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Introduction

Prices are essential to the operation of markets. The prices that businesses
ask for their products determine how much customers will buy. The prices
offered for labor, land and capital goods determine both the allocation of
resources among various uses and the distribution of income among society.
Proper pricing is vital to a firm’s profitability; pricing too high or too low can
be fatal to an otherwise profitable business. Moreover, prices convey infor-
mation; they signal the relative scarcity or abundance of many thousands of
goods. It is unimaginable that a complex world economy could function
without the work performed by prices (see Hayek, 1948).

Because of its primacy to markets, price formation has been a central
concern of economists since the inception of their science. The labor theory
of value as expounded by Adam Smith, David Ricardo and others attempted
to explain why the prices of some goods are high and others are low. The
inadequacies of the labor theory of value, and its replacement by marginal
analysis, revolutionized the theory of price. Marginal analysis reversed cau-
sation between the prices of consumers’ goods and producers’ goods. In the
labor theory, the value of labor determined the price of beaver; in the mar-
ginal theory, the prices of beaver pelts determine the wage of the trapper. The
ultimate arbiter of wages and rents is the prices of consumers’ goods and the
prices of consumers’ goods depend on the relative marginal utilities of the
goods. If an additional unit of a good, such as diamonds, has a high value to
the consumer, it commands a high price in the market; a good for which an
additional unit has a low value to the consumer, such as water, commands a
low price. Not only did marginal theory reverse the direction of causation, it
brought the pricing of land, labor and capital goods under a single principle,
now known as the marginal productivity principle.

The marginal revolution substantially improved the theory of price, but subse-
quent developments in economics unduly narrowed the scope of the theory.
The increasing attention paid to competitive equilibrium, particularly in the
post-Second World War period, relegated actual market prices, as opposed to
their hypothetical counterparts in equilibrium, to a secondary place in econom-
ics. Economists could say a great deal about the way producers and consumers
would react to given prices, but they could say very little about the way prices
were formed and adjusted. This is most evident in general equilibrium theory.
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Stability analysis

The existence proofs of a general equilibrium depend, inter alia, on producers
and consumers maximizing their particular functions with respect to ‘given’
prices. ‘Given’, in this context, means that there is a single market price for
each good, and that no one can change any price. Even if we accept, for the
sake of argument, that given prices make sense for an equilibrium state, they
create a problem for explaining how prices might adjust. If no one can
change prices, how can they reach their equilibrium values?

General equilibrium got around this problem with the fictional device of an
economy-wide auctioneer. This deus ex machina of economic theory called
out a price for each good in the market, took buy and sell orders, calculated
excess demand, and raised or lowered price according to whether excess
demand was positive or negative. The primary question of price adjustment
was whether prices would converge to their equilibrium values. This line of
inquiry was known as stability analysis (see Arrow and Hahn, 1971, pp. 22,
322). Stability analysis had several pronounced shortcomings, the most nota-
ble of which was that price adjustment was not undertaken by buyers and
sellers in the pursuit of their own self-interest. The fundamental motivating
force of economic theory was absent from the theory of price formation.
Stability analysis had an air of unreality about it; it seemed almost impossible
to anchor the theory to the operations of actual markets (see High, 1990, pp.
23-6).

Search theory

Economic theory experienced a self-acknowledged ‘crisis’ in the 1970s. The
crisis was precipitated by the appearance of ‘stagflation’, and the subsequent
realization that macroeconomics was not integrated with microeconomics.
General equilibrium theory was singled out for some heavy criticism, mainly
because it ignored the problems of unemployed resources and inflation. One
prominent economist even referred to general equilibrium theory as science
fiction (see Clower, 1975).

Providing microeconomic foundations for macroeconomics became a promi-
nent theoretical enterprise in the 1970s, and one of these foundations, search
theory, looked like it might provide a more realistic theory of price adjust-
ment. Search theory dropped the assumption of perfect competition. It al-
lowed sellers to set their own prices, which would normally result in a price
distribution for each good. Buyers would then search over the distribution in
order to find more advantageous prices at which to trade. They would con-
tinue their search until the marginal costs and benefits of search were equal.
Search theory had the advantages of allowing traders to set their prices and of
incorporating self-interest into the search process (see Stigler, 1961; Alchian,
1970).
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Nevertheless, search theory never really developed into a realistic explana-
tion of price formation. The main obstacle to this seems to have been the
postulate of a random distribution of prices over which agents searched. A
random distribution was required in order for price searchers to calculate
their marginal costs and benefits, but the kinds of knowledge required for
randomness were inconsistent with the way in which markets provide infor-
mation. Consider a worker searching over a group of employers for a higher
wage offer. In order for the distribution of wages facing the worker to be
random, she would have to know which wages were being offered, but she
could not know which firm was offering which wage. Markets do not nor-
mally disperse information this way. Usually workers will learn of a wage
offer and the company offering it at the same time, in which case the distribu-
tion of wages is not random (see High, 1983—4).

Austrian theory
Price adjustments in a market economy are set within a larger framework of
institutions that have evolved over a long historical period. The most impor-
tant of these institutions are money, monetary calculation, the division of
labor and specialized traders. Menger first pointed out that an increasing
- division of labor and the evolution of money are mutually reinforcing devel-
opments in economic life. As more and more people specialize in production,
it becomes increasingly difficult for each person to exchange what he has
produced for what he wants to consume. Indirect exchange immediately
helps to alleviate this problem, and ultimately leads to the acceptance of
commonly accepted media of exchange, or money (Menger, 1892).

At the same time that economies develop the use of money, they also
develop specialized markets for various goods. The same people who spe-
cialize in the production of, say, jewelry or clothing or foodstuffs will be-
come specialists in exchanging these goods. They will establish trading posts
and they will be alert to the prices at which these goods will exchange for
money. The terms on which specialized producers will be willing to ex-
change depend on their past experience with market conditions for their
products. Thus, from the beginning stages of markets, specialized knowledge
of trading conditions is built into prices. Division of labor is accompanied by
division of knowledge about supply and demand conditions in various mar-
kets. Already we can see how misleading it is to assume that a fictional
auctioneer randomly calls out prices, or to assume that a price distribution is
stable. These theoretical constructions ignore the experience and judgement
that are built into market prices.

The emergence of money will facilitate a more minute and complex divi-
sion of labor, for two reasons. First, money makes it much less costly to
exchange specialized products. Second, money makes possible profit and
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loss calculations. Specialized producers can purchase raw materials and trans-
form them into products that are exchanged for money. The amounts of
money expended on production can be compared with the amounts of money
received in revenues. Producers can calculate whether it has been advanta-
geous for them to engage in their particular forms of production and market-
ing.

As specialized production becomes more minute and complex; so does the
knowledge necessary to carry out exchange. Producers, or specialists whom
the producers hire, will familiarize themselves, not only with market condi-
tions on the revenue side of the ledger, but with market conditions on the cost
side as well. In deciding how much to offer for additional material or work-
ers, the producer will carefully estimate the prospective revenues from such
purchases. Thus wage and price offers in resource markets also reflect the
seasoned judgement and experience of specialized traders (Mises, 1949, pp.
207-20).

There are two other elements of the market process that contribute to the
judgement and experience that go into price formation. The first is the profit
motive. Profit and loss calculations not only make it possible for a producer
to tell whether he is using resources to advantage, they also give him an
incentive to do so. If he offers too much or too little to hire labor, or if he
prices his product too high or too low, the producer forgoes potential profit or
perhaps even suffers loss. The second element that contributes to sound
judgement in pricing is the selection process of profit and loss. Those who are
skilled at estimating which products to manufacture, which resources to use
and which prices to offer will prosper; their firms will succeed and the sphere
of their influence will widen. Those who are poorer judges will struggle and
perhaps fail; their firms will not grow and their judgement will be restricted
to a relatively narrow sphere. Thus those who have relatively greater ability
to judge market conditions, and hence to form accurate price estimates, will
have relatively more influence in markets (Mises, 1952, especially p. 123).

Within this context of market institutions, it is possible to isolate pricing
decisions and to study how prices will change under various assumptions.
For example, the economist can assume that all producers of the same prod-
uct charge the same price, but that the price is below its market-clearing
level. Under these circumstances, producers are likely to discover that they
can increase profitability by raising price, thus moving it towards its market-
clearing level. Or the economist can assume that different producers charge
different prices, even for the same good, and examine the likely movement of
prices in this situation. With price dispersion, the self-interest of traders will
generally, but not always, move prices towards their market-clearing levels.
For examples of this kind of analysis, see Rothbard (1962, pp. 11218, 123-
33); Kirzner (1963, chapter 7) and High (1990, pp. 134-67). For a rigorous
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mathematical examination of the conditions under which prices will defi-
nitely converge to an equilibrium, see Fisher (1983).

These kinds of exercises have analytical value. They are a definite im-
provement upon traditional stability analysis, where the assumption of per-
fect competition precludes traders from changing prices. In the Austrian
analysis, price formation is endogenous to the market process; price move-
ment is the result of self-interest. Austrian analysis is also an improvement on
search theory; the assumptions about what traders know and can be expected
to learn are much more realistic in Austrian theory. The analysis is not
constrained by the postulate of a random distribution of prices. Finally, the
Austrian theory of price adjustment shows how unlikely it is that market
prices will be at their equilibrivm levels. The assumptions that must hold in
order to prove convergence are so stringent that only a fantastic leap of faith
could bring us to believe that the market is usually in a state of general
equilibrium. The theory of price adjustment is important in its own right: it is
not a handmaiden to equilibrium theory. A cogent explanation of price adjust-
ment is, in fact, the core of any realistic theory of the market as a process.

See also:
Chapter 25: Prices and knowledge; Chapter 20: Supply and demand; Chapter 4: Market proc-
ess; Chapter 21: Profit and loss

Bibliography

Alchian, Armen A. (1970), ‘Information Costs, Pricing, and Resource Unemployment’, re-
printed in Edmund S. Phelps (ed.), Microeconomic Foundations of Employment and Inflation
Theory, New York: W.W. Norton.

Arrow, Kenneth and Frank Hahn (1971), General Competitive Analysis, San Francisco: Holden
Day.

Clower, Robert (1975), ‘Reflections on the Keynesian Perplex’, Zeitschrift fiir Nationalékonomie,
3s.

Fisher, Franklin (1983), Disequilibrium Foundations of Equilibrium Economics, Cambridge:
Cambridge University Press.

Hayek, Friedrich von (1948), ‘The Use of Knowledge in Society’, reprinted in Individualism
and Economic Order, Chicago: Henry Regnery.

High, Jack (1983—4), ‘Knowledge, Maximizing and Conjecture: A Critical Analysis of Search
Theory’, Journal of Post Keynesian Economics, winter.

High, Jack (1990), Maximizing, Action, and Market Adjustment, Munich: Philosophia Verlag.

Kirzner, Israel (1963), Market Theory and The Price System, Princeton: Van Nostrand.

Menger, Carl (1892), ‘On the Origin of Money’, Economic Journal, June.

Mises, Ludwig von (1949), Human Action, New Haven: Yale University Press.

Mises, Ludwig von (1952), ‘Profit and Loss’, in Planning for Freedom, South Holland, IL:
Libertarian Press.

Rothbard, Murray N. (1962), Man. Economy, and State, Princeton: Van Nostrand.

Stigler, George J. (1961), ‘The Economics of Information’, reprinted in The Organization of
Industry, Homewood, IL: Richard D. Irwin, 1968.



The Elgar Companion to
Austrian Economics

HBY3
“EY3
444

Edited by

Peter J. Boettke

Department of Economics I

New York University, US 3\
. e A N

Edward Elgar





