
economizers or as pure entreprencurs (with no scope at all for
Robbinsian economizing), as an artificial model which, how-
passive price takers, simply optimizing agai the ba und ever adequate it may be as a heuristic device, nonetheless fails
of assumed data. All changes in | rices, quantities, and qualitics as a satisfying explanation of the real world (in which afl deci-

of input used and outputs produced can be fully e_xgﬁ'ﬁed_ sion-makers are endowed with the entrepreneurial element, at
by referring them to the activity of the pure entrepreneurs, who .

least to some degrec). All this simplification means is that, al-

contain no element of Robbinsian cconomizing in their makeup. though each human being acts in a wholly integrated manner
An analytical world in which no entrepr ip at all is per- which we may analyze into two W-

mitted to exist (either in the form of a distinct market role sian_economizing on the one han the entreprenenr

ot prmny o) o e o ot with | onomek an he one b, and the cotepeaes pe
other primary roles) can explain nothing but the pattern of ”mmmﬁe
equilibrium; it completely lacks the power to explain how a ve economizer, the other a pure entr eur. (This is
prices, quantities, and qualities of inputs and outputs are sys- not greatly different, after all, from what we do when we dis-
tematically changed dln'ing the market process. But in order cuss, say, “consumer dccision"—although we know perfectly
to grapple with these latter problems it is not, it now turns well that many decisions to buy consumer goods are activated

out, necessary to complicate the analysis of the decisions of b . ’
. . . " ) y motives most accurately described as those of the producer
al ket participants by altering th passive, Rob- or investor. And the same is true when we analyze the rug pur- -

binsian ec?ngmuers and .pncg-t.akers into a?tlve, Misesian "‘en- chased for a busi ’s office into one component viewed
treprencurial .a’ctors. 1 is possible to continue the analysis of as an input invested in the business, and another component
consumer decisions, and of resource-owner . . - R

25 this 5 : ds in a strictly equilibrium cont ext; tl viewed as a consumer product. )
participants in the market can continue to be envisaged as
Passively reacting no longer to actual uilibri

but to the prices they believe, probably crroneously, to be the
equilibrium prices. Errors in the information these Robbinsian
market participants believe to be relevant will then vield o or-
" tunities for profitable activity on the part of the pure cutrepre-

;
;
3
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THE PRODUCER AS ENTREPRENEUR
This discussion of entrepreneurship, and this explanation of the
role of the pure entrepreneur in the analysis of the market
process, helpsgclarify the nature of the “producer’s” role and
the extent to wilich his role overlaps that of the entrepreneur.

neurs, The activity of these o po— To thﬁ extent that the producer himself contributes a necessary

g N e o -~ > resource (let us say his ability to organize a smoothly working

hwzl::hl;:w 8ngggggg__x_ggut and output quantities and quali: production team out of an array of uncoordinated factors of
hange.

producti_on ), he is clearly just another resource owner. And

9. Cf. Schumpeter’s example of the “distinction between a workman
and 8 landowner, who may also happen to form a composite

economic
pensonality calied a farmer.” J. A. Schumpeter, Business Cycles (New
York: McGraw-Hill, 1964), p. 77

a8,

Nor need we view this simplification of price theory, whereby

8. See, however, below pp- 147-49, for further discussion of how one
must envisage the market moadel in which all but the pure entreprencurs
are purely Robbinsian economizers.
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even when we consider the producer as contributing the re-
sources required to su carry through the ' market
transactions needed to assembie the (other) inputs for the

productive process and to get the product sold to consumers,

itisstillpom'bletoviewhimsimplyasatmmceowner.Ina
world in equilibrium he would still be present, contributing
his bit week after week toward translating resources in ‘the
hands of resource owners into products in the market baskets
of the consumers. ,
But once we see the producer as buying resources and sell-
ing products it is difficult to avoid recognizing that one of the
most crucial junctures in the entire market where pure entre-
prencurship is likely to be called for i precisely this point of
contact between the resource market and the product market.

In other words, many of the unnoticed opportunities for more
eﬂicientaseofmourcg are likely to be in the form of im.
perfect coordination between the transactions in the resource
markets and those in product markets. Owners of resources
may be selling their resources to industries or producers who
are making products less urgently needed by consumers than
are other products that could be made with these resources.
Buyers may be purchasing products produced with resources
more costly than others capable of yielding these same prod-
ucts.Thisabsenceofeoordinationwil]miudfinRg'ee
differences — differences between the sum of prices on the
Tesource markets of a bundle of factors able to produce a

product and the price of that output on the product, market.
The profit opportunities esented by such price differences

open up a dimension for purely entreprencurial activity
which requires the entrepreneur to contribute no Tcsources
whatsoever. This activity will consist exclusively in buying re-
Sources and selling products. (By temporarily assuming that
Production is instantanecous, we avoid for the moment the

need to endow the entrepreneur with finance capital.) It is
here that the temptation to identify the “producer” with the
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“entrepreneur” becomes very strong indeed. And from a
strictly formal point of view there need be no objection to
this. We may indeed view the producer as an entrepreneur.
Butwemustuotforgettbatifwewisvhtb.viewhimasapure
entrepreneur, we must free our notion of the producer from
the responsibility of contributing any resources whatsoever
to the productive process. If our producer is to be a pure en-
treprencur we must view him as hiring all the talent needed
to_ ize factors o uction into a i

team and as buying all the resourc effectiv

complete the ions_which his entreprencurshi -
gests he enter into.

What all this means is that if we wish to apply price theory
to the world of production, the producer’s decisions are most
eusilyhand_ledbyviewinghimintwodistinctroles: that of

purc entrepreneur and that of a resource owner. As resource

owner we view the producer as contributing his own mana-
getialorathersetvicestothcenterpﬁse,andweinsist,as
economists, on recognizing the implicit cost to the enter-
prise of these services.® But to the extent that we view the
producer as a resource owner, we need not endow him with
any entrepreneurial element in his makeup. We can see him
“maximizing” the return from _his resources on exclusively

ice-taking lines. Moreover, a large part of what is usually
discussed under the heading “theory of production” can be
understood without reference to any entreprencurship what-
soever.

e choice of the o 1nput mix is comprehensi-

~ ble on strictly Robbinsian lines — and this is so because when

we contemplate the producer as a user of inputs we are view-
ing him as beginning with inputs which he must use most
effectively in the light of the technological courses of action
available. _
But when we view the producer in his other role, as a pure

10. See H. T. Koplin, “The Profit Maximization Assumption,” Oxford
Economic Papers 15 (July 1963): 130-39.
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entrepreneur, we are seeing him from an entirely different
perspective, which sees him commencing his decision-making

with no resources whatever to contribute to the process of

production. We are, in this respect, viewing him before he
has a uiredtheinutsfromwhichpmruc%saretobeob-
tained. His decisions as pure entreprencur display no trace at
all of Robbinsian economizing; there is nothing at all to be
allocated. As pure entrepreneur he is seen displaying nothing
but alertness to the existence of price differences between
inputs and outputs. ’

It is important to realize that the typical theory of profit-
maximizing enterprise in price theory, especially as cast in
the usual diagrams, tends to completely mask this purely en-
treprencurial function of the producer. The analysis of profit-
maximization usually operates with known revenue and cost
functions; in fact, these ctions are shown to us very ex-
plicitly as curyes in the diagram. Once we have assumed these
functions to be already known, the rest is “merely” a matter
of calculation; the optimum decision is already implied in
the revenue and cost data. By assuming that all the revenue
and cost information is already in the possession of the pro-
ducer we have, so to speak, already placed the maximum
profit obtainable in his grasp. N er_how complicated

Yo _matter how complicates
the procedure of determining the profit-maximizing output-
price_combination may seem to undergraduates, the so;ution
is already embedded in the data; its disco involves noth-
ing we may not demand from a passi Rm" ian maxi-

mizer. In the typical theory, no element of entrepréneuxship
is visible at all.

11. On this see chap. 2, n. 4 and n. 7. Views very similar in many re-
spectstothosesutedherehavebecnexpreuedbyﬂ.ldbeuﬁninn
series of papers. Especially in his “Allocation Efficiency vs. ‘X-Effciency,’ ”
American Economic Review 56 (June 1966): 392-415, and
neurship and Development,” American Economic Review 58 (May 1968):
72—83,Leibenstduemphaﬁmtheﬁmihﬁomufortbodoxpﬁeetheotyin
treating only allocative efficiency — in its theory of the finn assuming the
production function to be “cleatly defined, fully specified, and completely

16

Entrepreneurial Profits

When we wish to focus our attention on the producer as
entreprenewr, we must not inquire into how the least-cost in-
put combination, or even the profit-maximizing output-quan-
tity-price combination, is to be determined from given revenue
and cost data. We must inquire into what revenue func-
tions and what cost functions (reflecting not merely techno-
logical efficiéncy b, most important, relevant output and in-
put price judgments) the entrepreneur-producer will believe
to be relevant for him in general. Entreprencurship does not
consist of grasping a free ten-dollar bill which one has already
discovered to be resting in one’s hand; it consists in realizing
that it is in one’s hand and that it is available for the grasping.

ENTREPRENEURIAL PROFITS
An importaut point which has emerged from the preceding
discussion is that ownership and entrepreneurship are to be
viewed as completely separate functions. Once we have adopted
the convention of concentrating all elements of entrepreneur-
ship into the hands of pure entrepreneurs, we have automati-
cally excluded the asset owner from an entrepreneurial role.
Purely entrepreneurial decisions are by definition reserved for
decision-makers who own nothing at all. To the extent that an
individual is being viewed as an asset owner, his decisions must
be analyzed, if the above convention is to be adhered to with
consistency, in purely Robbinsian terms. (And to the exteht
that we wish to consider him in his entrepreneurial role, an
individual who does own assets must, as we saw in the case of
the producer, be viewed as “purchasing” the services of these
known,” and assuming “that the complete set of inputs are specified and

kmown to all actual or potential firms in the industry.” For y
scope for entreprenenrship arises, in large measure, from the unrealism

of these assumptions. Among the differences separating Leibenstein’s

approach from my own is, perhaps most important, the following: For
Leibenstein entreprencurship and the “s-inefliciency” which provides
scope for entrepreneurship are important neglected aspects of the market.
For m;,n entmprenf:rmhip and the rs;lll;’perfc:ctiou of knowledge which pro-
vides scope entrepreneurship are the essential elements in the
market process in general. See further below, p. 223. ~
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way not be available at the time when the low buying price
must be paid. it opportunity requires the investment
e LIS St correct to insist that the entrepreneur
dua_entreprencur requires no investment of any kind. If the
surplus (representing the difference between selling price
and buying price) is sufficient to enable the entrepreneur to
offer an interest payment attractive enough to persuade some-
one to advance the necessary funds, it is still true that the
entrepreneur has discovered a way of obtaining pure profit,
without the need to invest anything at all. The mpitqli;g
role, nceded to make entreprencurial profit possible in this
Gase of time-consuming production, is filled by resource own-
ers who find the fnterest payment sufficiently attractive s0
they are willing to sell resources under an agreement ‘which
promises them revenue only at some later date. (Tn a mone.
tary economy the capitalist role need not be filled by resource
owners willing to wait for their payment until production has
been completed. The capitalist role may be fulfilled by “lend-
ing” money capital — with which the wages of currently em-
ployed resources may be paid — but the underlying economics
of the case still involves the “sale” of current assets in ex-
change for the promise of revenue in the future.) And of
course an entrepreneur may happen to own resources (or
money) himself and find it worthwhile to finance his own
entreprencurial ventures. In other words, the same individual
may be both entrepreneur and capitalist, just as the same
ividual ‘may be both en repreneur and resource owner.
(As we have seen, the capitalist role may be considered, in
an important sense, as a special kind of resource-ownership
role.) The important point is that analytically the purely en-
treprencurial role does not overlap that of the capitalist, even
though, in a world in which almost all production processes
are more or less time-consuming, entrepreneurial profit oppor-
tunities typically require capital. The distinction between
pure entrepreneurial profits and pure interest s now well es-
49
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tablished in economic theory; here I have merely sought to
show how the distinction emerges with exceptional clarity
within the framework of the system developed in this chapter.

Although I have emphasized that pure entreprencurial
profits are captured by entrepreneurs, never by owners, an
explanatory observation may be necessary to avoid my being
misunderstood. Suppose an entrepreneur buys something at
one date (let us say, a resource service) in order to sell it (or
its resulting product) at a higher price at some later date.
Now at the time of sale, that is, at the later date, the transac-
tion may look like nothing but a sale of something owned. If
the profits won by this entrepreneurial venture are calculated
(by subtracting the price paid at the earlier date from the
present selling price), it might appear that these profits have
been won by an owner who has made a profitable sale. But, I
must insist, this is not the case. To the extent that we wish to
view the entire venture as an entrepreneunal one, we must
focus cus attention on the entrepreneurial decision responsuble for
the venture “This decmon _was made before the original act of
purchase, in fact it was a decxsnon to buy in order to sell sub-
sequen tly. ‘When we ask ourselves what the outcome of that
decision has been, we may indeed answer that at the conclu-
sion of the entire venture it has become evident that the
original entrepreneurial decision was profitable. The surglus
of selling price over buying price is indeed pure proﬁt if it is
related back to the ongmal entrepreneunal decision. This sur-
plus, however, is not to be viewed as entrepxeneunal profit if
we confine our attention solely to the later decision, the de-
cision to sell at the later date. At the time of the sale, the
owner-entrepreneur is free to abandon the originally formu-
lated entrepreneurial plan, which calléd for selling at the pres-
ent time. His final decision to sell, therefore, is made quite
independently of the original plan to sell; this later decision
is then the decision made by an owner. If we inquire concern-
ing this decision, then (as long as we follow the convention of
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classifying decisions as either purely entrepreneurial or purely
Robbinsian) we are not able to relate it to entrepreneurial
profit at all. This is simply an owner’s decision to sell at the

-market price. Only when we relate the entire sequence of

buying and selling transactions back to the original entrepre-
neurial plan can we talk of profit.

It thus turns out that the final sale in this venture has yielded
entrepreneurial profit, if we are referring it back to the orig-
inal entrepreneurial decision, and yet this gain is being pock-
eted by an owner. Clearly, then, in insisting on the insight
that entrepreneurial profit is never captured by owners, we
are at the same time insisting that where the receipt of a
given amount of money is described as a winning of pure
profits this does not mean that this same receipt cannot at
the same time be viewed equally correctly as something other
than profits. In other words, the correct theoretical character-
ization of a particular receipt depends on the character of the
decision responsible for that receipt. And where, as is fre-
quently the case, a particular receipt is the consequence of
more than one decision, each of which was required before
the receipt could materialize, then the economic character of
the receipt itself depends, for the purpose of any given discus-
sion, upon which of the contributing decisions it happens to
be referred to in that discussion. Thus in our example the
surplus yielded by the final sale over the original purchase
price can be seen as the successful outcome of the original
entrepreneurial - decision; as such it is pure profit. On the
other hand, all the revenue received by this final sale has re-
sulted from the final decision to sell (and this final decision,
although planned at the time of the original decision to buy,
was not at all assured until actually made ); as such this reve-
nue is simply the proceeds of the sale of an asset, and no
part of it is viewed as pure profit. At all times entrepreneurial
profits are to be identified only when related to a purely entre-
preneurial decision. Thus the fact that this very receipt is being
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pocketed by an owner and can indeed even be viewed, taking a
different perspective, as the consequence of an owner’s deci-
sion does not at all weaken our insistence that what is being
seen as entrepreneurial profit can never be referred back to
the exercise of any ownership role. All this will be of help to

us when we turn to examine the nature of the firm and its

relationship to the entrepreneur.

ENTREPRENEURSHIP, OWNERSHIP, AND THE FIRM

The “firm” has become a standard term in both pure and
applied price theory. A significant portion of price theory, in
fact, is often presented under the title “theory of the firm.”
The position usually taken is that one of the important loci
of decision-making in the market economy is within “the
firm,” and that an important part of microeconomic theory
should be devoted to investigating exactly who, within “the
firm,” makes its decisions and what considerations are taken
into account in making these decisions. It is from this point of
view that such problems are discussed as the effect of the
“separation of ownership from control” upon the decisions
of the corporate firm.

However, the truth is that in analysis the firm ought to be
recognized as a complex entity. As Papandreou has pointed
out, the firm emerges only when “the owners of productive
services sell them to an entrepreueur 712 The firm, then, is
not at all the same thing as the pure entreprencus. It is that
which results after the entrepreneur has completed some en-
treprencurial decision-making, specifically the purchase of cer-
tain resources. Once the entrepreneur has acquired some of
the resources necessary to produce some commodity he is, so
to speak, in business. He is committed (to a degree that de-
pends on the specificity and mobility of the resources already

12. A. G. Papandreou, “Some Basic Problems in_the Theory of the

Fimm,” in A Survey of Contemporary Economics, ed. B. F. Haley (Home-
wood, IlL.: Richard Irwm, 1952), 2:183.
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acquired) to a particular branch of industry, and he is able
now, by acquiring the necessary additional resources, to take
advantage of his earlier acquisitions. The particular entrepre-
neur is no longer only a pure entreprencur; he has become,
as a result of earlier entrepreneurial decisions, an owner of
resources.

Thus when, in conventional price theory, statements are
made concerning the profit-maximizing decisions of the firm,
we must not lose sight of the complexity of the situation. In .
an important sense the notion of entrepreneurial profit may
simply not be relevant here. Even if we mean, when we say
that the firm secks to maximize its profits, that the entrepre:
neur running the firm seeks to maximize his profits, we must
realize that to the extent that the entrepreneur is the owner
of the firm (and thus no longer visible as a “pure” entrepre-
neur at all), what he is seeking to maximize may really be not
entreprencurial profit but rather the quasi-rents to be derived
from the ownership of the already-acquired resources. It is true
that, when we relate the profits of the firm to the earlier en-
trepreneurial decisions to purchase the initial resources
needed to get the firm started, we must recognize that, to the
extent that the flow of current quasi-rents (appropriately dis-
counted and summed to the date of the original purchases)
exceeds the purchase costs, true entrepreneurial profits are
present. And, morcover, in his continuing operation of the
business the entreprencurowner may exploit opportunities
for deploying the firm’s resources in exceptionally profitable
ventures. (In such cases the entrepreneur who happens to
own the firm has, in his- entrepreneurial alertness, discovered
ways of deploying the fifltv's resources 5o as to yield a pure
surplus in revenue over the market value of all required re-
sources — including the market value for the quasi-rents de-
rived from the already-acquired réSources of the firm. Thus we
view him as a pure entrepreneur “purchasing” the firm’s ini-
tial resources [at their low market value] and turning them to
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profitable account in ventures which other firms have not
realized are attractive.) These latter profits, it must be em-
phasized, do not accrue to the entrepreneur in his capacity
as owner of the firm. He could make the same profits by
hiring (at the low market value) the complex of resources
making up someone else’s firm and then proceeding to deploy
these resources in the new lucrative ventures he has dis-
covered (hiring whatever additional current inputs might be
needed ).1s '
We have already noticed * that the conventional theory of

the firm tends to mask the purely entrepreneurial element in

the decision-making of producers. Ygt the fact that the firm
is assumed to make decisions which maximize “profits” tends
to_promote the misunderstanding that it is indecd cn re-
neurship that is at the core of the theory of the firm. On the
other hand, it has become the fashion to identify the urge to
maximize profits not with entrepreneurshi but with owner-
- shipl!s In fact, probably the most serious criticism leveled
at price theory in general by its detractors depends on the
charge that the institutional realities of the modemn corporate
firm render the profit-maximization assumption irrelevant,
because ownership (to which is alone attributed the incentive
13. On these points cf. R. Triffin, Monopolistic Competition and Gen-
eral Equilibrium Theory (Cambridge: Harvard University Press, 1940),
pp- 172-77, 181-84.

14. Above, p. 46.
15. For a recent example of this sec A. A. Alchian, “

ment and Property Rights,” in Economic Policy and the Regulation of-

Corporate Securities, ed. H. G. Manne (Washington, D.C.: American
Enterprise Institute, 1969), pp. 342-43. The discussions in this and the
preceding sections will have made clear the only sense in which it may

that exceeds his original purchase outlay, he has captured profits. It is
indcedhisowneuhipofthcseassetsthateuableshimnowtomurethe‘e
excess receipts. However, we have seen, these receipts become visible a5 en-
trepreneurial profits only when traced back to the decision — made before
ownership was established — to purchase the assets.
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Ownership, Entrepreneurship, and the Corporate Firm

to maximize profits) is in actuality separated from entrepre-
neurship (thought of loosely as the focus of control governing
the firm’s profit-winning operations). All this reflects confu-
sions which we are now in a position to dispel.

OWNERSHIP, ENTREPRENEURSHIP, AND THE CORPORATE FIRM
In the large literature appraising the relevance of orthodox
price theory in light of the contemporary dominance of the
corporate firm, surprisingly little serious effort has been made
to “locate” the corporate firm in terms of the fundamental
categories of the theory. This discussion of entrepreneurship
and its relation to ownership in the firm may prove helpful.
Stripped to essentials, the corporation is nominally owned by
its stockholders, who hire managers to run the business. Let
us attempt to ignore the legal facade and identify (g) the

capitalists and (b)_the eurs as economic categories.
A 0 who are clearly capitalists, it
is well recognized that stockholders too are italists. With-

out prejudging at this point the question whether stockhold-
ers are to be considered entrepreneurs, it is clear that when
a stockholder buys a newly issued share of stock he is pro-
viding capital to the enterprise. (If we wish to consider him
as an entrepreneur as well, we will have to consider him as
borrowing capital from himself.) The fact that the stock-
holder is a part owner of the fimm not affect what has

poﬁ of one who has bor-
rowed capital from himself in order to buy resources; he
owns the resources but is nonetheless also a capitalist, since
he has “lent” the capital invested. :

When a stockholder ‘receives “profits,” he is sometimes de-
scribed as an “owner” receiving “his” entreprencurial profits.
But of cowrse ownership has nothing to do with entrepre-
neurial profits. Insofar as the stockholder is viewed g5 a_capi-
talist, what he receives is implicit interest; insofar as he is
being viewed as an owner, what he receives is quasi-rent. If
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the stockholder is an entrepreneur, then any entrepreneurial
profits that may be discovered can be ascribed neither to his
role as capitalist nor to his role as owner.

Something of this was perceived, not in entirely satisfac-
tory fashion, by R. A. Gordon in a paper published in 1936.1°
After reviewing various theories of entreprencurial profit,
Gordon rejects them because they identify entrepreneurial
profits with ownership income. Consideration of divorced
control in the corporation, Gordon argues, shows that own-
ership need not coincide with entrepreneurship. He identifies

entrepreneurship as_the “guiding, intggratingLand initiating .

force” — in_a_word, “control” — for production. Since in
Gordon’s view control over the corporation is exercised by
managers, not by stockholders, it is the former who are en-
trepreneurs, not the latter. Entrepreneurial profit must there-
fore be defined and explained in such a way that none of it
can be won by the stockholders. Any residual, noncontractual
receipts by stockholders may be explained in any way one
pleases — reward for risk-bearing, a result of friction, or what-
ever — but must not be identified as entreprencurial income.

The discussion in this chapter supports Gordon in his con-
clusion that entrepreneurial profit not be viewed as going to
owners qua owners. But for us this follows simply from the
definitions of the relevant analytical categories; in no way do
we rely for this conclusion on his hardly satisfactory defini-
tion of entrepreneurship .as “control,”!” or on the equally
dubious basis that stockholders are in no way to be consid-

16. R. A. Gordon, “Enterprise, Profits, and the Modemn Corporation,”
in Explorations in Economics (New York: McGraw-Hill, 1936), reprinted
in Fellner and Haley, eds, Readings in the Theory of Income Distribution
(New York: Blakiston, 1949), pp. 558 f. See also S. Peterson, “Corporate
Contro] and Capitalism,” Quarterly Journal of Economics 79 (February
1965):.3-24; and O. E. Williamson, “Corporate Control and the Theory
of the Firm,” and A. A. Alchian, “Corporate Management and Property
Rights,” both in Economic Policy and the Regulation of Corporate Se-
curities, ed. H. G. Manne (Washington, D.C.: American Enterprise In-

stitute, 1969).
17. However, see further below, pp. 83-84.
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ered entrepreneurs. (On the contrary, to the extent that stock-
holders promoted the corporation in the first place, at least a
part of their receipts from the corporation must unquestionably
be viewed as entrepreneurial profits, when referred back to their
original entrepreneurial decisions to start the firm.)

The truth is_that the temptation to define entrepreneur-
ship simply as control may be responsible for some of the
confusion surrounding the location of entrepreneurship _in
the_corporate firm. The position taken is that the ongoing
activities of the corporate firm are clearly under the control
of some group of persons. Since casual empiricism (based on
such “evidence” as stockholders’ attendance at corporate
meetings and the like) suggests that it is the managers rather
than the stockholders who are “in contro ,” entrepreneur-
ship is ascribed to the managers. For us, mere control is by
no_means_sufficient_to establish entrepreneurship: Robbin-
sian economizers, after all, may be “in_control” of their rele-
vant_spheres of decision-making. Nor, in identifying the
“long-run” entrepreneurship which initiated a firm, is current
control even a necessary condition for entrepreneurship. For
us the crucial question concerns whose vision and aleriness to
hitherto unnoticed opportunities is responsible for the effec-
tive decisions of the corporate firm. Clearly it is impossible
to give an a priori answer to this question, but careful thought
can clarify the alternatives and point to some of their impli-
cations — which appear to have frequently been overlooked.
We will proceed by examining a simple hypothetical
example.

A HYPOTHETICAL EXAMPLE
Let us imagine an economy in which the high price of meat
makes hunting appear likely, in A’s judgment, to be w
enterprise (for which only a gun and the services of a hunter
are required ). Let us suppose that A thereupon decides to go
into the hunting business and purchases or rents a gun (at
the going market price). Clearly this purchase is an entrepre-
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neurial one. And if a week’s “profit” — that is, the week’s.

hunting revenue minus the wages of the hunter — exceeds
the rental cost of the gun, then this excess is of course pure
entrepreneurial profit attributed to the purchase of the gun.
Once others realize the profitability of hunting, other hunt-
ing “firms” will spring up, raising the cost of guns and lower-
ing the market value of meat until this kind of pure entre-
preneurial profit disappears for prospective new firms. The
weekly rental cost of a gun, together with the weekly wage
of the hunter, will exhaust the total weekly hunting revenue.
An important case is that where A has not only been ahead
of the other businessmen in setti g up his hunting firm, but
is also more alert ip his ability snse where the bes
tunities for hunting exists, so that he sends his hunter on ex-
peditions which yield greater hunting revenue per week (than
the expeditions sent out by other firms with hunters of equal
skill). Then A will be winning entrepreneurial profits ako, in
that the weekly rental cost of his gun and the weekly wage of
the hunter do not exhaust the total weekly hunting revenue.
But for our purposes it will be most useful to consider yet
‘another case. Suppose that A is not a more alert entrepre-
neur than other firms are, in sensing better opportunities for
hunting expeditions. But let us instead suppose that he has
hired a hunter, B, and that although in the actual labor of
hunting for which he is hired B is no better than the other
hunters, he happens at the same time to be exceptionally
alert to. possibilities for unusually valuable huating e i
tions. To B, the labor he expends on the more valuable ex-
pedition is no greater than that required for an average expe-
dition; so his employer A may find that he still ends up with
a surplus after deducting (from gross weekly hunting reve-
nue) the weekly rental of the gun and the regular hunter
wage which B is receiving. This surplus we will presumably
describe as entreprencurial profit, ascribed to A’s perception
(or good luck) in hiring B rather than other hunters. In fact,
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it seems almost natural to view the ability to bunt as insepara-
ble from alertness to the relative merits of alternative hunt-
ing possibilities — to describe B simply as a superior hunter
and to predict that the market price for B's services will, as
a result of employer competition, gradually be driven up until
A’s surplus disappears. But let us persist for the moment with
the notion that we can divide B’s abilities into two distinct
parts: the ability to use a gun where he is told to shoot (in
which ability he is not superior to other hunters); and the
ability to sense unsuspectedly good places to shoot in (in
which he is superior to others). Then we must ask exactly
what it is that B is being hired to do, at regular hunter’s
wages. If B is only being hired to shoot where he is told to,
then of course B will not have the opportunity to exercise his
second ability at all, his employer will reap no profits, and
his wages will not rise. If B is told to shoot wherever he
chooses, but is not charged with the responsibility to dis-
cover the best place for shooting, it will be only by chance
that B will produce more hunting revenue than others. If B
is hired to shoot wherever he thinks it best to shoot, then, we
are tempted to say, B is being hired to exercise both abilities,
while as a result of general market unawareness of his second

: specialabilityhiswageisnomorethanthatpaidtoother

hunters having only the first ability. Thus it once again seems
that we ought to expect competition among employers inter-
ested in using both of B's abilities to tend to force up his to-
tal wages. But before we ungritically accept this, let us pause
to analyze the case we have in hand. :

The heart of the matter concemns the ee to which it
is ible to describe an emplo , A, as hiring B’s ability to
be_alert to hitherto iced rtunities for unusually
successful hunting expeditions. Suppose for the moment we
accept such a description as valid. This would mean that in
return for a fixed wa B has committed himself to bend his

exceptional abilities (in respect of alertness) to A’s ends. If
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B faithfully fulfills his side of the arrangement, we could quite
accurately describe A, too, as possessing superior alertness
toward exceptional hunting possibisities (since after all it was
A who had the alertness to secure B’s alertness, for his [A’s]
own ends). We can indeed expect A’s competition to gradu-
ally follow A and eventually force up B’s wages, wiping out
A’s profit. At the same time we are compelled to ask why,
assuming that he knows himself to be superior (in alertness
to exceptional hunting possibilities) B does not set up his
own hunting firm and reap the. entrepreneurial profits for
himself. The answer to this question must, on our assumptions,
be that whatever alertness B possess, it is for one reason or
another not entrepreneurial alertness; that is, B’s awareness
of superior opportunities is sufficient for him to sell his ser-
vices for a wage, but is not sufficiently convincing to himself
to inspire him to go after the profits he suspects he perceives.
If this answer is correct, then our conclusion must be that
only A has shown so far that he possesses the superior alert-
ness toward exceptional hunting possibilities that makes the
entrepreneur. A is the only entrepreneur in his finm; B exer-
cises abilities of different kinds, he is a better hunter by virtue of
these abilities, but he is not an entrepreneur.

But what if B does not faithfully fulfill his side of the ar-
rangement? What if B discovers scope for somehow exploit-
ing his superior alertness toward hunting possibilities for his
personal enrichment? What if B’s ethics (or lack of ethics)
lead him to enrich_himself, instead of his employer, to rea
prestige for himself, to command comforts for himself (both
at home and while at work), instead of adding to the profits
of his employer? And what if the circumstances of the situa-
tion make A powerless to force B to fulfill the arrangement
faithfully (or perhaps even to detect that he is not so fulfill-
ing it)? Here A reaps no entrepreneurial profits from B's su-
perior abilities; he has not been able to get B to bend these
abilities to his (A’s) own ends. A has certainly not displayed
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entreprencurship in this regard: he has discovered no way
of putting his gun to work that is superior to the methods
used by other firms. A has not succeeded in hiring B’s ability
to_be alert. And of course we have no reason in this case to
ask why B does not set up his own firm and so reap the entre-
preneurial profits of his own alertness for himself. He is reap-
ing these profits for himself, through using A’s gun in the
best possible way (as reflected in consumer willingness to
pay greater revenues), right where he is. M
doing so, then B is indeed acting entrepreneurially in his pres-
ent position. Whether his actions in this regard are unethi-
cal in light of his employment agrerment with A may be an
important question. But if B’s conscience does not disturb
him, and if A is powerless to interfere, then the situation is
as we have described it. A, who acted entreprencurially in
originally securing the gun, is now simply putting the gun to
work in the best way known to him (which is to hire a stan-
dard hunter at standard wages); his present day-to-day deci-
sions (to continue hiring B), yield no entreprencurial profit.
B, who knows how to put a gun to work in exceptionally val-
uable ways (ways unknown to A and to other hunting firms),
finds that in order to reap the entrepreneurial profits which
he perceives to be there for the grasping it is not necessary
for him to rent a gun and start his own firm. He can_captuze
these profits by hiring himself out as a hunter at standard
, then turning in to his em a_standard week’s
hunting revenue and pocketing the additional revenue which
he alone is able to secure with a gun. _
Entrepreneurial competition would apply, of course, re-
gardless of how B went after profits. Others would learn of
the opportunities that B knows about first, and the market
prices of guns or meat or both would move to eliminate en-
trepreneurial profit. What our example has shown is that
where B possesses exceptional alertness we may have ecither
(but not both) of two situations. Either A has succeeded in
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hiring this alertness of B — in which case A is the only en-
trepreneur in the picture and B’s alertness is not enmtrepre-
neurial at all — or A does not succeed in hiring this alertness
of B, and B himself captures the opportunities he perceives —
in which case B’s alertness is indeed entreprencurial, and A is
not an entrepreneur at all in respect to B’s alertness. In all
cases profits go to the entrepreneur. If A gets the profits
he is acting as an entreprencur, not as a mere OWRCt. 1f B gets
the profits he is a as an ¢ for_himself, not as
a_mere hired factor.

This example has also shown that the exercise of pure entre-
preneurship need not involve the purchase of all the factors
of production. The entrepreneur (B) may acquire one fac-
tor of production (say, labor), sell it to another entrepreneur
(A) who has acquired a second factor of production (say, a
gun), and thus be in a position to reap the profits he per-
ceives are available (by utilizing the complex of inputs in

ways others have not noticed). If guns are not monopolized

by A’s firm, B’s profits will eventually be eroded through com-
petition. (Even if A’s firm monopolizes guns, B’s profits will still
be lessened as other entrepreneurs acquire labor and compete
for B’s job with A’s firm. As I will show in the following chap-
ter, pure entreprencurship is by definition never monopolized.)
Let us now apply what our example has taught us to the cor-
porate firm.

THE CORPORATE FIRM ONCE AGAIN

The example has shown ys that if the institutional cnviron-
ment_of the corporate firm is such that managers, in con-
trolling the firm’s operations, are able to reap private benefit
for themsclves, we may indeed ascribe cntrepreneurship to
them — not in the sense of “control” but in the sense of put-
ing resources to use in superior (and “profitable”) oppor-
tunities as yet unnoticed by others. Nothing i the cxample
suggests that this need represent any serious departure from
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the scheme of the private-enterprise economy envisaged in
orthodox price theory.

The casual observer may not be able to easily identify the
elements within the complex corporate firm which corre-
spond to the simple categories used in price theory, with its
simple vision of the profitmaximizing enterprise. But we
have seen that no matter how complicated the corporate firm
may be, no matter how complex the “political,” “organiza-
tional,” or “sociological” aspects of the stockholder-manage-
ment relationship, the presence of entrepreneurship at sev-
eral possible levels and of the consequent winning of profits
by alert decision-makers can be discerned without difficulty.
Nothing in all this suggests that in a market-economy char-
acterized by corporate firms decisions on utilizing resources
will be actuated by any motives other than to put them to work
inﬂwmocthwrativemknowntothelekvmtdecidon—
makers.)® To be sure, if we focus attention on the corporate
firm as a single integrated economic unit we will not neces-
sarily find that the decisions made within the firms are such

as to maximize stockholder “profits,” but this should be no -

cause for concern. In our hypothetical hunting example we
saw that in order for B to use A’s gun to provide the most
and the best meat for consumers, it was not at all neces-
sary that the decisions made by B be calculated to maximize
A’s profits. And it must of course be conceded that to the
extent that management is able to enrich i ply.i

pecuniary ways, it will no longer be true that the maximiza-
tion of money profit assumption can be used uncritically.’®

But the general proposition _that the profit motive governs in-

18. See H. G. Manne, Insider Trading and the Stock Market (New
York: Free Press, 1966), for a pioneering demonstration of the insight
t!:::tﬁ “insider profits” won by corporate executives are pure entrepreneurial
profts.

19. For one thoughtful approach to the problem of incorporating non-
pecuniary emoluments into the usual profit maximization hypothesis, sec
H. T. Koplin, “The Profit Maximization Assumption,” Oxford Economic
Papers 15 (July 1963): 130--39.
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dividual decision-maki in the market econom and -

pecially the welfare implications of this pro ition, can be
entirely valid for an cconomy in which stockholder owner-
ship and managerial control are entirely divorced from one
another.2¢ ' ;

The objection may perhaps be raised that the ability of a
corporate manager to feather his own nest in the course of
operating the firm may not at all be the expression of his
exceptional entrepreneurial alertness in putting the firms’ re-
sources to work in ways valuable to consumers. Perhaps his
ability to feather his nest is simply his skill in robbing the
stockholders while performing at no better than standard
managerial performance levels. Perhaps B’s ability to en-
rich himself through the use of A’s gun does not stem from
his use of the gun in superior opportunities but from his
ability to withhold some of the revenue which average, run-
of-the-mill use of the gun might yield. If this were so, then
the gun (and the corporation resources) would indeed be

being used in ways not at all in accord with profit-maximizing

assumptions. .

Consideration of our hypothetical hunting example should
enlighten us on the score. If B’s propensity to pocket a part
of the firm’s revenues does not reflect any entrepreneurial
superiority in utilizing the firm’s gun, A may soon find that
his weekly revenue is not sufficient to cover B’s standard
wages and the standard ( implicit) weekly rental cost of the
gun. In any event, it will soon be apparent that B’s usefulness
to the firm is less than that of the hunter with similar wages
and without B’s disturbing propensities. We need have no
fear (ethics and police protection aside) that hunters with
B’s propensity to raid the till will persist long in their jobs.
But what, one may object, if the power which B, as incum-
bent hunter, possesses within A’s firm is such as to ensure
him permanent tenure? What if stockholders lack the effec-

20. On this see Triffin, meboli:ﬁg Competition, p. 186.
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tive power to fire management? Then indeed we are assum-
ing that competitive forces among huanters and among man-
agement personnel are for some unspecified reason impotent
to ensure profit-maximizing decision-making. The validity of
this assumption is of course a question of institutional fact,
not to be decided by a priori reasoning. (If valid, it implies

that mere incumbency confers a degree of monopoly upon

the incumbent manager.) And, again, if this assumption is
valid, then at least in the long-run people such as A will
know that in buying a gun and setting up a hunting firm
one of the prospective hazards is the likelihood that his
hunters will raid the till regulatly. If in light of this known
costofdoingbusinessbysetﬁngupaﬁthpcrsistsindoing
%0, we must conclude that in his entrepreneurial judgment
the cost is worthwhile.

Let us sum up. Our_major object has been to challenge
the usual conclusion that when co rate managers are able

to benefit themselves at the expense of the stockholders the
decisions beigg made violate the mﬁt—m’ izi assump-

tion _basic to price theory. We have seen, in fact, that mana-

gers are the true entreprencurs only to the extent that the
entreprencurial opportunities for personal benefit do in fact
exist, and that where such opportunities are embraced this is
fully in accord with the profit-maximizing rationale of the
market system. (And, on the other hand, if the opportunities
for personal managerial gain are not entreprencurial in char-
acter, then we have seen that either short-run or long-run
competitive forces, or both, can nevertheless be relied upon
to ensure the universal tenden _toward -disposi roduc-
tive resources in the most effective ways known to entrepre-
neurs. )

ENTREPRENEURSHIP AND KNOWLEDGE
Some remarks appear to be in order to clarify the relation-
ship between the notion of entreprencurial alertness devel-
oped in this chapter and the alternative idea that pure entre-
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preneurship represents superior command_over information.

There is a certain temptation to conceive of the eum“u

as_one who simply knows more accurately than others do
where resources can be purchased most cheaply, where prod-
ucts can be sold at the highest prices, what technological or
other innovations will prove most fruitful, which assets can
be expected to increase most in value, and so on. By exploit-
ing his superior knowledge the entrepreneur captures profits
for himself. In this interpretation, entrepreneurial profit (and
scope for entreprencurial decision-making in general) disap-
pears, in the general equilibrium market, because the perfect-
knowledge assumption associated with the state of general
equilibrium removes any possibilities for superior knowledge.

The difficulty with conceiving of entreprencurship in terms
of superior knowledge arises from the need to distinguish
sharply between entrepreneurship and factors of production.
The search for the elusive analytical category of entrepreneur-
ship stems from the insight that an explanation of the market
phenomenon of pure profits implies a role in the market
which cannot be reduced to just a special kind of productive
factor. Knowledge, or at least the services of men who E”,ﬁ?
knowledge, can, after all, be hired in the factor market, The
more highly skilled worker tends to command higher wages
in the labor market, and the better-informed individual tends
to command higher wages in the market for the services of
business decision-makers. IW_M::
that entrepreneurship represents something not to be treated

as a factor of production, it will not do to dehine it M i in
Qt kg !ﬂse.gl

terms ow
And yet we can hardly deny that opportunities for pure

21. Cf. F. Machlup, The Economics of Sellers’ Competition (Balti-
more, Md.: Johns Hopkins University Press, 1952), PP. 225-31, for a dis-
cnsdonofthedkﬁncﬁonbetwmmmpmmshipmdthmof
managerial responsibility. See also G. J. Stigler, “The Economics of In-
formation,” Journal of Political Economy 69 (June 1961): 213-25, for a
treatment of the nonentreprencnrial aspects of knowledge in the market.
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entrepreneurial profit are generated by the imperfection of
knowledge on the part of market participants; that these op-
portunities can be seized by anyone discovering their exis-
tence before others have done so; and that the ‘process of
winning these profits is at the same time a process of correct-
ing market ignorance. If all market participants were omnis-
cient, prices for products and prices for factors must at all
times be in complete mutual adjustment, leaving no profit
differential; no opportunity for the worthwhile deployment

~of resources, through any technology knowable or for the

satisfaction of any consumer desire conceivable, can be im-
agined to have been left unexploited. Only the introduction
of ignorance opens up the possibility of such unexploited
opportunities (and their associated opportunities for pure
profits), and the possibility that the first one to discover the
true state of affairs can capture the associated profits by in-
novating, changing, and creating.

But closely as the element of knowledge is tied to the possi-
bility of winning pure profits, the elusive notion of entre-
preneurship is, as we have seen, not encapsulated in the mere
possession of greater knowledge of market opportunities. The

of :dge which is crucially relevant to entiepre-
neurshig is not so much the substantive knowlfgge of market

_data as the “knowledge” of where to market

data. Once one imagines knowledge of market data to be
already possessed with absolute certainty, one has, as we
noticed earlier,” imagined away the opportunity for further
entrepreneurial (as distinct from “Robbinsian”) decision-
making. Conversely, we have also already seen that knowl-
edge of opportunities that is possessed without the certainty
required to capture them requires a separate, additional level
of entrepreneurship capable of exploiting this possessed
knowledge — such unsure knowledge being then a hired fac-
tor of production, with the entrepreneurial role filled by

22. Sce chap. 2, n. 4.
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someone with the confidence that this hired knowledge is
indeed capable of securing profits.2s
That is why, in this book, I speak of the essentially entre-
reneurial element in human action in terms of alertness to
information, rather than of its possession. The entrepreneur is
the person who hires the services of factors of production.
Among these factors may be persons with superior knowledge
of market information, but the very fact that these hired
sessors of information have not th ited i
that, in perhaps the truest sense, their knowledge is

—‘—M__“——w
not by them but by the one who is hiring them. It is the latter
who “knows” whom to hire, who “knows” where to find those

with the market information needed to locate profit oppor-
tunities. Without himself possessing the facts known to those
he hires, the hiring entrepreneur does monetheless “know”

these facts, in the sense that his alertness — his propensity to -

know where to look for information — dominates the course
of events.

Ultimately, then, the kind of “knowledge” required for
entrepreneurship is “knowing where to look for knowledge”
rather than knowledge of substantive i ion.
The _word which captures closely this kind of “knowl-
edge” seems to be dlertness. It is true that “alertness,” too,
may be hired; but one who hires an employee alert to possi-
bilities of discovering knowledge has himself displayed alert-
ness of a still higher order. Entrepreneurial knowledge may

~be_described as the “highest order of knowledge,” the ulti-
mate knowledge needed to harness available information al-
ready possessed (or capable of being discovered). A com-
parable relationship can be noticed in connection with the
operation of hiring itself. A decision to hire a factor of pro-
duction is not necessarily an entrepreneurial decision; after
all, a personnel manager may be hired specifically for his tal-
ent in making wise hiring decisions. But where a factor of pro-

23. Ct. above, p. 60.
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duction is making the hiring decisions, it is implied that this
factor of production was itself hired by someone making a
hired decision, and so on. The_entrepreneurial decision to
hire is thus the ultimate hiring decision, responsible in the
last resort for all factors that are directly or indirectly hired
for his project.?* In exactly the same way the alertness of the
entrepreneur is the abstract, very general and rarefied kind of
knowledge which we must ultimately credit with discovering
and exploiting the opportunities specifically unearthed by
those whom he has been wise enough to hire, directly and in-
directly.

ENTREPRENEURSHIP AND THE EQUILIBRATING PROCESS
It was stated in the first chapter that our emphasis on the
market process, rather than on the more usvally emphasized
market equilibrium, stems from an awareness of the role of
entrepreneurship, which is largely ignored by contemporary
expositions of the theory of price. It is for this reason that I
have given priority to the notion of entrepreneurship. I am
now in a position to anticipate the discussions of later chap-
ters and indicate briefly how the entrepreneurial role as I
have developed it is in fact the crucial element in the market
process. :
A state of market disequilibrium is characterized by wide-
spread ignorance. Market participants are unaware of the
real opportunities for beneficial exchange which are available

to them in the market. The result of this state of ignorance

is that countless opportunities are passed up. For each prod-
uct, as well as for each resource, opportunities for mutually

beneficial exchange among potential buyers and sellers are
missed. The potential sellers are unaware that sufficiently

24. Cf. the following statements by F. H. Kuight in Risk, Uncertainty
and Profit (Boston: Houghton and Mifilin, 1921): “What we call ‘con-
trol’ consists ‘mainly of sclecting some one else to do the ‘controlling’ "
{p- 291); “The responsible decision is not the concrete ordering of policy,
but ordering an orderer as a ‘laborer’ to order it”’ (p. 297). Cf. ako Triffin,
Monopolistic Competition, p. 184 and n. 39.
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eager buyers are waiting, who might make it worth their while
to sell. Potential buyers are unaware that sufficiently eager
sellers are waiting, who might make it attractive for them to
buy. Resources are being used to produce products which
consumers value less urgently, because producers (and po-
tential producers) are not aware that these resources can pro-
duce more urgently needed products. Products are being pro-
duced with resources badly needed for other products because
producers are not aware that alternative, less critically needed
resources can be used to achieve the same results.
Thetaskgjgthmoﬁ&gm&istogovidcm ight
into the course of events set in motion by the state of market
disequilibrium. W concerns the nature of
the forces that bring about changes in the buying, selli
ducing, and consumin isi e the .
And it is here that the entrepreneurial notion is indispensable.
So long as we perceive all decision-makers as exclusively Rob-
binsian, each “mechanically” selecting the best course out of
the alternatives believed to be  available, our theory com-
pletely lacks a way of explaining how yesterday’s plans are re-
placed today by new plans. So long as our decision-makers
continue to believe that the alternative courses of action
~made available to them by the market are what they believed
them to be yesterday, we are powerless (without resorting to
exogenous changes in tastes or in resource availability) to
account for any plan made today being different from that
made yesterday. With the ends and means believed to be
given today exactly as they were believed to be given yester-
day, decision-makers will “automatically” arrive at the same
optimum positions yielded by the data yesterday. For any
price to change, or for any change in_method of p
orin the choice of product to occur, we must presume that
some decision-makers are no longer attempting to out
the plans they sought to carry out yesterday. There is nothing
in the picture of a market of purely Robbinsian decision-
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makers, even with the injection of liberal doses of ignorance
concerning the ends and means believed to be relevant, which
can explain how yesterday’s market experiences can account
for changes in plans that might generate alterations in prices,
in outputs, or in the use of inputs. ,

For this is it nec insight that men
learn from their experiences in the market. It is nec to
postulate that out of the mistakes which led market partici-
pants to choose less-than-optimal courses of action yesterday,
there can be expected to develop systematic changes in expec-
tations concemning ends and means that can generate corre-
sponding alterations in plans. Men entered the market yester-
day attempting to carry out plans based on their beliefs con-
cerning the ends worth pursuing and the means available. These
beliefs reflected tions, concerning the decisions other
men would be making. The prices a market participant ex-
pected to receive for the resources or the products he would
sell and the prices he expected to have to pay for the re-
sources or products he would buy all went to determine the
optimum course of market action for him. The discovery,

duri theqo A s mark i that the
market participants were not making these ex de-
cisions can be seen as generati es in the ond-

ing price expectations with which market participants enter
the market today.

For such a process of discovery of changing endsmeans
frameworks it is necessary to introduce something from out-
side the Robbinsian economizing terms of reference. For the
purposes of the economist it is not necessary to explore the
psychology of the leaming process, which is the result of
market experiences in which plans were found to be unwork-
able (or in which it hds been found that alternative, prefer-
able courses of action were in fact available ). But it is neces-

25. See F. A. Hayek, “Economics and Knowledge,” in his Individualiom
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sary to build formally into our theory the insight that such a

learning process can be relied upon. For this, the recognition

of the entrepreneurial element in individual action is com-
pletely adequate. As soon as we broaden our theoretical vi-
sion of the individual decision-maker from a “mechanical”
Robbinsian economizer to Mises’s homo _agens, with the uni-
versally human entrepreneurial elements of alertness in his
makeup, we can cope with the task of explaining the changes
which market forces systematica enerate.

~And the analytical device of concentrating all entrepreneur-
ship into the role of the hypothetical pure entrepreneurs en-
ables us to achieve the same kind of explanation. We may in
this way continue to envisage a market in which consumers
and resource owners are strictly Robbinsian economizers, ex-
clusively price-takers, and shift the entire burden of price
changes and changes in methods of production and of output

quality and quantity upon the pure entrepreneurs. As we have

seen eatlier, this becomes all the easier once we perceive the
near-inevitability of an entrepreneurial role’s being filled by
the producer.

All this leads me to express a certain dissatisfaction with
the role assigned to the entreprencur in the Schumpeterian
system. We will return a little later in this chapter to Schum-
peter’s vision of the entrepreneur, as well as the views of the
other leading writers on this topic. Here it is enough to ob-

serve that Schumpeter’s entrepreneur and the one develo

suringly recognized — as the same individual, But there 15 one
important respect — if only in emphasis — in which Schumpe-
ter’s treatment differs from my own. Schumpeter’s en -
neur acts to disturb an existing equilibrium situation. En-
treprencurial activity disrupts the continuing circular fiow.
The entrepreneur is pictured as initiating change and as gen-
M. Kianer, ‘Methodogion odieassiane oo Pal), 1949).p- 46
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erating new_opportunities. Although each burst of entrepre-
neurial innovation leads eventually to a new equilibrium sit-
uation, the entrepreneur is presented as a disequilibrating,
rather than an equili force. Economic development,
which Schumpeter of course makes utterly dependent upon
entrepreneurship, is “entirely foreign to what may be ob-
served in . . . the tendency towards equilibrium.” 26

By contrast my own treatment of the entreprencur empha-
sizes the equilibrating aspects of his role. I see the situation
upon which the entrepreneurial role impinges as one of in-
herent disequilibrium rather than of equilibrium —as one
churning with opportunities for desirable changes rather than
as one of placid evenness. Although for me, too, it is only
through the entrepreneur that changes can arise, 1 see these
changes as equilibrating changes. For me the changes the en-

trepreneur initiates are always toward the hypothetical state
of equilibrium; they are changes brought about in response
to the existing pattern of mistaken decisions, a pattern char-

“acterized by missed opportunities. The entrepreneur, in my

view, brings into mutual adjusiment those discordant ele-
ments which resulted from prior market ignorance.

My emphasis on this difference between Schumpeter’s dis-
cussion and my own underscores the crucial importance of
entrepreneurship for the masket process. A treatment such as
Schumpeter’s, which invokes entrepreneurship as an exoge-
nous force lifting the economy from one state of equilibrium
(to eventually attain another such state as a result of “imi-
tators” ), is likely to convey the impression that for the attain-
ment of equilibrium no entrepreneurial role is, in principle,
required at all. Such a treatment is, in other words, likely to

€ he utterly mi iew e of equilib-
rium can establish itself without any social device to deploy and

26. J. A. Schumpeter, The Theory of Economic Development (Cam-
bridge: Harvard University Press, 1934), p. 64.
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marshal the scattered pieces of information which are the w

source of such a state.?”

It is to stress my contrary view, that it is only entrepreneur-
ship which might (at least in theory, if exogenous changes
are barred) eventually lead to equilibrium, that I feel it neces-
sary to draw attention to entrepreneurship as a responding
agency. I view the cntreprencur not as a source of xnnovaﬁvg
xdeasexmlnlob » s_thg

ties rather than genernhng them When proﬁublc
caputal-usmg methods of production are technologically avail-
able, where the flow of savings is sufficient to provide the
necessary capital, entrepreneurship is required to ensure that
this innovation will in fact be introduced.?® Without entre-
prencurship, without alertuess to the new possibility, the long-
term benefits may remain untapped. It is highly desirable to
maintain a framework of analysis which shows the market
process at work in essentially the same way both for a simple
economy in which multiperiod plans are not made and for the
complex economy in which such plans, involving the use of
capital, are made. For this process it is u&etly essential to in-
voke entrepreneurship. That most contemporary treatments
of price theory fail to perceive this is perhaps the principal
cause for my dissatisfaction with them. Schumpeter’s unfortu-
nate emphasis upon the entrepreneur as pushing the economy
away from equilibrium helps promote the quite erroneous
belief that entrepreneurship is somehow unnecessary to un-
27. See F. A. Hayek, » American
E:%Em %&@g&;ﬁ; )ﬁ%ﬁﬁm Individual-
hnmclfmfuctfeﬂptcytotll):snumklzx’:for e charge that

ZBSeeMNRothbcrde,Ecomm and State (Princeton, N.J.
Van Nostraud, 1962), 2:493-94, ¢ ( » NI
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derstanding the way the market tends toward the equilibrium
position.®®

ENTREPRENEURSHIP IN THE LITERATURE
As was remarked earlier, one of our complaints concerning
contemporary theories of price arises from their virtual elimi-
nation of entrepreneurship. What is required, I have argued,

'is a reformulation of price theory to readmit the entrepre-

neurial role to its rightful position as crucial to the very
operation of the market. Despite my criticisms in this respect,
however, it is by no means my contention that the entrepre-
neurial role has not received careful attention in the litera-
ture. There exists, of course, a well-developed line of contribu-
tions to the theory of entrepreneurship and entreprencurial
profit. Moreover, these discussions have involved several of
the bestknown names in modern economic thought. And
from time to time articles still appear in the journals, dealing
with one or another aspect of the problem. My complaint is
not directed primarily at the shortcomings in this literature;
rather I regret that the entrepreneurial role is not i
as crucial to the market determination of the course of price
movements. It seems desirable at this point to refer very
briefly to the literature on entrepreneurial profit and to indi-
cate the matters on which my approach diverges from the
various strands of thought that are to be distinguished within
that literature.®

As a general preliminary remark, it is worth noting that the
primary concern of many of the contributors to this literature

29. For further discussion of the points mised in this section sce
LM Kumer, “Entreprencurship and the Market Approach to Develop-
glwt, TTwvabcﬂy(MenloPuk Calif.: lnshtuteforHumne

es,

. For general surveys of the literature see F. H. Knight, “Profit,” in
Encyclopcdia of the Social Sciences (New York: Macmillan, 1934), re
printed in W. Fellzer and B. Haley, eds., Rcddinpmﬂn'fhcovof
Income Distribution (New York: Blakiston, 1949); J. F. Weston, “The
Profit Concept and Theory AResmtement," Journal of Political Economy
62 {April 1954): 152-70.
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appears to be explaining profit rather than delineating the
entrepreneurial role. The latter seems to have been under-
taken merely as a step in completing the main task. In my
own exposition we have seen that the phenomenon of profits
is inseparable from the very possibility of entrepreneurship in
general. But my concem has been with entrepreneurship as
the prime moving force in the market process. I am concerned
with profit because the notion of entrepreneurship is insepara-
ble from the opportunity for profit. But it was the importance
of entrepreneurship which inspired my inquiry, in contrast to
much of the literature to which we now turn. I will comment
briefly on the entrepreneurial role as it finds expression (1) in
what Professor Bronfenbrenner has called the “naive profit
theory”;" (2) in the system of Schumpeter; and (3) in the
work of Professor Knight and his followers. Finally 1 will
attempt to identify my own approach with that of Professor
Mises.

1. The “naive” profit theory considers profits as ar to
the entrepreneurial contribution to production. This contribu-
tion is, at least in earlier expositions, seen as te decision-
making or as ultimate uncertainty-bearing. Since this contri-
bution is essential for all production processes, profit emerges
as a “normal” distributive share — the “rewards
uncertainty and risk.” %2 As reformulated by Bronfenbrenner,
the theory views profit “as compensation for merely the sub-
set_of uncertainties which arises from havin! no contractual
claim to one’s income.” This “identifies entrepreneurship not
with managerial, organizational, or innovational responsibili-

31. M. Bronfenbrenner, “A Reformulation of Naive Profit Theory,”
Southern Economic Journal 26 (April 1960): 300-309. Page references
to this article will be to its reprint in W. Breit and H. Hochman, eds.,

Readings in Microeconomics, 1st ed. (New York: Holt, Rinehart and
Winston, 1968).

32. Bronfenbrenner, “Reformulation of Naive Profit Theory.” Sec also
J. F. Weston, “The Profit Concept and Theory,” p. 152, and J. F. Weston,
“Profit as the Payment for the Function of Uncertainty-Bearing,” Jour-
nal of Business 22 (Apnil 1949): 106-18.
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ties, but exclusively with the precarious nature of its legal
claims.” ** Whether, in fact, the market will normally have to
provide compensation for the function of providing produc-
tive services entrepreneurially (i.c., on a noncontractual basis)
depends on such matters as possible aversion to uncertainty-
bearing, tax considerations, the advantage of being one’s own
boss, the pleasures of a quiet life, and the like.

It is clear that the “naive” profit theory, as well as Profes-
sor Bronfenbrenner’s reformulation of it, is concerned with a
quite different aspect of the market process than I have con-
sidered in this chapter. There may well be a case for reserving
the term “entrepreneurship” for the function of uncertainty-

_bearing (or of Bronfenbrenner's variant of it) and for identi-

fying a separate distributive share gs the normal compensa-
tion required to elicit its fulfillment. There is certainly no
point in disagreeing over definitions; and the economic rela-
tionships which the “naive” theory of profit singles out for
attention may well be important. But my own discussion has
surely shown that there is present in the market process an
element — which I have chosen to label entrepreneurship —
to which the naive profit theory has simply not addressed
itself; that the operation of the market depends almost en-
tirely on the presence of this element; and that there is asso-
ciated with this element the capture of opportunities for gain
which remain unexplained by the “naive” theory. I offer no
apologies for attaching the term “entreprencurship” to this
clement; but I do need to distinguish the theoretical func-
tions of my own discussions from those others have sought to
fulfill. If bearing uncertainty or providing services on a non-

contractual basis regularly involves a net disutility, it is indeed
useful to point this out and to identify the compensation with
which the market overcomes the general disinclination to pro-
vide such services. But this leaves us no less in need of a theory
-which recognizes the role of alertness to unrecognized oppor-

33. Bronfenbrenner, “Reformulation of Naive Profit Theory,” p. 364.
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tunities for gain. It will perhaps be helpful at this point to
comment briefly upon the role of uncertainty in my own dis-
cussion of entrepreneurial alertness.

In one sense, of course, this discussion of entreprencurship
has been very much dependent upon the absence of perfect
knowledge. Only in a world in which men make mistakes (in
the sense of not perceiving the best opportunities) can there
arise those opportunities for pure gain which offer scope for
entrepreneurial activity. Only if opportunities are not im-
mediately known can there arise a special role for alertness
to new opportunities. And it is of course true that in such
a world even the alert entrepreneur, discovering what seems
t? })e an attractive opportunity, may have considerable mis-
givings concerning the venture. And the longer the time be-
fore the venture’s required outlay can be expected to bring
the hoped-for revenues, the less sure of himself the entrepre-
l::eur is likely to be. Thus entrepreneurial activity (as described

ere . . .
| ﬁsk,si undoubtedly involves uncertainty and thg bearing of

But it should be clear that entreprencurship as we have dis-
cussed it in no way depends on any specific attitude toward
une.ertainty-beating on the part of decision-makers. Even if
decision-makers displayed neither aversion nor eference to-
ward_uncertainty as such, even if they failed altogether to
recognize the relatively precarious character of all perceived
profit opportunities, we would yet have to find a place within
our theory of the market process for cntrepreneurial alertness

34. i
capit b . (e Fhen oy, deied tht smvone coopt the
History of Economic Analysis [London: Allen and Unwin, 1954], p. 556 5.)

mngyhchtbyumdoubtedlyhueshouldnot.howeur,pmm
us fngm ::mg (tih:t m.anogz s:fu?hc only ghe.entreprm?ﬁal eleuu:nt in
decision-makin ',awehwm,menc;sm::‘tm' ::bin:un
10 s i these data, the fact thal they mre

of

bbinsian economizer from the ex ante possbility

hi I K oDD R
changes in the ends-means framework, B
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and for its effect upon the continued availability of perceived
opportunities for pure profit, ‘

2. In the Schumpeterian system entrepreneurship consists of
introducing new processes of production — of producing new
products or producing old products in new ways. The innova-
tor-entrepreneur disturbs the even flow of production and of
the market by creating new ways of doing things and new
things to do. In fulfilling this role he is at the same time creat-
ing profits for himself. By breaking away from routine activity
the Schumpeterian entr eur is able to generate tem
gaps between the price of inputs and the price of output. The
universal tendency for the “value of the original means of pro-
duction to attach itself with the faithfulness of a shadow to the
value of the product” * is for a brief period successfully defied
by the daring pioneer who blazes new trails. Until imitators
once again force prices and costs into conformity, the innova-
tor is able to reap pure profits. Perhaps one of the most im-
portant aspects of Schumpeter’s exposition is his very clear
discussion of how pure profit is to be understood as contain-
ing no element whatsoever of compensation for the services
of any factor of production. Profit, unlike payments for fac-
tor services, is not a “brake to production”;®¢ nor can it be

said of profit, as it can be said of factor costs, “that it just suf-
fices to call forth precisely the quantity of entrepreneurial
service required.” ¥’

In many respects the picture of the entrepreneur which I
bave sought to delineate shows much resemblance to that
claborated by Schumpeter. The Schumpeterian innovator is,
after all, the decision-maker whose alertness to unnoticed op-
portunities has enabled him to depart from the routine repeti-
tive working of widely known opportunities. The distinction
which Schumpeter draws at length 2 between the way men

35. Schumpeter, Theory of Economic Development, p. 160.

36. Ibid., p. 153.

37. Ibid., p. 154.
38. Ibid., pp. 79 f.

79



The Entrepreneur

would act in “the accustomed circular flow” on the one hand
and when “confronted by a new task” on the other is closely
parallel to my own distinction between “Robbinsian” decision-
making and entrepreneurial activity. “The assumption that
conduct is prompt and rational,” remarks Schumpeter, is, al-
though never wholly realistic, sufficiently valid “if things have
time to hammer logic into men.”* In the routine of the cir-
cular flow, that is to say, we may excusably view decision-
makers as wholly “economic”; but in contexts of potential
change, the assumption of rationality becomes largely irrele-
vant. This is very similar indeed to my own contention that,
although in an equilibrium world of perfect knowledge Rob-
binsian allocation presents an adequate framework within
which to comprehend all decisions- being made, the presence
of imperfect information creates scope for an additional di-
mension in decision-making — the degree to which the deci-
sion reflects alertness to unexploited opportunities. This di-
mension cannot, as we have seen, be fitted into the Robbin-
sian ends-means framework. As Schumpeter remarks in con-
trasting the environment in which routine patterns of activity
are subject to change with that of the circular flow; “[what]
was a familiar datum becomes an unknown.” 4

Similarly, my entrepreneur and Schumpeter’s innovator-
entrepreneur have in common that, ‘at least for their essen-
tially entrepreneurial role, they contribute no factor services
to production; the profit they win is not compensation needed
to attract a necessary input into the production process. Pro-
duction is entirely able to'be carried on with the inputs whose
remunerations have already been counted as costs in calcu-
lating pure profits. What the entrepreneur contributes is
merely the pure decision to direct these inputs into the pro-
cess selected rather into other processes.

And yet my description of the entreprencur does differ from

39. Ibid., p. 80.
40. Ibid.
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Schumpeter’s, and the entrepreneurial role in the Schumpeter-
ian system is not identical with that which I have set forth. For
me the important_feature of entrepreneurship is not so much
the ability to break away from routine as the ability to perceive
new opportunities which others have not yet noticed. Entre-
preneurship for me is not so much the introduction of new
products or of new techniques of production as the ability to
see_where new products have become unsuspectedly valuable
to consumers and where new methods of production have, un-
known to others, become feasible. For me the function of
the entrepreneur consists not of shifting the curves of cost or

of revenues which face Tum.*! but of noticing that thgz have
in 'tact shifted..

- What entreprencurship achieves within the Schumpeterian

. system is the disruption of the circular flow, the creahog;)f

disequilibrium out of equilibrium.®* For me, on the contrary,
the entrepreneurial role, although of course the source of
movement within the system, has an equilibrating influence;
it is entrepreneurial alertness to unnoticed opportunities which
creates the tendency toward the even circular flow of equilib-
rium. For Schumpeter, entrepreneurship is important primarily
in sparking economic development; for me it is important pri-
marily in enabling the market process to work itself out in all
contexts — with the possibility of economic development
seen merely as a special case.?

3. Professor Knight's theory of profit is well known. Profit

41. See Triffin, Monopolistic Competition, p. 168.

" 42. New products and methods introduced by the entrepreneur are de-
scribed by Schumpeter as “ﬁﬁg@ﬁh@%’ (). A. Schumpeter, Capital-
i.sm,3 ZS;malam and Democracy [New York: Harper and Row, 1962),
p. 132).

43. See further above, pp. 72-74, for additional comments on the differ-
ence between Schumpeter's discussion and my own. It may be observed
that Schumpeter’s well-known contention that perfect competition is in-
compatible with entrepreneurial innovation (Capitali Socialism and
Democracy, pp. 104-5) displays unawareness that it is the equilibrium
character of perfect competition which by definition rules out scope for

- entreprencurship. Sce more on this below, pp. 129-31.
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arises as a result of the constantly changing environment with-
in which economic activity is carried on and the associated
uncertainty concerning the outcomes of alternative courses of
action. Profit is the residual, if any, left for the entrepreneur
after he pays out the contractual incomes agreed upon for the
factor he hires. The entreprencur is identified as being ulti-
mately in control of the venture, ultimately responsible for all
receipts and all outlays, and thus subject to the uncertainty

which surrounds the amount and sign of the difference be--
tween them.*t Profits are not seen as compensation for shoul- -

dering this uncertainty; they are seen as uncertainty-bred dif-
ferences between the anticipated value of resource services
and their actual value.#s The profits won by any particular en-
trepreneur depend on his own ability and good luck as well as
upon the general level of initiative and ability in the market.ts
Followers of Professor Knight's theory of profit emphasize

theory of the firm has (the possibly vital role it occupies in
that context notwithstanding) nothing to do with the pure
profits which are generated, within the dynamic context, by
~ uncertainty and change.” The latter “cannot be deliberately
‘maximized in advance.” 48 ' -

The Knightian entrepreneur does not display those distinc-
tive features with which I have endowed the entrepreneur.
The very emphasis on uncertainty in the Knightian system has
tended to mask the fact that when an entreprenewr does enter
into an admittedly risky venture he does so because he believes

44. Knight’s theory of profit is presented in his Risk, Uncertainty and
Profit. See also his essay “Profits” (cited above, chap. 2, n. 30). )

45. J. F. Weston, “Profit as the Payment for Uncertainty Bearing”; ako
J. F. Weston, “Enterprise and Profit,” Fournal of Business 22 (July
1949): 14159, and “A Generalized Uncertainty Theory of Profit,”” Ameri.
can Ecm l:lwk’mUm (March 195%40—60.284

46. ight, Risk, ncertainty and , P 3

47. Wcston,.“Genmlized Uncertainty Theory of Profit,” p. 54; see also
Bronfenbrenner, “Reformulation of Naive Profit Theory,” 40:361-62, 369.

" 48. M. Friedman, “The Methodology of Positive Economics,” in his

f?qm;y)t in zl;outul’z Economics (Chicago: Univensity of Chicigo Press,

53), p. 21, . 16.
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that, on balance, it offers an attractive opportunity. The great

~ interest with which Professor Knight considers the question

of whether, ex post, profits outweigh losses deflects attention
from the tremendously important insight that, viewed ex ante,
every entrepreneurial decision taken envisages only profits. By
averting our eyes from the nature of entrepreneurial activity
viewed ex ante we are rejecting a useful instrament for under-
standing how decisions are made in the market and how these
decisions determine the course of prices. What does not come

through in the Knightian exposition is the active, alert, search-
ing role of entreprencurial activity. Treating profit as a re-
sidual fails to disclose that from the pog t of view

spective cntrepreneur the profit opportunity is, with all its un-
certainty, there; it is not seen as something that may or may
not be left over after all con igations have

met. The conclusion that entrepreneurial profits cannot be
maximized in advance conceals the deliberate search for profit
opportunities which we have seen is the essence of the entre-
preneurial role.

On the other hand, although Knight’s treatment of the en-
trepreneurial role is not quite satisfactory, his identification

of where eatrepreneurship is located is superb. Knight identi-

fies entrepreneurship with control and responsibility * (with
the latter to be understood as “uncertainty-bearing” ). More-
over, Knight's concept of control is highly sophisticated — ul-
timate control is shown never to be separated from the bearing
of ultimate responsibility.” Thus Knight's discussion of entre-
preneurship in the modern corporate firm is not at all marred
by that uncritical identification of entrepreneurial control
with the activities of the Corporate managers which I have
objected to in Gordon’s analysis of the same problem.’! In my
view, in fact, it is a sign of the excellence of Knight's concept
of entrepreneurial control that jt camed Gordon's disapproval
49. Knight, Risk, Uncertainty and Profit, p. 271 and passim.,

- 50. Ibid., pp. 291-98.
51. See above, pp. 56-57.

83




The Entrepreneur

* as having become “so attenuated as to be of little significance
in any analysis of active business leadership.” It is, I maintain,
precisely this “attenuated” quality of Knight’s concept of en-
trepreneurship that enables him to analyze the economics of
the corporate firm without confusion. It is easy to see that
Knight’s notion of ultimate control is immediately identifiable
with my own notion of “ultimate knowledge”? — that is,
with entrepreneurial alertness.

Another similarity between Knight’s position and my own
is the role of “profit maximization” in the theory of the firm.
We have noticed that writers following Knight have pointed
out the confusion that results from identifying the “static
profits” relevant to the theory of the firm with the Knightian
profits generated dynamically as a result: of uncertainty. This
keen observation parallels my own, earlier remark * that the
orthodox theory of the firm completely ignores the very possi-
bility of and need for entrepreneurial decision-making. With
revenue and cost curves viewed as data, the decision of the
firm, within the framework of these curves, permits no entre-
preneurial alertness to possible changes in these data. The dif-
ference between Knight's position in this respect and my
own has already been stated. In the former the accent is not
placed upon the entrepreneur’s deliberate move to capture the
profits he perceives to be forthcoming as a result of changes
in the data which others have not perceived. In my own dis-
cussion it is precisely this deliberate exploitation of perceived
opportunities which is essential to the entrepreneurial role.

MISESIAN ENTREPRENEURSHIP
It is in the writings of Professor Mises 5 that one finds, ex-
pressed concisely in a few pages, most of the ideas from which

52. Sec above, pp. 67-69.

53. See above, pp. 46-47.

54. See L. Mises, Human Action, pp. 253-57, 286-97; idem, “Profit
and Loss,” in Planning for Freedom, 2d ed. (South Holland, Ml.: Liber-
tarian Press, 1962), 108-50. Mises bears, of course, no responsibility
for shortcomings in the present chapter.
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I have developed my own rather rambling and excursive dis-
cussion of the entrepreneurial role. And it is Mises’s insights
into the character of the market process that laid the ground-
work for the construction of this theéory of entrepreneurship.
Mises’s way of expressing what I have called entrepreneurial
alertness is to define entreprencurship as human action “seen
from the aspect of the uncertainty inherent in every action.” 5
“Entrepreneur means acting man in regard to the changes
occurring in the data of the market.” *® To realize the essential
similarity between my formulation and that of Mises, it is
enough to comsider his emphasis upon entrepreneurship as
the driving force in the allocation of resources to correspond
to consumers’ wishes. The market, Mises emphasizes again
and again, tends to eliminate from the entrepreneurial role
all except those able “to anticipate better than other people
the future demand of the consumers.” 57

My understanding of the Misesian view of the entrepreneur

and of its similarity to my own can be expressed by character-
izing the Misesian view of Etoﬁt as well as my own as an “ar-
bitrage” theory of profit. Profit opportunities arise when the
prices of products on the product markets are not adjusted to
the prices of resource services on the factor markets. In other
words, “something” is being sold at different prices in two
markets, as a result of imperfect communication between the
markets. This “something,” it is true, is sold in different physi-
cal forms in the two markets: in the factor market it appears
as a bundle of inputs, and in the product market it appears as
a consumption good. But economically we still have the
“same” thing being sold at different prices, because the input
bundle contains all that is technologically required (and no
more than is required ) to yield the product. The entrepreneur
notices this price 4i_screpancy before others do. What distin-
guishes this situation from the usual arbitrage case is that in-
55. Mises, Human Action, p. 254.

56. Thid., p. 255.
57. Ibid., p. 288,
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put purchases precede output sales; at the time of the produc- -

tion decision the product prices do not yet exist except as an-
ticipations. The entrepreneur guesses that future pxoduct
prices will not be fully adjusted to today's input prices.
Although Mises’s exposition emphasized more than mine the
unavoidable uncertainty that surrounds euntreprencurial ac-
‘tivity (in a world in which production takes time), it is clear
that for Mises, as for me, profits arise from an absence of
adjustment between the product market and the factor mar-
ket; and that successful entrepreneurship consists in noticing
such maladjustments before others do. “What makes profit
emerge is the fact that the entreprencur who judges the future
prices of the products more correctly than other people do
buys some or all of the factor of production at prices which,
seenfromthepointofvxewofthcfuturemteofthemﬂket
are too low.”

And, of course, it has been Mises’s emphasis on Immmac—
tion which I have contrasted with Robbinsian economizing.
My identification of an entrepreneurial clement within human
action which is by definition excluded from economizing sim-
ply repeats Mises’s assertion that the entrepreneurial func-
tion — action scen from its speculative aspect — is inherent in
every action.’® (My discussion of entreprencurial aleriness has
deliberately avoided emphasizing its speculative character. I
W
every entrepren: Oon, N0 ma! w _much alertness,
it reflccts, must to some extent constitute a gamble. But it has
been my purpose to point out that the entreprenew’s deci-
sion — despite its unavoidably speculative character — repre-
sents his judgment that an opportunity for profit does exist.
All human action is speculative; my emphasis on the element
of alertness in action has been intended to point out that, far

58. Ibid., pp. 253-54.

$9. See nbove, 78. On speculators as entreprencwus see L. M.

Fraser, Economic Thought and Language (London: A. and C. Black,
1937 )? 394-95.
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from being numbed by the inescapable uncertainty of our
world, men act upon their judgments of what opportunities
have been left unexploited by others.)

Two others aspects of Mises’s theory of entrepreneurship
are of great importance to the main theme of this book. The
first of these has to do with the essentially competitive char-
acter of entrepreneurship. The second has to do with the wel-
fare implications of entrepreneurship. These important aspects
of the theory will not be discussed at this time. Each of them
will be taken up at the appropriate point in a subsequent
chapter.
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OUR EXTENSIVE DISCUSSION OF ENTREPRENEURSHIP HAS PLACED
us in a position from which we can critically review the way
contemporary price theory treats the issues of monopoly snd
of competition. Our own position will differ sharply from the
dominant orthodoxy in regard to these crucially important
aspects of a theory of price. And our disagreement with the
dominant theory rests squarely upon the insights we have
gained into the nature- of entrepreneurship and the role it
plays in the market process.

Contemporary orthodoxy examines the determination of
prices and outputs within a number of alternative “market
structures.” Some of these arc, with the addition of different
qualifying adverbs, labeled “competitive”’; others are (with

similar qualifications) labeled “monopolistic.” The vast liters-

ture dealing with this aspect of theory consists to a consider-
able extent of discussions of conflicting criteria for classifying
market structures and for the appropriateness of the various
labels. Dissatisfaction with this literature stems ultimately

whatever its concern wi
be unable to provide insight into the
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competitive and other processes. Contemporary ortho-
doxy does, in fact, see cO ition (an monopoly)
as a “situstion” rather than as a process.* My own position
will be to emphasize the need to cxamine the competitive
character of the market process, and therefore the need to
develop criteria for “competitiveness” as the term is to be
used in this context. This will entail further disagreement
with contemporary price theory in regard to meaningful use
of the term monopoly, and in particular in regard to the
theory of monopolistic competition. I will argue that the latter
theory abandoned the earlier emphasis on perfect competition
for the wrong reasons; and thus the new theory suffered from
the very faults which rendered the old theory unhelpful.

COMPETITION: A SITUATION OR A PROCESS?
To_the layman, the term_competition undoubtedly _conveys

_the notion of men Vigo rously competing with_another, each

striving to deliver a_performance that outdistances his rivals.
The essence of the idea is the awarencss of what one’s rivals
are_doing and the conscious effort to do w ifferent
and better. As has been ¢ i edagainandagain,thetetm
competition in economic theory is used in just the opposite.
sense. “[Competiti n], in the broad sense in which business
men understand it, largely consists in destroying competition
in the narow, economist’s sense.”® Perfect competition de-

1. On this see H. R. Edwards, Competition and Monopoly in the
British Soap Industry (London: Oxford University Press, 1962), p- 5;

Competition and Their R .

ford University Press, 1954), pp. 245—46; sec also' P. Hennipman, “Mo-

nopoly: Impediment or Stimulus to i i

and Competition and Their Regulation, p. 426; A. Sherard, “Advertising,
Varigtion, and the Limits of Economics,” Journal of Political

Economy- 59 (April 1951): 131-32.
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notes for the price theorist the situation in which every mar-
ket participant does exactly what everyone else is doing, in
which it is utterly pointless to try to achieve something in any
way better than what is already being done by others, and in
which, in fact, it is not necessary to keep one’s eyes open to
what the others are doing at all. It is the state “of placid ac-
ceptance of the market’s verdict concerning price.”3

This difference between the terminology of the economist
and that of the layman has frequently been deplored as gener-
ating confusion concerning the nature of competition in eco-
nomics and as obstructing communication with the uniniti-
ated. Only fairly recently has it come to be recogmnized that
the terminology of the layman corresponds to an aspect of the
market process which urgently demands theoretical attention
in its own right, and that the terminology of the economist
has in fact yielded a disservice to economic theory by deflect-
ing attention from that aspect. By reserving the term competi-
tion for its special meaning in neoclassical theory, economists
were for a long time led to ignore the need to analyze the role
of the competitive process.

It was not always so. It has recently been pointed out that
for Adam Smith competition was not a “situation” but an ac-
tive process,* and that the notion of competition as a situation
free of competitive activity in the layman’s sense originated
only later from Cournot’s interest in the effects of competi-
tiou (as distinct from the process itself). But it was the
development of the Cournot notion of competition —
- perhaps because economists shared Stigler's judgment of it
as “enormously more precise and elegant than Smith’s”5 —

3. See N. Georgescu-Roegen, “Chamberlin’s New Economics snd the
Unit of Production,” in Monopolistic Competition Theory: Studies in
Impact, Essays in Honor of Edward H. Chamberlin, ed. R. Kueone (New
- York: John Wiley, 1967), p. 32. ]

4. P. J. McNulty, “Note on the History of Perfect Competition,”
p- 398; see also P. J. McNulty, “The Meaning of Competition,” Quarterly
3o 0y —
Journal of Political Economy 65 (February 1957):5. ~
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that came to dominate the profession. It was perhaps not (at
least in Anglo-American economics) until Hayek’s penetratin

and pioneering paper “The Meaning of Competition”® that
the distinction between the two co , competition as a pro-
cess and competition as the state resulting from the process,
was drawn with clarity. Whether or not it is fair to ascribe
to the neoclassical economist a theory of price that depended
entirely on perfect competition is not our present concern.
Shorey Peterson’s contention 7 that the leading neoclassicists,
notably J. B. Clark and Marshall, were not at all unaware of the
relevance and social uscfulness of what later became J- M.

Clark’s concept of “workable competition” is well known. But

the truth is that neither “workable competition” nor Schumpe-
ter’s process of “creative destruction”® (which Peterson seems
to equate with “workable competition”) — and least of all
Chamberlin’s development of “monopolistic competition” —
involved any attempt to come to grips with competition as a

market process. None of these izes that what
renders the su traditional ectly competitive mar-
ket notion unhelpful is neither ity or ot its dis-
covery in the real world nor the patent incomectness of the

chimtbatitisanecessaryconm’ n_for a workable market
economy, but rather its blandly gssuming that “situatior
exist which a true explanation ought to account for as the ef-
fect of the competitive process.”® '

That the “workable competition” theory failed to grapple
with competition as a process was indeed recognized by J. M.
Clarkinhisooncem,dmingtheﬁfties,withthedynanﬁuof
competition *° (although we shall find cause for some dissatis-

6. Read as 2 lecture in 1 and published in F. A. Hayek, Individualism
and Economic Order (London: Routledge and Kegan Paul, 1949).

7. S. Peterson, “Antitrust and the Classic Model,” American Economic
Review 47 (March 1957): 60-78. (fobdicgs -Wefapave Stac vy )

8. See J. A. , Capitalism, Socialism and Democracy (New
York: Hamper and Row, 1962), chap. 7.

9. mﬁxmm&mmom,p.%

10. J. M. Clark, “Competition and the Objectives of Government

Policy,” in Monopoly and Competition and Their Regulation, ed. E. H.
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faction with his attempt even in this regard). Schumpeter's
view of competition as a process of “creative destruction”
seems on the surface to be closer to our own emphasis on the
competitive market process. Upon more careful scrutiny, how-
ever, it seems more accurate to describe Schumpeter’s dissatis-
faction with the traditional notion of perfect competition as
arising from its restriction to an unchanging pattern of produc-
tive activities. Schumpeter's emphasis on “the competition
from the new commodity, the new technology, the new source
of supply” ! does not, it appears, reflect a recognition of the
nature of the market process (as opposed to the situation re-
sulting from it). Rather, this reflects his belief that the notion
of perfect competition unnecessarily restricts the kinds of com-
petitive pressure exercised by the market. But, as we will see,

the real weakness of the perfect competition idea is not pei-

d, ! - £Yea, ]
competition, within a framework of unchanging commodities
and methods of production. Its real weakness is that, ev
with r to price co ition i it assumes that the
course of competition has already been completely run, so that
ng active co: ition_occurs within the ect] itive
market even in terms of price.1? '
Nor did the emergence of the theory of monopolistic compe-
tition do anything at all to draw the attention of economists to
the urgent need for a theory of the competitive process. On the
contrary, its attack on the relevance of the theory of perfect
competition tended to strengthen use of the perfectly competi-
tive economy as a norm from which to judge the efficiency of
the real world. And, again, the failure of the monopolistic-com-

Chamberlin (London: Oxford University Pteu, 1954), pp. 326-28; idem,

“Competition: Static Models and Dynamic Aspects,” American Economic -

Review 45 (May 1955 ): 450-62. Clark's ideas have been developed further
in his book Competition a8 a Dynamic Process (Washington, D.C.:
Brookings Institution, 1961).
- 11. Schumpeter, Capitalism, Socialivm and Democracy, p. 84.

12. For a more extensive discussion comparing and contrasting Schum-
peter’s views and my own, see below, pp. 125-31.
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petition theorists to detect the real flaw in the perfectly com-
petitive model led them to replace it with a model suffering
from the very same flaw. Both the ectly competitive model
and the monopolisti competitive model suffer from bein

uilibrium_models — they represent situations in which the
results of the relevant process are assumed to have already been
attained. But the very vigor with which the proponents of the
new theory of monopolistic competition attacked the old ortho-
doxy of perfect competition tended to direct attention away
from the defect shared by both. We will discuss this theme in
greater detail later in this chapter.

In the decades since Hayek’s paper, however, some occa-
sional attention has come to be paid in the literature to the
need for a theory of the competitive process, and there is fairly
widespread recognition, at least, that the perfectly competitive
model does not provide a theory of any process at all. Although
it would be too much to claim that Hayek’s paper finally drove
home to the profession the distinction between competition as
a process and competition as the situation resulting from a pro-
cess, it has come to be realized that the theory of competitive
equilibrium must be supplemented by a process theory, and
that the layman’s notion of competition may provide at least a
pointer toward the construction of such a theory.!®

Competition in the sense of process is a principal theme of
this book, and it is its close connection with entrepreneurship
that we will be exploring in the next section. Thereafter, we
will examine the possiblc'le of monopoly within the kind of

13. Among the relevant references I may cite the following: F. Machlp,
The Economics of Sellers’ Competition ( Baltimore: Johns Hopkins Uni-

-yemsity Press), pp. 279 f., also p. 106; K. Arrow, “Toward a Theory of
. ion of E

ic Resources, ed. Abramo-
vitz et al. (Stanford, Calif.: Stanford University Press, 1959); G. B.
Richardson, Information and Investment (London: Oxford University
Press, 1960), pp. 23-24; D. McCord Wright, “Some Notes on Idesl
Output,” Quarterly Journal of Economics 76(May 1962): 173-85; Clark,
Competition as ¢ Dynamic P m;seeahothereferencescitednbove,
chap. 3, n. 4;D.Dewey,Tb¢Th¢oUOfl"erMComﬁﬁou:AM
cal Reconstruction (New York: Columbia University Press, 1969).
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price theory which emerges from our insight linking competi-
tiveness with entrepreneurial activity,

ENTREPRENEURSHIP AND COMPETITION
The proposition I will attempt to explain here involves the no-
tions of purely Robbinsian economizing activity and that of
purely entrepreneurial activity (as developed at length in chap-
ter 2), and of competitiveness (in the sense of “process”) as
discussed in the preceding section. The Proposition runs some-
thing like this: Purely Robbinsian economizing _activity is
othor abetitive; purely enirepreneurial activity always is. In

other words, T am asscrting ¢ that en and com-

Petitiveness are two sides of the same oofn: that cutrepreneur-
igl activity is always competitive and that competitive activity
is always entr eyri Iather than Robbinsian ). Let us con-
sider the proposition more closely. .

For decision-making to be Robbinsian, we found in chap-
ter 2, the decision-maker must be viewed within a given frame-
workofcndsandmcans.Histaskistocboosethebcsteourse
of action out of all those feasible within the given framework.
In the context of the market, the framework relevant to g Rob-
binsian economizer reflects the buying and selling opportuni-
ties he believes are available, These opportunities consist
of alternative possibilities for buying or for selling,  with
each possibility identified in terms of both price and quan-
tity. Although we have seen that the framework need not ex:

and quantities qualifying the exchange possibilities may be
quite uncertain ), the framework is g given framework, already

14. The assertion is made for a market economy free of govemment
limitations on individpal economic activiti :
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economizer as seller and given supply situations facing him as
buyer. In the preliminary treatments of price theory where un-
certainty is assumed to be entirely absent, this means that the
Robbinsian economizer faces given and known demand and
supply schedules. With uncertainty introduced, the Robbinsian
economizer is seen facing demand and supply situations which
may not necessarily represent themselves as sharply defined
demand and supply curves. But regardless of the fuzziness of

these curves, the Robbinsian character of the situation requires
us to see the dedﬁonnakuuchm’ m%’ buying or
selling program or both out ofallthegr_gg_aﬂ ieves,
with varying degrees of conviction, to be feasible.

[4)
ing that in selecting this

i Ili the pure Robbinsian de-
cision-maker is not seckin to outdistance his rivals — he is not
intent on learning what opportunitics they are about to make
available to the market in order to attempt to make availgble
still more attractive opportunities. It is of course trye that, in
order for the Robbinsian allocation situation to be set up, in
order for the range of feasible programs (from among which
the economizing selection is to be made) to be perceived, it
may be necessary to notice very carefully what one’s rivals are
about to do and to judge what possible buying or selling pro-

. grams are feasible in the light of what they are or are not doing.

And this may mean that, after the Robbinsian economizing
decision has been made, the decision-maker may seem to have
indeed competed actively with his rivals. The fingl selling or
buying program he adopts may well appear to aggressively go
beyond what others age ing available to the market. But,
as was explained in chapter 2, pure Robbinsian decision-making
presupposes that the framework has dlready been set up. It is
precisely the “entrepreneurial” clement r ible for set-

ing up the Robbinsian framework, which is not itself a factor

inwthe cconomizing decision. That which, ex post, may make it

scem that the Robbinsian economizer has competed aggres-
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sively is precisely this entrepreneurial element which is by defi-
nition excluded from the analysis of the purely allocative de-
cision. There is nothing in the calculative activity of which
Robbinsian decision-making consists which calls for deliber-
ately outdistancing one’s fellow market participants. Thus, al-
though in the sense in which competltlon is deﬁncd in_the
theory of perfect competition we view competitive buyers and
sellers as Robbinsian economizers, this view cannot be main-
tained insofar as the term competition is reserved for the active
process of offering the market opportunities which one be-
lieves are better than those others are able or willing to offer.

But my proposition asserts more than that all competitive ac-
tivity (in the process sense) must involve an element of en-

treprencurship. It also asserts that, insofar as the theorist is
able to visualize purely entrepreneurial activity (and we have,
I concede, seen that such visualization can never be more than

an analytical device ), such activity must ahways be competitive
(in_the process sense). This is probably the more important
part of my proposition and it deserves careful consideration.
To perceive the correctness of this part of my argument it is
necessary to clarify first of all what we are to understand by
an_obstacle to_the competitiveness of the market process. In
the theory of perfect competition it is easy to explain what one
means by imperfection in competition — at least it is easy once
one has specified the conditions for perfect competition. One
~merely sets forth a pattern of actions, or a pattern of possible
actions, which is inconsistent with the set of actions admissible
in the state of perfect competition. In fact, imperfection in
competition, from the viewpoint of the theory of perfect com-
petition, is usually taken to mean simply any absence of perfect
elasticity in the demand (supply) curves facing sellers (buyers).
This is because in that theory competition refers to a particu-
lar situation, a particular pattem of actions; thus absence of
competition means simply that this particular situation (the
absence of control over price by the individual market partici-

9%.
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pant) does not prevail, Clearly, with competition in the pro-
cess sense the notion of an obstacle to competition cannot be
found in the description of situations or particular sets of ac-
tions. We must look for a way of identifying elements in the

rket which obstruct the course of the competitive process.
There is no pattern of actions which, in and of itself, is neces-
sarily inconsistent with a competitive market process. That in
any given period a particular market participant (or for that
matter each market participant) fails to engage in activities
different from what others are doing, or that one participant is
exploiting a lucrative opportunity without others’ following
suit, need not mean that market participants are not under
competitive pressure to do their best. That in any one period
aggressive competitive activities have not been engaged in does
not necessarily mean that the competitive process has come to
a halt. It may simply mean that with all their alertness market
participants have not yet become aware of the opportunities
which exist, but that they will nonetheless surely pounce upon
them in a most competitive way as soon as they are perceived.

In order, then, for us to speak freely of a lack of competitive-
ness in a market process, we ggg_t be able to point to something
which prevents market participants from competing. What is it
that might succeed in rendering particular market participants
secure from being competed with — that might make it possi-
ble for them to continue to offer inferior opportunities to the
market, inmune from the pressure of having at least to match
the more attractive offers which_other participants might be
makmg available? What is it, in other words, which might halt

- the competitive process? Clearly this formulatlon of the ques-

tion points to its answer. Competitio

at least potentiall here exist no arbitr.
impediments to engz So long as others are free to offer the
most attractive o ities they are aware of, no one is free
from both the urge and the need to compete. Only when one

is aware that others, despite the possibility of their oﬂem'
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something more attractive to the market, will be barred from
loing so can one feel securc from com ition. The competi-
tive process ds entirely on the freedom of those with bet-
ter ideas or with greater willingness to serve the market to offer

better opportunities. Every arbitrary impediment to entry is a
restriction on the competitiveness of the market process.

The importance of freedom of entry for the competitiveness
of the market has of course not gone unnoticed, especially in
recent years. Especially in the context of what in the dominant
terminology has been called imperfect competition, the role of
entry has been explored extensively.!® The importance of po-
tential competition has frequently been acknowledged. And
even within the context of competition in the neoclassical
sense, competition came, not entirely understandably, to be

associated with freedom of entry. As Trifin has remarked, the
“traditional theory of competitio upon

ition was built two_inde-

pendent assumptions, needlessly jumbled together: the lack

memm_eggsﬂm It was,

in Triffin’s view, the great merit of “modemn theory” that it
com

“isolated the first assumption in its definition of pure compe-
tition.” 16

From the point of view of this book I appraise Triffin’s judg-
ment as follows. Triffin is perfectly consistent in objecting to
the “traditional” jumbling together of the two assumptions, the
lack of seller's influence upon price and free entry. To the
extent that the traditional position in fact espoused the notion
of competition as the situation resulting from the competitive
- market process, the emphasis on freedom of entry is almost

15. Clasiclefexeueesarel.s.&in,BmitntoNcwConmﬁﬁon {Cam-
bridge: Harvard University Press, 1956); P. Sylos-Labini, Oligopoly end
Technical Progress ( Cambridge: Harvard University Press, 1962 ); F. Mo-
digliani, “New Developments on the Oligopoly Front,” Journal of Politi-
cal Economy 66 (June 1958): 215-32. See also , Economics of
Sellers’ Competition, Pp. 102-11; P. W. 8. Andrews, On Competition
in Economic Theory (London: Macmillan, 1964), p. 16.

16. R. Triffin, Monopolistic Competition and General
Theory (Cambridge: Harvard University Press, 1940), p. 136.
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irrelevant ( especially in the context of the usual postulation of
large numbers of buyers and sellers). As Machlup has pointed

out, the economist who states that an industry is characterized
by “newcomer’s com chlup's “pliopoly”) is not

thinking at all of a situation resent at any moment of time;

he is thinking, instead, “of a process which he expects to take
Place in the course of time and which would explain a future
situation _at the completion of the rocess.” 17 On er
hand, Triffin’s enthusiastic concurrence in the final excision of
the element of freedom of catry from the formal definition of
competition constitutes a step (and from my point of view an
unfortunate step) yet further away from a recognition of the

need for a theory of the competitive market process. »
Be this as it may, for our own discussion of com ition as

process there can be no doubt that the n and sufficient
condition for competition to exist without obstacle is complete
freedom of en intoiﬁkin&ofmarketactivi . When we
assert that purely entrepreneurial activi is competitive,
we_are then asscrting that with respect to purely entrepreneyy-
ial activity no ible obstacles to freedom can exi

We can see this by recalling that purely entrepreneurial ac-
tivity involves no element of resource ownership.!®* Now in the
nce of gov ictions on given activities the onl
possible source of blockage to entry into a icular activi
must arise from restricted access to the resources needed for
that activity. Without oranges, one cannot produce orange
juice, imaginable obstacles to entry can be reduced, in
basic terms, to restricted access to _resources.!® Therefore, for

17. Machlup, Economics of Sellers’ Competition, p- 106.
18. See above, p. 40,
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activities which require no resources at all there can clearly not
exist any obstacles to entry. Purely entrepreneurial activity,
which by definition we have seen requires no initial resources,
cannot, it follows, be subject to blocked entry. Although the
actual carrying through of particular entrepreneurial decisions
may very certainly call for the purchase of resources for subse-
quent sale (possibly in changed physical form), it is not the
purely entrepreneurial aspect of this transaction which depends
upon free access to the resources. To produce orange juice one
needs oranges. With access to oranges blocked there exists no
freedom of entry into orange-juice production. But it is not
necessary to have access to oranges in order to discover, as an
alert entrepreneur comes to discover, how unexploited oppor-
tunities for profit exist in orange-juice production. If entry into
orange-juice production is blocked, this cannot be ascribed to
any absence of freedom to enter the activity of entrepreneur-
ship; the source of blockage must be sought in the availability
of oranges or other necessary inputs. Conversely, if no limita-
tions exist upon the availability of all the necessary inputs, it
follows that orange-juice production must be carried on under
fully competitive conditions (in the sense of process), since
the entreprencurial element necessary for undertaking orange-
juice production is, almost by definition, not subject to ob-
stacles to competition.

One may object that the distinction between the entrepre-
neurial clement in a productive activity and its Robbinsian
economizing element is a wholly artificial one introduced by
the theorist, Thus if entry to that productive activity is blocked,
there is little point in insisting that the obstacle relates only to
the Robbinsian, and not at all to the entreprencurial, element
of the activity; the two elements are in reality always found
together. But this objection cannot be sustained. Although it is
entirely true that dissecting a given act into its Robbinsian and
entrepreneurial components must remain an exercise in pure
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analysis,? it is by no means true that our demonstration of
the necessarily competitive character of entrepreneurship is a
mere game. As we will see, it will enable us to recast the entire
concept of monopoly and throw a useful light on theoretical
problems which have given rise to much discussion in the mod-
ern literature.

THE MEANING OF MONOPOLY ;
Both economists and laymen have always viewed monopoly as
somchow antithetical to competition. Traditionally, the mo-
nopoly concept involved the notion of a seller with control
over supply, protected from the possibility of others’ entering
his market. Under the impact of the theories of imperfect and
of monopolistic competition, and the resulting attention paid

 to the polar case of perfect competition, some economists came

to perceive the presence of some degree of monopoly in all
situations where the demand curve facing a seller was less than
perfectly elastic. (Chamberlin himself vigorously rejected this,
and indeed all other attempts to depart from the traditional
notion of monopoly.)?* Other writers have tended, in formu-
lating a precise concept of monopoly, to emphasize the inde-
pendence of the monopoly seller from any effects of price
changes on the part of other sellers.2?

Despite this lack of unanimity on assigning a precise defini-
tion to the notion of monopoly, the formal analysis of the mo-
nopolized market has been pursued with relatively little dis-
agreement. As with the perfectly competitive market, the analy-
sis of the monopolized market has invariably revolved round the
theory of the firm. The disagreements on definition have

20. See above chap. 2, n. 4 and n. 6.

21. E. H. Chamberlin, “Measuring the Degree of Monopoly and Com-
petition,” in Monopoly and Competition and Their Reguldtion, ed. E. H.
Chamberlin (London: Oxford University Press, 1954), p. 255.

22. Triffin, Monopolistic Competition, p. 103; see also F. Machlup,
Economics of Sellers’ Competition, p. 544, and M. Olson and D. McFar-

land “The Restoration of Pure Monopoly and the Concept of the In-
dustry,” Quarterly Jourmal of Economics 76 (November 1962): 613-31.
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mainly had implications for the problem of classifying differ-

ent markets. Theoretical insight into how monopolistic and
competitive elements may be present together, and discussions
concerning the validity of the notion of the industry, have de-
pended upon the particular monopoly notion espoused. The

Chambetlinian revolution saw as its principal contribution the
abandonment of an analytical framework in which monopoly

and competition are mutually exclusive. In its place its adher-
ents sought to introduce a picture of the market as made up

of_firms each exercising some degree of monopolistic control

over its output but at the same time subject to compctition
from_other firms producing “other” products.® The degree
to which competition from other firms and other products
weakens the effectiveness of a firm’s monopolistic control over
the supply of its own product depends on the degree to which
the firm’s “product” is in fact different from other products.
The notions of both monopoly and competition are seen, for
Chamberlinian as for pre-Chamberlinian theory, as referring
to_the degree of control by the firm over the relevant “prod-
uct.” The analysis of both monopolistic and competitive mar-
kets, and of “blended” markets, centers on the theory of the
firm. The preceding discussions of entreprencurship and of

competition (in the process sense) require us to see the mar- -

ket, and the role of monopoly in the market, from a decidedly
different point of view.
For a theory concemned with the market process

 concept of monopoly that lets us formulate the relevant ques-
tions concerning the impact of monopoly on the

here a difficulty seems to preient ftself. Our discussions of en-

trepreneurship and competition have taught us that the market
process is always entrepreneurial, and that the entrepreneurial

23. “One can have a monopoly of Chateau d'Yquem, of all Ssutemes,

of all white wines from the Bordeanx region, or all Boxduux wines, or of all.

whatewmes,ofsllwmcs,kgtfallbevcugu. wlutevetthe
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process is always competitive. How, then, is a monopoly con-
cept to be made relevant to the market process, if the process
is always competitive? The difficulty is only apparent. We have

“already seen that in considering the competitiveness of the

market process the crucial question concerns freedom of entry.
Now it is true that with respect to purely entrepreneurial ac-
tivity no obstacles to entry exist. But it is no less true that ob-
stacles to the exercise of entrepreneurial activity can very easily
be imagined. Although no monopoly over entrepreneurship is

imaginable (since no resources are required for pure entrepre-
neurship), we have already seen that restricted access to

needed resources may effectively block potential entrepreneurs
from discovering unexploited opportunities for profit — not be-
cause monopoly has restricted them from perceiving whatever
opportunities can be perceived, but because monopoly over
the resources may have erased the very possibilities themselves.
Without access to oranges, entry into the production of orange
juice is blocked.

Monopoly, then, jp a market free_ of government obstacles
to entry, means for us the whon of a producer 2¢ m ex-

clusive control over necessary inputs blocks competitive ent:
into the groductxon of his products. Monopoly thus does not

refer to the position of a producer who, without anv control

over resources, happens to be the only producer of a particular
product. is producer is fully subject to the competitive
market process, since gfher entrepreneurs are entirely free to
compete with him. It follows, also, that the shape of the de-
mand curve facing the producer does not of itself have bearing
on whether he is 2 monopolist as I have defined the term. That
a producer without monopoly control over resources perceives
the demand curve facing him as that of the entire market for

- the particular product merely means that he believes he has

discovered the opportunity of selling to this entire market be-

24. Of course the monopoly owner of a consumer commodity found in
nature is also 3 monopolist in the seuse developed here.
25. See below, pp. 132-33.
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fore any one else has, Since he €S N0 Mono over en-
trepreneurial alertness, the competitive process is umm;Eded
by_the downward slope of the demand curve cing this pro-
ducer at the moment.2s Conversely, monopoly control over
inputs, effectively blocking entry into a particular productive
activity, is not necessarily inconsistent even with a hori-
zontal demand curve perceived to face the monopolist.
(Such a case could occur, for example, when many other pro-
ducers are producing the product at a going, universally known
price with inferior inputs, whereas the monopolist has not yet
discovered that the output he produces with his own monopo-
lized resource is in fact a better product.) Ounly in a theory
unconcerned with the entrepreneurial process —concerned
only with the state of affairs facing firms after the process has
presumably run its course — can the shape of the demand
curve facing the firm seem of overriding importance. For us,
with the focus of attention upon the competitive character of
the entrepreneurial process, the concept of monopoly must be
introduced so that it is relevant to discussions at the entrepre-
neurial level — a level at which the very idea of a given de-
mand curve perceived as already facing the decision-maker
begs the really important questions.

THE TWO NOTIONS OF MONOPOLY COMPARED
At this point it will be useful to examine somewhat more thor-
oughly the differences that separate the notion of monopoly
26. From this perspective it appears unfortunate that, in his discussion
of the process of price adjustment in the disequilibrium competitive mar-
ket, Amrow (“Toward a Theory of Price Adjustment” ) identifies ipdi
vidual firms as acting opolistically,” on the ground. tha ‘

The Two Notions of Monopqu Compared

just advanced from that which has dominated orthodox price
theory.

1. The orthodox notion of monopoly has stressed the mo-
nopolist’s control over the supply of his products. Shom of
some of the refinements introduced into its definition, mo-
nopoly in this sense has meant essentially the position of the
single seller of a given commodity. Although some important
attention eventually was paid to why new firms were blocked
from entering the industry (and to the distinction between a
merely short-run monopoly position and the monopoly position
that is also protected in the long run), the analysis of monopoly
situations meant analyzing single producers.

The notion of monopoly advanced heze, on the other hand,
does not depend on the uniqueness of the monopolist’s prod-
uct. Although it is of course true that the profitability of a
monopolist’s position will depend crucially on whether other
producers are able to produce the same commodity, nonethe-

less the monopolist as defined here is a monopolist by virtue of

his control over certain resources, which renders him immune
from the competition of other entrepreneurs who might, in
other circumstances, enter his field of activity, This immunity
however, in no way protects him from the competition of
other entrepreneurs who may decide to enter very similar fields
of activity (including, possibly, the production of the same
commodity with other, nonmonopolized resources ).

2. The monopoly notion advanced here, then, does not
depend on the validity of the concept of an industry.?” Since
for us the monopolist is not defined as the only producer in
the industry, we (unlike the orthodox monopoly theorists) are
not troubled by the insight that the monopolist may face the
competition of close substitutes. Some further remarks in this

27. See Olson and McFarland, “Restoration of Pure Monopoly”; R. E.
Kuenne, “Quality Space, Interproduct Competition, and General Equi-
kbrium Theory,” in Monopalistic Competition Theory: Studies in Im-

pact, ed. R. E. Kuenne (New York: John Wiley, 1967), Pp- 225 £. See
further below, pp. 119-25. ,

105

TR



Competition and Monopoly
regard follow, in connection with a related difference sepa-
rating the two monopoly. concepts,

3. For the orthodox notion of monopoly, the realization that
competition may come from producers of other commodities
came as a profound shock. This realization inspired Chamber-
lin to completely recast the theory of market value and to pro-
claim the virtual universality of market situations in which
both monopolistic and competitive aspects exist simultane-
ously. It was this line of reasoning that led him, in other words,
to abandon the notion of a pure monopoly as a realistic mar-
ket case.2s

For the notion of monopoly developed here, the insight that
competition exists between producers of close substitutes and
between diﬁcrentindnstriesisnotonlynotatallathwattothe

monopoly concept, but is, an the contrary, essential to under-

standing how monopoly affects the market.

For us monopoly means the position of a producer who is
immune from the threat of other cotrepreneurs’ doing what

he does, The profitability of his position is certainly enhanced

ashisimmunityextendstoblockotheracﬁviﬁeswhichal-'

though not exactly “what he does” are yet sufficiently similar
to coustitute a felt danger. But the monopoly notion itself is
entirely independent of such extension. It is enough that the
monopolist controls the entire available quantity of one of
the inputs which he himself uses in_his productive activities.
The blockage to entry which protects the monopolist diverts
the competitive, entreprenenrial process into other activities.
The monopolist’s position, which have defined so as to per-
ceive its imps : : z :

his quiet life. But the quietness of his life is, by the very nature
of his position, subject to the impact of the competitive turbu-
28. Olson and McFarland, “Restoration of Pare Monopoly,” p. 615.
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lence which surrounds and impinges upon his activity. In fact,
our analysis of monopoly decision-making must depend upon
this surrounding competitive-entrepreneurial process in order
to define the framework within which the monopolist is viewed
as operating. It is the competitive-entrepreneurial nurket pro-
cess upon which we (and the monopolist) rely for the infor-
mation on input and output availability and price prospects
which sets up for the monopolist the cost and revenue curves
from which we imagine him to select the profit-maximizing
course of action. If I produce orange juice and have sole access
to oranges, my monopoly over my activity is complete. Com-
peting entrepreneurs cannot duplicate my activity. Of course
they may produce other beverages; the whole point of t.he
monopoly over oranges is that this diverts the entreprencurial-
competitive process into these other beverages. Moreover, th.e
monopolist’s perceived market for orange juice, as well as his
opportunity, as buyer, in the factor markets, is a result of t.he
entreprencurial competition in the market. (We can imagine
a series of monopolists with control over successively larger and
larger volumes of resources until, in the extreme, we can imag-
ine a monopolist controling all resources in the economy. In
this series, the range of the entrepreneurial-competitive process
is steadily being narrowed until, in the extreme, all market ac-
tivity has ceased. As is well known, this latter extreme corre-
sponds to the case of the fully socialized economy with all
resources controlled by the state, in which the market process
and all entrepreneurial and competitive activity are by defini-
tion absent.? Barring this case of total monopoly, the impor-
tance of monopoly is precisely its impact upon the course of
the competitive market process. )

4. In the orthodox theory of monopoly, the analysis of mo-
nopoly involved, very importantly, the theory of the firm. The
decision-making of the monopoly firm, in fact, came to mark

29. See L. Mises, Human Action (New Haven: Yale Univenity Press,

- 1949), p. 277.
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Ve _can now see why for us the sipn; cance of monopo,
not relate to the theo!z of the firm at il (Tt is becauselzfm
that the shape of the demand curve js irrelevant. )

In the discussion of entrepreneurship in chapter 2, I pointed
out ® that the framework within which the theory of the firm

sense of process) is entirely irrelevant. The itive

of 3 firm’s decision are those which determine which cost
and revenue curves it considers relevant. Conversely, the no-
M ?

ion of‘monOpoly as obstructing the competitive process is

the cost and revenue curves facing the ﬁ_x_m‘ no matter what
their shape, we have crcated a theoretical case in which gl

. : y LI . out. Ty L3
left is neither competitive nor monopolistic (in the process
sense ), but a problem in allocation, The level at which ques.

30. See above, pp. 46-47.
31. See above, PP. 95-96,
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tions concerning the competitiveness of a market can be raised
is different from that at which purely Robbinsian allocation
problems are considered. Thus the theory of the firm has been
S0 constructed as to render questions of competition and mo-
nopoly, in the process sense, completely idle. If we wish to in-
vestigate the competitiveness of mark and the im-

upon them of monopolistic obstacles to en we must
transcend the theory of the firm. The unfortunate preoccupa-
tion of orthodox price theory with situations of competition
and monopoly, rather than with the implications of competi-
tion and monopoly for market processes, has naturally gone
hand in hand with an analysis of competition and of monopoly
which depends heavily upon the theory of the firm.

5. In the orthodox theory of monopoly there appear mo-
nopoly profits which are not lost by competition. Although
these monopoly profits are, at least for most economists, a cate-
gory quite separate from that of pure entrepreneurial profit,

|  they appear in the theory, just as do entrepreneurial profits, as

an unimputed surplus (or, if imputed, are ascribed to the
“monopoly position” itself ). For the notion of monopoly
developed here, on the other hand, there is no room for possi-
ble confusion between monopoly profits and entrepreneurial
profits. In fact it should be apparent that in our view of mo-
nopoly the term profits is hardly in place in this context in

general. What the monopolist is able to secure for himself (be-
yond an i e i which his

alertness may discover) is a ly rent on the uniquel
owned resource from which he derives his mono ition.
This way of looking at things emphasizes another aspect of
the difference between the two notions of monopoly. Monopoly
rents can, after all, be captured not only by monopolist pro-
ducers but also by monopolist owners of resources selling their

~ resources to entrepreneur-producers. The rents thus received

may reflect the abiligz of the monopolist resource owners to
obtain greater revenues by withholding some of their resources
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from the market, a course of action not generally open to re-
sgurce owners who are not monopolists. By pointing out that
monopoly profits are to be viewed as rents on the monopolized
resources, we make clear the essentigl similarity between the
role of the monopolist producer and that of the monopolist
resource owner. Where a resource owner holds a monopoly

over his resource he is immune from entreprencurial competi- -

tion in the resource market and may command a higher than
competitive-equilibrium price for his resource, By engaging
himself in productive activity with his monopolized resource,
the resource owner again commands a higher than competitive-
equilibrium (implicit) price for his resource. Even though it
can be shown that the monopoly resource rent captured
through producing is generally greater than that ‘which the
monopolist resource owner could have obtained by selling in
the factor market,* it remains true that the monopolist’s “sur-
plus” of revenue over “costs” (i.e., the costs of the )

lized resources) represents a receipt which other entrepreneurs
are unable to capture only because capturing this surplus re-
quires access to the monopolized resource. is ¥ '
available to all, the “surplus” would tend to be whi

nopolized, the monopolist pioduccr may be able to enjoy a
larger surplus, just as he could have enjoyed more than a com-
petitive-equilibrium price for the factor by selling it in the re-

- source market. Where such a higher surplus is forthcoming,

this too is because the owner of the monopolized resource has
withheld the use of some of his stock from the market, forcing
up the price the market must pay for the smaller remaining
quantity. (Even if the monopolist-producer cmploys his entire
stock of the monopolized resource, it may be advantageous to
him to use it less intensively than it would have been used had

32. IamiudebtedtomeeaorR.LBisbopfotpoinﬁngthisoqume
in correspondence.
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it not been monopolized. This means that consumers have been
denied the additional output which the monopolized resource
might casily have furnished, even though the urgency of their
demand for output makes them willing to pay for the addi-
tional quantities of the other factors needed to elicit additional
output at the intensive margin of use of the monopolized
resource. )

This perspective upon the harmful effects of monopoly
(from the point of view of the rest of the market ) differs from
that associated with the orthodox concept of monopoly. In the
latter view, monopoly production involves resource misalloca-
tion not because the monopolist underutilizes an available and
potentially valuable scarce resource, but because he is led by
his search for maximum profits to produce “too small” an out-
put of the monopolized product (as judged by a comparison
of price and marginal cost). Not enough of the nation’s re-
sources in general are being channeled into producing the mo-
nopolized product, although consumers value this product
more highly at the margin than they value other products. The
approach to the analysis of monopoly which we have sug-
gested, on the other hand, sees its harmful effects, where they
apply, in the incentive which monopoly ownership provides
for not using a scarce resource to the fullest extent compatible
with the pattern of consumer’s tastes in the market. (Of course
an additional implication of this approach is that the other,
nonmonopolized resources come to be allocated at the margin
to productive purposes in which their fullest potential produc-
tivity is not being tapped. )

6. Let us note a final difference between the implications of
the approach to monopoly advanced here and that of orthodox
price theory. In the orthodox a the welfare conse-
quences of monopoly are appraised strictly in terms of the
immediste allocation of resources. With the perfectly competi-

tiveequalityofmatginalcostandpriceasthenorm,alltmces
11 ’
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consequent divergence between price and marginal cost), are
branded as socially harmful.

For us, on the other hand, having sought for a concept of
monopoly that is (like our concept of competition) relevant
to the market process, a welfare appraisal in terms of the imme-
diate allocation of resources cannot provide the only, or even
the most significant, measure of economic effect. We are, after

-all, concerned with disequilibrium situations as well as equi- |

librium ones. And clearly the pattern of resource allocation
during a given period may, for certain purposes, be considered

profoundly unimportant as compared with the speed and -

smoothness with which misallocations can be discovered and
corrected. Thus, apart from the possible harmful effects of
monopoly resource ownership previously discussed, we must
be concerned with the effect upon the competitive entrepre-
neurial process of the associated obstacle to entry. No more
needtobcsaidonthisatthispoint. We will return to these
considerations in chapter 6.

THE THEORY OF MONOPOLISTIC COMPETITION

We have reached a point from which we can appraise certain
aspects of the large literature of the past thirty-five years that
is based upon the work of Chamberlin and of Robinson. At
the time of the first appearance of The Theory of M isti

Competition and The Economics of Imperfect Competition,
these theories were represented as revolutionary. More recent
appraisals and reappraisals have differed on the degree of in-
novation embodied in these approaches* and some writers

Theon of lopestont o cmte reriewed in K. L. Biabop, “The

. Iy o i Tt Thirty Years: The Impact on
Genenl Theory,” American Economic Review 54 (May 1964): 33-43;
ghe papersin R, E. Kuenne, ed,, Monopolistic Competition Theory: Studies
in lm{m.:t. (New York: Jobn Wiley, 1967); Dewey, Theery of Imperfect
CW‘Mum, chap. 1; S. Petemson, “Antitrust and the Classical Model,”
American Economic Review 47 (March 1957): 60-78.
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bave vigorously criticized their usefulness.* But, divergent as
these judgments have been, all of them concede one very im-
portant advance to the credit of imperfect or monopolistic
competition theories — that they provide a more realistic frame-
work within which to understand the real world. Critics may
debate the advantages a complicated monopolistically com-
petitive framework of analysis provides over a sim rfectly

itive one in_explaining and predicting real-world phe-
nomena, but there seems to be little disagreement that a model
of m istic competition ® does ide a more faithful
representation of that real world. Oligopolistic situations asidc,
the real world, it is pointed out, simply does not correspond to
perfectly competitive conditions in which the firm can sell gs
much as it wishes without having to lower its price. Nor, on
the other hand, does the real world provide us with instances
of pure monopoly, in which the producer of any given com-
modity is not affected by the activities of producers of other
products. Phenomena such as advertising and other selling
costs, brand names, and product differentiation are cited as
evidence of the inadequacy of the pre-Chamberlinian picture
oftheworldas“amoothseaofperfectlycompetiﬁveﬁmsin
equilibrium, interrupted here and there by a few monopolist
whirlpools obeying a different law.” % To_incorporate these

phenomena into our theory, we are told, it is n to re-
place the theory of competition with the theory of mo-
istic co ition, The position developed thus far in this

book makes it impossible for me to accept this approving judg-
ment on the theory of monopolistic competition.

34. See, for example, G. J. Stigler, “Monopolistic Competition in Retro- i
spect,” in Five Lectures in Economic Problems (London: Macmillan,
lW);mskothelitentuxecdﬁm’zedbyE.H.Chmberﬁnin“ﬂ\e
Chicago School,"inhi:deaaMmerdTheoryodeuc (Lon-
don: Oxford University Press, 1957).

35. I follow Chamberlin in recognizing the significant differences be-
tween his theory and that of Mrs. Robinson. My subsequent discussion
will refer to the former theory.

36. G.L.S. Shackle, The Years of High Theory (New York: Cambridge
University Press, 1967), p. 43.
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I judge the development of this theory most unfortunate. Al
though it is not to be denied that it brought a number of valu-
able insights which might otherwise have escaped attention, it

appears that the very plausibility with which the new theory.
accounted for phenomena unexplained by the theory of per-

fect competition diverted attention from the real inadequacies
of the older theory. The truth is that these inadequacies are
fully shared by the theory of monopolistic competition. More-
over, a theory of the market which is able to avoid these com-
mon inadequacies will by that very token successfully come
to grips with those real-world phenomena not accounted for
- by the perfectly competitive model. That we have alresdy out-
lined such a theory of the market underscores my § ent
that the theory of monopolistic tion was on_balan
adecidu_l_lzunfoxtﬁnatem' c in the history of modem eco-
nomic thought,

The theory of monopolistic competition attempted to re-
Place one equilibrium theory, in which the assumed conditions
clearly violate the conditions of the real world, with another
equilibrium theory in which the assumed conditions appear to
be in closer conformity with those encountered in the market-
place. What it overlooked was that the i-
tive equilibrium theory was rendered both theoreti unsatis-

fying and at ¢ _facts not so much by its i
assumptions themselves, as because these assumpti e
it_an_equilibrium theory. Thus, replacing the old equilib-

riom theory by a new equilibrium theory preserved the
theoretical unsatisfactoriness of the old theory while fail
ing to offer the simplest explanation of those real-world phe-
nomena it left unaccounted for. Whatever attractiveness the
new equilibrium theory of monopolistic competition possessed
must be judged to have effectively impeded the attainment of
thetheoryofmarketprocesswhichmodempﬁcetheoryhasso
sorely lacked.

The decisions producers make in the marketplace concern,
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among others, the choice of output quality, of o uantity,
and of the price to be asked. Each of these aspects of decision-
making reflects many different alternatives. In particular the
choice of output quality involves not only the choice of what
commodity to produce (shoes, automobiles, or ice cream ), but
also such matters as the style of the commodity, the quality of
materials, the sizes, the colors, the packaging, and the kind of
selling effort. In each of these respects, as well as in respect to
output quantity and asking price, the prospective producer
chooses in light of the information available to him. Jdn_any

ven period of time the decisions being made b ket par-
ticipants, including these decisions of producers, are likely to
constitute a disequilibrium set; that is, either some of these
decisions will turn out not to be feasible (in light of the other
decisions being made) or some of these decisions will tumn
out to be less than optimal from the points of view of the re-
spective decision-makers (again, in light of the other decisions
actually being made). In other words, we can expect this dis-

uilibrium ellation of iti sizes,
color, packagings, and so on to change systematically under the
influence of the market forces set in motion by the state of dis-
equilibrium. Not only the prices asked and offered change;
product quality, too, is an economic variable. But recognizing
this involves more than merely realizing that the state of equi-
librium also determines the equilibrium constellation of prod-
uct qualities that will be produced. To ize that product

, is a variable is to realize that in the disequilibrium mar-
ket, before market forces have shaken down decisions into

smoothly dovetaﬂing&ems,avan’ctyof#roductqualitia
may be produced for no other reason e

not yet been reached. In other words, even where condifions
are such that equilibrium will generate a uniform product qual-
ity, product differentiation can be expected during the equili-
brating process. Just as the market for a product can, until equi-
librium has been reached, display more than one price for the
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same product, so can the disequilibrium market display product
differentiation which may, once equilibrium has been reached,

come to be shaken down into product uniformity. And again,

just as price differences in the disequilibrium market may
themselves play an important role in generating the equili-
brating market process, so may differences in each of the multi-
tude of aspects of product quality play the same role.

The position outlined above may be expressed in a somewhat
different way. The perfectly competitive market for a given
~ product is characterized by a single price. Nonetheless, the
pmcmthroughwhichthissinglepﬁoeisattainedtakecthe
form of competitive price bids and offers, in which eutrepre-
neurs test the market, seeking at all times to offer a price which
is attractive enough to forestall their competitors, but not more
attractive than necessary. During this process of competing,
numerous price offers and bids will be made for the same prod-
uct, consistent with the imperfection of market information
which characterizes disequilibrium. In quite the same way pro-
ducers may compete actively by offering a better quality (or 2
slightly poorer quality at a significantly lower price), a diffezent
style, a different credit policy, and so on. Even where condi-
tions for equilibrium eventually eliminate all differences in
quality, we must recognize the interim arrays of different quali-
ties of a product as essential aspects of the competitive process.
One_dimension_along which competitive entrepreneurial ac-
tivity ma is that of uct guality. It is most unfortu-
nate that what can be seen most simply and clearly as an car-
mark of the competitive process has come through Chamber-

linian usage to be viewed as nothing else than a characteristic

of monopoly! Product differentiation, which w
be tural aspect of competitive activity, has come to be al-
most synonymous with the absence of competition.*?

37. This unfortunate treatment of the competitive process of quality
adjustment as monopolistic in character paralicls the similerly unfortunate

description of the competitive price adjustment process a3 monopolistic;

see above chap. 3, n. 26.
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Thus far my criticism of the monopolistic competition view
of the market has charged it (¢) with overlooking the simplest
available explanation of such phenomena as product differen-
tigtion *® (namely, that these phenomena are the to-be-ex-
pected earmarks of the competitive process at work ), and (b)
with gratuitously advancing an alternative explanation ascrib-
ing these phenomena to the presence of monopolistic ele-
ments. But the insights we have developed into the roles of
competition and monopoly in the competitive-entrepreneurial
market process enable us to carry this criticism even further.
The explanation provided by the theory of monopolistic com-
petition not only fails to recognize the disequilibrium char-
acter of the phenomena it seeks to explain, it fails even as an
equilibrium theory. This latter failure has come, in recent
years, to be secognized in the literature;® the framework for
discussion developed in this chapter enables us to perceive this
failure immediately.
I have criticized the Chamberlinian approach for perceiving
no other way to account for product differentiation than by .
constructing an equilibrium theory in which product differen-
 tistion is a built-in distorting element. The truth is, however,
that the theory of monopolistic competition provides no expla-
nation of how, in fact, product differentiation can persist, as a
monopolistic clement, in conditions of equilibrium. Of course
the market process determines the array of products and prod-
uct qualities being produced in any one period. And there is
no reason to doubt that the equilibrium situation toward which
38. Product differentistion, and especially the theoretical problems
misedbysellingcosh,wiﬂbcenmincdmomfuﬂyinchptet4. o
39. See D. Dewey, “Imperfect Competition No Bar to Efficient Pro-
duction,” Journdl of Political Economy 66 (February 1958): 24-33, and
idem, Theory of Imperfect Competition, chaps. 4, 5; H. Demsetz, “The
Nature of Equilibrium in Monopolistic Competition,” Journdl of Political
Economy 67 (Febroary 1959): 21-30 and idem, “The Welfare and Em-
pirical Implications of Monopolistic Competition,” Economic Journal 74

(September 1964): 623—41; Edwards, Competition and Monopoly in the
British SOUP Industry, pp: 103-4.
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the process tends will include a wide variety of products and
product qualities. But to postulate that equilibrium is consis-
tent with a unique product for each firm is to argue that, during
the course of the competitive market process in which profits
are being climinated, entrepreneurs are somehow barred from
duplicating profitable product qualities. Without introducing
the assumption that certain resources, required to produce a
firm’s unique product, are in fact monopolized by that firm,
we are surely out of bounds in maintaining the uniqueness of
the firm’s product in the face of the assumption, central to mo-
nopolistic competition theory, that entry is free. As Edwards
has pointed out, the assumption “that the demand curve of the
individual firm has a significant downslope — is indicative of
the entrenched market position; but with this so for all firms, it
is scarcely compatible with the second assumption, namely that
new entry is easy.” ¥ .

. It may be useful to sum up my objections to the Chamber-
linian approach. First, the theory of monopolistic competition
suffers, like the theory of perfect competition, from being ex-
clusively an equilibrium theory. This means that both theories
begin by assuming that definite, known demand curves face
each fim. By beginning in this way the theory of monopolistic
competition has in effect ruled out any possibility of ascribing
the phenomena it sets out to account for to the market process

set in motion by the circumstance that real-world. firms do not, _

in fact, face known and definite demand curves. The theory is
set up so it cannot recognize the entrepreneurisl-competitive
forces generated by the efforts of firms to determine the actual
demand situation facing them.

Second, apart from my dissatisfaction with the notion of

given, known demand curves facing each firm, I have objected
to the gratuitous assumption that, without any monopolized

40. Edwards, Competition and Monopoly in the British Soap Industry,
pp. 103-4; see also H. R. Edwards, “Price Formation in Manufacturing
i!;tslt;s)trygr-nflfxom Capacity,” Oxford Economic Papers 7 (Febmary
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resources and without any impediments to entry, it can be as-

sumed that such curves will be downward sloping even after
the equilibrating process has run its course.

The first objection is central to the purposes of this book.
This objection was stated very clearly by Hayek,*! and sepa-

- rately by Mises,** more than two decades ago. The profession,

it seems, either has altogether ignored or simply has not under-

stood what Hayek and Mises were trying to say. Thus Professor

Bishop found Hayek’s refutation of the theory of monopolistic

- competition (because of its preoccupation with equilibrium)

“pale and unconvincing,” being not really a refutation of the
theory at all but an_“obscurantist effort to undermine all | the
standard technigues of economic analysis” and, if valid, apply-
ing to perfect competition even more directly than to monopo-
listic competition.** It would be difficult to provide a more
eloquent commentary on the limitations of contemporary price
theory than that so distinguished a theorist as Bishop has failed
utterly to perceive that an attack on the equilibrium theory of
perfect competition constitutes not an example of obscuran-
tism but a devastating critique of monopolistic competition -
theory. 1 will pursue this critique further in the next chapter,
with special reference to the role of selling costs.

SOME REMARKS ON THE NOTION OF THE INDUSTRY
My emphasis on the entrepreneurial character of the competi-
tion that characterizes the market process carries definite im-
plications concerning the role of the industry in a theory of the
market. In light of some recent controversy on this point
it seems worthwhile to spell out these implications.

For particular-equilibrium theory the “industry” is a device
that enables us to ignore the interdependence between differ-
ent commodities, so that adjustments within the industry can

41. F. A. Hayek, “The Meaning of Competition,” in his Individualism
and Economic Order (London: Routledge and Kegan Paul, 1949).

42. See Mises, Human Action, pp. 356 f.
43. Bishop, “Theory of Imperfect Competition,” pp. 37-39.
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be assumed to be isolated from the changes occurring outside

1icss among goods.”  The notion of an industry becomes use-
ful only in empirical work, where it can “reduce to a manage-
able size the research work involved, without any serious loss
in precision or exhaustiven, - In a general statement of value
theory the industry concept can be of 10 help in reducing the
complexity of the problems Posed by the reality of competition
between all firms in the entire system. ' ’

In Triffin’s view the abandonment of the industry concept,

equilibrium shackles and extends it along Walrasian kines. A
“general theory of economic interdependence” does not re-

quire and cannot usefully employ the industry concept; such -

Kuenne #¢ recently has sharply criticized Triffin’s position. It

is not true, Kuenne maintains, that the theory of general equi-
librium emphasizes interrelationships between firms rather
than between industries; abandoning the industry concept can-
not, therefore, be chimed to bring Marshallian theory closer to
Walrasian, Moreover, Kuenne argues, the core of Chamber-
li’s contribution lies not at all ip any emphasis upon interfirm

4. Trifhn, Monopalistic Competition, p. 88.

45. Ibid., p. 3.

46. Kuenne, “Quality Space, Interproduct Compcetition, and General
Equilibrium Theory,” pp. 225 .
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competition. Rather, Kuenne believes, Chamberlin’s contribu-

- tion altered the nature of interproduct competition, replacing
~ “the product” by the product group, and viewing markets as

decomposed into clusters of closely competing submarkets. But
the Chamberlinian theory, in this view, retains the “nonrival-
rous,” “anonymous” competition between firms which char-
acterizes the theory of perfect competition. And for Kuenne
there is no reason, in exploiting the possibilities opened up by
the Chamberlinian innovations, to abandon the industry con-

- cept. In fact, Kuenne concludes, “retention of the essential out-

lines of the ‘industry’ or ‘group’ and the ‘market’ may afford
the most promising methods of extending the newer tech-
niques to general-equilibrium theory. The interrelation of non-
rivalrous firms via product markets is the ‘natural’ extension of

. monopolistic competition into general equilibrium theory, and

should be tried before ambitions are extended to introduce
rivalrous types of interfirm competition as well,” 47
From a somewhat different point of view Triffin’s abandon-

. ment of the industry concept has been criticized by Olson and

McFarland.*® Their criticism, too, challenges the view that the
discovery of interproduct competition renders the industry con-

and other products. It is entirely possible for a single (“mo-
nopoly”) firm to be Producing a product — or for g group of
firms to be producing a product (or product group ) — for

which there are indeed many substitutes among other products,

47. id., p. 231,
48. Okon and McFarland, “Restoration of Pure Monopoly.”
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but for which no one of the substitutes is close or competitive.
In such a case, Olson and McFarland conclude, the monopoly
firm (or the industry, or the group) is not subject to the direct
reactions of other firms, and so analysis of the monopoly firm’s
Price-output decision (or of the market adjustments within the
industry or group) can proceed without being compelled to
embrace the entire price system.

From the point of view developed here we need not, of
course, take a position on the doctrinal implications of Cham-
berlinian monopolistic competition theory, or of Walrasian
general equilibrium theory. We are not called upon to choose,
that is, between Triffin on the one hand and Kuenne, Olson,
and McFarland on the other in resolving whether the theory of
monopolistic competition does or does not logically entail the
excision of the industry concept. Nor is it necessary to take a
position on whether, in Walrasian theory, the major focus for
analysis is upon the individual firm (as Triffin maintained) or
upon industry (as Kuenne has argued.) But our point of view
does carry definite implications for the role of the industry
within our own theory of the market process, and it tumns out
that our position on the role of the industry comes closest to
that of Triffin. , :

Whatever pragmatic usefulness: the industry concept un-
doubtedly possesses for applied rescarch, i clear that for

atheogzofmarketgggc;ossas Ihaveoutlineditinthisbookthe
iqdust_rx concept can be of little help. We have seen that the

market process proceeds through entrepreneurial competition.
In this process market participants become aware of oppor-
tunities for profit: they perceive price discrepancies (either
between the prices offered and asked by buyers and sellers of
the same good or between the price offered by buyers for a
product and that asked by sellers for the mecessary resources)
and move to capture the difference for themselves through
their entrepreneurial buying and selling. Competition, in this
process, consists of perceiving possibilities of offering oppor-
122
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tunities to other market participants which are more attractive
than those currently being made available. It is an essentially
rivalrous process ** (to adopt Kuenn_c’s term); it consists not
of market participants’ reacting ively to given_conditions,
but of their actively ing profit rtunities b itively

- changing the existing conditions. In explicating the nature of

this process we cannot adopt the device of an industry, within
which adjustments are assumed to be made in an snonymous
and nonrivalrous fashion. Not only would adopting such a
device force us to forgo our understanding of the competitive
process within the “industry,” it would also deprive us of our

- understanding of how market forces proceed by the interaction

between the producers of different products (since this inter-
action proceeds, as always, through individual entrepreneurial
activity). Only an equilibrium theory (whether particular
equilibrium or general equilibrium, whether perfectly competi-
tive or monopolistically competitive ) can afford to ignore intra-
industry processes. For a theory of market process, the emphasis
placed upon the individual entrepreneurial activity which de-
termines the course of market prices for any one product or
product “group” immediately points to the extension of the
same activity in explaining the course of market prices for many
different products. Kuenne may be right in arguing that Cham-
berlinian theory did not significantly emphasize interfirm com-
petition; he may be right in maintaining that for Walrasian
theory the industry (rather than the firm ) was the “production
entity of sole concern.” * But for a theory of market process we
cannot afford to remove emphasis from rivalrous interfirm

- competition. Olson and McFarland may be right in denying

49. For our purposes the “rivalrous” character of competition consists
i rs have for the likely fature re-
acﬁomofthdrwmpeﬁtonuinthdram-thtinmkingth&r
pmt&dﬁomtbeythemselvuminapodﬁontodobemforthe
m;koetéhnntheirﬁvahargpkpﬂlr:dtodo.

- Ruenne, “Quality Space, Interproduct Competition, and Genersl
Equilibrium Theory,” p. 226.
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that substitutability between products necessarily means that
adjustments within an industry cannot be understood without
giving consideration to the consequences of these adjustments
upon the markets for other products. But the essence of entre-
preneurial activity, upon which our theory of market process
depends, involves simultancous participation in more than one
“market” — in fact, this activity consists of linking up different
markets. Thus the defense for partial analysis which Olson and
McFarland have made, useful though it might be for equilib-
rium theory, is of little significance for an analysis of entrepre-
neurial process.

Moreover, for us (unlike Olson and McFarland ) the rehabili-
tation of the industry concept is neither necessary nor suffi-
cient for the reinstatement of the pure monopoly category. For
equilibrium economics, in which the decision-making produc-
ing unit is the Robbinsian firm (and with monopoly under-
stood primarily as an attribute of the firm), the pure monopolist
requires the same insulation from the reaction of other firms
as we must postulate to maintain the industry concept. Thus
for Olson and McFarland the restoration of pure monopoly
comes hand in hand with the restoration of the concept of the
industry. The rehabilitation of the industry demand curve, in-
sulated from the reactions (to intraindustry changes) of market
participants outside the industry, is at the same time the reha-
bilitation of the demand curve facing the pure monopoly firm.
We have sought a monopoly concept that should reflect the
possibility of exemption from entrepreneurial competition —
involving a level of discussion at which the very notion of a
demand curve facing the firm begs the question. This mo-
nopoly concept was found in the uniqueness of resource owner-
ship which may confer upon a producer a measure of immunity
from the competition of other entrepreneurs, insofar as they
are thereby blocked from some activities available to the mo-
nopolist producer. As we have seen, the profitability of a mo-
nopoly position so defined will indeed depend upon the degree
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to which substitutes can be found for the monopolized resource

-and for the product made from it. These considerations will

affect both the extent and the significance of the shelter from
entrepreneurial competition which the entry-blocking resource
ownership can thus afford. Nothing in the monopoly notion
so fashioned, we have seen, depends upon the integrity of the
industry concept.

SCHUMPETER, CREATIVE DESTRUCTION, AND
THE COMPETITIVE PROCESS
The views on competition and the competitive process which

~ we have developed will perhaps remind the reader of the well-

known critique of perfect competition theory (and of asso-
ciated policy positions) presented so vigorously by Schumpe-
ter.”* It will perhaps be thought that the entreprencurial com-

petitive process to which we have insisted upon drawing atten-

_ tion is simply that “perennial gale of creative destruction”

which constitutes for Schumpeter both the manifestation of
effective competition and the essence of the evolutionary capi-
talist process. Our concern with the layman’s, rather than with
the perfect competition theorists’, understanding of what com-

~ petition means — that is, acting differently from one’s compe-

tition — may appear to overlap and even to coincide with
Schumpeter’s insistence that the important kind of competition
in the market system is competition from the new commodity,
technology, source of supply, and type of organization .’
Schumpeter’s position has become most widely known

| through his associated critique of antitrust policies which take

the model of perfect competition as their normative ideal. It
is his thesis that perfect competition is inconsistent with tech-
nological innovation that has been most thoroughly discussed
and tested.®® For us it will be more important to examine
51. Schumpeter, Capitalism, Socializm and Democracy, chaps. 7, 8.
52. See above, p. 92.

53. See, for example, E. S. Mason, “Schumpeter on Monopoly and the
Large Firm,” Review of Economics and Statistics 33 (May 1951 ): 139-44;
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Schumpeter’s picture of the capitalist competitive process and
to perceive how this picture differs from our own. This task
assumes all the more significance because 1 hope it will clarify
some aspects of our position which have not yet been sufh-
ciently emphasized.
Briefly, the difference between Schumpeter's “perennial

gale” and our own entrepreneurial-competitive process follows

consistently from the distinction (developed in the preceding
chapter )™ between Schumpeter’s concept of entreprencurship
and that developed here. This ariges, paradoxically enough,
from a circumstance that seems to clinch the apparent identity
of our competitive process and Schumpeter’s perennial gale:
both processes are entreprencurial. Schumpeter’s dissatisfac-
tion with the dominant price+t heory view of capitalism con-
sisted, as ours inr i e distortion that view rep-
resents in excluding the entrepreneurial role.

That our own competitive process is essentially entrepre-
neurial has been a principal theme of this chapter. That Schum-
peter’s perennial is nothing but the expression of (Schum-
Peterian) entrepreneurship becomes very clear from even a
superficial study of his writings (even though he does not make
this quite explicit in his own exposition of the process of cres-
tive destruction ). Thus, for Schumpeter the kind of competi-
tion which shapes the course of capitalism is that “from the
new commodity, the new technology, the new source of supply,
the new type of organization.” % This is closely parallel to the
language Schumpeteér uses in defining the role of the eatrepre-
neur. The function of the entrepreneur, we read, “is to reform
or revolutionize the pattern of production by exploiting an in-
vention or, more generally, an untried technological possibility
for producing a new commodity or producing an old one in a
new way, by opening up a new source of supply of materials or
. W. Markham, * Structare, Busi m ion,”
Kmericm Econamie Ravirn 35 (vt ey Somdct, wnd Inporation,

54. See above, pp- 79-81. . ‘
55. Sch peter,Cl#itda'nn,Soct‘dismmdDGmomcy.P- 84.
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a new outlet for products, by reorganizing an industry.” ¢ It is
this identification, both for Schumpeter’s system and for our
own, of the competitive process with entrepreneurial activity

" which can help us perceive that in fact the two systems are dis-

cussing two quite different processes.
In the preceding chapter both the similarities and the differ-
ences between the Schumpeterian concept of entrepreneur-

- ship and our own were pointed out. In_both concepts it is the

entrepreneur’s alertness to hitherto unnoticed opportunities

which enables him to d from routine; it i er dis-
equilibrium conditions that his role emerges. But for Schum-
peter the essence of entrepreneurship is the ability to break
away from routine, to destroy existing structures, to move the

- system away from the even, circular flow of equilibrium. For us,

on the other hand, the crucial element in entrepreneurship is

‘the ability to see unexploi ities w rior exis-

tence meant that the initial evenness of the circular flow was
illusory — that, far from being a state of equilibrium, it repre-
sented a situation of disequilibrium inevitably destined to be
disrupted. For Schumpeter the entreprencur is the disruptive,
disequilibrating force that dislodges the market -from the som-
nolence of eqT:ilibriy_g;; for us the entrepreneur is the equili-
brating force whose activity responds to the existing tensions
and provides those corrections for which the unexploited op-
portunities have been crying out.

Thus, for Schumpeter entrepreneurial activity, the dynamic
competition to whish he drew our attention, manifests itsclf
in the long-run economic development of the capitalist system.
It is the source of the evolutionary process of which capitalism
consists — for Schumpeter as for Marx.5” “The opening up of
new markets, foreign or domestic, and the organizational devel
opment from the craft shop and factory to such concerns as
US. Steel illustrate the same process of industrial muta-

56. Ibid., p. 132.
57. Thid., p. 82,
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tion . . . that incessantly revolutionizes the economic struc-

ture from within, incessantly destroying the old one, incessantly .

- creating a new one. This process of Creative Destruction is
the essential fact about capitalism.” % In this process the entre-
preneurial activity is that of the leaders — the innovators and
trailblazers; it is sharply contrasted with the activity of the host
of “imitators” who follow the entrepreneurs. Whereas it is the
leaders who temporarily create profits by distupting the state
of equilibrium, propelling the economy toward a higher level
of economic well-being, it is the mass of imitators which bring
the economy to rest again at a new level of equilibrium. Their
activity, that of restoring the even, circular flow, is not entre-
preneurial; they are the pedestrians who, once they have
learned to imitate the leaders, fall into yet another zero-profit
routine. Capitalist development for Schumpeter consists of
spurts of entrepreneurial, innovative energy, continually
dogged by the imitators and routine-huggers.5®

For us entrepreneurship is manifested in short-run move-
ments fully as much as in long-run developmental changes, and
is exercised by the imitators (who move in to exploit the op-
portunities exposed by the activities of the innovators) fully
as much as by the innovators themselves. For us entrepreneur-
ship ceases only when imitative activity has succeeded in
squeezing out all profit opportunitics. We see the process
whereby an above-equilibrium price is beaten down toward
equilibrium as an entrepreneurial process: it requires entrepre-
neurial alertness to the realities of the situation to adjust to the
true eagerness (or rather, relative lack of eagerness) of pro-

spective buyers. In fact it is precisely the short-run market pro- -

cesses, which are responsible for the ever-present agitation

tending toward market equilibrium positions that we wish to

illumine by our emphasis on entreprenecurship. These short-run
58. Ibid., p. 83 (italics in original).

59. See J. A. Schumpeter, The Theory of Economic
(Cambridge: Harvard University Press, 1934), pp. 131 #.
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processes, being made up of the imitative activities of followers
striking “at the margins of the profits and the outputs of exist-
ing firms,” % do not, for Schumpeter, exemplify the exercise of

- entrepreneurship. Entrepreneurship is reserved for the bril-

liant, imaginative, daring, resourceful innovator. For_us entre-

~ preneurship is exercised whenever a market participant
- recognizes that doing something even a little different from
~ what is currently being done may more accurately anticipate

the actual opportunities available.

It is no accident, therefore, that for Schumpeter price com-
petition exemghﬁgg the nonentrepreneurial, pedestrian kind
of competition (which he wishes to relegate to the back-
ground ), whereas the dynamic, entrepreneurial type of compe-
tition (which for Schumpeter is the essence of the capitalist
process) is exemplified by the new commodity and new tech-
nology.®! For us the process of price competition is as entre-
preneurial and dynamic as that represented by the new com-
modity, new techni Or new of organization. In fact,

gxsﬂ_x_c__gs_enceofourmg g ggh_g_utth:s@ktbat

at wotk whether it mamfests ltself thl'O_l!&ll _prices ad)usggg

toward general (or partial) equilibrium patterns or through

the adjustment of commodity opportunities made available,

techniques of production, or the organization of industry. That

Schumpeter clearly refuses to perceive such an identity sharply -
limits, from the perspective of this essay, the value of his other-

wise masterly and pioncering insight into the entrepreneurial

process.®2

- We may further clarify how our approach differs from

Schumpeter’s by referring to his often-cited views on the in-

go Scl:lumpeter, Capitalism, Socialism and Democracy, p. 84.
1. Ibi

62. For a related criticism of Schumpeter’s lack of interest in the market
process(aslthsbeenemphaazedmthnbook),scel" A. Hayek, “The
Use of Knowledge in Society,” American Economic Review 35 (Septem-
ber 1945): 529-30. See also Mises, Human Action, p. 354.

129




Comgpetition and Monopoly

compatibility of economic progress and the state of perfect
competition.®® It was Schumpeter’s position that the perfect
freedom of entry implied by perfect competition must re-
move all incentive for new methods of production and new
commodities. Schumpeter (as well, indeed, as the writers who
have evaluated this Schumpeterian thesis) seems to be for-
getting that competition theory is a of equi-
librium, describing the conditions that will have to be fulfilled
before a situation can be onc in which no adjustments are
needed. It follows that the question whether economic prog-
ress is or is not compatible with perfectly competitive condi-
tions is really an idle one. Insofar as an
potential for progress (e.g., new technologics are within reach
and new commodities are eapable of HW), then
no equilibrium can b ag : g DO s glvead
been ex; elmtcd.Tocnticizetheperfecﬂyoompetiﬁvemtket
as not conducive to- technological progress is either to fail to
recognize: it as a state of equilibrium or to define as equilibrium
any state of rest, even one in which maladjustments and ten-
sions exist which demand (and will eventually surely win)
market correction and adjustments. The theory of perfect
competition is unsatisfying to us because it rules out (by
definition) any consideration of the process through which
equilibrium conditions may be achieved. For Schumpeter
it is not possible for this objection to carry weight, since
for him, as we have seen, the perfectly competitive market
does not necessarily mean one in which all potential adjust-
ments have already been exploited. The “dynamic” competi-
tion upon which Schumpeter relies for capitalist economic
progress is therefore clearly not designed to meet this objec-
tion.

We agree wholeh .
fectly competitive conditions must be absent for technc ;
progress to occur. Butfotusthistmthumerclyaspw

63. Schumpeter, Capitalism, Soaakm and Democracy, p. 105.
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. (even if highly important) case of the more general proposi-
. tion, which asserts that the absence of perfectly competitive
" conditions (or, for that matter, any set of equilibrium condi-
- tions) is necessary for market adjustment of eny kind to occur
~ (even the simplest of price adjustments ). It is because Schum-
: peter viewed the entreprenewrship that can give rise to tech-

* nological progress as a spontaneous disruption of equilibrium
~ (rather than the equilibrating response to preexisting tensions)
that he could not perceive the essential homogeneity of the
competitive-entrepreneurial process, whether it manifests itself
through technological progress or through short-run market

ENTREPRENEURSHIP AS A ROUTE TO A MONOPOLY POSITION .
'Among the inferences to be drawn from the monopoly concept
~ developed in this chapter, one deserves to be carefully ex-
_ plained. Although this inference will concem us later, I will in-
troduce it here in order to place our monopoly concept more
clearly in perspective. The point I wish to emphasize is that «
monopoly position may be won by alert entrepreneurial (and
* hence competitive) action.® }
- 'With monopoly understood as a position which confers im-
munity from the entry of competing entreprencurs (this im-
munity arising out of unique ownership of resources), it be-
comes of interest to inquire into the source of such a monopoly
position. Clearly. the source may be simply the prevailing pat-
temn of natural resource endowment as recognized by the rele-
vant property rights system. In a society in. which slavery has
been ruled out, 3 man with unique natural skills possesses a
built-in monopoly position; and so on. Here we must attribute
whatever social disadvantages arise from the monopoly position
to the initial endowment pattern made relevant by the institu-
tionalized rights system. But it is clear that a monopoly posi-
tion may also arise through deliberate action.

" 64. See above, pp. 22-23.
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Thus where the initial resource endowment pattern has dis-
tributed a particular resource among many resource owners, but
one farsighted entrepreneur buys up the eatire supply for him-
self, he has acquired a monopoly position through alert entre-
preneurial action. In his subsequent exploitation of his unique
resource ownership he is a protected monopolist. If we ap-
praise the benefits this entrepreneur extracts from the market
because he owns the unique resource, we ascribe them to his
strong position as a monopolist; at the same time we can
ascribe them to the course of entrepreneurial actions which
won him this position (over potentially competing entrepre-
news). Quite similarly, the social disadvantages that may
arise from the monopoly position can be ascribed to the unique
power of the monopolist; at the same time they can be ascribed
to the competition in which the monopolist won his power
(against these disadvantages we must then weigh the social
advantages that may be traced back to the entrepreneurship
involved in that competition ). Clearly, one’s evaluation of the
final situation can be from a short-run point of view, in which
the monopolist’s position is a datum, or it can be from a long-
run point of view, in which the existence of this position is itself
explained in terms of the competitive-entrepreneurial market
process. It has become apparent that a situation may not per-
mit an unambiguous, positive label; and by the same token a
situation may yield both a favorable and an unfavorable norina-
tive evaluation, depending on the perspective from which the
judgment is made.

The case where an alert entrepreneur has (without any initial
monopoly power ) acquired a monopoly position through entre-
preneurial action is not to be confused with the case in which
an entrepreneur has by his alertness become the first (and for
the moment the only) producer of a product without unique
access to any necessary resources. The term “monopoly” is, in
the contemporarily dominant theory of price, routinely applied
to the Iatter case (although the relationship of the “monopo-
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~ list’s” activities to entrepreneurship is seldom recognized.) %
.In our own terminology, of course, the nimblest entrepreneur
"is not, as long as he possesses no unique resource control,

_termed a monopolist at all. His favorable position not only was

won in open competition with other entrepreneurs, it remains
a specially favorable position only for as long as it takes his
competitors (to whom entry remains entirely free) to discover
how to offer the market opportunities no less attractive than

those he has already discovered. This is in sharp contrast to the
case of the entrepreneur who acquires sole control of a unique
resource and thereby gains a true monopoly position. In the
latter case the favorable position was indeed won in open
competition with other entrepreneurs, but once won this favor-

- able position is safely and permanently excluded from the
. reach of would-be competitors.

Nonetheless, the case of the true monopoly position ac-
quired through entrepreneurial activity can throw light on one

‘important aspect of the situation in which the nimblest entre-

preneur (without resource control) has temporarily placed

_himself in an unusually favorable position. It may be that the
first discoverer of a market opportunity, even where he does

not uniquely control any of the resources reguired to exploit

it, is temporarily immune from the competitive activities of

otLer entreprencurs even dfter they have discovered end have
taken the steps nece: to duplicate this ity. During

the time that must necessarily elapse before the effects of
these competitive measures impinge on the market, the first en-
trepreneur has what amounts to a temporary monopoly, a posi-
tion he has won through superior entrepreneurship. This is a
true monopoly position, in our own terminology, because the
resources needed to produce the commodity under considera-
tion without delay are in fact not available to other entrepre-
neurs. Others can marshal the resources capable of producing

clués 3Sc:t: hgwever, the remark attributed to Professor Lewis, cited above,
p. 3, n
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this commodity only sometime in the future; the “first” entre-
preneur, simply by taking the first steps before any of his com-
petitors, is the only producer capable of producing now. This
monopoly position is of course temporary. One’s evaluation of
this situation will therefore involve a choice between a long-
run and a short-run perspective, along yet another dimension
beyond that discussed earlier in this section. We will retam to
a more detailed consideration of these matters in chapter S.

’DCN"‘. Mecod \9\*'\&\\'\" Joa k’e\, o Holrew Ecowemsig

(%cw i“,&u j o

: 4
- Selling Costs, Quality,
and Competition

(Ouw«r‘c“»\(cic \ﬂ,\&:\r ~ U&e ‘\( @h;“("({‘m can c;éu&ut:
Jor o=t Aublgue pwn ol ader oo cofga Gede iuekichh.
¢ E e m(éf»..(, ‘u& W —}ccu&ogug_},“ W heote we sbdco
5‘"‘““" b olhes . ol <ganXD Yo~ x&*atct’o codleciunty bty
(oudderdncic Yurs © cods J e cols ums ugos wdiae
& Qemiia Lo t@sa‘\ Vet dpde X 'm}t? .

}lO “!‘fu‘\'v o ‘cm de wau.ag“b PR ég;';\éfubi((ﬁ"l de
swaldmee. D awedn e o g\«u&a ““"'&u'h"' G
H‘M" s @ c‘,.n.\ wie W’ ..xu.cp-\ﬁu.ucv ‘ N

Vst wasude o doe cu UTL  coneniroai \u&,ol(g;-f‘@l

Mk&"u"\;}(?_x , ;,,‘?.«-‘, Nf:_,i*w N»tatﬂtmb e gk &}i’““
: V;

it convenient to take up at this point the closely related topics
of selling costs and product variability. We shall discover that
. the insights we have gained concemning competitive-entrepre-
neurial activity immediately place these aspects of the market
in an entirely new light.

Our position may be summarized in the following state-
. ments: (1) Entrepreneurs compete with one another, in the
process sense, by seeking to ‘offer better opportunities to the
market. But an opportunity may be “better” in other ways than
requiring (offering) lower ( higher) prices from (to) prospec-
- tive buyers (sellers). An opportunity may appear better to
. the market because for a given price it offers buyers something
they seek more eagerly (or because it asks of sellers, in ex-
~“change for a given price, something they relinquish less reluc-
- tantly). Entreprencurial competition expresses itself, there-
- fore, in the kinds and qualities of goods and services being pro-
‘duced and offered for sale (and in the kinds and qualities of
- the factors sought for purchase). Market disequilibrium, it
follows, means not only a pattern of prices and quantities sub-
“jegt to change under competitive pressures, but also a pattern

" THE PRECEDING DISCUSSIONS OF OUR VIEWS ON THE NATURE OF i
- entreprencurship and of the competitive market process make
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of product
same pressures. (2) Positive economic theo i
any means of distinguishing between mﬂridms:?h?nfgpcr(:ltg f
and production costs. Both categories of costs are incuried b
the entreprencur as he attempts to offer rtunities v:h-ii
mar'ket rticipants will consider more attractive than those
a'vmlable elsewhere. In fact, once the character of the competi-
tive process is correctly comprehended, “selling costs” present
no new problems whatsoever for the theory of the market. That
the o.pposite has been repeatedly asserted by orthodox price
-theonst.s — and it is this that makes the present ch nlc)car
sary — is a reflection of the incomplete understanding of the
market process which orthodox price theory expresses. (3) As
part of his entrepreneurial role, it is the function of the pro-
duce'r to go beyond the mere fabrication and delivery of a c(l:
modity to v,be available for the consumer. He also al:;
the consumer to the availability of the product, and sometim
he must even alert the consumer to the desirability of an :sl-
ready known prodiict. As we shall discover, this latter role can-
not be understood merely as that of “producing knowledge” for
the consumer concerning prospective or existing opportuniti
R_ggh;'er, it consists in relieving the consumer of the i o

;l:: 0):: mfm t::ltreg;_eneur. In order for him to

? I uction” must often be higher
o'therwxse be. That the costs of ptoduétion wtll::cllln tx:ztwould
txve'ly reflect this entrepreneurial role are usually those la;::i.
selling costs places these costs in an entirely new light (and .
perhaps helps explain why it is so often mlstakeuly believed
that these selling costs constitute a separate catégbry) .
o Lteht,s us 1l)nroceedbo » then, to elaborate this position, In tl;e course
' ela ration, I will digress to

noh(fed difficulties raised by the attemptextilofr:rmsoull:tee Py
nomically valid definition of 3 given good. e

1. On the treatment of buying costs see below, pp- 180--86,
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. ON THE PRODUCT AS AN ECONOMIC VARIABLE
Crucial to any discussion of these matters must be a clear un-
derstanding of how market forces determine the kinds and qual-
iti ing produced during a given period. Both
Marshallian and Walrasian theory failed seriously in this regard.
For Marshallian theory, it is quite clear, the concept of a given
industry to which analysis is to be confined effectively begged
the entire question: the scope of the Marshallian cross is de-
fined by the given product to which it relates. Walrasian eco-

nomics, despite its attention to interindustry relationshi%, did
ngt_provide any understanding of how the Jeter-
‘mines — in fact, originates — the attributes of what is to be
produced. Rather, the theory explained the determination of
the output quantities of the various given product categories.
Being an equilibrium theory, the Walrasian system failed even
‘to explain the process whereby this equilibrium output pattern
is hammered out; still less did it undertake to explain how the
very specifications of the products to be produced are them-
selves generated by the market process.

This failure of the various neoclassical approaches is to be
“understood as consistent with their failure to incorporate the
entrepreneurial role into their theory of price and thus to pro-
"vide a theory of the market process. An equilibrium theory,
being a nonentrepreneurial theory, must necessarily take as
already determined the spectrum of products whose prices and
outputs are being explained. At best, one can expect from an
equilibrium theory only a statement of the equilibrium condi-
tions to be fulfilled governing the relationships between the
product, quantity, and price variables. And even this kind of
statement was not forthcoming, within the neoclassical tradi-
tion, before the work of Chamberlin.

From the perspective of a theory of market process, the role
of product quality is entircly analogous to, and in many cases
~ almost inseparable from, that of price. At any given time mar-
ket participants are engaged in a set of activities which is likely
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to be a disequilibrium set. In other words, the various decisions

being made in the market are not in complete mutual adjust-

a bundle of resources is being used to produce units of com-
modity A at a time when the resources could be used to pro-
duce units of commodity B, for which consumers are paying
(or would be prepared to pay) greater sums of money. The de-
cisions of the resource owners, in this case not coordi-

nated with the attitudes of consumers: owing to im)

communication, resource owners are in effect selling their re-
sources to a group of consumers at prices lower than those a
second group is prepared to pay: This creates a classic oppor-
tunity for entrepreneurial discovery. Entreprencurs, discovering
the profit opportunity presented by this maladjustment, buy up
the resources and put them to work in producing the more valn-
able product. The pressure of this kind of entreprencurial ac-
tivity brings about changes in resource and product prices, of
course. It also brings about, at the same time, changes in the
kindsofptoductsbeingproduced. is 1 ing is
_ uently used to lain the shifting o i
industries, there is nothin in_the above simple

does not cover the situa tion where “the more valuable” product
isoﬁethathasnotﬂbeengmducedg;gll_..’l’he products that
do come to be produced as a result of entrepreneurial action
are (like the various prices that emerge during the course of

the entrepreneurial Process) momentary features of the land-

scape, generated by the agitation of the competitive-entrepre-
neurial process and likely to be nudged and buffeted by the
subsequent continuation of that process. Just as a spectrum of
prices (for a single product ) can be expected to give way, un-
der the pressure of the market process, to a single price, so may
a spectrum of various qualities of product give way, under com-
petitive pressures, to a single set of product specifications. And
just as a nonequilibrium price will be forced up or down toward
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- equilibrinm, so will a “nonegquilibrium” quality of uct be
forced toward the specifications of the “equilibrium uct.”
- The competitive-entrepreneurial character of this process de-
“termining product qualities is unmistakable. As soon as one
describes an existing pattern of production as one of disequi-
librium, it becomes clear that there exists a dimension for
extra-Robbinsian decision-making. I the decision about which
quality of product is to be produced the really ‘_‘8215& ificant w
i$ not how to economize with given resources in M
given ends, but the alertness with which the producer -
nizes the kinds of goo are eager to buy, the kinds
*of goods available technology and resources can create, and the
kinds of resources that can be marshaled. It is the

t is the successful
identification of relevant ends and means (rather than the effi-
. ecient utilization of means to achieve ends) which marks the

* decision on ity. And with resource owner-
- ship not monopolized this decision is a strictly competitive
. one: each production decision is made in an attempt to pro-
~ vide opportunities to the market that will be judged more
- attractive than those otherwise available.
So difficult is it, in fact, to avoid recognizing the entrepre-
neurial clement in the choice of product, that it is in discus-
sions of the product as a variable that we find, in the contem-
- porary orthodox theory of value, the closest approach to the
 position taken up here.? This seems particularly apparent in
Chamberlin’s essay “The Product as an Economic Variable.”
Although Chamberlin himself seems to insist that this essay

~ 2. For a fascinating account of the role of entreprencurship in determin-
ing product quality in the British soap industry, see H. R. Edwards, Com-
M&ﬁmmdMonopolyintthrih’dnSoapludtnhy (London: Oxford
Univensity Press, 1962), pp. 145-48.
3, E. H. Chamberlin, “The Product as an Economic Variable,” Quar-
terly Journal of Economics 67 (February 1953): 1-29, reprinted in his
Towards a More Generdl Theory of Value (London: Oxford University
Press, 1957); page citations will be from this reprint. It should be noted
‘that Chamberlin observes that the substance of the article was “presented
(ho slugseea?ve gencrations of graduate students at Harvard since 1935”
P n). ‘
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is fully consistent with his Theory of Monopolistic Competi-
tion, a fairly strong case can be made for the claim that his
later essay departs significantly from the earlier treatment. In
the later work, for example, Chamberlin i
not enough to analyze a market in which, although many dif-
ferent products are being produced, they are all given; it is
necessary to treat the prodyct itself as a variable.t The empha-
sis is less on the variety of products than on the fact that prod-
ucts are continuously being changed, “improved, deteriorated,
or just made different — as an essential part of the market pro-
cess.” ® He recognizes that admitting the product as a variable
adds a new dimension for active competition.® The determina-
tion of the product-price-output equilibrium occurs, Chamber-
lin makes clear, through the interaction of entrepreneuss’ de-
cisions.” All this represents significant progress toward the
analysis of product change. It is of course true that, from the
point of view of our own treatment, we cannot be satisfied
with a discussion which does not do sufficient justice to the
process of product quality adjustment. Chamberlin has per-
ceived that product quality is not to be taken as a datum, but
is, like price, to be viewed as a variable determined by definite
market forces. His treatment does not, however, proceed sub-
stantially beyond an enumeration of these forces. There is little
recognition of the role of entrepreneurial alertness or of the
competitive-entrepreneurial process it generates. But even the
recognition that product quality is determined by entrepre-
neurial decision must be welcomed as a definite step in the
direction of a theory of the entrepreneurial process of product
quality adjustment.?

4 Ibid,, p. 107, n. 4.
Ibid.

6 Ibid., pp. 111, 119.
'; ;‘}ud. , p. 115,
rom the point of view of this book, by far the most perceptive and
complete discussion of the competitive process through which p::duct
quality is determined is that of the work, unfortunately somewhat me-
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PRODUCTION COSTS AND SELLING COSTS
With a clear understanding of the entrepreneurial process as
manifested in the ever-shifting arrays of product qualities avail-
able to the market, we are in a position to restate definitively
the decisive theoretical objections to teeogmzmg a category of
“gelling costs” separate from “production costs.”

The position that selling costs can (and should) be clearly
distinguished from production costs was made familiar to the
profession through Chamberlin’s emphatic endorsement in his
Theory of Monopolistic Competition.® Citing earlier writers
who had argued for such a distinction (as well as several who
had explicitly denied it), Chamberlin considered failure to
make the distinction a mistake so simple and obvious as to call
for explanation. The distinction itself, Chamberlin main-
tained, is “as fundamental for value theory as the distinction
between supply and demand, and indeed arises necessarily
from it. Costs of selling increase the demand for the product
on which they are expended; costs of production increase sup-
gb' ” Costs of production-include “all expenses which must be
met to provide the commodity or service, transport it to the
‘buyer, and put it into his hands ready to satisfy his wants.” In
other words, costs of production are necessary for a particular

_product itself to be forthcoming, whereas selling costs arc un-.

dertaken in order to alter the demand curve for that product.
The unacceptability of this distinction has been pointed out
by a number of writers. As Stigler remarked, the distinction is

either ambiguous in application or rests on arbitrary personal

standards of value.!® “Only he who assumes the right to make
value judgements,” Machlup observes, “would feel entitled to
glected, of L. Abbott, Quality and Competition (New York: Columbia

University Press, 1955 ).
9. E. H. Chamberlin, The Theory of M

_ lonopolistic _
ed. (Cambridge: Harvard University Press, 1956), pp. 123 .

" 10. G. J. Stigler, The Theory of Price (New York: Macmillan, 1946),

P 251,
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draw the line.”*! The source of the difficulty has been most
clearly identified by Kaldor, with the problem of judging what
constitutes a “product.” “If ‘products’ were merely thought of

in the purely physical sense (as a certain quantity of ‘stuff’),

all costs could be looked upon as ‘selling costs,’” since they all
have the effect of ‘raising the demand curve’ confronting
them. . . . If, on the other hand, a ‘product’ were to be de-
fined by market criteria (i.e., by the attitudes of buyers), then
all costs would be ‘production costs,” since they all involve a
change of ‘product, as defined by the preferences of the
consumers.” 12

Perhaps the least expected among the critics of the Cham-
berlinian distinction between production and selling costs has
been Chamberlin himself. In a paper published in 1964
Chamberlin acknowledged the inadequacy of his carlier formu-
lation of the distinction. The problem with the earlier formu-

lation, Chamberlin explains, is that it tacitly assumes a given

product. If the product were actually a datum, the earlier defi-
nition of selling costs as those altering the demand cwrve would
be entirely valid. But once the variability of the product is
recognized, the earlier method of distinguishing between sell-
ing costs and production costs fails: “If an expenditure shifts

the demand curve to the right, it remains an open question

(so far) whether the expenditure has resulted in a new product

11. F. Machlup, The Economics of Seller's Competition (Baltimore,
Md.: Johns Hopkins University Press, 1952), pp. 182-83.

12. N. Kaldor, “The Economic
nomic Studies 18 (1949-50): 1-27, reprinted in Essays on Value and
Distribution (Glencoe, IlL: Free Press, 1960), p. 131 (all page references
are to this reprint). See also L. Mises, Human Action (New Haven: Yale
University Press, 1949), p. 319; K. Gordon, “Discussion on Concepts of
Competition and Monopoly,” American Economic Review 45 (May
1955): 486-87; R. L. Bisbop, “Monopolistic Competition asnd Welfare
Economics,” in M Competition Theory: Studies in Inpact,
ed. R. E. Kuenne (New York: John Wiley, 1967), pp. 261-62.

13. E. H. Chamberlin, “The Definition of Selling Costs,” in Review of
- Economic Studies 31 (Ianmry 1964): 59-64 (reprinted as an
in the 8th edition of The Theory of Monopolistic Competition [Cam-
bridge: Harvard Univensity Press, 1962]).
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for which there is a stronger demand (and is therefore a pro-
duction cost for the new product) or whether it has merely
increased the demand for the old one (and is therefore a selling
cost of the latter).” 4

Chamberlin has thus clearly explained how his carlier faulty
formulation arose: it came from regarding the product as a
datum rather than as a variable. Awareness of the variability of
product quality immediately erases the earlier Chamberlinian
distinction between production and selling costs. The discus-

. sion earlier in this chapter of the entrepreneurial character of

product-quality determination has made it possible to express
this point in an even more illuminating way. The writers cited
above as critics of the faulty Chamberlinian formulation seem
not to have recognized that that formulation arose out of a pro-
found misunderstanding of the role of the producer and of the
character of production costs. It will be useful to show that
this is so.

Although it is indeed true that the offending formulation
arose out of a failure to recognize the variability of the prod-
uct, it should be pointed out that this was based, in tum,
upon a failure to perceive the entreprencurial character of the
decision to produce — even the decision to produce a single
product. The i ve seemn, thatmallmes ex
that of equilibrium, each producer incurs i
his product not as a Robbinsian decision-maker but as a Mise-
sian_entrepreneyr, In incurring these costs he is in effect an-
nouncing that he has become alert to an opportunity of con-
verting this expenditure into a hitherto unperccived revenue
possibility. He believes this possibility to consist in the produc-

‘tion of a good of a specific quality (accompanied perhaps by a

range of auxiliary services) which will inspire consumers to
purchase it at the anticipated price. No onc else has quite
perceived this revenue possibility until now, or, at any rate no
one has hitherto discovered a way to realize it at quite so low
14. Tbid,, p. 59.
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an outlay. Clearly, the outlay undertaken in this way by the
entrepreneur-producer cannot be divorced from the revenue
possibility to which it is directed. The outlay is undertaken
only to win the anticipated revenue; this revenue is anticipated
only because this product, rather than any other, has been pro-
duced. Every penny of outlay is believed necessary to success-
fully market the product and thus capture the revenue that
had been envisaged. The entrepreneurial character of the pro-
duction decision means that no feature of the product was in-
troduced by the producer without regard to its contribution to
a salable finished product. Every aspect of the product (in-
cluding such extras as friendly service, free parking, and the
like) has been produced (and the associated outlays under-
taken) strictly in the belief that it would enhance the salability
of the whole product. No single penny of the outlay — even
those usually considered as strictly production, rather than sell-
ing, costs — can be perceived as anything but costs Currec
in order to “sell.” . e m__,_“f_‘f.d
Only by assuming away the need for any entrepreneurial
role in production (i.e., by assuming that each producer some-
how knows in advance of his production decision the precise
specifications of what he is to produce) is it possible to fall
into the error of seeing the costs of fabricating a product as
anything other than costs incurred in an effort to anticipate
consumers’ wishes. With entrepreneurship assumed away, with
the product a datum, it is indeed easy not to perceive that the

production of a pi itutes a selection by the producer
of what he believes the consumer will be most eager to buy

With the decision on what to produce assumed to have been
somehow made elsewhere, all the producer needs to do is
undertake the outlays required to fabricate the product. In this
faulty way of seeing things, the producer is viewed as_produc-
ing a product for an already guaranteed market (or at least for
a market that can be ensured through separate “selling” ac-
tivity ). Only with such a view could one believe that there can
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exist costs of production which do not partake of the nature

of selling costs. But, as we have seen very clearly, such a view

of the producer is appropriate only to a state of equilibrium.
When we perceive the need for entrepreneurial decision-

- 'making by the producer, it is no longer possible to overlook the
truth that all costs are selling costs. (It is of course entirely

consistent with this reasoning to point out quite similarly that -
all costs are production costs.)

Our point of view, and the extent to which it goes beyond
the standard criticisms of the earlier Chamberlinian formula-
tion, can be succinctly presented as follows. The critics (in-
cluding, as we have seen, Chamberlin himself) have pointed
out quite correctly that if by selling costs we mean those which
shift demand curves to the right, then fabrication costs too

" must be counted as selling costs (since consumer demand for

the raw materials is less intense than that for the finished prod-
uct). We have pointed out, in addition, that if selling costs
are identified as such because they are undertaken to evoke
buying eagemess on the part of consumers, then fabrication
costs too must be counted as selling costs. This is so, I have
argued, not primarily because consumers are prepared to pay
more for a finished product than for its raw materials, but
because the entrepreneur-producer’s decision to produce a par-
ticular product reflects his alertness to the fact that this prod-
uct can most effectively evoke consumer eagerness to buy.
The assumption that the product is a datum makes it easy for
our own perception of product costs as selling costs, as well as
the corresponding perception of the critics cited earlier, to
become suppressed.

" If production costs were incurred by hired production mana-
gers under instructions to produce a specified product, it would
be meaningful to separate the strictly fabricative outlays from
those incurred by the sales department. But costs are incurred

_only by entreprencurs. For entrepreneurs all outlays, no matter-
what department they originate in, are incurred only insofar

145




Selling Costs, Quality, and Competition

as_they contribute to a sellin g effort. (On the other hand, to
attempt to isolate “pure” selling costs, that is, that supporting
selling effort which does not in any way enhance “the product
itself,” is, as the cited critics have excellently made clear, to
arrogate to oneself the position of being able to pronounce on
what does and what does not constitute a “real” change in the
product itself. ) '

SELLING COSTS, CONSUMER KNOWLEDGE, AND
ENTREPRENEURIAL ALERTNESS

Our discussion of the essential homogeneity of costs, and of
the invalidity of the selling cost—production cost classification,
makes it of special interest to draw attention to a Little-noticed
function fulfilled in the market process by entrepreneur-pro-
ducers. Awareness of this role will both confirm the invalidity of
the distinction between selling and production costs and help
explain the strength of the temptation, succumbed to by so
many, to search for such a distinction.

The usual view of the matter is that the producer fabricates
a product which the consumer (with or without the prodding
of the producer’s selling effort) thereupon purchases.
entrepreneurial aspect of the producer’s role (if this aspect is
recognized at all) is perceived to lie in his discernment of what
the consumer stands ready to buy, or what the consumer can
be persuaded to buy. Where the information content of adver-
tising is recognized, the producer who sells his produact with

the help of advertising t only as producing his
own_product, but also as providing the consumer with the

“knowledge” n ary for him to buy the uct. (As we
shall discuss later, the traditional “defense” of the role of adver-
_ﬁsinginthemarketsystemhasbcenbasedchicﬂyonthisin-
formational element.) Here the entreprencurial aspect of the
15. No attempt is made here to examine the cfforts — unsaccessful,
they appear to ml: -“dméaldor and of Chamberkin ( inﬂtslm'r cited uhclc:;

to develop improved formulations for a distinction between selling
and production costs. oosks
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~ producer’s role is seen to consist in his discernment of that
- combination of product and information which the consumer
stands ready to buy. This view of the matter, I wish to argue,

does not do justice to the entrepreneurial role of the producer
in the market economy. : »

It was pointed out in chapter 2 !¢ that for analytical purposes
it is often convenient to assume that the mass of market partici-

pants act as strictly Robbinsian decision-makers (“price-

takers” ), exercising no element of entrepreneurship whatever,
but that a special group of market participants act as “pure”
entrepreneurs, with the market process seen as being set in mo-
tion by their (“price-taking”) activities. It will be useful to
explain one implication of this model of the market.

If the Robbinsian market participants are to be purely Rob-

. binsian, then we must of course view them as confronting g

and known alternative courses of action. How shall we imagine
the awareness of the existence of these altematives to reach

- these Robbinsian economizers, during the agitations of market
- adjustments? It was all very well to examine how a Robbinsian
~ economizer reacts to an already perceived problem. But surely

the dynamics of the market process call for a series of changes
in the way market participants perceive their available courses
of action. With all elements of .entr__egrenémshig assumed
away from these Robbinsian market participants, changes in
the price-quantity-quality opportunities available to them dur-
ing the course of the market process cannot, without the use of _
sgme special device, be assymed to become known to these
participants. (And even if the course of the market process
makes knowledge itsclf available, the discussion in chapter 2
has pointed out that we have as yet no way of ensuring that
Robbinsian market participants become aware of such newly
available opportunities for acquiring knowledge.) And it is at
this point that we realize that if we are to work with a market

- model based on the existence of purely Robbinsian roles and

16. See above, p. 39-43.
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of purely entrepreneurial roles, these latter entrepreneurial
roles must be tailored to fill yet an additional responsibility.
ur entr e it _now becomes apparent, must be
charged with the responsibility not only of perceiving how an
opportunity can be made available to a consumer (for which
the consumer would be happy to pay more than it costs the

cutrepreneur to make the opportunity availab le), but also of
makingthecomunmwewe t this is in fact available. This
responsibility will not be discharged by the entrepreneur’s

merely making knowledge of the offer available to the con-
sumer. After all, we have seen, a consumer may not even per-

ceive that this offer of knowledge is available. The entrepre-

neur must somehow succeed in making the consumer know of
the offer (or at the very least, of the availability of knowledge
about the opportunities entrepreneurs are prepared to offer).
In brief, the analytical division of labor envisaged in our
models of pure entrepreneurs and pure Robbinsian maximizers
makes it necessary to add a new feature to our picture of the
entrepreneur. Until now we have seen the entreprencur as
being alert to opportunitics that can be made & tot

“Robbinsians” (which they are assumed not to be able to

perceive themselves). Now we see the entreprencur engaged,
in addition, in getting the Robbinsians to see the avai ty
of these o ities.

Once this implication of the pure-entrepreneur-pure-Robbin-
. sian model is understood, it is hardly possible to avoid under-
- standing the role of so-called selling effort in the real world in
an entirely new light. In ‘the real world, too, producer-entre-
preneurs are engaged in providing the consumers with the
“entreprencurship” which they (at least in part) lack. Producer-
entrepreneurs are not only engaged in producing ¢ iti
for_the consumers to purchase, they are concerned also fo
make the consumer know e _existence of these ,
opportunities: Thus we can see that the selling effort of pro-
ducers goes beyond “persuasion” (attempting to change con-
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sumer’s tastes), and beyond the mere provision of “knowl
edge” (“making available” information concerning the pur-
“chase opportunities). Selling effort fills the need for the pro-
ducer-entreprencur to get potential consumers to know about
urchase o ities.
- Later in this chapter we will return to examine some impor-
tant implications of this new insight into the function of
entreprencurial selling effort. Here I will merely point out how
this new view of the matter affects our earlier critique of the
orthodox distinction between production costs and selling
Superficially, the new insight into the function of selling
effort offers a tempting criterion with which to preserve the
orthodox Chambérlinian distinction and to defend it against
the criticisms previously discussed. One is tempted to argue
that “production costs” should be seen as those required to
place an opportunity before the consumer, whereas the term
“selling costs” should be reserved for the expenditures neces--
sary to make the consumer aware of its availability. Surely, the
. ar nt would run, the very distinction between Robbinsian
_ decision-makers and entrepreneurs depends upon the validity
of a sharp distinction, in turn, between an_opportunity that is
“available” to a consumer and an opportuni that is perceived
as_available. Why, then, can we not validly distinguish be-
tween the expenditures necessary for the former and the addi-
tional expenditures that may be necessary to ensure the latter?
~ We must concede that such an argument possesses merit.
(And, I may remark, its acceptance would not only rehabilitate
-~ the orthodox distinction between production costs and selling
. costs, but would entail, in addition, a drastic revision in the -
normative implications of the distinction. “Selling costs,” iden-
tified under the new criterion, would be perceived as serving an
eatirely new social function, one whose utility can no longer
be denied.) But although the merit of the argument may pro-
vide a measure of pragmatic justification for invoking the ortho-
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dox distinction in specific cases, it should be apparent upon
reflection that the general objections to the validity of the dis-
tinction are not removed by our new insight into the function
of entrepreneurial selling effort.

- Although it may be conceptually convenient to distinguish
between the task of making an opportunity available to a con-
sumer and the task of making the consumer aware of the oppor-
tunity, there is in fact no reason to expect that these tasks will
be undertaken separately. The entrepreneur’s selection of the
particular opportunity he will make available is likely to take
into account how easily consumers can be made aware of its
desirability. The successful entrepreneur is likely to be the one
who correctly anticipates those opportunities whose very exis-
tence impinges vividly on the consciousness of the consumer,
without the need for a separate entreprencurial selling effort.
The “production costs” necessary to fabricate these commodity
opportunities must surely in a sense be recognized as expendi-
tures that ensure consumer awareness of their existence — that
is, as “selling costs.” Or, from a slightly different perspective, an

entrepreneur may judge that the most effective way to convince-

consumers that his products arc desirable is to take steps that

in fact alter the nature of the “opportunity” being made avail-

able. These “selling costs” are clearly also “production costs.” 1*
We thus once again reach the same conclusion. Our recogni-
tion of the entrepreneurial character of the production deci-

sion, and our insight into that aspect of the entreprenewr-
producer’s decision which undertakes to ensure consumer

awareness of the desirability and availability of his products,

converge to deny the validity of the distinction between pro-

17. Moreover, even at the conceptual level it can be argued that 2 valid
distinction between the task of making an opportunity svailable to a
- consumer and that of making him aware of the opportunity cannot be
consistently sustained. It must be pointed out that until he has been made
aware of an opportunity that opportunity does not, in a real sense, exist
for the consumer at all. Thus the task of making the consumer “notice”
the opportunity turns out to be am integral part of making that oppor-
tunity available.
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duchon activity and selling activity and between production
‘ costs and selling costs.

ADVERTISING, CONSUMER KNOWLEDGE, AND THE

g ECONOMICS OF INFORMATION

_The role filled by the entrepreneur in making the consumer
“@ware of available opportunities needs to be further distin-
‘guished from the quite separate function of “providing infor-
mation” to potential consumers as this is treated by many
- writers. In turning now to develop this distinction, we will have
the opportunity to review briefly the widespread treatment of
advertising as a major method of providing price and quality
information to the market. Because so large a portion of selling
cffort does take the form of expenditure on advertising, and be-
cause many have “justified” the enormous volume of resources
devoted to this solely by the information content of adver-
tising, a careful consideration of the relevant issues is called
" During the relatively few decades when economic theorists
have paid explicit attention to advertising, they have almost
invariably been quick to concede that advertising may fill a
useful informational role.’® “There can be no question,” Kal-
dor remarks in his generally critical essay on the economic
.aspects of advertising,'® “as to the genuine need for informa-
tion . . . there is no doubt, also, that if advertising were not
provided freely, the consumers would be quite willing to pay
for the supply of market information. . . . There is no doubt,
therefore, that advertising has a social function to fulfill.” The
critical views upon advertising have involved such issues as
_ 18, For early examples see A. Mansball, Indusitry and Trade (London:
Macmillan, 1919), p. 305; A. C. Pigou, The Economics of Welfare, 4th
ed. (London: Macmillan, 1932), p. 196; D. Braithwaite, “The Economic
.. Effects of Advertising,” Economic Joumal 38 (March 28): 16-37. See,
. however, E. A. Lever, Advertising and Economic Theory (London: Ox-

ford University Press, 1947 ), chapter 6.
- 19. Kaldor, “Economic Aspects of Advertising,” p. 103.
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the “tainted” source of the information provided (since it is
supplied by the producer, whose interest in providing objec-
tive information cannot be above suspicion ); or the possibility
that, as a result of profit-maximizing decisions of producers,
consumers may be provided with more infornmation than they
are in fact willing to pay for.

Common to this line of ideas has been the general point of
view that “information” is something which consumers are, in
principle, willing to buy. If producers did not offer “free” infor-
mation jointly with the product, consumers would be forced to
use other techniques of purchasing information. In fact, the
provision of free information through advertising has, in this
line of ideas, come more recently to be integrated into the
broader theory of the economics of information.® In tl;us
theory the provision of information is treated as a service
clearly separated from the products to which market informa-
tion is relevant. Moreover, it is a service whose usefulness is
valued by the consumer separately from that of the relevant
products. “Transportation costs are the prototype of all trading
costs: costs of acquiring’ knowledge of products and other
traders, inspecting quality. . . . Information costs are the
costs of transportation from ignorance to omniscience, and
seldom can a trader afford to take the entire trip.”# The
theory of information economics has in this way been de-
ployed to explain why sellers rather than buyers have under-
taken to provide the information contained in advertising.*? It
has similarly been deployed, in conjunction with the recogni-
.tion of the role of transactions costs, to explain why, on effi-
ciency grounds, information can generally be expected to be
provided jointly with the product (thus blunting the impact

20. See G. J. Stigler, “The Economics of Information,” Journdl of Po-
litical Economy 69 (June 1961 ): 220f.

21. G. J. Stigler, “Imperfections in the Capital Market,” Joumndl of
Political Economy 75 (June 1967): 291.

22. See R. B. Heflebower, “The Theory and Effects of Nonprice Com-

petition,” in Monopolistic Competition Theory: Studies in Impect, ed

R. E. Kuenne (New York: John Wiley, 1967), pp. 179-81.
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of criticism of advertising which points to the suspect source
- of advertised information).”® Quite naturally, with this ap-
proach, the question of the optimum quantity of desired infor-
mation — via advertising — has come to be discussed with the
help of supply and demand curves relating only to the con-

sumer-valued information component of advertising messages.2*
~ In order to treat advertising in this way, whether at the posi-
tive or at the normative level, we must of course postulate a
sharp distinction, in principle at least, between the informa-
- tional aspects of advertising and such aspects as persuasion.
~ The defense of advertising, as based on its informational as-
pects, assumes that information is useful to the consumer. But
a consumer cannot be presumed to have an interest in subsi-
- dizing an attempt to persuade him to buy something for which
he at present has no desire. Several writers have, for different
reasons, expressed serious reservations on this score. Thus
'Chamberlin considered the emphasis on information greatly
overdone. “Those who stress it evidently have in mind techni-
.cal information about the product and its uses, and presented
- with zero emotional appeal, but it is not the only kind people
~want. They are perhaps more interested in knowing that a
famous movie star smokes a certain brand of cigarette than in
. knowing what the cigarette is made of; and both are informa-
tion.” Chamberlin argues “that the line between information
 and emotional appeal is not easy to draw, and also that human
beings actually enjoy appeals to their emotions as well as to
their limited rational powers.”? Here Chamberlin is taking
issue with those who deny that advertising has social utility
upon any basis other than the provision of strict information.
i T S D 5 vt Mo
24. P. Q. Steiner, “Discussion” (of the Economics of Broadcasting and
‘ edvaﬁlin.g), AmmcanfE:?lnmnw R.evist% (Li’a}y 1966): .473; P. Doy;ea,

(September 1968): 580, e A Sarvey, Joumal
" 25. E. H. Chamberlin, “Some Aspects of Nonprice Competition,” in his
- Towards a More General Theory of Value, pp. 146-47.
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Chamberlin’s case is that just as we are prepared to ascribe
social utility to strictly informational advertising because con-
sumers desire information, so must we concede that “appeals
to the emotions” ill an equally strong demand.
~ Hicks, too, has criticized those who have judged the social
function of advertising to be confined to its strictly in-
formational aspect. Advertising that is merely “bleakly informa-
tive” — in Hicks’s phrase — is not fulfilling its social function
of educating the public concerning available opportunities.
“The attention of the consumer has to be attracted and his
interest aroused. In order to perform its social function, adver-
tising has to be attractive and (letusnotbcafraidtosay) per-
suasive.”2® In other words, Hicks is pointing out that if con-
sumers require information, they require it in a form that is
indistinguishable from pessuasion. Hicks, like Chamberkin,
denies the existence of a clear line separating information from
persuasion. But whereas for Hicks the persuasive aspects of
advertising may be necessary to its purely informational func-
tion, Chamberlin has argued that some such persuasive aspects
may be valuable to consumers because they enjoy appeals to
their emotions.

We should notice, however, that both Hicks and Chamber-
lin, although they question the existence of a clear line of dis-
tinction between information and persuasion, do not quarrel
at all with the approach — central to the defense or evaluation
of advertising upon its informational content — that sharply
separates the usefulness of the information contained in ad-
vertised messages from the usefulness of the products they
advertise. In Hicks’s own words, we are considering “two dis-
tinct services — that of providing the article and that of
providing the information upon which the decision to buy it is
based.” #” Chamberlin, indeed, insists similarly that advertising

26. ]. R. Hicks, “Economic Theory and the Evaluation of Consumers’

Wants,” Journal of Business 35 (July 1962): 257,
27. Ibid. '
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- be viewed as “itself a product which might be separated from
 the product advertised,” 28 and considers that his recognition of
the possible value of the noninformational aspects of adver-
tising is reinforced by such a view of the matter, Certainly
those who have treated the information component of adver-
tising as conceptually distinct from other components have
quite simply proceeded to consider this information as clearly
distinct from the advertised product itself.
In other words, the literature defending the social value of
advertising because it Provides information adopts the follow-
ing position. Advertising is different from other forms of sell-
ing eﬂort,whichaﬁectthedemandwrve or_the produ
~ being offered for sale. A isi ides a servi erent

from the uct "advertised.‘l'hiswayofputﬁngthe
- matter underscores the distinction between -advertising per-
ceived as the “provision of information” and as that facet of
entreprencurship (emphasized earlier in this chapter) in
which the consumer is “made aware” of available opportimities.

Let it be immediately conceded that a substantial portion of
advertising may indeed, as the cited literature argues, be viewed
as providing a service quite distinct from the advertised prod-
uct. And let it further be granted that it is entirely plausible
to identify this service as the provision of knowledge and in-

c ' viding a s te, distinct service (“informa-
tion”) fails utterly to perceive the crucially important role of
the %ﬂu as one who ;M avdilable opportunities to

the consumer “better informed” about the advertised product,

-doesnotlenditselftoanaualyﬁmltreahncntinwhichitis

28. Chamberlin, “Some Aspects of Nonprice Competition,” p. 147.
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handled as a separate service which for one reason or another
happens to be provided by the producer of the advertised prod-
uct. That there are informational aspects of advertising which
do admit of such “separate” consideration renders it the more
important and the more difficult to point out carefully the dis-
tinction between these quite different aspects of the matter.®®

The distinction can be made clear in the following way. In
attempting to explain why advertising information is jointly
supplied with the advertised products, Telser compares adver-
tising information to carburetors. Carburetors can be supplied
separately, and yet there are powerful production economies
which explain “why we buy complete cars instead of the parts
which we could assemble owrselves in our back yards. . . .
Similarly, there are economies that can explain why advertising
services are seldom sold separately.”® The point I wish to
make here can be expressed by showing that the relationship
between the knowledge provided by advertising and the adver-
tised product differs sharply from that between the carburetor
and the other components of an sutomobile. Even in the
absence of the carburetor, we can conceive of a d for the
other parts of the automobile; there are aspects of knowledge
concerning a product without which it is absurd to conceive
of demand for the product at dall. It is not nonsense to talk of
the demand curve for one of several goods used in strict com-
plementarity. It is nonsense to talk of the strength of a con-
sumer’s demand for an unknown opportunity. In other words,
there are aspects of knowledge which render its provision more
than merely a service whose utility strongly complements that
of an advertised product; providing information tums out to
be _essential in order to attach meaning to the general notion
that a demanded product exists.

In our carlier discussion of the invalidity of the distinction

29. For an excellent review of the relation between advertising and the
advertised product, sec L. G. Telser, “Advertising and Competition,”

Journal of Political Economy 72 (December 1964): 539-40.
30. Telser, “Supply and Demand for Advertising Messages,” p. 458.
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- between selling costs and production costs, I mentioned that
. production costs, like selling costs, “shift the demand curve to

the right.” The demand curve for the finished product is quite
different from that for the raw materials in it. We must insist
now that it is invalid to treat all knowledge concerning a prod-
uct as a service whose availability shifts the demand curve to

‘the right. It is invalid to argue that with respect to all knowl-

¢ concerning products, the demand curve for product-plus-
g

- kmowledge is to the right of that for the product-without-knowl-

edge. There are some aspects of “knowledge” which are re-
quired in order for us to talk sensibly about any kind of demand

_curve at all.

- Suppose that a man knows the commodity he needs is avail-
able at a reasonable price in a number of stores but does not
know where these stores are. Then an advertisement which con-
tains the address of a store carrying this commodity can be
said to provide information which can, in principle, be con-
sidered separately from the commodity itself. The would-be
customer would have had to engage in a more or less costly
scarch for the address of such a store; it is perfectly in order

- to consider that he has been provided with a service which

makes the search unnecessary. This service is quite separate
from the commodity itself. It is entirely proper to consider that
this would-be customer, even before he discovered the

- address of the store, had a particular demand for the com-

modity. He knew, even without knowing the store’s address,
that this opportunity existed. Moreover, it is entirely in order to
say that the intensity of his demand for the commodity, so long
as a costly search is required before it can be purchased, is
lower than it would be for a commodity available without

- search. It is in order, that is, to treat the information concern-

ing the location of the store as a service complementary to

31. Cf. the following statement: “There cannot be demand unless buy-
mow vzﬁh&zi )are the sellers, what they are selling, and the terms of sale”
» Pe .

157




Selling Costs, Quality, and Competition

the commodity which must be searched for. It is reasonable
therefore, to draw the consumer’s demand curve for this in-

formation in exactly the same way that one may, if one chooses,

draw the demand curve for a carburetor. As was cited earlier,
such provision of information may indeed be compared to the
Provision of transportation. No doubt much of the “informa-
tion” contained in advertising is of this kind.

But consider now the case of the man who has no inkling
that a certain commodity exists. We may, of course, imagine
his demand curve for this commodity once its existence has
become known to him. But if we wish to discuss the com-
modity in its unknown state we are simply unable to talk of
the consumer’s demand for it. It is not that his demand curve
coincides with the price axis; that he would buy none of it at
any given price. It is rather that the very notion of demand has
no place under these circumstances. It is nonsense to discuss
the upper limit of the price this consumer is willing to pay for
this unknown commodity; it is nonsense to discuss the quantity
he would be prepared to purchase at 3 given price. These dis-
cussions refer to the eageress with which a consumer wishes
to pursue perceived opportunities. With no ities per-
ceived the notion of consumer demand has no meaning. Under
these circumstances an advertisement which informs the con-
sumer that the commodity is available must be viewed as per-
forming a function quite different from that in the preceding
example (in which the store’s address was provided). In no
sense can the provision of this kind of information be treated as
the provision of transportation which enhances the availability
of an already-perceived product. In this instance the “informa-
tion” provided by the advertisement renders the notion of the
consumers’ demand for the advertised product meaningful for
the first time. It is therefore clearly improper to treat the prod-
uct itself and the advertised “information” a5 two comple-
mentary ingredients that might in principle be purchased sepa-
rately. It is improper to consider the value the consumer places
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- upon this kind of information in the sense of asking how much
the consumer himself might have spent to obtain it. The same
cousiderations which made it absurd to talk of the demand for
an unknown commodity make it absurd to talk of the demand

 for information whose existence is not even dreamed of. No

t not all advertised i ion i kind described in
this case. But no less s must it be recognized that much
advertising does assume the character described here — that is,
it_consists of messages making the consumer aware of un-

known commodities or of unperceived desirable qualities of
already known commodities.

ADVERTISING, INFORMATION, AND PERSUASION
The preceding sections help us understand more clearly why,
as a number of writers have remarked, it is difficult as a practi-
- cal matter to draw the line separating the purely informational
aspects of advertising from the purely persuasive. It might seem
that the conceptual distinction, at least, between informing
- and persuading is unambiguous. W f 's “tastes” —
~ of the way he would rank given, known alternatives — and we

—m———...________,________
have something fairly defimite in mind when we refer to a se-
quence of experiences which change these tastes. We also talk

. ‘of a man’s know%whethcr true or false) of the alterna-
tives which lie before him (regardless of the way in which
they might be ranked). And here again we have something
definite in mind when we refer to a learning ience which
has altered a man’s knowledge. To be sure, w%en we observe
a man who yesterday chose alternative A over alternative B to-
day making the opposite choice, it may be difficult to deter-
mine whether he has learned new information concerning one
or both of the two alternatives or whether he has “learned” a
new set of tastes.” (In denying earlier the validity of the ortho-
dox Chamberlinian distinction between production costs and
of Econcmis” Ameron Bxpmomns s of Keovledge nd the Kaoicdge
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Selling Costs, Quality, and Competition
selling costs we were, quite similarly, pointing out the impossi-
bility of an external observer’s being able to determine whether
such a switch signifies a genuine alteration in the ranking of
the alternatives — that is, a change in “demand” — or whether
it reflects a change, unnoticed by the external observer, in the
nature of one or both of the two alternatives, at least as per-
ceived by the chooser — that is, a change in “product.” Clearly,
the latter possibility includes the case where the chooser has
acquired new knowledge concerning one or both of the alterng-
tives.) But despite the difficulty of making this determing-
tion — and despite the possibility that the distinction may not
always be respected in the psychological processes involved in
choice — it does seem ible to identi lar cases of pure

persuasion on the one hand and of the pure pro vision of in-
formation on the other. v
In advertising it is the obviously persuasive elements which

command the imm(ediatc attention of the observer, so much
so that its possibly valuable role in providing information has
often been totally ignored, or if recognized, has been consid-

sidered the informative aspects of advertisi
secondary function there is no need, of course, to account for jts
generally persuasive character. For those who have recognized

the at least potentially important informative function of ad-

vertising, however, there is need to explain why the information
comes packaged in so thick a coating of apparent persuasion.

It should be pointed out in this regard that it is by no means
obvious, on a priori grounds, why persuasive advertising should
play a large role in market activity at all (quite apart from the
persuasive wrappings in which information is delivered). Que
might argue, surely, that en eurs w better for

themselves by producing those commodities which consumers
already want most rather than b i -
gently desired goods which they are able to se;; only through
costly efforts of persuasion. There are, of course, several expla-
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nations for the profitability of efforts to change men’s tastes.
First, even if the most urgently desired commodity has in fact
been produced, it may be judged possible and profitable,
through a relatively cheap campaign of persuasion, to make
consumers demand this commodity even more eagerly. As a
special case of this it may be possible, through judicious ex-
. penditure on persuasion, to profitably change a mildly desired
commodity into a wildly sought after favorite. In these cases,
- entreprencurial alertness to these profitable opportunities may
- suggest that they are even more profitable than simply pro-
ducing already popular commodities (which may of course,
already be in abundant supply). Second, where past decisions
of entrepreneurs have led them to mistakenly produce (or to
take preliminary steps toward producing) commodities which

sources already invested. Short-run considerations, in other
words, may suggest persuasion as g Way to tum an inventory
or a plant with an initially low market appeal into something
more valuable on the market.

These two kinds of situations in which profit-motivated en-
trepreneur-producers are led to advertise persuasively may be
sufficient to account, at the same time, for the persuasive char-
acter of the information contained in advertising messages. In
addition, we have already noticed *® Hicks's contention that for
advertising to fulfill its socia] function of providing information
it must be not merely informative but also attractive and per-
_ suasive. In other words, even if no attempt is to be made to
change people’s tastes, the task of “informing” ublic cop-
sists in “persuading” them to give their fa image of the
world and to r lace it with a more faithful one. The Very same
- tactics of persuasion that are necessary to g¢ men’s minds
" are_necesss in_this view, to_chane . the knowledge men be-
33, Sec above, p. 154.
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be-persuasive as that it needs to be e e-catching, mind-catchi
and reinforced by constant repetition.
- And as the opportunities being made available by producer-
entrepreneurs increase both in number and in variety the task
ensuring that a particular opportunity is noticed by con-
-sumers becomes more and more difficult (although it may, by
‘the very same circumstances, be rendered more and more im-
“portant). With so many pieces of advertised information bom-

‘barding the consumer, successful entrepreneurship turns out
o depend more and more_upon_the success with which the

to d more and more u
‘qualities of one’s uct can be brought to the notice of con-

sumers, Greater and greater portions of entrepreneurial effort
and alertness are dedicated to discovering ways to communi-
cate effectively with consumers. It i isi efore,

that the more affluent an econom becomes, the more Provoca-
tive, intrusive, shrill, persuasive, and pervasive becomes the
character of its advertising. It is entirely to be expected that

the superficial observer of advertising in an affluent society will
- perceive a smaller relative information content in its adver-
. tising messages than is found in less affluent societies,

Anmnsmc, SELLING EFFORT, AND COMPETITION
. From the point of view developed here, the debates in the
literature over the influence exercised by the forces of selling

effort and of competition acquire a special interest. The alleged

competition was expounded for many years almost without dis-
agreement. Two circumstances were widely advanced as
grounds for this position. On the one hand, with the domi-
nance of the perfectly competitive model of the market, it in-
evitably was emphasized that the conditions for perfect“c”&'n:
petition render selling effort_pointless; even without adver.
tising or other selling effort the perfectly competitive market
will take, at the market price, as much as any firm wishes to
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.sell.“ It follows that, since perfect competition precludes sell-
mg:‘ﬁ?nrt, t;lvigere advertisin g or other selling effort is in fact en-
igggn d ll;arketn;u:;t:f:fhxbuted to the monopo listic clements
_ On t'he other hand, selling effort in general (and advertising
1n particular) has been considered not merely as made possibie

res from competitive conditions, but as

o v dbbei il

responsible for the emergence of monopolistic features in the
st'nfcture of markets. Selling effort, it is pointedﬁ?%ﬁlc“;“ﬁ

petitive enterprise and efficient service to consumers.” Iy o
widely cited critique of advertising, Kaldor presented the case
for “a general Presumption that advertising promotes industrial
cont':e'ntration.” *" This case rests on the possibility that in ad-
vertising there may exist €conomies of scale that will favor the
expansion of the already larger firms, A considerable Literature
}ms emerg?d attexfxpﬁng to test empirically the extent to which
::;e;::d industrial concentration can be attributed to adver-

At the same time it has been recognized that advertising is
done “competitively” — that is, to m“mﬁcismfr?ﬁm other
Sellers. But this aspect of advertising s Becg considered 7ot
to merit the generally favorable view with which economists
have treated competition. When Pigou discussed “competitive

35. Pigou, Economics of Welfare, p, 196 n; E. berlin
of Monopolistic Competition, 7th o, (Cax:bnd:el%h:rvmaxd dm?\;enity

P 5 11356)» p. 128.
0. H. C. Si Economic Pok; .
vm;;y % Cmc?%’; Tess, 1948), p. 95, for a Free Society (Chicago: Uni.
A " )

nomic Aspects ising,”
38. This literature has been a:.;'.f.'éili‘,“"'“" o

ated in J. Backman, e o ctitically evalu-
University Press, 1961;‘;?@"‘@% Cm" (New York: New York
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advertisement,”* he was referring to that category of adver-
‘tising which Marshall had labeled “combative” and which
was contrasted with the “constructive” kind of advertising
which provides service to the consumers. Pigou’s competitive
advertising does nothing for the consumer. It does not improve
the product, it does not provide i i od-
uct — it has “the sole purpose of transferring the demand for
a given commodity from one source of supply to another.”
From the consumer’s point of view, Pigou believes, this kind
.-of advertising is wholly wasteful. It gives him the identical

erature declaring advertising a result of or a cause for monopo-
 listic market control, or both, the insight that advertising and
- selling effort arc weapons of rivalrous competition was never
. completely submerged. As long ago as 1933 Ms. Robinson, in
. the course of discussing how “competition, in the plain sense of
. the word” is inconsistent with perfect markets, lists advertising
.as one of the weapons of rivalrous competition.® More re-
cently, H. R. Edwards has remarked that “so long as one’s view
' is not confined by the blinkers of Perfect Competition as a stan-
dard,” advertising must be accepted as “a natural weapon of
_ competition in a market.” 9 P. W. S. Andrews has made this
- competitive aspect of advertising a major argument in his case
. against the dominant theories of monopoly, monopolistic com-
petition, and oligopoly.¢ v

39. Pigou, Economics of Welfare, p. 196. .

40. J. Robinson, The Economics of Imperfect Competition (London:
‘Macmillan, 1933 ), p. 90 and footnote. See also J. M. Clark, Competition
as @ Dynamic Process (Washington, D.C.: Brookings Institution, 1961),
P- 16. Abbott has pointed out that informative advertising sharpens quality
competition by facilitating quality comparison. (Quality and Competition
New York: Columbia University Press, 1955, p. 112).

41. Edwards, Competition and Monopoly, p. 13.

42. P. W. S. Andrews, On Competition in Economic Theary (New
" York: St. Martins, 1964), pp. 123-27. See ako Telser’s observation: “ad-

165

J
g




Selling Costs, Quality, and Competition
The perspective upon advertising, selling effort, and non-

Price competition in general that has been developed in this

chapter enables us to see the competitive character of adver-
tising in a rather different light. For us, that we find advertising
treated in the literature both as an exploitation of imperfec-
tions in competition and as a weapon of rivalrous competition

turns out to be a clue to its true role. Advm' ising and selling
effort in general are steps entrepreneurs take in their attempts
to place more eagerly desired opportunities before consumers;

As such, these steps must be competitive, as this term has been

defined for the purposes of this cssay, since we have discovered
that all entrepreneurial activity is competitive in this sense. At

the same time, there is nothing in our recognition of this com-

the way rivalrous competition of all kinds has been treated in
the literature.

market. We bear in mind, second, that fo an opportunity to
have been “placed before 4 consumer” he must be alerted to

by the absence of market equilibrium include (beside competi-
tive adjustments in prices asked or offered) competitive-entre-
vctﬁsinziswidelybelievedtobethemﬂinlmueofeompeﬂmlmonz
cigarette companies” (L. G, Telser, “Advertising and Cigarettes,” Jour-
nal of Political Ec?nomy 70 [October 1962]: 472), hind
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prencurial adjustments in the kinds of opportunities placed be-

tunities perceived by consumers constitut. an_entirely normal
‘avenue of competitive-entreprencurial activity. It is activity
which would indeed be precluded by a state of equilibrium,
-since such a state is by definition one in which maladjustments
do not occur.®® In equilibrium there is no way available re-
sources can be more successfully deployed (by exchange or
Production or both) to coordinate individual goals through
iﬁy reshuffling of the kinds of opportunities offered to the
market. Since selling effort, including advertising, modifies the

preneurial profit-making activity in general. This activity neces-
sarily proceeds. competitively, in the sense in which the term
used in this essay; that is, it Proceeds by each entrepreneur’s
-attempting to offer opportunities to the market which, to his
_ knowledge, are not less attractive to consumers than the oppor-
“tunities made available by others (but are no more attractive
. 43. In his paper “Advertising and Competition,” Journal of Political

:Economy, vol. 72 (December 1964), L. G. Telser bas argued that even
in the sl;te of perfect competition there may yet be an informational role

“for advertising. It will be observed that this would confirm our contention
that the “information” relevant to Telser's thesis is something

the “awareness” we have recognized as relevant to the function of adver-
tising. See also W. H. Hutt, “Economic Method and the Concept of

Abbott, Quality and Competition, pp. 112-13.
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roduct as resulting from anythi but his entreprene
ence competitive ) alertness and nimbleness. 5
Somewhat similar considerations are also relevant, in part,
-the argument that economies of scale in advertising may
lead to industrial concentration. Let us suppose that such
omies of scale do in fact exist. Then, so long as adver-
sing possibilities are open to all, the firms who will explont
these scale economies (and will thus become the larger firms)
will not necessarily be those firms which were already the larger
firms; they will sim ly be the firms most entre eneurially alert
to_these scale opportunities. Moreover, regardiess of which
firms turn out to be the surviving giants, if the industry concen-
tration has increased as a result of economies of scale in adver-
tising, with entry free in all respects, we are not entitled to view
the situation any differently from dall situations in which, with
entry free, economies of scale in manufacturing tend to gener-
ate industries with few firms, It is only Kaldor's insistence on
difference between production costs and selling costs that
pemmits him to conclude that if “the concentration is not justi-
fied by the existence of economies of large-scale produc-

and

advertising by demonstrating its monopolistic character, it
‘turns out, not entirely to our surprise, that the “critics of adver.
-tising are really attacking the competitive process.” 47 .

me of the questions raised in the
et effect of advertising on economic

cognize, of course, that entrepreneurial aleriness may permit

nopolist” — it is difficult to

- 45. We re
44. The' statement in the text deliberately refraing from em

; - the achievement of 3 position of temporary monopoly. See further on
that we should in fact the most likely o it phasizing this above, p. 133, and below, p. 208.
AR €xpect ly Pportunities for profitable > ..
adt:ﬂt?:ﬂtl;i to occur when there i indeed something “new” to communj- Economic Aspects of Advertising,” p. 119.
ca consumers, ’ ;

) . T, “«
47, Backman, Advertising and Competition, p. 32.
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welfare. These questions turn out to in
l:tcex have examined in this chapter.

snmer,thenithasbeenstamped

wastefdl by definition, Thus
all “combative” advertising,

engaged in purely to anticipate or

obviously

counter the activities of competitors, is viewed as

volveininyoftbeiam -
.Akboughlwillreluvefa '
.then,thegencraldiscmsionofthepoaibleme-

:ivak,sincethegdzm" g efforts of the various firms would
cnncelmhothaout,leavingtheules,etc of parti
s firms Backman has
iticisms of advertising are aimed gt
;pp-xentduplicaﬁonofeﬂo:twhatisbdngathckedismny
of competition in general. “Competition,” he remarks,
““involves considerable duplication and ‘waste’ The illustra-
tions range from the several gasoline stations at an important
‘intersection to the multiplication of research
excess industrial capacity which develops during periods of ex-
pansion, and the accumulations of excessive inventories.” 51
P, the more serious form of indictment agai
i wasteful revolves mor, i

devices for the
 ation of artificial obsolescence and imational differentiation of
‘consumer goods.”*? It has of course been ]. K. Galbraith who
-has most insisten arguedthatadvcttisin,amongotheras-
-pects of afluence, makes s mockery of the notion that a price
:system efficiently serves the wants of consumers. It is not true,

Galbraith asserts, that independently determined consumer

S8 “EeonomicAspecbofAdvettidng,"p.llG.SeeahoLK.
Galbruith, The New Industrial Stete (Boston: Houd!;'i:’n Mifllin, 1967),
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consumer interest ) gre $0 devoted at the expense of the starved
Public sector of the €conomy.’ Moye generally, the persuasive

allocation of these same resources,. have desired that product.
Where a consumer i unable to afford the Products for which

, . 205, _
55 gﬁcmon in J. R berg, 13’ Sovercigaty Re.
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miner wants “independently determined,” ag expressed in the
demand curves before advertising, and if 1€ moreover assumes

costless knowledge,

equilibrium. As soon s one concedes the existence of imper-
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:ect h.u'rwledge and of the role, g5 outlined in this chapter, of
' g in the entrepreneurial-competitive rocess through ’
which adins'tments in the allocation of resourc:s are achieved
thencase against advertising collapses, o
e view ( represented ghove by Passages from Baran
from Galbraith ) that advertising js significant Primarily in al:::

d surplus.”) 57
t the same time, the Galbraithian view of advertising as
‘responsible for a “wasteful” disregard by producers of the
“true” wishes of the public involves, besides the assumption
that advertising does not alter the product, the additional as-

important needs of the public are
have expressed independently of

services to the consumer (as measured by his prior tastes) are

Provided b isi : . . y «
that the “ﬁ;hisv:m 'i'l‘us K underlies the judgment sharply cri . As Pro-
his of ‘the’ demand curve” that is induced , “the fact that changes in tastes are

by advertisip .
Y acvertising represents not any alteration in ‘the “package” induced by advertising does not in itself mean that the changes
arc for the worse.” % Demsetz has pointed out that Galbraith’s

ers, hunger, or mother’s breast) and the normative sense, in
“which wants are judged to be moral or immoral.”® Hayek has
~criticized the illogic of concluding, s Galbraith suggests, that
_merely because a want might not be experienced spontaneously
- by the individual if left to himself, it must therefore be neither
.real nor important.® _

. From the point of view developed here, the objections to
‘elevating the demand pattern, as it would have been without
‘advertising or other selling effort, into the yardstick against
-which the efficiency of producer performance is to be appraised

. 58. A. Bergson, “The Doctrine of Consumer Sovereignty: Discassion,”
American Economic Review 52 (May 1962): 284,

necessary. “From this int” ¢
dent disgust, “it j only logical tpo ey concede with evi. 2% H. Demsets, “The Technostructure, Forty-Six Years Later.” Yale
tinction cen useful af:d mzlre’ed“ cntific any dis- Lagolmxzn (1968): 802; at p. 810. ,
' €ss outp“t, | i . F. A, Hayek, “The Non.&qn itur of the ‘Dependenee I
17 prodac- Southern Economic Jounal 27 (Apil 1961): 34645, ’
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can be stated even more forcefully.

sunfe.d to be given and known, quite apart from the production
de(flsxon) and the “entrepreneurial” production decision, in
which the decision itself includes selecting the product to be

. production decisions, it is per-
lfaps posfnblc to view fabrication costs apart from their effec-
hveness.m evoking consumer demand. In the eutrepreneurial
productlc‘uf decision, we saw, fabrication costs (just as much
as afdverhsmg costs) must be scen as undertaken to evoke an
anticipated consumer demand,

P When we M} of consumer
sovereignty, of production patterns dictated by pattern of
o?nsumerdemaud,wemnonl mean that uction deci-
sions are determined by cntreprencurial anticipation of the pat-
terns of demand that will be evoked by alternative production
Plans. These patterns of demand, we must remember, are those

those that are mnniftmtegi‘megftg1"__llpwt;'ti“~
Placed opportunities before consumers

their attention.) It is the failure to perceive
all those Galbraithian discussions of the fallacy — to " which
ecox.nomists are allegedly subject — of taking consumer wants
as given, when in fact, these discussions insist, consamer wants
are modified by the very process of production supposedly de-
signed to cater to them. What vitiates these discussions is the
quite incorrect belief (for which omists ctthlnly; :

blame) that the demand curves ich 1 = .
tion decisions in the theory of the
sumably support the doctrine of consumer sovercigaty) are
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an b I have been at pains to dis-
tinguish a “Robbinsian” production decision (i.e., a decision
to produce a preselected product for which the demand is as-
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given and known apart from the production decisions. As soon

-we recognized that these are anticipated, entrepreneurially
guessed curves, it becomes apparent that ( except in equilib-
wium, where product qualities have already settled) the only
sense in which we can consider production as responsive to
demand is that which perceives entrepreneurs striving to antici-
‘pate_the demand for what they will produce, as this demand
“will be manifested after production has takegplaee.

- It was Chamberlin, in introducing curves of selling cost to
the geometry of the theory of the firm, who perhaps helped
‘most to perpetuate the error which has trapped Galbraith and
those who have shared his views. Chamberlin assumed it was
possible to superimpose the curve of selling costs upon the dia-
gram (showing a firm’s revenues and production costs) without
changing the quantity axis in that diagram. This treatment re-
flected Chamberlin’s postulation of a clear-cut distinction be-
tween production costs and selling costs, with the latter viewed
as not altering the product. As soon as one recognizes the possi-
bility that “selling costs” may change the quality of the prod-
uct, one realizes, of course, that the demand curve facing the
firm may have to be redrawn entirely, on a different set of axes,
for each level of selling costs (depending on the entrepreneur-
ially selected character of the selling effort for which these
costs are incurred).’* In other words, the revenue curves that
61. In his incisive refutation of Chamberlin’s excess-capacity doctrine,
Demsetz (“The Welfare and Empirical Implications of Monopolistic
Compctition,” Econamic Journal 74 [September 1964]: 623-41), bases his
¢riticism of Chamberlin’s welfare conclusions upon the insight that if
consumers are willing i i i
location, quality, and promotional costs, then
_deﬁvesomenﬁlityfmmthesecostcxpencﬁtanansdzfnihtom-
- mize that this denial of the Chamberlinian position (which maintains
- that selling costs leave the

geometrical analysis which Demsetz is using

validates the Chamberlinian
to expound his refutation. For further discussion on the geometry of

demand curves in the presence of selling effort, see E. H. Chamberlin,
- “Advertising Costs and Equilibrium,” in his Towards a More General
. Theary of Value (London: Oxford University Press, 1957); F. A. Hahn,
" “The Theory of Selling Costs,” Economic Journdl 69 (June 1959): 293-
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are considered by the entreprencur-producer in conjunction
with his cost curves are those he estimates will prove relevant
after the proposed production plan is undertaken — with this

Plan understood to incorporate all the “selling” effort asso-

ciated with it. Only in this sense can the doctrine of consumer
sovereignty be maintained at all — except in the context of the
equilibrium state.

It scems difficult to understand what criterion for the eff-
ciency of production can be considered relcvanﬁthg “than
one which measures the success with which accomplished 1 pro-
duction plans conform to postproduction _
demand that is expressed in the demand curve for a product
means the quantities of it that consumers will be prepared to
buy, at given prices, when offered the opportunity of doing so.
It does not refer to the present desire of consumers for a hy-
pothetical product not yet produced. Of course one cannot
rule out the possibility that the selected production plans
themselves modify tastes; surely, for this very reason, the effi-
ciency of production plan selection can be appraised oaly
against postproduction tastes. A market system in which entre-
preneurial production plans are necessarily geared to the antici-
pated wants of consumers seems entirely capable of being
judged in terms of the relevant norm. One may indeed adopt
as one’s own arbitrary standard of normative judgment for the
market the pattern of needs that one belicves relevant to a
given set of consumers, or the pattern of wants that one be-
lieves these consumers themselves would have manifested un-
der some other set of production plans. But one cannot, on the
basis of logic, criticize others who do not happen to share
these beliefs, or who wish to refrain cntirely from introducing
their own beliefs into their appraisals of the market.

312; R. Heiser and C,
" to the Theoty of Selling
384-96; R. J. Ball, “Classical Demand Curves

ship between Selling Costs and Output,”
ber 1968): 342—48.
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“Closely related to these critical comments on using preadver-
tising demand curves to evaluate market efficiency is the criti-
cism, referred to earlier, that must be directed against the
assumption that, without advertising, all consumer tastes are

eady fully known to the relevant potential decision-makers,
The truth is that until equilibrium has been attained producers

forced to make guesses concerning the precise product
ualities that will evoke consumer interest. The entrepreneur-
-ial-competitive process consists, as we have seen, of selecting
by trial and error opportunities to be placed before consumers.

‘The precise mix of physical qualities and “sales effort” that are
‘combined in the opportunity-package which any one producer
‘offers to consumers at a given time is the expression of his
entrepreneurial estimate of consumer demand patterns. To
.mg market system without advertising is to ask for a system

e R ANEPUVS

in_which entrepreneurs are barred from experimenting with
one enormous range of possibilities, through which to probe,
explore, and discover the pattern of consumer demand.

- To condemn duplicated (and apparently unnecessary) ad-
vertising effort on the part of two rivals °2 is to condemn the
duplication that occurs generally during the competitive pro-
cess. In calling such duplication wasteful one is presumably
i:ﬁssing judgment from the perspective of assumed omniscience.
In the absence of such omniscience, to criticize competitive
duplication as wasteful is to criticize the very process through
which the market assembles the entreprencurial knowledge
required to perceive the occurrence of waste, (We will return
to this theme later in broader context. ) As Rothschild has
pointed out, competition “even in its most ideal practical
form, is therapeutic, not prophylactic,” % This surely requires
us (unlike Rothschild himself ) to ascribe any resulting waste-
-62. We should not fail to notice that if advertising (or any other ap-
parently duplicative effort) were in fact “ " there would arise

intentive for merger to eliminate the incentives to engage in such effort,
" 63. Rothschild, “Wastes of Competition,” p. 307.
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fulness not to the competitive therapeuti rocess but to the

imperfection of knowledge which that therapeutic process is

to heal. ,

BUYING EFFORT, FACTOR QUALITY, AND
ENTREPRENEURIAL SYMMETRY
It will be useful, before concluding this chapter; to pay atten-
tion briefly to the neglected role of “buying effort” and its re-
lation to the competitive determination of quality. Nothing in
the discussions thus far has explained why advertising, say,
should be engaged in by sellers rather than by buyers; nor have
we considered how the costs expended upon buyer’s advertising
or other “buying effort” are to be treated.

Superficially, it might scem that our refusal to accept the

classic Chamberlinian distinction between production costs
andsellingcostshascreatedadiﬂicultyinregardtqbuying
costs. Were one, like Chamberlin, to consider selling costs as
shifting the demand curve for a given product without chang-
ing the product, then one would be free to treat buying costs,
Quite similarly, as simply shifting the supply curve facing a
potential buyer of an unaltered, given commodity or service.
But our insistence upon the homogeneity of production costs
and selling costs raises the question of what might seem ah
asymmetry between buying costs and selling costs. Although
an impartial observer might be willing to accept our positien
that selling effort may in some way change the character of
the opportunity placed before buyers, it must surely be a diffi-
cult task to convince him that buyer’s advertising does anything
else but increase the seller’s interest in selling an unaltered
product or service. More careful consideration will provide
useful insights into the relevant relationships.

It will be helpful to consider, as an example, a case in which
buying effort clearly provides a direct utility to the seller. Sup-
pose an employer, in order to attract workers at lower wage
rates than they can command elsewhere, improves the working
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conditions for his employees. Here we have an example of buy-

gcﬂortthatissymmetricalwiththee&ortaseﬂermightput
:forth, say, in the form of free gifts to customers. And clearly
:this “uying effort” (which, since it provides obvious utility to
rkers, cannot be understood symmetrically with Chamber-
linian selling costs) can be treated in two possible ways. We
“can continue to view the labor service purchased by the em-
‘ployer as unchanged by the improvements in working condi-
tions (always assuming, of course, that no change in labor pro-

‘the buying effort must be seen as providing a higher “wage”
‘payment to workers. The expenditure upon improvements in
working conditions is a form of wage supplement enjoyed
directly by workers. To view the selling effort that takes the
form of free gifts to customers in symmetrical fashion, one
would say that these gifts do not represent any “improvement”
in the commodity being sold to consumers, but constitute a
“rebate” on the price paid. That is, the utility provided to con-
sumers in the form of free gifts lowers the “net” price these
consumers pay for an unchanged commodity.* There is noth-
ing inherently unacceptable in this way of viewing these cases.
However, the fact that this has not been the way we have
treated selling effort thus far suggests that we consider an.
alternative perspective for buying effort.

Thus far we have treated selling effort by considering the
free gifts offered to customers as an “improvement” in the
Quality of the total package offered for sale (in exchange for
the money price being asked.) This suggests the symmetrical
treatment of the buying effort which took the form of im-
proving working conditions for employees. Such improvements
can be considered as altering the worker’s view of what he is
" 64. We should notice that this view of selling effort (which we bave
not been following in this chapter) is not Chamberlin’s view. Chamber-
lin’s view of pure selling effort requires him' to restrict it to cases where
direct utility is thereby provided to customers besides that of “the”
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being asked to sell for the money
worker sees improved working
for a given quality of labor
sacrifice that he, as seller,
wages. He sees himself as

working less dangerously, or in less
disagreeable surroundings.

point of view, in this way of secing things, we must treat the

expenditures devoted to achieving the improvements in work-
the gross revenue product

ing conditions as a deduction from
made possible by his labor force. He has chosen to buy a lower
“net” revenue product (ie., lower than the revenue product
from the same number of man hours would have been without
the expenditures upon these improvements in working condi-
tions) by choosing to buy a “different quality” of labor. The em-
ployer has selected that quality of labor which, in his entre-
preneurial estimation, will provide him the greatest surplus of

net revenue product over wage bill. His buying effort has suc-
~ ceeded in entrepreneurially “differentiating” that which he
buys, in exactly the same way as selling effort “differentiates”
entreprencurially that which a
though this way of viewing buying effort is not necessarily
“better” than that considered in the preceding paragraph, it
does preserve the Symmetry with the treatment of selling costs
adopted in this chapter (at the same time sharing with the
alternative treatment of the preceding paragraph the merit of
not being bound by the classic Chamberlinian judgment that
selling effort — and, by symmetry, buying effort — leaves un-
altered the character of the opportunity being offered for sale
[or asked to be sold]). And it should be apparent, once we have
thus clarified how this kind of buying effort (that clearly pro-
vides utility to the seller) is to be treated, that we- have no
reason to treat any kind of buying effort differently. The same
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wages. In this view, the
conditions not as higher wages-
service, but as a reduction in the
is called upon to make for given

The employer has sought to win

him away from other cmployers by offering him the oppor-
tunity of selling a different kind of labor. From the employer’s

producer offers for sale. Al

‘Buying Effort, Factor Quality, and Entrepreneurial Symmetry

log:c which showed us how arbitrary it was to treat selling
- effort as merely shifting the demand curve without providing
- utility to the consumer is sufficient to .convince us that we have
" no right, without exercising arbitrary judgments of value, to
 treat buying effort which shifts supply curves to the right as not

. providing utility to sellers.%

~ Our discussion thus £ illumi e quality-deter-
mining dimension of the reneurial co; itive_process.
It turns out, we have discovered, that the entre eur’s role as

b in the factor is wh ical with his _tole
as seller in the product market. In both markets he “constructs”
the opportunities he plac obbinsian ) mar-

65. The choice between the view of buying and selling effort adopted
bere and that described in the preceding paragraph does not involve any
“‘real” difference. The choice arises from an ambiguity always present
when we consider an opportunity available to an individual which necessi.
tates certain sacrifices that are inseparable from his enjoyment of the
opportunity. If “one pavs fifty cents for the privilege of sitting on a hard
chair (with the

tting on a chair at ali”
1 E on_ %@,[Cﬁfmn, NJ.: A. M. Kelley, 1966),« §. Co
© p. 100 n). Thus the uts typmwdedtobuyersintheﬁomofseﬂingeﬂon
" can be viewed ecither (a) as lowering the net price, or (b) as increasing
- the utility of the commodity purchased. From the seller’s point of view
alternatives mean (a) a reduction in net revenue received for the
- commodity, or (b) an addition to production costs. (See on this the
- literatare cited above, chap. 4, n. 61). Similarly, the utility provided to
" selless by buying effort can be viewed either (a) as increasing the “price”
received by the sellers, or (b) as reducing the sacrifice sellers are being
‘ asked to make. These alternatives, from the side of buyers, appear as
{a) an increase in factor outlay, or (b) a deduction from the factor
" revenue product. All this is higbly relevant to the difficulties, noted in
* the literature (but by no means cleared up), that surround the task of
defining a commodity. On this problem see G. J. Stigler, “A Theory of
- Oligopoly,” Journal of Political Economy 72 (February 1964): 44 £
“N. Georgescu-Roegen, “Chamberlin’s New Economics and the Unit of
 Production,” in Monopolistic Competition Theory: Studies in Impact,
“ed. R. E. Koenne (New York: John Wiley, 1967), pp. 33-34; R. Triffin,
_Monoﬁolim’cCombeu‘tiomandGmerd Equilibri  Theory (Cambridge:
Harvard University Press, 1940), pp. 90 &., 95; W, Nutter, “The Plateau
-‘Demand Curve and Utility Theory,” Journal of Political Economy 63
i()pchgmbe‘ 1955): 525.28; Clark, Competition a5 o Dynamic Process,
. f.
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ket participants by shrewdly selecting among the opportunities
which he perceives to be available, in each of these markets,
to_him. In both markets he competitively selects the oppor-
he selects the price and -
quality dimensions of the opportunities he makes available to
the others so they appear just more attractive than the oppor-
by other entrepreneurs.
that in this way he can
the factor market and in
the product market, at terms that leave him with a profit. This
consists in selecting a combination of chosen factor services to
produce a choven consumer product, These scleation v s product. These selections of factor
made entrepreneurially and

competitively; they involve the alertness needed to discover
where factor services of the “right” quality are to be cheaply

tunities he should construct. That is,

tunities he believes are made available
The entrepreneur-producer discovers
simultaneously offer opportunities in

quality and of product quality are

procured, and how they can be
product quality.

Moreover, the Symmetry between the entrepreneur’s roles in
the product and factor markets extends further. In the product
market, we found, the entrepreneurial function consists not
merely in laying an opportunity before the consumer, but in
ensuring his awareness of it. This accounted for competitive
producer effort in communicating with the consuming public.
In the factor market, too, the entrepreneur’s function must
surely include making factor owners aware of the opportunities
to sell which he is prepared to offer them. Thus there is nothing
so far to suggest that buying effort by entrepreneur-producers
should necessarily be less vigorous than their selling effort.

(On the other hand, however, our discussion does suggest
that buying effort by final consumers may well assume consider-
ably more modest proportions. If one believes that producers
have in fact assumed the major entrepreneurial role in the
market [so that the analytical treatment of consumers and fac-
tor owners as Robbinsian is not wholly unrealistic], then the
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kind of entrepreneurial buying effort just described may be ex-
Ppected in factor markets, not in product markets. ) ¢

My emphasis upon the symmetry of the entrepreneur’s initia-
- tive in the market in which he buys and in the market in which
-'he sells, and upon the corresponding Symmetry in the way
-both product quality and factor service quality are determined
by this competitive-entrepreneurial initiative, has been moti-
“vated in part by an apparent failure of the kiterature to acknowl
- edge this symmetry.

~ In reviewing the Chamberlinian excess-capacity doctrine,
.Rothschild drew attention to the point made by Chamberlin
himself, that, to the extent that consumers prefer extensive
product differentiation, it is not legitimate to pronounce excess
capacity waste. But on the other hand, Rothschild continues,
‘where excess capacity arises from an employer’s facing a supply
curve of labor which is not infinitively elastic,

under-employment and under-production as waste.” ¢7

. The truth, as we have seen, is that rising supply curves facing
employers may involve “factor differentiation” in exactly the
same way as do downward sloping demand curves facing pro-
ducers. To the extent that workers prefer absence of uniformity
In working conditions, say, it is as illegitimate to ignore these
preferences as it would be to ignore consumer tastes for variety,
- Moreover, the complete refutation of Chamberlinian excess.
. capacity doctrine that follows as soon as selling costs are prop-
‘erly incorporated into the analysis can be carried through, with
-complete symmetry, to cover cases where it might be asserted
‘that excess capacity is generated by rising supply curves. As
.s00n as buying costs are properly incorporated into the analysis,
the necessity of excess capacity dissolves. The diagrams with
.~ 66. For further valuable discussion of the role of buyer initiative in
product and factor markets, see Heflebower, “The Theory and Effects of

Nonprice Competition,” pp. 178-84,
" 67. Rotbschild, “Wastes of Competition,” p. 305.
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The Long Run and
the Short
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entrepreneurial process to which I have so far alluded only

the possibility of alternative long-run and short-run

iterpretations. This possibility, we shall discover in the next
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review the existing uses of this term, so that the reader can per-

ceive without ambiguity what I wish to emphasize in my own
treatment. :

L) The most common understanding of the term “long run”
is that it refers simply to a time span of long duratig_q. And
€conomists have indeed frequently used the term in this sense.
It will not be forgotten that in the long run, Keynes assured
us, we are all dead. More important is that by the long-run
consequences of a given policy or decision or event one means,
in this usage, the consequences as they unfold over an un-
limited time span. Short-run consequences, by contrast, refer
to those consequences which reveal themselves within a rela-
tively short period after the relevant decision or event.! It is
according to this terminology, for example, that Stigler dis-
tinguishes between a short-run demand curve and a long-run
demand curve, with the latter reflecting the responses to al-
ternative prices, given all the time needed for full adjustment
to these different prices.? For Marshall the meaning of the doc-
trine that “the normal . . . value of a commodity is that
which economic forces tend to bring about in the long run” is
that this is “the average value which economic forces would
bring about if the general conditions of life were stationary for
a run of time long enough to enable them all to work out their
full effect.”®

(3 Closely connected with the preceding use of the term s

e U S

the widespread distinction betwee?long—run profits and,gl;égt-

run profits. Long-run profits are those calculated by an entre-

preneur with a very long horizon, taking into account the full

1. Mises has pointed out that in working out the long-run consequences
of changes in the data, shorter-run consequences are inevitably taken
account of. “The long run analysis necessarily always fully includes the
:l;o"n;] un gr;;ysis" (Human Action [New Haven: Yale Univensity Press,

» P- .

ZiGG. J. Stigler, Theory of Price, 3d ed. (New York: Macmillan, 1966),

pp- 26 £.

3. A. Marshall, Principles of Economics, 8th ed. (London: Macmillan,
1920), p. 347. ,
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profile of receipt and outlay flows throughout this long pro-
spective period. Short-run profits are those computed prospec-
-tively by ignoring all receipts and outlays that are anticipated
-only after some relatively far-off future date. It is around these
ncepts that the controversy concerning the realism of the

these concepts that writers have discussed alternative possible
strategies for competing firms.® And it is the relevance of this
distinction between the long-run goals and the short-run goals
of the firm which Alchian has so severely criticized as climi-
nating “capital theory from the theory of the firm and from
much of price theory.” ¢

'(3)Another use of the term “long run,” which is also closely
related to the length of the time span permitted for adjust-
ments to work themselves out, is in the traditional notion of

depends heavily on the distinction between “fixed factors” and
‘variable factors,” this distinction is expressed in terms of
length of the period during which the producer is imagined to
make his adjustments.” For Viner's cost curves the “short run”
a “period which is long enough to permit of any desired
hange of output technologically possible without altering the
scale of plant, but which is not long enough to permit of any
djustment of scale of plant.”® The “long run” is “g period
Jong enough to permit each producer to make such techno-
gically possible changes in the scale of his plant as he de-

Competition,
. A. Alchian, “Costs and in The Economic
R 1) ,3;&- Abramovitz et al. (Stanford: Stanford University Press,
, P37,
7. On this see F. Machlup, Essays in Economic Semantics (New York:
W. W. Norton, 1967), p. 52.

- 8. J. Viner, “Cost Curves and Supply Curves,” Zeitschrift fiir National.
Okonomie

ie 3 (September 1931): 26.
189

profit-maximization hypothesis has revolved. It is in terms of

[
E

gl i



The Long Run and the Short

sires.”® By using this notion of “long run” to qualify “costs,”
one is not referring to a2 more distant prospective horizon (as in

“long-term profits” ), nor to consequences that unfold as longer

periods of time are permitted to elapse (as in “long-term de-

mand”); ome is referring, rather, to the range of options -

facing a producer who is assured of all the time needed to make
any adjustment he might wish to introduce.

4. This traditional distinction between long-run costs and
short-run costs in terms of fixed and variable factors has been
strongly attacked by Alchian. “In fact,” Alchian argues, “there
is no such fixed factor in any interval other than the immedi-

ate moment when dll are fixed. . . . There are no technologi-

cal or legal restraints preventing one from varying any of his
inputs. . . . The fact is that the costs of varying the inputs
differ among inputs, and the ratios of these costs vary with the
time interval within which the varistion is to be made.”®
Alchian therefore proceeds to construct a distinction between
short-run and long-run costs not on the basis of time periods
.during which some factors are fixed, but on the basis of the
different costs a producer is called upon to incur as the time
available for preparing to meet the new demand is varied.

5. Hirshleifer has proposed to preserve the conventional dis-
tinction between short-run costs and long-run costs by inter-
preting the fixity of inputs in the short run in a way Alchian has
not considered. “What ‘fixes’ a fixed factor is not that you can-
not vary it inmedistely if you desire, but that you do not want
to vary it in response to only a temporary fluctuation in de-
mand. . . . The more permanent a shift in demand is expected
to be, the more “unfixing” of factors becomes rational and
takes place.”!* In this usage the term “long-run costs” refers,

9. Ibid., p. 28.

10. Alchian, ‘CoststndOntpub, p. 33. Sec alio L. DeAlessi, “The
Short Run Rcvuited, American Economic Review 57 (June 1967): 450-
61; R. E. Lucas, “Adjustment Costs and the Theory of Supply,” Journal
of Pohhcd Economy 75 (August 1967): 321-34.

11. J. Hirshleifer, “The Firm's Cast Function: A Successful Recon-
struction?” Journal of Business 35 (July 1962): 250.
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then, to the options as they appear to a producer who expects
given market conditions to persist for a long time. (Hirshleifer's
interpretation of the conventional distinction between long-
run costs and short-run costs seems to coincide with that de-
tailed a decade earlier by Machlup. ) 12

There can be no doubt that each of these uses of the long-

" run-short-run distinction draws our attention to significant

aspects of market decisions and of their interaction in the
marketplace. In drawing attention, during the remainder of

. this chapter, to a neglected distinction that might seem to fit

naturally a terminology based on the “length of run,” I am
primarily criticizing earlier writers for failing to mnotice a sig-
nificant aspect of the market process. At the same time, how-
ever, I will also be arguing that the “conventional” distinction

between long-run costs and short-run costs seems to call out for
~ a reformulation in terms of this other, neglected distinction.

ON SUNK COSTS AND THE SHORT RUN
The distinction I wish to emphasize can best be introduced in
tcrmsofthewxdelyaceeptedconoeptofmnkcom Sunk costs

nt.wmw

- present. That is, where past, irretrievable expenditures were

made, these expenditures should not and do not affect in the
least any decisions being made now. Because bygones are by-
gones, sacrifices assumed in the past, which cannot be avoided
by any course of action currently available, simply do not af-
fect present choices between those alternative courses of ac-
tion which are now available.

It follows, therefore, that where a firm finds itself with a

given plant for which unavoidable obligations have been in-

curred, its present production decisions need (and ought) not

' 12. Machlup, Economics of Seller’s Competition, p. 40.
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from the point of view of the firm with its given plant, eff-
ciency in making decisions to produce does not require that
these outlays now be taken into account. In terms of the eco-
nomic concept of cost, these outlays are not costs at all; from
this point of view, they involve no opportunity sacrifice what-
soever.13

Suppose, now, that one takes a unit of the final product pro-
duced by a firm and asks how much was sacrificed so it could be
produced (either on an average or on g marginal basis). It
should be apparent that at least two quite different answers
can be given; that each of these answers is completely valid;
andthatinfactitistheambigtﬁtyofthequutionwkichisre-
sponsible for the multiplicity of answers. To ask how much
was sacrificed to produce a product is to refer to a point in
time when the decision was made 1o undertake its production.
But a product may have been produced through a sequence of
decisions, the later decisions being made possible by the deci-
sions already made. If £ s0, it is entirely appropriate to ask, with
respect to each decision separately, what the producer planned
to sacrifice to obtain the product at the time when that deci-
sion was made. Thus, for any given product, an entire series of
questions can validly be asked about the cost at which the prod-
uct has been produced. And an entire series of different,
equally valid answers to these questions must be given.

This multiplicity of cost measures is entirely appropriate to
the purposes for which economists are concerned with costs in
general. We are interested in cost of production, after all, in
order to understand the alternative options facing prospective
producers contemplating Production decisions.’* Each of these

13, See P. A. Samuclson, Economics, 8th ed. (New York: McGraw-

Hill, 1970), p. 443; A. Alchian and W. R. Allen, Uni
(Bel’mont, Calif.: Wadsworth, 1964), p. 283; M. Fr Price

(Chicago: Aldine, 1962 ), p. 98; I. M. Kirzner, Theory and the
Price 8 (New York: Van Nostrand, 1963 ), Pp. IW L,
3 i i ious possible approaches to the rgle of
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options presents itself as an opportunity to receive revenue by
making the sacrifice required for production. To understand
the decision a producer makes at any given time, we must take
account of the relevant sacrifice involved. To explain the de-
cisions made early in a lengthy process of production, (eg., to
account for a decision to build a new shoe factory ), one must
presume that the prospective flow of revenue from shoe sales
over the expected life of the factory is considered to more than
justify the present and prospective sacrifices (including, espe-
~ cially, the cost of factory construction) that the builder be-
lieves must be undertaken to produce that revenue flow. On
© the other hand, to explain the decisions made much later in
- the lengthy process of production (e.g., to account for the de-
cision to operate the factory at a certain level of output), we
must presume that the relevant prospective revenue flow is con-
sidered to more than justify the sacrifices required for produc-
tion once the factory is already constructed. The latter cost fig-
ure, as discussed, does not include the construction cost of the
factory. :

It seems entirely natural to Jabel the
" from the point of view of a pi iv ho has so

far taken no steps on the long road of production, as “long-run
- costs.” These costs, from his perspective, include all the sacri-
fices he sees himself as called upon to undertake, from the pres-
ent until he has finally achieved his production goals. By con-
trast, it seems appropriate to label as “short-run costs” those
sacrifices which a producer sees himself as called upon to make
(in order to achieve his product) when he finds himself already
equipped with a factory. What makes these latter costs “short-
run costs,” it will be observed, is not that the producer is not
- free to “vary” his factory. As Alchian has argued, there is noth-
* ing to stop the producer from altering his plant input. And,
again, these are short-run costs not because of any pattern of
expectations that happen to be held by the producer, but be-
cause, with a portion of the lengthy process of production
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already accomplished, the remaining distance until the final

goal is that much shorter.’s In fact, each stage at which deci-
sions must be made during a long sequence of production de-
cisions provides a different “run” of costs. The closer the
decision is to the final output goal, the shorter the run of the
relevant costs.

Our interpretation of the distinction between costs of shorter
and of longer run is not unrelated to the cominon usage (cited
above under point 1) in which the term long run refers to a

span of time sufficient for all adjustments to take effect. As a

matter of empirical fact, it is likely that the earlier steps in
the sequences of production decisions (such as the construc-
tion of plant) will be undertaken relatively infrequently —
precisely because once a factory has been constructed, it repre-
sents a costlessly available resource. Thus the effect of a change
in long-run costs, such as an increase in plant construction,
willbefeltinthemarkctonlyaslongerandlongerperiodsof
time are considered. In the short run, only changes in short-
mncostswillmanifestthemselvesintheformofchnugedout—
put and price patterns.

It will be observed, moreover, that this interpretation of the
distinction between long-run and short-run costs is in some
respects similar to the common usage (cited in the preceding
section under heading 2) distinguishing between long-run and
short-run profits. In both usages, “long run” considerations re-
quire attention to the relevant magnitudes for the entire length
of a prospective long period of time. However, it will be no-
ticed that the “shortness” relevant to “short-run profits” is of
a different kind from that relevant to “short-run costs.” In the
case of short-run profits it is imagined that, for some unex-
plained reason, the horizon of the firm is so near that the only
receipts and outflows relevant to the calculation of profit are
~ those anticipated in the near future. In the case of our short-

15. For a formulation of the long-ran—short-ran distinction in terms simi
lar to these, see Alchian and Allen, Univensity Economics, 1::. 33&—?{"
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rum costs, on the other hand, the explanation for confining
_ attention to the sacrifices anticipated during the near future

ouly is a simple one — namely, that the production goal can in
fact be achieved in the near future, since all necessary earlier

. steps have already been taken and call for no present sacrifice.

That earlier writers have generally overlooked this kind of

“distinction between long-run costs and short-ran costs seems
~ to reflect an unwillingness to accept the possibility of more
* than one answer to the question: “What did it cost to produce
- a given product?” Consequently, the difference between the

long-run cost of producing a given product and its short-run

- cost has been sought in the different circumstances under

which the product may be produced, such as the time available

~ for production, or the kinds of expectations held when produc-
- tion is undertaken. For my part I have found it entirely under-
~ standable that the cost of producing a given product turns out

to be of one magnitude when referred back to the earliest in
3 long past sequence of decisions and of a different magnitude

. when referred back to another decision in that sequence.

I will now try to show that the long-run—short-run distinction
which we have identified in the context of costs is merely an
example of a general and profoundly important aspect of the
entrepreneurial-competitive process which has been almost
completely ignored in the literature.

COSTS, PROFITS, AND DECISIONS

We can see the generality of the long-run—short-run distinction
to which I have drawn attention by considering more carefully
what is involved in a project that calls for a sequence of deci-
sions (in which the earlier decisions are prerequisites for the
later ones).

As has been discussed, the earlier decisions (insofar as they
are made with an eye to the consequences of the entire se-
quence of future decisions which these earlier decisions make

- possible) call for comparing all the future positive conse-
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that are to be compared with revenue) a particular batch of
- products may be seen as generating a revenue insufficient to
-cover costs; at the same time a shorter-run point of view (in
which only short-run costs are relevant) may see the same reve.
nue, generated by the same batch of products, as more than
justifying the corresponding costs. The same project that is
-Bow seen as a losing proposition from the long-ran point of
view was profitable from the short-run perspective. Once we
recognize that the profitability of a project can be assessed only
in terms of the date of the decision setting that project into
motion, it becomes entirely understandable that, where more
than one decision was needed to complete the project, its
“profitability” depends on the particular decision singled out
for evaluation. The very same receipts that appear as surplus
- over costs, when costs are assessed from one vantage point,
' turn out to be needed (and possibly insufficient ) to cover costs,
- when these are assessed from another vantage point.!s

~ To sum up, we have discovered that, for profits as for costs,
the very same events may qualify for quite different labels, de-
pending on the point of view from which they are appraised.
The possibility of events’ being appraised from more than one
point of view arises, we have seen, from the circumstance that

compared are short-run flows, When, in the course of time, the
“profitability” of the Project is being assessed, it is ne

must be referred back to specific decisions.

Beginningstudentsinthetheotyofthcﬁrmleamthatin
the short run it may be in the firm's interest to continue to
produce even if revenues do not cover both “fixed” costs and
variable costs, So long as revenue can more than cover varigble -
costs, students are taught, the firm is better off producing,
Sometimes this js explained by the statement that although the
firm is indeed taking losses (because its revenues fall short of
the sum of its fixed and variable costs ), it would be suffering
even larger losses were it to forgo the surplus of revenue over

to explain why, so long as revenues exceed varigble costs, it is

advan'tntgheou: to continnc. proslucﬁon. The truth, as we have these events are the outcomes not of a single decision, but of
seen, is that for the firm with given plant the “fixed” costs asso- 8 sequence of indispensible decisions. Because each decision in

ciated with the Plant, are not present costs at all, since these
outlays were unavoidably incurred in the past. For current,

“short-run”. decision-making they are not relevant sacrifices at
all. From the point of view of such short-ran decision-making
it is profitable to produce, for the simple reason that prospec-
tive revenues from the sale of output promise to exceed the
relevant short-run costs of production. It is at the same time
true that this process of Production must be judged to have
been unprofitable from the point of view of the “long-run” de-

cision made in the Past to build the plant in the first place.
From a “long-run” point of view (in which it is long-run costs
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the sequence was a prerequisite for the final outcome, the eco-

nomic significance of that outcome can be evaluated in terms
of each of these decisions separately. The outcome depended,
indeed, on each of these decisions; each is seen to be “responsi-
-ble” for the outcome and thus provides a legitimate and per-
haps highly interesting vantage point from which to appraise

what was accomplished.

I 'will now show how this same phenomenon — that the very

16. Clearly the distinction between long-ran profits and short-um profits
188'-89 here must be sharply distinguished from that discussed above,
PP. .
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scope in general for different interpretations of the entrepre-
neurial decision sequence, dependi g on whether one is adopt-
ing a long-run or a short-run perspective.

- It will be recalled further that in a world of imperfect know}-
edge the activities of producers are almost invariably cn -
neurial. The decision to produce involves a decision to buy
inputs in the factor market in order to sell the output (forth-
coming from these inputs) at a profit in the product market.
So long as entry is free, as we saw in chapter 3, an entreprenent-
producer is subject to the competition of other entrepreneur-
producers. Only if the producer happens to be the sole owner
of a necessary resource, so that entry by other entrepreneurs
into his line of production is ruled out, is he able to monopolize
his particular productive activity. The fact that he is the
monopolist-owner of the essential resource, we found, diverts
~ entrepreneurial activity into the production of other products
(or at any rate into other methods of production ). Let us con-
sider now the possibility (mentioned toward the end of chapter
. 3) that a producer who is the unique owner of a particular re-
source won his monopoly position by buying up all the rights to
that resource. Whereas during most of chapter 3 I considered
monopolist-producers who “found themselves” unique owners
of particular resources as a result of the initially “given” dis-
tribution of resources, I now wish to treat the case of a pro-
ducer who has become the monopolist owner of a resource by
virtue of his own entreprencurial activity as resource buyer.
Here we have a case where the possibility of different short-run
and long-run interpretations of entrepreneurial activity be-
comes directly relevant.

. The case I wish to consider is that in which an entrepreneur
~ has bought all the available supply of a resource and then,

the later decisions ), g

. market process which is seen s peti-
tive from one point of view may turn out to be wmlisﬁc
when ev?luated from a different vantage point. This highly im-
port.antms:ghtistherealpurpose of this chapter, and the dis-
cussions thus far gre o be viewed as introductory.

y . - » tk : e
Heh uy, is a pretequisite fy
the subsequent decision to %—ﬁﬁ%”x&:g
cntrepreneurial sequen i ;

in the form of an arbitrage trausaction, in wh; commi

) » In which the commit-
ments fo bn.y and to sell are simultancous, these two points of
view will coincide completély. But where the final selling com-
mitment has been made only after the decision to buy, there is
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ceeds to exploit that position through his production and
Product-pricing decisions. When one seeks to describe this en-
trepreneur’s production and pricing decisions from the point

199

baving thus established himself in a monopoly position, pro-

e

g J



TheLor_thunandtheShort

of view which takes his monopoly ownership of the resource as
gven, one must describe them simply as the decisions of a
monopolist. The producer’s unique ownership of the resource
provides him with some protection against the competition of
other entrepreneurs who might seek to produce what he wishes
to produce. Because entry into this particular productive
activity is thus blocked to competing entreprencurs, their
compcetitive-entrepreneurial activity is diverted into other chan-
nels. The monopoly resource ownership of the producer has
thus distorted the competitive market process. Because the
Tesource monopolist is, to the extent made possible by his mo-
protected against the competition
: he may find it possible to secure a monopoly profit by
restricting the utilization of his monopolized resource. All this
seems the completely normal description of a monopoly situa-

- nopoly ownership position,
of others,

tion, as analyzed in chapter 3.
But, our discussions earlier in this chapter have alerted us
to the possibility that the very same events can be described in

quite different terms, depending on the vantage point in time. -

In our present case, it should be apparent, we have before us
yet another example of this possibility.

If we attempt to categorize the case in hand from the long-
run point of view, that is, as of a date before the acquisition
by our “monopolist” of the entire supply of the essential re-
source, things appear in a quite different light. Before our pro-
ducer acquired unique control of resource supply, he was in no
sense a monopolist. He was in no better position to make the

desired product than any other potential entrepreneur-

producer. Other producers could, if they wished, have pur-
chased some (or all) of the resource supply and proceeded to
make the product. Their failure to do so presumably reflects
their failure to perceive the profitability of this line of produc-
tion' (ie., they apparently not only did not see ptoﬁi in pro-
ducing part of the product supply, they did not even anticipate
profit from um'quely controlling the supply). Our own pro-
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- ducer, who wisely or unwisely bought up the entire resource
_ supply, believed that its use in producing the product promised
“sufficiently high profits to make the venture worthwhile, at
least as long as no one else possessed the resource. His entre-
" preneurial alertness in acquiring this resource ahead of his com-
 petitors is thus the basis of the subsequent course of events.
' Certainly his acquiring the resource, in a field which was freely
~ open to all entreprencurs, was a normal step in the undistorted
' competitive-entrepreneurial process. His subsequent unique po-
sition in the product market, when appraised from the point
. in time before he acquired the resource, appears exactly like
.the results of any other successful entrepreneurial step. The
" profits our producer is able to secure by exploiting his unique
_ position appear, from this vantage point, to be entrepreneurial
* profits grasped in a competitive market by the most alert entre-
preneur. The very same receipts which from the short-run point
- of view (taking its perspective from dfter the resource acquisi-
_tion ) appear as monopoly rents acquired by exploiting a unique
resource ownership position turn out to be pure entrepreneurial
profits (with no connection with the ownership of any re-
source) when traced back, from the long-run perspective, to
the original entrepreneurial decision to which they must be
attributed (i.c., the decision to purchase the resource). From
- the short-run viewpoint the producer’s profits arise from his
monopoly of the resource; from the long-run point of view
these profits arise not from resource ownership but from the
~ decision to acquire the resource.'” Neither description is less
17. It must of course be emphasized that the long-run profits that pro-
- vide this incentive for competitive entrepreneurship will be forthcoming
only through the perceived possibility of monopolistic restriction. Thus it
" ig this possibility that directs entrepreneurial attention to this particular
opportunity. It might appear, morcover, that the entrepreneural process
shounld gencrate a tendency toward (profitless) resomrce monopoly, with
competing entrepreneurs, intent upon capturing the monopoly position,

idding up the price (for the entire resource supply as a unit) to reflect

the full value of the future monopoly profits. What operates to offset this
tendency, of course, are the transactions and policing costs involved in
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_ Some Additional Cases
frue” than the other; from its own perspective each descrip- sooner or later other entrepreneurs will enter the field and
tion is the only correct and relevant one. ' erode his entrepreneurial profits.

* What distinguishes this latter case, then, from the case of
the monopolist resource owner previously discussed is the pos-
sibility of future erosion of profits. With a resource monopo-
lized for all time, the monopaly profits made possible by re-
source ownership cannot be whittled away by any competitive
process. Although, as we have seen, the activity of the pro-
ducer (with monopoly resource ownership) is to be described
as wholly competitive from the long-run point of view, this
does not mean that if we permit enough time to elapse his
profits will be wiped out throngh any “long-run” process of
competition. In this case, his superior entrepreneurial judg-
ment will not lead to his decisions’ being emulated, because
this judgment has caused him to block others from duplicating
his activity. All we can mean by describing the activity of the
producer with unique resource ownership as wholly competi-
. tive from the long-run point of view is that there was nothing
in the state of the market before he acquired the resource that
~ inhibited the normal course of the entrepreneurial-competitive
process (and that, indeed, his acquiring the resource was en-
. tirely consistent with that process). Of course, if the supply of
~_the resource thus acquired can be expected to be periodically
renewed (so that the producer has acquired only a temporary
monopoly), then the freedom of entry which entrepreneurs
have to the market for this resource will tend, given sufficient
~ time, to eliminate all profits from this line of production (as
- for all lines of entrepreneurial endeavor. ) It still remains true,
" however, that for the duration of the producer’s resource mo-
nopoly he will be able to exploit his unique position without
. fear of competition from others producing exactly what he is
. producing, even though from the long-run point of view his
- profit is seen to be entrepreneurial profit won in a wholly com-
. petitive market.

" A special case arises where entrepreneurial competition

203

SOME ADDITIONAL CASES -
It is instructive to compare the case just discussed with the case
of an entrepreneur who, with no unique resource ownership and
with entry into his line of production freely open, is yet the
only producer of his product. In chapter 3 we insisted on with-
holding the monopolist label from this eatrepreneur. I pointed
out that the only reason for this entrepreneur’s being the only
producer of his product is the difference between his own
cntrepreneurial judgment and the judgments of other entre-
preneurs. Others see no profit in his line of production; the
producing entreprencin, rightly or wrongly, believes that he
has discovered a profitable activity. That the producing entre-
preneur is the only seller of his product, that the demand curve
which faces him is that of the entire market for the product,
did not in any way qualify his activity as that of a monopohst
He is an entrepreneur who, in a wide-open competitive field,
has perceived as profitable an activity which others have not so
perceived. ,

It will be observed that in that case (the case of the entre-
preneur who is the sole producer of a product without mo-
nopoly ownership of a resource ) his activity is wholly competi-
tive, not only from the long-run viewpoint but also from the
short-run .viewpoint. Not only was the entreprencur facing
open competition when he made the decision to acquire the
resources for his product, he continues to face the same com-
petition even after he has acquired the resources, since he has
not acquired unique control over the entire resource supply.
Should his activity turn out to be profitable, we can expect that

assembling and maintaining plete control over V
widely scattered ownership. For a discussion of the mhem? xuoutree iﬁsl:hiityﬁ&’ y
S18'F. See e . Dewers bnpeoeric of Selle” Competiton, pp. 47,
18 ff. a A Y, et Cor ion: A i

tion (New York: Columbia University Press, 1969), pp. 119 £,
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in the resource market forces the price of the resource up
to .the Point where its market value fully reflects the

Further Observations on Long-run Competition

FURTHER OBSERVATIONS ON LONG-RUN COMPETITION AND
: SHORT-RUN MONOPOLY
The literature does not often refer to the possibility that the
- activity of a monopolist producer may, from a longer-run point
" of view, be seen as wholly competitive. However, it has been
‘noticed that a monopoly position may be won through compe-
_ tition and entreprencurship. And it is interesting ta observe
- how writers who have remarked on this have dealt with the
phenomenon. Long ago, in a somewhat confusing passage,
Schumpeter discussed the case in which a nev- entrepreneurial
combination consists of a trust protected against outside com-
petition. “The carrying out of the monopolistic organization is
‘an entreprencurial act and its product is expressed in profit.
Once it is running smoothly the concern in this case goes on
earning a surplus, which henceforth, however, must be im-
puted to those natural or social forces upon which the mo-
nopoly rests — it has become a monopoly revenue. Profit from
founding a business and permanent return are distinguished in
practice; the former is the value of the monopoly, the latter is
just the return from the monopoly condition.” % This passage

the long-.run view).18 We may think of a line of Production
chm?ctemed by pronounced €conomies of scale, so that pro-
duction would be carried on most economically if a single firm

would, once he has acquired the entire resource suppl} still .
make his production decisions “moaopolisticaﬂy"—th;t is,
in a manner restricting use of the monopolized resource S0 as
to maximize the surplus of revenues over the outlays for the
nlonmonopolized resources used. (Were he not to do this, he
would not only not be winning profits, in the long-run sense
he would actually be losing money, since the competition in’
the resource market bas bid up the outlay for the monopolized
fesource to anticipate such 5 maximum surplys, ) '

This special case should be Contrasted with that i which

entry in.to a line of production characterized by powerful scale . the trust is a profitable entrepreneurial act producing an im-

" mediate profit (which is the capitalized value of the future

. for the regulation of utilities for overlooking this case (see H. Demsetz,
. “Why Regulate Utilities?” Journal of Law and Economics 11 [April
© . 1968): 55-66). As Demsetz points out (p. 58), his demonstration of the
- possibility of a single producer’s emerging with prices no Ing:r than
_-eostsofproductionmmes‘(aslhve:hownhereintbctext) access

to all necessary inputs. Where it takes time to duplicate a plant, a single
. producer possessing a plant is temporarily in a favored position. Thus
‘vﬂ:eemeofuﬁliﬁsmay,ntleastformeshottnm,beiutkedmoresimihr
'-wmmdendin'thcpmdingmph&nmthtdismd

20. J. A. Schumpeter, The Theory of Economic Development (Cam-
bridge: Harvard University Press, 1934), p- 152. Triffin interprets th:;
Passage as making a distinction between “monopoly profit” and “monapo!
‘sevenue” (R. Triffin, Monopolistic Competition and General Equikibrium
- Theory [Cambridge: Harvard Umjversity Press, 1940], p. 163).
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tion that may be associated with resource monopoly.10

18. See also chap. 5, 5. 17, '
19. Demsetz has, in effect, criticized the “natura} monopoly” argument

204



Further Observations on Long-run Competition

-superior positions, is a significantly enriched insight into the
character of the entrepreneurial-competitive market process. At
any given time the market presents an array of consumer tastes,
a pattern of resource ownership, and a body of technological
possibilities (by which resources can be utilized to satisfy con-
sumer desires). With imperfect knowledge it is inevitable that
in any given period of time the pattern of transactions and pro-
duction processes being initiated in the market fails to fully
reflect the realities of the market. The disappointments and
regrets gencrated by experience in the market (as production
and consumption plans are forced to confront the true facts of
‘the market) force changes in these plans. The course of plan
changes thus forced upon market participants is led by the
alertness of entreprencurs as they become aware of the exis-
tence of profit opportunities as yet untapped or of the loss po-
teatial of some of the existing patterns of activity. So long as
entry is free, this competitive-entreprencurial activity results in
continually shifting qualities of products, methods of produc-
tions, and resource-hiring patterns, through the medium of
changing prices bid and asked by entrepreneurs.
Aswasmadeclearinchapter3,thismaxketprocessiscom-
petitive in the sense that each opportunity, for buying or for
selling, that a decision-maker makes available to the market is
offered with full “entrepreneurial” awareness that it must be
- somewhat more attractive than the opportunities likely to be of-
- fered by others. With free entry to all resources, we found, the
. course of the market process generated by entrepreneurial com-
. petition will be governed by the speed with which the various
- alert entrepreneurs learn of the rival opportunities they must
- outstrip. As a special situation, we discussed the. distortion in-
- ‘troduced into this process by monopoly ownership of a resource.
" We explored the way such ownership may generate a pattern of
. production that deliberately underutilizes the monopolized
. Tesource, diverting the course of rival entrepreneurial activity
" into other channels.

those entreprencurial profits which are the prizes offer

capitalist society to the successful innovator.l"’ % But he‘:-cd l!::
seen3s.to refer to a portion of the total entrepreneurial profit
as arising out of monopoly position (made possible by patented
mnova!:ion). Samuelson, on the other hand, scems to have

Preneurial innovation 2
A pax:ti'cula}rly clear perception of the role of entrepreneurial
competition in securing unique (if not monopolistic) positions -
is that presented by Heflebower. In his discussion of the dif-
ferenhal market positions acquired by firms, Heflebower
f:mphas:zes that a irm’s position defines the kinds of activity it
ns'able to engage in, and that it cncompasses differential at-
t.nbutes acquired by past skill and Juck 3 “Once a strong posi-
- tion a a differentiated seller has been achieved, it is like g
well-des:g.ned fortification; if maintained and adapted to devel
opments in usable means of def; , those challenging it . .
must have a far larger attacking force.” | .
What gmerges, then, from our discussions of long-run and
short-run. interpretations of monopoly, as well gs from the ref-
érences in the literature to the competitive acquisition of
2L. J. A. Sch peter, Capitalism, Socialiym Democracy
York: Harper andnnéoow, 1962), p. 102, o (New
. P. A, Samue n, “Intertemporal Price Equilibriuam: A P
the Theo peculation,” Weltwirtse haftliches Archiv Dembaw ot
19527): th{).d S, tion,” W, hes hiv 79 (
3. R.B. Heflebower, “The Theory and Effects of Nonpgi i
ﬁon,”inM poli 5 C . . Q » 3 onmcm.
Kuenne (New York: meg«s’;?ép% o, "t L RE
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Recognizing the need to examine monopoly situations not

only from the short-run point of view but also from the long-
run helps us to better understand this conipeﬁtive-entrepre-
neurial process. In chapter 3 we saw monopoly situations as a
consequence of the “given,” not-to-be-explained natural distri-
bution of resource ownership. Now we see that the course of
entrepreneurial competition itself may again and again genei-
ate at least temporary patterns of resource ownership prevent-
ing subsequent entrepreneurs from immediately duplicating
what the most alert entrepreneurs have discovered it is profit-
able to produce. Where, as will usually be the case, the mo-
nopoly resource ownership thus won is only temporary, the
long-run view presents a wholly competitive picture, with the
temporary profits won by the alert entrepreneurs sure to attract
emulation that will sooner or later squeeze away all profits.
(From the short-run view this case Presents the alert entrepre-
neur as the beneficiary of a temporary monopoly position
which he can exploit for as long as his uniqueness lasts.) Where
alert entrepreneurship has acquired permanent control of the

rights to the entire supply of a resource, then we have the possi-

bility of permanent resource monopoly (with permanent mo-
nopoly of relevant production processes) that, although im-
mune to the profit-eliminating emulation of competing entre-
preneurs, must yet be recognized as the consequence of freely
compctitive entrepreneurship. From both the positive perspec-

tive and (as we shall discuss in’ the succeeding chapter) the -
normative viewpoint, therefore, it is necessary to bear in mind

the multifarious facets presented by market phenomena, as
determined by the “length of run” of the vantage point
adopted.

All this underlines the essential feature of the process of
rivalrous competition (as opposed to the “competitive state”
of orthodox equilibrium theory). The essence of this process is

24. In the literature temporary monopolics are sometimes identified as

“short-ran monopolies.” See, e.g., Schum takism, Socialism
and Democracy, pp. 99, 102, poler, Capt “
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" the entrepreneurs’ perception of temporarily advantageous posi-
“tions which are available for the snatching (through reallo-
“cating the utilization of resources). The “temporariness” of
 the advantage offered by any prospective entreprencurial op-

‘portunity may, however, vary over a wide range. At one end

- of the spectrum of “temporariness” is the fleeting profit oppor-

tunity which, once perceived and exploited, almost immedi-
ately is copied by a mass of other entrepreneurs, so that its
‘“advantage” is squeezed away almost instantly. With no re-

. source “controlled” (for a period longer than that needed by
" other entrepreneurs to see what is going on) the process reveals
00 element of monopoly whatsoever.?® Advantageous positions

of somewhat lesser impermanence can be imagined as the time
necessary to assemble the resources required for emulation

- lengthens. Depending on the technology of production, the

market conditions surrounding resource acquisition, and the

psychology of consumer demand, competing entrepreneurs may
discover that even after they have discovered the secret of the

pioneer entreprencur’s success his start has rendered him im-
mune from their imitation for periods of various lengths.

-Sooner or later the entrepreneurial process will work its way;

- profits will sooner or later tend to dwindle. In these cases, what

we have termed short-run monopoly positions turn out also to
~ be merely temporary. Only at the other extreme of the spec-
trum, where the advantage secured by an alert entreprencur can
‘be imagined to give him permanent control over a needed re-
source, can what we have termed short-run monopoly also be
conceived of as permanent. Rivalrous competition consists of
exploiting temporary advantages. The staggering variety of pos-
sible situations, accompanied by entrepreneurial positions with
advantages of so many different degrees of impermanence, is
able to account for the complexity of the real world of produc-
25. Contrast the statements in the literature associating every en
-meurial innovation with monopoly, e.g., F. H. Knight, “An Appraisal of
Economic Change: Discussion,” American Economic Review 44 (May
"1954): 65. See also above, chap. 3, n. 26.
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we insist on remembering that the incumbent firms, who at one
time undertook to assemble the capital sunk, did so without
prior advantage. Not only will competition of new firms (even
with powerful economies of scale) force the incumbent firms,

sooner or later, to follow policies geared toward eliminating
profits, but even the temporary advantage enjoyed by the pio-
neer firms is to be recognized (from the longTun view) as
originating in wholly competitive entrepreneurship exercised by
farsighted pioneers. We will return in chapter 6 to a norma-
hveexammahonofsomeofthews ues raised by the insights of

the present chapter.

The Long Run and the Short

tion. Perceiving the workings of entreprencurial competition
through these complexities requires an awareness not only of
the temporariness of entreprencurial advantage, but also of
the difference between short- and long-run comptehenswn of -
the market process. :
This discussion thus further supports my unhappiness with.
the treatment orthodox price theory (especially where derived.
from the theory of monopolistic competition) accords to such
phenomena as advertising, product differentiation, and role of
capital requirements as blockages to entry. As I have noted in
earlier chapters, these phenomena have almost invariably been
identified as monopolistic elements in the market. We have in-
sisted on recognizing that advertising and product differcntis-
tion are strategic weapons in the competitive arsenal of rival-
rous entrepreneurs. The acquisition of advantageous entrepre-
gy_gg!_mg_igoa throu_gll advertising or other t M
: dertaken without 3 '

hon, and is - thus wholly eompehhve. 'ﬂle tem-
porary advantage thus secured is not merely competitive in this
“longer-run” view of the process; it is further competitive in
the sense that competitors, as soon as they leamn of the oppor-
tunities to be gotten through these techniques, are free to move
in immediately to share these possibilities — and thus climinate
them. (Where, moreover, earlier investments have been made
in inventory, or specialized productive equipment, sclling ac- -
tivity may be seen as “short-run” exploitation of the sunk capi-
tal so represented.)
Large-scale capital requirements are frequently cited as a
blockage to entry and thus a powerful cause of monopoly.* For
us such requirements are temporary advantages held by existing
firms as a result of the costlessness of sunk capital and the time
necessary to accumulate competing capital complexes. Further,
26. For discussion sce J. Bain, Barriers to New Competition (Cam-
bndge HnmrdUmvmtwau, 1956), chaps 3, 5. See alo G. . Stkla

“Imy dcchommtheCapatalMuket,”lmmtdofPohﬁchmomy?
{June 1967): 287-92.
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The Fundamental Flaw in Welfare Economics

ynorthodox approach to the task of evaluating the market
economy. And it is the fact that my dissatisfaction with the
approach adopted by orthodox welfare theory stems from an
awareness of the importance of the market process which
justifies the inclusion of this present chapter.

l6]

Competition, Welfare, and
Coordination

: THE FUNDAMENTAL FLAW IN WELFARE ECONOMICS
The basic weakness inherent in the orthodox approach to the
analysis of welfare was pointed out with complete clarity by
Hayek over a quarter of a century ago. A careful examination
of Hayek’s criticism — a criticism that unfortunately has re-
mained virtually unnoticed — will help us relate his central
point to the theme of this book.

. In the standard approach to welfare theory, Hayek explains,
‘the problem to be solved is finding the best use of gfailable re-
sourccs on the assumption that we possess all thy relevant in-
formation concerning the given system of prejgfences and the
various means available. This problem is a purely logical or

mathematical one; its solution is implicit in the assumptions
_,:t'hat identify it. And it is this identification of the problem
‘which, Hayek argues, renders the entire approach almost wholly
‘unhelpful.

“This . . . is emphatically not the economic problem which
society faces . . . the “data” from which the economic calcu-
lus starts are never for the whole society “given” to a single
~mind which could work out the implications and can never be
0 given. . . .
_ e peculiar character of the problem of a rational economic
order is determined precisely by the fact that the knowledge
 of the circumstances of which we must make use never exists
in concentrated or integrated form but solely as the dispersed
‘bits of incomplete and frequently contradictory knowle‘%’e
_ which all the separate individuals possess. The economic prob-
“lem of society is thus not merely a problem of how to allocate
given” resources. . . . It is rather a problem of how to secare
the best use of resources known to any of the members of .
society, for ends whose relative importance only these indi-
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THE EARLIER CHAPTERS HAVE BEEN DEVOTED TO THE POSITIVE
theory of the competitive-entreprencurial process. The maj
theme has been the identification of this process as the mti:l‘
c.haracteristic of the market economy. To understand the -
tion of a market economy, we have gﬁrgu__ggn ,' it is necésmmg,ito ’
g:z attention not to the conditions required for market equi-

brium but to the systematic changes we

generated in a market in which these condi:non:zzc::to ﬁ
!j_ll_e_cj E.mphasis on the market process rather than on market
eq.uxhbnum has enabled us to perceive the role of entrepreneur-
ship and to recognize the essentially competitive character of
thc.z market process. By pursuing this line of thought we have
gained fresh insight into a number of important features of the
market system. But our discussions have so far not sought to
do more than depict the positive aspects of the market process;
no attempt has been made to evaluate it in terms of the nonn; :
gsually adopted by economists, such as the system’s ability to

allocate social resources efficiently” or to “maximize the wel-
fare of.society” and the like. In this chapter I will evaluate
normatively the competitive-entrepreneurial process which I
h:;ive shown to characterize the market economy. We shall
discover that our emphasis on the market process rather than~
on the conditions for market equilibrium suggests a similarly
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Knowledge, Coordination, and Entrepreneurship

economics’ parallel obliviousness to the function of the entre-
~-prencurial process in mobilizing available information.
- At the same time, the orthodox welfare view of the market
as computer has, at least by implication, been sharply criticized
from a quite different angle. In appealing for economists to
-adopt a “catallactic” view, rather than their present allocation-
of-resources perspective, Buchanan has pointed out that the
latter perspective “prejudges the central issue that has been de-
bated in theoretical welfare economics,” assuming the legiti-
‘macy and meaningfulness of the notion of “social welfare.”
- The notorious (and inevitable) failure of modem welfare eco-
nomics to overcome the problems raised in interpersonal com-
parisons of utility has, quite simply, invalidated all attempts to
- evaluate the market in terms of resource-allocation norms. And
it is here, as we shall see, that the economic problem identified
by Hayek offers a scope for normative discussion that is not
valnerable to this kind of criticism. And, although the “catal
lactic” alternative urged by Buchanan (instead of the ortho-
dox allocation-of-resources point of view) does not explicitly
raise the question of the social mobilizing of available informa-
tion, we shall discover that it can be interpreted in a manner
that renders Hayek’s “economic problem” directly relevant.

Competition, Welfare, and Coordination

viduals know. Or, to put it briefly, it i ili
tion of knowledg’e w %%:‘fsb;:)etﬂg\:etnut: g;c;l;l;ni: fnttsh:o‘tl:lkhw
From Hayek’s critique of orthodox welfare economics must
flow, almost directly, sharp disagreement with the way it per.
ceives the market, or for that matter any social system of eco-
nomic organization (and thus the terms in which its perform-
ance is evaluated). To orthodox welfare economics, with its
attention focused upon the mathematical solution to the social
allocation problem with all information given the market’s so-
cial role is a social computational device. Its meessux;“;;
sured by the closeness with which it yields the comrect solutions
to the equation system identifying optimum allocation.?. For
Hayek, on the other hand, “if we want to understand [the mar
ket’s] real function,” it is necessary 1o see it not as a computer
but as “a mechanism for communi ting information”® _ g
a social instrument for mobilizing all the bits of knowledge
scattered throughout the economy. :
Hayek’s critique of the market-as-computer view is thus di-
rected at its total unawareness of the very existence of the prob-
lem of social mobilization of knowledge. Much of this chapter
will be devoted to the role of the competitive-entrepreneurial
process in marshaling the information scattered through so-
ciety. Again an in we will discover that orthodox welfare
analysis calmly assumes that the critically important social
task of making all the scattered bits of information available to
those making decisions has already been performed. In particu-
lar, we will discover, orthodox price theory’s coﬁgstent lack of
attention to the role entrepreneurship plays in the positive
analysis of market operation is matched by orthodox welfare
1. Sec F. A, ¢ i iety,” ?
nomic Regcs gn{gbtgﬁe?ﬁgg fngr‘tggf mt:ttly ;n mwg:;

;‘)s;n #d_lg?.'conomic Order (London: Routledge and Kegan Paul, 1949),
2. On the literature reflecting this view of the market as a “computer,”

see alio J. M. Buchanan, “What Should Economists Do?” Southers Eop.

nomic Journal 30 (January 1964): 213-22, on Feo
3. Hayek, “Use of Knowledge in Society,” p. 84,
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KNOWLEDGE, COORDINATION, AND ENTREPRENEURSHIP
In_accepting any existing distribution of assets as a basis for
subsequent nonmative discussion, it is fundamental that any
exchange freely entered into between two parties will, in the
best prospective judgment of the parties concerned, “improve”
the position of each. Now for an exchange transaction to be
completed it is not sufficient merely that the conditions for
exchange which prospectively will be mutually beneficial be

present; it is necessary also that each participant be aware of his
oppertunity to gain through the exchange. In standard welfare

4. Buchanan, “What Should Economists Do?” p. 215.
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economics an Edgeworth box-diagram is used to show that

wherever the indifference curves of the two parties intersect,
scope for mutually beneficial exchange is present. Ig_i_sm--;;
assumed without further discussion that where such scope is -

R

present, exchange will in fact occur (barring obstacies arising °
from the possible range of indeterminacy). In fact, of course,
exchange may fail to occur because knowledge is imperfect, in

spite of the presence of the conditions for mutually profitable

exchange.

We notice immediately that where the conditions for ex- -
change in fact exist but are not exploit ing to ignorance
there now exists scope for profitable entre encurship. If A
would be prepared to offer as much as twenty oranges for &

quantity of B’s apples, and B would be prepared to accept, in
exchange for his apples, any number of oranges greater than
ten, then (as long as A and B are each unaware of the oppor-
tunity presented by the attitude of the other) entreprencurial
profit can be secured by buying B’s apples at a price (in oranges)
greater than ten and then reselling them to A for a price\ less
than twenty.

We _notice further than where an un loited mutually |

beneficial exchange opportunity for A and B exists, the 1

“inefficiency” can be described as an absence of coordination.
That is, we need not say that failure of exchange to occur is
responsible for a failure to increase social welfare (as defined,
say, in terms of Pareto-optimality criteria). We need not say
anything about social welfare at all. We can simply say that
an absence of coordipation, arising out of ignorance, character-
izes the actions of A and B. By A’s not buying B's apples, and
by B's not selling them to A, each is, because of ignorance
of the other’s “cxistence,” acting as if the other did not in fact
exist. A knows his own taste and assets; B knows his. Bat be-
cause these bits of knowledge are not coordinated, the actions
taken by A and B are uncoordinated. It is possible to evaluate
a system of social organization’s success in promoting the coor-
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* dination of the decisions of its individual members without in-
-voking any notion of social welfare at all.

In a market economy at any given time, an enormous amount

of ignorance stands in the way of the complete coordination of
" the actions and decisions of the many market participants.

Ipnumerable opportunities for mutually beneficial exchange
(including production as an avenue for exchange) are likely to
exist unperceived.® Each of these opportunities also offers an
opportunity for entrepreneurial profit. Each of the potential
parties to each of these unexploited exchange opportunities is,
as a result of the imperfection of knowledge, losing some possi-
ble benefit through the absence of coordination represented

by this situgtion. The n ek is
how well the mark i ingi er those un-

. coordinated bits of information scattered throughout the

economy. Successful coordination of these bits of information
cannot fail to produce coordinated activity — exchange —

~ benefiting both parties. '

- Orthodox price theory is unable to help with this normative

* question. By setting up its analytical apparatus on the assump-

tion of perfect knowledge, with consumers aware of all pur-

- chase possibilities, with resource owners aware of all selling
* possibilities, and with finns aware of all possible cost and reve-

nue conditions, orthodox price theory has assumed away those

. circamstances in which this kind of normative evaluation is

possible. The world of market equilibrium cannot be judged
on its success in coordinating scattered driblets of information;
ignorance is simply assumed not to exist. For such a world it is

- only natural to expect welfare analysis to be confined to an

ppraisal of how closely 1t approximates the conditions for o
timality. Such a world exhibits no ignorance, no absence of
coordination, no opportunities for entrepreneurial profit, and,

5. The possible arrays of such unexploited opportunities make relevant,
of course, the welfare analysis of Pareto-optimality. The role of such analy-

_sis, and the difference between it and the nommative approach advanced
here, have been made clear in the text.
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in fact, no entrepreneurs at all. It has been the is
: purpose of this
book to liberate the theory of price from the unrealistic con-

fnes of such an artificially restricted world. My task i

fore not complete without a discussion of the normative im-‘

lications of the entr rene

that will be made independently in socicty during ag’
period of time.

THE COORDINATING PROCESS
We may approach our task of evaluating the success of the
entrepreneurial market process in coordination by recalling
the relationship between the state of equilibrium and the per-

fection of knowledge. “It appears,” Hayek taught us
“that the concept of equilibrium merely means thatl;ln:f:g:-'

sightofthedi&erentmcmberso’fthesocietyis .+ . correct in .

the sense that every person’s plan is based on the expectation
of the same set of external facts. . . . Correct foresight is then

‘Bot, as it has sometimes been understood, a precondition
'whnch must exist in order that equilibrium may be arrived at. It
is rather the defining characteristic of a state of equilibrium.” ¢

articipants will make

tion of knowl whi

sutes complete coordination of individual plans,
u l{ows that ent from disequilibrium to equi-
librium is at once a movement from imperfect knowledge to

ect | edge and from uncoordination to coordination,
We. have seen that the movement Fom disequilibrium to
uilibrium is nothing but the enuem' pr

cqu tive pro-

6. F. A. Hayek, “Economics and Knowledge,” Economica 4 ebru.
1937 : N » » . . » . * 8 I3 (F
:TY‘GZ. ): 33-54; mpxmted in his Individualism and Economic Order,
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es the state of equilibrium en-

The Coordinating Process

ORI .

the price system in a state of equilibrium, too, is often de-

scribed as a system of communication — as a signal system.

- When we describe the market process as communicating in-
" formation, however, we mean something quite different. The

em in equilibrium presents each decision wi
a fully coordinated set of signals which, if followed, will permit

“all plans to dovetail. In the market process, on the other hand;

these price signals themselves are developed through a process
‘of lcarning that is governed step by step by the interim sets of
prices; it is the latter process to which we refer as a process of
communication of information.

This learning process at the same time nudges individual
plans into closer and closer_ coordination. The rule is simple
and obvious: coordination of information ensures coordination
of action. As soon as a si min the sil
tions and attitudes of two te individuals between whom
exist the conditions for mutually beneficial exchange, so that
he perceives the opportunity so presented — as soon, that is, as
the previously isolated pieces of information have become
coordinated in the mind of a single human being — we are
assured of action to coordinate the decisions, gla;s,‘_and actions
‘of the individuals concerned. ,

The . entrepreneurial-competitive process becomes visible

" now not merely as generating a tendency toward equilibrium,

but as discovering and correcting discordant individual plans

- and decisions. We can observe this both in the simplest of

market contexts and in the most complex.

Let us, for example, limit ourselves initially to a simple mar-
ket for a single, undifferentiated product of standard quality.
Let us call it “milk.” librium in this market means that
() numerous milk prices prevail in the market, or (b) _milk
prices are, on the average, cither above or below that
price at which prospective sellers would find their selling plans
i&mtem@mtchedbythew buying plans of
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ess of the various market

bilities for milk sales (that would be naturally beneficial to
both sellers and buyers) are not being exploited. Thus man
prospective sellers (aware only of the lower prices prevailiny
in the market and considering these too low to be worthwhile?
fOfgo sales altogether because they are not aware that higher
prices can be obtained; other sellers (aware of the higher
prices prevailing, and secing no reason why they should sell for
le'ss) find that they have missed sales at lower prices when th
dlscovef that there are not in fact sufficient buyers ready to -
these higher prices. Similarly, many prospective buyers ( awl:y
only of the higher prices, and considering these too high) mu:
purchase opportunities at lower prices; other buyers (aware of
the lower prices and therefore refusing to buy for more), turn
out t? have missed these purchase opportunities avnilal;le at
the higher prices when it becomes evident that in fact there are
not sufficient sellers prepared to sell at the ldwet price all that
bulyners thvivsould be prepared to buy.
simple market, with the attitu pr
| spective buyers and sellers unchangi ,des them:lnmoefum: '
competitive process gradually introduces fu geueral aware-
ness of the temper of . prospective buyers and sellers, The man
prices for milk gradually converge toward a single price through’:
out the market, and this single price tends, moreover, to be the
one capable of clearing the market. Each step in tl;ls process
of conv?rgence toward equilibrium is, we have seen,” an entre-
preneun.al. one — in the sensc that each step requires that mar-
ket participants change their buying or selling kplans because
tl.xey now realize that the array of opportunities before them is
different than they had believed. Each step in the eqmlibrahng
process, that is, reflects information learned thro carlier
7. See above, pp. 69-72.
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rospective b . .
Rowpoctye bupers, ot both. Ouly widespread ignorance con o
to buy and sell milk can account for th i
ese uilibsi
market phenomena. Because of this ignorance, Tum

DUIRCIOus possi- .

The Coordinating Process

B experiences in the market. These experiences revealed the ab-

ce of coordination that had characterized the market — the

opportunities to buy (sell) that had been deliberately passed
up in the overly optimistic belief that lower (higher) prices

were possible, and the opportunities to buy and sell that had
been unwittingly passed up because they simply were not recog-
nized. “Entrepreneurship” — alertness to new information thus
revealed — is what leads to revised plans nudging milk prices
into a narrower and narrower band, a band that is itself nudged
closer and closer to the market-cleari ice. Each such entre-
preneurial step — the abandoning by prospective buyers (sell
ers) of unrealistically low (high) buying (selling) offers, the
initiation of offers to buy (sell) that were hitherto thought to
be unrealistically unattractive to sellers (buyers) — is a replace-

‘ment of plans that were revealed as more or less discordant by

plans which, it is now believed, will be more completely
coordinated.

The coordinating process which is thus revealed within the
equilibrating entrepreneurial process in the simple market for
the single commodity can be shown to be present wherever
successful entreprencurship is exercised. In earlier chapters we

‘movements for given products and resources but, perhaps even
more important, also in changing patterns of product quality
(interpreted broadly emough to include selling effort). The
complex equilibrating process that is relevant to general equi-
librium discussion, with this process determining at each step

able, is, as we know, entrepreneurial. Its course is governed by
entrepreneurial discovery of information — concerning new
sources of resources, new_technological opportunities, new
“possible_combinations of product specifications, new patterns
 of consumer tastes — that generates entrepreneurial production
 plans that_change the prices of resources and the quantities

produced of_the various varieties and qualities of products.
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"saw how entrepreneurship manifests itself not only in price

‘the entire set of opportunity specifications being made avail- -
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Each ecntrepreneurial discovery represents alertness - to
hitherto unperceived interpersonal opportunity — an’ oppa
tunity that depends on the coordinated plans of two. sep

The Role of Profits
ds the profit 0 iti Ives dwindle away. At

 fortiori, what is likely to happen) ‘is highly xmpetfect. The
individuals. As this “general” equilibrating process are of profits and fear of losses can be counted upon, in some
by competitive entreprencuial dlertness, | i ngd  measure, to attract at least some entreprencurs. And as these
mﬁMM&WM ' pioneers act, their actions confront other, less ale.rt catrepre-
information perceived by entreprencurial alertness among neurs with information which it is less and less possible to over-
wider and wider circles in the market. v ' Jook. . '

' The essence of the “profit incentive” (and in particular its
significance for normative economics) is thus not to be seen as
motivation to work harder or to MM‘

~ ciently. The profit incentive (including, of course, the disincen-

five of loss) operates most significantly by sparking the slert
ness of entrepreneurs — by encouraging them to keep their
eyes open for new information_that will lead to new .ghn.:z.s

And its powerful effect in this regard acquires normatwe. sig-

nificance because of the market’s prior failure to coordinate

sets of decisions. '
When pure entrepreneurial profit arises from speculative

foresight the situation is no different. If a gencrally uncxpected

crop failure causes a rise in grain prices, grain speculators profit.

The difference between the old grain price and the new higher

price reflects an absence of “coordination” (across time)

‘among the consumption plans of individuals. Many who con-

sumed or sold grain when its price was low would not have

done so had they been aware that others (or they themselves)

: THE ROLE OF PROFITS
In this entrepreneurial coordinating process we must be careful
to recognize the role of profits. Pure entreprencurial profits are
obtainable where there is more than one price for a given com-
modity in the same market {or where there is one price for the
bundle of resources required to produce a given commodity
and a different price for that commodity itself). But this
means that entreprencurial profit opportunities exist wher-
ever there is scope for more complete coordination of indi-
vidual_plans. Where there is more than one price for the
“same” thing (with the bundle of necessary inputs treated, for -
this discussion, as the “same” as the ontput they make possib le),
it is clear that discordant plans have been made. Those who
have sold for the low price have clearly not coordinated their
plans with those who have bought for higher prices (or with
those who did not buy at all because they were aware only of
the higher prices).

It follows therefore that to identify absences of coordina;

i " of mark ici it is sullicient to would shortly be willing to pay much higher prices. Had some
mmw W : A;tﬁxgc}x:z’eso;t:;m S ;: entrepreneur corectly forecast the crop failure, he would have

been able to prevent this lack of coordination. The fortunate
grain speculator’s profits have arisen in precisely this way.
In a paper concemed with the theory of speculation, Sam-
8. Sec further below, p. 229. ' i
9.0uﬂte:hﬁonshi:betweenthcineﬁdcncysi¢ndbdbythcen&

tence of profit opportunities and what H. Leibenstein calls “xinefliciency,”
see above chap. 2, n. llT

‘have the source of entreprencurial glertness. Aleriness toward

ities is stimulated by the b scent ofits.

are to be found where available bits of information have

not yet been coordinated. The exploitation of profit oppor-

tunities consists in identifying and comecting uncoordinated

groups of plans. And, of course, as the process of comrection
222
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uelson denies that competition among speculators can wipe out
such speculative grain profits. These profits “are created by the
c!xanged conditions.” 1 This is true only to the extent that pre-
vious competition among speculators has failed to anticipate
the failure. Thus it is not so much the changed conditions
themselves which have _generated these profits as the earlier
market ignorance of these future conditions.

Samuelson also points out that it is impossible to declare
that profits are “deserved” by the entrepreneur (in the sense
that he alone has “produced” something which society values
at the amount of the profits). The advantage society derives
from the market’s discovering a crop failure a few seconds
earlier must, for example, be quite small. Yet the entrepreneur
who discovers the failure a few seconds earlier than his com-
?etitors wins a fortune.!! Here Samuelson appears to be argu-
ing that there is no relation between the incentive offered to
the entrepreneur and the social function he . Here tdo
Samuelson’s remark may lead to misunderstanding.

It is of course true that pure entrepreneuri i
be_interpreted as a_productivity return (so that Samuelson’s
reference to “a Clarkian naive-productivity theory of ethical
deservingness” is hardly relevant). But it is not necessary to
resolve the question of the ethical deservingness of profits in
order to recognize the social function performed by profits and
the correspondence between the value of this service and the
size of the profit incentive. If a commodity is being sold at ten,
when elsewhere (or at a future time) a buyer would be pre-
pared to pay fifty, the gap in the price reflects the difference in

valuation of the commodity by the two buyers (and thus the

seriousness of the absence of coordination between the deci-

sions being made in the market). The profit opportunity thus

presented offers, therefore, an incentive for entreprencurial

10. P. A. Samuelson, “Iintertcmpoxal Price Equilibrium: A Prologue to

the Theory of Speculation,” . “
ber 1957): 209. pecu Weltwirtschaftliches Archiv 79 (Decem-

. 11 Ibid.
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correction that faithfully reflects the degree of uncoordination.
It is this incentive upon which the market relies to set com-

peting entrepreneurs ( “speculators”) running to close the gap..

It seems not at all inappropriate, therefore, for the winning en-
trepreneur to take all. It is true that even if the “winning entre-
preneur” did not exist, and thus did not win his fortune, the
others would arrive only a few seconds later; it is not necessarily
true that these others would come forward as rapidly (or at all)
were no fortune available for the winner.

RESOURCE MISALLOCATION, TRANSACTION COSTS,
AND ENTREPRENEURSHIP
The theme of this chapter can perhaps be brought into clearer
focus by relating it to some recent critical discussions concern-
ing orthodox welfare economics. In welfare economics, Pareto-
optimality sets well-known marginal conditions to ensure that
there is no alternative assignment in which a unit of resource
or product might make a more valuable marginal contribution
to welfare. If these conditions are not satisfied we have, in Pare-
tian terms, an inefficient pattern of resource allocation. On the
other hand, it has been argued, in a vigorous literature stem-
ming from a pioneering article by Coase,'? (a) that if the trans-
actions required for resource reallocation are costless, the mar-
ket will eliminate all resource misallocation; and (b) that if
the transactions required for reallocation are themselves costly,
it may be incorrect to describe a violation of the Paretian con-
ditions as inefficient (since the cost of “correction” may be so
high that the improvement is outweighed by its cost). It is the
first of these propositions that I now wish to examine critically.
Coase describes the nature of transaction costs as follows:

In order to carry out a market transaction it is n to
- discover who it is that one wishes to deal with, to inform
people that one wishes to deal and on what terms, to conduct
“negotiations leading up to a bargain, to draw up the contract,

12. R. H. Coase, “The Problem of Social Cost,” Journdl of Law and
Economics 3 (October 1960): 1-44.
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to undertake the inspection needed to make that the t
of the contract are being observed, and so o:ut'le'hg:togatiom

Resource Misallocation, Transaction Costs
. ﬁwx_mmmmby

10 means “assured” inly not instantane-
ous. This insight, which draws attention to the delicate role of
the entreprencurial process in bringing about a tendency
toward equilibrium, seems to be absent from the statements
cited in the preceding paragraphs. That literature seems, as we
shall see a the idea that the assumed condition of
unimpeded transactions at zero cost is sufficient to ensure im-
mediate, automatic, and frictionless elimination of all resource
misallocation.

Among the transaction costs relevant to the cited statements
is the cost of obtaining the information necessary to enter into
and complete bargaining negotiations. With zero transaction

are often extremely costly.'®
But_were transactions costless, Coase showed, bargeaining

would proceed until no further bargain could improve the allo-
cation of resources, Calabresi has presented clearly the results -

of Coase’s analysis:

This and other similar definitions of resource misallocation
merely mean that there is a misallocatio uation
be improved by bargains. If iy l}ena dt aing can

DEOD

tion can be translated into the “coordination” terminology
which we have adopted here. Where there is absence of coordi-
nation among the decisions, plans, and actions of individuals
in 3 market, then, if transactions are costless and legally unim-
peded, transactions will occur until complete coordination
among all individuals has been achieved. It is my position that
this statement may be misleading, and that it has been used to
infer conclusions which may be invalid. o
My central theme has been to explore the implications
the insight that even where transactions are costless and @gor_f

13, Ibid., p. 15.

14.-G. Calabresi, “Transaction Costs, Resource Allocatio: i
bility Rules: A Comment,” Journal of Law and Economicsn’l;m(lA::I.
1968): 68. See also H. Demsetz, “The Cost of Trausacting,”

Journal of Economics 82 (February 1968): 33-34. ’
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costs, therefore, we have the case where all desired information
can be obtained costlessly. The cited statements seem {0 assert,

»

nd since all in-

the completion of all possible
to be mi beneficial. For a market displaying numerous op-
portunities for improved resource allocation, complete opti-

' malitywillbeattainedassoonasthetmnsactionscanbcphysi-

cally completed. I deny this on the grounds that the possibility
of costlessly acquiring information concemning gvailable desir-
able opportunities is by no means sufficient to ensure that these
quovtwﬁtieswilleverb_e_wggi.Tohavccosﬂessmcessto

' éxLitem of information is not yet to know that information,

since one may still not be aware of it.

To take advantage of available opportunities one must first
perceive them. To “learn” frec information, one must perceive
the opportunity to do s0. To complcte a mutually profitable
transaction one must not merely have free access to the requi-
site information, but must perceive its availability (and thus
the possibility of the profitable transaction ). Zero transaction
costs do not of themselves guarantee that transaction oppor-
tunities will be discovered. Even in a world of zero transaction
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costs (including zero cost of obtaining all necessary informa-

tion ), a tendency toward equilibrium can exist only if the com- -

petitive-entrepreneurial process communicates steadily im-

proved flows of information to market participants. There will
be absence of coordination in a zero-transactioncost market
(asin more realistic markets ) until it is gradually eliminated by
successive entrepreneurial steps. Assurance i
be taken requires not merely that desirable transactions be
ayailable (even costlessly), but that profit-motivated entrepre-
neurs be alert to them and thereby set in motion a process
spreading such howlgg&thoughout the market. (1 stress the
process of spreading knowledge. Were the cutrepreneurial pro-
cess accomiplished in one step, my disagreement with the zero-
transaction-costs literature would be trivial. But we know that
~ this process is a gradual one, in which cutrepreneurs gradually
feel their way toward the true temper of the market, while the
course of price movements gradually communicates more and
more accurate information to more and more market partici-
pants.)

My insistence that the entrepreneurial process is needed even
in a world of zero transaction costs can be expressed in terms of
the incentive provided by profit opportunities. Writers who
have emphasized that the market (if unimpeded by transaction
costs) can eliminate inefficiency in resource allocation have
recognized the importance both of information and of incen-
tives. Thus Demsetz writes: “There are two tasks which must
be handled well by any acceptable allocative mechanism. These
are that information must be generated about all the
benefits of employing resources in altemative uses, and sec-
ondly, that persons be motivated to take account of this infor-
matiop.” 15 ,

Now, we can distinguish two levels at which incentives are
needed to motivate decision-makers to grasp opportunities.

15. H. Demsetz, “The Exchange and Enforcement of- ights,”
Journal of Law and Economics 7 ( October 1964): 16. Property Rights,”
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First, incentives are needed when this opportunity has dlready
been perceived. (Thus in the theory of the “Robbinsian” firm,
with revenue and cost curves already known, we talk of the

- profit motive as the incentive for the profit-maximizing price-

output decision.) But a second level of incentive is needed to-
motivate alertness to the possibility of as yet unperceived op-
portunities that may be lurking around the corner. The writers
on zero transaction costs certainly recognize the crucial role of
the first kind of incentive. But they seem to take the second

. eiitirely for granted, assuming - that if useful information is

freely available it will immediately become known — every bit

- of it — in one instantaneous step. My position, on the other

hand, emphasizes the role of the entreprencurial process, which
is explicitly founded on the second kind of incentive — that js,
on _the entrepreneurial capacity to smell profits, We need this
incentive — imperfect a mechanism as it is — to_explain why
entrepreneurs try new ve iment with new
prices and new qualities of product, why they search for some-
thing they are not sure exists. Most important, we need it to
show how pioneering changes in prices and product qualities
systematically communicate to less alert imitators the informa-
tion which their own entreprencurship has not yet discovered.

In the light of my remarks on the incentive role of entrepre-
neurial profits, it becomes particularly evident that the cited
proposition of the zero transaction-cost-writers has led them to
doubtful conclusions. We can see this in the way they have
compared the market and government as alternative social de-
vices for allocating resources. If, as these writers argued, a mar-
ket’s violation of Pareto-optimality conditions is to be attrib-
uted solely to the costs of resource reallocation (transaction
costs ), then this violation may not signify inefficiency (since
efficiency requires that transaction costs too be economized).
However, they point out, a conclusive judgment cannot be
made without examining the resources required to achieve
the relevant resource reallocation through social devices, such

229




C"Wﬁb’on, Weym’ and Co tinati

as mve@enf. alternative ¢, the Nirvana, Transaction Costs, and Coordination

writers who_affirmed this ibility, Hayek showed,!® appar-
itly did so_on_the assumption that the central lanning

“authorities would already possess all necessary information. But
‘of course it s precisely the mobilization of information which is
‘under debate. )

NIRVANA, TRANSACTION COSTS, AND COORDINATION

It will be recalled that we have eschewed the orthodox ap-
proach to welfare analysis and have adopted instead the notion
of coordination as the norm for evaluation. Our dissatisfaction
with the orthodox welfare framework was twofold. First, that
framework assumes, as Hayek has pointed out, that all relevant
information is already possessed — an assumption which begs

~ the real question we wish to answer. Second, that framework

- - must adopt the doubtful presumption that a meaningful notion
of “social welfare” can be distilled from the separate sets of

~ values displayed by the individual members of society. By set-
1 @ government. ting up “coordination” as the standard, we w to
boththmgu_gcesof_di_gs_aﬁs_f_a_cggg.ltmaybemeﬁﬂnowto‘
observe how the coordination approach helps avoid a further
difficulty that has frequently clouded applications of the ortho-

dox welfare analysis. Demsetz has pointed out the danger as
follows: “The view rvades much public poli

economics implicitly presents the relevant choice as between
an ideal norm and an existing ‘imperfect’ institutional arrange-

patative institution approach in which the relevant choice is
between alternative real institutional arrangements.” 17 The nir-
vana approach is likely to mislead, in particular, because a situa-
tion which appears ideal once it has been attained may be far
fromanidealgoslifitcanbeattainedonlyatahighcost (of
transactions, reallocations, mobility, and the like).

16. See Hayek, Individualism and Economic Order, pp. 201-2.

17. H. Demsetz, “Information and Efficiency: Another Viewpoint,”
Journal of Law and Economics 12 (April 1969): 1.
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the optimality of an existing pattem of decisions; it is always
the desirability of the direction in which this pattern of deci-

isting decisi rovides a yardstick (for measuring the de-
sirability of such change ) eminently suited for a normative a
proach not yulnerable to the danger of nirvana thinking.

The analysis of externalities, which has spurred much of the
. interest in transaction costs (and has underlined the role of the
~ mirvana approach in orthodox welfare theory) offers exam-
ples supporting the assertions of the preceding paragraphs. Sup-
pose a factory belches smoke which causes damage to surround-
ing houses, and no legal responsibility for this damage falls upon
the factory owner. Orthodox welfare analysis is quick to con-
clude that factory output will be such that social costs at the
margin outweigh relevant social benefits, since the damage to
the houses does not enter the cost calculations of the producer.
More careful analysis warns of an error here; were it not for the
transaction costs hampering deals between homeowners and
the producer, the damage might indeed enter the cost calcula-
tions of the producer (in the form of forgone revenues, offered
by the houscholders to persuade him not to inflict the damage).

An approach based on coordination, on the other hand, is
unlikely to fall into this error. We would not ask whether
the marginal benefits to society, in the factory case, out-
weighed the cormresponding costs (including smoke damage).

As long, after all, as knowledge of these benefits and costs is
' absent, we would argue, such questions are hardly relevgmt. We
would ask, on the other hand, what transactions currently not
being entered into would be completed (and what current
transactions would not be completed ) were the various market
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This danger applies because orthodox welfare €conomics con-
centrates upon the state of affairs that is optimal once it has.
been attained rather than upon the process by which less-than-
optimal states can be improved. (As was noted earlier, this cor-
responds closely to the way orthodox price theory is preoccu-
pied with states of equilibrium rather than with the process by
which a tendency toward equilibrium takes effect.) By contrast,
a normative approach cast in terms of the degree of coordina-
tion among the actions of individual market participants (and
among the pieces of information underlying these actions) can
more easily escape the danger of a nirvana approach. Questions
concerning coordination do not (like the questions treated by

- orthodox welfare economics) take for granted given scts of

which of themselves imply an “ideal.” Questions on coording-
tion concern the actual decisions being made by market par-
ticipants, seeking to assess the extent to which such decisions
are mutually “incompatible” (in the sense that they would not
have been made had the decision-makers been aware of the -
others’ decisions). A pair of decisions by two _market partici-
pants are “discordant” not because they diverge from some
“ideal” set of decisions but because if cither were aware of
what the other meant to do_he would decide differently. Phe-
nomena as im as transaction costs can be overlooked in »
orthodox welfare theory because it hasizes the state of af-
fairs in which marginal adjustments offer no net promise of
improvement. Thus it tends to dismiss other situations as nefh-
cient without remembering to count the costs of reallocation -
itself. Focus upon coordination, on the other hand, is con-
cemed with what market participants would themselves decide

to do, and thus makes it more difficult to ignore such clements

as _the gansaction costs which th markei .A,_uu..f nts them. ’ participants aware Of one anothcr's attitudes. Once we misethe
selves take into account. question why the factory owners and the householders do not

In general, the emphasis on the entrepreneurial process cen-
tral to our approach is ill suited to the nirvana approach so in-
cisively identified by Demsetz. Qur focus of interest is never
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make a deal, it becomes difficult to avoid seeing the possible

reasons why the factory owner does not offer to reduce the
smoke damage for a price (or why the householders do not offer
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such a price). A coordination approach directs our attention
to the important social questions relating to externalities —
questions that all too often are not raised in orthodox analysis.
These questions should surely concern the likelihood that ex-
ternal effects may not be noticed at all (or if they are noticed,
that the possibility of avoiding them thro rearranging ac-

tivities is not noticed ). But this raiscs those questions of entre-
preneurship (whether in the market cconomy or the centrally

planned economy) which are simply not considered in welfire 'v

economics.
e

The “Wastes” of Competition
inefficiency of the competitive process display the fundamental
weakness of the orthodox welfare approach. '

During the competitive process through which the market
approaches equilibrium there is imperfection of knowledge,
which the process steadily moves toward eliminating. From the
- point of view of an omniscient observer the market indeed dis-
. plays_waste and misallocation at every stage. On the other
hand, each step in the process improves the coordination of
existing information and eliminates some of the discordant
decisions made earlier. And, perhaps even more pertinent, at
each step in this process no perceived opportunity for im-
proving the allocation of resources is left ungrasped. Thus one

is surely entitled to_question the a riateness of labelin
inefficient an allocation of resources whose inefficiency no one,
-including the welfare theorist, has been able to discover. The
notion of a misallocated reso on_the existence of a
tential use for a given resource is or to its t
use. Where in 1920 a resource was being employed in the best
use currently known for it, one is inclined to raise eyebrows at
a charge that it was inefficiently allocated merely because, from
the point of view of 1970 technology, a still better use could
have been found. Surely the notion of inefficiency implies that
- an_available, superior_course of action that might have been
taken was ignored. If the notion is to be valid for condemning
any given allocation of resources, one should surely confine its
use to cases where these available altermative courses of action
were not simply overlooked, but were deliberately rejected.
Once_the spotlight is focused not_on the degree of con-
formity to the ideal allocation as seen from the perspective of
- omniscience, but on the degree to which currently known in-
- formation is being optimally deployed, one is compeﬂe'd to
appraise the efficiency of the competitive process in a way
drastically different from the views cited earlier. Not only will
one refrain from efficiency judgments based on an irrelevant
yardstick of omniscience, but one will recognize that decisions
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: THE “WASTES” OF COMPETITION

The normative approach adopted in this chapter requires that
we dissent from certain judgments frequently passed on the effi-
ciency of the competitive process. One is often confronted with
references to the wastefulness of competition (referring of
course not to perfect competition, but to the rivalrous char-
acter of real-world competition ). It is pointed out that there -
is wasteful duplication under competition,'® that the process of
achieving competitive equilibrium involves temporary positions
in which resources are “monopolistically” misallocated,® and
that the way the process cormrects imperfections in knowledge is
wasteful because the correction comes only after the mistakes
have been made.? Such statements are often accompanied by
remarks recognizing that these “misallocations” or “wastes” are
unavoidable; or even that they may involve less inefficiency
than alternative (nonmarket ) equilibrating mechanisms. What

1 wish to point out here is that such statements asserting the

18. See, eg., J. Backman, Advertising and Competition :
New York University Press, 1967), p. 32. (New Yodk:
) 19. K. Arrow, “Toward a Theory of Price Adjustment,” in The Alloce-
tion of Economic Resources, ed. Abramovitz et al. (Stanford: Stanford
University Press, 1959), p. 50.

20. K. Rothschild, “The Wastes of Competition,” in Monopoly and

Competition and Their Regulation, ed. E. H. : iy
millan, 1954), p. 307. Chambetin (London: Mn
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currently being made reflect the most up-to-date intelligence
gathered ofit-motivated en curs and that these
decisions will in turn effectively communicate this information
to others.

Suppose there is a single producer of a given product. A new
competitor enters the industry, “duplicating” the production
facilities already used. It is surely misleading to describe this
as a misuse of resources (cven if one hastens to concede that
this misuse may in the end be justified by the advantages '
achieved through competition). The truth is that until the -
newly competing entrepreneur has tested his hunch about the
lowest cost at which he can produce, we simply do not know -
what organization of the industry is “best.” To describe the
competitive process as wasteful because it corrects mistakes -
only after they occur?! seems similar to ascribing the ailment to -
the medicine which heals it, or even to blaming the diagnostic
procedure for the disease it identifies. What from the

thatimEfectiono wledge which it is the role of the com-
e and €

petitive process to nate.2? -

LONG-RUN AND SHORT-RUN EVALUATIONS
In concluding this chapter it is necessary to notice that the very
same set of actions in an economy may be judged, equally val-
idly, in several quite different ways. As this circumstance seems
not to have received emphasis in the literature, and is in addi-
tion closely related to the analysis of chapter 5, it seems worth-
while to discuss it carefully. ' '
In chapter 5 extensive attention was devoted to the insight
that the positive character of a sequence of market events de-
2. Fora

. For a hi i iti
o O o i e e o
Reconstruction (New York: Columbia University Press, 1969),
I Y
Hons can there be oemtive for ccomouic poagrens T o
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pends crucially upon the time perspective from which these
events are interpreted. We saw, for example, that such familiar -
aspects of production as costs and profitability may appear
quite different when related to (and measured from the per-
spective of ) decisions made in the more distant past than they

appear when related only to decisions made in the recent past.
A process of production which appears in the short-run view
(defined by recent decisions) as costless and profitable may,
when interpreted in the long-run view (identified by decisions
made further in the past), appear to have been costly and un-
profitable. Similarly, a market process which from a short-run
view appears to reflect resource monopoly may, we found, in
a longer-run view display a wholly competitive face. Here 1
wish to draw attention to the parallel possibility in normative
analysis. One’s evaluation of a sequence of market events will
depend upon whether it is bei undertaken from a lon
or a short-run perspective. This insight can be helpful in a
number of ways. '
Cousider a firm engaged in a line of production, say shoe
manufacturing, which is profitable when viewed from the short-
run perspective but unprofitable in the longer view. From the
perspective of the date in the past when the decision was made
to erect a factory for this line of production, the venture scems
clearly to have been a losing one: it should never have been
started. All the resources poured into the venture, the steel em-
ployed in the plant construction as well as the leather used each
month in its operation, should never have been applied to these
purposes. However, from the shorter-run view, from the per-
spective of a date well after the plant was unfortunately con-
structed, the decision to keep operating the plant is seen to

" have been profitable. The resources employed to keep up shoe

production are seen now to have been well used in this employ-
ment. It is fortunate that they were not snapped up and put to
work in other industries. Whatever the normative yardstick em-
ployed in evaluation (whether the orthodox allocation-of-

237



Competition, Welfare, and Coordination
social-resources standard, or the coordination-of-knowledge-

and-actions standard recommended here), it turns out that a

judgment on the desirability of the firm’s current operations de-
pends entirely upon whether we undertake a long- or short-run
assessment. The decision to build the factory was badly coordi-

nated with the decisions of potential customers in later years; -
but once the factory had been built, rightly or wrongly, the .

decision to operate it was eminently coordinated with con-
sumer decisions.?
Considcrnowthecasesdiscussedinchnytcr 5, where short-
- run monopoly positions were acquired through earlier entrepre-
neurial alertness (e.g., buying up the entire supply of a resource)
in competitive markets open to all. We saw that the actions of
the producer (who is now in the favored monopoly position)
must be described as monopolistic in the short run, but as com-
petitive from the longerrun view. Let us appraise such a se-
quence of events from the normative viewpoint.
We may recall from chapter 3 that our view on the nature
of monopoly led us to an understanding of the harmfulness of
monopoly that differs from the orthodox position. For us the

harmfulness of monopoly does not lic in the bare fact of a -

divergence between the price of output and its marginal cost
(and, moreov¥er, the mere presence of a downward-sloping
demand curve facing a firm does not, for us, spell monopoly).
We saw the possible harmfulness of monopoly (in_relation to
the interests of consumers ) as arisi use monopoly owner-
ship of a resource motivates its owner to aveid using a scarce

e G S bwreiniiuiumii: dutmtngy

complete coordination of available information would fail to
enlist the monopolized resource for the fullest service to con-

23. The long-run-short-ran dichotomy used here is thst developed in
chapter 5. The welfare literature offers cxamples of the distinction between
long-run welfare analysis and short-run analysis that depends on the durs-
tion of time being consideved (short-run welfare judgments being those
which take into account only the effects that are visible within a short
period of time). '
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sumers.2* The interest of the monopolist is not necessarily best
served (as the interest of a resource owner without mon.opoly
is served) by placing his resource at the complete service of

'~ consumers. “The monopolist does not employ the monopolized

good according to the wishes of the consumers.” 28

Where a monopoly position has been acquired through com-
petitive entrepreneurial alertness and is being sul?sequently ex-
ploited through underutilization of the monopolized resource,
one’s appraisal of the situation must depend on the “le.ngth of
run” of the perspective adopted. From the short-run view one
sees simply a monopoly situation. A resource owner holds a
monopoly position and is able to exploit it by failing to use the
monopolized resource as fully as consumers wish. The monopo-
list’s interests run counter to those of the consumers. .

From the longer-run perspective, however, the monopohs?’s
activity is perceived as the completion of an entrepreneurial
ﬁl.an which began when he acquired the scarce resource. That
plan (of which an integral part was exploiting the resource
monopoly) was possible and profitable only because other pro-
ducers had failed to realize the potential of this resource. Their
failure to realize this profit potential may reflect either of two
possibilities. It is, first of all, possible that other producers
fully perceived the value consumers place upon the employ-
ment of the resource in this particular use (i.e., the use to
which the monopolist puts it.) Thus, in the absence of the entre-
preneurial act of the would-be monopolist, there would have
been a more or less rapid tendency toward the fullest employ-
ment of the resource in line with consumer wishes. What the
othetpmduce:sfailedtosee,inthiscase,wasoulyth?po-
tential profit from acquiring monopoly control over this re-
source. For this possibility, it is clear, the long-run normative

i conclusion emerges that this notion of under-

nﬁﬁﬁgu:f?emﬁm resource does not depend on perfect knowl-
edge as a norm.

45. L. Mises, Human Action (New Haven: Yale University Press, 1949),
p. 676.
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view of the situation does not differ significantly from the shoit-

run view. The potential for monopolistic restriction has di-
verted long-run entrepreneurial aleriness into channels which

“deprive” consumers of some of the productivity of an avail-.

able resource.?®
In the second possibility, however, the entreprencurial alert-
ness of the would-be entrepreneur may impinge on a market in
.which the other producers have not yet perceived at all the
importance consumers attach to this product (into which the
resource is directed by the monopolist). Thus, in the absence
of the entrepreneurship of the would-be monopolist there
would have been delay in hamnessing the resource to make this
product. The long-run interests of the consumers have, in this
case, been well served by the would-be monapolist. At the time
when he acquired sole control over the resource, every part of
the entreprencurial plan (even his planned restricted use of
the resource ) meant an improvement in resource allocation, as
viewed by consumers, over the alternative entreprencurial plans
then being attempted. ' -

formulate cconomic policy. The discussions in this chapter do

not of themselves yield unambiguous policy prescriptions. But
they do help direct attention to the questions that need to be
answered before reasoned policy can be formulated. Where_
monopolistic restriction of resource use occurs, lt_g_x_izhgmr
to be in the consumers’ interests to press for a policy that would
dissolve the monopolist’s unique control over the resource. The
discussions have revealed that such a policy, although md:“ed
suggested by the short-run normative view of the case, may not
be supported by the long-run view.

A long-run view may, we have seen, reveal that the con-
sumer’s interests have been furthered by the creation of mo-
nopoly. To be sure, it will be argued that, although the entre-
preneurship which originally created the resource monopoly

26. Sce further above, chap. 5, n. 7.
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and directed it into its present use certainly improved the
coordination between resource availability and consumer tastes,
nonetheless this should not affect the desirability of breaking
the monopoly now. It is true that the entreprencur who carved
out the monopoly niche for himself (and in so doing ensured
that the monopolized resource would be assigned to this, rather
than to less important branches of output) did so only in antici-
pation of high profits from monopolistically restricted use of
the resource. But if consumers are to act in what is clearly their
interest now (now that the resource has been successfully
steered away from less important uses), then they should
surely take advantage of the original act of entreprencurship
while_depriving the entreprencur of the monopoly profits
which motivated that act. Tempting as this line of argument
may a ., however, there seems 1 est that this
may be an unwise attitude. And because the market process, as
discussed in this essay, is likely to inspire this attitude rather
frequently, it is worthwhile to point out its shortcomings. Let
us restate the problem before us..

The market process is likely to offer cases in which profitable
opportunities depend upon the completion of a series of trans-
actions. The interests of consumers are in these cases unques-
tionably furthered by the earlier steps. Once these first steps
have been taken, however, it is in the immediate interest of con-
sumers that the subsequent steps be different from those the
prospect of which originally inspired entrepreneurs. Is it now in
the interest of consumers ¥* to seek to abrogate the entrepre-
neurs’ right to proceed to the transactions originally planned
for?

nizing the cost abrogation entails. Altho@ the x_mmediae
consequences of such abrogation seem desirable for consumers,
there arc likely to be attendant disadvantages not immediately

27. Wenbstncthmfromtheethieulqnaﬁonoftheiusﬁaofmh
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apparent. Abrogating the rights of the monopolist cannot, it

istrue,nullifytheadvantagawhichhaveaheadyawmedto

the.eumtmwmchwmumuhuamnﬁﬁeim i .
agement of it must be deplored. I -
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