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THE FIRM IN DISEQUILIBRIUM: A
MARKET PROCESS VIEW OF FIRM
ORGANIZATION AND STRATEGY

Peter Lewin

ABSTRACT

When understood s an nevitable inconsistency of individual plans,
disequilibrium is not only a necessary condition Jor the existence, and
hence wzdersrm:dmg, of the market process as we know it, it is also the
glie connecting three other “Austrian” themes. In equilibrium hetero-
geneily of resources would have no strategic Significance, spectfic and
private knowledge would he much less problematic, and no profits net of
contractual rent payments would be eqrned. Iy the real world of
disequeilibrivm Sirm differences are noy @mYstery, rent is not an indication
of inefficiency or menopoly power, and there is reom to analyze, admire,
resard, and consult about suceessful business Strategy. Rent appropria-
tion comes from ownership of valuable resources. And a successful
Strategy, one that eqrng erhanced rents, is one that acquires ownership of
valuable and vax’ue~crea{£ng resources, Such strategy s dependent for i1«
SMCCERS it Siperivi vision [ oi fuck ), Something which cannoy exist in
equilibrim,
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168 PETER LEWIN

INTRODUCTION

Beonomists are at long last Siicigoe from the stage in which price competition was all
they saw. In capitalist reality ... it 15 not that kind of competition which counts but the
competition from the new commodity, the new technology, the new source of supply, the
new Lype of organizalion . .. competition which . <o slrikes ... existing firms . ., al their
foundations and their very lives. This kind of comnetition is ., much more effectiva
than the other ... and lis] ... the powerlul iever that m (he long run expands output.
(Schumpeter, 1962 [1942], p. 84)

The Firm from a Process Viewpaint

Recent work has focused attention on those aspects of the firm which might
be helpful in seeking to understand how modern business organizations arise
and function in the market process (see, e.g., the papers in Foss & Klein,
2001; Chiles, Bluedorn, & Gupta, 2007; Foss & Ishikawa, 2007; Foss, Foss,
Klein, & Klein, 2005, 2006; Roberts & Eisenhardt, 2003), This chapter seeks
to identify and further examine those aspects. An interesting, not widely
noted, feature of these contributions is that they can all be seen to derive,
directly or indirectly, from the Austrian theory of capital. Austrian capital
theory, beginning with Carl Menger, through Eugene von Béhm-Bawerk,
Ludwig von Mises, Friedrich Hayek, Ludwig Lachmann, Mu rray Rothbard,
and Israel Kirzner up to the present, presents us with a distinctive vision of
the economic process, from which mainstream economics and other areas of
research have, conseiously and unconsciously, borrowed (Lewin, 1999),
Furthermore, many current works on the theory of the firm, economic
organization, and business stralegy use ideas that bear a striking (no doubt
mostly unconscious) similarity to ideas found in the evoived Austrian
capital-theoretic approach, Placing this research in relation to its similarity
and connection to Austrian capital theory, and market process theory more
generally, may add an interesting perspective, one that will hopefully help to
further research in this area.

I bave divided these “Austrian® contributions into four related categories
which T consider sequentially below, namely, disequilibrium, heterogeneity,
knowledge, and rent.

e Disequilibrium is the key. Tt is an implication that emerges out of a
consideration of Hayek's and Lachmann’s work closelv related o
capital theory (Chiles et al., 200/; Foss et al, 2006: Foss & Ishikawa,
2007).
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 The heterogeneity of resources, explicit in Austrian capital theory. from
Menger to Lachmann, is a theme repeated frequently in modern work on
economic organization and strategrs management. Heterogeneity is
relevant only in disequilibrium.’

® Hayek’s insights into the nature of dispersed knowledge in society has
proven crucial to the development of many approaches to economic
organization. Dispersed knowledge is relevant only disequilibrium.

° Finally, the Austrians have a distinctive view of the concept of rent, a
concept much used (abused) in the theory of the firm and the strategic-
management literature, It is related to the problem of appropriation of
surplus value, which is an aspect also of value-imputation from Austrian
capital theory (first considered in detail by Friederich Wieser). There is an
important distinction between rent and profit (Lewin, 1999; Mathews,
20064, 2006b). Profits are garned only in disequilibrium,

I conclude by attempting to gather the threads into 4 summary view
drawn from these contributions.
We begin with a discussion of disequilibrium.

DISEQUILIBRIUM
The Meaning of Equilibrium

Following the work of F.A. Hayek (1937) equilibrium is here conceived as a
situation in which individual knowledge and expectations, and the actions
based on these, are compatible with the “data,” where the “daty™ [or one
individual include the actions of other individuals. Seratching the surface of
any ol the alternative definitions that could be offered indeed reveals that it
1s impossible to think of equilibrium in economics without bringing in the
perceptions of individuals (Lewin, 1999, Chapter 2; Lewin, 1997a, 1997h),

After all, we are dealing with human actions and these are determined by the

perceptions of the actors. So, in the case of the supply and demand of a
single well-defined market, the price will not be observed to change when all
individuals are fulfilling their mutually related plans to buy and sell, and
where such plans are not fulfilled we may expect these plans to be revised.

This is widely recognized, though the formal technical treatments of modern

ceonuinics are often apt o lose sight ol it. There is no doubt, however, that
Hayek’s insights have been accepted in principle and have been variously
endorsed in the literature (Lewin, 1999, pp, 17-18).
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Nevertheless, current economic approaches consider equilibrium not so
much as a state of affairs in the world, as an axiom of economic analysis, In
using equilibrium in this way, economists are really using it as a synonym
for “sauonal action,” or, more tautologically, for “pu.,..eful action,”
Individuals can be seen to be always in equilibrium if one construes the

constraints, including the tinie constraints, widely enough to explain any
action a5 & constrained maximization stbjeet to those constraints. Anv

action can be explained by reference to the fact that the individual is “doing
the best sfhe can” given the time available, the knowledge s/he has, the
physical and financial resources available, etc, This “Chicago-School
approach™ is not without its considerable payoffs in deriving many
important insights (see Becker, 1992 for a survey). It gives short shrift,
however, to an examination of the implications of the differences in
knowledge and expectations across individuals that one arguably has to
look to in explaining important and sustained differences in economic
performance or organization across firmis, Subjective values and expecta-
tions turn out to be crucial for this. If everyone knew the “true” value of
everything, if there were no room for differences in opinion, there would be
no market process as we know it. The market process must be the result of
this Hayekian disequilibrium; that is, the result of manifest, and inevitable,

differences in the perceptions, hence valuations of economic resources. Out

of these differences the trial and error process that we call competition
emerges, in which the perceptions of most are falsified, at least in part, The
question then arises; if we are in a state of perpetual disequilibrium, in which
the market process is contin ually sorting out the more from the less accurate
{prescient) perceptions, that is, if we are continually mistaken about things,
how is successful action possible at all?

The Individual Plan and the Existence of Social Institutions

The answer (Lewin, 19974, 1997b, 1999, Chapter 3), lies in unpacking the
notion of the individual plan. Examination of the epistemology of the
individual plan reveals that it must be based on three different kinds of
knowledge (see Table ) — (1) knowledge of the natural world (facts and
“laws™ of nature, the law of gravity), (2) knowledge of the social world
(people stop at red lights), and (3) knowledge of specific facts and events (his
mother is a film star, about which we can all agree; my product will be a best
seller, about which we most certainly may not agree). Many (mosat?) sncial

laws are known tacitly, knowledge about how others are going to act in
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Table 1. Action Depends on Different Type of Interrelated Knowledge.

Type of Knowledge Example Expectations Converge
to Equilibriu?
Type 1 — Natural Things are expected to fall when dropped  Yes
laws
Type 2 — Sacial laws  People stop at red lights Yes
Type 3 — Speciiic His motiier is o film siar, My product will  Ofien not
facts and events be a big seiler

various circumstances. Each individual plan is informed by these three types
of knowledge and contains some contingencies. However, the set of
contingencies imaginable is strictly limited (bounded rationality) and. in
this sense, all plans must be open-ended. The passage of time always brings
with it some new knowledge, sometimes important, sometimes trivial, and
the experience is never exictly as we imagined it would be in every detail
(O’Driscoll & Rizzo, 1996). Plans are also multilayered. We plan at many
different levels simultaneously. We plan our commute to and from work
every day, we plan our weekly appointments, and we plan for our children’s
college opportunities. Every individual has a complex and tacit structure of
plans. Obviously some plans are more likely to succeed than others. We
hardly stop to notice the success of the majority of our plans. We commute
successfully every working day, manage to meet our weekly appointments,
ete. We do notice when they are unsuccessful and we are late for work or
forget an appointment. That is a situation of plan disappointment, a
situation of disequilibrium in which the frustrated plan of one person
implies the frustration of all those plans of others which depend on it.
Clearly disequilibrium plays an important role in regulating our lives, in
reorienting our actions, so that we do not forgel the next appointment, or
leave home a little earlier in order to make the train,

That most of our “routine’’ plans do not end in disappointment is due in
no small measure to the existence of knowledge types 1 and 2, the latter
implying social institutions, designed and spontaneously evolved, that
provides a mechanism for coordinating plans. They do so by providing
shared categories, like the way we keep time; by providing common rules of
conduct, like the way we greet each other or decide who goes through a
door first; and in multiple other ways, some only dimly perceived or not
perceived at all. The market itself is an evolved social instifuiion with
evolved rules. norms, and customs governing individual behavior and so is
the business firm. These social institutions rest on shared knowledge that
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condition actions so that people tend to behave much in the way we expect
most of the time, thus ensuring that most of our plans are. indeed,
coordinated.

We cope with the complexity and change in the world by converging on
nstitutions. For example, once the arrival of a new range of products, made
possible by the developments of a new technology, has been digested, new
categories of classification tend to be developed, into which these products
are grouped. The categories emerge spontaneously out of individual
alEmpls o commuaicate the atribures of The tew producis, A good
example is the product set associated with the personal computer. A whole
range of products exist, whose inner workings remain a mystery to the vast
majority of people, but whose purposes need to be explained by way of new
categories of performance (the refresh rate on a monitor, the download
speed of a wireless connection). Shorthands develop to provide an
increasingly informed public with a way (o tailor their expectations when
choosing between products. They enhance predictability by enhancing the
interpretability of information, Of course, these relatively predictable
elements change with time and i is no accident that conscious innovation
involving product differentiation is often referred to using the phrase
“category killer,”

Equilibrium within Evolutionary Change

About some things, some specific events, however, there is no predicting,
These are the intricate specifics of each historical situation. Plans can never
be coordinated in every detail. In that sense we are never in complete
equilibrium. Nevertheless, in peaceful, lawful societies behavior is ordered.
Hayek, in his later work, spoke less of equilibrium and more of order. The
(extended) order of sociely is Lhe result of the component orders which we
call institutions, Many of them are “spontaneous orders.”’ They represent
equilibria of a sort, in that they are states of convergence around which
expectations are formed and conform. In this sense, we may say that the
social process ig composed of equilibrating and disequilibrating sub-
processes. Economic growth, the arrival of new and better products and
services and better methods of production is the result of unpredictable,
disequilibrating processes. There is no overall tendency for expectations to
cohere in these particular processes. They are “non-expectable” and thus
non-convergent,
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The degree of predictability of any event is related to the extent to which it
tends to exhibit repeatable, typical, or recognizable churacteristics. Many
routine events fall within the “very predictable” range, hence the emergence
of “routines.” However, in the realm of the innovative activities of the firm
in the market, many events fall very definitely ontside of this range. New
methods of production, new producer and consumer goods and services,
new methods of organization. all embody and depend on new knowledge to
a high degree and their emergence is intimately related to, and crucially
dependent on, a divergence of expectations, which leads o 4 varicty of
mmplicit experiments. But, for this process to be coherent these experiments
must play out within a framework of stable institutions, like the rule or law
and property rights, that coordinate the expectations of most other things,
so thal, for example, peace is maintained and contracts are honored, They
constitute the “rules of the game” as it were, even though the outcome of the
game itsell is intrinsically unpredictable, and must be for a dynamic society.
Paradoxically, those societies that are in one sense most dynamically
unstable (experience rapid add incessant change) are in another sense the
most stable (exhibit stable laws and respected property rights, and customs
and norms that condition human behavior in a predictable way). Those
societies that experience constructive change are thus those societies best
able to peacefully absorh change. This has obvious implications for the
economics of transition (for example, North, 2005),

Indeed, we may say, therefore, that predictability in one sphere is the
necessary ingredient for coping with its absence (novelty) in another sphere
(Loasby, 1994), The amazingly wide range of ever emerging products and
the persistent improvement in methods of production, are the results of a
multitude of continual experimentations that would be completely out of
place in a world of perpetual (Hayekian) equilibrium.? )

HETEROGENEITY OF RESOURCES
The Productivity of Roundabout Methods of Production

Carl Menger, the founder of the Austrian School, pointed out that
production depends crucially on time. There is a time structure to the pro-
duction process as men take the fruits of nature and fashion them into
products more useful to their purposes. The first order of goods are
consumplion goods, second and higher order goods are capital goods which
are used to make other capital goods or (ultimately) Consumption goods,
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Goods proceed from higher to lower order along a “supply chain” and
emerge with time as consumption goods. This observation is hardly novel,
Adam  Smith, for example, very clearly identifies the need for an
accumulation of resources to maintain the workers while the work was in
progress (Smith, 1776 [1962], p. 343). Production takes time. Menger »ffirms
that the “mo. " time it takes the more value will be added; but, tms 1s not
only because of natural growth, it is also, and more relevantly, because
the more time is available, the more can be learned about how to do things
mare productively and the grester the division of Tabos that can be dchisved,
This is the germ of the idea spelled out in much more detai] by Menger’s
disciple Eugene von Bohm-Bawerk in his three-volume work on Capital and
Intervest (1959) that the more “roundabout” production is, the more
productive it is likely to be. BShm-Bawerk postulates that wisely chosen
roundabout methods of production are more productive than ones of
shorter duration,

This postulate is related to the intuitive idea that a higher level of savings
leads to a higher level of sustainable consumption for the economy. A larger
accumulated fund of savings for sustaining workers over a longer period of
time allows for more productive, but more indirect (roundabout),
production methods vielding a greater consumption value. So one needs
to balance the gains in consumption value against the costs of “waiting”
longer for that value, a balance that is captured in the interest rate, which
balances impatience (or time preference) against the rewards for waiting,
For any set of known productive techniques of equal value the shortest will
be chosen; so if one is going to move to a technique which has a longer
duration, one, necessarily, will require some compensation for the
lengthening of the brocess unless waiting is irrelevant

This idea became a hallmark of the Austrian theory of capital, the arca
pf study for which the Austrian school is most renown. It is an idea that
is quite intuitive and was expressed by Bohm-Bawerk in different places in
his volumirnous work. In the process of capital accumulation. “lengthening”
Fhe production process could result in learning and thus an improvement
In technology. Capital accumulation and technological change are kept
conceptually separate in most modern economic theorizing, but this is a
relatively recent development, Clearly Adam Smith saw them as inextricably
connected as did Menger (Lewin, 2005). Bshm-Bawerk considered
the capital stock to be composed of heterogeneous items of varying
specificity that fitted into a complex mosaic of production in a4 way
]11?1 easily understood byt clearly influenced by the fruits of the division of
a00r,
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Changing Technology and the Heterogeneity of Capital

Ludwig Lachmann is the modern Austrian scholar most well known for
capital theory. He saw much to admire in BShm-Bawerk. He considered his
proposition about the productivity of roundabout methods of production to
contain an essential iusigut, one of enduring and underappreciated
relevance. But he sought to cast it in a more accessible and defensible
form. He considered the whole idea of trying to measure capital or its

1
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should think about the capital structure. Like Hayek before him, he seems to
have been much influenced by the Joseph Schumpeter’s views of the
dynamic market process. Like Schumpeter, Lachmann envisages production
45 @ process driven by the entrepreneur who forms new and continually
changing capital combinations. Within these combinations the individual
capital items (resources)® stand in complementary relationship to one
another. They are joint inputs into the achievement of a production plan in
the broadest sense. When the plan fails, in part or in whole, the entrepreneur
has to adapt by making substitutions. Thus substitutability and comple-
mentarity are not so much attributes of capital resource inputs (as in
neoclassical economics with its emphasis on equilibrium) as they are of
states of the world, Complementarity is a feature of stability, substitution is
a feature of change. Together they describe two aspects of the capital
structure (broadly understood), its resilience and its flexibility (Lachmann,
1947, 1978 [1956]).

When substitutions have to be made, the enlrepreneur must change the
capital combination in a manner constrained by the physical (technical) and
institutional constraints. Some resources will have only one use and will be
rendered useless by the change. Their value will fall to zero. These, as
explained, are completely specific resources. Most resources will have more
than one use (they are characlerized by multiple specificity). The more
adaptable a resource Lhe greater its value in alternative uses, A resource that
has to be sold for scrap in the face of change has limited uses, while a
resource that can be used in a variety of alternatives (an opera house can be
turned into a movie theater) is more resilient.

Economic progress and capital accumulation take the form of an
increasing complexity of the capital structure. This is a recasting of
Béhm-Bawerk's essential truth, Production becomes more roundabout by
becoming more complex — the capital structure comes to embody more
elements with more complex interactions. In place of, or equivalent to,
iIlCl’CﬂSil]}-_' roundaboutness. we by ve ir1r-r.r;-:!~.:jng (_‘Q;]}pf;;xj{_}'_ Though there is
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no simple way Lo measure complexity one may plausibly argue that modern
scholars will readily understand this assertion. 1 seems natural then to turn
attention to the question of how modern organizations and socicties at large
develop and cope with increasing complexity in production,

Quantity and Stricture

One might say that there exist two broad, and exclusive, approaches to
capital theory. The first, tracing from Adam Smith, but more so from Carl
Menger, may be thought of as a structural (or compositive) approach, The
second, tracing from David Ricardo (1973 [1821]). having been incorporated
into most modern economic approaches. may be thought of as a guantitative
approach (Lewin, 2005). We have suggested that the former, a legacy of the
Austrian tradition, is more relevant to an understanding of the modern
business environment.

Consider the relationship between quantities and structures. A structure
of things can be described by a list of items that stand in a certain
orientation to one another. Complex structures are composed of many items
with many possible interactions, A structure as opposed to a list (which
could be unmanageably detailed and devoid of meaning) is distinguished by
the fact that one can inler properties about the whole list from a description
or observation of just a few component (or typical) parts together with an
articulation of the principles of interaction. Quantities are formed by
aggregating commensurable items. Structures can be aggregated (quantified)
if the elements of the structure can be counted (valued) and if ther
erientation is constant, or, in other words. if substantial redundancy exists
in the siructure, so that similar principles of interaction are present in many
different parts of the structure and these remain constant, Sometimes certain
types of interaction are considered irrelevant and are ignored, while the
focus is turned to interactions at other levels. If the latter are fixed while the
former are irrelevant, agpgregation may be [lacililated. For example, il
differences between firms (their internal structures as described by the
itciuctuns of their component purisj are considered (6 be iricievant,
while the interactions between firms is considered to be describable
(hence quantifiable). as in the neoclassical case of perfect competition or
~==nopoly for example. then aggregating firms (or *“~i= estimated valucs)
“may provide a meaninglul conceptual result. However, if such interaction
is not describable. when neoclassical perfect competition or monopaly is
not o defensible or helplul descriptiown, and, by implication, the neglect ol
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intra-firm interactions is not defensible, the result will have dubious meaning
and relevuance,

By recognizing the importance of structure as a phenomencn to be
investigated in and of itsell, economists could mdeed broaden and enhance
the value of their investigations. A rich and growing literature on cconomic
orgamization itlustrates the unlimited insights to be mined. A recent example
considers the question ol interactions at various levels within structures. If
interaction patterns are such that they occur more at some levels than at
others, we may make use of the phenomenon known as modularity to gain a
better understanding of the structure — its behavior and development (see
Garud, Kumaraswamy, & Langlois, 2003 for a general treatment).
Modularity is a ubiquitous property of many types of structures like
electronic systems, biological systems, social systems (like firm hierarchies)
and, presumably. capital structures.

Modudarity as a Roundabowt Method of Production

Taking structure seriously leads to an investigation of principles involved in
understanding and designing structures. This refers to both the structure of
production itself and the structure of organization for production.
Production is a sel of activities or tasks that has to be organized
(coordinated). It should not be surprising that specific organizational
structures are related Lo the logic of specific production structures. Clearly
organizations design production. but. in a less obvious but equallv true
sense, production designs organizations (Langlois, 2002). The nature of
decision-making, information-sharing, design responsibility, etc. must
accord wiih the logic of the structure of the production for the product
being produced, The contiast between the verticaliy mtegrated production
organizations of the 1920s and the largely decentralized organizations of the
digital age has much 1o do with considerations of this nature, Modularity is
a helpful concept in this context. Much depends on what capabilities are
available already in the market and can be purchased (already modularized-
providing externai kiuowledge cconomies) and what has to be produccd
internally because new capabilities are called for. So the degree of vertical
integration may change with circumstances as these considerations vary
over time ar ! space (Langlois & Raobertson, 1995).

Modularity is implied by decomposability. A system is (wholly or
partially, nearlv) decomposabie il the inner components of the subsystem
interact exclusively {or almost exclusively) with each other and not at all







