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Foreword

It is important rhat students be exposed to the writings of leading economists at the
carliest possible stage in their specialization. There is a knowledge and wisdom in
scholarly publications not reproducible in a textbook, no matter how high its quality.
The text, indispensable as it is in basic courses, must by its nature be thorough in its
coverage and cannot have the liveliness obtained by concentrating on a limited area.
The value of a volume of readings is indeed confirmed by the fact that this book is
currently undergoing this revision.

The readings to supplement a basic course in microeconomics should not, of course,
deal with the finer points of theory or subtle empirical analyses appropriate to more
advanced work. The aim is to show leading minds grappling with the fundamentals of
the subject. What is economics all about? How does it assess evidence and come to
conclusions? What do the basic concepts of the subject—demand, supply, and utility—
mean? How does one identify them with empirically observed magnitudes? How can
the applicability of these concepts be tested, and what uses can be made of them in
interpreting economic phenomena? Not only must the general concepts be scrutinized,
but also the ways in which they can be used for analyzing particular economic
problems, especially the structure of markets.

The editors of this book have chosen a varied menu, which yet makes up a well-
composed feast. Relatively old papers, going back even to the 1930s, mingle with
papers of the last few vears. Most of the essays are in the mainstream neoclassical
tradition, but some, such as those of Leibenstein and Williamson, represent sharply
varying views. Not all the economists listed are equally well known, but all the papers
arc of high quality. The student will learn that in a field with high standards, the
reputation of the author is not necessary for the interest and intellectual power of the
papcr.

The student will indeed sce a variety of insights into fundamentals, demand, supply,
the meaning of cconomic welfare, and its institutional realization. Although these
topics are at the foundations, our understanding is still evolving. But even at this stage
in the student’s career, he or she will lcarn about relatively new developments, about
the economic problems of the allocation of time, and about rational economic
responses to the problem of acquiring information and the presence of actors with
differing degrees of knowledge. The field, as presented in this book, is scen as
developing, not as a static body of received doctrine.

KENNETH }J. ARROW
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Introduction

Price theory, unlike Picassos, chamber music, or
girattes, 1s not to be admired for 1ts own sake. Rather,
it is something utilitarian, like hammers, screwdriv-
ers, and wrenches, that makes up, in Mrs. Joan Rob-
inson’s apposite phrase, “a box of tools.” The pur-
posc of this book is to familiarize the student with
these tools as they are used by the professional econ-
omist. This has long held true for traditional policy
issues, such as poverty and income distribution, or
the explanation of such otherwise mysterious values
as the price of caviar. In recent years, however, the
instrumental power of mucroeconomics has been
demonstrated through applications to such social
problems as crime and environmental pollution, and
to the provision of public goods and human resource
development.

The excellent response to the first two cditions,
including their translation into Italian and Spanish,
confirms our conviction that conventional textbooks,
however clearly written and thorough, can satistv but
part of the needs of economic education. Seasoned
students of economics must be thoroughly familiar
with original articles in the professional literature,
material which is all too often verv limited in its
availability. This book, therefore, tries to alleviate the
need to oblige our students to spend countless hours
in a reserve book room and restless nights under the
threat of fine for failure to return reserve books by
9 AM—for most of us a depressing reminiscence.
Moreover, to follow through on one of the major
recent applications of purc theory, developed in one
of the articles it reprints, the availability of this col-
lection reduces, for students, the deadweight costs
of travel time to and from librarics and time spent
laboring over a photocopier, rather than reading in
a comfortable easychair.

The papers reprinted in this book, as in the first
two editions, focus on logic, methodology, and ap-
plications of microeconomics. We have, for the most
part, sclected articles that emphasize conceptual rath-
er than empirical material, and articles that can be
readily understood without significant formal train-

ing in any mathematics more advanced than geom-
etry and, in a few cases, elementary calculus.

Microeconomics is that branch of economic theory
concerned with the behavior of individual house-
holds and firms in the process of constrained choice.
In working out the implications of this process, the
theory explains how scarce resources are allocated
among competing uses. There are two major sub-
divisions of microcconomics: onc which explains the
pricing of final products and another which explains
the pricing of factors of production. The first deals
with the division of output among consumers and
the division of its production between firms and in-
dustries, while the second is concerned with the dis-
tribution of income. Taken together, they constitute
the subject matter of microeconomics.

Microcconomics is sometimes called “price theo-

” because of its emphasis on how relative prices
are determined and the crucial role such prices play
in solving the problems of production and distri-
bution. So important, in fact, are relative prices in
organizing production and distribution thatan econ-
omy primarily reliant on thcm to solve thcsc prob-
lems is appr()prlatdv called a “price system.”

The theory of price is one of the most challenging
and rewarding subjects offered in a university cur-
riculum. The student, in mastering its fundamentals,
is enabled to sort out the considerations relevant to
evaluation of the vast mass of policies that affect the
allocation of resources. The papers collected in this
volume were chosen on the basis of their ability to
enable the student to learn and to apply the basic
logic of this approach.

Part 1, “The Nature and Method of Economics,”
contains a classic paper by Frank nght in whlch
the author defines the scope of economics and sets
forth the five main functions of an cconomic system.
He also provides an overview of the types of eco-
nomic organizations that have attempted to perform
these essential functions.

The second paper is an excursion into the domain
ot philosophy of social science. Milton Friedman’s
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essay on methodology explains the important dis-
tinction between positive and normative cconomics.
The author argues that unduce emphasis on the de-
scriptive “realism” of assumptions has caused ccon-
omists to neglect the reallv crucial factor in the con-
struction of good economic theory, namely, whether
the theory enables us to accurately predict how con-
sumers and producers will behave? To what extent
are the implications of the theory borne out in prac-
tice? This, of course, imphies thar anv adequate sci-
entific theory must be put inro the form of testable
(conceivably refurable) hypothescs.

Part 2, “Demand and Supplv,” covers two major
arcas in the subject matter of price theory: (1) de-
mand and utility theory and (2) supply and the the-
orv of the firm.

The second paper by Friedman suggests that the
usual conception of the demand curve does not meet
the positivist test of conceivable refutability, inas-
much as the existence of the income effect allows the
demand curve to have cither a positive or a negative
slope. Friedman, in sccking an operational tool, de-
rives a hypothetical constant real income demand
curve in which he eliminates the income effect of a
change in price. Thus, with Friedman’s characteristic
skill and ingenuity, the law of demand becomes an
operational proposition. Martin Bailev, however,
points our that Friedman’s construction docs not
take into account the overall fixity of resource supply:.
The various points along the constant real income
demand curve may not represent available alterna-
tives. Bailey, therefore, fixes the production possi-
bilitics of the community and derives a demand curve
reflecting genuinely available alternatives.

Robert Strotz’s essay analvzes the question of
whether urility is subject to measure (the notion of
“cardmnal” utility) or simple ranking (“ordinal” util-
ity). The publication of John von Neumann and Os-
kar Morgenstern’s work on game theory in 1944
resurrected measurable utility in a way that bears
little resemblance to the carlier notion of cardinal
atility. But, as Strotz argues, the new notion of mea-
surable utility rests on a superior understanding of
the meaning of measurement in which the latter is
not a property of things, but a predictive procedure.
In so doing, Strotz clears up some of the confusion
surrounding the debates of the cardinalists and or-
dinalists.

Yoram Barzel, in his contribution to the theorv of
demand, explains why the existence of an income

eftect on consumption impedes the empirical testing
of the law of demand (the proposition that “demand
curves are negativelv sloped™). Barzel shows how one
can idennfy a class of observations free of the income
effect that enables the law of demand to be directly
tested.

The testing of the law of demand is carried out
under laboratory conditions in ingenious experi-
ments constructed by John Kagel, Raymond Batta-
lio, Howard Rachlin, and Leonard Green. They were
able to demonstrate, using male albino rats as their
laboratory animals, that demand curves are nega-
tively sloped for nonhuman consumers, suggesting
that for humans, along with other animals, evolu-
tionary pressurces have induced behavioral responses
to stimuli that can be characterized as solutions to a
constrained maximizing model. This essay is repre-
sentative of the growing literature in the field of
“experimental economics.”

One of the central questions of demand theory 1s
whether tastes are capricious and differ importantly
between people or, on the contrary, are stable over
time and similar among people. George Stigler and
Gary Becker confront this question and argue that
much of the behavior used to illustrate the instability
of tastes (addiction, habitual behavior, advertising,
and fashions) can be explained by a generalized cal-
culus of utility-maximizing behavior consistent with
the assumption of stable tastes. Thus the hypothesis
of stable tastes yields more useful predictions about
observable behavior than the alternative, which as-
sumes that tastes arc capricious. This permits Stigler
and Becker to claim thar ditferences in prices or in-
comes can explain any difterences or changes in be-
havior. Richard Thaler, on the other hand, in de-
veloping a positive theory of consumer choice, argues
that traditional consumer demand theory, in certain
well-defined situations, predicts behavior that is in-
consistent with actual behavior. Thaler shows that
consumers often underweigh opportunity costs, fail
to ignore sunk costs, choose not to choose, and c¢n-
gage in search behavior that is inconsistent with the
predictions of orthodox theory. This does not mean
that the rationality assumption must be jettisoned,
but only that the orthodox economic mode! does a
poor job of predicting the behavior of average, but
rational, individual consumers. Kelvin Lancaster, in
developing a new theory of consumer choice, breaks
away from the traditional approach in which goods
are the direct objects of utilitv, and assumes instcad
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that the objects of utility are the characteristics of the
goods from which urility is derived. The goods are
mputs, and the output is a collection of character-
1stics. The Lancaster approach to consumer behavior
is rich in heuristic and predictive power.

In the second section of Part 2 the theory of supply
18 analyzed. Armen Alchian explores some recent
contributions to the theorv of firm behavior in im-
perfectly competitive markets and argues that the
utility-maximizing approach has implications consis-
tent with the available evidence regarding managerial
behavior. Louis De Alessi’s paper relies heavily on
Alchian’s approach to firm behavior in showing that
the usc of a wealth-maximizing approach gives per-
tinent predictions regarding the short-run behavior
of the firm. It also contains an examination of the
“uneconomic” regions of the production function.
Jack Hirshleifer goes deeper into the analysis of firm
behavior by examining the problem of pricing com-
modities exchanged by the various divisional orga-
nizations within a single firm and indicates the pric-
ing policies that would maximize the aggregate prof-
its of the corporation. In an extremely influential
paper, Harvey Leibenstein argues that the traditional
concern of microeconomics with allocative efficiency
is misplaced and that tvpes of efficiency other than
allocative efficiency (what Leibenstein calls “X-effi-
ciency”) are much more significant. The gains from
increasing X-efficiency might be very large compared
to gains that would be achieved by increasing allo-
cative efficiency. Oliver Williamson takes up the im-
portant question of optimum firm size by looking at
a bureaucratic theorv under the “control-loss” phe-
nomenon. Communication across successive hierar-
chical levels leads to an irreducible loss of control
over an enterprise. Since this loss of control can be
extensive, it puts a limit on firm size.

The papers in Part 3 are concerned with new de-
velopments in the theory of resource allocation. Stig-
ler’s essay in the area that has come to be called
“scarch theorv” shows that the determination of mar-
ket price involves an important problem of infor-
mation because sellers must be identified and their
prices discovered. Stigler shows that price dispersion
is the measure of ignorance in a market. Important
aspects of economic organization are illuminated
when considered from the viewpoint of the scarch
for information. In particular, the theory has been
shown to have significant implications for our un-
derstanding of investment markets and labor cco-

nomics. Just as Stigler introduced the costs of in-
tormation into traditional economic analysis, Becker
introduced the cost of time into the theoretical anal-
vsis of choice. In doing so, Becker assumes that
houscholds are producers as well as consumers, who
produce goods by combining inputs of time and
goods according to the cost-minimization rules of
standard economic theorv. Some of the intriguing
implications of this way of looking at resource al-
location are summarized in Becker’s paper. Stigler’s
theory of information is utilized by Armen Alchian
and Harold Demsctz to develop a new theory of the
firm, in which it is a device for team use of input,
to minimize the cost of collecting and collating in-
formation about heterogencous resources. This pa-
per cnables us to interpret the firm as a special class
of contracts among a group of joint inputs to a tcam
production process. The contractual structure is a
means of enhancing the efficient organization of team
production, which economizes on costs of monitor-
ing to reduce shirking. Barzel’s second paper is re-
lated to Becker’s treatment of the allocation of time.
Waiting time is a cost of establishing property rights
in a good, over and above the cost required to pro-
duce it. Barzel shows that waiting (such as queuing)
provides an additional route whereby consumers can
equate on the margin under disequilibrium condi-
tions (when the price imposed is not at the inter-
section of demand and supply). In the next paper,
Kenneth Arrow applies microeconomic theory to
help us understand racial discrimination in labor mar-
kets. He shows how utility-maximizing theories pro-
vide a reasonable account of the effect of discrimi-
natory tastes on wages and employment in the short
run, but are unsatisfactory in the long run. Adjust-
ments that would wipe out racial wage differentials
in the long run do not occur when there are consid-
erable costs of change. Arrow also suggests that dis-
crimination in labor markets is not only a reflection
of tastes but of employer perceptions of reality.
The next two papers in this book are concerned
with the general topic of contractual arrangements
and market outcomes. The first, by Steven Cheung,
introduces the notion of transaction costs and risks
to explain why different contractual arrangements are
chosen under the same system of property rights.
The sccond paper, by Donald Gordon, ventures into
the area of macroeconomics. In so doing, however,
it shows the microeconomic underpinnings of wage
rigidity and involuntary unemployment. In Gordon’s
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view, the typical auction market model (identified
with Friedman and with Robert Lucas and Leonard
Rapping) and the search model (identified with Ed-
mund Phelps) entail both logical and empirical dif-
ficulties. Gordon, on the other hand, is able to ex-
plain rigidities in terms of implicit hiring contracts,
which incorporate provisions relating to employee
security and wages. This approach is an extension of
neoclassical price theory and its maximizing postu-
lates to labor markets.

The next three papers take up the problem of
choice under uncertain information. George Aker-
lof’s article deals with the problem consumers face
when they are uncertain about product quality. Ak-
erlof makes use of the market for used cars to illus-
trate the essence of his argument. Since sellers of
used cars cannot capture the returns for good quality,
which accrue to the entire group of sellers rather than
to the individual seller, they have an incentive to
market merchandise of poor quality. Because social
and private returns differ in such markets, govern-
mental interference mav increase the welfare of all
partics. The difficulty of distinguishing good from
bad quality is inherent in many evervday business
transactions, and Akerlof’s analysis has extensions to
those economic areas where trust is important.

The kind of market in which uncertainty is present
is usually one in which insurance is common. But in
the absence of private markets for insurance against
uncertain cvents, should government provide insur-
ance? Mark Pauly’s paper argues in the negative. Pau-
lv shows that insurance against some kinds of un-
certain events may be suboptimal even if individuals
arc risk averse. Complete insurance may be inappro-
priate if its availability influences the demand for the
services insurance policies provide.

In the third paper in this section, Michael Spence
treats hiring in the job market as a type of investment
under uncertainty, analogous to purchasing a ticket
in a lottery. The wages the emplover pays to enter
the lottery depend on how he perccives it. The job
applicant can affect that perception through observ-
able characteristics, or signals, which the individual
can manipulate. Education is one important form of
signaling. Spence looks at the characteristics of a ba-
sic equilibrium signaling model. An cquilibrium re-
sults when a set of expectations is confirmed by new
data and tends to persist over time as new entrants
come into the market. A considerable varicty of mar-

ket phenomena can be viewed through the concep-
tual lens of market signaling this essay provides.

The papers in Part 4 are concerned with the con-
cepts and applications of the theory of market struc-
tures. Paul McNulty provides a thorough rehearsal
of the meaning of competition at the hands of major
figures in the history of economic thought and dis-
tinguishes between the idea of competition and that
of market structure. To McNulty, competition
should be viewed as a disequilibrium behavioral con-
cept. Perfect competition, on the other hand, in-
volves an equilibrium situation, a market structure
in which price is given and no market activity is
possible.

The paper on monopoly by Abba Lerner shows
that market power can be measured by the excess of
price over marginal cost. Lerner’s article does much
more than its title indicates. Included is a discussion
of the meaning of an “optimum” position (clarified
with the device of production and consumption in-
difference curves) that provides an introduction to
the subject of “welfare economics.” An analysis of
the behavior of multiple-plant firms, as contrasted
with the more conventional one firm—one plant mod-
el, is provided by Don Patinkin. He suggests that a
cartel model is the best approach to understanding
the forces at work in imperfectly competitive mar-
kets. In addition to its substantive content, Patinkin’s
article provides a brisk exercise in the use of the
geometry of price theory.

Harold Demsetz’s paper is an application of the
theory of competitive price to the problem of reg-
ulating public utilities. In the case where production
is characterized by large economies of scale, the com-
modity will essentially be produced by only one firm.
This has led some scholars to assert that effective
public utility regulation by the state is necessary and
desirable. Demsetz shows that the theory of natural
monopoly provides no logical basis for this outcome.
Since there can be many bidders for a utility fran-
chise, marker rivalry will lead to prices well below
that of unregulated monopoly. The discipline of the
open market place, through competitive bidding for
the utility contract, will be greater than that provided
by regulation. The paper by William Breit and Ken-
neth Elzinga utilizes indifference curves to analyze
the risk attitudes of corporate management. This en-
ables them to suggest reforms in penalties that would
most effectively deter violations of the antitrust laws.



Introduction

Xiii

William Baumol’s paper generalizes the concept of
the perfectly competitive marker to a “perfectly con-
testable market.” A contestable market is one in
which entry is absolutely free and exit is costless. It
is the potential entrants into markets who exercise
discipline over the incumbents. Entry can be pre-
vented under perfect market contestability only if the
incumbent firms (be they monopolists, ohgopollsts,
or whatever) offer consumers the benefits of perfect
competition.

The final selections in Part 5 are concerned with
general equilibrium, welfare maximization, and pub-
lic goods. Arrow’s paper provides a convenient over-
view of the issues surrounding the choice of market
versus nonmarket allocation. He provides a crisp ex-
position of the meaning of “externality” and distin-
gulshcs sharply between the notions of “increasing
returns” and “market failure.” Arrow shows that mar-
ket failure is a more general category than externality
and differs from increasing returns, which is a tech-
nological phenomenon unrelated to the mode of eco-
nomic organization. Francis Bator’s paper performs
a veritable tour de force, because in a relatively few
pages it summarizes most of welfare economics with-
in the framework of the static and stationary neo-
classical model. Its treatment of such theory is, more-
over, nonmathematical. The reader will find this a
most helpful review of almost all aspects of micro-
€CONOMICS.

The next paper in the book takes up the question
of the nature of costs and explores the famous Pi-
gouvian distinction between private and social costs.
In this classic work on the nature of social cost, Ron-
ald Coase comes to the rather surprising conclusion
that private and social costs are equal under perfect

competition. Since the manner in which our legal
system assigns liability for damages does not affect
private marginal costs of production, it has no effect
on the composition of output. Paul Samuelson’s clas-
sic paper treats private consumption goods and pub-
lic consumption goods as extreme polar cases to pro-
vide a neat geometrical treatment of the theory of
public expenditure. In the next paper, James Buchan-
an constructs a model to explain the optimal size of
membership organizations or “clubs” in which ex-
clusion is possible. Since such organizations involve
aspects of “privateness” and “publicness,” Buchan-
an’s technique helps to bridge the gap between Sam-
uelson’s polar cases of private and public goods.

The paper by Buchanan and Craig Stubblebine
rigorously defines the various forms of observed ex-
ternality: marginal and inframarginal externalities;
potentially relevant and irrelevant externalities. They
show that the mere existence of external effects can-
not support a judgment about the desirability of so-
cial intervention, because the benefits from a partic-
ular activity, net of costs, may exceed the external
costs it imposes on others. In the final paper, Harold
Hochman and James Rodgers demonstrate concep-
tually that progressive income taxation may be fully
consistent with the Pareto criterion, by postulating
the existence of benevolent interdependence among
utility functions with such interdependence. They
then attempt to use this apparatus, which describes
a rudimentary theory of charity, to explain the ob-
served pattern of redistribution through the fiscal
process. It is entirely conceivable that some redistri-
bution will make all parties to income transfers, not
just the recipients, better off.



Contents

Part 1

Nature and Method of Econoniics
Social Economic Organization, 1

FRANK H. KNIGHT

The Methodology of Positive

Economics. 14
MILTON FRIEDMAN

Payt 2

Demand and Supply
DEMAND AND UTILITY THEORY

The Marshallian Demand Curve, 35
MILTON FRIEDMAN

The Marshallian Demand Curve, 44

MARTIN ], BAILEY

Cardinal Utility, 51

ROBERT H. STROTZ

The Testability of the Law of
Demand, 60
YORAM BARZEL

Demand Curves for
Animal Consumers, 69

JOHN H. KAGEL. RAYMOND C. BATTALIO, HOWARD
C. RACHLIN, and LEONARD GREEN

De Gustibus Non Est Disputandum, 78

GEORGE [. STIGLER ind GARY S, BECKER

Toward a Positive Theorv of Consumer
Choice, 92

RICHARD THALER

A New Approach to Consumer
Theory, 105

KELVIN ] LANCASTER

SUPPLY AND THE THEORY OF
THE FIRM

The Basis of Some Recent Advances
in the Theorv of Management of the
Firm, 124

ARMEN A, ALCHIAN

The Short Run Revisited, 131

LOUILS DE ALESST

On the Economics of Transfer
Pricing, 139

JACK HIRSHILEIFER
Allocative Efficiency vs. “X-Efficiency,”
149

HARVEY LEIBENSTEIN

Hierarchical Control and Optimum
Firm Size, 164

OLIVER E. WILLIAMSON

Part 3

Recent Advances in the Theory of
Resource Allocation

INFORMATION AND TIME

The Economics of Information, 176
GEORGE . STIGLER

A Theory of the Allocation of
Time, 186

GARY §. BECKER

Production, Information Costs, and
Economic Organization, 203
ARMEN A. ALCHIAN and HAROLD DEMSETZ

A Theory of Rationing by Waiting, 218

YORAM BARZFEL

The Theory of Discrimination, 232
KENNETH J. ARROW

vii



vili

Contents

CONTRACTUAL ARRANGEMENTS
AND MARKET OUTCOMES

Transaction Costs, Risk Aversion, and
the Choice of Contractual
Arrangements, 246

STEVEN NS, CHEUNG

A Neo-Classical Theory of Keynesian
Unemplovment, 258
DONALD F. GORDON

CHOICE UNDER DIFFERENTIAL
INFORMATION

APPLICATIONS OF THE THEORY
OF MARKET STRUCTURES

Why Regulate Utilities? 344

HAROLLD DEMSELZ

Antitrust Penalties and Attitudes
Toward Risk: An Economic
Analvsis, 351

WILLIAM BREIT and KENNETH G. ELZINGA

Contestable Markets: An Uprising in
the Theory of Industry Structure, 363
WILLIAM J. BAUMOL

The Market for “Lemons™: Qualiry
Uncertainty and the Market
Mechanism, 276

GEORGE A. AKERLOF

Part 5

The Economics of Moral Hazard:
Comment, 284

MARK V. PAULY

Job Market Signaling, 289

A, MICHAEL SPENCE

Part 4

Theory of Mavket Structures

CONCEPTS OF MARKET
STRUCTURES

Economic Theory and the Meaning of
Competition, 302

PAUL J. McNULTY

The Concept of Monopoly and the
Measurement of Monopolv Power, 313
ABBA P. LERNER

Multiple-Plant Firms, Cartels, and

Imperfect Competition, 327
DON PATINKIN

General Equilibvium, Welfare,
and Allocation

The Organization of Economic Activity:
Issues Pertinent to the Choice of
Market versus Nonmarket

Allocation, 377

KENNETH J. ARROW

The Simple Analvtics of Welfare
Maximization, 389
FRANCIS M. BATOR

The Problem of Social Cost, 414

RONALD COASE

Diagrammatic Exposition of a Theory
of Public Expenditure, 441

PAUL A. SAMUELSON

An Economic Theory of Clubs, 449

JAMES M. BUCHANAN

Externality, 458

JAMES M. BUCHANAN and WILLIAM CRAIG
STUBBLEBINE

Pareto-Optimal Redistribution, 468
HAROLD M. HOCHMAN and JAMES D. RODGERS



Part 1 Nature and Method of Economics

Social Economic Organization®

FRANK H. KNIGHT

Frank H. Knight (B.A., Milligan College, 19115 B.A/M.A., University of Tennessce,
1913; Ph.D., Cornell University, 1916) was born in McLean County, Illinois, in 1885
and died in 1972. Most of his academic carcer was spent at the University of Chicago,
where he was the Morton D. Hall Distinguished Service Professor of Social Science
and Philosophy. Throughout his long career, Knight was one of the world’s leading
economists, making significant contributions to many issues of both economic theory,
including the theory of profit, and social philosophy. He is best known for Risk,
Uncertainty and Profit, a monumental study of the role of the entrepreneur in economic
life. In 1950 Knight served as president of the American Economic Association, and in
1957 was the recipient of its coveted Francis A. Walker Award, given “not more
frequently than once every five vears to the living [American] economist who in the
judgment of the awarding body has during his career made the greatest contribution to

cconomics.”

SOCIAL ECONOMIC ORGANIZATION
AND ITS FIVE PRIMARY FUNCTIONS

It is somewhat unusual to begin the treatment of
a subject with a warning against attaching too much
importance to it; but in the case of economics, such
an injunction is quite as much needed as explanation
and emphasis of the importance 1t really has. It is
characteristic of the age in which we live to think
too much in terms of cconomics, to see things too
predominantly in their economic aspect; and this 1s
especially true of the American people. There is no

*Reprinted from The Economic Organization by Frank H. Knight by
permission of Ethel Knight and George Stigler. Copyright 1933 by
Harper and Row, Publishers. 1951 by Frank H. Knight, pp. 3-30.

more important prerequisite to clear thinking in re-
gard to economics itself than is recognition of its
limited place among human interests at large.

Common Definitions of Economics Much
Too Broad, Though the Economic
Conception of Life Is Too Narrow

In modern usage, the term economic has come to
be used in a sense which is practically synonvmous
with intelligent or rational. This is the first and
broadest conception of the term, within which we
have to find by narrowing it down progressively, a
definition which will describe the actual subject-
matter of the science of political economy. It is in
accord with good linguistic usage to think and speak

1
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of the whole problem of living as one of economy,
the economical use of time, energy, etc.—vesource of
every sort. Many definitions of economics found in
text books fall into this error of including virrually
all intelligent behavior. One writer has actually given
as his definition of economics the “science of rational
activity.” Others find its subject marter is “man’s ac-
tivity in making a living,” or “the ordinary business
of life.” Such definitions come too near to saving
that economics is the science of things generally, of
cverything that men are for practical reasons inter-
ested in. Such a definition is useless and misleading.
It is necessary to devote a lirtle time to making clear
the restrictions which mark off the modestly limited
domain of economic science within the inclusive
sphere of knowledge as a whole.

In the first place, it should be understood that
economizing, even in this broad sense of rational
activity, or the intelligent use of given means in
achieving given ends, does not include all human
interests, and thar the kind of knowledge on which
such activity rests does not exhaust the field of human
knowledge. It is, as we have said, one of the errors,
not to say vices, of an age in which the progress of
natural science and the triumphs of its application to
lite have engrossed men’s attention, to look upon life
too cxclusively under this aspect of scientific ratio-
nality. It is requisite to a proper orientation to eco-
nomic science itself as well as necessary to a sound
philosophyv of life, to sce clearly that life must be
morce than economics, or rational conduct, or the
intelligent accurate manipulation of materials and use
of power in achicving results. Such a view is too
narrow. It implies thar the results to be achieved are
to be taken for granted, whereas in fact the results
themselves are often quite as much in question as the
means and procedures for achieving results. Living
intelligently includes more than the intelligent use of
means in realizing ends; it is fullv as important to
sclect the ends intelligently, for intelligent action di-
rected toward wrong ends only makes evil greater
and more certain. One must have intelligent tastes,
and intelligent opinions on many things which do
not directly relate to conduct at all. Not only are the
objectives of action in fact a practical problem, as
well as the means of achievement, but intelligent
discussion of the means cannot be separated from
the discussion of the ends.

Living is an art: and art is more than a matter of

a scientific technique, and the richness and value of
life are largely bound up in the “more.” Inits reaction
from the futility of medievalism and mystical spec-
ulation, the modern Western world has gone far to
the other extreme. It loses much of the value of life
through neglect of the imponderables and incom-
mensurables, and gets into a false conception of the
character of social and individual problems. Our
thinking about life-values runs too much in terms of
material prerequisites and costs. It is an exaggeration
which may be useful to say that economic goods as
a class are predominantly “necessary” rather than tru-
ly valuable. The importance of economic provision
is chiefly that of a prerequisite to the enjovment of
the frec goods of the world, the beauty of the natural
scene, the intercourse of friends in “aimless” cama-
raderie, the appreciation and creation of art, discov-
ery of truth and communion with one’s own inner
being and the Nature of Things. Civilization should
look forward to a day when the material product of
industrial activity shall become rather its by-product,
and its primary significance shall be that of a sphere
for creative self-expression and the development of
a higher type of individual and of human fellowship.
It ought to be the first aim of economic policy to
reduce the importance of economic policy in life as
a whole. So it ought to be the highest objective in
the study of economics to hasten the day when the
study and the practice of economy will recede into
the background of men’s thoughts, when food and
shelter, and all provision for physical needs, can be
taken for granted without serious thought, when
“production” and “consumption” and “distribution”
shall cease from troubling and pass below the thresh-
old of consciousness and the cffort and planning of
the mass of mankind may be mainly devoted to prob-
lems of beauty, truth, right human relations and cul-
tural growth.

The Actual Subject Matter of Economics

What is discussed in the science of economics in-
cludes a relatively small fraction of the economic side
of life taken in the broad sense. It has nothing to do
with the concrete processes of producing or distrib-
uting goods, or using goods to satisfy wants. The
study of these matters comes under the head of tech-
nology, including engineering, business manage-
ment, and home economics. Economics deals with
the social organization of economic activity. In prac-
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tice its scope 1s much narrower still; there are many
wavs in which cconomic activity may be socially or-
gamzcd but the predominant’ method in modern
nations 1s the price system, or free enterprise. Con-
sequently it is the structure and working of the svs-
tem of free enterprise which constitutes the principal
topic of discussion in a treatise on ¢conomics.

The Meaning of Organization

Evervone is familiar with the idea of division of
labor—by which is really meant specialization of la-
bor—and many economists have taken it as their
point of departure in expounding the science of eco-
nomics. This was the procedure of Adam Smith, for
example, whose book, The Wealth of Nations, pub-
lished in the vear 1776, ranks as the first modern
treatisc On ccONOMICS.

Modern economic society is often u)mpargd with
a living body or “organism” and the comparison is
certainly suggestive. The essential similarity and the
fundamental idea for our purposc is precisely that of
division of labor or specialization. But the expression
“division” of labor, does not tell us enough. The idea
is rather division into ditferent kinds of labor. A num-
ber of men hoeing in a field or nailing shingles on a
roof exemplity “division™ of labor, but not organi-
zation. The problems of organization arise only when
diffevent things ave being done, in the furtherance of
acommon end, and in definite relations to each other,
i.c., in coordination. A single man in raising a crop
or building a house shows division of labor in an-
other sense, since he does many different things, but
this is not vet organization in the sense with which
we are concerned. The human body shows organi-
zation i the true sense, since the various “organs”
not only perform different functions, but must all
act in a substantially continuous manner and in prop-
er adjustment to cach other. Again, organization
must be distinguished from cooperation; it involves
cooperation, but more. If a group of men lift a stonc
which is too heavy for one to move alone, thev co-
operate, and increase their power by cooperation;
their action is cooperative, but they are not orga-
nized, since they are all doing the same thmg

It is obvious cnough that the cconomic or living-
making activities of the modern world are very elab-
orately organized. We need not pause to comment
on the number of persons who have contributed,
and in what different ways, in supplving the wants

of the humblest citizen todav. The authoritics of the
federal census prepare a catalogue or classification of
occupations which lists many thousands of these eco-
nomic functions for the working population of the
United States alone and which vet makes no pretense
of distinguishing all specialized functions. For in-
stance, farm laborers are classed together though dif-
ferent individuals work at the production of a wide
variety of crops. It is evident also that the accom-
plishment of the ultimate purpose of it all, the pro-
vision for the needs and desires of the people, de-
pends upon these various operations being carried
on with a fair degree of continuity and tolerable
coordination. The problem of organization, which
sets the problem of economic science, deals with the
concrete means or mechanism for dividing the gen-
eral function of making a living for the people into
parts and bringing about the performance of these
parts in due proportion and harmony.

More specifically, it is a problem of the social ma-
chinery for accomplishing five fairly distinct functions.
Every system of organization must perform these
tasks, and it is its success or failure in discharging
these functions which determines its value as a sys-
tem. Back of the study of economics is the practical
need of making the organization better, and we can
hope for success in this task only if we proceed to it
intelligently, which is to say on the basis of an un-
derstanding of the nature of the work which a system
of organization has to perform, and of the alterna-
tives open in the way of possible types of organi-
zation machinery.

THE FIVE MAIN FUNCTIONS OF AN
ECONOMIC SYSTEM

The general task of organizing the economic ac-
tivity of society may be divided into a number of
fundamental functions. These are in fact very much
inter-connected and overlapping, but the distinction
is useful as an aid to discussing the existing cconomic
order both descriptively and critically, its structure
as well as its workings. These functions fall into a
more or less logical sequence. The first is to decide
whatr is to be done, that is, what goods and services
are to be produced, and in what proportions. It is
the function of setting standards, of cstablishing a
social scale of values, or the function of social choice;
the second is the function of organizing production,
in the narrow sense, of getting done the things setrled
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upon as most worth doing; third 1s distribution, the
apportioning ot the product among the members of
society; the fourth is really a group of functions hav-
ing to do with mamtaining and improving the social
structure, or promoting social progress.

1. The Function of Fixing Standards;
The Notion of Efficiency

In a world where organizations were absent, where
cach individual carried on his life activities in isola-

tion and independence of all others, the matter of

standards would be simplv a matter of individual
choice. But when the production of wealth is so-
cialized, there has to be a social decision as to the
relative importance of difterent uses of productive
power, as to which wants arc¢ to be satisfied and
which left unsatisticd or to what extent any one is
to be satisfied at the expense of any other. In the case
of an individual, choice need be made only among
his own wants; bur in a social system, the wants of
different individuals also come into conflict. As far
as this is a quantitarive question merely, of how far
the wants of one are to be gratified at the expense
of the wants of another, or left ungratified in favor
of another, the problem is one of distribution, and
will be noticed under another heading (the third
tunction). Bur to a large and increasing extent,
society finds it necessary or advisable further to
regulate the individual’s regulation of his own want-
satisfaction, to enforce a community standard of liv-
ing. As a matter of fact. these two problems are
closely interlaced, the question of whose wants and
that of which wants arc o be given preference, and
in what measure. It 1s important to obscrve that they
are largely the same question. The difference in the
“amount” consumed by different persons is not
mainly a ditterence in the amounts of the same com-
modmu, different persons consume different things,
which are quantitatively compared only through the
agency of the value scale itself. Nevertheless there
scems to be amplc ]usrmumon for a logical separation
of the questions of what is to be produced trom that
of who is to get the product, and tor discussing

scparately the relations berween the two phases of

organization.

A point of fundamental importance in connection
with the question of standards is that of the origin
or ultimate source ot wants. The svstem of social
organization does more than reduce individual values
to a common denominator or scale of cquivalence.

In large part the individual wants themsclves are cre-
ated by social intercourse, and their character is also
largely dependent upon the form of organization of
the economic system upon which they are dependent
tor their gratification. The workings of the ecconomic
organization in this connection form a problem too
large and complex to be discussed at any length in
a small book like this one. Indeed, the subject of
wants is not only vast in scope but apparently cannot
be reduced to scientific terms, except within rather
narrow limits, falling rather in the field of art. The
scientific discussion of cconomics has to be restricted
in the main to the analysis of the organization of
want-satistaction. In the science of economics the
wants are largely taken for granted as facts of the
time and place, and the discussion of their origin and
formation is left tor the most part to the distinet
studies of social psvchology and cultural anthro-
pology.'

The problem of standards or values occupies a key
position in Economics. The practical objective of
economics, 1t must be kept in mind, is that of im-
proving the social organization and increasing its
ctficiency. There is a common misconception that it
is possible to measure or discuss ctficiency in purely
physical terms. The first principles of physics or en-
gineering science teach that this is not true, that the
term efficiency involves the idea of value, and some
measure of value as well. It is pcrhaps the most im-
portant principle of physical science that neither mat-
ter nor energy can be created or destroyed, that what-
CVCr goes into any process must come out in some
form, and hence as a mere matter of physical quan-
titv, thc efficiency of all operations would equal one
hundred per cent. The correct definition of efficiency
is the ratio, not between “output” and “input” but
between usefirl outpur and total output or input.
Hence cfficiency, even in the simplest energy trans-
formation, is mcanmglLss without a measure of
usctulness or value. In any attempt to understand
economic efficiency, the notion of value is more
obviously crucial since most economic problems are
concerned with a number of kinds both of outlay
and of return, and there is no conceivable way of
making comparisons without first reducing all the

"The deliberate creation or changing of wants tor specific commaodities
as by advertising, is 1o some extent an exeeption, but in the main such
activities nust be regarded as creating a lmon'/f/{ﬂr uj'ccrmm means of
satisfying wants rather than as changing ultimate wants.



