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  Austrian Economics and FEE


  Introduction by Steven Horwitz


  When people ask me to describe what kind of economist I want to be when I am in my 70s or 80s, I tell them a story about Israel Kirzner. For a number of years, I watched Professor Kirzner give the opening lecture at the Advanced Austrian Economics summer seminar for graduate students at the Foundation for Economic Education. The basic content of the lecture was the same each year, but each one was different in important details. You could tell that Kirzner was, to some degree, unsatisfied with his own presentation the previous year and had tinkered with it to try to make it clearer and more persuasive this time around. The fact that such a brilliant scholar was perpetually self-critical in this way, and that it mattered to him to make it better and get it right, makes him a role model for scholars of all backgrounds.


  Just as important, however, was the passion he brought to that talk each year. I knew watching those lectures that he had given a version of this talk hundreds of times over the years to both his own students and audiences across the world. Yet every year, I felt like he was giving it for the first time, mostly because he spoke with such passion and urgency, as if understanding the basics of economics was a task that bore the weight of civilization on its shoulders. And, as he has argued, it in fact does. We should all aspire to the level of intellectual humility and passion that he demonstrated in those lectures.


  In bringing together this collection of essays by Kirzner, the Foundation for Economic Education has given us a glimpse into that scholarship and passion. Those of us lucky to have known and interacted with Professor Kirzner will recognize in these essays two defining features of his work as a scholar: an analytical precision unmatched by his contemporaries and a passion for conveying sound economics. That passion was most obvious in hearing him lecture, but it shines through on these pages as he walks us through topics from the basics of microeconomics, to the role of the economist as policy advisor, to the history of Austrian economics.


  The opening set of essays in this collection explores the operation of the market process as seen by the Austrian school. In discussing “The Foundations of Austrian Economics,” Kirzner distinguishes the Austrian approach from the standard textbook treatment of supply and demand. This exercise is invaluable as even mainstream economists somewhat sympathetic to the Austrian school often claim that its approach to supply and demand is really no different from the textbook version. As Kirzner points out, nothing could be further from the truth, as the Austrian approach refuses to start with the strong notions of knowledge embedded in the model of perfect competition that still dominates the textbooks.


  In that model, it is assumed that everyone has perfect relevant information and therefore that markets will not deviate from the market-clearing, or equilibrium, price. Since everyone knows their preferences and constraints, any deviation from equilibrium would be recognized as such and instantaneously, or nearly so, corrected. There is in this world no genuine error, no regret, and nothing resembling learning. To the degree that the model is seen as a reflection of how actual markets operate, the only conclusion to draw is that markets are always at or near market-clearing.


  For Kirzner and the Austrians, however, the assumption of perfect knowledge heads economists off on a trail that is an intellectual dead-end. The real world of the market is one in which knowledge is dispersed, contextual, and often inarticulate. From its origins in the work of Carl Menger, through its development in Ludwig von Mises and F. A. Hayek, the Austrian school has focused on how markets coordinate human action given that such action is always taken in a world of uncertainty and fragmentary knowledge. Different thinkers have refined different aspects of this perspective, but all have recognized the basic problem situation of action under uncertainty and tried to explain how market institutions enable us to overcome it. This is what Kirzner does in his elaboration of the basics of supply and demand and the market process, focusing on his own distinct contribution concerning the role of the entrepreneur.


  Starting with Hayek’s description of the market as a process of learning, Kirzner deploys Mises’s conception of entrepreneurship as alertness to seeing opportunities hitherto unnoticed to explain how that learning takes place. It is the entrepreneurial element of human action that notices opportunities to bring the pattern of market outcomes into better alignment with human wants. In the simplest of cases, entrepreneurial insight enables an actor to see that a good is selling for two different prices such that buying low and selling high can make all parties better off. Kirzner expands on the simple arbitrage case to show how it is entrepreneurial alertness, in its refusal to take the existing means-ends framework as a given, that drives markets toward market equilibrium. In Kirzner’s view, the empirical observation that prices tend toward costs, which Hayek called the claim that makes economics “scientific,” is the result of the way in which entrepreneurship spreads knowledge and enables us to overcome our ignorance.


  What Kirzner calls the “entrepreneurial market process” is also the competitive market process. As did Mises and Hayek before him, Kirzner sees competition not as a static picture of powerless market participants, but as a process that unfolds through the active entrepreneurial behavior of alert actors. The competition generated by entrepreneurship drives the innovation of the market, bringing resources into uses that better coordinate with human wants. In the essay on “Advertising,” Kirzner applies this framework to show how advertising is not a waste of resources. Instead, he argues that a product or service does not even exist in a meaningful sense unless consumers are aware of it. Even loud or unusual ads are part of the production and sale of a good as they alert us to its existence, which is even more challenging as more products and services compete for our attention. Discovering ways to get consumers to discover new products is the role played by advertising in a competitive entrepreneurial market process.


  As he points out in the last of the opening essays, the Austrian view of entrepreneurship and competition has important implications for economic policy, especially antitrust. When we see markets as processes of discovery through with entrepreneurs test their judgments, we cannot make a priori judgments about the desirability of specific market behavior. For example, a merger that creates a large firm and reduces the number of firms in an industry is a form of active, entrepreneurial competition and not evidence of competition’s absence. We cannot know ahead of time the appropriate number and size of firms. A competitive market in which barriers to entrepreneurial entry and activity are absent is the only way to discover how best to serve consumers. True monopoly happens when firms are legally barred from entering an industry or using their resources as they think appropriate to better serve their customers. This Austrian view of competition and entrepreneurship cautions us to be humble about what we think we know about markets and therefore more hesitant to interfere in the competitive process.


  In the essays on the “Anatomy of Economic Advice,” Kirzner lays out an Austrian conception of the economist’s role as a policy advisor, focusing on the claim that economics is “value free.” Largely following Mises again, Kirzner sees the economist’s role as offering cause-and-effect analysis to those making policy. The question for the economist qua policy advisor is “Will the means the policymaker is adopting actually achieve the ends the policymaker claims to be seeking?” For example, will a minimum wage law actually improve the condition of workers? Will restrictions on international trade actually enrich workers and consumers? What the Austrians call the “value freedom” of economics is the idea that we need not debate the question of whether the ends in question are desirable. The task of economics is to show what sorts of policies can or cannot achieve those ends. Describing the findings of economics is not the same thing as saying “markets are good.” Getting to the latter requires that one specify the ends trying to be achieved.


  Economists might, for example, think it is better that we adopt policies that promote economic progress and increased social cooperation, but strictly speaking the truths of economics are independent of the values adopted by the economist. One can see this point at play in the Progressive Era in the United States when labor market interventions were used to promote racists ends through the use of eugenic reasoning. Those who thought minimum wage laws were desirable because they impoverished the least productive were engaged in a correct economic analysis of the effects of the laws. Economic laws operate independent of the values of the analyst. To condemn those laws as a “bad,” one needs to either make a claim about value oneself, or one must know what ends those implementing the policy have set for themselves. The goals of policymakers cannot change the laws of economics, no matter how laudable or repugnant policymakers or the public might find those goals.


  In the final group of essays in this collection, Professor Kirzner explores the history of the modern Austrian school and the role played by FEE and Mises’s Human Action in the school’s resurgence over the last four decades. Kirzner’s description of their important roles is accurate, but just as important to the revival of Austrian economics is Kirzner’s own work, especially his 1973 book Competition and Entrepreneurship. That book, whose essence is captured by the opening essays in this collection, brought the Austrian tradition into serious conversation with the rest of the discipline of economics in a way that the post-war foundational works of Mises, Hayek, and Murray Rothbard had not. Kirzner’s work showed young scholars a path forward for once again making the Austrian school relevant in the larger world of economics. That path was not just about the substantive content of his work, but also in Kirzner’s deep scholarship and abundant passion for economics in general and the Austrian school specifically.


  More than forty years later, dozens of Austrian economists have tenured positions at universities across the US and the world, and they have published hundreds of books and articles with top-ranked university presses and in the most highly respected journals in the discipline. Each month seems to bring news of a new research center at some university and the Society for the Development of Austrian Economics continues to grow and extend its presence in the discipline. The essays in this collection capture the essence of that approach as presented in the hands of one of its masters and one of the true gentlemen of economics. It is with great joy that FEE presents these essays. You are in for an intellectual treat as you navigate your way through one of the great economic minds of the last century.


  Foundations of Austrian Economics


  I. Supply and Demand


  The theory of supply and demand is recognized almost universally as the first step toward understanding how market prices are determined and the way in which these prices help shape production and consumption decisions—the decisions that make up not only the skeleton, but also the flesh and blood of the economic system. Austrian economics thoroughly agrees with this. However, when we dig just a little below the surface of the “law” of supply and demand, we encounter difficulties that have, directly or indirectly, led Austrians to explain the determination of prices differently from how it is often, at least implicitly, presented. I will try to explain the sense in which Austrians are unhappy with the textbook presentations of supply and demand—and are yet fully in agreement with the general emphasis on supply and demand as being the key to economic understanding.


  The Basic Proposition


  The basic insight underlying the law of supply and demand is that at any given moment a price that is “too high” will leave disappointed would-be sellers with unsold goods, while a price that is “too low” will leave disappointed would-be buyers without the goods they wish to buy. There exists a “right” price, at which all those who wish to buy can find sellers willing to sell and all those who wish to sell can find buyers willing to buy. This “right” price is therefore often called the “market-clearing price.”


  Supply-and-demand theory revolves around the proposition that a free, competitive market does in fact successfully generate a powerful tendency toward the market-clearing price. This proposition is often seen as the most important implication of (and premise for) Adam Smith’s famed invisible hand. Without any conscious managing control, a market spontaneously generates a tendency toward the dovetailing of independently made decisions of buyers and sellers to ensure that each of their decisions fits with the decisions made by the other market participants. Were this tendency to be carried to the limit, no buyer (seller) would be misled so as to waste time attempting to buy (sell) at a price below (above) the market-clearing price. No buyer (seller) would in fact pay (receive) a price higher (lower) than necessary to elicit the agreement of his trading partner.
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  To the extent that this proposition is valid, free competitive markets achieve what F. A. Hayek has justifiably called a “marvel.” But it is in regard to the validity of this proposition (and in particular to our reasons for being convinced that this proposition is both valid and relevant) that Austrians differ sharply with mainstream textbook economics. And it is precisely because of the universally acknowledged centrality of the supply-and-demand proposition for all of economics that this disagreement is so important.


  The Role of Knowledge


  The mainstream textbook approach to this proposition is, in one way or another, explicitly or implicitly, based on the assumption of perfect knowledge. The Austrian approach does not make the perfect-knowledge assumption the foundation for this proposition; quite the contrary, Austrians base the proposition squarely on the insight that its validity proceeds from market processes set in motion by the inevitable imperfections in knowledge, which characterize human interaction in society.


  In certain respects the mainstream view is not unreasonable. In many contexts we generally take it for granted that human beings are aware of the opportunities available to them. When economists believe, for example, that a price increase will cut the quantity people seek to purchase, and a price decrease will stimulate sales, this belief is based on the reasonable assumption that such price increases or decreases are in fact likely to become known to prospective buyers soon enough to make a difference.


  The mainstream view takes this not unreasonable assumption and pursues it relentlessly, in effect, to its logical—but no longer quite so reasonable—conclusion. This conclusion is that in any free market, the market-clearing price is instantaneously (or, at least, very rapidly) established. If every market participant knows what every other market participant is prepared to do (including, especially, the quantity he is prepared to buy or sell at any given price), it follows that any price higher than the market-clearing price cannot emerge (since prospective sellers would realize that they would be left with unsold goods). It follows, similarly, that any price lower than the market-clearing price cannot emerge (since prospective buyers would realize that they will be left without the goods they wish to buy and for which they are in fact prepared to pay a higher price if necessary). The proposition that free-market prices are thus inevitably market-clearing prices proceeds inexorably from the belief that market prices are, in effect, instantaneously known to all potential market participants.


  The Dangerous Assumption


  The assumption that all market participants are always fully aware of market opportunities in which they might be interested is often presented, in mainstream textbook expositions, as part of the assumption of so-called “perfect competition.” Perfect competition explicitly presumes universal market omniscience. One way of expressing the Austrian unhappiness with the mainstream textbook treatment is to point out that to start supply-and-demand analysis by assuming that competition is “perfect” (in the textbook sense) is not only to be wildly (and therefore unhelpfully) unrealistic; it is in fact also to rob the analysis of all significant economic content—since the principal results sought to be shown turn out to be simply statements repeating the governing assumption in slightly different language.


  To demonstrate that the interplay of supply and demand in a free market generates a powerful tendency toward the market-clearing price is to meet a daunting analytical challenge. To demonstrate that in a perfectly competitive market the only possible price is the market-clearing price is simply trivially to identify what has already been planted in the initial assumption. To unpack the mathematically implied properties of a definition may, of course, be a significant (mathematical) contribution. But to demonstrate the attainment in free markets of the market-clearing price by restricting analytical attention to the situation in which this price is the only one permitted to be conceivable, is, as a matter of economic analysis, a hollow triumph indeed.


  This difficulty that Austrians find with the textbook discussions of supply and demand can be presented in somewhat different terms. The traditional classroom blackboard demonstration of the law proceeds by drawing the classic supply-and-demand diagram—a downward sloping demand curve intersecting an upward sloping supply curve. (For present purposes we forgo the details surrounding the construction of this diagram; it is one familiar to the hosts of students who have ever been exposed to elementary economics.) The core of the classroom analysis generally consists of discussion showing, first, that any market price higher than that indicated by the intersection of the two curves (that is, a price higher than the market-clearing price) must tend to produce competitive pressure toward a decrease in price (since the high price will generate a surplus of unsold merchandise); and second, that any market price lower than that indicated by the point of intersection must produce competitive pressure toward an increase in price (since the low price will generate a shortage of goods offered for sale, as compared with the quantities prospective buyers wish to buy).


  Austrians do not have serious disagreement with such discussions in themselves; they simply point out that those discussions are utterly inconsistent with the assumption of perfect competition (which textbook analysis takes as its operative assumption). A little careful analysis of the perfect-competition assumption (which analysis can, however, unfortunately not be fitted into this space) suffices to show that under perfect competition there cannot in fact exist two curves (the demand curve intersecting with the supply curve).


  Under perfect competition the supply-and-demand diagram shrivels instantly to a single point—the point where the two curves would have intersected (had the curves themselves existed!). This is so because any point on a market supply curve or on a market demand curve that is not that intersection point can have analytical existence only by suspending some or all of the conditions that define the state of perfect competition. The diagram (valuable though it certainly is!) is simply not consistent with the assumed conditions under which it is supposed to be operating.


  Our discussion has unfortunately been overwhelmingly negative. We have pointed out problems that Austrians have with mainstream supply-and-demand analysis—but we have not suggested how an alternative approach might avoid these difficulties. Subsequent articles in the present series will attempt to fill this gap.


  For Austrians, the law of supply and demand, properly explained, is at least as centrally important for economic understanding as it is for mainstream economics. We will show how Austrians deploy insight into the entrepreneurial character of dynamically competitive markets (insights that can have no place within the mainstream textbook paradigm) to explain the law of supply and demand in an intuitively and analytically satisfying way.


  II. Entrepreneurial Discovery and the Law of Supply and Demand


  Austrian economics presents its understanding of the law of supply and demand by invoking the entrepreneurial character of dynamically competitive markets. The key element in this Austrian understanding is the appreciation that individual buying and selling decisions are examples of what Ludwig von Mises called human action. For Mises, each human being is, in a very important sense, an entrepreneur. (See Ludwig von Mises, Human Action, 3rd edition, 1966, p. 252.) And it is the entrepreneurial element in those decisions that is responsible, in the Austrian view, for that crucially important tendency toward market-clearing that (for Austrians as well as for non-Austrians) constitutes the heart of the law of supply and demand.


  The Meaning of Human Action


  The Misesian notion of human action is significantly richer than the mainstream-economics notion of the economizing decision. An economizing decision is seen as the selection of the most desirable option out of an array of given alternatives with a given ranking of what is more desirable and less desirable. Since both the alternatives available and the ranking are already identified prior to the act of decision, such decision-making consists essentially of the solution to a mathematical maximization exercise; the outcome is predetermined: it is implicit in the given context within which the decision is to be made.


  For Misesian human action, on the other hand, the action is, most importantly, seen as including the determination of both what the available alternatives are and what ranking of relative desirability is to be adopted. Determining these elements inevitably exposes the agent to the uncertainties of an open-ended future (in a sense absent in the context of the standard “economizing decision”): action is the present choice between future alternatives that must, in the face of the foggy uncertainty of the future, now be identified in the very act of choice. It is this aspect of human action that renders it, for Mises, essentially entrepreneurial. Mathematical expertise in solving maximization problems is of very limited help in choosing among courses of action when the very alternatives must be “created,” as it were, by the agent’s entrepreneurial imagination and creativity, by his daring and boldness.


  The Entrepreneurial Role


  For Austrian economics the entrepreneurial role is, despite—or more accurately, precisely because of—its analytical “fuzziness,” responsible for the systematic character of market processes (“fuzzy” since no economist can “model” the creative imagination of the entrepreneur acting under open-ended uncertainty). Going beyond the context of the entrepreneurial elements in each individual human action, Austrian economics focuses on the role of the businessman-entrepreneur in the dynamic market process. The successful businessman-entrepreneur “sees” what other market participants have not yet seen; the entrepreneur sees opportunities to buy at one price and to sell at a higher price. To see such opportunities will typically call for (a) superior imagination and vision (since the perceived opportunity to sell at the higher price is likely to exist only in the future) and (b) creativity (since such a profit opportunity is likely to take the form of selling what one buys in an innovatively different form, and/or different place, than was relevant at the time of purchase).


  It is because Mises saw each human being as, to some extent, an entrepreneur that he understood the powerful tendencies that exist in free markets for profit opportunities to be sensed and exploited (and thus eliminated) by profit-oriented entrepreneurial market participants. In a dynamically changing world, new profit opportunities are continually emerging, and their emergence continually generates the incentives toward their discovery and exploitation. It is this ceaseless re-creation and discovery of entrepreneurial opportunities that make up the market process we observe in the world around us.


  The Law of Supply and Demand Reconsidered


  For Austrians, the law of supply and demand is simply an insight into one particular (but central) element in this more comprehensive, dynamic, entrepreneur-driven market process. For any particular commodity, the market forces acting on the prices at which it will be bought and sold (and thus the market forces acting on the decisions made to produce and to buy it) tend to identify and exploit the opportunities (structured by the technology and the economics of its production on the one hand, and by the urgency with which potential consumers wish to consume it, on the other hand) and thus to ensure that the quantities which are simultaneously worthwhile for producers to produce and for consumers to buy will in fact tend to be produced, offered for sale, and purchased.


  If, for example, current production of this commodity is “too low,” this means that opportunities exist for additional units to be produced at an outlay below the highest price potential consumers would be prepared to pay; it is “worthwhile” to produce these additional units. Entrepreneurial producers will tend to discover and act on such opportunities. If, on the other hand, current production is “too high,” this means that the production outlay for at least some units exceeds the highest price potential consumers are prepared to pay for them; these units were produced as a result of entrepreneurial error. Entrepreneurial producers will tend to discover these (marginal) losses and cut back on production.


  The entrepreneurial forces acting on the market for any one commodity are thus continually pushing that market toward the market-clearing point—that is, to where (a) the quantity produced is such that (only) all units “worth producing” are indeed produced, and (b) the market price for this commodity is just high enough to make it, as a practical matter, worthwhile for producers to produce this quantity, and is just low enough to make it worthwhile for consumers to buy it.


  Clearly, these forces would, were all other dynamic changes in market conditions to be suspended, tend to achieve exactly those outcomes identified, in more conventional mainstream formulations of the law of supply and demand, by the intersection of the supply curve and the demand curve. It is for this reason that we have described Austrian economics as basically in agreement with mainstream economics in its emphasis on the centrality of the law of supply and demand. It is worthwhile, however, briefly to ponder the sense in which the Austrian version of the “law” avoids reliance on any presumption of universal perfect market knowledge (a presumption that, as seen in the preceding article, pervades much standard economics).


  The Role of Ignorance and Learning in the Entrepreneurial Market Process


  As Austrian economist F. A. Hayek emphasized, the market process we have been describing in entrepreneurial terms can also usefully be understood in terms of learning. The process through which the market tends to generate the “right” quantity of a commodity, and the “right” price for it, can be seen as a series of steps during which market participants gradually tend to discover the gaps or errors in the information on which they had previously been basing their erroneous production and/or buying decisions. Buyers who had overestimated the willingness of producers to produce and sell the commodity had been “incorrectly” refusing to offer higher prices (that they would indeed have been prepared to pay); those who had underestimated that willingness were “incorrectly” offering higher prices than were in fact needed to inspire sellers to produce. Sellers who had overestimated the willingness of buyers to buy were “incorrectly” asking higher prices (and were producing more units of the commodity than it was “really worthwhile” to produce), and so on. The market process is one in which, driven by the entrepreneurial sense for grasping at pure profit opportunities (and for avoiding entrepreneurial losses), market participants, learning more accurate assessments of the attitudes of other market participants, tend toward the market-clearing price-quantity combination.


  Two concluding observations are in place at this point. First, we should emphasize, once again, that this “law” is simply an element in the more general dynamic, entrepreneurial market process that is continually at work not only (as in the narrowly defined law of supply and demand) within a particular industry, but also between industries. It is this that renders understanding of the law so important for the broader and deeper understanding of the role of free markets generally in achieving socially effective economic outcomes.


  Second, we should emphasize the extent to which the law of supply and demand is being continually buffeted and interrupted—and continually re-asserted and recreated—in the real world of dynamic change. (The circumstance that these dynamic changes typically take the form of forces acting on a particular commodity market from other commodity markets reinforces the observation made in the preceding paragraph.)


  III. The Irresistible Force of Market Competition


  The systematic character of the market process derives, in the Austrian view, from the interplay of the actions of entrepreneurial human beings. Entrepreneurs act imaginatively and creatively, seeking to identify and to grasp market profit opportunities (generated by earlier entrepreneurial limitations of vision). As a result of the interplay of such entrepreneurial acts of vision, product prices and quantities of product offered for sale tend to be nudged systematically in the direction of the market-clearing price/quantity configuration.


  In the present article we draw attention to the essentially competitive character of this entrepreneurial process and draw out some critical implications for any assessment of governmental antitrust policies. We must begin by pointing out certain crucial ambiguities that have long plagued economists’ use of the adjective “competitive.” The problem was identified over half a century ago by F. A. Hayek; despite the valiant efforts of Hayek and others, the problem continues to confuse both economists and the public.


  The Meaning of Competition


  For the mainstream of economic theory the notion of competition has come to be associated with the absence of market power (to effect change in price or product quality). A competitive market is one in which no firm possesses market power. There is a certain reasonableness to this use of the term. Competition is seen as the antithesis of monopoly. Monopoly is identified with possession of the power to name one’s price without having to worry whether this will encourage one’s potential customers to seek more favorable terms elsewhere.


  Competition is therefore reasonably understood to mean the situation in markets where such monopoly power is absent. “Perfect” competition therefore came to mean the situation in markets where each and every participant lacks any power whatever directly to influence product price or product quality. The conditions needed to define such a perfect situation are, as we would expect, completely unrealistic, including (as we saw in the first in this series of articles) universal perfect information concerning all current market events and potential events.


  But this is not necessarily a damning weakness; the notion of the state of perfect competition is, after all, seen in mainstream economics not as a description of reality, but as a model able to serve (a) as a theoretical framework helpful for understanding real-world markets, and (b) as a yardstick of perfection against which to assess the seriousness with which real-world situations (of less-than-“perfect” competition) fall short, in terms of the resulting pattern of resource allocation, as compared with the perfectly competitive efficiency ideal. It is this model of perfect competition which is, in mainstream economics, seen as the heart of the law of supply and demand, and which has, in the history of modern antitrust policy, driven governmental efforts to “maintain competition”—that is, to secure a structure of industry reasonably close to the perfectly competitive ideal.


  For Austrians, however, the term competition has a completely different meaning, both for understanding how markets work and for formulating public policy in regard to the structure of industry. Austrians find the mainstream meaning of “competition” not only unhelpful, but in fact grossly misleading in terms of economic understanding. For Austrians it is clear that to seek to emulate an “ideal” state in which no single entrepreneur can have impact on market price or output quality is in effect to seek to paralyze the competitive market process.


  Following a long tradition in economics going back at least to Adam Smith, Austrians define a competitive market not as a situation where no participant or potential participant has the power to make any difference, but as a market where no potential participant faces nonmarket obstacles to entry. (The adjective “nonmarket” refers, primarily, to government obstacles to entry; it is used to differentiate such obstacles from, for example, high production costs that might discourage entry. These latter do not constitute noncompetitive elements in a market; to be able to enter means to be able to enter a market if one judges such entry to be economically promising-it does not mean to be able to enter without having to bear the relevant costs of production.) That is, a situation is competitive if no incumbent participant possesses privileges that protect him against the possible entry of new competitors.


  The achievements that free markets are able to attain depend, in the Austrian view, on freedom of entry, that is, on the absence of privilege. It is because the law of supply and demand (as understood by Austrians) depends crucially on freedom of entry that this meaning of the term “competition” is so important. As we shall see, it is because of this importance that so much twentieth-century antitrust policy can be seen as positively harmful, as seriously obstructing the competitive-entrepreneurial market process.


  Semantics and Substance


  Certainly the dispute concerning the meaning of “competition” is a semantic one. But, together with, and underlying, the semantic squabble (which, admittedly, should not overly concern us as economists; after all, new terms can be coined that are not subject to misunderstanding), there is a profound substantive disagreement concerning the way in which markets work. The mainstream notion of competition sees it as a state of affairs: the notion of competition has nothing to do with the process through which the market achieves its results. For Austrians, on the other hand, it is the market process that is important. And that market process cannot be imagined at all without necessarily departing from that state of complete powerlessness which mainstream economics sees as perfectly competitive. For Austrians the adjective “competitive” captures the essential feature of the market process.


  In other words, entrepreneurial actions that are, in the Austrian sense of the term,* seen as essentially and emphatically competitive, as critical steps in the market process, are, in the mainstream view, seen as anticompetitive, as monopolistic, as aberrations to be eliminated for the sake of the efficient-market ideal. As a result of this confusion of thought in twentieth-century economics, governments ostensibly intent on maintaining the competitiveness of markets have been seen as having the obligation to outlaw and zealously stamp out the very actions through which ordinary competitive strategies are affected. A brief glance at typical tools in the antitrust kit can help illustrate this Austrian critique.


  Some Tools of Antitrust


  Obstructing mergers. Antitrust policy has traditionally frowned upon (and often prohibited) mergers between hitherto competing firms. The rationale is, given the mainstream perspective, obvious and plausible. Replacing two competing firms by one larger firm cannot but constitute a reduction in the degree of market competition (in the mainstream definition of the term). Two less powerful firms have been replaced by one more powerful firm.


  But the Austrian view must be that such a merger, provided the potential entry of others has not been and is not being artificially blocked, is itself an entrepreneurial act, a competitive act; the blockage obstructs the way in which market competition is able to discover the best size of firms and thus the lowest cost at which production can be maintained. (Even if a single firm supplies an entire industry, the industry is still competitive, in Austrian terminology, so long as the firm is kept on its toes by the potential threat of new entrants into this industry, as well as by the threat and/or reality of competition from industries producing substitute commodities.)


  Outlawing price collusion. A group of powerful firms may collude to keep prices high; their motives may be to cartelize the industry, to eliminate interfirm competition and thus to force the consumer to pay more. For this reason antitrust policy has of course been directed toward preventing such price collusion. But the Austrian perspective sees matters quite differently. Even where the motive is indeed to paralyze interfirm competition, such collusion is itself a competitive step—since, in the absence of artificial blockage against entry, such collusion can be taken only in the face of the threat of competition from new entrants (who may in fact be able to profit by offering to sell at lower prices). No one knows when a price is “too high”; only the competitive process of entry (or of the threat of potential entry) can reveal the lowest level of price that can be sustained. So long as entry is open, the colluding firms may, in seeking to maintain their higher prices, be unwittingly attracting new entrants to reveal the truth that lower prices are sustainable. Or they may, if no such new entry occurs, be demonstrating that the cost structure indeed dictates these higher prices, as being the lowest ones sustainable in a competitive world.


  Preventing predatory price-cutting. What seems, from the mainstream perspective, a clear strategy of eliminating competition occurs where a large firm temporarily keeps prices very low, thus forcing smaller competing firms out of the industry, and is then able to raise prices dramatically with impunity. Careful theoretical and historical analysis has cast serious doubt on even the possibility that such a strategy could be successful and on the validity of the classic claims that such strategies were indeed employed around the turn of the century in U.S. industry. But the Austrian objection to government attempts to limit so-called predatory price cuts does not rest on this analysis. Rather the Austrian objection is that, so long as entry is not artificially blocked, even where “monopoly” positions have indeed been acquired through “predatory” price-cutting, these positions have been acquired as part of the competitive process, and can only be maintained in the teeth of new potential competition.


  No one can know when a price cut that eliminates a competitor is intended to establish a “monopoly”; more to the point, even an attempt to establish a “monopoly,” taken in the face of freedom of entry, is itself a competitive step. No one denies that economic muscle may be used to confront consumers with higher prices. But if competition can indeed conceivably serve the consumers better, then these higher prices are themselves the way—the competitive way—through which it becomes profitable for new entrants to discover how better to serve consumers.


  Inexorable Market Competition


  Our desperately brief glance at antitrust attitudes should perhaps suffice to confirm our central Austrian thesis: What is needed to stimulate that all-powerful entrepreneurial-competitive process upon which the free market depends is nothing more than freedom of entry to anyone with an idea of how to profit by serving consumers more faithfully than they are being currently served. It is important to remember that no claim is made that freedom of entry entails that competitors refrain from attempts to monopolize markets. They may attempt to do so; and certainly their efforts may possibly place the consumer in a worse position (than he might be under a system reflecting perfect knowledge). The Austrian claim is that since no such perfect knowledge can exist, we must rely on the competitive-entrepreneurial process to reveal how the consumer may be better served. To obstruct this process in the name of competition (!) is to undermine the only way through which the tendency toward social efficiency is possible. By obstructing or preventing entrepreneurial steps taken that do not fit the “perfectly competitive” model of universal utter powerlessness—even if such obstruction or prevention stems from the best of intentions on behalf of consumers—government is necessarily tending, to a greater or lesser extent, to paralyze what is truly the competitive process.


  IV. An Austrian Critique of Governmental Economic Policy


  In preceding articles we outlined the way in which Austrian economists understand the entrepreneurial competitive market process that is responsible for the law of supply and demand. In the present article we pursue this understanding further, to permit us to see why government interventions in spontaneous market processes tend to frustrate and obstruct the coordinative tendencies that the market process generates. The most extreme sense in which such obstruction may occur is in the pure socialist economy (in which all productive activities are governed wholly by a central planning authority). Here the obstruction is total; market tendencies toward spontaneous coordination are completely paralyzed. But less extreme (less “total”) forms of government intervention, particularly so-called “mixed” systems, incorporating significant central regulation of market activity, will be seen to suffer from the same kind of difficulty—the frustration of market tendencies toward spontaneous coordination.


  Mises on Socialism


  It was in 1920 that renowned Austrian economist Ludwig von Mises enunciated his thesis that centralized socialist planning was, in a definite sense, simply impossible. What he meant by this provocative assertion has often been misinterpreted. Mises did not claim that a socialist system cannot exist; nor did he predict unequivocally that such a system cannot survive for many years. What Mises meant was that, with the best will in the world, with the most dedicated and incorruptible central planners in the world, it is simply impossible to plan centrally for an entire economy. The decisions made by the central authorities in an economy without a market for productive resources cannot possibly take into account all the alternatives that would, in principle, need to be taken into account in order for decisions to be able to be described as socially efficient. Without a market for productive resources (and thus without market prices reflecting the urgency with which consumers in other industries are demanding the services of these resources), central planners have no way of ensuring that resources flow to satisfy the more urgent, rather than the less urgent, demands among consumer preferences.


  In a market economy the price of a resource expresses the priority with which consumers wish entrepreneurs to direct that resource for the satisfaction of their preferences; a high resource price means that entrepreneurs, somewhere, are aware of a productive employment for this resource that consumers value highly. For an entrepreneur to allocate this resource to any particular industry, he must, in the market competition for the resource, outbid other entrepreneurs; that is, he must be convinced that he has identified a use for it which consumers value more highly than consumers value alternative uses for that resource. Without themselves necessarily being aware of the nature and value of these alternative uses, the entrepreneurs are led, yes, as if by an invisible hand, to allocate resources in a way that takes account, in effect, of these alternative uses.


  But for the central planners, operating as they must without market prices for resources (since there can, by definition, be no resource markets in the socialist economy), a decision made as to whether to allocate steel to the construction of a bridge or to the construction of an apartment building cannot be made on the basis of any measures of alternate urgencies of need; there simply are no such measures. The central authorities may decide to build the bridge, but their decision is not “rational” (in the sense of expressing a rational selection among alternatives). Central planning, in the ordinary sense of the term “to plan” (which expresses the idea of taking into account the need to balance conflicting objectives), is, as Mises showed, impossible.


  The Myth of So-Called “Nonmarket” Prices


  In the interwar debate that ensued as a result of Mises’s provocative assertion, one attempted socialist response stood out among the others. This was the suggestion, offered separately in the 1930s by two competent socialist economists, Oskar Lange and Abba R. Lerner, that socialist planning might be possible, provided decisions, to be made by socialist employees, could be guided by nonmarket “prices” for resources—that is, by prices promulgated by a central authority, without any resource market, but as based on regular reports to the authority of shortages or surpluses of each particular resource during the preceding production period. Space limitations do not permit us here to spell out the details of this suggestion. As we shall see, its central, damning weakness is the notion that resource “prices” can be promulgated without the spontaneous interplay of the bids and offers of profit-hungry competing entrepreneurs.


  Remarkably, but in a sense disastrously, mainstream economics for some four decades ignored this weakness and pronounced the Lange-Lerner suggestion a valid and definitive solution to the problem identified by Mises. Only during the past two decades have economists finally conceded the power of Mises’s argument. In an outstanding 1985 revisionist work devoted to the socialist economic calculation debate—a work rooted in the Austrian understanding of the market process—Donald Lavoie effectively dissected the fallacies that underlay the mainstream illusion that Lange and Lerner had solved the Misesian dilemma.* The source of the illusion is the mainstream preoccupation with states of equilibrium, to the exclusion of any appreciation for the way in which the dynamically competitive ventures initiated by profit-seeking entrepreneurs are responsible for the calculative usefulness of real-world market prices. To imagine that a central planning bureaucracy might generate numbers in a manner that might remotely resemble the way in which prices are generated in the course of market competition is fundamentally to misunderstand the way markets work.


  To put this in somewhat different terms: the mainstream’s willingness to accept the Lange-Lerner notion of nonmarket “prices” parallels precisely that mainstream’s enunciation of the “law of supply and demand” in strictly equilibrium, non-entrepreneurial terms. Mises’s (and also F. A. Hayek’s) refusal to acknowledge meaningfulness in such nonmarket “prices” parallels precisely the Austrian insistence on understanding the law of supply and demand as the manifestation of an entrepreneurial process.


  The Economics of Government Intervention


  Our articulation of the Austrian version of the law of supply and demand, and our corresponding understanding of the Austrian refusal to accept the Lange-Lerner solution (in terms of centrally promulgated nonmarket prices) to the socialist economic calculation problem first identified by Mises permits us to push the logic a little further. It seems reasonable to interpret Mises’s well-known general rejection of government intervention (not only for the socialist model, but more particularly for the “mixed” economy) as a consistent application of his insights into the impossibility of rational central planning in a socialist economy. Each and every act of government regulation constitutes, no matter what noble intentions for social betterment such regulation may reflect, an act of interference with the spontaneous market process generated by entrepreneurial competition.


  No one claims that the results of this spontaneous market process are, at any given moment, those that would express perfect social efficiency as seen from a vantage point of imagined omniscience. What Austrians claim for the spontaneous market process is that it is the only procedure available to less-than-omniscient humans to move systematically in the direction of social efficiency, properly defined and understood. For government regulators to believe themselves able systematically and deliberately to improve on the results of the free-market competitive process is not only arrogantly to assume themselves able to approximate the omniscience needed to do so; it is also to fail to realize how their activities are inevitably destined to distort and/or paralyze that market process through which society grapples creatively and constructively with its lack of omniscience. It was Ludwig von Mises who, in his critique of the possibility of socialist planning, drew indirect attention to the central planner’s crippling lack of the knowledge necessary to plan centrally. It was Mises’s subtle understanding of the dynamics of the competitive market process that made him, more than all other twentieth-century economists, the complete skeptic regarding the social usefulness of government intervention in otherwise market economies.


  We commenced this four-part series with an Austrian critique of the textbook version of the law of supply and demand. Consideration of the Austrian understanding of that law in terms of a competitive-entrepreneurial process of mutual discovery and coordination led us to a thoroughly negative perspective concerning well-meaning attempts to “maintain competition” through so-called antitrust policies. We have now concluded with brief attention to the manner in which the Austrian view leads, not only to a critique of the pure socialist economy, but also toward the critique of interventionism in all its forms.


  The Nature and Significance of Economic Education


  For many years I have been fascinated by what at first glance seems a paradoxical feature in Ludwig von Mises’s attitude to the economics he taught. I believe that this seeming paradox in the life and work of my revered teacher can provide us with the key to understanding the role of economic education (and, I will further propose, to appreciating the special character and philosophy of the Foundation for Economic Education).


  On the one hand, even the casual reader of Mises senses the enormous passion with which he preached the message of the free society and its dependence upon free markets. (See, for example, the almost dramatic closing paragraph of his magnum opus, Human Action, reprinted on the next page.) On the other hand, one of the foundations of economic science was, for Mises, the austere wertfreiheit with which, he maintained, the economist must pursue his scientific work. Science, Mises insisted, must never express or reveal the personal preferences, or judgments of value, of the scientist. The economist’s work requires objectivity and detachment, in order that its conclusions can be arrived at, and accepted by, persons subscribing to widely divergent sets of personal ideologies.


  Many superficial readers of Mises have failed to understand the manner in which his life and work showed that these two apparently contradictory attitudes—passion and scientific detachment—can and must be simultaneously maintained, without jeopardizing either the purity of the wertfreiheit or the white-hot fervor of the passion.


  Economics is a science; the truth of its predictions does not depend on whether or not we find these truths palatable. But this circumstance does not, to be sure, wipe out the palatability or unpalatability of the predicted outcomes. Mises’s economic science, in fact, predicts consequences of central planning that are not only unpalatable, but tragically disastrous for human well-being—even for human survival. It was this which ignited Mises’s passion, not as a scientist, but as a human being agonizing over what he (so accurately!) foresaw as the inevitably horrible consequences of twentieth-century dirigisme.


  For Mises, economic education is the only tool we have with which to warn mankind of these terrible consequences. The content of this education is science. This content must be established and demonstrated with austere, disinterested objectivity. The purpose of this education, however, is to further human goals (since, after all, any human activity, including scientific activity, must have as its objective, some human goal). In the case of economics, that human goal is of such overriding importance for the human race that passionate concern becomes well-nigh inevitable and a morally natural phenomenon. It is this fascinating fusion of austere objectivity with passionate concern that characterized the life and work of Mises—and which, I believe, defines the philosophy of the Foundation for Economic Education.


  But why is economic education needed? Why can we not rely on the truths of economics being recognized by the intelligent public without deliberate, organized effort at public enlightenment? We may identify two interrelated reasons:


  
    1. The conclusions of economics are, in general, counter-intuitive. Without careful guidance, the intelligent layman is likely to be led to accept as “obvious,” policy prescriptions that economics reveals as tending to generate wholly unwanted consequences.


    2. The reasoning by which economics reaches its conclusions is not only not self-evident, but in fact involves insights the subtlety of which is likely to be completely missed by the untrained. An education in economics does not have to be lengthy or very elaborate—but it is needed in order to introduce the intelligent layman to new ways of looking at and understanding the world. Let us take up in turn these two sources for the need for economic education.

  


  The Counter-Intuitive Conclusions of Economics


  The most significant of the counter-intuitive conclusions can be succinctly presented as follows:


  First, despite individual freedom in the making of decisions in the free-market economy, there do emerge “law-like” regularities in economic phenomena—regularities that society can ignore or defy only at its own peril.


  Second, these regularities appear as powerful tendencies in free markets toward the directing of scarce resources:


  
    	Into those branches of production which the consuming public values most urgently and most highly;


    	Into those methods of production which, judged from the consumers’ perspective, must be described as the most efficient;


    	With market consequences such that the rewards to owners of scarce resources express those resources’ respective relative productive values, as judged by consumers, and thus stimulate these owners to place their resources and talents in the efficient service of consumers. Many have identified these conclusions with what the textbooks often call Adam Smith’s “invisible hand” doctrine.

  


  These conclusions are counter-intuitive. Very many intelligent, well-meaning persons during the past two centuries have simply assumed exactly the opposite of these conclusions to be the truth—and have concluded that government planning and control of market activities are crucially needed in order to avoid economic chaos, disorder, and social inefficiency. It was, however, true of the heyday of neoclassical economics (between, say, 1890 and 1930), that the overwhelming balance of professional opinion came to endorse the “invisible hand” conclusions. The major schools of economic thought (not including the German Historical School) agreed with these conclusions. And after World War I, with the demise of the German Historical School, it seemed to Mises that economists of all schools were virtually unanimous in their understanding of markets. To deny these conclusions, it appeared, was simply to reveal a gap in one’s education.


  This unanimity rapidly crumbled away during the central decades of this century. The dominant orthodoxy of the years between, say, 1935 and 1970, was one that urgently endorsed centrally planned intervention in market economies (and, indeed, looked rather favorably upon the possibility of efficiency under socialism even in its purest forms), on both macroeconomic and microeconomic grounds. Such intervention was needed at the macro level, the conventional wisdom ran, in order to avoid the instability predicted by Keynesian economics; it was needed at the micro level in order to avoid the distortions and inefficiencies predicted by the theorists of imperfect competition and/or of externalities.


  Austrian economics never gave up the central conclusions of the earlier shared consensus of neoclassical economics. In fact, both Mises and Hayek significantly deepened Austrian economic understanding (of how markets work and of how they set benign, efficiency-enhancing, tendencies into motion) during these decades of eclipse. They demonstrated (in effect if not always quite explicitly) how Austrian insights concerning the entrepreneurial role, the competitive process, and the knowledge-discovery process in fact respond effectively to both the macro and the micro concerns of the new interventionist orthodoxy in the economics profession. And their work and teaching during those lonely decades of the fifties and sixties laid the groundwork for the subsequent modest but important revival of Austrian economics during the past quarter of a century.


  Economic education, aiming to enlighten the intelligent lay public to these significant—but still counter-intuitive—implications of economics, surely has a valuable role to play. Let us however now turn to the second of the reasons we have identified (as responsible for the need for economic education).


  The Subjectivism and Subtlety of Economic Reasoning


  Economic understanding does not call for sophisticated technical prowess. It does, however, require appreciation for a way of looking at human actions and of social interaction, which many at first find rather strange and unfamiliar. Economic understanding requires one to see the “objects” with which economic activity is concerned—the money, the natural resources, the capital equipment, the flows of half-finished goods, the fully produced goods ready for delivery to the consumer—from a subtly different perspective from that to which the layperson has been accustomed.


  Take, for example, the simple act of exchange. To the untrained eye, an episode of market exchange is seen as one in which an exchange of objects, presumably of equal value, occurs. When I buy a meal for $20, I have given up a $20 bill for food and service having a market value of $20. For the economist this episode is seen in an entirely different light. For me the meal was subjectively valued as being more important than the $20 bill that I was asked to surrender for the meal. For the owner of the establishment that sold me the meal, its value was lower than that of the prospective $20 he hoped to receive from me. So that this simple episode of exchange must have meant, in the prospective judgments of both the consumer and the vendor, that new, additional value was being created by this exchange. This elementary insight, so foundational to economic reasoning and understanding, is strange and unfamiliar to the world of commerce and of everyday activity.


  In fact, the subtlety of such “subjectivist” insights often eludes analysts equipped with sophisticated mathematical tools. Their training, and the scope of their analytical tools, lead them to focus on the objects exchanged in such episodes, rather than on the human motives expressed in the purposeful actions of which such episodes consist. And it has been this “blind-spot” in modern mathematical economics that has tended to render it, in general, surprisingly insensitive to the role of expectations and of knowledge in economic decision making and in market processes.


  Without the subtlety conferred by the subjective perspective, the market process appears to consist of endless sequences of exchanges. From the subjective perspective, however, it becomes possible (if not indeed imperative) to recognize the market process as involving processes of mutual discovery (to use a Hayekian phrase) on the part of market participants. It becomes possible to recognize scope for superior entrepreneurial vision into the future, and for the consequence that such vision can be expected continually to shake up existing patterns of production and of market exchange (in directions inspired by more accurate or, at least, more up-to-date assessments of the underlying realities).


  Not only does the subjective perspective taught in economic reasoning offer new and deeper understanding of market phenomena and of market processes, it permits us to judge these phenomena and processes from a more comprehensive and all-encompassing vantage point. One of the most pervasive fallacies in public opinion has been that of seeing the gain that one participant derives from a market exchange as having necessarily been extracted and subtracted from his partner in that exchange. After all, if I profit from an exchange with my neighbor, that profit can only have arisen from my neighbor’s presumed, corresponding, loss.


  It is of course an elementary economic insight, yet one often entirely missed, that my profit must, at least prospectively, be in fact accompanied, not by a loss to my exchange partner (as in a “zero-sum game”), but by profit to him (a “positive-sum game”). No one, after all, engages in a voluntary act of exchange unless he or she expects to gain from it. This kind of entirely fresh perspective introduced by the subjective foundations of economic reasoning often (correctly) strikes beginners in economics as offering revolutionary new insights. It does not require lengthy training to introduce beginners to this kind of perspective. But economic education clearly has a “revolutionary” role to play in this regard.


  Economic Education and Economic Policy


  An eminent economist once provocatively declared that economists qua scientists have no business making normative pronouncements on economic policy (or, in fact, on anything else). To make such pronouncements, George Stigler somewhat impishly asserted, was to engage in “preaching.” As a citizen the economist may certainly express dismay at the consequences of economic policies; he may abhor these consequences. But those who initiated and executed these policies, he argued, obviously desired these consequences (which others are viewing with abhorrence).


  We have no reason to presume that those engaged in actions or in executing policy are unaware of the consequences of what they do. To object to these policies is then simply to assert what those with the power to initiate policies refuse to accept, namely, that their consequences are indeed abhorrent. To so object, Stigler maintained, is merely to preach, not to engage in scientific discourse. The position we have been articulating in this lecture (and, I suggest, the position consistently taken by FEE) utterly rejects Stigler’s contention.


  That contention rested on the premise that we must assume those who take actions or undertake policies to be correctly aware in advance of the likely consequences of those actions or policies. But, as we have argued here, the truth is that, because of sheer economic ignorance, well-meaning policy makers may be completely unaware that what they are doing may in fact generate consequences quite the reverse of what they wish to achieve. Someone once defined the job of an economist as that of warning people when and how they are seeking to run in two opposite directions at the very same time.


  My teacher, Mises, used to say something like the following in his lectures on price controls: “These laws passed by the legislators are bad not because I, Mises, do not like their consequences. These laws are bad because they produce consequences which they, the legislators themselves, would not like and certainly did not aim at.” In other words, economic ignorance is rife; it leads voters and politicians to support policies the consequences of which they themselves can only regret. The economist has a role to play in offering policy advice, and this role is not one of preaching, but one of pointing out the respective consequences of alternative policies among which voters and legislators must choose. Economic education is vitally and essentially relevant for this role. And this returns us to the paradox with which we began this lecture, the paradox of passion and austere wertfreiheit that permeated Mises’s life and work.


  The Passionate Pursuit of Austerely Defined Economic Education


  If one recognizes, as Mises did, how central planning in all degrees is likely to generate disastrous human consequences, it becomes clear that a passionate urge to spread elementary scientific economic understanding among the public involves no contradiction whatever. The phenomenon of economic ignorance is so widespread, and its consequences so frightening, that the objective of reducing that ignorance becomes a goal invested with independent moral worth. But the economic education needed to reduce such ignorance must be based on austere, objective, scientific content—with no ideological or moral content of its own. Precisely because it is necessary to “persuade” (that is, to educate) the lay public, it is necessary that this public be convinced of the objectivity and ideological impartiality of the insights being transmitted.


  If public policies seeking to increase the scale and scope of government intervention in the economy are to be successfully fought at the legislative and executive levels, the economic understanding of the public must certainly and urgently be enhanced. For this to be achieved, the delicate interface between moral passion and scientific detachment must be recognized and respected.


  There is, we have insisted, a fundamental difference between economic education (the raison d’être of this Foundation) and “libertarian” ideology or rhetoric. The former is not, and must not be, a mere “public relations” expression of the latter. The legitimate moral, and even passionate, commitment with which the Foundation and its supporters seek to promote its goals need not (in fact, dare not) compromise the detachment and objectivity of the content of the economic education, the dissemination of which makes up those goals.


  
    The body of economic knowledge is an essential element in the structure of human civilization; it is the foundation upon which modern industrialism and all the moral, intellectual, technological, and therapeutical achievements of the last centuries have been built. It rests with men whether they will make the proper use of the rich treasure with which this knowledge provides them or whether they will leave it unused. But if they fail to take the best advantage of it and disregard its teachings and warnings, they will not annul economics; they will stamp out society and the human race.

  


  Anatomy of Economic Advice


  I.


  As is the case with virtually all branches of human knowledge, economic knowledge and understanding are valued not only (or even primarily) for their own sake, but for their usefulness in practical terms. The enormous sums expended each year on economic research and economic education certainly would not be forthcoming if it were not expected that such research and education could help promote wise policies leading to prosperity and economic well-being.


  Indeed, there can be no doubt that those advocating free-market policies (in The Freeman or elsewhere) do so firmly convinced that such advocacy grows naturally out of economic understanding. I certainly share this conviction. Yet the path leading from valid economic understanding to sound economic policy advice is not straightforward. To proceed from an “is” statement to an “ought” statement is, in all contexts, fraught notoriously with philosophical hazards. In the context of economics these dangers are compounded further by the subtleties that complicate the sources of economic understanding itself.


  Our attempt to clarify the basis in economic science for valid and useful economic advice will proceed as follows. In the present article we elaborate on the apparent paradox involved in offering “scientific” advice (that is, advice supported or even entailed by science) in the economic arena. In the second article we shall examine the philosophical foundations of economic science itself (with a special interest in its potential in regard to economic policymaking). In the concluding article we will try to draw together our various insights and to formulate our conclusions in regard to the scientific validity of economic advice.


  The “Science” and the “Art” of Political Economy: A Nineteenth-Century Dilemma


  The founding fathers of economics, including, most prominently, Adam Smith, generally saw their discipline as constituting what came to be called an “art”—that is, a body of advice on how to achieve a well-defined objective—the enhancement of national wealth. Although the title of Adam Smith’s classic was An Inquiry into the Nature and Causes of the Wealth of Nations (suggesting it to be a disinterested scientific inquiry, concerned neither to promote increased national wealth nor to prevent it), Smith himself has usually been seen to have conceived his subject as an art (setting forth ways to increase national wealth). But thoughtful economists of that period had serious misgivings about such an approach.


  Some of the classical economists following Smith indeed wrestled with the relation between a science of political economy and an art of political economy. One such economist was Richard Whately, who was not only an economist of note but also an Anglican archbishop. He felt the need to defend himself in regard to his interest in the science of wealth (an interest his critics apparently thought of as unbecoming a clergyman). Whately pointed out (in a 1831 lecture at Oxford) that the conclusions of political economy can be deployed in policies designed to reduce wealth (if wealth be seen as morally suspect)—just as they can be used to formulate policies for increasing wealth!


  At one stage in his academic career Nassau Senior, one of the most prominent early nineteenth-century political economists, flatly denied the very possibility of such an art. Although Senior later retreated from this categorical position, he was never completely reconciled to the idea of political economy as an art. In his 1860 presidential address to The Section of Economic Science and Statistics (of the British Association), almost a quarter century after his denial of the possibility of an art of political economy, Senior insisted that the political economist is concerned only with the production or distribution of wealth—regardless of whether “wealth be a good or an evil.” He clearly believed that, qua economist, the economist has no business offering advice. “Whenever he gives a precept, whenever he advises his reader to do anything, or to abstain from doing anything, he wanders from science into art. . . .”


  As the nineteenth century wore on, Senior’s qualms came to be ignored. Particularly on the Continent, economists paid scant heed to Senior’s admonitions. The German Historical School (which dominated continental economics during the closing decades of the century) made no attempt whatever to separate their substantive economics from advocacy on behalf of specific social programs. For them it was precisely this advocacy that gave economics its importance as a branch of knowledge. Joseph Schumpeter cited the testimony of a student in a class taught by a prominent leader of the School, to the effect that the mood in the classroom resembled that of an election rally.


  It was the great sociologist Max Weber who recognized the danger to the reputation of economics as an objective science that was posed by such a politicized attitude. He maintained that the scientific character of any social science requires that it be meticulously impartial as between different judgments of value. This ran counter to the dominant perspective in German economics. At a meeting of German-language social scientists held in 1907, Weber’s position was the subject of bitter disagreement. Weber insisted that scientists who disagree sharply on moral priorities should, despite this, be able, at least in principle, to agree on the positive propositions of their discipline. We shall return very soon to comment further on this Weberian doctrine of wertfreiheit (freedom from value judgments).


  The Twentieth Century: The Economics of Welfare


  By the end of the nineteenth century, mainstream economic theorists no longer saw their discipline as concerned with material wealth. Instead they focused on the subjective sense of well-being that human beings hope to derive from their wealth and from their economic activities. This led them (particularly in England) to see economics as primarily concerned with “welfare.” Very soon they were speaking of the “Economics of Welfare” (the new title of A. C. Pigou’s 1920 book, itself the second edition of a 1912 book titled Wealth and Welfare). To think of economics as the science able to promote economic welfare seemed an innocuous small step.


  Thus for much of the first half of the twentieth century it was taken almost for granted that the economist is the expert who formulates policies to be implemented in order to promote aggregate economic welfare. It seemed to be obvious that economists had the professional duty of advocating policies they believed would, scientifically, enhance social well-being. And even economists squeamish about the philosophical coherency of any notion of aggregate well-being were able to devise more carefully formulated versions of welfare economics by reference to “Pareto optimality” or similar sophisticated constructions.


  It was during this period that economists began to find ample employment opportunities in government. As the tide of public opinion turned (during the second quarter of the century) decisively in favor of massive government intervention in the market economy, economists increasingly saw their discipline as capable of generating very definite policies for enlightened governments to follow. Economists were placing their science (particularly the branch that made up “welfare economics”) at the service of political parties. Inevitably this tended to raise those same gnawing questions concerning the objectivity and impartiality of that science which had so troubled Max Weber. More and more, it seemed, any political program, any proposal for economic legislation, could find economists prepared to present a “scientific” case in its support.


  Mises and Wertfreiheit


  Ludwig von Mises, the towering Austrian School economist of the twentieth century, was an ardent champion of Weber’s wertfreiheit principle for all social sciences, and particularly for economics. He believed that the objectivity of the science requires nothing less than its complete detachment from the personal preferences and value judgments of its practitioners. Implicit in Weber’s wertfreiheit principle is the conviction that it is, at least in principle, possible for the economist to pursue his science in detachment from his own personal judgments of value. In fact, however, some twentieth-century philosophers have challenged (and do still challenge) this, maintaining that it is an illusion to believe that one can suppress one’s value judgments while engaging in one’s science. Inevitably, they argue, one’s science reflects one’s moral presuppositions. Mises may have agreed that to maintain such detachment may be difficult—but he would have emphatically rejected claims that it is impossible. It is the scientist’s obligation to the reputation and integrity of his science, Mises would have insisted, that he insulate his scientific work from any hint of “contamination” arising from personal predilections. The medical researcher exploring the links between cigarette smoking and cancer must pursue his laboratory testing and his statistical analysis without that research being affected in any way by his own preference for smoking or his own fears concerning the disease. So too must the economist’s analysis of markets, of regulation, and their consequences be utterly independent of his own moral opinions concerning liberty, the inequality of incomes, or whatever.


  Mises’s position offers a fascinating illustration of the ambiguities and complexities involved in the wertfreiheit principle. Gunnar Myrdal was a prominent twentieth-century Swedish social scientist. (His positions on economic policy were so utterly at odds with those of Mises, that when, in 1974, Myrdal and F. A. Hayek were joint recipients of the Nobel Prize in economics, it was widely understood that these choices represented a kind of ideological balancing act, with Hayek’s approving views on free markets being counterbalanced by Myrdal’s advocacy of comprehensive government control of the economy.)


  In 1930 Myrdal published a German-language book that examined the history of economics and concluded that most of the leading economists during that history had injected political presuppositions and ideals into what they presented as scientific investigations. This book was translated into English in 1955. Fritz Machlup (himself an eminent Austrian-trained twentieth-century economist who had been a pupil of Ludwig von Mises and who treated Mises at a personal level with exemplary loyalty) wrote a review of this published translation. Machlup drew attention to Myrdal’s declaration that (unlike the other schools of economic thought) the Austrian School of economics was not guilty of injecting political ideals into their scientific work. Machlup found this approving judgment surprising. “How did the anti-interventionist writings of the Austrian von Mises escape Myrdal’s attention?” he asked. Apparently Machlup was not able to reconcile Mises’s stated insistence on wertfreiheit and detachment from ideological precommitments with Mises’s eloquent writings in favor of laissez faire and the free-market economy.


  In fact a reader of Mises’s work cannot fail to sense a paradox surrounding the passion with which Mises wrote his economics. By the time we reach the third part of this series, we shall hopefully have resolved this paradox. Here we shall merely identify it and relate it to the broader challenge of extracting useful advice from wertfrei economic science.


  Ludwig von Mises and the Importance of Economics


  Mises was, as we have seen, convinced that economics must be pursued dispassionately—as a wertfrei discipline—but he wrote with white-hot passion about the dangers that face mankind should it ignore the truths which academic science reveals. He concluded his magnum opus, Human Action, with the following searing sentences: “The body of economic knowledge is an essential element in the structure of human civilization; it is the foundation upon which modern industrialism and all the moral, intellectual and therapeutic achievements of the last centuries have been built. It rests with men whether they will make proper use of the rich treasure with which this knowledge provides them or whether they will leave it unused. But if they fail to take the best advantage of it and disregard its teachings and warnings, they will not annul economics; they will stamp out society and the human race.”


  It is this passionate conviction on the utter importance of the teachings of economic science that accounts for the attention which Mises paid to the philosophical status of those teachings. Mises believed that the enemies of the free society can maintain their advocacy of central planning and massive government intervention in (or replacement of) the market economy only by ignoring or denigrating economic science. He saw all the attempts to question the validity of the foundational propositions of economics as driven by the ulterior motive of discrediting laissez-faire economic policy. Because Mises believed that only laissez-faire policies can sustain modern civilization, he felt driven to clarify and defend the philosophical foundations of what he called “modern economics.” (For Mises, modern economics was the body of economic teachings rooted in the classical economics of Adam Smith and his followers, as refined and reformulated by the so-called neoclassical economists, including especially the founder of the Austrian School, Carl Menger and his followers, among whom was Mises’s own teacher, the eminent Eugen von Böhm-Bawerk).


  Mises’s clarifications of the foundations of neoclassical economic theory included, in particular, his defense of economics from the Marxist charge that conventional economists are merely the lackeys of Wall Street, advocating free markets only in order to serve their capitalist paymasters. Mises saw clearly that, unless economists purged their science of any taint of personal bias (that is, as expressing personal judgments of value), their teachings would be vulnerable to such dismissal. Precisely because he saw free markets as the essential prerequisite for civilized, prosperous society, and because he believed that disinterested economic analysis definitively supported this view, Mises was terrified by the possibility that economic science was to be dismissed as nothing but capitalist propaganda. Fritz Machlup saw Mises’s advocacy of laissez faire (his “anti-interventionist” writings) as an example of precisely that departure from impartiality in the pursuit of economic science, for which Myrdal had indicted so many economists (but for which had declared the Austrian School, in general, as having been not guilty). We shall return, in the third essay in this mini-series, to examine the validity of Machlup’s charge.


  Most economists of the postwar period did not pay much attention to these concerns. It is true that Milton Friedman, one of the leading scholars of the eminent Chicago School, advocated (in an influential 1953 essay) what he called “positive economics” (in which economic propositions could be established that might command the assent of scholars regardless of their personal predilections). But this came to be viewed primarily as an exercise in methodology, presenting the case for treating economics as a strictly empirical (as opposed to a logical) discipline (rather than as a case for wertfreiheit).


  From time to time more serious attention was devoted to the wertfreiheit issue. Thus a leading historian of thought, Terence W. Hutchison (who was, as it happens, a scholar in the methodology of economics who had bitterly criticized Mises’s own methodological writings), wrote a book on the subject. But few other economists gave much thought to the dangers to their impartiality (or to their perceived impartiality) that may lurk in their policy pronouncements. And some economists otherwise deeply influenced by the Austrian School, and Mises in particular, expressed strong reservations against the wertfreiheit doctrine. Thus Murray Rothbard, a leading disciple of Mises, argued for the explicit articulation of the ethical principles on the part of the economic scientist offering policy advice.


  Recently a noted exponent of free-market economic policymaking, Daniel B. Klein, called on economists to deploy their science to modify the political-economic choices of the public. Klein contended that economists who themselves value the free society have a moral obligation to help mold public opinion toward an appreciation for liberty. Economists are in a unique position to do this because they enjoy a respected professional reputation. Instead of spending their time talking to each other in the language of abstract mathematical models, economists ought to be engaging in “public discourse,” talking to Everyman about issues of practical public policy. Klein surveys a swath of literature in which economists, both advanced scholars and frustrated graduate students, bemoan the irrelevance of the academic work being done by the economics profession. He finds the profession locked into a mindset in which it is in the rational professional interest of the individual economist to avoid addressing Everyman on realistic issues, focusing instead on the abstract models upon which professional repute and rewards (perversely) depend. In urging the economist to tell Everyman what is good for him, Klein is clearly urging the economist to see his professional responsibility as extending beyond the strictly positive. The economist must not only—or even primarily—concern himself with the understanding and prediction of chains of economic cause and effect; he must also deploy that understanding to advise (and even to exhort) the man in the street as to what are his best (and worst!) courses of action.


  Castigated Economists


  In urging the economist to tell the public what economic science sees as good for them, Klein was explicitly rebelling against the position taken by George J. Stigler, the Nobel-laureate Chicago School economist. In 1982 Stigler published a book in which he castigated economists (from Adam Smith to Stigler’s own time) for doing precisely what Klein wished them to do (that is, to tell the public what is good for them). Stigler strongly protested against economists being “preachers” (treating the public as mistaken, perverse children whose behavior can be improved if they are properly instructed through appropriate moral suasion).


  For Stigler the economist should refrain from “preaching” not because of any concerns that such preaching violates their scientific objectivity and moral neutrality. Rather Stigler denounced such preaching because to preach economic policy is to believe—quite mistakenly, in Stigler’s opinion—that the economist knows what is economically good for the public better than the public itself knows. Stigler carries the assumption of perfect knowledge (which has notoriously characterized many of the models constructed by economic theorists in order to account for real-world facts) to a consistent, but extreme, degree. He assumes, in effect, that all that economics might be able to teach is already known to the public and to its political agents. The economist may think the outcome to be expected from a given policy to be undesirable, but if the public adopts that policy this proves that the public in fact desires that very outcome. The economist who denounces that policy as “wrong” is simply revealing that he has a set of objectives different from those that are in fact being pursued by the public.


  Certainly the history of economics reveals little unanimity among economists concerning the possibility and the usefulness of the wertfreiheit principle. The prestige associated with the teachings of economic science, and the importance that educated public opinion attaches to them, have waxed and waned during that history. The views of economists themselves as to whether or not they have an obligation to enlighten the public on economic policy have varied widely. It is against this rather confusing background that we shall try to clarify the legitimacy of (“scientific”) advice to the public by economists.


  From “Is” to “Ought”


  In the second of this series we shall review the foundations of the strictly positive lessons taught by economic science. That is, we shall briefly set forth the nature of the economic reasoning that establishes the existence of chains of cause and effect in the economic sphere. In this regard we shall follow the Austrian tradition in economic reasoning, particularly as developed in the relevant writings of the twentieth-century leaders of that tradition, Mises and F. A. Hayek. What will emerge from this examination is insight into the powerful market tendency to systematically translate consumers’ rankings of needs, and physical resource constraints, into corresponding patterns of resource allocation. This systematic translation, we shall see, follows from the purposefulness of human action, the entrepreneurial propensity of human beings to discover what is of interest to them, and from the information-communicating capabilities of the market price system. This will lead us directly to the third and final part of this series.


  In that third article we shall examine what implications this Austrian perspective holds for the possibility of offering impartial advice on public-policy issues, such that the advice does not reflect any personal or ideological preferences of the economist offering it. Only if this possibility exists can the doctrine of wertfreiheit be upheld consistently by the policy adviser; only if this possibility exists can the objectivity and impartiality of the advising economists be preserved; only if this possibility exists can we hope to uphold the scientific repute of economics. Our conclusions in regard to these questions will enable us to clarify some of the paradoxes we have encountered in the present article. They will provide us, in particular, with an understanding of how the teachings of free-market economists need not compromise their objectivity and impartiality, and may, nonetheless, be presented with passionate conviction and dedicated advocacy.


  II.


  How can positive science (consisting entirely of “is” statements) be translated into “ought” statements within the framework of economic understanding? In the first part of this series we drew attention to some of the paradoxes surrounding economic advice. In particular we drew puzzled attention to the passionate advocacy by Ludwig von Mises of free-market arrangements—the same Ludwig von Mises who insisted on an attitude of purest, disinterested wertfreiheit (“value-freedom”) on the part of all social scientists. In the present article, as a step toward clarifying these paradoxes and puzzles, we discuss the nature of the strictly positive central propositions of economics. We shall find that a careful appreciation for the manner in which economic science accounts for the existence of chains of economic cause and effect can help us see how knowledge of these chains can sustain very definite ways of providing advice and guidance to economic policymakers. Statements describing chains of cause and effect are “is” statements. But, as we shall see, these statements can, in a carefully defined sense, generate the “ought” statements of which economic advice consists.


  Cause and Effect in Economic Affairs


  Economic science was established as a branch of knowledge in the eighteenth century, when the classical economists recognized that there exist systematic chains of cause and effect in economic phenomena (just as they exist in regard to physical phenomena). Although subsequent progress in economic theorizing radically altered the way in which economics understands economic cause and effect, it was the classical economists who, by establishing the idea of systematic chains of cause and effect, established the scientific discipline of economics.


  The very perception of a scientific discipline of economics (or “political economy,” as it was called by the classical economists of the late eighteenth and early nineteenth centuries) carries revolutionary implications for public policy. As Mises emphasized again and again, the discovery of regularities in economic phenomena means that statesmen concerned with public policy can no longer treat the economy as putty that they are free to mold into whatever shape they believe best for society. Every political act, every legislative constraint over economic activity, and every public subsidy must now be recognized as entailing specific consequences. Before instituting any tariff, before granting any right of monopoly, before printing any money, before imposing any kind of price control, those responsible for state policy must ask themselves whether they have fully taken into account all the consequences that are likely to follow from these actions. There are, the classical economists had shown, “laws” of economics that must be respected and taken into account if economic disaster is to be avoided.


  But how can such “laws” possibly exist? Surely an intuitive impossibility blocks any conceivable “laws” from existing. It is one thing to observe and understand regularities and causal or functional relationships in physical phenomena. But to expect such regularities and relationships in economic phenomena (which represent the outcome of the independently made decisions and actions of millions of freely choosing individual agents) seems to be glaringly counterintuitive. There seems to be no way of ensuring that freely choosing agents “obey” the regularities that a science might declare to be determinative.


  This intuitive difficulty is the fundamental reason why both economic theorists and philosophers have, during the past two centuries, puzzled and argued over the very possibility of an economic science, and over its epistemological character. The present series of papers (and this one in particular) are informed by the insights and philosophical framework identified with the Austrian School of Economics, and especially with the thought of its leading twentieth-century representatives, Mises and F. A. Hayek.


  In this framework the focus of attention is on the purposefulness of human beings, and on the way in which the expectations and knowledge of these human beings are systematically modified by economic experience. Changing economic experience alters the terms on which individual agents in fact find themselves able to choose; that experience also teaches agents where they had over-optimistically or over-pessimistically misjudged the terms on which others were prepared to trade with them; that experience also alerts individual agents to opportunities for the future that had hitherto not existed or that have until now not been noticed. Economic theory is able, in this analytical framework, to provide understanding of how exogenous changes in resource availabilities, technical knowledge, and consumer preferences may systematically change market phenomena, and thus determine the course of production and the patterns of resource allocation. To illustrate this approach to economic reasoning, let us take perhaps the most basic of the “regularities” in the market economy, the “law” of supply and demand.


  The “Law” of Supply and Demand


  This basic understanding of the behavior of market prices identifies the nature and the direction of the forces operating in the market for each product and for each resource. This understanding sees the market for any given item, be it a product for human consumption (such as milk or the services of an opera singer), or a resource (such as farmland for growing crops or the services of an engineering instructor for the training of engineers), as being continually modified by market experience in systematic fashion. At any given time “too much” or “too little” of the given item may be offered for sale (or sought to be bought). (“Too much” being offered for sale means that, at current prices, more of an item is being offered for sale than is being bought. “Too little” being offered for sale means that, at current prices, more of the item is being sought to be bought than sellers wish to sell.) The “law” of supply and demand focuses attention on the existence of spontaneous market forces tending to “correct” these imbalances.


  Where “too much” has been offered for sale, falling prices (for the relevant item) tend to encourage some (“marginal”) sellers to cut back on its production and to encourage potential buyers to seek additional quantities for purchase. Where “too little” has been offered for sale, rising prices for the relevant item tend to encourage potential sellers to increase production (and thus the quantities they will offer for sale) and to discourage some (“marginal”) buyers from continuing to buy. Were this process of adjustment in a given market to be permitted to continue indefinitely (that is, were the costs and techniques of production for the relevant item, on the one hand, and the preferences of the consumers, on the other, to remain indefinitely unchanged while market adjustments continued), the market for that item might be imagined to attain “equilibrium.” Market equilibrium corresponds to the imaginary state of affairs in which neither “too much” nor “too little” of an item is being offered for sale. In such an imagined state of equilibrium there would be no scope for market forces to be set into motion. Prices and quantities offered for sale and sought to be bought are, in such an imagined state of equilibrium, such that no tendencies are set in motion for any of them to change.


  Contrary to what many students of economics have been taught to believe, the “law” of supply and demand does not (when it is properly understood) declare that each market is at or near equilibrium at each moment. Nor does it declare (the less-objectionable form of the above) that markets tend rapidly to achieve equilibrium. Rather the “law” declares that, to the extent that a market, at any given moment, is not at equilibrium, this will itself set into motion forces predominantly pushing the market in the direction of equilibrium.


  However, it should be understood and emphasized, the continual changes in the relevant exogenous variables (for example, the costs of production, the availability of resources, and the patterns of consumer preferences) will almost inevitably ensure that the equilibrium position for a market at any given moment is different from what that position was at any earlier moment. So the market forces unleashed by the disequilibrium conditions at one moment will almost certainly not ensure the attainment of equilibrium at any subsequent moment.


  Nonetheless, it is reasonable to point out, the more gross imbalances present in the market at any given moment will, according to the “law” of supply and demand, tend to be corrected. An “oversupply” places pressure on prices to fall, discouraging marginal sellers from some production and encouraging additional purchases, and thus tending to eliminate the imbalance. A “shortage” operates in the reverse, but equally benign, direction. Let us examine why the elimination of these “imbalances” can legitimately be described as “benign.” In the final article of this series, this will help us to understand the sense in which economic theory can, in scientifically objective fashion, promote sound economic-policy advice.


  Market Imbalance—Why Is It Regrettable?


  Let us consider the case of “overproduction” in a particular market (a market seen as isolated and insulated from other markets). Due to miscalculation or other error, the decisions of producers in this market have overestimated the eagerness of buyers to buy. The amounts offered for sale, and the prices expected and asked by potential sellers, are not matched by the decisions of potential buyers (and thus by the prices at which potential buyers expect to be able to buy, and at which they are willing to buy). This imbalance corresponds to decisions that have turned out to have been disappointing, and to decisions that turn out to have been regrettable. Some potential sellers (who might otherwise have offered to sell for lower prices, but who mistakenly held out for higher prices) are disappointed in that their plans to sell at higher prices cannot be successfully carried out. Those sellers may also regret their refusal to offer to sell at lower prices, or they may regret their decisions to produce in the first place. The failure of the decisions of some of the potential sellers to dovetail with corresponding decisions of potential buyers reveals the “error” of all of those decisions and is the source of both disappointment and regret.


  A different, more accurate pattern of decisions, by both potential buyers and potential sellers, might have permitted them to achieve more successful fulfillment of plans than has in fact occurred. When a pair of market participants might have engaged in voluntary exchange to mutual advantage (for example, at a lower price), their failure to have done so (due to “error”) seems, at least at first glance, to have been unambiguously unfortunate—for everybody. Nobody, it seems at first glance, has gained anything by the fact that potential steps to mutual advantage were not taken.


  So, if we are correct in this judgment, the market process, which according to our “law” of supply and demand initiates continual market tendencies toward the correction of such imbalances, would appear to be benign. It tends to discover and to correct “erroneous” market decisions—that is, decisions which operate to frustrate the exploitation of potentially mutually gainful exchanges.


  Although we have been careful to express this approving judgment (for the outcome of the “law” of supply and demand) strictly in tentative terms, we shall find that it in fact holds more robustly than we have suggested. As we shall see in the final article of this series, it tends to hold even when we drop the special assumptions made in this section. There is a definite sense in which the “positive” theory of supply and demand leads ineluctably to an understanding of its socially benign character (that is, of its “normative” implications). We have in fact glimpsed here the basis for scientifically based economic advice. But the present article has not yet completed its exposition of the “positive” operation of the “law” of supply and demand. Before proceeding further we must explore more carefully exactly how this “law” achieves its magic—its tendency to correct market imbalance. We shall find that the “normative” discussion of this section can help us understand the “positive” operation of the competitive market process.


  How the Market Works


  As we have seen, market imbalance reflects and expresses decisions that have been made in error. Market participants have been disappointingly left with unsold goods. Had they known this previously, they might have produced fewer units of these goods; they might even have gone into entirely different lines of production; or they might have been happy to have sold for lower prices (the only reason for their having failed to do so being their erroneous conviction that they could obtain higher prices).


  Notice that this understanding of market imbalance refers, in effect, to two distinct kinds of error. One kind of error made by participants in the market we have considered is that mutually gainful exchange opportunities have simply not been taken advantage of. (Thus when market prices have been “too high,” generating offers to sell that have been rejected, this is likely to mean that mutually gainful sales could, in principle, have occurred at lower prices.) A second kind of error has meant that some market participants have been led to believe (quite erroneously) that (nonexistent) opportunities for mutually gainful exchange really did exist. The first of these two kinds of error is thus to fail to recognize existing opportunities. The second kind of error is to “see” opportunities which in fact do not exist. One might describe the first kind of error as one of undue pessimism (failure to see opportunities really staring one in the face); the second kind of error might be described as one of undue and unjustified over-optimism. This insight can help us understand the process of market adjustment, the operation of the “law” of supply and demand.


  Let us consider the errors of over-optimism. Whenever such an error occurs, it is discovered (and thus presumably corrected) almost inevitably. One’s market experience reveals where one has been over-optimistic; the opportunities that one had over-optimistically expected to encounter simply do not happen. Such chastening experience tends, almost inevitably, to rein in over-optimistic market anticipations. Such experience “teaches” where and how more realistic expectations are in order. Where over-optimistic would-be sellers had, for example, refused to sell for lower prices (confidently, but erroneously, expecting to sell at higher prices), their disappointing experience in the market tends to teach them to lower their asking prices.


  But the other kind of error (that expressing undue pessimism) does not seem capable of “automatic” correction in any similar way. An opportunity (for mutually beneficial exchange) that was not seen today by the relevant parties (and therefore not taken advantage of) may not be seen tomorrow either (even if it still exists tomorrow). Let us take an example. If different prices for “the same” item have been prevailing in different parts of “the same” market, this is a scenario in which potentially mutually advantageous trading opportunities have existed, but have been missed. After all, in any market in which buyers have been buying at higher prices while some sellers have been selling at lower prices, we have a situation where these buyers and these sellers could obviously have benefited by trading with each other at some price lower than those higher prices at which the buyers have been buying, but higher than those lower prices at which the sellers have been selling. Clearly these market participants were simply unaware of what was going on elsewhere in this same market. But there seems no obvious manner in which such unawareness might be spontaneously replaced by superior market information. There seems no obvious way through which the market might tend to replace widely divergent market prices with less divergent prices.


  It is here that the spontaneous market process depends on entrepreneurial alertness for one of the most fundamental (and widely recognized) tendencies in free, competitive markets: that prices for the same item do move toward a single price throughout the market.


  Entrepreneurial Alertness


  One of the less obvious, but nonetheless most powerful elements acting in markets is entrepreneurial alertness—the propensity of human beings to notice that which it is in their interest to notice. Sooner or later buyers paying unnecessarily high prices do tend to discover where they can obtain comparable goods at significantly lower prices. Sellers selling for unnecessarily low prices do tend to discover where they can find buyers willing to pay higher prices. Moreover, sooner or later entrepreneurs will discover that they can grasp pure profit simply by buying at the lower prices and selling at the higher prices. We do feel convinced that widely diverging prices in the same market for a given product or resource will give way in this fashion to competitive forces tending to push these diverging prices toward each other. Errors of undue pessimism do tend to be corrected in this way—as a result of entrepreneurial alertness.


  So the “law” of supply and demand explains chains of economic causation along each of two distinct dimensions. First, as we have seen earlier, it operates toward the correction of market imbalances for given items. Second, it operates to correct such imbalances at the same time as it corrects the phenomenon of divergent prices for each such item. The forces of supply and demand operate to correct “wrong” decisions that are unduly optimistic, at the same time as it operates to correct “wrong” decisions that are over-pessimistic.


  The Broad Scope of Our Analysis


  Our discussion thus far has been extremely simple both in its assumptions and its substance. We have talked of the market for a “given item” while assuming this market to be isolated and insulated from all other markets. When one broadens one’s analytical perspective to include the markets for innumerable products and resources that may be bought and sold, and to include not only simple buying and selling decisions but also decisions on what to produce and how to produce, it might appear that we are now in a world of mind-boggling complexity, for which our simple analysis has little relevance. But this is not the case. The insights of the previous sections do have immediate relevance even for the most complicated of interlocking markets.


  Consider, for example, a market in which a particular item C is produced by combining input A with input B, in accordance with some production recipe. Imagine that such production is highly profitable. The combined costs of inputs A and B are, at a given level of output, significantly lower than the revenue obtainable from selling C in the consumer-goods market. This scenario may seem fairly complicated (in comparison with the scenarios discussed earlier). But we should notice that this scenario is one in which buyers are paying higher prices than necessary, and sellers are selling at lower prices than necessary—exactly as in the single-item market discussed in the preceding section. Thus those selling A and B at prices summing to less than the price being paid for C could, in principle, have produced C and sold it for the higher price (since only A and B are needed to produce C). The profitability of this line of production results from a (disguised) divergence of prices “for the same item” in the same market (that is, it results from the circumstances that everything needed to produce C can be bought for less than the market price for C). Thus this profitability can be expected (unless we postulate monopolistic control of access to resources A and B) to tend to attract competitive entrepreneurial attention. This will tend to eliminate the profitability of this line of production (by pushing the price of C and the sum of the prices of A and B closer together).


  Although this is not the place to do so, similar analysis can demonstrate the broad relevance of our earlier discussion of the “law” of supply and demand to key aspects, at the very least, of complex market scenarios.


  Cause and Effect in Economic Affairs


  Our discussion has illustrated the way in which simple economic theory accounts for the existence of definite and systematic chains of cause and effect in economic affairs. There do exist definite ways in which economic decisions made in any one period tend to take systematic account of the other decisions being made in the same markets. In this way decisions do mold each other in systematic fashion. And we have seen how the manner in which such “molding” tends to occur appears, at least at first glance, to deserve being called “benign.” This simple analysis will help us understand, in principle, how economic theory can lead toward making judgments on the “goodness” of specific policy initiatives through an understanding of the likely consequences of such initiatives.


  We are now ready to tackle, in the final article in this series, the question posed at the beginning of the first article: Can positive economic understanding be translated into scientifically objective and valid economic advice?


  III.


  In the first section we explored some of the ambiguities and difficulties that surround the very idea of “economic advice” based on economic science. In the second article we set forth some of the basic foundations of economic science (with special reference to what the science can teach us about what we called the “benign” character of the spontaneous market process). We are now ready to draw together the various strands of our discussions and to set forth the scientific legitimacy of economic advice based on an accurate understanding of the nature and significance of the free-market process.


  As was developed in the preceding article, economic science has explicated the nature of the forces that govern the market process. What we saw was that the market process is made up of powerful tendencies set into motion by “erroneous” market decisions. Such “erroneous” (that is, uncoordinated) market decisions are responsible for “imbalances,” in which over-optimistic expectations are frustrated and disappointed, while over-pessimistic expectations are translated into overlooked opportunities for mutually beneficial exchanges. The market process consists partly of forces that tend to modify over-optimism, replacing erroneously hopeful decisions by more realistic market bids and offers (and more realistic production plans); and it consists, in addition, of “entrepreneurial” tendencies toward the discovery of hitherto overlooked opportunities. At any given time these coordinative tendencies are operating to eliminate the earlier errors—at the same time as “exogenous” changes in consumer preferences, resource availabilities, and technological possibilities are altering the very framework against which “error” is to be defined.


  To the extent that production decisions are geared, not to the satisfaction of current consumer needs, but to the satisfaction of future needs, our above capsule description of the market process must be deepened. We must recognize that a production decision may be “over-optimistic” not only in overestimating the urgency of consumer demand for today’s fresh milk, but also in overestimating the future demand for a particular style of automobile. Such a production decision may be “over-pessimistic” not only in failing to realize that today’s market will express an unsatisfied demand for cheese products (which might have been even more profitable than the production of fresh milk), but also in failing to realize that (perhaps as a result of advances in medical research), in five years’ time the demand for fresh fish (and thus the profitability of now producing fishing trawlers) may increase substantially.


  To recognize all this does not require us to change our basic understanding of the nature of the forces that make up the market process. It merely requires us to recognize that these forces operate along channels that permit us to apply our elementary understanding of the “law” of supply and demand to levels of intertemporal complexity not noticed previously. Ultimately, however, the intertemporal coordinating forces unleashed by the “law” of supply and demand operate in ways fundamentally similar to the operation of this “law” in the simplest of markets. Market decisions are continually modified to take more realistic account of future possibilities; entrepreneurs are continually alert to the possibilities of discovering hitherto unnoticed gainful opportunities (whether these opportunities are short-run or long-run in their nature).


  Is the Market Process Really Benign?


  Our discussion in the preceding section (and in parts of the preceding article) may suggest that each step of the market process is, at least in its tendency, socially beneficial. After all, this process tends to correct the erroneous expectations that individuals may have. It tends to discourage individuals whose over-optimism might otherwise inspire them to undertake projects doomed to failure. And it tends to inspire individuals to discover hitherto overlooked ways in which they can be useful to each other. To the extent that we would hope that such opportunities would be discovered, the market process, it would seem, is “benign” in its tendency. But what about the possibility that the successful achievement of mutually beneficial exchange between parties A and B is seen by party C as an undesirable development? (Economists term such situations “externalities.”) We may consider several different scenarios.


  a) Suppose, as a result of newly discovered trade possibilities between A and B, C (who had previously enjoyed B’s spending as a customer in his store) now finds his income reduced. Of course he is dismayed by the newly discovered mutually gainful exchange opportunity between A and B. (C would be similarly dismayed if, as one who used to buy from A at a low price, he now finds himself forced to match the higher price that B is now paying A in their newly discovered mutually gainful exchange.) While C certainly feels himself to have been “hurt” by the discovery, does this compromise our earlier judgment that the latter discovery is socially beneficial? The basis for our earlier judgment was the implicit assumption that the trade between A and B benefits them both (which is certainly the case) without affecting anyone else negatively (which is not the case in our present scenario).


  Without entering into any deep philosophical issues revolving around comparisons between the “harm” suffered by C and the gains enjoyed by A and B, let us carefully notice that C has not really been harmed at all. What has happened is merely that C, who had enjoyed income received by selling to B as a result of B’s earlier ignorance, is now no longer able to do so. (Or, in our alternative case, C, who had enjoyed being able to buy cheaply from A, as a result of A’s earlier ignorance, is now no longer able to do so.) C has not been harmed in the sense of having lost any of his physical assets. Nor, as we shall see, has he been harmed in the sense of having lost some of the established true value of his assets; his “harm” consists strictly in his having now to live with a more realistic assessment (by himself and others) of what his physical assets are worth, and have really been worth, to others. Up until now he has, as is presently apparent, been extracting an unrealistically and unjustifiably higher value from others, in exchange for what was really a lower-value asset.


  But what if the exchange between A and B does indeed physically harm C; suppose that what A sells to B is his service as a musician and that this music played by A is so loud and so repulsive to C that the latter feels as if physically assailed.


  Let us consider this scenario. A sells live music to B; C’s life is totally disrupted by what he considers atrocious noise. Surely we cannot describe the discovery by A and B of this opportunity for mutually gainful exchange as constituting an unambiguously socially benign development. Surely the gain to A and to B has to be offset, at least in part, by the harm caused to C. Let us distinguish two cases: (i) one in which the law recognizes C’s right not to be disturbed by other people’s music and (ii) one in which the law does not restrain individuals from disturbing others with their noise. In case (i), C’s right not to be disturbed will certainly have to be taken into account by A and B. They will, if they wish to trade with each other, have to pay C to persuade him to permit them to do so.


  If C accepts such a payment, we would have a three-way trading arrangement in which everyone (at least in his own estimation) has been made better off. B gets to hear music at a total cost that he apparently believes to be worthwhile; A plays his music for a net price (after paying C) that he finds worth his while; C, while he must now sacrifice his peace and quiet (to which he is legally entitled), finds that the payment he receives from A and/or B is more than sufficient to make it worthwhile to do so. Everyone (to whom the trade between A and B is of relevant interest) has gained from trade.


  In case (ii), in which the law does not recognize any right not to be disturbed by the noise of next-door music-lovers, C’s pain will be legitimately ignored by A and B (unless of course they choose to act altruistically to consider C’s suffering). But C has a way of making sure that his pain is taken into account by A and by B; he can offer them money to sign a contract undertaking not to play music during agreed-on periods. If they accept his money, C will consider himself to have gained (since he has purchased peace and quiet, to which he had not previously been legally entitled). If they do not agree to such a contract, C will indeed suffer from the music; but it is the legal system that is the source of this pain. The market process merely translates the legally recognized rights of A and B into corresponding realities. In both case (i) and case (ii) the market process benignly tends to reveal all relevant opportunities for mutually beneficial gain—within the given framework of legally recognized (and enforced) individual rights. We may approve or disapprove the morality of the legal system of rights, but given that system, whatever it may be, the market process benignly tends to inspire mutual discovery; it tends to bring about coordination among the decisions of all those who are considered relevant by society’s adopted system of law.


  Has Economics Proven the Market Process to Be Morally Good?


  We have seen that elementary economic reasoning shows that the market process tends to promote the discovery of hitherto overlooked possibilities for mutually beneficial exchanges. We have therefore described the process as “benign” in its tendency. Does this mean that the market process is morally “good”? Have we shown that, since the market process is economically good, we have scientifically demonstrated that public policies which promote the market process are morally good policies, while those which hinder the process are morally bad? Have we used science-based “is” statements to generate morally compelling “ought” statements? Careful examination of our reasoning will show that we have not demonstrated any necessary moral goodness in the market process—but that we have nonetheless succeeded in securing a valid basis for economic policy, properly understood.


  What we have called the “benign” results that tend to flow from the spontaneous market process are benign in a very special, limited, sense. It seems a pity that Jones, who prefers a (which he does not have) to b (which he does), is somehow (let us say as a result of unnecessary ignorance—unnecessary in the sense that it could be eliminated with virtually zero cost) held back from trading with Smith, who prefers b (which he does not have) to a (which he does). A market process that tends to reveal to both Jones and Smith a way in which they can mutually benefit each other (without harming anyone else) seems to be an obviously “socially” beneficial process. But the beneficial character of this process is strictly relative to Jones’s and Smith’s given preferences. If these preferences are, in a moral sense, praiseworthy, the process that promotes their fulfillment can be seen as morally praiseworthy too. But suppose that the a which Jones prefers is a cholesterol-laden dessert that is likely to trigger a heart attack; suppose further that the b which Smith prefers is a hectic ride on a wildly unsafe motorcycle on a busy highway. Surely many observers would think the world a morally better place without the implied exchange. But—and this is the important point—the economist who applauds the market process is doing so not as a moralist; he is doing so strictly within the “instrumentalist” framework of his profession. He is pointing out that, from a purely economic point of view (that is, in terms of given preferences and given resources), free exchange is “beneficial” in its tendency, for all relevant parties.


  An educational psychologist who has been consulted on the best color that might be chosen for the walls of a classroom may recommend a bright color that will stimulate alertness and learning. But before pronouncing this color to be morally superior to other possible classroom-wall colors, we would want to be sure that the classroom is to be used for morally good teaching purposes. If the classroom is to be the arena in which students are indoctrinated into hateful ideologies, we would probably consider a color which slows down the learning process to be morally superior to the alertness-inducing color. “Goodness” is strictly relative to the professional focus of the expert. For the educational psychologist this focus is the promotion of alertness to new information—regardless of the moral status of that information. For the economist the professional focus is the fulfillment of mutually beneficial opportunities for exchange, based on given preferences and resources—regardless of the moral status of those preferences.


  But if this is properly understood, it does not appear to be wrong to label a coordinative economic policy to be “good economic policy,” since it does promote mutual discovery among the Smiths and the Joneses. The economist who argues that one economic policy is economically better than another policy is doing so strictly within his professional framework.


  What We Have Not Claimed


  There are other claims that are not implied by our claim on behalf of the economic goodness of the market process. To show this does not, however, call for philosophical or moral insight; it simply requires rigorous economic reasoning.


  For example, take the idea that free markets maximize national wealth. Now the great economists who were the founding fathers of the discipline—the “classical economists”—did indeed define their science as the “science of wealth.” It is well known that the (short) title of Adam Smith’s classic work is The Wealth of Nations. As we noted in the first article, Smith, followed by the other classical economists, took it for granted that the objective of good economic policy is to increase national wealth. Yet the very meaning of the term “aggregate national wealth” (especially if confined as it was in classical economics to material wealth) begins to crumble away, as a scientifically useful term, as soon as it is subjected to analysis.


  Two bushels of wheat may certainly appear as more wealth than one bushel. But are they also more wealth than, say, a package of one bushel of wheat and one sack of potatoes? And even when we consider only wheat, are we sure that two bushels owned by a single wealthy person constitutes more wealth than one bushel that has been somehow distributed among several desperately poor large families? Simply drawing attention to the valuation problems of adding up apples and oranges, or to the complications introduced by the insights of subjectivist (and especially, Austrian) economics, explains why economists at the end of the nineteenth century sought to replace the criterion of aggregate national wealth by less-physical concepts. One such concept, which came to be associated particularly with the work of British economist A. C. Pigou, was that of the aggregate national “economic welfare.” What good economic policy seeks to maximize, according to this approach, is the aggregate economic well-being of the members of society.


  But the idea of treating individual economic welfare as something that might in principle be added together with someone else’s individual economic welfare is one which could hardly be sustained. In particular Austrian economics, which had pioneered the subjectivist understanding of consumer utility, could never accept any such aggregate notion. Moreover, attempts to replace direct notions of aggregate welfare by less-direct formulations (that is, those implied in the notions of aggregate efficiency in the allocation by society of its economic resources) are easily seen to be doomed to failure.


  Thus, it turns out, economic policy advice cannot meaningfully claim to be based on the idea that a particular policy should be described as economically “good” because it tends to promote aggregate wealth, or aggregate economic welfare, or a more efficient allocation of a society’s economic resources. We seem to be forced back to the more modest (but yet enormously important!) claims examined earlier—that certain economic policies may be shown to promote mutual discovery by potential market participants (and may therefore be considered to be “economically good” policies). Sometimes, as we have indicated, this is expressed by pointing out that such policies promote “coordination” among the decisions made in a society. They tend to alert relevant market participants about the possibilities available to them, tending thus to ensure that potentially beneficial opportunities for innovative production, and mutually gainful exchange, do not go unnoticed and unexploited. Implicit in the work of Ludwig von Mises, however, are insights into several additional criteria for judging economic policies to be good or bad.


  Ludwig von Mises and the Goodness (or Badness) of Economic Policies


  Mises never did fully explain the basis on which he felt able to pronounce an economic policy to be good or bad. He never (as far as I am aware) explicitly discussed the “coordination” criterion for good economic policy to which we have repeatedly referred. But there are grounds for believing our position in this article to be consistent with Mises’s philosophical and economic perspectives. In his explicit discussions Mises seems to have grounded his judgments (on the goodness or badness of economic policies) on one or more of three separate foundations:


  Self-Frustrating Economic Policies: A policy that can be shown by economic science to bring about results that are emphatically not desired by the policymakers themselves is bad policy. A classic Misesian example of this was the policy of urban residential rent control. Whatever the merits might be of the results hoped for from a policy of rent control, it must be pronounced a bad policy. Economic analysis shows that it tends to generate housing shortages—which were not (one hopes!) the objective of the legislators.


  Unsustainable Policies: A policy that can be shown to be inherently impossible to be successfully carried out is an obviously flawed policy. For Mises a policy of monetary inflation (to fuel a boom in the initiation of long-term capital-using ventures) is a bad policy because economics shows how extremely unlikely it is that any such sustainable boom will result. Such a boom can be sustained only through long-run consumer sacrifices, which the consumers are not in fact prepared to make. Such policies amount to attempts to run simultaneously in two opposite directions. Economics can show that a particular policy cannot expect to be successfully completed. Such a policy may be described as bad policy.


  Violations of Consumer Sovereignty: Mises (like most economists) apparently supposed that most people believe it to be a “good thing” for members of society to fulfill their preferences. He therefore shared the conviction of most economists that a policy which structures a society’s allocation of resources in patterns clearly at odds with the dynamics of consumer preferences is an economically “bad” policy. A policy that creates a pattern of excise taxes tending to nudge consumer purchases away from goods and services the consumers prefer, toward goods and services legislators believe to be “better” for consumers—is a policy that Mises believed to be “bad,” because it violates consumer sovereignty.


  Science and Passion


  We noted in the first article in this series that writers have been puzzled by the passion with which Mises denounced what he believed to be bad economic policies. Fritz Machlup, an eminent economist and devoted student of Mises, was one of these writers. Mises’s passion seems, at first glance, difficult to reconcile with his own insistence on the absolute necessity for scientific wertfreiheit—detached objectivity—in social science. When Mises denounced socialism as a disastrous economic system—one that tends to impoverish society, to bring misery on its members, and to threaten the very survival of Western civilization—he waxed passionate. He was firmly convinced that economic science shows all this to be true. (In particular he was convinced that economics demonstrates how the most benevolent of would-be national planners would not be able to plan [that is, to coordinate individual activities] at all! Thus a policy of socialism—that is, a system in which an integrated, single, national plan is sought to replace the “anarchy” of innumerable individual plans in a free-market society—is one that is simply impossible to carry out [just as would be a policy aiming to run in two opposite directions at the same time].)


  But by now it should be clear that there is no inconsistency in Mises’s positions. Because Mises believed—on objective, scientific grounds—that socialism is a sure recipe for misery and worse, he believed it to be his moral duty to communicate his belief to society with whatever passion might be able to command attention and inspire political relief. Machlup may have seen this as a violation of wertfreiheit. Mises would have vehemently disagreed. His passion was—like the passion of someone earnestly preaching the health dangers of tobacco smoking—based on cold, objective science.


  As we saw in the first article, the eminent economist George Stigler believed that any “preaching” by any economist for any particular economic policy is, on grounds of consumer sovereignty, out of order. Stigler believed that the public already knows full well what the likely results of any economic policy are likely to be. If the economist is preaching against a policy voluntarily adopted by the public through its political channels, he is simply attempting to promote what he believes to be better for society over what society believes to be better.


  But economic science surely has, again and again, revealed how particular policies result in outcomes not foreseen by policymakers, or by those who elected or appointed them. Economics shows how imperfect knowledge may be responsible for enormously valuable (and completely overlooked) opportunities remaining unexploited. It is no violation of consumer sovereignty to demonstrate where such ignorance has been (or is likely to be) responsible for disastrous results. In fact, to demonstrate this is to promote consumer sovereignty. As long as the philosophical and moral detachment of economic science is well understood, this science can be used, in a wertfrei manner, to inform the public of what it does not yet know. Where the results of such ignorance are likely to be serious, the economist (in his capacity now of a citizen fully alive to society’s suffering) may consider it his moral obligation to bring the results of his objective scientific researches to the attention of the public. Such moral obligation may indeed be expressed with Misesian white-hot passion—but this is, in principle, in no way inconsistent with the cold objectivity with which those researches were conducted.


  Advertising


  [From a lecture delivered September 1, 1972]


  Advertising has been badly treated by many scholars who should know better. Not only Marxists and liberals, but even conservatives have given advertising a bad press. Let us examine some of the criticisms.


  First, many advertising messages are said to be offensive—by esthetic or ethical and moral standards. Unfettered, unhampered, laissez-faire capitalism, it is contended, would propagate such messages in a way that could very well demoralize and offend the tastes and morals of members of society.


  Second, advertising, it is argued, is deceitful, fraudulent, full of lies. Misinformation is spread by advertising, in print, on the airwaves, and this does harm to the members of society; for that reason advertising should be controlled, limited, taxed may.


  Third, it is argued that where advertising is not deceitful, it is at best persuasive. That is, it attempts to change people’s tastes. It attempts not to fulfill the desires of man but to change his desires to fit that which has been produced. The claim of the market economist has always been that the free market generates the flow of production along the lines that satisfy consumer tastes; their tastes determine what shall be produced—briefly, consumer sovereignty. On the contrary, the critics of advertising argue, capitalism has developed into a system where producers produce and then mold men’s minds to buy that which has been produced. Rather than production being governed by consumer sovereignty, quite the reverse: the consumer is governed by producer sovereignty.


  A fourth criticism has been that advertising propagates monopoly and is antithetical to competition. In a competitive economy, it is pointed out, there would be no advertising; each seller would sell as much as he would like to sell without having to convince consumers to buy that which they would not otherwise have bought. So, advertising is made possible by imperfections in the market. More seriously, it is contended, advertising leads toward monopoly by building up a wall of good will, a protective wall of loyalty among consumers which renders a particular product immune to outside competition. Competing products, which do not share in the fruits of the advertising campaign, find themselves on the outside. This barrier to entry may gradually lead a particular producer to control a share of the market which is rendered invulnerable to the winds of outside competition.


  Finally—and this in a way sums up all of these criticisms—advertising is condemned as wasteful. The consumer pays a price for a product which covers a very large sum of money spent on advertising. Advertising does not change the commodity that has been purchased; it could have been produced and sold at a much lower price without the advertising. In other words, resources are being used and paid for by the consumer without his receiving anything that he could not have received in their absence.


  These are serious criticisms. We have learned to expect them to be emphasized by contemporary liberal economists. To Marxist thinkers, again, advertising is essential for capitalism; it is seen as a socially useless device necessary in order to get excess production sold. They see no positive elements in advertising at all. But even conservative thinkers and economists have pointed out some apparent limitations, weaknesses, criticisms of advertising.


  The Free Economy and How It Functions


  It is not my purpose here to defend each and every advertising message. I would rather discuss a free economy, a laissez-faire economy, pure capitalism. I would like to show that in such a world, advertising would emerge with a positive role to play; that it would add to the efficiency with which consumer wants are satisfied; and that, while the real world is far from perfect, a large volume of the criticism would fade away were it understood what role advertising, in fact, has to play in a pure market economy.


  Let me imagine a world, a free market, in which there are no deceitful men at all. All the messages beamed to consumers and prospective consumers would be, as far as the advertisers themselves believe, the strict truth. We will consider later the implications of the fact that men are imperfect and that men succumb to the temptation in selling something to say a little bit less, a little bit more, than the exact truth. In the meantime, let us talk about a world of honest men, men who do not try to deceive.


  Further, let us imagine a pure market economy with government intervention kept to the absolute minimum—the night watchman role. The government stands to the sidelines and ensures the protection of private property rights, the enforcement of contracts freely entered into. Everyone then proceeds to play the game of the free market economy with producers producing that which they believe can be sold to the consumers at the highest possible money price. Entrepreneur producers, who detect where resources are currently being used in less than optimum fashion, take these resources and transfer them to other uses in the economy where they will serve consumer wants which the entrepreneurs believe are more urgently desired, as measured by the amounts of money consumers are willing to pay for various products.


  We will assume that there is freedom of entry into all industries. No entrepreneur has sole control over any resource that is uniquely necessary for the production of a given product. No government licenses are required in order to enter into the practice of a given profession or to introduce a particular product. All entrepreneurs are free to produce what they believe to be profitable. All resource owners are free to sell their resources, whether labor, natural resources, capital goods. They are free to sell or rent these resources to the highest bidder. In this way the agitation of the market gradually shuffles resources around until they begin to be used to produce those products which consumers value most highly. Consumers arrange their spending to buy the commodities they believe to be most urgently needed by themselves. And the market flows on in the way that we understand it.


  Open Competition


  We say this is a free market, a laissez-faire, competitive system. But we do not mean a perfectly competitive market, as this notion has been developed by the neo-classical economists. In a perfectly competitive market, each seller faces a demand curve which is perfectly horizontal. That is to say, each seller believes that he can sell as much as he would like to sell without having to lower the price. Each buyer faces a perfectly horizontal supply curve and each buyer believes that he can buy as much as he would like to buy of anything without having to offer a higher price. In such a world of “perfect competition,” we have what we call an “equilibrium” situation, that is a situation where all things have already been fully adjusted to one another. All activities, all decisions have been fully coordinated by the market so that there are no disappointments. No participant in the economy discovers that he could have done something better. No participant in the economy discovers that he has made plans to do something which it turns out he cannot do.


  In this model of the perfectly competitive economy, there would in fact be no competition in the sense in which the layman, or the businessman, understands the term. The term “competition” to the businessman, the layman, means an activity designed to outstrip one’s competitors, a rivalrous activity designed to get ahead of one’s colleagues, or those with whom one is competing. In a world of equilibrium, a world of “perfect competition,” there would be no room for further rivalry. There would be no reason to attempt to do something better than is currently being done. There would, in fact, be no competition in the everyday sense of the term.


  When we describe the laissez-faire economy as competitive, we mean something quite different. We mean an economy in which there is complete freedom of entry; if anyone believes that he can produce something that can serve consumers’ wants more faithfully, he can try to do it. If anyone believes that the current producers are producing at a price which is too high, then he is free to try to produce and sell at a lower price. This is what competition means. It does not mean that the market has already attained the “equilibrium” situation, which goes under the very embarrassing technical name of “perfectly competitive economy.”


  Non-Price Competition


  Now, economists and others understand generally that competition means price competition: offering to sell at a lower price than your competitors are asking, or offering to buy at a higher price than your competitors are bidding. Entrepreneurs will offer higher prices than others are offering for scarce labor. They will offer to sell a product at lower prices than the competing store is asking. This is what price competition means. This is the most obvious form in which competition manifests itself.


  However, we must remember that there is another kind of competition, sometimes called “non-price competition,” sometimes called “quality competition.” Competition takes the form not only of producing the identical product which your competitors are producing and selling it at a lower price, not only in buying the identical resource which your competitors are buying and offering a higher price. Competition means sometimes offering a better product, or perhaps an inferior product, a product which is more in line with what the entrepreneur believes consumers are in fact desirous of purchasing. It means producing a different model of a product, a different quality, putting it in a different package, selling it in a store with a different kind of lighting, selling it along with an offer of free parking, selling through salesmen who smile more genuinely, more sincerely. It means competing in many, many ways besides the pure price which is asked of the consumer in monetary terms.


  With freedom of entry, every entrepreneur is free to choose the exact package, the exact opportunity which he will lay before the public. Each opportunity, each package has many dimensions. He can choose the specifications for his package by changing many, many of these variables. The precise opportunity that he will lay before the public will be that which, in his opinion, is more urgently desired by the consumer as compared with that which happens to be produced by others. So long as there’s freedom of entry, the fact that my product is different from his does not mean that I am a monopolist.


  A Disservice to Economics


  The late Professor Edward H. Chamberlin of Harvard did economics a great disservice in arguing that because a producer is producing a unique product, slightly different from what the fellow across the street is producing, in some sense he is a monopolist. So long as there’s freedom of entry, so long as the man across the road can do exactly what I’m doing, the fact that he is not doing exactly what I’m doing is simply the result of his different entrepreneurial judgment. He believes that he can do better with his model. I believe I can do better with mine. I believe that free parking is more important to consumers than fancy lighting in the store. He gives a different package than I do. Not because he couldn’t do what I’m doing, not because I couldn’t do what he’s doing, but because each believes that he knows better what the consumer is most anxious to acquire. This is what we mean by competition in the broadest sense, not merely price competition, but quality competition in its manifold possible manifestations.


  Professor Chamberlin popularized a distinction which was not original with him but which owes its present widely circulated popularity primarily to his work. That is a distinction between “production costs” and “selling costs.” In his book of almost forty years ago, The Theory of Monopolistic Competition, Chamberlin argued that there are two kinds of costs which manufacturers, producers, sellers, suppliers incur. First, they incur the fabrication costs, the costs of producing what it is they want to sell. Second, they incur additional expenditures that do not produce the product or change it or improve it, but merely get it sold. Advertising, of course, is the most obvious example which Chamberlin cited. But “selling costs” of all kinds were considered by him to be sharply different from “production costs.” In his original formulation, Chamberlin argued that “production costs” are costs incurred to produce the product for a given Demand Curve while “selling costs” simply shift the Demand Curve over to the right. That is to say, the same product is now purchased in greater quantities at a given price but the product is the same.


  A False Distinction


  The fallacy in the distinction between production costs and selling costs is fairly easy to notice. In fact, it is impossible for the outside observer—except as he resorts to arbitrary judgments of value—to distinguish between expenditures which do, and expenditures which do not, alter the product. We know as economists that a product is not an objective quantity of steel or paper. A product is that which is perceived, understood, desired by a consumer. If there are two products otherwise similar to the outside eye which happen to be considered to be different products by the consumer, then to the economist these are different products.


  Ludwig von Mises gives the example, which cannot be improved upon, of eating in a restaurant. A man has a choice of two restaurants, serving identical meals, identical food. But in one restaurant they haven’t swept the floor for six weeks. The meals are the same. The food is the same. How shall be describe the money spent by the other restaurant in sweeping the floor? “Production costs” or “selling costs?” Does sweeping change the food? No. Surely, then, it could be argued that this is strictly a “selling cost.” It is like advertising. The food remains the same; but, because you have a man sweeping out the floor, more people come to this restaurant than to that. But this is nonsense. What you buy when you enter a restaurant is not the food alone. What you buy is a meal, served in certain surroundings. If the surroundings are more desirable, it’s a different meal, it’s a different package. That which has been spent to change the package is as much production cost as the salary paid to the cook; no difference.


  Another example that I recall was the case of the coal being run out of Newcastle and traveling along the railroad toward London. Every mile that coal travels nearer the London drawing room, the Demand Curve shifts over to the right. How shall we describe that transportation cost? “Production cost” or “selling cost?” Of course, it’s “production cost.” In fact, it’s “selling cost” too. All “production costs” are “selling costs.” All costs of production are incurred in order to produce something which will be more desirable than the raw materials.


  You take raw meat and turn it into cooked steak. The act of changing the raw meat into cooked steak is to make the consumer desire it more eagerly. Does this simply shift the Demand Curve over to the right? Of course, it does that. It does it by changing the product.


  Another example supposes there are two identical pieces of steel, except that one piece has been blessed, while the other piece is subject to a spiritual taint, which to the scientist is not there but which is very vivid and vital to the consumer. How shall we describe the expenditure on the commodities? Shall be describe the difference between them as nonexistent? Or should we not recognize that, if something is spiritually tainted to the consumer—in his view, not necessarily in mine or yours or the economist’s or other than in the mind of the consumer—then he will not buy the tainted item, even though to the objective laboratory scientist there’s no difference between the items? The economist has recognized these as two different commodities. There’ll be two Demand Curves. The fact that the scientist doesn’t see any difference—they look the same, they smell the same, if you touch them they feel the same—is irrelevant. We know, as economists, that what we find in a commodity is not the objective matter that is inside it, but how it is received by the consumer.


  Clearly then, the distinction between a so-called “selling cost” and “production cost” is quite arbitrary. It depends entirely on the value judgments of the outside observer. The outside observer can say that this particular selling effort does not change the product, but in that situation he is arrogating to himself the prerogative of pronouncing what is and what is not a product. That is something which violates our fundamental notions of individual consumer freedom: that a consumer’s needs are defined by no one else other than himself. This may seem quite a detour from advertising and yet it is all relevant to the question of what role advertising has to play.


  The Provision of Information


  Let us consider how some of these notions apply to the matter of information. One of the standard defenses for advertising is that it provides a service which consumers value the provision of knowledge, the provision of information. People buy books. People go to college. People enroll in all kinds of courses. Advertising is simply another way of providing information. To be sure, it would seem that the information provided by suppliers comes from a tainted source, but don’t forget that we are imagining for the meantime a world without deceitful people.


  We can even relax that assumption for a moment. It may be cheaper for the consumer to get his information from the supplier or the producer than from an outside source. In other words, if you, a consumer, have the choice of acquiring information about a particular product—either more cheaply from the producer or more expensively from an outside, “objective” source—you may decide that, on balance, you’re likely to get a better deal, penny-for-penny, information-wise, by reading the information of the producer, scanning it perhaps with some skepticism, but nonetheless relying on that rather than buying it from an outside source. Technically, this involves what is known as the problem of transactions costs. It may be more economical for the information to be packaged together with the product, or at least to be produced jointly with the product, than to have the information produced and communicated by an outside source. This is a possibility not to be ignored.


  Advertising provides information, and this goes a long way to explain the role which advertising and other kinds of selling efforts must play. Does this not seem to contradict the point just made, that there is no distinction between “production costs” and “selling costs”? Surely information about a product is distinct from the product. Surely the costs incurred to provide information are a different kind of costs than the costs incurred to produce the product. The answer is clearly, no. Information is produced; it is desired; it is a product; it is purchased jointly with the product itself; it is a part of the package; and it is something which consumers value. Its provision is not something performed on the outside that makes people consume something which they would not have consumed before. It is something for which people are willing to pay; it is a service.


  You can distinguish different parts of a service. You can distinguish between four wheels and a car. But the four wheels are complementary commodities. That is to say, the usefulness of the one is virtually nil without the availability of the other. The car and gasoline are two separate products, to be sure, and yet they are purchased jointly, perhaps from different producers, different suppliers, but they are nonetheless parts of a total package, a total product. If it happens that the information is produced and sold jointly with the product itself, then we have no reason to question the characteristics of the costs of providing information as true “production costs,” not producing necessarily the physical commodity about which information is produced, but producing information which is independently desired by consumers, independently but jointly demanded, complementarily used together with the “product” itself. In other words, the service of providing information is the service of providing something which is needed just as importantly as the “product” itself.


  Why the Shouting?


  There is another aspect of advertising which is often overlooked. Information is exceedingly important. But, surely, it is argued, information can be provided without the characteristics of advertising that we know, without the color, without the emotion, without the offensive aspects of advertising. Surely information can be provided in simple straightforward terms. The address of this and this store is this and this place. These and these qualities of commodities are available at these and these prices. Why do illustrated advertising messages have to be projected? Why do all kinds of obviously uninformative matter have to be introduced into advertising messages? This is what renders the information aspects of advertising so suspect. The Marxists simply laugh it away. They say it is ridiculous to contend that advertising provides any kind of genuine information. If one rests the defense of advertising on its informative role, then one has a lot of explaining to do. One has to explain why information that could be provided in clear cut, straightforward terms is provided in such garish and loud forms, in the way that we know it.


  The answer, I think, is that advertising does much more than provide information which the consumer wishes to have. This is something which is often overlooked, even by economists. Supposing I set up a gas station. I buy gasoline and I have it poured into my cellar, my tanks. I have a pump carefully hidden behind some bushes, and cars that come down the road can buy gas if they know that I’m here. But I don’t go to the effort to let them know I’m here. I don’t put out a sign. Well, gas without information is like a car without gas. Information is a service required complementarily with the gas.


  Customers Want to Know Where to Find the Product


  Supposing, then, I take a piece of paper, type very neatly in capital letters, “GAS,” and stick it on my door. Cars speed down the road in need of gas, but they don’t stop to read my sign. What is missing here? Information is missing. Don’t people want information? Yes. They would like to know where the gas station is, but it’s a well kept secret. Now, people are looking for that information. It’s my task as an entrepreneur not only to have gas available but to have it in a form which is known to consumers. It is my task to supply gas-which-is-known-about, not to provide gas and information.


  I have not only to produce opportunities which are available to consumers; I have to make consumers aware of these opportunities. This is a point which is often overlooked. An opportunity which is not known, an opportunity to which a consumer is not fully awakened, is simply not an opportunity. I am not fulfilling my entrepreneurial task unless I project to the consumer the awareness of the opportunity. How do I do that? I do that, not with a little sign on my door, but with a big neon sign, saying GAS; and better than that I chalk up the price; and better than that I make sure that the price is lower than the price at nearby stations; and I do all the other things that are necessary to make the consumer fully aware of the opportunity that I am in fact prepared to put before him. In other words, the final package consists not only of abstract academic information but in having the final product placed in front of the consumer in such a form that he cannot miss it. Free $10 Bills!


  The strange thing about the world in which we live is that it is a world in which $10 bills are floating around, free $10 bills! The problem is that very few of us notice these $10 bills. It is the role of the entrepreneur to notice the existence of $10 bills. An entrepreneur buys resources for $10 and he sells the product for $20. He is aware that resources available for $10 are currently being used in less than optimum fashion, that commodities for which consumers are willing to pay $20 are not being produced, and he puts these things together. He sees the $10 bill and makes the combination which other people do not see. Anybody might do it—freedom of entry. The entrepreneur notices the $10 bill, gets it for himself by placing in front of the consumer something which he had not noticed. If the consumer knew where he could buy resources for $10 and get the product that is worth $20, he wouldn’t buy from the entrepreneur. He would do it himself. Since he doesn’t know, I, as entrepreneur, have to create this opportunity and make the consumer aware.


  It is not enough to buy gas and put it in the ground. The entrepreneur puts it in the ground in a form that the consumer recognizes. To do this requires much more than fabrication. It requires communication. It requires more than simple information. It requires more than writing a book, publishing it, and having it on a library shelf. It requires more than putting something in a newspaper in a classified ad and expecting the consumer to see it. You have to put it in front of the consumer in a form that he will see. Otherwise, you’re not performing your entrepreneurial task.


  The Growth of Advertising


  Advertising has grown. Compare the volume of advertising today with the volume of 100 years ago and it has grown tremendously. More! Consider the price of a commodity that you buy in a drug store or in a supermarket. Find out what portion of that price can be attributed to advertising costs and it turns out that a much larger percentage of the final cost to the consumer can be attributed to advertising today than could have been attributed 50 years ago, 70 years ago, 100 years ago. Why is this? Why has advertising expenditure grown in proportion to total value of output? Why has advertising expenditure grown in proportion to the price of a finished commodity? Why has advertising apparently grown more offensive, more loud, more shrill? It’s fairly easy to understand.


  I give, as example, the lobby walls of a college building that I know very well. At one time this was a handsome lobby with walls of thick marble; you could walk from one end of the building to the other and the walls would be clear. Some years ago an enterprising entrepreneur decided to use some free advertising space. He put up a sign. It was the only sign on the wall; everybody looked at it, saw the message. I don’t remember what the message was or whether it was torn down, but I do remember that soon afterward those walls were full of signs. As you walked down the passage, you could read all kinds of messages, all kinds of student activities, non-student activities, student non-activities. It was fairly easy to learn about what was going on simply by reading the signs.


  At first, the signs did not have to be big. But as advertisers saw the opportunity, the free space gradually filled up. The Ricardian rent theory came into play; all the free land was in use. And as the free land or space was taken, of course, it became more and more important to get up early to paste up your sign. That was the “rent,” the high price, getting up early. But more than that, it became necessary now to arouse all kinds of interest in me in order to get me to read these signs. In other words, the variety and multiplicity of messages make it harder and harder to get a hearing.


  The Price of Affluence


  We live in a world which is often described as an “affluent society.” An affluent society is one in which there are many, many opportunities placed before consumers. The consumer enters a supermarket and if he is to make a sensible, intelligent decision he is going to have to spend several hours calculating very carefully, reading, rereading everything that’s on the packages and doing a complete research job before feeding all the information into the computer and waiting for the optimum package to be read off. It’s a tough job to be a consumer. And the multiplicity of opportunities makes it necessary for advertisers, for producers, to project more and more provocative messages if they want to be heard. This is a cost of affluence. It is a cost, certainly; something that we’d much rather do without, if we could; but we can’t.


  The number of commodities that have been produced is so great that in order for any one particular product to be brought to the attention of the consumer a large volume of advertising is necessary. And we can expect to get more and more. Is it part of production costs? Very definitely, yes. It is completely arbitrary for anyone to argue that, whether or not the consumer knows it, the commodity is there anyway, so that when he pays the price which includes the advertising communication he is paying more than is necessary for the opportunity made available. For an opportunity to be made available, it must be in a form which it is impossible to miss. And this is what advertising is all about.


  One more word about the offensiveness of advertising. Ultimately in a free market, consumers tend to get what they want. The kinds of products produced will reflect the desires of the consumer. A society which wants moral objects will get moral objects. A society which wants immoral objects will tend to get immoral objects. Advertised communication is part of the total package produced and made available to consumers. The kind of advertising we get, sad to say, is what we deserve. The kind of advertising we get reflects the kind of people that we are. No doubt, a different kind of advertising would be better, more moral, more ethical in many respects; but I’m afraid we have no one to blame but ourselves, as in all cases where one deplores that which is produced by a market society.


  A final word about deceit. Of course, deceitful advertising is to be condemned on both moral and economic grounds. But we have to put it in perspective. Let me read from one very eminent economist who writes as follows:


  
    The formation of wants is a complex process. No doubt wants are modified by Madison Avenue. They are modified by Washington, by the university faculties and by churches. And it is not at all clear that Madison Avenue has the advantage when it comes to false claims and exaggerations.[1]

  


  Take with a Grain of Salt


  In other words, we live in a world where you have to be careful what you read, to whom you listen, whom to believe. And it’s true of everything, every aspect of life. If one were to believe everything projected at him, he would be in a sorry state.


  It is very easy to pick out the wrong messages to believe. Now, this doesn’t in any way condone or justify deceitful messages of any kind. We have to recognize, however, while particular producers may have a short-run interest in projecting a message to consumers of doubtful veracity, that so long as there’s freedom of competition the consumer has his choice not only of which product to buy but who to believe. And notice what is the alternative in this world of imperfect human beings. The alternative, of course, is government control—still by imperfect human beings. So there is no way to render oneself invulnerable to the possibility of false, fraudulent, deceitful messages.


  It would be nice to live in a world where no deceitful men were present. It would be cheaper. You could believe any message received. You wouldn’t have to check out the credentials of every advertiser. But that is not the world in which we live. You check out the credit standing of individuals, the character of people with whom you deal; and this is an unavoidable, necessary cost. To blame advertising for the imperfections and weaknesses of mankind is unfair. Advertising would exist under any type of free market system. Advertising would be less deceitful if men were less deceitful. It would be more ethical, less offensive, if men were less offensive and more ethical. But advertising itself is an integral, inescapable aspect of the market economy.


  


  [1] H. Demsetz, “The Technostructure, Forty-Six Years Later,” (Yale Law Journal, 1968), p. 810.


  Human Action: An Epic Literary Event in 1949


  A great book, it has been remarked, is like a great castle. It can be viewed from many different angles, each offering a unique perspective. Viewing Ludwig von Mises’s monumental work from the vantage of 2009 permits one to see with great clarity one fascinating aspect of the book—the sheer drama of its emergence at the time that it appeared. This is a theme on which I have touched more than once over the years. I am grateful for the present opportunity to articulate this theme in somewhat greater detail.


  Some 13 years ago (in the May 1996 issue of The Freeman, which celebrated the first 50 years of public service splendidly contributed by the Foundation for Economic Education), I dwelt on the pivotal role played by FEE in upholding the flag of Austrian economics. I dwelt especially on the role it played (most importantly by providing Mises with a congenial “base”) in nurturing the Austrian economics tradition during decades in which the professional reputation of the school was at its very lowest. That paper focused, in part, on the contribution of the Foundation to the subsequent revival of Austrian economics in this country. The present note complements that earlier piece by focusing on the altogether dramatic character of the long-run impact of this magnum opus of Mises, a work that anchored everything which Mises was to write under FEE auspices, and to which the Austrian economics revival is, unquestionably, to be attributed.


  The Intellectual Drama of Human Action


  The term “drama” may seem out of place in regard to a serious tome on the foundations of a serious discipline. But Human Action is no ordinary work. It is a work which, at the time, was seen as written in starkly uncompromising fashion, articulating a particular worldview and a particular understanding of economics—at a time when that worldview and that understanding were thought to have been decisively nudged off the professional stage. The book came to be summarily dismissed, and subsequently ignored, as the last gasp of a dying intellectual tradition. But this judgment was grievously mistaken.


  Human Action was not a work merely presenting, once again, the ideas of an earlier tradition. The book in fact represented, we must point out, a dramatic revision, a dramatic deepening of the insights of the Austrian school. Precisely when the Austrian economics tradition was widely seen as virtually dead, as material only for treatises on the history of economic thought—precisely at that time that very tradition brilliantly produced a sparkling, fresh, fundamentally new interpretation of its central tenets. Six decades later we can see how Mises’s revision and reinterpretation inspired a revival of serious academic and scholarly interest in Austrian economics. Seen from this perspective, the 1949 publication of Human Action must surely be recognized as a dramatic episode in the history of economics.


  The Decline of Austrian Economics, 1932–1945


  At the outset of the 1930s the Austrian school of economics was recognized on the continent, in the United Kingdom, and in the United States as an important component of contemporary academic economics. For young scholars from America visiting the European academies at that time, an invitation to present their work at a seminar at the University of Vienna was a highly valued professional achievement. In Britain, Lionel Robbins, the most prominent economist at the University of London, published his 1932 classic, An Essay on the Nature and Significance of Economic Science, replete with insights and citations the author had culled from the Austrian literature and from his visits to Vienna. In that same year Robbins invited the brilliant young Friedrich Hayek (a close associate and protégé of Mises) to join the London faculty in a prestigious professorship. And Hayek’s appearance on the British academic scene had an almost dramatic impact on British economics discussion, especially in regard to capital and monetary theory.


  Yet just a few short years later, it seemed, this success had evaporated. The advance of economic theory in the ’30s (advances related in particular to the work of Piero Sraffa and John Maynard Keynes, to theories of imperfect and monopolistic competition, to the theories of socialist economics, and to sophisticated advances in mathematical economics) seemed to have left the Austrians far behind. They were seen to have been defeated by Keynes (in regard to macroeconomic issues), by Frank Knight (in regard to capital theory), and by Oskar Lange and by Abba Lerner (on the possibility of efficient socialist economic planning), and to have failed to keep pace with the exciting developments in welfare theory, econometrics, and mathematical economics. The physical dispersal of the circle of Vienna economists who had attended Mises’s famed privatseminar as a result of the political turmoil of the times certainly contributed to the impression that the Vienna tradition was no longer a live component of modern economic thought. (Mises himself had left Vienna for Geneva in 1934.) Although Mises published Nationalökonomie in Geneva in 1940 and Hayek published The Pure Theory of Capital in 1941, the economics profession paid virtually no attention to these works. By the end of World War II, with Mises a refugee in New York and without a regular academic position, the outlook for the future of the Menger-Böhm-Bawerk tradition seemed bleak indeed.


  Moreover, it can be argued, certain aspects of the developments in mainstream economic theory during the ’30s—despite their overall thrust away from the path of Austrian theory—may well have seemed to erode the case for a distinctive Austrian presence. In its early years the Austrian school had gained its distinctiveness from its pioneering challenge to the dominance of the German Historical School. But by the 1930s, that war (on behalf of the legitimacy of abstract economic theory) had been decisively won; all the major schools of European economic thought were on the side of the Austrians in regard to the role of pure theory. And in 1932 Mises himself had written to the effect that all “modern” schools of economic thought subscribe to the same set of economic principles, albeit in different languages and with different modes of exposition. Mises himself, it seems clear, had (in 1932) not recognized the gulf that (as would later become amply clear!) separated the dominant Anglo-American mainstream from the economics that Mises himself identified with the Austrian tradition. So a number of Mises’s disciples (including, perhaps, Fritz Machlup, Gottfried Haberler, and Paul Rosenstein-Rodan) might be excused for thinking that what was important to the Austrian tradition was by now (the ’30s) well-accepted in mainstream economics. There was no intellectual profit, such Austrians came to believe, to be gained by insisting on the distinctiveness of the Austrian label.


  The Socialist Calculation Debate and the Mises-Hayek Revolution


  Yet if the immediate post-World War II scene appeared so wholly inhospitable to a distinctive Austrian economics, both Mises and Hayek were in fact working, independently but along parallel paths, toward a revolutionary reinterpretation of their intellectual heritage. (This note is, of course, focusing on Mises’s classic work of 1949. But it would be a serious mistake to fail to note that the “drama” we have seen in the appearance of Mises’s book had its parallel in the appearance of Hayek’s 1948–49 volume of essays, Individualism and Economic Order. I have elsewhere discussed the complementarity between those two contributions in “Ludwig von Mises and Friedrich von Hayek: The Modern Extension of Austrian Subjectivism” republished as chapter 7 in my The Meaning of Market Process: Essays in the Development of Modern Austrian Economics.)


  The “socialist economic calculation debate” that raged in the prewar decade had, it seems reasonable to believe, induced the revolutionary revisions in their understanding of markets. The uncritical acceptance by the economics profession of the Lange-Lerner thesis—that socialists can plan efficiently by modeling their plan after general equilibrium conditions (postulated by mainstream theorists as governing competitive market systems)—taught Mises and Hayek that their own understanding of how markets work differed fundamentally from that of their neoclassical colleagues. Mises, in particular, now realized that mainstream neoclassical theorists do not subscribe to the same understanding of the economic principles governing markets to which Austrian economists (or, at any rate, he) subscribe. Mises wrote Human Action to articulate with utmost conviction his refusal to accept that mainstream neoclassical interpretation of how markets work. Human Action was a defiant declaration of theoretic independence—a declaration spelling out explicitly what had hitherto (at least in Mises’s view) been implicit in earlier neoclassical (and particularly in Austrian) market theory. (See Frank M. Machovec’s Perfect Competition and the Transformation of Economics.)


  This explicit articulation constituted a dramatic, revolutionary deepening and extension of existing Austrian theory. That it came to inspire the late-twentieth-century revival of Austrian economics, although ignored and overlooked when it was first published, is in large part what made the publication of Human Action an episode of intellectual drama.


  Market Process Versus Market Equilibrium


  What the socialist economic-calculation debate taught Mises, I believe, is that it is necessary, in order to promote economic understanding of what the market system achieves, to replace expository emphasis on attainable market equilibrium patterns with an emphasis on the character of the processes of equilibration. (For an exhaustive exploration tending to support this assertion, see Don Lavoie’s Rivalry and Central Planning: The Socialist Calculation.)


  This latter emphasis reveals the essentially entrepreneurial character of the market process and underscores the role of dynamic competition (as against the state of so-called “perfect competition”) in this entrepreneurial process. (In Hayek’s work a parallel shift of emphasis was being articulated: namely, a replacement of a world of imagined perfect mutual knowledge by a world in which the market “learning” process tends continually to expand the scope of mutual knowledge—subject, of course, to the continual disruptions generated by exogenous changes in demand patterns, resource availabilities, and so on.) The writers who believed that central planners could emulate market efficiency had overlooked, in Mises’s view, the subtle processes of entrepreneurial discovery, through which alone one could postulate any systematic tendencies toward market equilibrium.


  By focusing on the entrepreneurial process at work in markets unhampered by governmental obstacles to competitive entry, Mises offered much more than a reinterpretation of traditional price theory. His insights offered a brilliant new understanding of the meaning of market competition and thus also a revolutionary perspective on the theory of monopoly. Mises’s understanding of the market process implied not only the rejection of mainstream orthodoxy in the theory of socialism, but also far-reaching implications for the theory of antitrust policy and, more generally, for the theory of government regulatory policy.


  For many years this new emphasis in Misesian-Austrian economics was completely ignored. In the immediate post-World War II decade the focus of professional attention was not on the precise formulation of the foundations of microeconomics, but on the extent to which microeconomics must, in the real world, be superseded, as a practical matter, by Keynesian macroeconomic considerations. Moreover, the increasing sophistication of mathematical economics, and its applications in the elaboration of the ambitious Walrasian general-equilibrium theoretic enterprise, combined to make Mises’s ideas seem old-fashioned, elementary, and even primitive. As is now well-known, these were decades (stretching from after the 1921 publication of Knight’s Risk, Uncertainty and Profit until William Baumol’s pioneering work almost half a century later in the resurrection of the entrepreneurial role) in which mainstream economic theory almost completely lost sight of the entrepreneur.


  The Drama of the Austrian Revival


  But Mises’s great work was not destined to be buried forever under this deafening silence. By the 1960s and ’70s younger students and scholars were beginning to discover Mises’s work and to recognize the sparkling freshness of his ideas. The economics profession—or at least some of its more daring and independent-minded graduate students—was at the same time beginning to take note of and to acknowledge the stultifying irrelevance of much of what was being taught in mainstream graduate departments. The downfall of Keynesian economics during the latter decades of the century focused renewed attention on the foundation of microeconomics. In Human Action more and more young scholars rediscovered ideas that enabled them to make sense of the complex world that economic science is supposed to help us understand. The downfall of the Soviet Union focused attention on the profound truths about socialism to be extracted from the Misesian foundations. That downfall taught many that the mainstream of the profession, which had for decades defended the possibility of socialist economic efficiency and had contemptuously dismissed those who had challenged that possibility, was simply and ingloriously wrong.


  The modest revival of interest in the Austrian economics tradition over the past four decades has highlighted, in my opinion, the drama inherent in the first appearance of Human Action. This work was the courageous manifesto of a scholar of incorruptible integrity who, close to the seventh decade of his life, contributed a brilliantly fresh articulation of economics truths. That this work was ignored for decades and only subsequently won recognition (albeit modest) adds to the intellectual drama of this episode in the twentieth-century development of economic thought. Speculation concerning the future influence that may yet be exerted by this towering work only enhances the excitement sparked by this drama.


  The Open-Endedness of Knowledge


  I intend to explore in this article some aspects of the uniqueness which is FEE, and to express my fervent hope and confidence that such uniqueness will continue to permeate every nook and cranny of FEE’s activities in the years to come. I will begin by noting two related but separate paradoxes that have over the years repeatedly caught my attention.


  First paradox: FEE’s style is one of modesty, humility, tolerance, a steadfast refusal to browbeat those who do not agree with us. Now at least superficially, this attitude of tolerance and modesty appears to be inconsistent with what the late Ben Rogge used to call “FEE’s predictability.”


  
    Quite frankly, I know of no other organization on our general side of the street whose position on any given issue is as predictable as FEE’s. No ifs, ands, or buts. No equivocation. Just right down the line, ramrod straight, for a society based on the principle of anything that’s peaceful.

  


  All of us know how Leonard Read used to detest anything that resembled a “leak.” Well now, surely this inability to compromise, this apparently intransigent attitude would seem difficult to reconcile with the characteristic courtesy, tolerance, and genuine humility of FEE’s style. This is my first apparent paradox.


  Let me turn to a second apparent paradox. FEE expresses, by its very being, a passionate belief in the sanctity of individual freedom, in the dignity and profound moral worth of a free society. Well, this profound belief surely seems difficult to reconcile with FEE’s refusal to evangelize for what it believes in so passionately. If freedom is so sacred, then how can we sit back and refuse to sell it? That is my second paradox.


  The resolution of these apparent paradoxes, I suggest, brings us close to the very core of FEE’s mission and its identity. I believe the key to all this can be provided by what I shall call the open-endedness of knowledge. Knowledge is open-ended in the sense that no matter how much we know, this is as nothing compared with what we know that we do not know. We all remember Sir Isaac Newton’s remark about playing with pebbles of knowledge on the beach while the great ocean of scientific knowledge remains out there untouched before us—a magnificent and lofty thought.


  Surely, one critically important premise of FEE’s philosophy is this very lively awareness of the limits of our knowledge. So, knowledge is open-ended in the sense of always being seen as incomplete. It is always only a fragment of that which is available to be known.


  There is a second idea included as an integral part in this notion of the open-endedness of knowledge. Knowledge is open-ended also in the sense that no matter where the limits and boundaries of one’s present knowledge may lie, free human beings possess an innate propensity to transcend spontaneously those barriers, those limits, to continually escape those limits, through discovery of new horizons of knowledge the very existence of which was hitherto unsuspected.


  Life consists, in this sense, of a never-ending series of spontaneous leaps of discovery. The life of freedom is thus a continual expression of the dynamics of continual discovery. The free life, a life for which the open-endedness of knowledge is a central ideal, is one in which the sense of potential—unending potential, unending discovery—is at the heart of one’s being.


  Open-endedness in this sense is the very opposite of the state of stagnancy.


  I would like to illustrate and explore the significance of this open-endedness of knowledge for each of three separate facets of FEE’s philosophy and approach. First, the basic understanding of economic relationships. After all, FEE is a foundation for “economic education.” Second, the deep commitment mentioned earlier to the dignity and fertility of individual freedom. (The “fertility of freedom” is a phrase coined by the late Fritz Machlup; it expresses a profoundly important idea.) As to FEE’s ideal of a free and peaceful society—what role does the open-endedness of knowledge play in that ideal? Third, what role does the open-endedness of knowledge play in FEE’s soft-spoken, non-aggressive style of communicating its message and its philosophy to the world?


  Open-Endedness of Knowledge and Economic Understanding


  Let us consider the first of these three facets of FEE’s work—the open-endedness of knowledge as a source of economic understanding. Here I may be excused for referring to the essential differences that separate Austrian economics, the economics that we’ve learned from Mises and Hayek, from the standard mainstream view. To the standard mainstream view in economics, since about 1930, the view of the world has been one in which the future is essentially known, in which the participants in markets are in effect completely informed about the relevant decisions made throughout the market by fellow participants. This is a world of equilibrium, a world in balance, a world in which quantitative economic predictions are entirely feasible. Austrian economics has a quite different view of the world, and a quite different view of the way in which economic relations can be grasped. I quote from Ludwig von Mises:


  
    The fundamental deficiency implied in every quantitative approach to economic problems consists in the neglect of the fact that there are no constant relations between what are called economic dimensions. There is neither constancy nor continuity in the valuations and in the formation of exchange ratios between various commodities. Every new datum brings about a reshuffling of the whole price system, the whole price structure. Understanding, by trying to grasp what is going on in the minds of the men concerned, can approach the problem of forecasting future conditions. We may call its method unsatisfactory and the positivists may arrogantly scorn it. But such arbitrary judgments must not and cannot obscure the fact that understanding is the only appropriate method of dealing with the uncertainty of future conditions.

  


  It was Mises’ disciple, Friedrich Hayek, who fully explained the importance for economic understanding of recognizing the limitations of knowledge. It was as a result of his attempt to explicate the Mises-Hayek side of the celebrated socialist economic-calculation debate that Hayek first articulated the significance for market competition of dispersed information. Hayek taught us that the crucial element in market competition is the circumstance that knowledge is never concentrated in a single mind—always dispersed. We never know everything. None of us. No single mind can possibly know everything. No single mind can possibly grasp the entire economic problem that tends to be solved through spontaneous market processes. In more recent work, Hayek has emphasized the character of market competition as, in his terminology, a discovery procedure—and I quote:


  
    Competition is . . . first and foremost a discovery procedure. No theory can do justice to it which starts from the assumption that the facts to be discovered are already known. There is no predetermined range of known or “given” facts, which will ever all be taken into account. . . . The real issue is how we can best assist the optimum utilization of the knowledge, skills and opportunities to acquire knowledge, that are dispersed among hundreds of thousands of people, but given to nobody in their entirety. Competition must be seen as a process in which people acquire and communicate knowledge; to treat it as if all this knowledge were available to any one person at the outset is to make nonsense of it.

  


  Hayek’s broader philosophy has proceeded from these fundamental insights to appreciate their even more far-reaching implications. And Hayek in fact says that “Civilization rests on the fact that we all benefit from knowledge which we do not possess.”


  So far it might seem that these Austrian insights rest fundamentally on the awareness of human ignorance, on the limitations of human knowledge, but in fact they rest also on that second element in the open-endedness of knowledge that I have referred to. These insights rest, that is, also upon an appreciation for the propensity within human action to discover what was hitherto unknown—what I like to call the entrepreneurial propensity in human action. It is this propensity that is responsible for entrepreneurial alertness for pure profit opportunities, for entrepreneurial discovery, for bursting asunder the limits of existing knowledge. It is upon this alertness that we rely for the manner in which the market continually propels prices and decisions in the direction of greater mutual coordination. It is entrepreneurial alertness to existing errors that leads to their discovery and their eventual tendency to be corrected.


  Commitment to Freedom


  Let me turn to the second of the three applications of the open-endedness of knowledge: the importance of the open-endedness of knowledge for our commitment to the dignity of freedom and its fertility in a free society. Here a great deal depends, I would suggest, on our instinctive recoil from the arrogance of benevolent dictatorship. Let me quote Leonard Read here:


  There are numerous virtues and vices that account for the rise and fall of societies. Near the top of the list are the two opposites, humility and pride. . . . Pride sprouts and grows from ignorance and self-blindness. Those with a haughty spirit foolishly believe they know the most, whereas they know the least. While they don’t know how to make a pencil, or why grass is green, or who we are, they “know” how to run our lives. In their blind pride, the least taste of political power drives them to become power addicts. Until such persons seek help there is little we can do to curb their addiction. What we can and must do is to develop in ourselves the strength of character to resist the temptations of power.


  I would suggest that our disgust for the arrogance of dictators is only part of the story. Surely, our commitment to a free society rests also on our appreciation for the immensely valuable spontaneous discoveries that the human spirit can generate when left free. It is our admiration for individual creativity that is responsible for our reverence for the free society. So here we have both of those elements in the open-endedness of knowledge—undergirding our regard for freedom in a free society: (1) our recoil, our disgust for the arrogance of those who believe they know how to run other people’s lives, and (2) our awareness, our appreciation for the propensity in human beings to continually expand what they know, what they can create.


  FEE’s Style


  Let me turn to the third aspect of FEE’s work and illustrate the significance of the open-endedness of knowledge for FEE’s unique style and approach in communicating its message to the world. Here I think two points of contact ought to be noticed between the open-endedness of knowledge and FEE’s characteristic style. We recall that this style involves first of all an innate courtesy, modesty, and tolerance. (No name-calling, Leonard Read taught us, no arrogance!) Second, the FEE “style” reflects a confidence, a faith, if you like, that those who can benefit from our message will find us almost of their own accord. They will discover us. Certainly this confidence is a remarkable feature of FEE’s style.


  I have one final quote from Ben Rogge, taken from a high school commencement address. He was talking to these youngsters about what they might expect of college. Ben said: “Hopefully, you will . . . come to know how little you know, in fact how little is known about man and his world by even the most knowledgeable around you. This is to say that you may come to carry with you through life a deep sense of wonder and of awe, not of what you do understand, but of the deep and mysterious processes which neither you nor anyone else fully understands.”


  Open-endedness of knowledge is the root of FEE’s modest, tolerant style. But then we said there was another aspect to that style—the confidence, the faith, that those who can benefit from our teachings, from what we have to offer will find us out, will seek us out. Listen to Leonard Read:


  
    Forget the “selling freedom” notion! Right method calls for concentration on the improvement of the most approachable person on earth—one’s self. This is practical because accomplishment is possible. This tactic disposes of the numbers problem, the impossible—selling the masses. Do not seek followers! . . . What seek ye then? The achievement of understanding and clarity of explanation . . . so that those who wish to learn may come upon enlightenment. If you are successful, those with inquiring minds will find you out.

  


  Here, surely, we have Leonard Read thinking of the spontaneous discovery potential that will bring our audience to our doors. If we hold up the standard, if we show them what a free society means, they will find us out.


  Let us return to the two apparent paradoxes that I mentioned earlier. I believe that it should be easy to see that these paradoxes dissolve immediately just as soon as we recall the significance of this open-endedness of knowledge. We asked how a passionate commitment to freedom could be reconciled with an attitude that refuses to go out and sell the freedom principles to others. We asked how FEE’s refusal to compromise, refusal to recognize exceptions could be reconciled with its attitudes of modesty and tolerance. But these questions are easily answered.


  A passionate love of freedom as well as FEE’s modest style and courtesy both grow out of our awareness of our own fallibility and of the arrogance of those who presume to know enough to control others. We know how little we know!


  If we appear uncompromising, this is because we are absolutely sure of this one thing that we know with certainty; that is, that human knowledge is open-ended and inescapably limited.


  Concerning this item of knowledge, we cultivate no false modesty. We know for sure how little we know. And we know for sure how this open-endedness of human knowledge is responsible for the spontaneously coordinated operation of free markets. And we know for sure how this vitiates so much fashionable economics.


  We have begun to understand the open-endedness of human knowledge—including the potential for spontaneous discovery that rests in the human breast. This understanding nourishes our conviction that what we need to do is to deepen our own understanding of the nature of a free society with full confidence that others will seek us out. We do not need to sell. We do not need to attack, to indulge in name-calling.


  The Formula for FEE’s Future


  In a word, FEE’s unique style, its unique and quietly passionate commitment to a free society, its commitment to the basic principles of sound economic understanding—all of these fit cohesively into a single integrated whole. This I submit is an important element in FEE’s formula. I believe that a renewed self-appreciation for these basic principles can continue to provide stimulation and motivation for FEE’s activities for many years to come.


  I believe that by mobilizing the dedicated and informed enthusiasm of those many thousands of persons connected with FEE, we can proceed to translate these abstractions—and they are abstractions—into the day-to-day activities of FEE.


  Let us never lose our courtesy and our tolerance. Let us never forget our distaste for the arrogance which lies at the root of all threats to a free society. Let us never lose our confidence in the intellectual alertness of a free citizenry. Let us persevere in our search for understanding in our economic studies.


  We need never fear new ideas. We need never be unsure concerning new proposals, provided we appraise each one of them against our own standards and our own criteria involving leak-proof economic understanding, unified with unfailing courtesy to others in the way in which we reveal our own passionate love of freedom. Let the open-endedness of human knowledge be our inspiration and our guide as we navigate our way through a future of limitless possibilities for free human beings.


  Austrian Economics and FEE


  At this time of FEE’s golden jubilee, an Austrian economist’s thoughts dwell naturally upon the pivotal role which the Foundation has played in the survival and resurgence of Austrian Economics during the twentieth century. The state of and prospects for Austrian Economics in 1996 are far healthier and more promising than they were fifty years ago. This essay briefly sketches some highlights in the developments that have occurred during these five decades, and draws attention to FEE’s important contribution in this regard.


  Austrian Economics in 1946


  An observer of the intellectual scene in 1946 might have been excused for concluding that the distinguished tradition of Austrian Economics, the tradition that had begun with Carl Menger, Eugen von Böhm-Bawerk, and Friedrich von Wieser, was no longer alive. The Austrian School, which a scarce fifteen years earlier had been perhaps at its peak in professional prestige and had been enjoying widespread attention in the United States and in England, was, by the end of World War II, virtually nonexistent and was thoroughly ignored in the mainstream of the economics profession. History of economic thought textbooks published soon after the war tended to refer to the Austrian School in the past tense. The reason for this is, at a superficial level, not difficult to understand (although the full explanation for the sudden demise of the School would require a detailed study that still awaits its doctoral dissertation). Consider some of the basic facts of the situation:


  1. A variety of circumstances (including especially the political unrest in Europe) had, already in the mid-thirties, physically dispersed most of the brightest minds in the interwar Viennese scene. F. A. Hayek had been brought by Lionel Robbins (later Lord Robbins) to London at the beginning of the thirties. Ludwig von Mises had fled to Geneva in 1934; Fritz Machlup, Gottfried Haberler, Oscar Morgenstern, and Paul Rosenstein-Rodan (and, of course, later Mises himself) eventually found their separate ways to the United States. Richard von Strigl had died in Vienna during the war.


  2. Mises, who had arrived in New York in 1940, had been cold-shouldered by the U.S. economics profession. Not until 1945 was he able to secure a visiting teaching position at New York University—one hardly commensurate with his international stature. His major work, Nationalökonomie, published during the war in Geneva had made virtually no impression—certainly in large part as a result of the place and date of its publication. (The intensely critical tone of Knight’s review article in the November 1941 issue of Economica cannot have helped, either.) A visiting professorship afforded Mises neither the stimulus nor the opportunity for intellectual influence which had been made possible by his famous Privatseminar in Vienna, nor did he have the relaxed, carefree opportunity for teaching and for scholarly work which he had enjoyed in Geneva.


  3. Hayek, who had entered the British economics scene with great success in 1931, had, by the outbreak of World War II, seen his professional eminence sharply reduced. In the public perception, at least, he had been decisively defeated by John Maynard Keynes (in regard to business cycle and monetary theory) and by Oskar Lange (in regard to the possibility of efficient socialism). His major recent contribution, The Pure Theory of Capital (1941) was, like Mises’ 1940 book, virtually ignored by the postwar profession. (A 1948 reference to the work saw it as not much more than a restatement of earlier positions expressed during the 1930s.[1] In any event, the profession was clearly not now interested in those earlier discussions.) Although his 1944 The Road to Serfdom was certainly a resounding success, it was (correctly) seen as a primarily political work rather than one in which Hayek was contributing to Austrian Economics. In regard to both Mises and Hayek, the public perceived Austrian Economics in the 1940s as not much more than an unfashionable ideological residue left over from a once vibrant but now defunct intellectual tradition.


  4. The scientific methods which Austrian Economics had consistently applied since Menger, were becoming increasingly unfashionable in the profession. Keynesian economics was making its inroads, pushing methodological individualism off center-stage; logical positivism in philosophy was (with the usual cultural lag) taking a firm hold in economics; advances in the sophistication of mathematical tools used in economics were beginning to threaten the literary tradition. Hayek’s brilliant wartime Economica articles on method later to be published as The Counter-Revolution of Science were early reactions to the shifting tides already being felt in economic methods. But his passionate appeals on behalf of subjectivism and methodological individualism in the social sciences were falling on deaf ears.


  5. Paradoxically, a significant element supporting the common impression that the Austrian tradition was no longer alive, was the earlier success of that tradition in influencing the British mainstream in economics. A number of Austrians, including Hayek and Machlup (and, to a degree, Mises as well), had come to believe that what was valid and important in Austrian Economics had been successfully absorbed into the mainstream. Robbins’ influential 1932 book, The Nature and Significance of Economic Science, which is thoroughly steeped in the Austrian perspectives of the late 1920s, was not seen as an attempt to change the substance of British economics. Rather the work was seen (by its author as well as by others) as an attempt to teach British economists that, with relatively minor adjustments in their methodological orientation, they would see that their own economics had for a long time been entirely congruent with the Austrian variety.


  This view, that Austrian economics was by now thoroughly integrated into mainstream thinking, undoubtedly helped the sense among younger Austrians that there was no intellectual tragedy to be seen in the physical dispersal of the Vienna group among far-flung British and American universities. Brilliant young Austrian economists, such as Machlup, Morgenstern, and Haberler, felt able to pursue economic research alongside their newfound academic colleagues, without the need to emphasize any uniqueness derived from their Viennese training.


  Yet despite all this, Austrian Economics, as we shall see, was certainly not dead in 1946. In fact, at that very moment both Mises (in New York) and Hayek (in London) were deepening their own understandings of the economic system in ways, rooted in Austrian insights, that would profoundly influence the subsequent course of the Austrian tradition. Their work would, in the fullness of time, inspire a remarkable resurgence of interest in that very tradition.


  The Extension of Austrian Subjectivism


  What was occurring during the 1940s in the works of Mises and Hayek was, it is now apparent in the hindsight of half a century, a most significant extension of Austrian subjectivism. There is a certain drama in the circumstance that, precisely at the time when the Austrian tradition seemed most thoroughly extinct, there were emerging from the pens of Mises and Hayek papers and books that radically deepened the Austrian insights which they had inherited from their intellectual forebears.


  To be sure, these advances did not occur in a vacuum. Mises had for many years devoted much thought to the methodological foundations of economics. In 1933 he had published a volume of collected papers as Grundprobleme der Nationalökonomie (later to be translated as Epistemological Problems of Economics); many of the insights developed in those papers had been welded together to form the basis for the “praxeological” approach Mises explicitly adopted in his 1940 Nationalökonomie. Yet his work in developing the latter volume into his magnum opus, Human Action, was more than mere translation. Certainly as far as the English-speaking world was concerned, the 1949 book was a major extension of Mises’ earlier work.


  Hayek’s work during the 1940s was also, certainly, rooted in his pioneering contributions of the 1930s involving the role of knowledge and learning in the economic process.[2] Yet it can be argued that his 1948 collection of papers, Individualism and Economic Order, offered a fundamentally fresh, integrated approach that had not been placed before the profession until that time. These extensions to Austrian subjectivism by both Mises and Hayek, we now recognize, can plausibly be linked to their experiences during the interwar debate on the possibility of socialist economic calculation. These experiences gradually taught Mises and Hayek that what separated their economics from that of the British/Walrasian neoclassical mainstream was more than language and style. The lessons which these two Austrians respectively learned constituted separate but complementary extensions of the subjectivism which had, already for six decades, characterized Austrian economics.


  Action and Knowledge


  Much of Mises’ deepened self-awareness is captured in the title of his magisterial work, Human Action. Economics was seen and presented as the science of human action—with “action” articulated in a way which sets it decisively apart from the utility- or profit-maximizing decision which forms the analytical building block of mainstream microeconomics. Mises’ analysis of action, it can be argued, is unique in its incorporating the entrepreneurial element in human choice. This element reflects the open-ended context in which choices are made; that is, it reflects the circumstance that the future consequences of one’s actions are never “given” to the prospective agent, but must always be conjectured against a background of absolute uncertainty as described by F. H. Knight. This open-endedness of Misesian economics has subtle but profoundly important implications for one’s understanding of the market process. This process now becomes visible, not as a clockwork mechanism grinding out instantaneous solutions to systems of simultaneous equations (made up of the complicated supply and demand functions relevant in a multi-commodity universe), but, Mises emphasized, as a process of continually changing entrepreneurial conjectures concerning the open-ended future. In this process, competition plays a role, and is expressed through innovative entrepreneurial entry (and threat of entry).


  Mises’ science of human action constitutes an extension of Austrian subjectivism in that it sees human action as “choosing,” as it were, the very framework within which to engage (simultaneously!) in conventional maximizing decision-making. Choices do not merely reflect and express the subjective preferences of the agent among given alternatives; choices reflect also (and, for Mises, more importantly) the agent’s subjective judgment concerning the range of alternative courses of action in fact available, and concerning the likelihood of their alternative outcomes. It is this additional dimension for subjectivism which definitively shapes the character of the entrepreneurial market process in Mises’ perception.


  Hayek’s contribution to the extension of Austrian subjectivism consisted in his focus upon knowledge and its role in the market process. In the course of a remarkable series of papers, culminating in his 1945 American Economic Review paper, “The Use of Knowledge in Society,” and in his 1946 paper, “The Meaning of Competition,” Hayek saw the market process as one of mutual learning on the part of market participants. Such learning is required if a disequilibrium set of decisions—i.e., a set of decisions which must to some extent eventually be frustrated because they are based on inadequate mutual awareness—is to be replaced by a better coordinated set of decisions. In focusing on knowledge and learning, Hayek was offering a radically altered view of the market process—a subjectivist view which draws our attention not so much to changing prices or production processes, but rather to the subjective perceptions of market participants concerning the opportunities available to be grasped in the market.


  No doubt there are significant differences between the Misesian “entrepreneurial” view of the market process, and the Hayekian focus upon processes of systematic mutual learning. But it seems reasonable to recognize both views as complementary extensions of Austrian subjectivism as applied to the understanding of market outcomes. These views emerged, as already mentioned, as a result of painful exposure to mainstream misunderstandings concerning the differences between the socialist economy and the market economy. In the mainstream view there was, at that time at least, virtually no room for entrepreneurial creativity and very little indeed for knowledge and learning. Hence, socialist economists such as Oskar Lange or Abba Lerner might be excused for wildly underestimating the subtlety and complexity with which a market economy spontaneously stimulates entrepreneurial awareness and thus sets in motion the process of systematic, mutual knowledge-enhancement. It was in the course of their being forced to grapple with these mainstream misunderstandings, that Mises and Hayek were led to articulate their respective restatements of the theory of the market process. They not only learned that Austrian Economics had not been successfully absorbed into the mainstream, they also learned to appreciate more than they themselves had been hitherto able to do, the full implications of Austrian subjectivism in market theory. This enhanced appreciation deserves to be recognized as a significant advance in Austrian Economics.


  Post-1950 Developments


  Despite these important contributions by Mises and Hayek, the extent of research and teaching activity in Austrian Economics in the years immediately after the first half of the century was meager indeed. Mises conducted a seminar (as well as a classroom course) at New York University at which he kept the tradition alive. Although the seminar included a number of future leaders in Austrian Economics, including especially Murray Rothbard and Hans Sennholz, it was nonetheless but a pale shadow of Mises’ Vienna Privatseminar. Both within the university and in the profession generally, Mises was seen as a relic of a bygone era. At best, he and his seemingly archaic views were tolerated; more often he was roughly dismissed as an obscurantist ideologue, out of touch with modern social science techniques and encrusted in unfashionable, rock-ribbed conservatism seen as serving the interests of big business. Although he continued to write a remarkable stream of new books (including particularly The Ultimate Foundation of Economic Science, 1962, and Theory and History, 1957), Mises’ impact upon the profession seemed to be almost invisible.


  Hayek had joined the University of Chicago in 1950, not primarily as an economist, but as a member of the interdisciplinary Committee on Social Thought. Indeed his own writing thereafter was to concentrate upon political philosophy rather than upon pure economics. In the world of academic economics, Keynesian doctrines had become the dominant new orthodoxy, with even mainstream neoclassical microeconomics (let alone Austrian Economics) very much on the defensive. Hayek’s trade cycle theory of the 1930s seemed to be completely forgotten; his recent new work on knowledge and the economic process was entirely ignored. This writer can (as can many others) attest that Austrian Economics was not rejected or disparaged by the economics profession of the 1950s and ’60s; for the profession at that time, Austrian Economics simply did not exist (except, of course, as a chapter in the history of economic thought, to be studied alongside Mercantilism, Classical Economics, or the German Historical School).


  At the same time, developments in the mainstream of the profession were pushing and pulling economic thinking in a variety of directions. Important work by the monetarist school was beginning to undermine Keynesian dominance, even as it strengthened the positivist trends toward an economics consisting largely of econometric model building and empirical testing procedures. Advances in mathematical economics were vastly increasing the sophistication of pure theory. These developments were, by the early 1970s, restoring the centrality of neoclassical microeconomic theory, but in a way which seemed, if anything, to widen the gap between that theory and the traditional Austrian approach. These events seemed, moreover, to push economics into two paths: either along a highly abstract theoretical road which appeared to be supremely unconcerned with the real world, concentrating overwhelmingly upon elegance of mathematical technique; or along an empirical road employing powerful econometric techniques to establish functional relationships relating to extremely narrow slices of real world economic history. Both these paths were not just unattractive (to put it mildly) to appreciators of the Austrian tradition; it seems fair now to say with the benefit of hindsight that they drained economics of excitement for subsequent generations of graduate students. Plausibly, all this played a role in laying the groundwork for the resurgence of interest in Austrian Economics that began to manifest itself in the mid-1970s.


  The Resurgence of Austrian Economics


  The works of Mises and Hayek, although they were indeed ignored during the 1950s and ’60s, had not been written in vain. And the teaching to which Mises dedicated himself for years at New York University, while largely absorbed by graduate business students for whom the study of economic theory was of distinctly secondary importance, was yet destined to bear fruit. If Mises’ contributions were, in those lonely decades, appreciated primarily by a handful of stalwart individuals, almost all of whom were not academicians, this was to change, if only gradually. One by one the small number of Mises’ U.S. students who obtained their doctorates under his guidance went out into the world to teach and to write. (Some of those inspired in his seminar went on to obtain their degrees at other universities.) And his books, as well as those of Hayek, began to be discovered by a small but growing number of students at universities around the country. Farsighted networking, supported by private foundations, was able to identify a number of such individuals thirsting for a more satisfying economics than they were being taught in the classrooms of their own colleges or graduate schools. A good deal of this interest was sparked by growing interest in libertarian thought, to which it was believed Austrian Economics was somehow related. But many of those who discovered Austrian Economics in this way were to pursue it subsequently strictly for its own intellectual and scientific worthwhileness, quite apart from any ideological implications that may have been perceived.


  The death of Mises in 1973 brought with it a certain amount of attention to his life’s work. And, in 1974, all this ferment of activity and interest culminated in a pivotal event, the now-famous South Royalton meeting, at which several lecturers, including especially Ludwig Lachmann and Murray Rothbard, set forth (in a weeklong series of lectures and discussions) the foundations and main features of a subjectivist way of understanding economics, a way rooted in the work of Carl Menger and articulated in the mid-century contributions of Mises and Hayek.


  Following the South Royalton conference (and certainly assisted by the encouragement seen in Hayek’s receipt in 1974 of the Nobel award in economics), there ensued years of vigorous growth in the number of graduate students pursuing their doctorates while they were absorbing and exploring further the subtleties of what sets Austrian Economics apart from mainstream economic thinking. By the early 1980s a number of full-fledged faculty members at universities around the country were self-acknowledged “Austrians.” Centers of Austrian academic teaching and research crystallized at New York University, George Mason University, Auburn University, and the University of Nevada, Las Vegas. In addition many individual faculty members across the country, in Europe, and around the world met at regularly held summer seminars at which they were introduced to Austrian Economics.


  By the mid-1990s the upsurge in interest in Austrian Economics has matured to the point where: (i) very few in the economics profession have not heard, at least, of Austrian Economics; (ii) some of the best publishers of economics books are vigorously competing to publish the steady stream of new Austrian books being written (and indeed the sum total of Austrian work published during the past five years is most impressive in its volume, scope, and quality); (iii) major economics journals, long coldly uninterested in what appeared to them to be an old-fashioned approach, have begun to show a lively interest in publishing Austrian contributions; (iv) a number of professors who were graduate students in the 1980s have since won tenure at universities, based solidly and forthrightly on their scholarly contributions to Austrian Economics. We have every reason to hope that the intellectual momentum of this growth in Austrian Economics will carry it to increased levels of scholarly activity and professional recognition.


  FEE’s Role in the Survival and Resurgence of Austrian Economics


  FEE’s identification with Austrian Economics has been unmistakable from its very beginning. The appreciation of how free markets contribute to societal prosperity has been taught by FEE primarily as seen through Austrian lenses. Not only Leonard Read, but in particular farsighted and deeply knowledgeable longtime FEE trustees such as Larry Fertig and Henry Hazlitt, set the intellectual tone for FEE and charted the course of its educational mission. It was their vision which brought Ludwig von Mises to FEE at a time when he was, to put it mildly, all but ignored on the academic scene. It was through the resources of FEE, its skilled use of the tools of communication and public education, which ensured that Mises’ message would survive.


  There must be few among today’s Austrian academicians who do not look back with profound gratitude for the moral and material support which FEE provided to them, directly or indirectly, in the lonely years prior to the contemporary revival of Austrian Economics.


  This writer can attest that the very first financial foundation for the New York University doctoral program in Austrian Economics, was laid through the good offices of Leonard Read in the early 1970s. Together with other foundations who have had the vision to support the resurgence in Austrian Economics during recent years, FEE has continued to play a central role. For the past eight years FEE co-sponsored and hosted New York University’s annual weeklong summer seminar in Austrian Economics for faculty and graduate students from around the world.


  FEE’s identification with Austrian Economics has become even more deeply engraved in its philosophy and activities ever since its presidency has been entrusted to the steady hands of Dr. Hans Sennholz, veteran teacher of Austrian Economics to thousands upon thousands of students at Grove City College, ever since his completion of his doctorate under Mises in the 1950s.


  If today Austrian Economics has returned to a substantial measure of professional recognition and respect, the Foundation for Economic Education is entitled to a major share of the credit. As we celebrate FEE’s anniversary, this element in its half century of achievement, too, deserves our recognition and our appreciation.


  


  [1] Howard S. Ellis (editor), A Survey of Contemporary Economics (Homewood, Illinois: Richard D. Irwin [1948] 1963), volume 1, p. 39.


 

  [2] See especially, “Price Expectations, Monetary Disturbances and Malinvestment” (1935), in F. A. Hayek, Profits, Interest and Investment (London: George Routledge, 1939); “Economics and Knowledge,” Economica IV (new series, 1937), pp. 33–54 (republished in F. A. Hayek, Individualism and Economic Order [London: Routledge and Kegan Paul, 1949]). For the thesis of continuity in Hayek’s work on Knowledge, see Gerald P. O’Driscoll, Jr., Economics as a Coordination Problem: The Contributions of Friedrich A. Hayek (Kansas City: Sheed Andrews & McMeel, 1977).


  About FEE


  The Foundation for Economic Education (FEE) is the premier source for understanding the humane values of a free society and the economic, legal, and ethical principles that make it possible. At FEE, you’ll be connected with people worldwide who share those values and are inspired by the dynamic ideas of free association, free markets, and a diverse civil society.


  Explore freedom’s limitless possibilities through seminars, classroom resources, social media, free online courses, and exciting daily content at FEE.org. Learn how your creativity and initiative can result in a prosperous and flourishing life for yourself and the global community. Whether you are just beginning to explore entrepreneurship, economics, or creating value for others or are mentoring others on their journeys, FEE has everything you need.


  FEE is supported by voluntary, tax-deductible contributions from individuals, foundations, and businesses who believe that it is vital to cultivate a deep appreciation in every generation for individual liberty, personal character, and a free economy. Supporters receive a subscription to our flagship magazine, The Freeman, also available at FEE.org.
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