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1
INTRODUCTION
AND
OVERVIEW
The single most important concept in the history of economic
analysis is perfect competition.
(Cochrane: 3)

The mainstream’s historical perspective on competition and
entrepreneurship has been based on its belief that the perfectly
competitive model was the product of incremental intellectual
maturation of a long-standing equilibrium vision of the market.
My thesis is that the concept of perfect competition and the
analytical habits of thought attendant to it were generally alien to
the classical network of ideas on market activity. My
contention—that the classical sense of the market was distinctly
different from the neoclassical—is not new; however, none of the
past writers who have raised the issue has provided sufficient
supporting material to ignite a serious challenge to the dominant
interpretation, an interpretation which assumes that the term ‘the
market’ evoked essentially the same ideas in the classical era as in
the neoclassical era.
In Kuhnian terms, the classical economists shared a vision that
was substantially different from the vision promoted by the
neoclassical equilibrium paradigm. In particular, evidence
suggesting a classical lineage for the concept of perfect competition
is tenuous, at best; the perfectly competitive model should more
aptly be characterized as a mutation, for its genes bear little
resemblance to those of its presumed parents. Adam Smith’s ‘state
of natural liberty’ was the free-entry nexus of advantage-seeking
forces that cease to exist under the Walrasian vision. The nowfamiliar neoclassical idea of competition—the state of affairs
1
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prevailing after the entire process of rivalry has run its course—
emerged, like a phoenix, from Cournot’s long-ignored 1838 treatise
on mathematical economics. It was resurrected by Walras to
accommodate his mathematical model of general equilibrium.
Modern comparative-statics reasoning—based on the idea of firms
who react helplessly to given prices—was not the reflexive
centrepiece of the classical tradition.
Until the 1920s, the criterion employed by economists to
evaluate whether or not a market was competitive (i.e., serving
consumers) was freedom of entry. Classical competitive analysis
emphasized the incessant creation of profit via entrepreneurial
action and reaction, not the hypothetical conditions that would
exist if all profit opportunities were eradicated by the emergence of
perfect knowledge. To the classical economist, competition was the
means by which information was gradually revealed to all
participants, thereby altering expectations and behaviour, and
driving the long-run market price toward average cost (natural
value). The notion of equilibrium, therefore, was indeed of high
interest to the classicals. Their main interest, however, was insuring
that the new political-economic framework of post-mercantilist
society enabled the process of competition to continue churning,
for they understood that it was through the knowledge-discovery
process itself, not through the zero-profit endpoint of equilibrium,
that the wealth of a nation was created and its welfare enhanced.
As one writer has adroitly explained, ‘equilibrating forces’ in
classical treatments were the ‘limiting…elements’ that paralleled
the endogenous forces that promoted change and growth. In short,
the ‘motor mechanism’ of classical economics has been overlooked
because the equilibrium paradigm of the modern era has caused us
‘[to] mistake the shadow for the substance’ (Beach: 17).
Appropriately, Mark Blaug has cautioned us not to infer—from the
uniformity outcome of capital returns and homogeneous product
prices—that the classical model is ‘a species of general equilibrium
theory except in the innocuous sense of an awareness that
“everything depends on everything else”’ (Blaug 1987:443).
My research offers the first real challenge to the neoclassical
claim that the classical theory of the market was entrepreneurless.
By ‘first real challenge’ I do not mean that I am the first person to
highlight widely held misperceptions about the classical view of the
market. Numerous others have pointed to this problem, and their
contributions will be acknowledged at various points in subsequent
2
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chapters; however, none of these writers has attempted to unearth
the substantial bibliographic ammunition required to stimulate a
reevaluation amongst equilibrium scholars. It is my hope that this
essay will prompt a fruitful examination of this issue and, for the
first time, cast serious doubt on the long-accepted impression
within the mainstream that equilibrium thinking in general, and the
model of perfect competition in particular, are conceptually rooted
in the classicals’ portrayal of market behaviour.
This would be a significant milestone, for it would undermine
the continuity assumption by which leading neoclassical
economists have argued that the present-day static models of
market analysis represent a mathematically formalized rendering of
the classical vision. If the introduction of the equilibrium paradigm
altered the economic way of thinking in a way that misrepresents
the market process, then the prevailing conception of the market is
flawed and part of the policy focus flowing therefrom has been
maldirected.
ROADMAP OF UPCOMING ISSUES
The International Encyclopedia of the Social Sciences (1968)
‘included no essay on the market, the most fundamental institution
of modern Western economies…’ (North 1981:33). Likewise, The
New Palgrave: A Dictionary of Economics (1987) included no
essay on the market. The early work of Hayek, and the more recent
writings in the field of constitutional economics, have done much to
stir a reevaluation of the precise meaning and function of the
bundle of institutions known collectively as ‘the market’. However,
the entrepreneurless mode of thinking associated with equilibrium
analysis still dominates the vast majority of doctoral training
programmes, and thus modern economics portrays the market in a
way radically different from treatments written in the nineteenth
and early twentieth centuries. Hence, in his Nobel Memorial lecture
in Stockholm in 1991, Ronald Coase pointed to ‘the neglect of the
market or more specifically the institutional arrangements which
govern the process of exchange’. In neoclassical economics, ‘[t]he
firm and the market appear by name but they lack any substance’
(Coase 1992:3, 4).
At the November 1991 regional meeting of the Mont Pélèrin
Society in Prague, Gary Becker, in his opening remarks, noted that
the profession was intrigued with Oskar Lange’s model of a
3
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collectivized society in much the same way scientists are fascinated
by the prospect of a new, improved species. Becker found this
reaction perplexing: ‘Why’, he asked, ‘were most Western
economists so willing to doubt the superiority of the vision
bequeathed by Adam Smith?’ The answer to his question lies in
understanding how the perfectly competitive model revolutionized
and disarmed the field of economics. First, it deflected attention
from the front-line importance attached by the classicals to the
behavioural impact of sociopolitical institutions. Second, it
removed the entrepreneur’s indispensable catalysis, and thereby
drew us toward the appeal of a designed vision that could not only
carry out the functions of the market, but improve upon its overall
operation. My objective is to stimulate a civil yet spirited debate
over how and why we came to think this way. As a stalwart of the
profession has advised, ‘the temperate, restrained, utterly fairminded treatment of one’s own theories does a disservice to these
theories as well as to one’s professional status and salary’ (Stigler
1982:111). Accordingly, five areas of thought that were
transformed by the equilibrium paradigm (whose primary tool is
the perfectly competitive model) will be explored in subsequent
chapters. The following capsulized listing of these five areas
describes the flavour of the research programme from which this
book evolved.
• How prices change: Before 1920, relative price changes were
attributed to endogenous entrepreneurial initiative, such as the
promotion of new products and methods, the discovery and
eradication of imperfect markets via arbitrage, and the detection
(and adjustment) of future supply shortfalls via intertemporal trade.
After 1920, relative prices could change within our general
equilibrium model only from exogenous shocks, because, as Stigler
has noted, the perfect-information postulate ensures that endogenous
supply changes are always proportionately forthcoming to match
any endogenous changes in demand. So in the classical era, prices
were not seen as data; i.e., some agents did not respond to current
prices as if they were immutably given. Whereas, after 1920, all
prevailing prices were assumed to be at equilibrium, and every agent
was assumed to act accordingly, a step which facilitated the
mathematical determination of production levels.
• Modelling and predictability: Perfect knowledge is the
precondition for the realization of the neoclassical vector of
4
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equilibrium prices and quantities. What is unsatisfying here is that
the quantities calculated in Walras’ Elements were premised on the
foreknowledge of the equilibrium price vector. For the classical
case, in which information is revealed incrementally, the
equilibrium price vector is solely an ex post phenomenon and hence
cannot be determined (calculated) ex ante. This, in turn, inspires
entrepreneurial judgment on the appropriate level of production.
Moreover, the temporary existence of above-equilibrium prices
(due to imperfect information on the part of sellers and buyers)
causes irreversible decisions to buy substitutes, and the culmination
of such a process is a set of equilibrium prices and quantities
different from those yielded mathematically by Walras’ system of
simultaneous equations—yet Walras erroneously believed that his
model’s prices were identical to the market’s equilibrium prices.
• Redefinition of monopoly: The entrepreneurial introduction of
new products and differentiations of existing products—initiatives
considered beneficial to consumers under classical economics—
were redefined as harmful under the static models of neoclassical
economics and were portrayed as such in the influential texts of the
1950s and 1960s. For example, consider the pre-1980 treatments of
monopoly profit, as well as the ‘waste theorem’ from ‘excess
capacity’, etc. Also, antitrust policy was certainly affected, so an
entire chapter will be dedicated to the impact of the perfectly
competitive ideal on the Supreme Court’s treatment of competition
and monopoly. Recently, a mainstream rethinking on the value of
variety and the role of knowledge dissemination (via advertising)
has begun to reshape the profession’s approach to industrial
organization and social welfare.
• Attitude toward central planning: Adam Smith, in his Theory of
Moral Sentiments, castigated the ‘conceited men of system’ who
believed that a more rational order (designed in the mind of man)
could function better than the spontaneous order promoted by the
invisible hand (Smith 1976:231–4). However, due to the triumph of
Walras’ model of general equilibrium, many leading-edge
economists became fascinated with the technical beauty of the
proposal of the new Marxian men of system of the 1930s—a
proposal that was fashioned using a Walrasian infrastructure.
‘Oskar Lange’s [reply to Mises]…. was significant …because it
reconciled many pre-war economists to a sentimental belief in
socialism’ (Blaug 1994:1570). Even Joseph Schumpeter, who had
laboured to explain that dynamic concepts could not be understood
5
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via static models, readily accepted the efficacy of Lange’s proposal,
for he could not divorce himself from his profound admiration of
the Walrasian formulation, which was the most influential factor in
his professional life (Schumpeter 1991:165). An attempted
resolution of this paradox can be found in Goodwin: 39–42.
The Lange model was welcomed on ideological grounds as well;
that is, most intellectuals, including some economists, had always
been uncomfortable with the Smithian self-interest axiom and with
the unchecked inequality promoted by the private ownership of
property. The profession’s endorsement reached its zenith with the
award of the 1975 Nobel Prize to Tjalling Koopmans and Leonid
Kantorovich, whose work had affirmed economists’ longstanding
support of the theoretical feasibility of Lange’s model—a perfectinformation model that employed a Central Planning Board to
obviate the entrepreneur’s role in facilitating the classical divisionof-knowledge problem.
The impact of the parametric-pricing assumption on the
profession’s new conception of the market has not been adequately
addressed outside the Austrian literature. The entrepreneurless
vacuum created by the model of perfect competition pronouncedly
coloured the discipline’s sympathetic reaction to Lange’s claim that
a collectivized system could achieve static efficiency by
algorithmically applying the Lerner conditions within a new system
called market socialism. Specifically, the vast majority of Western
economists were misled (by the appealing logic of their equilibrium
vision) into accepting the plausibility of a collectivized society that
could function as smoothly as a free-enterprise economy. They
reasoned that: If all information were available to the managers of
socialized firms (as in the case of private firms in the perfectly
competitive model), then the economy’s efficiency would not be
reduced by the nationalization of resources. This seductive mindset
haunted model-building economists from the 1920s to the 1980s.
For them, mathematical models revealed a new, higher social
outcome; reality came to be seen as a second-best approximation of
what presumably could be accomplished with proper direction
from a fully-informed centre. The effect of this thinking was
especially pernicious in the field of development economics, where
the monopoly of the top-down mindset led to a body of theory that
is akin to recommending that a tree should be watered by spraying
its leaves and bark instead of soaking its roots. Neoclassical
economics—moulded by the presumption of off-the-shelf,
6
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entrepreneurless production functions—implanted and has
continued to reinforce a pro-planning intellectual climate that has
impeded Third-World progress.
• Analysis of international trade: The constant-returns assumption of
the model of perfect competition precluded the consideration of
currently-existent economies of scale as a basis for profitable
exchange. Hence for many decades the profession ignored this
important source of trade between developed countries. That is,
convex production-possibility frontiers (for two variants of the same
basic good in two nations with identical factor proportions and
tastes) serve as a source of unusually large trade gains without the
trade-inhibiting, politically-problematic income redistributions
(between factors) that ineluctably follow trade extensions with
concave P-P frontiers, as noted in the Stolper-Samuelson Theorem.
(The Stolper-Samuelson Theorem is described clearly in Lindert: 72–
3; also, see the English translation of Eli Heckscher’s 1919 essay on
the impact of trade on relative factor returns, in Heckscher: 43–69.)
The forthcoming chapters will not only explore the five areas
enumerated above, but will also explain how the neoclassical model
of perfect competition was created and how the classical notion of
the market was abandoned. I will examine when the
transformation of economic theory occurred, why it occurred, and
most importantly, how it altered the discipline’s perspectives.
Hopefully my research will convince the reader that the equilibrium
paradigm, while greatly sharpening our technical skills in predictive
analysis, submerged the classical view of the market, which, in
turn, led to some seriously wrong-headed conclusions on theory
and public policy.
My future references to the desire of economists to make their
discipline more scientific are based on the Popperian notion of
positive science, namely, that a paradigm can label itself as
scientific only if it generates falsifiable propositions. I have no
objection to this criterion for defining hard science. Moreover, I
have no hidden agenda to support those deconstructionists who
contend that the neoclassical paradigm’s intellectual genesis is to be
found in the now-discarded principles of nineteenth-century
physics, such as the conservation of energy and reversibility of
outcomes. (See Mirowski: 361–79; Ingrao and Israel: 31–60, 161–
6; and Koppl: 23–5.) I remain neutral yet open on this issue, but I
do not want to join this debate. My purpose is to demonstrate that
7
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the rejection of key classical perspectives engendered a proplanning bias in several branches of economics, though I readily
acknowledge that the basic Robbinsian prescription (Robbins
1969:12–20) has led to an exhaustive list of valuable insights in
spheres where static-allocation techniques are entirely appropriate.
The exact source of Walras’ inspiration, whether rooted in
nineteenth-century physics or in his possible desire to promote
public ownership, does not undermine the usefulness of modern
equilibrium analysis in a broad number of areas. Why/how Walras
came to think as he did is, at best, tangentially relevant to my
research; the ultimate impact of his thinking, especially the
casualties and future disabilities imposed, are of primary
importance.
Finally, this writer is well aware of the admonishment by
Samuelson and Machlup to he who would ‘damn another man’s
theory by terming it static, and advertise his own by calling it
dynamic’ (see Machlup 1975:24, including fn. 50). Although
several important shortcomings linked to the virtually exclusive
reliance on static modelling will be highlighted, these discussions
should not be interpreted as part of an invidious attack on the use
of equilibrium analysis, per se, nor as a back-door assault on the
calculus of optimization. Rather, the purpose of the upcoming
coverage (particularly in Chapters 2 and 3) is to acquaint readers
with the full flavour of a sidestream position which remains
unfamiliar to many conventionally-trained economists. This is
particularly true of the Hayekian view of knowledge; consequently,
this concept is presented in different formats at several appropriate
points throughout the book. Only in this way can one begin to
sense that our habits of thought were indeed changed by the notion
of perfect competition. Of course, mainstream apologists will no
doubt be quick to reply that my criticisms are misplaced because
static models are not the last word in neoclassical economics. Yet,
as Hahn has pointed out, ‘it is the models that lead people to view
the economic system as they do’ (Hahn 1970:1). The equilibrium
lenses through which we study the market have seriously misled us
at certain critical junctures; the purpose of this essay is to examine
those junctures to see how several branches of the discipline were
affected.
One of my subgoals is to demonstrate that the competitive
system in the minds of the classicists was not the perfectly
competitive ideal that captivated the attention of neoclassical
8
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economists; however, I must reiterate that my interpretation of the
classical approach to competition and monopoly should not be
misread as ‘an obscurantist effort to undermine all the standard
techniques of economic analysis’ (see Bishop’s remarks in
Auerbach: 26). As one who holds undergraduate degrees in
mathematics and meteorology, I am an equivocal supporter of the
value of formalism in economics. I fully concur with Jevons’
observation that, in a discipline devoted to the study of small
marginal effects, the widespread employment of calculus is
inescapable (Jevons: 5, 13–14). However, I also concur with his
warning: ‘It does not follow, of course, that to be explicitly
mathematical is to ensure the attainment of truth’ (Jevons: xxiii).
On balance, I strongly endorse the following viewpoint:
‘Neoclassical theory has made economics the preeminent social
science by providing it [with] a disciplined, logical analytical
framework’ (North 1978:974). Nevertheless, I have serious
reservations about the costs that have been imposed by the
neoclassical fixation on the results of optimizing behaviour, as
opposed to the cultivation of an understanding of the optimizing
behaviours themselves and their implication for the notion of a
calculable general equilibrium. Hence I believe that some
methodological change is warranted. My purpose, however, is not
to criticize the abstract nature of perfect competition nor the
model’s frequent employment as an analytical tool. I readily
concede that equilibrium models play a cardinal, irreplaceable role
in the study of the process of competition. My primary objective is
to demonstrate that the adoption of perfect competition as the
benchmark—and the employment of static models as the only
acceptable engines of market analysis—combined to transform the
way later economists thought and taught about economics
generally and the activities of firms in particular. This, I believe,
was a major event and should be recognized as such.
There were several important, concurrent intellectual strains in
classical economics, such as the limit of competition (price equals
cost) and the flow of national income amongst various groups.
These two topics have received the overwhelming attention of
latter-day analysts of the classical tradition. But a third, equally
important characteristic of the works of our forefathers was their
abiding interest in the process of competition via their forthright
concern with fostering the sociopolitical forces that spark and
sustain it. The historian of economic thought builds upon the
9
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insights of predecessors and contemporaries in search of an answer
to the following critical question: How did we come to think as we
do? Hopefully, my research will contribute to this goal by stirring
debate over my contention that the emergence and impact of the
perfectly competitive model were more revolutionary than
evolutionary.
BRIEF RECAP OF RESEARCH RESULTS
The new technical economists of the 1920s and 1930s ardently
believed that their work was either a mathematically sophisticated
restatement of, or reaction to, the so called ‘classical model of
perfect competition’. However, the conceptive framework
implanted by the model of perfect competition represented a sharp
break in continuity from the vision of the market in classical and
early neoclassical writings. The classical approach to industrial
organization, which was carried into the twentieth century,
portrayed the entrepreneur as one who faces uncertainty and
incessantly pursues pure profit via three means: intertemporal trade
(speculation); the introduction of cost-reducing methods of
production; and the marketing of new products. From Adam Smith
to Alfred Marshall the spotlight was aimed, first on the forces of
experimental diversity which spur the wealth of a nation, and
second, on the extensions of the market and consequent redivisons
of labour through which economies of scale are reaped without a
threat to competition. Of course, the end results of competition
(profit-rate equalization and price equal to cost) were of keen
scientific interest to the classicals, but they did not think in terms of
a world in which all profit opportunities have been recognized and
squeezed out. Their main focus was on the importance of the
process itself, not on its consummation. The classicals indeed saw
the system as equilibrative, but only because entrepreneurs (whose
explicit presence in the classical literature will be described in
Chapter 4) were inferentially ferreting out and correcting each
others’ errors, thereby creating a convergence of returns.
The entrepreneur became a eunuch in neoclassical economies:
Assuming [zero-profit] equilibrium,’ wrote Walras, ‘we may even
go so far as to abstract from entrepreneurs…They make their living
not as entrepreneurs, but as land-owners, laborers or capitalists in
their own businesses’ (Walras: 225). Whereas, in classical
economics, the omnipresence of uncertainty made the
10
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entrepreneur’s discovery of under-valued resources an
indispensable component of the process by which firms learn what
consumers want and how to do it best. In fact, from the classical
perspective, entrepreneurship militated against the idea of zeroprofit firms producing homogeneous goods in uniformly optimalsized plants. In short, the founders recognized that innovations in
how to produce and what to produce constitute the very fabric of
the non-stop series of creative actions (and equally creative
reactions) which characterize the heart of the market. They saw
genuine monopoly (exclusive rights of sale, usually rooted in special
laws) and trade protectionism as co-equal evils, not just because
these phenomena generate an inferior position of consumer welfare
(as in comparative-static neoclassical modelling), but more
importantly, because they preclude entry and thereby retard
progress by stifling entrepreneurship and the process of competition
(Mill 1864, vol. II:298–9, 337, 547–8).
Yet, partly as a result of Robinson’s and Chamberlin’s use of the
‘classical’ model of perfect competition as a straw man against
which their model was favourably compared, and partly as a result
of the portrayals in Knight (1964) and Stigler (1957), the
economics profession has, by and large, come to accept the
erroneous idea that the perfectly competitive model (in various
degrees of formal development) has been an implicit pillar of
economic analysis since Adam Smith. Arrow, for instance, shares
the conventional-wisdom interpretation, namely, that the purely
reactionary perfect competitor of Walras was the same theoretical
construct employed by his predecessors:
In classical theory, from Smith to Mill,…[t]he firm’s role is
purely passive…. No doubt the firm or the entrepreneur was
much discussed and indeed given a central role in the informal
parts of the discussion; the role was that of overcoming
disequilibria. When profit rates are unequal, profit hungry
entrepreneurs moved quickly, with the end result of
eliminating their functions.
(Arrow 1971:68; italics added.)
Likewise, Andreau Mas-Colell has alluded to ‘the central position
the concept perfect competition has enjoyed since the 18th century’
(1982:3), and Philip Williams has supported the traditional view in
his book on the history of the theory of the firm, concluding that in
classical economics, ‘the firm is little more than a passive conduit
11
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which assists in the movement of resources between alternate
activities’ (P.L.Williams: 11, 33–4, 39, 56). Similarly, Alan
Greenspan believes that for ‘the classical economists…, the concept
of competition…consist[ed] merely of producing and selling the
maximum possible, like a robot, passively accepting the market
price as a law of nature, never making any attempt to influence the
conditions of the market’ (Greenspan 1961:60). And Blaug, who
has regularly shown an appreciation for the process perspective,
has written that the treatments of Adam Smith and his British
successors obscured the entrepreneur’s distinctive roles as a bearer
of uncertainty and discoverer of knowledge (Blaug 1986a: 219–22).
This essay will offer a fortified demurral. I will argue that the
role of the entrepreneur as the driving soul of the process of
competition was clearly recognized in various degrees of
sophistication (though not glamourized) by most leading British
writers. Therefore, the neoclassical method of reasoning (via the
perfectly competitive model) did not evolve from the classical
portrait of the market. Instead, it sprang to life to satisfy Cournot’s
pursuit of definitional rigour, and eventually became the principal
instrument of the Elements (Walras: 40, 83–4, 224–5). The
perfectly competitive model did not make its real debut as an
analytical tool until the 1920s—after the profession had digested
Frank Knight and after the influence of Alfred Marshall had
waned. Until that time, the way economists reasoned about the
market was ‘structurally different’ (R.Nelson 1986:470). Since the
static concept of perfect competition was employed neither
subconsciously by the classicals nor consciously by the early
neoclassicals, its subsequent adoption as the norm of modern
economics represents an over-throw of the classical conception of
the market. The consequences of this development on the
intellectual evolution of the discipline, and, thereby, on its
recommendations for crafting public policy, were profound.
Therefore, the conventional historiography of the early neoclassical
period needs to be reassessed. Hopefully, this essay will spark a
debate that will ultimately result in a new direction in our thinking,
thereby validating Weintraub’s contention that, in some instances,
the history of economic thought can and should have an impact on
the work of present-day theorists (Weintraub 1990:271).
As a profession, we have simply failed to acknowledge the less
desirable offspring of our blissful marriage to Walras. From a
history-of-thought perspective, we need to know, for any given
12
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body of theory, not only how it developed and succeeded, but more
importantly, how it has been perceived and the consequences of its
digestion: We seek to understand the way the interpretive
community has read the poem…’ (Weintraub 1990:276). This does
not mean that I favour abandoning the traditional tasks of the
historian of economic thought, as epitomized, for example, in
Blaug and Walker, whose works evaluate the originality, logical
consistency, and progressive application of ideas. (See Backhouse:
18–19; and Weintraub 1992:276.) But I do challenge the
widespread assumption that the discipline’s monogamous union
has yielded more good than harm. The next eleven chapters will
elaborate upon all these controversial issues.
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The Classical view of competition was a dynamic one and it
is misleading to interpret their writings in terms of the
[perfectly] competitive model…. It is because of the dynamic
nature of…competition that owners of capital were able to
exploit new profit opportunities, sell new commodities,
obtain supplies from new sources, and sell in new markets.
(O’Brien: 53–4)*
In 1921 Frank Knight voiced the idea (shared widely by his newage
contemporaries in technical economics) that classical economic
analysis was embedded in a primitive, imprecisely defined, yet
clearly recognizable version of the perfectly competitive model
(Knight 1964:21). A successive wave of prestigious economists
accepted this position, and Stigler’s 1957 article on the history of
perfect competition cemented Knight’s view amongst leading
theorists. (By leading theorists I mean those who have earned the
respect of the entire profession through their regular application of
pathbreaking equilibrium models to various policy issues in
flagship journals.)
In an essay in The New Palgrave, Blaug asked, ‘[I] s all of classical
economics a primitive but prescient version of general equilibrium
analysis?’ (Blaug 1987:437). The profession’s judgment for over
seventy years has been that the British classical economists reasoned
implicitly within a nascent yet discernable version of the perfectly
competitive model (in which the entrepreneur was virtually invisible).
Since entrepreneurs were presumed to have had no distinct role in the
classical literature, the inexorable movement of price-taking firms
* Unless noted otherwise, all italics within quotations employed throughout this
book are those of the original authors.
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toward an implicitly calculable equilibrium has been asserted as the
central feature of classical treatments of the market. The introductory
quote above from Denis O’Brien’s text, The Classical Economists,
stands in stark contrast to conventional wisdom. Unfortunately, little
has been done to translate the contrary position into a viable
alternative interpretation of events. My goal is to stimulate a
modification of mainstream thinking on the roles of entrepreneurship
and competition in the history of economic thought by convincingly
demonstrating that the equilibrium paradigm, as epitomized by the
model of perfect competition, was, in Kuhnian terms, a revolutionary
development due to its impact on the cognitive dispositions of many
influential economists.
Forthcoming chapters will trace, for instance, how the classical
approach to industrial organization was profoundly altered during
the 1920s and 1930s by the distinctly neoclassical notions
embodied in the perfectly competitive model—notions which
reconstituted the profession’s understanding of competition and
monopoly. Meanwhile, in the present chapter, three complementary
themes will be developed, each of which provides valuable
background insights on the transformation thesis that sparked my
research programme. First, the ideas which distinguish the classical
view of competition and monopoly from the neo-classical will be
explored. Second, the manner in which these dissimilar conceptions
affected the definition of economics and the research agenda of its
practitioners will be examined. Third, the real-world functions of
the entrepreneur will be explained, because the entrepreneur’s
contributions, though absent in the formal models of neoclassical
economics, were of central importance in classical economics. The
impact of this inflection point in conceptualizing was significant,
for the elimination of the entrepreneur via the equilibrium vision of
the market led to the profession’s ready acceptance of Lange’s
proposal that market forces can be harnessed in a collectivized
economy—a proposal that was intriguing, even exciting (in an
abstract, model-building sense) to the neoclassical mind, but was
incredulously naive to the classical mind.
COMPETITION AND MONOPOLY IN CLASSICAL
ECONOMICS
The founders of the discipline did not reason about competition
within an intellectual matrix comparable to that which dominates
15
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the mind grounded in neoclassical method. The classicists saw the
market as an incessant discovery process by which consumer
preferences and the least-cost methods of satisfying those preferences
were revealed. The entrepreneur was indispensable to this process,
for he possessed a comparative advantage in gathering and weighing
dispersed and often conflicting signals. That is, the entrepreneur
existed because judgments had to be made, as contrasted with the
neoclassical vision, in which the only acceptable behaviour of firms
is to mechanically reallocate capital in response to a new set of
perfect-information emissions—provided like manna from heaven,
indiscriminately and simultaneously—to the roboticked helmsmen of
each firm. In classical economics, to summarize, competition was the
process of action and reaction by which firms learned what to
produce and how to produce; the relative absence of these adaptive
forces was associated with the complacency induced by the privilege
of monopoly.
In neoclassical economics, monopoly exists whenever a firm
faces a downward-sloping demand curve; in other words, a firm is
competitive only if it faces an infinitely elastic demand curve.
Expansion of a competitive firm’s output causes no change in the
price received because its production is an infinitesimally small
percentage of the total volume of the particular commodity being
sold; that is, changes in a competitive firm’s output cannot cause a
shift in the market supply curve. Only if a non-trivial number of
such firms act in unison will the supply curve be affected. (The very
best diagrammatical exposition of these points, uniquely rich in
pedagogical insight, is in Alchian and Allen: 111–13. For a broader,
real-world discussion of the meaning of competition, see Telser
1982:169, 171, 174.)
Stigler has noted that the classicals sometimes confused land
ownership with monopoly power (Stigler 1957:3), and Sowell has
listed numerous examples of critiques by early nineteenth-century
economists of each others’ ambiguous use of language (Sowell
1974:139–40). In general, however, the classical concept of
monopoly was tightly linked to the permanent profits garnered
from mercantalist franchising rights which insulated favoured firms
from fear of entry by rivals (Parry 190–3; and Mund: 99–100).
Consequently, classical economists did not associate monopoly
damage with a particular state of affairs at equilibrium (such as P
> MC), but rather saw it as an impediment to the will to compete,
a condition spawned by exclusive production rights, usually
16
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bestowed by government (Senior 1938:102–3, 114; and Smith
1937:61). To the rigorously-trained neoclassical mind, such
imprecision is lamentable. From a classical view of industrial
organization, harm ensued only if institutions existed to inhibit the
process of competition, independent of the presence of transitory
monopoly profits due to P > MC at existing production levels.
From this perspective, international capital mobility since World
War II has made the world’s open economies increasingly
competitive, despite the seemingly endless mitosis of product
variants generated by this capital (Clifton 1977:138, 144, 146,
150). Clifton was inspired by Marx’s insight on this subject: ‘The
expansion of trade and manufacture accelerated the accumulation
of movable capital…’ (Marx, in Tucker: 182; italics added).
Despite the emphasis placed by Adam Smith on the anticompetitive nature of mercantalist restrictions on capital, the
classical writers failed to develop a ‘measure of competiveness’,
such as ‘an index of the rate of convergence of profitability’; that is,
the classical literature contains no discussion of a means to track
the openness of entry (Auerbach: 17). Given the influence of
Francis Bacon and David Hume on the need to observe, measure,
and record, this omission is puzzling.
Finally, it is noteworthy that Smith expressly addressed the social
cost of rent-seeking and the defensive lobbying arrayed against
those seeking privilege. (See the Smithian quotes and discussion in
West 1978:830–3, including fn. 4.) Unlike the neoclassical measure
of the deadweight-loss triangle, which is ‘conducted in an
institutional vacuum…[,] Smith’s much broader analysis reminds
us that people will use resources to profit themselves by actions…
directed to changing the rules’ (West 1978:842). Moreover, as
Tullock has pointed out, successful rent-seeking breeds more rentseeking (Tullock: 231, in West 1978:842). Smith was thoroughly
familiar with the debilitative, progressive nature of the problem. He
noted that exclusive franchises have ‘so much increased the number
of…[monopolists], that, like an overgrown army, they have become
formidable to the government, and upon many occasions
intimidate the legislature’ (Smith 1937:438, in West, 1978:842)
CASE OF THE MISSING (?) ENTREPRENEUR
As economic theory became more carefully formulated in all
the western European nations, no operative place was found
17
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for the entrepreneur. This was particularly evident in English
classic theory from Smith to Marshall, where many writers
made no effort either to define or include entrepreneurship.
*
*
*
*
The difficulty was that English theory was based upon a normal
state of equilibrium, established by the multiple reactions of
businessmen, consumers, investors, and workers to the prices of
goods and services. Individual variations in behavior were seen
either as canceled out in the aggregate or suppressed by
competition. In this highly aggregative system, any unknown
element was to be derived from the relations of theoretically
measurable quantities. To say that the entrepreneur was
rewarded for risk taking, that is, for uncertainty, was the
negation of a proper theoretical explanation.
(Cochran: 88–9)
Leading figures in the profession usually see the dormant seeds of
neoclassical equilibrium thinking in classical texts. The standard
view, reflected in Cochran’s introductory quotation, is that the
analyses of our forefathers were entrepreneurless. Blaug, for
example, has concluded that, compared to the German and French
treatments, the entrepreneur was invisible in the works of British
writers, who ‘failed to highlight the distinctive character of the
entrepreneurial function’ (Blaug 1986a: 220). On this point he is
emphatic: ‘It is evident that Ricardo, and for that matter virtually
all the other leading English classical economists, regarded
production and investment of capital as a more or less automatic
process, involving no critical decisionmaking and certainly no risky
judgment or imagination of any kind’ (Blaug 19860:227). Marian
Bowley generally agrees. She has concluded that, with the
exception of Adam Smith, the distinction between the entrepreneur
and the capitalist ‘was not of much interest’ among classical British
economists (Bowley 1973:38–40).
The shared position of Cochran, Blaug, and Bowley is important
because it has reinforced the notion that in the British School, an
equilibrium perspective is inherently rooted in the entrepreneurless
and hence acquiescent reactions of firms to the prices they face. This
notion is now commonplace among neoclassical theorists. However,
as noted in Chapter 1, Blaug has elsewhere warned against such an
inference; moreover he has implicitly contradicted his 19860
assessment that the British School was indifferent to the role of the
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STATEMENT OF THE PROBLEM

entrepreneur: ‘[There exists] a subtle but nevertheless unmistakable
difference in the conception of “competition” before and after the
“marginal revolution”. The modern concept of perfect
competition…is foreign to the classical conception of competition as
a process of rivalry in the search for unrealized profit
opportunities…’ (Blaug 1987:443). Blaug’s 1986a remarks are
probably rooted in the noticeably more subdued British discussions
of the entrepreneur, as compared to the prominence of the
entrepreneur in the works of Continental contributors. This disparity
in emphasis is indeed an enigma, but it does not warrant the modern
implication of neglect or omission. The following assessment seems
the most balanced: ‘Both [Smith and Ricardo] recognized that the
entrepreneur was crucial; but possibly because this seemed axiomatic
neither chose to dwell upon it’ (Parker and Stead: 42). This statement
applies equally well to the entire British School. However, for the
purposes of this particular study, a comparative lack of emphasis on
a factor may imply a lack of appreciation for its role, but failure to
confer explicit credit upon that factor would be a far more
convincing indicator of having been oblivious to the factor’s
importance. The classical British economists were guilty of the
former shortcoming, but not of the latter.
Therefore, while Blaug’s lucid insights on the history of thought
have been a frequent source of inspiration to me, I must respectfully
object to his unqualified conclusion in 1986a (which is widely
shared). Granted, Ricardo completely ignored entrepreneurship,
and granted, British treatments of the activities of ‘undertakers’
were not as pervasive and usually not as penetrating as their French
and German counterparts. Nor were their treatments packaged in
separate chapters; nonetheless, the central idea of the Continental
economists—that the entrepreneur provides a unique and
indispensable service—was acknowledged (in various degrees) by a
host of prominent British writers. The unambiguous recognition of
the judgment-bearing entrepreneur in the literature from Smith to
Marshall (to be surveyed in Chapters 4, 5, and 6) testifies that the
classical treatment in the UK differs markedly from today’s
conventional wisdom of the era.
CONCEPTIONS OF EQUILIBRIUM AND THE ROLE
OF THE ECONOMIST
The systematic study of the forms of legal institutions which
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will make the competitive system work efficiently has been
sadly neglected;…
(Hayek 1976:38)
Hayek has pointed out that the real question facing society is the
determination of the exact commodities and services by which ‘the
needs of the people can be most cheaply satisfied’ (Hayek
1948:100–1). In neoclassical economics, the what-to-produce
question is not an issue: perfect knowledge, market-clearing prices,
and the Lagrangian optimality calculus combine to ensure that the
utility-maximizing mix of goods is produced at every instant. In the
classical discussions, on the other hand, the producer’s knowledge
of preferences and final prices is incomplete or absent; the
revelation of this vital information is the golden by-product of
rivalry for the custom of consumers. When the notion of the
economic problem was transformed from defining output to
allocating output, the role of the economist changed—from an
analyst of the public and private avenues travelled by agents in
their quest for knowledge—to a builder of models to ascertain
equilibrium conditions associated with various initial conditions.
The entrepreneur is indispensable in the former scenario but is
nonexistent in the latter; therefore, our habits of thought were
altered as our conceptual framework was rebuilt under the perfectinformation models of the neoclassical era.
Under the classical vision, the system was always moving toward
an equilibrium (an equalization of capital returns), but capital shifts
were spurred by the recognition of new opportunities that first
created unequal returns. Since the precise avenue of entrepreneurial
initiative was unpredictable, one could not ascertain the
equilibrium of a system from its original conditions. Therefore,
based on the definition of modern general equilibrium theory
provided by Arrow and Hahn, which stresses pre-calculability, the
classical economists were not the spiritual fathers of the
neoclassical paradigm (see the Arrow-Hahn quote in Blaug
1987:443). As Milgate has explained,
[Adam Smith’s] particular ‘tendency toward equilibrium’ was
held to be operative in the actual economic system at any
given time [i.e., a system composed of firms, who, in various
periods, were price makers and then price takers]. It is not to
be confused with the familiar question concerning the
stability of competitive equilibrium in modern analysis. There
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the question about convergence to equilibrium is posed
[within a perfectly] competitive environment….
(Milgate: 179)
Henceforth, the term ‘equilibrium allocation’ will mean a general set
of market-clearing allocations. With Keynes came the idea of an
unemployment equilibrium caused by an excess demand in the
money market, which prompts persistent excess supplies in the
markets for goods and labour. The Keynesian idea of macroequilibrium has no role to play here. The traditional market-clearing
idea will be employed throughout this book because it connotes the
system-wide coordination of everyone’s plans. Since current plans
are based on non-uniform expectations of the future, successive
interactions between agents may not reduce the differences in their
expectations, in which case everyone’s plans would not become
mutually compatible, and hence intertemporal equilibrium would be
unattainable (Rizzo 1992:117, 120–2, 124–5). However, a rejection
of the idea of existence should not be equated to a rejection of the
value of equilibrium modelling. Leading Austrians such as Machlup,
Mises, Hayek, and Lachman, for example, have recognized the need
to employ equilibrium models (Rizzo 1992:118, 120, 124, 126).
Furthermore, most Austrians accept the idea of existence as well,
though not of its calculability. In this sense, Austrians are
neoclassical, but they reject the mechanistic (non-entrepreneurial)
mode of thinking sewn into the fabric of modern economics by the
Walrasian portrayal of the market.
This is an important and often misunderstood point, so it deserves
elaboration. From an Austrian perspective, the market process is
equilibrative (in the classical sense of the term), despite the mistakes
in judgment that are made during the entrepreneur’s quest to
neutralize (rather than be circumscribed by) the constraints he
encounters. The equalization of returns and other ‘powerful
regularities’ observed in market economies are grounded in man’s
success in discovering and overcoming his errors (Kirzner 1992:55).
The tendency toward equilibrium, therefore, does not require that
people be purely self-interested. Equilibrium simply requires that
Abraham Lincoln’s maxim be true: ‘You can’t fool all the people all
the time.’ The market’s greatest strength is its ability to induce
entrepreneurial energy to detect error and make appropriate
adjustments. Equilibrium is the product of the ‘universal propensity
of man to be wakeful, alert, and purposefully oriented towards the
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uncertainties of the future…’. Consequently, the central results of
microeconomic theory are assured by the observable penchant of
some men and women to learn from their mistakes, ‘to size up
uncertainties’, and to act on their hunches. This process reveals new
information—at first only to entrepreneurial prospectors—and hence
initially creates pure profit; but it also promotes gradual knowledgesharing via free-entry replication and thereby ensures the subsequent
equalization of returns across industries as the alert, second order of
entrepreneurs allocate their capital to the gold mines discovered by
the first-order entrepreneurs (Kirzner 1992:53–6).1
Along these lines it is interesting to note that as the market for
equity financing matured, Alfred Marshall began to study the role
of stock-market speculators, whom he divided into two basic
groups: the experienced and the inexperienced. He explained that
the analytical decisions of the former serve to correct the pricing
mistakes engendered by the knee-jerk reactions of the latter. In
game-theoretic terms, Marshall described how ‘shrewd and wellinformed’ speculators profit from correctly anticipating the
‘impulsive’ responses of novice traders who usually overreact to
daily news bulletins. Specifically, the professionals remain alert for
the types of bad surface news that is likely to prompt amateurs to
sell and drive down stock prices, even though real supply and
demand conditions in product and factor markets have not been
altered by the events being reported. The pros will plan to buy after
the expected transitory dip in prices. Analogously, the reporting of
cosmetically good news will spur a buying spree by the
inexperienced, followed by a profit-taking sell-off by the
professionals (if they detect no real changes to justify higher equity
values). Therefore, said Marshall, the experienced speculator
profits by ‘carefully read [ing]…the inferences that half instructed
opinion will derive from the news and rumors of the day…’ (see the
unpublished, turn-of-the-century manuscript reprinted in Dardi
and Gallegeti: 592). Unfortunately, Marshall did not address the
role of the information conveyed by the initiatives of those stockmarket speculators who study incipient trends in real factor and
product markets and who act on their findings—the resultant
trading from which alerts others that new insights have been
brought to light. The contribution of this forward-looking
professional class has been underscored in the work of the modern
school of financial economists, three of whom shared a Nobel Prize
partly for their research in this area.
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In conclusion, Austrian economists see the market process much
as the classical economists saw it, namely, as a convergent confluence
of forces that yields an outcome that, given man’s fallible powers,
seems counter-intuitive. Anti-equilibrium (non-Austrian) theorists,
on the other hand, have emphasized the possibility that the
incestuous nature of agents’ interactions may magnify the scope for
and likelihood of entrepreneurial errors, such as the case of the so
called ‘irrational’ speculative bubble. But these bubbles are burst by
those who successfully detect—and handsomely profit from—the
widespread, erroneous expectations of others (Garber: 35–6, 52–3).
So errors do get corrected, and hence ‘[m]arkets do work’. And this
fact has aroused the scientific curiosity of our discipline, for we are
intrigued by, and seek understanding of, results that appear
paradoxical (Kirzner 1992:60). Henceforth, the term equilibrium
theory will refer to the mainstream conception of equilibrium (à la
Arrow-Debreu), rather than to the more general meaning invoked by
classical writers and modern Austrians.
Of course, the central results of microeconomics can also be
obtained by positing a set of state-sponsored discovery agents who
unearth new insights which are then shared instantaneously with all
participants. This portrayal satisfies the mechanics of the model; that
is, it yields the powerful regularities of the real world, but only by
assuming that government employment can be made perfectly
comparable, in its incentive effects, to the private sector. This
perspective has fuelled a multi-generational fascination with the idea
of market socialism, which we will examine in detail in Chapter 3.
WHAT IS COMPETITION?
According to Hayek, ‘Competition is essentially a process of the
formation of opinion: by spreading information…[i]t creates the
views people have about what is best and cheapest…’ (Hayek
1948:106). Moreover, said Hayek (1945:520), the perfectknowledge assumption has allowed neoclassical economics to
assume away the problem that needs to be explained, namely,
how the spontaneous interaction of a number of people, each
possessing only bits of knowledge, brings about a state of
affairs [of zero-profit general equilibrium]…which could be
brought about by deliberate direction only by somebody who
possessed the combined knowledge of all those individuals.
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To show that…the spontaneous actions of individuals will,
under the conditions we can define, bring about a distribution
of resources which can be understood as if it were made
according to a single plan, although nobody planned it, seems
to me indeed an answer to the problem which has sometimes
been metaphorically described as that of the ‘social mind’.
(Hayek 1948:50–1, 54)
Hayek’s greatest single contribution has been his emphasis on the
market’s role in ameliorating ‘the real problem faced by society’: the
imperfection of knowledge and the resultant need for a system which
provides incentives for agents to seek and to transmit new insights
via the pursuit of profit-making activities (Hayek 1945:530). Herbert
Simon, who won the Nobel Prize in economics in 1978, has praised
Hayek’s treatment on two counts: it restricts ‘how much we need to
know about everyone else’s business to do our own’, and it does not
get sidetracked by the conditions that preclude a Pareto-optimal
outcome. People do not need to understand why prices rise or fall; a
‘tolerable’ system-wide coordination of plans requires only that
people respond to price changes, ‘even if optimality is beyond reach’
(Simon, in Thomsen: 73–4).
The irony, explained Hayek, is that exchanges are consummated
precisely because each agent does not possess perfect information.
If the current owner of a parcel of land, for instance, knew all the
facts about future roads and others’ plans to develop adjoining
acreage, etc., he would not sell at today’s imperfect-knowledge
equilibrium price. Of course, freedom to receive or to obtain
whatever knowledge one can ascertain does not include the power
to compel others to supply their information (Bartley: 23). In fact,
the enactment and tough enforcement of a bilateral full-disclosure
law would inhibit exchange and thereby preclude the attainment of
a less imperfect price. Under current law, purchasers are not
required, in advance, to explain their incentive to buy; therefore,
sellers ‘have no chance of learning about facts which, if they knew
them, would induce them to alter their plans’ (Hayek, 1948:53).
The sharp neoclassical focus on the mathematical conditions
that define equilibrium, and the resultant abandonment of the
classical process of competition, inspired Buchanan to reply that
competitive standards are not established via mathematical
constructions of zero-profit ideals. Rather, they emerge gradually as
various industrial patterns earn acceptance (or rejection). Rules and
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institutions follow to guide future agents. Of course, new insights
on the social costs and benefits of various patterns will affect their
level of acceptance. Buchanan wants ‘the central part’ of economics
to be the study of ‘this becoming process, which is brought about
by the continuous pressure of human behavior in exchange…’
(Buchanan 1964:218). The bottom line is quite simple: ‘the market’
is the process of competition, namely, the means by which people
‘haunted by the Smithian propensity’ employ educated guesswork
to respond spontaneously to their ignorance of others’ activities
and plans (adapted from Buchanan 1964:218; Loasby 1976:191–2;
and Taylor: 11–12). Hence the essence of a market system is its
ability to harness prices to successfully coordinate the goals of each
of society’s members despite the ‘division of knowledge’ that
prevails (Hayek 1976:49–50). The market cannot function without
the rules and customs which insure the ability to compete. The
neoclassical emphasis on the mathematical conditions that
accompany the end limit of competition deflected attention from
the classical emphasis on the sociopolitical conditions needed to
ensure the continuation of the process itself. As Nathan Rosenberg
has explained, ‘the increasingly formal nature of economies’
resulted in a ‘prolonged neglect’ of the weight Adam Smith had
placed on the existence of ‘appropriate institutions’ to ensure ‘the
absence of all special privilege…’. Only then could we be sure that
the free-market will harness self interest to promote the general
welfare (Rosenberg 1960:557, 560, 570).
Both Buchanan and Rosenberg have alluded to constraints
imposed on competitive behaviour. One of the limits society has
placed on individuals is the confidentiality enforced on those whose
expertise is hired by firms to transact mergers or other group-like
acquisitions (such as the buying of large tracts of ‘wasteland’ in
central Florida by the Disney Corporation in the 1950s). The
lawyers, accountants, and financiers who become privy to such
tightly-held information are paid handsome fees, and a key part of
their service agreement is their vow not to reveal the insights of the
entrepreneurs who have employed them (Herzel and Katz: 17–23).
This legitimate contractarian view has metamorphized into an
illogical lumping of all incidental knowledge (acquired by virtue of
one’s employment) into the nefarious and illegal category known as
insider trading. This unfortunate development is directly traceable
to the impact of the inapplicable perfect-knowledge ideal fostered
by neoclassical economics. George Gilder has identified the root of
25

ECONOMICS: PERFECT COMPETITION & TRANSFORMATION

the problem and its harmful consequences for the US capital
market:
Throughout the history of capitalism, insiders with a deep
knowledge of particular enterprises have supplied the bulk of
capital for new companies….
[T]o banish them from the markets is to exclude the key
source of long-term cash for companies whose work is
difficult for laymen to understand.
[The Securities and Exchange Commission has]…adopted the
ridiculous goal of an ‘even playing field’ of information.
Inspired by a false image of ‘perfect competition,’ this concept
banishes all special knowledge from the marketplace.
The truth is that entrepreneurial information from deep inside
companies is the chief real knowledge of the economy.
Acquiring and comprehending it is the chief work of inside
entrepreneurs. By excluding inside news from the
marketplace, the US effectively blinds its stock markets.
(Gilder 1992: A10)
Recent research has measured the gains to small traders from
excluding insiders, versus the deadweight loss attributable to the
labour and capital expended in the discovery of information
provided freely via insider trading. ‘In general, it costs $2.50 in
resources to transfer $1.00 to [small, uninformed] traders.’ On the
other hand, those ‘who benefit the most from eliminating insiders
are the market professionals who must compete with them’,
namely, the semi-informed cadre of brokers and portfolio managers
who earn the lion’s share of the gains to be redistributed by
banning insiders (Tighe and Michener: 164–8).
It is interesting to note that shareholders have not used corporate
charters or employment contracts to restrict ‘everyday insider
trading’ (Seyhun: 177). Furthermore, neither shareholders nor courts
have restricted the exploitation of privileged information—by those
who hold no fiduciary obligation (Seyhun: 151). Contrary to the
‘fairness’ objective promoted by a perfect-knowledge perspective, the
equity-holding community understands that profitable trading by
non-fiduciary insiders or anyone else with special insight serves
others by ‘reducing search costs’ and thereby ‘leads to more accurate
stock prices…’. In addition, from a micro viewpoint, allowing
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insiders to profit from their knowledge is a substitute for the higher
wages that managers would otherwise demand if they could not
trade on what they know (Seyhun: 150). For an excellent critique of
the fairness doctrine, which was inspired by the wrong-headed idea
that no one should be allowed an informational advantage, see
Herzel and Katz: 15–17. The insider-trading issue is simply one
example of the anti-market impact of the so called fairness mode of
thinking that has found succour in neoclassical theory. Instead of
focusing on the spontaneous institutions through which information
is excavated and dispersed, the perfect-information, zero-profit
paradigm rationalizes policies that are counterproductive in a real,
discovery-process environment. As Hayek noted over 50 years ago,
‘[t]he systematic study of the forms of legal institutions that will
make the system work more effectively has been sadly neglected…’
(Hayek 1976:38).2
Nations with highly skilled labour, wrote Adam Smith, ‘have
followed very different plans in the…direction of it; and those plans
have not all been equally favourable to the greatness of its produce’
(Smith 1937:1ix). The classical perspective of competition suggests,
therefore, that a study of various constitutions to govern exchange
is at least as important as a microscopic knowledge of the optimal
endstate produced by free entry, product homogeneity, and perfect
knowledge. Prior to the emergence of the writings of James
Buchanan, Ronald Coase, Douglass North, Gordon Tulloch, Oliver
Williamson, and other new theorists, neoclassical economics had
focused its attention on results and had virtually ignored the role of
the governing process. As long as government was considered
neutral and all firms were shorn of market power by the perfectknowledge postulate, the constraining role of decision rules on the
‘becoming process’ was never seriously considered. By contrast, in
an economy driven by the entrepreneurship created by nonsymmetric information, the impact of alternative packages of ways
and means is of paramount importance. Adam Smith, for instance,
attributed China’s relative poverty to its anti-competitive set of
sociopolitical institutions (Smith 1937:71–2, 95); and Richard
Whately emphasized that the application of the ceteris paribus
assumption to institutions misleads us by masking their important
role in economic growth: ‘For there are several other points in
which inequalities may exist as shall effect the result. Wise or
unwise laws and customs…do indeed tend to make a great
difference as to the advancement of a society in wealth…’
27

ECONOMICS: PERFECT COMPETITION & TRANSFORMATION

(Whately: 187). In fact, Smith offered a bold, long-range forecast of
the future of North vs. South America, based solely on the highlycentralized versus the ‘less illiberal and oppressive’ legacies
bestowed by the respective colonizers (Spanish vs English/Dutch).
Smith noted that Spain’s colonies were better endowed with natural
resources than England’s colonies. Nonetheless, he predicted that
‘the superiority’ of British institutions would enable North America
to prosper, while growth in the Southern hemisphere would be
stunted, particularly by policies which inhibited intranational trade
and which discouraged individual initiative by not ‘securing to
everyman the fruit of his own industry…’ (Smith 1937:534–6,
576). Smith’s institutional-based analysis has been recently
legitimated by several scholars on Latin America, such as de Soto
(196–227), Harrison (xv–xviii, 1–9, 112–18, 126–9) and
Machovec (9–21). To Smith, the limiting factor in growth was
always the constitution: the motivation, provided by self-interest,
was timeless and universal; the barriers to growth were man-made
and unnecessary, and were erected always to serve particular
interests. Critical to Smith’s analysis…was the conviction, amply
demonstrated, that a nation’s institutions… decisively affected its
capacity for creating wealth’ (Hartwell: 138).
The members of the Scottish Enlightenment stressed that the
laws and customs of a society arose from experience; that is, men
and women came to adopt traditions that successfully facilitated
the coordination of their individual goals, while less pragmatic
alternatives fell into disuse. In other words, laws and customs
evolved spontaneously, from trial and error, not from a blueprint
issued by some authority figure. Hayek placed great emphasis on
the spontaneous nature of societal rules. Language, for instance, is
an example of a spontaneously derived set of rules. Hence a
grammar text is really descriptive, not prescriptive in the long-term
sense, because repeated usage dictates the entries in future grammar
books. Our liability laws, similarly, are a product of our experience,
not the product of a lawgiver (see Holmes: 5–17, 23–7, 33). Not
surprisingly, therefore, researchers in Artificial Intelligence are
employing the learning approach to the study of rules formation, as
described in Moss: 31, 33; also see his monopoly-application case
on 34–7.
It may seem ironic that the discipline of economics, which
stresses the role of individual choices, should also be concerned
with the importance of rules determined via evolutionary group
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