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CHAPTER IV

Entrepreneurial Profit®

The first three chapters laid the foundation upon which rests all
that is to follow. As a first fruit we arrive at an explanation of entrepre-
neurial profit,and indeed so easily and naturally that in order to keep
this chapter short and simple I prefer to put some more difficult dis-
cussions , which really belong here,in the next chapter, where all the
knotty problems may be dealt with as a whole.

Entrepreneurial profit is a surplus over costs. From the stand point
of the entrepreneur,it is the difference between receipts and outlay in a
business ,as we have already been told by a long line of economists. Su-
perficial as this definition is, it is sufficient as a starting point. By
“outlay” we understand all the disbursements which the entrepreneur
must make directly or indirectly in production. To this must be added
an appropriate wage for labor performed by the entrepreneur,an appropri-
ate rent for any land which may chance to belong to him,and finally a
premium for risk. On the other hand I do not insist here that interest on
capital should be excluded from these costs. In practice it is included in

them , either visibly or,if the capital belongs to the entrepreneur himself,

@ The most important theories of profits may be characterised by the fol-
lowing terms: friction theory, wages theory, risk theory, differential rent theory. I
refer to the discussion of them in Wesen, bk, III, and shall not here enter into a
critique of them. For history of the doctrine see Pierstorff and Mataja. At the same
time J. B. Clark , whose theory is nearest to mine, may be cited here; cf. his Essen-
tials of Economic Theory.
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by the same accounting method as wages for his personal work or rent
for his own land. This may suffice for the moment, all the more so
since many theorists put interest on capital in the same category with
wages and rent. I now leave it to the reader’ s discretion in this chap-
ter either to neglect the existence of interest on capital ,in the sense of
our interpretation,or to recognise it,in the sense of any theory of in-
terest whatsoever, as a third “static” ranch of income and to include it
in business costs. Its nature and its origin do not concern us here in
any case.

Upon this definition of outlays it may appear doubtful whether
there is any surplus at all as against costs. To prove that there is a sur-
plus is therefore our first task. Our solution may be expressed briefly ; in
the circular flow the total receipts of a business-abstracting from monopo-
ly-are just big enough to cover outlays. In it there are only producers who
neither make profits nor suffer losses and whose income is sufficiently
characterized by the phrase “wages of management. ” And since the
new combinations which are carried out if there is “development” are
necessarily more advantageous than the old, total receipts must in this
case be greater than total costs.

In honor of Lauderdale,®who was the first to deal with our prob-
lem, I shall begin with the improvement of the productive process and
indeed with the time-honored example of the power-loom, which is
also commended by the fact that it has been subjected to a searching
analysis by B hm-Bawerk. @Very many ff not most of the achieve-
ments of the leaders of modem economic life are of this kind; in par-
ticular the new era of the eighteenth and nineteenth centuries exhibits
efforts in this direction. It is true that in this period we find the sever-
al functions which are to be distinguished in the process of introducing

@ Inquiry into the Nature and Origin of Public Wealth. It is true that he had
an altogether different object in view,viz. the explanation of interest.
@ In his Capital and Interest,VII,3.
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improvements in production even less separated than to-day. Men of
the Arkwright type invented and at the same time put their inventions
into Practice. They had not our modem credit system at their disposal.
However,I hope I have taken the reader so far that I may make use of
our analytic tools in their purest form without further explanations and
repetitions.

The matter then appears as follows. If anyone in an economie
system in which the textile industry produces only with hand labor
sees the possibility of founding a business which uses power-
looms , feels equal to the task of overcoming all the innumerable dif-
ficulties, and has made the final decision, then he, first of all,
needs purchasing power. He borrows it from a bank and creates his
business. It is absolutely immaterial whether he constructs the pow-
er-looms himself or has them constructed by another firm according
to his directions in order to confine himself to employing them. If a
worker with such a loom is now in a position to produce six times as
much as a hand-worker in a day, it is obvious that given three condi-
tions the business must yield a surplus over costs,a difference between
receipts and outlay. First, the price of the product must not fall when
the new supplyQappears, or else not fall to such an extent that the
greater product per worker brings no greater receipts now than the
smaller product obtainable by hand labor did before. Secondly, the
costs of the power-loom per day must either remain below the daily
wages of the five workers dispensed with or else below the sum which
remains after allowing for the possible fall in the price of the product
and deducting the wage of the one worker required. The third condition
supplements the other two. These two cover wages of the workers who at-

tend to the looms,and wages and rent which go in payment for the looms.

@ Here we depart from Lauderdale’ s example in order to remain true to

our whole conception of the process and at the same time to reality.
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So far I have taken the case in which these wages and rents are simply
those which ruled before the entrepreneur hit upon his plan. If his de-
mand is relatively small we can rest content with this. OIf not, howev-
er,then the prices of the services of labor and land rise because of the
new demand. For the other textile businesses at first continue working
and the necessary means of production need not be withdrawn directly
from them,but from industry in general. This happens by means of an
advance in prices. And therefore the businessman, who must anticipate
and estimate the rise in prices in the market for production goods
which follows his appearance , may not simply include the former wa-
ges and rents in his calculation,but must add an appropriate amount,
so that yet a third item must be deducted. Only if the receipts exceed
outlays after allowing for all three sets of changes is there a surplus o-
ver costs.

These three conditions have been fulfilled innumerable times in
practice. This proves the possibility of a surplus over costs. @ However,
they are obviously not always fulfilled, and when they are not,and the
fact is foreseen,the new business is not organised; if this fact is not fore-
seen no surplus results but rather a loss. If the conditions are fulfilled,
however,the surplus realised is ipso facto a net profit. For the looms pro-
duce a greater physical product than the services of labor and land con-
tained in them could produce by the previous method, although in the
case of constant prices of production goods and products this latter method

@ This would be the case of completely free competition, to the concept of
which it is necessary that no firm be strong enough perceptibly to influence prices
by its own action on supply and demand.

@ It should be noticed that in this statement there is not an appeal to the
reality of a phenomenon yet to be explained,of the kind found respecting the fact
of interest in many representatives of the productivity theory. For the rest, further

substantiation comes later.
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would also enable production to be carried on without loss. Further-
more , the looms are obviously available at cost to our entrepreneur-we
neglect the possibility of patenting as being intelligible without further
consideration. Hence there arises a difference between receipts, which
are determined according to the prices which were equilibrium , that is
cost, prices when hand labor alone was being used,and outlays , which
are now essentially smaller per unit of product than for other busines-
ses. And this difference need not be annihilated by the price changes
brought about by the appearance of the individual in question on the
demand and the supply side. This is so dear that we may forego a more
rigorous formulation at this point.

But now comes the second act of the drama. The spell is broken
and new businesses are continually arising under the impulse of the al-
luring profit. A complete reorganisation of the industry occurs, with its
increases in production,its competitive struggle,its supersession of ob-
solete businesses, its possible dismissal of workers, and so forth. We
shall consider this process more closely later. Only one thing interests
us here: the final result must be a new equilibrium position,in which,
with new data,the law of cost again rules,so that now the prices of the
products are again equal to the wages and rents of the services of labor
and land which are embodied in the looms plus the wages and rents of
the services of labor and land which must still cooperate with the looms
in order that the product may come into existence. The incentive to pro-
duce more and more products will not cease before this condition is ar-
rived at,nor before price falls as a result of the growing supply.

Consequently , the surplus of the entrepreneur in question and of
his immediate followers disappears. ®Not at once, it is true,but as a
rule only after a longer or shorter period of progressive diminution. @

Nevertheless ,the surplus is realised, it constitutes under given conditions

@ Cf. Bshm-Bawerk , loc. cit. ,p. 174.
@ However, for the sake of simplicity of exposition we confine the process

in general to one economic period
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a definite amount of net returns even though only temporary. Now to
whom does it fall? Obviously to the individuals who introduced the
looms into the circular flow,not to the mere inventors, but also not to
the mere producers or users of them. Those who produce them to order
will only receive their cost price,those who employ them according to
instructions will buy them so dearly at first that they will hardly re-
ceive any profit. The profit will fall to those individuals whose achieve-
ment it is to introduce the looms , whether they produce and use them,
or whether they only produce or only use them. In our example the
chief importance attaches to employment,but that is not essential. The
introduction is achieved by founding new businesses, whether for pro-
duction or for employment or for both. What have the individuals un-
der consideration contributed to this? Only the will and the action:
not concrete goods, for they bought these-either from others or from
themselves ; not the purchasing power with which they bought , for they
borrowed this -from others or, if we also take account of acquisition in
earlier periods, from themselves. And what have they done? They have
not accumulated any kind of goods, they have created no original
means of production,but have employed existing means of production
differently , more appropriately , more advantageously. They have “car-
ried out new combinations. ” They are entrepreneurs. And their profit,
the surplus, to which no liability corresponds, is an entrepreneurial
profit.

Just as the introduction of looms is a special case of the introduction
of machinery in general ,so the introduction of machinery is a special case

of all changes in the productive process in the widest sense,the aim of
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