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EDITOR'S PREFACE

Because the approach of the bicentennial of both the Ameñ-
can Revolution and the publication of Adam Smith's famous
WealthofNations tended to overshadow another mílestone--the
passing of a hundred years since the occurrence of the "mar-
ginalist" revoluon in economic theorymthe observance of the
latter has been left mostly to economísts.

Even among this relatively small company, whatever celebra-
tion there was tended to be further subdivided owing to the fact
that the economic revoluon of the 1870sarose independently
in three different places and took implicitly different forms.
Two of themwthe English and the French variants--soon
merged either with pre-existing analysis or with subsequent
formulaons and so have lost some of their specificity and iden-
ty.

The thirdwthe Austrian_branch not only represented, from
the outset, a more daring departure from received doctñne, but
remained, in the intervening century, more independent and
distimxive in its essenUal imights, its analytical method, and its
implications for economic and sodal policy.

Thus it was thatearly in September of 1976, a small group of
Austrianeconomists (mostofthem returningfrom a sentimental
joumey to Smith's birthplace) met for a few days in historic
Windsor Castle to celebrate their own special anniversary. A
number of papers prepared for the occasion were presented
there and arehere offered to a wider audience. The partidpants
at the Symposium also engaged in a great deal of formal and
inform__!discussion of the papers, which it was not possible to
indude in the present volume.

The arrangement of the artides here follows the order and
purpose of their presentaUon at the symposium. The first and

vii



viii Editor's Preface

last are, respectively, a retrospective anda prospectíve for Aus-
trian economic theory; the test deal in their various wayswith a
number of significant points at the leading edge of Austrian
analysis, where it interfaces or takes issue with contemporary
economic thinking.

Thus, ProfessorLachmann's paper is a thoughfful assessment
of the present state of Austrian theory anda lucid statement of
its essential disnnguishing features. This provides the basis fora
provocative criUcalexamination of some of the implications of
that theory and fora number of imaginaáve suggestions for its
future extension.

Professor Egger attempts to locate and explain some of the
critical points on which Austrian theory differs significanfly
from currenfly received doctrines. His discussion of these "dif-
ferentia" offers a valuable bridging service to a potenfially wide
audience who would otherwise find it difficult to perceive and
evaluate important Austrian insights on substance and method.

The methodological divergence between currently prevailing
economic analysis and Austrianism is explored in depth in the
paper by Mario Rizzo. By juxtaposing econometric and
praxeological approaches, Dr. Rizzo provides a useful
framework for critical examinaon of the claims and validity of
the positivism that implicitly pervades so much contemporary
theorizing.

The contribution by Kirzner complements and extends the
distinctively Austrian insight into the role of information in the
economic process to which Hayek called attention in a well-
known article some forty years algo.In the present article, Pro-
fessor Kirzner analyzes the function of error in economic
decision-making as well as its relaonship to information and to
the nature of entrepreneurship.

ProfessorLittlechild addresses himself to the problem of so-
cíal cost--a concept that not only pervades much of modero
welfare economics, but also constitutes a major point of conten-
tion between Austñans and conventional theorists. Littlechñd
examines the validity of the concept itself as well as some at-
tempts to deal with social cost from a subjectivist perspective.
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Stillanother focus ofdisagreement between Austrians and the
prevailing orthodoxy is monopoly theory and the concept of
competition on which it rests, whether explicitly or not. Profes-
sor Armentano's paper is a critical examination of the conven-
tional approach as well as of several variants of the Austrian
view.

The essay byProfessor O'Driscoll takes upa question that has
divided economists for a very long time: whether there exists in a
market economy an ordernot externally imposed upon it. In the
course of his analysis, O'Driscollargues that a number of prob-
lems in economic analysis that appear to be separate from this
question as well as from one another are ultimately reducible to
it.

ProfessorRothbard examines the conventional definitions of
the money supply and argues that the consistent application of
an Austrian approach requires expansion of the meaning of the
supply of money to indude a number of important components
currently excluded. Rothbard points out, moreover, that differ-
ent components of the money-supply may have very different
business cycle effects--a source of error that is systematicaUy
overlooked by the usual aggregative treatments of the subject.

Professor Moss caUsinto question the claim made by some
Austñan economists that the subjective concept of time prefer-
ence as developed by Misesimplies that a positive rate of'pure
interest would necessarily appear even in a pure exchange
economy (i.e., one with no productioñ). Moss attempts a pure
exchange model in which the emergence of such interest would
necessarily depend on the presence of certaín objective condi-
tions.

Professor Garrisonundertakes the considerabletaskof dep_ct-
ing macro-economic relationships diagrammatically and in a
manner consistent with the Austrian insistence that valíd expla-
nations of economic relationships must ultimately refer to indi-
vidual choices rather than rest on the facile assumption that
aggregates interact directly. His graphics are applied to produc-
tion, exchange, and other relationships in an attempt to establish
a better and wider appreciation of Austñan analysis.
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The last paper, by this writer, attempts to discern, in the light
of the successes and failures of the past and present, some
general guidelines for the future development of Austrian
economícs. It tentatively concludes that suela development will
most probably need to involve a much wider range of methods,
disciplines, and professions.

FinaUy, ir is the editor's pleasant duty to express a few ac-
knowledgements on behalf of all the participants. We ate grate-
ful to Professor Arthur Shenfield for agreeing to actas chairman
for the conference meetings and for his patience and wit in the
discharge of a sometimes diffícult task. The presence of Proles-
sor Friedrich von Hayek at the meetings was impiring to the
scholars participating, and bis contributions to the discussions
added insight and wísdom. Sincere thanks ate also due Admiral
D. H. Mason and the staffof St. George's House, Windsor Casfle,
for all their hospitality and help. Lasfly, a very special word of
thanks is extended to the Uníversity College at Buckingham and
to the Institute for Humane Studies for sponsoring the
Symposium_and to Koch Industñes, Inc. without whose moral
and material support neither the conference nor this book
would have been possible.

Louis M. Spadaro
Ford_m University

july, 1977



An Austfian Stocktaking:
Unsettled Questions

and Tentafive Answers

Ludwig M. Lachmann
New York University

and University of Witwatersrand (South Africa)

I

In a decade in which the neoclassical consensus no longer
holds sway, many economists are looking for new paradigms,
lessexacting to our creduUtyand more in conformity with what
common experience teaches us about the daily flow of knowl-
edge from man to man and our inability to know the future.
Here Austrian economics presents three distinct features by
whichit maybe distinguished from other contemporary schools
of economic thought.

The first, and mostprominent, feature ofAustrian economics
is a radical subjectivism, today no longer confined to human
preferences but extended to expectations. It found its perfect
expression many yearsago in Hayek'sstatement, "It is probably
no exaggeration to say that every important advance in
economic theory duñng the last hundred years was a further
step in the consistent application of subjecfivism."1

Secondly, Austrian economics displays an acute awareness of
the many facets of time that are involved in the complex network
ofinterindividual relaons. Time, as the dimension of the inter-
val between input and output, is important, but it is not all-
important. Menger's rejection of B6hm-Bawerk'stheory ofcapi-

1



2 New Directions in Austrian Economics

tal2 was largely, if not solely, prompted by the latter's disregard
of all those economica]ly relevant aspects of time that do not fall
under the headings "Üme preference" and "period of produc-
non." To Menger, time was, in the first place, the dimension in
which the complex network of interindividual relations presents
itself to us. Austrian economics has retained and cultivated this

Mengerian perspective. Time is the dimension ofall change. Iris
impossible for time to elapse without the constellation of knowl-
edge changing. But knowledge shapes actíon, and acUon shapes
the observable human world. Hence ir is impossible for us to
predict any future state of this world.

The third feature ofAustrian economics, a coroUary ofsubjec-
Üvism and awareness of the protean character of time, is a
distrust of all those formalizaUons of economic expeñence that
do not llave an identifiable source in the mind of an economic
actor. Such distrust naturally engenders skepticism about mac-
roeconomic aggregates. To Austrians, MIeconomic thought is
thought within the context of means and ends implying choice.
Austrían economics is certainly more than "a pure logic of
choice." At some stage, we have to introduce"subsidiary assump-
tions." Expectaons area good example, the granting of credit is
another. But Austrians wiU not accept formalizations of
economic experience that altogether defy the category "means
and ends," concepts that ale nothing but formalizations of rec-
ords of statistical observations in which the events recorded
appear devoid of their histoñcal character and meaning.

In what follows, the impfications of these three feamres will be
explored by applying them to a number of problems with which
Austrian economists have good reason to concern themselves.
But, quite apart from the three features, the Austrians, being
such stout defenders of the market economy, are namrídly in-
volved in every attack on ir. An argument currently in fashion
among the would-be sopbísticated says that the existence of so
few forward markets in the real world proves that the effective-
ness of the market process in coordinating economic plans and
actíon is gravely hampered. In the climate of our time, the
ímplication that here is a promising f'_.ld of government inter-
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vention ínto all kinds of markets is almost a foregone conclusion.
The argument thus calls for an answer. In the final section we
shall have to address ourselves to the general question of what,
from the Austrian point of view, economic science can hope to
accomplish, and what it cannot.

H

Glassical economics saw in value, its central concept, a prop-
erty inherent in all economic goods, derived from the technícal
processes of production giving rise to them, a kind of economic
gene. In the subjective revolution of the 1870s, the first step in
the direction of subjectivism was taken when it was realized that
value, so lar from being inherent in goods, constitutes a relation-
ship between an appraising mind and the object of its appraisal.
The value of a garment depends in the first place on how many
people want to wear it, and the strength of suda desire in each
individual, and only in the second place on technical processes of
production.

In this century, expectations present themselves as obvious
aims for our next step in the direction of subjectivism. Their
significance for economic dynamics is evident: all economic ac-
on is, in the first place, shaped by plans dependent on expecta-
tions. So muda is common cause.

In the real world human expectations always diverge. This
divergence of our expectations is no less a natural feature of the
economic landscape than the divergence of our tastes, the sub-

jectivism of expectations no less essential an ingredient of the
subjectivist paradigm than the subjectivism of tastes. The future
is unknowable, though not unimaginable. Since all economic
action is concerned with the future, it ís not surprising that
individual differences of the human imagination fmd their ex-
pression in plans of action. A good deal follows from this simple
observation.

First of all, expectations ate more important in asset markets
than in the markets for products. In some of the latter, m be sure
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(e.g., in the markets for agricultural products and for fashion
goods), expectations play a prominent part. But it ís of some
significance that whatever scope there is for the expression of
expectations in suda markets is in general commensurate with
what scope there isfor the holding and variability of comrnodity
stocks. In a pure flow market, in which no stocks can be held,
expectations can find little expression, except in consumers'
decisions to defer purchases. In product markets in general, in
which boda flowsand stocksare traded, the influence ofexpecta-
fions is proportionate to the share of stock transactions in total
transactíons.

It isthus by no means surprising that in asset markets, suciaas
the Stock Exchange, beíng pure "stock markets," expectations
ate paramount. Without divergent expectations, vdthout"buUs"
and "bears,"such markets evidently could not exist. It is impor-
tant to understand that the notorious volatility of Stock Ex-
change prices is, in the first place, due to the ease with which in a
pure stock market it is possible to more from one side of the
market to the other, to be a buyer in the morning anda seller in
the afternoon, or vice versa ir one holds stock. In the potato
market, by contrast, most participants are firmlywedded to one
side, being either producers or consumers, while only the mer-
chants, holding stocks, are able to change sides.

In the second place, short-run stability of the potato market
has to be sustained by "a given taste for potatoes" on the one
hand and stability of agricultura1 technology, area of acreage,
and wage rates on the other, while the markets for securitiesate
sustained byno suda forcessince there isno cost ofproduction or
consumer demand for them. Here stabilityis not inconceivable.
But it is impossible for expectations about a certain evént at a
future date to remain constant while this date is moving nearer.
The daily flow of the news wiUaffect some of the divergent
expectations. Some bulls wiUturn bears of vice versa. This, as
Professor Shaclde has shown with suda vigour, is the major
reason for the wen-known volatility of asset markets.

Austrian economists, face to face with these facts, llave to ask
what they imply. Their first implication, in our view, is that we
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should abandon all concern with a "dynamic equilibrium" in the
: sense ofa state of affairs in which aUexpectations are consistent.
! Such a state of affairs is not merely an unrealistic assumption to

make, it is (literally) "humanly impossíble." A market economy
without asset markets cannot exist, and all asset markets have the
attributes we described. Even the assertion of a "tendency" to-
wards such a state of affairs has to be qualified by adding that it ís
one among others.

The second implication of these facts is that, though they
destroy such notions as the "steady state equilibrium" of neodas-
sical growth theory, the), permit us to see what use might be
made of the notion of market-day equilibrium in asset markets.
This is a matter that should be of great interest to Austrian
economists as devoted exponents of the market process.

The market, of course, cannot make divergent expectations
converge any more than it can forecast the unknowable future.
What it does accomplish, however, is remarkable enough: it
imparts to an aggregate of subjective, divergent, expectations
what we might call a measure of"social objectivity" by striking a
balance of them. It divides bulls and bears into two equal halves,
thus producing a "balance." The price reflecting this balance is
the market-day equilibñum price. The shareholder, actual of
potential, who finds this price in the list leams something that
must be ofinterest to hito: how the market asa whole "changed
its mind" between yesterday and today, whether bulls turned
bear of rice versa. This need not move him to change his own
expectation, of course, but it enables hito to pit his own view
against "the market view." An asset market equilibrium resting
on divergent expectations thus has its uses. Of course, owing to
the volatility of expectations, it cannot last. Tomorrow will see a
new balance of expectations and a new equilibrium price. This is
how the market process operates in the asset markets, which are
such essential organs of the market economy.

A final implicaon of the volatility of asset markets, though
obvious to any observer of the scene and well known even to
novelists, has been strangely neglected by economists. The daily
fluctuations of asset prices, an ever/day feature of life in a
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market economy, mean capital gains and losses to asset holders
and cause a daily redistribution of wealth. In fact, it is hardly an
exaggeration to say that the mode of distribution of wealth in a
market economy is largely, though not solely, the cumulaáve
effect of the capital gains made and losses suffered in the past.
This should be a sobeñng thought to aU those who contemplate
other forms of the redistribution of wealth, e.g., by taxation, and
in particular to those who ate ready "to accept the market
economy but only after a redistñbution of the existing wealth."
As long as asset markets ate open, the process of redistribuon
ofwealth must continue. Ifthe govemment redistñbutes wealth
at the end of September, the mode ofits distribution in October
will not last. By November, the market wíll have modified it, by
December even more so. This process is a prominent feature of
the market economy, an inevitable concomitant of the market
process, and ultimately a consequence of the divergence of ex-
pectations.

III

To acting man time is no continuum. The future is uncertain,
the past alone known, or at least knowable. "We cannot have
expeñence ofactuality at two distinct'moments'. The moment of
actuality, the moment in being, 'the present', is solitary. Ex-
tended time, beyond the moment, appears in th_is light, asa
figment, a product of thought. "8As time is continuously flowing
across the threshold of the present, itis undergoing a change of
quality. With regard to our knowledge, then, time is
heterogeneous, compñsing the unknowable and the knowable.
Hence Amtrian economists, compened by their commitment to
subjectivism to view aU problems in the perspective of the actor,
cannot but look askance at aUtheoñes employing the mathemat-
ical noÜon of time asa continuum and will cast a suspicious eye
on expressions such as dY/dL To acfing man, time mear___ssome-
thing different.

All our knowledge belongs to the past. It is therefore, in
prínciple, possible to dassify all items of knowl¢dge by a time
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index of their acquisiÜon, and this, of course, is what historians
of science are doing. But the relaÜonships among various items
of knowledge ma), assume vañous forros, and mete dating may
tell us little about what we want to know.

To simple minds, all knowledge presently acquired is additíve
to prior knowledge. Mankind is piling up an ever-growing store
of knowledge, a veritable treasure house of the mind from which

= not a single ítem is ever removed. Austrían economists, put on
their guard by their experience in the theory of capital, know
that ir may not be so: some old knowledge is rendered obsolete
by new knowledge. The intertemporal relationship between
ítems of knowledge may be subsÚtutive, not addiÚve. Of ir may
be complementary, where the new knowledge enhances the
compass of the old and opens new fields for the combined
application of both.

In our "kaleidic" society, the obsolescence of old knowledge is
a fact of fundamental importance. Its consequences are ubiqui-
tous. Even where technical progress is slow, our knowledge of
the market, i.e., other actors, is soon out of date. Time cannot
elapse without changes in the constellaUon of knowledge ac-
companied by capital gains and losses.

Austrian economists, laying stress on the coordinating func-
tion of the market, face a problem here: If the market coordi-
nates existíng knowledge, what happens when knowledge
changes while the process is taking place, when people acquire
knowledge of which it is possible that tomorrow it may have
become obsolete? Leaving this question open, we must now tum
to looking at the problem of time and knowledge in a different
perspective.

Similarly, as is the case with B6hm-Bawerk's structure of pro-
duction, we may look at the relationship between various items
of kJmwledge either diachronically or synchronically. The first
we llave already done, and conduded that the intertemporal
relation between items of knowledge ma), be additive, substitu-
tire, or complementary. But the same, of course, applies syn-
chronically.

In a market economy, the plans of competing firms may be



8 New Directiom in Austrian Economics

inconsistent. The sarne applíes to the innovations introduced to
serve the implementation of the plans. Where these are additive,
however, timas will soon learn them from each other. Where
they ate complementary, profitable arrangements for theirjoint
exploitaUon will be made in the usual way. But where they are
substimdve, the plato of competing timas derive additional
doses of inconsistency from this very fact. The market as the
final arbiter wiU determine which of these innovatiom survíve

and become part of the social body of technical knowledge.
From the Austrian point of view, the 6me aspect as well as the

relevance of consumers' wants to the economíc significance of
new lmowledge need emphasis. Not aUtechnical change is tech-
nical progress. At the moment at which new knowledge becomt_
available, nobody can tell ex ante which of the itetm of which it b
composed will expost make for economic success. Only years of
experience in the workshops and in the market can tea that. We
must not treat as social fact what, at the moment at which the
relevant decisions llave to be taken, carmot be more than subjec-
tire opinion.

The relevance of all this to current discussions on the "social

tate of return to investment in informafion," alleged to be in
excess of the "private tate," is obvious enough. We might add
that our argument wiUalso cast new iight on "product differen-
ation," so often described asa monopolistic device ptacUsed by
wily producers on ah unmspecting public. Can anybody imagine
how the ah-planes, gtamophones, or fountain pero of 60 years
ago could have evolved hato their present-day tdaapes without
continuom product differenUation? Time has more aspects of
economic relevance than ate dreamt of in neoda_ical theory.

/V

The last SOyears saw the ascent of macroeconomics and a
tempotary ecpse of Austrian though¿ What attitude should
Austrian economists adopt toda), towards macroecono_m_i_¢
aggregates? We spoke above of skeptiásm engendered by a
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distrust of aUformalizations of economic experience which do
not havean identifiable source in the mínd of aneconomic actor.

] But a more positive attitude is called for. Austrian economistsmust attempt, wherever possible, to impart a measure of subjec-
tivism to the products of macroeconomic thought.

We may note that Austrian aversion does not pertain to these
aggregates as such. Austrian economists, after aH,di'ddiscussthe
balance of payments of the Habsburg Empire. It pertains to the
construction of an economic model in which these aggregates
move, undergo change, and influence each other in accordance
with lawswhich are devoid of any visiblereference to individual
choice. Like the bodies of a planetary system, each aggregate is
affected bychanges in other aggregates, but never, it appears, by
changes taking place within itself. It is this conception of the
mode of relationships among aggregates, rather than the exis-
tence of the aggregates themselves, which defies subjectivism.

At fa'st sight it seems futile to attempt to change this state of
affairs by splitting large aggregates into smaHeraggregates. But
where it ispossible to show that movements of the smaHeraggre-
gates are responsive to changes which constitute effects of indi-
vidual choices, while the movements of the larger aggregate ate
not, such ah attempt might be promising.

In PricesandProduction, ProfessorHayek rejects the Fisherian
notion of the pñce level and substimtes the pñce levels of capital
goods and consumption goods for it. One might thinkthatone is
as macroeconomic as the other. But the whole point of the
operation comists in the fact that the two price levels are tied to
the saving-comumption decisions of income eamers, while the
Fisherian price level is not.

Such an evolution towards subjectivismby means of the dis-
aggregadon of macroaggregates has actually taken place in the
theory of money over the last 60 years. It cannot surprise us that
the textbook industry has ignored it. It is perhaps moreremark-
able that economic thinkers, even some who took a prominent
part in it, appear to be unaware of it. But it is surprising indeed
that Austrian economists, of aU people, should llave taken no
notice of"this further step in the consistent applicaáon of sub-
jectivism."




