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Chapter 1. Economics: the Delightful Science
“Nature has placed mankind under the governance of two sovereign
masters, pain and pleasure. It is for them alone to point out what we
ought to do, as well as to determine what we shall do. ”1
Jeremy Bentham (1748-1832)
“Pleasure and pain are undoubtedly the ultimate objects of the
Calculus of Economics. To satisfy our wants to the utmost with the
least effort ... in other words, to maximize pleasure, is the problem of
Economics”
William Stanley Jevons (1835-1882)
Most economics books begin with a discourse on the fundamental fact of scarcity
and the essential role that prices play in allocating society’s resources. That’s all true
of course, but the real essence of economics lies in the pursuit of happiness that
motivates people and the enormous increase in human welfare and happiness that
results from their efforts when they are free to pursue their interests.
Most people don’t associate economics with the pursuit of happiness. In the 20th
century economists became defensive in response to attacks on hedonism and
began to avoid the use of “pleasure” and “pain” when describing human
motivations.2 There were even attempts to remove from economics any link to
psychological concepts. This reform had few, if any, analytical benefits but
contributed to the estrangement of the discipline from other sciences and from
many people. But the older economists such as Bentham and Jevons had it right:
economics is, at its heart, the science of happiness.

Jeremy Bentham , An Introduction to the Principles of Morals and Legislation, from 1907 reprint of the 1823
edition, published by Clarendon Press, London, p1. An on-line edition is available at:
http://www.econlib.org/library/Bentham/bnthPML1.html#Chapter%20I,%20Of%20the%20Principle%20of%
1

2 See for example, George J. Stigler, “The Development of Utility Theory II,” 1950, The Journal of Political
Economy, October 1950, p 384. Stigler uses the language across various editions of Marshall’s Principles to track
the evolution of several concepts. Other prominent examples of the effort to remove psychological
underpinnings from consumer theory include E. E. Slutsky, Lionel Robbins, and perhaps most ambitiously, Paul
Samuelson’s development of revealed preference theory.
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But before we can convince you that economics is the delightful science and
understanding it is a key to achieving greater happiness in life and business we need
to disabuse you of some common canards. First, the slur that economics is “the
dismal science” is actually a badge of honor bestowed on the discipline by the racist
Scottish historian and essayist, Thomas Carlyle (1795-1881).3 In an especially
offensive 1849 article, Carlyle mocked political economists,
especially John Stuart Mill (1806-1873) who argued that slavery
was not only immoral but that as a matter of economic principle
and efficiency people should be free to sell their labor as they
wished.4 Carlyle’s repugnant essay prompted Mill to fire off a scathing rejoinder that
hastened the end of their already eroding friendship.5 Another of Carlyle’s
endearments for economics, “pig philosophy,” has thankfully never caught on.6
Carlyle’s smug denunciation of economics has been a handy excuse for generations
of critics to justify an airy contempt for and ignorance of the discipline that has done
more than any social science to advance the welfare and happiness of people.
Modern economics is a child of the English and Scottish Enlightenments (ca. 1650 ca. 1800). Adam Smith (1723-1790), a Scottish professor of moral philosophy,
published The Wealth of Nations in 1776. Wealth changed the way people thought
about markets and how wealth was created. Smith called for the liberation of people
3 Carlyle is often classified as a Romantic but he is an awkward fit into any specific school. He was definitely antiEnlightenment in most respects. Carlyle was influenced by German idealist and romantic writers such as
Friedrich Shiller and Johann Wolfgang von Goethe. He admired strong men and heroes, writing biographies of
Frederick the Great and Oliver Cromwell. These works, his racial intolerance, and skepticism about democracy
endeared him to some 19th and early 20th century German writers (with the notable exception of Friedrich
Nietzsche) as well as the Nazi Joseph Goebbels. Carlyle has been accused of inspiring fascist ideology but he was
guilty mostly of sharing with the fascists an anti-Enlightenment perspective; in fact he may have been read more
closely by Marx and Engels than fascists.
4 Thomas Carlyle, “Occasional Discourse on The Negro Question,” 1849, Fraser’s Magazine. Carlyle’s 1849 article
is reprinted in Miscellaneous Essays, London, Chapman and Hall, 1888 Vol. 7, pp79-110. Carlyle later reprinted
the essay and, tellingly, edited the title to replace “negro” with what is today referred to as the “n” word. Mill’s
response, originally in the form of an anonymous letter to the editor, is John Stuart Mill, "The Negro Question,"
1850, Fraser's Magazine for Town and Country, text available on line at several sites including
http://www.efm.bris.ac.uk/het/carlyle/occasion.htm
5 The more frequent but erroneous attribution of the term “dismal science” is to Carlyle’s criticism of
Malthusianism as “dreary, stolid and dismal” in an earlier 1839 essay, “Chartism,” also reprinted in Miscellaneous
Essays. The misleading attribution of the phrase to Carlyle’s rejection of Malthus is still perpetuated in popular
sources: for example, the current biographical entry for Malthus in Wikipedia. To be fair, the encyclopedia’s
separate entry for the phrase itself is correct if slightly but understandably flawed by using a less objectionable
term in the article’s title (as do we above). An interesting and accessible discussion of the 19th century economic
debates over slavery is Peter Groenwegen, ”Thomas Carlyle, ‘The Dismal Science,’ and the Contemporary
Political Economy of Slavery,” History of Economics Review (Canberra, Australian National University) 34
(Summer 2001), 74—94.
There are a number of short, accessible explanations of the misconception on the Internet, for example, Gavin
Kennedy, “Carlyle and the Racist Origins of the Idea that Economics was the ‘Dismal Science,’” The Victorian Web,
http://www.victorianweb.org/authors/carlyle/kennedy1.html. A number of economists have pointed out the
error without much success in changing the public perception. See for example Chapter 28 “Economics – Dismal
Science or Dentistry” pp. 206-214, in Herbert Stein, 1995, On the Other Hand: Essays on Economics, Economists
and Politics, AEI Press, Washington, D.C. for a discussion of the shallowness of Carlyle’s criticism of economics
that is a bit indulgent or at least nonjudgmental of Carlyle’s racism. Stein stresses Carlyle’s dislike of economics
with the classical economists emphasis on profit maximization which is true in general but ignores the
substance of his specific dispute with Mill over slavery and human rights.
6 Groenwegen, Op cit.
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from the tyranny of mercantilism, an economic philosophy that restricted
opportunity, concentrated income in the hands of a few, and pursued wealthdestroying objectives such as the accumulation of gold and silver. In many respects,
the American Revolution was a reaction to the abuses of British mercantilism. The
Navigation Acts that required Americans to export some goods only to England and
to use only English or colonial ships, were precisely the sorts of mercantilist
economic policies that Smith argued against. Published the year of the American
Declaration of Independence, Smith’s work was immediately and widely read.
Several members of the Constitutional Convention that met in 1787, particularly
James Madison, read Smith and incorporated aspects of his thought into the
document.7 The newly independent Americans were sensitive to restraints on
economic liberty and sought to write economic protections into the Constitution.
The Scottish and English Enlightenments were remarkable for the extent to which
received wisdom in almost all fields was challenged. In some respects the sciences
were less distinct in those days and concepts and discoveries could flow across
them and mingle. As Matt Ridley, author of The Rational Optimist: How Prosperity
Evolved points out, ideas could have sex and create even more ideas.8 Like other
Enlightenment scholars, Smith and his followers sought to discover and investigate
natural rules or laws, especially those that governed the interactions among people.
The distinction between natural and man-made laws when they conflict is critical; if
the dynamics of human behavior governing economic interaction are natural
phenomena, the rules of which may be discovered by scientific inquiry, then the
intervention of human control must be carefully weighed and justified. If, on the
other hand, an economy is a plastic artifact of human design that can be shaped to
meet the objectives of a designer, the arguments for control and intervention are
much stronger. The modern market economy falls somewhere between free and
managed and moving toward the latter. The appropriate balance is an extremely
important and difficult issue in economics and the other social sciences including
sociology, psychology, and political science.
The fundamental intellectual conflict in economics is between two forms of
rationality. The belief that an economy is an ecological system that emerges from the
actions and interactions of people seeking their own interests collides with those
who believe it can be a constructivist system based on reason and guided by
informed decision makers. Vernon Smith, a pioneering experimental economist who
was awarded the 2002 Nobel Memorial Prize in Economics, built on Friedrich
Hayek’s distinction between two types of reason and explored the nature of human
decision making and the interaction of the two types of reason that he defined thus:

7 See Renee Lettow Lerner, “Enlightenment Economics and the Framing of the U.S. Constitution,” Harvard
Journal of Law and Public Policy, Vol. 35, pp37-46 for an accessible overview of the connection between
Enlightenment economics and the Constitution from a conservative perspective.
8 Matt Ridley. 2010, The Rational Optimist: How Prosperity Evolved, HarperCollins Publishing, New York, 438 pp.
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“Constructivist rationality, applied to individuals or organizations,
involves the deliberate use of reason to analyze and prescribe actions
judged to better than alternative feasible actions that might be
chosen.”… “Ecological rationality refers to emergent order in the form
of the practices, norms, and evolving institutional rules governing
action by individuals that are created by human interactions, but not
by conscious human design.” 9
Vernon Smith’s definition of “ecological rationality” harks back to the Scottish
philosopher Adam Ferguson (1723-1816) who wrote in his 1767 Essay on the
History of Civil Society:
Every step and every movement of the multitude, even in what are
termed enlightened ages, are made with equal blindness to the future;
and nations stumble upon establishments, which are indeed the result
of human action, but not the execution of any human design. (Emphasis
added.)
Ferguson’s insight anticipated Smith’s well-known image of an invisible hand and is
a clearer statement than Smith’s more familiar phrase. The invisible hand is a vivid
metaphor but it strikes some as invoking a mysterious or imaginary power. This
makes it easier to dismiss and trust instead to the visible hand of government.
…he intends only his own gain, and he is in this, as in many other
cases, led by an invisible hand to promote an end which was no part of
his intention. Nor is it always the worse for the society that it was no
part of it. By pursuing his own interest he frequently promotes that of
the society more effectually than when he really intends to promote it.
(Emphasis added.)
Some biographers of Smith argue that 1767 publication of the Essay caused him to
accuse Ferguson of stealing some of his ideas, particularly about the division of
labor. Ferguson replied he had borrowed nothing from Smith and the dispute is
reported to have ruined their once close friendship until Smith’s fatal illness
brought Ferguson to his side.10 Later research has documented that Smith had no
compelling claim on the notion of the division of labor and his dispute with
Ferguson likely occurred much later, probably around 1780
Adam Smith was an avid student of the natural sciences that flourished during The
Enlightenment. His ideas owed much to being a keen follower of the many scientific
discoveries erupting at that time. Smith followed American polymath Ben Franklin’s
(1706-1790) experiments in electricity and Scottish geologist and chemist James
9 Vernon L. Smith, 2008, Rationality in Economics: Constructivist and Ecological Forms, Cambridge University
Press, New York, p.2
10. Ronald Hamowy examined the historical evidence in his 1968 article, “Adam Smith, Adam Ferguson, and the
Division of Labor,” Economica, New Series, August 1968, pp.249-259.
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Hutton (1726-1797) whose investigations in geology demonstrated that the Earth
was very, very much older than Bishop James Ussher’s painstakingly researched
biblical estimate that the Earth had been created in 4004 B.C.11 Although they
disagreed on many points of economic policy, Smith was influenced also by the
picture of natural balance and specialization among species drawn by the great
Swedish zoologist Carl Linnaeus (1707-1778) who spoke of “nature’s economy,” a
concept that has been revived by among others the prominent naturalist Geerat
Vermeij who discern the common characteristics of the forces that govern our
biology, scientific progress, technology, language, and economics.12 Linnaeus, whose
contributions are under-appreciated today, dabbled also in economics, championed
the introduction of economics into the curriculum of Swedish universities, helped
set the stage for Darwin, created the first comprehensive taxonomy, and placed man,
Homo sapiens, properly among the other primates – perceived by many as a
heretical demotion.13
Carlyle rejected much of Enlightenment thought particularly that which undermined
the racial, ethnic, and class prejudices of his time. Since at least Adam Smith
economists have for the most part argued that people of different races or classes
are essentially the same and that they differ primarily due to variations in their
experience and circumstances. In a famous passage, Adam Smith asserted what we
would describe today as the triumph of nurture over nature in determining the
differences among men:
“The difference of natural talents in different men is, in reality, much
less than we are aware of; and the very different genius which
appears to distinguish men of different professions, when grown up to
maturity, is not upon many occasions so much the cause, as the effect
of the division of labour. The difference between the most dissimilar
characters, between a philosopher and a common street porter, for
example, seems to arise not so much from nature as from habit,
custom, and education. When they came into the world, and for the
first six or eight years of their existence, they were, perhaps, very
much alike, and neither their parents nor playfellows could perceive
11 In fairness to Ussher, his estimates were the result of a conscientious examination of many biblical texts and
really not all that more inaccurate than Isaac Newton’s estimate of around 50,000 years based on the time
required to cool a globe of molten iron. See Arthur Stinner, “Calculating the Age of the Earth and the Sun,” Physics
Education, July 2002, pp. 296-305 for a fascinating tour of the various physical estimates of the earth’s age based
on different assumptions about which model of heat source and dissipation best described the process. Available
on-line at http://www.phy.duke.edu/~hsg/134/lectures/ages-of-earth-sun.pdf.
12 Geerat J. Vermeij, 2010, The Evolutionary World: How Adaptation Explains Everything from Seashells to
Civilization, Thomas Dunne Books, St. Martin’s Press, N.Y. 314 pp. Whenever a specialist expands beyond his
primary field, he is bound to make some errors in interpretation and Vermeij makes some with respect to
economics but the major thrust of his argument is sound and well illustrated.
13 The intellectual ferment and cross-pollination across the natural sciences and what were then called the moral
sciences and the emergence of economics from the natural sciences is described in Margaret Schabas, The
Natural Origins of Economics, The University of Chicago Press, Chicago, IL, 2005. Her discussions of Linnaeus and
Smith are on pp. 83,91-93, 143. Curiously, although Schabas relates the early parallel or joint development of
Nature’s and man’s economies, she does not connect them to modern evolutionary economics as articulated by
Winter and Nelson and others.
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any remarkable difference. About that age, or soon after, they come to
be employed in very different occupations. The difference of talents
comes then to be taken notice of, and widens by degrees, till at last the
vanity of the philosopher is willing to acknowledge scarce any
resemblance."
This was an early expression of the inequities of unequal opportunity and the
concept that economists call human capital. When Smith wrote, monarchs, their
ministers, and guilds directed the lives of men and their interactions with one
another. Nations based their foreign policies on the pursuit of gold, silver or other
measures of value. Adam Smith coined the term mercantilism to describe this
system of economic nationalism and devoted significant effort to expose its
fallacious equation of gold and silver with real wealth creation.14 He advanced
instead the curious idea that men could order their own affairs without the constant
direction and intervention of the state. Military conquests and colonization were
stimulated in large part by the notion that possession of gold and silver made
nations rich. The sins committed under mercantilist pursuit of precious metal would
make a capitalist robber baron weep. Spanish conquistadors enslaved thousands of
native people to mine gold and silver. Smith compared the imperialist urges of the
Mongols favorably with those of mercantilist Spain.
“A rich country in the same manner as a rich man, is supposed to be a
country abounding in money; and to heap up gold and silver in any
country is supposed to be the readiest way to enrich it. For some time
after the discovery of America, the first inquiry of the Spaniards, when
they arrived upon any unknown coast, used to be, if there was any
gold or silver to be found in the neighborhood? By the information
which they received, they judged whether it was worth while to make
a settlement there, or if the country was worth the conquering. Plano
Carpino, a monk sent as ambassador from the king of France to one of
the sons of the famous Genghis Khan, says, that the Tartars used
14 Gold is prized in large part because it is rare. Its rarity reflects gold’s origins in the immense energy and
gamma ray bursts released in the collision of dead neutron stars or supernovas. The alchemists such as Isaac
Newton who sought to convert or transmute base metals such as lead into gold were on the right track; they just
didn’t appreciate the temperatures and pressures required. Newton’s knowledge of metallurgy acquired from
his alchemical studies may have been helpful when he became Warden of the Mint in 1696 and attacked
counterfeiting with a vengeance. Newton’s very strong interest in alchemy is known in large part due to the
efforts of economist John Maynard Keynes who collected many of Newton’s papers, especially those dealing with
alchemy. Cambridge University once held most of the great man’s papers but made the incredibly stupid
decision to return most of the works to the Earl of Portsmouth, a descendent of whom later sold them off in
1936 for about £9,000. Keynes acquired and studied many of Newton’s papers on alchemy and made the
unsettling observation that, “Newton was not the first of the age of reason. He was the last of the magicians, the last
of the Babylonians and Sumerians, the last great mind which looked out on the visible and intellectual world with the
same eyes as those who began to build our intellectual inheritance rather less than 10,000 years ago.” There is, so far as
we know, no connection between Newton’s alchemical views and Keynes’ insights into the magic of stimulating
aggregate demand and the spending multiplier during a period of underemployed resources. (Keynes wrote about his
findings on Newton in a number of places; his undelivered tercentenary address to Royal Society is here http://wwwhistory.mcs.st-and.ac.uk/Extras/Keynes_Newton.html a brief overview of Newton’s perspective on science and the role
played by alchemy is at http://www.neh.gov/humanities/2011/januaryfebruary/feature/newton-the-last-magician )
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frequently to ask him if there was plenty of sheep and oxen in the
kingdom of France. Their inquiry had the same object as that of the
Spaniards. They wanted to know if the country was rich enough to be
worth conquering. Among the Tartars, as among all
nations of shepherds, who are generally ignorant of
the use of money, cattle are the instruments of
commerce and the measures of value. Wealth,
therefore, according to them, consisted in cattle, as,
according to the Spaniards, it consisted of gold and
silver. Of the two, the Tartar notion, perhaps, was the
nearest the truth.” 15
The role of the Tartars (Mongols) in particular Genghis Kahn (1162-1227) as
economic and political reformers is not widely appreciated perhaps because they
killed so many people to achieve them. Jack Weatherford an anthropologist who
holds chairs at both Macalester College in Minnesota and Chinggis Khaan University
in Mongolia describes Genghis Khan’s noble contribution to the political and
economic development of the nations he conquered.
“As he smashed the feudal system of aristocratic privilege and birth,
he built a new and unique system based on individual merit, loyalty,
and achievement. He took the disjointed and languorous trading
towns along the Silk Route and organized them into history’s largest
free-trade zone. He lowered taxes for everyone, and abolished them
altogether for doctors, teachers, priests, and educational institutions.
He established a regular census and created the first international
postal system. His was not an empire that hoarded wealth and
treasure; instead, he widely distributed the goods acquired in combat
so that they could make their way back into commercial circulation.
He created an international law and recognized the ultimate supreme
law of the Eternal Blue Sky over all people. At a time when most rulers
considered themselves to be above the law, Genghis Khan insisted on
laws holding rulers as equally accountable as the lowest herder. He
granted religious freedom within his realms, though he demanded
total loyalty from conquered subjects of all religions. He insisted on
the rule of law and abolished torture, but he mounted major
campaigns to seek out and kill raiding bandits and terrorist assassins.
He refused to hold hostages and, instead, instituted novel practices of
granting diplomatic immunity for all ambassadors and envoys
including those from hostile nations with whom he was at war.” 16

15

Adam Smith, Wealth of Nations, p. 247-248 (location 7415 of 17022) Kindle edition.

Jack Weatherford, 2010, Genghis Khan and the Making of the Modern World, 2004, Crown, 352p. The story
continues after Khan’s death in The Secret History of the Mongol Queens: How the Daughters of Genghis Khan
Rescued His Empire, 2010, Crown, 317p.
16
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Except perhaps for the abolishment of torture, Genghis’ policies might pass for the
Republican Party platform. Alas, nothing is free; Genghis Kahn achieved his noble
political reforms at the cost of about 40 million lives. But the deaths of so many had
an unintended environmental benefit. Recent research at Stanford’s Carnegie
Institution of Science indicates that the slaughter not only reduced Malthusian
pressure on the food supply, it caused extensive abandonment of fields and pastures
that allowed forests to re-grow and to absorb more atmospheric carbon dioxide.
The re-growth captured enough additional carbon dioxide to offset the total
emissions attributable to today’s use of gasoline.17 Economists call this a positive
externality, a beneficial side effect caused by an activity that is not reflected in its
cost or price or taken into account by the decision maker. Regrettably, Genghis
Kahn’s political, economic, and environmental achievements eroded after the fall of
his empire.
John Stuart Mill and Adam Smith’s arguments for economic freedom were in service
of human liberty. Mercantilists wove a dense web of restrictions around people.
Guilds represented a form of division of labor but vertical integration of any kind
was strongly discouraged.
“The guilds formed an elaborate regulatory apparatus. To have a dress
made in France, for example, one had to buy cloth from a draper, get
accessories or ornaments from the mercer, and bring it all to a tailor,
who then set to work according to the rules established by his guild
for cutting cloth. The tailor was forbidden to stock or sell cloth. If
these practices resemble union work rules today, that is not an
accident. Governments sold monopolies, or patents as they were
known, on the manufacture, exportation, or importation of coal, soap,
starch, iron, leather, books, wine, and fruit - in short, on almost
everything imaginable – to raise revenue.”18
We are all mercantilists now. The mercantilist practice of selling licenses for nearly
every economic and occupational activity is still alive and well. Its basic principles
such as managed trade (today known as a “level playing field”) are still attractive to
many businessmen and politicians and for the same self-serving reasons.19 Some
17 An overview of the CIS study is at:
http://carnegiescience.edu/news/war_plague_no_match_deforestation_driving_co2_buildup

The complete article is available for a charge at Pongratz, J., K. Caldeira, T. Raddtz, K. Caldeira, and M. Claussen.
2011. Coupled climate-carbon simulations indicate minor global effects of wars and epidemics on atmospheric
CO2 between AD 800 and 1850, The Holocene, DOI:10.1177/0959683610386981.
http://hol.sagepub.com/content/early/2011/01/15/0959683610386981.abstract
18 Renee Lettow Lerner, “Enlightenment Economics and the Framing of the U.S. Constitution,” Harvard Journal of
Law and Public Policy, Vol. 35, pp37-46
19 When we were in middle school (junior high in those days) much was made of the various “triangles of trade”
the most infamous of which involved purchasing slaves in Africa with New England rum, selling them in the
West Indies for sugar and molasses which was then carried to New England to be made into rum and so on.
Individual ships did not necessarily operate on each leg of the cycle but the model described the general flow of
goods and people. An internal triangle of exploitation operated also involving merchants who paid taxes to
support the royalty and its armies in exchange for trading privileges that enabled them to exploit common

Confidential Draft Manuscript for Review Only

10

Copyright 2015 Bob Wayland and Jim Mulcahy
estimate that up to 30 per cent of professions and occupations require some form of
license or certificate. If you create a barrier to doing business, you create also a
market for exemptions and if you acquire such an exemption, you make it more
difficult for potential competitors to enter. Once the process gets going it is easy for
a market to become infected by crony capitalism. It is a major cause of the growing
ossification of market economies.
One of the most frequent and irritating shibboleths among critics of economics is
the assertion that the discipline believes in a perfectly rational and prescient
creature called economic man or Homo economicus. These people argue that the
world is so much more complex than economists realize that their arguments
cannot be taken seriously. Hearing this makes us want to apply Occam’s Razor to the
critic’s argument if not his person. Old H.e. is an analytical device akin to the
frictionless world of introductory physics. The abstract models built on this
simplifying assumption often perform quite well but economists do not take the
abstraction literally any more than physicists believe in a frictionless world. The
straw man homo economicus is often invoked to claim economists believe that the
market is perfect. That is often used as an excuse to justify government intervention,
regulation and licensing. But perfection is an unfair criterion for evaluation.
Economists’ argue that the market is, in the words of University of Illinois economic
historian, Deirdre McClosky, “pretty good” and generally much better than
alternatives than the heavy hand of government. Unlike other systems of allocation
and distribution, the market has a built in capacity for identifying and correcting
misallocations in the person of the entrepreneur. The entrepreneur identifies and
exploits the opportunities in a market. Those imperfections or distortions are often
introduced by government actions. The recent emergence of ride sharing services
such as Uber and Lyft is an example of entrepreneurs identifying government-made
imperfections. The efforts of several cities to defend their economic wards, taxi
companies, at the expense of consumers illustrates the dangers of believing in
perfect government.
The popular misconception is that Carlyle used the term “dismal science” to
disparage Thomas Malthus’ (1766-1834) admittedly “dreary, stolid and dismal”
conclusions about the inevitability of population growth outpacing food production.
Malthus was concerned about the threat of population growth to human happiness
and sought to explain the cycles of population increases followed by food-shortages
and catastrophe that he felt were responsible for much of human misery. The
expressive title for the second edition of Malthus’ work sums up his concern for
happiness and threats to it: An essay on the Principle of Population; or, a view of its
past and present effects on human happiness; with an enquiry into our prospects
respecting the future removal or mitigation of the evils which it occasions. The second
edition extended Malthus’ original thoughts thanks in no small measure to his
people and deny them the benefits of competition and free trade. These subjects are no longer emphasized but
there are many useful discussions of mercantilism on the Internet such as the Laura Lehaye’s article in the
Concise Encyclopedia of Economics: http://www.econlib.org/library/Enc/Mercantilism.html
http://www.econlib.org/library/Enc/Mercantilism.html
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discovery of a 1751 paper by Benjamin Franklin (1706-1790), Observations
concerning the increase of Mankind and the Peopling of Countries.20 In the second
edition of the Principle of Population, Malthus credits Benjamin Franklin for setting
out the essential nature of the population problem, quoting Franklin’s observation
about the resource bounds on population.
“There is, in short, no bound to the prolific nature of plants or animals,
but what is made by their crowding and interfering with each other's
means of subsistence. Was the face of the earth vacant of other plants,
it might be gradually sowed and overspread with one kind only, as, for
instance, with fennel; and, were it empty of other inhabitants, it might
in a few ages be replenished from one nation only, as, for instance,
with Englishmen.” 21
Benjamin Franklin has been portrayed, almost caricatured, as a portly
printer with a fondness for aphorisms who served as our womanizing
envoy to France during the American Revolution. He was all of this
and much more. Though he is best known for his contributions to
physical science and technology, Franklin had a good sense of
political economy and was an effective writer. In Observations
Franklin asserted that population increased in proportion to
marriage and that workers were sensitive to the economics and convenience of
marriage, ”When families can be easily supported, more persons marry, and earlier
in life.” Or, as he advised more pungently in Poor Richard’s Almanack, “Ne’er take a
wife till thou has a house (and a fire) to put her in.”
To Franklin, the differences in population growth across countries depended greatly
on the relative wage levels that in turn reflected the opportunities available to
workers. Wage levels depended upon the employment and self-employment
opportunities. In an agricultural world acquiring a farm was a
major avenue for entrepreneurial effort, independence, and
increased income. A large but unpopulated country such as
colonial America offered relatively cheap land and wages were
high as a result. In a densely populated country or region such as
Europe land prices were relatively high and wages
correspondingly lower.
Franklin anticipated later economists such as Gary Becker by
casting marriage and reproduction as economic decisions. Today economists
20 Benjamin Franklin, Observations concerning the increase of Mankind and the Peopling of Nations, written in
1751, was first published, albeit anonymously, as an appendix to a pamphlet by William Clarke. Finally
published under Franklin’s name in 1760 as part of pamphlet entitled The Interest of Great Britain
considered, with Regard to Her Colonies. Our source for text and history is POPULATION AND
DEVELOPMENT REVIEW 1, NO. 1 (MARCH 1985) which is available free on-line.
21 Benjamin Franklin, “Benjamin Franklin on the Causes and Consequences of Population,” Population and
Development Review, Vol. 11, No. 1 (Mar., 1985), pp. 107-112Published by: Population Council, page 112,
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employ the romantic notion of a marriage market to explore the decisions made by
men and women. In order to be an effective market the participants must have
choices and the means to exercise them. The marriage market can be thought of as a
separate market or as part of a larger set of sexual exchange arrangements defined
in terms of level of commitment and forms of compensation. The spot market for
sexual exchanges, which Rudyard Kipling defined (inaccurately) as the world’s most
ancient profession, is at one end of a spectrum that comprises concubines,
mistresses, and, finally wives (singular or plural). In many societies, concubines or
their equivalent enjoy a fairly high level of respect and some legal status. Spot
market providers, both male and female, are generally regarded with distaste
although tolerated to some degree. The profession has tried to replace pejoratives
such as whore and prostitute with the more prosaic term sex worker. As with other
disfavored activities, the criminalization of prostitution has increased the influence
of criminals who exploit the workers but provide some degree of protection from
the police and physical assaults. This is nearly an economic law: criminalize an
industry and criminals will take it over.
Franklin focused on the male’s willingness to participate in marriage and the
number of children that ensued. In 1976 Gary Becker, the 1992 Nobel Laureate in
Economics, revisited the economics of marriage and argued, as did Franklin, that
higher income men were more likely to marry than similar but less wealthy males.22
The relationship between marriage and income is still a very important economic
and political issue. Research indicates that married men, on average, earn a
marriage premium of about 20 per cent more than unmarried men. These findings
have led many to promote marriage as a means of improving lifetime earnings. The
value of this advice depends greatly on the direction of causality. If women select
mates on the basis of traits associated with reproductive fitness (as we discuss later
in the discussion of sexual selection and conspicuous consumption) and if
employers select also on many of those same traits, then the marriage premium is
mainly an artifact of the selection processes. In this case men aren’t earning more
because they are married, they are married because they can earn more. If biological
selection forces still drive the marriage decision, policies to promote marriage
through tax incentives or other means are likely to be only marginally effective. This
seems to be the case in France and other countries that have tried bribes-for-babies
schemes. Policies to facilitate higher male earnings by encouraging them to stay in
school and offering access to training might be more effective. Today, rates of
marriage in the U.S. are much greater among higher income people and there are
reports of successful minority women having trouble finding economically
attractive marriage partners among minority men. There have been a number of
studies seeking to explain the marriage premium and, while there is still
disagreement, it is likely that sexual selection is still a significant factor if not an
overriding one.23
Gary S. Becker, The Economic Approach to Human Behavior, 1976, University of Chicago Press
See Donna K. Ginther and Madeline Zavodny, “Is the Male Marriage Premium Due to Selection? The Effect of
Shotgun Weddings on the Return to Marriage,” Journal of Population Economics, Vol. 14, No. 2 (Jun., 2001) (pp.
313-328) for an accessible overview of the literature and an innovative test of the sexual selection hypothesis.
22
23
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Franklin’s policy interest was not with marriage per se but the consequences of
differential marriage rates across the colonies and England. Franklin argued in
favor of English restraint in regulation of colonial manufacturers because they
posed no real threat to the mother country’s industry. Franklin noted that the
population of a big empty nation like the American colonies seemed to double every
25 years or so and would likely continue to do so for the foreseeable future. Given
the low cost and easy availability of land, colonial workers were able to acquire a
farm after only a few years of working for others. The flow of workers into selfemployed farming kept the labor pool tight and wages high. Given the colonies’ high
wages, Franklin argued that England had nothing to fear from colonial industry
because high wages would keep colonial manufactures uncompetitive in world
markets. At the same time those high wages encouraged relatively early marriages
and larger families, stimulating population growth and providing an increasing
market for English goods. To those who feared that the use of slaves could make
colonies’ products competitive, Franklin argued that slaves were more expensive
and less productive than free labor and were worthwhile largely because they could
be kept on the job, “while hired men are continually leaving their masters (often in
the midst of his business) and setting up for themselves.” Franklin summarized his
thesis that population expands to fill the available capacity for sustenance by
analogy to the noble polypus.24
“In fine, a nation well regulated is like a polypus; take away a limb, its
place is soon supplied; cut it in two, and each deficient part shall
speedily grow out of the part remaining. Thus, if you have room and
subsistence enough, as you may, by dividing, make ten polypuses out
of one, you may of one make ten nations, equally populous and
powerful; or rather increase a nation ten fold in numbers and
strength.“
The question of population growth and human welfare occupied some of the best
minds of the 17th and 18th centuries. Sir William Petty (1623-1687) was probably
the first economist to estimate a nation’s stock of human capital. He made his
estimates by using the market rate of interest to capitalize the wage bill of England.
His analysis overstated the capital component of labor and did not distinguish
among values by sex, different ages, or occupation but it was a conceptual advance
and pointed to better ways of measuring the costs of migration, human costs of war,
and changes in mortality rates. Today’s debate about increasing the number of
talented immigrants to the U.S. is basically a human capital argument.
Ginther and Zavodny distinguished between ordinary marriages and “shotgun” weddings followed closely by the
birth of a child. They found relatively little difference between the two categories and concluded that selection
might account for ten percent or less of the marriage premium. It is not entirely clear that the shotgun route to
marriage always or even mostly involves a lesser degree of sexual selection. Women may engage in premarital
sex when confident that their partner will become a spouse.

This is another word for the polyp, the most familiar of which may be the anemone. Not to be
confused with the dreaded colon-dwelling polyp.
24
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Many people felt visceral discomfort with Petty’s effort to measure the value of a
human life, though that is an everyday activity in law courts and insurance company
back rooms. 25 Inspired by Petty’s calculations, Jonathan Swift (1667-1745) an
Anglo-Irish cleric and satirist issued perhaps his most famous pamphlet, “A Modest
Proposal for preventing the children of poor people in Ireland, from being a burden
on their parents and country, and for making them beneficial to the publick.”26 Swift
begins by noting the deplorable state of the poor women and children of Dublin and
estimates that 120,000 poor children are born each year. He first applies but rejects
the notion of selling them at age 12 to realize their capital value but is frustrated to
learn that they are indeed a poor investment.
“I am assured by our merchants, that a boy or a girl before twelve
years old, is no saleable commodity, and even when they come to this
age, they will not yield above three pounds, or three pounds and half a
crown at most, on the exchange; which cannot turn to account either
to the parents or kingdom, the charge of nutriments and rags having
been at least four times that value.”
If the sale of children will not compensate parents or the state for their investment,
Swift looks to another, albeit distasteful, market-based solution.
“I have been assured by a very knowing American of my
acquaintance in London, that a young healthy child well nursed, is, at
a year old, a most delicious nourishing and wholesome food,
whether stewed, roasted, baked, or boiled; and I make no doubt that
it will equally serve in a fricasie, or a ragout.
I do therefore humbly offer it to publick consideration, that of the
hundred and twenty thousand children, already computed, twenty
thousand may be reserved for breed, whereof only one fourth part to
be males; which is more than we allow to sheep, black cattle, or
swine, and my reason is, that these children are seldom the fruits of
marriage, a circumstance not much regarded by our savages,
therefore, one male will be sufficient to serve four females. That the
remaining hundred thousand may, at a year old, be offered in sale to
the persons of quality and fortune, through the kingdom, always
advising the mother to let them suck plentifully in the last month, so
25 See B.F. Kiker, “The Historical Roots of the Concept of Human Capital,” Journal of Political Economy, October
1966, pp. 481 – 499 for a survey of the economics of human capital.
26 The quotes from Swift’s “A Modest Proposal for preventing the children of poor people in Ireland, from being a
burden on their parents and country, and for making them beneficial to the publick.” are from the edition
available free at http://www.gutenberg.org/files/1080/1080-h/1080-h.htm due to the efforts of the Gutenberg
Project.
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as to render them plump, and fat for a good table. A child will make
two dishes at an entertainment for friends, and when the family
dines alone, the fore or hind quarter will make a reasonable dish,
and seasoned with a little pepper or salt, will be very good boiled on
the fourth day, especially in winter.”
Swift anticipated the objections of well-off people and politicians but invited them to
compare the results of their existing policies with his suggested reforms.
“I desire those politicians who dislike my overture, and may perhaps
be so bold to attempt an answer, that they will first ask the parents of
these mortals, whether they would not at this day think it a great
happiness to have been sold for food at a year old, in the manner I
prescribe, and thereby have avoided such a perpetual scene of
misfortunes, as they have since gone through, by the oppression of
landlords, the impossibility of paying rent without money or trade,
the want of common sustenance, with neither house nor cloaths to
cover them from the inclemencies of the weather, and the most
inevitable prospect of intailing the like, or greater miseries, upon
their breed for ever.”
Oddly, many 18th century intellectuals were concerned about a purported long-term
decline in population since classical times. David Hume (1711-1776) the central
figure in the Scottish – English Enlightenment, helped get things started by
challenging the then popular belief that population had declined dramatically since
antiquity. In a famous exchange Hume refuted Montesquieu’s (1689-1755) theninfluential argument that the earth’s population in the early 18th century was but
one-fiftieth that which prevailed during the Roman Empire – a level of depopulation
that would indeed be dismal. Montesquieu was a leading Enlightenment thinker and
philosopher who contributed some of the ideas upon which the U.S. Constitution is
based but he was able to accept his improbable estimates for two reasons that
characterize many forecasts even today. First, he was inclined to believe that the
short-term situation was characteristic of the long term. The France of his time had
experienced a decline in population due to several spells of bad weather, poor
harvests, religious bigotry, poor governance, and frequent war. Second, he accepted
the word of ancient scholars and experts a bit too readily.
Thomas Malthus shifted the discussion from depopulation to over-population where
it has stayed more-or-less until today. Malthus, like Adam Smith before him, was
addressing the first great economic problem – explaining the forces that govern
economic growth or development and therefore the degree of human happiness.
Modern economic growth theory argues that growth is a function of labor, capital,
and technology. The early growth theorists such as Malthus focused almost
exclusively on the labor variable, assuming land to be fixed and usually ignoring
technology.
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“It has been said that the great question is now at issue, whether man
shall henceforth start forwards with accelerated velocity towards
illimitable, and hitherto unconceived improvement, or be condemned
to a perpetual oscillation between happiness and misery, and after
every effort remain still at an immeasurable distance from the
wished-for goal.”27
The problem that moved Malthus was real and longstanding although things were
about to get better. The working classes had experienced generally falling real
incomes from roughly 1500 until about 1820. That decline is attributable largely to
increases in the real price of grain relative to workers’ wages. During that same
period, the upper classes enjoyed rising real incomes due to falling prices for luxury
goods and especially servant labor. The result was growing real income inequality.
As Hoffman, et al, put it, “Population growth, by supplying more labor and
demanding more food, tipped the terms of interclass trade against workers.”28
It is worthwhile revisiting Malthus in his own words because he is so often
misinterpreted. He begins by stating his assumptions (or postulata as he called
them) with a succinctness that we wish our students would aspire to in their term
papers:
“I think I may fairly make two postulata.
First, That food is necessary to the existence of man.
Secondly, That the passion between the sexes is necessary and will
remain nearly in its present state.”29
Malthus was one of the first economists to notice that sexual passion is a necessary
and central force in economic development. Indeed, the role of “the passion between
the sexes” is even more fundamental than Malthus imagined. The contest for female
attention that biologists call sexual selection may well have stimulated Paleolithic
males to strive for and to display greater economic success than their peers in the
hunter-gatherer community and thus played a key role in the development of
civilization. Females typically invest more effort in reproduction and childcare than
do males (and are not afraid to declare it) and to maximize their return on that
27 Thomas Malthus, 1798, An Essay on the Principle of Population, as it Affects the Future Improvement of
Society with Remarks on the Speculations of Mr. Godwin, M. Condorcet, and Other Writers, London, Printed for J.
Johnson, in St. Paul’s Church-Yard. Quote from the introductory comments.
28 Hoffman, Jacks, Levin, Lindert, “Real Inequality in Europe Since 1500,” working paper CalTech. This is an effort
to define and calculate the “real” inequality rate by adjusting the incomes of classes for the prices of the bundles
of goods and services that they purchase. Workers spent the largest part of their income on food which
increased in price over most of the period.
29 Thomas Malthus, An Essay on the Principle of Population, as it Affects the Future Improvement of Society with
Remarks on the Speculations of Mr. Godwin, M. Condorcet, and Other Writers, London, Printed for J. Johnson, in
St. Paul’s Church-Yard, 1798. This quote is drawn from Chapter 1 of the reprint of the first edition provided by
the marvelous Gutenberg Project to make significant books available free on-line. The volume quoted from was
produced by Charles Aldarondo with HTML version by Al Haines. http://www.gutenberg.org/files/4239/4239h/4239-h.htm
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investment they seek partners likely to produce fit offspring. As every teen-age boy
instinctively recognizes, conspicuous consumption is an effective signal of fitness.
Those males whose genetic endowment enables them to attain and display high
levels of consumption (e.g. a really hot car, expensive apparel, a large castle, etc.)
enjoy more sexual opportunities. The intensity of the connection between sexual
and reproduction opportunities has changed since Malthus’ day but the basic
principle remains. Most marketing efforts directed to males seek to convince them
that the product will make them more likely to be sexually selected.
But there are always trade-offs in economics. Conspicuous, or
larger than necessary, consumption is a good signal of fitness
because it requires a level of effort and energy beyond that
needed simply for survival and often involves increased
exposure to risk. The classic example of the dilemma of sexual
selection is the energy the peacock puts into his showy tail to wow the females but
at the risk of attracting predators as well as peahens. If the offspring of
conspicuously consuming males are relatively more successful at reproducing they
will eventually represent a growing proportion of the population and competition
among their genes result in ever more showy tails until a point is reached where the
energy and risk offsets the selection advantage. As each generation of human males
seeks to achieve conspicuous consumption and its sexual rewards, they engage in
intense productive activity and other wealth creating activities such as invention
and, as a consequence, they promote, albeit unintentionally, society’s economic
development.30, 31 Nature’s genius is in generating variety and selecting what works
at the individual level and providing a route for its diffusion through the population.
Striving and preening males arose long ago in our evolutionary past and, as
obnoxious as many of them are, they play an important role in economic
development.
The economist most closely associated with conspicuous consumption is Thorstein
Veblen (1857 -1929) who is credited with coining the term in his 1899 work The
Theory of the Leisure Class. Veblen is often portrayed as a pioneering evolutionary
economist. He was greatly influenced by Darwin and a self-proclaimed disciple of
Herbert Spenser (1820-1903) but he had an eccentric view of the evolution of
economic institutions. For example, he equated the origin of ownership and private
property with the seizure and ownership of women. Veblen’s view is somewhat at
odds with the conventional theory of sexual selection.

Jason Collins, Boris Baer, Ernst Juerg Weber, “Sexual Selection, Conspicuous Consumption and Economic
Development,” University of Western Australia, September 24, 2012, available on line at
http://www.business.uwa.edu.au/__data/assets/pdf_file/0010/2198350/Collins-Jason-UWA.pdf.
A survey of this paper and related material by Matt Ridley that alerted us to Collins et al is at:
http://professional.wsj.com/article/SB10001424127887323551004578116903873762428.html?mod=WSJ_Lif
eStyle_Lifestyle_5&mg=reno64-wsj
31 We hasten to add that not all or perhaps even most efforts by males to enjoy more “reproductive
opportunities” result in net economic or social benefits. As Jimmy Buffett notes, “Some people claim that there's
a woman to blame,” whenever men experience frustration, humiliation, or hangovers.
30
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“The early differentiation out of which the distinction between a
leisure and a working class arises is the division maintained between
men’s and women’s work in the lower stages of barbarism. Likewise
the earliest form of ownership is an ownership of the women by the
able bodied men of the community…
The ownership of women begins in the lower
barbarian stages of culture, apparently with the
seizure of female captives. The original reason for
the seizure and appropriation of women from the
enemy seems to have been their usefulness as
trophies….”32
This sentiment and his dichotomy between the useful work or industry performed
by women and the exploitive work of men has endeared Veblen to several feminist
economists and sociologists but is not a valid evolutionary analysis of the
emergence of property rights.33 Veblen continues to influence academics in several
disciplines though less so in economics than he once did. Though often classified as
an economist, Veblen’s education was an eclectic mix of subjects and his doctorate
was in philosophy. His dissertation was on Kant. It is best to enjoy Veblen’s writings
as provocative philosophy.
Getting back to Malthus, after a brief defense of the reasonableness of his postulata
he moved on to the heart of his argument:
“Assuming then my postulata as granted, I say, that the power of
population is indefinitely greater than the power in the earth to
produce subsistence for man.
Population, when unchecked, increases in a geometrical ratio.
Subsistence increases only in an arithmetical ratio. A slight
acquaintance with numbers will shew the immensity of the first
power in comparison of the second.
By that law of our nature which makes food necessary to the life of
man, the effects of these two unequal powers must be kept equal.
This implies a strong and constantly operating check on population
from the difficulty of subsistence. This difficulty must fall somewhere
and must necessarily be severely felt by a large portion of mankind.”34

Thorstein Veblen, The Theory of the Leisure Class, Kindle edition, locations 260 and 261 of 4592.
A dense but fairly accessible survey of the literature on the emergence of property rights is Earle, Timothy,
“Archaeology, Property, and Prehistory,” 2000, Annual Review of Anthropology.
34 Op cit.
32
33
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That last paragraph was not only a “dismal” part of his message as Carlyle saw it but
would later inspire Charles Darwin and provide him a mechanism for natural
selection. Malthus provided a hypothetical set of arithmetic and geometric series
(graphed below) to illustrate his point.35 His evidence for the rates of increase in
population and subsistence is largely anecdotal. For example he observes casually
that the population of the United States had doubled in only 25 years and adopts
this rate and period for his analysis (even in the first 1798 edition before reading
Franklin), gliding over any discussion of how much of that increase was the result of
immigration, birth rates, or increased longevity.36 Malthus wrote before detailed
national accounts were collected (the first national census for Great Britain was in
1801 following the union of England and Scotland).
Although Malthus’ methodology was crude by today’s standards and his datagathering suspect, his forecast failed primarily, as so many do, due to uncertainty. As
the American philosopher Yogi Berra (1925-2015) noted, “Prediction is very hard,
especially about the future.” Malthus was simply unable to foresee the future
adjustments that the economic and social systems would make, particularly the
critical bits about increasing agricultural productivity and, eventually, the reduction
in birth rate that typically follows prosperity. It is important to note that Malthus
did address the potential for technology and better breeding to increase the yield on
land but dismissed the potential for substantial
improvement. As so often happens with alarming
forecasts, both then and now, many of the worst
conditions Malthus described were beginning to
be relieved by the time that he wrote. His
perspective was formed in the latter 18th century
just as the industrial revolution was getting some
traction.
We’ll discuss later the misunderstanding and misapprehension about the industrial
revolution that still plagues us but for now let us note that between 1750, a decade
and a half before Malthus was born, and 1830, a few years before he died, the
amount of land sown in Great Britain increased by about 50 per cent (largely
through technological change that allowed for less fallow land), the wheat yields per
acre increased by more than 30 per cent, and horse power applied to agriculture
increased directly by increasing the number of working horses by more than 25 per
cent. The spent fuel pellets from the horses contributed to the increase in yield and
reduced the time fields needed to lay fallow.37 Things were getting better though
35 “Taking the population of the world at any number, a thousand millions, for instance, the human species
would increase in the ratio of—1, 2, 4, 8, 16, 32, 64, 128, 256, 512, etc. and subsistence as—1, 2, 3, 4, 5, 6, 7, 8, 9,
10, etc. In two centuries and a quarter, the population would be to the means of subsistence as 512 to 10: in
three centuries as 4096 to 13, and in two thousand years the difference would be almost incalculable, though the
produce in that time would have increased to an immense extent.” (Op. cit.)

Adam Smith cited also a growth rate of population doubling every 20-25 years, though Malthus
does not cite him. See Wealth of Nations, Kindle edition, p245
36

37 The estimates of economic variables are based on Broadberry, Campbell, Overton, Van Leeuwen, Apostolides,
“Historical National Accounts for Britain, 1300-1850: Some Preliminary Estimates,” April 7, 2009, part of Project
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significant pockets of misery and unhappiness remained. Like so many “revolutions”
the process was more a series of small increments of less than one or two percent
per year that easily escaped notice, especially in an era of rudimentary or nonexistent statistics.
The rate of population growth over Malthus’ lifetime more than doubled. Per capita
GDP grew only about 14 per cent over the period and it followed an erratic up and
down pattern that, together with a skewed distribution of incomes, probably
accounted for much of the cycle of misery that concerned Malthus.
Malthus’ short-sightedness is a good example of man’s inability to forecast reliably
the future and the uncertainty that comes about because an economy changes or
evolves in ways that are impossible to predict with confidence. The failure to
acknowledge the self-adjusting nature of a dynamic system such as an economy is a
major cause of forecasting blindness. This leads to many linear projections of doom
and inspires futile and often counter productive policies intended to avoid one
problem only to create another.
Malthus did not foresee the phenomenon now called the demographic transition. As
economic conditions improve, the economic benefits of children to parents decline
relative to their cost and people invest in fewer of them no matter what the state of
passion between the sexes. This phenomenon has rendered a great deal of neoMalthusian whining about over-population moot.
Most critics explain Malthus’ forecast error by pointing out that he failed to
anticipate the tremendous strides in agricultural technology and increases in the
amount of land available for farming. This is partly true because Malthus discussed
the potential for improved breeding of livestock, grains, and flowers and dismissed
the potential for significant gains38 but it misses the point. Malthus’ assumed that
population growth and a nation’s capacity to produce food were independent
phenomena. Improvements in agriculture would only delay the day of reckoning if
the rate of long-term population growth is faster than that for food. The outcome, as
Malthus observed, is then simply mathematics.
But the mathematics is a bit more complicated than the simple extrapolation of two
growth rates. Malthus himself was aware of the problem of projecting outcomes
“Reconstructing the National Income of Britain and Holland c12/70/1500 to 1850,” Reference Number
F/00215AR accessed through academia.edu.
38 Thomas Malthus, An Essay on the Principle of Population, as it Affects the Future Improvement of Society with
Remarks on the Speculations of Mr. Godwin, M. Condorcet, and Other Writers, London, Printed for J. Johnson, in St.
Paul’s Church-Yard, 1798. Chapter 9 contains a discussion of the limits of selective breeding and repudiation of
Condorcet’s belief in perfectibility of the various species, Malthus observes that the effort to breed sheep with
ever smaller heads and legs would encounter a limit and, though he could not predict precisely that limit, he was
certain that it was before the sheep had rat-sized heads and legs. He was even more dismissive of improving the
human species through selective breeding, referring to the Bickerstaff family (Isaac Bickerstaff was a character
employed by Sir Richard Steel in his satirical magazine, The Tatler that had improved their noble line’s
constitution, if not their blood, when Sir Walter Bickerstaff married Maud the Milk Maid.)
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when the results depended upon a number of interacting variables. In his model, the
fertility rate and food production are exogenous factors derived outside of the
model. Today we know that fertility and food production are determined
endogenously (or within) the economic system. As food prices increase there are
incentives to invest in technology and to expand (or contract) the amount of arable
land (or any other relevant resource). And, as the cost of food (and of living in
general) increases the opportunity cost of children rises and fewer are produced.
Malthus was right that the “…the passion between the sexes is necessary and will
remain nearly in its present state” but the connection between that passion and
pregnancy has been altered by modern contraception. Men and women had long
sought reliable birth control and protection from sexually transmitted diseases. The
history of birth control technology goes back to ancient times and includes many
barbaric, silly, and semi-effective approaches. Goodyear’s invention of vulcanization
in 1839, just a few years after Malthus’ death, made possible the production of
rubber condoms in 1855 and by the end of the 19th century they were the most
popular birth control technology in Europe. By 1970 even Ireland legalized their
sale.
Current, post-Malthusian growth theorists tend to emphasize the role of technology
in economic development. Technology is not some marvelous deus ex machina that
simply drops in at opportune times or, as some early economic growth models had
it, increases at some steady rate. Technology advances as “descent with modification”
with each new invention combining aspects of previous technologies, some
modified by constructivist reasoning but selection occurs through ecological
processes. As the number of technologies increases, the potential new combinations
and modifications increases at a faster rate – the process that Matt Ridley calls
“ideas having sex.” The rate of invention increases also with population if for no
other reason than the number of potential inventors increases. Due to technology
land and the quality of land are not really the essentially fixed resources that
Malthus and classical economists believed (but then neither are most other
resources.)
Growth and development theory continued to have a strong biological component
with an emphasis on the labor factor of production until the 20th century. Victorian
biologists began formulating dynamic models of fertility and prosperity in the 19th
century that elaborated on the “strong and constantly operating check on
population from the difficulty of subsistence.” The English philosopher, biologist,
political theorist, and inspiration to Thorstein Veblen, Herbert Spenser set out an
early version of the demographic transition. His 1852 essay, “A Theory of
Population, deduced from the General Law of Animal Fertility.” hypothesized the
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pressure of scarce food supplies would winnow out less cognitively capable
people.39
Spencer argued that the forces of population growth and decline tend toward
equilibrium through natural selection. He begins by defining life as the coordination
of actions and argues that organisms can expend energy on either improving their
chances of survival or on reproduction but effort on one set of actions will decrease
the amount available for another. We have therefore what economists value most in
a model – a trade off. An organism’s capacity to coordinate those activities that
promote their survival depends upon their degree of neural development. The
greater the neural development, the better the organism can sense, react, and adapt
to its environment. Spenser points out that very simple creatures such as amoebas
and other protozoa spend a high proportion of total effort on reproduction while
animals with more complex, more highly developed neural systems spend relatively
less on reproduction and more on survival. This holds true generally for mammals
as well; the lowly rat breeds prolifically, humans and elephants much less so.
Spenser then recast Malthusian food pressures as an evolutionary selection force.
When humans encounter food shortages, one of their responses is to migrate. This is
one reason that the Irish are found nearly everywhere. Migration will proceed until
the expected prospects in new territories are no better than in native lands. If
migration does not produce equilibrium in food supply and population, Spenser
asserted that the cruel pressure of famine would select for those individuals with
the greatest capacity to coordinate their survival efforts – those with the greatest
neural development or, not to put too fine a point on it, the smartest specimens.
These people generally devote relatively less effort to reproduction and more on
increasing survival probability so that as they are selected and come to represent a
larger proportion of the general population, the average birth rate declines and voila! - a new equilibrium is reached with the food supply’s carrying capacity.
Spencer’s population theory, as ingenious as it is, does not reflect adequately the
environment including culture and technology that humans inhabit. (A dumb
aristocrat had probably a better chance to avoid starvation than did a brilliant
peasant.) Spenser’s was the sort of facile explanation that discredited “social
Darwinism.” Today we cringe at some of Spenser’s notions about such things as the
connection between cranial capacity and fitness and would add the improvements
in reproductive, industrial and agricultural technology that contribute to the
demographic transition.40 In fact we don’t have to invoke short-term environmental
selection on the basis of cognitive capacity. It is enough that the cost of children and
large families increases and that women have the capacity to adjust their fertility.
39 Herbert Spencer, “A Theory of Population, deduced from the General Law of Animal Fertility,” The
Westminster Review 57 (1852 [New Series, Vol. I, No. II]): 468-501, transcribed by Joachim Dagg, available on
The Victorian Web; http://www.victorianweb.org/victorian/science/science_texts/spencer2.html.
40 Average cranial capacity and cognitive ability are related over the long term as the measurement of various
humanoid skulls over our evolutionary history indicates. But, there is a distribution of cranial sizes and, at any
one time, a healthy individual’s position in the distribution of cranial capacity is meaningless.

Confidential Draft Manuscript for Review Only

23

Copyright 2015 Bob Wayland and Jim Mulcahy

The basic fallacy in Malthusian and neo-Malthusian models of growth and
development is the notion of a fixed resource endowment, usually land but
increasingly energy, that will ultimately limit the growth of a society. One of the
most prominent and most impervious to reason neo-Malthusians is Paul Ehrlich, a
Stanford biologist who wrote the phenomenal 1968 best seller The Population Bomb,
in which he warned that world population was outstripping the capacity to produce
enough food and hundreds of millions of people would starve to death. Ehrlich’s
truly dismal forecast made him a celebrity and an extremely influential prophet of
doom. He greatly influenced public perceptions and policy - almost entirely in the
wrong direction.
Ehrlich had little use for economics and blamed pro-growth policies for much of
humanity’s existing and impending misery. Julian Simon (1932-1998), an economist
whose formal training included only three courses in economics41 was appalled by
the fawning reception Ehrlich’s work received. Simon once supported aggressive
birth control42 as a necessary brake on over-population, but changed his mind after
examining the evidence and came to believe that Ehrlich had it exactly backward;
more people meant more ideas, improved technology, larger markets, and more
prosperity.43 As Henry George (1839-1897) put it, "Both the jayhawk and the man
eat chickens, but the more jayhawks the fewer chickens, while the more men the
more chickens."44 People were, as Simon titled his 1981 book, The Ultimate
Resource.
Simon famously challenged Ehrlich to a bet on the course of future commodity
prices, even allowing the biologist and his colleagues to choose the five resources
they believed were most likely to increase in price due to population growth
pressures. The story of Simon’s win and Ehrlich’s surly response has been told many
places but the persistent state of economic denial among Ehrlich’s disciples
continues to inform public policy, even today.45 One of Ehrlich’s collaborators on his
41 Simon, Julian L. (1996) “Philosophy and My Work Life .” The American Economist, Vol. 40, No. 2 (Fall, 1996), pp.
22-36 Stable URL: http://www.jstor.org/stable/25604073 .
42 Simon analyzed the effectiveness of various birth control programs from a supportive perspective in 1968,
“The Role of Bonuses and Persuasive Propaganda in the Reduction of Birth Rates,” Economic Development and
Cultural Change, Vol. 16, No. 3 (Apr., 1968), pp. 404-411, Stable URL: http://www.jstor.org/stable/1152490.
43 Simon set out his theory and research in a number of refereed and peer-reviewed articles and books
including: (1976), “Population Growth May Be Good for LDCs in the Long Run: A Richer Simulation Model,”
Economic Development and Cultural Change,” Vol. 24, No. 2 (Jan., 1976), pp. 309-337, Stable URL:
http://www.jstor.org/stable/1153116 ;(1993) “Economic Thought about Population Consequences: Some
Reflections,” Journal of Population Economics, Vol. 6, No. 2 (May, 1993), pp. 137-152,Stable URL:
http://www.jstor.org/stable/20007397; (1977) The Economics of Population Growth, Princeton University
Press, Princeton; (1978) An Integration of the Invention-pull and Population-push Theories of EconomicDemographic History, (1981) The Ultimate Resource, Princeton University Press, Princeton, and (1992)
Population and Development in Poor Countries, Princeton University Press, Princeton.
44 Henry George quoted in Simon 1993 Op Cit.
45 See Paul Sabin, 2013, The Bet: Paul Ehrlich, Julian Simon, and Our Gamble Over Earth’s Future, Yale University
Press, 320pp. for a thorough examination of the characters and the circumstances that draws the parallels of a
wager between two opposing intellectual frameworks and the enormous bets made on the basis of erroneous
and politicized science.

Confidential Draft Manuscript for Review Only

24

Copyright 2015 Bob Wayland and Jim Mulcahy
bet with Simon, John Holdren, was appointed in 2010 by President Obama to be
director of the White House Office of Science and Technology Policy.
With the growing recognition of the demographic transition, the new doomsayers
have turned to fossil energy as the grim reaper of civilization both because it is finite
and its production and use contribute to greenhouse gases. The first modern energy
crises occurred in the 19th century when people became worried about the
exhaustion of energy sources, primarily coal. Some very eminent scientists and
engineers announced that the world was running out of energy sources. The great
British physicist Lord Kelvin warned in 1881 that the U.K. coal supplies that had
fired the “Age of Steam” and British commercial prosperity were nearly exhausted.46
Lord Kelvin looked out at the dismal future of cold furnaces and smokestacks and
could only hope that wind-power could once again become a major source of energy.
In 1957, Admiral Hyman Rickover, a nuclear power pioneer and architect of the U.S.
nuclear submarine force, fretted that fossil fuels would be exhausted sometime
before 2050 and, like Lord Kelvin, hoped that renewables could pick up much of the
slack, though he was skeptical.47
Today we see a neo-Malthusian line of argument in the advocacy of “peak oil,” a
theory that holds that the earth is approaching its highest possible levels of oil
output and will soon enter into a period of declining discovery and production.
Marion Hubbert, a geophysicist and a founder of peak oil theory, predicted that U.S.
oil production would reach a maximum in 1970 and decline thereafter. Hubbert’s
case was bolstered when U.S. output peaked in 1970 at 9,637 thousand barrels per
day (TBD) and began a long slide that seemed to accelerate after 1985. By 2000, U.S.
production was down to 5,000 TBD. This was welcome news in some quarters
where it revived Lord Kelvin and Admiral Rickover’s hopes for renewable energy.
But, as Daniel Yergin and others have pointed out, the peak oil believers are really
technology deniers who don’t accept that each increase in price stimulates new
technologies to discover or extract oil from ever more difficult sites or formations.
By 2011, U.S. oil production had rebounded by more than ten percent, we were
producing close to 80 per cent of our consumption levels and there were even some
who forecast that the U.S would surpass Saudi Arabia as the highest volume oil
producer. Energy prices and availability have been vastly improved by the largely
unanticipated emergence of induced hydraulic fracturing, or fracking, to increase
the flow rate of deep wells.48 Fracking didn’t just happen to frustrate government
46 In fact British annual coal output averaged well over 200 million tons for the next 90 years. The decline, which
was as much based on the high costs of British coal as on depletion, began in earnest in the 1960s. See Historical
Coal Data: Coal Production, 1853 to 2011, Department of Energy and Climate Change (U.K.) at
https://www.gov.uk/government/statistical-data-sets/historical-coal-data-coal-production-availability-andconsumption-1853-to-2011
47 Daniel Yergin, 2011, The Quest; Energy, Security and the Remaking of the Modern World, Penguin, 832 p.
48 A forerunner of fracking was employed in eastern U.S. oil and gas fields dating back to the Civil War. It has
long been known that older wells could be rejuvenated by opening fissures and veins within the reservoir rock.
Additional work was done by private firms following WWII leading to the invention in 1947 of hydraulic
fracturing generally credited to Floyd Farris and J.B. Clark of Stanolind Oil and Gas Company. During the high gas
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energy policy but that is a delightful consequence of its emergence. Fracking was a
well-known technology that came into its own when gas and oil prices made it
worthwhile to experiment with it and implement it in formerly low-value
formations. Score another one for Julian Simon. We’ll get more deeply into the
dynamic and creative nature of economies later but note here that those
characteristics give rise to the uncertainty that faces all forecasters and decision
makers.
Former General Motors V.P. of Research and Development. Larry Burns, was fond of
the aphorism, “The Stone Age didn’t end because we ran out of stones.”49 By this he
meant that the petroleum age was unlikely to end when all of the world’s oil was
recovered and burned but when a better propulsion fuel was developed; Burns
favored hydrogen power. We have no idea how the energy market will evolve but
we know it is too soon to place bets on just one or a few options. The market selects
from variety and experience indicates that at the beginning of a new technology or
industry there are typically many competing entries and quite a bit of investment
spread across the competitors. Even the experts can’t tell which will succeed before
the market gives its ruling on the most fit. As 2002 Nobel Laureate Vernon Smith
points out:
“Reason is good at providing variation, but poor at selection; that is,
constructivism is a powerful engine for generating variation, but it is
far too narrowly limited and inflexible in its ability to comprehend
and apply all the relevant facts in order to serve the process of
selection, which is better left to ecological processes that implicitly
weights more versus less important influences.”50
We’ll encounter again the phenomenon of reason generating variety but not
selection when we discuss the evolutionary path of product life cycles that begin
typically with a number of different competing approaches. The sponsors of each
candidate believe in and invest heavily in their approach but only the market can
select the winning approach that best fits. The very low survival rates of new
products, even those backed by experts, explains why governments are incapable of
picking technology winners.
Today’s world may be trending more in the depopulating direction imagined by
Baron Montesquieu than the over-population that worried Reverend Malthus. The
demographic transition, accelerated by birth control technology and cultural change,
prices and increasing restrictions on drilling renewed interest in the technique and an improved technique often
called horizontal slickwater fracturing implemented in 1998 in the Texas Bartlett Shale. This latest advance
opens up vast areas of oil and gas bearing shale that is otherwise uneconomic to develop. (See overview at
http://en.wikipedia.org/wiki/Hydraulic_fracturing)
49 Curtis Darrel Anderson, Judy Anderson, Electric and Hybrid Cars: A History, 2d ed. 2010, McFarland, p231. This
and several other books attribute the aphorism to Burns.
50 Vernon L. Smith, Rationality in Economics: Constructivists and Ecological Forms, 2008, Cambridge University
Press, New York, p38. Smith credits Todd Zywicki for the insight that reason is good at providing variation but
not selection.
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has reduced the world population growth below the replacement rate in several
nations. Decreases in the number of workers relative to the growing number of
dependent senior citizens is seen by many as a much greater threat to future
prosperity than is over-population. Ironically, many people worry that we might be
heading toward a Malthusian catastrophe caused not by a shortage of food but of
workers.51 We don’t know the optimal rate of population growth but we are pretty
sure it would only by coincidence equal the replacement rate. If it did that would
imply that the current population was just right, not too high and not too low. That
seems improbable. If the population is moving to a lower level it does seem a bit
unfair to load future generations with enormous debt to fund our excesses and
mistakes while simultaneously burdening them with growth restricting policies. As
Peter Boettke, Professor of Economics and Philosophy at George Mason University,
has noted:
“… part of the problem with deficit financing of government spending
that Buchanan [James M.] wanted to highlight is that the most poorly
organized interest group is sperm.” 52 (Emphasis in original,
parenthetical added)
There is already an inter-generational contest underway for claims on tomorrow’s
resources. We just don’t know which generation will win. It is hard to test intertemporal games and most such efforts suggest that we have limited time horizons
and capacity to evaluate future costs and rewards. We suspect that the current
generation with its many “defectors” who draw from future generations’
“cooperators” capacity to grow have an unfair advantage. But we would have
learned the wrong lesson from Malthus if we didn’t at least consider whether and
what kind of reactive forces will be put into motion by a shortage of labor relative to
historical levels. The smaller supply of workers and the higher wages that they will
command in labor-short countries might stimulate both increased immigration of
workers and significant increases in productivity. Or, they may lead many workers
to defect from the agreements made with their predecessors.
Maybe technology will improve productivity so much we won’t need more workers.
The rapidly disappearing Japanese are putting a lot of effort into robots to care for
their geezers. These, and perhaps other unforeseen factors might mitigate the
effects of declining fertility. Of course not all of the potential adjustments are likely
to be positive or benign. It’s possible also that an over-taxed workforce would rebel
and withdraw much of the seniors’ support thus dooming them to shorter and less
happy retirements. Even if the workers don’t rebel, the taxes necessary to support
51 A typical exposition in the popular press is Jonathan Last, “America’s Baby Bust: The nation's falling fertility
rate is the root cause of many of our problems. And it's only getting worse.” Wall Street Journal, Feb 2, 2002.
52 James M. Buchanan (1919-2013) Nobel Memorial Prize Laureate 1986, perhaps best known as author,
together with Gordon Tullock, of the1962 classic The Calculus of Consent: Logical Foundations of Constitutional
Democracy, and for his work with Tullock and others on public choice theory. The Boettke quote is via George
Mason University economist Don Boudreaux at http://cafehayek.com/2015/02/the-franchise-isnt-thatwide.html
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the social system might adversely affect growth and the ability to sustain the system.
We can’t say which factors or combinations of factors will dominate but the policy
considerations certainly extend beyond the accounting and fiscal balance issues that
dominate the debate.
Malthus was certainly not the last economist to build an inaccurate model but to us
his truly dismal act was reversing his free trade principles to support the pernicious
British Corn Laws (1815-1846) that restricted the importation of wheat into Britain
and exacerbated the poverty and famine of poor British and Irish people while
preserving the value of landholdings.53 Ironically, a man genuinely concerned about
the adequacy of the poor’s food supply advocated steps to curtail it in a time of
famine because he didn’t have enough faith in the market or the imagination to
consider alternatives.54 The Corn Laws episode was not the first and far from the
last time that ill-informed trade policy recommendations harmed greatly the least
advantaged members of society. Today’s dismal Corn Laws subsidize the conversion
into ethanol of nearly half of our corn crop, significantly raising food prices which
disproportionately harms lower income people. Imports of lower cost sugarcanebased ethanol are discouraged to the benefit of no one save the corn farmers and the
ethanol producers. If we must have ethanol a much more efficient producer, Brazil,
stands ready to supply all we can use and at lower prices.

53 Some see in Malthus’ opposition to imports of corn and a fatalistic acceptance of the deaths and misery that
followed a sort of primitive eugenics that flowered later in Great Britain and the U.S. Matthew Ridley illustrates
his ideas about the evolutionary emergence of eugenics beginning with the struggle for survival of Malthus,
Charles Darwin, then to a more malignant and racist view of Darwin’s cousin Francis Galton, the intellectual
acceptance of eugenics promoted by Beatrice Webb, G.B. Shaw, Havelock Ellis, and prominent politicians
including Theodore Roosevelt and Winston Churchill. The acceptance of eugenics led in the U.S. to forced
sterilization of many people judged defective. Margaret Sanger founded in 1939 the “Negro Project” explicitly to
bring birth control to black people who she felt were the least fit and intelligent group in society. In Germany,
Ernst Haeckel, Darwin’s translator, founded Monism, a racist form of eugenics. Haeckel’s followers founded in
1905 the German Society for Racial Hygiene. The Nazis took these ideas to horrific lengths in the mass murder of
Jews, homosexuals, and other “unfit” people. The Malthusian and eugenic threads of thought contributed greatly
to the founding of the conservation and green movements dedicated to preserving large parts of the planet from
the multiplying and ravenous hordes of humans. See Matt Ridley, 2015, The Evolution of Everything, How New
Ideas Emerge, Epub Edition, October 2015
54 It would be cruel to remark that in the case of the Corn Laws, Malthus couldn’t wait for population to outstrip
food supply when a way to restrict that supply became available. In fairness to Malthus, he based his argument
on a fear that the effects of low cost French and other grains would have on the incentive to cultivate British
fields, which had been recently expanded during war, and that might then lie fallow, exacerbating agricultural
unemployment. His reasoning (and, again, his lack of imagination in forecasting offsetting forces) might be
faulted on a number of grounds including the assumption the French would curtail exports as prices rose (there
were in fact some disturbances in France when people protested exports in a time of tight supply and rising
prices), that British or other sources could not adjust, nor did he consider other policies such as stockpiles,
diversification of supply, reduced transportation costs that expanded supply to include North American farmers,
the large emigrations that put upward pressure on wages, or even native price supports. See, Rev. T.R. Malthus,
Professor of History and Political Economy in the East India College, London, “The Grounds of an Opinion on the
Policy of Restricting the Importation of Foreign Corn: intended as an Appendix to ‘Observations on the Corn
Law,’” 1815, John Murray, Albemarle Street, and J. Johnson and Co., St. Paul's Church Yard. A copy from Rod
Hay's Archive for the History of Economic Thought, McMaster University, Canada is on the Internet ironically at
a Marxist site: http://www.marxists.org/reference/subject/economics/malthus/grounds.htm
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His empirical and policy shortcomings aside, Malthus had a very positive effect on
science. His model of competition for scarce resources struck a chord with Charles
Darwin (1809-1882) who incorporated it into his theory of evolution.
“In October 1838, that is, fifteen months after I had begun my
systematic enquiry, I happened to read for amusement Malthus on
Population, and being well prepared to appreciate the struggle for
existence which everywhere goes on from long-continued observation
of the habits of animals and plants, it at once struck me that under
those circumstances favourable variations would tend to be preserved
and unfavourable ones be destroyed. The result would be the
formation of new species. Here, then I had at last got a theory by
which to work…55
Alfred Russell Wallace, who developed his evolutionary theory roughly
simultaneously with Darwin, also acknowledged the influence of Malthus’ Principles
of Population on his work. Thus Malthus, a disciple of Adam Smith who borrowed
from Benjamin Franklin, then inspired Charles Darwin and Alfred Wallace, and
collaborated with David Ricardo connected some of the most important thinkers of
all time.
The case for the “Darwinian” model, or evolutionary economics, is stronger if the
players are responding to natural laws such as sexual passion expressed by Malthus
and the hypothesis about conspicuous consumption that we discussed earlier. For a
time after the works of Smith, his allies, and intellectual heirs, the case for natural
laws governing markets prevailed and economic freedom and free markets gained
traction and led to unprecedented prosperity, freedom and, yes, happiness.56
Tracking Happiness
The measurement and pursuit of human happiness has long been a goal of
economists. The overly long full title of the second edition of Malthus classic work
states his motivating interest in human happiness.57 The basic notions of selfinterest and rational choice that we discuss in more detail later owe much to an
assumption that people pursue happiness and have the cognitive wherewithal to
make decent decisions in that pursuit.
55 Charles Darwin, 2005,The Autobiography of Charles Darwin, Barnes and Noble Books, p. 45; the original was
published in 1887.
56 There really is a sub-discipline of economics concerned explicitly with exploring the economics of happiness.
The correlation between standard measures of output and income and self reported levels of happiness are
fairly strong (see an accessible overview of the data at
http://www.economist.com/blogs/dailychart/2010/11/daily_chart_1) but some economists and social
scientists believe that direct measures of wellbeing and happiness should be developed and tracked. (A PDF
copy is available at http://www.stiglitz-sen-fitoussi.fr/documents/rapport_anglais.pdf).
57 Thomas Malthus, An Essay on the Principle of Population; or, a view of its past and present effects on human
happiness; with an enquiry into our prospects respecting the future removal or mitigation of the evils which it
occasions,
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Malthus, Bentham, and Jevons would be delighted to learn that there is today a subdiscipline of economics exploring the economics of happiness. Some economists
including the admitted self-plagiarist and Distinguished Professor of Behavioral
Science at Warwick Business School, Bruno Frey, have applied economic tools to
happiness and explored the importance of institutional factors on reported
happiness.58 As we would expect, the positive relationships between standard
measures of output and income with self-reported levels of happiness are fairly
strong.59 Some economists and social scientists believe that direct measures of
wellbeing and happiness should be developed and tracked to guide policy. In this
they follow the lead of the small kingdom of Bhutan whose then-king, Jigme Singye
Wangchuck, instituted the first national program to measure national happiness
ostensibly to inform his policy.60 Curiously, in perhaps a sort of Hawthorn effect,61
Bhutan ranks much happier on a per capita income basis than other comparably
poor countries. Thailand has adopted also a form of happiness reporting and France,
under then Prime Minister Sarkozy sponsored a study by a number of distinguished
economists and social scientists. The French study was led by Nobel Laureates
Joseph Stiglitz and Amaryta Sen and included three other Nobel winning economists,
Kenneth Arrow, James Heckman, and Daniel Kahneman; confirming the continued
significance of happiness as an economic phenomenon.62 The Prime Minster of the
U.K. at the time of this writing, David Cameron, sponsored a study by the Office of
National Statistics, that found that roughly three-fourths of British citizens reported
that they felt the things they did in life were worthwhile and ranked
their level of happiness about 7.4 out of ten.63 Incredibly, the U.K.
survey did not include measures of respondents’ income thus
making it impossible to develop any meaningful model of the human
happiness function.
Not everyone believes that human happiness is the paramount measure of well58 Frey’s book length treatments are: Frey, Bruno S., 2008, Happiness: A Revolution in Economics, MIT Press,
Cambridge, MA and London, England and Frey, Bruno S. and Alois Stutzer, 2002, Happiness and Economics: How
the economy and institutions affect well-being, Princeton University Press, Princeton N.J. Ironically, Frey’s career
at the University of Zurich ended unhappily when he and co-authors published essentially the same article in
four different journals without citing the versions and in violation of journal exclusivity requirements. His
disreputable behavior confirms his own work on non-monetary incentives because it appears he was driven by
accumulating professional publications. He confessed, was released by Zurich, and moved on to Warwick.
59 See an accessible overview of the data and the importance of choosing an appropriate functional relationship
at: http://www.economist.com/blogs/dailychart/2010/11/daily_chart_1)
60 Bhutan’s experience with the measuring happiness was briefly updated and summarized by Raymond Zhong
in the Wall Street Journal, December 16, 2016, http://www.wsj.com/articles/in-bhutan-gross-nationalhappiness-trumps-gross-national-product-1450318359
61 The Hawthorne Effect has come to mean an experimental or test outcome affected significantly by the
conditions and circumstances of observation and interaction between the investigator and subjects. It refers to a
series of industrial psychology tests conducted between 1924 and 1932 at Western Electric’s Hawthorne Works
that explored the effects of various working conditions. For an interesting overview of the trials and the
subsequent interpretations see Steven D. Levitt, and John A. List, 2011, "Was There Really a Hawthorne Effect at
the Hawthorne Plant? An Analysis of the Original Illumination Experiments," American Economic Journal:
Applied Economics 3 (1): 224–238
62 PDF copy at http://www.stiglitz-sen-fitoussi.fr/documents/rapport_anglais.pdf
63 The survey asked, ‘To what extent do you feel the things you do in life are worthwhile?’ and ‘Overall, how
happy did you feel yesterday?’
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being. The U.K.’s New Economics Foundation developed The Happy Planet Index
(we are not making this up). According to NEF’s 2012 executive summary, “At heart,
the HPI is a measure of efficiency. It calculates the number of Happy Life Years (life
expectancy adjusted for experienced well-being) achieved per unit of resource use.”
The results are most sensitive to a nation’s “ecological footprint.” For example, a
country with high life expectancy, high per capita income, but a high “ecological
footprint” could rank lower than one with moderate life expectancy, modest
incomes, and a modest ecological footprint. In fact, only 4 of the top 40 countries
have per capita incomes above $15,000.64 Not surprisingly, the U.S. ranks 105th out
of 151 on the aggregate HPI. Although the U.S. ranks 16th in “experienced well-being”
and 23d in life expectancy it has the 7th worst “ecological footprint” just ahead of
Dirty Old Denmark. Costa Rica has the highest HPI and eight of the nine highest
ranked countries are in the Caribbean or Latin America. These results would
probably surprise many Latin Americans trying to emigrate from their high HPI
countries to the U.S. The HPI is not an index of human happiness per se, as the NEF
readily admits, but a figure constructed by advocates for “sustainable” development
that is driven largely by a measure of resource use. This is not science but an
example of confirmation bias, the human tendency to look at data in a way that
confirms previously held beliefs.
Free Market Phobia
There is increasing interest in many circles about the issue of increasing economic
inequality. Defining and measuring inequality is devilishly difficult. Princeton
economist Angus Deaton was awarded the 2015 Nobel in large part for his work in
exploring the measurement and analysis of income and wellbeing. Deaton’s and
others’ work has made serious people aware of the tremendous increase in human
welfare in the past few centuries and more recently in the post-WW II period. We
acknowledge the statistical and definitional pitfalls but on the evidence as we
understand it, the average incomes of the world’s poorest countries have tended to
rise more quickly than the average incomes of the world’s richest nations during the
latter part of the 20th century and beginning of the 21st. This is probably due largely
to very dramatic increases in very large countries such as India and China.65 In both
those cases, much of the credit must go to the adoption of more market-friendly
policies. As Deaton points out, foreign aid has not been much of an aid because it
dampens the need for governments to be held accountable. But, many apparently
thoughtful people continue make the case that market capitalism is exploitive and
inevitably increases income inequality. Addressing this ignorance is one of
Economics most important challenges. We are not doing particularly well;
redistributive philosophy seems to be gaining on the growth and efficiency policies
advocated since Adam Smith.
64 See http://www.neweconomics.org/ptojects/happy-planet-index for an overview of the report and
organization and http://www.happyplanetindex.org/data/ to look at summary data.
65 One of the best explanations of the immense difficulty of defining, measuring and evaluating inequality is The
Economist, Mar 11th 2004, “Is economic inequality around the world getting better or worse?” On-line at
http://www.economist.com/node/2498851
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The market is not perfect and it has had some very bad days, most recently with the
financial debacle of 2008, though an honest analysis would show that political forces
connived in many so-called “market failures.” The development of the free market
and the modern business firm are as important to human welfare as any scientific
and technical advances. It is the market and the skills that it favors that make
possible the enjoyment of the fruits of science and technology. Business historian
Alfred Chandler (1918-2007) pointed out that the invention of the modern
industrial firm in the last two decades of the nineteenth century was as important as
the new transportation and communications network technologies that made it
possible.66
Many, if not most, people believe that our prosperity is due solely or primarily to
some self-perpetuating process of scientific and technological progress. They give
little thought or credit to the catalytic role of the market economy and the
institutions it has fostered that stimulate and reward the efforts of people who
advance science, technology, and the arts. Market-based economies have produced
unprecedented levels of wellbeing and, despite what the Happy Planet Index may
suggest, happiness.
The victory of free market economics was not preordained nor is it completely
secured. Powerful and intelligent men defended the antique man-directed systems
such as feudalism and mercantilism or advanced seductive managed alternatives
such as communism and socialism. Many beneficiaries of the market could not grasp
the concept of a self-directed system and sought the false refuge of a central director
over their lives. It is this idea, that no one is in charge of a largely self-directed
system that continues to be difficult for many intelligent people to accept even today.
Matthew Ridley and others have noted that economics and evolution are closely
related self-directed systems that share many dynamic features but people do not
necessarily accept both manifestations of the evolutionary process. Adam Smith, the
invisible hand, and markets are often accepted by people who reject Darwinian
evolution and vice versa.
Some of the market system’s most highly rewarded members such as business
executives and managers, are among the most hostile to its operation and are ever
prone, as Adam Smith pointed out, to conspire against their customers’ ability to
enjoy the full benefits of trade. But the market provides for competition and
entrepreneurialism to counteract these tendencies. More to the point of this book,
many businessmen do not appreciate the value that an understanding of economics
can bring to their decision-making and planning. By failing to appreciate the
economics of business they are prone to misguided actions and vulnerable to
popular management quackery. Many businessmen (and, alas, students) criticize
66 Chandler wrote extensively on the institutional development of the firm and its significance for economic
development and progress. See for example Alfred D. Chandler, “Organizational Capabilities and the Economic
History of the Industrial Enterprise,” The Journal of Economic Perspectives, Vol. 6, No. 3 (Summer, 1992), pp. 79100
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economists as sterile, abstract, ivory tower thinkers. Of course many economists
view businessmen as grasping Babbits who are unable to appreciate the elegance
and power of their discipline.67 Both have a point.68
Faith in the free market has declined among many people. Michael Porter, perhaps
today’s most eminent management guru as well as a trained economist who has
done much to improve business analysis and decision making, recently remarked:
“The capitalist system is under siege. In recent years business
increasingly has been viewed as a major cause of social,
environmental, and economic problems. Companies are widely
perceived to be prospering at the expense of the broader
community.”69
We tend to agree with economist Larry Summers, former President of Harvard, and
former Secretary of the Treasury who “was overheard asking, “Do you seriously
believe this [expletive unrecorded]?”70
Regrettably, Porter’s suggested solution is to blur the boundary between the firm
and society even more by focusing on the creation of shared value, a cure we feel will
only exacerbate the problems, reduce market efficiency, and diminish our society’s
capacity to increase well-being and happiness. We chose a distinguished critic of
business rather than one of many easier targets to highlight a serious problem: an
eroding appreciation of the nature and the role of business in our economy.71 We
will examine this problem more thoroughly in later chapters.

67 A term connoting a bourgeois, striving, conformist personality type based on the main character of Sinclair
Lewis’ 1922 novel Babbit. The title character, Babbit, tries to break out of his conformist mindset and lifestyle
but with damaging and pathetic consequences. Our favorite character, and one modestly relevant to the subject
of this book, is Professor Joseph K. Pumphrey, owner of the Riteway Business College (an early for-profit
educational enterprise) who teaches Public Speaking, Business English, Scenario Writing, and Commercial Law.
Lewis describes him as, “A bulbous man with pepper-and-salt cutaway and pipe-organ voice.” (Sinclair Lewis,
Babbit, Penguin Books 1996 edition pp. 49-50).
68 It is de rigueur to cite early in books about economics and business John Maynard Keynes’ famous statement
that, "The ideas of economists and political philosophers, both when they are right and when they are wrong are
more powerful than is commonly understood. Indeed, the world is ruled by little else. Practical men, who believe
themselves to be quite exempt from any intellectual influences, are usually slaves of some defunct economist."
We’ve always wondered what good it does practical men to be enslaved by thinkers they can’t name and
probably don’t understand. We’ll try to introduce the practical men among our readers to some helpful defunct
and non-defunct economists.
69 Michael E. Porter and Mark R. Kramer, Harvard Business Review, Jan/Feb 2011. On-line version of article at
http://hbr.org/2011/01/the-big-idea-creating-shared-value/ar/1
70 Schumpeter column, Mar 10, 2011, The Economist, accessible at
http://www.economist.com/node/18330445 . The article also includes an apology to Summers for unintended
use of private conversation but we don’t know if that extended to the quote above.
71 No one is completely immune to schadenfreude, so we note that the consulting firm that Porter founded and
which enjoyed many years of success, foundered in 2012 and was acquired by Deloite. An unkind but perceptive
note on Monitor’s demise and the strategic framework it applied is at:
http://www.forbes.com/sites/stevedenning/2012/11/20/what-killed-michael-porters-monitor-group-theone-force-that-really-matters/
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As we will see, the business firm is born of the market and operates both apart from
and within the market. The survival of the firm depends upon managers being able
to organize and direct resources efficiently. In non-market economies, management
is essentially a sterile technical and administrative function concerned largely with
executing the plans of other men. But, the market’s mysterious operation, called the
Invisible Hand by Smith and the Spontaneous Order by Hayek, remains
unappreciated by many, unfortunately including many businessmen.72 Carlyle is
only one of many to follow Plato’s call for governance by a nobility of talent, rather
than trusting to the aggregate consequences of men making their own decisions.73
Thorstein Veblen advocated the guidance of economies by enlightened engineers
rather than businessmen. Porter’s call is not so very far from those of Plato, Carlyle,
and Veblen.
With all the criticism of capitalism and the conduct of business, now seems a good
time to go back to basics and take a fresh look at the economics of business. We go
back to four notions introduced by Smith in Wealth as a framework to examine the
economics of business and apply them to the practice of business and to meeting
some of the challenges it faces from both friends and foes:
•
•
•
•

The beneficial power of self-interest,
The division of labor, or specialization, is a primary basis of a wealth
creation,
Free trade among people, independent of geography, is critically
important to the realization of wealth.
The market is a self-directed, evolutionary system that requires relatively
little intervention to operate efficiently,74

There is more, much more, in Smith but these four concepts give us a base on which
to explain the economics of business and its relationship to greater wealth and
happiness. In the following chapters we sketch out each of the four pillars so that
readers can appreciate better their history and relationship to the analysis of
business.

This shouldn’t come as a complete surprise. Business executives are sufficiently egotistical to believe that it is
their commands that make the world go round, while low-to-mid level staffers can be excused for not seeing
how their own actions affect anything.
73 Writer and polemicist, William F. Buckley, Jr. expressed a contrarian view when he said that he would sooner
“live in a society governed by the first two thousand names in the Boston telephone directory than in a society
governed by the two thousand faculty members of Harvard University.” (Stacy Schiff, July 31, 2006, “KNOW IT
ALL: Can Wikipedia conquer expertise? The New Yorker,
http://www.newyorker.com/magazine/2006/07/31/know-it-all
74 Intervention is typically pursued when political and social values emphasize various forms of equity.
72
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Chapter 2: The Declining Population Growth of U.S.
Firms
“After all, the chief business of the American people is business. They are
profoundly concerned with producing, buying, selling, investing and
prospering in the world. I am strongly of the opinion that the great
majority of people will always find these the moving impulses of our
life.”75
Calvin Coolidge
Silent Cal was right. Most of us are engaged in business in one way or another and
the firm is the most popular means of conducting business in the U.S. economy. The
modern business firm is a remarkable device for arranging cooperative effort
among people, for sharing the hazards of uncertainty and the rewards for success,
and providing personal satisfaction and professional achievement. But there is
cause to worry about the health and dynamism of the U.S. population of business
firms.
The “moving impulses of our life” may be slowing down. In 2008 more U.S. firms
died than were born. That pattern continued even after the 2007-2009 recession
ended and through 2012 the last year for which data was available. This is the first
time that exits exceeded entrants when the data began being collected in 1978. The
chart below from Ian Hathaway and Robert Litan’s 2014 Brookings Study provides a
sobering picture of the decline in U.S. economic dynamism.76 More recent work by
the Kauffman Institute indicates that the rate of start up activity rebounded a bit in
2014.77

President Calvin Coolidge, January 17, 1925, Address to the Society of American Newspaper Editors. See
http://www.thisdayinquotes.com/2010/01/business-of-america-is-business.html for a brief story on the quote
and its common distortion or misquotes.
76 Ian Hathaway, Robert Litan, 2014, “Declining Business Dynamism in the United States: A Look at States and
Metros,” Economic Studies at Brookings, May 2014.
77 Robert W. Fairlie, E. J. Reedy, Arnobio Morelix, Joshua Russell, 2015, 2015 The Kauffman Index of Start-Up
Activity – National Trends. Accessible at:
http://www.kauffman.org/~/media/kauffman_org/research%20reports%20and%20covers/2015/05/kauffma
n_index_startup_activity_national_trends_2015.pdf
75
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Most disturbingly, the firm entry rate has been in a long slide since at least the late
1970s. Not only are fewer firms being created relative to the existing stock, the
churn rate (sum of entering and exiting firms) has declined which means relatively
fewer resources are being directed to new uses. One indication of this stagnation is
that the job reallocation rate, a measure of labor force churn, has been steadily
declining over the three decades studied by Hathaway and Litan. One reason wages
are stagnant is that there is less competition from new and growing firms to lure
workers away from established firms.
What accounts for this demographic transition in U.S. firms? The net growth in firms
is the number of entrants minus the number that exit. The long-term decline in
entry rates from about 15 percent in 1978 to a bit over eight percent in 2011 seems
the most important contributing factor. Exit rates have stayed within a band of 8 -10
percent over the period. The question then is; why are fewer firms being created
today in the U.S.?
We expect start-ups to decline during a recession but the rebound since the NBER
declared the Great Recession over in 2009 has been disappointing and lower than in
previous cases.78 Start-up activity declines during recessions for two major reasons.
First, aggregate demand drops and causes entrepreneurs to reduce their market
expectations. Second, external financing -which is very important to new small
firms- may become very hard to come by and expensive. Although many start-ups
78 Michael Siemer, 2014, “Firm Entry and Employment Dynamics in the Great Recession,” FRB Staff Finance and
Economics Discussion Series (FEDS), 2014-56
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are financed by credit cards, home mortgages, and loans from friends and relatives,
access to bank financing is an important source of capital for new and small firms.79
The rebound following a recession depends in large part on whether it was caused
by a cyclical drop in aggregate demand or induced by a financial shock.
Research by Federal Reserve Board economist Michael Siemer indicates that the
capital constraints explain more of the decline in firm entry during the 2007-2009
recession than does the drop in aggregate demand. Siemer built and tested a model
of firm entry that fits closely with the data and confirms the intermediate
consequences of a temporary but deep financial shock. The shock leads to a
significant drop in new firm entry because they cannot get financing. This in turn
produces a “missing generation” of young firms available to replace failing large
firms. Just as a drop in the number of females born in one decade will, ceteris
paribus, lead to a decline in births a couple of decades later, the missing generation
of firms delays recovery to pre-recession growth and employment rates. If the rate
of new firm births stays below the replacement rate and the remaining firms do not
expand output and employment enough to offset the drop in new job opportunities,
the economy can slip into a vicious downward spiral. 80
Steven J. Davis at Chicago’s Booth School and the University of Maryland’s John C.
Haltiwanger have pioneered the examination of detailed firm and employment data
to better understand the composition of employment and output flows in the U.S.
economy. Their 1996 book (with Scott Schuh), Job Creation and Destruction,
increased the quantitative rigor of employment analysis and revealed many
complex patterns underlying the aggregate or headline numbers on employment.
Their recent work has look at the declining level of economic dynamism and the
“self-imposed headwinds” reducing growth. The graph below from a recent
presentation shows that the proportion of people employed in young firms has
decline significantly for more than twenty years from about 17 percent in 1981 to
less than 8 percent in 2011. 81

79 Over the long term the relative rates of expected returns in entrepreneurial endeavors versus wage-paying
employment may shift which is one reason the U.S. has lower start-up rates than many less developed countries.
This last factor seems unlikely to be significant over the 1978-2011 period we are looking at in the chart.
80 A good idea of the proportion of jobs created and destroyed by the churn of firm and establishment entry and
exit is provided by John Haltiwanger “…18% of gross job creation is accounted for by new firms, 19% of gross
job creation by the opening of new establishments of existing firms, and the remainder (63%) by the expansion
of existing establishments. In terms of gross job destruction, 17% is accounted for by firm exit, 14% by the
closing of establishments of existing firms, and the remainder (68%) by the contraction of existing
establishments. (See Chapter 2 “Job Creation and Firm Dynamics,” in Josh Lerner and Scott Stern, editors, April
2012, Innovation Policy and the Economy, Vol. 12, University of Chicago Press. Chapter 2 accessible at
http://econweb.umd.edu/~haltiwan/c12451.pdf
81 Steven J. Davis, John Haltiwanger, 2016, “Dynamism Diminished: The Role of Credit Conditions and Housing
Markets,” Econometric Society Session on “The New Firm Dynamics of Business Cycle Fluctuations,” San
Francisco
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Declining U.S. Business Dynamism
Hathaway and Litan connect the decline in new business formation to a diminished level
of “creative destruction” the Schumpeterian process by which new products and
technologies supplant existing firms.82 In other words, the gales of creative destruction
are blowing with diminishing force. This is not the natural result of a “maturing”
economy. An advanced economy with an active scientific and technical community
provides more, not less, scope to entrepreneurs to recognize opportunities for what
Schumpeter called “new combinations.” It doesn’t seem to be a matter of desire,
Millennials continue to talk a big game about entrepreneurship but start businesses at a
relatively low rate. The decline in dynamism means that the rate of entrepreneurial
experimentation essential to the growth of the economy and welfare of people has fallen.
We are captivated by the fabulous success of some entrepreneurs in some fields and fail
to notice the lost generations of entrepreneurs across the economy.
John Haltiwanger and others have documented this decline in U.S. economic
dynamism.83 Nobel Laureate Edmund Phelps' recent book, Mass Flourishing: How
Grassroots Innovation Created Jobs, Challenge and Change, traces the decline in
dynamism to the insidious effects of corporatism (organization and allocation on the basis
of negotiations among interest groups and constituencies) that reduced the scope of grass
roots innovation and erected barriers to the reallocation of capital and labor through
entrepreneurial efforts and competition. There has arisen a whole nexus of hard-wired
rules and institutions that confine the space for innovation and raise the costs of
82 Ibid. p.1. Hathaway and Litan cite for authority Chad Syverson (2011), “What Determines Productivity?”
Journal of Economic Literature, 49(2): 326:65, a comprehensive but very dense survey of economic research into
productivity.
83 Haltiwanger, John, Ron S. Jarmin, and Javier Miranda, “Who creates jobs? Small versus large versus young,”
The Review of Economics and Statistics, 2013, 95 (2), 347–361.
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entrepreneurialism. If people find it hard to innovate, there are few new places for
resources to be reallocated to and less pressure on incumbents to increase productivity.
But the recognition of declining dynamism has been slow to enter the popular
consciousness. An article in the March 14, 2009 issue of The Economist, “The United
States of Entrepreneurs” surveyed the reasons for America’s world leadership in the
creation and development of entrepreneurial enterprises. Indeed the article claimed that
the U.S. had evolved from corporate capitalism to entrepreneurial capitalism. (Phelps and
others dispute this rosy picture and maintain that the political and social climate have
reduced the extent of entrepreneurial capitalism.) Many reasons for U.S. entrepreneurship
were given by The Economist: the nation’s founding by innovators and risk takers; the
revered status of entrepreneurs Ben Franklin and Thomas Edison; the recent exploits of
Steve Jobs, Sergei Brin, and Bill Gates; relatively flexible labor markets; the know-how
and funding capacity of the U.S. venture capital industry; and a reasonable bankruptcy
system that allowed people to fail and come back for another try.84
But, our fascination with the tremendous accomplishments in IT and communications
should not blind us to the overall declines in productivity growth that have occurred. As
noted above, many economists suspect that the entrepreneurial sector has been damaged
by political and government policies. Our most entrepreneurial sectors are generally those
in which the forces of corporatism were not well established. The political obstruction of
Uber, cheered by consumers and loathed by many regulators, especially in France and
California is an example of unnecessary special interest pleading and economic sabotage.
Many of the once free-market pioneers of Silicon Valley have become significant players
in the political crony capitalistic league. Microsoft is one of the nations top 10 political
contributors. Apple, first under Steve Jobs and now under Tim Cook, has eschewed PACs
but has created a significant Washington lobbying presence albeit one smaller than
Google’s. That many firms did so (or claim to have done so) defensively after being
assaulted by politically enabled forces does not make their capitulation any less sad. The
astonishing victory of “net neutrality” with the connivance of once entrepreneurial firms
may chill entrepreneurial activity in Internet related products and services.
Just a few years ago in 2013 The Wall Street Journal felt the need to express concern that
a “Risk-Averse Culture Infects U.S. Workers, Entrepreneurs” citing a decline in new
business start-ups, a revival of corporate dominance in some sectors, a decline in venture
capital funding accompanied by growing geographical and industry concentration. The
WSJ conjectured that the growing risk aversion might reflect an aging population, the
job-anchor of higher medical and insurance costs, the increase in required licensure from
less than 5 per cent of jobs in the 1950s to almost 30 per cent today. Some formerly
entrepreneurial sectors are more difficult to enter. As industries mature, it often becomes
harder for entrants to invade. For example the celebrated 1994 start-up Amazon was now
an intimidating factor for many would-be retail entrepreneurs.85 Regulatory barriers to
entry not only discourage fruit and vegetable vendors in Tunisia but make it easier for
criminals to operate. Most scare stories such as the 2015 series of articles by the New
84 “The United States of Entrepreneurs,” March 14, 2009, The Economist,
http://www.economist.com/node/13216037
85 Ben Casselman, January 2, 2013, “Risk-Averse Culture Infects U.S. Workers, Entrepreneurs” The Wall Street
Journal, at http://online.wsj.com/news/articles/SB10001424127887324031404578481162903760052
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York Times about purported exploitation of nail manicurists appear to be exaggerated.
Many of the workers thought to be exploited are undocumented immigrants who find it
difficult to secure competitive wages because employers are afraid of penalties and
therefore discount their wage offers. This may push some workers into black market
operations.86 There may be some hope on licensure; the White House recently published
an analysis by economists at the Department of the Treasury Office of Economic Policy,
the Council of Economic Advisors and the Labor Department which outlines the
significance of the problems and offers mild policy advice.87 We are pleased to see highlevel attention to the problem but are skeptical of major political relief. Instead, we think
that technological work-arounds like bitcoin, Internet based financial systems, robotics,
etc. will erode the government’s dulling hand and promote economic freedoms.
The connection between declining productivity growth and reduced new business
formation was stressed by Nobel Laureate Edward Prescott and UCLA professor Lee
Ohanian in a Wall Street Journal article in which they note that U.S. productivity
(defined as output per hour worked) actually declined in the first quarter of 2014 and has
declined more than 8 percent below its long term trend since 2005 – resulting in lost
output of more than $1trillion. Prescott and Ohanian attribute a great deal of the decline
in new start-ups to public policy and cite surveys by John Dearie and Courtney
Geduldig,88 that indicate entrepreneurs report being hamstrung by difficulties in finding
skilled workers, a tax code they feel penalizes small business, regulations (essentially
costs that act as taxes)89 that raise the costs of doing business, and present obstacles to
obtaining financing that have worsened since 2008.90

86 An overview of the kerfuffle is at Jim Epstein, November 4, 2015, “NY Post: How the Gray Lady's MisReporting on Nail Salons Is Ruining Lives 'The New York Times cost us our jobs!'” at https://reason.com/blog
87 White House, July 2015, Occupational Licensing: A Framework for Policy Makers,
https://www.whitehouse.gov/sites/default/files/docs/licensing_report_final_nonembargo.pdf
88 John Dearie and Courtney Geduldig, 2013, Where the Jobs Are: Entrepreneurship and the Soul of the American
Economy, Wiley, Courtney Geduldig is Vice President of Global Regulatory Affairs at Standard & Poor’s. John
Dearie is Executive Vice President for Policy at the Financial Services Forum. The book is based on a survey of
200 entrepreneurs and catalogs their perceptions of barriers to new business creation.
89 It is important to note that these “taxes” are paid upfront, irrespective of the profitability of the firm. In many
cases, they act like an entry fee that discourages firms from even attempting to enter the field.
90 Prescott and Ohanian, June 25, 2014, The Wall Street Journal, “Behind the Productivity Plunge: New businesses
were created at a 30% lower rate in 2012 than the annual average rate in the 1980s,” available on-line at
http://online.wsj.com/articles/behind-the-productivity-plunge-fewer-startups-1403737197
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The Number and Scale of Firms
In 2007, just before the last major
recession, the U.S. Census Bureau
counted nearly 6.1 million firms that
together employed about 121
million people and collected gross
receipts (sales) of almost $30
trillion.91 The chart on the right plots
the percentage of those firms with
sales levels ranging from below
$100,000 to more than
$100,000,000.92 The chart shows
how dramatic is the concentration of
firms at the small end of the scale.
While most firms are small, output
and employment are concentrated at the large end.
This general pattern is found both historically and in most market economies and its
cause has intrigued economists for over a century.93 The earliest commercial
censuses found a similar pattern of many small firms with a few behemoths; J. H.
Clapham, a pioneer economic historian, reports that the U.K.’s 1851 Census
Commissioners counted 677 British “engine and machine makers,” 457 of which
employed less than 10 men.94
The vast majority of firms range from tiny to very small. Amar Bhide, a professor at
Columbia University Business School, notes that most start-ups are founded by
people seeking self-employment. There are over 18.8 million self-employed people
or sole proprietorships in the U.S., accounting for more than half of all firms but only
about 4 percent of total output.95 These small outfits are an important part of the
American dream of independence and self-reliance but they are not the primary
drivers of economic growth.

Data for 1988 to 2007 from: U.S. Small Business Administration, Office of Advocacy, based on data provided by
the U.S. Census Bureau, Statistics of U.S. Business and Nonemployer Statistics. We report here only on those
firms that had employees. In 2007 here were 21.7 million “nonemployer” firms that had receipts of about $992
billion. See http://www.census.gov/econ/smallbus.html.
92 This very wide range may also be expressed as $105 to 106 or one order of magnitude.
93 See for example, Luís M. B. Cabral and José Mata, 2003, “On the Evolution of the Firm Size Distribution: Facts
and Theory,” The American Economic Review, Vol. 93, No. 4 (Sep., 2003), pp. 1075-1090. Cabral and Mata discuss
the patterns found in Portuguese firms and the causes of those patterns.
91

J. H. Clapham, An Economic History of Modern Britain, 1926, p 448
The Census tracks and reports “non-employer firms” which comprise firms without paid
employees that are subject to federal taxes. These firms may or may not be the primary source of
income for the owners. In 2008, the non-employer firm breakdown was 18.8 million sole proprietors,
1.5 million corporations, and 1.1 million partnerships. See summary in:
http://www.census.gov/newsroom/releases/archives/business_ownership/cb10-93.html
94
95
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Over 61 percent of U.S. firms in 2007 had annual sales revenues of less than
$500,000. Almost 97 percent of firms had receipts of less than $10,000,000. A
mere .3 percent had annual receipts of more than $100,000,000. But that .3 percent,
while a tiny percentage of the population, produces a disproportionate amount of
U.S. output. The 891 largest firms (by sales) accounted for 23 per cent of U.S.
employment, almost 30 percent of payroll, and a whopping 42 percent of sales or
receipts.96 But even these big guys are subject to economic turbulence. Dane
Spangler and Samuel Arbesman have shown that the half-life of company tenure on
the Fortune 500 declined from about 26 years for the 1955 cohort to 23, 18 and 13
years for the 1965,1975, and 1995 cohorts respectively although it has moderated
somewhat since.97 Some argue that the Fortune 500 turnover is not a very good
measure of the large corporate death rate because many of the changes reflect
mergers, privatization, variations in growth rates, and name changes but the
authors claim:
“Still, we point out that the Fortune 500 list—and its changes over
time—does provide a meaningful window into American capitalism,
even if it doesn’t mean what many think it means. It reflects a
kaleidoscopic process of sectoral change and greater efficiencies at
the level of individual firms, as well as some less sanguine economic
developments. The latter includes the downside of higher volatility—
the high M&A volume in the late 1990s included the largest number of
the worst deals of the past thirty years—and the deleterious
implications for consumers and households. Finally, it appears as if
performance among the Fortune 500, as measured by return on
equity, did not necessarily improve and, if anything, became more
volatile over time.” 98
Curiously, recent OECD studies indicate that the U.S. has relatively fewer small
businesses than do some other rich countries. American companies of less than 9
employees account for 11.1 percent of total employment compared to, for example,
19.5 for Germany. Napoleon’s famous dismissal of England as nothing but a nation
of shopkeepers was not an original observation but was borrowed from Adam Smith
who had earlier noted that:
"To found a great empire for the sole purpose of raising up a people of
customers, may at first sight appear a project fit only for a nation of
shopkeepers. It is, however, a project altogether unfit for a nation of
2007 U.S. Census Data, http://www.census.gov/epcd/www/smallbus.html
Dane Stangler and Sam Arbesman, June 2012, WHAT DOES FORTUNE 500 TURNOVER MEAN? Ewing Marion
Kauffman Foundation, available on-line at:
http://www.kauffman.org/~/media/kauffman_org/research%20reports%20and%20covers/2012/06/fortune
_500_turnover.pdf An article based on the original study is Arbesman, Samuel and Dane Spangler, 2012, Fortune
500 Turnover and its Meaning,” Wired Magazine, June 12m 2012. Available on-line at
http://www.wired.com/2012/06/fortune-500-turnover-and-its-meaning/ .
98 Ibid, p.2
96
97
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shopkeepers; but extremely fit for a nation whose government is
influenced by shopkeepers."99
The shop-keeping sector in the United Kingdom remains significant and contributes
to the 21.5 percent of U.K. firms employing less than 9 people - about twice the
proportion in the U.S. The reasons for the higher percentage of small firms in several
European countries are not fully understood but may be related to government
policies that impose more employer compliance costs for workforces beyond a
stated level. European countries may also have inhibited industry consolidation by
discouraging large retail and chain operations. We are also at the bottom of the
league in employment percentage for firms of 50 or fewer employees. Conversely,
the U.S. has the highest proportion of people employed by firms of 250 employees or
greater.100
The public’s perception of businesses by size is interesting. According to Gallup, 64
percent of those polled have a great deal of confidence in small business, second
only to the military. On the other hand only 19 percent feel good about big business,
putting it just ahead of health maintenance organizations and of course the U.S.
Congress.101 The large business firm has become for many a symbol of evil. When
author John Gresham wants to denote a sinister law firm, he entitles his book, The
Firm. Even the CIA adopts self-mockingly an evil caricature of itself as “The
Company.”

Adam Smith, 1776, An Inquiry into the Nature and Causes of the Wealth of Nations, Cannan edition, 1937,
Modern Library, Random House, N.Y. p.579. Smith was discussing the acquisition of colonies and the
mercantilist monopolization of trade with them as serving the interests of shopkeepers. Napoleon had a rather
low opinion of the commercial side of Englishmen. When he was in exile on St. Helena he sought to be
transferred to a more hospitable location by claiming that he was ill and planned to bribe his physician, Dr.
O’Meara. He is reported justifying this plan by noting, “The English have no exalted sentiments, they may all be
bought.” (Norwood Young, 1915, Napoleon in Exile: St Helena 1815-1821, Winston, p54)
100 OECD, Entrepreneurship at a Glance 2011, available on-line at
http://www.oecd.org/document/0/0,3746,en_2649_37461_48107008_1_1_1_37461,00.html quoted in John
Schmitt’s http://noapparentmotive.org/blog/2011/09/09/small-business-bust/
101 Jeffrey M. Jones, “Americans Most Confident in Military, Least in Congress,” June 23, 2011, Gallup,
http://www.gallup.com/poll/148163/Americans-Confident-Military-Least-Congress.aspx
99
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The Size Diversity of Firms
Why are there so many different sized firms? The size distribution is closely related
to the questions of market structure and the issue of whether an “optimal” firm size
exists. The extremely skewed distribution of firm sizes has intrigued economists for
over a century and led to the application of a number of power laws (exponential
functions) to the data. Much of the early work was what we might call “curve-fitting”
in which people sought to discover some natural pattern or phenomena. One of the
first was the French economist Robert Gibrat (1904-1980) who in 1931 proposed a
rule of proportionate growth in which the rate of growth is independent of a firm’s
absolute size to explain the skewed pattern of firm and city sizes.102 If a large firm
and a small firm both grow at the same percentage rate, the large firm grows much
more in absolute size. Gibrat’s Law would result in a piling up of output in the
fastest growing large firms and be consistent with the observed concentration of
output. But the differential rates of growth would also increase the variance of the
distribution of firm sizes and outputs – which has not been confirmed by empirical
analysis. Later empirical work also failed to confirm Gibrat’s proportional growth
hypothesis; in many cases small firms grow faster than do large firms. David S.
Evans, then at Fordham, found that firm growth decreased with firm size in 89 of
the 100 industries and decreased with age in 76 percent of the industries.103 Evans
rejected Gibrat’s hypothesis although he noted that the departures from the Gibrat
hypothesis diminished at the larger end of the size distribution.
Pareto’s Law, popularly known as the “80-20 rule,” and Zipf’s Law, a related
algorithm are often used to describe skewed patterns of discrete phenomena such
as word frequency. But it is important to keep in mind that statistical description or
fitting is not the same as explanation. The skewed distribution of firm sizes and the
stability of those distributions over time suggest that firms of many different sizes
may survive and coexist. The evidence on size distributions of firms is consistent
with the notion that entrepreneurial capacity, which differs among firms, is the
limiting factor for firm size. Only a relatively small percentage of firms possess the
entrepreneurial chops to survive and grow to be large. But there are other reasons
for the size distribution, some having to do with underlying technical factors and
others related to the institutional environment in which they operate.
For firms of many sizes to co-exist for sustained periods, the long run average cost
curve must be either flat or have a significant flat region. If the long run average cost
curve sloped down that is, showed increasing returns to scale, a single monopolist

Sutton, J. (1997), ”Gibrat’s Legacy”, Journal of Economic Literature, XXXV, 40-59.
David S. Evans, 1987, “The Relationship Between Firm Growth, Size, and Age: Estimates for 100
Manufacturing Industries,” Working Paper, p13. Journal of Industrial Economics, June 1987, pp.567-581 In
particular, “Firm survival increases with firm size for 81 percent of the industries and with firm age for 83
percent of the industries. Firm growth decreases with size in 89 percent of the industries and with firm age in 76
percent of the industries.” (p. 579) These figures reflect direction; about half of the regression coefficients were
insignificant.
102
103
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might well emerge.104 If the long run average cost curve had a pronounced U-shape,
firms would tend to cluster at the lowest point on the curve.
In 1958 Nobel Laureate George Stigler (19111991) looked at the problems economists had
trying to develop a theory of the economies of
scale – “the theory of the relationship between the
scale of use of a properly chosen combination of all
productive services and the rate of output of the
enterprise.” Stigler observed that the theory had
limped along for a century in large part because
the “central concept of such a theory – the firm of
optimum size- has eluded confident measurement.”
One of Stigler’s signature expository devices was
to introduce his solution to an economic problem by harking back to a distinguished
historical economist’s view on the topic and then to derive a modern formulation
and present empirical evidence. In this case, Stigler built on John Stuart Mill’s insight
that if there were advantages of operating on either a large or a small scale then
competition among firms of different scales would settle the question by favoring
the appropriately scaled enterprises. Stigler called Mill’s notion the survivor
principle. 105
Applying the survivor principle Stigler estimated the optimum firm size or range of
sizes by three methods; comparing the costs of firms of different sizes, comparing
rates of return on investment for firms of various scales, and calculating the
probable costs of firms of different sizes based on technological information. His
study of the steel ingot industry demonstrated the technique and yielded some
interesting and fairly representative results. Stigler found that the 1951 size
distribution of 43 steel ingot-producing firms was skewed in much the same way as
the data we looked at previously on industry-wide firm sizes. Just over half, 22 firms,
each accounted for roughly .5 percent of total capacity and together only 4.65
percent of industry capacity. But the third largest firm alone accounted for 8
percent, the second largest for 16 percent, and the industry goliath accounted for
almost 35 percent of capacity. The aggregate share of capacity for the very small
firms had dropped from over 7 percent to 4.7 percent since 1930 suggesting that the
very small outfits were losing the competitive struggle. There was also a moderate
decline from 38.7 to 34.5 percent in the share held by the largest company. Looking
closer at the cost data, Stigler was able to draw the graph above relating average
cost to firm size as defined by percent of industry capacity. Stigler’s graph shows
that costs decline initially but are essentially constant for scales from 5 percent to
30 percent of industry capacity. Stigler found significant stretches of flat average
costs in a number of industries. This curve is consistent with both the observed
104 The possibility of increasing returns leading to monopolization has bothered economist for a long time. We
will discuss later the role that increasing returns play in determining international trade patterns.
105 George J. Stigler, “The Economies of Scale,” Journal of Law and Economics, October 1958 reprinted in George J.
Stigler, The Organization of Industry, Richard D. Irwin, Homewood, Illinois, 1968
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attrition among small firms and the inability of the largest firm to grow larger. That
long flat stretch of average costs helps to explain why such a wide variety of firm
sizes survive in many markets.
Economic theory predicts also that the more competitive is an industry and the
easier it is to enter, the smaller will be the average firm. If firms compete on the
basis of very similar products and price, the industry will tend to be shared by a
relatively large number of fairly small and roughly comparably sized firms. This is
evident in the large number of real estate offices, machine shops, restaurants, repair
shops, and garden supply stores. The large number of such firms on a regional or
national basis does not preclude the possibility of some local monopoly power but it
is kept in check by the ease of entry.
Some firms will try to exploit the fragmentation of an industry by consolidating
firms based on some shared and increasing returns factor. This “roll-up” strategy is
often implemented by creating or leveraging collateral assets such a strong brand,
distribution system, back office and procurement capability, or other decreasing
cost capability. Roll-up will appear in the data as a reduction in the number of firms
without a corresponding decrease in the number of establishments (operating sites).
A well-regarded brand may differentiate the company enough to capture a large
share of the market and thus facilitate lower procurement, production, back office,
and promotion costs that enable lower prices. This “franchise” or “chain” model has
been successful in the bookselling, hardware, hamburger, office products, and
similar business sectors where the number of independent operators has declined
over time due to concentration. For example, Staples founder Thomas Sternberg, a
former grocery store executive, brought the superstore model to retailing office
supplies and displaced thousands of small stationary stores.106 Consolidation has
been attempted but less effectively in sectors such as barbering and hairdressing,
auto repair, tavern keeping, massage therapy, and other businesses with strong
local bonds.
Cross-sectional analysis across industries and countries has identified some
interesting patterns. Kumar, Rajan, and Zingales found that at the industry level
physical capital intensive industries, high wage industries, and industries that do a
lot of R&D tend to be made up of larger firms. On average, firms operating in larger
markets are larger. Interestingly, they found that, at the country level, countries
with efficient judicial systems have larger firms and, contrary to conventional
wisdom, there is little evidence that richer or higher human capital countries have
larger firms.107 Kumar, et al found also that improved patent protection was
important to growth in R&D intensive industries. The importance of efficient judicial
systems and patent protection is a large but often ignored hint to countries seeking
106 Staples went from 0 to 431 stores and $3.1billion in revenue in its first 10 years, 1986 to 1995. See Robert E.
Wayland, Paul M. Cole, 1997, Customer Connections: New Strategies for Growth, Harvard Business School Press,
Boston, Massachusetts
107 Krishna B. Kumar, Raghuram G. Rajan, Luigi Zingales, “What Determines Firm Size, 2001, Working Paper
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greater economic growth. This finding confirms economic theory that investors are
more likely to provide capital at market rates to firms in countries where they
expect reasonable and consistent legal treatment. (Alas, governments and
international lending agencies don’t often observe this prudent rule and finance a
large number of white elephants.) Inventors and researchers are obviously more
inclined to work in countries that respect their intellectual capital and enable them
to appropriate a large portion of its value.
The Birth, Life, and Death of Firms
On average, more than 652,000 business establishments108 were born each year
from 1994 to 2009 (although the rate declined after 2007).109 Although the number
of new firms was fairly stable over the period, the rate of new business formation
relative to the total population of firms has declined significantly since 1978 as
discussed earlier. The new businesses started each year are overwhelmingly
everyday enterprises such as restaurants, carpentry, plumbing, hair dressing, etc.110
These are tough businesses in which to get a toehold and difficult to sustain and
grow but their founders are eager to take the risk and work to create something of
their own. They fail often but a large number recover and start another new
business.
New businesses are the seeds for economic growth. Although most new
establishments expire within 5 to 6 years, some of the survivors become significant
factors in the economy. The entrepreneurs and companies that launch new
enterprises certainly know, at some level, that the odds are against them but they
are driven by optimism and an urge to action. The great British economist John
Maynard Keynes, knew that most businesses were born of hope and creative
impulses rather than careful analysis:
“…a large proportion of our positive activities depend on spontaneous
optimism rather than on a mathematical expectation, whether moral
or hedonistic or economic. Most, probably, of our decisions to do
something positive, the full consequences of which will be drawn out
over many days to come, can only be taken as a result of animal spirits
– of a spontaneous urge to action rather than inaction, and not, as the
outcome of a weighted average of quantitative benefits multiplied by
quantitative probabilities. Enterprise only pretends to itself to be
mainly actuated by the statements in its own prospectus, however
candid and sincere. Only a little bit more than an expedition to the

108 An establishment is defined by the Census Bureau as a business entity operating at a specific location. Firms
are made up of one or more establishments.
109 Establishment data is from Leming, C., A. Sadeghi, J. Spletzer, D. Talen, “The Role of Younger and Older
Business Establishments in the U.S. Labor Market,” Issues in Labor Statistics, August 2010
110 Amar Bhide, The Origin and Evolution of New Businesses, 2000, Oxford University Press, p.13
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South Pole is it based on an exact calculation of the benefits to
come….”111 (emphasis added)
Amar Bhide, confirms that most entrepreneurs proceed on gut feel without
benefit of planning. Keynes’ animal spirits remain the primary impetus for
many large company initiatives as well as most small start-ups. This is
especially important because, as we’ll discuss later, due to the uncertainty
facing any business, one has to have an adventurous and bold spirit to launch
a new business or to expand an existing one. Of course some, notably those
requiring outside financing or seeking venture capital, involve a fair degree
of business planning or at least the appearance of it in a business plan.112
We’ll discuss later how experience, judgment, and other “unscientific”
approaches are often underrated as guides to decision-making and how
seemingly sophisticated analysis can be dangerously misleading in some
circumstances.
Discouraging Invention, Innovation, and New Businesses
British economist John Jewkes pioneered the evolutionary analysis of invention in
his classic study of sixty major 20th-century inventions. Jewkes found that there was
no standard pattern explaining inventions. Jewkes explored the evolutionary family
trees of many significant inventions and focused on the early, critical development
phase of invention. He found that the lone inventor still had a role; the jet engine
was largely the work of two men operating independently in the U.K. and Germany
without ties to aircraft engine firms; the gyroscope was the invention of a single
man. On the other hand some inventions such as nylon emerged from the research
arms of large corporations such as DuPont.113
Jewkes observations confirm the critical role played by economic freedom to
appropriate at least part of the value of an invention is that despite the significant
contributions of Tsarist inventors, innovation nearly died in the Soviet Union.
But, after the Revolution, it seems clear that Russia made no
important contributions in radar, television, the jet engine, the
anti-biotics, the man-made fibers, the newer metals, the catalytic
cracking of petroleum, the continuous hot strip rolling of steel,
111 John Maynard Keynes, The General Theory of Employment, Interest, and Money, Harbinger Book edition
printed in the United States, 1965, pp161-162 (original published in the U.K. 1936). For years one of us believed
that Keynes’ reference to South Pole expeditions was a knock on Sir Ernest Shackelton’s casually organized and
outfitted 1914 Antarctic expedition aboard Endurance. After the ship was crushed by ice the crew suffered
extraordinary hardships and were ultimately saved by Shackelton’s incredible courage and perseverance. On
reflection we now believe Keynes was referring to the fact that polar expeditions in general were launched
largely on romantic and sometimes scientific grounds and without quantifiable objectives or expected benefits.
112 Amar Bhide, op cit. p 16
113 Jewkes, J., Sawers, D., and Stillerman, R. The Sources of Invention. London: Macmillan, Jan. 1958. In the U.S. St.
Martin‘s Press, Inc., New York
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silicones or detergents, until others had shown the way and revealed
what could be done.114
The communists destroyed much of the habitat of the Russian Heffalump (Peter
Kilby’s delightful name for the elusive entrepreneur or “missing element” in growth
theory115) and he became dormant or hibernated in his homeland or migrated to
more amenable climes.116 Many of those who stayed in Mother Russia applied their
considerable entrepreneurial skill to the black market and offset to some extent the
misery caused by planners. Authoritative, non-market economies have difficulty
stimulating invention and innovation. The economic performance of China, Hong
Kong and Taiwan offers a decent basis to compare the effects of economic liberty on
innovation. A crude measure of relative innovation rates is found in data on U.S.
patents issued by originating country. In 2000, tiny Taiwan ranked number three
with 5,806, Hong Kong had 548, and China only 163.117 Newer date would likely
show the mainland closing the gap.
Given the importance of new businesses to economic development, it would make
sense for governments of under-developed countries to encourage them or at least
not inhibit them. But counterproductive policies and practices are often most
onerous in those under-developed nations that could most benefit from the
emergence of an entrepreneurial, small business class. In many cases vested
interests block liberalization; only established businesses can afford to bribe
officials who harass less established businesses and entrants. The 2010 selfimmolation of Mohamed Bouazizi, a 26-year old Tunisian street vendor in response
to continued harassment from municipal officials is unusual only for the extreme
form his protest took. That he struck a deep chord in the population was evident by
the demonstrations and government overthrow that followed.118 Bouazizi’s
desperate act was a significant factor igniting the wave of regime changes that were
called optimistically The Arab Spring.
Even in developed countries, policies to protect favored existing businesses often
inhibit the creation of new businesses. Few would-be entrepreneurs in liberal
western economies set fire to themselves but many express anger and frustration in
dealing with the bureaucracy. In the absence of unnecessary or excessive regulation
there would be more new businesses created (and of course more failures) but the
increased number of entrants would stimulate price and quality competition and

114 An accessible essay summarizing his findings by Jewkes is at http://fee.org/freeman/detail/the-sources-ofinvention
115 Kilby, Peter, “Preface: Hunting the Heffalump” p. 1-40, in Peter Kilby editor, 1971, Entrepreneurship and
Economic Development, The Free Press, New York, 384pp.
116 We discuss the Kilby’s Heffalump and its fight for survival in later chapters.
117 Shahid Yusuf, 2003, Innovative East Asia: The Future of Growth, co-published by the World Bank and Oxford
University publishing, p205 (original data from U.S. Patents and Trademarks Office.
118 Tunisia is actually fairly reasonable compared to its neighbors; ranking 51st in the World Bank’s measure of
“ease of doing business” index compared to 153d for Algeria, 87th for Morocco, and 128th for Egypt. The U.S.
ranks 4th. See http://data.worldbank.org/indicator/IC.BUS.EASE.XQ
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bring more new ideas to the market that would result in more efficient resource use
and choice.
In general, the more open and competitive an economy, the higher we expect both
the firm growth and death rates to be. After strong property right protections which
enable people to capture the benefit of their effort, product market competition is
the most important force pressing on management to be efficient. Managers in
competitive product markets are continually pushed to operate efficiently. Being
human, they seek relief from that pressure. Thus, Smith’s famous warning about the
tendency toward collusion among businessmen:
“People of the same trade seldom meet together, even for merriment
and diversion, but the conversation ends in a conspiracy against the
public, or in some contrivance to raise prices.”119
Smith felt that the state could not hinder such meetings and still maintain civil
liberties but it should do nothing to facilitate them, much less render them
necessary. He noted that the state, wittingly or not, often facilitated the formation of
trade associations and opened the door to their exercising majority control over the
occupation and the suppression of free trade.
“A regulation which obliges all those of the same trade in a particular
town to enter their names and places of abode in a public register,
facilitates such assemblies. It connects individuals who might never
be otherwise known to one another. And gives every man of the trade
a direction where to find every other man of it.”120
While many people think of trade associations as innocuous even benign
institutions, Smith realized that they served often as a vehicle to regulate trades.
“The pretense that corporation (association) are necessary for the
better government of the trade is without foundation. The real and
effectual discipline which is exercised over a workman, is not that of
his corporation (association), but that of his customers.”121
(Parentheticals added)
Of course most states don’t heed Smith’s warning and through a variety of means,
wittingly or not, enable many occupations to restrict entry and to dampen
competition by erecting walls of certifications, licenses, and standards. One of the
first U.S. consumer protection acts involved colonial era licensing of those who
traded with Indian tribes “to allow only responsible and trustworthy people to

Adam Smith, Wealth of Nations, Kindle free edition, page 80 of 570
Adam Smith, Op cit. p 80 of 570
121 Adam Smith, Op cit. pp. 80, 81 of 570
119
120

Confidential Draft Manuscript for Review Only

50

Copyright 2015 Bob Wayland and Jim Mulcahy
engage in this traffic.”122 Many subsequent consumer protection acts have been
similarly beneficial for customers.
The slightly Orwellian sounding Massachusetts Division of Professional Licensure
oversees 31 boards of registration which collectively license and regulate more than
370,000 individuals and businesses to practice some 50 trades and professions.123
This represents more than ten percent of the state’s non-farm employment!124 In
addition to the perhaps defensible architects (see inset), professional engineers, and
electricians, the occupations covered include athletic trainers, massage therapists,
electrologists (hair removal technicians), barbers, cosmetologists, home inspectors,
sanitarians,125 radio and television repair technicians, etc. Many of these businesses
could be, and in some states some are, regulated effectively by customers and the
application of general laws.126 Once occupational licensure takes hold it tends to
ratchet up the requirements, creating ever-higher barriers to entry and creating
rents for the usually grandfathered incumbents.127 Each successive requirement or
constraint is of course justified on the basis of protecting customers.
On balance licensure and certification reduce the overall number of small business
establishments. It is difficult to judge precisely their net effect on the number and
distribution of firm sizes. License and certification requirements increase entry
costs and reduce the supply of new firms but they also increase prices and decrease
demand. Although licensing often reduces also the turnover rate among established
businesses, this is unlikely to offset the reduction in new firms.
Government regulation stimulates a black market in many of the certified and
regulated trades such as hairdressing, appliance repair, cabs (jitneys and gypsies),
massage therapy, etc. where customers are willing to brave the unprotected waters
of unregulated service providers to save some money. Most licensing systems ban or
severely restrict licenses for convicted criminals thus excluding them from many of
the very occupations for which they could be trained and improve their chances of
Thomas K. Urdahl, 1898, The Fee System in the United States, Madison, Wisconsin,
p. 102, cited in Simon Rottenberg, 1962, “The Economics of Occupational Licensing,” Chapter in National Bureau
of Economic Research, Aspects of Labor Economics, Princeton University Press
123 http://www.mass.gov/ocabr/government/oca-agencies/dpl-lp/
124 For rough comparative purposes, Massachusetts non-farm employment in 2013 was about 3.4 million
http://lmi2.detma.org/lmi/lmi_ces_b.asp?GA=000025&Sopt=1&I=00000000&Copt=2&TF=1&Y=&MD=&Dopt=T
EXT
125 A sanitarian performs sanitation inspection of food preparation, water and sewage, swimming pools, etc.
126 As of 2012 only two states, Oklahoma and Vermont, did not regulate nor have pending legislation to protect
the public from the dangers of massage therapy. Not surprisingly, the trade associations have promoted such
regulation and describe it euphemistically as a public benefit. “The American Massage Therapy Association
recognizes that state government regulation of the practice of massage therapy is a desirable means of meeting
the needs of the public and the profession.”
http://www.amtamassage.org/uploads/cms/documents/Regulated_States.pdf . The Commonwealth of Virginia
conducted an extensive examination of the necessity of regulating massage therapists. Despite a lack of evidence
that Virginians were physically harmed by free market massagers and admitting that regulation would increase
prices, the Commonwealth decided to impose a low level of regulation on the profession.
127 See for example, Simon Rottenberg, 1962, “The Economics of Occupational Licensing,” Chapter in National
Bureau of Economic Research, Aspects of Labor Economics, Princeton University Press, out of print but accessible
at stable URL http://papers.nber.org/books/univ62-2
122
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rehabilitation. Of course these barriers are justified on the grounds of public
safety.128 Tellingly, most complaints about black market businesses come not from
customers but competitors who demand that the state enforce their privileged
position. Most of these unregistered businesses do not appear in the official firm
size and distribution statistics.

128 In our continual efforts to gather empirical data in the field we once asked our barber if he supported licenses
for convicted criminals. He replied, “Of course not, do you want your hair cut by Ted Bundy?” Bundy, serial killer
of many young women, was a law school drop-out active in Republican politics.
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Age and Survival
Old guys rule. The longer a business survives, the better its chances of continuing on
for another year. The establishment survival
curve below plots the number of survivors
from the 1994 establishment cohort for
fifteen years up to 2009. As you can see, the
number of survivors drops each year but at a
declining rate. In 1994 over 550,000
establishments were born; five years later, in
1999, nearly half or 276,000 of those
establishments were still operating; fifteen
years later in 2009, 143,000 or 26 percent of
the establishments born in 1994 remained.
The experience of the 1994 cohort is typical. Alex Coad, an economist at the Max
Planck Institute of Economics, has found that the aggregate year-to-year survival
rates for each of 24 new U.S. firm cohorts born from 1977 to 2000 are very similar
to one another.129 The increasing probability of survival with increased age holds for
specific industries as well; Evans found that the positive relationship between age
and probability of survival held in 83 percent of the 100 industries he examined.130
Of course, many individual firms last longer than average, some a great deal longer
than their cohorts; a very small number of firms, those that Alex Coad calls
Methuselahs in honor of Noah’s 969 year-old grandfather, are more than 500 years
old. A disproportionate number of Methuselahs are family-owned firms which
suggests that considerations other than profit maximization, such as perpetuating
the family legacy, are involved. On the other hand, many well-publicized family
feuds lead to forced sales so something else may be at work such as primogeniture
to forestall fragmented leadership or ownership.
Impermanence, the inevitable decay and death of all things, is central to Buddhist
thought, so it is perhaps ironic that the two oldest firms in Coad’s database are
closely associated with Buddhism. The oldest firm in Coad’s database, Kongo Gumi,
was a fairly small family-owned and managed Japanese company that specialized in
building Buddhist temples and operated for over 1400 years. Sadly, following what
must have been a very interesting family conference, Masakaza Kongo, the 40th
129 The average probability of a newborn firm becoming 1 year old is .79; if it makes to 1 the probability it will
become 2 years old is .85; its likelihood of celebrating a third birthday is .88; to become four is .90; and to
become 5 years old is .91. The standard deviations are very modest indicating how narrow the distributions are
about their means. Note these are the conditional probabilities that, having reached one age, the firm will move
on to the next. The probability of a firm randomly selected from among its first year cohort attaining any
particular age can be approximated by multiplying the successive survival probabilities. For example the
average probability of a firm reaching 5 years of age is .79*.85*.88*.90*.91 or .53. See Alex Coad, Max Planck
Institute of Economics, “Investigating the Exponential Age Distribution of Firms,” E-conomics, Vol. 4 2010-17,
May 21, 2010, an open access on-line economics journal that can be openly accessed at http://www.economicsejournal.org/economics/journalarticles/2010-2017
130 Evans, op cit, p 2.
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member of the family to lead the firm, presided over its liquidation in 2006. Kongo
Gumi’s assets were sold to another construction company that preserved the name
while operating it as a subsidiary. Although market demand for Buddhist temples
had declined, the most significant reason for the demise of Kongo Gumi was its
departure from the middle way to borrow too much money to invest in land.131 We’ll
see later that this is an example of what economists call reaching the limits of
entrepreneurial capacity. The new most-senior citizen among the Methuselahs is
now Houshi Ryokan, a Japanese inn that has been operated for a mere 1300 years by
46 generations of the Houshi family since the Buddhist priest Taicho Daishi, with
divine guidance, found the hidden hot springs near where it stands.132
The Beretta 418 used by James Bond in his first six films was made by one of the
world’s oldest manufacturing companies. In 1526 founder Mastro Bartolomeo
Beretta sold 185 arquebus barrels to the Venetian armory for 195 ducats. Beretta’s
longevity reflects, in part, steady growth in the demand for means of killing people.
Berettta remains family-owned and run and continues to manufacture rifles,
shotguns and pistols for the military, civilian, and espionage communities. It has
exploited its brand cache and diversified into shooting accessories and fashionable
apparel for that segment of the gun-toting community that finds NRA apparel a tad
too rustic.
The impermanence of firms contrasts with the persistence and near-immortality of
government agencies. As Matt Ridley, an evolutionary biologist and social scientist,
so aptly puts it:
“Corporations have a far shorter half-life than government agencies.
Half of the biggest American companies of 1980 have now
disappeared by take-over or bankruptcy; half of today’s biggest
companies did not even exist in 1980. The same is not true of
government monopolies: the Internal Revenue Service and the
National Health Service will not die, however much incompetence
they might display. Yet most anti-corporate activists have faith in the
good will of the leviathans that can force you to do business with them,
but are suspicious of the behemoths that have to beg for your
business. I find that odd.”133
Of Mice, Gazelles, Elephants and Man

James Olan Hutchisen, “The End of a 1400 Year Old Business, Bloomberg Business Week, April 16, 2007,
http://www.businessweek.com/smallbiz/content/apr2007/sb20070416_589621.htm
132 Coad used data from The Economist on the world’s oldest companies. Information on the demise of Kongo
Gumi is from Wikipedia. Hoshi Ryokan’s website provides a history of the mystical discovery of the spa and the
subsequent building of the hotel at: http://www.ho-shi.co.jp/jiten/Houshi_E/home.htm
133 Matt Ridley, The Rational Optimist, 2010, HarperCollins Books, New York, p 111. Ridley has a PhD in zoology,
studied and wrote extensively in evolutionary biology and has observed the similarity of the underlying
dynamics across many other human systems. In recent years he has turned his attention and skills to examining
social sciences and technology.
131
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The economic analysis of firm size, age, and employment growth tries to answer a
question asked by MIT’s David Birch, “Who creates jobs: mice, gazelles, or
elephants?” The popular perception is that small, young firms (Mice) account for
most of the new jobs created in the U.S. The evidence does not support the popular
impression; mice do create lots of jobs but fail also at high rates and so, on balance,
are close to a wash as job creators. Of course some do survive to become
contributors to job growth.
A few, usually less than 3-4 percent of all firms, are fast growing firms called
Gazelles by Birch and Medoff, 134 and termed later “high impact firms” by Acs,
Parsons, and Tracy. Gazelles account for almost all net job growth and come in all
sizes and ages. The average high-impact firm is 25 years old; almost 94 percent have
fewer than 20 employees and these firms account for about 34 percent of new jobs.
Larger gazelles of between 20 and 400 employees represent about 5.9 per cent of
the population and create around 24 percent of new jobs.
Nearly all net job destruction occurs in so-called Elephants or
low impact firms of 500 employees or more.135 A major
reason for the elephants’ shedding jobs is that they are
concentrated in mature industries and their focus is often
primarily on productivity growth which often leads to reduced labor requirements.
It is very common for an industry to follow what is called a product life cycle
marked by an early period of high entry, product-driven competition, the emergence
of a dominant design, a shift toward emphasis of process innovation to reduce costs,
exit of the higher cost firms and a settling down to a few high volume, low cost
Elephants. We’ll discuss the product life cycle
more thoroughly later but it is important to
recognize that not all job losses at Elephants
are lost to the economy; some jobs are created
in firms that take over functions previously
performed in-house by the Elephants.
The chart shows the growth path of the
average number of employees for the 1994
cohort. Those establishments averaged 7.5
employees at birth, doubled to 15.3 in seven
years and averaged almost 18 employees per establishment by 2009. Note that most
of the growth in employees occurs in the first five to six years, after which the rate
declines. The overall rate of growth is negatively related to firm age; on average,
older firms grow more slowly than their younger rivals. David Evans found this
growth pattern held for 76 percent of the manufacturing industries he studied.
134 The term “gazelle” was coined in the David L Birch and James Medoff article, “Gazelles,” in Lewis C. Solmon
and Alec R. Levenson, Eds. Labor Markets, Employment Policy and Job Creation, Boulder: Westview Press, 1994,
pp159-168.
135 Zoltan Acs, William Parson, and Spenser Tracy (sic), “High Impact Firms, Gazelles Revisited,” Office of
Advocacy, Small Business Administration, 2008
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On average, the number of employees in a firm grows with age but at a declining
rate. Employment growth eventually levels off or declines as the business matures
and focuses on productivity improvements. The overall growth in the average
number of employees per firm is due in part to the growth of some fast growing
“gazelle” businesses calling for more employees and in part to the higher survival
rate of larger establishments. This has been referred to as an “up or out”
phenomenon.
The same pattern of gradual firm mortality accompanied by modest average
employee growth is found in those establishments founded before 1994 - our base
year for looking at births and deaths. The 4.9 million incumbent establishments in
1994 averaged about 17.8 employees. These establishments collectively employed
over 87 million people who represented over 95 percent of that year’s private firm
employment. Fifteen years later in 2009, only about 2.5 million of those
establishments were still on the rolls but these senior corporate citizens averaged
over 25.5 employees and still accounted for more than half of total private firm
employment. In other words, in only 15 years, the 1994 stock of establishments and
associated employment turned over by about 50 percent. But overall growth in the
net number of firms more than compensated for the loss of members of the 1994
population. By 2009 the number of establishments increased to 6.7 million with
total employment of 114.7 million.136
Small firm growth and innovation are often conflated. It is true that many
innovations arise in small firms but big firms also produce a large amount of new
products and services. HP really did begin in a garage but its initial commercial
product was a prosaic inexpensive audio oscillator. HP’s truly innovative days came
after it was better established. Today, most research and development and most
patents are the result of corporate programs, often in collaboration with academia
and government.137 Perhaps the best way to look at the relative incidence of
innovation is to segment the types of innovation and the level of investment
necessary to bring them to fruition. Amar Bhide points out that small start-ups tend
to focus on long shot innovations that require relatively little financial support. If
these firms succeed at that level, they grow and take on higher potential payoff but
more costly projects, and if they continue to grow, they will focus on the very high
expected pay-off, high investment innovation programs.138 W. Brian Arthur takes a
Source: Longitudinal Business Database 1977-2009
The federal government spends nearly $137 billion per year on “research.” The National Institutes for Health
(NIH) accounts for about a quarter of that and distributes about $30.3 billion annually in medical research funds,
with 80% of this funding in the form of 50,000 grants to over 300,000 researchers at more than 2,500
universities, medical schools, and other research institutions in every state and around the world.
http://nih.gov/about/budget.htm . This mind-boggling investment surely provides much useful information but
it is rarely, if ever, evaluated for its efficiency and return. The wide distribution of funds might lead cynics to
suspect political payments for support. The Department of Defense spends about $67billion - almost half the
U.S. research budget. Many of the funded projects are developmental and testing. DoD, especially DARPA has
made some significant technological advances, but, again the overall efficiency of the programs are hard to
evaluate.
138 Amar Bhide, op cit., p21
136
137
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longer view of technological innovation and finds that it is an evolutionary process
that proceeds along a continuum from basic science and the accumulation of
knowledge and experience.139 In this view it is impossible to definitely state the
ultimate origin of a technological innovation but we can better understand how
some innovations seem to suddenly appear and are often co-discovered or invented.
The Death and Deliverance of Firms
Somewhere between nine and ten percent of firms expire annually. Most firm
deaths are relatively young companies. In a downturn it is not unusual for firm
deaths to exceed births. In the recession year 2008, the economy produced 874,816
new firms but suffered the loss of 966,647 firms including 43,546 bankruptcies.
Over time, most firms and establishments cease to exist but not all of them fail or go
bankrupt. Many are absorbed into other businesses or, as with Kongo Gumi, their
assets continue to serve under different management.
Evolutionary forces often lead to a shakeout and the concentration of output among
a relatively small number of firms. The firm size distribution in many industries
evolves from many small players to a modest number of large companies can be
explained in terms of the dominant design or product life cycle model.
“…When industries are new, there is a lot of entry and firms offer
many different versions of the industry’s product. The rate of product
innovation is high, and market shares change rapidly. Despite
continued market growth, subsequently entry slows, exit overtakes
entry and there is a shakeout in the number of producers, the rate of
product innovation and the diversity of competing versions of the
product decline, increasing effort is devoted to improving the
production process, and market shares stabilize…”140
Many people see the death, sale, or liquidation of a company as a loss rather than a
necessary part of the process of directing scarce resources to their most productive
uses. Many management scientists and consultants believe that firms that follow
their advice can live indefinitely. Well meaning people note a high rate of failure or
exit among firms and decry “the destruction of jobs.” This is often followed by
efforts to staunch the expiration of firms, sometimes with a direct or indirect public
subsidy to keep the company on life support.
A competitive product market is the most effective force for management efficiency.
A recent study by Xavier Giroud and Holger Mueller at the NYU Stern School found
that firms in competitive markets gained relatively little from adopting so-called
good governance practice; competition provided all the pressure needed. But
weakly governed firms in non-competitive markets may benefit from good
W. Brian Arthur, The Nature of Technology: What It Is And How It Evolves, 2009, Free Press, New York
Steven Klepper, “Entry, Exit, Growth and Innovation over the Product Life Cycle,” The American Economic
Review, June 1996, pp. 562-583
139
140
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governance practices
“Overall, our results suggest that weak governance firms have lower
equity returns, worse operating performance, and lower firm value,
but only in noncompetitive industries. … absent competitive pressure
from the product market, weak governance gives rise to agency costs.”
Giroud and Mueller found also that weakly governed firms in noncompetitive
markets, had lower labor productivity and higher input costs than good governance
firms and that the market for corporate control, in particular hedge funds
anticipating acquisition efforts, is able to recognize poorly governed companies.141
A very low death rate among large firms is often an indication of monopoly or
restraints on the market for corporate control. The market for corporate control is
one of the competitive forces pressing on managers to operate efficiently. As Alchian
and Kessel point out,
“… (even in) the absence of competition in product markets, those
who can most profitably utilize monopoly powers will acquire control
over them: competition in the capital markets will allocate monopoly
rights to those who can use them most profitably. Therefore, so long
as free capital markets are available, the absence of competition in
product markets does not imply a different quality of management in
monopolistic as compared with competitive enterprises.”
Unfortunately, monopolists whether regulated or not are often
successful in undermining the market of corporate control. 142
(parenthetical added)
Poorly performing executives often make it harder for capable new owners to wrest
control of their firms by sabotaging their companies with poison pills, staggered
directors’ terms, and irresponsible payout packages. Managers often have little
financial stake in their companies and may therefore pursue other interests at the
expense of the typical shareholder who rarely has enough information or motivation
to detect agency costs. Fear of losing their job after a takeover may rouse them to
pursue the shareholders’ interests more faithfully. The Conference Board, an
organization made up of large-company CEOs that has supported many efforts to
enact antitakeover legislation exemplifies Adam Smith’s warning about the dangers
of businessmen colluding against the public interest. In general, the more hostile the
takeover, the more likely society will benefit from the new management. Michael
141 Giroud, Mueller, 2011, “Corporate Governance, Product Market Competition, and Equity Prices,” Journal of
Finance, April 2011, pp. 563-600
142 Armen Alchian and Rueben Kessel, 1962, “Competition, Monopoly, and the Pursuit of Money,” Chapter in
National Bureau of Economic Research, Aspects of Labor Economics, Princeton University Press, out of print but
accessible at stable URL http://papers.nber.org/books/univ62-2 , also in Daniel K. Benjamin, editor, 2006, The
Collected Works of Armen A. Alchian, Volume 2, Property Rights and Economic Behavior, Liberty Fund,
Indianapolis, p402
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Jensen, an economist at the Harvard Business School points out that while only a
tiny percentage of mergers are the result of hostile tenders those takeovers are
almost entirely beneficial to the selling and buying shareholders, customers, and
society.143
There is a school of thought that antitakeover measures may result in higher bids by
signaling a willingness to fight and providing the board more leverage to negotiate a
better price. This is like a woman that plays hard to get in hopes of attracting a
richer or more pliant suitor. We are skeptical that many boards employ antitakeover
defenses for this reason; the board can always reject bids and recommend
shareholders do so. The market views antitakeover defenses for what they usually
are – efforts to protect the incumbent management.
A significant number of the large, old companies are regulated monopolies or
operate in heavily regulated industries. As Alchian and Kessel pointed out in a
classic article on competition and monopoly:
Monopolies typically are protected against the hazards of competition,
not simply by their ability to compete, but by the state's policy of not
permitting competitors to enter monopolized markets. Laws are enacted
that encourage and lead to the creation of monopolies in particular
markets. Monopolies so created are beholden to the state for their
existence—the state giveth, the state taketh away. Accordingly, they
constrain their business policies by satisfying the requirements that

they shall do what is necessary to maintain their
monopoly status.

Public utilities are an example. Under this head one should include

not only gas, electric, and water companies, but all franchised and
licensed industries. Railroads, busses, airlines, and taxis fall in this
category of business for which permission of a public authority is
required, and for which rate and profit regulation exists. For many other

businesses, entry regulation exists: commercial and savings banks,
savings and loan associations, insurance companies, and the medical
profession. All these are formally regulated monopolies, since they are
licensed and operated with the approval of the state. Their cardinal sin
is to be too profitable.144

One way to avoid being too profitable is for managers to take some of their
143 Michael C. Jensen, “Takeovers: Their Causes and Consequences,” Journal of Economic Perspectives, Winter
1988, Vol. 2, No. 1, pp. 21-48. This document is available on the Social Science Research Network (SSRN)
Electronic Library at: http://papers.ssrn.com/ABSTRACT=173455
144 Armen Alchian and Rueben Kessel, 1962, “Competition, Monopoly, and the Pursuit of Money,” Chapter in
National Bureau of Economic Research, Aspects of Labor Economics, Princeton University Press, out of print but
accessible at stable URL http://papers.nber.org/books/univ62-2 , also in Daniel K. Benjamin, editor, 2006, The
Collected Works of Armen A. Alchian, Volume 2, Property Rights and Economic Behavior, Liberty Fund,
Indianapolis, p.402
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compensation in non-pecuniary forms including nice offices, attractive secretaries,
oversized salaries and perks, job security, an easy going work environment, and
indulging in prejudice and discrimination against some classes of workers. These
non-pecuniary rewards reduce reported profit (thus staying under the sinful level)
and are very hard for regulators to identify – even if they were inclined to look.
The evidence is overwhelming that corporate charter anti-takeover restrictions
reduce shareholders’ wealth.145 Some reformers try to stimulate corporate
performance by arguing for better corporate governance through more independent
board members, fewer impediments to ownership change, greater transparency,
separation of the CEO and president positions, etc. The theory is that independent
directors will keep management on its toes and act quickly to remove poor
performing executives. On the other hand it is hard to define independent and some
outside directors don’t have the experience or knowledge to evaluate strategies or
operations. We found often that the so-called independent board members were
window dressing from academia and former public servants who were easily
steered and were satisfied to gather contributions for their institutions and causes.
It is not clear that trying to change board composition to improve internal
governance is as effective as facilitating a lively market for corporate control.
Actions that make it more difficult for firms to change hands or that entrench
incumbent management create unnecessary costs for the economy and reward
managers for mediocre performance. Firm managements often seek to inhibit the
market for control by convincing states to enact anti-takeover legislation. Most state
antitakeover statutes are enacted at the behest of companies seeking to inoculate
themselves from the market for corporate control. Interestingly, many of the
statutes were enacted, not in response to a general cry from business, but at the
behest of one or a few firms. Although shareholders sometimes successfully
challenge such laws, the states have responded to successive court rulings by
refining the legislation resulting in the “third generation” antitakeover laws found
constitutional by the Supreme Court.
An especially egregious example of legislative toadying was Pennsylvania’s 1990
enactment of a particularly restrictive anti-takeover statute on behalf of Armstrong
World Industries. The Belzberg brothers, considered along with T. Boone Pickens as
among the most notorious greenmailers146 of the wild takeover battles of the 1980s,
acquired nearly ten percent of Armstrong in 1989 and threatened a tender offer to
acquire control. Armstrong successfully lobbied the Pennsylvania legislature for
protection and it responded overwhelmingly in favor of the company’s management
with what is referred to as PA Senate Bill 1310 or Act 36. Enactment of this act
forced the Belzbergs to abandon their effort and to take an estimated loss of about
145 For a solid if dated survey of the literature see James M. Mahoney and Joseph T. Mahoney, ”An Empirical
Investigation of the Effect of Corporate Charter Antitakeover Amendments on Stockholder Wealth,” Strategic
Management Journal, Vol. 14, No. 1 (Jan., 1993), pp. 17-31
146 Greenmailers did not typically seek control. They often took significant positions in companies that looked
vulnerable to takeover and sought to pressure management into buying them out for a significant premium.
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$17 million. Before folding, they were able to elect to the board Harvard Business
School Professor Michael Jensen, one the most influential voices in favor of free
markets for corporate control.147
State antitakeover legislation reduces stock prices and harms shareholders,
increases wage levels in protected companies that operate in non-competitive
industries, and reduces operational performance. A study of 40 state antitakeover
bills introduced between 1982 and 1987 and found stock prices of companies
incorporated in or doing business in the various states contemplating passage antitaker laws decreased slightly.148 An analysis at Drexel University found that
Pennsylvania firms lost $4 billion during the time this state’s antitakeover law was
being considered and adopted.149
John R. Hicks (1904-1989), the 1972 Nobel Laureate in Economics, famously
conjectured that, “The best of all monopoly profits is a quiet life.”150 This is
consistent with many people’s intuition and our own informal observations of
highly regulated firms such as utilities, banks, insurance companies, etc. Bertrand
and Mullainathan examined Hicks’ aphorism in their 2003 study, “Enjoying the
Quiet Life?” by testing how managers responded to a lessening of competition for
corporate control. They were able to exploit the flurry of state antitakeover laws
enacted in the 1980s and 1990. They found that after the passage of these laws
“managers are insulated from takeovers, worker wages (especially those of whitecollar workers) rise. The destruction of old plants falls, but the creation of new
plants also falls. Finally, overall productivity and profitability decline in response to
these laws.” Their findings confirmed Hicks and reassured shareholders that they
need not fear the actively incurred agency costs of empire building so much as the
inactively incurred costs of managerial shirking and leisure.
More recently in 2011 Giroud and Mueller analyzed the effect of 30 business
combination statutes on the operating performance of companies in those states.
They found that operating performance deteriorated after passage of these laws in
non-competitive industries but not in competitive industries. In noncompetitive
industries input costs, wages, and overhead increased. This suggests increased
147 See for example, Holihan, Gary M. (1990) "Pennsylvania's Antitakeover Statute: An Impermissible Regulation
of the Interstate Market for Corporate Control," Chicago-Kent Law Review: Vol. 66: Iss. 3, Article 12.
Available at: http://scholarship.kentlaw.iit.edu/cklawreview/vol66/iss3/12
148 Jonathan Karpoff, Paul Malatesta “The Wealth Effects of Second Generation State Takeover Legislation,”
Journal of Financial Economics, Vol. 25, p. 291-322 (December, 1989). A shorter synopsis is
“PA Law: State Antitakeover Laws and Stock Prices,” Financial Analysts Journal, Vol. 46, No. 4 (Jul. - Aug., 1990),
pp. 8-10, stable URL http://www.jstor.org/stable/4479339
149 Szewczyk, S. and G. P. Tsetsekos, “State Intervention in the Market for Corporate Control: The Case of
Pennsylvania Senate Bill 1310, Drexel University, Working Paper, 1990
150 J. R. Hicks, 1935, “Annual Survey of Economic Theory: The Theory of Monopoly,” Econometrica, Vol. 3, No. 1
(Jan., 1935), pp. 1-20 (page 8). The context of the quote makes clear that Hicks is offering an opinion, “It seems
not at all unlikely that people in monopolistic positions will very often be people with sharply rising subjective
costs; if this is so, they are likely to exploit their advantage much more by not bothering to get very near the
position of maximum profit, than by straining themselves to get very close to it. The best of all monopoly profits
is a quiet life.”
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management shirking consistent with the prediction of economic theory that
product market competition is the most effective discipline of management. Giroud
and Mueller found also that the market correctly anticipated these effects. Share
prices for companies in noncompetitive industries usually fell after the passage of
anti-takeover laws but share prices for companies in competitive industries were
unaffected.151,152
The U.S. market for corporate control is very large despite the many impediments
that management and states put in its way. In 2010 U.S. merger and acquisition
activity was valued at about $820 billion, about half of world wide M&A. Given the
existence of impediments to takeovers, many of the acquisitions that do take place
are voluntary and entail favorable treatment of management. The value of a
business is of course based on its expected profitability, growth and survivability.
The average acquisition premium, a measure of the acquiring company’s optimism
for U.S. deals, was a little over 40 per cent, about ten points higher than the
worldwide average.153

151 Giroud, Mueller, 2011, “Corporate Governance, Product Market Competition, and Equity Prices,” Journal of
Finance, April 2011, pp. 563-600
152 The discussion of market responses to state antitakeover legislation is based in part on Chapter 5,
“Antitakeover Measures,” in Patrick A Gaughan, 2010, Mergers, Acquisitions, and Corporate Restructurings, 5th
edition, John Wiley & Sons. That chapter is accessible on-line at https://www.inkling.com/read/mergersacquisitions-gaughan-5th/chapter-3/state-antitakeover-laws
153 These figures are still preliminary but are probably fairly accurate. See
http://dealbook.nytimes.com/2011/01/03/confident-deal-makers-pulled-out-checkbooks-in-2010/
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Appendix A to Chapter 2: An Aside on Statistical Descriptions of the Patterns of Firm
Size
The regularity in the shape of the distribution of sizes has prompted economists to fit a variety of power laws –
exponential growth patterns – to the data. These have included the Pareto Distribution – a very steep ski-slop or
reverse-J shaped probability distribution – that the great Italian economist Vilfredo Pareto (1848-1923) used to
portray the distribution of property based on land records from a number of European countries. The striking
concentration of wealth – about 80 percent of the land was owned by about 20 percent of the population – was
later popularized by the American management consultant and quality guru, Joseph M. Juran (1904-2008), as
the Pareto Principle and entered the language colloquially as the 80/20 rule.154
The Pareto distribution is often associated with phenomena where there are a great many small and only a few
large examples such as the populations of the many towns and few cities, stock price returns, and many types of
errors. The Pareto distribution has the fractal-like characteristic that the relative scales within segments of the
curve are the same as that for the entire distribution. This characteristic may help to explain why the Pareto
distribution is a better fit when applied to the larger end of the firm population. Other power law relationships
such as Zipf’s Law, named for the Harvard linguist George K. Zipf (1902-1950), who observed that when he
ranked the frequency of word usage the second most used word occurred half as often as the first, the third onethird as often, etc. The Zipf pattern of discrete rankings can also approximate some economic data such as
income distribution, firm size, etc. Other statistical efforts to describe the patterns of economic phenomena have
employed more generalized exponential functions that can be estimated or fitted more precisely to a given set of
observations. In fact the Pareto and Zipf distributions are special cases of exponential frequency density
functions.
Statistical description is not the same as explanation; the purpose of fitting curves or distributions is to get
insights and clues about the underlying dynamics of a system. The well-known normal or bell shaped frequency
is the consequence of a random or stochastic process usually involving a number of stochastic events and
sorting itself out into the classic shape. When economists observe a normal distribution, they generally conclude
that it represents the result of a random process and involves no interesting dynamics. But, when they see
something as regularly skewed and fat-tailed as the typical income, wealth, or firm size distribution they suspect
that something interesting is at work

154 Mr. Juran is justly famous for his making quality a major product and service consideration. He was not however a friend of
economics or economists. One of the authors, together with Cliff Moore, a Baldrige Quality Award judge, delivered a paper to a
North Carolina conference on quality at which Mr. Juran was the keynote lunchtime speaker. Our argument was simply that
investment in quality, like anything else, should be subject to marginalist analysis and that there was thus an optimal level of
quality. Mr. Juran was having none of it and excoriated us as imbeciles who didn’t understand that the benefits of quality made
it effectively free if not negatively priced.
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Chapter 3. The Natural Market
In 2012, The New York Public Library co-sponsored an Occupy Rousseau forum to
discuss Jean-Jacques Rousseau’s relevance to the protests with the over-the-top
tagline, “How does the author of Discourse on Inequality help us explore the
disturbing and destabilizing cracks that have led to democracies in crisis, perhaps in
demise?”155 We might view this as an isolated instance of educational malpractice
were it a rare case but it is not. Rousseau’s shade is present today at nearly every
anti-capitalistic, anti-globalization protest, or Occupy Wall Street rally.
Many of the people who regularly protest World Trade Organization, World Bank, or
International Monetary Fund meetings believe that markets, trade, and private
property are artificial “constructs” of western oligarchs designed to exploit poor
countries, destroy their native cultures, and hasten the destruction of the
environment.156,157 The protestors believe that the WTO, IMF and World Bank exist
primarily to impose western economic and cultural values on poor countries. They
find in Rousseau an eloquent enemy of private property, markets, trade and their
pernicious effects on society, most especially inequality among people. We don’t
know the reason for the renewed interest in Rousseau’s economic ideas but suspect
that with Marx discredited, a new authority was needed to support anti-capitalistic
feelings.
Even Pope Francis has joined the choir and pronounced the capitalist market an
economy of exclusion.158 His Holiness’ sincere but muddled analysis of poverty gives
support to those who would slow progress and choke off opportunity.
… some people continue to defend trickle-down theories which
assume that economic growth, encouraged by a free market, will
inevitably succeed in bringing about greater justice and inclusiveness
in the world. This opinion, which has never been confirmed by the
facts, expresses a crude and naïve trust in the goodness of those
155 During the Occupy movement’s heyday dozens of columnists and journalists noted the connection between
the crowds’ rhetoric and the French philosopher’s words. For the NYPL event see:
https://www.showclix.com/event/OCCUPYROUSSEAU The list of contributors and discussants is impressive
and telling. Rousseau was a citizen of Geneva which explains the co-sponsorship of ThinkSwiss though it is hard
to imagine a country whose official views on property diverge as much from Rousseau’s as does Switzerland.
156 People who espouse this view often conflate “capitalism” with the notion of free markets and trade. This isn’t
quite precise (some capitalists are free trade’s worst enemies) but for our purposes here we will accept this
convention.
157 Typical of the head-scratching composition of anti-capitalist protests, more than a dozen high quality kayaks
made, ironically, of fiberglass, plastic, and other petroleum derivatives protested a Shell Oil drilling rig in Elliott
Bay, Seattle, WA. See: http://www.usatoday.com/story/news/nation/2015/05/16/kayaktivists-seattle-protestarctic-drilling/27447385/
158 Apostolic Exhortation by Pope Francis: “Just as the commandment ‘Thou shalt not kill’ sets a clear limit in
order to safeguard the value of human life, today we also have to say ‘thou shalt not’ to an economy of exclusion
and inequality.” Quoted by IMF Managing Director Christine Lagarde, “Lifting the Small Boats”
Address at Grandes Conferences Catholiques, Brussels, June 17, 2015
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wielding economic power and in the sacralized workings of the
prevailing economic system. Meanwhile, the excluded are still waiting.
To sustain a lifestyle which excludes others, or to sustain enthusiasm
for that selfish ideal, a globalization of indifference has developed.
Almost without being aware of it, we end up being incapable of feeling
compassion at the outcry of the poor, weeping for other people’s pain,
and feeling a need to help them, as though all this were someone else’s
responsibility and not our own. The culture of prosperity deadens us;
we are thrilled if the market offers us something new to purchase. In
the meantime all those lives stunted for lack of opportunity seem a
mere spectacle; they fail to move us.159
The evidence overwhelmingly supports the opposite view. Trade and markets
evolved because they provided advantages to the members of trading communities.
Free markets do not rely solely or primarily on “trickle down” flows – they liberate
people at all levels to seek, identify and seize economic opportunities; think of the
success of micro-lending programs in countries as disparate as Peru and Bangladesh.
Do some occupations such as the hedge fund managers whose income IMF
Managing Director Christine Lagarde said nearly made her to choke on her yogurt
earn outsized rewards?160 Yes, they do, but they compete to identify investment
opportunities that make the market more efficient; their rewards are based on their
success (most fund managers’ income comes from performance fees) and when they
don’t perform, and many don’t, they fail at very high rates.161 In many cases the
opportunities that they identify and exploit are caused or exacerbated by
government policies.
The spread of market economies has lifted billions of people out of poverty. The
application of Rousseau’s ideas has not. Trade and the economic growth that it
facilitates are good for our planet. As economies become larger and more
159 APOSTOLIC EXHORTATION EVANGELII GAUDIUM OF THE HOLY FATHER FRANCIS TO THE BISHOPS,
CLERGY, CONSECRATED PERSONS AND THE LAY FAITHFUL ON THE PROCLAMATION OF THE GOSPEL IN
TODAY’S WORLD, Chapter 2, 54. Available on-line at
http://w2.vatican.va/content/francesco/en/apost_exhortations/documents/papa-francesco_esortazioneap_20131124_evangelii-gaudium.html#No_to_an_economy_of_exclusion
160 IMF Managing Director Christine Lagarde, “Lifting the Small Boats” Address at Grandes Conferences
Catholiques, Brussels, June 17, 2015 On-line at https://www.imf.org/external/np/speeches/2015/061715.htm
161 An instructive and sober pre-2007 financial crisis overview of the economics of the hedge fund industry is
René M. Stulz, 2007, “Hedge Funds: Past, Present, and Future, The Journal of Economic Perspectives, Vol. 21, No. 2
(Spring, 2007), pp. 175-194. Stulz concludes that hedge funds likely contribute more to financial market stability
than mutual funds. Another worthwhile paper Franklin R. Edwards, 1999, “Hedge Funds and the Collapse of
Long-Term Capital Management, The Journal of Economic Perspectives, Vol. 13, No. 2 (Spring, 1999), pp. 189-210
discusses early efforts to gauge the risks of the hedge fund industry and the embarrassing and costly failure of
Long Term Capital Management, a hedge fund on whose board sat Nobel Laureates Myron Scholes and Robert
Merton. Interestingly, the then Chairman of Goldman Sachs, Henry Paulson, who was involved in the maneuvers
to cauterize LTCM, later served as Treasury Secretary during the 2007 credit crunch, the decision to allow
Lehman Brothers to fail and the subsequent efforts to prop up the financial markets. For a discussion of how the
speculative and activist actions of hedge funds promote improved corporate performance in part due to their
internal incentive systems and relative freedom from regulatory constraints on mutual funds see Alon Brav, Wei
Jiang, Frank Partnoy and Randall Thomas, 2008,Hedge Fund Activism, Corporate Governance, and Firm
Performance,” The Journal of Finance, Vol. 63, No. 4 (Aug., 2008), pp. 1729-1775

65

Copyright 2015 Bob Wayland and Jim Mulcahy
prosperous people place greater value on environmental quality and have the
wherewithal and incentives to develop technologies to better achieve cleaner air
and water.162
Despite what your comparative literature instructor may have told you, the market
is not a “construct” of white male capitalists designed to exploit people but a natural
evolutionary phenomenon that emerged from the actions of people but not through
their design. The market is the best mechanism yet found to promote mutually
beneficial and voluntary cooperation which in turn has created extraordinary
benefits for mankind.
The progress of man has flowed largely from the advance of the market and the
innovations it has enabled. This progress is threatened by corporatism and
cronyism on one hand with statism and anti-growth dogma on the other. The latter
is a dismal belief in a cataclysmic future unless economic growth and technological
innovation are derailed. We fear that these forces are endangering the progress
man has made and could derail the great project to lift the remaining poor out of
misery.
We have wondered often how seemingly intelligent people can embrace such
fantasies as those told by Rousseau and his disciples.163 Instead of celebrating the
incredible advances in wellbeing made in market friendly societies and the appalling
misery of state run economies, many people reject the underlying principles of the
market, particularly private property and the benefits of trade. Why do so many
people embrace the dismal economics of Rousseau, Marx, et al. and reject the
delightful science of Adam Smith and his descendants? A part is ignorance but much
is simply a rejection of the classical liberal model as invalid and imposed upon man.
We try in this chapter to expose the reader to the notion that the market is a natural
emergent phenomenon borne of man’s social nature and selected for because it
provides tremendous benefits.
Just as Moliere’s social climbing bourgeois, Monsieur Jourdain, finds that he has
been speaking prose for forty years, men practiced economics for thousands of
years before they gave it a name and analyzed it.164 The interactions among men can
162 We are not arguing that all problems can be solved by just letting the market operate. Economics provides
many tools to address issues such as externalities, asymmetric information, public and collective goods theory,
etc. which can be applied to environmental issues. The common impulse to adopt coercive political remedies for
environmental problems almost certainly reduces society’s wealth and capacity to address those problems and
diminishes the opportunity set for many people. Where tried, market-based approaches such as SOx trading
have been generally successful.
163 For a more flattering picture of Rousseau, see Frank M Turner, 2015, European Intellectual History from
Rousseau to Nietzsche, Yale University Press, 320 pp. This book is a collection of Turner’s famous Yale lectures
edited by a former student. We don’t dispute Turner’s recognition of Rousseau’s effect on western thought, we
just think it was damaging on balance.
164 “By my faith! For more than forty years I have been speaking prose without knowing anything about it, and I
am much obliged to you for having taught me that.” The Middle Class Gentleman
(Le Bourgeois Gentilhomme) Act 2, Scene IV, The Project Gutenberg EBook of The Middle Class Gentleman, by
Moliere, http://www.gutenberg.org/files/2992/2992-h/2992-h.htm
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be explained to great extent via terms of trade and the division of labor that it
facilitated. Trade requires transmissible property rights and some basis for
cooperative exchange. How those conditions arose and the origin of society has
occupied philosophers from the beginning. The following overview deals with early
economic history and views of some important philosophers’ efforts to grapple with
the issues of property, markets, society and the state.
For the first 2 million years of his existence, man lived in bands or
villages which, as far as we can tell, were completely autonomous. Not
until perhaps 5000 B.C. did villages begin to aggregate into larger
political units. But, once this process of aggregation began, it
continued at a progressively faster pace and led, around 4000 B. C., to
the formation of the first state in history.
Robert L. Carneiro165
Carneiro, then curator of South American ethnology at the American Museum of
Natural History noted that the creation of the state was the most important political
event in history and yet it is little understood. The origin of the state seems closely
tied to the establishment of property rights, the transition to an agricultural
economy, the increased interactions among men, and the growth of markets for
exchanging goods. Carneiro, a scientist, dismisses the older romantic social contract
theories, particularly Rousseau’s.
“We now know that no such compact was ever subscribed to by
human groups, and the Social Contract theory is nothing more than a
historical curiosity.166
Someone should tell the New York Public Library. Rousseau’s premises are so
flawed and his remedies so chimerical that he has almost nothing substantive to
contribute to the current debate. It is one of economic education’s greatest failures
that Rousseau and his ideas on markets and economics are granted so much
credence. The progress of man has flowed largely from the advance of the market.
This progress is threatened by corporatism and cronyism on one side and on the
other by statism and a belief in a dismal or cataclysmic future unless economic
growth and technological innovation are curtailed.
Peoples’ concerns about equity and fairness are evident today in arguments about
stakeholder theory, social equity, economic justice, gender-based equal pay
arguments, minimum wage laws, excessive CEO compensation, tax policy, etc.
Advocates for a more equal distribution of wealth find little or nothing in modern
165 Robert L. Carneiro, 1970, “A Theory of the Origin of the State,” Science, New Series, Vol. 169, No. 3947, pp.
733-738. Carneiro’s time period may exaggerate the effective time span involved. Modern humans (homo
sapiens) are generally though to have evolved around 200,000 years ago, emerged from Africa some 50,000 or
so years ago and established themselves in the Middle East and Europe where we find the first signs of fairly
organized society some time after that.
166 Carneiro, Ibid. p. 753
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economics that satisfies their concerns. Looking for support they appeal to the
authority of philosophers.
We trace lightly the emergence of the market, discuss some of the most important
philosophical perspectives on the market, introduce the modern view, and illustrate
the emergence of markets for protection in states, gangs, and even prisoner of war
camps.
The Origin of the State and Evolution of the Market
Robert Carneiro and others have estimated that the origin of the state – a formal
institution beyond the simple clan or village – arose in the New Stone Age or
Neolithic period. The Neolithic or Agrarian Revolution (approximately 10,000 B.C. in
the Middle East) was the most fundamental change in man’s relationships with
nature and other men. The process began at different times in various locations and
was more of a long slog than the word “revolution” suggests. In southern Europe
hunter-gatherers were gradually supplanted over six millennia from 8000 to 2000
BC by agriculture-based societies inhabiting relatively fixed settlements. Before the
Neolithic or New Stone Age, man was a hunter-gatherer with little specialization of
labor but he had solved the extremely difficult problems of creating language and
rules for cooperative behavior based largely on self-enforced contractual
arrangements. War and violence were common but not continual.
During the Neolithic period man settled down and pursued agriculture by
domesticating plants and animals. Farming enabled man to support larger
populations and in some cases made possible food surpluses that facilitated division
of labor and the development of more complex civilization. People didn’t switch
abruptly from the hunter-gatherer to the farmer economic model. There were
transitional life styles between hunter-gatherer and farmer; the first silos or
granaries predated the Neolithic period and were built around 11,000 B.C. by a
semi-sedentary people who foraged and harvested wild animals and vegetation.
Many Neolithic societies traded extensively but the walls that they built around
their settlements suggest that raiding was still an alternative career path for many
of their contemporaries. Arrowheads, pottery and other durable
products of ancient artisans have been found far from their place of
origin providing evidence of Neolithic trade in many parts of the
world. By 3000 B.C. trade in pottery and other goods was operating
in Mesoamerica (largely present day Mexico).
Sedentary agricultural economies supported denser populations,
stimulated specialization and the emergence of governing structures. Interestingly,
though the Neolithic societies were often larger than the hunter gathering groups,
the diet of the average worker was probably inferior, life spans were briefer, and
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people were shorter.167 Jared Diamond, Professor of Geography at UCLA, in a
controversial but thought-provoking article, calls the decision to adopt agriculture
“the worst mistake in the history of the human race.”168 Diamond, who has done
much to incorporate ecological factors into the examination of early history, argues
that most agricultural people suffered from the nutritional deficiencies of a limited
diet while a well-nourished elite emerged to impose order and exploit the
farmers.169 In this view, Diamond aligns with the Rousseauian view that civilization
was a bad thing or at best a mixed blessing.
Why then would hunter-gatherers give up their relatively healthy lifestyle to settle
down and farm? Many theories offered by natural scientists are of the post hoc
propter hoc variety, e.g. people settled down to farm after the glaciers retreated and
the climate changed. The current Wikipedia article on the Neolithic revolution lists
nine leading explanations for the shift to an agricultural economy – none of them
explicitly economic in nature. One economically realistic explanation is that huntergathering technology had reached the point of diminishing returns when applied to
Nature’s relatively fixed capacity to produce new food supplies.170 It takes a lot of
land to support hunter gathering; the population density of hunter-gatherers is
typically less than 1 per 10 square mile. 171 As the population of hunter-gathering
groups increased they found it increasingly difficult to find and exploit suitable
habitat. Groups here and there adopted the agricultural model and out-competed
the hunter-gatherers in their region. The hunter-gatherers were pressed on two
fronts; farmers were able to marshal larger fighting groups to defend their lands
while they destroyed the wild habitat on which the hunter-gatherers depended.
Agricultural technology increased the amount if not the variety and nutritional value
of food and in some cases produced a surplus that could be stored to buffer the
community against shocks. Agriculture supported larger and denser populations
(about 100 times that of hunter-gatherers) and created the conditions for more
complex societies and economies to emerge. The accretion of population around
farming settlements, particularly those favored with access to water transport,
proximity to trade routes, and located on easily defended terrain led to cities and
city-states.
167 For a fascinating treatise on how much about a society can be gleaned from their bones see Clark Spenser
Larsen, Skeletons in Our Closet: Revealing Our Past through Bioarchaeology, Princeton University Press, 2002,
272 pp.
168 Of course, from our genes’ perspective the larger populations of agricultural groups were beneficial; nature
cares little about the phenotype after its reproductive days are over.
169 Jared Diamond, "The Worst Mistake in the History of the Human Race," Discover Magazine, May 1987, pp. 6466. It seems to us that Diamond, despite his own work on domestication, gives little credit to the domestication
of animals that provide protein and other useful materials such as sheep that were domesticated relatively early
in the Neolithic.
170 This is the explanation offered that has significant economic content. “The Demographic theories proposed
by Carl Sauer and adapted by Lewis Binford and Kent Flannery posit an increasingly sedentary population that
expanded up to the carrying capacity of the local environment and required more food than could be gathered.
Various social and economic factors helped drive the need for food.”
https://en.wikipedia.org/wiki/Neolithic_Revolution
171 Diamond, Op Cit.
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Western civilization is generally regarded as arising first in Mesopotamia and then
developed further by the Ancient Greeks. The first city in the region was probably
Sumerian Eridu built around 5400 B.C. near where the headwaters of the Euphrates
and Persian Gulf were at that time. The Sumerians recorded a number of civilization
firsts, including the invention of writing around 3500 B.C., the first recorded
astronomical observations, and the introduction of the sexagesimal (base 60)
system that divides the circle into 360 degrees of 60 minutes each. The Sumerian
astronomical and mathematical work was the basis for later Babylonian and then
Greek advances and survives in modified form in geographical coordinates and time
measures today.
The Neolithic ended at various times in different places and was succeeded by the
Bronze Age that in turn gave way to the Iron Age. Bronze production began in
Mesopotamia around 2900 B.C. Bronze is an alloy of copper and tin and was
probably first produced accidentally by smelting copper ores containing tin. The
increased hardness and durability of bronze stimulated a search for deposits and
the development of metallurgy. The mining and smelting of tin was one of the
earliest large-scale industrial activities. The source of Middle Eastern tin was for
long an archaeological puzzle that was not solved until the 1990s. A large tin mine in
the Central Taurus Mountains of modern Turkey dating to 2870 B.C. comprised over
two miles of underground shafts and extensive material washing, smelting, and resmelting operations. Aslihan Yener, who discovered the mine, observed that it
proved that tin mining was a very developed industry with division of labor well
beyond craft levels.172 This sophisticated operation goes back nearly 5,000 years
from today and confirms the early existence of extensive trading systems.
The Ancient Greek pattern of geographic expansion was driven
in large part by geography; the mainland and the larger islands
are a mosaic of plains and valleys separated by mountains; most
of the islands are relatively small and can support only limited
populations. When one city became over crowded or exceeded the capacity of its
agricultural region, some people moved on and founded another. There were over
1500 Greek settlements and city-states on the Greek coast, the Aegean islands
(Cyclades), Sicily, southern Italy, bits of France and Spain, along the edges of the
eastern Mediterranean, Crete, a coastal segment of modern Libya and Egypt, the
coast of Asia Minor, and into the Black Sea. These city-states, which Plato described
as “frogs and ants around a pond” comprised a dense trading network that
exchanged widely their own products and those of their hinterlands.
Aristotle
The back cover of our mid-1970s editions of Samuelson’s Economics shows the
history of economics starting with Aristotle (384-322 B.C.). We think that
172

William Herms, “Bronze age source of tin discovered,” The University of Chicago Chronicle, Jan 6, 1994.

70

Copyright 2015 Bob Wayland and Jim Mulcahy
Democritus (c. 460-360 B.C.) who was known as the “laughing philosopher” for his
cheerfulness and adherence to a philosophy of enlightened hedonism would be a
better choice than his dour critic Aristotle.173 Aristotle shared with Hobbes and
Rousseau the belief that the state was necessary to the refinement of man.
“A social instinct is implanted in all men by nature, and yet he who
first founded the state was the greatest of benefactors. For man, when
perfected, is the best of animals, but, when separated from law and
justice, he is the worst of all; …”
Aristotle, Politics, Book I, Part II
Aristotle, like most of the earliest thinkers about economics was concerned chiefly
about equity and often mistrusted the results of markets and the virtue of those
engaged in trade. We think that the long-standing disparagement of markets,
business, and businessmen goes back at least as far as the Socratic school of
philosophy. Aristotle, the most influential member of that school viewed exchange
of goods or services as primarily an ethical issue and wrestled with the very difficult
question of equivalent exchanges.174 His influence on Thomas Aquinas and the
Scholastics is still evident in Catholic teaching.
Aristotle is portrayed often as a founder of economic science in part based on his
confusing discussion of the distinction between value in exchange and value in use,
(an important issue in Marxist economics) and his theories of money and coinage.
To some, Aristotle initiated the analytical approaches of both utility and labor-based
value.175 Others argue that he recognized that the value of something was what
others would pay and he was seeking to establish a value of labor (as opposed to a
labor-theory of value) in terms of its product.176 Most of us are exposed to the
“paradox” of value in use versus exchange through Adam Smith who famously
contrasted the values of diamonds and water, a conundrum solved later by marginal
utility theory.177 Aristotle grappled with but really made only modest headway in
Democritus is best known for his work on atomistic matter and voids in which he built on Leucippus’ earlier
concepts. Some scholars have made the case for his contribution to early and classical economic thought. See
Panayptis Michaelides, Ourania Kardasi, and John Milios, 2011, “Democritus's economic ideas in the context of
classical political economy,” The European Journal of the History of Economic Thought, Vol.18, Issue 1.
174 Josef Soudek, 1954, “Aristotle's Theory of Exchange: An Inquiry into the Origin of Economic Analysis,”
Proceedings of the American Philosophical Society, Vol. 96, No. 1 (Feb. 29, 1952), pp. 45- 75.
175 For a thorough review of Aristotle’s value theory from Australian economist, Barry J. Gordon, 1964, “Aristotle
and the Development of Value Theory,” The Quarterly Journal of Economics, Vol. 78, No. 1 (Feb., 1964), pp. 115128. Gordon (1934-1994) was a prominent scholar in the History of Economic Thought (HET) discipline; a
sensitive retrospective and full bibliography is available at: http://www.hetsa.org.au/pdf/35-A-2.pdf
176 See Josef Soudek, 1954, “Aristotle's Theory of Exchange: An Inquiry into the Origin of Economic Analysis,”
Proceedings of the American Philosophical Society, Vol. 96, No. 1 (Feb. 29, 1952), pp. 45- 75 for a sympathetic and
thorough analysis of Aristotle’s contribution to economics.
177 Adam Smith’s expression of the value in use versus exchange (Wealth of Nations, pp. 20-21, Kindle edition) is
below. The solution came with the distinction between marginal and total utility and cost. Under most market
conditions, the marginal utility of scarce diamonds is greater than that of abundant water. The marginal cost of
an incremental diamond is much higher than that of an increment of water.
The word VALUE, it is to be observed, has two different meanings, and sometimes expresses the utility
of some particular object, and sometimes the power of purchasing other goods which the possession of
that object conveys. The one may be called 'value in use;' the other, 'value in exchange.' The things
173
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analytical economics. In the end, we tend to agree with Schumpeter that Aristotle’s
analytical performance in economics was very modest.
…we find (if such a thing may be said without offense of so great a
figure) decorous, pedestrian, slightly mediocre, and more than slightly
pompous common sense.178
Aristotle’s theoretical contributions to economics were scant but the effects of his
elitist branding of people who engage in market activities as unworthy of praise or
respect has been immense. He did not regard working people highly, “it is
impossible to engage in virtuous pursuit while living the life of a vulgar craftsman or
a hired laborer.” This must have annoyed the nearly 20,000 men engaged in 170
occupations in Athens at the time.179 Athens boasted a dynamic economy centered
on the agora (market) with goods from all over the Mediterranean and supported its
trade with many sophisticated economic and financial instruments backed by clear
contract laws. Yet Aristotle showed an indifference to commerce similar to that
found in modern faculty lounges.
Aristotle’s contributions to today’s economic debates are largely in sanctioning and
endorsing a hostile or at least negative view of business and businessmen. Aristotle
was never exposed to modern economic arguments that stress efficiency and
economic growth as drivers of social welfare and so didn’t have a chance to test his
analysis against modern economics. An appeal to his economic authority is nearly
worthless. That hasn’t stopped it being invoked for almost 24 centuries.
Nevertheless Aristotle does provide us with two of the earliest accounts of financial
speculation that are interesting for the light they shed on the sophistication of the
Ancient Greek economy. Among his many sins, Aristotle may be regarded as the
inventor of the business case method of instruction. He calls for more business
which have the greatest value in use have frequently little or no value in exchange; and, on the contrary,
those which have the greatest value in exchange have frequently little or no value in use. Nothing is
more useful than water; but it will purchase scarce any thing; scarce any thing can be had in exchange
for it. A diamond, on the contrary, has scarce any value in use; but a very great quantity of other goods
may frequently be had in exchange for it. In order to investigate the principles which regulate the
exchangeable value of commodities, I shall endeavour to shew, First, what is the real measure of this
exchangeable value; or wherein consists the real price of all commodities. Secondly, what are the
different parts of which this real price is composed or made up. And, lastly, what are the different
circumstances which sometimes raise some or all of these different parts of price above, and
sometimes sink them below, their natural or ordinary rate; or, what are the causes which sometimes
hinder the market price, that is, the actual price of commodities, from coinciding exactly with what may
be called their natural price.
178 Joseph Schumpeter, Elizabeth Boody Schumpeter (ed.) History of Economic Thought, Revised Edition Oxford
University Press, 1320 pp., p57.
179 The source of this data on workers and occupations is usually given as simply Edward M. Harris, we’ve been
unable so far to find the original work but a recent paper by Harris [Edward M. Harris, “Law and Economy in
Classical Athens: [Demosthenes] ‘Against Dionysodorus,’” in A. Lannin, ed., “Athenian Law in its Democratic
Context” http://www.stoa.org/projects/demos/law_economy.pdf], quotes the occupational data thus, “In fact, a
recent study has found more than a hundred and seventy different occupations in Classical Athens. This was not
a primitive economy based solely on subsistence agriculture.” This suggests Harris was not the original source.

72

Copyright 2015 Bob Wayland and Jim Mulcahy
cases at the beginning of his well-known story about Thales (c.638 B.C. to c. 546
B.C.) cornering the olive press market in anticipation of a bumper harvest.

“…It would be well also to collect the scattered stories of the ways in
which individuals have succeeded in amassing a fortune; for all this is
useful to persons who value the art of getting wealth. There is the
anecdote of Thales the Milesian and his financial device, which
involves a principle of universal application, but is attributed to him
on account of his reputation for wisdom. He was reproached for his
poverty, which was supposed to show that philosophy was of no use.
According to the story, he knew by his skill in the stars while it was
yet winter that there would be a great harvest of olives in the coming
year; so, having a little money, he gave deposits for the use of all the
olive-presses in Chios and Miletus, which he hired at a low price
because no one bid against him. When the harvest-time came, and
many were wanted all at once and of a sudden, he let them out at any
rate which he pleased, and made a quantity of money. Thus he showed
the world that philosophers can easily be rich if they like, but that
their ambition is of another sort. He is supposed to have given a
striking proof of his wisdom, but, as I was saying, his device for getting
wealth is of universal application, and is nothing but the creation of a
monopoly. It is an art often practiced by cities when they are want of
money; they make a monopoly of provisions. …”
Economists find this anecdote interesting and amusing not only because it
illustrates that the Greeks knew about monopoly and market manipulation but that
they were sophisticated enough to have the equivalent of futures markets selling
options on the use of production machinery, olive presses in this case. We’re
skeptical of Thales’ ability to forecast olive harvests by observing the winter stars
but we’ve heard stranger theories and seen less rational forecasting techniques.
Another anecdote from Aristotle, perhaps related to him by Plato, concerned also a
speculative investment.
“There was a man of Sicily, who, having money deposited with him,
bought up all the iron from the iron mines; afterwards, when the
merchants from their various markets came to buy, he was the only
seller, and without much increasing the price he gained 200 per cent.
Which when Dionysius heard, he told him that he might take away his
money, but that he must not remain at Syracuse, for he thought that
the man had discovered a way of making money which was injurious
to his own interests. He made the same discovery as Thales; they both
contrived to create a monopoly for themselves. And statesmen as well
ought to know these things; for a state is often as much in want of
money and of such devices for obtaining it as a household, or even
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more so; hence some public men devote themselves entirely to
finance.”180
Western philosophical debate from the Renaissance and later on the relationship
among man, property, society, and the state can be traced roughly across the very
different views of Thomas Hobbs (1588-1679), Jean-Jacques Rousseau (1712-1778)
and John Locke (1632-1704). Each of these men developed stories to explain the
origin of the state. Both Hobbes and Rousseau operated on a B.S. (Before Science)
concept of philosophy and each created a just-so story of how civilization emerged
from a social contract. Locke, though a predecessor of Rousseau, applied a more
scientific, deductive approach to the question. Much of Locke’s thought is consistent
with the modern economic analysis of the origin of the state.
Thomas Hobbes, Leviathan
The English philosopher Thomas Hobbes (1588-1679) imagined that early man
inhabited a state of nearly continual conflict that foreclosed economic and technical
progress. The state was therefore necessary to domesticate man and foster progress.
Hobbes’ famous line about early life being, “solitary, poor, nasty, brutish and short”
is drawn from the end of his vision of our purportedly violent ancestral lifestyle but
without its original context the line doesn’t do justice to his full depiction of the
economic and cultural vacuum that he believed early man inhabited.
“Whatsoever therefore is consequent to a time of war, where every
man is enemy to every man, the same consequent to the time
wherein men live without security than what their own strength and
their own invention shall furnish them withal. In such condition
there is no place for industry, because the fruit thereof is uncertain;
and consequently no culture of the earth; no navigation, nor use of
commodities that may be imported by sea; no commodious building;
no instruments of moving and removing such things as require much
force; no knowledge of the face of the earth; no account of time; no
arts; no letters, no society; and which is worst of all, continual fear,
and danger of violent death; and the life of man, solitary, poor, nasty,
brutish, and short.” 181
In Hobbes’ view, men surrendered their independence to Leviathan, an absolute and
uncontestable monarch who offered them protection from constant violence and
continual fear. When every man was enemy to every man, there was no right or
wrong, no just or unjust, no “mine and thine,” man possessed only what he could
take and keep. Only the state could guarantee property rights and therefore the
ability to exchange goods.
Aristotle, Politics, Part XI. There are a number of on-line sources of Aristotle’s work; we accessed
http://classics.mit.edu/Aristotle/politics.1.one.html for the anecdotes about speculation.
181 Thomas Hobbes, Leviathan, Free Kindle edition, pp. 56-57
180
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But Hobbes sold short man’s capacity to develop cooperative societies without
surrendering fully to Leviathan. Other creatures, including our closest relatives the
great apes are capable of establishing inter-group balance and boundaries that limit
territories and conflicts. As we discuss in the section on the potential emergence of
government as a form of protective service there is a trade-off between the amount
of effort people can devote to productive and protective efforts. If, at some point, the
economics of protection favor specialized and centralized supply of protection that
model is likely to be selected by some groups. Upper Paleolithic man achieved
cooperative group cultures without any sort of Leviathan, either the absolute
monarchy Hobbes envisioned or any specialized institution to enforce rules. Upper
Paleolithic man was violent enough but his aggression was directed primarily at
other groups. As many as 100 - 150 or so people but likely closer to 30 on average
lived within fairly egalitarian groups. The forces that bound together the members
of the group seem also to have made them antagonistic to other groups. The conflict
and competition between groups produced winners and losers and where
cooperative groups prevailed the growth of culture, trade, and cooperation grew.
Jean-Jacques Rousseau, Romantic
The romantic notion of the Paleolithic hunter gathers as noble savages is due in
large part to the continuing influence of Jean-Jacques Rousseau (1712-1778) who
popularized a fairy tale about early man’s lost idyllic nature. There has long been
intellectual pushback on Rousseau’s fantasies but their hold on many peoples’
imaginations persist. Michael Shermer, former professor of psychology and the
history of science, columnist for Scientific American, and founder of Skeptic
Magazine has written several books exposing the fallacies of pseudo science and
intellectual myths. In The Borderline of Science: Where Science Meets Nonsense,
Shermer takes on the noble savage or, as he calls it, the Beautiful People Myth.
As Shermer notes, Rousseau did not invent the BPM, it appears in the JudeoChristian religion as the Old Testament story of the Garden of Eden (Genesis; Books
2 and 3) does something similar. Hesiod (c750-650) a misogynistic Greek poet and
chronicler of religious myths offered two versions of man’s original state and the
interventions of gods. The first and best known describes Prometheus’ delivery of
fire to man and thus igniting (sorry) civilization albeit at the cost of Zeus having him
bound to a rock where an eagle pecked away his liver each day. The second, not as
popular today, explains how Zeus sent the first woman, Pandora, who opened the
box of evils and made man’s life miserable.
In contrast to Aristotle and Hobbes who saw the state as the beginning of
civilization and salvation of man, Rousseau believed that man needed a new social
contract after his amoral but natural savage state had been corrupted by the
emergence of property and civilization. Rousseau imagined the transition from a
largely hunter-gather existence to a more settled agrarian life as consequence of
greater interaction. Men got a social life and the strife that follows.
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As ideas and feelings succeeded one another, and heart and head were
brought into play, men continued to lay aside their original wildness,
their private connections became every day more intimate as their
limits extended. They accustomed
themselves to assemble before their huts
round a single large tree, the true
offspring of love and leisure, became
the amusement, or rather the
occupation, of men and women thus
assembled together with nothing else
to do.182
But, as so often happens, dancing led to conflict and invidious comparisons about
who was the best dancer, the strongest, most dexterous, etc. and these distinctions
became the seeds of vanity and contempt. Inequality became evident.
Civilization, and particularly the pursuit of property, gave rise to competition among
men and a division between winners and losers, between weak and strong, and
between rich and poor. Rousseau thought all was well until men sought to cooperate
with other men. In an incredibly anti-progress and anti-market statement be blamed
interaction and cooperation for our predicament.
So long as man [sic] remained content with their rustic huts, so long
as they were satisfied with clothes made of the skins of animals and
sewn together with thorns and fish hooks, adorned themselves only
with feathers and shells, and continued to paint their bodies different
colors, to improve and beautify their bows and arrows and to make
with sharp-edged stones fishing boats or clumsy musical instruments;
in a word so long as they undertook only what a single person could
accomplish, and confined themselves to such arts as did not require
the joint labor of several hands, they lived free, healthy, honest, and
happy lives, so long as their nature allowed, and as they continued to
enjoy the pleasures of mutual and independent intercourse. But from
the moment one man began to stand in need of the help of another,
from the moment it appeared advantageous to any one man to have
enough provisions for two, equality disappeared, property was
introduced, work became indispensable, and vast forests became
smiling fields, which man had to water with the sweat of his brow, and
where slavery and misery were soon to germinate and grow up with
the crops.183

182 Jean-Jacques Rousseau, 1754, translated by G.D.H Cole, A Discourse on the Origin of Inequality and a Discourse
on the Political Economy, Digireads.com Publishing copyright 2009, p 36 of 81
183 Rousseau Op Cit. p. 36,37 of 81

76

Copyright 2015 Bob Wayland and Jim Mulcahy
In the Discourse on the Origins of Inequality (1754) Rousseau disputed a natural
right to private property and saw it as a corrupting institution. Although the work
seems to predate that of Political Economy, there is some uncertainty about the
times when the works were originally written.184 In any event it is the view of
property’s corrupting influence quoted below that dominated Rousseau’s work.
The true founder of civil society was the first man who, having
enclosed a piece of land, thought of saying, ‘This is mine’, and came
across people naïve enough to believe him. How many crimes, wars,
murders and how much misery and horror the human race might
have been spared, if someone had pulled up the stakes or filled in the
ditch and cried out to his fellows: ‘Beware of listening to this charlatan.
You are lost if you forget that the fruits of the earth belong to us all,
and the earth itself to no one’.185
The view above is that which many students and activists find most appealing and in
our view was probably closest to Rousseau’s real sentiments.186 Rousseau himself
didn’t think the genie of civilization could be stuffed back into the bottle by some
return to nature and so he sought to design a social contract that would restore
equality. Although he argues in terms of democracy, in fact he envisions an ultra
egalitarian society in which all are subject to an infallible and absolute General Will.
In the Social Contract Rousseau subsumes the individual’s independence to the will
of the people without reservation. His is a totalitarian vision of society that denies
the fruits of progress.
“Each of us puts his person and all his power in common under the
supreme direction of the general will, and, in our corporate capacity,
we receive each member as an indivisible part of the whole.”187
The historian of ideas Robert Nisbet (1913-1996), then Albert Schweitzer Professor
of Humanities Emeritus at Columbia, discerned how radically utopian Rousseau was
See for example Jean-Jacques Rousseau, The Social Contract & Discourses, translation and
introduction by G.D. H. Cole, published 1913, Everyman’s Library, “Introduction,” p xiii
184

185 Jean-Jacques Rousseau, 1754, translated by G.D.H Cole, A Discourse on the Origin of Inequality and a Discourse
on the Political Economy, Digireads.com Publishing copyright 2009,
186 But Rousseau’s published work is almost schizophrenic about private property. He respected John Locke, the
great English champion of property rights, but was inconsistent about private property, at some points agreeing
with Locke that it was essential and at others seeing it as the primary source of strife. In his 1755 Discourse on
Political Economy he seems to indicate that property is a sacred right of citizenship but useful also as hostage to
appropriation for personal actions.
“…It is certain that the right of property is the most sacred of all the rights of citizenship, and even more
important in some respects than liberty itself; either because it more nearly affects the preservation of life, or
because, property being more easily usurped and more difficult to defend than life, the law ought to pay a
greater attention to what is most easily taken away; or finally, because property is the true foundation of civil
society, and the real guarantee of the undertakings of citizens: for if property were not answerable for personal
actions, nothing would be easier than to evade duties and laugh at the laws.”
187 Jean-Jacques Rousseau, The Social Contract and Discourses by Jean-Jacques Rousseau, translated with an
Introduction by G.D. H. Cole (London and Toronto: J.M. Dent and Sons, 1923). September 10, 2015.
http://oll.libertyfund.org/titles/638#Rousseiven sacrednessau_0132_129
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and how he blamed man’s instinct for self-improvement not for progress but for
corrupting his nature. Nisbet noted how obsessed Rousseau was with power and
how confident that the state could achieve an egalitarian but totalitarian utopia.
“Rousseau’s answer to the problem is among the boldest and most
imaginative in the history of political thought: a political order free of
all ties or relationships save those which proceed directly from the
state, itself based upon the sovereign general will, and empty of all
rights and liberties of individuals – whose renunciation or “alienation”
of these is the condition of entry into the redemptive state. This
political monolith is given sacredness through a “civil religion” whose
“dogmas” are binding, ‘if anyone, after publicly recognizing these
dogmas, behaves as if he does not believe them [he must be] punished
by death; he has committed the worst of all crimes, that of lying before
the law.”188
We don’t know how many activists share this chilling view of a totalitarian
egalitarian state or even appreciate Rousseau’s vision of the social contract but by
their actions we suspect many share his willingness to erase liberty to achieve
equality. We tend to agree with Voltaire’s response to The Social Contract.
I have received, sir, your new book against the human species, and I
thank you for it. You will please people by your manner of telling them
the truth about themselves, but you will not alter them. The horrors of
that human society--from which in our feebleness and ignorance we
expect so many consolations--have never been painted in more
striking colours: no one has ever been so witty as you are in trying to
turn us into brutes: to read your book makes one long to go on all
fours. Since, however, it is now some sixty years since I gave up the
practice, I feel that it is unfortunately impossible for me to resume
it:189
Rousseau was an important intellectual force behind the Jacobin phase of the French
Revolution. Many of his ideas inspired revolutionaries - not always for the better.
Maximilian de Robespierre, who embraced much of Rousseau’s theory, led the
political cleansing operation now called The Terror in which thousands of
Frenchmen, many propertied noblemen, lost their heads.190
John Locke, Reason as Natural Law
Robert Nisbet, 1980, History of the Idea of Progress, Basic Books, Philadelphia and New York, 370pp., p.245
https://www.whitman.edu/VSA/letters/8.30.1755.html
190 We see often politicians endorsing philosophical views they either do not comprehend or that they find
convenient to justify their predilections or both. Some scholars have questioned Robespierre’s real attachment
to Rousseau’s concepts. See for example: Andrew Levine, 1978,“Robespierre: Critic of Rousseau,” Canadian
Journal of Philosophy, Vol. 8, No. 3 (Sep., 1978), pp. 543-557. Call us cynical but we think Robespierre knew very
well what Rousseau meant and agreed with it.
188
189
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The economic view of the evolution of the state and society begins with John Locke
(1632-1704) and David Hume (1711-1776) both of whom applied economic
reasoning to the question and Adam Smith who adopted much of their philosophy.
John Locke, a friend of Newton and a source of inspiration for Voltaire, did much to
introduce a rational, economic perspective into the debate over the origin and role
of the state. His defense of property, advocacy of natural law that no sovereign could
abrogate, and the essential equality of men,191 influenced greatly the founding
fathers of the United States and are reflected in part in the Declaration of
Independence and Constitution.
Although Locke employed the state of nature rhetorical device, he did not imagine
and postulate initial conditions of either a continuous state of warfare or draw a
caricature of simple innocents romping in the woods. Instead, Locke applied an
economic approach by asserting some basic psychological assumptions
(assumptions based on observation and experience) and then working out their
implications for human interactions and behavior. Locke gave men, even early men,
credit for being able to make sensible decisions and to weigh their prospects and
options. Men would realize that others were much the same as themselves and,
much as we assume in game theoretic models, would accommodate one another
subject to certain rights to protect their persons and property. Locke, as Adam
Smith would later argue in his Theory of Moral Sentiments, acknowledged that men
had a desire to be loved by their fellows and cared also for their welfare.
… if I cannot but wish to receive good, even as much at every man’s
hands, as any man can wish unto his own soul, how should I look to
have any part of my desire herein satisfied, unless myself be careful to
satisfy the like desire, which is undoubtedly in other men, being of one
and the same nature?192
Locke argues that men can retain their independence and cooperate without the
imposition of a monarch to establish laws. His argument is consistent with modern
game theory. In game theory, people who take into account the aspirations of others
will select a position (if one exists) in which both parties benefit. These people are
called cooperators and those who choose a position in which they benefit to the
exclusion of the other are called defectors. In many game forms, cooperators will do
One of our favorite instances is Locke’s mocking of Sir Robert Filmer’s confusing and toadying Patriarcha (Sir
Robert Filmer, 1680, Patriarcha, or the Natural Power of Kings) which was the motivation for Locke’s First
Treatise of Government.
191

“Slavery is so vile and miserable an estate of man, and so directly opposite to the generous
temper and courage of our nation; that it is hardly to be conceived, that an Englishman, much
less a gentleman, should plead for it.” (The First Treatise of Government, Chapter 1)
Given England’s prominent role in the slave trade, we find it hard to tell whether or not the statement is a
Swiftian satirical jab.
192 John Locke, Second Treatise of Government, Chapter II, Of the State of Nature, Kindle Edition, 2014 Pearl
Necklace Books, London location 2083 of 4415.
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very well but are subject to defectors unless some form of punishment can be meted
out.
The state of nature has a law of nature to govern it, which obliges
every one: and reason, which is that law, teaches all mankind, who
will but consult it, that being all equal and independent, no one ought
to harm another in his life, health, liberty or possessions:
Of course Locke realized that not all men observed this sort of Golden Rule and men
in a state of nature had to defend themselves and their possessions. Men had a
natural right to punish wrong doers, both to recover their lost property and to deter
future wrongdoing. It was perfectly reasonable to kill murderers, in part because
full restitution was impossible, because it eliminated the potential for further
murders, and it might deter others. He observed that men would cooperate in the
punishment of criminals because they shared with the victim an interest in
preserving order in the community. Government provided protection might win out
over voluntary cooperative efforts on the basis of economies of scale but men could
and did work together to provide joint protection and retribution to criminals.
That, he who has suffered the damage has a right to demand in his
own name, and he alone can remit: the damnified person has this
power of appropriating to himself the goods or service of the offender,
by right of self-preservation, as every man has a power to punish the
crime, to prevent its being committed again, by the right he has of
preserving all mankind, and doing all reasonable things he can in
order to that end: and thus it is, that every man, in the state of nature,
has a power to kill a murderer, both to deter others from doing the
like injury, which no reparation can compensate, by the example of
the punishment that attends it from every body, and also to secure
men from the attempts of a criminal, who having renounced reason,
the common rule and measure God hath given to mankind, hath, by
the unjust violence and slaughter he hath committed upon one,
declared war against all mankind, and therefore may be destroyed as
a lion or a tyger, one of those wild savage beasts, with whom men can
have no society nor security: and upon this is grounded that great law
of nature,
Locke’s theory of the provenance of the right to own and control property is
probably his most controversial argument. He begins his discussion of property by
asserting the noncontroversial notion that men had a natural right to their
person.193 He then extends that ownership to what man by his own labor gathers
193 We mean noncontroversial in the sense that many if not most 17th century thinkers held this view.
Aristotle thought that some men were meant to be slaves and others masters. Sir Robert Filmore, the
advocate of absolute monarchy who stimulated Locke’s first treatise of government thought liberty
was granted downward by the monarch rather than a natural condition.
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from nature. Locke accepts that God provided the Earth for all but it is up to man to
make use of the resources and in so doing he may appropriate those resources. No
one seriously challenges Locke’s initial examples of acquired ownership of acorns
gathered in a forest or the deer killed by an Indian. But the appropriation of land
formerly held in common through the application of labor is much more contentious.
This is a labor theory of property, not to be confused with the labor theory of value.
As much land as a man till, plants, improves, cultivates, and can use
the product of, so much is his property. He by his labour does, as it
were, inclose it from the common.194
Locke argued that were natural law constraints on the amount of property a man
could appropriate. No man could appropriate more than he could use or that would
spoil before use. Although Locke’s argument was partly based on religious doctrine,
it is also consistent with rational economic behavior since there is no incentive to
expend energy on producing goods that will provide no value. The invention of
money, a durable good accepted in exchange, made it possible to trade perishables
and to accumulate wealth. Locke not only dismisses the idea that this appropriation
is improper but also argues that it is in fact beneficial for the other members of the
society.
…let me add, that he who appropriates land to himself by his labour,
does not lessen, but increase the common stock of mankind: for the
provisions serving to the support of human life, produced by one acre
of inclosed and cultivated land, are (to speak much within compass) ten
times more than those which are yielded by an acre of land of an equal
richness lying waste in common. And therefore he that incloses land,
and has a greater plenty of the conveniencies of life from ten acres, than
he could have from an hundred left to nature, may truly be said to give
ninety acres to mankind: for his labour now supplies him with
provisions out of ten acres, which were but the product of an hundred
lying in common. I have here rated the improved land very low, in
making its product but as ten to one, when it is much nearer an
hundred to one:
The law of reason enables men to live in a tolerable state of nature characterized by
small groups or clans in which the roughly equal strengths of men and the natural
right to punish would discourage or punish defectors. But this state of nature is far
from perfectly peaceful; there are still defectors who harass and harry the
cooperators. As some men become more successful at wresting their livelihood and
wealth from nature, their property becomes more valuable and attractive to those
who are ”no strict observers of equity and justice.” Men will then find it economical
to unite with others to protect their property.

194

Locke, Op Cit., Location 2337 of 4415
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If a man in the state of nature be so free as has been said; if he be
absolute lord of his own person and possessions, equal to the greatest,
and subject to no body, why will he part with his freedom? Why will
he give up this empire, and subject himself to the dominion and
control of any other power?
To which it is obvious to answer, that though in the state of nature he
hath such a right, yet the enjoyment of it is very uncertain, and
constantly exposed to the invasion of others: for all being kings as he,
every man his equal, and the greater part no strict observers of equity
and justice, the enjoyment of the property he has in this state is very
unsafe, very unsecure.
This makes him willing to quit a condition, which however free, is full
of fears and continual dangers: and it is not without reason, that he
seeks out, and is willing to unite with others, who are already united,
or have a mind to unite, for the mutual preservation of their lives,
liberties and estates, which I call by the general name, property. ….
The great and chief end, therefore, of men’s uniting into commonwealths, and putting themselves under government, is the preservation
of their property. To which in the state of nature there are many things
wanting.195 (Emphasis added)
The shift from small clans or groups to more complex states was a very profound
and far from inevitable transition – witness how long it took to achieve. So far, none
of our primate cousins have managed it.
Adam Smith
Adam Smith called the market the natural system of liberty and believed that it
emerged of its own accord. After noting that every system that sought to favor one
or more industries over others inevitably retarded the progress and diminished
wealth, he envisioned the consequences of stripping away the unnatural restraints
on people.
All systems, either of preference or of restraint, thus being taken
completely away, the obvious and simple system of natural liberty
establishes itself of it own accord. Every man, as long as he does not
violate the laws of justice, is left perfectly free to pursue his own
interest his own way, and to bring both his industry and capital into
competition with those of any other man, or order of men. The
sovereign is completely discharged from a duty, in the attempting to
perform which he must always be exposed to innumerable delusions,
195

Locke, Op Cit., location 3205 of 4415
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and for the proper performance of which, no human wisdom or
knowledge could ever be sufficient; the duty of superintending the
industry of private people, and of directing it towards the
employments most suitable to the interests of the society. According
to the system of natural liberty, the sovereign has only three duties to
attend to; three duties of great importance, indeed, but plain and
intelligible to common understanding: first, the duty of protecting the
society from the violence and invasion of other independent societies;
secondly, the duty of protecting, as far as possible, every member of
the society from the injustice or oppression of every other member of
it, or the duty of establishing an exact administration of justice; and,
thirdly, the duty of erecting and maintaining certain public works, and
certain public institutions, which it can never be for the interest of any
individual, or small number of individuals to erect and maintain
because the profit could never repay the expense to any individual, or
small number of individuals. Though it may frequently do much more
than repay it to a great society. (Emphasis added)
Adam Smith recognized that the very slow and gradual consequence of a certain
propensity in human nature -”the propensity to truck barter and exchange one thing
for another.” People had to evolve this propensity and the behaviors and institutions
that facilitate voluntary exchange while having the means to punish cheaters and
defectors. This is a remarkable, improbable, and grossly underappreciated
accomplishment. No other creature has evolved a similar capability. As Smith
remarked, “No one ever saw a dog make a fair and deliberate exchange of one bone
for another.”
Even during the mercantilist period, relatively free markets flourished at various
levels in society. The day-to-day exchanges and behaviors documented by Adam
Smith and others operated effectively where they were permitted and their example
provided evidence for abandoning mercantilism.
Even when the market is suppressed generally it often emerges in the form of “black”
markets. Ironically, black markets lessen the misery caused by central planning and
dampen enthusiasm for economic reform. Many a socialist tyrant’s tenure has been
prolonged by the relief provided by black markets. Communitarian and even
communistic utopias have arisen openly and been tolerated within market
economies but have generally failed to successfully compete for members.
Anthropological Evidence of Early Trade
There is a wealth of archeological and anthropological information on the early
development of trade, markets and the formation of states. Unfortunately, many
prominent anthropologists have been loath to accept economic analyses or
explanations for the patterns of trade that were found. Instead many prefer
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sociological or Marxian explanations. In 2008, two Field Museum anthropologists,
Rahul Oka and Chapurukha M. Kusimba conducted a heroic survey of the
archeological evidence on trading and markets, most of which is consistent with the
economic model of voluntary human cooperation and trading.196 They note that
most of the archeological literature treats trade primarily as the exchange of
"things," as an adjunct to political and relational processes in which prehistoric
trade was a mandated exchange of goods and favors between elites. Many, if not
most, archeologists regarded trade as little more than a ritual and certainly not as a
driving force in the social evolution of people. Oka and Kusimba revisit the evidence
in the literature and come to a very different conclusion.
However, after reevaluating published literature from history,
ethnography, and economics, we have become convinced that trade is
a necessity, that is, it is ever present in any system of exchange and is
the material basis of the relational network of exchange. Trade is an
inseparable element of human behavior and evolution, in which the
act of giving is inalienable from exchange, expressed in material and
social forms. "Sociopolitical complexity" is not a precondition for trade;
in fact, the opposite is often true. From this perspective, trade
accompanied and abetted humanity through the Upper Paleolithic, the
emergence of agriculture/social complexity, and the rise and decline of
chiefdoms, states, and nations. We are aware of the extreme position in
which we place ourselves with this proposition and the difficult task
at hand, since exchange/trade, seen as a basis for the development of
human societies at all times, raises the central question of what it
means to be human. Would humanity, as we know it, have been possible
without trade? If not, trade is then surely a shaping factor in human
social evolution.197 (Emphasis added and internal references omitted.)
But, the political peer pressure to conform to non-economic explanations is so
powerful that even distinguished anthropologists such as Oka and Kasimba found it
necessary to defend themselves from charges of political incorrectness.
We are aware that suggesting the presence and indeed significance of
independent trade and trading activities with commercial motivations
in past societies opens us to the charge of being Reaganomists as that
leveled at Peter Wells (Levy 1986). However, in our defense, we assert
that the presence of commercial/market behaviors are not the
"desired" ends of human economic evolution or even the preferred
state of affairs. Rather we argue that these behaviors are emergent
properties of interactions between individuals with investment in
trade, as they respond to changes in their sociopolitical geography as
196Rahul Oka and Chapurukha M. Kusimba, “The Archaeology of Trading Systems, Part 1: Towards a New Trade
Synthesis,” Journal of Archaeological Research, Vol. 16, No. 4 (December 2008), pp. 339-395
197 Ibid p. 341
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suggested by Wright (1972). Trade, as the exchange of material
commodities, forms the material component of a larger exchange
network in which even strictly "social" or "political" actions and
decisions might be commodified on the one hand, while economic
decisions are made taking noncommercial factors into account on the
other.198 (Emphasis added)
Holding aside the pandering and Marxian defense that that the “presence of
commercial /market behaviors are not the “desired” ends of human economic
evolution or even the preferred state of affairs,” it is astonishing that scholars
should express such fears in a respected journal. A little background may be helpful
to understanding Oka and Kusimba’s trepidation. In 1984, archeologist Peter Wells,
then at Harvard, now at the University of Minnesota, published Farms, Villages, and
Cities: Commerce and Urban Origins in Late Prehistoric Europe, a thoughtful analysis
of the evolution of early European societies. 199 Wells took a generally Lockean view
of early man and ascribed much to individual motivation and entrepreneurial
behavior in explaining cultural change and progress. This was too much for
archeologist Janet Levy then at Duke, now at UNC Charlotte, who excoriated Wells
for his emphasis on individual motives and individualistic entrepreneurial activity
as one of the basic forces driving urbanism and culture change in early Europe. Levy
catalogued Wells’ descriptions of prehistoric man’s natural commercial urge
“This is a striking and consistent theme throughout the book,
expressed in terms that would not be out of place on Wall Street:
“enterprising individuals . . . took chances on gaining profits” (p. 25);
“these individuals could invest in ventures that could generate
additional riches” (p. 36); “The commercial enterprises were begun by
individuals who perceived the possibilities of gain” (p. 98); “The
entrepreneurial energies of ambitious individuals” 200
Levy closes her review with faint praise and expresses her belief that the economics
should be subservient to the political, social, and ecological forces rather than an
independent and driving force of its own.
The political and social context within which the commercial centers
existed remains vague and unexamined.
As a result, the book loses some of its value. It remains an excellent
synthesis of archeological data and an interesting case study for
comparison, but the reader should be prepared for a theoretical

Ibid pp. 367-368
Peter S. Wells, 1984 Farms, Villages, and Cities: Commerce and Urban Origins in Late Prehistoric Europe.
Ithaca, NY: Cornell University Press, 1984. 270 pp.
200 Janet E. Levy, 1986, Review of Peter S. Wells, 1984 Farms, Villages, and Cities: Commerce and Urban Origins in
Late Prehistoric Europe, in American Anthropology, 88, 1986, p.720
198
199
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position that sounds like Republican Party campaign literature.
(Emphasis added)201
Levy’s review convinced us to read Wells’ excellent survey of the economics of the
late prehistoric era. Our assessment is that Levy remained very much under the
influence of Karl Polanyi, a Hungarian economic anthropologist and economic
historian who denied the significance of rational economic behavior until about the
beginning of the Industrial Revolution and advanced a very odd and idiosyncratic
definition of capitalism. Polanyi, like many anthropologists emphasized the social
reciprocal exchange of gift to explain evidence of trade rather than the profitseeking entrepreneurship identified by Wells. Polanyi’s influence, while waning, is
still felt in anthropology and archeology.
Scholars who ignore the plain evidence of their research to maintain preconceived
beliefs of how political or social arrangements should be are no more scientific than
were Rousseau and Hobbes. It is pernicious to reorder history to denigrate the hard
won economic accomplishments of our ancestors. The economic forces of trade,
cooperation, and specialization are important and natural emergent factors that
reflected and in turn helped shape man’s evolution. Adam Smith was right, we
humans have an innate propensity to truck, barter and exchange one thing for
another.
Current Theories of the Origin of the State
In the natural sciences Robert Carneiro202 re-ignited the issue of how the state
emerged by postulating a form of population driven economic pressure as the seed
of statehood. Evolutionary biologists such as Peter Richerson and Robert Boyd203
have adopted some economic concepts in explaining cultural evolution. In the social
sciences the work of evolutionary psychologists and economists has contributed
insights. Even philosophers have become prominent again with a quasi debate
between John Rawls (1921-2002)204 and his Harvard colleague Robert Nozick
(1938-2002).
Robert Carneiro was one of the first scientists to repudiate the reigning theories of
the origin of the state.
The origin of the state was neither mysterious nor fortuitous. It was
not the product of “genius” or the result of chance but the outcome of
a regular and determinate cultural process. Moreover, it was not a
Levy, Ibid, p.721
Robert L. Carneiro, “A Theory of the Origin of the State,” Science, New Series, Vol. 169, No. 3947 (Aug. 21,
1970), pp. 733-738, p. 733
203 Richerson, Peter J., Robert Boyd, 2005, Not by Genes Alone: How Culture Transformed Human Evolution,
University of Chicago Press, Chicago and London.
204 John Rawls, A Theory of Justice, Cambridge, Mass.: Harvard University Press, 1971. This is the foundation
work for Rawls’ views on economic justice; he has added greatly to the basic work. In contrast, Nozick pretty
much let his rebuttal to Rawls, Anarchy, State and Utopia, stand on its own.
201
202
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unique event but a recurring phenomenon: states arose
independently in different places and at different times. Where the
appropriate conditions existed, the state emerged.205
Carneiro characterized state origin theories as either “voluntaristic” or “coercive.”
Voluntaristic theories (such as Locke’s) held that at some point people rationally
and voluntarily give up their individual freedom and unite with others to form a
community worthy of being called a state. Carneiro dismisses all such theories and
argues that only coercive theories can explain the state. He then advances what he
calls an ecological theory based on encountering resource constraints, particularly
land, that generate friction and conflict among states. In his model, tribes or
chiefdoms engage in violence in the beginning over the usual things; taking of
women, revenge, prestige, etc. Initially land was abundant enough that defeated
villagers could migrate to unclaimed lands. Eventually, the growth of population
may press on the stock of land and the character of war changes. Losers in intervillage conflicts can no longer escape by moving to unoccupied territory and so they
are eliminated or submit to the victorious village. The expanded villages find
themselves in continual conflict with neighbors and eventually a dominant state
emerges in the territory. Although Carneiro calls this an ecological theory, it has
certain economic qualities; the diminishing quantity of suitable land increases its
value and the returns to acquiring it and so might promote greater investment in
military efforts.
Carneiro marshals some interesting anthropological evidence for his thesis. In areas
where land constraints were not binding such as pre-Columbian North America or
the Amazon Basin, true states did not emerge. But where natural constraints such as
mountains, deserts or the sea bounded the amount of habitable land, societies and
states emerged. Carneiro argues that the vast Amazon basin was populated by
widely dispersed villages and, though war was common, it remained over women,
prestige, and revenge but not over land. Defeated villages could lick their wounds
and move on to distant but similar land. In the Peruvian mountain valleys, by
contrast, the mountains and the sea constrained the total habitable land. As villages
grew, they rubbed up against their neighbors more often and sought room for
expansion through war. Defeated villagers had nowhere to flee and so submitted to
the victors. Submission often involved tribute which could be paid only by
increasing output beyond the existing levels. The conquest process continued at
higher and higher levels of organization. Villages were united under chieftains who
in turn contest the valley with other chieftains, until the whole valley was under one
political unit. And then the process of uniting the valleys began; ending when the
valleys were all united under one rule.
Carneiro deserves a great deal of credit for introducing a dynamic model of the
forces of statehood. We don’t question Carneiro’s historical examples but suspect
205 Robert L. Carneiro, “A Theory of the Origin of the State,” Science, New Series, Vol. 169, No. 3947 (Aug. 21,
1970), pp. 733-738, p. 733
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they may be close to the end points on a spectrum of conflict-based expansion. At
the one end there is the Amazonian situation of near zero cost expansion and at the
other the Peruvian high cost end of expansion opportunities that were ultimately
captured by a single state. It appears that there are many possible intermediate
cases where for example, a number of tribes or chiefdoms would expand so long as
the costs of doing so were less than the expected rewards. But as their territory
expanded and the costs of maintaining it and the costs of extending it against
similarly expanded chiefdoms increased, an equilibrium of sorts might emerge and a
number of states of roughly equivalent potency would coexist.
Many, if not most of cases of the emergence of states do not follow Carneiro’s
population pressure driven model though it is an example of a particular set of
economic forces. The economic boundaries of a nation are analogous to the limits on
firm size. As Ronald Coase pointed out in 1921, a firm can expand or take on more
transactions so long as the net benefits of doing so exceed the costs. At some point
the cost of undertaking a military expedition would just equal the expected returns.
More typical is the establishment and maintenance of states at scales that are
consistent with the costs of conquest and defense. The ebb and flow of medieval
principality and kingdom boundaries follows generally an economic pattern
reflecting a balance between the cost and gains of expansion. For example, the early
history of England illustrates the economic factors determining the extent of the
state. Around 800 A.D. there were four major kingdoms in Anglo-Saxon England and
15 or so minor kingdoms. While there were disputes, the borders were fairly stable.
With the Danish invasions, the major kingdoms with the exception of Wessex ruled
by Alfred (849-899) fell. King Alfred was able to repulse the extended forces of the
Danes and even to harass them from his stronghold in Wessex. Despite some
setbacks, Alfred was successful in greatly reducing the Danish power in England and
with the capture of London, able to unite most of England under his rule. His success
can be seen in economic terms as when he increased the cost of invasion to the
Dames by strengthening defenses by building and manning new fortresses,
reforming the law and justice systems to increase citizen loyalty, and by his
innovation of building an English navy to reduce the costs of defending England. A
good example of the cost-benefit aspect of conflict was came the Danes returned in
991 and encountered the delightfully named Æthelred the Unready, who acquiesced
to the payment of Danegeld, a bribe to escape invasion and plundering.
Oddly, Carneiro argues that only when the entire valley was under unified rule did
agricultural practice shift to more intensive cultivation of existing land, bringing
more land under cultivation by terracing and increasing yields through irrigation. In
part this intensification was driven by the need to pay tribute, taxes or generate a
subsidy to support the government. If true, this seems an economically irrational
pattern. It would seem to us that at least some leaders would compare the costs and
expected benefits of war as a means of increasing agricultural capacity with
technological means and, at least in some cases, choose technology. Resources and
soldiers not lost on invasions could be applied to cultivation and defense. Our other
objection to Carneiro’s coercive model is that war and subjugation are very
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expensive to wage and sustain. Defeated people often rebel. Wouldn’t it have been
more efficient at the margin for a state to explore nonlethal means of expanding
production or to trade for additional supplies? Or would a Lockean sort of
voluntary association emerge to offer protection? Carneiro, despite his great service
in debunking the social contract model, does not explore these issues.
The Dark Side of Economic Behavior
Jack Hirshleifer, an imaginative and wide-ranging economist was a pioneer in the
development of the economics of conflict. He extended the usual analysis of man’s
cooperative economic behavior to include man’s employment of conflict.
Human history is a record of the tension between the way of Niccolo
Machiavelli and what might be called the way of Ronald Coase.
According to Coase’s Theorem, people will never pass up an
opportunity to cooperate by means of mutually advantageous
exchange. What might be called Machiavelli’s Theorem says that no
one will ever pass up an opportunity to gain one-sided advantage by
exploiting another party. Machiavelli’s Theorem standing alone is only
a partial truth, but so is Coase’s Theorem standing alone. Our
textbooks should be saying that decision-makers will strike an
optimal balance between the way of Coase and the way of Machiavelli
– between the way of production combined with mutually
advantageous exchange, and the dark-side way of confiscation,
exploitation, and conflict.206
Locke felt that criminals had renounced the law of reason and were at war with
decent men who had very right to treat them as “lions or tygers” and destroy them.
Cantillon included them in his list of entrepreneurs. Most modern economists follow
Hirshleifer and acknowledge that even the bad guys apply economic reasoning to
their actions.
Government as a For-Profit Protection Firm
It is very likely that formal government emerged as an economic response to the
problem of protecting property. Ironically, the original mission of protection often
changed to control and confiscation. Kai Konrad and Stergios Skaperdas of the Max
Planck Institute for Intellectual Property, Competition and Tax Law and University
of California, Irvine, respectively, have extended the ideas of Locke and Hirshleifer
and looked at the state as a player in the market for protection.
Konrad and Skaperdas look at a situation where security and protection can be
provided either by self-governing groups or for-profit entrepreneurs such as kings,
kleptocrats and Mafia dons. Self-governance, the sort of pre-state condition achieved
206 Jack Hirshleifer, 1993, “The Dark Side of the Force,” 1993 Presidential Address, Western Economic
Association International, p.3
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in Locke’s state of nature, is better for the population than anarchy but for-profit
institutions or states typically prevail. If the for-profit organizations are able to
exploit their advantage in force and extract wealth from the population a lower level
of welfare may result. The protection or security good is generally seen as a
necessary precursor to other public goods and important for stimulating trade and
investment. But, note Konrad and Skaperdas, this good is unlike all others.
Protection and its variations, though, are different from other
collective goods because of the following characteristic: the inputs
that are used for its production—soldiers and policemen, swords and
guns—contain the seeds for the good’s own destruction. Policemen
and soldiers, by virtue of their positions, could extract even more than
the robbers and bandits they are supposed to guard against. Similarly,
rulers who provide protection against internal and external threats
can use their power of extraction at an even grander scale. Army
generals and colonels, ostensibly at the service of democratic
governments, can, and regularly do, topple such governments. Clearly,
protection is not an ordinary good.207
Our favorite example of the danger from entrepreneurial soldiers is the audacious
military coup and sale of Rome by the Praetorian Guard. The Roman Empire was
auctioned off by the Praetorian guards on March 28th, 193 AD to the wealthy
senator Didius Julianus for the price of 6250 drachmas per soldier. His was not a
long reign. The armies of Britain, Syria and Pannonia revolted and civil war ensued.
The Praetorian guards deserted Didius Julianus, and he was condemned and
executed by the Roman Senate on June 2nd of the same year.208
Konrad and Skaperdas start with the simplest form of governance, anarchy.
Individuals’ occupational choices are to be peasants or bandits. Each peasant can
distribute his resources between work and self-protection. The more he devotes to
work, the more he produces but the more attractive and vulnerable he is to bandits.
The more he devotes to protection, the greater the share of a smaller output that he
can retain. Each peasant has to choose a level of self-protection that optimizes his
distribution of effort.
“The bandits roam the countryside looking for peasants to prey upon.” The bandits’
expected income depends on the number of peasants and their level of effort toward
self-defense. The more peasants and the less that individual peasants expend on
self-protection, the more attractive are rewards to banditry and more people will
207 Konrad, Karl A. and Stergios Skaperdas, 2012, “The market for protection and the origin of the state,”
Economic Theory (2012) 50:417–443, p. 418. The subjects of conflict and state building have been an active
arena of collaboration among once warring social sciences. See for example, Nicholas Sambanis (Yale Political
Science), Stergios Skaperdas (UC, Irvine Economics) and William Wohlforth (Dartmouth, Government), 2014,
“Nation Building Through War,” December 12, 2014, manuscript accessible through Skaperdas’ web site
http://www.economics.uci.edu/files/docs/workingpapers/2014-15/14-15-09.pdf
208 The story is related by John Baez, a mathematical physicist at UC, Riverside
http://math.ucr.edu/home/baez/puzzles/5.html
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choose that occupation. If rewards to banditry are greater than expected, some
peasants will change occupations while others will increase their self-protection
expenditures in order to retain more of their output. The combination of fewer but
more formidable peasants will reduce the attractiveness of banditry and that in turn
will make peasantry a more popular occupation. This process of counteracting
incentives will go on until equilibrium in occupational choice and balance of
resources devoted to work and self-protection is achieved. At that point, people
would be indifferent between peasantry and banditry as occupations. This condition
of anarchy is very similar to the Lockean pre-state condition.
From anarchy we can move to collective action. In addition to individual private
self-protection measures against bandits a group such as a clan or village could
work together to provide protection against bandits. Konrad and Skaperdas suggest
these actions could range from a simple system of lookouts and warning to the
formation of a militia called out when there is a threat, the building of fortifications,
or hiring full-time guards and policemen. Whatever the specific action we can
suppose that collective protection can be provided more efficiently overall than the
previous self-protection case. Therefore the peasants can get more protection for
their previous expenditures or they can acquire the previous level of protection at a
lower cost. The peasant might still opt to provide some self-protection where for
example the lower cost collective protection could be augmented by making up the
difference between the former expenditure on individual protection and the new
collective cost with some individual action.
The next case Konrad and Skaperdas looked at was self-governance. The peasants
can capture the higher efficiency of collective protection by forming a self-governing
community and voluntarily contributing to collective protection measures. Now
peasants can choose some combination of production, self-protection or
contribution to collective actions. The self-governing community would presumably
make decisions about the level of joint protection services and the resulting levels of
contributions. This introduces significant transactions costs which erode some of
the benefits of collective action. The level of broadly uniform protection may or may
not be deemed optimal by individual peasants who could augment their communitybased protection with some self-protection. The size of self-governing groups
depends upon the relative characteristics of the production functions for group and
self-protection. The marginal private benefit of collective action for each peasant is
only 1/n of the marginal social benefit whereas his marginal private benefit of
expenditures (foregone production) on self-protection equals his marginal cost.
Therefore self-governing protection makes sense when there are substantial
economies from collective action. Peasants in self-governing protection groups will
enjoy greater income because their combined costs of self-protection and
contributions will be lower than the cost of self-protection alone. The optimal selfgoverning group size is likely to be small.
The fourth case examined by Konrad and Skaperdas involves the for-profit
entrepreneurs such as Mafia dons and kings who could hire guards to produce
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protection for the peasants. Unlike the self-governing group, the entrepreneur seeks
to maximize his profit – the difference between his costs of hiring guards and the
tribute or taxes he can extract from the peasants. The better the level of protection
in terms of increased secure production and the larger the number of peasants, the
greater the potential tribute.
The monopoly provider whom Konrad and Skaperdas call Leviathan in a nod to
Hobbes must determine the optimal number of guards to hire which depends on
their effectiveness in discouraging banditry and so increasing the peasants’ net
production and thus ability to pay tribute. Leviathan is also likely to incur additional
overhead to hire praetorians who police the guards and help squeeze the peasants.
The peasants now must support guards, praetorians, and whatever additional
tribute is demanded by Leviathan. The state has created some new jobs as guards
and praetorians. The population now may choose among the occupations of peasant,
bandit, guard or praetorian. The expected returns from peasantry will now be lower
due to the need to support guards and praetorians and the diminished share of
production retained. This will diminish the number of people who are attracted to
peasantry. In turn, banditry is less rewarding and fewer people will enter that
business. People will sort out themselves across the various occupations until, at the
margin, the expected incomes are equal across the jobs. It is clear that with the new
overhead and reduced participation in the productive sector, society’s wealth will
decline relative to the self-governing case.
The fifth case, competing providers, extends the notion of a market for protection.
Assume that every citizen may elect to become mini-Leviathans of “lords” by
undertaking to hire guards and praetorians and providing security services in
exchange for tribute. The lords however have a “headache” not suffered by the
monopolist Leviathan; competing lords will seek to expand their turf at his expense.
This means that the lord has to hire warriors to protect his domain from invasion
while also keeping the peasants inside. As more people are attracted to becoming
lords and employ more guards and warriors, the number of practicing peasants
declines in response. However, the competitive lords do not take account of the
effect their hiring has on the number of peasants, taking that as given. Entry of new
lords prompts incumbents to increase their hiring of warriors, guards, and
praetorians further reducing the population of working peasants thieving bandits.
Competition among lords reduces the returns to lordship. If lords are free to exit
and enter, competition will drive their rewards down until, at the margin, it is no
higher than peasants or bandits. Free entry of lords eliminates any extra production
due to the advantages of collective protection technology and in the end society’s
total wealth will about even or a less than under anarchy.
Although self-governance appears to be the most attractive social arrangement, it is
vulnerable to conflict with lords. The self-governing state makes a decision on the
amount of warriors needed to maintain independence. Each citizen-peasant takes
that as given and contributes an equal per-capita share of time spent in defense.
Taking his external defense or warrior commitment as a given, the citizen-peasant
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then determines the optimal amount of internal self-protection and contribution to
collective internal protection. The citizen under the lord keeps the share of his
output not taxed to provide guards and warriors. If the lord is able to employ both
more efficient internal security services and more efficient warrior services, the
individual burdens of peasants under the lord may be lower than those of the selfgoverning state. For the citizen-peasant of the self-governing state, “The burden of
defense against other states imposes such a cost on the individual citizen-peasants
so that there are not many resources left for internal protection against bandits and
for production.” 209
Gangs as Pseudo Governments
Many people were exposed first to the economic analysis of gangs in “Chapter 3,
Why Do Drug Dealers Still Live With Their Moms?” of Steven Leavitt and Stephen
Dubner’s immensely successful book, Freakonomics.210 That chapter was based on
earlier research by Leavitt and Sudhir Alladi Venkateshin that examined the detailed
financial records of a large entrepreneurial drug selling gang.211 Their analysis
found that most but not all of the gang’s activities and tactics were readily explained
by standard economic tools. The gang had a well-defined hierarchical organization
and compensation plan. Average incomes were a bit more than legitimate
commercial wages but not enough to compensate for the high risks of death or
incarceration. Entry-level employees barely earned minimum wages and so tended
to remain at home with mom. The low wages and high risks suggest that members
join for a chance at the top paying jobs, something that the executives are aware of
and take steps to contain. Top executive incomes are around 100 times that of front
line employees.
The gang studied by Leavitt and Venkateshin was at war with neighboring gangs
about 25 per cent of the time studied. Some conflict was the result of expansion (or
defensive) efforts but a significant amount of hostilities were caused by young foot
soldiers trying to build a reputation. Executives spent a significant amount of their
effort trying to control underlings and tended not to promote those who were
excessively violent.
Gang wars were expensive but, given the lack of established property rights and
contractual protections, probably unavoidable as a means to increase market size.
Wars cost casualties and loss of business; customers tended to avoid neighborhoods
where conflict was raging. Gangs sometimes reduced prices to near or below
marginal costs in order to maintain traffic and preserve market share. The picture

Konrad, Karl A. and Stergios Skaperdas, 2012, “The market for protection and the origin of the
state,” Economic Theory (2012) 50:417–443,
209

210 Levitt, Steven D. and Stephen J. Dubner, 2005, Freakonomics: A Rogue Economist Explores the Hidden Side of
Everything, William Morrow, U.S.A.
211 Steven D. Levitt and Sudhir Alladi Venkateshin, 2000, “An Economic Analysis of a Drug-Selling Gang's
Finances,” The Quarterly Journal of Economics, Vol. 115, No. 3 (Aug., 2000), pp. 755-789
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that emerges is one of shifting corporate boundaries determined by the expected
returns and acquisition costs of expansion.
The Leavitt and Venkateshin analysis confirms most peoples’ impression of gangs as
criminal enterprises. But the majority of gangs is not engaged in the drug business
and may be better viewed as pseudo-governments filling a need left unmet by the
formal government. Economists Russell S. Sobel and Brian J. Osoba tested the
conventional wisdom that gangs increase violent crime in their territory.212 In
almost every case that they were able to compare rates of violent crime and changes
in gang membership they found that causality went in the opposite direction. Gangs
frequently arise as private protection agencies when the state does not protect
people and property adequately. These conditions occur in what Sobel and Osoba
refer to as the Hobbesian conditions of poor urban neighborhoods and prisons.
Members often report joining urban and prison gangs for protection after suffering
from violence or theft from a young criminal. The gang’s reputation for punishing
crimes against its members acts as a deterrent to future assaults. The attraction of a
gang increases with its ability to reduce violence and threats to property and it is
likely that there is less overall violence as a result.
“By failing to adequately punish youth offenders when they violate the
rights of other individuals, the current government legal system has
created an environment where here is a significant demand for these
private protective agencies (youth gangs). While gangs do use
violence to enforce their rules and protect the rights of their members,
the net result of gangs, according to our results, is to reduce the
amount of violent crime because of mutual deterrence.”
Prisoner of War Camp Economies
The societies that emerge in prisoner-of-war camps are interesting in part because
the inmates receive essentially equal incomes and rely almost exclusively on trade
to improve their position.213 R. A. Radford, who spent three months in a World War
II prison camp, noted that:
Everyone receives a roughly equal share of essentials; it is by trade
that individual preferences are given expression and comfort
increased. All at some time, and most people regularly, make
exchanges of one sort or another.

212 Russell S. Sobel and Brian J. Osoba, “Youth Gangs as Pseudo-Governments: Implications for Violent Crime,”
Southern Economic Journal, Vol. 75, No. 4 (Apr., 2009), pp. 996-101. Sobel is at West Virginia University, Osoba at
Central Connecticut State University.

In some POW camps and most civilian criminal prisons the economy includes some opportunities
to earn additional income by working in various prison workshops.
213
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Radford comments drolly that the effective absence of a labor market did not inhibit
the formation of an exchange market or the setting of prices.214
… despite a roughly equal distribution of resources, a market came
into spontaneous operation, and prices were fixed by the operation of
supply and demand. It is difficult to reconcile this fact with the labour
theory of value.
In prisoner-of-war camps, markets emerge spontaneously to promote more efficient
use of very limited resources. Radford observed that the POW economy is a
microcosm of the larger economy because it is shaped by the same forces.
But the essential interest lies in -the universality and the spontaneity
of this economic life; it came into existence not by conscious imitation
but as a response to the immediate needs and circumstances. Any
similarity between prison organisation and outside organisation
arises from similar stimuli evoking similar responses.
In a fairly short time the POW economy took on most of the characteristics of a
larger economy. Uniform prices emerged across the various prison communities
and tradable goods. Prices fluctuated in response to changes in the rate of delivery
of Red Cross and private packages. Cigarettes served as the primary camp currency
and a form of Gresham’s Law prevailed in which the less desirable brands were
predominately currency and the better ones were smoked. A crude but effective
futures market evolved to reflect anticipated shortages between deliveries.
Specialists in trade emerged and performed arbitrage activities across the various
market segments; for example the Indian Sikhs placed a relatively low value on
packaged meats and traded them for jam and butter less demanded by the British
troops. Speculators accumulated capital in the form of a stock of cigarettes and
prospered and in some cases were bankrupted by the prices swings occasioned by
variable supplies of rations. An early bulletin board of “bid” and “ask” prices soon
converged to uniform prices. Institutions including a “restaurant” and “shop”
emerged to facilitate trading and redemption and to reduce transactions costs. The
“restaurant” served as a sort of central bank and even introduced a paper currency.
The paper currency, although pegged to the cigarette and backed 100 per cent by
specie (goods and cigarettes) eventually failed. Of course some prisoners thought
that the markets should be regulated and some steps were taken to control prices
but were generally ineffective. Even though nearly all prisoners recognized the

214 The labor theory of value advanced by Adam Smith, adopted by most classical economists,
including Karl Marx and still prominent in many professional billing practices, states that the price of
a good or service reflects the amount of labor embodied in its production. In a competitive market
the price of a good equals its marginal cost of production and in a monopolistic market the price is
determined by the level of the average revenue (demand) curve at the quantity associated with
marginal cost equal to marginal revenue.
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efficacy of the market and participated, many resented the relative success of the
entrepreneurs who operated in the market.215

R. A. Radford, 1945, “The Economic Organisation of a P.O.W. Camp,” Economica, New Series, Vol. 12,
No. 48 (Nov., 1945)
215
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Chapter 4. Property Rights, Human Rights,
Cooperation, and Progress
.
Opponents of markets and trade decry the institutions of property and property
rights that make economic cooperation possible and effective. Pierre-Joseph
Proudhon (1809–1865), a French (naturally) philosopher, economist, and anarchist
who influenced Karl Marx is embraced by many students and activists who chant his
claim that, “Property is theft.”216 Another favorite authority of activists, Rousseau,
had similar notions of property but even in his own time, many people saw through
the romanticism. As Rousseau’s friend Etienne Bonnot, Abbe de Condillac observed,
“The rights of humanity opposed to those of property! What gibberish!”217
The great economist Armen Alchian agreed with Condillac and developed the theme
of property rights as human rights.
One of the most fundamental requirements of a capitalist economic
system—and one of the most misunderstood concepts—is a strong
system of property rights. For decades social critics in the United
States and throughout the Western world have complained that
“property” rights too often take precedence over “human” rights, with
the result that people are treated unequally and have unequal
opportunities. Inequality exists in any society. But the purported
conflict between property rights and human rights is a mirage.
Property rights are human rights…
… The fundamental purpose of property rights, and their fundamental
accomplishment, is that they eliminate destructive competition for
control of economic resources. Well-defined and well-protected
property rights replace competition by violence with competition by
peaceful means.218
Before we can trade we need to own what we exchange and to be able to transfer
ownership of the exchanged goods. Some other animals have very proprietary
attitudes about their property or territory but do not exchange one possession for
another. Adam Smith believed, correctly, that the propensity to exchange was
uniquely a human one, observing that:
Pierre-Joseph Proudhon, What is Property? Written in 1840 and published posthumously in 1863. Proudhon
actually offered a more nuanced view of property and recognized even that in some ways private property could
offset the power of the state.
217 Etienne Bonnot, Abbe de Condillac, original 1776, translated by Shelagh Eltis, with an introduction by Shelagh
Eltis and Walter Eltis, Commerce and Government Considered in Their Mutual Relationship, published in 2008 by
Liberty Fund, Inc. and by permission of Edward Elgar Publishing, 347 pp. quote is from p. 300.
218 Armen A. Alchian, 2008, “Property Rights.” The Concise Encyclopedia of Economics, accessible at:
http://www.econlib.org/library/Enc/PropertyRights.html. This is the best short explanation of the role of
property rights in an economy.
216
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“No one ever saw a dog make a fair and deliberate exchange of one
bone for another with another dog. Nobody ever saw one animal, by
its gestures and natural cries signify to another, this is
mine, that yours; I am willing to give this for that.”219
People, unlike other animals, do ”give this for that” and in doing
so they strike bargains that benefit all parties.
If you really want to free the victims of despotic capitalists then work to open up
their markets to competition, enlarge the markets for native entrepreneurs, push for
expanded property and personal freedom, support aid that increases peoples’
capabilities instead of subsidizing grasping governments and crony capitalists. The
1988 Nobel Memorial Prize winner, Amartya Sen, an Indian economist is nobody’s
idea of an uncritical observer of market capitalism. In his landmark book,
Development as Freedom, Sen asserted the importance of the freedom of people to
own the right to their labor and the right to trade what they produce as essential to
their freedom and development.
… the rejection of the freedom to participate in the labor market is one
of the ways of keeping people in bondage and captivity, and the battle
against the unfreedom of bound labor is important in many third
world nations today for some of the same reasons the American Civil
War was momentous. The freedom to enter markets can itself be a
significant contribution to development quite aside from whatever the
market mechanism may or may not do to promote economic growth
or industrialization. In fact the praise by Karl Marx (not a great
admirer of capitalism in general) and his characterization (in Das
Kapital) of the American Civil War as “the one great event of
contemporary history” related directly to the importance of the
freedom of labor contract as opposed to slavery and the enforced
exclusion from the labor market. … the crucial challenges of
developments in many developing countries today include the need
for freeing of labor for explicit or implicit access to the open labor
market. Similarly, the denial of access to product markets is often
among the deprivation from which many small cultivators and
struggling producers suffer under traditional arrangements and
restrictions. The freedom to participate in economic interchange has a
basic role in social living.220
Many seek economic guidance on profits in the words of prophets. The Bible
remains among the most commonly cited authorities on private property to which
people appeal. Conservatives tend to quote the Old Testament which seems to
219

Adam Smith, Wealth of Nations, Kindle Free Edition, page 12 of 576.
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Amartya Sen, 1999, Development as Freedom, Borzoi Books, Alfred A. Knopf, p7
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recognize generally private property although Leviticus contains those troublesome
prohibitions on selling land in perpetuity and the 50-year cycle of Jubilee years in
which debts were forgiven and slaves and prisoners are released.221 Liberals are
more inclined to cite the New Testament, particularly Matthew wherein Jesus
recommends paying one’s taxes (22:21) and sets the odds of a rich man getting into
heaven as less than that of a camel passing through the eye of a needle (19:24).
The dream of a better world uncorrupted by private property goes back a long way.
Thomas More (1477-1535) wrote the original Utopia and since then nearly all
literary or experimental utopian societies are egalitarian, communal or socialist
with people performing their assigned tasks cheerfully under the guidance of the
magistrates (well, of course, with the exception of the slaves who did the dirty work
on More’s island.) Utopia may have been an effort to explain how a successful
community could be created without private property (what of the two slaves per
family?). More was a critic of the early period of land enclosure that he felt
exacerbated rural poverty and may have thought that his proposed restrictions on
town size would avoid the over grazing and excessive cultivation that the open field
system often caused.222,223
Early and current subsistence hunting and gathering societies appear to be fairly
egalitarian with limited private property rights. These societies are far from
utopian; there is often little to share, food supplies are highly variable, and people
are vulnerable to fatal shortages. The sharing that occurs appears to be a tit-for-tat
arrangement in which people establish a reputation for sharing their immediate
surplus in exchange for the support of others when they are in need. This is similar
to the blood sharing among vampire bats that we discuss later. The transition to a
predominately agricultural economy in the Neolithic period probably accelerated
the development of individual property rights. Accumulation of wealth became
easier and many believe that spurred the growth of inequality. We survey below
some of the myths about property, trade, and markets and discuss examples that
show the close relationship between human rights and property rights.
Property rights, markets, and trade were not introduced to native or aboriginal people
solely by Europeans. Contact with Europeans increased trade in some cases but local
and long-distance trade existed well before the European “discovery” of the
221 Leviticus 25:23, “The land shall not be sold in perpetuity, for the land is mine; with me you are but aliens and
tenants.” The Jubilee year is described in Leviticus 25:8-17.
222 Recall that Locke justified ‘inclosure’ on the basis of significant gains in productivity. Following English
economist William Forster Lloyd (1794-1852) most economists subscribed to his “tragedy of the commons”
thesis. More recent scholarship, particularly by Nobel Laureate Elinor Ostrom, has shown that the depletion of
the commons may have been overstated in many cases and that communities often found ways for effective
management of commons.
223 Oddly, one of the few surviving experimental communities in the U.S. is Arden, Delaware founded in 1900 to
implement the quirky single tax theories of Henry George (1839-1897), the arts and crafts village-centered ideas
of socialist poet and preservationist William Morris (1834-1896), and the communitarian visions of anarchist
communist Peter Kropotkin (1842-1921). A visit several years ago by one of the authors suggested that, while
the single land tax and land lease (rather than ownership) system was still in effect. The radical ardor of the
Ardenites seemed not so very different than that found in many communities near colleges and universities.
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Americas or conquest of large parts of Africa and Asia. So-called native people (a
term that seems somewhat patronizing) were quite capable of developing trade
arrangements when conditions were favorable. There were even industrial scale
operations to support trade. Ann Carlos and Frank Lewis relate that about 2000
years ago at Head-Squashed-In in southern Alberta there was an enormous bison
harvesting and processing operation to support an extensive trade in meat and byproducts.224,225 Based on an extensive analysis of the archeological evidence
Harvard anthropologist Ofer Bar Yosef found that extensive exchange existed during
the Upper Paleolithic, even before the agricultural revolution of the Neolithic.
Not the least of the human achievements of the Upper Paleolithic were
the long-distance exchanges of raw materials and precious items, the
occupation of the northern latitudes under periglacial conditions, the
colonization of the Americas, and the first steps in coastal navigation
and seafaring.226
Markets and trade do not inevitably undermine native cultures. There is no
justification for prohibiting one group of people from commercial interaction with
other people.227 If trade is good within and across developed and emerging nations
why would it necessarily be bad for “primitive” societies? Trade is a voluntary
activity, if people do not want to trade, to paraphrase Yogi Berra, “there is nothing
you can do to stop them.” If they do want to trade, there is no reason to stop them. It
is probably true that when any group of people is suddenly presented with a new
choice set, their unfamiliarity with many new products may cause them to make
poor choices. The asymmetric information advantage of the “advanced society” may
make exploitation easier and more attractive to opportunists and criminals and may
justify some sort of protective measures but the goal should be allowing the
emerging society to integrate at their desired pace and level.
There are many stories of unscrupulous white traders and lawyers cheating the
natives by buying Manhattan for trinkets, seizing land, over billing for lobbying
services etc. These experiences have led many to conclude that indigenous people
should be isolated from contact with the outside world. But you can’t put people
under a glass dome. The contact will come and the initial results may not be pretty
but we don’t have a right to dictate with whom native people interact. In most cases
224 Carlos, Ann M. and Frank D. Lewis, paper at CNEH Conference, Banff, Alberta, October 26-28, 2012, p.5. (Draft
chapter to be included in The Cambridge History of Capitalism.) Carlos and Lewis cite Bamforth, Douglas B.
"Origin Stories, Archaeological Evidence, and Post-Clovis Paleoindian Bison Hunting on the Great Plains."
American Antiquity 76 (2011): 24-40.
225 Carlos and Lewis refer to “Head-Squashed-In” but so far as we can tell the site is named, now at least, Head
Smashed-In: http://history.alberta.ca/headsmashedin/
226 Ofer Bar-Yosef, 2002, “The Upper Paleolithic Revolution,” Annual Review of Anthropology, Vol. 31 (2002), pp.
363-393
227 If your concern is to avoid the natives experiencing some sort of technological trauma or infectious disease
from a sudden encounter with advanced societies, there are principled ways of engaging short of prohibiting
interaction. Political subjugation, racist colonial practices, enslavement, slaughter, and land seizures damaged
and even destroyed many aboriginal communities and cultures. Those sorts of practices should be condemned.
But so should similar practices applied to promote favored causes such as conservation.
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the natives were not the innocent boobs or vicious savages portrayed in popular
literature.
Native interactions with Europeans varied depending on the national objectives and
the means of the colonial nations. The French who came largely to trade reported
that the Indians drove a hard bargain for furs. The Algonquin adapted pretty quickly
to the new market opportunities. (See Harold Demsetz discussion below.) The Dutch
(despite their Manhattan scam) also found the Indians capable bargainers. In some
cases Indians adopted many European institutions; the southeastern Cherokee had
acclimated to the white man’s economy, even owning slaves, before Andrew Jackson
forced them off their land and on the Trail of Tears. The Spanish were driven often
by lust for gold and treasure and had relatively little interest in establishing trading
relationships with the natives and pursued aggressive military actions.
Peaceful coexistence and economic interactions in the colonial era were more
common and longer lasting than portrayed typically in popular history. The Indians
were not angels but they were capable of making reasoned decisions and economic
accommodation with the settlers. The ugly devastation of native populations and
cultures was not an inevitable consequence of economic contact. It arose largely
from a disregard for native property rights. Historian Cynthia van Zandt has
documented the complex networks of 17th century North American alliances that
knit together groups of Indian confederations such as the Algonquian Lenapes and
Susquehannocks with and against allied European colonies including New Sweden,
New Amsterdam, and New England.228 These alliances confirm that the Native
Americans were quite capable of employing the Lockean natural law of reason and
establishing workable divisions of land and property.
Where natives were free to engage in trade and retain their property (either
because of successful resistance or colonial policy) they often prospered and still do.
On the other hand, where property rights are weak or unenforced people are still
being evicted, often violently, from their homes and land.
Critics of the international growth of markets called globalization portray the
introduction and expansion of markets as corrosive. A typical litany of the damages
wrought by introducing trade to commercially undeveloped people include the
privatization of common lands thus undermining communal and tribal authority,
the rise of “big men” who have links to the external world, the transition from
commons-based cultivation or extraction to wage labor, increasing economic
domination by men, breakdown of collective gathering of goods from commonly
owned forests or land, and the shift of production from commons to private
properties. The destruction of older tribal or village rules of reciprocity and sharing
combined with the increasing dominance of men in economic affairs is said to
228 Cynthia Van Zandt, 2008, Brothers Among Nations: The Pursuit of Intercultural Alliances in Early America,
1580-1660,
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increase the demand for sexual services and pressures on women to sell those
services.229 These outcomes may be real in a number of cases but the solution is not
to continue to isolate these communities but to develop market-based means to
guide their entry into the economy.
One of us encountered an example of economic adaptation on a recent voyage. The
Kuna Indians who inhabit the San Blas Islands off the Caribbean coast of Panama
have survived the influx of Europeans and resisted cultural assimilation in part
because their tradition of trade has supported their independence. The Kuna have a
sophisticated culture and fairly diverse economy based on fishing, bananas,
coconuts, sugarcane and sales of their colorful fabrics and apparel. The Kuna have
well-developed property rights. Eric Bauhaus, a frequent visitor and expert on the
Kuna society, cautions visitors with an understated warning.
“Every coconut in Kona Yala has an owner, whether it’s on the tree or
lying on the ground, and even on uninhabited and offshore islands the
coconuts have owners. Never help yourself to any coconuts as this will
make the Kunas very angry and will make things difficult for people
visiting after you.”
The Kuna even impose a sort of intangible property right by charging $1.00 to be
photographed - a response to discovering their likenesses on sale in Panama City.230
Poorly defined and un-transferable property rights inhibit the capitalization of the
assets of poor people and stymy hence growth. Peruvian economist Hernando de Soto
has demonstrated convincingly that capitalism is not the threat to poor people. The
first myth that de Soto destroys is that the poor have no assets. They have an
amazing amount of assets – they just can’t turn them into capital. It is the lack of
clear and tradable property rights that inhibit poor people from turning their assets
and the fruits of their labor into capital to invest in their businesses, finance their
children’s education, or move to a place of greater opportunity. Despite the odds the
poor throughout the world do manage to save and create a remarkable amount of
assets; in many of the cases studied by de Soto their “dead assets” are many times
more valuable than the market capitalization of their nations’ stock markets and far
greater than any possible foreign aid.

These examples were pulled from an article with a moderate Marxist slant representative of a large swath of
development literature. Dev Nathan and Govind Kelkar, 2003, “Civilisational Change: Markets and Privatisation
among Indigenous Peoples,” Economic and Political Weekly, Vol. 38, No. 20 (May 17-23, 2003), pp. 1955-1968. Dr.
Nathan is a Professor at the Institute for Human Development, New Delhi, and Visiting Research Fellow at Duke
University. Govind Kelkar is Senior Advisor at Landesa, India and a Regional Council Member of Asia and Pacific
Forum on Women, Law and Development, Chiang Mai, Thailand. Dr. Kelkar has focused on women’s rights in
developing nations. This focus may explain the concern about the increase in men’s influence in early market
transitions. Given the vast gulf on a number of dimensions between the conditions of indigenous people and
developed nations there is a temptation to devise multi-objective programs that address several problems
simultaneously. These complex programs almost always involve extensive government involvement and they
seldom work. At least with economic conservation it is usually best to pursue direct, focused programs.
230 Eric Bauhaus, 2010 (4th edition), The Panama Cruising Guide, Sailors Net, pp. 222-3
229
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Many of the poor are extremely entrepreneurial; visit a bazaar or try to cross a plaza
and count the number of people who approach and offer you goods services. In
many undeveloped nations the “black” economy is larger than the sanctioned
market although it doesn’t attract the migratory consultants and international
lenders that flock to conferences in capital cities. The potential of many poor nations
is locked-in by irrational, corrupt, and un-navigable property title systems that
preclude borrowing against or selling assets. The poor are bound by a sort of
bureaucratic serfdom. In many post-communist nations and developing countries
establishing a secure and recognized title takes years of bureaucratic hassle,
exorbitant fees and bribes to achieve and there is no assurance of success. Not
surprisingly most poor entrepreneurs join the burgeoning extralegal economy and,
as de Soto observes, create a web of institutions based on social contracts. These
contracts are often reminiscent of the natural law privatization of property by
appropriation and improvement discussed by Locke.
In many if not most cases, the poor in undeveloped countries have dropped out of
the formal property system and assumed de facto ownership of the land upon which
they build small businesses and homes. They are able to eke out a living but their
extralegal status makes them vulnerable to government eviction and appropriation.
The tragedy is that we in the U.S. and other western countries have forgotten how
we were once a nation of squatters and extralegals who eventually solved the
property title problem.231
Some so-called reformers believe that managed rights can achieve benefits of
ownership while maintaining a guiding role for the state. This doesn’t work. Studies
of land “reform” confirm that partway measures, while they may eliminate the fear
of arbitrary eviction, do not liberate the value of assets nor support effective
entrepreneurialism. A World Bank study of land tenure and rights led by Gershon
Feder makes clear the need for well-defined and tradable land rights.
…policies that provide squatters with limited formal status or a
nontransferable lease from the state, for example, or a usufruct
certificate – but which do not entail the ability to transfer or mortgage
land will not significantly improve the performance of squatters
because their access to institutional credit will not have been
approved…232

231 Hernando de Soto, 2000, The Mystery of Capital: Why Capitalism Triumphs in the West and Fails
Everywhere Else, Bantam Press edition 2001, Black Swan edition 2001.
232 Gershon Feder, Tongroj Onchan, Yongyuth Chalamwong, and Chira Hongladarom, 1988, Land
Policies and Farm Productivity in Thailand, Johns Hopkins University Press for the World Bank,
Baltimore, Md. p.148. Also Yongyuth Chalamwong and Gershon Feder, 1986, “Land Ownership
Security and Land Values in Rural Thailand,” World Bank Staff Working Papers, No, 790, World Bank,
Washington. Quoted in Sandra Fullerton Joireman, Institutional Change in the Horn of Africa: the
allocation of property rights and implications for development, 1995, PhD dissertation, UCLA
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These findings confirm Locke’s insight that at some point property has to move from
common ownership in order to realize its value.
Property rights are fundamental to economic coordination and cooperation among
people. Harold Demsetz points out that property rights define the basis of social
interactions.
In the world of Robinson Crusoe property rights play no role.
Property rights are an instrument of society and derive their
significance from the fact that they help a man form those
expectations which he can reasonably hold in his dealings with others.
These expectations find expression in the laws, customs, and mores of
a society. An owner of property rights possesses the consent of
fellowmen to allow him to act in particular ways. An owner expects
the community to prevent others from interfering with his actions,
provided that these actions are not prohibited in the specifications of
his rights.233
A property right enables a person to appropriate (internalize) the benefits of a
resource and in so doing to impose a cost or “externality” on others. All rights
involve not only the ability to capture the value of the services but in doing so to
impose costs or externalities on others. Ronald Coase pointed out in his classic
article, “The Problem of Social Cost,” that the question is not whether A inflicts harm
on B and how then to restrain A. The problem is reciprocal; to avoid harm to B
involves inflicting harm on A and vice versa. Until Coase’s 1960 article almost all
economists followed Arthur Pigou (1877-1959), Alfred Marshall’s successor, who is
credited generally with founding welfare economics and is largely responsible for
the principle that the offender, i.e. the person responsible for creating the
externality should be forced to internalize or bear the cost of reducing or
eliminating it (“polluter pays”). Coase pointed out that this policy does not always
maximize social welfare because the increase in private costs borne by the polluter
may be greater than the decrease in private costs enjoyed by the involuntary bearer
of pollution. Therefore if your goal is to maximize social benefits, an effort should be
made to determine which socially determined arrangement of property rights
results in the lowest total social cost.
Although Coase’s article is one of the most frequently cited social science articles in
history its prescriptions are usually ignored. Almost all government regulations of
externalities impose the burden and costs on the party creating the externality. Even
when the burden should be borne by the polluter, many people reject the efficient
solution of creating a market in pollution rights because “no one should have the
right to pollute!” This dogmatic ignorance results in higher than necessary costs,

Harold Demsetz, 1967, “Toward a Theory of Property Rights,” The American Economic Review, Vol.
57, No. 2, (May, 1967), pp. 347-359, p347
233
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reduces the incentive to develop better abatement technologies, and leads to all
sorts of evasions and gaming.234
Perhaps some behavioral economist has looked at this “irrational” behavior but we
are not aware of any such research. In fact Coase found that the British court system
had historically been quite capable of looking at the balance of private and social
costs when dealing with externalities on a case-by-case basis. It seems to us that
much of behavioral economics involves reinventing wheels and playing gotcha with
the straw man Homo economicus. We’d like to see the considerable talent in that
discipline explore also why so many economically damaging beliefs persist in
societies.
We suspect that the bias against the perpetrator (at least in Judeo-Christian circles)
is, like the equally illogical arguments against usury, a visceral one. The formula is
similar to the Old Testament’s retaliatory prescription “an eye for an eye, a tooth for
a tooth.”235 It certainly isn’t the lesson of the Sermon on the Mount, “to turn the
other cheek.”236 The Old Testament is pretty clear on the punishment of thieves and
anticipates the social cost problem if not the solution advanced by Ronald Coase.
“When someone steals an ox or a sheep, and slaughters it or sells it,
the thief shall pay five oxen for an ox, and four sheep for a sheep. The
thief shall make restitution, but if unable to do so, shall be sold for the
theft…237
When someone causes a field or vineyard to be grazed over, or lets
livestock loose to graze in someone else’s field restitution shall be
made from the best in the owner’s field or vineyard.”238
In most cases the harm caused by the exercise of property rights is minor as when I
exercise my right to build a house on my property and block your passage across my
lawn. In cases like this, the harm is so slight that nearly everyone simply turns the
other cheek. In other cases, such as the example of wandering cattle damaging a
farmer’s crops cited in both Exodus and Coase, the damages (externalities) may be
significant. Coase demonstrated the non-intuitive outcome that, in the absence of
transaction costs, bargaining between affected parties would produce exactly the
same outcome, regardless of the initial assignment of rights. The same number of
cattle and amount of crop damage would be determined by free bargaining
regardless of whether the rancher had the right to allow his cattle to impose an
As we write this Volkswagen is facing lawsuits and immense government fines for installing software on their
diesel vehicles to produce compliance level emissions during tests. The company apparently found that it could
not provide an attractive combination of acceleration, fuel economy, and low emissions. Without excusing the
company’s illegal solution, a case can be made that the emission standards had gone past the point of net
positive social benefits.
235 Exodus 21:24
236 Matthew 5-7
237 Exodus 22:1 Holy Bible: New Revised Standard Version, Cokesbury, Nashville, Burlingame, p.68.
238 Op cit., Exodus 22:5,
234
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externality on the famer by trampling his crops or the farmer had the right to collect
damages from the rancher for the destruction caused by his wandering cattle.
Of course transactions costs do exist and may alter the terms of the socially
optimum solution. The most frequently cited example is a factory’s imposition of
smoke pollution on such a large number of people that bargaining would be very
expensive and may give rise to a moral hazard encouraging some to holdout. In such
cases, the government may serve as an agent on behalf of the affected people but
there is no reason to assume that the government’s imposed assignment of rights
produces an increase in overall social benefits.
There are always limits to what people may do with their property. Society
circumscribes the level of externality I may impose on others. I am free to harm my
competitor by producing a better product but am not allowed to shoot him.239,240
One of the most troublesome of externalities is the argument that people impose
harm on others by blocking common or public goods such as roads. The concept of
eminent domain arose to enable society to increase social benefit through
compensated seizure of private property. The scope of such seizures expanded later
to include private goods such as pipelines, transmission lines and rail lines that
brought public benefits. But the definition of public benefit has been stretched to
include the reassignment of land from one private owner to another. People may
find that their property has become attractive to developers but resist the
compensation, if any, offered. In some cases, such as China and New London,
Connecticut, the government may side with private land developers to expel people
involuntarily from their property.
Harold Demsetz followed Coase and stressed that property rights define the degree
of internalization of the beneficial services of the property but nearly always involve
the creation of an externality on others. Recall Locke’s defense of property rights as
a means to increase greatly the productivity and value of a resource to society. That
would be a case of a positive externality – by enclosing the land and making it more
productive I have increased the social product beyond what was achieved by
common ownership.

239 Harold Demsetz, 1967, “Toward a Theory of Property Rights, ”The American Economic Review, Vol. 57, No. 2,
Papers and Proceedings of the Seventy-ninth Annual Meeting of the American Economic Association (May,
1967), pp. 347-359.
240 The lack of transferable rights to stolen goods is one reason why fences pay thieves much less than the
market value of their loot. The thieves do not enjoy legal ownership and until recently, could not easily employ
the market to determine the value of stolen goods. Many observe that eBay is the best fence of all and provides
higher returns to stolen property. The efficiency of the purloined goods market has increased with the
development of specialized Internet sites for the exchange of stolen credit cards, identity documentation, and
other intangible property. These market-expanding technologies reduce the traditional fences’ asymmetric
information advantage and their per-unit profit on contraband. While per unit fencing profits may decline, the
increased volume of booty stimulated by higher margins for thieves may offset that effect.
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Property rights evolve as values and opportunities change. Demsetz pointed out that
when new conditions or opportunities arise or new ways of doing things are found,
society alters the scope of property rights. For example air rights, and intellectual
property rights emerged when their value and the ability to appropriate and trade
them became evident. Air rights utilization goes back at least as far as the topping of
commercial and residential buildings on Old London Bridge. In the early 20th
century increasing land values in densely populated rail hubs like Chicago and New
York made economically feasible the development of landmark buildings such as the
Merchandise Mart in Chicago and the Grand Central and Penn Central stations built
over sprawling rail yards.241
Specifying property rights precisely to balance social costs and benefits is tricky.
Some institutions intended to protect property may be abused to inhibit
competition. The British patent system, established in 1624, is credited generally
with contributing to the technological innovations that drove the Industrial
Revolution. The notion that inventors are incentivized largely by patents and the
rewards they may bring is held widely but economic historian Joel Mokyr argues
persuasively that the British system was expensive, inefficient, and not as highly
used as previously believed.242 In many cases, inventors abstained or refused to
apply for patents. Others pursued and defended patents intensively.
The argument about the level of patent protection is a fine example of the social
problem of defining property rights to achieve a balance between positive
(improved technology and knowledge) and negative externalities (restriction on
trade). The United States’ patent system was designed to address some of the flaws
of the British model that in turn was revised in 1854. Today, there are many who
believe the U.S. patent system fosters abuses, inhibits innovation in some areas, and
unduly rewards opportunistic trolls.
A powerful example of how rights evolve is the story that Demsetz tells of how
North American Indians around Quebec created tribal and private land rights when
contact with fur traders made them aware of the value of the game animals and the
dangers of communal ownership. This is a classic case of entrepreneurial discovery
on the part of the Indians who, as George Washington Plunkitt (1824-1942) might
have said, “we seen our opportunities and we took ‘em.”243 Demsetz referred to the
work of Eleanor Leacock to describe the emergence of property rights when the
241 An interesting examination of the air rights “movement” is in William D. Pence, 1929, “Railway Terminal Air
Rights Developments and the Movement of Local Land Values,” The Journal of Land & Public Utility Economics,
Vol. 5, No. 2 (May, 1929), pp. 150-168. Of course today, much of the argument concerns airport neighbors’ rights
to restrict or prohibit air traffic over their properties.
242 Joel Mokyr, 2009, “Intellectual Property Rights, the Industrial Revolution, and the Beginnings of Modern
Economic Growth,” The American Economic Review, Vol. 99, No. 2,

243 Plunkitt, a member of New York’s Tammany Hall, demonstrated his entrepreneurial skills by
capturing the unrealized externalities associated with land about to become more valuable due to
public projects. He distinguished “honest graft” in which he pursued both the public interest and his
own from dishonest graft in which a politician pursued only his own interest. Unfortunately, the
distinction seems to be lost today.
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Indian hunters became fur trappers and traders. When hunting for their own
consumption the Indians put little pressure on the deer and beaver populations
(and hence created negligible or zero externalities on current or future hunters) so
there was little incentive to consider the future costs of over-hunting. When the fur
traders arrived the increased hunting threatened to devastate the animal population.
Exploitation of communal or open land presented a huge externality in terms of
overhunting. Leacock found no evidence of private property rights prior to the
arrival of the fur traders but then found that those rights became most developed
closest to the fur trading centers. In a few decades the indigenous people around
Quebec had encountered traders, adjusted their hunting practices, established
property rights and actively husbanded their resources.
By the beginning of the eighteenth century, we begin to have clear
evidence that territorial hunting and trapping arrangements by
individual families were developing in the area around Quebec. The
earliest references to such arrangements in this region indicate a
purely temporary allotment of hunting territories. They
[Algonkians (sic) and Iroquois] divide themselves into
several bands in order to hunt more efficiently. It was
their custom . . .to appropriate pieces of land about two
leagues square for each group to hunt exclusively. Ownership of
beaver houses, however, had already become established, and when
discovered, they were marked. A starving Indian could kill and eat
another's beaver if he left the fur and the tail.244
The next step was a system of seasonal allotments and by the middle of the
eighteenth century the allotments had become relatively stable. These property
rights facilitated the husbandry and conservation of the animals by providing an
incentive for the holder to preserve the value of his allotment.
A similar property rights regime did not emerge among Indians of the American
southwest and Great Plains because the land per hunter was much greater, game
animals tended to be migratory grazing animals which made creation and
enforcement of land rights extremely costly, and the animals had a much lower
commercial value. As Demsetz noted, “The externality was just not worth taking into
account.” The absence of enforceable private resource rights had devastating effects
later when the American Bison was nearly “hunted” to extinction by Army shooters
seeking to starve Indians onto reservations, ranchers eliminating competition for
their cattle, Indians capitalizing on demand for buffalo robes, and gratuitous “sport”
killing.

Eleanor Leacock, American Anthropologist (American Anthropological Assoc.), Vol. 56, No. 5, Part
2, Memoir No. 78. p. 15, cited in Harold Demsetz, 1967, “Toward a Theory of Property Rights,” The
American Economic Review, Vol. 57, No. 2, (May 1967)
244
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Property rights and other human rights are often ignored or damaged by
authoritarian and absolutist conservation and environmental programs. Zealots are
inclined often to ignore the property rights of those that they view as conducting
immoral activities involving animals or harming the environment. Thus we have
aggressive activists damaging property and interfering with legal commerce. When
this happens, the function of property rights to replace “competition by violence
with competition by peaceful means” has broken down. In many cases
conservationist have contemptuously ignored native property rights. These
programs have had disappointing ecological results, harmed many indigenous
people and are now being rethought in terms that respect the rights of the natives.
Advocates of animal protection argue correctly that humans should not have
unbridled rights to harm animals. The animal protection movement has pushed for
technologies and practices that reduce the stress on food animals245 and punished
egregious acts of cruelty, most famously NFL quarterback Michael Vick’s disgusting
dog-fighting events. Millions of Americans are distressed by the confinement of
Willy (aka Shamu) and the crowded cages at egg farms. The increasingly popular
term “animal rights” is misleading because these principles are best seen as limits
on the property rights of human owners of animals.
Not everyone agrees that human property rights extend over animals. Some believe
that animals possess inalienable rights to “life, liberty and the pursuit of happiness”
to coin a phrase.246 An aggressive breed of animal rights activists conducts frequent
operations against furriers, pharmaceutical testers, bullfighters, chicken farmers
and others they believe sin against animals. These operations are tracked by the
Bite Back website. A sampling of hundreds of direct actions in 2015 recorded the
cutting down of a bullfighter statue in France, the release of 300 Spanish pheasants,
liberation of Argentine lab animals and the burning of the facility, numerous fur
farm raids in Canada, the liberation of U.S. crayfish from a seafood shop, and a major
lobster liberation action in Ireland.247
For many conservationists the definition of a wilderness environment is one that is
free or nearly so of humans. Policy based on a philosophical notion that wilderness
is a state where no humans may live permanently has led to the forced removal of
people from their native lands, brutal seizure of resources without any or with
grossly inadequate compensation, the immiseration of people who had responsibly
See Grandin, Temple and Cathrine Johnson (2005). Animals in Translation, (New York, Scribner, pp. 356) for a
moving account of how a woman with autism, Grandin, was able to empathize with farm animals and redesign
their living environment and their final passage through the slaughterhouse to be more humane.
246 Locke’s original and more definite phrase was a proscription that no one “take away, or impair the life, or
what tends to the preservation of the life, the liberty, health, limb, or goods of another” (Two Treatises on Civil
Government). Jefferson condensed the phrase and substituted “pursuit of happiness” when writing the
Declaration of Independence for reasons that are not entirely clear to this day. Locke had employed that phrase
in another setting in his 1689 An Essay concerning Human Understanding, Part 1, Chapter XXI: Of Power at §43,
§51, and §59 (http://oll.libertyfund.org/titles/761). Locke seems to include in the pursuit of happiness sensual
desires as well as the pursuit of virtues that make men happy as stressed by Aristotle and other Greek
philosophers.
247 Bite Back, direct action record, http://www.directaction.info/news.htm
245

109

Copyright 2015 Bob Wayland and Jim Mulcahy
managed their traditional lands, and unplanned consequences including
environmental degradation outside the parks. The first national park, Yellowstone,
was originally intended as a preserve for animals and Indians but the government
evicted the resident Shoshone. Understandably, the Indians resisted and around 300
people died in ensuing conflicts. Nearly a decade after Yellowstone’s founding the
U.S. Army was placed in charge of the park to prevent the return of the original
inhabitants.
Native people resent the irony that their management and husbanding of the natural
environment has made their land attractive to people who want to confiscate it.
Marcus Colchester quotes a member of the Karen evicted from their land in
Thailand to create the Thung Yai wildlife sanctuary noting the cruel irony of their
fate.
When we moved into these forests over two centuries ago, Bangkok
was just a small village surrounded by lush vegetation. Over these
many years, we Karen have protected our forest lands out of respect
for our ancestors and our children. Maybe if we had cut down the
forests, destroyed the land, and built a great city like Bangkok, we
would not now be faced with possible eviction.248
Many conservation programs are downright misanthropic. The World Wildlife
Fund’s famous Panda program in China to preserve the creature that serves as the
WWF logo was undertaken without consultation of the local population. Logging,
the main threat to Panda habitat, continued pretty much as before with the
connivance and participation of state officials. The WWF Save the Tiger program
includes more than 2500 square kilometers in which the rights of indigenous people
are strictly circumscribed. The tiger population has rebounded perhaps in part
because they have dined on more than a thousand tasty natives. There has been
significant political blowback from trampling native rights. Many residents of 52
Maria tribal villages cleared in 1984 for the Kutru Tiger and Buffalo Reserve have
joined regional insurgencies fighting for tribal rights.249
Colchester retells the story of the Ik, a hunting and gathering people described by
Colin Turnbull in his book, The Mountain People, who were expelled from their
hunting grounds to establish the Kipepo National Park in Uganda. Forced into
subsistence agriculture on infertile land the Ik suffered famine and their culture was
decimated. A once generous food-sharing people were reduced to dog-eat-dog
behavior and slowly died of hunger as they tried to survive by poaching, begging,

Thongmak, Seri and David I. Hulse, “The Winds of Change, Karen People in Harmony With World Heritage,” in
Kemf, Elizabeth (ed.) Indigenous Peoples and Protected Areas: The Law of Mother Earth, Earthscan Publications,
Ltd. London, 1993, p167, cited in Colchester, Ibid, p103
248

Fürer-Haimendorf, C. von 1986, Statement, at the Fourth International Conference on Hunting and
Gathering Societies, London and Banerjee, Sumanta, 1984, India’s Simmering Revolution, Zed Books,
London, cited in Colchester, Ibid, p.111
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and prostitution.250 More recently in Uganda, a World Bank and European Union
project to create a corridor between the Kibale Forest Preserve and the Queen
Elizabeth National Park involved the forced eviction without notice of 30,000 people
from the area violated human rights and was accompanied by slaughtering their
livestock, burning and looting their homes, resulting in starvation and death among
the people. The chief technical officer from the European Community gloated, “this
successful operation… has opened up the possibility of the frustrated elephant
population of Kibale once more being free to migrate
between the Queen Elizabeth National Park and
forest.”251 We certainly don’t want to have frustrated
elephants roaming about and in fact we cheered for the
pachyderms that reclaimed their ancient migratory trail in the greatly underrated
1954 film, Elephant Walk, starring Peter Finch and Elizabeth Taylor. But the
Ugandan action (and others) would be condemned as ethnic cleansing in most
circumstances. It was something one might expect from Idi Amin but not the
European Community.
Even sainted conservationists such as Richard Leakey have been willing to treat
humans brutally in defense of animals. Leakey was adamantly opposed to Maasai
communities and cattle herders in or near the Kenyan parks under his jurisdiction
despite the fact that some parks were carved largely out of Maasai land. While
Leakey was director of the Kenya Wildlife Service he administered ruthlessly
Kenya’s president Daniel arap Moi’s policy to shoot to kill elephant poachers. Over
50 poachers and 15 park rangers were killed in the first year. The poaching gangs,
many from Somalia were devastating the elephant population and sometimes killing
and robbing tourists. Strong actions were called for but it is not clear that
militarizing the park rangers and wholesale shooting of poachers without trial was
absolutely necessary.252
The Maasai are a proud people and are not averse to cooperating with
conservationists on rational economic and ecological grounds but they resent
terribly being treated as interlopers on their own land. They also resent the
presumptuous efforts to make their occupational choices for them. George Monbiota
is a British journalist, naturalist and activist who is an advocate of rewilding but he
believes in bringing the local population on board. He reports a conversation with a
Maasai who, when told that Richard Leakey, Director of the Kenya Wildlife Services,
had advised they keep fewer cattle and make money from tourism instead replied.

Colin Turnbull, 1972, The Mountain People,
Tricia Feeney, 1993, “The Impact of a European Community Project on Peasant Families in Uganda,” Oxfam
Briefing, No. 6, Oxfam, Oxford, July 17th, pp. 1-7. Quoted in Colchester, Ibid. pp. 104-5
250
251

252 Colchester, Op cit., p. 111 claims that Leakey in 1989, “had declared a virtual war on ivory
poachers and has summarily killed, without charge or trial, hundreds of indigenous peoples.” Joshua
Hammer, June 1994, “Richard Leakey’s Fall from Grace,” Outside Magazine contains a broader picture
of the poaching wars.
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We know there is money to be made from tourism. We already have
tourists staying on our land in tented camps. And, yes, they bring us
an income. We don’t need the Kenya Wildlife Service to tell us that.
But you can tell Dr. Leakey this. We don’t want to be dependent on
those tourists. We are Maasai and we want to herd cattle. If we
stopped keeping cattle and depended upon tourists, we would be
ruined when the tourists stopped coming.253
Bernhard Grzimek (1909-1987), the man most responsible for creating the
Serengeti National Park in East Africa, campaigned for the exclusion, forcible if
necessary, of the indigenous Maasai cattle herders from their lands saying that for a
National Park to be effective, “No men, not even native ones, should live within its
borders.” Grzimek campaigned relentlessly for the preservation of animals without
regard for the native people. His best selling and award winning books and films
popularized a vision of endangered animals facing a losing battle against expanding
and encroaching human populations. He focused narrowly on wildlife rather than
ecosystems refusing to acknowledge the role humans played in shaping those
systems and could play in protecting wildlife. His film Serengeti Must Not Die
reached an international audience and won an Oscar for best documentary.
Jonathan Adams and Thomas McShane describe it as “the manifesto of preservation”
but it was one of his “propaganda tools, filled with misleading, often falsified data.”
Grzimek … raised conservation propaganda to a high art. His methods
relied on contempt for Africans and provided no lasting solutions, but
to his credit Grzimek probably raised more money for conservation,
educated more people about nature, and twisted more arms of more
African bureaucrats than any man in history. …Grzimek’s untiring
advocacy for wildlife – to the detriment of humans – made him one of
the few white men welcomed by every leader in sub-Saharan Africa,
including Uganda’s Idi Amin Dada.254
Adams and McShane were among the first to point out the myths and fallacies of the
African conservation movement. They pointed out that Africans were not inherently
against responsible conservation and had in many cases husbanded their lands and
resources responsibly, “Africans have more than demonstrated their genuine
interest in and understanding of the importance of conservation--aesthetically,
practically, culturally.'' They also exposed the myth of a pristine, wild Africa
untouched by humans when in fact humans had been a significant factor in the
environment for thousands of years. Much of the landscape that late-arriving
apostles of conservation sought to preserve were in fact the result of joint human
and wildlife activity. For example, the Maasai’s grazing herds had shaped and
Monbiot, George, 1994, No Man’s Land: an Investigative Journey through Kenya and Tanzania,
Michael Joseph, London quoted in Colchester, Op Cit., p.119
253

254 Jonathan S. Adams, Thomas O. McShane, 1992, The Myth of Wild Africa: Conservation Without Illusion
Norton, New York, p. 51
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extended much of the Serengeti grassland and had checked the range of tsetse flies.
Adams and McShane also criticized celebrity conservationists such as Dian Fossey
and examines the record of celebrated preservationists such as Bernhard Grzimek.
Grzimek, a former member of the Nazi party who was acquitted of any serious war
crimes, was honored for rebuilding the Frankfort Zoo which had suffered greatly
during the war. This accomplishment set him on his way to becoming one of the
most influential conservationists in history. But his disregard for human life and
African life in particular is consistent with his Nazi membership. Members of the
party, unlike at least some citizens, cannot claim they did know or did not condone
what was done to Jews, homosexuals, gypsies, and others. The relative value he
placed on animal versus human life was expressed by a comment he made to a
British officer that the best thing that could happen to a zoo was to be bombed by
the RAF so long as the surrounding area was bombed also to provide room for
expansion. In Africa he waged a relentless campaign against natives, especially the
Maasai. For his role in creating the Serengeti National Park he was showered with
awards.
Efforts have been made to enlist native people in the protection of the wildlife and
other resources. This is partly in response to the adverse effects –intentional or
otherwise - on native people of traditional national parks and the continued high
levels of poaching and lumbering. Unfortunately the results are often disappointing,
in part because the market mechanisms employed are designed or implemented
poorly.
Ecotourism has been promoted as a means of giving people a stake in the survival of
wildlife and to discourage them from becoming poachers. The results have been
mixed, largely due to poorly designed schemes that produce little income for the
local people. Faulty or biased research on market-incentives for conservation can
undermine efforts to promote economically efficient programs. For example, a study
of the ecotourism program for the areas around the Royal Chitwan National Park
(RCNP) in Nepal found that despite nearly 100,000 visitors per year and around 50
hotels relatively little economic benefit flowed to the local population. Few were
employed as guides, elephant drivers, souvenir salespeople, or native dancers and
only six percent of the 87,000 working age people reported any ecotourism income.
The economic analysis was crude and seemed to blame the hotel industry for not
setting higher prices.
There are no restrictions on hotel construction outside the park, no
limitations on visitation numbers in the park, and minimal tourism
planning and management both within and along the periphery of the park
by the Sauraha Hotel Association or the Nepalese government. Few hotels
ever run at full capacity, there are no minimum prices set for tourism
activities (except park entry fees), and the majority of hotels offer highly
discounted package tours.
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Not surprisingly, the authors concluded that more of the hotel and tourism profits
be directed to local development and advocated a “community based” approach
rather than private development.
The structure of the privately owned ecotourism industry until
recently has provided little incentive for people living adjacent to
RCNP to support biodiversity conservation: they received essentially
no monetary return. It would seem that the remarkable success
achieved in RCNP in restoring its rhinoceros and tiger populations is
attributable largely to strict protection by the Nepalese army and park
staff, the law-abiding nature of Nepalese citizens, and the absence of
firearms among the rural populace, rather than from any incentive
program 255
What seems to have happened is that private hotel developers had invested up to
the point where expected returns were about equal to their cost of capital. At that
level of hotel capacity they competed vigorously for tourists through discounts and
promotions. The high unemployment and relatively low skill levels of the native
people seem to have resulted in wages at levels below those the government and the
biologists thought appropriate. The fundamental problem seems to be that the
program designers believed that ecotourism was an efficient means of producing
conservation and local development as joint outputs.
Poaching and deforestation create externalities (reduced biodiversity, increased
erosion, hotter zones, etc.) for the natives and the world but the system as designed
did not internalize them. The program in Nepal probably found and satisfied the
demand for ecotourism but joint output of conservation was relatively minor. The
lesson is not to forego private markets as suggested by the study’s endorsement of
“community” programs but to define them properly. If you want to have a market in
local conservation in which local people will feel that animals and environment are
more valuable in their native state than harvested, you should give those people a
direct stake and property right in the resource or pay them directly to preserve the
resource.
A much more sophisticated economic analysis by environmental economist Paul
Ferraro of Georgia State University and R. David Simpson, then of Resources for the
Future, examined alternative means of producing forest conservation. Their work
demonstrated that under a wide range of assumptions about the costs of joint
production of eco-production and direct eco-system protection, donors receive
much greater protection for their bucks by paying directly for protection rather than
subsidizing eco-protection activities that only indirectly provide protection. Given
the difficulty, harm to indigenous people, and disappointing performance of
previous human exclusion approaches to conservation, a number of sponsoring
Marnie P. Bookbinder, Eric Dinerstein, Arun Rijal, Hank Cauley and Arup Rajouria, 1998, “Ecotourism's
Support of Biodiversity Conservation,” Conservation Biology, Vol. 12, No. 6 (Dec., 1998), pp. 1399-1404
255
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groups turned to eco-friendly activities such as eco-tourism, pharmaceutical
prospecting, selective logging, etc. The idea was that such activities used the
endangered eco-system such as a forest, plain or grassland as inputs to the
production of benign commercial products. The native population would then have
an incentive to become eco-entrepreneurs and to increase production by increasing
the amount of protected eco-system.
Eco-production programs were justified in part on the basis of opportunity costs to
the natives. Suppose the potential eco-entrepreneur viewed the best use of an acre
of forestland at $100 for its timber or use in agriculture. If that same land could
produce $101 when used as input into, say, eco-tourism, the person would have an
incentive to demand more protection for the eco-system (or refrain from conducting
the damaging activity). Thus the environmental good was an indirect consequence
of supporting the eco-friendly commercial activity. This idea was attractive to many
host governments that linked it to their development programs and to many donors
who felt they were making efficient conservation investments. Regrettably, few of
the projects have worked as hoped.
Ferraro and Simpson pointed out that a donor may select between subsidizing an
indirect form of eco-system protection by subsidizing the inputs for production or
supporting a higher price for the outputs. In this case, the cost of conservation
becomes the amount of the subsidy less the net value of any commercial output.
Alternatively, a donor might simply pay the native to provide eco-system protection
services. That payment need be only a bit more than the alternative use of the land
to the eco-entrepreneur. As Ferraro and Simpson put it, “you get what you pay for”
In the direct payment case the cost of conservation is equal to the opportunity cost
of the foregone use of the resource in its highest alternative value. The direct
payment method is almost always the least cost alternative means of achieving an
incremental increase in protected ecosystem because the indirect method requires
some capital for the support of the eco-friendly production that only indirectly
increases the amount of protected resource.
A potential problem with the direct payment system is that the incentives of the
donors and eco-entrepreneurs are opposed. The donor wishes to minimize the value
of the subsidy paid, the entrepreneur to maximize the value of subsidy received.
Under most plausible conditions, the donor can resolve the conflict with an
additional transfer payment to the eco-entrepreneur that preserves most of the
efficiency gains. The most common objection to the direct subsidy approach is that
it requires significant transactions costs and an effective metering and measuring
system in place. Ferraro and Simpson point out that the indirect subsidy systems
involve also much the same regulatory costs.
Ferraro and Simpson tested their model with an empirical analysis of a bee-keeping
initiative in a Madagascar rain forest. The costs of protecting an additional acre of
rain forest by subsidizing bee keeping was more than 12 times that of directly
subsidizing the forest input. In addition, their analysis showed that the direct
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approach reduced the level of unintended consequences from simply promoting
bee-keeping such as modifying the forest habitat to produce more flowers of the
sort preferred by bees.
The economic attractions of direct subsidies often conflict with the political and
institutional incentives to promote visible capital-intensive projects such as ecotourism hotels and to keep the large staffs of donor institutions engaged in studies
and report writing. The inverse of the direct subsidy programs’ efficiency applies
also to the use of eco-production as an inefficient commercial development policy.
Property rights facilitate personal freedom. Serfs, albeit not quite slaves, were bound
to the land and unable to pursue alternative employment without the lord’s consent.
In 14th century Western Europe, the rise of local and regional governments offset to
some degree the feudal powers of landowners and facilitated contractual
relationships between peasants and landowners. The Black Death had a salutary
effect on labor markets. The drastic decline in population following plagues
increased the amount of untilled land and the value of labor and peasant’s
bargaining power. Many landowners reluctantly found it economically necessary to
release workers from servitude and hire them for wages.256 They came to own the
right to offer their labor to whom they wished.
In a socialist or communist state, a person’s rights to his home or apartment may be
very circumscribed and prevent him from selling it and investing the proceeds in a
venture or another home. Similarly, peasants without title to their farmland cannot
sell or mortgage the property which diminishes their freedom to fund other
activities.
Property rights and markets are good for our planet and the creatures we share it
with. Poverty is a far greater threat to the environment than is prosperity. As
markets become larger and more prosperous people place greater value on
environmental quality and have the wherewithal and incentives to develop
technologies to better achieve cleaner air and water. Although many emphasize the
total production and emission of particular pollutants, the overall average air and
water quality in developed countries is superior to that of undeveloped nations.
Pairwise comparisons showed stark differences between the Trabant and Wartburg
driving East Germans and the VW, Porsche and Mercedes driving West Germans.
The famous night time satellite photo showing a nearly pitch-black North Korea
above the brightly illuminated South Korea might lead you to believe the North
enjoyed pristine air quality; it doesn’t – Pyongyang’s air and water quality is far
worse than in prosperous Seoul. Much of the deforestation of North Korea is due to
256 An early overview of how the Black Death promoted free-wage labor is Helen Robbins, 1928,“A Comparison
of the Effects of the Black Death on the Economic Organization of France and England,” Journal of Political
Economy, Vol. 36, No. 4 (Aug., 1928), pp. 447-479. So many workers died that a great deal of land was left
untended, leading landowners to recruit workers who suddenly found themselves with opportunities. The
reduced labor supply that emerged forced land-owners to bid for workers with increased wages and eroded the
land-tenure system that had bound farmers to land.
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desperate clearing and planting on steep hillsides by peasants seeking to avoid
starvation.257
Rousseau’s noble savages’ bodily functions probably had little adverse effect on the
environment. In much of Asia and sub-Saharan Africa, the principle threat to water
quality is open defecation. The United Nations estimates that about 1 billion people
(roughly 60 percent of whom live in India) defecate in the open imposing on their
communities extremely serious and often fatal externalities in the form water-borne
diseases. The problem is so serious that the UN has declared November 19 as World
Toilet Day.258
Indian Prime Minister Narendra Modi has pledged 111 million toilets
and an end to open defecation by 2019, an ambition channelling (sic)
the view of the nation’s late spiritual leader Mahatma Gandhi, who
termed sanitation “more important than independence.”
Of course the open defecation problem would likely have been solved decades ago if
Gandhi and his political successors, especially Nehru, had given a crap about private
property and market economics.
Markets are a naturally evolved form of human cooperation. We evolved the capacity
to cooperate and to exchange the products of our effort because people with those
traits had superior survival rates and reproductive success. Cooperation and
exchange promote specialization and increase a society’s wealth. The human
behaviors that Adam Smith called truck, barter and exchange coevolved with
language, cooperation, and moral standards. Adam Smith believed that division of
labor and markets are emergent consequences of human nature and our propensity
to trade.
“This division of labor, from which so many advantages are derived, is
not originally the effect of any human wisdom, which foresees and
intends the general opulence to which it gives occasion. It is the
necessary, though very slow and gradual, consequence of a certain
propensity in human nature, which has in view no such extensive
utility: the propensity to truck, barter, and exchange one thing for
another.”259
We can test Adam Smith’s intuition about man’s natural propensity to trade by
looking at the anthropological record of human development. Even a simple barter
257 David J. Tenenbaum, “International Health: North Korean Catastrophe.” Environmental Health Perspectives,
2005 Jan; 113(1): A26. On-line at: http://www.ncbi.nlm.nih.gov/pmc/articles/PMC1253723/

UN Press release, “World Toilet Day,” http://www.un.org/en/events/toiletday/pdf/Final%20UNWater%20World%20Toilet%20Day%20news%20release.pdf
258

259 Adam Smith, 1776, Wealth of Nations, Modern Library Edition, 1937, Random House (Edwin Cannan, editor)”
Chapter II: Of the Principle Which Gives Occasion to the Division of Labour,” p13 of 570
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economy is a cooperative system that could only have evolved when moderately
complex communication and social frameworks had emerged to allow people to
specialize and trade based upon implicit or explicit contractual terms. People had to
be able to communicate well enough to articulate a transaction and to share a
common notion of the rules and responsibilities of the exchange sufficient to give
them confidence in undertaking the transaction. The rules of the game needn’t be a
formal legal structure. A strongly held and observed moral code (e.g. “clan members
may not steal from one another”) enforced in some way by group censure or
punishment would do. A credible threat of punishment (e.g. “those who steal from a
clan member will be tied naked atop a fire ant hill”) would likely be enough to get
the transactional process underway. But getting that far was not easy and took
many millennia.
To cooperate is to contract, implicitly or explicitly. Contracts and cooperative
relations are so basic to markets and firms that a brief overview of their emergence
and development is both interesting and useful. Cooperation and division of labor
among related individuals can be explained by W. D. Hamilton’s (1936-2000) theory
of inclusive fitness and the closely related concept of kin selection discussed below.
But trade beyond simple kin group exchanges could not occur until some sort of
moral framework existed that allowed people outside of the same kin group to trust
one another – to believe in reciprocity. The story of how that came about helps us to
distinguish self-interested from selfish behavior and to appreciate the necessity of
moral codes and laws to support cooperators and to punish defectors. The story
sheds a great deal of light on what we call society and culture and is helpful in
understanding how cooperative groups such as tribes and firms are organized as
they are. It helps also to appreciate the role of private property and the institutions
that protect it.
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Chapter 5. Paleolithic Economics and the Emergence of
Cooperation
Paleolithic Economics
All of our close primate relatives are still hunter-gatherers. For most of our
existence we have been hunter-gatherers and for most of that time our languages
and social frameworks were not all that more sophisticated than those of our closest
primate cousins, chimpanzees, and the other great apes. Humans made important
strides in technology and culture during the latter periods of the Paleolithic Era or
Old Stone Age that lasted from somewhere over two million years ago to about
10,000 B.C. when it gave way to the Neolithic or New Stone Age. The Paleolithic is
typically divided into three overlapping sub-eras; the Lower (2.5 million to 200
thousand years ago), Middle (300 to 45 thousand years ago), and Upper (50 to 10
thousand years ago).260 Matt Ridley has described vividly how long we took to
discover exchange and trade and the incredible progress we made thereafter.
Even once we had big brains, technology, language and culture,
human ancestors spent a few million years stuck in hunter-gathering,
before something triggered an explosion of cumulative culture in one
sub-species on one part of one continent, Africa, about 200,000 years
ago. I have argued before that this step was enabled by the invention
of exchange and specialisation, which made us capable of “cloud
intelligence” so we could collaboratively build devices too complex for
individual minds to comprehend. Only then did we experience rapid
cultural evolution and innovate to the point where we could start
exploring space.261
Anatomically modern humans emerged in Africa somewhere around 200,000 years
ago during the Middle Paleolithic. Around 60 to 70 thousand years ago our African
forebears began to radiate from the savannahs of Africa to populate the Middle East,
Europe, Asia, and Australia. Modern humans completed their spread across the
world about 20 to 25 thousand years ago by crossing the land bridge then
connecting Asia and North America and eventually spreading down South America.
During this remarkable odyssey, humans encountered and adapted to an incredible
variety of climatic conditions, terrains, flora and fauna, and adapted to nearly all of
them from frozen arctic to parched desert. Since then we’ve added few locations;
primarily Oceania, Antarctica, and a few short visits to the moon. As Boyd and
Richerson point out:
260 There is a great deal of difference in the dates of the various eras and ages which reflect the
different ages of discoveries and the fact that the markers appeared at different times in different
regions of the world. Those given are representative and drawn from a number of sources.
261 See Matt Ridley’s blog, The Rational Optimist, http://www.rationaloptimist.com/blog/the-greatfilter.aspx (HT Don Boudreaux)
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“The human species occupies a wider range of habitats, uses a much
greater range of resources, and lives in more diverse social systems
than any other animal species. We constitute a veritable adaptive
radiation, albeit one without any true speciation. For better or worse,
our ability to convert matter and energy into people in almost every
terrestrial habitat has made us the Earth's dominant species.”262
The transition from the Middle to Upper Paleolithic is often called the Upper
Paleolithic Revolution. During that period humans began long distance trading in
raw materials and precious items, inhabited northern climes, migrated to the
Americas, and navigated coastal waters. Population, social organization, and the
capacity to live productively together increased significantly. Humans developed the
ability to establish fairly large egalitarian groups of up to about 150 people.
How did these modern human behaviors emerge? When we were in school the
Eurocentric view was that modern behaviors evolved rather suddenly when
humans arrived in Europe about 50,000 years ago. Recent
research by Alison Brooks and others indicates that many
modern human behaviors or their antecedents, including
trade, emerged first in Africa and reflected an incremental
evolutionary process. The majority of anthropologists now
agree that modern behaviors evolved gradually starting in the Middle Paleolithic but
that the rate of change accelerated following the migration out of Africa.
Modern humans, the variety called Cro-Magnon,263 arrived in Europe around 40,000
years ago and over a period of 10,000 years or so displaced the indigenous
Neanderthals. Relations between the Cro-Magnon and Neanderthal were not always
antagonistic. DNA analysis indicates that they often exchanged genes (i.e. had sex)
and that non-Africans can trace between 1.5 and 2.1 percent of their DNA to
Neanderthals. Our forebears were a promiscuous lot and exchanged DNA also with
Denisovan people, an ancient branch of the human family.264 The Cro-Magnon
people’s social and economic achievements were accompanied by artistic
expression including the application of body decorations and creation of beautiful,
evocative paintings such as those in the Lascaux Cave in France. The Upper
Paleolithic also saw significant increases in economic activity among humans and
Robert Boyd, Peter J. Richerson, “Culture and the Evolution of Human Evolution,”
Philosophical Transactions: Biological Sciences, Vol. 364, No. 1533, The Evolution of Society (Nov. 12, 2009), pp.
3281-3288, p.3282.
263 The term “Cro-Magnon” is considered outdated by specialists but we think most readers are more familiar
with it than the currently preferred “European Early Modern Man” or EEMM which we find pedantic and
unromantic.
264See Ewan Birney and Jonathan K. Pritchard, “Archaic Humans: Four Makes a Party,” Nature, Dec. 18, 2013,
https://docs.google.com/file/d/0B-5-JeCa2Z7hdktaOVN4eUNZQlE/edit?pli=1. A more accessible overview and
the article that alerted us to the research is at Stephanie Dutchen, “Old DNA, New Revelations: High-quality
Neanderthal genome exposes ancient human interbreeding,” December 19, 2013, Harvard Medical School,
http://hms.harvard.edu/news/old-dna-new-revelations-12-1913?utm_source=SilverpopMailing&utm_medium=email&utm_campaign=12.23.daily.a%20(1)
262
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set the stage for the agrarian revolution that occurred in the Neolithic. Sometime
during the late Paleolithic Era man became the first domesticated animal.265
The earliest examples of exchange and division of labor appear, not surprisingly,
within families and were defined largely, but not exclusively, by sex and age. Getting
beyond that point was a very difficult evolutionary process. The emergence of
extensive non-kin truck, barter, and exchange, is a fairly recent event in human
history, occurring probably in the Upper Paleolithic.266 The problem is that genebased, sustained, non-kin cooperation is very unlikely in a primate society or any
society for that matter.
How did these dramatic changes in language, cooperation, and social organization
come about? Adam Smith imagined a process of specialization and exchange taking
place in a tribe of hunters or shepherds in which one man makes bows and arrows
with more “readiness and dexterity” than others and frequently exchanges them for
cattle or venison. Eventually the bow maker finds himself able to acquire more
cattle or venison by supplying bows and arrows than by going into the field and he
becomes a sort of armourer for the tribe. Another man excels at making the tribe’s
huts and moveable houses and becomes a sort of house carpenter. A third becomes
a smith, a fourth a tanner, and so on until each man applies himself to a particular
occupation.267 Smith’s just-so story is probably broadly representative of the
process but we likely began trading and specializing long before we learned to
domesticate cattle.268 Smith’s scenario of course supposed the existence of language
and some sort of moral code to guide and enforce exchange. How those human
faculties emerged is one of the most difficult puzzles in evolutionary science.
Man is the only primate who has developed both complex language and created
contractual systems to support sustained cooperation and exchange outside of close
kin groups.269 The concept of a contract, a framework in which the responsibilities
and commitments of the parties is clear and enforceable by application of shared
values or through specialized enforcers is necessary for large scale cooperation
especially among unrelated or even unfamiliar people. The concept of a contract is
essential also to the institution of private property.
265 We owe the felicitous insight and phrase that “man is the oldest domesticated animal” to Chester G. Starr,
whose A History of the Ancient World, 4th edition, 1991, Oxford University Press, contains the phrase on page 9.
266 See Ofer Bar-Yosef, “The Upper Paleolithic Revolution,” Annual Review of Anthropology, Vol. 31, (2002), pp.
363-393 for an excellent overview of the transition to the Late Stone Age. Bar-Yosef notes on page 356 that, “not
the least of the human achievements of the Upper Paleolithic were the long-distance exchanges of raw materials
and precious items…”
267 Adam Smith, Wealth of Nations, free Kindle edition, p.13 of 570
268 The bow dates back to about 62,000 BCE (http://en.wikipedia.org/wiki/Bow_and_arrow), the domestication
of cattle to perhaps 10,500 years ago (http://en.wikipedia.org/wiki/Cattle).
269 A contract is an implicit or explicit agreement in which the responsibilities and commitments of the parties
are clear and enforceable either by application of shared values or through enforcers. Contracts are necessary
for large-scale cooperation especially among unrelated or even unfamiliar people. Cooperation without
enforcement is vulnerable to opportunistic behavior. In game theoretic settings, pure cooperators may do well
for a while but are usually wiped out by defectors who exploit their cooperative behavior. This is why tit-for-tat
and variations of it that involve degrees of cooperation, forgiveness, and defection are superior strategies and
have been used to examine stable social arrangements.
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The Emergence of Cooperation and Economic Behavior
From the very beginning of the science, economists have been interested in the
fundamental bases of human behavior and especially those that make man an
economic animal. Adam Smith pondered whence the human propensity to truck,
barter, and exchange arose and thought it unlikely to have been an original principle
of human nature but instead likely the “necessary consequence of the facilities of
speech and reason.”
It might seem odd to look at the deep origins of human behavior in a book about
economics but the validity of a social science is determined by its consistency with
the fundamentals of human behavior. As economists we make a number of
assumptions about the people’s rational behavior and motivation. It is important to
know whether the behaviors modeled by economists are consistent with those
human characteristics that evolved over millennia of evolutionary adaptive
behavior. It is satisfying to know that in fact economic behavior as modeled is the
product of evolutionary pressures. We may not be Homo economicus as so many
critics such as E. O. Wilson falsely accuse us of taking literally, but we are uniquely
economic creatures. We have built on the foundations of cooperation to create
complex and sophisticated trading systems that facilitate and leverage an extreme
division of labor.
Some biologists and economists recognize that our social order and extensive
cooperation among non-kin are unique among animals but universal and
fundamental among human societies. Ernst Fehr and Urs Fischbacher, experimental
economists at the Institute for Empirical Research in Economics at the University of
Zurich, declare:
“Human societies represent a huge anomaly in the animal world. They
are based on a detailed division of labour and cooperation between
genetically unrelated individuals in large groups. This is obviously
true for modern societies with their large organizations and nation
states, but it also holds for hunter-gatherers, who typically have dense
networks of exchange relations and practise sophisticated forms of
food-sharing, cooperative hunting, and collective warfare.”270
But division of labor and cooperation are not uniquely human traits. Many bacteria,
invertebrates, and fellow vertebrates engage in cooperative behavior. The body of a
human (or any animal) is a collection of cooperating cells. Perhaps the most
impressive cases of working with unrelated individuals are the cases of interspecies cooperation, most famously between the intrepid cleaner fish and its much
larger, carnivorous clients. Nor is division of labor a monopoly of humans. Ants,
termites, and bees do it.

270

Ernst Fehr, Urs Fishbacher, “The Nature of Human Altruism,” Nature, Vol. 425, 23 October 2003, pp. 785-791

122

Copyright 2015 Bob Wayland and Jim Mulcahy
Cooperation can be an effective evolutionary strategy if the risk adjusted return on
the effort involved in transacting with other creatures is greater than the gain from
solo effort. This means that the cooperative strategies have to be resistant to
defection. Cooperation and altruism are closely linked in the biological and
economic literature. In biology and some experimental economics altruism is
defined very differently than its everyday meaning as a selfless act.
Until relatively recently nearly every instance of biological and economic altruism
was explained in terms of a return on investment or expenditure by one organism
on behalf of another. Even apparently selfless acts of charity may be related to the
giver’s expected rewards in terms of status and reputation. Experiments have
shown that people are more charitable when their identity is known rather than
remaining anonymous. As Robert L. Trivers, a leading evolutionary biologist, noted
in his own important contribution to the theory of cooperative behavior, “Models
that attempt to explain altruistic behavior in terms of natural selection are models
designed to take the altruism out of altruism.”271 Indeed, only if such a return were
probable and realized would so-called altruistic behavior be favored by natural
selection. Unfortunately, Trivers furthered the confusion by naming the
phenomenon he was explaining reciprocal altruism rather than cooperation or
enlightened self-interest. In most human cases it would be clearer to refer to
enlightened self-interest.
There are several models of altruism and cooperation. Inclusive fitness, often called
kin selection, was proposed by the great British evolutionary biologist W. D.
Hamilton who hypothesized that natural selection would favor cooperation among
related individuals. Hamilton’s insight was that from a gene’s perspective it is
immaterial which organism carrying a copy of it survived or reproduced so long as
the gene’s probability of being reproduced increased. Therefore it is important to
include both the direct gene-induced behavior’s effect on the fitness of the organism
and the indirect effect on the carriers of that same gene.
It would be an effective evolutionary strategy to invest energy and exposure to risk
on behalf or close relatives if the increased probability of the gene’s survival
outweighed the cost to the organism. The basic kin selection rule was anticipated by
another British evolutionary biologist, WWI hero, and WWII traitor, J.B.S. Haldane
(1892-1964), who famously responded to a question of whether he would sacrifice
himself to save a brother, “No but I would for two brothers and eight nephews.”272
The probability of siblings sharing a gene is .5, that of cousins only .125 so Haldane’s
271 Robert L. Trivers, 1971, “The Evolution of Reciprocal Altruism,” The Quarterly Review of Biology, Vol. 46, No. 1
(Mar., 1971), pp. 35-57
272 Haldane’s comment is rendered in various places and in various forms; this version is from the Wikiquotes
entry citing Mathematical Models of Social Evolution: A Guide for the Perplexed (2007) by Richard McElreath and
Robert Boyd, p. 82. In some versions the string of equivalent genetic content is stated as “two brothers, four
nephews, and eight cousins.” Haldane’s unusual life, notable scientific contributions, and his WWII treason on
behalf of the Soviet Union are outlined in several places, for example, the excerpt
http://the10000yearexplosion.com/jbs-haldanes/
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example is a reasonable estimate for an altruistic behavior of modest danger to the
actor.
The most obvious example of inclusive fitness is parental care of their young. The
parent expends energy and is sometimes exposed to risk in defense of its children
but the indirect benefits in terms of enhanced reproductive success of multiple
offspring each of whom shares 50% of its genes with each parent compensates for
the direct loss of fitness. Inclusive fitness is not necessarily limited to interactions
among kin; frequent and productive interactions among non-kin may give rise to
reciprocal altruism and behaviors that promote the propagation of both organisms’
genes.273
Richard Dawkins, another eminent British evolutionary biologist, popularized the
concept of inclusive fitness in his very successful and influential 1976 book, The
Selfish Gene. What we may interpret as altruistic behavior among organisms is
usually selfish or self-interested behavior on the part of genes. As Dawkins
explained, the body is simply the vessel in which genes reside and express
instructions for traits that may or may not contribute to evolutionary fitness, e.g.
survival and reproductive success in a competitive world. A gene that expresses
some trait that promotes fitness and successful reproduction into the next
generation advances its own survival. There is no room for a gene whose
instructions support the selection and survival of other, rival genes. A gene that
doesn’t contribute to the fitness of its hosts may cease to be included in the next
edition of the species. We are all, or our genes are all, in a contest with one another
to replicate successfully and yet we observe that many creatures, including humans,
do cooperate to some extent. Dawkins explained this paradox by showing that in
some cases, cooperation was a stable evolutionary strategy and served the selfish
interests of our genes. In kin selection, for example, an organism that expended
effort on behalf of kin, those bearing a high proportion of the same genes, was acting
on behalf of those genes’ efforts to replicate themselves further.
Many social, or as Aristotle put it - “garrulous” - animals signal each other even at
some cost and risk to their life. Examples of inclusive fitness include the willingness
of bees to sacrifice themselves to defend their genetically identical sisters in the hive.
Vervet monkeys are known to many tourists as the clever, cocktail-swiping, tipsy
creatures that amuse and infuriate drinkers on St. Kitts.274 In their native African
habitat sober vervet monkeys sound predator-specific alarms (words or
expressions?) to warn their troop, barking for a jaguar, coughing for an eagle, and
chuttering for a snake even though doing so calls attention to and exposes them to

273 West et al., 2011. “Sixteen Common Misconceptions about the Evolution of Cooperation in Humans,”
Evolution and Social Behaviour, 32 (2011) 231-262

274 The vervet monkeys apparently came to the Caribbean when slaves were imported to work the
sugar plantations and acquired their taste for alcohol by eating fermenting sugar cane. They have
been much studied for clues to human alcoholism. A humorous BBC documentary is at:
http://www.youtube.com/watch?v=pSm7BcQHWXk
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greater danger.275 This sort of “speech” apparently has survival value over the
“every
-monkey-for-himself” behavioral model and must have been selected for over time.
Presumably, the increased survival benefit comes from reciprocity on the part of
other monkeys in the troop, many of whom are close relatives.
To be an effective evolutionary strategy the warning behavior must
involve both reciprocal altruism and the ability to identify and punish
slackers. The disposition to warn others may be selected for if it
provides some net survival and reproductive benefit greater than its
cost in terms of energy and increased risk. That benefit arises from
reciprocity on the part of other monkeys. If only one noble monkey or
chimp sounds the alarm for the benefit of the troop it’s likely to call
attention to itself and lead to a shorter life. Of course, cheaters who benefit from the
alarms of others but don’t expose themselves to the danger of sounding the alarm
would gain an advantage unless the group was able to identify and punish them.
Both the disposition to warn and to punish must be present for the behavior to
evolve and take hold.
In some cases both kin selection and reciprocal altruism may be involved in a
behavior. Vampire bats have been observed to share blood with
roost mates who return empty to the bat cave. Vampire bats almost
certainly will die if they go two nights without blood. The species
has evolved a sort of blood buddy system in which donor bats
apparently expect reciprocity when roles are reversed and will
generally only regurgitate for bats they know or to whom they are related. In most
cases it appears that the regurgitating takes place over time between an established
pair of bats who are often but not always relatives. The donor bats calibrate their
contributions economically, providing the recipient about 12 hours worth of food
out of an average intake of about 30 hours worth of sustenance. This ensures that
the recipient has a decent chance at another meal at a cost that the donor can
afford.276 It is essential that the bats be able to identify with a high degree of
accuracy the putative recipients in order to discourage or punish cheaters.277
Group and Cultural Selection and Markets

Interestingly, vervet monkeys are born with the capacity to respond to alarms and to form distinctive, threatspecific alarms but have to learn through experience which signal corresponds to which predator. See for
example, Candace Alcorta, Richard Sasis, “Signals and Rituals of Humans and Animals,” University of Connecticut,
undated manuscript on-line at
http://www.anth.uconn.edu/faculty/sosis/publications/Alcorta_Sosis,_Signals_and_rituals_of_humans_and_ani
mals.pdf
276 Gerald S. Wilkinson, 1990, “Food Sharing in Vampire Bats,” Scientific American, Feb 1990, pp.76-82.
277 An accessible overview of the evolutionary biology of kin selection, group selection, and reciprocal altruism is
available on-line at: http://plato.stanford.edu/entries/altruism-biological/
275
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Microeconomics or price theory examines the interaction and cooperation of
individuals operating in their own self-interest. For the most part, microeconomic
competition is analogous to the selfish gene’s struggle. Self-interested individual
actions typically produce beneficial group outcomes, though that is not their intent
or design. But the cooperation that emerges is subject to free riders and defectors.
As Locke realized, the protection of life and property could be conducted at the
individual, collective or “state” level. The method selected is primarily an economic
problem of balancing the costs and benefits of protection efforts and expenditures.
Groups cooperate internally and may vie with one another externally. Until recently
group selection was rejected or questioned by many top biologists but that is
changing with the recognition that group selection may operate and be effective
under some, albeit difficult, conditions. Groups that foster cooperative behavior
tend to outcompete groups with a greater proportion of defectors but are
themselves subject to defectors and must develop defenses against defectors.
Selection favors groups (or their cultures) that are more “fit” or better able to
cooperate to defend their property, better able to transmit their collective values,
knowledge and experience, etc. Mechanisms for such transmission include language,
culture, even myths.
In economics, the group selection dimension is examined generally under the rubric
of institutional economics. The early institutional school of economics is closely
associated with Thorstein Veblen (1827-1929)278, John R. Commons (1862-1945)279,
Wesley Mitchell (1874-1948) and others who sought to understand better the
complex psychological and evolutionary forces shaping markets and institutions.
Most early institutional economists did not so much reject entirely the classical
Smithian and post-Marshallian neoclassical emphasis on rational, self-interested
behavior as argue that markets and society were much more complicated.
The new institutional economics and its cousin behavioral economics are more of a
synthesis of neoclassical and institutional frameworks. For example, Ronald Coase
and Oliver Williamson adopted the notion of the transaction from Commons and
explored the consequences for the emergence and organization of firms. Efforts to
re-establish the evolutionary and Darwinian nature of economics were re-ignited by
Armen Alchian’s classic 1950’s article280 that reframed the neoclassical assumption
of perfect foresight, examined firms’ efforts to adapt to the environment and the
ultimate selection or adoption by that environment. Alchian argued that the
economic counterparts of genetic heredity, mutations, and natural selection are
imitation, innovation, and positive profits.

Thorstein Veblen, 1898, "Why is Economics Not an Evolutionary Science", The Quarterly Journal of Economics,
John R. Commons, 1931, "Institutional Economics" American Economic Review, vol. 21 (December 1931),
pp. 648–657.
280 Armen A. Alchian, 1950, “Uncertainty, Evolution, and Economic Theory,” Journal of Political Economy, Vol. 58,
No. 3 (June 1950), pp. 211-221.
278
279
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Some element of group or cultural evolution that provided a supportive
environment for cooperation seems necessary for extensive cooperation and trade
to emerge. Cooperative behavior cannot withstand defectors without some form of
punishment for the non-cooperating actors. In cases where individual cooperators
are unwilling or unable to punish defectors (what game theorists call secondary
defection) some form of enforcement specialists are necessary to prevent the
defectors running riot. Of course for individuals to accept enforcement specialists
calls for a community and a rule of law defining accepted behavior. Locke noted
that men shared an interest in cooperatively punishing criminals, going so far as
state, “Government has no other end but the preservation of property.” At some
point, the benefits of submitting to the rule of law outweigh the costs of
surrendering absolute individual freedom and a state or proto-state emerges.
Another way of saying this is that at some point cooperation with members of the
community is more effective in gaining a reproductive advantage than is defection
or beggaring thy neighbors.281
Kin selection and reciprocal altruism explain much observed cooperation but have a
fairly limited effective radius since each step away from an individual cuts in half the
proportion of genetic relationship. But humans, and likely only humans, have
evolved a broader sort of social cooperation that governs a much wider radius of
people. We are able to contract with and establish relationships of varying scopes
and lengths with people we are neither related to nor deal with repeatedly. One of
the most remarkable features of a market is the anonymity of transactions. We may
know personally a few craftsmen or retailers but the bulk of our transactions are
conducted with strangers and involve goods produced by unknown workers.
Standards for behavior, morality, and contractual relations are fundamental to
trading and other economic behaviors. Contractual or cooperative relationships
among unrelated individuals require some sort of moral framework. The parties
need to be fairly certain that the contract will be honored and this requires some
sort of shared, group-wide moral regulation. One of the great evolutionary puzzles is
how such group wide social structures could evolve. Darwinian evolutionary theory
simply does not allow for the evolution of group characteristics at the expense of the
individual. The emergence of group-level cooperation as a consequence of genelevel selfishness is one of the great scientific puzzles and its explanation one of the
281 “Beggar thy neighbor” is a quasi-technical economic term sometimes used to describe trade policies of
countries seeking advantage at the expense of their trading partners. Both would benefit from cooperative trade
but a defector senses at least a short-term advantage through a subsidy to native producers or barriers to
foreign goods. This of course can lead to retaliation and a downward spiral in exchange between countries. More
recently the term has been used to describe monetary policies that might result in currency distortions. U.S. Fed
Chairman Ben Bernanke has had to defend his quantitative easing program, declaring it, “enhance thy neighbor”
http://articles.marketwatch.com/2013-03-25/economy/37999884_1_monetary-policy-chairman-benbernanke-structural-policies. Individuals can pursue similar policies by defecting from rules intended to manage
common resources such as fisheries, grazing lands etc. or other “tragedies of the commons.” Usury, or excessive
interest, has long been considered a form of exploitation and still inspires financial regulators to impede the free
market in debt. A recent book by Charles R. Geisst, Ambassador Charles A. Gargano Professor of Finance at
Manhattan College, Beggar Thy Neighbor: A History of Usury and Debt, 2013, Princeton University Press,
describes society’s efforts to regulate the rate of interest on debt throughout history.
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most important insights of modern science. Paleolithic hunter-gatherer groups of as
many as 150 individuals, many only distantly related if at all, were able to form
stable, egalitarian societies. The emergence of those structures represents the
triumph of cooperation over selfishness and puts the lie to many misconceptions
about the nature of economic behavior.
Many modern scientists agree with Aristotle’s linkage of language to the expression
of the just and unjust and observe that moral frameworks and language appear to
co-evolve. A number of theories and scenarios have been offered to explain the coevolution of language and moral order. One of the most intriguing is that offered by
Chris Knight, a Marxist professor of anthropology and producer of radical street
theater. Knight’s latter vocation got him fired from his professorship at the
University of East London but he has largely kept his science and politics separate.
Knight addressed the causes and puzzles of the development of language and what
he calls the “rule of law” – the acceptance and compliance with group standards of
behavior and morality through contractual relations.
In our opinion the most compelling explanation of the emergence of cooperation is
that offered by Peter J. Richerson and Robert Boyd who hypothesize that humans
evolved the capacity for cultural adaptation which in turn allows for variation
across groups and competition among groups. Social selection then increases the
reproductive fitness of individuals who epitomize the character of successful groups.
Central to their argument is the notion that sometime in the past million years or so
people evolved the capacity to learn from one another. The capacity to learn from
others greatly expands the potential number of strategies and adaptations available
to people and presents the opportunity for cumulative, non-genetic evolution. The
capacity to learn would be particularly helpful in dealing with the rapidly changing
climates of the Middle and Upper Pleistocene. A culture encompasses and
perpetuates immensely more information and knowledge than an individual could
ever create. Richerson and Boyd define a culture in terms of information.
“Culture is information capable of affecting individuals’ behavior that
they can acquire from other members of their species through
teaching, imitation, and other forms of social transmission.”282
We wish Richerson and Boyd had included explicitly markets and trade as
important forms of social transmission because trade is an important transmission
channel for information and technology. Trade is likely one of the main ways that
knowledge spread across groups and accelerated the development of technologies
through the process Matt Ridley calls, “ideas having sex with other ideas.”
Some non-human primates may have a sense of moral standards and fair play.
Morality is usually defined as a set of other-regarding behaviors and is manifest in
282 Peter J. Richerson and Robert Boyd, 2005, Not by Genes Alone: How Culture Transformed Human Evolution,
University of Chicago Press, Chicago, p. 5
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such things as altruism, cooperation, sense of fair play, reciprocity, punishment, etc.
No one of these behaviors is evidence of morality but if they are systematically and
consistently applied in various situations, it is not unreasonable to ascribe a moral
motivation to animal behavior. In a famous experiment, Brosnan and de Waal tested
the reactions of brown capuchin monkeys when one is rewarded with a more
preferred food than is given to another for the same task. The experiment seemed to
show that capuchins believe in equal pay for equal work and protest vigorously if
they receive a lesser reward for equal actions. This study and a fascinating video of
the angry monkey was widely reported and entered the popular imagination as
proving that monkeys have an innate sense of fairness. This research was greeted
with enthusiasm; it seemed to suggest that we had some innate sense of morality, an
aversion to inequity as Brosnan and de Waal put it. We might not after all be the
violent naked ape that can be tamed only by strong institutional forces portrayed by
Robert Ardrey and Thomas Hobbes.
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Chapter 6: To Truck, Batter, and Exchange
The Neanderthals may have been the first victims of free trade. These sturdy, largebrained people arrived in Eurasia about 300,000 to 250,000 years ago and were
adaptable enough to survive several episodes of glacial advance and retreat. They
had the capacity for at least limited speech, tool development and, probably, art.283
Then, about 40,000 years ago, modern man (aka Cro-Magnon in the European sector
of the great movement out of Africa), moved into the neighborhood
and within 10,000 years or so, a fairly short time by evolutionary
standards, the Neanderthals were gone. The Neanderthals were
formidable rivals; they were more powerfully built and might have
had larger brains than did the modern humans.284 It’s evident that
modern humans outcompeted their Neanderthal cousins but the
means by which they did so are not entirely clear and remain one of
the most contentious issues in archaeology. Many possible causes ranging from
climate change, interbreeding with,285 or genocide by the invading modern
humans286 have been offered over the years to explain the disappearance of the
Neanderthals. But they may simply have been done in by their isolationist trade
policies.
Economists Richard D. Horan, Erwin Bulte, and Jason F. Shogren propose an
economic explanation for the triumph of modern humans over Neanderthals.287
Their work suggests that modern humans were more efficient hunters due to
greater division of labor and extensive trading networks which provided them with
283 Archaeologists and anthropologists have begun reconsidering their former consensus that the Neanderthals
had no artistic talents. See for example, http://www.newscientist.com/article/dn21458-first-neanderthal-cavepaintings-discovered-in-spain.html
284 Neanderthal brains, adjusted for their larger body mass, are about the same size as those of modern humans.
285 Extensive interbreeding or “merger” into a single descendent species does not seem to have occurred
although there was significant exchange of genes (i.e. sex) between modern humans and Neanderthals such that
European and Asians can trace about 2.5 percent of their genome to Neanderthal origins. Africans do not appear
to share Neanderthal genes, suggesting that the liaisons occurred in the Middle East portion of the passage out of
Africa. An accessible account of interbreeding is in Nature Magazine’s March 2013 issue:
http://discovermagazine.com/2013/march/14-interbreeding-neanderthals#.UTnxx6X3DiM
The opposing view held by a number of reputable archeologists is advanced in Milford H. Wolpoff, et al., 2004,
“Why Not the Neandertals (sic)?” World Archaeology, Vol. 36, pp527-546. Wolpoff et al. argue that the case for
replacement is not secure and that it understates the degree of gene flow (i.e. sex) between the Neandertal and
Cro-Magnon.
286 Jared M. Diamond, The Third Chimpanzee: The Evolution and Future of the Human Animal, 2006, Harper
Perennial, 432pp. See for example page 364, “The suddenness with which Neanderthals disappeared after CroMagnon arrived hints that genocide had now become efficient.” This seems an unwarranted, sensationalist use
of “genocide” and a factual stretch based on the evidence. In other works Diamond suggests more plausibly that
Neanderthals may have been susceptible to germs introduced by Cro-Magnon.

Horan, R.D., Bulte, E. Shogren, J.F., 2005, “How Trade Saved Humanity from Biological Exclusion:
An Economic Theory of Neanderthal Extinction,” Journal of Economic Behavior and Organization, Vol.
58 pp. 1-29.
287
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technological and cultural advantages over the Neanderthals.288 Assuming that each
group’s reproductive fertility was a function of its per capita meat consumption, the
modern humans’ superior hunting yield from a finite, and perhaps declining, supply
of prey would increase their population growth rate relative to that of the
Neanderthals. As the population of efficient modern human hunters grew and
captured an increased share of the available prey, life would have become
increasingly difficult for the Neanderthals.289 Lower hunting yields would have led
to lower fertility rates and, as the cycle continued, the Neanderthals would
eventually succumb. The Horan, et al. explanation is still a hypothesis and there
were undoubtedly other contributing factors, but there is evidence in support of
their thesis that the modern humans were simply better at harvesting the available
food supply and they were better in large part because they drew on a wider market
for ideas and technology through trade.
The exchange of ideas and access to a larger knowledge base remains one of the
most important benefits of trade. As modern man became better at hunting,
gathering, and surviving, his life span increased appreciably giving rise to the
previously rare positions of grandma and grandpa. Longer lives made cultural
adaptation and evolution easier. Grandparents could not only help raise children but
they served as a repository and conduit for the cumulative know-how of a society.
See http://anthro.palomar.edu/homo2/mod_homo_5.htm for an accessible survey of the middle
and upper Paleolithic advances in modern man’s technology including the atlatl (spear thrower),
bow and arrow, and group hunting techniques.
289 It should be noted that the contest was not only between modern man and Neanderthal man but
also among a number of other predators including wolves, saber tooth tigers, cave bears, and even
ancestors of the modern lion and panther. All of these predators put pressure on the prey animals of
the time, a pressure that was exacerbated by climate changes. Modeling predator-prey dynamics
involves complex inter-related factors including the base prey (usually small herbivores or
insectivores) reproductive or fertility rates which depend on the underlying availability of fauna
providing food and shelter which of course is affected by climate and competing herbivores. Various
predators adopt different hunting strategies tailored to some extent to prey types and exhibiting
various success rates. For example, wolves and cheetahs are chasers; lions and humans are stalkers.
Neanderthals seem to have been heavily dependent upon large mammals while modern man had a
bit more eclectic diet. Each group is affected by the conditions of those it preys on and those that prey
on it. In some cases a relatively stable equilibrium can be achieved between prey reproductive rates
and predator efficiency. As predators adapt and evolve to become successful in one environment
they may sow the seeds of their own destruction if the environment changes quickly. The saber tooth
cats were finely tuned to hunt large prey but at the cost of needing a great deal of food to sustain
their large, powerful bodies. When large mammal prey declined, the cats were unable to downsize
fast enough to subsist on smaller prey. Man is unique in being able to adjust his hunting yield and
hence fertility and longevity through technological advances. But he can also overdo it and eradicate
his prey, causing him to shift targets or strategies (e.g. smaller prey targets, more foraging,
agriculture, and domestication). It is all rather Malthusian in its episodes of growing resources and
successful booms of prosperity, increases in population to the point of diminishing returns, followed
by misery and declining fertility until some phenomena or technology expands or reinvigorates the
food base. The introduction of property rights, markets, and trade has allowed agriculture and
domestication to grow adequate amounts of food and to stimulate technological advances in
productivity. For the most part, famines today are the result of poor social policies regarding
property, markets, and trade.
288
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The Basic Case for Free Trade
Before we can address the arguments advanced against free trade, we need to
outline the case for allowing people to exchange freely their produce with one
another, even across national boundaries. Adam Smith connected the virtues of
domestic and international trade in a clear and commonsense passage:
It is the maxim of every prudent master of a family, never to attempt
to make at home what it will cost him more to make than to buy. The
tailor does not attempt to make his own shoes, but buys them of the
shoemaker. The shoemaker does not attempt to make his own clothes,
but employs a tailor. The farmer attempts to make neither the one nor
the other, but employs these different artificers. All of them find it for
their interest to employ their whole industry in a way in which they
have some advantage over their neighbors, … If a foreign country can
supply us with a commodity cheaper than we ourselves can make it,
better buy it of them with some part of the produce of our own
industry, employed in a way in which we have some advantage.290
Smith was describing what we call today absolute advantage, the notion that we
traded only what we produced more efficiently than did our partner in exchange for
that which he could supply more cheaply than we can. We discuss later how David
Ricardo explained how only relative or comparative advantage was necessary to
support trade. This was a great insight that explains how even less developed or
productive people gain through trade. Pity so few politicians and activists
understand it.
Smith believed that trade or, as he called it, truck, barter, and exchange is a natural
human propensity and that division of labor was an emergent consequence of trade.
The development of mechanisms to facilitate trade was in fact an extraordinary
achievement of human society.
This division of labor, from which so many advantages are derived, is
not originally the effect of any human wisdom, which foresees and
intends the general opulence to which it gives occasion. It is the
necessary, though very slow and gradual, consequence of a certain
propensity in human nature, which has in view no such extensive
utility: the propensity to truck, barter, and exchange one thing for
another.291
Smith viewed foreign trade primarily as a means to enlarge the market and thus
promote greater division of labor that in turn increases productivity and
290

Adam Smith, Wealth of Nations, free Kindle version of 2009 Thrifty Books edition, p. 264 of 570

Adam Smith, Wealth of Nations, Chapter II: Of the Principle Which Gives Occasion to the Division
of Labour, free Kindle version of 2009 Thrifty Books edition, p. 12 of 570
291
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subsequently wealth. He argued against the mercantilist notion that trade should be
managed to increase the importation and accumulation of gold and silver. In some
ways Smith seemed to view foreign trade as a sort of spillover from the domestic
economy.
The importation of gold and silver is not the principal, much less the
sole benefit, which a nation derives from its foreign trade. Between
whatever places foreign trade is carried on, they all of them derive
two distinct benefits from it. It carries out that surplus part of the
produce of their land for which there was no demand among them,
and brings back in return for it something else for which there is
demand. It gives a value to their superfluities, by exchanging them for
something else, which may satisfy a part of their wants and increase
their enjoyments. By opening a more extensive market for whatever
part of the produce of their labour may exceed the home consumption,
it encourages them to improve its productive power, and thereby
increase the real revenue and wealth of the society.292
We appreciate now that international trade need not depend upon a “surplus” of
some good over domestic consumption. In some circumstances a country may both
import and export a good. The aluminum industry illustrates the complexity of trade
patterns and the difficulty of discerning the underlying causes of those patterns. The
U.S. is a second-tier primary aluminum producer, in a league with but with less
capacity than Canada, India, and Russia. Everyone is a second tier producer
compared to China. We have only about 11 percent of the aluminum capacity of
China: 2.9 million metric tones to 25 million metric tons. In 2012 the U.S. imported
for consumption about 4.5 million metric tons and exported 3.6 million metric tons
of aluminum. That year the U. S. produced 3.6 million metric tons of aluminum (2.0
million metric tons of primary production from bauxite and 1.6 million metric tons
of secondary production or recycled aluminum scrap). Adding production to
imports and subtracting exports we get apparent consumption of about 4.5 million
tons. 293 This is only .9 million tons more than we produced; so why did we import
4.5 million tons and export 3.6 million tons to get there?
A large part of the explanation for the apparent aluminum shell game lies in the
data: U.S. aluminum exports include aluminum scrap. Over 40 per cent of U.S.
aluminum exports consisted of scrap sold to China. We are a world-class scrap
producer. In fact, scrap of all kinds including aluminum, ferrous metals, copper,
paper, etc. when taken together are America’s largest export to China. Soybeans are
the number two U.S. export to China, while aircraft and parts are third.294 The top
Adam Smith, The Wealth of Nations, 1776, The Kindle Free Edition, p. 259 of 570
Aluminum output and trade data from
http://minerals.usgs.gov/minerals/pubs/commodity/aluminum/mcs-2013-alumi.pdf
294 S.D Jacobs provides lively trade pattern commentary on the Great Lakes Trade Adjustment
Assistance Center website, scrap data is from: http://www.gltaac.org/US-China-scrap-top-export
292
293

133

Copyright 2015 Bob Wayland and Jim Mulcahy
three goods categories of U.S. imports from China are electronic equipment;
machines, engines, pumps; and furniture, lighting, signs. Good luck finding a simple
explanation for that pattern of trade. While we are making light of the problem of
explaining international goods flows, the non-intuitive patterns reflect the
complexity in economic systems. Despite all of the complexity and uncertainty,
firms undertake to trade across (multiple) borders. It is clearly profitable because it
is done and it is growing. This pattern of trade is an example of the point Hayek
made in his classic article on the uses of information in society; it is not possible for
anyone or small subset of individuals to have sufficient knowledge to manage the
economy. Millions of individuals doing their own thing, though, are able to bring
order to what seems to be an impossible task. Satisfying billions of customers’
preferences through millions of supplier capabilities is one of the remarkable
achievements of a market price system.
One of Smith’s greatest insights was that, “The division of labor is limited by the
extent of the market.”295 Smith illustrated this phenomenon in his famous story of
pin makers who were able to increase by orders of magnitude their combined
productivity by specializing in particular functions. 296 The pin makers could justify
their specialization and output only to serve a large market. Similarly, the CroMagnon, with their larger groups and greater trade, practiced a greater division of
labor than did their Neanderthal cousins.
Necessity is not the mother of invention, at least not commercial invention.
Opportunity costs and utility play a major role. Technological development
increases also with larger markets and greater division of labor. As Smith noted in
enumerating the virtues of specialization:
“… everybody must be sensible how much labour is facilitated and
abridged by the application of machinery. It is unnecessary to give an
example. I shall only observe therefore, that the invention of all of
those machines by which labour is so much facilitated and abridged,
seems to have been originally owing to the division of labour. Men are
much more likely to discover easier and readier methods of attaining
any object, when the whole attention of their minds is directed toward
that single object.”297
Smith tells the charming story of how the early regulation of the steam engine’s
boiler and cylinder was performed manually by boys employed for that task. One of
those boys, who valued playing with his fellows, observed that tying a string from
295 Adam Smith, Wealth of Nations, Chapter II, “Of the Principle Which Gives Occasion to the Division
of Labour,” p. 12 of 570
296 Smith estimated that the 10 pin makers working cooperatively could produce somewhere around
48,000 pins a day whereas working alone “could not each of them have made twenty, perhaps not a
one pin in a day.” (Wealth of Nations, Kindle edition, p. 7 of 570)
297 Smith, op cit., p. 10 of 570

134

Copyright 2015 Bob Wayland and Jim Mulcahy
the handle of a valve to another part of the machine would cause the valve to
operate automatically and free him to play with his friends.
“One of the greatest improvements that has been made upon this
machine, since it was first invented, was in this manner the discovery
of a boy who wanted to save his own labour.”298
Comparative Advantage: the Economics of Relativity
Most people think intuitively of trade in terms of absolute advantage and are
naturally concerned for the people who, for whatever reason, have no absolute
advantage in any field. But a delightful property of free trade is that it allows even
the absolutely inefficient to exchange their produce with others and to therefore
increase choice and achieve a better allocation of a society’s resources. This is the
insight of the theory of comparative advantage which goes far beyond absolute
advantage that trade increases welfare even if you are not the best at any particular
endeavor.
Not everything that we buy abroad costs less than it would to make at home. Yet we
are better off to focus on what we do relatively better and to buy that which we do
relatively less well from others. This is a hard idea to get your mind around; most
politicians have never succeeded, and many have never even tried. When we were in
graduate school, comparative advantage was illustrated often with the story of Billy
Rose (1899-1966), a now much-forgotten impresario and songwriter. Rose was one
of the fastest stenographers and typists of his day and yet he hired a secretary to
perform those tasks for him. The explanation lies in the opportunity cost of his time;
he could make much more money employing his entertainment and song writing
skills while paying a secretary to handle correspondence. The phenomenon of
comparative advantage, while present in all markets, was appreciated first in
international trade.
The English economist David Ricardo (1772-1823) articulated the concept of
comparative advantage in his 1817 classic On the Principles of Political Economy and
Taxation. Comparative advantage remains the basic principle of modern trade
theory although there are competing notions of how it comes about. Ricardo’s
formulation explains why countries tend to concentrate in the production of certain
goods and why (counter intuitively to many people and almost all politicians and
social activists) they need not enjoy an absolute advantage in any good in order to
engage profitably in trade. Ricardo's insight is the basis of opportunity cost and one
of the most important in the history of economics. He illustrated how countries

298

Smith, op cit., p. 10 of 570
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could trade and improve upon their domestic opportunities using his famous
example of wine and cloth exchanged by Portugal and England.299
The quantity of wine which she [Portugal] shall give in exchange for
the cloth of England, is not determined by the respective quantities of
labour devoted to the production of each, as it would be, if both
commodities were manufactured in England, or both in Portugal
England may be so circumstanced, that to produce the cloth may
require the labour of 100 men for one year; and if she attempted to
make the wine, it might require the labour of 120 men for the same
time. England would therefore find it her interest to import wine, and
to purchase it by the exportation of cloth
To produce the wine in Portugal, might require only the labour of 80
men for one year, and to produce the cloth in the same country, might
require the labour of 90 men for the same time. It would therefore be
advantageous for her to export wine in exchange for cloth. This
exchange might even take place, notwithstanding that the commodity
imported by Portugal could be produced there with less labour than
in England. Though she could make the cloth with the labour of 90
men, she would import it from a country where it required the labour
of 100 men to produce it, because it would be advantageous to her
rather to employ her capital in the production of wine, for which she
would obtain more cloth from England, than she could produce by
diverting a portion of her capital from the cultivation of vines to the
manufacture of cloth.300
If a country or individual produces only two goods, the relative domestic prices can
be expressed as the ratio of their domestic costs. Thus, using Ricardo’s example,
Portugal’s cost of wine relative to cloth, expressed in man-years, is 80/90 and
England’s is 120/100. We can reduce the fractions and derive the per-unit relative
costs. Since 8/9 < 6/5, Portugal has a relative advantage (lower relative cost in
terms of cloth) in wine production. Every unit of Portuguese wine has a domestic
We used to think Ricardo’s choice of products odd. Who would or could grow wine in soggy old
England? It turns out that the Romans introduced winemaking to the island and it was practiced to
some degree until WWI. It has recently staged a comeback of sorts in England and Wales and
something over 350 vineyards are in operation. The British vintners expect to benefit from climate
change increasing their harvests and diminishing the wine quality in several traditional areas. That
some of those traditional wine regions are in France only adds to the pleasure among the
Francophobic segment of the British public (i.e. most citizens of England, Wales, Scotland, and
Northern Ireland.) http://www.english-wine-producers.co.uk/top-ten-english-wine/english-winerosy-future.html
300 David Ricardo, On the Principles of Political Economy and Taxation, Chapter 7. The book was
originally published in London in 1817. The quote is from the Third Edition (1821) maintained online by the Library of Economics and Liberty and freely available at
http://www.econlib.org/library/Ricardo/ricP2a.html#Ch.7,%20On%20Foreign%20Trade
299
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opportunity cost of 8/9th of a unit of cloth while every unit of English wine has a
domestic opportunity cost of 6/5 units of cloth. But what happens if Portugal and
England decide to trade? Now people in each country can specialize in what they do
relatively better and receive more in return for their efforts. If Portugal specializes
in wine production and trades it for English cloth, it can exchange each unit of its
wine for 6/5 (1.2) units of English cloth which is greater than the 8/9 (.89) units of
cloth it could exchange its wine for domestically. Despite the fact that their
production possibilities curves do not change, their “consumption possibilities
frontier" expands. It is as if they had become more productive and had shifted their
production possibilities curve outward.
Of course the increased output of wine in Portugal and cloth in England will change
the production costs of these commodities depending upon whether those costs are
constant, increasing, or decreasing with respect to volume. In addition, as Smith
noted, the degree of specialization would increase in the traded commodities now
that they served a larger market. Portuguese wine making might benefit by more
finely graduated specialists in the planting, caring, harvesting, and maturing of wine.
The English cloth makers could likely benefit from more division of labor in the
production of cloth from producing the fibers, making thread, weaving, etc.
The final “world” prices will wind up between the pre-trade opportunity costs of the
two countries. If the prices didn't fall within this range each country would continue
to produce and consume only domestic products. Each country, due to the lower
prices it faces from trading, has effectively become more profitable. The profits,
increased consumption possibilities, are due to lower prices, not higher ones! If all
this is true, and the evidence suggests that it is,301 why is free trade so difficult to
achieve politically? The answer, which goes back to our discussion about equity, is
that some people will, at least initially, be harmed. In Ricardo’s example Portuguese
cloth-makers and English winemakers will lose part of their domestic markets.
Unless all of the displaced English winemakers can find employment in the growing
English cloth industry and the displaced Portuguese cloth makers are taken up in
the local wine industry, there will be net job losses in one or both countries.
The benefits to consumers may be spread widely making it difficult for them to
gauge their gains but the displaced owners and workers are keenly aware of their
loss and easily find politicians who feel their pain. The winning producers, especially
if there are many with each enjoying modest gains, will often be incompletely aware
of their potential gains and the costs of identifying and informing many widely
distributed winners will be very high. This creates what economists now call
asymmetric information – a leading cause of nefarious behavior. Those who are hurt
301 See Dan Ben-David and Michael B. Loewy, “Free Trade, Growth, and Convergence,” Journal of Economic
Growth, Vol. 3, No. 2 (Jun., 1998), pp. 143-170 for an excellent overview of the problems of exploring the
linkages between trade, factor price equalization, and per capita income. The model employed in this article
emphasizes the importance of trade in disseminating and stimulating ideas among trading countries. The more
commercial interaction, the more of what Matthew Ridley calls, “ideas having sex” and the greater the rate of
growth, ceteris paribus.
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significantly by trade will feel it keenly and be motivated to inform others of their
distress and are often willing to pay for protection. Politicians will legislate against
free trade when the benefits to them in terms of votes or donations from the
potential losers are greater than the political costs they expect to suffer from
denying gains to the winners.
Almost all pleas for special protection play on the public’s sense of equity and are
justified as job saving. But, as Princeton economist Alan Blinder and many others
have pointed out, those “saved” jobs come at enormous costs, often far higher than
the earnings of the protected workers, and amount to job swapping in favor of the
protected at the expense of other workers.
“…While the estimates differ widely across industries, they are almost always
much larger than the wages of the protected workers. For example, one study
in the early 1990s estimated that U.S. consumers paid $1,285,000 annually
for each job in the luggage industry that was preserved by barriers to
imports, a sum that greatly exceeded the average earnings of a luggage
worker. That same study estimated that restricting foreign imports cost
$199,000 annually for each textile worker’s job that was saved, $1,044,000
for each softwood lumber job saved, and $1,376,000 for every job saved in
the benzenoid chemical industry. Yes, $1,376,000 a year!”302
Convergence or Maybe Not
As Paul Samuelson observed, classical economists took for granted that free
mobility of factors of production (land, labor, capital, etc.) would result in
equalization of their prices.303 Migration from labor-rich Ireland to labor-short
America would, all other things being equal, reduce the U.S. wage rate relative to U.S.
land rents and the prices of goods. Simultaneously, the departure of workers would
increase real wages in Ireland. The question of whether free trade in goods, even
with no movement of factors, would still result in equal payments to factors was not
addressed rigorously in classical trade theory. Classical trade theory was based
largely on a labor theory of value and contained no mechanism for relating the
proportions of factors employed in production of a commodity to its price. In the
Ricardian theory, the value and cost of a good are determined by its labor content.
This labor theory of value is one of the major flaws in classical economic theory, one
that was adopted, with disastrous results, by Karl Marx.304

Alan S. Blinder, “Free Trade,” Library of Economics and Liberty: The Concise Encyclopedia of
Economics. http://www.econlib.org/library/Enc/FreeTrade.html
303 Paul A. Samuelson, 1948, “International Trade and the Equalization of Factor Prices,” The
Economic Journal, June 1948, pp. 163-184.
302

304 Ricardo and Marx both sensed that Adam Smith’s strict labor theory of value was missing something and both
tried to define and measure “embodied labor” or “stored labor” to account for capital. Once you take that
position it is an easy step to declare that capital which embodies the past labor of the workers is appropriated
from them by the capitalist.
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A major milestone in trade theory came with the factor proportions and endowment
theory that argued nations produce those goods that call for the resources and
factors with which they are best endowed. Paul Samuelson credited the concept
largely to Bertil Ohlin (1899-1979) whose “weighty” 1933 work, Interregional and
International Trade, brought the idea to the attention of English speaking
economists.305 Ohlin maintained that the essential idea and inspiration for his
approach had been pioneered in a 1919 Swedish language article, “The Influence of
Foreign Trade on the Distribution of Income,” by his teacher, Eli Heckscher (18791952) and so economists refer to it as Heckscher-Ohlin theory.306
Eli Heckscher was an economic historian who taught Bertil Ohlin at the Stockholm
School of Economics. Heckscher was a very prolific scholar whose theoretical
insights were informed by a very deep study of economic history particularly that of
economic policy and trade. It is interesting that Heckscher, who is credited with
inspiring the theory of comparative advantage to explain the conditions and
consequences of free trade, was an important scholar of mercantilism. His twovolume work, Mercantilism, remains a major reference on that period.307 Heckscher
was one of the few modern economists to sympathize with the problems faced by
the mercantilist theorists and practitioners such as Jean-Baptiste Colbert (16191683) who served as Controller-General of Finances from 1666 to 1683 under King
Louis XIV. Colbert implemented a rigid industrial and guild policy that regulated the
quantity and quality of nearly every important product. Heckscher closes an article
on the many interpretations of mercantilism with an insight about the evolutionary
nature of economic thinking and practice.
Like all other historical realities, it [mercantilism] drew largely upon ideas
and external realities surviving from previous ages, and in its turn influenced
later developments. Mercantilism is simply a convenient term for
summarising a phase of economic policy and economic ideas. 308
Heckscher agreed with the German economist Gustav Schmoller (1838 – 1917) who
contended that mercantilism was an important means to create and unify the state.
Viewed in this way, the efforts of Colbert and his contemporaries may be judged
more sympathetically.
“Only he who thus conceives of mercantilism will understand it; in its
innermost kernel it is nothing but state making – not state making in a
narrow sense, but state making and national-economy making at the
same time; state making in the modern sense, which creates out of the
305 Paul A. Samuelson, “International Trade and the Equalisation of Factor Prices,” The Economic Journal, Vol. 58,
No. 230 (June 1948), pp. 163-184.
306 Bertil Ohlin – “Biographical", Nobelprize.org. Nobel Media AB 2013, Web, 14 Aug 2013.

http://www.nobelprize.org/nobel_prizes/economic-sciences/laureates/1977/ohlin-bio.html
307

Eli Heckscher, Mercantilism, George Allan and Unwin, Ltd., London, 1935. English spelling as in original.

Heckscher, Eli, 1936, “Revision in Economic History: V. Mercantilism,” The Economic History
Review, Nov 1936, pp. 33-54.
308
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political community an economic community, and so gives it a
heightened meaning. The essence of the system lies not in some
doctrine of money, or of the balance of trade; not in tariff barriers,
protective duties, or navigation laws; but in something far greater: namely, in the total transformation of society and its organisation, as
well as of the state and its institutions, in the replacing of a local and
territorial economic policy by that of the national state.”309
As Heckscher reminds us, the mercantilists had to contend with a crazy quilt of
market structures and commercial policies. The town was at the center of the
medieval economy. Each town had its own commercial rules, trade policies, and
guilds. If a modern national state were to be created it would have to unify the
independent municipalities. It was in England that the medieval town system was
most thoroughly dismantled and this may go some way to explain the emergence of
the Industrial Revolution there before other European nations. The unification of
the British economy by the mercantilists made it easier to contemplate the free
markets championed by Adam Smith and his followers.
Ohlin succeeded Heckscher as professor of economics at the Stockholm School of
Economics and served as leader of the Liberal People’s Party, the major opposition
political party in Sweden, for nearly a quarter century. Ohlin shared the 1977 Nobel
Memorial Prize with James Meade. Ohlin was very fond of recounting how Gustav
Cassel had encouraged him to send a version of his work to Francis Ysidro
Edgeworth, co-editor with John Maynard Keynes of The Economic Journal. Keynes
returned the manuscript with a note, ”This amounts to nothing and should be

refused. J.M. Keynes." Ohlin cherished the note the rest of his life.
The Heckscher-Ohlin model seeks to explain comparative advantage and trade
between countries in terms of their relative factor endowments – usually denoted
capital and labor. In capital-rich countries capital is abundant and will tend to cost
less than in those countries where it is relatively scarce. Similarly, labor-rich
countries will tend to have lower wage costs.
The principle finding is that in a Heckscher-Ohlin world in which two countries have
the same technology but different endowments of capital and labor the relatively
capital-rich country will export capital-intensive goods and import labor-intensive

309 The paragraph quoted is from Gustav Schmoller, “The Mercantile System and its Historical Significance,”
English edition 1897 that is a chapter from Studien die wirthschaftliche Politik Friedrichs des Grossen, published
in German in 1884. This version is accessible at
http://socserv2.socsci.mcmaster.ca/~econ/ugcm/3ll3/schmoller/mercant. Schmoller exercised tremendous
influence over the German school of historical economics, a largely extinct inductive approach to the discipline
in contrast to the deductive classical and neoclassical approaches. He also coined the term “Austrian” school of
economics, which he intended as a pejorative. Regrettably, late in his life he revealed an anti-Semitic disposition
that diminished greatly his stature.
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goods from the relatively labor-rich country.310 Unfortunately this prediction is
extremely difficult to confirm empirically and there are many apparently
contradictory cases. The Leontief Paradox refers to the discovery by economist
Wassily Leontief that the U.S., the most capital-rich of countries, exported a great
deal of labor-intensive goods and imported many capital-intensive goods. This was a
major blow to the theory and led to new work on explaining trade flows. The H-O
theory can be salvaged in some cases by recognizing that capital is embodied in
different degrees within different commodities and thus the U.S. labour intensive
exports reflect highly trained workers supported by significant physical capital.
The Stolper-Samuelson Theorem originated in a 1941 article by Wolfgang Stolper
(1912-2002) and Paul Samuelson. It is an important extension of the H-O model that
allows us consider the distributional effects of trade policy.311 A distributional effect
is the term economists use to describe a change in the distribution of income
between Peter and Paul due to a change in the market. The S-S model extends the HO model by incorporating a link between the prices of goods and the returns to the
factors used in their production.312 This enables us to trace out the implications for
wages and returns on capital of a price increase in one sector of a two-sector
economy with full employment.313
We can illustrate the Stolper-Samuelson Theorem by building on Ricardo’s example
and observing that wine producing is labor-intensive and cloth making is capital
intensive. According to the basic H-O model, England, which has relatively more
capital, produces and exports cloth while capital-poor but relatively labor-rich
Portugal produces and exports wine. The remaining cloth making industry in
Portugal and the struggling English winemakers are called import-competing
sectors.314 These two groups suffer from the introduction of free trade and are likely
to pursue political remedies.
The English winemakers petition Parliament for relief from the onslaught of cheap
Portuguese wine and, after suitable cash transfers in the form of civic-minded
support for the political process take place, England imposes a tariff on wine. This of
course raises the price of Portuguese wine in England and leads to expansion of the
310 When economists describe a country as capital-rich they generally mean that the ratio of capital to labor is
relatively high. Similarly, labor-rich countries have low ratios of capital to labor. It is the relative proportions
rather than the absolute amounts that matter.
311 Wolfgang F. Stolper and Paul A. Samuelson, 1941, “Protection and Real Wages,” The Review of Economic
Studies, Vol. 9, No. 1 (Nov., 1941), pp. 58-73

In a competitive market with factor mobility, the value marginal product, the incremental value of
output of an additional unit of the factor, say labor or capital, becomes equal across all goods. The
marginal value product determines the return (wage) to a factor in a competitive market. Intuitively,
if an increment of labor produced more value in wine making than in clothing, labor would move to
the latter until the marginal value products were equalized.
312

313 The model can be extended to multiple sectors, factors, and countries but we are interested here only in the
basic results that are fairly robust to the extensions.

There have to be “remaining” industries in the countries, because the SS model works only when
there is not complete specialization.
314
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local industry. If England has full employment and a flexible labor market,315 the
tariff-stimulated expansion of its wine industry can come only through the
contraction of its capital-intensive and exporting cloth industry. The world now has
more English wine but less English cloth. Expansion of the labor-intensive wine
industry and contraction of the capital-intensive cloth industry raises the demand
for labor relative to capital and leads to a rise in English wages. The English cloth
industry now faces increased labor costs but the price of its cloth, which we assume
is sold into competitive markets, remains the same. A stable price combined with
higher labor cost reduces the return on capital invested in cloth making. The now
better-paid English winemaking workers must, of course, pay more for their wine
like everyone else but they pay the same for their cloth so their real wages increase.
The tariff reduces trade and benefits the scarce factor of production (labor in
England, capital in Portugal).
Our example looked at the consequences for the factors of production from a
starting point of free trade followed by the introduction of a tariff because it is
easier to follow. Stolper-Samuelson examined the phenomenon in the opposite
direction: the elimination of existing tariffs or other barriers leading to freer trade.
They concluded, “International trade necessarily lowers the real wage of the scarce
factor expressed in terms of any good…” No longer could economists assume or
pretend that everyone was a winner when trade was liberalized.
The Stolper-Samuelson findings, which are consistent with intuition and widely
practiced protectionist practices, nevertheless caused something of a kerfuffle in the
profession. When Stolper and Samuelson’s paper "Protection and Real Wages" was
submitted in 1941 to the American Economic Review a peer reviewer, the late
Howard Ellis of Berkeley, persuaded the AER editor to turn down the article on the
grounds, “It will weaken the case for free trade."316 Whatever malign influence Ellis
was worried about, Stolper and Samuelson ended their article with a strong
message of support for free trade.
“We are anxious to point out that even in the two factor case our
argument provides no political ammunition for the protectionist. For
if effects on the terms of trade can be disregarded, it has been shown
that the harm which free trade inflicts upon one factor of production is
necessarily less than the gain to the other. Hence, it is always possible
to bribe the suffering factor by subsidy or other redistributive devices
so as to leave all factors better off as a result of trade.”317 (Emphasis
added)
In other words, the winners win more than the losers lose. The fact that the benefits
outweigh the harm is why 95 percent of the economists polled by the University of
The SS model requires factor mobility within but not across countries.
This amazing vignette is conveyed in Samuelson, 2005, “Response from Paul A. Samuelson,” Journal of
Economic Perspectives, Volume 19, Number 3., pp. 242-245.
317 Stolper, Samuelson, Op Cit., p73
315
316
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Chicago’s Booth School of Business endorse free trade. The fact that free trade can
harm some, the “suffering factor,” is one reason why many regular people reject it.
To the extent that non-economists appreciate the potential for a redistributive
remedy (and we are not certain that is a large number of people), many probably do
not believe that the government would seek to balance the effects or they suspect
that the government is incapable of doing so effectively. The disappointing record of
retraining programs for those displaced by trade or market forces confirms the
latter suspicion. Finally, the willingness to consider a redistributive remedy is where
many free traders, including us, depart from strict laissez-faire doctrine. There is of
course no economic reason for treating job losses due to foreign competition
differently than those from domestic competition or, for that matter, technological
advance, but we as a society have implemented a number of programs such as
unemployment insurance and retraining programs to soften the effects of
unemployment and help workers adjust. As of this writing, the federal government
maintains 47 retraining programs serving about 7 million people and costing
around $18 billion.318 Although there are some bright spots, these programs are not
particularly effective. Part of the problem may be that they do not pay for results.
These programs pay people for being unemployed or for enlisting in a training
course but do not reward people for acquiring new skills or securing a new job.
Factor Price Equalization
In 1948 Paul Samuelson published a major extension of the H-O theory now called
the Factor Price Equalization Theorem.319 He noted that classical theory “had taken
for granted” that migration would, through the law of diminishing returns, lead to
equal wages across countries. People migrating from labor-rich Ireland to laborshort America would cause wages in the two countries to converge. But what
happens when goods are traded but factors do not migrate between the countries?
Like almost all economists Samuelson had bought and taught Bertil Ohlin’s
argument that free trade in goods could substitute only partially for factor mobility
and produce only partial or incomplete equalization of factor prices.320 But,
318 Ianthe Jeanne Dugan and Justin Scheck, “U.S. Faces Uphill Battle in Retraining Jobless,” Wall Street Journal,
August 1, 2012
319 Samuelson, Paul, 1948, "International Trade and the Equalisation of Factor Prices," pp. 163-184. The key
conditions are (1) So long as there is partial specialisation, with each country producing something of both
goods, factor prices will be equalised, absolutely and relatively, by free international trade. (2) Unless initial
factor endowments are too unequal, commodity mobility will always be a perfect substitute for factor mobility.
(3) Regardless of initial factor endowment even if factors were mobile they would, at worst, have to migrate only
up to a certain degree, after which commodity mobility would be sufficient for full price equalisation.' (4) To the
extent that commodity movements are effective substitutes for factor movements, world productivity is, in a
certain sense, optimal; but at the same time, the imputed real returns of labor in one country and of land in the
other will necessarily be lower, not only relatively but also absolutely, than under autarky. [The Anglo spellings
of “equalization” and “specialization” are retained here because the Royal Economic Society publishes the
Economic Journal.] It is traditional to note that Abba Lerner independently discovered the phenomenon in 1933
but didn’t publish until 1952 in Lerner, Abba, "Factor Prices and International Trade", 1952, Economica. So
noted.
320 Samuelson and Wolfgang Stolper repeated the partial equalization hypothesis and gave the inaccurate
explanation that complete equalization would eliminate the conditions for trade (Stolper and Samuelson, Op Cit.,
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challenged by a student, he looked more closely and was spurred to revisit the
theory that free trade in goods could only move factor prices partially toward
equality.
Samuelson’s work showed that when free trade results in identical prices for
identical commodities in two countries using the same production technology, the
prices of identical factors of production, e.g. return on
capital and wages for labor, will be equalized even if
there is no migration of factors across borders. In trade,
if Mahomet cannot go to the mountain, the mountain can go to
Mahomet. In other words, free trade in goods could, under certain
circumstances, cause the prices of labor and capital to become equal in both
countries. If factor prices converge, it follows that the factor with the lowest price
before free trade will tend to rise in price while the price of those factors with
higher pre-trade prices will tend to decrease with trade. These results are more
intuitive when you consider that free trade results essentially in the economic
integration of the two countries and the equalization of commodity and factor prices
occurs within what has essentially become one larger integrated economy.
The Movements of Mohammed and Mountains
A good aphorism can find steady employment in economics. Somewhere along the line the distinction between
factor price and commodity price equalization began being referred to in terms of travel by Mohammed and/or
a mountain. The usual form of this saying is, “If the mountain won't come to Muhammad then Muhammad must
go to the mountain." (Various spellings of Muhammad, Mohammad, Mahomet…) We assumed it referred to a
chapter in the Koran or a biography of Mohammad, but it appears to have nothing directly to do with
Muhammad, founder of Islam, and its appearance in English is traced back to Francis Bacon. The first application
to international trade theory, so far as we know, is explained in a footnote on page 170 in Samuelson ascribing it
to A.P. Lerner: “In his The Economics of Control (New York: The Macmillan Company, 1946), p. 349, Professor A.
P. Lerner says, ‘If some of the factors cannot move, this is of no consequence if the consumer can move all is
well. It does not matter that the mountain will not go to Mahomet as long as Mahomet is able to go to the
mountain." Samuelson adds, “In some cases it is more nearly right to say: it is necessary for the mountain to
come some of the distance to Mahomet, after which Mahomet can go to the mountain.”
Samuelson revisited the equalization of factor prices and Mohammed’s Mountains in a 1971 article, “Ohlin Was
Right,” (The Swedish Journal of Economics, Vol. 73, No. 4 (Dec., 1971), pp. 365-384) where, using a different
model than previously, one that he called a Ricardo-Viner model in which labor combined with specialized forms
of land, he found that disproportionate endowments and free commodity trade would lead toward but only
partway to factor price equalization. Allowing labor to migrate freely was sufficient to produce full factor price
equalization. In this version Mohammed must deal with multiple mountains (specialized land types), “The point
is that if the mountains will not come to Mohammed, Mohammed can go to the mountains. It does not matter
that there are now many kinds of mountains - food-land, clothing-land, etc. For, these mountains do not have to
interact with each other, but each need only interact with labour.”

pp. 58-59). In fact, equalization at the margin, would simply define an equilibrium position while infra-marginal
trade would continue. In his 1948 article, Samuelson quoted Professor Ellsworth (P. T. Ellsworth, International
Economics, New York: The Macmillan Company, 1938, pp. 119-20) to the effect that total factor price
equalization would, “contain the seeds of its own destruction. For when all factor prices were everywhere the
same, there would no longer be any reason for trade, and with the cessation of trade, and therewith the
extinction of the demands which brought about the price equalisation,” In this case he provides the correct
interpretation, “The flaw in the argument is not hard to find. Equalisation of factor prices would imply that no
further profitable trade could take place. At the margin, trade would be indifferent-that being the reason why
the margin is the margin! On the intra-marginal units, trade could continue to take place indefinitely.”
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The consequences of freer trade in goods include the convergence of labor and
capital prices over time. We have observed this pattern most clearly in the relative
post WWII decline of the U.S. share of the world economy and a narrowing of the
wage differentials across more developed trading partners. One implication of the
factor price equalization theorem is that free trade can benefit one group while
harming another. Samuelson often scolded free market economists for overstating
their case by ignoring or downplaying this hard truth. Protection can forestall this
equalization and thus benefit one group (either labor or capital). Removal of
protection may then reverse this effect at the expense of the formerly protected
group. But most economists realize that the story doesn’t end with the immediate
effects on the particular factors, protectionist policies are impossible to target
precisely, have spillover consequences for other sectors, and are a recipe for
economic stagnation. The increasing appreciation for the role that information and
knowledge play in the growth of economies and trade’s function as a disseminator
and stimulator of knowledge makes the inhibition of trade even more costly.
Increasing Returns, Monopolistic Competition, and Trade
The next major advance in trade theory is identified closely with Paul Krugman and
is often called the New Trade Theory.321 Krugman was awarded the 2008 Nobel
Memorial Prize in Economics, largely for his work on international trade theory and
for resuscitating economic geography. We’ve borrowed the title of this section from
that of his seminal 1979 article and will explore the topics in the order listed.
By the 1960s it was increasingly evident that comparative cost analysis based on
factor endowments was wanting as a means of predicting or even explaining many
trade flows, especially between industrialized countries. Wassily Leontief had noted
the paradox of countries exporting goods contrary to their apparent relative
endowments. In addition, many economists observed that industrial countries often
traded similar but not identical goods that, by all appearances, called for similar
factor endowments. For example, Canada is the United States’ largest trading
partner and vice versa. You can stand on the Ambassador Bridge connecting Detroit,
Michigan with Windsor, Ontario and watch trucks on both sides carrying a huge
two-way trade in similar automobiles, trucks, buses, and vehicle parts.322 Krugman
observed, as had others, that this sort of trade in similar goods, sometimes called
intra-industry trade, tended to involve goods that were subject to scale economies
and increasing returns and were produced within imperfectly competitive markets.
In contrast, the Ricardian comparative advantage model was based on free
movement of goods and/or inputs under conditions of dissimilar production
processes that employed different combinations of factors. The Heckscher Ohlin
321 Krugman, Paul R., 1979, “Increasing Returns, Monopolistic Competition, and International Trade,” Journal of
International Economics, 9, 469-479.
322 Overall U.S. trade figures with Canada for 2003- 2012; Imports at http://www.census.gov/foreigntrade/statistics/product/enduse/imports/c1220.html exports at http://www.census.gov/foreigntrade/statistics/product/enduse/exports/c1220.html
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model attributed a nation’s comparative advantage to different relative
endowments of factors of production. Krugman’s great contribution was to show
that trade could take place even if production functions were identical in both
nations and irrespective of their relative factor endowments.
Increasing Returns
The notion of increasing returns is central to Krugman’s new trade model. Krugman
reminds us that economists had long considered the consequences of increasing
returns but the difficulty of integrating scale economies into trade theory proved
formidable. Ohlin, for example, had discussed economies of scale in his 1933 work
on interregional and international trade that we met earlier in our discussion of
comparative advantage. Increasing returns industries have long bothered
economists because of their susceptibility to monopoly, their excess capacity and
consequent deadweight loss, and their incompatibility with general equilibrium.
Krugman reduced these concerns by employing a model, monopolistic competition,
developed initially by Edward H. Chamberlin (1899-1967). Krugman used a variant
created by Dixit and Stiglitz that allows for increasing returns, monopoly production
of differentiated goods, and substantial competition among producers.323

Costs

Krugman’s model of increasing returns and trade is very compact and elegant. All
goods are produced with only one variable factor, labor, and use the same linear
production function comprising a fixed cost and a constant marginal cost. These
conditions lead to decreasing average unit costs as output increases. We’ll lift our
ban on graphs to illustrate
Fixed Cost
the situation that results
FC
from Krugman’s
AC1
Declining Average Total Cost assumptions. Imagine that
the production costs for the
AC2
indispensible widget are as
shown below.
AC
The fixed cost, FC, be it the
cost of land or a machine,
determines the scale of the
MC
MC
operation. Fixed costs are
incurred to facilitate the
0
operation of the variable
Q1
Q2
Quantity of Output
factor - labor in Krugman’s
example. Since each
additional unit of labor costs the same, the marginal cost of additional output is
shown as a straight line, MC, located below the fixed cost point and the average cost
line. The combination of a fixed cost with a constant marginal cost is that the
Constant Marginal Unit Cost

323 Avinash K. Dixit, Joseph E. Stiglitz, 1977, "Monopolistic Competition and Optimum Product Diversity,” The
American Economic Review, Vol. 67, No. 3 (Jun., 1977), pp. 297-308.
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average cost, AC, declines each time we increase the amount of labor and produce
more widgets. This can be seen by assuming an increase in widget output from Q1 to
Q2 and noting that the average unit cost declines from AC1 to AC2. This situation is
called increasing returns to scale, because the returns to our fixed plot of land or
machine increase each time we add more labor. A large number of industries exhibit
increasing returns to scale - at least over significant ranges of output. For example,
software may involve a large fixed cost to develop but subsequent copies are almost
costless to produce. By servicing a number of clients, outsourcing businesses such as
check processing or payroll can capitalize on their investment in systems and low
marginal costs to achieve levels of output and average costs well below those their
clients can achieve in-house.
We can get modest increasing returns from our investment in drawing the graph by
repurposing it to illustrate Krugman’s increasing returns trade model for widgets.324
Imagine now two countries that share the same widget production technology and
labor costs as illustrated but who initially do not trade. Suppose that nation 1 has
fewer people that desire widgets than does nation 2. Then we can show the beforetrade average cost of producing widgets to satisfy the respective domestic markets
in nation 1 as AC1 and AC2, in nation 2. When the countries open up to trade, nation
1’s average cost, and hence price, will be higher than its new trading partner and its
citizens will take advantage of free trade to buy their widgets from nation 2. The
increased volume from the new market will drive average unit costs and prices even
lower in nation 2, attracting more buyers and eventually all of the widgets will be
produced by nation 2. Once a producer gets going on the downward slope of an
increasing returns production function there is almost no stopping her from
gobbling up the whole market.325
The relationship between output and costs described by Krugman is called
“increasing returns” because the more labor we add to our fixed investment, the
more output we produce and the lower the unit cost of that output. In contrast, the
“diminishing returns” case results from the application of a variable input such as
labor to a fixed factor such as land that results ultimately in decreasing or even
negative returns. For example, adding labor or fertilizer to a fixed plot of land may
initially produce increasing returns in the form of higher crop yields but ultimately
will result in diminishing increments of output and may even produce decreasing
crop yields.

324 We drew the graph but once, it became a fixed cost, and we then used it again to produce another insightful
illustration.
325 We are ignoring the ultimate “fixed factor” and constraint on firm size and scale – entrepreneurial or
managerial capacity.
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Our teachers illustrated diminishing returns by observing, “you can’t produce the
world’s wheat crop in a flower pot.” Even with a tiny little nano-scale tractor
(illustrated) and super fertilizer, there is just so much you can grow in a
flowerpot.326 But if you moved to a flowerpot that was twice as
big and were able to produce more than twice as much wheat as
before, you would be experiencing economies of scale.327
Economies of scale are often observed in large capital-intensive
industries where successively larger plants enable lower average
costs of output. But economists such as Nicholas Kaldor have
long argued that happy outcome cannot go on forever;
eventually the firm will encounter the ultimate fixed input factor that we call
entrepreneurial or managerial capacity and be unable to enjoy further increasing
returns. It is this human limiting factor that prevents the complete monopolization
of many industries.
Krugman’s model of the course of trade under conditions of increasing returns is an
example of path dependence. Path dependence is closely related to increasing
returns and refers to a situation in which one competing product or technology
experiences a cumulative cycle of positive feedback and eventually overwhelms its
rivals. The initial advantage gained may have been accidental or the result of a
random event but, once established, the positive feedback magnifies the distance
between the competitors. The most popular examples of path dependence are the
QUERTY keyboard, the Beta versus VHS videotape contest, the adoption of Blu-Ray
over HD DVD, and the triumph of Windows over Apple’s operating system. In each
of these cases, it is often claimed that the winner was technologically inferior to the
loser.
The strategic implications of path dependence are illustrated by the reaction of Sony
to its defeat in the Beta – VHS contest. When it developed Blu-Ray Sony aggressively
pursued content and console producers to support its format rather than Toshiba’s
HD DVD approach and it shrewdly incorporated Blu-Ray players in over 10 million
PlayStation 3s to create an installed base that would stimulate demand for the
format. The costs of creating the installed base has been estimated at somewhere
around $200 million.
Path dependence is closely related and often driven by what economists call
network effects – the case where a good becomes more valuable the more people
use it. The telephone, fax machine, and Internet are all examples of network effects.
In Krugman’s model, the nation with the initial advantage in production of a good by
326 A nano is a prefix meaning 10-9 or one-billionth. Nano scale tractors would be invisible to the naked eye and
unlikely to have much plowing ability. A milli scale tractor would be a little over a centimeter in length and
might be a more appropriate scale for intensive flowerpot farming.
327 One of the most often cited examples of increasing returns is Moore’s Law which stated that the number of
components on an integrated circuit would continue to double every two years is not really a case of increasing
returns but the extrapolated consequence of technological advance and economies of scale in semiconductor
plants. The observed increase in the size of the plant necessary to produce lowest cost semiconductors or
integrated circuits that underlay Moore’s Law is an example of economies of scale.
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virtue of being further down the decreasing cost curve may wind up the sole,
monopolistic producer. In a subsequent article, Krugman noted that increasing
returns explained the common observation that nations tended to export those
goods for which they had a large home market.328
Krugman’s increasing returns model unfortunately stimulated the emergence of
what is called strategic trade theory. Strategic trade theory advocates policies to
capture markets by favoring increasing returns industries through subsidies, import
restrictions, and export promotion. Holding aside mercantilist theory, the notion of
strategic trade policy goes back at least as far back as Alfred Marshall who cited
similar arguments by people in “support of active participation of the state in
industries which conform to the law of increasing return.”329 Krugman to his great
credit was critical of the concept and its leading advocates including Laura Tyson, a
former chair of President Clinton’s Council of Economic Advisors whose 1992 book,
Who’s Bashing Whom, made a case for industrial policy and managed trade.
Krugman rejected the managed trade argument and pointed out the potential for
damaging reactions by trading partners.

328 Paul Krugman, 1980, “Scale Economies, Product Differentiation, and the Pattern of Trade,” The American
Economic Review, Vol. 70, No. 5 (Dec 1980), 950-959
329 Marshall, Principles of Economics, Op Cit. location 13146 of 14517.
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The Force of an Idea and the Legend of Arthur
The concepts of increasing returns and path dependence were at the center of an unusually public
kerfuffle among prominent economists. In the 1990s, Brian Arthur, an economist at Stanford and the
Santa Fe Institute, sought to revive interest in increasing returns and to relate them to then emerging
communications and information technologies. In 1998 John Cassidy published a New Yorker article
in which he seemed to credit Arthur with originating the idea of increasing returns, praised his
intellectual stand against obstinate members of the economics profession, and ultimately changed
the way people thought about large segments of the economy.330 Cassidy seemed also to relish the
prospect of Arthur’s ideas overturning the Chicago School perspective on anti-trust and the
possibility that Arthur’s concepts could support antitrust actions against Microsoft. Several of
Arthur’s quotes in the article such as, "It [Arthur’s conception of increasing returns and path
dependence] stands a great deal of standard economics on its head" suggested that Arthur was
claiming discovery of a new economic phenomenon.
Paul Krugman, admitting that he was more than a bit peeved by what he saw as Cassidy’s sloppy
journalism and upset with what he perceived as Arthur’s self-serving portrayal, replied in Slate with
“The Legend of Arthur” a devastating critique of Cassidy’s article and Arthur’s fantasy about his role
in the discovery of increasing costs and path dependence.331 Cassidy responded to Krugman
defending his own journalism, argued that he had not suggested that Arthur was the originator of
increasing returns or path dependence but was rather a pioneer in applying them to technology
businesses, and re-affirmed Arthur’s recollections of professional resistance to his ideas. Cassidy
ended his letter with a nice riposte, quoting Krugman as crediting Arthur with early work on path
dependence.
M. Mitchell Waldrop, a PhD physicist and journalist who wrote Complexity: The Emerging Science at
the Edge of Order and Chaos, which starred Arthur among others at the Santa Fe Institute, jumped in
to say that he found Krugman’s points on the Cassidy article to be well taken and mentioned that
some of his sources had faulted Arthur for being “perhaps a bit too much in love with his own selfimage as a misunderstood outsider.” But Waldrop defended his own sympathetic portrayal of Arthur
as based on solid research and his omission of Krugman’s contributions as a clerical error. In reply to
Waldrop, Krugman restates his objection that the Cassidy piece and Waldrop’s profile of Arthur were
both false morality plays that slander the economics profession and portray some economists in an
undeserved bad light. The last major entry into the debate came from Nobel Laureate Kenneth
Arrow, an exceptionally well-regarded economist and Arthur’s colleague at both Stanford and the
Santa Fe Institute. Arrow defended Arthur’s work and chastised Krugman for misreading the Cassidy
article.332 We’ve gone back over the original article and subsequent arguments and we tend to agree
with Krugman that Cassidy did paint Arthur as a lonely crusader against economic dogma with the
result that the real history of the economics of increasing returns and path dependence was distorted
and some excellent economists slighted.333 We’ve gritted a lot of teeth reading Krugman’s NYT
opinion column but in this case he acted in defense of the trade.

John Cassidy, “The Force of an Idea,” The New Yorker, January 12, 1998, pp. 32-37.
Paul Krugman, “The Legend of Arthur: A Tale of Gullibility at the New Yorker,” Slate, January 15, 1998,
available on line at
http://www.slate.com/articles/business/the_dismal_science/1998/01/the_legend_of_arthur.html
332 The exchanges between Krugman and critics are archived on The Unofficial Paul Krugman Webpage under
the title Life of Brian at http://www.pkarchive.org/cranks/Brian.html
333 Krugman recommends David Warsh’s excellent 2006 book, Knowledge and the Wealth of Nations, as an
antidote to the Cassidy narrative. Here is a link to Krugman’s NYT book review:
http://www.nytimes.com/2006/05/07/books/review/07krugman.html?pagewanted=all&_r=0
330
331
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Monopolistic Competition and Product Differentiation
The second unusual feature of Krugman’s trade model is its adoption of a
monopolistic competition framework. Krugman’s use of the monopolistic
competition model is a significant departure from the trade models that we have
discussed so far. Throughout that sequence of trade theory development we’ve
assumed that the market structure or industrial organization was characterized by
perfect competition. Monopolistic competition shares with the standard monopoly
model a downward sloping demand curve, a single producer of a unique good, and a
price set above marginal cost but it shares with the perfect competition model a
number of assumptions such as perfect knowledge and easy entry. The easy entry
by firms producing similar but differentiated goods purportedly limits the extent of
monopoly power that can be exercised. Edward Chamberlin, the originator of the
product differentiation model, showed that under certain assumptions a
monopolistic competitor that earned exceptional profits would face entry by
producers of similar goods that would result ultimately in zero economic profit.334
Edward H. Chamberlin was an American economist who is credited, together with
the British economist Joan Robinson (1903-1983), with exploring the ground of
imperfect competition located between the well-defined end points of perfect
competition and absolute monopoly.335 Although today they are often lumped
together as co-developers of a theory of imperfect competition, their models were
somewhat different from one another. Both Robinson and especially Chamberlin
took pains to distinguish their model from the other’s work. Chamberlin, in fact, did
not believe that he had developed a hybrid or an intermediate form but a more
general model that encompassed both perfect competition and standard
monopoly.336 He spent much of his subsequent career trying to impress upon other
economists the fundamental nature of his work and to defend it against critics. In

334 Since the products of monopolistic competitors are close substitutes for one another, the entry of a new firm
will result in more choices for customers and cause the demand curves of all firms in the relevant group to move
to the left (quantity demanded at every price will decrease). The firms will remain in the business until their
price falls below the point where the demand curve (average revenue) is tangent to the long run average cost
curve and economic profits are zero. The demand curve must be tangent to the long run average cost curve
above its minimum point because its slope prohibits it from being tangent to the lowest point on the average
cost curve. (Imagine a symmetrical U-shaped cost curve, only a flat horizontal line can be tangent to the lowest
point. A sloping demand curve can only be tangent on the left-hand side of the U at some point above the lowest
point.)
335 We were introduced to Chamberlin’s model in graduate school but it was described and treated as a curiosity
with little real value. Our primary microeconomics textbook, Friedman’s Price Theory: A Provisional Text, did not
address imperfect or monopolistic competition but did cite the works of both Robinson and Chamberlin in
“Appendix A, Reading Assignments,” under the topic of Supply and the Economics of the Firm which, oddly, does
not relate to any specific chapter. Robinson’s theory of imperfect competition was hardly addressed at all and
when we did read her contributions we were put off much of her work because of its reddish Marxist hue and
her readiness to find exploitation everywhere. Perhaps we missed something.
336 Chamberlin did not then agree with Stigler’s observation that, “All students of imperfect competition have
accepted, either explicitly or by their practice, the received theory of competition as the point of departure, and
this is of course both desirable and inevitable.”
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some cases, his appeals were personal and whiney.337 Krugman’s adoption of his
ideas would have cheered him greatly.
Chamberlin observed that many companies produce and market products that are
very similar to one another and is credited with coining the term product
differentiation to explain intentional variation among similar products. Examples
include bottled waters, sodas, cars, software, trucks, yogurts, ED treatments,
computers, pens, paints, screwdrivers, underwear, coffees, tires, cutlery, colognes,
jeans, ice cream, power tools, etc. Producers of goods in these categories are able to
differentiate their goods on the basis of tangible and intangible differences but the
economic space between them is limited. Product differentiation must be conveyed
to customers; therefore advertising and other selling costs are a necessity in
monopolistic competition.
Products that are very similar are typically good substitutes for one another and,
hence, while their producers might have a monopoly on their production, it may not
yield a great deal of pricing power. Monopolistic competitors produce the quantity
defined by the intersection of their marginal cost and marginal revenue curves but
they, like a standard monopolist, set prices at the point on the average revenue
curve (aka the demand curve) consistent with customers buying that level of output.
Thus there is a loss of social welfare and some excess capacity but Chamberlin felt
that entry by producers of similar goods would regulate profits and that the modest
price premium was a payment to secure the product innovation and differentiation
that consumers evidently desired.
“But the possibility of producing similar products can be such that the
multiplication of firms in any momentarily profitable area of economic activity
will reduce profits to the minimum necessary to attract and maintain
entrepreneurs in the field in question.”338

Chamberlin observed product differentiation but did little to explain its existence
beyond the notion of playing in a “momentarily profitable area.” If this is so,
companies could presumably estimate the net present value of that momentary
profitability and undertake the warranted development and advertising. This might
be a factor among those companies that make a fetish of continually introducing
new products or product extensions and seek to keep the proportion of earnings
from new products at high levels. There is an excessively large library of popular
articles praising 3M for the unending stream of product spin-offs from the Post-it. In
our experience this approach of innovating for its own sake is usually inefficient and
leads to high product failure rates because the required forecasts are simply too
difficult to make accurately. In most cases, a small percentage of the product line
337 See for example, Edward H. Chamberlin, 1937, ”Monopolistic or Imperfect Competition?” The Quarterly
Journal of Economics, Vol. 51, No. 4 (Aug., 1937), pp. 557-580. The article has a plaintive air and takes an
unusually personal tone in rebutting Mrs. Robinson (sic, they used the married title in those days).
338 Edward H. Chamberlin, 1951, “Monopolistic Competition Revisited,” Economica, New Series, Vol. 18, No. 72
(Nov., 1951), pp. 343-362, p. 350.
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accounts for a disproportionate share of total sales. Many of the worst offenders in
the consumer goods sector have been trimming their product lines to increase
profitability. At one point there were 52 varieties of Crest toothpaste. Each
differentiated version moved the demand curve of all other toothpaste varieties a
bit to the left so that much of the sales were cannibalistic. Proctor and Gamble
reduced its product line over a third during the 1990s and has continued to manage
advertising and product development costs closely. Other consumer products
companies have, as usual, followed P&G’s lead.339
As consultants we have always been a bit ambivalent about product differentiation.
We urged our clients to distinguish their product offerings from their rivals. But we
taught our students that monopolistic competition had social costs in the form of
prices above marginal costs and excess capacity. We also found that the advantage
of differentiated products was usually not sustainable. Imitation is a much more
powerful force than perhaps Chamberlin recognized. We found the model of product
differentiation offered by Kelvin Lancaster (1924-1999) a more congenial and
implementable approach. Lancaster provided a customer based approach to explain
differentiation, sometimes called the product features model.340 Lancaster observed
that customers derive utility from the features of products and those features can be
combined in many ways to more finely match the customers’ preferences and thus
increase customer and social welfare.
Lancaster’s approach is consistent with an evolutionary economics perspective such
as the pattern of innovation, variety, and eventual selection of dominant designs over
the product life cycle as explored by Steven Klepper (1949-2013). Klepper
recognized the connection between innovation, the evolutionary process, and
entrepreneurial effort and saw the introduction and rivalry of differentiated
products as providing the variety from which the economy selected those most
fit.341 Interestingly, Klepper’s models typically employ a traditional competitive
calculus to the behavior of entrants and exiters and often result in the emergence of
an oligopolistic industry. For example, hundreds of automobile makers, entered on
the basis of product innovation and jostled for profits but only a few, (and those
were in from the beginning), survived and established Detroit as the world’s
automobile manufacturing capital.

339 See for example, Business Week, September 9, 1996 at
http://www.businessweek.com/1996/37/b34921.htm for a discussion of the trend.
340 Kelvin J. Lancaster, 1966, "A New Approach to Consumer Theory," Journal of Political Economy, 74, 132-157.
Most retrospectives on Lancaster’s contributions emphasize his development of second-best theory (with
Lipsey). This is an impressive intellectual achievement but in our professional experience one that seldom arose.
His exposition of how variety emerges in economies was very useful and is widely employed, together with
statistical tools such as conjoint and choice analysis, in new product research and development. It explains, for
example, why there are seemingly dozens of variations of Marriott and Hilton hotel configurations.
341 Steven Klepper, “Entry, Exit, Growth, and Innovation over the Product Life Cycle,” The American Economic
Review, Vol. 86, No. 3 (June 1996), pp. 562-583. Klepper also applied this technique to a number of industries
including automobiles, television, and tires.
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As you might expect, the Chicago school of economics was dismissive of
Chamberlin’s model. George Stigler, then at his first teaching post - Iowa State
College - but a thoroughly Chicago-trained economist, thought Chamberlin had
proceeded backwards with regard to methodology. In Stigler’s view the proper
approach to establishing a model is to begin by, “stating rigorously the assumptions
of perfect competition, and then modifying each assumption.” 342 Instead of relaxing
the assumptions of the competitive model and exploring the implications,
Chamberlin had adopted the departures as the baseline. Chamberlin found many
cases of differentiated products supported by advertising and declared them the
rule and perfect competition the limiting case. Stigler was particularly critical of
Chamberlin’s retention of five important assumptions from the perfectly
competitive model: (1) the perfect knowledge assumption, (2) the continued use of
economic man thus ignoring all non-economic decision criteria which are in many
cases the reason for departures from pure competitive results, (3) divisibility which
abstracts from the lumpiness of some technologies and the resulting temporary
over and under capacity we observe, (4) spatial concentration which is a holding
place for the introduction of transportation costs, and (5) the existence of numerous
buyers and sellers. In Stigler’s view much of what imperfect market theorists sought
to explain with a new framework was in fact evidence of departure from the strict
conditions assumed in the perfect competition model. For example, Stigler pointed
out that Chamberlin’s preservation of the perfect knowledge assumption makes the
theory’s reliance on branded goods differentiation logically inconsistent. Perfectly
knowledgeable consumers would not be influenced to pay more for product
differentiation or by the advertising to promote the differentiation. Stigler argued
that, “Ignorance is, in the writer's opinion, the chief basis for imperfect competition
in a stationary economy.”343 (With hindsight we can see in this critique of
Chamberlin the outlines of Stigler’s later work on the economics of information.)
Milton Friedman maintained that the appeal of monopolistic competition was due to
its superficially more accurate depiction of reality rather than any substantive
increase in explanatory power and dismissed it as:
“…offering no tools for the analysis of an industry and so no stopping
place between the firm at one extreme and general equilibrium at the
other. It is therefore incompetent to contribute to the analysis of a
host of problems…”344
The welfare implications of monopolistic competition are ambiguous. Customers
benefit from the introduction of differentiated products and greater choice but
monopolistic competition is inefficient in the sense that price exceeds marginal cost.
This is a consequence of the downward sloping demand curve that results in excess
capacity and a deadweight loss to society. The number of firms involved in
monopolistic competition makes it virtually impossible for policy makers to
342 G. J. Stigler,” A Generalization of the Theory of Imperfect Competition,” Journal of Farm Economics, Vol. 19, No.
3 (Aug., 1937), pp. 707-717
343 Stigler, Ibid, p.712
344 Milton Friedman, 1953, Essays in Positive Economics, University of Chicago Press, pp. 38-39.
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ameliorate the inefficiencies. Where monopolistic competitors are earning zero
economic profit, achieving efficiency would require subsidies and enormous
regulatory expenses. Most economists prefer to live with the inefficient pricing of
monopolistic competition.
We have journeyed now from Adam Smith’s absolute advantage model of trade in
which both parties to the transaction gain from which we extrapolated that the
nation as a whole must benefit, to the Ricardian model in which the parties
concentrate on what they do relatively better and thus consumers benefit through
lower prices, to the Heckscher Ohlin model where the nations specialize in the
things that call for what they are relatively best endowed with, then moved to
Stolper Samuelson where we acknowledged that, while the trading nations as a
whole benefit, some people may be harmed by trade.345 Paul Krugman showed that
trade could take place irrespective of resource endowments and even if nations had
equivalent technology and production know how. In Krugman’s model, the winners
are those who are further down the decreasing cost curve when trade begins and
the losers are those who have traveled a shorter distance down that curve.
Our Cro-Magnon ancestors had no idea that explaining trade could be so
complicated but they grasped the essentials and set the stage for the
agricultural revolution and the emergence of modern civilization.

345 These economists were applying Occam’s razor to focus on the aspect of the problem they were addressing.
Adam Smith, the tireless opponent of mercantilism, certainly didn’t think that trade was conducted under
anything approaching free movement of goods and services - though he thought it should be. Ricardo knew that
transportation costs influenced trade factors and that English wine is not a perfect substitute for Portuguese
wine, nor for anything else we can imagine. But, those differences were ignored to get to the heart of the
comparative advantage phenomenon. Heckscher and Ohlin knew that trade was not marked by perfect
competition and Ohlin in fact discussed the various imperfections he saw in the trade of goods and services.
Stolper and Samuelson were not so naïve as to believe that perfect competition, free movement of goods, or
factor mobility existed between nations but they could ignore market frictions in examining the distributional
effects of trade.

155

Copyright 2015 Bob Wayland and Jim Mulcahy

Appendix to Chapter 6
This appendix provides a short comparison of the perfect competition and the
monopolistic completion models.346 The first graph represents the long run equilibrium
and profit maximizing position of the monopolistic competitive firm. The firm faces a
downward sloping demand curve (which is the average revenue curve as well) and hence
a separate marginal revenue curve (MR). The firm produces where marginal cost equals
marginal revenue but sets the price (P) where the demand curve indicates customers
would buy the quantity produced. The firm earns zero economic profits because its
average revenue equals its average total costs. The difference between price (P) and
marginal cost represents a mark-up. The difference between producing at the lowest cost
point and the efficient output level – the intersection of the marginal cost curve and the
average total cost curve (ATC) – and instead producing where marginal revenue equals
marginal cost results in excess capacity. The monopolistic competitive firm does not
achieve the lowest average total cost for its output.
Price and Cost

ATC
MC

P
Mark-up
Marginal
Cost

MR

Demand
(Average revenue)

0
Quantity
Demanded

Efficient
Scale

Quantity

Excess Capacity

In contrast, the familiar perfectly competitive firm shown in the graphic below, faces
a perfectly elastic demand curve indicating that it can sell all of his output at the
market price. This firm maximizes profit by producing at the point where his
marginal cost curve intersects the demand curve which is both the average revenue
Almost any good introductory economics textbook discusses monopolistic competition. Our
treatment follows that of Gregory Mankiw’s graphic treatment on p 368 of his Principles of Economics,
1998, Dryden Press, Harcourt Brace College Publishers.
346
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and marginal revenue curve. Production of another unit would cost more than the
price received; production of one less unit would forego an incremental revenue
greater than cost.

Price and Cost

ATC
MC
Price = MC

0
Quantity = Efficient
Scale

Quantity
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Chapter 7. The Shrinking Habitat of the Heffalump

“The problem with the French is that they don’t have a word for entrepreneur.”
George W. Bush347
“If you’ve got a business—you didn’t build that. Somebody else made that happen.”
President Barack Obama348
The search for the source of dynamic entrepreneurial
performance has much in common with hunting the
Heffalump. The Heffalump is a large and rather
important animal. He has been hunted by many
individuals using various ingenious trapping devices,
but no one so far has succeeded in capturing him. All
who claim to have caught sight of him report that he is enormous, but they
disagree on his particularities. Not having explored his current habitat with
sufficient care, some hunters have used as bait their own favorite dishes
and have then tried to persuade people that what they caught was a
Heffalump. However, very few are convinced, and the search goes on.”
Peter Kilby349
The debate about the entrepreneur or as he is also known, the Heffalump, used to be
primarily over his peculiar characteristics and habits but more and more we wonder
whether he is in danger of joining his cousin the Borneo Pygmy Elephant on the
endangered species list. As with many endangered species, the problem seems to be one
of habitat destruction. As Bert Elweit put it:
347 This is a popular but apocryphal Bushism like many intended to reinforce the notion that he was
intellectually challenged. It likely arose in 2002 in a snarky comment by Shirley Williams (British MP and cofounder of the Social Democratic Party) who claimed that she heard it from then Prime Minister Tony Blair. The
Prime Minister’s director of communications denied Williams’ claim. Ironically, the quote does capture a truth
about the French economy’s discouraging environment for entrepreneurs. See
http://www.snopes.com/quotes/bush.asp. Though a French language economist, Irish-born Richard Cantillon,
introduced the term into economics the French economy is no longer particularly hospitable to entrepreneurs.
348 This version of the forty-fourth president’s famous faux pas that riled conservatives and entrepreneurs can
be found on Wikipedia: "President Obama Campaign Rally in Roanoke" Road to the White House. C-SPAN. July 13,
2012. Retrieved August 13, 2012. This comment led to one of the most entertaining kerfuffles of the 2012
presidential campaign. President Obama probably borrowed the idea from Massachusetts Senator Elizabeth
Warren who developed it in the context of a discussion of social contracts among citizens. President Obama
almost certainly didn’t mean it literally but it was unintentionally illustrative of the gulf in perceptions across
the political spectrum about the relative roles and importance of government and individual initiative.
349 Peter Kilby, ed., 1971, “Hunting the heffalump,” In Entrepreneurship and Economic Development, New York:
Free Press, 1-40, page 1. Kilby’s comment has become a popular characterization of the difficulty of finding an
operational definition of the entrepreneur that fits most cases and has testable implications. Readers of A. A.
Milne’s classic English children’s story Winnie the Pooh may recall that Piglet imagines seeing a creature he calls
a Heffalump and convinces Pooh to help him trap it but of course they fail.

158

Copyright 2015 Bob Wayland and Jim Mulcahy
An important point of theoretical consequence to the entrepreneurial idea
itself should be made here. It is in the intrinsic nature of entrepreneurial
activity to have a unique natural habitat, which is the market environment
and the legal means to assemble and control resources privately. While we
might have a theory of capitalist development that neglects the
entrepreneurial role, the reverse does not hold. The creative act, possibly
to be rewarded by extra-normal profit, can occur only where there is a
market to test its results and a legitimate claim to the resources used by the
creative actors. It is apparent, of course, that creativity might be both
instigated and rewarded by prizes from sources other than the market. But
the special creativity of the entrepreneur can be tested and judged only
under actual market conditions. There is no other way to know if an
authentic prize is conferred than to see if enough people find the
entrepreneurial offering sufficiently useful for them to pay its costs.350
Defining Entrepreneurship or What Does a Heffalump Look Like?
“When I use a word,” Humpty Dumpty said in rather a scornful tone, it
means just what I choose it to mean—neither more nor less.”
“The question is,” said Alice, “whether you can make words mean so
many different things.”
“The question is,” said Humpty Dumpty, “which is to be master - that’s all.”351
The word entrepreneur had a hard time entering English-language economics and when it
did, its meaning has been extremely hard to pin down. Richard Cantillon introduced the
entrepreneur into economic analysis; his first translator, Henry Higgs, translated
entrepreneur into undertaker. Adam Smith used undertaker a word that, as he generally
used it, was essentially equivalent to entrepreneur.352 Jean-Baptiste Say’s translator used
adventurer. Thorstein Veblen called him the Captain of Industry and thought his time
was past as did John Kenneth Galbraith later. Alfred Marshall followed Adam Smith’s
example. Frank Knight and Joseph Schumpeter used entrepreneur. Current economists
who study the phenomenon such as Scott Shane, Edward Lazear, and Israel Kirzner,
Elwert, Bert,1985, “The Entrepreneurial Enigma,” Eastern Economic Journal, Vol. 11, No. 3 (Jul. Sep., 1985), pp. 267-272
351 Lewis Carroll, 1872, Through the Looking Glass, Chapter 6. “Humpty Dumpty”
352 In the 18th century, entrepreneur was usually translated as undertaker. Smith was familiar with at
least some version of Cantillon’s work. So far as we can tell, Smith doesn’t use the term entrepreneur
in Wealth of Nations. Through the magic of the Kindle search function we found that Smith used
undertaker 39 times: pp.32 (twice), 51, 66, 102, 103, 104, 105, 123, 131(twice), 165, 172, 175, 180,
182 (four times), 183 (thrice), 198, 204, 238, 240, 267 (twice), 273, 301, 304 (twice), 330, 332, 447,
and 449. On one occasion (p.165) Smith actually applies it to the funeral trade, remarking on the
practice, “Undertakers let the furniture of funerals by the day and by the week.” Here Smith was
discussing an early version of yield management to maximize the return on fixed investment in
furniture. One of the similar practices he mentioned is the rental of masquerade costumes for a night
which of course depends on a society that conducts a lot of masquerade balls.
350
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follow Knight and Schumpeter in terminology but naturally they don’t hew precisely to
the same definitions.
The entrepreneur began as the central figure in economics. He was the embodiment of the
firm and made decisions affecting the future based on his understanding of the market.
He sometimes made mistakes and sometimes struck it rich but he was very human. Then
he became an awesome figure, imbued with hyper-rational capabilities and perfect
foresight who aligned the firm’s production precisely with market demand. And then he
all but disappeared from economic chronicles when general equilibrium theory took hold.
Perhaps one reason so many economists believe that markets can easily be trained to
perform whatever seems desirable is that they have forgotten that the Heffalump has a
mind of his own and does best in certain habitats.
It surprises many students that the neoclassical model does not include an explicit role for
the entrepreneur. Recognition of this goes back at least as far as the quirky but sometimes
brilliantly perceptive Thorstein Veblen (1857-1929) and is the subject of a famous essay
by William Baumol noting the entrepreneur’s absence.
Obviously, the entrepreneur has been read out of the model. There is
no room for enterprise or initiative. The management group becomes
a passive calculator that reacts mechanically to changes imposed on it
by fortuitous external developments over which it does not exert, and
does not even attempt to exert, any influence. One hears of no clever
ruses, ingenious schemes, brilliant innovations, of no charisma or of
any of the other stuff of which outstanding entrepreneurship is made;
one does not hear of them because there is no way in which they can
fit into the model.353
The entrepreneur, as most economists visualize him (and increasingly her) is the most
important player in a market economy. The popular image of the entrepreneur is the
creator of new businesses. That is an important role but not his only or even defining one.
In many cases and in many economies especially at early stages of development the
entrepreneur is primarily a self-employed worker. Many economists believe that the
entrepreneur also plays an important role in established firms and that entrepreneurial
capacity is the ultimate limit to the scale and scope attainable by a business.
As Cantillon recognized, entrepreneurs are the characters that make an economy dynamic,
buying resources in one time, place or form and selling them in another with no assurance
of gain. Entrepreneurs are the active ingredients in an economy - either jolting it out of
stasis or nudging it back toward equilibrium. The dynamic role of the entrepreneur
combined with his role in implementing what Joseph Schumpeter called “new
combinations” makes him an agent of evolutionary economic change. Whether they are
more alert to opportunity or simply more tolerant and comfortable with uncertainty or
both entrepreneurs take actions under uncertainty and accept the rewards or penalties.
When they are successful they gain above normal returns and thus lure others into the
arena to compete away those returns. When they fail, they abandon the field and allow
William J. Baumol, 1968, “Entrepreneurship in Economic Theory,” The American Economic Review,
Vol. 58, No. 2, p. 67
353
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their remaining resources to flow elsewhere. It is the paradox of the entrepreneur that
there is no place for him in neoclassical general equilibrium theory and that there no way
to achieve that equilibrium without him. The Austrian school of economics’ workaround
for this conundrum is to assert that a dynamic economy tends to move toward equilibrium
but there is no reason and no evidence to suggest it actually gets and stays there.
The notion of entrepreneurialism is increasingly associated with business strategy. The
strategist seeks to be on the right side of creative destruction and to be the discoverer of
opportunity and the innovator who introduces to the market those new combinations. If
entrepreneurs take action under uncertainty and in doing so implement new or modified
ideas, they are performing what strategists yearn to do. Several current Austrian School
Economists have worked to integrate entrepreneurial theory with that of the firm and its
organization. In particular, Peter G. Klein at the University of Missouri and Nicholai J.
Foss at the Copenhagen Business School have drawn attention to the connections among
entrepreneurship, strategy and management.
Despite the importance of entrepreneurs economists have agreed neither on a uniform
definition of his role nor understood completely his motivations. The fact is, that more
than forty years since Kilby likened the search for the entrepreneur to a hunting party for
heffalumps, debate continues over the role, characteristics, and psychology of the
entrepreneur. Sven Ripsas, Professor for Entrepreneurship at the Berlin School of
Economics and Law (BSEL) wrote in an interdisciplinary survey of entrepreneurial
themes in economics, sociology, and psychology that:
…the whole field of entrepreneurship research in economics is still at
its beginning. For a very long time it has concentrated on the
definition problem and instead of looking for causal explanations
authors reinvented the wheel a hundred times by presenting (their)
own definition.354
The confusion over what it means to be an entrepreneur is found even in well-regarded
authorities. Investopedia, a usually reliable source of economic and financial definitions,
describes an entrepreneur thus:
An individual who, rather than working as an employee, runs a small
business and assumes all the risk and reward of a given business
venture, idea, or good or service offered for sale. The entrepreneur is
commonly seen as a business leader and innovator of new ideas and
business processes.355
This is an especially misleading definition. We agree with Mark Casson, a British
economist who has studied the entrepreneurial phenomenon for many years, that,
“Considerable confusion has been generated over the last 20 years by the mistaken habit
of regarding the owners of small businesses as the only true entrepreneurs.”356
354 Sven Ripsas, 1998, “Towards an Interdisciplinary Theory of Entrepreneurship,” Small Business Economics, Vol.
10, No. 2 (Mar., 1998), pp. 103-115
355 Investopedia definition as of November 2014: http://www.investopedia.com/terms/e/entrepreneur.asp

356

Mark Casson, The Entrepreneur: An Economic Theory, Second Edition, Edward Elgar, 2003, p. x.
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Entrepreneurs may assume risks, particularly if they also perform the capitalist role, but
unless they are the only investors, they cannot assume all the risk nor capture all of the
rewards of a business venture. Entrepreneurial behavior need not be limited only to small
business ownership. As we’ll see, many students of entrepreneurship emphasize its role
in large as well as small firms and the connection between entrepreneurial behavior and
strategic management has become a growing subject for research.
The hunt for a clear description of the heffalump is the subject of a 1988 book and 1989
article by Robert Hébert and Albert Link in which they identified twelve distinct themes
in the literature on the term entrepreneur. Hébert and Link begin their quest with a quote
from S. M. Kanbur that the entrepreneur is “the phenomenon which is most emphasized
yet least understood by economists.”357
Hébert and Link found that writers define the entrepreneur variously as an innovator, a
decision-maker, an industrial leader, a manager or supervisor, a contractor, an arbitrager,
the employer of factors of production, or the owner of an enterprise. Some of these
definitions are grounded in leading economists’ ideas. The Schumpeterian school of
entrepreneurship emphasizes innovation, particularly far reaching innovation as implied
by Schumpeter’s famous term creative destruction. Frank Knight emphasized the
decision-making under uncertainty or judgmental aspect of entrepreneurship. Israel
Kirzner built on the Austrian tradition of Mises, Hayek, and others to advance the notion
of entrepreneurial discovery and an arbitrage-like exploitation of opportunities. Other
definitions such as an allocator of resources among alternative uses may be an element of
an entrepreneur’s task but one performed by many managers and executives who are not
acting as entrepreneurs. It is common to conflate the person who supplies financial
capital (the capitalist) with the entrepreneur but this is not a necessary combination.
An entrepreneur may not be the owner of an enterprise nor the employer of factors of
production but he does have to be in a position to direct resources. Shareholders and
bondholders are not entrepreneurs in their roles as claimants to the firm’s residual cash
flows. The venture capital industry stands ready to complement the ideas and skills the
entrepreneur brings to the table but generally only for promising start-ups in significantly
sized markets. Before there was crowdfunding, there was family-and-friends funding;
most start-up entrepreneurs still rely on their own savings or borrow from friends and
family. Only one theme identified by Hébert and Link, the entrepreneur is the person who
assumes the risks associated with uncertainty,358 corresponds closely to what most
classical and neoclassical economists held but even this is incomplete because it offers no
guidance on what the entrepreneur does in this role. After their survey of historical

357 Hébert, Link, 1989, “In Search of the Meaning of Entrepreneurship,” Small Business Economics, pp. 39-49. The
article is derived from their 1988 book, The Entrepreneur: Mainstream Views and Radical Critiques, Second
Edition, Praeger Publishers, 128 pp. Though it does not cover the more recent work integrating the
entrepreneur with the theory of the firm and with strategic and organizational issues, the book remains a useful
survey.

358 This is one of those cases where we are tempted to be pedantic and point out that since Frank
Knight (1921) most economists have distinguished risk, which the market has enough information to
price in the form of odds or insurance, and uncertainty which the market cannot assess sufficiently to
offer odds or insurance. But, we think we know what Hébert and Link mean and assume they refer to
the entrepreneur acting under uncertainty and bearing the consequences.
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terminology, Hébert and Link offer what they term a synthetic definition of the
entrepreneur.
The entrepreneur is someone who specializes in taking responsibility
for and making judgmental decisions that affect the location, form,
and the use of resources, goods, or institutions.359
Our first reaction to this synthesis is, “how does it differ from management?” Hébert and
Link’s definition is adequate for some purposes but we are disappointed that they didn’t
include explicitly either uncertainty or economic profit - the reward (positive or negative)
for bearing uncertainty. The concept of uncertainty is so fundamental to the history of the
entrepreneur and to understanding the relationship of entrepreneur and profits that we feel
it should be front-and-center in any definition of the entrepreneur. Some have said that
uncertainty is the raison d’être of the entrepreneur.
Hébert and Link’s definition may reflect the emphasis some economists such as Israel
Kirzner place on the entrepreneur recognizing opportunity in disequilibrium rather than
bearing uncertainty. But we find it difficult to discern a real difference in this distinction.
Disequilibrium is almost by definition a situation marked by uncertainty. In fairness to
Hébert and Link, a phrase they do use - judgmental decisions - has been closely
associated with uncertainty since Frank Knight made his famous distinction between risk
as something the market can price and insure and uncertainty as a condition when the
entrepreneur and market lack enough information to classify potential events, estimate
objective probabilities, and insure against their occurrence. As Knight pointed out,
decisions still have to be made under uncertainty but they are based necessarily on
judgment and experience rather than complete information and knowledge. This is a very
important point to understand.
Entrepreneurial Profit and Heffalump Habitat
Being a large creature foraging for opportunity, the Heffalump population is largest in
habitats that reward his efforts. One of the difficulties economists face integrating the
heffalump into the standard model is that successful entrepreneurship gives rise to a form
of monopoly profit. In everyday usage profit is the residual left when the costs of all
factors of production have been paid out of revenues. In economics, the residual, if any,
is divided into three categories: return to invested capital, compensation for normal
management activities performed by the entrepreneur, and return to entrepreneurial
action or pure profit. As Armen Alchian pointed out in his classic 1950 revival of
evolutionary economics, profit is the reward for being selected or adopted by the
environment and the means to continue in the hunt.
The suggested approach embodies the principles of biological evolution
and natural selection by interpreting the economic system as an adoptive

359

Op. cit. p. 47
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mechanism which chooses among exploratory actions generated by the
adaptive pursuit of “success” or “profits.” 360
Whether the entrepreneur borrows the capital for his firm or supplies it out of his own
savings, part of any positive residual should be considered payment for capital services.
This payment, sometimes called the cost of capital, is equal to the opportunity cost of
capital and it is a payment to a factor of production just as wages are a payment to labor.
If the entrepreneur performs also management or supervisory activities and does not draw
a salary a portion of any residual should be imputed as compensation for his work which
is also factor of production. This is easy to understand if we consider what would happen
if the entrepreneur hired a manager to perform these duties. In that case the payment
would clearly be “above the line” and thus reduce the residual. Holding other things
constant, the imputed wage compensation for the entrepreneur should equal his
opportunity cost or what he might earn as an employee. Using this criterion, there is a lot
of evidence that many entrepreneurs place a significant premium on self-employment and
are willing to accept below-market monetary compensation.361
The final part, if any, of the residual beyond the costs of factors of production is called
pure profit or entrepreneurial profit. Pure profit is not a payment to a variable factor of
production and cannot be related to the marginal productivity of a factor. It does however
play a critical role in stimulating economic action and movement. When pure profits are
high in a sector other entrepreneurs (the type of equilibrating entrepreneurs we discuss
below in section on Israel Kirzner) will enter and their actions will reduce the profits
earned by the incumbents until all of the pure profit is competed away. The existence of a
pure profit is evidence of the presence of a heffalump. However in neoclassical market
equilibrium there is no pure profit, it has been competed away and no trace of the
heffalump remains.
The search for the heffalump is, like the proverbial case of
the blind men (or men wearing sacks over their heads as
illustrated) describing its cousin the elephant; a matter of the
observer’s position and focus. Economists have ascribed to
the entrepreneur those characteristics they found important to the phenomena that they
observed and sought to explain. For example, Frank Knight sought to explain the
relationships among risk, uncertainty and profit and determined the need for an agent able
to undertake actions under uncertainty. We survey briefly in this and the next chapter the
history of heffalump sightings and the descriptions from those sightings offered by
various economists.
Why do we seek to understand the Heffalump?
360 Armen A. Alchian, 1950, “Uncertainty, Evolution, and Economic Theory,” Journal of Political
Economy, Vol. 58, No. 3 (June 1950), pp. 211-221, p. 211.
361 See for example Barton H. Hamilton, “Does Entrepreneurship Pay? An Empirical Analysis of the
Returns to Self-Employment,” Journal of Political Economy, Vol. 108, No. 3 (June 2000), pp. 604-631.
Hamilton shows that if appropriate opportunity costs are considered, the average entrepreneur pays
a price for being his own boss. Casual empiricism by the authors confirms that many entrepreneurs
are more than will to accept lower monetary rewards for the intangible benefits of running their own
show.
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From a scientific perspective the most important reason to study entrepreneurship is that
most economists believe that the entrepreneur is the primary agent of economic change
and growth and we still don’t fully know him. The better we know the entrepreneur, the
more we will know about how a society and economy can become and remain dynamic.
As Schumpeter stressed, “The essential point to grasp is that in dealing with capitalism
we are dealing with an evolutionary process.” The entrepreneur provides the variety of
new products, new forms of organization, and new methods upon which market selection
may operate. Market selection, which Armen Alchian called adoption, brings with it the
profit to facilitate the growth of successful entrepreneurs, directs resources toward
higher-valued uses and away from lesser-valued ones. Schumpeter called the process of
finding better uses for resources creative destruction and placed it at the center of
economic development. Other economists such as Israel Kirzner place less emphasis on
the disruptive role of entrepreneurs and see them as more of an equilibrating factor that
improves economic performance by observing and closing the gaps between the value of
resources in current applications and their potential value in other uses. Both types coexist in the economy. In the former camp are the Steve Jobs of the world, while in the
latter are the likes of Thomas G. Stemberg the co-founder of Staples who brought the
grocery store business model to the office supply business.
One of the puzzles of economics is that theories of entrepreneurship are incompatible
with the general equilibrium model that underlies most standard economic theory. It has
been long acknowledged that general equilibrium has no place for entrepreneurs nor, for
that matter, the uncertainty that gives rise to their actions. Entrepreneurs can exist only
when there is an opportunity to profit from a new combination of resources. General
equilibrium allows for no unrealized opportunities and has no place for economic profits.
Richard Cantillon, the first economist to explain the economy in terms of a circular flow
of goods and services powered by opportunistic entrepreneurs making decisions under
uncertainty did not worry about general equilibrium, per se. Cantillon was quite clear on
how entrepreneurs “proportioned” themselves to specific markets by entering or exiting
according to demand. Economists are in a situation analogous perhaps to physicists
working to integrate relativity and quantum physics. Entrepreneurial theory, like quantum
physics, explains economics on the small scale of entrepreneurs operating in uncertainty
while general equilibrium theory seeks, as does relativity, to describe the behavior of the
whole at large scales.362
The second reason we seek an understanding of entrepreneurial behavior follows from
the connection between entrepreneurship and growth - to inform better our economic
policies. Though we may admire individual entrepreneurs many of us distrust large firms
and corporate entrepreneurs. The entrepreneur’s close and essential relationship to
capitalism disturbs some religious leaders. Entrepreneurs have long been distrusted and
disparaged by some elites such as Aristotle who thought that their activities preyed on
people. Even today many people do not trust the entrepreneur’s motives or capacity to

362 A physicist might object to our analogy because he feels that relativity and quantum physics are not
contradictory but aspects of a greater theory whereas it is harder to imagine a broader economic theory that
contains both the standard general equilibrium model which does not incorporate or acknowledge the
entrepreneur and entrepreneurial theory which denies the existence of an equilibrium state. Maybe it’s a
Schrödinger’s Cat sort of thing where the entrepreneur exists simultaneously as there or not-there.
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lead our development and they turn to government to direct our resources.363 We discuss
in a later chapter why we distrust government or public entrepreneurship.
The application of standard theories of economic development have not proved very
effective at stimulating growth in poor countries. Efforts to increase productivity by
building modern capital assets has resulted in a lot of rusting hulks of underutilized plants.
Top-down, directed development hasn’t worked well; the median growth rate of poor
countries has declined over time. A number of experts such as former World Bank
economist William Easterly have set out the failure of well-meaning efforts and has
called for a rethinking of the approach.
Neither aid nor investment nor education nor population control nor
adjustment lending nor debt forgiveness proved to be the panacea for
growth. Growth failed to respond to any of these formulas because the
formulas did not take heed of the basic principle of economics: people
respond to incentives.364 (our emphasis)
People can’t respond to incentives if they don’t have the know-how to do so. But
knowledge is what economists call a public good – my consumption of a bit of
knowledge doesn’t preclude you from consuming it as well. People try to keep
knowledge private but it is very hard to contain it; it leaks. Knowledge leaks
especially fast when entrepreneurs see an opportunity to capitalize on it.
Intellectual property theft has been an important entrepreneurial element of
economic development in many countries. Tench Coxe, often labeled a political
economist, served as Assistant Secretary of State under Alexander Hamilton and
offered bounties to those willing to steal technology secrets. He even sent an
industrial spy out to steal drawings for the Arkwright spinning frame but the plot
failed when the agent was caught.365
Our recent efforts to promote economic growth aren’t a whole lot more effective
than our foreign aid policies. Our society spends a great deal trying to encourage
entrepreneurs but, as noted below, not everyone feels that the expenditures are well
targeted or effective. So-called “tax expenditures” are among the largest programs
for supporting small (and large) companies. The 1974 Budget Act defines tax
expenditures as “revenue losses attributable to provisions of the Federal tax laws which
allow a special exclusion, exemption, or deduction from gross income or which provide a
special credit, a preferential rate of tax, or a deferral of tax liability.” Tax expenditures
are something of an oxymoron and include no direct expenditure by the government
but reduce the tax expense of the beneficiary.366 It is estimated that the U.S. spends
363 For a recent example of how government regulators can choke entrepreneurial initiatives, see L. Gordon
Crovitz, December 28, 2014, “The Grinch Who Stole…Drones, The Wall Street Journal.
http://www.wsj.com/articles/l-gordon-crovitz-the-grinch-who-stole-drones-1419811476?mod=hp_opinion.
364 William Easterly, 2001, The Elusive Quest for Growth: Economists’ Adventures and Misadventures in the Tropics,
The MIT Press, Cambridge, MA. location 1593 of 3897 in the Kindle edition.
365 Charles R. Morris, “We Were Pirates, Too: Why America was the China of the 19th Century,” December 6, 2012,
Foreign Policy
366 Of course for any given budget outlay, the reduction of some people’s income means that others must pay
more. It might be better to call the additional taxes paid by the non-favored people the “tax expenditure” and so
encourage them to demand an accounting of the benefits they have subsidized.
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$161 billion on such tax breaks, about $40 billion of which is captured by small
businesses.367 This is a fraction of the government expenses and incentives directed
toward small business and we would like to have a better understanding of how
entrepreneurs respond to incentives in order to judge and calibrate those costs.
There is no compelling evidence that these policies produce either more or stronger
entrepreneurial activity. Nor is there a convincing case to treat certain types of
entrepreneurs more favorably than others. Better to remove unnecessary barriers
to starting and conducting business for everyone.
Support for corporate entrepreneurship is indirect and focused largely on incentives
for research and development and certain types of capital investment. The patent
system is intended to promote invention but its operation has become distorted and
some argue that it may not on balance lead to more invention. The dreaded patent
troll is one of the heffalump’s greatest enemies. Unlike technology and knowledge
leakers, the troll seeks to inhibit the application and flow of knowledge and charge
an exorbitant toll.
A third reason for understanding better entrepreneurship is that the entrepreneur’s
activities are very much the stuff of business strategy. The entrepreneur makes
decisions under uncertainty, he identifies opportunities, he creates new
combinations of resources, introduces new products, techniques and organizations.
These are the very things we seek to accomplish through strategizing. If we accept
the entrepreneur’s role in companies of all sizes, we can understand better the
emphasis placed by management thinkers on the visionary character of the CEO, the
interest in designing jobs and organizations to be more entrepreneurial or, as the
buzzword went, intrapreneurial. We make, explicitly or implicitly, decisions
affecting internal entrepreneurial behavior when we design incentive systems,
adopt planning and budget processes, invest in research and development, or decide
how to organize a firm.
We don’t yet have a comprehensive and generally accepted theory of entrepreneurship
but many talented economists are working on the project. The survey below of past and
present thinkers whom we’ve found helpful may help you to discover the heffalump in
you or your organization.

367 John O’Hare, Mary Schmitt, Judy Xanthopoulos, Measuring the Benefit of Federal Tax Expenditures Used by
Small Business, Quantria Strategies, LLC, Luray, Va. Prepared for the Small Business Administration, Office of
Advocacy, Released November, 2013, p2, Table 1. Almost 90 percent of small businesses organize as sole
proprietorships so they file taxes on IRS Form 1040. Most tax expenditures are available to all types of
businesses although the Deferral of Active Income for Controlled Foreign Corporations, by far the largest
“expenditure” is not used by small businesses.
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Is the Heffalump Endangered?368
The enigma of the entrepreneur used to be primarily over his peculiar characteristics and
habits but more and more we wonder whether he should join his cousin the Borneo
Pygmy Elephant on the endangered species list. As we noted in Chapter 2, Hathaway and
Litan found that the rate of new business formation in the U.S. had declined from about
14 per cent in 1978 to 8 percent in 2008. In 2008 the rate of new business formation fell
below the replacement rate for the first time. Heffalump fertility and reproduction is now
even lower than that of Italian women.369 This means that the market has had fewer
business models and products from which to choose. Had the old rate continued perhaps
400,000 new firms would have been started annually in recent years.370
Why has the rate of new business formation declined so much? Experts offer a variety of
reasons. Hathaway and Litan point to a decline in creative destruction; Prescott and
Ohanian blame flawed tax rates and bases, regulatory drag, faulty immigration policies,
and uncertainty. These explanations are not necessarily mutually exclusive; a decline in
the “gales of creative destruction” could be the result of increased forces working against
them.
If we view entrepreneurship as an informed occupational choice, we expect that more
people will become entrepreneurs when they anticipate higher rewards relative to paid
employment. Those relative returns depend on the level of paid compensation, the
expected probability of entrepreneurial success, the costs of getting up and running, and
non-pecuniary factors such as the independence of ownership and pride of creating
something. Other things equal, increased wage rates will reduce entrepreneurial activity
and increases in start-up and regulatory compliance costs will tend to reduce
entrepreneurship. This is nothing to be alarmed about.
The economic question is not the current rate of start-ups per se but the rate relative to
the economic rate of new business creation. The economic rate of entrepreneurial activity
taking all factors into account is difficult to estimate but we can get some ideas by
looking at historical U.S. data and comparing the experience of other countries. The data
shows clearly that there is a significantly higher percentage of entrepreneurs in lower
wage countries. Those entrepreneurs who are self-employed because they have no real
368 For those who question even the existence of the heffalump we remind readers that A. A. Milne based
Winnie-the-Pooh on a real bear, Winnie (short for Winnipeg), that was adopted by a Canadian veterinarian and
his army unit in World War I and later resided in the London Zoo.
Ithttp://www.fortgarryhorse.ca/j1526/index.php?option=com_content&view=article&id=51&Itemid=59 If the
bear was real, why not the heffalump? We suspect Milne conspired to keep the heffalump safe from the British
authorities of his day who were eagerly sniffing out free enterprise and are confident future research will
confirm its existence.
369 The new firm creation rate would have to be higher than the firm exit or death rate to account for high firm
mortality in the early years. The human replacement fertility rate, births per woman, is 2.01 for developed
countries. Holding aside immigration any figure below that results in a declining population. According to the
CIA World Fact Book. Italy’s 2014 rate was 1.42. Italy is not unusual among advanced countries, many of whom
are facing population declines. The US is about even with the replacement rate. Many less developed countries
such as Russian and Albania are also reproducing at low rates. See:
http://en.wikipedia.org/wiki/List_of_sovereign_states_and_dependent_territories_by_fertility_rate
370 This figure is for context only. We can’t of course just change one factor such as business start-ups. More
start-ups would have called for more people to leave or not enter the paid employment sector probably reducing
the rate of growth in that segment.
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option are often called necessity or subsistence entrepreneurs. Many firms were
established in the early 1930s because the opportunity cost of going into business for
oneself was very low due to high unemployment.
The long-term secular decline in the U.S. rate of new business formation is usually
explained in terms of opportunity costs and barriers to success. The opportunity cost of
becoming a start-up entrepreneur is mostly foregone income from paid employment.
Scott Shane of Case Western Reserve University’s Weatherhead School of Management
stresses that the supply of entrepreneurs declines as expected income from paid
employment rises relative to that from new business formation. If Shane’s data on
relative rewards is correct, the incentive to undertake the risks of entrepreneurial start up
has declined in advanced economies. The data confirm that self-employment and the
proportion of small firms in an economy decline as countries become wealthier. However
this process is usually thought to be gradual and may not explain the relatively rapid
declines witnessed in the U.S.
Of course the expected probability of success from entrepreneurship declines with the
rise of barriers to entry, the costs of complying with regulations, increased rent-seeking,
and taxes. India’s infamous License Raj has stunted that country’s growth, enriched
corrupt bureaucrats, coddled favored companies, and driven many entrepreneurial Indians
out of the country. The U.S. foolishly harms its own economy by limiting the number of
Indian immigrants, even those educated in the U.S. and others who, as Hathaway and
Litan argue, would likely increase the number of new ventures.
The number and height of the hoops that a U.S.-based start-up entrepreneur has to jump
through have increased steadily for the past several years even with the usual small firm
exemptions. The regulatory environment in the U.S. appears to be moving closer to the
European model. The U.S. remains the fourth easiest country in which to do business
according to the 2014 International Finance Corporation and World Bank comparative
rankings but from 2013 to 2014 declined significantly in two important areas; starting a
business (11th to 20th) and dealing with construction permits (30th to 34th).371
The U.S. License Raj has been expanding dramatically in the past 25 years or so. Our
own careers began in the wonderful era of deregulation and we like to point to the
deregulation in airlines, natural gas production, and surface transportation during the
Jimmy Carter and Alfred Kahn years. But more professions and businesses require a
license than before. As Johns Hopkins’ Stephen Teles and others have pointed out,
licensure and regulation not only promote and facilitate rent-seeking, they discourage
innovation. A good example is the taxi regulation barrier encountered by ride-sharing
services Uber and Lyft.372 Worse yet from a social point of view is that a lot of rentseeking is of the reverse Robin Hood variety, enriching the relatively well-off at the
expense of lower income groups.
371 This data is necessarily a rough measure of the headwinds facing a new business but there is some evidence
that it correlates with growth. Data from http://www.doingbusiness.org/data/exploreeconomies/united-states
372 Stephen Teles, November 2014, “Restraining Regressive Rent-Seeking,” Cato Institute, Cato Online Forum,
available online at http://www.cato.org/publications/cato-online-forum/restrain-regressive-rent-seeking. This
is a short and accessible introduction into an increasingly important issue. Rent-seeking is one of the reasons for
increasing income inequality and its solution does not require massive income redistribution although it is so
entrenched it will require extraordinary political effort.
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We have only to look at Europe to appreciate the consequences of barriers to entry and
high taxes. As The Economist noted in 2009, the relatively high European income tax
rates reduce the expected return to entrepreneurship and account for some of the EU’s
lower rate of new business formation. High exit costs and restrictions such as Germany’s
ban on anyone who has been bankrupt ever serving as a CEO do not encourage risk
taking. (This is reminiscent of the old Home-Run Derby where one strike and you are
out.) In contrast, a couple of failed start-ups on a resume are badges of honor in Silicon
Valley.
A third possible explanation for the relative decline in start-up entrepreneurship is that it
may decline as a proportion of total entrepreneurial activity if the locus of that activity
shifts to established firms. This phenomenon might reinforce the relative wage rate
explanation if firms become more adept at supporting and recognizing internal
entrepreneurial talent. Joseph Schumpeter’s first major treatment of entrepreneurship
assigned most of the task to newly created firms but later he embraced the greater
research capacity and resources of larger firms.
Once we accept that entrepreneurial activity can take place within established firms, it
becomes almost impossible to measure its level. This may be one reason that most
researchers focus on small business formation and success when analyzing
entrepreneurship. To look more broadly would require us to examine the origin,
dissemination, and success of new technologies, products, and organizations across all
sizes and types of firms. The data to look rigorously at large company entrepreneurship
are not available. We can look at some imperfect indications of invention and innovation,
things that are not the same as entrepreneurship although often found with it, but the
picture is difficult to resolve. We suspect that policies based on analyses of start-up and
self-employment entrepreneurs may not be effective for encouraging corporate
entrepreneurship. Why do we seek to understand the Heffalump?
From a scientific perspective the most important reason to study entrepreneurship is that
most economists believe that the entrepreneur is the primary agent of economic change
and growth and we still don’t fully know him. The better we know the entrepreneur, the
more we will know about how a society and economy can become and remain dynamic.
As Schumpeter stressed, “The essential point to grasp is that in dealing with capitalism
we are dealing with an evolutionary process.” The entrepreneur provides the variety of
new products, new forms of organization, and new methods upon which market selection
may operate. Market selection, which Armen Alchian called adoption, brings with it the
profit to facilitate the growth of successful entrepreneurs, directs resources toward
higher-valued uses and away from lesser-valued ones. Schumpeter called the process of
finding better uses for resources creative destruction and placed it at the center of
economic development. Other economists such as Israel Kirzner place less emphasis on
the disruptive role of entrepreneurs and see them as more of an equilibrating factor that
improves economic performance by observing and closing the gaps between the value of
resources in current applications and their potential value in other uses. Both types coexist in the economy. In the former camp are the Steve Jobs of the world, while in the
latter are the likes of Thomas G. Stemberg the co-founder of Staples who brought the
grocery store business model to the office supply business.
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One of the puzzles of economics is that theories of entrepreneurship are incompatible
with the general equilibrium model that underlies most standard economic theory. It has
been long acknowledged that general equilibrium has no place for entrepreneurs nor, for
that matter, the uncertainty that gives rise to their actions. Entrepreneurs can exist only
when there is an opportunity to profit from a new combination of resources. General
equilibrium allows for no unrealized opportunities and has no place for economic profits.
Richard Cantillon, the first economist to explain the economy in terms of a circular flow
of goods and services powered by opportunistic entrepreneurs making decisions under
uncertainty did not worry about general equilibrium, per se. Cantillon was quite clear on
how entrepreneurs “proportioned” themselves to specific markets by entering or exiting
according to demand. Economists are in a situation analogous perhaps to physicists
working to integrate relativity and quantum physics. Entrepreneurial theory, like quantum
physics, explains economics on the small scale of entrepreneurs operating in uncertainty
while general equilibrium theory seeks, as does relativity, to describe the behavior of the
whole at large scales.373
The second reason we seek an understanding of entrepreneurial behavior follows from
the connection between entrepreneurship and growth - to inform better our economic
policies. Though we may admire individual entrepreneurs many of us distrust large firms
and corporate entrepreneurs. The entrepreneur’s close and essential relationship to
capitalism disturbs some religious leaders. Entrepreneurs have long been distrusted and
disparaged by some elites such as Aristotle who thought that their activities preyed on
people. Even today many people do not trust the entrepreneur’s motives or capacity to
lead our development and they turn to government to direct our resources.374 We discuss
in a later chapter why we are skeptical of the notions of government or public
entrepreneurship.
Failing to put the entrepreneur at the front of development has hampered thinking about
how to promote growth, particularly in undeveloped nations. The application of standard
theories of economic development have not proved very effective at stimulating growth
in poor countries. Efforts to increase productivity by building modern capital assets has
resulted in a lot of rusting hulks of underutilized plants. These white elephants are the
antithesis of heffalumps. Top-down, directed development hasn’t worked well; the
median growth rate of poor countries has declined over time. A number of experts such
as former World Bank economist William Easterly have set out the failure of wellmeaning efforts and has called for a rethinking of the approach.
Neither aid nor investment nor education nor population control nor
adjustment lending nor debt forgiveness proved to be the panacea for
growth. Growth failed to respond to any of these formulas because the

373 A physicist might object to our analogy because he feels that relativity and quantum physics are not
contradictory but aspects of a greater theory whereas it is harder to imagine a broader economic theory that
contains both the standard general equilibrium model which does not incorporate or acknowledge the
entrepreneur and entrepreneurial theory which denies the existence of an equilibrium state. Maybe it’s a
Schrödinger’s Cat sort of thing where the entrepreneur exists simultaneously as there or not-there.
374 For a recent example of how government regulators can choke entrepreneurial initiatives, see L. Gordon
Crovitz, December 28, 2014, “The Grinch Who Stole…Drones, The Wall Street Journal.
http://www.wsj.com/articles/l-gordon-crovitz-the-grinch-who-stole-drones-1419811476?mod=hp_opinion.
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formulas did not take heed of the basic principle of economics: people
respond to incentives.375 (our emphasis)
People can’t respond to incentives if they don’t have the know-how to do so. But
knowledge is what economists call a public good – my consumption of a bit of
knowledge doesn’t preclude you from consuming it as well. People try to keep
knowledge private but it is very hard to contain it; it leaks. Knowledge leaks
especially fast when entrepreneurs see an opportunity to capitalize on it.
Intellectual property theft has been an important entrepreneurial element of
economic development in many countries. Tench Coxe, often labeled a political
economist, served as Assistant Secretary of State under Alexander Hamilton and
offered bounties to those willing to steal technology secrets. He even sent an
industrial spy out to steal drawings for the Arkwright spinning frame but the plot
failed when the agent was caught.376
Our recent efforts to promote U. S. economic growth aren’t a whole lot more
effective than our foreign aid policies. Our society spends a great deal trying to
encourage entrepreneurs but, as noted below, not everyone feels that the
expenditures are well targeted or effective. So-called “tax expenditures” are among
the largest programs for supporting small (and large) companies. The 1974 Budget
Act defines tax expenditures as “revenue losses attributable to provisions of the Federal
tax laws which allow a special exclusion, exemption, or deduction from gross income or
which provide a special credit, a preferential rate of tax, or a deferral of tax liability.” Tax
expenditures are something of an Orwellian term meaning money left with
taxpayers and include no direct expenditure by the government but reduce the tax
expense of the beneficiary.377 It is estimated that the U.S. spends $161 billion on
such tax breaks, about $40 billion of which is captured by small businesses.378 This
is a fraction of the government expenses and incentives directed toward small
business and we would like to have a better understanding of how entrepreneurs
respond to incentives in order to judge and calibrate these policies. There is no
compelling evidence that these policies produce either more or stronger
entrepreneurial activity. Nor is there a convincing case to treat certain types of
entrepreneurs more favorably than others. Better to remove unnecessary barriers
to starting and conducting business for everyone.

375 William Easterly, 2001, The Elusive Quest for Growth: Economists’ Adventures and Misadventures in the Tropics,
The MIT Press, Cambridge, MA. location 1593 of 3897 in the Kindle edition.
376 Charles R. Morris, “We Were Pirates, Too: Why America was the China of the 19th Century,” December 6, 2012,
Foreign Policy
377 Of course for any given budget outlay, the reduction of some people’s income means that others must pay
more. It might be better to call the additional taxes paid by the non-favored people the “tax expenditure” and so
encourage them to demand an accounting of the benefits they have subsidized.
378 John O’Hare, Mary Schmitt, Judy Xanthopoulos, Measuring the Benefit of Federal Tax Expenditures Used by
Small Business, Quantria Strategies, LLC, Luray, Va. Prepared for the Small Business Administration, Office of
Advocacy, Released November, 2013, p2, Table 1. Almost 90 percent of small businesses organize as sole
proprietorships so they file taxes on IRS Form 1040. Most tax expenditures are available to all types of
businesses although the Deferral of Active Income for Controlled Foreign Corporations, by far the largest
“expenditure” is not used by small businesses.
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Support for corporate entrepreneurship is indirect and focused largely on incentives
for research and development and certain types of capital investment. The patent
system is intended to promote invention but its operation has become distorted and
some argue that it may not on balance lead to more invention. The dreaded patent
troll is one of the heffalump’s greatest enemies. Unlike technology and knowledge
leakers, the troll seeks to inhibit the application and flow of knowledge and charge
an exorbitant toll.
A third reason for understanding better entrepreneurship is that the entrepreneur’s
activities are very much the stuff of business strategy. The entrepreneur makes
decisions under uncertainty, he identifies opportunities, he creates new
combinations of resources, introduces new products, techniques and organizations.
These are the very things we seek to accomplish through strategizing. If we accept
the entrepreneur’s role in companies of all sizes, we can understand better the
emphasis placed by management thinkers on the visionary character of the CEO, the
interest in designing jobs and organizations to be more entrepreneurial or, as the
buzzword went, intrapreneurial. We make, explicitly or implicitly, decisions
affecting internal entrepreneurial behavior when we design incentive systems,
adopt planning and budget processes, invest in research and development, or decide
how to organize a firm.
We don’t yet have a comprehensive and generally accepted theory of
entrepreneurship but many talented economists are working on the project.
Is the Heffalump Overrated?
Not all experts believe that the decline in the rate of new business start-ups is per se a bad
thing. Scott Shane, whom we introduced above and whose work on entrepreneurship
earned him the 2009 Global Award for Entrepreneurship Research, sees things a bit
differently than do Hathaway and Litan. In a provocatively titled paper “Why
Encouraging More People to Become Entrepreneurs is Bad Public Policy” Shane set out
the economics of entrepreneurship as an occupational decision determined largely by
relative expected returns from entrepreneurship or paid employment.379
Shane starts out by poking the bear, in this case Edward Lazear’s assertion that, “the
entrepreneur is the single most important player in a modern economy.” Shane applied
economic analysis and research in a crisp nine-page address to challenge many of the
cherished myths of the cultural, self-help, and management approaches to
entrepreneurship and to question the underlying basis of much federal, state, and local
small business policy. As noted, Shane argues that it is natural for the rate of
entrepreneurial start-ups to decline as economies grow and mature and cites evidence of
similar trends in Europe. Although Shane emphasizes the growing opportunity cost of
higher wages in advanced economies, surely a part of reduced U.S. business formation
379 Shane, Scott, 2009, “Why Encouraging More People to Become Entrepreneurs is Bad Public Policy,” Small
Business Economics, Vol. 33, No.2, pp. 141-149. Oddly, Shane does not, as of this writing list this article as one of
his publications on his web page.
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rates is a product of tax and regulatory policies, especially regulatory policies that inhibit
a firm from making profits on which to pay taxes. In the end, Shane debunks some
popular myths but he doesn’t refute Lazear – entrepreneurs, even small operators, make
the decisions that move the economy. We are more sympathetic than Shane to the small
entrepreneur and self-employed as valuable alternative routes for people and because we
think there are positive social externalities to having a large cohort of self-employed and
small proprietors.380
One reason the number and type of entrepreneurs varies across countries is that the
composition and concentration of employment evolves as a country develops. A nation’s
employment concentration – the percentages of employees in firms of various sizes reflects the composition of its economy in terms of agriculture, manufacturing, services,
and construction. As an economy develops and matures, the concentration of employees
tends to increase. Agricultural employment tends to be concentrated in small operations
especially in early stages of development. In general, manufacturing employment tends to
be concentrated in relatively large firms. Large service employers account generally for
only a small share of workers. The construction industry has a fairly balanced distribution
of employment by firm size. Even within employer size categories there are great
disparities across countries of comparable wealth and development.
Our students are sometimes surprised to learn that small firms in the United States
account for a significantly smaller percentage of employment than in other developed
countries. Small businesses (sometimes called micro-enterprises) in the services sector,
defined as less than 9 employees, account for about 11 percent of total U.S. services
employment, a bit more than 18 percent in the U.K. and almost 22 percent in Switzerland.
But the U.S. is at the top of the league tables in percentage of total employment
accounted for by large firms. Something over 50 percent of U.S. employees work for
large firms defined by OECD as those employing more than 250 people.381 Only Brazil
and the United Kingdom have comparable concentrations of employment in large firms.
Employment in the Russian Federation is the most highly concentrated of all OECD
nations at over 70 percent – probably a legacy of the communist era emphasis on large
enterprises. 382
Shane argues that the public and politicians conflate two distinct phenomena referred to
by the same name - exceptional young firms such as Google and Genentech with the very
small, largely self-employment vehicles that account for most start-ups. He marshals the
result of a number of researchers that indicate:
•
•

The typical U.S. start-up is capitalized with about $25,000 of founder’s
savings
Most operate in the retail or personal services markets

380 We base this on casual empiricism but believe it is a significant part of American culture and self-image. We
also know a number of successful self-employed tradesmen and craftsmen who couldn’t possibly thrive as
employees in a hierarchical environment.
381 For some reason, the figures for large employers, defined as > 250 employees for most countries are defined
as >500 for the U.S. This tends to understate slightly the percentage of U.S. employees in comparable firms.
382 OECD, Entrepreneurship at a Glance 2013, a PDF is available on-line. Our initial interest in the OECD was
piqued by a quote in John Schmitt’s http://noapparentmotive.org/blog/2011/09/09/small-business-bust/
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•
•
•

More than half are home-based
Founders have moderate aspirations, generally around $100,000 in revenues
in five years
The vast majority of founders are not intent on founding new businesses so
much as creating a self-employment, wage-substitution business

Many people believe that new firms (variously defined as 1 to 5 years old) account for
most new jobs. This is one of the primary bases on which politicians justify generous
support to new start-up businesses. Shane points out that the high failure rates of new and
young firms means that they do not create many net new jobs. Only about 7 percent of
the jobs created in 2004 were in new companies.
Shane believes the problem is the quality of start-ups rather than quantity. He points out
that the typical start-up is not the great driver of economic growth it is popularly believed
to be. The vast majority of start-ups are intended to provide employment for the
entrepreneur and perhaps a few others. New U.S. firms are generally founded with about
$25,000 of capital, most of which is drawn from the entrepreneur’s savings. The average
figure for the 24 countries tracked by the Global Entrepreneurship Monitor is $11,400.
Shane suggests that public policies that promote all forms of start-up spreads resources
thin that should be focused on high potential entrants. Only a very few start-ups survive
and evolve into successful, fast growing firms. These are the gazelles we discussed in
Chapter Two. It is very hard to identify baby gazelles.
Shane’s debunking of entrepreneurial myths is based largely on analyses of the “average”
or “typical” entrepreneur. Using averages to describe the economics of very large groups
can be misleading. As Shane notes, there have been attempts to segment the
entrepreneurial category though he feels they have been inadequate. For example, it is
common to separate so-called necessity from opportunity entrepreneurs but this is not
easily done with data on business start-up.
Shane suggests that we learn to think like venture capitalists and focus our public support
on the cohort of high-potential start-ups.383 We think that such a role for the government
could be worse than the existing policy. Anytime you substitute political choice and
guidance for market forces you introduce the political decision-maker’s biases and
preference function. Before introducing more government action into the process it must
first be demonstrated that the current market for high-potential start-ups is economically
inefficient. It’s hard to figure out how such an analysis could be done but it would be
testing an hypothesis along the lines of, “the economy generates more attractive
opportunities than are recognized by entrepreneurs or funded by investors.” This may be
true but our suspicion is that the problem lies in the number being generated in the
current habitat.
As we discuss in more depth in the chapters dealing with the evolutionary nature of
economics, the market (environment) selects or adopts those products and services it
383 This suggests that the venture capital industry is inefficient and leaving money on the table. Even if this is
true it is hard to see what the government could do more effectively. In fact, the amount of venture capital
adjusts to the market expectations of attractive new investment opportunities. There are also a growing
number of Internet based crowdfunding and similar initiatives that broaden the market for start-up support.
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finds “fit” in the sense of satisfying customers’ and rewards the producers with profit.
The market is able to evaluate candidates far more effectively than can an individual or
bureaucracy because it has access to can employ far more data and information than any
planning body. Selection works off of variety. There is no way to tell in advance which
new combinations will be adopted. It seems wasteful to many that nature and the market
generate so many candidates and variety of proposed new combinations but in fact it
provides more information upon which to select. We favor creating the appropriate
heffalump habitat and letting entrepreneurial animal spirits thrive. It may also be
necessary to ban poachers and invasive species such as bureaucrats.
If it is shown that we are producing a sub-optimal number of high-potential start-ups,
then we should consider the causes or obstacles and, if possible, remove them. But it’s
hard to justify an active government role in guiding the process. Even savvy venture
capitalists hit only a few home runs amongst a lot of strikeouts. Bill Gates, who has first
hand knowledge, calls the results of venture capital “pathetic.” The Kauffman Foundation
estimates its overall return over twenty years on venture capital was only 1.31. Estimates
of the venture capital hit rate, defined modestly as start-up survival, range from 10 to 25
percent.384 HP, Apple, and Google all began life in garages and from the beginning their
founders dreamed of much more than starting small businesses. But in their early days,
none of these giants looked like sure things.385
The decline or demise of the small entrepreneur has been noted, even welcomed, before.
John Kenneth Galbraith whom Paul Krugman belittled as a “policy entrepreneur” thought
the entrepreneur’s role had become obsolete in the face of the modern technostructure.
What remained was a mythological and unattractive character who faced a fowl fate.
“Thus the small entrepreneur is hailed as a man of rugged
independence. That this independence is often circumscribed both in
principle and in practice by a strenuous struggle for survival goes
unmentioned. He is said, in contrast with the organization man, to
be admirably unfettered in his political and social views. As just
noted, these are likely, out of necessity, to be an uncompassionate
reflection of self-interest. Living outside of organization, he is said to
rejoice in freedom from the discipline of organization. No one gives
him orders; no one supervises his work. He can look any man in the
eye. It is not noted that this often the caution, conformity, obeisance,
even servility, of a man whose livelihood is at the mercy of his

384 See Max Nisen, March 15, 2014, Quartz, article for a recent discussion in the popular press.
http://qz.com/187959/bill-gates-says-the-success-rate-on-venture-capital-is-pathetic-compared-todevelopment/
385 The iconic garage that served as a workshop in 1938 for David Packer and Bill Hewlett has been restored by
HP and declared a landmark by California. A pictorial tour of the garage, home, and the shack Hewlett occupied
is at http://www.hpmuseum.org/garage/garage.htm. In 1976 Steve Jobs and Steve Wozniak assembled their
first computers in the Jobs’ family garage which is pictured at
http://allaboutstevejobs.com/pics/stevesplaces/garage.php. The Menlo Park house and the garage owned then
by a friend and future employee, Susan Wojcicki, in which Larry Page and Sergey Brin worked on the ideas for
Google has been purchased by the company, see http://www.latimes.com/business/technology/la-fi-tn-googlecelebrates-15th-birthday-in-its-original-garage-20130926-story.html.
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customers. His is often the freedom of a man who is pecked to death
by ducks.”386
As usual Galbraith was wrong but eloquently so.387 The next few chapters recount
some of the various expeditions sent out to locate the heffalump.

John Kenneth Galbraith, 1973, Economics and the Public Purpose, Houghton Mifflin, Boston, page 75
As Harold Demsetz pointed out, Galbraith was neither original nor rigorous but he was an exceptional
salesman of his ideas. See Harold Demsetz, 1968, “The Technostructure, Forty-Six Years Later, Review by:
Harold Demsetz,” The Yale Law Journal, Vol. 77, No. 4 (Mar., 1968), pp. 802-810, for a detailed critique of
Galbraith’s very influential, The New Industrial State. (Boston: Hough- ton Mifflin Company, 1967. Pp. vii-xi, 427)
in which Galbraith argues that the entrepreneur has been supplanted by a technostructure that manages the
economy for its own ends.
386
387
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Chapter 8. The Classical Entrepreneur
Every generation of economists has characterized the entrepreneur in terms that
reflected the nature of their time and its challenges. The classical period economists
were beginning to get their arms around the interdependent nature of markets.
They saw the entrepreneur as the connecting and propelling force that moved the
flow of resources and products round the economy.
The Classical Entrepreneur
The first recorded sighting of the heffalump was around 1755, about 20 years before
The Wealth of Nations appeared. In keeping with his elusive nature, the record of the
that first sighting was all but lost until the late 19th century and was unearthed by
one of the founders of neoclassical economics. In this chapter we discuss some of
the significant contributors to the classical picture.388
Descriptions of the heffalump and the circular flow of the economy it powered were
published over 250 years ago. The Irish-born economist, banker and rogue Richard
Cantillon (c1680 – 1734)389 introduced into economics the word entrepreneur and its
association with bearing uncertainty.390 An Essay on Economic Theory, his only surviving
work, was published posthumously under a pseudonym in 1755 and with a bogus printing
location - probably to avoid French censorship. Cantillon’s Essay was widely circulated
in draft form for several years among British and continental economists and
philosophers. This allowed his ideas to percolate among scholars and influence their
work but also enabled a number of ethically flexible authors to claim his ideas as their
own.391
388 We place Cantillon in the classical camp although some have called him a “proto Austrian.” We reserve the
Austrian label for Carl Menger and his heirs.
389 Cantillon’s birth date cannot be precisely ascertained. Antoin Murphy, one of Cantillon’s most diligent
biographers suggests that it falls between 1680 and 1690; some authorities lean toward 1687. (See Antoin
Murphy, 1986, Richard Cantillon: Entrepreneur and Economist, Oxford, New York, Toronto and Melbourne:
Oxford University Press, pp. 336, page 10.) Not all Irish emigration was driven by the Potato Famine; Cantillon’s
presence in France was due largely to his family’s Catholic faith and Jacobite leanings. The Jacobites supported
the restoration of the Stuarts to the thrones of England, Scotland and Ireland. Their efforts were substantial and
long-lived but ultimately unsuccessful giving rise to a Jacobite diaspora from 1688 to 1745. Many Irish
aristocrats and soldiers decamped from Ireland to France in 1691 following the Treaty of Limerick (Irish
soldiers who emigrated to serve other countries are referred to as The Irish Wild Geese). See Bruce Lennon,
1980, “The Jacobite Diaspora 1688 to 1745: From Despair to Integration,” History Today, Vol. 80, Issue 5 for an
accessible overview of the migrations occasioned by the Jacobite rebellions. As for Cantillon’s atypical and likely
Spanish surname, Jevons, among others, has noted that many Spanish merchants settled in western Ireland.
Vestiges of their presence and homes of Spanish-influenced design can be seen in Galway. (W. Stanley Jevons,
1881, “Richard Cantillon and the Nationality of Political Economy,” Contemporary Review, reprinted in Jevons,
1931, Principles of Economics, London, accessible at
http://files.libertyfund.org/econtalk/CantillonNature/SingleChaps/Jevons.pdf.)
390 With typical glibness Peter Drucker attributes the coining and defining of “entrepreneur” to Jean-Baptiste Say
(1834), A Treatise on Political Economy. See Drucker, Peter, (1985), Innovation and Entrepreneurship. As we
discuss below, Say did do to much popularize the concept introduced much earlier by Cantillon.
391 A very long list of authors who quoted or referred to Cantillon is contained in Friedrich Hayek’s essay
“Richard Cantillon,” in W. W. Bartley III, Stephen Kresge, editors, 1991, The Trend Of Economic Thinking: Essays
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Cantillon is one of the few authorities referred to by Adam Smith. This would seem to
ensure his fame and prominence in economics but he and his work nearly disappeared for
almost a century before being rediscovered by W. Stanley Jevons around 1870. Jevons is
one of three economists with Carl Menger and Leon Walras credited with the
independent and near simultaneous development of marginal utility theory. Jevons was
startled that the then obscure Cantillon had anticipated many of the main theoretical
developments in economics.
“The Essai is far more than the a mere essay or even collection of
disconnected essays like those of Hume. It is a systematic and
connected treatise, going over in a concise manner nearly the whole
field of economics, with the exception of taxation. It is thus, more than
any other book I know, the first treatise on economics.”392
Jevons declared further, “Cantillon’s essay, is more emphatically than any other single
work, ‘The Cradle of Political Economy.’”393 Coming from one of the discipline’s greats
that is high praise indeed. F. A. Hayek agreed with Jevons that the Essai deserved credit
as the first rigorous and comprehensive exposition of political economy and was the
precursor to modern economic analysis.394 But Cantillon has a problem maintaining
visibility; by the time we were undergraduates less than a century after his rediscovery,
the cradle of political economy had fallen from (or was never in) the family tree of
economics that adorned the inside back cover of Paul Samuelson’s ubiquitous
Economics.395

on Political Economists and Economic History Volume III, Routledge, Abingdon, Oxon, transferred to digital
printing 2006.
392 W. Stanley Jevons, 1881, Contemporary Review, January 1881, p342 Reprinted 1905 in Jevon’s Principles of
Economics, London, edited by Henry Higgs.
393 Ibid, Jevons was arguing that contrary to Burton who claimed Hume’s works the Cradle of Political Economy,
the title more properly belonged to Cantillon’s Essay.
394 See F.A. Hayek, 1991, The Trend of Economic Thinking” Essays on Political Economists and Economic Theory,
edited by W. W. Bartley III and Stephen Kresge, Liberty Fund 388pp, Chapter 13, “Richard Cantillon (c. 16801734). Hayek covers Jevon’s rediscovery of Cantillon and expands on the continental treatment of his works.
Hayek credits Edward Cannan’s perceptive 1929 work A Review of Economic Theory (P.S. King, London) for
stimulating his interest in Cantillon
395 Paul A. Samuelson, 1973, Economics, McGraw Hill, New York 917pp. Actually, we don’t know if the “Cradle of
Political Economy” was ever in the tree because we don’t have a complete set of Samuelson’s textbooks. If it was
never in the tree of economics the point is still valid but our allusion to the Rock-a-bye Baby lullaby would be
even more strained. Samuelson devotes only a single and misleading sentence to Cantillon when discussing the
genealogy of economics, “Richard Cantillon was an international merchant, one of many early writers who was
not without a commercial interest in the doctrines he was espousing.” The charge of self-serving promotion is
odd given the history of the Essay. Cantillon’s commercial interest was probably furthered neither by his book’s
posthumous publication nor his general avoidance of publicity. Oddly, Samuelson’s back cover graphic gives
prominence to François Quesnay the founder of the Physiocrats, a school of economists that influenced Smith to
some extent. In another context Samuelson was very critical of Quesnay’s major work, Tableau Economique, a
work that enchanted Joseph Schumpeter and led him to pronounce Quesnay one of the four greatest economists.
In a methodological tour de force, “Quesnay’s ‘Tableau Economique,’ as a Theorist would Formulate it Today” (in
Ian Bradley and Michael Howard, editors, 1982, Classical and Marxian Political Economy: Essays in Honor of
Ronald L. Meek, St. Martins Press, pp. 46-78.) Samuelson explores and recasts the Tableau in modern
mathematical form and finds little of substance. In his conclusion, Samuelson was only able to state,
“Embarrassing or not, the Tableau Economique, has been an interesting footnote in the history of economic
thought.” We would be a bit more charitable and credit Quesnay with trying to extend the circular flow model
and its primitive sort of equilibrium sketched out by Cantillon and in doing so suggesting a method of attack for
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Stanley Jevons rescued Cantillon from obscurity but his praise for the Essay all but
ignores the introduction of the entrepreneur into economics. Jevons was particularly
struck by Cantillon’s discussions of currency and foreign trade. Unfortunately Jevons
died before he could delve deeper and more thoroughly examine Cantillon’s work.
Cantillon was a fascinating character and a successful entrepreneur but many thought him
a crooked speculator (but by his definition, criminals may be entrepreneurs). Born in
Kerry, Cantillon left Ireland when he was a young man. His Catholic and Jacobite family
had been dispossessed by the Cromwellian occupation of Ireland in the 1650s and
opportunities were limited in Ireland. In France he leveraged family connections and
created a successful banking enterprise. He became extremely wealthy promoting and
exploiting John Law’s Mississippi Company and the bubble it fostered while shrewdly
escaping its bursting.396 Cantillon faced thereafter continual litigation and death threats
from victims who accused him of stock jobbing - speculating with shares left as collateral
by borrowers. By most accounts, Cantillon was murdered in his London home by his
servants but his most recent biographer, Antoin Murphy, suggests that he might have
faked his death and absconded to South America; a hypothesis supported by the
“enigmatic spiriting away of documents relating to him from his residence in Albemarle
Street in London to the Dutch South American colony of Surinam.”397
Cantillon developed an early circular flow model of an interdependent economy in which
property owners, farmers, workers, artisans, and entrepreneurs exchanged goods and
services. Some form of this closed circle image of an economy has since been found in

later, more talented and mathematically adroit economists. Wassily Leontieff, an economics Nobel prize winner,
developed the Input-Output models which have Quesnay as an intellectual forebear.
396 John Law (1671-1729) was a Scottish economist who made contributions to monetary theory and was an
early advocate of paper money but he is remembered mostly for his entrepreneurial role in the Mississippi
Company Bubble. Law was forced to flee from Scotland to Holland and later to France to avoid imprisonment
and possible execution for killing a rival suitor in a duel. Law parlayed a friendship with the French Regent, the
Duke of Orleans, into one of the greatest commercial empires in history. In 1716 Law founded the Banque
Général ostensibly a private institution but a forerunner of the modern central bank that had royal authority to
issue bank notes. In 1717 Law established the Compagnie d'Occident (Company of the West), popularly known
as the Mississippi Company, which had a monopoly on French trade with the region along the Mississippi River
from Louisiana to Canada. Law later added a number of other trading companies and franchises and, though still
known popularly as the Mississippi Company, his trading empire controlled French trade in North America as
well as Africa, China and the East Indies. The French government took control of Banque Général and renamed
it Bank Royale but left Law in charge while guaranteeing the notes issued by the bank. Law’s companies
purchased the rights to mint new French coins and to collect most of the country’s taxes. In January 1720 Law
became the Controller General and Superintendent General of Finance. France had now virtually outsourced its
monetary and financial operations to one man. Shares in the Mississippi Company could be purchased with bank
notes from Bank Royale or with government debt. The idea was to stimulate economic activity by issuing paper
money and to convert government debt into commercial securities based on the exploitation of the state’s
control of overseas trade. (Central banks have had worse ideas.) Investors rushed to buy shares in a company
that controlled all of France’s non-European trade and had control of the country’s money supply, quickly
bidding up the share price to almost twenty times its initial level. The French word millionaire entered the
language to describe many of those who, at least temporarily, became fabulously wealthy. Law facilitated the
rise in share price by issuing (printing) more bank notes to finance share purchases. Cantillon had an uneasy
relationship with Law, who had immense influence in France, once demanding that Cantillon leave France.
Cantillon demurred but did offer to help save Law’s enterprise. Cantillon’s rescue efforts made him a fortune,
ruined many others, and lead to constant lawsuits and death threats and his prudent removal to London.
397 Antoin E. Murphy, 1986, Richard Cantillon: Entrepreneur and Economist, Oxford University Press, Oxford, New
York, Toronto and Melbourne, 336 pp. quote is from p. 21.
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nearly every introductory economics textbook.398 The energy or motion to power the flow
and to pull goods and resources from one sector to another came from entrepreneurs
bearing the uncertainty of buying from one party at the prevailing market price, adding
value in some form, and selling the final good or service on to another at the ensuing but
uncertain market price. Cantillon’s description of action initiated in one period with an
intent to profit in another is a predecessor to Hayek’s later insight that all economic
activity is a form of planning. The model’s tendency toward equilibrium was a
consequence too of bearing uncertainty. When their transactions were successful
entrepreneurs prospered. When their rewards were exceptional more entrepreneurs
entered to increase supply and when demand was insufficient to support all of them some
went bankrupt and departed. Cantillon called this the proportioning of suppliers to
demand.
Cantillon began his exposition of the circular flow of goods and of entrepreneurial
behavior under uncertainty with the case of the farmer.
“The farmer is an entrepreneur who promises to pay the property
owner, for his farm or land, a fixed sum of money (generally assumed
to be equal in value to a third of the production) without assurance of
the profit he will derive from this enterprise. He employs part of the
land to feed herds. Produce grain, wine, hay, etc., according to his
judgment without being able to foresee which of these will pay the best
price. The price of these products will depend partly on the weather,
partly on the demand; if wheat is abundant compared to consumption,
it will sell at a cheap price, if there is scarcity it will be expensive. Who
can predict the number of births or deaths that will occur during the
current year? Who can foresee the increase or reduction in
expenditures that can occur in families? And yet the price of the
farmer’s product naturally depends upon those unforeseen
circumstances, and consequently he conducts the enterprise of his farm
with uncertainty.”399 (Emphasis added)
The phrases we’ve italicized capture Cantillon’s early perception of the role of individual,
decentralized decision-making and judgment in a market economy. The entrepreneur is
the propulsion unit, of a free market – he uses local knowledge and judgment to make
decisions in an uncertain world and to reap or bear the consequences. Scattered
throughout the economy with his antennae tuned to opportunity, the entrepreneur initiates
the adjustments that continuously respond to the conditions and imbalances that arise in a
dynamic economy.

398 Our undergraduate textbook, Paul A. Samuelson, 1970, Economics: Eighth Edition, McGraw Hill, presents
Samuelson’s version of the flow on page 42. One of Samuelson’s professors, Joseph Schumpeter, went beyond
the visual metaphor and made the circular flow the centerpiece of his theory of development.
399 Richard Cantillon, 2010, An Essay on Economic Theory: An English translation of Richard Cantillon’s Essai sur la
Nature de Commerce en Général, translated by Chantal Saucier, edited by Mark Thornton, published by Ludwig
von Mises Institute, Auburn, Alabama, p. 73 of 243. The digital edition is available free.
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The entrepreneur-driven market process differs profoundly from the economic guidance
in centrally planned systems. One sometimes hears the sentiment that, “in theory400 a
central planner could achieve as efficient a result as the market.” This is simply not true
for any economy much larger than Robinson Crusoe’s island.401 Markets create and
distribute information. Eliminate markets and the creation of new information is reduced
vastly. A central planner cannot possibly acquire or employ local knowledge across his
entire domain and must therefore work without much of the information most useful for
making decisions. In a centralized economy decision-making is separated from the
bearing of consequences. This separation mutes the selection pressures that identify and
reward the most effective entrepreneurs. There is little or no scope for emergent market
phenomena. Would-be entrepreneurs cannot discover and exploit imbalances. Private
introduction of new combinations of resources that compete with state programs are
throttled.402
A planned economy almost by definition cannot create many legitimate entrepreneurs.
They do however excel at creating black market entrepreneurs who, though they relieve
some of the shortages of planned economies, must charge higher prices to compensate for
their risks and often find it necessary to contribute to corrupt public officials. Market
economies are not immune to corruption; crony capitalists may pursue a form of
corrupted entrepreneurship to undermine the system and acquire unearned rents.
Cantillon’s entrepreneurs still thrive and continue to perform a valuable service powering
the circular flows of goods and services among sectors. This activity serves to maintain
stability and, when unexpected events occur such as a plague, locusts, or hurricane
Katrina or Sandy, entrepreneurs absorb some of the losses but they also adjust their
actions in light of the dislocation and thereby work to restore stability. Unfortunately,
their actions to restore stability after a serious disruption are usually assailed as
profiteering. When entrepreneurs fail in periods of oversupply their passing is seldom
noted and almost never mourned. Cantillon referred quaintly to the consequences of
economic disequilibrium for entrepreneurs as the noble act of proportioning themselves
to their customers.
“In a state, they [entrepreneurs] proportion themselves to the
customers or their consumption. If there are too many hat makers in a
400 John Stuart Mill was having a conversation with his father, James, and made the statement that "it sounds
good in theory, but doesn't work in practice." James asked him to reflect on what he just said. John recanted. If
it doesn't work in practice, it is useless as a theory.
401 The analogy between a firm and planned economy does not alter this fact. A firm’s operations are centrally
planned but they are informed and assessed by the market. The most prominent argument that a socialist
economy could achieve efficiency by setting initial prices and quantities and then responding to excess
inventories and shortages is due to Oskar Lange and Abba Lerner. Their view, which was accepted by many
economists, reflects a mechanical analogy for the working of the market rather than a dynamic competitive
scrum from which new information, ideas, products and technologies emerge. We suppose that most of us who
try to teach economics at some point have contributed to the mechanical, clockwork, or computer analogy to an
economy while we are quick to deny that concept in biological competition and evolution.
402 Terence Wilmot (H. W.) Hutchison (1912-2007), a well regarded British economist challenged the positions
of Hayek, Mises and others with an interesting argument based on the impossibility of perfect foresight and
hence the indifference between free market and planned economy decisions. A brief summary of his argument is
at T. W. Hutchison, 1937,“Note on Uncertainty and Planning,” The Review of Economic Studies, Vol. 5, No. 1 (Oct.,
1937), pp. 72-74. Hutchison failed to appreciate the continual and iterative nature of the information creating
process as producers and consumers repeatedly made and adjusted plans.
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city or on a street for the number of people who buy hats, the least
patronized must go bankrupt. On the other hand if there are too few.
It will be a profitable business, will encourage new hat makers to open
shops and in this manner, entrepreneurs of all kinds adjust
themselves to the risks in a state.”403
Cantillon’s concept of an entrepreneur as one who acquires resources at current market
prices and sells them (or the products they become part of) at unknowable future prices
anticipates much of Frank Knight’s 1921 description. Cantillon’s model economy has
three major classes, landowners, laborers, and entrepreneurs. Cantillon includes as
uncertainty-bearing entrepreneurs the merchants who buy the produce of the countryside
to sell in the city, the manufacturers who buy raw materials with which to produce their
goods, the drapers who buy their cloth from manufacturers and sell retail, the proprietors
of mines, theaters, buildings, sea traders, restaurateurs, pastry cooks, innkeepers, and the
artisans who establish their own businesses such as shoemakers, tailors, carpenters,
wigmakers, coppersmiths, seamstresses, chimney sweeps, painters, physicians, lawyers
and water transporters.
Cantillon recognized that many professionals and artisans earn their way by bearing
uncertainty and that even beggars and robbers are entrepreneurs. All of these
entrepreneurs are interconnected and, “live with uncertainty and proportion themselves to
their customers.”
“All of these entrepreneurs become consumers and customers of
each other, the draper of the wine merchant, and vice versa. In a state,
they proportion themselves to the customers or their consumption. If
there are too many hat makers in a city or in a street for the number
of people who buy hats, the least patronized must go bankrupt. On the
other hand, if there are too few, it will be a profitable business which
will encourage new hat makers to open shops and in the manner,
entrepreneurs of all kinds adjust themselves to risks in a state.”404
Cantillon appreciated the importance of entrepreneurial profits and losses in adjusting the
market. Cantillon’s ideas influenced not only Adam Smith but many other important
philosophers and classical economists including Jacques Turgot (1727-1781) an early
physiocrats and important influence on Smith, Francois Quesnay (1694 -1774) a founder
of the French physiocrats, David Hume (1711-1776) Smith’s good friend and perhaps the
greatest English-language philosopher, and Étienne Bonnot Abbe de Condillac (17141780) a recently exhumed French philosopher whose economic observations are
comparable to Smith’s and significantly more insightful than those of his friend Jean
Jacques Rousseau.405

Richard Cantillon, Essay on Economic Theory, Kindle Free Edition, p 75 of 243.
Richard Cantillon, 2010, An Essay on Economic Theory: An English translation of Richard Cantillon’s Essai sur la
Nature de Commerce en Général, translated by Chantal Saucier, edited by Mark Thornton, published by Ludwig
von Mises Institute, Auburn, Alabama page 76 of 243 in Kindle Edition.
405 Condillac was a philosopher cleric and early psychological theorist who is best known for his reflections on
the role of senses in shaping understanding. His only work on economics, Le Commerce et le gouvernement,
403
404
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Condillac was ahead of his time (and Smith) in emphasizing utility as the foundation of
value. He was also a pioneer in defining the roles and division of labor among capitalist,
entrepreneur, and workers, seeing the entrepreneur largely as a manager. In these separate
roles, Condillac saw the natural emergence of classes and the respective claims on the
returns from enterprise.
In this order, we see one man who provides the ground, that is the
settler, an entrepreneur who assumes the task of overseeing the
cultivation, and farm workers or hired men who carry out the work.
We shall find the same situation in large undertakings of every kind.
Does one want to set up a manufacturing enterprise? A rich man or a
company provides the capital, an entrepreneur directs the business,
and the workmen toil under his orders.
By that one sees how in each profession the citizens divide into
separate classes, and how each of them finds, in his wage, the part
which he has, as co-owner, of the enterprise’s return.406
In some ways, Condillac anticipated Schumpeter’s analysis of economic classes. Both
seem to have thought that natural selection and sintering processes operated and sorted
people into classes and roles according to their talents.

considérés relativement l'un a l'autre was published in 1776 - the same year as Smith’s Wealth of Nations and
perhaps for this reason attracted relatively little attention at the time. Condillac’s ideas about subjective utility
were more advanced than the classical economists or physiocrats and anticipated Carl Menger by nearly a
century. One of Condillac’s brothers, Gabriel Bonnot de Mably, a political writer known as Abbè de Mably, was
considered by Marx and Engels an important influence on communist theory.
406 Étienne Bonnot, Abbè de Condillac, 1776, translated by Shelagh Eltis, 2008, Commerce and Government
Considered in their Mutual Relationship, Liberty Fund, Indianapolis, 347pp. quoted material from p. 139.
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Occasionem Cognosce (Know the Opportunity) – Motto of the Lowell Family
An excellent example of Cantillon’s notion of criminals as entrepreneurs is the long and celebrated history of intellectual
property theft. The early U.S. textile industry benefitted greatly from the theft of British intellectual capital, technology and
knowledge. Francis Cabot Lowell (1775-1817) was joint heir of two great Boston families; the Cabots and the Lowells. His
mother, Susanna Cabot, was the granddaughter of John Cabot who emigrated from the Isle of Jersey and became a very
successful merchant. His father, John Lowell, served in the Continental Congress and was appointed chief judge of the First
Circuit Court of Appeals by his friend John Adams. Francis, as did his father, earned an A.B. from Harvard where he
concentrated on mathematics and was an early member of the Porcellian Club (aka Pork Club) a group of young men from
prominent families seeking refuge from college food. Francis was a conscientious student who graduated at 18 with honors
despite being suspended for joining with his pals in setting a bon fire on campus.407 His priggish older brother, John Jr.
chastised him for the bon fire and urged him to pursue a virtuous life; advice which fortunately for American prosperity
Francis failed to observe fully.
Upon graduation Francis disappointed his father by showing little interest in politics and followed his Cabot side by becoming
a very successful international merchant. When war loomed in 1810 he settled up his business and embarked on a trip to
Great Britain where he was granted rare access to powered textile mills. Following the family motto Francis saw an
opportunity to create great wealth employing the fiercely guarded superior technology. On his return journey in 1812 he was
detained in Halifax and his possessions searched because he was suspected of stealing plans for British power weaving
technology. He was freed when a thorough search failed to reveal incriminating documents. In a move that would impress the
Samsung Group, Francis had memorized the details of the plants and left no evidence of his enormous theft. Upon his return
Francis worked closely with a talented engineer-machinist, Paul Moody, to convert his purloined knowledge into the first
integrated textile mill in the U.S. situated in Waltham, Massachusetts. Francis died when he was only 42 but his company
thrived and the town of Lowell is named after him and he is honored as a key figure in the American Industrial Revolution.
Paul Moody got only a street in Walpole named for him.
Perhaps the most famous intellectual property thief was Samuel Slater whose story of industrial espionage was celebrated in
American history textbooks when we were in junior high. Slater, a British citizen, learned powered cotton spinning technology
while serving an indentured apprenticeship to Jedidiah Strutt whose industrial secrets he had pledged to protect. Betraying
Strutt and leaving Britain under an assumed name he connected with Moses Brown, a Providence merchant with whom he
partnered to create a New England powered spinning industry. Andrew Jackson called Slater the “Father of the American
Industrial Revolution.” The British understandably called him Slater the Traitor.408
William Easterly, a former World Bank economist, recounts a modern case of leaking knowledge with beneficial intended and
unintended consequences. Daewoo, seeking to skirt protective textile tariffs, made a small investment to support Noorul
Quader, an entrepreneur who started the Bangladesh garment industry. Daewoo agreed to train 130 Bangladeshi workers in
Korea. Quader’s company, Desh Garments Ltd., would pay Daewoo various royalties and commissions amounting to 8 percent
of revenues. The venture succeeded beyond everyone’s expectations. But Desh couldn’t stop other entrepreneurs from
entering the field and their humble first year 1980 revenues of $50,050 were the seed for today’s $2billion dollar Bangladeshi
garment industry. The rim shot is that 115 of Desh’s original 130 workers left to start their own garment firms!
The corporate entrepreneur Daewoo saw an opportunity to circumvent developed world quotas and tariffs on Korean
products, the start-up entrepreneur Noorul Quader saw an opportunity to build a business and 115 of his initial employees
took off from there and became start-up entrepreneurs. Naturally the importing countries saw the benefits of lower cost
garments to their consumers and the income for poor Bangladeshis and celebrated this triumph of free trade by trying to
restrict that trade and protect local workers.409

Francis’ father graduated dead last in his class of 37. He wisely remained close to classmate John Adams.
The material on Lowell and Slater draws on a number of sources, particularly Chaim M. Rosenberg, 2010, The
Life and Times of Francis Cabot Lowell, 1775–1817, Lexington Books, 366 pp. (esp. pp. 1-30 and 60-70); Charles
R. Morris, December 6, 2012, “We Were Pirates Too: Why America Was the China of the 19th Century, Foreign
Policy accessible at http://foreignpolicy.com/2012/12/06/we-were-pirates-too/?wp_login_redirect=0 ;
Dan Yaeger, Francis Cabot Lowell: Brief life of an American entrepreneur: 1775-1817, Harvard Magazine,
September-October 2010; http://harvardmagazine.com/2010/09/vita-francis-cabot-lowell
409 This account is drawn from William Easterly, The Elusive Quest for Growth: Economists’ Adventures and
Misadventures in the Tropics, The MIT Press, Cambridge, MA. 2001, especially Chapter 8, “Tales of Increasing
Returns, Leaks, Matches, and Traps.”
407
408
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The Division of Labor and the Entrepreneur
Cantillon is one of the few authors cited by Adam Smith who borrowed both from
him (erroneously as Jevons pointed out) and the Physiocrats that followed him.
Smith made the entrepreneur aka the undertaker a central figure in the operation of
the economy. In the slightly different perspectives of Cantillon and Smith we have
the beginnings of a theory of how wealth is created. Smith credited the division of
labor with increasing productivity and thus the amount of value people could create.
Cantillon brought to our attention a particular division of labor between
entrepreneurs and others. The recognition of an opportunity for the division of
labor is an entrepreneurial discovery of profit potential. It is hard to imagine pin
makers or rifle makers dividing up their tasks amongst others without the impetus
provided by entrepreneurial discovery of opportunity. Much of the increase in the
productivity of resources stems from their direction or re-direction to profitable
uses by entrepreneurs. Later economists particularly Knight, Schumpeter, and more
recently, Kirzner would expand on the specialized value-creating actions of
entrepreneurs.
Smith conjectured that specialization of labor emerged as an occupational choice based
on the extent of the market and the observation of opportunity. He suggested that one day
a member of a hunting or herding tribe discovered that he was a more capable maker of
bows and arrows than his peers and was able to trade for and acquire more cattle or
venison in this way than by going into the field. Eventually he became a sort of armourer
for the tribe.410
After outlining the similar trajectories of how relative skills led to specialization for the
armourer, the house carpenter, the smith, and the tanner Smith seems to credit the
certainty of reward.
“And thus the certainty of being able to exchange all that surplus
part of the produce of his own labor, which is over and above his own
consumption, for such parts of the produce of other men’s labor as he
may have occasion for, encourages everyman to apply himself to a
particular occupation, and to cultivate and bring to perfection
whatever talent or of genius he may possess for that particular species
of business.”411 (emphasis added)
Smith outlined the concept of entrepreneurial occupational choice but didn’t express it
quite right. The expected return, not at all a certainty, was the armorer’s motive for
specialization. The critical transition for Smith’s armorer, the very essence of
entrepreneurship, was becoming a specialized bearer of uncertainty. Many heffalumps are
fearless creatures, ready to charge into uncertain terrain for an uncertain reward. This is

410 Adam Smith, Op Cit. Kindle edition, p 13 of 570. As is our custom we use Smith’s spelling when quoting him as
with armourer here.
411 Adam Smith, ibid p 13; it is possible that Smith was using “certainty” in a non-literal sense more consistent
with the modern use of “expected”.
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the entrepreneurial inclination, what Keynes called animal spirits, is the willingness, even
eagerness, of some to confront uncertainty and bear the consequences.
“… human decisions affecting the future, whether personal or
political or economic, cannot depend on strict mathematical
expectation, since the means for making such calculations does not
exist; and that it is our innate urge to activity which makes the wheels
go round, our rational selves choosing between the alternatives as
best we are able, calculating where we can, but often falling back for
our motive on whim or sentiment or chance.” 412
We can extend Adam Smith’s conjecture to examine more fully the nature of his
armourer’s career choice. As a member of a hunting party, Smith’s bow-and-arrow maker
shared the uncertainty of the hunt with his colleagues and, so long as he had the
reputation of being a solid team player, he could count on sharing the tribe’s hunting
success (a form of insurance).413 When he took the step of leaving the hunt and
specializing in making bows and arrows to exchange for meat, he bore individually the
uncertainty of future demand for his bows and arrows while continuing to be subject to
the uncertainty of the hunt. In this he was just like Cantillon’s farmers who could not
foresee the precise demand for their produce but planted seeds and cultivated them for an
uncertain reward. But as Schumpeter would later emphasize, his decision to introduce a
new method or way of doing things, made the whole tribe better off.
The prices or the terms of trade between, say, venison and arrows continued to reflect the
uncertainty of the hunt but now our armourer faced also the vagaries of his new market
for bows and arrows. His customers would consider the expected value of their increased
hunting time made available by buying rather than making their equipment and, if the
bows and arrows were of a superior quality, the increased yield on their hunting time.
Whatever was left for the armourer after the cost of his inputs, his investment in tools,
and considering his opportunity cost of foregone rewards from hunting would be
economic profit - his compensation for bearing uncertainty.414
As Smith pointed out, the division of labor is limited by the extent of the market; this
holds true for the degree of entrepreneurship as well. Our specialist armourer would
likely not emerge in a tiny tribe or clan in part because his absence from the hunt would
be significant and unlikely to be offset by the increased productivity of the remaining
412 Keynes’ famous statement concerning animal spirits is: "Most, probably, of our decisions to do something
positive, the full consequences of which will be drawn out over many days to come, can only be taken as the
result of animal spirits - a spontaneous urge to action rather than inaction, and not as the outcome of a weighted
average of quantitative benefits multiplied by quantitative probabilities." See Keynes, 1965, The General Theory
of Employment, Interest, and Money, Harcourt Brace & World, pp.403, originally published 1935. Quote is on page
161. Keynes may have borrowed the term animal spirit from David Hume, An Enquiry Concerning Human
Understanding, Section VII, “Of the Idea of Necessary Connection: Part 1” accessible at
http://ebooks.adelaide.edu.au/h/hume/david/h92e/chapter7.html. Hume however seems to be using the term
in a biological and neurological sense to explain the transmission of intent to muscle movement. Keynes seems
to the authors to use the term to describe the willingness to engage the market in the face of uncertainty.
413 The importance of reputation in cooperative or collaborative situations is well documented in game theory.
Shirkers or in game theory lingo, defectors, must be punished lest they invade and overwhelm the cooperators.
414 He may have had some working capital costs in the form of work in progress and inventory and some
receivables.
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hunters.415 If the tribe and thus the market for hunting equipment continued to grow our
armourer might take on an assistant and if so he might have needed to compensate the
assistant with a fixed wage and continued to absorb the uncertainty of future demand and
prices. (As we discuss later, this is a critical moment in Frank Knight’s model of the
entrepreneur and emergence of the firm.) Later he may invite the assistant to become his
partner and to share both in the uncertainty and possible profits. Or, he may provide his
employee with incentives to become more productive by some combination of fixed and
variable compensation. He would thus confront the business strategy issues of increasing
firm value through internal organization and compensation policies.416
An Adventurer
Among leading classical economists the greatest champion of the entrepreneur was Jean
Baptiste Say (1757-1832) a French economist today known mostly for Say’s Law of
Markets. Say’s Law states that the income people earn from producing the supply of
goods is the source of the demand for goods and services. It is usually stated semicryptically as “supply creates its own demand” – a phrasing attributed originally to James
Mill (John Stuart’s father). As a rough statement of long run equilibrium it is a tautology
because in general equilibrium overall supply must equal demand so that the income
from supply must equal the amount spent on demand. But in the short run, aggregate
supply and demand may be stuck in an unbalanced position as argued by John Maynard
Keynes. In Say’s own words, the concept is a commonsensical condition of exchange that
the income of producers supports their capacity to demand other goods.
“A man who applies his labour to the investing of objects with
value by the creation of utility of some sort, can not expect such a
value to be appreciated and paid for, unless where other men have the
means of purchasing it. Now, of what do these means consist? Of other
values of other products, likewise the fruits of industry, capital, and
land. Which leads us to a conclusion that may at first sight appear
paradoxical, namely, that it is production which opens a demand for
products.”417
We are assuming that diminishing returns to additional hunters in the party would not set in at
small numbers. Simplistically, if there are 10 hunters the would-be specialist bow-and-arrow maker
has to make each of the other nine on average something greater than 11 per cent more efficient to
justify leaving the hunt and specializing in weapons production.
416 Compensation based on sharing uncertainty’s consequences is captured in the so-called
sharecropping model that is one of the oldest contract forms known and remains the template for
many incentive schemes. Sharecropping is the basis for most commission systems and is a means of
sharing uncertainty and in some situations leads to a form of entrepreneurship. A taxi driver for
example may contract with the owner of a cab and medallion and pay a fixed daily rate for his capital
equipment but the driver retains most of the revenue above that point. His success depends on
learning where the customers are most likely to be and to devise profitable and sometimes
innovative routes to get them where they desire to be.
417 Jean Baptiste Say, A Treatise on Political Economy; or the Production, Distribution, and Consumption
of Wealth, ed. Clement C. Biddle, trans. C. R. Prinsep from the 4th ed. of the French, (Philadelphia:
Lippincott, Grambo & Co., 1855. 4th-5th ed.). April 13, 2014.
http://oll.libertyfund.org/titles/274#Say_0518_403
415
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Say was an effective proselytizer of Adam Smith’s ideas and his work promoted laissez
faire policies in Great Britain, the United States, and France. Although sometimes
portrayed as a mere popularizer of Smith, Say was ahead of his time and departed from
Smith’s labor theory of value to argue that demand for goods reflected the utility they
provided buyers. The English translation of his 1803 work, A Treatise on Political
Economy, was for a time the most popular economics textbook in America contributing
perhaps to the entrepreneurial spirit that flourished in the U.S. during the 19th century.
Peter Drucker (1909 – 2005) an Austrian-born management guru, educator, and popular
business management author, erroneously credited Say rather than Cantillon with coining
and defining the term entrepreneur.418 Drucker may have been referring to the French
edition of A Treatise on Political Economy because Say’s translator, C.R. Prinsep, used
the term adventurer.419
Say echoes Cantillon on the propulsion of the economies' circular flow and anticipates
Hayek’s emphasis on information in seeing the entrepreneur “as necessary for the setting
in motion of every class of industry whatever; that is to say, the application of acquired
knowledge to the creation of a product for human consumption.” Although Say conflates
the manager and adventurer, he is very clear about the adventurer’s required skill set and
need to deal with uncertainty and risk:
…this kind of labour [adventurer] requires a combination of moral
qualities, that are not often found together. Judgment, perseverance,
and a knowledge of the world, as well as of business. He is called upon
to estimate, with tolerable accuracy, the importance of the specific
product, the probable amount of the demand, and the means of its
production: at one time he must employ a great number of hands; at
another, buy or order the raw material, collect labourers, find
consumers, and give at all times a rigid attention to order and
economy; in a word, he must possess the art of superintendence and
administration. He must have a ready knack of calculation, to compare
the charges of production with the probable value of the product
when completed and brought to market. In the course of such
complex operations, there are abundance of obstacles to be
surmounted, of anxieties to be repressed, of misfortunes to be
repaired, and of expedients to be devised. Those who are not
possessed of a combination of these necessary qualities, are
unsuccessful in their undertakings; their concerns soon fall to the
ground, and their labour is quickly withdrawn from the stock in
418 Peter F. Drucker, 2007, Innovation and Entrepreneurship; Practice and Principles (Rev. ed.),
Routledge, 253 pages, p19. Drucker repeats the misattribution to Say several times in the book and
never mentions Cantillon.
419 The choice of words is explained in a translator’s note thus: “The term entrepreneur is difficult to
render in English; the corresponding word, undertaker, being already appropriated to a limited sense.
It signifies the master-manufacturer in manufacture, the farmer in agriculture, and the merchant in
commerce; and generally in all three branches, the person who takes upon himself the immediate
responsibility, risk, and conduct of a concern of industry, whether upon his own or a borrowed
capital. For want of a better word, it will be rendered into English by the term adventurer. Translator.”
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circulation; leaving such only, as is successfully, that is to say, skillfully
directed. Thus, the requisite capacity and talent limit the number of
competitors for the business of adventurers. Nor is this all: there is
always a degree of risk attending such undertakings; however well
they may be conducted, there is a chance of failure; the adventurer
may, without any fault of his own, sink his fortune, and in some
measure his character; which is another check to the number of
competitors, that also tends to make their agency so much the
dearer.420
Say’s adventurer is much more a jack-of-all trades operating in an uncertain and
competitive world than a radical innovator in a later Schumpeterian sense. Stanford’s
Edward Lazear later stressed this generalist quality and found that most entrepreneurs
brought a variety of skills to their initiatives. The interconnections among science,
technology, invention, and innovation were sensed by Say and others but not yet made
explicit. Say emphasized that Britain’s success depended more on the “wonderful
practical skill of her adventurers in the useful application of knowledge, and the
superiority of her workmen” than on its formidable capacity in science.421

420 Jean Baptiste Say, A Treatise on Political Economy; or the Production, Distribution, and Consumption
of Wealth, ed. Clement C. Biddle, trans. C. R. Prinsep from the 4th ed. of the French, (Philadelphia:
Lippincott, Grambo & Co., 1855. 4th-5th ed.). April 13, 2014.
http://oll.libertyfund.org/titles/274#Say_0518_1075
421 Ibid, location 1663 of 13725
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Chapter 9. The Neoclassical Entrepreneur
Most of the classical economists held that the value of something was determined by
the costs of producing it. The most notable example is the labor theory of value
shared by Adam Smith and Karl Marx. Then in the third quarter of the 19th century
three economists, Stanley Jevons, Carl Menger, and Leon Walras independently
formulated a new theory of value based on marginal utility and later extended the
marginalist approach to costs. The marginalist revolution gave rise to the familiar
supply and demand framework for price determination that was elaborated by
Alfred Marshall and beloved by generations of Economics 100 students. The
marginalist revolution led to the neoclassical school of economics. The entrepreneur
survived into the neoclassical era and even thrived for a while but eventually
succumbed to the general equilibrium model that had no place for him and was
buried by game theory that had little or no room for intuition or experiential
judgment under uncertainty.
Alfred Marshall The Fourth Factor of Production
Alfred Marshall, like Smith, used the word undertaker to connote both innovative
entrepreneurs and everyday businessmen. Marshall is sometimes criticized for thus
conflating the roles of the entrepreneur, the capitalist, and the manager joining them
together into a broad management category. We once considered this a serious flaw
in Marshall’s analysis but we think now that the fourth factor of production is not a
bad home for the entrepreneur. Many scholars feel it is important to boil down the
role of the entrepreneur to some unique essence and thus distinguish the
entrepreneur, or the entrepreneurial function, from managers and others who
contribute or direct resources. Israel Kirzner’s entrepreneur whom we’ll discuss
below, for example, discovers opportunities but plays no necessary role in achieving
those opportunities. Schumpeter’s entrepreneur was something of a free agent
provocateur. Strategic entrepreneurship scholars such as Nicholai J. Foss and Peter
G. Klein have moved in the opposite direction and advance an entrepreneurial
theory of the firm that emphasizes the entrepreneurial
role within the firm and expresses the essential role of Knightian judgment in the
planning and conduct of the firm.422
Isolating the roles or functions of the capitalist, the manager, and the entrepreneur makes
it a bit easier in principle to match the various elements of “profit” with the economic
roles or functions involved in a business. But it is common for an individual to perform
more than one of the roles and to perform various functions at different times. When
multi-tasking occurs, the tendency is to credit the entrepreneur with performing the
additional function as in, “the entrepreneur may also act as a capitalist when investing his
own funds in the venture.” But it seems equally valid to say that, “a capitalist may act as

Nicholai J. Foss, Peter G. Klein, 2012, Organizing Entrepreneurial Judgment: A New Approach to the
Firm, Cambridge University Press, New York, 299 pp.
422
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an entrepreneur when underwriting a new product or technology.” The key to getting
through the definitional thicket is to focus on functions rather than positions or titles.
Once we accept that entrepreneurs can reside within existing firms, that entrepreneurs
and others often perform many functions, and even that teams can act in an
entrepreneurial fashion we may be better served to define entrepreneurial functions rather
than trying to draw a portrait of a pure member of the species. There may not be a
purebred Heffalump; there may be many breeds with varying characteristics. Stanford’s
Edward Lazear has provided some strong evidence that the those who create successful
firms are less likely to be exceptional specialists than to have a set of skills and
experiences that equip them to attend to the business side of things. This seems close to
integrating the pure entrepreneurial function (whatever that might be) with general
management expertise.
Marshall recognized three forms of “command over capital” - the supply of capital, the
supply of the business power to manage that capital, and the supply of the organization
by which the first two are brought together. The latter two are often entrepreneurial in
nature. The combined earnings on the business power and organization elements
Marshall called “gross earnings of management” and the earnings on the supply of
business power alone he called “net earnings of management.”423 These terms may be a
bit confusing but they correspond roughly with the traditional divisions of the residual
after all other costs are paid. The supply of capital is pretty much what it sounds like –
the provision of investment funds either from the “undertaker” or an outside investor. By
“business power” to manage that capital, Marshall means what we might call business
acumen, competence, talent, etc. The third term, “organization by which the first two are
brought together” refers to the exercise of judgment in combining and organizing
resources. An entrepreneur (undertaker) who financed and managed his venture would
receive a return on invested capital, compensation for his ordinary management efforts,
and an entrepreneurial profit earned for a superior product, technological or
organizational innovation. Marshall states very clearly his awareness of the difference
between innovative effort and standard management that is very similar to the distinction
made later by Schumpeter and others.
…we may divide employers and other undertakers into two
classes, those that open out new and improved methods of business,
and those who follow beaten tracks.424
Marshall illustrated the distinction between compensation for ordinary management and
the reward for innovation or leaving the beaten path with the example of manufacturer
who earns a typical salary of £1,500 for managing the works but one day he conceives
and implements a way to reduce the number of heating operations and is able to increase
annual net revenues by £2,000. His change in the organization of production thus
increases his compensation by the value of his innovation.425 Marshall’s analysis is not

Alfred Marshall, Principles of Economics, Kindle Edition, location 7500 of 14517
Ibid, location 7512 of 14517
425 Marshall, ibid, location 7512 of 14517
423
424
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really very different than the sort of “new combinations” of resources espoused by
Schumpeter or the alertness to and seizure of opportunities emphasized by Kirzner.
We think one of Marshall’s greatest contributions to the study of management,
entrepreneurialism, and business organization was in elevating the latter to a full-fledged
factor (he said “agent”) of production together with the previous trinity of land, labor, and
capital.
“We have to inquire more closely into the nature of the services
which are rendered to society by those who undertake and manage
business enterprises, and the rewards of their work, and we shall find
that the causes by which these are governed are less arbitrary, and
present closer analogies to those that govern other kinds of earnings
than is commonly supposed.”426
Before Marshall’s recognition of organization (broadly defined) as a factor of production,
economists focused only on land, labor, and capital. This was fruitful in many respects
but it paid little heed to the agent that put those factors together. Another Alfred, Alfred
Chandler, examined the co-development of modern organizations and management
capabilities as means to realize the potential of capital-intensive technologies emerging in
the late 19th century. It is one thing to develop the technology for very large factories but
it is just as impressive to create the organizations to feed the monsters and achieve the
benefits of their scale. Large capital-intensive technologies have to operate at or above
some minimum efficient level of output. Economies of scale are realized only at
substantial output levels. Coordinating the timely supply of resources necessary to
producing the goods and reaching the large markets necessary to justify the scale of
capital called for a much higher degree of organization and management than
previously.427 Entrepreneurs John D. Rockefeller (Standard Oil), Andrew Carnegie (U. S.
Steel), William Durant (General Motors), brought together Marshall’s four factors of
production in new ways and created the modern industrial company and economy.
Frank Knight and the Decisive Actor Under Uncertainty
Our early understanding of entrepreneurs was influenced greatly by Frank Knight (18851972) an architect of the Chicago school of economics. Knight is difficult to place in a
particular school. He challenged many of the assumptions of the neoclassical model but
he was also a frequent critic of Austrian positions especially those of Hayek.
In introductory economics courses producers and consumers are assumed typically to act
as though they have perfect information about prices, costs, and technologies. Frank
Knight called this “the assumption of practical omniscience on the part of every member
of the competitive system.” Assuming practical omniscience makes the neoclassical
model mathematically tractable, produces useful explanations of economic observations,
Ibid, location 7497 of 14517
Alfred D. Chandler, 1992, “Organizational Capabilities and the Economic History of the Industrial
Enterprise,” The Journal of Economic Perspectives, Vol. 6, No. 3 (Summer, 1992), pp. 79-100 provides
a lucid exposition of the development of modern corporations and the role played organization
development and organizational learning.
426
427
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and enables economists to explain (holding all other factors constant) the general
consequences of events and policies. But the assumption of practical omniscience
squeezes out any role for Cantillon’s or Say’s entrepreneur.
“With uncertainty entirely absent, every individual being in
possession of perfect knowledge of the situation, there would be no
occasion for anything of the nature of responsible management or
control of productive activity. Even marketing operations in any
realistic sense would not be found. The flow of raw materials and
productive services through productive processes to the consumer
would be entirely automatic.”428
In most economic situations people do not possess anything close to practical
omniscience. Nor do they need to; they need only have local (decentralized) information
on which to base decisions on the choices before them. As the Austrian school of
economists delight in reminding us, neoclassical price theory and general equilibrium
theory falter when faced with the greatest and irreducible scarcity of all – our lack of
precise knowledge about the future. We face uncertainty whenever we have imperfect
information. Imperfect information applies to all choices or decisions about the future
and to many current decisions. Knight recognized the differences between types of
probability and their relationship to the difference between risk and uncertainty.
“We can also employ the terms “objective” and “subjective”
probability to designate the risk and uncertainty respectively, as these
expressions are already in general use with a signification akin to that
proposed.
“The practical difference between the two categories, risk and
uncertainty, is that in the former the distribution of the outcome in a
group of instances is known (either through calculation a priori or
from statistics of past experience), while in the case of uncertainty
this is not true, the reason being in general that it is impossible to
form a group of instances, because the situation dealt with is in a high
degree unique. The best example of uncertainty is in connection with
the exercise of judgment or the formation of those opinions as to the
future course of events, which opinions (and not scientific knowledge)
actually guide most of our conduct.”429
Uncertainty stems naturally from our inability to foresee or predict precisely the future.
No less an authority than America’s leading practical philosopher, Yogi Berra (1925-

428 Frank H. Knight, 1921, Risk Uncertainty, and Profit, originally published by Hart, Schaffner & Marx;
Houton Mifflin Kindle edition published by Signalman Publishing, 2009, quote at location 3108 of
5426
429 Frank H. Knight, 2006, Risk, Uncertainty and Profit, Cosimo Inc. (N.Y.) edition, pp. 381, quote on p
233. This edition is a reprint of the 1921 original. Several Kindle editions are available and the
Library of Economics and Liberty provides a free on-line edition at
http://www.econlib.org/library/Knight/knRUP7.html.
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2015), stated, “‘I never make predictions, especially about the future.”430 There are many
reasons for our inability to make precise forecasts including the incredible complexity of
the economic system, our limited cognitive abilities, the world’s ever-changing data, the
state of science and knowledge, etc. No matter what some people claim, we can neither
foresee precisely nor invent the future, period. Deal with it. Uncertainty is fundamental to
economics and to its offspring - finance.
“With the introduction of uncertainty, -- the fact of ignorance and
necessity of acting upon opinion rather than knowledge – into this
Eden-like situation its character is completely changed. … With
uncertainty present, doing things, the actual execution of activity,
becomes in a real sense a secondary part of life; the primary problem is
deciding what to do and how to do it.”431 (Emphasis added)
Deciding what to do and how to do it is the essence of entrepreneurial behavior. People
try to express this in many ways calling for vision, leadership, etc. Frank Knight pointed
out that such decisions and actions have to be made on the basis of judgment and opinion.
Judgment and opinion reflects prior experience, observation, intuition, or similar factors.
People differ with respect to the quality of their judgment under uncertainty and with
respect to their ability to assess the quality of other people’s judgment. A few people are
relatively good at dealing with uncertainty and evaluating the uncertainty bearing
capability of others. People with relatively superior judgment under uncertainty will tend
to be selected for this valuable capability and to specialize in making decisions under
uncertainty.
“When uncertainty is present and the task of deciding what to do
and how to do it takes the ascendency over that of execution, the
internal organization of the productive groups is no longer a matter of
indifference or a mechanical detail. 432 Centralization of this deciding
and controlling function is imperative, a process of ‘cephalization’
such as has taken place in the evolution of organic life, is inevitable,
and for the same reasons as in the case of biological evolution.”433
“Cephalization” - essentially the evolution of a head - is a delightful term for
the centralization of entrepreneurial function of making decisions under

Yogi is credited with making the observation in 1991. Various sources credit prior usage to Mark
Twain, Sam Goldwyn, Danish physicist Niels Bohr, and Danish proverbs. Origination in Danish folk
proverbs and transmitted through Bohr seems a good bet. We must conclude therefore that Yogi
encountered the aphorism during either his study of particle physics or of Danish folk literature. See
the very useful http://quoteinvestigator.com/2013/10/20/no-predict/
431 Frank Knight, Kindle edition, location 3121 of 5426
432 Failure to recognize this aspect of running a business is the cause of much mischief from
politicians who think that running a firm in the private sector where one has to satisfy fickle and
diverse customers’ wants is no different than running the Department of Motor Vehicles (DMV). At
the typical DMV hardly anything changes, there is little or no innovation, and striving for satisfied
customers ranks well below leaving work on time.
433 Op cit. location 3135 of 5426
430
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uncertainty. Knight asserted that the existence of uncertainty and the selection
pressures that reflected competition led to specialization within organizations.
“Productive groups or establishments now compete for managerial
capacity and skill and a considerable rearrangement of personnel is the
natural result.”
This competition would tend to match the needs of productive groups with the skills and
capabilities of managers. If something is scarce, the market will tend to economize on its
use – in this case by allocating more resources to the better managers or entrepreneurs.
This helps explain why successful firms grow both absolutely and relatively.
If Knight was right, we would expect the distribution of firm sizes to reflect the
distribution of managerial or entrepreneurial talent. The more skillful entrepreneurs can
manage greater levels of resources and do so up to the point that the incremental net
return on their effort is zero – effectively the same limit to firm size in terms of
transactions advanced by Coase.
Matching resources with entrepreneurial talent might come about through superior
growth rates, successful acquisitions, asset purchases, and favorable access to capital
from investors. Henry G. Manne (1928-2015) argued that the market for corporate
control was a mechanism to allocate resources to more talented entrepreneurs. When we
were consulting we (and others) noticed how often the chief executive of a mediocre firm
arranged a merger with a stronger company as his retirement date appeared. This is an
implicit admission that the firm has reached the limits of its entrepreneurial capacity and
that shareholders (and the management strapped into golden parachutes) are best served
by transferring the assets to another management. This is especially common when the
market rules and protections are changing. The introduction of limited competition in the
electric utility industry in the late 1970s and the 1980s resulted in a wave of consolidating
mergers. If management initiated mergers are not forthcoming, the evil corporate raider
has an eye for underperforming management and is often a matchmaker or the wielder of
the shotgun at the ceremony.
The 1995 Nobel Laureate Robert Lucas, Jr. followed up on Manne and looked at the
matching of managerial or entrepreneurial capability. Lucas explored how competition
could lead to a distribution of firm sizes with the largest directed by the most skilled
entrepreneurs. When Lucas applied the distribution associated with Gibrat’s Law, the
results were a decent fit. This fact is consistent also with the observed distribution of
CEO pay and the size and success of firms.
Lucas is most famous for his theory of rational expectations in which he points out that
people adjust their plans as they acquire more information and a better understanding of
the implications of policies. A favorite example of forming an early and accurate
expectation of the future is the negotiation by Lucas’ ex-wife Rita for half of a future
Nobel Prize payment if awarded by October 31, 1995. Lucas won the Nobel just 21 days
before the clause expired.434 The Lucas Critique famously observed that estimates of
behavior calculated when people were only partially aware of the consequences of a
434 A concise overview of Lucas’ contributions is at http://www.econlib.org/library/Enc/bios/Lucas.html. We
thank Wikipedia for reminding us of Rita’s financial triumph.
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policy were not valid predictors of behavior when people’s awareness of future
implications improves. This may be considered a corollary of Abraham Lincoln’s
(probably apocryphal) comment on duplicity, “You can fool some of the people all of
the time, and all of the people some of the time, but you can not fool all of the people
all of the time.”435
One of Knight’s most profound insights was the emergence of the firm as a division of
labor among entrepreneurs and employees.
“In addition, there must come into play the diversity among men in
degree of confidence in their judgment and powers and in disposition
to act on their opinions, to “venture.” This fact is responsible for the
most fundamental change of all in the form of organization, the
system under which the confident and the venturesome “assume the
risk” or “insure” the doubtful and timid by guaranteeing to the latter a
specified income in return for an assignment of the actual results.” 436
Knight’s conception of the emergence of the firm as an adaptation to uncertainty and the
variation in men’s capacity and confidence in anticipating future conditions was
challenged rather harshly by Ronald Coase in his seminal 1937 work “The Nature of the
Firm.” Coase argued that Knight’s hypothetical baseline of a world of certainty in which
production was worked out by trial and error and guided by coordinators who performed
only routine work was incomplete and failed to explain “by whom they would be paid
and why?” Further, argued Coase, it did not seem necessary to assume direction of other
men’s work in return for a guaranteeing a reward for its performance, citing contractors
as a counter-example.
We admire Coase a great deal but have long thought his criticism of Knight’s perspective
on the origin of the firm overly harsh. If the firm is a mechanism to provide an
entrepreneur with the services of relatively risk-averse labor whether the worker need
join the firm or remain in the market as a contractor, seems beside the point. Knight’s
view seems consistent with the modern view of the firm as a “nexus of contracts” and
helps to account for the various shapes those contracts take. We are pleased that Knight
seems to be making something of a comeback in recent years.
William Baumol and The Missing Hamlet
Despite the long history of the entrepreneur as an important actor in economic activity, he
has almost no role in the neoclassical theory of the firm. Economics without the
entrepreneur is as both William Baumol and Joseph Schumpeter pointed out, like Hamlet
without the Prince of Denmark.
“Contrast all this with the entrepreneur’s place in the formal theory.
Look for him in the index of some of the most noted of recent writings
435 It was disappointing to learn that Lincoln never used the phrase so widely attributed to him. It’s
the sort of thing he might have said. The most convincing exploration of the popular quote’s origin is
Quote Investigator http://quoteinvestigator.com/2013/12/11/cannot-fool/
436 Knight, Op Cit., Kindle edition, location 3148 of 5426.
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on value theory, in neoclassical or activity analysis models of the firm.
The references are scanty and more often they are totally absent. The
theoretical firm is entrepreneurless - the Prince of Denmark has been
expunged from the discussion of Hamlet.”437
Some economists, following Schumpeter, focus on the entrepreneurs’ role in innovation.
In their important challenge to conventional development theory and practice, William
Baumol, Robert Litan and Carl Schramm (BLS) emphasize this Schumpeterian aspect,
“we will use the term in a narrower and, we believe, more significant manner: as any
entity, new or existing, that provides a new product or service or that develops and uses
new methods to produce or deliver existing goods and services at lower cost.”438 We
appreciate the importance of innovation but in a development context, simply unleashing
the “animal spirits” of people, even to pursue conventional activities (what Baumol, Litan,
and Schramm call “replicative” entrepreneurs) involves the bearing of uncertainty,
promotes growth, and improves the general welfare. BLS argue (in a way similar to that
of Shane later) that the innovative entrepreneur contributes, on average, more to
economic growth than the everyday small business but shifting people from dependence
or subsistence into proprietorship is also economic growth.
BLS patronize mildly Richard Cantillon, the economist who introduced the entrepreneur
into economic theory as considering, albeit unwittingly, only “replicative” entrepreneurs.
This criticism understates the motive force entrepreneurs provide to an economy by
bearing uncertainty across time and sectors. Without Cantillon’s sort of entrepreneurs that
bought goods from one sector at a known price and held or transformed the goods for sale
in another time at an unknown and unknowable price, the rate of flow among the various
sectors and trades would be a trickle. The success of such entrepreneurs increases also the
amount of capital available to a society – including its more innovative entrepreneurs.
Our nitpicking aside, BLS make a very strong case for moving from the top-down, big
project sort of economic development model that has done fairly little to alleviate poverty
and much to produce rusting hulks of inoperative plants. BLS identify four types of
capitalism that are described below in order of dynamism.
State-guided capitalism, in which government tries to pick “winners.” This form was very
popular during the period roughly 1950 through 1990 in which Japan’s Ministry of
International Trade and Industry (MITI) seemed to be successfully guiding the Japanese
economy with a neo-Mercantile industrial policy that stressed import barriers and
artificially low exchange rates to stimulate exports. Japan’s high post-war rates of growth
were probably due more to high savings rates and high rates of return on capital due to
the wartime destruction of capital assets than to MITI’s policies. A favorite example of
MITI’s ability to pick winners is its effort to block Sony from acquiring transistor
437 William Baumol, 1968, “Entrepreneurship in Economic Theory,” American Economic Review, pp. 64-71 Oddly,
Baumol does not mention the origin of the analogy with Schumpeter, though he credits Schumpeter with
exploring entrepreneurship much more than most economists. The earliest analogy of the missing entrepreneur
and absence of the Price of Denmark is in Schumpeter’s Capitalism, Socialism and Democracy. In the Harper
Perennial 2008 edition it appears on page 86. Baumol is a very distinguished economist and conscientious about
sources so we think he simply read the analogy in Schumpeter long ago and forgot the provenance.
438 William J. Baumol, Robert E. Litan, Carl J. Schramm, 2007, Good Capitalism, Bad Capitalism, and the Economics
of Growth and Prosperity, Yale University Press, New Haven, 321pp., quote from page 3
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technology from Western Electric.439 MITI tried also to consolidate the automobile
industry into two firms and discouraged the ten firms from entering export markets. This
government conceit lives on in the US where taxpayers have funded the likes of the Great
Plains Coal Gasification plant and Solyndra, two high profile debacles, among many
others.
Oligarchic capitalism, in which the bulk of the power and wealth is held by a small group
of individuals and families. Korea’s chaebols are massive conglomerates, often family
controlled that led the country’s post Korean War industrialization and the export-driven
growth of the economy. By the 1990s the weaknesses of the system became evident when
the 1997 Asian financial crisis exposed the excessive debt of many chaebols and the
corruption that flourished in some. This led to government efforts to reform the system.
Big-firm capitalism, in which the most significant economic activities are carried out by
established giant enterprises. Most of the OECD countries fall into this category with the
U.S. represented by the Fortune 500 and similar indices. Entrepreneurial capitalism, in
which a significant role is played by small, innovative firms. This characterizes parts of
the U.S. economy such as the Silicon Valley computer and Cambridge biotech clusters.
The early days of the U.S. automobile industry centered in Detroit was also an example.
Entrepreneurial capitalism is a fair description of the early British economy that fostered
the Industrial Revolution. Great Britain with its relatively lightly regulated economy,
distributed political power, and tradition of technical innovation was, as Napoleon
sneered, a nation of shopkeepers. But shopkeepers are entrepreneurs and they serve as
middlemen in the flow of resources. 440 Shopkeepers provide access to markets for
suppliers and promote specialization among producers. There are still many disputes over
the proximate cause of the Industrial Revolution and its origin in Great Britain but it is
clear that a well developed commercial class and network helped pave the way for the
Industrial Revolution in the United Kingdom. Of course, Britain moved fairly quickly
into the Big-firm capitalism camp.
BLS offer a four-part policy prescription that would benefit all forms of private
entrepreneurship as well as established businesses. The first set of BLS’s prescriptions
for a healthy entrepreneurial economy address the legal and financial systems. Entry and
exit barriers must be relatively low; it must be easy to form a business and not too
difficult to abandon a failed enterprise. The financial system must be capable of
channeling savings to the users of funds, entrepreneurs in particular. Flexible labor
markets are essential to attract and manage and, if necessary, to discharge, employees.
Second, the rule of law—property and contract rights in particular—is especially
important. Entrepreneurs must be confident that their efforts will be fairly rewarded if
439 The detailed story of then-tiny Sony’s effort to acquire the transistor patent from Western Electric
is told from Sony’s perspective in their company history at
http://www.sony.net/SonyInfo/CorporateInfo/History/SonyHistory/1-04.html
440 Leslie Wexner, the son of shopkeeper and a fellow alumnus of The Ohio State University, saw that
some products turned over much more quickly than others at his parents’ general merchandise store.
He recognized an opportunity and borrowing $5,000 from his aunt he opened The Limited chain of
stores. As its name suggests The Limited focused on retailing a focused line of goods - clothing for
young women. in 2015 according to Forbes, Wexner was estimated to be worth $7 billion. Not bad
for a entrepreneurial insight and a $5,000 initial investment.
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successful. Third, government institutions must discourage activity that aims to divide up
the economic pie rather than increase its size. This includes criminal activity,
unwarranted legal actions, crony capitalistic rent seeking and other actions that transfer
wealth earned by some people to the pockets of others.
Casey Mulligan, an economist at the University of Chicago has shown recently how
costly and counterproductive subsidies to the poor and unemployed can be in terms of
disincentives to work and, by reducing the supply of workers, cause firms to view
workers as more expensive and reduce the number they employ.441 Government
institutions must continue to provide a hospitable environment for new entrepreneurs and
established firms (that were once entrepreneurial start-ups) to grow and innovate. This
does not mean tax breaks, subsidized loans, etc. – the crony capitalism menu but, rather,
creating an institutional framework in which entrepreneurs can thrive. This does include
rational anti-trust activity, strong property rights protections, and, most importantly,
support for free trade.442
Edward Lazear and the Jack-of-All-Trades
Stanford University’s Edward Lazear (formerly at the University Of Chicago's Booth
School of Business where he founded the Journal of labor Economics) echoes Cantillon,
Knight, and Schumpeter when he says, “The entrepreneur is the single most important
player in a modern economy.”443 But Lazear’s entrepreneur is not limited in his role to
bearing uncertainty as Cantillon and Knight emphasize, or an agent of creative
destruction as painted by Schumpeter. (In fact, Lazear ignores risk aversion and
innovativeness in his model.) While the entrepreneur might be either or both of these
things, Lazear stresses that the entrepreneur is most often a multi-faceted, jack-of-alltrades person with a set of general skills related to starting and nurturing a new business.
“The view of entrepreneurship taken here is that it is the process of
assembling necessary factors of production consisting of human,
physical, and information resources and doing so in an efﬁcient
manner. Entrepreneurs put people together in particular ways and
combine them with physical capital and ideas to create a new product
or to produce an existing one at a lower or competitive cost. Because
the entrepreneur must bring together many different resources, he or
she must have knowledge, at least at a basic level, of a large number of

441 Casey B. Mulligan, 2014, The Redistribution Recession: How Labor Market Distortions Contracted
the Economy, Oxford, 351 pp.
442 Ibid, pp. 7, 8; our summary
443 Edward P. Lazear, 2003, “Entrepreneurship,” Discussion Paper 760, April 2003, IZA discussion
paper series, page 1. This paper can be downloaded without charge at:
http://ssrn.com/abstract=333802. Shane quotes this same comment but in a disparaging way and
suggests that his own and others’ analyses indicate the typical entrepreneur’s contribution is
exaggerated. As we note above, Shane’s use of averages may paint a misleading picture of the
entrepreneur and calls for segmentation. Lazear’s use of the Stanford graduates is a form of
segmentation.
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business areas. An entrepreneur must possess the ability to combine
talents and manage those of others.”444
In his empirical work Lazear defined pragmatically an entrepreneur as someone who can
state, “I am among those who initially established the business.” This is consistent with
the business start-up role emphasized by Shane and many others. Lazear’s jack-of-alltrades picture is broadly consistent with Knight’s notion that the entrepreneur’s ability to
judge other men is an essential and differentiating skill. In Knight’s view of the
entrepreneur and the firm, managerial capacity is nearly as important as an ability to
make decisions under uncertainty.
Lazear advances a variation of the occupational choice model that focuses on the
entrepreneurial performance of specialists compared with generalists. People choose
occupations based on a realistic if imperfect knowledge of their potential earnings.
People are aware that they possess a set of skills and that those skills are valued both
separately and jointly at different levels. A jack-of-all-trades will typically expect a
higher overall income than someone who has a limited set of competences, even if their
expertise in any one area exceeds that of the more balanced worker. The economic
intuition behind Lazear’s model is straightforward; many factors are required to start and
grow a business and those who begin with an understanding of those will tend to be more
successful entrepreneurs. This notion also connects to the emphasis placed on business
plans by investors in start-ups.
One way to avoid the blending effect of averaging entrepreneurial data over large, diverse
groups of people is to select a group that has been and is likely to be aiming to start
substantial and distinctive new businesses. Of course the results of these sample groups
cannot be extrapolated to the population as a whole. Lazear tested his model on a sample
of a notoriously entrepreneurial bunch - students of the Stanford Graduate School of
Business, and found that people with a more balanced background and broader course
load in their MBA program were more likely to become entrepreneurs and to be more
successful entrepreneurs than their specialized peers.
… entrepreneurs differ from specialists in that entrepreneurs have a
comparative disadvantage in a single skill, but have more balanced
talents that span a number of different skills. Specialists can work for
others who have the talent to spot and combine a variety of skills, but
an entrepreneur must possess that talent. Although entrepreneurs can
hire others, the entrepreneur must be sufficiently well-versed in a
variety of fields to judge the quality of applicants.445
Lazear found that the most important determinant of becoming an entrepreneur is a
person’s number of prior roles. He emphasized that it is number of roles - not the number
of prior employers - that matters and supports his jack-of-all-trades hypothesis.
Entrepreneurs tend to be people who have many talents or have had experience in areas
related to starting and growing a business although they may not be outstanding in any
444
445

Lazear, Edward, 2005, “Entrepreneurship,” Journal of Labor Economics, vol.23, no.4
Ibid, p. 2 Compare to Frank Knight’s point that entrepreneurs must be able to judge the quality of employees.
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one area. The overall proportion of entrepreneurs in the sample group was 6.6 percent.
Only 3 percent of the people who became entrepreneurs had fewer than three roles, 10
percent who had between 3 and 16 roles became entrepreneurs, while 29 percent of those
who had more than 16 previous roles started businesses.446 This is consistent with the
data on entrepreneurial ages and experience found in other studies. The legendary dorm
room start-ups are the exceptions; most entrepreneurs need to acquire the tools to build a
business as well as develop the acumen to spot opportunities. The generalist
entrepreneurs tended to take a more dispersed set of courses in their MBA program than
did the specialists and their grades were a bit lower which might reflect a willingness to
take courses a bit out of their comfort zone.
If Lazear’s model of entrepreneurial performance is valid, we would expect to find that
professions where business skills and professional skills are closely related such as
insurance and accounting are likely to have relatively more entrepreneurs than are more
technical or scientific areas where specialist knowledge is necessary.447 Interestingly, the
top general managers within firms tended to look nearly identical to entrepreneurs. This
is significant evidence in support of the notion that a firm’s growth is determined and
ultimately limited by its entrepreneurial capacity as argued by economists including
Nicholas Kaldor, Austin Robinson, and Ronald Coase.
When Lazear’s entrepreneurs succeed, they tend to succeed very well. Entrepreneurs who
fail look much the same as the low end of specialist income curve. But the income
distribution for entrepreneurs is fatter at the high end than that for specialists. The further
out you go on the income distribution, the more entrepreneurs you encounter. By way of
casual empiricism note the proportion of affluent people that you meet who own their
own business compared to those who are salaried employees however exalted their title.
Curt Schilling’s Wild Pitch
Increasing returns businesses require the player to post significant table stakes,
build it, and then hope that they will come. Curt Schilling, an All Star major league
pitcher, learned this when he tried to create an Internet game designer, 38 Studios,
which he founded in 2006. Many video game companies go through a classic startup cycle of selling venture capitalists on their ideas, starting small and frugally, keep
fixed costs under control, and inspire the creative workforce with stock and options.
Schilling set out to build a “best of breed” gaming company with himself playing
both the venture capitalist and entrepreneurial roles. Schilling wanted to self-fund
his company and to retain all or most of the future returns. His reluctance to subject
his idea to the discipline of seasoned venture capitalists denied him their counsel
and assistance. His attempt to maintain near complete ownership was an issue in
hiring some high level people.
Although he made an effort to make contacts within the industry while still playing
baseball, Schilling had no practical experience in either management or game
development. Schilling read every book on leadership that he could and apparently
446
447

Ibid, p. 30
Ibid, pp. 3,4
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absorbed the highly humanistic philosophy common to that literature. He set out to
make employees feel that they were not working at a start-up: “Our benefits, our
health care, our personal time, all of the things we do are geared around making you
understand that when I say I care about you, I understand that ‘you’ means your
wife and your kids and your family.” Schilling did little to manage the fixed or semifixed costs: the first rented space was 30,000 square feet, a large group of
experienced (and expensive) game designers and managers were hired early on,
and the payroll reached 70 in two years and was over 160 employees before the
first (and only) game, Kingdoms of Amalur: Reckoning, was released in 2012 and
reached 300 by May 2012.
In 2009 Harvard Business School wrote a case, “Curt Schilling’s Next Pitch,” which is
a flattering portrait of Schilling from to his youthful enjoyment of computer games,
his pioneering application of computer analysis in his baseball career, and his many
efforts to meet and question computer gaming executives.448 Although he tried hard
to master management, the HBS author’s quote insiders extensively on Schilling’s
inexperience and his reluctance to share stock with employees. The HBS case ends
as 38 Studios is considering the acquisition of another troubled developer, Big Huge
Games. The deal went through in 2009 and 38 Studios president and CEO Brett
Close announced: "The acquisition of Big Huge Games will be tremendously
beneficial to the growth, market position, financial stability, and long-term success
of 38 Studios."449 Schilling initially financed the company with his own money and
investments from friends but in 2010 he closed a $75 million loan guarantee with
the Rhode Island Economic Development Corporation and moved the company to
Providence in 2011. 38 Studios’ only game product was generally well received but
sold only about 570,000 copies at $40-$60 each through May. Lincoln Chafee, then
Governor of Rhode Island said later that 38 Studios needed to sell over 3 million
copies to break even. The company burned through about $50 million of the loan
guarantee and in May of 2012 it missed a loan repayment and couldn’t make payroll.
The company laid off 300 workers in Providence and 100 Big Huge Games staff in
Baltimore, and ceased operations.450 Schilling was reported to have lost $50 million
of his own money and was “tapped out.” The State of Rhode Island filed suit against
Schilling and other principals but recovery prospects are dim; an auction of Big
Huge Games intellectual property grossed about $300,000; there were no bids for
38 Studios’ assets.

448 Noam Wasserman, Jeffrey Bussgang, and Rachel Gordon, Dec 18, 2009, “Curt Schilling’s Next Pitch.” Harvard
Business School, revised June 26, 2011.
449 Leigh Alexander, May 27, 2009, “38 Studios Acquires Big Huge Games,” Gamasutra,
http://www.gamasutra.com/php-bin/news_index.php?story=23775
450 Gus G. Sentementes, “Timonium video game maker closes, lays off 100: Big Huge Games closure due to parent
company's financial distress in Rhode Island,” May 25, 2012, The Baltimore Sun
http://articles.baltimoresun.com/2012-05-25/business/bs-bz-big-huge-games-closes-20120525_1_big-hugegames-video-game-marc-olano
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Chapter 10. Joseph Schumpeter’s Entrepreneurs, the
Austrians and Recent Developments
Something of a Schumpeterian and Austrian revival seems to be taking place. We
survey that school and some of its distinguishing characteristics.
Schumpeter’s Heroic Innovator or Innovation Factory
In 2001 two eminent American economists, J. Bradford DeLong and Lawrence Summers
observed that if the economy of the past two centuries was “primarily ‘Smithian,’ the
economy of the future is likely to be primarily ‘Schumpeterian.’” 451 By this they meant
that the future would be driven less by decentralized cost and price based competition and
more by the “gales of competitive destruction” that Joseph A. Schumpeter saw as the
driving force in a market economy. This was a startling rehabilitation from the days when
Schumpeter and his ideas were heavily discounted by many leading economists, even his
former students such as Robert Solow.
Schumpeter is probably the economist whom the public associates most closely with
entrepreneurship. A great deal of Schumpeter’s notoriety is attributable to his felicitous
phrase “creative destruction” and the promotion of his ideas by management guru Peter
Drucker who considered Schumpeter and Keynes the two greatest economists of the 20th
century.452 Schumpeter might agree with this ranking; he boasted often that his goals
were to be the best lover, economist, and horseman of his era. He did admit that while he
had a way with women, things were not working out with the horses.453
Though Austrian by birth and by education, Schumpeter departed from Austrians F. A.
Hayek and Ludwig von Mises on a number of important points and he didn’t accept fully
the crisp supply and demand analysis of the neoclassical school.
Schumpeter’s entrepreneur-driven development model is one of endogenous growth and
is almost diametrically opposed to the neoclassical models of growth and development
that we studied in graduate school. The neoclassical models developed by Robert M.
Solow, the 1987 Nobel laureate, and others are propelled wholly or nearly so by
exogenous (outside) factors, most importantly capital investment and technological
change. Solow had little use for his old teacher Schumpeter and once wrote, “Schumpeter
451 J. Bradford DeLong and Lawrence H. Summers, 2001, “The ‘New Economy’: Background, Historical
Perspective, Questions, and Speculations,” a presentation to the Kansas City Federal Reserve Bank,
J. Bradford DeLong is a professor of economics at the University of California, Berkeley and served as an
Undersecretary of the Treasury in the Clinton Administration. Lawrence H. Summers was president of Harvard
University at the time of presentation and is now the Charles W. Eliot University Professor; Summers served as
U.S. Secretary of the Treasury under President Bill Clinton.

452 See, for example, Drucker’s fawning portrayal of Schumpeter and critical perspective on Keynes in
a 1983 Forbes article http://www.forbes.com/2007/10/10/schumpeter-keynes-economics-bizcz_pd_1011schumpeter.html. Keynes would be on most lists of greatest 20th century economists but
Marshall, Samuelson, Hayek, Arrow, Friedman, and several others would be listed well ahead of
Schumpeter by many economists.
453 There are many references to Schumpeter’s facetious braggadocio, see for example, Thomas K.
McGraw’s introduction to Joseph A. Schumpeter, Capitalism, Socialism and Democracy, Harper
Perennial Modern Thought edition, 2008, p. 2. The original work was published in 1942.
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is a sort of patron saint in this field. I may be alone in thinking that he should be treated
like a patron saint: paraded around one day each year and more or less ignored the rest of
the time.”454 This sort of nasty comment may have been why Paul Samuelson otherwise
inexplicably referred to his friend Solow as the “Ty Cobb of economics.”455
Schumpeter’s contributions to economic theory and entrepreneurship in particular are
difficult to assess. His analyses were often perceptive and stimulating but his models
were qualitative at a time when the discipline was becoming more mathematically
oriented. Ironically, Schumpeter, a mediocre mathematician, endorsed the growth of
quantitative rigor and was a founding member of the Econometric Society. Schumpeter’s
models were often incomplete and very difficult to test. Under today’s standards of
analytical rigor, if you propose a model of development through innovation and
entrepreneurial action based on new combinations of resources it is important to close the
loop and address how the quantities, prices and returns to the factors adjust. Schumpeter
did indicate the direction in which some factors would move but didn’t express the
marginal conditions that determine the new equilibrium condition or the force of the
tendency toward an equilibrium.
Respect for Schumpeter’s economic work has suffered also from his political analysis.
As Brad Delong and others have noted, Schumpeter had an awful political nose. He
smelled collectivist intentions everywhere and placed little faith in democracy’s ability to
preserve market capitalism.
Schumpeter is the godfather, if not the patron saint, of much of today’s discipline of
business strategy with its emphasis on “disruption,” rapid innovation, and change. The
connection to Schumpeter is often through apostles such as Peter Drucker or is inspired
by the images provoked by his term “creative destruction.” Clayton Christensen,
professor at the Harvard Business School and the originator of the disruptive innovation
concept nods toward Schumpeter’s ideas but as we will discuss departs from the
evolutionary model and the role of uncertainty in several ways.456 Christensen’s empirical
work has also been challenged.
Schumpeter advanced two theories (or two variations of a broader theory) of
entrepreneurial processes with an emphasis on development and innovation.457 In his
454 Robert M. Solow, 1994, “Perspectives on Growth Theory,” The Journal of Economic Perspectives, Vol. 8, No. 1
(Winter, 1994), pp. 45-54, p.52
455 Paul A. Samuelson, 1989, “Robert Solow: An Affectionate Portrait,” The Journal of Economic Perspectives, Vol.
3, No. 3 (Summer, 1989), pp. 91-97, p.91. This seems to us either inapt, even as qualified in the text, since Cobb
was a despicable racist thug who cheated and took advantage of others whenever possible. Solow, in contrast,
seems by all accounts including that of Samuelson, to be a thoroughly decent person albeit occasionally sarcastic
in his assessments of other economists. Samuelson tried on occasion to lighten up and be one of the boys but
wasn’t very good at it. Samuelson should have limited his Cobb references to Charles Cobb who together with
Paul Douglas developed the Cobb-Douglas production function.
456 The similarity between Schumpeter’s and Christensen’s ideas is often noted in the business press but the real
differences are generally submerged or misunderstood. See for example Frank Rose, “The Father of Creative
Destruction: Why Joseph Schumpeter is suddenly all the rage in Washington, Wired, March 2002. Rose
http://archive.wired.com/wired/archive/10.03/schumpeter.html
457 In some tellings there are four models, including a 0 and a III. We don’t find that granularity useful but the
interested reader can consult Esben Sloth Andersen, 2011, Joseph A. Schumpeter: A Theory of Social and
Economic Evolution, Palgrave Macmillan, 288pp. Andersen has written extensively and insightfully on both
Schumpeter and evolutionary economics but we suspect he sometimes imposes more order on Schumpeter’s
research program than existed.
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greatest work, The Theory of Economic Development published in 1911 and in English
in1934, Schumpeter introduced what is now called his Mark I theory of the entrepreneur
as largely an outsider and new business creator. 458 His 1942 book Capitalism, Socialism,
and Democracy introduced the Mark II variety of the innovator or innovative process
residing primarily in large corporations supported by extensive research and development
capabilities. Schumpeter, like Hayek and Mises, was a cold warrior before the cold war
was widely recognized. His dismal reflections on the likelihood of capitalism morphing
into socialism detracted from his later work and contributed to his decline in authority.
Mark I Schumpeter
Schumpeter starts his analysis in the Theory of Economic Development with a long and
sometimes tedious representation of an exchange economy as a circular flow of goods
and resources. He uses this device to establish a stable and slowly changing circular flow
in which people have sorted out the various degrees of specialization and exchange and
by informal means have found efficient processes. This is very similar to a condition of
general equilibrium. Once established, the stable circular flow accommodates modest
changes in population or other factors but for the most part excepting wars, plagues and
the like, continues on much the same path.
... How much meat the butcher disposes of depends upon how much
his customer the tailor will buy and at what price. That depends,
however, upon the proceeds from the latter’s business, these proceeds
again upon the needs and the purchasing power of his customer the
shoemaker, whose purchasing power again depends upon the needs
and purchasing power of the people for whom he produces; and so
forth, until we finally strike someone whose income derives from the
sale of his goods to the butcher. This concatenation and mutual
dependence of the quantities of which the economic cosmos consists
are always visible, in whichever of the possible directions one may
choose to move. Wherever one breaks in and wherever one turns
from this point, one must always, after perhaps a great but a finite
number of steps, return to the starting point.459
This circular flow is the baseline into which the entrepreneur steps to stimulate
development by introducing new combinations of resources and redirecting resources
into more profitable employments. These new combinations or innovations propel the
flow and make it greater. His rotating economy grew through swarms of entrepreneurial
activity, then digested those innovations, and often faltered till the next wave appeared.
Thus the entrepreneur becomes the agent of development. Schumpeter defined
development as a process comprising five possible forms with a specificity that we wish
successors had imitated:

458 Schumpeter notes in the preface to the English edition that his work went back to 1907, had been essentially
worked out by 1909, and was published in German in 1911 with a second German edition in 1926. The English
edition increased greatly the number of economists who had access to his work.
459 J. A. Schumpeter, The Theory of Economic Development, Kindle Edition, location 1102 of 5449.
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Development in our sense is defined by the carrying out of new
combinations.
This concept covers the following five cases (1) The introduction of a
new good – that is one with which consumers are not yet familiar – or
of a new quality of a good. (2) The introduction of a new method of
production, that is one not yet tested by experience in the branch of
manufacture concerned, which need by no means be founded upon a
discovery scientifically new, and can also exist in a new way of
handling a commodity commercially. (3) The opening of a new market
into which the particular branch of manufacture of the country in
question has not previously entered, whether or not this market has
existed before. (4) The conquest of a new source of supply of raw
materials or half-manufactured goods, again irrespective of whether
this source already exists or whether it first has to be created. (5) The
carrying out of the new organization of any industry, like the creation
of a monopoly position (for example through the trustification) or the
breaking up of a monopoly position.460
Schumpeter believed that innovation was initiated almost exclusively by producers rather
than consumers. In Economic Development, he indicates that he deems the customers’
role in new product development to be minor.
… we shall neglect any spontaneity of consumers’ needs that may
actually exist, and assume tastes are as ‘given.’ … innovations in the
economic system do not as a rule take place in such a way that first
new wants arise spontaneously in consumers and then the productive
apparatus swings around through their pressure. … It is, however, the
producer who as a rule initiates economic change, and consumers are
educated by him as necessary…461
The chicken and egg question of where innovation originates has important implications
in business and economic theory. Despite his reliance on the circular flow metaphor,
Schumpeter did not consider fully the implications of the producer as being also a
customer who could envision and implement new combinations. Innovations flowed
mostly in one direction from producers to customers. This is inconsistent with F. A.
Hayek’s notion that information arose from the interactions of customers and producers
as each sought to execute their plans based on the previous period’s information. Taking
tastes and preferences as given is a convenient simplification for many problems but it
can also be a trap for the strategist and planner.
The producers’ conceit is common and propagated by successful examples. Both Henry
Ford and Steve Jobs disdained asking consumers what they wanted. When asked by a
reporter from Popular Science what type of market research preceded the Macintosh,
Steve Jobs replied, “Did Alexander Graham Bell do any market research before he
460
461

Ibid. Location 2091 of 5449.
Ibid. Location 2080, 2081 of 5449
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invented the telephone?” 462 Ford responded to a similar question, “If I had asked people
what they wanted, they would have said faster horses.”463 As Herbert Simon, the 1978
Nobel Prize laureate noted, “it doesn’t know how well it likes cheese until it has eaten
cheese.”464 F.A. Hayek in criticizing J.K. Galbraith’s contempt of consumerism and
advertising in particular, noted that none of us were aware that we desired Beethoven’s
ninth symphony until it was written.
!

Customers in fact hatch a fair number of innovations and many
entrepreneurs get their ideas in their role as buyers. The exercise
of judgment by an entrepreneur may involve a leap of
imagination to pursue a new product idea but that idea is likely rooted in some intuitive
or experiential notion of what customers would embrace. It is worth noting that most
producers are extensive consumers of resources; the cost of goods sold is typically a large
proportion of the selling price giving producers an incentive to search for and stimulate
improvements and innovations. Schumpeter may have been correct in his day to assign a
minor role in innovation to customers but we suspect that there was more going on than
was apparent.
In large part due to Eric von Hippel, Professor of Technological Innovation at the MIT
Sloan School of Management and also a professor in MIT’s Engineering Systems
Division, we recognize that invention and innovation may be originated by either the
customer or the producer or through their collaboration.465 The point of origin depends
greatly upon which party expects to be best able to capture the economic rents associated
with the innovation.466 Hippel tells an amusing story of the customers’ innovative role in
scientific instruments. These technically literate customers would often modify the
instruments to better perform a particular function. When the sales representative
observed this product mutilation, he would often declare, “you are voiding your
warranty!” Fortunately, word of the renegade modifications would often filter back to the
design staff that might then incorporate the changes into later models – usually neglecting
Walter Isaacson, Steve Jobs, Simon and Schuster, 656pp., p170. Of course, Bell’s invention is a good
illustration of Schumpeter’s notion of new combinations of resources. The telegraph had existed for decades and
established the capability to transmit electrical signals over distances by depressing a key at one end and
producing dots and dashes at the other. Bell’s work with the deaf and his at least rudimentary understanding of
the manner in which sound waves were produced by speech and converted through the eardrum, hammer, anvil
and stirrup into waves that the nerves in the cochlea transform into nerve signals to the brain. Bell’s earlier
invention of the microphone is an electrically driven analog of this system.
463 The Ford quote is infamous among marketers who try, usually in vain, to explain how it mischaracterizes
research into the needs and resources of customers. Our source for the long-suspected apocryphal nature of the
quote is http://blogs.hbr.org/2011/08/henry-ford-never-said-the-fast/
464 Herbert A. Simon, 1955, “A Behavioral Model of Rational Choice,” The Quarterly Journal of Economics, Vol. 69,
No. 1, February 1955, pp. 99-118. Simon does not, contrary to our illustration, explicitly introduce rats into his
model.
465 Hippel’s work is multidisciplinary blending an economic perspective with technical competence. He is also
free and open with his published works. Many of his books and articles are downloadable free at his web site:
http://evhippel.mit.edu. Readers interested in the role of the customer in new product innovation and
development should take advantage of free access to his works.
466 Hippel, Eric von, 1988, The Sources of Innovation, Oxford University Press, von Hippel states in the
"Overview" p. 3. “As the reader will see, I propose that analysis of the temporary profits ("economic rents")
expected by potential innovators can by itself allow us to predict the functional source of innovation usefully
often. “ By “functional” he meant that the expected benefits might vary across a users and makers of a
product. That insight into the distinction between the expected value between a user and a producer paves the
way to understanding the originating point of many innovations.
462
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to mention the provenance. In some cases, customers innovate because they are as well
or better positioned than a producer to create a new product. 467 Oliver Williamson, the
2009 Nobel Laureate, notes that, the more asset-specific and idiosyncratic a resource is,
the less the comparative advantage of outside suppliers and the more likely it is to be
produced and operated by the using firm.468
The interplay among customers and producers usually results in the convergence of
product design to what is called a standard or dominant design offered by competing
producers. Richard R. Nelson, Sidney G. Winter, and Steven Klepper among others
employ the evolutionary economics model of the product life cycle analysis (PLC) to
examine Schumpeterian competition through product and process innovation.469 The PLC
in a technology rich product sector begins typically with a number of firms offering a
variety of products reflecting various, often producer-led, configurations of a new
product. This variety is the raw material upon which selection works. Those variations
that are favored by the market (selected by customers) are generally folded into
subsequent product variations until a dominant design emerges and the emphasis shifts to
process innovation. In other words, producers may very well propose innovations but
customers and markets ultimately dispose by adopting those it deems most fit.
The debate over whether innovation occurs primarily within new firms or larger,
established firms is still active and an important research program. The people who
believe in disruptive technologies argue that those technologies typically originate in
small firms but can be countered by the actions of sufficiently alert large firms.
Schumpeter Mark I argued that innovation originated most often in new firms rather than
existing producers.
… it is not essential to the matter – though it may happen --- that the
new combinations should be carried out by the same people who
control the productive or commercial processes which is to be
displaced by the new. On the contrary, new combinations are, as a rule,
embodied, as it were, in new firms which generally do not arise out of
the old ones but start producing beside them; to keep to the example
already chosen, in general it is not the owner of stage-coaches who
builds railways.470
Schumpeter’s remark that stagecoach owners do not generally build railroads is similar to
Christensen’s market disruption thesis that warns of the hazards lurking outside a firm’s
primary area of activity. Cornelius Vanderbilt acquired his fortune in the passenger ship
business and went on to build a lot of railroads. In Great Britain the potential customers
467 A friend of one of us who was a mechanical engineer owned a heavy equipment rental and sales company.
His mantra was “anything they (Caterpillar, Komatsu, etc.) can make we can improve.” He had the patents to
prove it.
468 Oliver E. Williamson, 1981, “The Economics of Organization: The Transaction Cost Approach,” American
Journal of Sociology (sic), 87, pp. 548-577. A frequent objection to the “production” of an asset by a non-specialist
firm for its own use overlooks the availability of design and manufacture for hire.
469 See for example, Richard R. Nelson and Sidney G. Winter, 2002, “Evolutionary Theorizing in Economics,” The
Journal of Economic Perspectives, Vol. 16, No. 2, pp23-46 and Steven Klepper, 1996, “Entry, Exit, Growth, and
Innovation over the Product Life Cycle,” The American Economic Review, Vol. 86, No. 3. Pp. 562-583.
470 Joseph A. Schumpeter, The Theory of Economic Development, Kindle Edition, location 2102 of 5449
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of railroads such as colliers and quarries often played a role in their founding.
Schumpeter’s notions of mutations or new combinations of existing things are evident in
the evolution of early railroads. A web of technologies and products was out there and
entrepreneurs connected new combinations of dots or nodes and created a new dot which
in turn could be part of another new combination. The railroad combined the existing
steam engine for propulsion and the carriage of the horse-drawn stagecoach with a
stationary track system already employed in mines. The innovation of durable wrought
iron rails facilitated the replacement of the horse with steam power – hence the “iron
horse.”
Schumpeter’s entrepreneurs did more than spin the circular flow wheel as Cantillon had
imagined; they influenced its speed and trajectory and changed its composition and scale.
Especially in a competitive economy, in which new combinations
mean the competitive elimination of the old, it explains why on the
one hand the process by which individuals and families rise and fall
economically and socially and which is peculiar to this form of
organization, as well as a whole series of other phenomena of the
business cycle, of the mechanism of the formation of private fortunes,
and so on.471
Schumpeter reserved the name entrepreneur exclusively for those who carried out new
combinations; others were mere managers.472 This distinction between the innovator and
the manager of routine operations is common to Marshall, Knight, and nearly every
subsequent economist. In response to early critics who charged him with glorifying the
entrepreneur he emphasized the “… economic function as distinguished from, say,
robbers.” This departs from Cantillon’s inclusion of both beggars and robbers as
entrepreneurs.
Schumpeter, in stark contrast to Knight, Say, Cantillon, et al, seems to assign all risk
bearing to investors and shareholders and therefore “…disposes of the conception of the
entrepreneur as risk bearer.”473 This suggests he is solely as an idea generator. This
troublesome statement predates Knight’s distinction between risk and uncertainty but in
other places Schumpeter acknowledges that the entrepreneur may and often does fail
which suggests that he is subject to risk or uncertainty.
Schumpeter’s entrepreneur-led model of economic development is not entirely
inconsistent with the savings and capital accumulation models that were emphasized
when we were in school. But he argued that while the slow and steady accumulation of
savings, productive means, and resources was important through the centuries it was not
the primary source of development. Economic development occurred through better use
of existing resources which involved a shifting from one producer to another.
Joseph A. Schumpeter, The Theory of Economic Development, Kindle Edition, location 2102 of 5449
Ibid 2215, 2227, 2276 of 5449 for representative definition of the entrepreneur, locations 2227, 2239 for
examples of Schumpeter’s distinction between managers and entrepreneurs.
473 Joseph A. Schumpeter, The Theory of Economic Development, Kindle Edition, 2227 of 5449. In the Note 11
that accompanies this assertion, Schumpeter states that “Risk obviously always falls on the owner of the means
of production or the money capital which was paid for them, hence never on the entrepreneur as such. See
Chapter IV, location 2572 of 5449.
471
472
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…it [increased supply of productive means and savings] is completely
overshadowed by the fact that development consists primarily in
employing existing resources in a different way, in doing new things
with them, irrespective of whether those resources increase or not.474
Schumpeter sought to explain not only development as a consequence of entrepreneurial
activity but argued that the business cycle reflected the tendency for innovations to occur
in swarms that foster booms which upset the equilibrium of the circular flow and the
recession that accompanies the adjustment process.
Just as the struggle towards a new equilibrium position, which will
embody the innovations and give expression to their effects upon the
old firms, is the real meaning of a period of depression as we know it
from experience, so it may likewise be shown that this struggle must
actually lead to a close approach to an equilibrium position: on the
one hand, the driving impulse of the process of depression cannot
theoretically stop until it has done its work, has really brought about
the equilibrium position; on the other hand, no new disturbance in the
form of a new boom can arise until then. 475
One reason Schumpeter is getting another look today is that the elegant neoclassical
models of development set out by Robert Solow and extended by Paul Romer have
not fared well in promoting growth in undeveloped markets.
Mark II Schumpeter
Schumpeter’s signature phrase, creative destruction, came late in his career and when he
was moving toward a big company model of innovation. He describes the concept in a
very brief, six-page chapter titled appropriately enough “The Process of Creative
Destruction” in his 1942 work Capitalism, Socialism, and Democracy. As the book’s title
suggests, Schumpeter saw capitalism engaged in a worldwide contest for influence with
socialism. He argued that the dynamic processes of market capitalism would lead to a
more prosperous society - one that could not be achieved by a centrally planned economy.
As he had earlier, Schumpeter emphasized that the economy was continually in a process
of change. The dynamic aspect of the economy is largely ignored in the standard
neoclassical model because we assume generally that the system is in equilibrium, is
disturbed (almost always from the outside or exogenously), and immediately (or nearly
so) achieves a new equilibrium. The neoclassical adjustment is almost exclusively in
terms of changes in price and quantity for a given or existing set of products. 476
The essential point to grasp is that in dealing with capitalism we are
dealing with an evolutionary process. It may seem strange that
anyone can see so obvious a fact which moreover was long
Ibid, location 2123 of 5449
Ibid, location 5132 of 5449
476 Schumpeter recognized that there existed exogenous forces such as population, weather, wars, etc. that
affected the economy but those are not the prime movers or causes of fundamental change (Ibid p2).
474
475
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emphasized by Karl Marx. Yet that fragmentary analysis which yields
the bulk of our propositions about the functioning of modern
capitalism persistently neglects it. …
Capitalism, then, is by nature, a form or method of economic change
and not only never is but never can be stationary. And this
evolutionary character of the capitalist process is not merely due to
the fact that economic life goes on in a social and natural environment
which changes and by its change alters the data of economic action;
this fact is important and these changes (wars, revolutions, and so on)
often condition industrial change, but they are not prime movers. Nor
is this evolutionary character due to a quasi-automatic increase in
population and capital or to the vagaries of monetary systems of
which exactly the same thing holds true. The fundamental impulse
that sets and keeps the capitalist engine in motion comes from the
new consumers’ goods, the new methods of production, or
transportation, the new market, the new forms of industrial
organization that capitalist enterprise creates.477
In this later Mark II model Schumpeter described how large firms outperformed their
smaller counterparts in innovation and in appropriating the value created in the process
through a strong positive feedback loop from innovation to increased R&D activities and
a process of creative accumulation.478 The role of Schumpeter’s entrepreneur, at least
those not engaged in the “humbler” sausage and toothpick making arenas, is central to
explaining the ups and downs of the business cycle.
We have seen that the function of the entrepreneur is to reform or
revolutionize the pattern of production by exploiting an invention or,
more generally, an untried technological possibility for producing a
new commodity or producing an old one in a new way, by opening up
a new source of supply for materials or a new outlet for products, by
reorganizing an industry and so on. Railroad construction in its earlier
stages, electrical power production before the First World War, steam
and steel, the motorcar, colonial ventures afford spectacular instances
of a large genus which comprises innumerable humbler ones – down
to such things as making a success of a particular sausage or
toothpick. This kind of activity is primarily responsible for the
recurrent “prosperities” that revolutionize the economic organism
and the recurrent “recessions” that are due to the disequilibrating
impact of the new products or methods. To undertake such new
things is difficult and constitutes a distinct economic function, first,
477 Joseph A. Schumpeter, 2012 (1942, 1947), Capitalism, Socialism and Democracy, Kindle edition of Second
Edition Text, locations 1823 and 1823 of 8723
478 Unless, of course, the firm is plagued with myopic management as was Kodak, the inventor of the digital
camera and the VCR, or Xerox, that invented the laser printer and developed a GUI for the computer mouse and
never capitalized on either. Others, such as Steve Jobs who visited Xerox’s Palo Alto Research Center, saw the
economic opportunity (in a Kirznerian sense) and brought the GUI to the market.

212

Copyright 2015 Bob Wayland and Jim Mulcahy
because they lie outside of the routine tasks which everybody
understands and, secondly, because the environment resists in many
ways that vary, according to social conditions, from simple refusal
either to finance or to buy a new thing, to physical attack on the man
who tries to produce it. To act with confidence beyond the range of
familiar beacons and to overcome this resistance requires aptitudes
that are present in only a small fraction of the population and that
define the entrepreneurial type as well as the entrepreneurial
function. This function does not essentially consist in either inventing
anything or otherwise creating the conditions which the enterprise
exploits. It consists in getting things done.479 (Emphasis added)
Schumpeter tried to square the extraordinary increase in worker compensation with its
occurrence during a period of increasingly large companies and monopolization of
industries.
As soon as we go into details and inquire into the individual items in
which progress was most conspicuous, the trail leads not to the doors
of those firms that work under conditions of comparatively free
competition but precisely to the doors of the large concerns – which
as in the case of agricultural machinery, also account for much of the
progress in the competitive sectors – and a shocking suspicion dawns
upon us that big business may have more to do with creating that
standard of life than with keeping it down.480
Schumpeter’s observation of the correlation between increasing standards of living and
increasing role of big business comports with Alfred Chandler’s analysis of the necessity
of new business models to realize the returns to scale and decreasing costs made possible
by new technologies. These enormous increases in productivity supported higher wage
levels while reducing the cost of living. People can argue over the relationship between
increased productivity and wages, and the story of union activity and conflict does
suggest that many workers did not feel equitably treated, but the facts are that the typical
worker’s standard of living went up when big companies began harvesting the cost
reductions of large scale production.
Schumpeter’s model is incomplete by the standards of the neoclassical general
equilibrium model. The inability of his model to account for changes in technology other
than through an undefined entrepreneurial urge (“a cause without a cause”) to implement
new combinations and to derive commensurate rates of growth in labor and capital stocks
is one of the reasons that Schumpeter’s ideas fell out of favor. In Schumpeter’s defense
he posits a force, entrepreneurial innovation, that may be an emergent property of a
market economy or a human characteristic. His entrepreneurs act to propel the economy
but he cannot explain precisely how the supply of entrepreneurs is determined or what
factors might determine the optimal amount of entrepreneurial effort. His entrepreneurs
479 Joseph A. Schumpeter, Capitalism, Socialism and Democracy, Harper Perennial Modern Thought edition, 2008,
p. 132
480 Ibid, location 1794 of 8723
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change products and production functions for the better but he does not provide a
framework for how the supply and deployment of capital and labor accommodate new
capital labor ratios.481 Nor would he have been particularly chagrined since he was
sympathetic to much of the Austrian school of economics and, although he admired
greatly Leon Walras the father of modern general equilibrium theory, didn’t subscribe to
the strict instantaneous neoclassical general equilibrium framework.
Some economists have developed endogenous growth models based on Schumpeterian
concepts that address the limitations of his original subjective models. As noted earlier,
despite being a founder of the Econometric Society, Schumpeter was an indifferent
mathematician and might not recognize or grasp fully the nature of these models but they
show that it is possible to gain useful insights by following Schumpeter’s lead on the
nature of competition. In a series of papers Oxford’s Philippe Aghion and Peter Howitt
then of the University of Western Ontario explored creative destruction by modeling the
properties of an economy whose growth is driven by research on intermediate goods
innovations. They showed that the optimum amount of research would depend on the
magnitude, timing and appropriability –the ability to capture the advantages gained by
innovation.482 In this model, research on innovations are undertaken to creatively destroy
the value of preceding innovations and appropriate at least some of the potential new
value. The amount of research will be greater if the firm can capture the gains for a
longer period or if the size of the innovation is larger and more highly valued. If
innovations became obsolete immediately upon the discovery of the next improvement,
the amount of research would depend upon the rate of new innovations and the size of
innovations. Aghion and Howitt’s results confirm also what Schumpeter suspected;
appropriability depends on some degree of monopoly or market power and some degree
of market power is therefore necessary to stimulate innovation-lead growth.483
How hard do the gales of creative destruction blow? We can’t be sure because data on
new combinations such as product introductions and old product deaths are sketchy. The
Bureau of Labor Statistics gathers annually price information on almost 900,000 goods
and services and finds each year that around three to four percent of the products no
longer exist. This figure however vastly underestimates the number of product
innovations or the changes in product quality. The BLS makes only a modest effort to
account for quality changes and as a result its Consumer and Producer Cost Indexes
understate notoriously the degree of product quality innovation. Researchers place the
upward bias in the CPI due to not accounting for quality improvements at around one
percentage point per year. Some cases such as the exponentially increasing density of
transistors and hence processing power observed by Gordon Moore in 1965 are well481 In a neoclassical framework, models are defined by their equilibrium conditions. So, for example if we have
an exogenously derived technology that imposes a fixed capital labor ratio, growth will come about by increases
in both the capital and labor stocks that satisfy the ratio. A greater or lesser growth rate of one or the other
factor than the ratio can accommodate and unemployment of labor or underutilization of capital will result.
Suppose that the technologically fixed capital labor ratio is 1:2. If labor grows more than twice as fast as capital,
there will be unemployment. Similarly if labor grows less than twice as fast as the capital stock, there will be
underutilized capital.
482 In economics, “appropriability” usually means the capacity to be captured or appropriated. In business texts
the word often means reproducible and portable to be used elsewhere.
483 Philippe Aghion, Peter Howitt, 1992, “A Model of Growth Through Creative Destruction,” Econometrica, Vol.
60, No. 2, pp. 323-351
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known, even among laymen, but the phenomenon of understating quality and cost
improvements is much more widespread and evident even in everyday products.
Yale’s William Nordhaus drove home the consequences of ignoring quality innovation in
a famous 1996 study of the true cost of illumination. It is well known that various index
number and measurement problems introduce an upward bias into price indexes but
Nordhaus cited his own and other work that showed failure to account for quality changes
was a much bigger problem than commonly recognized.
But recent developments suggest that an even larger part [of the
upward price bias] comes from the inability of standard price
measures to capture the extent of quality change as technology
leapfrogs from old to new products. Our statisticians must somehow
measure the degree of improvement from horse to automobile to jet
plane, from Pony Express to telegraph to conventional mail to
electronic mail, from quills to carbon paper to Xerox machine, from
dark and lonely nights to television to VCRs, from bleeding leeches to
penicillin, and from exploratory brain surgery to magnetic resonance
imaging. In other words, accurate output measures require price
indexes that recognise (sic – it is a British journal) the vast changes in
the quality and range of goods and services that we consume.484
The case of illumination sheds light on the tremendous changes in product quality and the
consequences of ignoring those changes in official statistics. Nordhaus began by
recounting the incredible improvement in lighting technology from the very beginning
when only fires were capable of keeping back the darkness.
The history of residential lighting displays meandering improvements
from the cave dwellers of some half-million years ago, to fat-burning
Paleolithic lamps dating from about 40,000 years ago, through candles
and lamps of the I7th century. Then, around 200 years ago,
revolutionary developments in basic science and technology led to a
rapid series of lighting innovations, including town gas, kerosine (sic)
and other oils, the filament electric bulb of I879, and the compact
fluorescent bulb of the last decade. The overall improvements in
technical lighting efficiency over this period are phenomenal.
The first recorded device of the Paleolithic oil lamp is perhaps a
tenfold improvement in lighting efficiency over the open fire of Peking
man, which represents a 0.0004 0% per year improvement in
efficiency; from the Paleolithic lamps to sesame-oil burning
Babylonian lamps represented an improvement rate of 0.1 % per
year; from Babylonia to the candles of the early 19th century I
calculate an improvement at the more rapid rate of 0.4 % per year.
The Age of Invention shows a dramatic improvement in lighting
484 William D. Nordhaus, ”Traditional Productivity Estimates are Asleep at the (Technological) Switch,” The
Economic Journal, Vol. 107, No. 444 (Sep., 1997), pp. 1548-1559, p 1549
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efficiency, with an increase of efficiency from I800 to I992 by a factor
of 900, representing an annual rate of 3.6 % per year.
Nordhaus estimated a real price of illumination and found that the “number of hours
required to pay for 1,000 lumen-hours fell slowly until the nineteenth century but “since
1800, the labour price of light has fallen by a factor of almost 10,000.” But over the same
period the traditional price of light as measured by the CPI procedure increased by a
factor of five (nominal) which was admittedly better than the tenfold increase in the CPI
over that time but a factor of 1000 greater than the true price of lighting which declined
steadily over the period. The distortion in measuring the true course of prices for
illumination may be unusually high, but the problem exists with many products that are
subject to technological innovation and quality improvement. As a result we
underestimate significantly the extent of economic growth. The failure to estimate
accurately and to publicize the benefits of competitive improvements influences and
probably distorts both public policy and public confidence in the economic system. The
entrepreneurs who implement these innovations, as lauded as some are, don’t get the
credit they deserve.
Incumbent producers often seek to restrict innovation, competition, and entry. The most
notable among these efforts is probably Frédéric Bastiat’s 1845 lampoon of special
interest pleading - the Candlemakers’ Petition. The manufacturers of candles,
tapers, lanterns, sticks, street lamps, snuffers, extinguishers, and
producers of tallow, oil, resin, alcohol, and generally of everything
connected with lighting petitioned the French Chamber of Deputies to
provide them relief from unfair competition. With an audacity that would
humble the ethanol and sugar beet industries the members of the French lighting
community appealed to the deputies ”…to be so good as to pass a law requiring the
closing of all windows, dormers, skylights, inside and outside shutters, curtains,
casements, bull’s-eyes, deadlights, and blinds — in short, all openings, holes, chinks, and
fissures through which the light of the sun is wont to enter houses, to the detriment of the
fair industries with which, we are proud to say, we have endowed the country, a country
that cannot, without betraying ingratitude, abandon us today to so unequal a combat.”485
The followers of the sun have since gained the upper hand and secured from a dozen or
so parliaments fulsome solar subsidies and have even restricted competition from the
incandescent bulb.
The True Austrians and Other Dissenters
The Austrian school of economics was founded by Carl Menger one of the three
economists to independently develop the marginalist framework that supplanted
production cost theories of value. Later Austrian school economists, most
prominently Ludwig von Mises and F. A. Hayek, built on Menger’s work. Israel
Kirzner, perhaps the most prominent of current Austrian economists, studied under
Mises. Mark Casson’s perspective is included in this section because he dissents
485 Bastiat’s facetious account of the candle makers’ petition is in Sophismes économiques, 1845 and accessible
several places on the Internet, including http://bastiat.org/en/petition.html
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from the neoclassical school’s position486 on many points. The evolutionary
economics view of the entrepreneur and the firm represents a significant departure
from the standard model.
Israel Kirzner and The Opportunist
Israel Kirzner was a student of Ludwig von Mises (1881-1973) who, together with F.
A. Hayek, was one of most influential members of the modern Austrian school of
economics. Austrian economists depart from their neoclassical cousins in a number
of ways but Kirzner distinguishes their approach largely in terms of contrasting
views of price theory and the equilibrium price and quantity model central to
neoclassical thought. The dispute between the neoclassical and the Austrian
approach boils down to the fact that the former has no place for the entrepreneur
and the latter depends on him for everything.
In the neoclassical model, the market is generally pictured as moving instantaneously
from one position of equilibrium prices and quantities to another. There can be no role for
the entrepreneur in such an equilibrium. There is typically little discussion of how that
movement takes place or why it should take place so quickly beyond a vague explanation
that high prices will encourage production and entry while discouraging consumption and
vice versa for low prices.487
Austrian school economists view the economy as a process of change and the
entrepreneur as the agent of that change. In this respect, the Austrians are very similar to
Schumpeter.488 But unlike Schumpeter who emphasized the entrepreneur’s destructive
and creative role introducing new combinations of resources. Kirzner sees the
entrepreneur as stimulating an equilibrating process and stresses his role in the discovery
of opportunity; in this situation he acts as an arbitrageur.
“… focus on the role of knowledge and discovery in the process of
market equilibration. In particular this approach (a) sees
equilibration as a systematic process in which market participants
acquire more and more accurate and complete mutual knowledge of
potential demand and supply attitudes, and (b) sees the driving force

486 At times there is more heat than light in the arguments between neoclassical economists and those adhering
to the Austrian School. The neoclassicals focused their attention on equilibrium positions and the differences
associated with them: higher or lower prices, greater or smaller quantities. Austrians focused on the processes
that caused economic actors to move from one position to another.
487 Kirzner points out what he calls the illegitimacy of introductory economics courses where instructors outline
an adjustment process that is not compatible with the more advanced picture of equilibrium. We plead guilty.
Our defense is that we never believed literally in “instantaneous” adjustment but believed the model was a
reasonable of representation of what would occur, ceteris paribus, and felt the dynamic adjustment could, if one
were obsessive about it, be modeled with some form of difference equations.
488 Despite his birth in then-Austria-Hungary, his studies under Eugen von Böhm-Bawerk, brief and ineffectual
service as Austrian Finance Minister and disastrous stint as president of an Austrian bank, Schumpeter is not
generally considered a member of the Austrian school. Mises and Schumpeter intersected throughout their
careers and each was generally complimentary of the other’s work but as the theoretical distance between them
grew their personal relations drifted from cordial to proper and civil.
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behind this systematic process in what will be described below as
entrepreneurial discovery.”489
The Austrian model of entrepreneurial discovery asserts that people make plans to
produce or consume in one period based on the imperfect knowledge they possess at that
time. As they execute their plans, producers and consumers encounter and create new
information which is shared and informs the next round of planning and execution. This
new and unanticipated information gives rise to surprise and discovery. Producers may
discover an opportunity to acquire resources at a lower price (relative to their plan) in the
present period and sell the output at the same or lower price in the next. Consumers may
see an opportunity to acquire finished goods at a better price in the next period and adjust
their plans accordingly. As the amount of information grows and is acted upon, the
market will tend to equilibrate but new opportunities may be continually discovered and
cause people to adjust their plans until little or no new information remains to be
discovered. Of course in a dynamic economy where new technologies are continually
emerging, the scope for discovery will continue to increase and equilibrium need never
occur.
The keys to understanding the Austrian process toward market equilibration are
knowledge and its relationship to planning. Hayek noted the link between knowledge,
planning and the organization of planning activities. Economic decision makers form and
undertake plans in one period based on the knowledge they have at that time. As Frank
Knight and others have observed, our knowledge of the future is uncertain and
incomplete and yet we have to make plans and decisions. Hayek noted that as
entrepreneurs attempt to implement their plans, they would collectively change the
information and knowledge available. This may reveal new opportunities and result in
new plans.
All economic activity is in this sense planning; and in any society in
which many people collaborate, this planning, whoever does it, will in
some measure have to be based on knowledge which, in the first
instance, is not given to the planner but to somebody else, which
somehow will have to be conveyed to the planner. The various ways
in which the knowledge on which people base their plans is
communicated to them is the crucial problem for any theory
explaining the economic process. And the problem of what is the best
way of utilizing knowledge initially dispersed among all the people is
at least one of the main problems of economic policy - or of designing
an efficient economic system.490
Hayek was contrasting the access to information and hence quality of planning in market
versus directed economies but his general point holds within markets and firms. Hayek
connected the economic decisions and plans we all have to make to the specific but
489 Israel M. Kirzner, 1997, “Entrepreneurial Discovery and the Competitive Market Process: An Austrian
Approach,” Journal of Economic Literature, Vol. 35, No. 1 (Mar., 1997), pp. 60-85, p62
490 F. A. Hayek, 1945, “The Use of Knowledge in Society,” The American Economic Review, Vol. 35, No. 4 (Sep.,
1945), pp. 519-530, p. 520
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incomplete information or knowledge we have when we make those decisions. When we
consider the inherent time from planning to decision to outcome we can better appreciate
how misleading it can be to think about instantaneous equilibration. 491
We need to remember only how much we have to learn in any
occupation after we have completed our theoretical training, how big
a part of our working life we spend learning particular jobs, and how
valuable an asset in all walks of life is knowledge of people, of local
conditions, and special circumstances. To know of and put to use a
machine not fully employed, or somebody’s skill which could be better
utilized, or to be aware of a surplus stock which can be drawn upon
during an interruption of supplies, is socially quite as useful as the
knowledge of better alternative techniques. And the shipper who
earns his living from using otherwise empty or half-filled journeys of
tramp-steamers, or the estate agent whose whole knowledge is almost
exclusively one of temporary opportunities, or the arbitrageur who
gains from local differences of commodity prices, are all performing
eminently useful functions based on special knowledge of
circumstances of the fleeting moment not known to others.492
The process of entrepreneurial discovery is the means by which the opportunity
represented by that excess capacity on tramp steamers or the excess housing space
exploited by Airbnb is identified; the real estate agent’s knowledge of local opportunities
is magnified by the broader coverage of a multiple listing service or a Zillow. Something
is possible but is not being done or done as extensively as is possible. The phenomenon
of local knowledge is why we are uncomfortable with highly centralized planning
systems not only for economies but also for firms. In many cases planning departments
adopted an abstract mission that sought to create a designer firm clothed in fashionable
organizational and strategic concepts independent of the real environment.493 The
significance of local knowledge and special circumstances is also why we often pushed
for delegation supported by incentive schemes that rewarded successful local action.
There can be a “forest and trees” problem when acting on local knowledge and thus a
need for interaction and communication across organizational units and levels.
Asymmetric information at the lower level may prompt and mask shirking. But the
cumulative rewards of identifying numerous opportunities in the market can often exceed
greatly those attained by pursuing a “big idea.”
Kirzner observes that his teacher, Mises, had anointed the entrepreneur as the driving
force of the market.
The driving force of the market process is provided neither by the
consumers nor by the owners of the means of productions-land,
491 Again, neoclassical economists use this as a methodological convenience. They are well aware that
production and distribution takes time. It would be nice, though, if they let the students in their introductory
courses in on it.
492 Op cit., p. 522
493 We are not against planning departments per se. Some of our best clients were planning departments. We
think that there are certain analytical capabilities and functions that justify a division of labor within the firm.
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capital goods, and labor-but by the promoting and speculating
entrepreneurs . . . Profit- seeking speculation is the driving force of the
market as it is the driving force of production. (Mises 1949, pp. 32526)494
Schumpeter’s entrepreneur is a disruptive fellow, innovating and upsetting the status quo,
and jolting the economy away from its previous path toward equilibrium. Kirzner’s
entrepreneur in contrast discovers misalignments and imbalances in the economy and by
exploiting them moves the economy in the direction of equilibrium. Like Cantillon’s
entrepreneur who saw prices in the farm market were lower than in the shops and bought
low to later sell higher, Kirzner’s entrepreneur discovers opportunities in the imperfect
adjustments that people make to their plans over time. In that sort of world, equilibrium is
a state where all people’s plans are executed as intended and there are no more
discoverable opportunities. In a dynamic market economy this never happens, there are
always new opportunities. The Austrian economy moves toward equilibrium but is not
overly concerned with reaching it.
The dynamic competitive process of entrepreneurial discovery (which
is the driving element in this Austrian approach) is one which is seen
as tending systematically toward, rather than away from, the path to
equilibrium. Therefore, the standard, competitive equilibrium model
may be seen as more plausible as an approximate outcome,…495
This extended adjustment time allows for the sort of competition that laymen mean when
they describe competition. The process of discovery and adjustment never ends. Once an
open door is discovered, an entrepreneur rushes to exploit his discovery yet somewhere
other doors are open, perhaps set ajar by the drafts from an earlier discovery or made
visible to someone whose imagination is excited by a new technology.
Austrians are careful to insist (i) that continual change in tastes,
resource availabilities, and known technological possibilities always
prevent this equilibrative process from proceeding anywhere near to
completion; and (ii) that entrepreneurial boldness and imagination
can lead to pure entrepreneurial losses as well as to pure profit.
Mistaken actions by entrepreneurs mean that they have misread the
market, possibly pushing price and output constellations in directions
not equilibrative. The entrepreneurial market process may indeed
reflect a systematically equilibrative tendency, but this by no means
constitutes a guaranteed unidirectional, flawlessly converging
trajectory.496
Kirzner has influenced the discipline of strategic planning and caused some practitioners
to look for opportunities. The translation from theory to practice is never crisp and a lot
494 Kirzner, Israel, 1997, “Entrepreneurial Discovery and the Competitive Market Process: An Austrian Approach,”
Journal of Economic Literature, pp. 60-85, Mises at page 67.
495 Kirzner, Op cit., p. 62
496 Kirzner, Op cit., p. 72
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of fuzziness emerges. Executives and managers are encouraged to conduct environmental
scanning to surface opportunities but the techniques are vague and it is hard to find
successful examples.497 A number of brainstorming techniques are efforts to stimulate
creative and entrepreneurial thinking. The usually tedious SWOT (strengths, weaknesses,
opportunities, and threats) is a group-based attempt to identify opportunities. There is
something in most group based techniques that seems to discourage true entrepreneurial
discovery. In fact, these efforts to stimulate entrepreneurial thinking in a cookbook
format or recipe is a contradiction in terms. Entrepreneurial thinking is anything but
recipe based. If it were the latter, everyone would be doing it.
Entrepreneurial discovery occurs in the present but excites action into the future.
Discovery offers a possible bridge to the Knightian conundrum of making decisions
under uncertainty. Knight’s description of probabilities seemed to suggest the uncertain
path of a known plan or option (e.g. building a new plant). Knight’s action under
uncertainty is consistent with Hayek’s emphasis on economic decisions as plans; plans
that may or may not be successfully fulfilled. Kirzner suggests that imagination and
discovery of a heretofore unknown opportunity can suffice to energize the entrepreneur to
take action but of course the outcome of that action remains uncertain. Oddly, to our way
of thinking, Kirzner agrees with Schumpeter in excusing the entrepreneur from bearing
risk or uncertainty.
Many of the Austrian economists and especially Schumpeter, the semi-Austrian, hold
views similar to those of evolutionary economists. Nevertheless, the emergent
(previously unknown and unpredictable) properties of an evolutionary process are
different from the available but overlooked opportunities of the Kirznerian world. The
discovery of available but overlooked opportunities doesn’t strike us as an adaptive
action in quite the same way as discussed by Armen Alchian who rejected the perfect
foresight and instantaneous equilibrium conditions but accepted imitation and innovation
as adaptive mechanisms.498
The Austrian entrepreneur is human action, as Mises put it, “seen from the aspect of
uncertainty inherent in every action.”499 This point seems entirely consistent with
Cantillon, Say, and Knight’s emphasis on the entrepreneur as a decision maker under
uncertainty. It is contrary to a literal reading of Schumpeter’s argument that entrepreneurs
do not bear risk. In most respects the Austrian entrepreneur looks a lot like the active and
engaged businessman. Opportunities are discovered by alert entrepreneurs and acted
upon, and thus surpluses are “whittled away,” shortages filled, and prices converge. The
entrepreneur in the Austrian model makes mistakes but either he or another entrepreneur
notices the resulting opportunity and in doing so corrects it. In the standard neoclassical
equilibrium model, we can’t explain the sort of zigs and zags we observe since there are
no errors in moving from one equilibrium to another.500
497 The Business Dictionary’s definition of environmental scanning is as good as any, “Careful monitoring of an
organization’s internal and external environments for detecting early signs of opportunities and threats that
may influence its current and future plans.” http://www.businessdictionary.com/definition/environmentalscanning.html
498 Armen A. Alchian, 1950. “Uncertainty, Evolution, and Economic Theory.” The Journal of Political Economy, Vol.
58, No. 3 (Jun., 1950), pp. 211-22
499 Mises, Op Cit. 1949, p. 254. Quoted in Kirzner, Op Cit. p 69.
500 More precisely, the errors are suppressed in the resulting analysis.
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Kirzner points out differences between Austrian and neoclassical economists policy
prescriptions in four areas: antitrust policy, economic justice, welfare economics, and the
workability of socialistic central planning. The traditional economic prescription for antitrust theory was shaped by the ideal of perfect competition and thus sought to limit the
size of firms. This approach was challenged by contestable market theory which, as
defined by William Baumol, relies on entry to police monopolistic practices.
A contestable market is one into which entry is absolutely free, and
exit is absolutely costless. . . the entrant suffers no disadvantage in
terms of production technique or perceived quality relative to the
incumbent, and that potential entrants find it appropriate to evaluate
the profitability of entry in terms of the incumbent firms’ pre-entry
prices. . . . The crucial feature of a contestable market is its
vulnerability to hit-and-run entry.501
Kirzner argues that the potential discovery of profit opportunities in cases where
monopolists charged enough over marginal cost to justify entry would tend to moderate
monopoly behavior.502 So long as markets could be entered freely, efforts to reduce the
size of companies by blocking mergers and acquisitions would in fact limit
entrepreneurial discovery. Many forms of everyday competitive behavior such as
advertising or product differentiation may also be constrained by entrepreneurial
discovery of openings they reveal.
Economic justice is a complex and contentious issue. Kirzner is a Judaic scholar and
ordained rabbi who has examined the moral basis of capitalism and market transactions
with a perspective and skill set most secular economists lack or reject. Entrepreneurial
discovery in contrast to neoclassical equilibrium models focuses on previously unknown
opportunities that generate entrepreneurial profits. Unlike the common (and incorrect)
perception of market competition as a zero sum game, the sort of opportunities pursued
by entrepreneurs are deemed by many to increase the size of the pie. This point of view is
consistent with the public acceptance of large fortunes earned by entrepreneurs such as
Steve Jobs, Bill Gates, or Warren Buffet – they are seen as creating new wealth and
entitled to a large share of it. The public is much less tolerant of large fortunes acquired
in situations where they believe that the beneficiary could influence the rules such as the
pay of CEOs of large publicly traded companies or Richard Cantillon’s suspiciously
profitable trades in the Mississippi bubble.
The concept of entrepreneurial discovery can be applied also to welfare theory. In
standard welfare economics, the society’s wealth is a given and subject to various
considerations of redistribution. The most famous basis is the Pareto Optimum in which
society’s wealth is best distributed until no transfer can make any individual better off
without making another worse off. The Austrian school notion of entrepreneurial
501 Baumol, William J. 1982, “Contestable markets: an uprising in the theory of industry structure,” American
Economic Review 72(1) March 1982, pp. 1—15. Quoted in Stephen Martin, July 2000, The Theory of Contestable
Markets,
Department of Economics, Purdue University, available online.
502 An interesting application of this type of reasoning is: "Why Regulate Utilities?" by Harold Demsetz, Journal of
Law and Economics, Vol.11, No. 1, April 1968, pp. 55-65.
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discovery makes clear that the capacity to discover and create new wealth and to reduce
the waste and inefficiency of the present allocation of resources should also be
considered in defining wealth. Redistributing or threatening to redistribute the rewards of
entrepreneurship is a bit like starving the goose that laid the golden egg.503
The Austrian school has historically been very concerned with the contest between
socialist and capitalist forms of economic organization. This has historical roots in the
inter-war debates over the virtues of the two competing systems. The end of the cold war
was in some respects a triumph for capitalism but it did not end the struggle between
centrally directed and capitalist viewpoints. The result has been an acceptance in many
quarters of a “mixed” economy with significant and sometimes dominant roles played by
the government.
Many people believe that a centrally planned economy could, under certain
circumstances, perform as a well as a competitive capitalistic society. Leon Walras
developed his general equilibrium model as a picture of pure economics to show how a
socialist economy could achieve similar results. During the interwar period economists
engaged in a fierce theoretical argument over the socialist calculation problem. The most
famous advocates of the feasibility of the socialist calculation were Oskar Lange (19041965) and Abba Lerner (1903-1982) who sought to demonstrate that a socialist planning
board could by posting prices and then observing the resulting shortages and surpluses
and making adjustments could efficiently emulate a competitive economy without the
waste and inequalities of that system. Austrians argue that the Lange-Lerner system does
not in fact replicate a real competitive economy because the model they used as a
template misrepresents the operation of a competitive economy and grossly
underestimates the complexity and information creating and using properties of a
decentralized system.
Mark Casson and The Bold Specialist in Decisions Under Uncertainty
Mark Casson, the Director, Centre for Institutional Performance and Professor of
Economics at Reading University brings an eclectic perspective from business history,
multi-national business organization, and business culture to the study of
entrepreneurialism. Casson’s theoretical framework draws from those of Richard
Cantillon, Frank Knight, Joseph Schumpeter, F. A. Hayek, and Israel Kirzner. Casson’s
working definition is something of a synthesis of the approaches of those economists.
“…an entrepreneur is someone who specializes in taking judgmental
decisions about the coordination of scarce resources”504
Our initial reaction was that this definition was a bit thin but Casson parses his sentence
carefully to draw a more complete picture. He emphasizes first that the entrepreneur is an
individual, someone who pursues his self-interest to maximize his profits if an owner or
compensation if an employee. Casson emphasizes the personal, “Entrepreneurship
503 The Goose that Laid the Golden Egg is an Aesop fable about greed and impatience. It is sometimes confused
with the story collected by the Brothers Grimm about a Golden Goose that was quite sticky.
504 Mark Casson, 2003, The Entrepreneur: An Economic Theory, Second Edition, (first edition published in 1982),
Edward Elgar Publishing, Northampton, MA. , definition and elaboration on page 21.
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appears as a personal quality which enables certain individuals to make decisions with
far-reaching consequences.”505 The entrepreneur may work with others but is responsible
for making the relevant decisions. The interactions among entrepreneurs and others
reflect the culture of the business and larger society within which they operate.
As emphasized also by Frank Knight and others, Casson’s entrepreneur is a specialist and
possesses a comparative advantage in making decisions involving judgment. Casson
emphasizes that judgmental decisions are those for which the available information could
be interpreted in a number of ways. This is akin to the sort of uncertainty facing all
decision makers but Casson emphasizes that the entrepreneur is the one whose judgment
leads him to make a different decision than do others – a “minority of one” who sees
something others miss or the significance of which they do not comprehend. Casson’s
entrepreneur is a more unique character than is Cantillon’s class of people who might
make very similar judgments or a distribution of judgments and “proportion” themselves
to the demand that ensues. Casson’s characterization strikes us as consistent with
Kirzner’s alert entrepreneur who sees opportunities in the disequilibrium of the market.
Our experience confirms this “visionary” characterization and we regard this gift as a
superior capacity for pattern recognition. We would add the point made by Armen
Alchian and adopted in evolutionary economics that the success of this decision may
reflect chance rather than insight.506 The comparative advantage in seeing opportunity
and being able to act upon it is what connects entrepreneurship to business strategy and
what many boards are seeking when they talk about vision.
Casson stretches coordination to encompass “a beneficial reallocation of resources” and
thus an agent of change interested in improving things. This comports with Schumpeter’s
entrepreneur as the one who “gets things done” and is responsible for “new combinations”
of things. Marshall too distinguishes the routine from the innovative actions of executives.
Kirzner’s entrepreneurial force toward more efficient allocation of resources is also
improving things by finding opportunities to close the gaps created by disequilibrium.
Finally, Casson adds scarce resources to restrain the heffalump within economic areas.
Casson admits that the entrepreneur could in principle be a central planner, a priest or a
king but wisely, we believe, sticks to private economic behavior.
Casson’s entrepreneur arrives at his unique judgment about potential opportunities to
profit by acquiring, appreciating and acting on information before others. In fact Casson
stresses that his entrepreneur believes he alone is right and all others are wrong. Casson’s
model is compatible with F.A. Hayek’s conception of the market as a mechanism for
generating and sharing information. Hayek saw economic decisions as a set of plans; in
each period producers and consumers set out to execute plans based on the information
they possessed at that time. As they encountered the market, they might find that
conditions were different than expected and thus new information was created and, by
their adjusted actions, shared with other market participants.
Peter Klein, Nicholai Foss and the Austrian Revival
Ibid. p.10
Armen A. Alchian, 1950, “Uncertainty, Evolution, and Economic Theory,” Journal of Political Economy, Vol. 58,
No. 3, (June 1950), pp. 211-221.
505
506
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The Austrian school has revived in recent years and remains highly interested in the
role of the entrepreneur. We depart from our chronological survey of heffalump
hunting to discuss some post-Kirzner Austrian thoughts on entrepreneurship.
Current Austrian (or Austrian-leaning) economists such as Nicholai Foss and Peter G.
Klein have worked to integrate entrepreneurial behavior with the strategic and
organizational issues with which firms must deal. In their recent book, Organizing
Entrepreneurial Judgment: A New Approach to the Firm,507 Foss and Klein present a
model that goes back to Knight’s formulation of judgment as decisive decision
making under uncertainty and joins to it Austrian capital theory. Although very
sympathetic to the idea of opportunity recognition, they depart from Kirzner by
stressing not only uncertainty bearing but asset ownership.
Foss and Klein stress the importance of heterogeneous capital and the consequences
for entrepreneurial decision making. Their entrepreneur actively acquires, shapes,
fits and disposes of capital in a quest for the most productive forms given the
opportunity at hand. Other authors, particularly Oliver Williamson, stress the
implications of various forms of asset specificity but do not as explicitly or
comprehensibly incorporate heterogeneous capital into their models of the firm.
Foss and Klein contrast heterogeneous capital with the textbook sort that is
homogeneous and moldable to all applications. Homogeneous capital is that capital
“K” found in neoclassical production functions [e.g. Q=f(K,L)] that Paul Samuelson
reportedly likened to Al Capp’s versatile shmoo.508 The shmoon (that’s the preferred
plural) were friendly, lovable, gourd-shaped creatures that multiplied prolifically
and provided free eggs, milk and other products to humans. If meat was desired
they happily sacrificed themselves to produce beef or chicken tasting meals. Of
507 Foss, Nicholai J., Peter G. Klein, 2012, Organizing Entrepreneurial Judgment: A New Approach to the Firm,
Cambridge University Press, New York,
508 Finding the shmoo’s entry point into economic discourse has been as difficult as pinning down the heffalump.
An earlier working paper that Foss and Klein contributed to ascribed the shmoo metaphor in capital theory to
Robert Solow. See Rajshree Agarwal, Jay B. Barney, Nicolai J. Foss, and Peter G. Klein, 2009, “Heterogeneous
Resources and the Financial Crisis: Implications of Strategic Management Theory,” (SMG WP 6/2009, Center for
Strategic Management and Globalization Copenhagen Business School, Denmark). The four repeated the Solow
attribution in the 2009 article of the same name published in Strategic Organization (Vol. 7(4): 467–484). But on
page 105 of their recent book they ascribe the shmoo metaphor for homogeneous capital to Paul Samuelson
without citation. Then on page 108, they write “Following Solow (1957), models of economic growth typically
model capital as shmoo – an infinitely elastic, fully moldable factor that can be substituted costlessly from one
production process to another.” Solow’s 1957 article, “Technical Change and the Aggregate Production Function,”
(Review of Economics and Statistics 39:312-320) is an attempt to squeeze meaning from very crude production
and factor input statistics for the U.S. 1909 – 1949 and famous largely for finding that “Gross output per man
hour doubled over the interval, with 87 1/2 per cent of the increase attributable to technical change and the
remaining 12 1/2 per cent to increased use of capital.” This suggested that people didn’t become more productive
not so much because they used more capital but because the capital they used was progressively more
technically advanced. But, Solow never mentions the shmoo. The shmoo makes an extended appearance in Erik
Olin Wright’s 1967 book, Class Counts: Comparative Studies in Class Analysis, (Cambridge University Press, 576
pp.) starting on page 4 with the parable of the shmoo which uses the various reactions of Capp’s characters to
the emergence of the shmoo as a template for discussing class distinctions. John Williamson in his 1992 article,
“On Designing an International Monetary System, (Journal of Post-Keynesian Economics, Vol.15, No.2, pp.181192) credits Paul Krugman with introducing shmoo to mean homogenous. At this writing we don’t have access
to the cited work by Paul Krugman, (“Has the Adjustment Process Worked?” Washington, DC: Institute for
International Economics, 1991.) We first encountered the shmoo in economics through one of our professors:
William G. DeWald a distinguished expert on monetary and fiscal policy.
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course their beneficence tended to undermine peoples’ work ethic and threatened
the profits of agribusiness. The latter led to their near total demise at the hands of
evil capitalists. Shmoo capital is a great analytical convenience and probably
unavoidable in macroeconomic analysis of aggregates but its use obscures one of
the entrepreneurs’ most important tasks which is to select or fit the specific type of
capital asset that will best suit the opportunity before him.
Foss and Klein advance one of the broadest definitions of the entrepreneur:
asset-owning, judgmental decision maker who often delegates
judgment to proxy entrepreneurs. 509
Two aspects are fairly novel, the ownership of assets and the delegation of judgment
to proxy entrepreneurs. The former follows from their recognition that a great deal
of entrepreneurial effort is in arranging and managing capital. This very broad
definition is central to Foss and Klein’s main interest which is integrating the
judgmental decision maker into the theory of the firm.
In the entrepreneurial judgment approach, the theory of the firm
becomes a theory of how the entrepreneur arranges the capital assets
he owns or can influence (i.e. human capital), including which
combinations of assets he will seek to acquire and which assets he
may later divest in an attempt to carry out the commercial experiment
that embodies his judgment. 510
The delegation of judgment to proxy entrepreneurs is difficult to those of us who
have grown used to the idea that there is only one, centralized entrepreneur per
firm. But Foss and Klein’s notion of “derived judgment” which guides the subentrepreneur sets boundaries on the delegation of decision making in the firm and
they maintain the ultimate centralized decision-making. “Original judgment” is the
sort we think about in the conception and execution of a business idea. “Derived
judgment” is the basis on which sub or proxy entrepreneurs take delegated
decisions on executing the business idea or plan.
The Continued Search for the Heffalump
The search for the heffalump is not yet over. Our survey suggests that the heffalump
is still evolving. The entrepreneur’s role has always revolved around uncertainty but
his challenges and his capacity to deal with them have evolved. When commerce
was pretty basic, the entrepreneur kept the circular flow going. As the market grew
and technology and knowledge expanded, he was there to bring new things to the
market. When the firm’s capacity to deal with the complex divisions of labor and
promising large-scale production needed to expand, entrepreneurs developed new
509 Foss, Nicholai J., Peter G. Klein, 2012, Organizing Entrepreneurial Judgment: A New Approach to the Firm,
Cambridge University Press, New York,
510 Ibid. p. 218
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organizational and management systems. As the number of potential new business
opportunities has exploded the entrepreneur is there to make judgments and
choices about which to pursue. Businesses facing a plethora of opportunities but
limited resources count on the entrepreneur to arrange and manage their capital
and other assets to fit the circumstances.
We expect that the heffalump will continue to evolve because the opportunities and
challenges facing the economy will continue to evolve. Since Knight’s time a
tremendous amount of effort has been invested in sharpening the heffalump’s
foresight. More and more concerns can be moved from the uncertainty column to
the risk column because we have more data on events and consequences and more
sophisticated risk management technologies. Better internal organizational
arrangements and internal information systems may allow greater delegation to
more proxy-entrepreneurs.
A great deal of human intelligence involves pattern recognition of some sort. We will
argue in the chapter on planning that successful strategists and entrepreneurs have
a knack for recognizing patterns before or more clearly than others. As Kirzner
pointed out, opportunities are recognized in the present and their payoff realized in
the future. We see something now that we believe we can act on and produce a
profit in the future. The entrepreneur’s search for opportunities (at least near term
opportunities) has been enhanced by more powerful data and information analysis
techniques. The borders of bounded rationality have been expanding. Whatever
LaPlace’s Demon might think, we will never be able to predict the future precisely, if
only because we cannot track what all the other people are doing with the
information they have about now and how they are using it to make decisions about
the future.
********
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Chapter 11. Popular, Academic, and Public
Entrepreneurialism
Despite concerns about the health of entrepreneurship in the U.S. the public
continues to admire those who, as Schumpeter said, “make things happen.” This
popular interest stimulates entrepreneurial competition. Writers and consultants
develop and market a wide range of products purporting to help people become
successful entrepreneurs. A recent key word search for entrepreneurship on
Amazon.com returned nearly 27,000 titles on entrepreneurship, 29,000 on small
business and entrepreneurship, and 1,700 on new business enterprise (talk about
entrepreneurship!).511 Most of these tomes are a waste of money.
Many, if not most, of these works are how-to manuals of the Ten Things You Need to
Know and Five Secrets of Successful Entrepreneurs genre. Some of them contain
useful insights and provide anecdotes that may inspire would-be entrepreneurs.512
However, most of them suffer from a bias known to statisticians as selection on the
dependent variable that consists of looking only at successful examples and divining
from their shared characteristics a recipe for success.513 Most have no scholarly
pretensions and many authors appear to simply make up a lot of their content,
string a few inspiring potted biographies together, or repackage self-help nostrums
under an entrepreneurial cover. A refreshing exception in the popular literature is
Scott Berkun’s The Myths of Innovation in which he debunks several popular but
misleading accounts of discovery and explains how hard work and experience
underlie almost all so-called epiphanies.514, 515 Peter Thiel’s iconoclastic, upbeat
bestseller, From Zero to One, is valuable for recognizing that entrepreneurs succeed
best when they have some degree of monopoly, "The perfect target market for a
start-up is a small group of particular people concentrated in a group but served by
few or no competitors."516 This is consistent with the concept of entrepreneurial
profits and Kirzner’s notion of entrepreneurial discovery of opportunities not seen
by others. Each of these books both benefit and suffer from the idiosyncrasies of

511 Updated search was conducted on 4/4/14. Readers should be aware that the returns on Amazon key words
often contain duplicates, include multiple editions, and sometimes return inexplicable titles. But we think they
are roughly indicative of public interests – at least among readers. For comparative purposes, Religion yields
around 1,200,000 tomes; Economics about 900,000 titles; Erotica almost 300,000 volumes (many illustrated),
and Cooking 240,000 or so guides. Given man’s situation and the problems he faces, that seems about right.
512 See for example, Steven C. Harper, 2005, Extraordinary Entrepreneurship: The Professional's Guide to Starting
an Exceptional Enterprise, John Wiley & Sons, 496 pages.
513 The problem with looking only at successful exemplars is that many unsuccessful efforts might well have also
possessed the supposed secret ingredient in the entrepreneurial recipe. An accessible overview of the selection
on the dependent variable problem is Barbara Geddes, “How the Cases You Choose Affect the Answers You Get,”
Political Analysis, available on-line at http://www.nyu.edu/classes/nbeck/q2/geddes.pdf
514 Scott Berkun, The Myths of Innovation, O’Reily Publishing.
515 Thomas Edison noted, “Opportunity is missed by most people because it is dressed in overalls and looks like
work.”
516 Peter Thiel, 2014, From Zero to One, Crown Publishing, 224 pp. Derek Thompson’s favorable September 2014
review in the Atlantic is at http://www.theatlantic.com/business/archive/2014/09/peter-thiel-zero-to-onereview/380738/
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their authors’ personal experience but are worthwhile for disputing conventional
entrepreneurial wisdom.
As we discussed earlier, an overwhelming percentage of start-up entrepreneurs fail
and many are serial failures. History is full of examples of capable and determined
entrepreneurs sensing opportunities and then offering new products and services to
pursue that opportunity only to fail to attract enough customers to survive. In most
cases, they failed not because they didn’t apply a well-tested recipe for success; they
failed because the market did not adopt or select their venture as “fit” – provide
more value than rival offerings.
The Entrepreneur in Business School
Entrepreneurship is usually treated as a subfield within management science.517
Myles Mace (1911-2000) pioneered the teaching of entrepreneurship with a 1947
course entitled The Management of New Enterprises, which has been offered by the
Harvard Business School in various forms ever since.518,519 Management scholars
and professors define entrepreneurship almost exclusively as starting new
businesses. Following Cantillon, Schumpeter and others, an increasing number of
economists recognize that entrepreneurship extends to new combinations and
innovations undertaken by existing businesses. Firms survive and grow by making
successful (i.e. profitable and adopted by the market) decisions under uncertainty
and their entrepreneurial capacity to make those decisions limits their size. The
question then is if entrepreneurship can be taught and if so what should be the
curriculum?
Oddly, the decline in the new business start-up rate has coincided with an increase
in number of business schools offering courses in entrepreneurship. In the past few
decades almost the entire business school community has embraced the
entrepreneur and competes to offer courses, seminars, and texts about how to
become a successful entrepreneur. Entrepreneurship is no longer taught solely in
graduate business schools. Undergraduate courses in entrepreneurship are common
though of questionable value.520
517 This may make some pedagogical sense, particularly since so many students are interested in the subject for
the light it might shed on new business creation but most economists have long distinguished the innovative
aspects of entrepreneurship from ongoing management activities.
518 A brief biography of Mace is at http://news.harvard.edu/gazette/2000/04.06/myles.html. Mace may be
better known to business students as the author of Directors: Myth and Reality, (Harvard Business School Press,
1971) in which he reports on the divergence between what directors report they do and the textbook
descriptions of the time.
519 In some accounts the first course in entrepreneurship was at Babson in 1967. See Carl Schramm at:
http://online.wsj.com/news/articles/SB10001424052702304279904579515953479728072?mg=reno64-wsj
520 There are a number of articles in the business press, particularly Forbes, critical of entrepreneurship courses.
Typical is Victoria Schramm’s recent piece at http://www.forbes.com/sites/groupthink/2013/07/15/5reasons-why-undergrad-entrepreneurship-courses-arent-producing-entrepreneurs/. Ms. Schramm has followed
her criticism of entrepreneurial education and served as president of Kairos, a student-centered networking
firms, and then director of special events for UP Global, a firm that promotes international entrepreneurial
activity as an engine for social and economic development. UP Global has drawn support from a number of
major corporations including Coca-Cola, The Kauffman Foundation, and Google for Entrepreneurs. In some

229

Copyright 2015 Bob Wayland and Jim Mulcahy

Courses on entrepreneurship are growing faster than entrepreneurial start-ups.
According to the Kauffman Foundation the number of colleges and universities
offering formal programs in entrepreneurship grew from 100 or so in 1975 to over
500 in 2006. The number of courses increased from about 250 to more than 5000 in
2008 with over 400,000 students taking them and almost 9,000 faculty members
teaching them. The foundation notes also that universities have become active in the
start-up process and account for about a third of the 1250 or so business incubators
in the U.S.521 The Academy of Management reports that there are 1,958 academic
members of its Entrepreneurship Division.522 Unfortunately, the results are mixed at
best. Carl J. Schramm, an economist, former head of the Kauffman Foundation, and
now a University Professor at Syracuse, argues that there is little evidence of
significant results from the resources expended on entrepreneurial research and
calls for a fact-based analysis of the value of entrepreneurial education so that it
might be diagnosed and improved.523
So many people are taking or teaching entrepreneurship courses that the
entrepreneurial education process has itself become a topic of research albeit not
the hard-nosed evaluation wanted by Schramm. One reason so many people have
such diverse views of entrepreneurship is that they and their instructors are
influenced to some degree by a very wide range of different, often incompatible,
perspectives on the subject. Nothing stimulates academic entrepreneurship like a
hot subject that might attract students, research funds, and acceptance letters from
journals. An important academic topic has not been thoroughly vetted until its
relationship to or consequences for the environment, its gender-related implications,
derivation from archaic religious or tribal customs, and its threats to indigenous
peoples, etc. has been exhaustively examined.
Academics have been feasting on the heffalump for some time now. It is fair to say
that the professional education research literature does not see entrepreneurship as
an exclusively economic phenomenon. When Jean-Pierre Béchard and Denis
Grégoire looked at the “educational models” employed in the literature on higher
education entrepreneurship they drew on a sample of more than 100 articles from
over 40 journals. Unfortunately (from our admittedly biased perspective) only 15
percent of the articles examined the subject from an economic or human capital
perspective. Looking a bit closer at the specific articles, we’d trim the share of
economics based work back even further. Béchard and Grégoire themselves endorse
the wide range of “educational preoccupations” and suggest that some perspectives
remain underrepresented.
respects UP Global is a missionary organization inviting requests from underdeveloped communities to identify
problems that may be grist for innovation or entrepreneurial insight.
521 Kauffmann, The Foundation of Entrepreneurship, “Entrepreneurship Education Comes of Age on Campus,” no
date. Accessible on-line.
522 http://apps.aomonline.org/MemberDirectory/main.asp
523 See Carl Schramm, May 6, 2014, “Teaching Entrepreneurship Gets an Incomplete, “The Wall Street Journal
accessible to subscribers at
http://online.wsj.com/news/articles/SB10001424052702304279904579515953479728072?mg=reno64-wsj
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“Yet, three education research preoccupations appear to remain
underaddressed (sic): social-cognitive, psycho-cognitive, and
spiritualist (sic) or ethical preoccupations.”524
A spiritualist is one who believes that the dead communicate with the living,
typically through a medium. As economists we resent the actions of these mediums
as an unwarranted invasion of our longstanding monopoly on promoting the ideas
of defunct economists.
As so often happens, the business management and economic literatures and
textbooks use the same words very differently. The popular textbook,
Entrepreneurship, by Robert D. Hisrich, Michael P. Peters, and Dean A. Shepherd
(HPS) is in its 9th edition as we write.525 These authors, none of whom is an
economist by training, attribute to economists (without a specific citation so far as
we can tell) a very broad definition of the entrepreneur.
To an economist, an entrepreneur is one who brings resources, labor,
materials and other assets into combinations that make their value
greater than before, and also one who introduces changes,
innovations, and a new order.526
We don’t know any economists who would accept this definition. It conflates the
roles of inventors, innovators, and managers. An entrepreneur may fill one or more
of these roles but that is not what makes him an entrepreneur. Executives and
managers bring resources together to create something of value; that’s mostly what
they do. The HPS definition has the virtue that it does not limit entrepreneurship to
start-ups. But it doesn’t provide much guidance for theoretical modeling or
empirical analysis; how would you test this, how would you measure it?
Entrepreneurs do often introduce innovations but so do many inventors and
researchers. Schumpeter taught us that entrepreneurs were defined by bringing
new combinations of resources or new products into commercial existence. It is the
commercial implementation of an innovation that distinguishes an entrepreneur.
The U.S. Patent Office has granted many patents that no one has ever heard of
because they were economically worthless. Inventing something doesn’t necessarily
translate into entrepreneurial success. Perhaps most disturbing to us is
524 Jean-Pierre Béchard, Denis Grégoire, 2005, “Entrepreneurship Education Research Revisited: The Case of
Higher Education,” Academy of Management Learning & Education, Vol. 4, No. 1 (Mar., 2005), pp. 22-43. As one
would expect the preponderance of the articles appeared in about 10 to 20 percent of the journals. The authors
did not assess the degree of influence of various articles which we suspect would narrow the range of significant
educational “preoccupations” somewhat.
525 Michael P. Peters is a Professor Emeritus of marketing at the Carroll School of Management at Boston College
see http://ecorner.stanford.edu/author/michael_p_peters for a synopsis of his career. Dean A. Shepherd
occupies the David H. Jacobs Chair in Strategic Entrepreneurship, at the Kelley School of Business at Indiana
University see http://kelley.iu.edu/Management/Faculty/page14603.cfm?ID=8787 for more background.
526 Robert D. Hisrich, Michael P. Peters, Dean A. Shepherd, 2009, Entrepreneurship, 8th edition, McGraw Hill,
634pp., page 6.
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Schumpeter’s omission of the core role of the entrepreneur in making decisions
under uncertainty.
Contrary to HPS’s view, new combinations of resources do not necessarily make the
value of any one of those input resources greater. Economists understand the
difference between adding value through new combinations of resources and the
effects of those new resource combinations on demand for and value of the inputs
themselves. An economically efficient new combination makes the value of output
from society’s aggregate resources greater but its effect on input values may vary. A
major labor saving invention for example might reduce employment and hence
wages but is economically efficient if the increase in total value created exceeds the
loss to the affected workers. These losses are often temporary because the new
combination may allow for lower cost or higher quality goods and an increase in
demand for all input factors. Technologically displaced resources often find
employment in other areas albeit not necessarily at their previous compensation.
Many today fear that the entrepreneurs working to enlarge the role of robots in the
economy may cause labor displacement and unemployment.527 Fear of technological
unemployment goes back at least to the Industrial Revolution when hand weavers
worried that the new power looms, spinning frames and stocking frames would
reduce their income. Every high school student has heard the story of the Luddites
(1811 to 1816) who resisted mechanization by smashing machines, burning
factories and assaulting mill owners until the British Army put the rebellion down.
A number Luddites were executed or deported to Australia. The Luddites story has
been romanticized and they remain a symbol of opposition to technological
unemployment and even to technological advance. Modern economic history
scholarship indicates that many of the commonly believed causes of the Luddite
rebellion are as insubstantial as Jed Ludd, the imaginary leader of the cause.528
Rather than being predominately anti-technology per se, most of the actions were a
form of labor negotiation as in Eric Hobsbaum’s classic phrase, “collective
bargaining by riot.”529
Everyone talks about innovation and its link to entrepreneurship seems obvious but
there’s really no good measure of innovations per se. Since innovations are by
definition new combinations of existing things, the growth in the number of
inventions might shed some light on the increase in raw material available to the
innovator.530 Patent applications are a very rough indicator of inventive activity; in
recent years there have been around 600,000 applications for U.S. patents per year;
Oddly, some of the same people who fear technological unemployment argue for actions to hasten the
substitution of machines for labor through minimum wage legislation.
528 One of the most influential articles challenging many of the notions of the Luddites was Duncan Bythell 1964,
“The Hand-Loom Weavers in the English Cotton Industry during the Industrial Revolution: Some Problems, ”The
Economic History Review, New Series, Vol. 17, No. 2 (1964), pp. 339-353.
529 See “The Machine Breakers” by Eric Hobsbawm, a reprint of a 1952 article in Past and Present accessible online at: http://libcom.org/history/machine-breakers-eric-hobsbawm
530 Some things like business methods and software are intangible but many are patentable. See for example,
https://hbr.org/2000/07/can-you-patent-your-business-model
527
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roughly half of which are granted and more than half originated in a foreign
country.531 Many of these will play a role in the creation or expansion of a business
enterprise; most will not. Interestingly, the number of patent applications has
continued to increase while the rate, if not the volume, of business start-ups has
declined.
There are many people who introduce changes but do not operate within the
business world, for example, politicians and regulators. Bringing a new order is an
over-the-top job description for an entrepreneur. Many entrepreneurs might
collectively transform an industry, but whole new orders are best left to messiahs
and political revolutionaries.
Donald F. Kuratko, the highly decorated Professor of Entrepreneurship at Indiana
University’s Kelley School of Business and author of an encyclopedic
entrepreneurial textbook (like Hisrich, Peters, and Shepherd’s work it is in its ninth
edition) offers an elaborate description of entrepreneurship.
Entrepreneurship is a dynamic process of vision, change, and creation.
It requires an application of energy and passion toward the creation
and implementation of new ideas and creative solutions. Essential
ingredients include the willingness to take calculated risks – in term
of time, equity, or career; the ability to formulate an effective venture
team; the creative skill to marshal needed resources; the fundamental
skill of building a solid business plan, and, finally, the vision to
recognize opportunity where others see chaos, contradiction, and
confusion.532
The problem with this description and many like it is – what do you do with it? The
word vision is overworked and may apply to some entrepreneurs like John D.
Rockefeller or Steve Jobs but doesn’t seem to quite fit Thomas Edison or Warren
Buffett. How does “creation and implementation of new ideas and creative solutions”
differ from or relate to “recognize opportunity”? Why do others have to “see chaos,
contradiction, and confusion”? Do you have to create de novo or can you just be alert
to misalignments? How would an entrepreneur assess the appropriate level of
“calculated risk” how would we test this hypothesis and how is Kuratko defining risk
versus uncertainty? Aren’t several of Kuratko’s characteristics such as the “ability to
formulate (sic) an effective venture team” or “building a solid business plan” things
that can be learned or acquired from others or worked out in start-up incubators
and accelerators?
These sort of breathless descriptions remind us of the hagiographic paeans to the
extraordinary qualities of CEOs intended more to flatter the audience than to
http://www.uspto.gov/web/offices/ac/ido/oeip/taf/us_stat.htm
Donald F. Kuratko, 2013, Entrepreneurship: Theory, Process, Practice, Ninth Edition, Cengage Learning, pp.
624
531
532
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provide operational definitions. The grand portrayals ignore also the fact that many
entrepreneurs are seeking self-employment and to be their own boss. There is a lot
of evidence that median entrepreneurial compensation is significantly less than that
for similar paid employment and that in turn suggests that non-pecuniary factors
play a large role.533 To paraphrase Freud, “sometimes an entrepreneur is just a guy
who starts his own business.”
Most economists agree with Kuratko that the ability to recognize opportunity
(whatever it is that other people may see) is an important entrepreneurial attribute.
The notion is implicit in Cantillon’s original discussion of the entrepreneur who
changes the availability or form of a resource across time or space. Israel Kirzner
has done much to bring entrepreneurial discovery to the fore. It can be argued that
recognizing an opportunity is the fundamental attribute of entrepreneurship – all of
the rest is implementation. The recognition of opportunity may follow the invention
of a new process, product, or technology or the new process, product, or technology
may be devised in the search for a means to capitalize on an opportunity. Just
recognizing an opportunity is clearly not sufficient. Recognition may involve seeing
a disequilibrium situation or the potential to create disequilibrium. Visualizing a
means to exploit the disequilibrium opportunity may occur simultaneously with
recognition or result from studying the situation more closely.
Planning Overmuch
The creation of a business plan is given far too much emphasis in the typical course
and book on entrepreneurship. As we have stated many times: entrepreneurs make
judgmental decisions under uncertainty. Research and analysis may reduce the
scope of uncertainty for any one project or entrepreneur by revealing opportunities
for shifting some uncertainties into insurable risks. But there will always remain the
inherent uncertainty of making a decision now in hopes of reaping a reward in the
future.
Given the inherent uncertainty of entrepreneurship, what can educators teach that
increases the odds of entrepreneurial success? Educators (and on-line tutorials) can
explain how to put together a business plan and the discipline of doing a plan may
be helpful in securing a loan from you rich uncle. Unless you have a successful track
record you will have to self-finance your idea or convince friends and family to pitch
in. Venture capitalists may talk to you if you get off the ground and look like you are
gaining altitude.

533 Barton H. Hamilton, 2000, “Does Entrepreneurship Pay? An Empirical Analysis of the Returns to Self
Employment,” JPE, June 2000, pp. 604-631. Hamilton observed that the median compensation for self-employed
people in business 10 years was 35 per cent lower than comparable paid employment. Even longer periods of
self-employment do not catch-up or surpass the paid employment option; after 25 years the median selfemployed person was still 25 percent behind the median paid employment option. These results would be even
worse if benefits such as health insurance were included. Obviously, there are a few superstars whose
compensation is many times that of their alternative paid employment options. In fact, entrepreneurs are over
represented at the high end of compensation tables.
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A business plan may help secure funding but should not be taken as a reliable
roadmap to success. In many cases plans inhibit the process of adaptation. The large
corporation faces enormous internal communication and resource allocation
problems and must of necessity engage in some degree of formal planning and
budgeting. There is a constant tension between the degree of granularity necessary
to confirm that a careful assessment of opportunity was made and the stultifying
blueprint, especially when elements are tied closely to compensation.
Entrepreneurs need to distinguish between the analysis in support of opportunity
recognition and the illusion of precise forecasting.
The creation of a detailed business plan, especially for a start-up, is usually a
triumph of linear thinking over the reality of uncertainty in a complex and dynamic
world. Nineteenth-century Prussian general Helmuth von Moltke (1800-1891)
famously observed that, “No battle plan ever survives first contact with the
enemy,”534 Planning should recognize that entrepreneurs make judgments under
uncertainty and it is the market that selects the most fit. Thus the best course in
most cases is to engage the market as soon as practical and remain flexible to adapt
to the feedback. If we could see the future we would have no need of plans. If we
can’t see the future we can gain only so much from planning. Highly detailed and
formalized planning approaches have been declining in popularity relative to more
active approaches such as lean start-up model in which the initial organization
engages in fast prototyping and testing. Steve Blank invoked both Moltke and Mike
Tyson in a 2013 Harvard Business Review Article.
1. Business plans rarely survive first contact with customers. As the
boxer Mike Tyson once said about his opponents’ prefight strategies:
“Everybody has a plan until they get punched in the mouth.”
2. No one besides venture capitalists and the late Soviet Union
requires five-year plans to forecast complete unknowns. These plans
are generally fiction, and dreaming them up is almost always a waste
of time.
3. Start-ups are not smaller versions of large companies. They do not
unfold in accordance with master plans. The ones that ultimately
succeed go quickly from failure to failure, all the while adapting,
iterating on, and improving their initial ideas as they continually learn
from customers.535
534See a May 19, 2011 article in The Economist for a recent application of Moltke’ s law contrasting the
presumably careful UK military budget planning with the demands of the unanticipated operations.
http://www.economist.com/node/18712682
535 Steve Blank, May 2013, “Why the Lean Start-Up Changes Everything” Harvard Business Review. A free version is
available at https://hbr.org/2013/05/why-the-lean-start-up-changes-everything/ar/1. That edition of the HBR
was devoted to converting ideas into businesses. Blank was quoted in Nadya Zhexembayeva, 2014, Overfished
Ocean Strategy: Powering Up Innovation for a Resource-Deprived World, Barrett-Koehler, Publishers, Inc.
Zhexembayeva’s notion of moving from a linear orientation of resource extraction – production –consumption –
disposal is to make the line a circle. She argues that there are enormous entrepreneurial opportunities in closing
the circle. That may well be true but her model is very different from the evolutionary, descent with modification,
and sexual union models of innovation and entrepreneurial discovery.
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Companies have been employing prototyping, test marketing, skunk works, beta
testing, etc. for a long time. The lean start-up model evolved from these and though
it doesn’t address fully the discovery process, Blank’s suggested course of learning
by engaging the market and customers is consistent with making decisions under
uncertainty. Armen Alchian’s distinction between adaptation by firms and adoption
by the market points to the value of early engagement with the market. The wellknown product life cycle (PLC) described by Utterback and Abernathy and modeled
by Klepper is a representation of evolutionary adaptive pressures converging on a
dominant design in technologically progressive industries. Eric von Hippel’s work
on the origin of innovations, with the customer often leading or taking a major role
also confirms the importance of engaging the market.
Of course inadequate funding or access to capital is often a problem and you may
not have any choice but to spend a great deal of time and effort to build a plan to
support your pleas for money. In many cases investors use the plan a test of the
entrepreneur’s thinking and appreciation of the environment. But even threequarters of venture capital funded start-ups never return a nickel to their investors
and those are among the most carefully vetted and professionally advised among
start-ups. Uncertainty about the market’s selection of entrepreneurial initiatives is
why no foolproof path to successful entrepreneurship can be written.
Ralph Waldo Emerson’s advice to “build a better mousetrap and the world will beat
a path to your door” is certainly a significant inspiration for entrepreneurs but a
very tough slog. The hit TV show Shark Tank helps feed the popular notion that
entrepreneurship is mostly a matter of commercializing an invention.536 Only .4
percent of those who audition get a shot on the show and only a small percentage
are offered a deal.
The would-be entrepreneur looking for ideas and ways to capitalize on her
knowledge and experience would be better advised to watch the episodes of British
TV show Connections: An Alternative View of Change. The host, science historian
James Burke, presents a non-linear view of the way things evolve and build on
previous things. Henry Petroski the Duke University Aleksander S. Vesić Professor
of Civil Engineering and eminent historian of engineering tells evolutionary stories
of how the final design of even mundane articles such as the pencil, paper clip,
zipper, and the aluminum beer can emerge after much time and effort (even when
the basic idea was a “brainstorm” in Petroski’s telling). Petroski does not emphasize
the cross-fertilization and combination of existing technologies (he does draw on
conceptual relationships as when he discusses the forces on a pencil point in terms

536 The estimated revenues of the top ten inventions ranged from 1 to $18million. The nature of the most
successful Shark Tank products and the relatively modest values are illustrated at
http://www.therichest.com/business/10-most-successful-inventions-from-the-shark-tank/

236

Copyright 2015 Bob Wayland and Jim Mulcahy
of the cantilever) as much as Burke but focuses on the development of a particular
product. 537
Most business school courses on entrepreneurship skip lightly over the idea
generation step and focus on the development of business plans. To the extent that
idea generation is covered, it is usually through a number of case studies about
successful entrepreneurs and the alleged epiphanies that they had. Many schools
now invite successful entrepreneurs to serve as resident gurus and to offer their
experience to students but our modest sampling and observations of these visiting
faculty members suggests that they are trying to devise or express a formal
framework for a largely organic process. It’s hard to teach how to have an epiphany.
Most so-called epiphanies are the mislabeled event that occurs when the various
pieces of a new combination come into alignment after a significant period or level
of effort has been spent searching for a solution. Innovation is almost always a much
longer process than the popular image of Archimedes running naked through
Syracuse suggests.538 The iconic light bulb symbol for an epiphany is particularly
misleading. It’s inventor, Thomas Edison, certainly had more than his share of
eureka moments, though there is no record of his indulging in indecent exposure
following his successful innovations. Edison credited hard work and persistence
rather than inspiration. Pasteur noted that, “Chance favors only the prepared
mind.”539 An entrepreneur need not be the initial creative actor; Bill Gates
recognized an opportunity to sell IBM an operating system designed by someone
else and Steve Jobs was alert to the opportunity of the graphical interface developed
first by Xerox in its Palo Alto Research Center.
Many people seem to think that insight and opportunity recognition are
spontaneous phenomena that can strike as lightning or pop out of a brainstorming
or hackathon session. This is reminiscent of the Aristotelian notion of the
spontaneous generation of life that held that creatures such as maggots could
emerge from inanimate material such as rotting flesh. The great Italian poet and
physician Franceso Redi (1626-1697) a contemporary of Galileo deserving of
broader recognition for his many contributions to science and role in founding
modern biology performed
a well-designed experiment to test spontaneous
generation. Redi used a number of jars containing various media such as
rotting flesh or dirt: some were open, some completely sealed, and some
screened with gauze. He showed that, where the contents were accessible to flies,
Henry Petroski, 1996, Invention by Design, How Engineers Get from Thought to Thing, Harvard University
Press, Cambridge, paperback, 243pp.
538 The entire delightful episode is likely apocryphal. Galileo’s tract La Bilancetta, or "The Little Balance," noted
that Archimedes could have employed his own law of buoyancy and an accurate scale. Volumetric displacement
is a poor means of measuring specific gravity of small things such as a crown or wreath in part because surface
tension inhibits the flow. Archimedes had done previous work on buoyancy and would likely have employed
that technique. See Scientific American http://www.scientificamerican.com/article/fact-or-fiction-archimede/.
539 We’ve heard Pasteur’s aphorism in many variations from many sources. Wikiquotes attributes it to a lecture
at the University of Lille (7 December 1854).
537
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maggots appeared and where flies were excluded no maggots emerged. He then
closed the cycle by nurturing the maggots until they metamorphosed into flies.
Redi’s work convinced many thinkers and scientists but Aristotle’s hold over much
of the scientific and theological establishment continued until almost 200 years later
when Louis Pasteur (1822-1895) conducted a similar experiment with closed flasks
and sterilized broth. When Pasteur broke the necks of some flasks allowing airborne
creatures to enter, the broth showed signs of organic activity while the broth in the
sealed flasks remained sterile. Similar research into the origin of innovations shows
that like maggots they begin with a seed or egg, develop and flourish in open and
nurturing environments, sometimes appear to emerge spontaneously, and often
wind up looking very different than they did when born.
As Scott Berkun points out, the notion of youthful epiphanies as a prominent source
of entrepreneurial insight is not consistent with the data on successful
entrepreneurs. A 2009 Kauffman foundation study of successful entrepreneurs
found that the median and mean age of entrepreneurs when starting their last
venture was 40 (consistent with other work on high tech start-ups). Seventy-five
percent had over 6 years of work experience and nearly half had over 10 years of
employment prior to founding their first firm.540
Many entrepreneurs recall a eureka moment when they felt their idea come
together. Though these insights may appear spontaneous they almost always build
on a foundation of expertise built up over time. Most invention and innovation
proceeds in an evolutionary manner by connecting existing dots or seeing how an
extension of one dot can make possible its combination with others. These are the
sorts of insights that Thomas G. Stemberg, a grocery store executive, had in 1985
when his typewriter ribbon broke and he couldn’t find an open stationary store and
realized the world needed a grocery store model for office supplies. Stemberg got
the sort of revenge for indifferent customer service we all dream of on occasion.
Staples and cohorts put most of the old-line stores out of business. Other epiphanies
seem to recognize the potential of new combinations of resources, especially
following a technical or organizational invention.
Many entrepreneurial idea generation techniques appear to be repurposed
brainstorming. Students are typically challenged to propose a business idea and
then to work out the business plan for its implementation. One popular technique is
the hackathon, in which would-be entrepreneurs, typically software engineers, seek
to discover untapped or potential opportunities to extend computing capabilities or
apply them to new areas. The hackathon combines open collaborative programming
with prize or recognition-driven competition. The results, while real, appear to be
fairly modest overall.

540 Wadhwa, Vivek, Raj Aggarwal, Krisztina “Z” Holly, Alex Salkever, 2009, “The Anatomy of an Entrepreneur:
Family Background and Motivation, Kauffman Foundation
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Bastiat’s Question, Public Entrepreneurs and Public Choice541
In fact we see public services, or governmental action, extended or
restrained according to circumstances of time and place, from the
Communism of Sparta or the Missions of Paraguay, to the
individualism of the United States and the centralization of France.
The question that presents itself on the threshold of Politics, as a
science, then, is this:
What are the services that should remain in the domain of private
activity? And what are the services that should fall within that of
public or collective activity?
Frédéric Bastiat (1801-1850)542
Bastiat’s question is much harder to answer than many people believe. Many
academics and politicians encourage public entrepreneurship as a way to improve
government operations. The Hisrich, Peters, Shepherd definition of entrepreneurial
activity we cited in the previous chapter, like many others, is not limited to business.
Mitchel Weiss offers a course on public entrepreneurship at the Harvard Business
School. Professor Weiss’ course description defines public entrepreneurship thus:
Public entrepreneurs build something from nothing with resources be they technologies or financial capital or human talent or new rules
- they don't command. Public entrepreneurs lead private companies
or government. In both cases, they borrow from the skills, strategies,
and cultures of private entrepreneurship, and adapt those best
practices into contexts with high levels of public engagement and
scrutiny, unique political opportunities and risks, and diverse and
often entrenched stakeholders.543
We sympathize with the desire to bring entrepreneurial creativity and zeal to
government. However, we can’t think of a single example of anyone building
“something from nothing” and can’t follow therefore how this process involves
resources. Innovation lies in new combinations of existing things. Both of us have
Public entrepreneurship is not to be confused with cultural entrepreneurship comprising significant activities
and influences in the marker for ideas. See Joel Mokyr, 2013, “Cultural Entrepreneurs and the Origins of Modern
Economic Growth, Scandinavian Economic History Review, Vol. 61, No. 1. In which he discusses the phenomenon
of thinkers who increase the menu of cultural choices and pave the way for new institutions thus providing the
environment for economic progress. Mokyr examines Francis Bacon’s contribution to the cultural and
institutional setting, particularly the Enlightenment, in which science and technology could prosper and from
which the Industrial Revolution could sprout. This is a fascinating and important topic of increasing interest to
economists but beyond our scope.
542 Frédéric Bastiat’s quote is available in numerous places, we took this from Bastiat, 2007, The Bastiat
Collection, 2d edition, section IX “Harmonies of Political Economy (Book Two),” 17. Private and Public Services,
Ludwig von Mises Institute, under Creative Commons Attribution License 3.0.
543 See course description at http://www.hbs.edu/coursecatalog/1595.html
541
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served in the public sector and sought, sometimes with modest success, to
implement economic principles that would promote private entrepreneurial
discovery and innovation on the part of others. But we weren’t entrepreneurs and
our experience then and subsequent observation convinces us that
entrepreneurship as commonly understood has no place in government. If there is a
real entrepreneurial opportunity it probably represents something that should be
done outside government. We believe it’s important to restrict the economic
definition of entrepreneur to private business activity. Our objections are based on
public choice theory and observation of poor and often costly results.
Public choice theory emerged from the belated efforts of economists to explore how
politicians and bureaucrats made decisions about commercial rights and allocations.
George Stigler made a seminal contribution in 1971 observing that there existed at
that time two theories of public decision making, one that the regulation was
imposed largely for the benefit of the public, the other that it was a product of
politics responding to complex and shifting forces and could not be explained in
terms of rational behavior.544
The first theory is still held by many idealistic and naïve people as a description of
how regulation should work. The example used by Stigler was oil import quotas
enforced to restrict supply and support domestic producers.
The “protection of the public” theory must say that the choice of
import quotas is dictated by the concern of the federal government for
an adequate domestic supply of petroleum in the event of war- a
remark calculated to elicit uproarious laughter at the Petroleum
Club.545
Although the second concept of inexplicable and sometimes irrational process is
appealing to those of us who have served in the bureaucracy, Stigler demonstrated
that regulation was a good or service supplied by a monopoly and was exchanged in
a marketplace at prices that reflected the relative value of the favors exchanged.
This led him to formulate the notion of regulatory capture.
“…as a rule, regulation is acquired by the industry and is designed and
operated primarily for its benefit.”546
Public choice theory observes that government bureaucrats, like all of us, make
decisions on a number of bases but the predominant motive is self-interest (with
the usual caveat the self-interest is not purely selfish). Legislators may intend to
further the public interest (at least initially) but they realize most citizens have at
best a fuzzy notion of the policies and decisions involved in pending legislation. It is
544 George J. Stigler, 1971, “The Theory of Economic Regulation,” Bell Journal of Economics and Management
Science, Vol. 2, No. 1 (Spring, 1971), pp. 3-21
545 Op cit. p 3
546 Op cit. p 3
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economically irrational for citizens to not invest heavily in learning about the
positions of politicians because one vote is very unlikely to affect the outcome of an
election. In this sense political parties may be thought of as mechanisms for
economizing on information and, if successful, as monopoly supplier of legislative
benefits. A few groups of people (aka special interests) are intensely interested in
the form of laws and are eager to contribute money and manpower to the politicians
campaign and gain at least a hearing for their views and sometimes much more.
Bureaucrats are, like the private sector employees, interested in furthering their
careers and advancing their own values. As Ronald Coase, building on the free
market insights of John Milton, remarked:
“…regulators commonly wish to do a good job, and though often
incompetent and subject to the influence of special interests, they act
like this because, like all of us, they are human beings whose strongest
motives are not the highest.”547
It is hard to change things as Niccolo Machiavelli’s most famous observation states:
It must be remembered that there is nothing more difficult to plan,
more doubtful of success, nor more dangerous to manage than a new
system. For the initiator has the enmity of all who would profit by the
preservation of the old institution and merely lukewarm defenders in
those who gain by the new ones. ”
But politicians and regulators are not rewarded for leaving well enough alone. They
must select their targets carefully and present their efforts as promoting the public
good. Our first experience with regulation was in the energy utility industry, a
sitting target because as someone noted, “utilities cannot pick up and move to the
Sunbelt.” We would not suggest that the energy companies we dealt with were
angels but we were sometimes surprised at the extent to which politicians
demonized them.
Pressure to do something and to score “victories” often dilutes and may overwhelm
the desire to promote the public good. The larger the industry and thus the bigger
the scalp and greater the visibility for the senior officials, staff and lawyers, the more
547 R. H. Coase, 1974, The Market for Goods and the Market for Ideas,” The American Economic Review, Vol. 64,
No. 2. Coase picks up on Aaron Director’s contrast between the difference in regulation applied to goods and to
ideas. As only someone as erudite as Coase could do, he develops the case for freedom of speech and press by
starting with John Milton’s, Areopagitica, A Speech for the Liberty of Unlicensed Printing, (referring to the volume
with introduction and notes by H. B. Cotterill, New York 1959). We confess that before reading Coase’s article,
we were unaware of John Milton’s contribution to economic thought. Perhaps being forced to read Paradise Lost,
and struggling mightily with it, discouraged greater exploration of the great poet’s work. Coase illustrates the
universal promotion of self-interest by contrasting the modern day press’s strong defense of their freedom with
their acceptance of limits on the freedom of expression in broadcasting in both the U.S. and U.K. Similar behavior
followed the U.S. Supreme Court’s Citizen’s United decision that confirmed all companies’ right, not just those
engaged in selling journalistic products, to express political views.
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likely anti-trust action. Building off of pioneering work by Richard Posner, a 1973
study by William F. Long, Richard Schramm, and Robert Tollison determined that
anti-competitive behavior and economic damage were relatively minor factors in
Justice Department anti-trust actions.
The empirical analysis suggests that industry size, as measured by
sales, is the most important industry economic characteristic
determining antitrust casebringing activities. Variables more closely
measuring monopoly actual or potential performance, such as profit
rate on sales, concentration, and aggregate welfare losses play a less
important role in explaining antitrust activity.548
Public choice theory also explains the popular legislative game of logrolling in which
a legislator from, say, an urban district will vote to increase farm price supports that
increase his constituents’ food prices in exchange for a reciprocal vote from a rural
legislator for additional spending on an urban airport bill. Neither project alone
would attract a majority vote (presumably because there is no national majority in
favor of either) but all taxpayers bear the burden. This is a curious consequence of
majority rule. Proponents prefer to describe this procedure as coalition building.
Modern economics was borne of a rebellion against mercantilism - a form of
government economic management. Much of The Wealth of Nations is a call for less
government and more private control over economic affairs. Adam Smith argued
that it was far better to rely on private self-interest and the invisible hand to
promote the public interest than relying on government officials.
The exclusive privileges of corporations, statutes of apprenticeship,
and all of those laws with restrain in particular employments, the
competition to a smaller number that might otherwise go into them,
have the same tendency [monopoly restriction of supply and higher
pricing –ed.], though in a less degree. They are a sort of enlarged
monopolies, and may frequently, for ages together, and in whole
classes of employment, keep up the market price of particular
commodities above the natural price, and maintain both the wages of
the labour and the profits of the stock employed about them
somewhat above their natural rate. 549
Smith and his cohorts in the Scottish Enlightenment succeeded in promoting private
over public enterprise and the Industrial Revolution that followed led to an
unprecedented burst of innovation and prosperity. The U.S. Constitution reflected
many of Smith’s arguments and protections for private property. Partly as a result
the government’s economic footprint was fairly small for most of the U.S.’s early
548 William F Long, Richard Schramm and Robert Tollison, 1973, “The Economic Determinants of Antitrust
Activity,” Journal of Law and Economics, 1973, vol. 16, issue 2, pages 351-64
549 Adam Smith, 1776, The Wealth of Nations, (2009 ebook edition by Thrifty Books, Blacksburg, Va.) pp. 39-40 of
570 (location 1110-1111 of 570)
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history. The initial salutation for the president, "His High Mightiness, the President
of the United States and Protector of their Liberties," while a bit grandiose, did put
the emphasis on protecting liberties (political, religious, and economic) rather than
providing services. The early government’s effect on the economy was almost
entirely through tariffs and taxation. The Continental Congress had borrowed
heavily to finance the Revolutionary War. Its successor, The Congress of the United
States, assumed both the federal and states’ debts.
One of the first U.S. examples of public choice theory goes back to the George
Washington administration. Treasury Secretary Alexander Hamilton struggled to
pay off the national debt. He first raised tariffs as far as he thought effective and then
introduced in 1791 the first excise tax on an American domestic product – whiskey.
Some historians suggest that Hamilton was politically tone-deaf enough to believe
that a “luxury tax” on whiskey would be politically palatable.550 It did not go down
smoothly. As Bastiat noted Americans were individualistic and having thrown out
one government in part over tax policy were naturally reluctant to pay new taxes to
the new government.
Americans of the time tended to view taxes, especially those on whiskey, as a
violation of liberty. Farmers recognized clearly the costs of the tax and were
motivated to incur the organizing costs of resistance. Few unaffected citizens
outside the affected areas saw benefit in supporting the famers in part because of
the sinful image of whiskey. Negotiations with the protesters were unsuccessful and
the citizens’ entirely understandable anger over excise taxes on whiskey led to an
armed rebellion on the western frontier. Some tax collectors were roughed up and
some were tarred and feathered. A few rebel leaders advocated secession and
several towns in the rebel areas erected liberty poles to evoke the revolutionary
spirit of the Sons of Liberty. Hamilton beseeched a reluctant President Washington
to put down the rebellion and it was ultimately quelled by a show of force with
Washington riding at the front of 13,000 federalized militiamen. Although the
federal government demonstrated its power to levy and enforce a tax, it was never
wholly successful in locating the distillers and collecting the tax (much of the
invisibility of outlaw stills reflects local side deals and accommodations.) The
Whiskey Rebellion probably discouraged government expansion for a period.
During the antebellum period, the fear of secession was very real and influenced the
type and intensity of federal legislation. The Whiskey Rebellion was, alas, just the
first of the federal government’s drinking-related problems. In each case, whether
through taxation or prohibition, government efforts undermined respect for the rule
of law, increased crime, were enormously expensive and ultimately repealed (a
process that seems underway now with non-alcoholic drugs.)

550 Whiskey was not only an essential commodity but served in part as a currency and store of value. Farmers
found that by distilling their grain it was less costly to transport to distant markets. Thus whiskey provided
liquidity to the economy in various ways. This is an early example of vertical integration driven largely by
transactions costs.
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The early U.S. government was limited by financial constraints to engage in only a
few public activities, primarily defense, foreign affairs, tax and tariff administration,
and mail delivery.551 Starting in 1691 mail within the colonies was delivered by a
private albeit regulated postal system. William and Mary granted a patent
(franchise) to Thomas Neale to collect and deliver mail in the colonies at charges set
by the government. Neale’s efforts were generally unsuccessful and when his patent
expired, the crown extended the Royal Mail to the colonies. The Continental
Congress adopted the British model of a public post office and Benjamin Franklin
served briefly as Postmaster General. The post office is one of the only activities
explicitly authorized by the Constitution. The early significance of the post office is
indicated by data on employment and expenses. In 1816, the first year for which
decent data are available, there were 4,837 civilian government employees, the
great majority of whom, 4,479, worked in the executive branch, of which 3,341
staffed the Post Office.
Many students are surprised to learn that early U.S. federal and state governments
often answered Bastiat’s question in favor of privatization. Early governments
pursued mixed enterprise systems in the construction of transportation
infrastructure. Many of the first long distance turnpikes were privately funded
under government charters.552 Although the roads themselves typically had low
financial returns many of the investors were local capitalists who sought to benefit
indirectly from the expected economic development the roads would stimulate.
Economists note that roads and other infrastructure projects create positive
externalities by enhancing the value of adjacent land and enlarging the markets for
areas served.
The early private roads are an example that not all goods that appear to be public
goods need be financed and operated by the government. Although many assume
roads are a public good, as Gerald Gunderson and others have pointed out they do
not meet two criteria; each user does impose a cost on others (at highly congested
times, a significant cost) and it is possible to restrict access and collect a toll.553 The
market has often provided even goods that seem to meet the definition of a public
good as being nonexclusive. Ronald Coase famously showed how many lighthouses,
the quintessential example of a public good, were in fact privately financed and
operated.554 Coase begins his research with a discussion of the early 17th-century
efforts to improve navigation. Trinity House, the British entity charged with building
lighthouses built two at the beginning of the 17th century and then none until 1675.
Trinity House, would seem to have been a good candidate for public
entrepreneurship but was reluctant to invest in lighthouses, ignoring a 1614
551 Historical Statistics of the United States, Colonial Times to 1970, Series Y308-317, Paid Civilian Employment of
the Federal Government,
552 See for example, Gerald Gunderson, 1989, “Privatization and the 19th Century Turnpike,” Cato Journal, Vol.9,
No.1(Spring/Summer1989)
553 Gerald Gunderson, 1989, “Privatization and the 19th Century Turnpike,” Cato Journal, Vol.9, No.1
(Spring/Summer1989)
554 R. H. Coase, 1974, “The Lighthouse in Economics,” Journal of Law and Economics, Vol. 17, No. 2 (Oct., 1974),
pp. 357-37.
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petition by over 300 ship masters, owners, and fishermen to construct a lighthouse
at Winterton. To fill the gap, privately financed lighthouses received patents from
the Crown. Up to the mid-19th century most British lighthouses were constructed by
private firms. Despite the commonly assumed difficulty of charging the consumers
of lighthouse services, a fairly efficient system of tolls collected in the ports, often by
customs officials, emerged to compensate the lighthouse investors and operators.
Coase emphasizes that the acceptance of the lighthouse as public good by eminent
economists such as A. C. Pigou and Paul Samuelson arose in large part because
neither actually studied the actual history of lighthouses. We suspect that there are
other commonly accepted cases of public goods that might well be provided by
private enterprise. The technologically challenged air traffic control system comes
to mind.
Eighteenth and early 19th-century U.S. governments encouraged privately financed
infrastructure in large part due to their financial condition. By about 1830 the
federal government had redeemed nearly all of the revolutionary era national debt
and debt remained minimal until the Civil War when it rose to 30 percent of GDP.555
After paying down the huge debts of the Civil War, the U.S. government returned to
being a fairly modest part of the U.S. economy accounting for about seven per cent
of GDP in 1900. Thereafter budgets steadily increased with temporary above-trend
spikes for World War I, the Great Depression, and World War II. During the last
world war government debt reached 113 percent of GDP albeit largely for a good
cause. The post-war debt level subsided but not to the levels that followed previous
wars. Big government was established. Many western economies found that 30 to
50 percent of their GDP was controlled by the government. In the U.S. total
government debt now exceeds 100 percent of GDP.556 Clearly the government has
found many “services that should fall within that of public or collective activity.”
One response to Bastiat’s question is for the government to perform all or most
economic activities. The most extreme form of this arrangement is communism in
which private property is abolished and central planning replaces the market or
price system. Socialist economies are typically less ambitious and generally allow
for some private enterprise and a small role for the price system. An intra-mural
argument among economists, called the socialist calculation debate, raged over
whether socialism or capitalism could better provide economic growth and welfare.
Many economists, most prominently Austrian School leaders Ludwig von Mises and
F.A. Hayek, argued that government officials could never acquire or process the
information continually being created and destroyed by an economy and would
therefore be unable to make decisions responsive to current economic conditions
nor establish prices that reflected the prevailing demand and supplies. In contrast,
entrepreneurs spread throughout the economy and closer to the various markets
would be able to discover and act on local information. In response Oskar R. Lange
(1904-1965) a Polish economist who did much of his work at, of all places, the
555
556

http://www.usgovernmentdebt.us/debt_deficit_history
http://www.usgovernmentspending.com/us_national_debt_chart.html
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University of Chicago presented a model of “market socialism” in which government
owned non-human assets and a central planning board made investment decisions
and set prices based on observed excess demand and supply. The profits produced
by government owned firms would belong to the people and were called a “social
dividend” to be used for welfare enhancing expenditures. Its apparent logical
consistency convinced many that socialism could be a desirable alternative but its
principles were never implemented. Lange’s work was influenced significantly by
Abba P. Lerner (1905-1982) a late arrival to economics, peripatetic professor,
unconventional socialist (he was an ardent believer in the price system) and
brilliant economist who contributed in many areas including the formulation of the
factor price equalization theorem decades before it was re-discovered by Paul
Samuelson. As a result of their interactions the “market socialism” concept is usually
referred to as the Lerner-Lange model. Economists have since confirmed Mises and
Hayek’s view and revealed other errors in the structure and assumptions of the
Lerner-Lange model and it is now largely a historical curiosity. Nevertheless, we still
hear students declare, “In theory, socialism could work as well or better than
capitalism.”
Many welfare economists such A.C. Pigou had long advocated government action to
cure or ameliorate market failure but not so much attention was paid to government
failure or how governments made economic decisions. To the extent that
sociologists and political scientists thought about the problem at all, they seem
generally to have assumed that officials acted more-or-less in the public interest or
that competitive electoral systems could reveal and punish poor decision making.
Economists at least as far back as John Stuart Mill appreciated that the participants
in representative government did not always act for the public good and there was
always the possibility that laws would reflect minority views.557
“Again, representative institutions are of little value, and may be a
mere instrument of tyranny or intrigue, when the generality of
electors are not sufficiently interested in their own government to
give their vote, or, if they vote at all, do not bestow their suffrages on
557 “Suppose, then, that, in a country governed by equal and universal suffrage, there is a contested election in
every constituency, and every election is carried by a small majority. The Parliament thus brought together
represents little more than a bare majority of the people. This Parliament proceeds to legislate, and adopts
important measures by a bare majority of itself. What guaranty is there that these measures accord with the
wishes of a majority of the people? Nearly half the electors, having been outvoted at the hustings, have had no
influence at all in the decision; and the whole of these may be, a majority of them probably are, hostile to the
measures, having voted against those by whom they have been carried. Of the remaining electors, nearly half
have chosen representatives who, by supposition, have voted against the measures. It is possible, therefore, and
even probable, that the opinion which has prevailed was agreeable only to a minority of the nation, though a
majority of that portion of it whom the institutions of the country have erected into a ruling class. If democracy
means the certain ascendancy of the majority, there are no means of insuring that, but by allowing every
individual figure to tell equally in the summing up. Any minority left out, either purposely or by the play of the
machinery, gives the power not to the majority, but to a minority in some other part of the scale.”
See J.S. Mill, second edition (1861) Considerations on Representative Government page 134 free download at
Google Books https://books.google.com/books?id=0cTAAAAQAAJ&printsec=frontcover&source=gbs_ge_summary_r&cad=0#v=onepage&q&f=false Pointed out by
Don Boudreaux at Café Hayek
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public grounds, but sell them for money, or vote at the beck of some
one who has control over them, or whom for private reasons they
desire to propitiate.”558
Some of the earliest works in public decision-making particularly those of Nobel
Laureate Kenneth Arrow and Duncan Black focused on the fairness of voting
systems. They explored Mill’s issue of the ability of particular voting systems to
systematically produce “fair” outcomes. The results are counterintuitive to many.
The Arrow Impossibility Theorem for example states that when there are a number
of different choices and people have different preferences among them, there are no
voting or selection procedure that can satisfy certain reasonable assumptions
concerning the autonomy of the people and the rationality of their preferences. In
other words democratic voting is not the all-powerful identifier of the best
aggregate social decisions we all thought that it was. This does not of course
necessarily invalidate Winston Churchill’s famous observation after being rewarded
for winning the war by being defeated in election that, "Democracy is the worst form
of government, except for all those other forms that have been tried from time to
time." We think Churchill’s equanimity and grace is reflected in his response to an
honor offered him, "Why should I accept the Order of the Garter, when the British
people have just given me the Order of the Boot?"559 Given the limits and
imprecision of public decision making mechanisms, it is difficult to see how enabling
government bureaucrats more entrepreneurial latitude will necessarily improve
performance.
Real entrepreneurs are typically rewarded by claims on the residual value created
by their efforts and this is an important factor in defining their incentives. In
contrast, governments, non-profits, unions, religions, and other non-commercial
institutions do not seek to create residual value in the same way as do business
firms. Non-commercial entrepreneurs also respond to incentives and will seek to
capture some part of the value that they “create” and do so in ways that maximize
their personal utility but may not advance public welfare. We usually call this
appropriation of value corruption.
A distressing example of public entrepreneurship is law enforcement agencies’
power to confiscate personal property without due process or search warrants or
even having to make charges.560 In a reversal of what we generally regard as
constitutional process, citizens are forced to prove they possessed lawfully the
assets. The Washington Post found that between 9/11 and September 2014, police
departments had made about 62,000 asset seizures totaling $2.5 billion. The spoils
John Stuart Mill, 1861, Considerations on Representative Government, Second Edition, page 8
Both Churchill quotes and some background are at:
http://wais.stanford.edu/Democracy/democracy_DemocracyAndChurchill(090503).html
560 Most of these actions take place under the doctrine of civil forfeiture in which authorities in a sense charge a
thing like a truck, bag of $100 dollar bills, brick of cocaine or some other object with being involved in a crime.
Under some circumstances police may confiscate the object and the owner must sue for its return. Fans of Eliot
Ness may recall the Prohibition era confiscation or smashing of bootlegger equipment and inventory.
558
559
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were split with $1.7 billion remaining with the local police and $800 million for
federal agencies. Policing for profit led to competitive behavior, investment in
special training, and subscriptions to prospect (suspect?) identification lists. Police
officers openly bragged on Internet chat rooms about their activities and the
revenue they generated. Clearly many bad guys were caught but 41 percent of the
one-sixth who appealed or sued despite the cost and difficulty got money back.561
The red light camera, pioneered in the U.S. by Redflex Traffic Systems, an Australian
company the produces automated traffic monitoring and control systems, offered
the prospect of fewer accidents, more revenue and better utilization of police
resources. These private entrepreneurs financed the system and shared the
proceeds with the local community. Twenty-four states, the District of Columbia and
the Virgin Islands use red light cameras at this writing. Ten states have banned their
use.562 What seemed like a good idea caused a backlash when entrepreneurial
police departments and municipalities maximized revenues by such tactics as
shortening the yellow light phase. The Chicago Tribune commissioned a scientific
study of the safety effects which found that fewer T-bone accidents were offset by
greater rear-end collisions as drivers slammed on their brakes when the
unanticipated red appeared. And of course public entrepreneurs in Chicago and
some other locales took bribes to facilitate the new technology.563
Public entrepreneurs often seek personal power. That personal power is necessarily
achieved at the expense of other citizens and even the democratic process. Robert
Caro’s classic biography documented how Robert Moses, perhaps the greatest unelected builder of public works since the Pharaohs, usurped political powers from
elected officials, reshaped urban and suburban living patterns, and contributed to
many unintended consequences such as urban decay.564 Moses’ reputation is
undergoing rehabilitation in some quarters. A 2008 reexamination of Moses edited
by Hilary Balon and Kenneth T. Jackson, is much more sympathetic than Caro’s
portrayal but seems to us too willing to overlook the undermining, usurpation and
erosion of electoral political control and accountability. At one point Jackson who, as
an historian should know better, employs a great man explanation of history,
“Whatever the cause of the New York turnaround, it would not have been possible
without Robert Moses. Had he not lived, or had he chosen to spend his productive
561 Michael Salla, Robert O’Harrow, Jr., Steven Rich, September 6, 2014, “Stop and Seize: Aggressive police take
hundreds of millions of dollars from motorists not charged with crimes.” The Washington Post, accessible at
http://www.washingtonpost.com/sf/investigative/2014/09/06/stop-and-seize/.
562 Governors Highway Safety Association at http://www.ghsa.org/html/stateinfo/laws/auto_enforce.html
563 We drew in part from the typically acerbic and acute Holman Jenkins, December 26, 2014, “Can the Red Light
Camera Be Saved?” The Wall Street Journal, accessible at http://www.wsj.com/articles/holman-jenkins-can-thered-light-camera-be-saved-1419637132
564 Contrast the fawning February 1939 Atlantic portrait, “Robert Moses,” by Cleveland Rogers, “In a period of
prodigious public expenditures Robert Moses emerges as the most farsighted and constructive of public
spenders. He has demonstrated in brilliant fashion that democracy can be made to work by skillful, resolute
handling, and that 'public improvements' can be given a surprising amount of beauty.” [We especially like the
“democracy can be made to work” part] http://www.theatlantic.com/magazine/archive/1939/02/robertmoses/306543/ with Robert A. Caro’s classic 1974 study of the political dysfunction, corruption and imperious
disregard of citizens’ preferences and the consequences for communities. The Power Broker: Robert Moses and
the Fall of New York, 1974, Alfred A. Knopf, New York,
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years in isolation on a beach or a mountaintop, Gotham would have lacked the
wherewithal to adjust to the do the demands of the modern world.”565 This is hero
worship and an example of post hoc, ergo propter hoc reasoning. Our crystal ball is
as opaque as anyone’s but it is just as reasonable to conjecture that without Moses
New York might have found the political will and competence to address
infrastructure problems under the Koch, Giuliani, and Bloomberg administrations.
Admirers of public entrepreneurs such as Robert Moses and city planning typically
accept without much questioning the imperative for state confiscation of private
property through eminent domain and other means to achieve higher social goods.
Every city in the U.S. experiences shocks and long-term pressures, good and bad,
and it is perhaps politically natural to seek to adopt urban planning as a means of
trying to manage growth and slowing or possibly reversing decline. The heirs of
Moses, urban and land use planners, are increasingly influential in large and
medium sized cities. Urban and city planning is one of the fasted growing
occupations in the U.S. This despite relatively little evidence of the programs’
effectiveness and contribution to better lives or increased social and private wealth.
The most reasonable economic argument for comprehensive planning is that
congestion, noise, pollution, and population pressures on systems constitute
negative externalities that require government action. In other words, the market
has failed and planners must step in. However, there is no compelling evidence that
the political allocation of resources through city or state planning is more efficient
than market allocation and a great deal of evidence that it often results in wasteful
projects, corruption, and misery for property owners.
Second, entrepreneurial behavior outside of the commercial realm with its well
developed systems for both supporting and constraining entrepreneurs may lead to
expropriation of resources. The money to support a public entrepreneur has to
come from somewhere. Taxes seem to be a popular source. Third, the motives of
non-commercial enterprises employing public resources may be contrary to the
public welfare. We observe enough counter-productive initiatives in the public
sector without encouraging pubic entrepreneurship. Let’s encourage competence
and integrity in carrying out public duties and if we really feel we need more
entrepreneurship in an activity, privatize it.
Our concerns about anointing as entrepreneurial all sorts of government behaviors
can be illustrated by looking at another book co-authored by Professor Hisrich,
Governpreneurship: Establishing a Thriving Entrepreneurial Spirit in Your
Government. 566 Dr. Hisrich is a well-regarded professor at Thunderbird School of
Global Management, a leading international business school, and an entrepreneur in

565 Hilary Balon and Kenneth T. Jackson, 2008, Robert Moses and the Modern City: The Transformation of New
York. W. W. Norton, New York, 336 pp. Quote is from Kenneth Jackson’s essay, “Robert Moses and the Rise of
New York” p.65.
566 Dr. Robert Hisrich and His Excellency Amr Abdullah Al-Dabbagh, 2012, Governpreneurship: Establishing a
Thriving Entrepreneurial Spirit in Your Government, Published by Edward Elgar, 150pp.
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his own right.567 Dr. Hisrich promotes a pretty broad concept of entrepreneurship
that includes internal entrepreneurship within firms and even the government.568
Dr. Hisrich and His Excellency Amr Abdullah Al-Dabbagh collaborated on
Governpreneurship in which public sector entrepreneurship is more a call to
initiative and activism than anything related to classical or neoclassical
entrepreneurial behavior. This is wanting a cat that barks.
“Public sector entrepreneurship is an individual or group of
individuals undertaking activities to initiate change by adapting,
innovating and assuming risk, and recognizing that personal goals and
objectives are less important than generating results for the
organization.”569
Governpreneurship contains forwards by President William Jefferson Clinton and His
Excellency, Tun Dr. Mahathir Mohamad endorsing the concept of entrepreneurial
government. His Excellency Dr. Mahathir may be familiar to readers as the long
serving prime minister of Malaysia known for his anti-Semitic rants, condemnation
of Israel,570 and admiration of Chinese economic policy. His role in promoting
Malaysian state entrepreneurship through corporations such as Proton
(automobiles), Petronas (oil and gas), and MV Agusta (motorcycles) and his
government’s discriminatory treatment of its ethnic Chinese minority –the most
entrepreneurial segment of the society - is hardly a testament to government
entrepreneurial behavior. Many of the business activities pursued by Malayasia
under Dr. Mahatir are more properly called socialism.571
One passage from Governpreneurship is especially disturbing and illustrates the
dangers of conflating entrepreneurship and activist government behavior.
“Thus a great example of a successful long-term government-planned
project is the Chinese Qinghai-Tibet Railway. Some may argue that
planning for the railway began on 22 December 1899 when Sun Yat
Sen published ‘the Current Map of China,’ calling for a railway to be
built from Shanghai to Tibet. The thesis for this plan was that the
‘ultimate way to solve the Tibet issue was to establish a united
community of all ethnic groups of China, in a bid to resist imperialist
aggression. In 1955, Mao Zedong ordered engineers to examine the
A profile of Dr. Hisrich is accessible at http://www.forbes.com/profile/robert-d-hisrich/
For Professor Hisrich’s views on corporate entrepreneurship see Hisrich, R. D. (ed.) Entrepreneurship,
Intrapreneurship, and Venture Capital, Lexington Books, Lexington, MA, 1986. Hisrich, R. and M. P. Peters.
“Establishing a new business venture unit within a firm,” Journal of Business Venturing, 1(3), Fall 1986, pp. 307322.
569 Op. Cit. p 3
570 There are numerous reports of Dr. Mahathir’s anti Semitic views; in at least once case he expressed pride at
the label. http://www.themalaysianinsider.com/malaysia/article/dr-m-says-glad-to-be-called-anti-semitic
571 A case can be made that Malaysia under Dr. Mahathir pursued a corporatist economic policy. A corporatist
state is organized by major interest groups such as labor, capitalists, agriculture, etc. on the basis that a
community is an organic whole with many shared interests and objectives best dealt with through a social or
political process.
567
568
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study but efforts to find a solution were stalled for years. Three years
after Mao’s death in 1979, a 500-mile track from Xining to Golmud
went online. By 2006, having overcome difficulties related to high
elevation and mountainous terrain, Sun’s plan finally came to fruition
when the final 1142 km rail line was completed.” 572
There are many characteristics we associate with Chairman Mao and particularly his
Great Leap Forward but entrepreneurial is not one of them. In fact, being an
entrepreneurial villager during the Great Leap Forward was a good way to get killed.
Is it possible that Dr. Hisrich isn’t aware of the political repression and ethnic
suppression involved in the efforts to “unite” Tibet and China?573 Doesn’t it bother
him to cite a document discussing the “ultimate way to solve the Tibet problem?”
The Dalai Lama and many exiled and resident Tibetans believe that the railway will
be a conduit for the continued dilution and marginalization of their ethnic and
national character by facilitating the transplanting of millions of Han Chinese.574
We are not suggesting that Dr. Hisrich supports or endorses either Dr. Mahathir’s
prejudices or his socialist economic policies but Hisrich’s endorsement of state
entrepreneurship, especially in China, is a cautionary example of the sort of
behaviors justified by many self-serving advocates of state enterprise.575 There is
doubtless benefit to some innovation in the state machinery but we are happy to
forego bureaucratic entrepreneurship. State entrepreneurs are not subject to
uncertainty in the same way as are private entrepreneurs because they can often rig
the rules.
As mentioned above we have both been bureaucrats employed in public institutions
and we observed that our fellow bureaucrats are typically very different types of
people than are private sector entrepreneurs. There is a great deal of research on
the psychological attributes of entrepreneurs especially those that start new
businesses. They tend to have relatively low aversion to risk, have a high need for
achievement, emphasize the cultural values of hard work and independence, and
tend to believe that success is determined by individual effort.576 The bureaucrat is
playing with house money and we, like most venture capitalists (even involuntarily
as taxpayers), like to see the entrepreneur have some skin in the game when he’s
spending our money. Crony capitalists have often co-opted and infected state
entrepreneurship, often with some version of the ancient infant industry argument.
572 Dr. Robert Hisrich and His Excellency Amr Abdullah Al-Dabbagh, 2012, Governpreneurship: Establishing a
Thriving Entrepreneurial Spirit in Your Government, Published by Edward Elgar, 150pp. page 13
573 The Qinghai-Tibet Railway is a technical engineering triumph starting in Beijing near sea level and rising to
almost 17,000 feet in the Tang Gu La Pass before descending to Lhasa which at 11, 450 feet is more than twice as
high as Denver. At very high elevations it is necessary to augment the oxygen supply for passengers.
574 A representative view of the railway from a pro-Tibetan perspective is at
http://www.mtac.gov.tw/mtacbooke/upload/09409/0202/2.pdf
575 We are in no way associating Professor Hisrich with Dr. Mahathir’s anti-Semitic comments. Hisrich may have
had little or nothing to do with the selection of the authors for the foreword to the book.
576 See for example, Sjoerd Beugelsdijk and Niels Noorderhaven, 2005, “Personality Characteristics of SelfEmployed; An Empirical Study,” Small Business Economics, Vol. 24, No. 2 (Mar., 2005), pp. 159-167
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In many economies, the public entrepreneur and the families of the politically
powerful are difficult to distinguish.
Two political scientists who have studied closely Chinese private-public relations,
Eun Kyong Choi and Kate Xiao Zhou, have advanced a sobering analysis of the
course of private entrepreneurship in China that contradicts the widely held
assumption that private entrepreneurs will inevitably be a liberalizing force that
undermines the state system. Though private entrepreneurs may initially
undermine the state’s grip, as they grow larger and more successful many turn to
rent-seeking behavior and develop contacts among the cadres and engage in rentseeking behavior to protect and advance their own interests. This is sometimes
referred to as wearing a “red hat” in remembrance of the Qing era (1644-1912)
merchant Hu Xueyan, who ingratiated himself into the political elite only to be
destroyed by them. The distribution of successful entrepreneurs is skewed toward
ex- cadres which suggests that something in addition to alertness to opportunity
and willingness to bear risk is involved. Choi and Zhou show also that political rentseeking increases with firm size and the benefit of being a former cadre grows as the
firm becomes more successful and the benefits to both the firm and the cadre grows.
As Choi and Zhou observe,
“Our findings suggest that entrepreneurs in a transitional economy
like China have a dual role: while entrepreneurs were crucial to break
the state's monopoly in the commodity market, their alliance with the
state led to rent-seeking and prevented the old institutions from
collapsing.”
Choi and Zhou point out that tolerance for private enterprise served to sanction the
abuses by the connected. Legitimizing private enterprise at first diminished state
control but then offered more opportunity for cadres to extract rent by exercising
their political power.
“…the legitimization encourage (sic) government officials to become
entrepreneurs themselves. Many cadres became entrepreneurs
seeking profits. Since the state legitimized private business, the most
powerful entrepreneurs have been the so-called Red Princes and
Princesses — the children of senior officials.” 577
U.S. Government Entrepreneurship
The U.S. government has often played a useful role in research, development, and
invention. But it is not a very successful entrepreneur as the Post Office, Solyndra,
Cash for Clunkers, the ethanol mandate and subsidy, the Veterans Administration
and many other programs indicate. Those who defend the very low batting average
577 Eun Kyong Choi and Kate Xiao Zhou, 2001, “Entrepreneurs and Politics in the Chinese Transitional Economy:
Political Connections and Rent-seeking,” China Review, Vol. 1, No. 1 (Fall 2001), pp. 111-135 (un-refereed)
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of state entrepreneurship on grounds that the failure rate in private
entrepreneurship is also very high overlook the fact that when private
entrepreneurs fail they go out of business relatively quickly and the financial losses
are suffered by people who made their own decisions to invest in the venture.
Defenses of government entrepreneurship that reference successes such as
DARPA’s role in the development of the Internet in fact support our position – the
Internet took off when private entrepreneurs took over.
The U.S. government’s successful innovation efforts appear to be concentrated in
large-scale systems that have a strong public goods component and can be
developed incrementally. The successful development of GPS and the Internet are
cases of incremental product evolution. Efforts to produce particular products or
processes are problematic. The Manhattan Project was successful and since the
country faced an existential threat should its enemies succeed first economic
efficiency was not an issue. Admiral Hyman Rickover, the major force behind the
creation and development of the nuclear navy was in many respects a public
entrepreneur. He certainly “got things done” and made many contributions over his
unprecedented 63 year career but his methods were often questionable and many
feel that he created a personality cult that undermined some of his objectives.578 The
government is notorious for cost overruns which we might define as the difference
between guesses under uncertainty and the outcomes. In many cases the
opportunity for a more potent fighter, destroyer or tank is brought to the
government by the contractors who would build them. Large government programs,
for various reasons, often do not or cannot avail themselves of the incremental,
evolutionary product development path seen in most sectors. As a result the cost of
bringing them into being involves a large and almost impossible to predict
development component. For example, in the case of the troubled and long-delayed
V-22 Osprey tiltrotor aircraft program the technological leap was much greater than
anticipated.
We end this chapter by emphasizing that we are not against innovation in public
service. For example, many of the applications of computer science and the Internet
promise to make services more efficient and accessible. But, as a general rule, the
governments and their employees should think very long and hard before
answering Bastiat’s question in the affirmative.

578 Hagiographic portrayals of Rickover abound; a more critical view is found in Norman Polmar and Thomas B.
Allen, Rickover, New York: Simon and Schuster, 1982, 744 pp. which is discussed in Paul R. Schratz, in Air
University Review, July –August 1983, accessible at
http://www.airpower.maxwell.af.mil/airchronicles/aureview/1983/jul-aug/schratz.html
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Chapter 12. In Search of Supermanager
"…the vastest organisation that the human mind can conceive will not
be too vast for efficient one-man leadership if the (hierarchical) and
functional principles are correctly applied."
James Mooney and Alan Reiley579
“You might think people who buy business books would be a hardheaded lot; instead it seems that business--like weight loss--is a
subject wherein hope and fear inspire limitless gullibility.”
Paul Krugman580

Searching for Supermanager
We’ve discussed the entrepreneurial quest to identify and capture opportunities
and create value. But most applied management literature does not
view the manager or executive as an entrepreneur but rather as a
general. The invincible and perpetual super firm and its super
management remains a staple of the popular management
literature.581 In order to achieve supermanagerial status, a manager
must defeat the forces of evil and uncertainty a high percentage of
the time. Jim Collins, a thoughtful student of business and an
extremely popular author of management books, believes that an
alert, agile, disciplined, and paranoid firm can survive and prosper indefinitely.582
We don’t. For much the same reason that we don’t believe there exists a remote
island in the Pacific or a hidden valley in South America where dinosaurs still rule.

579 Robinson, Austin, The Problem of Management and the Size of Firms,” Economic Journal, June 1934, p.243,
quotes James Mooney and Alan Reiley, Onward Industry, p. 308. Mooney and Reiley were GM executives and
students of management who applied their experience to expanding Henri Fayol’s management concepts. Their
book was republished in 1939 as Principles of Organization and while they are seldom cited anymore, their ideas
remain popular.
580 Paul Krugman, 1998, “There’ll Always be a Soros,” Fortune Magazine, March 30, 1998. Written when
Professor Krugman was still teaching at MIT. Available at
http://archive.fortune.com/magazines/fortune/fortune_archive/1998/03/30/240125/index.htm
581 One of the earliest expositions of how firm size could be limited by coordination costs is Robinson, E. A. G.
"The Problem of Management and the Size of Firms," Economic Journal, XLIV (June, 1934), 240-54. Page 250.
582 Jim Collins is the author or co-author of a series of heavily researched and engagingly written studies of
business firm success and failure including, Good to Great: Why Some Companies Make the Leap – and Other Don’t,
2001, Collins, reflecting his findings of the common characteristics of 11 companies winnowed down from a set
of 1435 based on comparative stock market returns; Built to Last: Successful Habits of Visionary Companies, with
Jerry Porras, 2002,Collins Business Press, based largely on a survey of selected CEOs of highly successful
companies, How the Mighty Fail: Why Some Companies Never Give In, 2009, Collins Business; and most recently
Great by Choice, Uncertainty, Chaos, and Luck – Why Some Companies Thrive Despite Them All, with Morten T.
Hansen, 2011, Harper Collins, NY, another analysis of shared characteristics of 7 companies distilled from a
population of 20,400 based on comparative market performance.
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Although we are happy to note that their close relatives, birds, are doing quite well
nearly everywhere.583
Mr. Collins’ work typifies the exemplary firms school of management research and it
reflects a popular and fundamental flaw in the way many people view firms. The
exemplary firm approach goes back at least as far as Tom Peters and Robert
Waterman’s immensely influential 1982 book, In Search of Excellence: Lessons From
America’s Best Run Companies, that helped to ignite a reassessment of American
management practice.584 The exemplary firm approach used by Peters, Waterman,
Collins and many other management authors is to first identify a group of high
performers (often defined by exceptional share price performance over a long
period),585 and then to find common characteristics that might explain their relative
success. This is a very bad statistical practice and often gives misleading results.
Imitation, per se, is not a foolish tactic. Armen Alchian pointed out in the 1950
article that revived evolutionary economics that imitation of the successful is one of
the most important adaptive strategies of firms. Copying errors often occur and
thus imitation can result in new models and add to the variety from which the
market can select. Books by Collins and others do promote imitation.
Some of these books serve useful purposes and we single out Collins because he is
more substantive than most but his work is not scientific in the sense of being able
to explain behavior or to make “if-then” predictions. What he has shown is that
there is a wide distribution of stock market performance and that the small number
of firms on the far right hand tail of that distribution appear to have some common
characteristics. What he cannot say in a statistically valid way, but does imply, is
that companies that possess or acquire those characteristics will also enjoy
exceptional stock market returns. He can’t say that because he did not test any
hypothesis that could be disproved or found inconsistent with the data. For all we

583 Sir Arthur Conan Doyle, best known for Sherlock Holmes, also pioneered the surviving dinosaur genre with
his 1912 novel, The Lost World; Edgar Rice Burroughs, Tarzan’s creator, wrote The Land Time Forgot in 1916,
and a host of books and movies have continued to use the theme. Doyle and Burroughs wrote before the
dinosaur extinction event (which would be unlikely to spare a particular piece of land) was understood and
before Darwin’s findings about the variations within species in remote habitats were widely appreciated. After
DNA was discovered and understood, the surviving dinosaur story had to involve human intervention; for
example converting fossil DNA found in insects entombed in amber to create a new generation of dinosaurs as in
Michael Crichton’s Jurassic Park which follows the theme of Mary Shelley’s classic Frankenstein, or the Modern
Prometheus in which the folly and uncertainty of man’s quest to conquer nature is explored. A very large number
of people seem to have formed their opinions of science after reading Shelley, viewing the movie version, or
hearing about it from a friend and favor outlawing GMO.

584 Thomas H. Peters, Robert H. Waterman Jr., 1982, In Search of Excellence: Lessons from America’s
Best Run Companies, Harper and Row Publishers, New York. In Search of Excellence provided an
upbeat message at a time when many American firms were shaken by competition from abroad,
particularly from Japan, ”There is good news from America. Good management practice today is not
resident only in Japan.” The limits of their analytical model became evident when many of the
excellent companies began experiencing difficult times but the group of companies, taken as a
portfolio, outperformed the market for at least 20 years.
585 Peters and Waterman shirked the research phase by simply querying experienced consultants at
their firm, McKinsey, and some other experienced observers. Collins seems to crank a lot of numbers.
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know, the poor performing companies also share the characteristics found in the
high performing companies.
As others have pointed out, the comparative studies by Collins, Peters and
Waterman, and many others violate the statistical proscription against selecting on
the dependent variable (the variable one is trying to explain). This is a form of biased
selection and, while widespread, it is not scientifically rigorous. Selecting on the
dependent variable is methodologically dicey because only the characteristics of
successful companies (as defined by the author) are collected and studied. Unless
we collect and study the characteristics of companies that didn’t make it through the
comparative performance screens we can’t be confident that their failure reflected
an absence of one or more of the desired characteristics.
Collins’ sampling procedure results also in what statisticians and econometricians
call a truncated distribution.586 In the case of the 11 firms selected from 1435
companies in Good to Great, Collins is dealing with less than one percent of the
population and has virtually no basis to say anything about the larger population.
We cannot even be sure that the success of Collins’ panel of winning companies is
due entirely or primarily to their shared characteristics because he did not control
for other characteristics the absence of which might be as important as the presence
of those he identified in the exemplary group.
Comparative panel research, e.g. the exemplary company approach, cannot be as
valid as well-designed regression analyses that can control for the effects of many
variables simultaneously and also provide a basis for making predictions. Mr. Collins
would probably respond that his explanatory variables are qualitative and therefore
not easily captured and employed in a regression analysis. This may be true but
there are many cases of using proxies for qualitative data in regressions and for
discovering quantitative proxies for those values. Holding aside the statistical
problems, cross-company comparisons especially of qualitative variables is very
difficult. A company may appear to the researcher who is interviewing a number of
top executives to have a well-defined strategy and an explicit set of goals but they
may be poorly communicated and understood deeper in the organization. As
consultants we learned that executive memories are often self-serving and
influenced by outcomes.
Another problem with studies such as Mr. Collins’ is that even if we assume for the
sake of argument that some recipe for exceptional success exists – why isn’t it
widely discovered and imitated? Imitation of successful practices is a pervasive
business strategy. If Mr. Collins can find it, how could only 11 of 1435 companies
find the elixir and then manage to keep it to themselves? It can’t be because their
rivals wouldn’t be looking for or willing to imitate the formula; firms are always
examining the practices of leading companies and adopting or imitating what seems
586 An accessible overview of the problem of selecting on the dependent variable is available on-line at:
http://cooley.libarts.wsu.edu/schwartj/pdf/geddes1.pdf
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to work best. That’s a big reason they buy millions of management tomes like Mr.
Collins’ books. In many cases consultants serve as the pollinating agent by
transferring techniques and practices from one company to another (always strictly
respecting client confidentiality of course). Companies often hire people from
successful firms in hopes of importing some of the magic; this is why a Diaspora of
former General Electric executives have streamed out of Fairfield, Connecticut,
settled across several industries, and lived off their stories of life with Jack Welch.
(We project reduced demand for GE managers from the Jeffrey Immelt generation.)
Mr. Collins performs a lot of research, his books provide a great deal of historical
information on a variety of firms, and they contain a number of interesting
insights.587 Unfortunately, he seems to be economics-phobic and does not consult
nor appear aware of the extensive economics literature on firm survival and
selection. For example, a casual word search of his most recent book failed to find
any reference to the economics of industry structure, evolutionary economics, firm
survival, or even to well known economists in the field such as Joseph Schumpeter.
As we discussed earlier, the age distribution and survival rates of firms vary widely
and as noted by Mr. Collins, some firms survive for a very long time. Firm life cycle
and age patterns suggest that survival rates tend to increase as companies gain
experience and get larger relative to their rivals. But there is a limit. The limit to firm
size and ultimately life span is entrepreneurial capacity (Recall the transactions
based limits discussed by Coase). Entrepreneurial capacity is the fixed factor of
production unique to each firm. Without such a fixed factor the law of diminishing
marginal productivity would not operate and a firm could achieve infinite size (or
completely monopolize an industry) by simply replicating the combination of
resources associated with lowest unit cost over and over.
One of the most important but seldom expressed objections to the exemplary firm
methodology is that it focuses on the wrong unit of analysis to explain success and
failure. The firm is a vehicle through which resources cooperate to produce goods
and services. The stored knowledge or recipes by which firms decide which
products and services to provide are called routines as we noted when we discussed
evolutionary economics The market selects from the variety of products and
services put forth by firms. In selecting products and services in sufficient quantities
to reward the firm with positive profits, the market is endorsing the set of routines
underlying those outputs for continuation and replication. But if the same products
and services were produced by another set of routines, the market would appear to
be selecting those as well. This is analogous to the case of biological selection; a
random gene mutation may lead to a faster cheetah, that cheetah eats better than its
peers, enjoys a reproductive advantage, and eventually the fast cheetah gene is
disseminated throughout the population. The market is selecting on the basis of the
587 Collins should be praised for debunking a number of popular concepts such as “burning platforms” and other
colorful but misleading totems of the management advice that endorse artificial stimulants to change. See for
example, http://www.jimcollins.com/article_topics/articles/good-to-great.html
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expression of the routines of the firm. Some economists use the phrase, “routines as
genes” to express the similarity between heritable and replicable biological and
economic characteristics. The market selects a 737 aircraft, not The Boeing
Company per se; a Mac computer not an Apple Inc.; a Touareg not a Volkswagen
A.G.;588 etc. In selecting those products the market rewards the company and
promotes the continuation of the corporate routines that facilitated the product.589
The Management Factor
Though the entrepreneur’s role was recognized early on, the roles of management
and organization were disregarded or deemed unimportant. Given the relative
simplicity of most firms prior to the Industrial Revolution, this is understandable.
Most, but not all, classical economists subscribed to the labor theory of value
expressed concisely by Adam Smith:
If among a nation of hunters, for example, it usually costs twice the
labour to kill a beaver which it does to kill a deer, one beaver should
naturally exchange for or be worth two deer. It is natural that it is
usually the produce of two days or two hours labour, should be worth
double of what is usually the produce of one day’s or one hour’s
labour.590
!
Karl Marx subscribed to the labor theory of value and took a short step to his
concept of the capitalist exploitation of workers that inspired a great deal of
mischief and misery. The theory persists in today’s cost-plus contracts and the
billing practices of many professions and trades. A variant is expressed in some of
today’s equal-pay-for-equal-work arguments.
The principal-agent problem is one of the most important sources of management
related costs and limits but we discuss that more fully in the chapter on incentives.
Here we are concerned with what Austin Robinson called the problem of
management and the size of the firm. Adam Smith recognized the principal – agent
problem and cited the dangers of poorly incentivized directors of joint stock
companies,591 but in keeping with the mechanical nature of the labor theory of value
he believed that the manager of an enterprise was paid simply on the basis of his
effort inspecting and directing the workforce. Allowing a bit for the quality and
Of course, the reputation of the firm is an important characteristic of some goods but it reflects previous
experiences with the products and services offered by the firm. For example, one of the authors experience with
the 2004 Touareg has convinced him to never buy another VW product.
589 The word “routine” is some ways unfortunate, implying as it does a fixed response. Many genes express
different results in combination with different environments and other genes. Perhaps routines should be better
thought of as latent or learned capabilities that may express different responses in light of different
environmental factors. This would move the concept closer to the competencies and capabilities literature.
590 Adam Smith, Wealth of Nations, Kindle free edition p. 31 of 570
591 Smith, Op Cit., page 439 of 570
588
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trustworthiness of the chief clerk, neither the amount of capital invested nor the
profits of the enterprise were significant factors in determining management
compensation592 – perhaps because Smith did not think the manager could affect
them significantly or more likely because he didn’t appreciate the notion of paying
in line with value of marginal product. Smith’s was a fairly mechanical view of
salaried management compensation, far from any claim on the residual created by
the workers as outlined by Alchian and Demsetz.
Later efforts by economists to explain the role of managers extended Adam Smith’s
logic of the division of labor to the management of the firm. Just as the extent of the
market determines the degree of specialization so too the size of the firm
determines the degree of specialization among managers and employees. Anyone
who has been a small firm entrepreneur is familiar with the need to wear many hats
until you grow enough to hire specialists. Alfred Marshall observed that the owner
of a larger firm had “a much better chance of getting hold of men with exceptional
natural abilities to do the most difficult part of his work – that on which the
reputation of his establishment chiefly depends.” Writing in 1890 he put his finger
spot-on the essence of what is today called organizational development:
…We are thus brought to the central problem of the modern
organization of industry, viz. that which relates to the advantages and
disadvantages of the subdivision of the work of business
management…
Management specialization, as Marshall saw it, enabled successively higher levels of
the firm to focus on increasingly broad topics and issues, culminating in the role of
the entrepreneur and today the CEO:
…The head of a large business can reserve all of his strength for the
broadest and most fundamental problems of his trade: he must indeed
assure himself that his managers, clerks and foremen are the right
men for their work; and are doing their work well; but beyond this he
need not trouble himself much about details. He can keep his mind
fresh and clear for thinking out the most difficult and vital problems of
his business; for studying the broader movements of the markets, the
yet undeveloped results of current events at home and abroad; and
for contriving how to improve the organization of the internal and
external relations of his business.
While Marshall saw that the extent of the large firm enabled it to exploit a greater
division of management labor he recognized also that “the small employer has
advantages of his own.” The entrepreneur of a small firm was in a better position to
observe work, detect shirking or other opportunistic behavior.

592

Smith, Op Cit., p. 32
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…The master’s eye is everywhere; there is no shirking by his foremen
or workmen, no divided responsibility, no sending half-understood
messages backwards and forwards from one department to another…
Marshall also noted that the disadvantages of the small firm were increasingly
ameliorated by what he called external economies, in particular the increasingly
accessible information made possible by technological advances in communications
that made it possible for even modest firms to acquire extensive information about
markets and technologies.
Modern management practices evolved to deal with the emergence of the modern
industrial firm and markets in the late 19th century. As Harvard Business School
professor and historian Alfred Chandler (1918-2007) observed,
A new type of industrial enterprise appeared suddenly in the last two
decades of the 19th century. Throughout the 20th century, these firms
were created and continued to grow in much the same manner, and
they continued to cluster in industries with the same
characteristics…593,594
Chandler provides examples of the extraordinary scale returns realized by the new
production levels made possible in part by the emergence of communication and
transportation networks. The network industries allowed managers to draw on
resources and market output across much larger areas and thus to operate at
efficient levels. The cost per barrel of refined oil product dropped from $2.50 to
$.45; the huge German chemical companies reduced the cost of a dye first ten-fold
and then twenty-fold in a few years.
The new network technologies that made this possible also imposed new scheduling,
coordinating, planning, and monitoring requirements on managers that were
beyond anything they had ever seen. Although most historians focused on the new
technologies in explaining the unprecedented burst in output and productivity,
Chandler homed in on the critical role of managerial capacity particularly in
designing and operating organizations in achieving the new levels of scale and
scope:
Such coordination did not, indeed could not, happen automatically. It
demanded the constant attention of a managerial team or hierarchy.
The potential economies of scale and scope, as measured by rated
capacity, are the physical characteristics of the production facilities.
593 Alfred D. Chandler, “Organizational Capabilities and the Economic History of the Industrial Enterprise,”
Journal of Economic Perspectives, Volume 6, Number 3, Summer 1992, pp. 79-100
594 The template for the modern corporation with its emphasis on knowing its costs and striving to decrease per
unit costs owes much of its existence to the often unfairly maligned Standard Oil Company. Its founder, John D.
Rockefeller, was focused on knowing the numbers. See Titan: The Life of John D. Rockefeller, Sr. by Ron Chernow,
1998, Random House, NY.
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The actual economies of scale and scope, as measured by throughput,
are organizational. Such economies depend on knowledge, skill,
experience, and teamwork-on the organized human capabilities
essential to exploit the potential of technological processes (emphasis
added).595
Chandler’s point about the importance of organizational capabilities is key – if
technical considerations were the only factor, then all firms would perform similarly
because all could acquire the same equipment and technology.
Although Ronald Coase in 1937 was one of the first economists to address the origin
of the firm as a substitute to market transactions, economists had already made
progress identifying the role of the entrepreneur and the managers that he
employed. As the top decision-maker, the entrepreneur is responsible for ensuring
that all of the decisions made within the firm by sub-entrepreneurs or managers are
consistent with his objectives. He coordinates the nexus of contracts by selecting
which to enter into, the partners to those contracts, and the responsibility for
execution and monitoring of those contracts. Someone and only one person has to
perform this role or the firm will not effectively deploy its resources. Today’s chief
executive officer is descended from the classical entrepreneur but has traded the
risk bearing advantages of diffused ownership for some restraints on his
opportunism represented by a board of directors. Nevertheless, for most of our
purposes, we attribute many of the roles and limits of the entrepreneur to the CEO.
The economic analysis of business management didn’t move much beyond where
Marshall took it until the question of determining the drivers and constraints on the
size of the firm (a topic Marshall had addressed in a fairly muddled way by the
contrivance of a “representative firm”) took on more urgency in the late 1800s and
early 1900s. The extraordinary burst of productivity in many industries, the
increasing returns to scale realized by many basic manufacturing processes,
together with the consolidation achieved by powerful industrialists caused many
people to believe and to fear that monopoly was a natural outcome of market
competition. Many observers of the growth of firms such as U.S. Steel and Standard
Oil were frightened that there appeared to be no natural checks on the size of firms.
Economists were, by and large, less frightened of monopoly because they believed
many, if not all, would be cured either by market competition or the constraints on
entrepreneurial capacity.596
Alfred D. Chandler, Op cit.
The popular misconception about the durability of unregulated monopoly has led to expensive and ultimately
irrelevant anti-trust litigation. For example, in 1932, 1952 and 1968, the U.S. government initiated three major
anti-trust cases against IBM; the first two were settled by consent decrees that did little to restrain IBM’s growth
but sheltered some otherwise marginal producers, the third was dropped after 12 years and many millions of
dollars spent by the government, IBM, and its competitors. During the case, IBM was damaged by the
government’s release of IBM documents to competitors and the uncertainty that affected business planning. The
case reinforced the practice of competitors suing or convincing the government to sue successful competitors.
The government tried a similar case against Microsoft, alleging it used its dominance in Windows based
software (ironically gained when it outsmarted IBM on the terms to provide it an operating system due to the
595
596
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The Entrepreneurial Coordinating Role and Limits to Firm Scale
Frank Knight pointed out that in a world of uncertainty, what to do and how to do it
become the fundamental questions. We discussed in the earlier chapters on the
search for the heffalump, the entrepreneur’s role in determining what to do, the
discovery of opportunities, and the capacity to recognize potential new
combinations of resources, technologies, or organizations. Now we turn to a
discussion of the equally important issue of how the entrepreneur or manager
realizes his opportunities or the goals derived from those opportunities. We will
define management as the activity of how.
One of the first questions faced by the entrepreneur is to determine which activities
to perform through the market and which to perform through a firm. As Ronald
Coase observed, this decision is conditioned by the relative costs of using the market
or performing transactions within the firm. The emergence recently of what is called
the “sharing community” may represent a sort of hybrid form in which a network
manager coordinates the activities of independent contractors. In many respects the
business model of Uber and Lyft are similar to the cottage industry employed in the
textile industry prior to the Industrial Revolution. 597 Both the market and the firm
routes will require some forms of contractual relationships and someone to manage
them.
…the operation of a market costs something and by forming an
organisation and allowing some authority (an " entrepreneur ") to
direct the resources, certain marketing costs are saved.598
To make the discussion simpler, we assume here that the entrepreneur has decided
to create a firm or is managing an already existing firm. The essence of the firm is
cooperative production achieved through contractual relationships which
inherently require coordination. Coordination requires knowledge about the
production activities and the environment in which they take place.
The long run limit to firm growth and scale is entrepreneurial capacity – the
capacity to coordinate resources or manage contracts. As the firm grows, the
government’s anti-trust case against IBM) in particular, its Explorer browser, to stifle competition. This case
dragged on for years and involved a number of decrees intended to help competitors; at one point the
government won a decree to split Microsoft into two parts. The government dropped its demand for Microsoft’s
fissure. After the judge in the case was dismissed for discussing his thoughts with a journalist before making a
ruling, a new consent decree was entered into and it expired in 2011, roughly 13 years after the initial case was
brought and long after competition and technology made the complaints moot. What goes around comes around.
Microsoft and others are now employing the same tactics to try to hobble Google’s alleged exploitation of its
position in search. The European Union will doubtlessly join in.
597 A more literal example of the survival of the cottage industry is today’s Irish fisherman sweaters knitted at
home in Ireland by women who contract with a firm that does the marketing and other support of the final
product.
598 Ronald A. Coase, 1937, “The Nature of the Firm,” Economica, November 1937, p. 293. By “marketing costs”
Coase meant what we would call transactions costs such as price discovery, information costs, and contracting
costs, etc.
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amount of coordination called for and the knowledge required to perform that
coordination increases. The environment continuously changes and presents new
problems that call for adjustments; some environments call for more adjustment
than others. Eventually, the limits of human cognition are reached. Coase provides
three factors that limit the entrepreneur’s capability to grow the firm,
First, as a firm gets larger, there may be decreasing returns to the
entrepreneur function, that is, the costs of organising additional
transactions within the firm may rise. Naturally, a point must be
reached where the costs of organising an extra transaction within the
firm are equal to the costs involved in carrying out the transaction in
the open market, or, to the costs of organising by another
entrepreneur. Secondly, it may be that as the transactions which are
organised increase, the entrepreneur fails to place the factors of
production in the uses where their value is greatest, that is, fails to
make the best use of the factors of production. Again, a point must be
reached where the loss through the waste of resources is equal to the
marketing costs of the exchange transaction in the open market or to
the loss if the transaction was organised by another entrepreneur.
Finally, the supply price of one or more of the factors of production
may rise, because the " other advantages " of a small firm are greater
than those of a large firm.1 Of course, the actual point where the
expansion of the firm ceases might be determined by a combination of
the factors mentioned above. The first two reasons given most
probably correspond to the economists' phrase of " diminishing
returns to management.599
In the classical and neoclassical model, the highest level of coordination, the level
that defines the firm, is inherently the job of a single person – the entrepreneur. The
entrepreneur is the leader of the pack and the Queen Bee rolled into one. It is a
uniquely capitalist or free market position. Socialist and other managed economies
decentralize only part of the coordinating function to the firm level. Because central
planners think generally that technology is the limiting factor for firm size, the scale
of socialist firms is often very large and in many cases over-large and beyond the
cognitive capacity of the relatively unmotivated socialist managers to operate
efficiently.
Writing in 1934 Nicholas Kaldor anticipated Coase as well as Alchian and Demsetz
in recognizing both the cooperative nature of production in a firm, the central
contractor or coordinator as essential to that cooperation, and the importance of the
metering and monitoring (supervisory management) roles:
… for theoretical purposes the most satisfactory definition of a firm is
that of a "productive combination possessing a given unit of co599

Coase, Op cit. page 395. The third reason, rising supply costs, is a reason for encountering the first.
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ordinating ability " which marks it off from " productive combinations
"(such as an " industry ") not possessing this distinguishing
peculiarity. It is the one factor which in the long run is " rigidly
attached to the firm," which, so to speak, lives and dies with it; …
Kaldor, like Marshall, observed the primary division of labor in management and
began with a gross division of management into a supervisory role and a broader
role that he called coordination.
…management, which consists of two things: (a) supervision, (b) coordination. The latter two are not generally kept separate, although, in
the writer's view, to distinguish between them is essential to an
understanding of the problem. " Supervision " is necessary in the case
of co-operative production (where several individuals work together
for a common result) in order to ensure that everybody should do the
job expected of him - in other words, to see that contracts already
entered into should, in fact, be carried out. " Co-ordination," on the
other hand, is that part of the managerial function which determines
what sort of contracts should be entered into: which carries out the
adjustments to the given constellation of "data."
The supervisory role is subject to further division of labor. One could increase the
output of fifty men and one foreman by hiring another fifty men and a foreman. But,
Kaldor pointed out, the coordinator, being the “one brain” through which all major
decisions must pass and be compared to all others, could not be multiplied. Kaldor
argued further that the coordinating function was of value primarily in a dynamic or
disequilibrium setting and, indeed, that the coordinating function ceased to be
valuable in an equilibrium position, where by definition no change was necessary or
advantageous. This situation is analogous to the Cheshire Cat-like disappearance of
the entrepreneur in general equilibrium.
For the function which lends uniqueness and determinateness to the
firm -- the ability to adjust, to co-ordinate-- is an essentially dynamic
function; it is only required so long as adjustments are required; and
the extent to which it is required (which, as its supply is " fixed,"
governs the amount of other factors which can be most
advantageously combined with it) depends on the frequency and the
magnitude of the adjustments to be undertaken. It is essentially a
feature not of " equilibrium " but of " disequilibrium "; it is needed
only so long as, and in so far as, the actual situation in which the firm
finds itself deviates from the equilibrium situation.
There can be only one entrepreneur (though he may delegate some activities)
although economists acknowledge that ultimate decisions may be made by a group,
such as a board of directors, but only if it speaks and acts in unanimity. The
entrepreneurial function cannot be divided between people at the same level
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because then there is no definite means of coordinating their actions.600 This is one
reason why electing co-CEOs is a terrible idea and rarely, if ever, works. The lack of
entrepreneurs in government can also be explained because management in
government is concerned largely with the administration of a body of set rules, or
should be.
It is the singularity of authority that is critical. As Austin Robinson (husband of the
much more famous Joan Robinson but a solid economist in his own right)601
emphasized:
It is of its (the co-ordinating role’s) essence that it is single. Even if the
task of co-ordination is exercised by a group, the decision of the group
must be the decision also of each member of the group, except so far
as a member of it renounces his duties of co-ordination and allows
another to exercise them on his behalf. If there is division of labour
within the co-ordinating group there is no co-ordination. If the British
Cabinet allows the Secretary of State for India to make the Cabinet's
decisions with regard to India it is a mutual admiration society and
not a co-ordinating body.602 (Parenthetical added)
Two key economic insights about management are that entrepreneurial capacity
limits the scale of the firm and efficient division of management labor can extend the
entrepreneur’s capacity – up to a point. These insights are the nubs of the problems
of defining what an entrepreneur or CEO should do and on what the subordinate
managers should concentrate their efforts. From them and the agency problem we
can derive many of the requirements of corporate governance. But first we need to
dispose of an old but persistent myth about unbounded executive capability; the
notion that a great manager with the right tools can do almost anything.

600 Some scholars such Foss and Klein allow for sub-entrepreneurs in the form of, say, divisional
CEOs but they are charged with the execution of the corporate CEO’s entrepreneurial vision.
601 There have been a number of very prominent economists wedded to another economist. The most prominent
economist marriage today is that of Janet Yellen, Chair of the Federal Reserve and Nobel Laureate George
Akerlof. Nobel winner Paul Krugman is married to and collaborates with economist and Forrest Yoga teacher
Robin Wells. Nobel winner Milton Friedman and his economist wife Rose collaborated on several works.
602 Austin Robinson, “The Problem of Management and the Size of Firms,” Economic Journal, June 1934 pp. 242257, p. 249

265

Copyright 2015 Bob Wayland and Jim Mulcahy
The Fallacy of Supermanager
The second industrial revolution that started in the 1880s owed as much to the
emergence of modern management as to the technological advances that occurred.
As people witnessed the extraordinary gains being realized in output and
productivity as the scale of plants increased, it was easy to believe there was no
limit to the process short of concentrating all production into one super firm.
A belief in the unlimited potential of super-management and management science
arose. This belief was stimulated, at least in part, by the extraordinary increasing
returns to scale being achieved by companies in many industries. These new plants
could not be conceived, created and run using the techniques of previous
generations. As Alfred Chandler noted perceptively:
“The actual economies of scale and scope, as measured by
throughput, are organizational. Such economies depend
on knowledge, skill, experience, and teamwork-on the
organized human capabilities essential to exploit the
potential of technological processes.”603 (Emphasis
added)
But most non-economists at the time overlooked or disputed the role played by the
“soft” technology of management and organization. No sooner had economists set
out their framework for thinking about the managerial roles and limitations within
firms than they were subjected to criticism from practitioners and scholars in rival
disciplines. P. Sargant Florence (1890-1982), an American who served as Professor
of Commerce at the University of Birmingham (U.K.) from 1929 to 1955, was a
leader of the British school of management science and is still influential due to
works such as The Logic of Industrial Organization, which approached management
as a means of achieving the nirvana of large scale, mass production.604 Florence’s
work revolved around his belief that economies of scale were pervasive and
inexorable and only avoidable human frailty could intervene. This is completely
contrary to the economic argument that a unique factor, entrepreneurial capacity,
will eventually encounter diminishing returns and limit the size of the firm.
Now that the structure of industry with its firms and plants has been
analysed and the various possible references of the ' scale of
production ' made more definite, we may advance to enunciate a bold
proposition. There are logical reasons for supposing that, granting the
advantages of mechanical and human specialisation, large-scale
production, especially when conducted in large-scale firms and plants,
Alfred D. Chandler, Op cit.
A concept that, as George Stigler noted in a review of a later book, “Florence with characteristic modesty
claims as his own.” G. Stigler, Untitled review of The Logic of British and American Industry, P. Sargant Florence,
Chapel Hill, N.C.: University of North Carolina Press, 1954. In Journal of Political Economy, Vol. 63, No. 1 (Feb.,
1955), pp. 78-79
603
604
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results in maximum efficiency.” … the more the amount of any
commodity that is provided the greater the efficiency.605 (Italics in
original, underlining added)
So much for the old fashioned U-shaped or flat production cost curves – nearly
everything is subject to increasing returns and decreasing costs! Florence pioneered
the management genre of economic content free theorizing and his most important
contribution to the economics of the firm may well be his ill-founded criticism of
Austin Robinson’s assertion about the importance of entrepreneurial capacity as a
limiting factor of firm size. Florence claimed that Robinson’s position was believed
only by economists and thus provoked Robinson to refine the argument and
reaffirm its validity. Florence was not alone in subscribing to unfettered scale
economies. Prominent organizational theorists of the time, James Rooney and Alan
Reiley, disciples of Henri Fayol and themselves experienced General Motors
executives, expressed the breathtaking but common view with which we opened
this chapter:
…the vastest organisation that the human mind can conceive will not
be too vast for efficient one-man leadership if the (hierarchical) and
functional principles are correctly applied.606
In other words, if you just follow the rules, anything of any size can be led by one
man. Even nowadays, in our consulting careers, we sometimes heard this quaint but
dangerous conceit among managers. The exhaustion of entrepreneurial capacity is a
major factor in corporate dysfunction and stumbling whether an overly ambitious
effort to re-invent aircraft production by Boeing, the fairly common failure of
financial control systems as at J.P. Morgan or Baring, or the over-extension of outlets
and menus by McDonalds. A variation is the belief held by some businessmen that
the U.S. government could be run like one giant firm.
Cognitive limits are real and often neglected in organizational design. For example,
the creation of the Department of Homeland Security was justified as a means to
unify and centralize coordination of a number of sometimes competing agencies.
This exercise was supported by facile announcements of “clear lines of authority,”
“accountability,” “enhanced cooperation,” etc. You can’t centralize beyond the
central manager’s cognitive capabilities. The recent interpretive failings of the
National Security Agency may also be examples of an organization that has grown
too large and complex to be managed effectively.

605 As quoted in Austin Robinson, “The Problem of Management and the Size of Firms,” Economic Journal, June
1934 pp242-257
606 Robinson, op cit. p243, quotes James Mooney and Alan Reiley, Onward Industry, p. 308. Mooney and Reiley
were GM executives and students of management who applied their experience to expanding Henri Fayol’s
management concepts. Their book was republished in 1939 as Principles of Organization and while they are
seldom cited anymore, their ideas remain popular.
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Students sometimes ask us, “Does this entrepreneurial constraint of diminishing
returns to management stuff have any practical implications?” Yes, one of the
indicators of a firm reaching those limits is increasing episodes of poor control in
quality, risk management, and other areas. As growth opportunities become more
difficult to identify or become less profitable due to competition, there is often a
tendency to take more risks, to preserve margins by skimping on quality controls, to
venture into unfamiliar terrain, etc. McDonald’s attempt to be everywhere and offer
something for everyone multiplied vastly the number of transactions it was engaged
in while slowing growth encouraged some franchises to relax quality controls.
Boeing’s misfortunes with their 787 Dreamliner program outpaced its management
capabilities in some areas and led to many mistakes.
The periodic implosion of banks that are “too big to fail” often reflects the limits of
bankers’ pursuit of profit in ways that exceed the managements’ capacity to
comprehend and to control. The underlying problem is that often they are
encouraged by regulatory policy to become “too big to work” and then need
rescuing. Jamie Dimon, CEO of J.P. Morgan Chase discovered in
2012 that a large “whale” of a hedge made by Bruno Iksil, a
derivatives trader in the bank’s London office, breeched the bank’s
risk parameters for a $6 billion loss. The episode eroded the firm’s reputation with
investors and regulators resulted in over $1billion in fines and a U.S. Senate
investigation. Some called for Dimon’s termination on the grounds that he should
have put in place better systems. This is understandable since it came out that
Dimon had approved personally a change in the risk management algorithm that
underestimated the potential loss. We were surprised at the granular level at which
Dimon was involved but thought his key failure was not putting in place executives
who might have anticipated the need for and installed better systems.607 He may
simply not have those managers on his bench.
Unbounded management capacity is implicitly assumed in many roll-ups (horizontal
integration) of similar businesses. Many family firms appear to be under relatively
less pressure to achieve high growth rates and wind up staying within the limits of
their or their managers’ capacity. When we consulted to conglomerates we
sometimes looked at the variation in relative industry performance across divisions
as an indicator of corporate senility. It is why we think Jack Welch was shrewd to
exit any market in which he couldn’t win or place. It is hard enough to manage well
within one business area, some may do OK for a while in two or three, but
eventually diminishing returns to management set in. Scale and complexity are like
Kryptonite to Supermanager. Eventually a disabling or fatal dose may be
encountered.

607 An accessible overview of the whale episode is John Cassidy, “Will Anyone Hold Jamie Dimon Responsible for
the London Whale Episode?” The New Yorker, September 19, 2013. On-line at
http://www.newyorker.com/news/john-cassidy/will-anyone-hold-jamie-dimon-responsible-for-the-londonwhale-scandal. Cassidy earned a Masters in Economics at New York University and perhaps as a result is often
more perceptive than many of his fellow journalists.
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Chapter 13. The Eupsychians Have Landed
…The surest and least circumlocuted way of getting someone to do
something is to kick him the pants – give him what might be called the
KITA [Kick In The Ass]
Frederick Herzberg608
Classical and Scientific Management Theories
Max Weber was one of the first scholars to study management. Weber believed that
bureaucracy was one of man’s most important accomplishments and far superior to
its predecessors as a way to operate organizations. Contemplate that on your next
trip to the registry of motor vehicles. But Weber was probably right; the bureau
replaced the capricious, unpredictable, and often highly corrupt feudal system of
administering government programs. Our favorite example is the Orwellian term
tax farming that goes back at least to the Ptolemaic era in Egypt and the Roman
Empire and is still practiced in parts of Asia. An agent is empowered by the central
government to collect and convey taxes for a share of the proceeds. In some models,
the agent pays the principal a fee, called the farm, and keeps any excess. The basic
economics of the principal-agent problems of tax farming are covered in the legend
of Robin Hood and his antagonist the Sheriff of Nottingham who harvested his tax
farm a bit too aggressively while King Richard was away.609 Some argue that today’s
drug enforcement incentives, particularly property seizure, are a modern variant on
tax farming with similar distortions.610
Weber saw the bureau as a formal, authoritarian, hierarchical structure that
provided consistent, stable, and predictable operations in pursuit of the objectives
of the state or whatever authority it served. Competent, salaried career
professionals who applied written and explicit rules equally to all ideally staffed
Weber’s bureaus. Hierarchy and discipline were necessary to achieve consistency
and a level of equity across operations. The bureaucracy was more efficient and
equitable than previous structures such as feudalism in which officials were often
venal and pursued their personal interests.

608Frederick Herzberg, 1968, “One more time: How do you motivate employees? Not by improving work
conditions, raising salaries, or shuffling tasks,” Harvard Business Review, January-February 1968, Number
68018, reprinted in Business Classics: Fifteen Key Concepts for Managerial Success, 1991. Herzberg was a critic of
well intentioned but scientifically unsupported management theories, especially motivational theories. He is
best known for his motivation-hygiene theory in which he stressed the importance of job enrichment to provide
employees with feelings of growth and accomplishment. This in some ways anticipates recent work by Julian
Birkinshaw, Nicholai Foss, Siegwart Lindenberg, as described in their 2015 Sloan Management Review article,
“Combining Purpose with Profits,”
609 The legend is a great tale told many ways and may even reflect some historical fact. The first major literary
treatment was Sir Walter Scott’s 1820 novel, Ivanhoe, which introduces Robin Hood as Robin Locksley. Plays and
films have kept the story alive.
610 See Eric Blumenson and Eva Nilsen, 1997 “Policing for Profit: The Drug War’s Hidden Economic Agenda,”
University of Chicago Law Review. Available on line at http://www.fear.org/chicago.html#eric
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Weber recognized that bureaucracies could become rigid and entrenched but that
was a price of consistency and equity. More troublesome was the potential for
bureaucracies to pursue their own interests. Nobel Laureate James Buchanan
(1919-2013) and his long-time collaborator Gordon Tullock (1922-2014)
pioneered the study of public choice theory and demonstrated that much of
bureaucratic behavior could be explained by the officials’ pursuit of their own
economic interests.611 In some cases the modern bureaucracy has become as
powerful and distorting a force as the feudal administrators that replaced.
Weber himself was concerned largely with public and clerical bureaucracies but
many of their characteristics were observed in private enterprises, especially the
hierarchical structure and the disciplined superior-subordinate relationship. Some
later analysts tried to establish a distinction between state and commercial
bureaucracies by requiring that the outputs of the former were not subject to a
market test.612
The authoritarian, hierarchical organizational model has dominated firms from the
industrial revolution through the present day whether entrepreneurial or corporate.
The classical economic firm outlined by Marshall, Robinson, and Kaldor fits
comfortably into that mold and it is the sort of firm Coase had in mind when he
invoked hierarchy as a substitute for the market. One measure of hierarchical
rigidity is the distance that communication and information must pass up and down
to result in a decision and an action. The higher the proportion of decisions that are
made at the top, the sooner that entrepreneurial capacity will be exhausted and the
size of the firm constrained.
In order to grow and accommodate the potential of technology, firms had to develop
ways of managing the tension between the consistency gained by hierarchical
control and the constraints it imposed on the firm’s size. And like any organism
subject to evolutionary pressures, the model has evolved to better fit changing
circumstances and to occupy a range of economic habitats. While hardly any firms
have abandoned hierarchy and discipline entirely, the degree to which they are
enforced and the means varies widely depending on the nature of the business and
its market. Advanced monitoring and metering techniques allow executives to keep
track while delegating and administering with a lighter hand.
What Size is Your Shovel?
The birth of so-called scientific management occurred in 1911 when the American
engineer Frederick W. Taylor published his Principles of Scientific Management, a
book that focused on four guiding principles and advocated extensive analysis of
611 Buchanan, James M., Gordon Tullock, 1962, The Calculus of Consent: Logical Foundations of Constitutional
Democracy, University of Michigan Press. First paperback 1965. Third edition 1969.
612 See Anthony Downs, “Inside Bureaucracy,” August 1964, RAND, unpublished manuscript available on-line at
www.rand.org/pubs/papers/2008/P2963.pdf for an accessible overview of bureaucracy theory.
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work and work flow to find the “one best way” to perform a job. Long before Alchian
and Demsetz articulated the significance of metering in conducting team-based
production, Frederick Taylor was actively measuring productivity and designing
work tasks.
Popular management theorist and philosopher Peter Drucker’s over-the-top
assessment that Taylor’s work represented "the most powerful as well as the most
lasting contribution America has made to Western thought since the Federalist
Papers" is disturbing and certainly wrong but it is nevertheless indicative of Taylor’s
influence within the management community.613 Taylor was quarrelsome,
egotistical and, despite his recognized brilliance, was not a successful manager
during his tenure either at Bethlehem Steel or the American Society of Mechanical
Engineers. Perhaps for these reasons he became one of the first management
consultants.
Taylor, unlike many management theorists, had first-hand experience in factory
work and served an apprenticeship as a patternmaker and machinist. He undertook
to foment a “mental revolution” in management. 614 His philosophy was grounded in
two basic principles. First, work is a definable and measurable process that can be
studied and refined through scientific means. Second, management and labor have
common interests and can both benefit through higher productivity. His greatest
impact derived from the former; his work measurement and definition tools are still
employed throughout industry. Get your car repaired and the standard estimate you
receive is a modern version of Taylorism. Sign off on your management-byobjectives agreement and you’ve followed his pioneering concept of an explicit upfront statement of expectations for the worker that he called The Task.
Taylor had a low opinion of the intellectual capacity of manual and factory workers,
once advising a colleague:
“When you speak of two men working together on a job you should
make it clear beyond a question as to whether the time given is that
which would be required by one man if he were doing the whole by
himself, or whether it is the time taken by each man. You must treat
the public whom you are talking to as if they were children about 3
years old and were sure to misunderstand everything told them.”

Drucker quoted in Robert Kanigel, The One Best Way: Frederick Winslow Taylor and the Enigma of Efficiency,
Penguin, paperback, 1999 p11. Kanigel’s work is the most thorough treatment we know of and, at 570 pages,
probably more thorough than most care to explore. Interestingly, there is no reference to Henri Fayol. Although
Fayol wrote in French and wasn’t commonly available to American readers until the 1940s. One would have
thought his ideas would have reached Taylor as they did Rooney and Reilly and provoked some response. Fayol
was aware of Taylor and distinguished their work as operating to the same purpose from different ends, with
Taylor working up from the task and Fayol from the top down.
614 An accessible overview of Taylor’s work is found in: Edwin A Locke, “The Ideas of Frederick W. Taylor,”
Academy of Management Review, 1982, Vol. 7, No. 1 pp. 14-24.
613
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Taylor focused on the actions of individuals and their measured productivity. Taylor
sought the “one best way” of performing a job or task by deconstructing it into parts
and eliminating unnecessary motions. His was a hands-on approach that
deconstructed a job into its components and carefully determined the most efficient
procedure, even down to determining the proper shovel dimensions to maximize
materials transfer. This presaged the recent bloom of process reengineering.
Reengineers would probably dispute our assessment but we have performed many
reengineering engagements and the basics are the same but reengineering, rightly,
focuses on the process or work flow and the system.
Taylor recognized the shirking problem and the difficulty of detecting shirking in
team or cooperative work and felt that group work undermined individual initiative.
In some cases it seems he would trade the potential of greater team output for the
measurable performance of a set of individual efforts. Taylor apparently also had a
jaundiced view of military life and coined a term, “systematic soldiering” in which a
group controls its output by cooperative loafing or shirking. He felt that group work
facilitated systematic soldiering for reasons that are similar to those given by
Alchian and Demsetz that account for the typically inferior productivity of socialized
firms.
Early Operational Management
Henri Fayol (1841-1925) was a French mining engineer who rose to lead one of the
largest French mining companies of his day, Compagnie de Commentry
Fourchambeau-Decazeville. Based on his experience, Fayol wrote Administration
Industrielle et Générale in 1917, which became one of the most influential
management books ever and is still widely used in management texts. We
mentioned earlier Fayol’s four (originaly five) functions of management. These were
guided by 14 principles that range from promoting specialization of labor,
centralization, strict lines and unity of command and authority, fairness and equity
for workers with tenure for good performers, to subordination of all interests but
work while on the job. Taylor seems to have been unaware of him, but Fayol was
familiar with and generally approved of Taylor’ work while pointing out that it
began at the bottom and his own was oriented down from the top of the
organization.
Many of the early works on management science were written by engineers such as
Fayol and Taylor without benefit of economic insight in part because until Kaldor,
Robinson, and Coase, economists didn’t have much, if anything, useful to say about
the conduct of a business firm. Even after economists identified entrepreneurial
capacity as the limiting factor to firms’ expansion, it was decades before they began
to provide useful operational tools. To this day, there remains a separate field of
study called engineering economy taught in the engineering departments of many
universities. Although the content is converging with that of economics, differences
in practice and perspective still persist.
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The Humanist Model of Man and Management
Psychiatry has the sexual obsessions of Sigmund Freud (1856-1939) to live down
and management science has the humanistic legacy of psychologist Abraham
Maslow (1908-1972) to bear. In both cases, influential theories were pretty much
made up based, at best, on casual observation.
The humanistic school emerged in part as a reaction to the perceived excesses of the
early scientific and operational management schools of Taylor and Fayol. “Taylorism”
in particular was despised for allegedly treating people as cogs in the machinery of
commerce and for stifling human spirit. “Fordism” or assembly line production was
also charged with subjecting employees to enervating mindless routine.
The humanistic school of organization615 and its descendants advise managers to
recognize the employees’ hierarchy of needs, to enlarge jobs because specialization
has gone too far, to empower employees because traditional managers are too
authoritarian and decisions are being made at the wrong levels, to reduce the
emphasis on detecting and punishing shirkers, to trust employees more because
employees want to contribute to the success of the firm, to utilize teams and
teamwork more frequently, etc. These prescriptions are often delivered in a critical
and sometimes patronizing view of the misguided and unimaginative “traditional”
manager, a straw man that seems to have miraculously survived the consequences
of his mismanagement and ignorance. No one can deny that many of these
prescriptions are attractive and probably worthwhile in some or even many
circumstances but they are often offered with little empirical support or analysis
and typically without any specific criteria for calibrating how soon, how far, and for
whom they should be implemented. 616 Nevertheless these informal models and
ideas hold sway over a large proportion of the organizational development,
behavior and relations schools.
The humanist model of man has roots going back to John Dewey (1859-1952) and
William James (1842-1910) but its current form reflects the teachings of Abraham H.
Maslow a very influential psychologist who is best remembered for his theory of
human motivation based upon a hierarchy of needs. His disciple Douglas McGregor
applied Maslow’s framework to management and organizational theory. McGregor’s
students and intellectual descendents including Warren Bennis and Rosabeth Moss
Kanter have continued to build a humanistic theory of management that challenges
or ignores much of the economic theory of the firm. Maslow was probably reacting
to the classical model of bureaucracy advanced by Weber, the scientific
615 We define the humanist school broadly to comprise the human relations theory associated with Maslow
(Hierarchy of Needs), McGregor (Theory X, Theory Y), Barnard (Functions of the Executive), and the human
resources theory of Likert (Four System), Blake, and Mouton (Managerial Grid). We would include also much of
Argyris, Bennis (Leadership), Moss Kanter (Change Management), and Davis, Schoorman, Donaldson
(Stewardship theory).
616 In those cases where employees have an opportunity to bargain for some of the objectives of the humanists,
they typically focus on direct and indirect compensation factors.
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management of Taylor, and the administrative theories of Henri Fayol. Many
humanists view themselves as promoting an enlightened model of social or
organization man in contrast to our old, oft-maligned friend Homo economicus. In
particular, the humanistic model of employee empowerment and enhanced job
design is offered as a superior concept to the economic notions of division of labor
and agent-principal relationships.
Maslow set out to create a theory of motivation as opposed to behavior. Maslow saw
man as passing through a sequence of increasingly higher needs from basic survival
to self-fulfillment (he examined later an even higher transcendental stage).617 Man
focuses nearly all of his efforts to satisfying the needs of his current stage and then
when those are met, he experiences discontent and yearning for the rewards of the
next stage that motivate his next round of effort:
Human needs arrange themselves in hierarchies of prepotency. That
is to say, the appearance of one need usually rests on the prior
satisfaction of another, more pre-potent need. Man is a perpetually
wanting animal. Also no need or drive can be treated as if it were
isolated or discrete; every drive is related to the state of satisfaction
or dissatisfaction of other drives.
Maslow calls the first step in his hierarchy the physiological needs comprising
hunger, sex and thirst. A man in this state thinks of little else until his basic needs
are met. The second step in the hierarchy is safety needs. Maslow acknowledges that
most citizens in a well run society feel that their safety needs are met and it is
therefore only a potential motivator should those conditions change. Third come the
love needs which are love, belonging and affection. Maslow explicitly excludes sex
from this stage:
One thing that must be stressed at this point is that love is not
synonymous with sex. Sex may be studied as a purely physiological
need.
OK, well moving on to number four, the esteem needs. We’ll see later that the esteem
need plays an important role in the management theories of Maslow and his
disciples. These are a bit more complex and are divided into two types:
These are, first, the desire for strength, for achievement, for adequacy,
for confidence in the face of the world, and for independence and
freedom. Secondly, we have what we may call the desire for reputation
or prestige (defining it as respect or esteem from other people),
recognition, attention, importance or appreciation.
617 Excerpts and quotes are from Abraham H. Maslow, “A Theory of Human Motivation,” Psychological Review,
1943, Vol. 50, 370-396.
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Maslow’s fifth and highest level is the need for self-actualization, to be all that you
can be:
…discontent and restlessness will soon develop, unless the individual
is doing what he is fitted for. A musician must make music, an artist
must paint, a poet must write, if he is to be ultimately happy. What a
man can be, he must be. This need we may call self-actualization.
Both disciples and critics of Maslow tend to see the move from one step to another
occurring after all or most of the needs in the previous step are satisfied. Curiously,
once a need is satisfied, it is no longer a motivating factor. There are many points
where Maslow himself uses language to that effect but in what may have been a
defensive act, he tried to introduce a slightly marginalist flavor to his process.
We have spoken in such terms as the following: "If one need is satisfied,
then another emerges." This statement might give the false impression that
a need must be satisfied 100 per cent before the next need emerges. In
actual fact, most members of our society who are normal, are partially
satisfied in all their basic needs and partially unsatisfied in all their basic
needs at the same time. A more realistic description of the hierarchy
would be in terms of decreasing percentages of satisfaction as we go up
the hierarchy of prepotency. For instance, if I may assign arbitrary figures
for the sake of illustration, it is as if the average citizen is satisfied perhaps
85 per cent in his physiological needs, 70 per cent in his safety needs, 50
per cent in his love needs, 40 per cent in his self-esteem needs, and 10 per
cent in his self actualization needs. As for the concept of emergence of a
new need after satisfaction of the prepotent need, this emergence is not a
sudden, saltatory phenomenon but rather a gradual emergence by slow
degrees from nothingness. For instance, if prepotent need A is satisfied
only 10 per cent then need B may not be visible at all. However, as this
need A becomes satisfied 25 per cent, need B may emerge 5 per cent, as
need A becomes satisfied 75 per cent need B may emerge 90 per cent, and
so on. (italics added)
One problem with this nearly incomprehensible caveat is that it undercuts the
fundamental nature of the hierarchical concept. Once you introduce partial and
simultaneous satisfaction of different needs you are obligated to provide a basis for
determining the relative levels of satisfaction at the various steps of the hierarchy.
To use his numerical example, why is it 85,70,50,40 and 10 percent and not, say, 90,
70, 45, 30 and 15 percent satisfaction of, respectively, physiological, safety, love,
esteem and self actualization needs? Maslow makes no attempt to do so although it
would seem that a theory of motivation would require some metric for evaluating
likely responses or changes in satisfaction for a given investment in effort. In
contrast, an economist would observe a situation such as Maslow’s numerical
example above and suggest that he has reinvented a crude form of marginal utility
analysis and has not yet discovered the rule that the ratios of the satisfied levels of
the various needs to one another are just equal to the ratio of their prices (in terms
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of money or effort). In other words, a “normal” member of Maslow’s society would
expend his resources across A and B such that, at the margin, he is indifferent
between satisfying one more unit of need A or B. If there are five needs, he will
expend his resources so that the expected increase in satisfied needs due to greater
effort are equal at the margin for all five needs.
Maslow’s concession that several needs might be pursued simultaneously indicates
he was not entirely comfortable with his model. But if you allow in economic or
marginalist reasoning you have to accept that, at the margin, the happiness gained
across all “needs satisfaction” efforts will be equal at the margin. An economist
explains Maslow’s hypothetical 85, 70, 50, 40, and 10 percent satisfaction ratios
more elegantly by noting that a person expends effort or money on shelter and food
such that, for any given income or budget constraint, a dollar more or dollar less
spent on one or the other would yield equal amounts of happiness and so on across
all needs.618 Goods (even satisfaction of “needs” is a “good” to an economist) are
subject to diminishing marginal utility; the first unit of physiological need
satisfaction may be worth a great deal in terms of other things, say violin lessons to
move toward self-fulfillment, the next a little less and so on until the person would
much prefer another lesson to even a great deal of physiological needs satisfaction.
Income differentials can just as easily explain the relatively low investment some
people may make in satisfying some of the higher needs, people may simply not
have enough income to engage in self-actualizing activities (although the writer in
his freezing garret and the starving artist argue to the contrary and are examples of
trading off physiological “needs” to practice self-actualization).
By the time you work out the implications of variable levels of effort across types of
needs you no longer have a distinctive, psychological explanation of human
motivation and are reduced to accepting something like, “people have a limited
amount of resources, including time and money, and many competing uses for them,
so they apply their resources across the available uses until, at the margin, the
incremental happiness or satisfaction of all uses of their resources are equal.”
People will be motivated to satisfy additional needs or increase the degree of
satisfaction of particular needs so long as the cost in terms of effort or money is less
than the value of satisfaction gained.
We’ve gone through Maslow’s basic model in some detail not because it is an
important psychological principle but because it is not and yet its influence is still
formidable and we frequently encountered it in our consulting work. The human
resources departments of many companies are still populated by true believers in
Maslow’s hierarchy and humanistic management theory. For many, the issue is not
what you can do for your firm but what your firm can do for you.
618 Technically this is referred to as the equality of the ratio of marginal utility to the ratio of the price of goods. It
is the foundation of consumer theory. Every introductory textbook covers it early and students who don’t grasp
it are forever lost.
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Empirical Evidence for Maslow’s Hierarchy
This section would be very short if we listed the evidence but will be longer because
we want to understand why the theory was so influential and continues to be
accepted by many. Maslow himself admitted that his theory was not based on
thorough empirical research. It was derived in part as the antithesis of the neurotic
behaviors that were studied extensively by psychologists. It was a prescription
without a diagnosis. What is remarkable is that many psychologists and
management theorists almost immediately adopted his ideas without question and
without demanding rigorous testing. Even Maslow was a bit surprised by the
unquestioning acceptance of his work and that others based on it:
After all, if we take the whole thing from McGregor's point of view of a
contrast between a Theory X view of human nature, a good deal of
evidence upon which he bases his conclusions comes from my
researches and my papers on motivations, self-actualization, etc. But I
of all people would know just how shaky this foundation is as a final
foundation. My work on motivations came from the clinic, from a
study of neurotic people... I am quite willing to concede this. .. because
I'm a little worried about this stuff which I consider tentative being
swallowed whole by all sorts of enthusiastic people. 619 (pp 55-56).
Thank-you Professor Maslow, but you might have saved everyone a great deal of
trouble if you had expressed your concerns a little louder or earlier or, better yet,
conducted some empirical analyses of your hypotheses. But Maslow was critical of
the scientific method because it limited the range of conclusions one could reach!
Maslow wasn’t alone among the humanists to be surprised at the lack of empirical
testing and validation. Warren Bennis, who founded the academic discipline of
leadership studies based on humanist management principles observed in 1966 a
curious lack of evidence for Maslow’s foundation theory:
"I am baffled to discover that little has been done to test the validity of
this theory."620
By 1973, enough research had been done to validate or, more accurately, to
invalidate, Maslow’s theory and its derivative models. Frank Gibson and Clyde
Teasley, then at the University of Georgia, examined several empirical studies of the
humanistic approach. Their first conclusion was simple and to the point:
“There is very little empirical evidence to support Maslow’s hierarchy
of needs concept. In fact, the limited amount of extant research tends
619 Maslow, Abraham, Eupsychian Management: A Journal, Dorsey Press, 1965, Homewood, III, pp.55-56. Cited in
Frank K. Gibson and Clyde E. Teasley, “The Humanistic Model of Organizational Motivation: A Review of
Research Support,” Public Administration Review, Vol. 33, No 1 Jan-Feb 1973, pp. 89-96.
620 Warren Bennis, Changing Organizations, 1966 p. 196 cited by Gibson and Teasley above.
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to demonstrate that his simple frustration and his structural
hierarchy are inadequate.”
Gibson and Teasley found the evidence for both the theory and the purported gains
in organizational performance were, to be charitable, mixed and concluded:
In view of the lack of empirical evidence to support the humanistic
model, one wonders how it maintains support. There does indeed
seem to be an almost metaphysical attraction to the Maslow hierarchy
and to the various spin-off theories that comprise the humanistic
model. The impact of the model is discernable in practically every
form of organization from complex bureaucracies to small intimate
groups such as the family. And those who support the thesis may well
be right. But our review indicates that for now faith rather than
empirical evidence must be used to support the concept.
Research since Gibson and Teasley confirms their general findings. Despite the lack
of evidence Maslow’s theory and the ineffective policies based on it persist. We
suspect that a major reason that the theory was accepted on so little evidence and
remains popular is that scholars and practitioners wanted to believe it and found it
congenial to their own beliefs or prejudices about the ignorance and venality of the
typical manager. There is an almost Rousseau-like quality to the belief that workers
were once eager to contribute and engage their talents but had been corrupted by
the harsh practices of unenlightened managers. This notion of a lost paradise
corrupted by man’s greed is similar to the Romantic poets and writers’ view of the
conditions prior to the first industrial revolution and has contributed to the
misunderstanding of business and economics. The humanistic perspective seems to
have taken hold in the 1960s and 70s, a period of unrest and rebellion against the
prevailing hierarchy and a souring toward business.
Maslow’s theory is today largely ignored by research psychologists due in large part
to the lack of empirical evidence to support it.621 But it and the spin-off theories it
spawned remain very influential among some management theorists, including but
not limited to, Peter Drucker, Douglas McGregor, Warren Bennis, Tom Peters, and
Peter Senge. Clearly these people have made contributions to the study and practice
of management but when they do so through Maslow’s model they are like the
astronomers working with Ptolemy’s epicycles. There is usually a more elegant and
more accurate means of getting there through economic theory.

621 It’s not completely dead, some die-hard humanist psychologists still search for ways to validate it. For
example, Steven Reiss, Susan M. Havercamp, “Motivation in Developmental Context: A new Method for Studying
Self-Actualization” 2005 Journal Of Humanistic Psychology, 2005, Vol. 45 tests whether people’s emphasis on
various needs evolves toward the higher level needs over time as they mature. They find “some” evidence for
this phenomenon which even if true would have little, if any, management application or content.
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The human side of management science
Maslow’s hierarchy of needs made its formal entry into management science when
his disciple, MIT Sloan School of Business Professor Douglas McGregor (1906-1964),
incorporated Maslow’s theory into his famous and still influential 1957 article, “The
Human Side of Enterprise.” McGregor started by painting an odd analogy between
the tectonic shift in physics from Newton’s mechanical view to
the modern theory based on relativity and quantum mechanics
and then argued that then-current theories of management were
obsolete and unsuitable to bringing the benefits of modern
technology to bear on man’s needs.
McGregor contrasted the traditional, presumably obsolete Newtonians, or “Theory X”
managers with the enlightened, relativistic and quantum mechanical “Theory Y”
managers. Theory X managers were authoritarian and believed that employees
worked only reluctantly while Theory Y managers sought to liberate their
employees’ talents and believed that people wanted inherently to work and
contribute to worthy companies. This is contrary to the basic premises of modern
principal-agent theory, almost all incentive compensation research, and Alchian and
Demsetz’ observation that potential employee shirking was a major reason for
management.
It is hard to exaggerate McGregor’s influence; he was instrumental in founding MIT’s
school of industrial management that was later renamed the Sloan School of
Management. His student, Warren Bennis, compares McGregor’s influence in
management theory to Keynes’ on economics, Tom Peters credits McGregor with
founding modern management theory.622 Regrettably, they are both probably right.
McGregor’s Theory X and Y model is essentially an extrapolation of Maslow’s
motivational hierarchy to the relationship between manager and employee. To the
lack of empirical support for Maslow’s model, McGregor added a gratuitous
description of Theory X managers’ view of their subordinates. McGregor asserted
that Theory X managers believed that:
“The average man is by nature indolent—he works as little as
possible. He lacks ambition, dislikes responsibility,
prefers to be led. He is inherently self-centered,
indifferent to organizational needs. He is by nature
resistant to change. He is gullible, not very bright,
the ready dupe of the charlatan and the demagogue.”
Nowhere does McGregor cite any evidence for this insulting
and scurrilous view. We don’t doubt that there are managers who hold these beliefs
but our own, admittedly anecdotal and unscientific, experience over only 70
622

Douglas McGregor, 10-3-2008, “Guru,” The Economist, http://www.economist.com/node/12366698
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combined years of consulting is that the overwhelming proportion of managers and
executives respect their employees and earnestly desire that they be personally
content and grow in their jobs. Why would managers persist in holding and
operating on an inaccurate view of their employees? Apart from common decency,
managers have every reason to respect their employees and recognize their talents;
employees are expensive, employee turnover is costly and disruptive, and increased
performance benefits the manager as well as the employee. We are baffled why any
serious scholars would suggest, especially without evidence, that corporate
managers are systematically and ignorantly committed to reducing their employees’
performance. This is not to say that some managers do not subscribe to flawed
theories and practices (such as, for example, Theory X and Theory Y) but in the battle
to survive, corporate designs that are relatively more effective are selected by the
environment and quickly imitated by rivals.623
Even if McGregor had wanted to, there was little or no research to be cited in favor of
the hierarchical needs or humanistic model of motivation. McGregor and his cohorts
in the humanistic management camp believed and preached that individual needs
ought to shape organizations, that organizations designed to be participative with
greater autonomy and enlarged jobs would promote high levels of psychological
health, greater job satisfaction, and ultimately, significantly greater performance.
Maslow’s own foray into management theory followed the publication of McGregor’s
Theory X and Y work. In 1965 Maslow published a journal that he had kept in 1962
while an observer at the Non-Linear Systems plant in Del Mar, California at the
invitation of the company’s president, Andrew Kay. Kay was an early adopter of
Peter Drucker and Douglas McGregor’s theories. Those authors, especially McGregor,
had relied heavily on Maslow’s theories and the visit provided him a chance to
reflect deeper on his own ideas about their application to management. The book or
journal is not, as Maslow explains, a scientific work but a Utopian picture of what
might be in an ideal world. To his credit Maslow is up-front about his normative
approach:
…this journal is a sampling of the kind of normative or ideal social
psychology that I have been trying to work up. I’ve coined the word
Eupsychia and defined it as the culture that would be generated by
1,000 self-actualizing people on some sheltered island where they
would not be interfered with.
Maslow advanced 36 principles of management most of them cast as assumptions
one must make in order to achieve enlightenment.624, 625 One of our favorites is #4,

623 The humanists themselves confirm this process of experimentation, selection, and imitation by telling a story
about how Proctor and Gamble, one of a few companies to embrace humanistic management, adopted a number
of those practices in their plants and were so pleased with the results that they kept them secret because they
felt it was a competitive advantage.
624 A handy list of all 36 is at: http://www.abraham-maslow.com/m_motivation/Maslow_On_Management.asp
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which calls for abandoning baboon dominance in favor of the chimpanzee variety.
We never worked up the courage to ask HR clients what they were doing on this
front.
Assume that there is no dominance-subordination hierarchy in the
jungle sense or authoritarian sense (or “baboon” sense). The
dominance is of the “chimpanzee” sort, older-brotherly, responsible,
affectionate, etc.
Could Maslow be suggesting that baboons are Theory X primates while old world
monkeys, or at least chimps, practice Theory Y? Maslow worked with primates early
in his career and his observations convinced him that dominance among young
chimpanzees’ was of a “friendly, protective, altruistic and playful” sort while new
world monkeys’ dominance behavior was “rough, brutal and aggressive, expressing
itself in ferocious bullying and assault.”626 This is a novel take on the economist’s
principal-agent problem. But Maslow assumes away the incentive problem that the
principal faces by simply assuming (#5) “that everyone will have the same ultimate
managerial objectives and will identify with them no matter where they are in the
organization or in the hierarchy.” Alchian and Demsetz’ concerns with the detection
of shirking or Williamson’s with opportunism will be pointless when (#1) “everyone
is to be trusted,” and (#3) “Assume in all your people the impulse to achieve are
operational” and (#23) “Assume the preference for working rather than being idle.”
In short, Eupsychian management is not really management at all but a hypothetical
vision of voluntary collaboration among highly evolved and self-actuated people.627
We’ve endured too many economist jokes such as the one about the group of shipwrecked and stranded professors who find themselves with a supply of canned
goods but no way to open them to let the cosmic assumptions of Eupsychian
management pass without comment.628 This is not science but wishful thinking. Too
625 If there ever was a recipe for inducing managerial gridlock, having management spend time ensuring that
these 36 principles are being followed is it.
626 Abraham Maslow, 1940, “Dominance Quality and Sexual Behavior in Infra-Human Primates,“ Journal of Social
Psychology, Vol. 11, 1940, 313-324. Part of a four-part article. Maslow later revisited some of the same issues
with Rand and Newton, “Some Parallels Between the Dominance and Sexual Behavior of Monkeys and the
Fantasies of Patients in Psychotherapy,” Journal of Nervous and Mental Disease, 1960, 131, pp. 202-212.
627 Utopian ideas have a long and honored place in western thought and often serve as templates against which
to measure an existing society and stimulate their improvement. The original Utopia of Sir Thomas More (14781535) describes also an island nation ruled by rational thought. Property on More’s island is held in common,
religious tolerance is practiced, and there are no class distinctions except for slavery. As a result, there is no
poverty, crime is almost non-existent, and war is rare. More’s Utopia was a satiric mirror image of the England
and Europe of his time.627 In contrast Maslow believed he had discerned the attainable boundaries of human
nature and that as societies produced more enlightened and self-actualized people, the conditions for
Eupsychian management would emerge. Authoritarian structures would prevail in those countries and cultures
where people’s physiological, safety, love, and esteem needs were unsatisfied. More knew something about
authoritarian organizations. He is best known for opposing Henry VIII’s serial marital policy, objecting to the
coronation of Anne Boleyn, refusing to accept Henry’s self-anointment as head of the Church of England, and
subsequently being beheaded in 1535. Four hundred years later, the Catholic Church canonized him as a Saint.
628 For those who have not encountered the joke it goes something like this: The engineering professor proposes
building an elaborate mechanical device to hoist the cans to the top of a palm tree and then drop them onto a
pointed rock; the chemistry professor suggests distilling an acid from seawater to dissolve the tops; the physicist
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many management ideas, like Maslow’s, are based on a fanciful picture of what
might be or should be rather than what is.629 The solution to understanding messy
and mysterious organizations is to develop and test hypotheses; not to promote
naïve fantasies.
The lack of empirical support for his ideas has eroded Maslow’s position in
psychology but his concepts and their derivatives are still very much alive in some
quarters of management theory. His emphasis on employee- or human-centered
management, while well-intentioned has, in our opinion, led to excessive focus on
employee empowerment and growth as management objectives. This employeecentered view, like Ptolomey’s geocentric universe, requires many unnecessary and
messy epicycles to get to the point of increasing the firm’s value.
Theory Z
There just had to be a Theory Z and there is. William G. Ouchi, a professor at UCLA
Anderson School of Management set it forth in 1981. Ouichi grew up in the multicultural stew of Hawaii and observed there the blending of communal and
individualistic traditions. In the 1980s when Japanese industry seemed poised to
conquer U.S. manufacturers, Ouchi felt that Theory Y as developed by McGregor was
insufficient to meet the challenge. His widely influential 1981 book, Theory Z: How
American Companies Can Meet the Japanese Challenge shifts the center from the
individual and hierarchy to the team and “clan” and has a more sociological cast than
the psychological basis of McGregor and Maslow. The book was extraordinarily
successful, becoming a non-fiction bestseller and a staple of business school reading
lists. Ouchi contrasts Japanese firms (Theory J) and American (Theory A) firms. Not
surprisingly, Theory A firms are more authoritarian and individualistic, while Theory
J firms are consensual and group centered – clan-like in fact. (Our admittedly small
sample of extensive encounters with Japanese firms during that time suggested to us
that they were as hierarchical as American firms but perhaps more polished and
sensitive in selling their decisions.)
Ouchi’s book is candidly normative and there is no attempt at a rigorous statistical
analysis though he discusses some case studies of U.S. firms that Ouchi feels
exemplify Theory Z culture. Theory Z differs from J only in stressing individual
rather than communal responsibility. As one reviewer noted, “The book is free of
describes a solar cutting mechanism using eyeglasses, etc. until it is the economist’s turn and he begins, “assume
a can-opener…”
629 One of the most discouraging instructions we received regularly from clients we were trying to help develop
a more effective organization was, “This is Amy from Human Resources, she’ll be working with you on the
assignment to ensure the HR concerns are met.” (It was almost always a woman but if it makes you more
comfortable, substitute “Ralph” for Amy) Our problem wasn’t with Amy, per se, who was usually an earnest and
dedicated professional, it was that she typically believed that the organization should be designed to meet the
needs of the employees and we were seeking an organization that met the needs of the firm, given the
capabilities of the employees, and would make it possible to reward them for their contributions.
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jargon, hypotheses testing, quantitative data, or a value-free stand that normally
characterizes academic books for scholars.”
Ouchi’s book began as a comparative study of Japanese and American corporate
organization and culture and took its shape when Ouchi discovered some American
firms and institutions including the U. S. military, Hewlett-Packard, IBM, Procter &
Gamble, and Eastman Kodak, characterized by what he deemed Japanese
characteristics or corporate cultures. Economists would take this as evidence that
organizations evolve and are selected for by their environment and that Ouchi had
found some evidence that, in at least some commercial habitats, some firms adapted
a Theory Z-like organization (or Theory Z-like forms had been adopted by some
environments.) Ouchi instead took it as evidence that Theory Z could be achieved
even by typically inflexible, individualistic Americans and issued a blanket appeal for
wholesale shifts in American management and organization practice toward the
Japanese or Theory J model.
In logic the fallacy called secundum quid, is known also as hasty generalization,
generalization from the particular, leaping to conclusions, and the fallacy of
insufficient statistics. This fallacy applies to Ouchi’s analysis and many other
management theories based on a small and biased sample of firms. Ouchi’s threepart thesis is that satisfied or happy employees are more productive than are others,
that Theory Z companies are relatively more effective than other types at producing
satisfied employees, and therefore Theory Z firms perform better than do other
types. The problem is that there is no compelling evidence for any of the arguments.
Employee productivity seems to be largely a function of firm scale; data on the
relative happiness of employees of various firm types is absent (although there is
some evidence that the causality runs in the opposite direction and productive
employees are happier than unproductive), and many Theory Z firms fail while
some Theory X and Y firms prosper.
Ouchi’s next book, The M-Form Society published in 1982, extends his view of
cooperation from the internal workings of the firm (clans) to the national
interactions among firms and government institutions. The M-Form or
multidivisional forms of organization characterizes firms that work cooperatively to
leverage what Ouchi called the societal endowment (judiciary, education, security
forces, etc.). Ouchi believed that the economic argument that society benefits from
the pursuit of self-interest by individuals and firms is false and an artifact of forty
years of post World War II monopoly that fooled U.S. and European firms. Ouchi saw
much benefit to Japan from the guiding hand of the Ministry of International Trade
and Industry (MITI) which he credits with picking winners and effectively guiding
capital investment in Japan. He noted also that the U.S. Department of Defense had
provided similar but more limited boosts to private industry in the U.S. In Ouchi’s
framework, capital is a national resource to be applied to support and grow the
economy and bank and investment funds cannot do that as well as a dedicated public
body. Although you don’t hear much about the M-Form per se any more, Ouchi’s
arguments for state intervention and promotion of industries are still popular among
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those who believe the government can accelerate the development of desirable new
industries such as, for example, solar power. The 2011 Solyndra debacle in which a
half-billion dollars of taxpayer money was lost on an uncompetitive solar technology
is only one of the many counter-examples. 630
Ouchi’s books are symptomatic of a genre that make an observation and
extrapolates it to be something of major significance without benefit of any
underlying theory: answers in search of questions. Neither of Ouchi’s books would
or could be written today or at least not with the same leading characters. IBM’s
model was about to descend it into a decade long slump that only was halted with a
new management team and a changed business model. The US military was still
reeling from the Vietnam War and was grasping at any straw to entice its officer
corps not to retire en mass. Eastman Kodak may be the saddest of the group. It
conducted important early work on the VCR and the digital camera. It couldn’t
figure out what to do with them so it never capitalized on either. In spring of 2012
Kodak declared bankruptcy. HP has had some rough years and announced in 2015
that will divide into two independent firms. Japan’s march to world economic
domination has been sidelined and the country has been in growth funk for the past
couple decades.
***************

630 As we noted in the chapter on public entrepreneurialism it is unclear what line of reasoning and what body of
evidence suggests that public employees will do a better job of identifying entrepreneurial opportunities. Public
employees have no skin in the game and if they were as acute as it is suggested by fans of MITI they probably
wouldn’t be working for the agency.
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Chapter 14: Do as I Say, Not as I Pay
Perhaps Adam Smith’s second most famous line underscores the importance of selfinterest in promoting the common good.
It is not from the benevolence of the butcher, the brewer, or the baker
that we expect our dinner, but from their regard to their own
interest.631
Smith’s proposition that by pursuing their self-interest people increase social
wealth is invariably true for market transactions where customers have good
information and are able to compare competitors’ offers.632 Unfortunately the
market forces that channel self-interest into the general good don’t work so
automatically within firms. Our human tendency to maximize our own utility rather
than that of our employers is a big reason why, as Alchian and Demsetz noted,
hierarchy is not necessarily more efficient than organizing transactions through the
market.633 Market transactions benefit generally from the advantages of
specialization and the discipline of competition. These benefits are created
autonomously by the interplay of customers and entrepreneurs in a market. But a
firm relies for the most part on conscious decision-making and negotiation to
establish internal prices and production terms.
To speak of managing, directing, or assigning workers to various tasks
is a deceptive way of noting that the employer continually is involved
in renegotiation of contracts on terms that must be acceptable to both
parties.634
Conflict between the interests of a firm’s owner and his employees probably began
when the first entrepreneur hired his first employee - probably a relative or fellow
clan member. That first entrepreneur became what economists call a principal and
his employee became an agent. Getting the principal and agent on the same page has
been a challenge ever since. Some means of aligning the actions of the agent with the
objectives of the principal are necessary. The economics of the incentives and
relationships between principals or owners and their managers or agents is known
as agency theory and its subject matter is often referred to as the principal-agent
problem.

Adam Smith, 1776, The Wealth of Nations, free Kindle version by Thrifty Books, Blacksburg, Virginia, 2009,
p.13
632 We’ll discuss later how George Akerlof showed that poor or asymmetric information could not only distort
buying decisions but also destroy markets.
633 Armen A. Alchian and Harold Demsetz, 1972, “Production, Information Costs, and Economic Organization,”
The American Economic Review, Vol. 62, No. 5 (Dec., 1972), pp. 777-795, p.777
634 Op Cit. p. 777
631
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Economists have long recognized the conflicts of interest among members of the
same organization. Adam Smith set out colorfully the conflict between the incentives
of hired managers (agents) and the owners (principals) of joint stock companies.
The directors of such [joint-stock] companies, however, being the
managers rather of other people’s money than of their own, it cannot
well be expected, that they should watch over it with the same
anxious vigilance with which the partners in a private copartnery
frequently watch over their own. Like the stewards of a rich man, they
are apt to consider attention to small matters as not for their master’s
honour, and very easily give themselves a dispensation from having it.
Negligence and profusion, therefore, must always prevail, more or less,
in the management of the affairs of such a company.635
We adopt the definition of the firm as a nexus of contracts and define management
as the task of coordinating and managing those contracts. The firm is also viewed as
an organism that seeks to adapt and survive under changing conditions to help
explain why some organizational models emerge and flourish and others fail as
business environments change. Following Gibbons we apply Ronald Coase’s notion
of transactions costs and Oliver Williamson’s of resource asset or transaction
specificity636 to help understand the various types of contracts that firms have with
their employees and suppliers.
Robert Gibbons, an economist at the MIT Sloan School, began an essay on business
organization by observing that,
…economics predicts that organizations will be a mess but not a
mystery.637
By “mess” Gibbons meant that the “negligence and profusion” Smith referred to
meant that the best organizational results that we can achieve are never the best
that we can imagine.638 The imperfections of information, incentives, contracts, and
the transactions costs that are incurred within and outside the firm make a perfectly

Adam Smith, 1776, An Inquiry Into The Nature And Causes Of The Wealth of Nations, Modern
Library Edition, New York, 1937, 970 pp., quote from p700
636 Asset or transactions specificity refers to a form of specialization where a resource, say a machine,
is designed and purpose built for a specific application. The more specific the design the more
effective the machine is in its intended purpose but the lower its opportunity cost in other
applications. This divergence of value across applications gives rise to the potential for opportunistic
behavior on the part of one party or another whom might “hold-up” the other by withholding service
or payment and collect a rent up to the difference in values across uses. This calls for the
development of contracts and relationships to minimize exposure to hold-up.
637 Robert Gibbons, “Taking Coase Seriously,” Administrative Science Quarterly, March 1999
638 General George S. Patton, Jr. said “I’d rather have a good plan today than a perfect one two weeks
from now.” He recognized that there were costs associated with waiting and that circumstances
often changed before the plan could be executed.
635
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efficient or “classical” organization impossible. But, the “mystery” of the large
modern corporation can be pierced.
We discussed earlier Coase’s insight that firms emerge when the costs of organizing
transactions through hierarchy are lower than through the market. Economists talk
abstractly about organizing transactions but they mean getting people and
resources to act together cooperatively to some desired end. Transactions are
organized through contracts, either implicit or explicit. Indeed, the firm is a nexus of
contracts.639 Alchian and Demsetz noted that one of the defining characteristics of
the firm is the existence of a central contractor, the owner or entrepreneur, who
negotiates all of the firm’s contracts and appoints the executives and managers who
meter, evaluate and reward employees. Many of those contracts, implicit or explicit,
are between the owners of the firm (principals) and its managers (agents). Those
contracts establish the relationships between the firm and its managers and define
incentives intended to align the self-interests of the managers’ with those of the firm
or its owners. An incentive encourages an agent to do something that involves a cost
(effort, loss of leisure, etc.) to him but is valuable for the principal. The managers’
self-interests include actions or behaviors such as a desire for leisure (shirking) that
do not benefit the firm.
Our discussion of the firm in previous chapters was based entirely on the classical
and neoclassical proposition that the owners of the firm bear the consequences of
uncertainty and residual risk and in return receive the profits, if any, produced. In
the classical model, the owner is synonymous with the entrepreneur; the
neoclassical model permits of multiple owners in partnership or common stock
ownership. In the classical and neoclassical view managers are exclusively agents of
the owners and seek to generate a residual over costs in which they share with the
remainder passed on to owners in the form of profits. In the neoclassical view
conflicts of interest within the firm may arise between the owners and managers.
These conflicts arise because people have different preferences and values.
Managers can act in their own interest when they possess an asymmetric
information advantage, face imperfect incentives, or metering and monitoring costs
prevent the owner from observing fully the managers’ actions.

639 The “nexus of contracts” metaphor is credited to Michael Jensen and William Meckling in their classic 1976
article, “The Theory of the Firm, Managerial Behavior, Agency Costs, and Ownership Structures,” Journal of
Financial Economics, October 1976, 305-360. A different perspective on the notion of a nexus from a legal
scholar’s perspective is Melvin A. Eisenberg, The Conception That the Corporation Is a Nexus of Contracts, and
the Dual Nature of the Firm, 24 J. Corp. L. 819 (1998). Some of his ideas are intriguing but in the end,
unconvincing. Available at: http://scholarship.law.berkeley.edu/facpubs/547
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The Divisions of Management
In sole proprietorships, many closely held firms, and small partnerships the CEO
and entrepreneur’s roles are consistent with the classical economic model because
the decision-making and risk-bearing roles are unified. Recall that Alchian and
Demsetz pointed out that a manager’s incentive to increase his team’s residual is
proportional to the intensity of his claim on a part of that residual.
The first division of labor in a publicly held corporation is between owners and
managers. The owners specialize in risk bearing. The owners (aka shareholders)
provide financial resources (aka capital) for use by other resources contracted for
by the firm. In return the owners have claim to the residual value produced by the
firm after the contractual obligations to the other resources are paid. Owners are
thus the people who bear the uncertainty of the residual’s size or even existence.
Recall Knight’s distinction between risk and uncertainty – owners can diversify their
risk through their portfolio of holdings but they must bear the consequences of any
firm-specific uncertainty and unmanaged risk.
The effective division of labor between ownership and control did not emerge
spontaneously with the ascension of the large corporations and the limits placed on
corporate governance. Some legendary industrialists like Andrew Carnegie and John
D. Rockefeller operated essentially as classical entrepreneurs by, respectively,
establishing a limited partnership for steel operations, and organizing oil properties
as a trust. Rockefeller had an enormous capability to coordinate resources and was
an early advocate of “managed competition” so long as he was managing it. His
investors, albeit unable to exercise effective control over him, benefited from his
exceptional analytical, organizational and coordinating capabilities which he applied
to consolidate the oil refining industry.640
The Gilded Age, named after a minor 1873 novel by Mark Twain and Charles
Warner that lampooned politicians with a totally implausible storyline
of lawmakers seduced by a beautiful woman and money into voting
for self-serving and special interest legislation, was one of the greatest
eruptions of entrepreneurial activity in history.641 The nineteenth
century press and the public lumped nearly all of the great
entrepreneurs of the late 1890s Gilded Age together as robber barons
and nearly always portrayed them as fat, bearded men wearing top hats and
carrying bags of money when not busy throwing poor widows and orphans out into
the snow. Many of the most egregious charges have been debunked but, like a
newspaper retraction or jury instructions to ignore damaging testimony, the more
dramatic original story persists.

Sometimes forgotten are Rockefeller’s forays into the shipping and iron ore businesses.
Mark Twain (Samuel L. Clemens), Charles Dudley Warner, The Gilded Age: A Tale of To-day, 1873,
Harper and Brothers, New York.
640
641
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Some economists, notably Thorstein Veblen (1857-1929), saw the excesses of his
day as an evil and inevitable consequence of the evolution of market economics and
argued for a technocracy of engineers to guide resource allocations (Plato had
suggested that philosophers and soldiers fill a similar role). Veblen believed that the
market or price system was too easily manipulated and subject to irrationality unlike the presumably incorruptible and infallible engineers. In his most significant
work, The Theory of the Leisure Class, Veblen argued that engineers were worthy
because they developed and applied technology to the manufacture of useful
things.642 Merchants and businessmen were bad because they added no value while
promoting and indulging in Veblen’s signature phrase – conspicuous consumption.
Veblen’s reading or misreading of Herbert Spenser and Charles Darwin and his
advocacy of a mutant variation of evolutionary economics helped to undermine the
evolutionary economics perspective until Armen Alchian resuscitated it in the
1950s.
Those CEOs who overcame the early and often ineffective division of labor between
ownership and control, such as the legendary financier, Jay Gould, frequently called
“the most hated man in America,” played important roles in the second industrial
revolution that took place in the late19th century. This period provoked the same
mixture of uninformed, half-true, and completely specious stories of predatory
behavior by financiers and industrialists as had its predecessor in the 18th century.
These stories are important even today because they still infect the minds of some
historians, professors, and their students.
More recent, more sober research suggests that these men, even Jay Gould, were
neither angels nor the monsters that newspapers and beaten rivals portrayed.
Business was a rough sport in those days and the winners were often ruthless in
pursuit of their goals, as were the losers. Gould was unrivalled as a financial
technician and perfected the bear attack that drove down the market value of a
takeover target. But on balance Gould, like many of the other barons, probably
stimulated the growth and prosperity of the U.S. through his railroad investments
and operations. In many cases his business moves forced
otherwise lackadaisical executives to trim their ships and
compete more vigorously.643 Nevertheless, the great
industrialist-entrepreneurs of the gilded age
unintentionally made it almost impossible for the next
generation of executives to operate in as unfettered a way as had they. Investor
Thorstein Veblen, The Theory of the Leisure Class: An Economic Study of Institutions, 1912. The
MacMillan Company, New York, 400 pp. A searchable version with an index added by H. P. Shilston is
available on Google Books. Shilston’s appendix is useful in a book in which the author declined to
include one and declaimed any intention of providing citations. Probably unintentionally, Shilston
included one of the best puns found in any book index when he identifies Veblen’s discourse on the
modern lawn as a symbol of pasture and the practice of installing a cow on the lawn to reinforce the
image and the cost (p134) as “cows and effect.”
642

643 Maury Klein, “In Search of Jay Gould,” The Business History Review, Vol. 52, No. 2 (Summer 1978) pp.166-199,
is a very accessible overview of the demonization and the later mild rehabilitation of Jay Gould’s reputation.
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abuse, real and imagined, stimulated legislation to provide better data to
shareholders and to strengthen their right to select and evaluate management, thus
adding the state’s power to enforce the division of labor between ownership and
control.
The specialization of roles between owners and their agents provides tremendous
financing benefits to a publicly held corporation but the alignment of self-interest
across the owners and managers assumed in the classical entrepreneurial firm can
no longer be taken for granted. The principal-agent problem, marked by the CEO’s
potential pursuit of his own self-interest at the expense of the owners’ interest,
emerges from dispersed ownership and asymmetric information. The CEO, being
closer to the operation and typically having more relevant experience has an
exploitable advantage over the owners. This potential divergence of interest is one
of the primary reasons for compensating senior managers’ with shares in the
company.
Ironically, the problem arises first between the owners and their immediate agents,
the directors who are delegated the control or oversight responsibility. The
diffusion of ownership diminishes the incentive of individual shareholders to
monitor CEO (and board) performance and the liquidity of shares allows
shareholders to escape when they perceive diminished prospects. Given these
conditions, directors may dilute their efforts to observe the CEO and other
executives’ performance. Adam Smith, reviewing the rather dismal financial
performance of the privileged joint stock companies of his day relative to the more
closely held and managed private partnerships, noted,
The directors of such (joint stock) companies, however, being the
managers rather of other people’s money than of their own, it cannot
well be expected, that they should watch over it with the same
anxious vigilance with which the partners in a private co-partnery
(partnership) frequently watch over their own. Like the stewards for
a rich man, they are apt to consider attention to small matters as not
for their master’s honour, and very easily give themselves a
dispensation from having it. Negligence and profusion, therefore,
must always prevail, more or less, in the management of the affairs of
such a company. It is upon this account that joint stock companies for
foreign trade have seldom been able to maintain the competition
against private adventurers. They have, accordingly, very seldom
succeeded without an exclusive privilege; and frequently have not
succeeded with one… (Parenthetical comments added)644
The full financial potential of the public stock company could not be realized until a
way was found to align better the interests of the owners and the managers. In 1983
Fama and Jensen offered an explanation for the emergence of the separation of the
644

Adam Smith, Op Cit., p.700
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ownership and control functions. They found that the separation of residual risk
bearing from decision management leads to a separation of decision management
and decision control processes. Where the separation of decision management and
decision control does not exist (mostly sole proprietorships, partnerships, and
closely held companies) the decision management system will favor residual claims
by the decision-makers. In today’s large, complex corporation the board of directors,
acting on behalf of the residual claimants and residual risk-bearing specialists (aka
shareholders), restrains the capacity of the CEO to act as a classical entrepreneur or
to perform unfettered the coordinating function.
Does the inability of the CEO to act fully as a classical entrepreneur obviate the
entrepreneurial limit to firm growth? No, but it is more accurate today to refer to
diminishing returns to managerial capacity as the long term limit to firm growth.
The sacrifice in coordinating efficiency is repaid by the greater risk bearing capacity
made possible by diffuse ownership. Shareholders as a group can bear more risk
than an individual and, because they can diversify their portfolio of risk bearing
assets, they can support higher levels of risk than can an individual. This enables a
corporation to undertake the sort of risky investments that may be essential to its
growth but beyond the capacity of a single entrepreneur. 645 This is also why some
economists suggest that incentive systems in which company shares comprise a
very large proportion of a CEO’s wealth may lead, ceteris paribus, to a reduced taste
for risk taking on his part.646
Once ownership and residual risk bearing are separated from the decision-making
process the need for control specialists emerges. Control may be loosely defined as
designing and monitoring the firm’s contracts so that the interests of the people
specializing in residual risk bearing (Knightian uncertainty) and the people
specializing in decision-making are aligned. The control process begins with the
board of directors. In most instances, the board is formally responsible, on behalf of
the owners, for electing and discharging the CEO, for setting the overall direction or
strategy of the firm and thereafter assessing the CEO’s performance against those
directions. But board members typically do not have the information or experience
in the specific business to be the authors of that direction. Directors are often good
evaluators of the strategies and plans advanced by a CEO.
The role of the CEO can be viewed along two dimensions, one process and the other
temporal. Given Demsetz’ definition of the firm as a nexus of contracts it follows that
the CEO’s role is defined in terms of those contracts. Fama and Jensen define the
decision-process in four steps:
645 The extreme case is the airplane manufacturing business. Boeing literally bets the firm whenever
it develops an advanced technology plane.
646 The board of directors has to balance the incentives to take risks and degree of risk aversion on
the part of the shareholders and the CEO. Compelling the CEO to hold his wealth in an undiversified
portfolio of his company shares exposes him to more risk than he could achieve through a balanced
financial portfolio and may cause him to be more risk averse with company decisions than would
otherwise be appropriate.
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1. initiation-generation of proposals for resource utilization and
structuring of contracts; 2. ratification - choice of the decision initiatives
to be implemented; 3. implementation-execution of ratified decisions;
and 4. monitoring - measurement of the performance of decision agents
and implementation of rewards.
Highly active boards are rarely successful for long, in part because management-bycommittee undermines the singular nature of an efficient coordinator’s role and in
part because good CEOs won’t work as a dogsbody for a committee. Once the board
has adopted a corporate direction on behalf of the owners, one usually advanced by
the CEO, they generally confine themselves to evaluating his performance,
compensating him appropriately, making themselves available for advice on special
topics, and serving as a critical audience for discussing ideas. The essential oneness
of the coordination role remains critical to achieving the most efficient assignments
of the resources and contracts that comprise the firm. But the compensation system
adopted by the board, again typically with CEO involvement, can turn the CEO away
from the classic entrepreneurial role and toward personal rent-seeking.
Entrepreneurial Capacity
What specialized skill does the entrepreneur or his counterpart in a publicly owned
company, the CEO, bring to their role? Our experience suggests that it is the ability
to deal with uncertainty and to have the knowledge and experience to make
decisions in the face of uncertainty. Frank Knight observed that firms and managers
facing uncertainty still have to make decisions and that requires judgment. This
suggests one of the first requirements desired of a CEO; if the owners are going to
bear the consequences of uncertainty, they want as their primary agent, the CEO,
someone whose judgment equips him to deal with uncertainty. Finding such a
person is easier said than done. No one can see the future but some people have a
talent for discerning patterns in the emerging environment and making better-thanaverage judgments about the consequences of that environment. Management is
expected to take risks (deal with residual uncertainty in Knight’s terms) otherwise
there is no opportunity for profit, on the other hand, no one can be right all the time.
The proper balance is hard to define and depends, in the end, on judgment. That
judgment almost always comes through experience and exposure to a wide variety
of environments. But the information gained through experience is not useful
without an analytical framework or model to make sense of it. Deep knowledge and
analysis often facilitates more perceptive pattern recognition. This is a sort of retail
version of rational expectations in which the entrepreneur or executive forms
opinions about the future based in part on the consequences of policies and
circumstances he has experienced before or in some cases studied. The superior
judgment of exceptional executives based on pattern recognition and a form of
rational expectations may be thought of as a category of asymmetric knowledge or
information. This phenomenon is consistent also with the CEO obsession with
information gathering observed by Mintzberg and others.
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The sort of entrepreneurial or executive judgment we are describing is not the same
as “leadership” – a very useful skill over which many popular management theorists
and writers obsess. Most of these works treat leadership as a functional skill and do
not shed much, if any, light on the critical coordinating capability essential to
leading a firm. The CEO position typically has so much implicit and explicit power
that exceptional leadership in its popular inspirational sense is not often needed. In
fact, other executives and managers are typically reluctant to undertake any action
or program not endorsed by the CEO.
Putting a Price on the CEO’s Head
If the entrepreneur or the CEO is the guiding force of the firm, then the market can
be expected to place a value on his expected performance. The more dynamic the
industry or the greater the degree of disequilibrium, the more and larger the
alternative adjustments that call for the entrepreneur’s attention and the more
capable he must be. Studies of CEO compensation confirm that CEOs in more
dynamic industries are paid more than those in less turbulent markets.
The market accords a premium to the shares in companies with entrepreneurs, or
CEOs, of distinction such as those we mentioned earlier: Jack Welch, Steve Jobs,
Lawrence Bossidy, et al. The preeminent position of the entrepreneur-CEO explains
the importance that investors and boards place on succession planning and CEO
compensation design. The board of directors’ most important task is electing an
effective CEO to perform the entrepreneurial function. Many boards are not effective
at recognizing entrepreneurial talent and providing appropriate incentives; there
are many cases of indifferent but lavishly compensated CEOs.647 Hewlett-Packard’s
647 It is very difficult to distinguish between the market’s assessment of a firm’s overall prospects relative to its
environment and its evaluation of the CEO’s capacity to realize them. We will follow established practice in the
management literature and use Jack Welch, one of the most celebrated of modern CEOs, as an exemplar of a man
with exceptional entrepreneurial capacity. Welch presided over an extraordinary rise in the value of General
Electric; its stock price (adjusted for splits and dividends) was about $ .50 in 1981 when he assumed control and
was about $33.00 when he left in 2001. Welch’s tenure was a period of great disequilibrium or change in most of
the sectors that GE participated in and he made a large number of adjustments, especially in trimming costs and
managing the conglomerate’s portfolio to keep only firms that ranked first or second in their industry. He
rewarded generously his most successful subordinates and discharged the least effective. In this, Welch, like all
successful executives that we have studied, followed the Alchian and Demsetz model of giving managers a
significant stake in the residual created by their team of cooperating resources. Welch was noted or notorious
also for cutting costs and unnecessary personnel, earning him the sobriquet Neutron Jack, and for purging GE’s
management ranks of the lowest performing ten percent each year. That latter policy accounted for a large part
of the diaspora of indifferent GE executives that rode the coattails of GE’s reputation to jobs in other firms where
they dined out on stories about “Jack” and tried to impose the GE model on their new host until their mediocrity
shone through.

Welch’s successor, Jeffrey Immelt, has presided over a decline of nearly half in the stock’s value while the market
as a whole has almost doubled. Some critics of awarding full credit or blame to the most senior executive will
point to the contributions of others such the success of GE Credit under Gary Wendt that provided nearly 40
percent of the earnings growth during Welch’s tenure but the fact remains, that as the coordinating executive,
Welch was responsible for the selection and retention of Wendt. Further, as we’ll see later when discussing the
evolutionary selection of firms within environments, chance is an element of success. Immelt, for better or
worse, is now what Kaldor called the “one brain” though which all significant decisions must pass through to be
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travails since the departure of its founding entrepreneurs is a case study in poor
corporate governance. Fortunately, the willingness of boards to recognize and
correct poor selections has improved but at a cost to the payoffs demanded by
newly hired CEOs.
The suspicion lingers in the public mind that senior executives and investment
bankers are over-compensated and have been allowed to let their pursuit of selfinterest run riot. Many, if not most, people believe that executives would perform
about as well if they were paid substantially less.648 In many cases these suspicions
are well founded but largely irrelevant.649 A person’s compensation reflects their
value to their employer which may be higher, lower, or the same as their reservation
wage - the level necessary to coax them into the labor market.650 Shareholders or
their representatives, the board of directors, set executives pay based on how much
increased firm and share value they believe the executives will produce.
Shareholder and board expectations are often wildly wrong (in both directions) but
it is not clear that proscriptions on the types or levels of executive compensation
plans will do anything but further distort an already flawed market.
Disequilibrium Makes the CEO
As Kaldor noted, the greater the level of disequilibrium, the more necessary are
adjustments and thus, the more critical is entrepreneurial capacity. Firms in stable
environments neither need nor attract entrepreneurs of the sort required in more
dynamic industries. This insight has testable implications; if we go from a stable
aligned with one another and with the environment. Almost every instance that can be cited as an impediment
to Immelt’s success reveals a coordinating decision he might have made differently. It may not be “fair” as some
would define it but that is the unavoidable implication of the singular role of the entrepreneurial position. (See
http://www.forbes.com/sites/adamhartung/2015/04/15/ge-a-total-leadership-failure/ for a representative
assessment of Immelt’s reign)
648 Large investment banks and institutions such as Fannie Mae and Freddie Mac enjoy a sort of
franchise right to low interest capital and nearly certain protection from corporate failure that
engenders a moral hazard of higher risk taking that, when successful, produces very high returns to
share among the bankers. In these situations, flawed compensation plans may exacerbate the risky
behavior. This is why efforts to make the firms perceive the real cost of capital and subject to failure
are more likely to prevent future disasters than vigilante actions against bankers.
649 Major league baseball managers, the rough equivalent of chief operating officers, are drawn from
a fairly small and slowly growing pool of people who are very well compensated despite the fact that
most research indicates that the manager per se accounts for very few wins and that differences in
incremental wins across competent managers are probably tiny. The relatively recent adoption of
and success of fact-based baseball analysis that has contradicted much long-practiced managerial
philosophy has further eroded the perceived value of the experienced traditional managers. Although
baseball managers are frequently fired, members of the brotherhood have a very good chance of
getting another position. It appears that the market for baseball managers is not very competitive
and that those in the club are somehow sharing rents produced by some imperfection in the market
for field generals. Similar circumstances may apply in parts of the CEO market. Robert Nardelli, exGE-Power, ex-Home Depot, ex-Chrysler is an example of an itinerant executive analogous to the welltraveled baseball manager. He looked good on a strong team, hurt a team in a league he was unsuited
for, and could do nothing with a fatally wounded franchise.
650 The compensation an employer is willing to offer may of course be lower than the person’s
reservation wage in which case the person would be voluntarily unemployed.
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industry structure in which most or all firms pursue very similar strategies (little
adjustment) to one in which significant and persistent disequilibrium exists, we
should expect to see divergent strategies, increased variance in performance, and a
wider distribution of CEO compensation. Fortunately, we have at least three
relatively high quality experiments of the challenges to entrepreneurial capacity in
the 1978 deregulation of U.S. airlines, the deregulation of the trucking industry, and
the less complete but still significant deregulation and partial unbundling of the
electric utility industry in the 1990s.
The startling transformation of the U.S. airline industry after Alfred Kahn (19172010), a Cornell University economist who headed the Federal Aviation
Administration, instigated the 1978 deregulation of the industry has been well
documented. Before deregulation, the entrepreneurial function within airlines was
not challenged by disequilibrium or constant need to make adjustments to a
changing environment. An important consequence of airline deregulation was the
consolidation (horizontal integration) and rolling up of airlines under executives
with greater entrepreneurial capacity. A new entrepreneur, Herb Kelleher, cofounder of Southwest Airlines, who conceived a significantly different business
model (reportedly drawn on a cocktail napkin) produced the country’s only
consistently profitable airline and is the basic template for new entrants. Growth in
passenger miles flown has increased faster than pre-1978 levels in large part
because real airfares have declined by half.
Deregulation often exposes the costs of government policies to freeze an industry in
a static non-competitive position. According to a 1988 FTC Report, prior to the 1980
Motor Carrier Act, high prices and protection from competition in the trucking
industry generated substantial “supracompetitive profits” for certified carriers and
significantly higher wages for union drivers, but imposed large net welfare losses on
society. Even during the mid-seventies years of high fuel prices major carriers
earned on average a 50 percent higher rate of return than did firms in other sectors
of the economy. On average interstate truck load (TL) rates fell roughly 25 percent
from 1977 to 1982, and less-than-truckload (LTL) rates fell about 12 percent.651,652
Following the passage of The Motor Carrier Act of 1980, over one-third of the top
100 trucking companies went out of business. With increased competition, trucking
companies found it more difficult to operate with union drivers who commanded
wages about 35 per cent higher than competitive. Many new firms were founded to
operate with non-union drivers. Consolidation and more efficient capacity
utilization, for example, the reduction in number of empty back-hauls and better
route planning software, enabled the surviving companies to move more freight
651 Trucking Deregulation in the United States -Submission by the United States to the Ibero-American
Competition Forum September, 2007 an FTC publication accessible on-line at:
https://www.ftc.gov/sites/default/files/attachments/us-submissions-oecd-and-other-internationalcompetition-fora/ibero-trucking.pdf
652 Diane S. Owen, Federal Trade Commission, Bureau of Economics: “Deregulation in the
Trucking Industry,” 16-18 (1988).
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with fewer trucks. Entrepreneurs responded to new opportunities revealed by
disequilibrium to found new freight forwarding and logistics companies, developing
new logistical and routing software, and GPS tracking systems. The improved
efficiency enabled the industry to adjust to economic conditions without significant
disruption to the shippers. About 11,500 carriers went out of business between
2001 and 2003, 5,000 in 2003 alone. Between 2000 and 2002, 330,000 trucks or 13
percent, of the U.S. trucking fleet were taken off the roads.653 When traffic
rebounded, the surviving companies and new entrants were positioned for
profitable growth. Employment in the trucking sector rose 29.2 percent from 1980
to 1987 in part due to the decline in union power.654
The preposterousness of the government’s efforts to maintain the regulatory
equilibrium in the transportation sector was highlights in hen Secretary of
Transportation Elizabeth Dole’s testimony before Congress.
Consider the absurdity of the statutory tariff filing requirements,
which still yield a harvest of over a million tariffs annually. Tariffs
must be filed for ‘cucumbers processed into pickles by the ordinary
means,” while ‘cucumbers, salt cured’ exempt. Citrus fruit sections
that are chilled or semi-frozen are of no interest to the ICC but if they
are frozen, you violate the law if you fail to record rates in Washington.
This simply does not make sense.655
A comic highlight came when an Omaha based company, frustrated with the process,
petitioned for a tariff to transport yak fat. Though yak fat has never been
transported in the U.S., thirteen companies protested
any award to the petitioner.656 The ICC formed a
committee to study the problem before anyone
realized that the petition was designed to reveal the
silliness of the process. When the put-on came to
light, the ICC at first considered legal action against the petitioner but decided to
avoid public ridicule and dropped the matter. Bastiat would have been proud.
The U.S. electric utility industry had long selected its CEOs from within the ranks
and this orderly progression served it fairly well in the long period of steady growth
and stability following World War II. The vast bulk of the industry comprised
vertically integrated firms whose retail transactions were regulated by state
commissions and wholesale interstate transactions by the federal government. Then
For an accessible survey of trucking industry history see the IRS overview “Trucking Industry Overview History of Trucking:” http://www.irs.gov/Businesses/Trucking-Industry-Overview---History-of-Trucking
654 Trucking Deregulation in the United States -Submission by the United States to the Ibero-American
Competition Forum September, 2007, p.7
655 Statement of Elizabeth Hanford Dole, Secretary of Transortation, Before the Submcommitte on Surface
Transportation of the Committee on Commerce, Science, and Transportation, United States Senate, Regarding
the Trucking Deregulation Act of 1985, September, 27, 1985.
656 The yak fat story was reported first by Steve Chapman in a New Republic article, referenced in James Bovard,
2000, Lost Rights, The Destruction of American Liberty, Palgrave, New York, p 117
653
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the industry experienced a fundamental shift in market growth rates in the 1970s
and 1980s which reduced significantly the need for additional generating capacity
and that slowdown, coupled with the unexpected shock of Three Mile Island and the
melt-down at Chernobyl, called for significant capital planning adjustments that the
existing cadre of utility CEOs were, for the most part, unable to either recognize or
execute.657 The regulatory system of state commissions was also found wanting.
The silver lining was that the industry’s poor response to reduced demand growth
and inability to control capital investment costs, particularly in nuclear plants, made
it possible to introduce, again with intellectual support from Alfred Kahn and other
economists, a moderate degree of deregulation and to stimulate the vertical disintegration or unbundling of the distribution, transmission, and generation
operations in several jurisdictions. These steps, coupled with reduced barriers to
entry in the generation sector, were designed to make the industry more responsive
to market forces. These changes exposed a lot of poor prior decision-making,
revealed sub-scale operations, and led to a rate of consolidation of utilities unseen
since the days of Samuel Insull. The boring uniformity of utility business models was
enlivened by the emergence of new players and strategies. The steady, predictable
earnings of utilities that made their stocks the choice of widows and orphans
suddenly became more volatile and a few even tipped into bankruptcy.
Entrepreneurs formed new companies such as Independent (i.e, non-utility) Power
Producers (IPPs) and energy traders such as Calpine, NRG, became significant
factors in the industry. Enron’s innovative strategy capitalized on the disequilibrium
and enlivened the industry until the considerable entrepreneurial capacity of its
CEO, Jeffrey Skilling, was undone by his arrogance and venality. Nuclear power
plants, once owned wholly or in part by over 100 U.S. utilities became concentrated
into fewer and more competent hands with Excelon, Duke, and Entergy all operating
substantial nuclear fleets.658 Utility deregulation and realignment has even brought
a major European electricity company, Electricite de France (EDF), into the U.S,
through its acquisition of the nuclear assets of Constellation. The consequence of all
of the change has been a more concentrated utility industry under CEOs that are
generally better equipped and have greater entrepreneurial capacity than their
predecessors.

657 In fairness to the executives, the regulatory framework which permitted the utilities to include in their rates
the cost of operating facilities found to be “used and useful” did not contemplate a practical method of
abandoning projects and recovering any part of the sunk costs. This pushed some executives to conclude that
completion, even if only a portion became eligible for inclusion in rates, was preferable to stopping construction.
658 Ironically, the nuclear units whose high construction costs contributed greatly to the financial distress of the
industry became extremely valuable when deregulated wholesale prices were set at the margin equal to the
much higher running-cost coal and, increasingly, natural gas generating units.
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The Supervisory Function
Since there can be only one entrepreneur per firm, what are all those other
managers doing? (In some views there may be sub-entrepreneurs responsible for
executing the central entrepreneurs vision through separate divisions but there
remains one person responsible with overall responsibility for significant decisionmaking.) In principle they are performing what Kaldor called the supervisory
function over the various contracts and cooperating resources that comprise the
firm and doing so in a way that promotes the entrepreneur’s objectives. As Marshall
noted, management is subject to the division of labor and striking the right type and
degree of specialization (“advantages and disadvantages of the subdivision of the
work of business management”) is one of the entrepreneur’s most important tasks.
If he does so, he will be able to, as Marshall observed, “…keep his mind fresh and
clear for thinking out the most difficult and vital problems of his business…”
The basic economic rationale for supervisory management is derived from the
natures of firms and people. Alchian and Demsetz’s classic 1972 article “Production,
Information Costs, and Economic Organization,” explained that the emergence of the
firm hinges on the benefits of joint, cooperative, or team-based production which by
its nature is difficult to meter and monitor and so requires active management.659
Economists recognize also that pursuit of self-interest may lead to opportunistic
behavior by employees when they possess an asymmetric information advantage
over their boss and the costs of detecting and punishing shirking are relatively high.
How you manage depends greatly on which model of man to which you subscribe.
The economic models of man, Homo economicus and his more boundedly rational
cousins, are motivated by the pursuit of self interest (broadly defined). Since utility
is gained from the consumption of many things including leisure, income, status, etc.,
the manager’s task is to find and to offer a practicable combination of those goods
that will motivate the employee to be productive. Motivation is not just about
money. Some employees prefer lower wages and more leisure or a nicer lifestyle
and greater status to high wages and an intense environment. A great deal of selfselection takes place matching employee preferences and firm work environments
but even within firms some inter-personal differences will exist and the manager
must accommodate them. The sort of people who choose to work for investment
banks are probably not suited for a career in grief counseling.
Critics of the economic perspective on employee man argue that it reflects a distrust
of workers, emphasizes division of labor to the point of enervation, and under
659 Armen Alchian and Harold Demsetz, 1972, Production, Information Costs, and Economic Organization,
American Economic Review, Vol. 62, No. 5 pp. 777-795. This article stimulated a great deal of economic analysis
of the firm and was recognized as one of the top 20 articles in the first century of the American Economic Review.
See Kenneth J. Arrow, B. Douglas Bernheim, Martin S. Feldstein, Daniel L. McFadden, James M. Poterba, and
Robert M. Solow, “100 Years of the American Economic Review: The Top 20 Articles,” American Economic Review
101 (February 2011): 1–8http://www.aeaweb.org/articles.php?doi=10.1257/aer.101.1.1
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estimates the motivational value of non-pecuniary rewards. A common challenge to
traditional job and organizational design is that articulated by Gallagher and
Einhorn:
At the blue-collar level, productivity difficulties have been attributed
to the well-established practice of maximizing specialization of tasks,
that is, attaining efficiency through the development of highly
fractionalized, repetitious, and programmed jobs. Blue-collar blues
has been the result of this form of job design- a dissatisfaction with
work performed, and a just- get-by cast to the consequent effort.660
(Emphasis added)
It is very possible that some managers did over-divide front-line labor or, just as
likely, were slow to adjust to the changing nature of work in many fields. To lay the
blame primarily on excessive division of labor is too simplistic. The goal of
management has never been explicitly to “maximize” the specialization of tasks but
to optimize the division of labor. Blue-collar worker dissatisfaction was probably
related also to changing attitudes toward work. The 1960s and 70s were a period of
changing tastes and attitudes towards all forms of authority. Many of the so-called
employee-centered organizational theories, such as humanistic management,
Eupsychian management, and their cousins such as Theory X and Theory Y emerged
during that period.
The design and staffing of the supervisory ranks is critical to the success of the CEO
or entrepreneur. The more that he or she can rely on supervisory managers to
oversee the day-to-day operations and functional needs of the firm, the more the
entrepreneur (or the CEO) is liberated to perform the coordinative function.
Unfortunately many entrepreneurs and CEOs encounter the limit to their capacity to
coordinate resources earlier than necessary by making poor decisions about
organization structure, by populating that structure with inadequate supervisory
managers, or not trusting them to perform without micro-managing their efforts.
Instead of keeping their minds fresh and thinking big thoughts (where we define
“big” in light of the business involved), they find themselves drawn excessively into
the activities of the supervisory managers.
The division of labor among managers is derived almost entirely from the division
of labor among the productive workers, i.e. the people who actually produce the
output of the firm. Every organizational option should be evaluated on whether it
improves the productive effort of those workers. The efforts of productive workers
result directly in market transactions. For example, an assembly line worker
contributes to the fabrication of a car or other device that is sold in the market; his
boss contributes to his efficiency, or not.661
660 William E. Gallagher, Jr. and Hillel J. Einhorn, “Motivation Theory and Job Design,” The Journal of Business,
Vol. 49, No. 3 (Jul., 1976), pp. 358-373
661 In some cases, people labeled as “managers” will in fact be productive workers whose efforts result directly
in a market transaction but we ignore this case for now.
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The economic perspective is sometimes derided as “production centered” as
opposed to allegedly more enlightened “employee centered” approaches. This is an
invidious comparison that ignores the manager’s motivation to adopt those
practices that improve worker productivity. If those practices involve nonpecuniary rewards and considerations, so be it. In a modern market economy,
workers’ contracts, while often implicit, are voluntary and competition for
productive workers influences management practice. It is important to keep in mind
that, all other things being equal, employees prefer a larger paycheck to a smaller
one.
The most important organizational decision for the entrepreneur or CEO is to
choose the technology and manner in which the firm’s output will be produced. This
decision will define the nature and requirements of the productive workers from
which will follow the organizational and supervisory management structure. For
example, the CEO of one ditch digging company may elect a labor-intensive shovel
and pick technology while a competing entrepreneur may choose to employ a backhoe intensive approach. The first will have broader spans of control, fewer layers
and rely on an accountant for almost all its financial needs. The second will likely
have fewer workers on-site and hence a lower worker-manager ratio and will
probably need a financial officer familiar with equipment leasing and other capital
goods related skills.
Once the working face of productive employees is defined, the supervisory
management structure involves finding an appropriate division of labor among
managers. The specialization of supervisory management has vertical, horizontal
and functional dimensions. The vertical dimension is driven in large part by the
need to maintain efficient spans of control at each level. But the cost of maintaining
efficient spans of control is some deterioration in the quality of information
transmission up and down the chain. Adding a vertical link in the chain is
economical only if the increased quality of performance of the productive workers is
greater than or just equal to the increased supervisory costs. It is important to
recognize that increasing the performance of intermediate managers is irrelevant
unless it results in improved productivity of the workers engaged in creating a
marketed good. For example, shuffling some chairs on the fifth level of management
is worthwhile only if it percolates down to the front line and the cost of output.662
The horizontal dimension of an organization is measured typically by the span-ofcontrol or number of people a manager directs. The inverse, number of managers
per worker or cost of management per worker, is often more informative because it
reflects more directly the economics of the issue. Many companies rely on informal
rules of thumb, traditional practices, and anecdotal evidence to determine their
662 Keep in mind that some moves may take a while to produce results and that all of these considerations
should be evaluated in terms of their net present value. For expository reasons we will usually ignore the multiperiod or discounted future value aspects of these issues.
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horizontal dimension. In many cases, these heuristics produce adequate results but
like most informal methods they do not facilitate analysis of alternatives. For any
given ratio of manager to subordinate wages, the span of control (assuming
heroically for a moment that all managers are equally competent) will depend on
the complexity of the work. One manager can oversee a large number of ditch
diggers but fewer computer programmers or lawyers. The greater the degree of
jointness (recall Alchian and Demsetz’ discussion of the impossibility of precisely
measuring the contribution of specific team members engaged in joint production)
the shorter the effective span of control. Another consideration is the “observability”
of work product; the progress of the ditch diggers can be readily measured while it
is more difficult to assess the status of lawyers’ work in progress.
The functional dimension of management specialization is a bit more complicated.
Managers typically supervise groups of people engaged in the same or very similar
functional areas, (e.g. law, engineering, accounting, or marketing) and may stay
within those areas throughout their careers. Functional specialization of
management follows the functional division of labor. The functional specialization of
managers is a consequence of the degree of organizational specialization which in
turn is typically a function of the size and complexity of the firm and its technology.
Every functional organizational unit reflects a decision, explicit or otherwise, by the
entrepreneur to conduct that function internally. This is the make-or-buy or vertical
integration problem posed by Coase and its solution depends as Coase pointed out
and Williamson later elaborated, on the relative transactions costs of internal versus
external conduct and the degree of firm or transaction specificity required of the
function.
It is common to see hybrid functional units comprised of a small internal group that
liaises with an external contract resource. This arrangement allows the firm to
monitor the outside supplier efficiently and avoid the costs of establishing and
maintaining a particular function.
Human Asset Specificity
The way in which a company organizes and relates to its employees (what Oliver
Williamson calls its governance structure) is not simply a matter of taste or
managerial fashion but must be consistent with the type of employee, his
contribution to the firm, and the costs of maintaining the employee relationship.
Williamson defined the various employee types in terms of human asset specificity.
Human asset specificity is related to the notion of human capital but refers directly
to the degree to which the employees’ skills and talents fit specifically with the firm.
The more specific the employee skills are to a particular firm, the less valuable they
are to the market generally and the more vulnerable the employee may be to
opportunistic behavior on the part of his employer. On the other hand, an employee
with company-specific skills is more valuable to the firm than a less specialized
employee and this will motivate the firm to take actions to keep the employee and to
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avoid incurring replacement costs. The balance of interests will in many cases lead
to a form of relational contract between the firm and the employee. A relational
contract is one that is maintained more by the parties’ mutual interest in preserving
it than by the formal contract.
Williamson combines the metering considerations introduced by Alchian and
Demsetz with the notion of differential human asset specificity to create a rough
taxonomy of personnel governance forms shown in the figure. Williamson points
out that the incentive to organize production workers within a collective agreement
increases with human asset specificity. The degree to which an internal governance
structure “is elaborated” (finely defined job descriptions and requirements) varies
with the degree of human asset specificity.663
Thus railroads, staffed by people (specialists) with highly specific skills (conductor,
fireman, brakeman, engineer, etc.) will organize earlier than migrant farm workers
who are relative generalists. This might
explain in part the problems faced by
Cesar Chavez when he tried to organize
California grape pickers.664
Williamson compares his transactions
cost approaches to other frameworks
for organizational analysis. He finds it
generally consistent and compatible
with the population ecology approach
that focuses on adaptive fitness and
helpful in explaining the wide variety of
organizations based on a wide variety of
transactions and hence diverse set of suitable governance cost structures.
Williamson also found many common points with James D. Thompson’s665 earlier
work and notes that in several instances transactions cost analysis sharpens and
extends that work.
The contrast with power-based explanations is more useful. Power-based theories
of organizations are usually ad hominem, and political e.g., “The CEO came from
marketing, therefore marketing has the power.” 666 Organizational changes are
663 Oliver Williamson, “The Economics of Organization,” American Journal of Sociology, Vol. 87 (1981) number 3,
pp. 548-577, p567
664 Cesar had to deal with the farmers’ ability to easily replace his union members with other generalist workers
of comparable skills. His recognition of this probably contributed to his opposition to the Bracero Program and
support for restrictions on immigration.
665 James D. Thompson, 1967, Organizations in Action, New York, McGraw Hill
666 This seems to be prevalent in banking: “the traders are in power”; the investment bankers have the clout”;
“retail banking is running things”; etc. Typically, the common thread is that these groups are having their day in
the sun as far as profitability goes. Just as typically, their day is setting as they come to power, so the cycle starts
anew.
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explained as power shifts but the underlying causal relationships and mechanics are
not identified. Unfortunately, the micro, day-to-day surface warfare of many
organizations seems consistent with ad hominem theories. But there is a danger,
revealed by Alchian, of confusing ex ante behaviors with causality when it is also
possible that the environment selected for the firm on other factors dominates the
results. Every year, firms managed by thoughtful, intelligent men fail while others,
run by odious morons, succeed because the latter firms’ overall characteristics fit
better with the environment.
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