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Abstract


The main stimulus for this paper is that despite the early recognition of the need to incorporate a functional role for entrepreneurship in economics, this functional role has been absent in the modern theory of microeconomics, which largely adheres to neo-classical general equilibrium economics.  This survey article, which focuses on the entrepreneur in economics shows that the strict assumptions underpinning mainstream economics have been limited with regards to innovation, creativity and foresight, which are essential ingredients of entrepreneurial functions. The outcomes of such misplaced and narrow views of mainstream economics puts at risk effective policy and relevant research. Tentative suggestions for research and policy are put forward in the conclusions.








1. Introduction:


The growing interest in entrepreneurship has focused on business creation in terms of education, policy, local planning and fiscal and regulatory frameworks. A considerable contribution is made by scholars from management departments and business schools. However, Kent survey (1989) on the coverage of entrepreneurship in economics principles textbooks in the 1980s, concludes that, entrepreneurship is neglected, improperly presented or partially covered. A more up to date study (Kent and Rushing, 1999) confirms these conclusions. The intention of this paper is to expose the role of the entrepreneur in economic theory and to discuss the implications for research and policy.





The ability of economics models to understand the entrepreneurial behaviour has been questioned by researches such as Gartner (1990); Teece (1990); Venkataraman (1997) and Alvarez and Barney (2000). Baumol (1995, p 17) goes on to view entrepreneurship as the “ spectre, which haunts economic models”. In strategy literature too, the debates between the rationalists and the intuitive emergent strategy scholars have recognised that economic theory fails to recognise the creative capacity of humans (minztberg, xcxcx).


 Therefore this survey paper is an attempt to trace the term entrepreneur in economic theory. Taxonomy is difficult, as, like in other disciplines, there is no sole definition of who is an entrepreneur and what delineates entrepreneurship as a field of inquiry (Gartner, 1990).  


This paper reviews the different views of entrepreneurs in terms of their functional roles, setting out with an introduction to the origin of entrepreneurship in economic thought. This is followed by a demonstration of how the strict application of the assumptions in neo-classical economics excludes any role for entrepreneurship. The functional roles are then examined in terms of opportunist, arbitrageur, innovator and bearer of uncertainty. The paper draws tentative conclusions for research, education and policy. 





2. Origins of entrepreneurship:


The French economist Jean-Baptiste Say is widely considered as the first economist to present a systematic functional role for the entrepreneur (Blaug, 1978). His starting point was the critique of the dominant hypothesis that land is the unique source of wealth, instead putting forward a view that the main source of wealth is industry including commerce and manufacturing where the essential motivation was entrepreneur’s profit. On the other hand, English classical economists such as Adam Smith and David Ricardo did not give entrepreneurship much thought although they linked the expansion in land cultivation to the increased demand for new manufacturing industries from cities (Staum, 1987).





According to Say, the entrepreneur is the missing agent in the classical economists microeconomic theory where there are three means of production; capital, labour and land. Say integrates the entrepreneur into the classical economic theory by highlighting the need for a fourth agent who can organise the other means of production, and accordingly co-ordinates both production and distribution. English classical economists, such as Ricardo, failure to recognise Say’s distinction between the owner of capital and the agent who combines the means of production (the entrepreneur) may be related to the lack of entrepreneurial tradition in England in the 19th century (Koolman, 1971). 





Other economic historians such as Higgs (1991) and Blaug (1997) argue, that the word entrepreneur was first introduced to economics literature by Richard Cantillon (1755), another French classical economist, who refers to the entrepreneur as a speculator. Cantillon studied the French traders who took the risk of buying at a certain price and selling at an uncertain price. Therefore he considered an entrepreneur as that individual who undertakes a business activity under an uncertain situation where expenditure is known, but income is uncertain. In such perspective, entrepreneurship depends essentially on the willingness of taking the risk of bankruptcy as a prime mover of market exchange (Binks and Vale, 1990).





3. Neo-classical economics:


Neo-classical general equilibrium models moved towards centre-stage in microeconomics by the end of the World War 11, as Samuelsons (1947) and Hicks (1939) revived the work of Walras (1874) and Pareto (1909). These models have heavily influenced current economic research methods especially in microeconomics text-books (van-Praag, 1999).  Although there have been considerable refinements of this mainstream paradigm, the basic framework remains intact. The neo-classical general equilibrium model rests on three main assumptions: maximising behaviour, stable preferences and market equilibrium (Becker, 1976; Hodgson, 1994). The market is seen as a collection of separate optimising individuals interacting with each other at prices exogenously determined by impersonal markets. Individual behaviour is essentially based on self interested exogenous preferences and complete and costless contracting (Bowles and Gintis, 2000). 





In mainstream economics, under some well-explored conditions1, markets tend to move towards equilibrium. Efficient markets work through ensuring the establishment of accurate price and incentive structures. Any deviation from equilibrium leads to instantaneous adjustment via the price system, the only equilibrating mechanism. Prices for both products and means of production are brought about by an imaginary auctioneer who cancels out excess supply and demand of goods. This system implies that each buyer and seller in the market adjusts his/her response to market prices instantaneously as there is no room for time lags or the influence of expectations. These instantaneous adjustments to market signals are ensured by perfect competition, perfect knowledge of technology and the absence of time lags between decisions and outcome (Lydall, 1998). These strict assumptions leave no room for a functional role of an entrepreneur besides the allocation of existing resources in the static state of equilibrium. The entrepreneur makes the choices regarding the employment of labour and other factors of production such as capital. In the circular flow, normal profit does not exist as each factor, including management, receives fixed returns according to its marginal productivity. Profit is simply defined, as Schumpeter (1934, p 128) reveals as “a surplus over costs. It is the difference between receipts and outlays in a business”.





 Understanding innovation is difficult within the neo-classical production function (Solow, 1956), as the model treated technology as a residual2. As Daneke (1998, p 103) forcibly argues “technology and the institutional processes associated with innovation and entrepreneurship have been virtual “black holes” in orthodox (neo-classical) economic theory”. Therefore this model disregards  vision and strategy that over time allows renewal and growth via competitive advantage and dynamic capabilities (see Venkataramam, 1997; Teece, 1990; Alvertz and Barney, 2000).  





The question of whether the neo-classical model of perfect information coincides with reality has been raised even by neo-classical economists  (see Boettke, 1996). Extensions to the neo-classical model have incorporated information asymmetry problems and uncertainty, usually expressed in expected utility terms, to account for the complexity of market transactions.  However, despite the acceptance by neo-classical economists that our world is filled with imperfections, misconceptions and costly transactions, they insist that the model is useful. Neo-classical economics follows a positivist methodology, where the usefulness of the model is put down to its ability to predict ( see Arestis and Sawyer, 1993; Blaug, 1980). 





A major problem in neo-classical economics is the playing down of the role of institutions as constraints on the behaviour of economic agents in the form of rules and regulations (North, 1981). The transparency of the market is perfect, while property rights are well defined, completely decentralised, and transferable at any time. In fact, within the neo-classical framework utility maximising consumers and profit maximising firms are restricted only by budgetary and technical constraints. It implies that transaction costs can be assumed to be zero





 4. The entrepreneur as opportunist: transaction cost theories


The question of whether the neo-classical model of perfect information coincides with reality has been raised by augmented neo-classical theories of transaction costs (Coase, 1973; Williamson, 1975, 1985).  Coase (1937), the founder of transaction-cost approach, portrays the firm as an island of hierarchical non-market relations surrounded by market relations. Coase makes a distinction between market transactions and transactions organized inside the firm. Neo-classical concepts of price mechanisms allocating resources are only applied within the market. However, the main problem raised by Coase concerns the internal organization of the firm. Here, Coase similar to neo-classical analysis, does not differentiate between the entrepreneur and the manager. Coase refers to the entrepreneur as the person or persons who, in a competitive market system replaces the price mechanism in allocating the resources (Coase, 1937, p 390). 





The main function of the entrepreneur is to reduce transaction costs by replacing market transactions by non-market hierarchical relations. The problem of incomplete information has influenced Coase (1937) to modify the standard neo-classical assumption of rationality, by regarding market contracts as outcome of optimisation by individuals under sets of constraints, including those that give rise to transaction costs.  Coase does not indicate the nature of these transaction costs, a task which Williamson (1975, 1985) consequently took up. Williamson attributes transaction costs to opportunism and to bounded rationality, which represent the natural behaviour of self interested individuals coping with incomplete information3. So under the state of incomplete information, the entrepreneur is considered as an opportunist who manages to internalize market transactions. As Coase (1937, p 392) puts it “the entrepreneur has to carry out his function at less cost, taking into account the fact that he may get factors of production at a lower price than the market transaction which he supersedes, because it is always possible to revert to the open market if he fails to do this”.





Adopting neo-classical methodology, transaction costs theories investigate the economic system in terms of contracts or exchange relationships. The organisational institutions that arise, result from the transaction costs of using the market and are seen as minimising transaction costs.  The policy implications of this approach are to transform the structure of the economy by the creation of firms that adopt the role of the market rather than combating the structural rigidities that might exist within the economy (Ibrahim and Galt, forthcoming 2002). This outcome results from the continued adherence of transaction costs theories to the neo-classical economics’ notion of supply and demand, and competitive equilibrium that restrict a dynamic view to the market process. Williamson for example believes that in the beginning there were markets and only as the market-mediated contracts collapse, are the transactions in question removed from the market and organised internally (Williamson, 1985, p87). 





5. The entrepreneur as arbitrageur: 


A major contribution to the theory of entrepreneurship (Kirzner 1973, 1997). defines the role of the entrepreneur as an arbitrageur who drives the process of market exchange by buying low and selling high. Therefore he defines entrepreneurs as individuals who grasp opportunities for pure entrepreneurial profit created by temporary absence of full market adjustment (Kirzner, 1997, p 690). The fundamental functional role of entrepreneurs is to maintain constant alertness to equilibrate the market. This dynamic view to the market stands in contrast to the neo-classical general equilibrium model where the variables are treated as if they exist simultaneously (Tieben and Keizer, 1997). 





Kirzner’s work on entrepreneurship is heavily influenced by Austrian economics, especially the work of Hayek (1945) and Mises (1949) who show that economic agents are characterised by ignorance.  Hayek (1945) raises the issue that the mainstream neo-classical economics does not incorporate the role of dispersed knowledge which is central in understanding coordination problems that confront social systems. As Hayek (1945. pp 77) shows “the economic problem of society is thus not merely a problem of how to allocate ‘given’ resources - if given is taken to mean given to a single mind which deliberately solves the problem set by these ‘data’. It is rather a problem of how to secure the best use of resources known to any of the members of society, for ends whose relative importance only these individuals know”. So understanding coordination problems is firmly based on the methodological stance of subjectivism as opposed to positivism and  the mathematical modelling of neo-classical economics (Mises, 1949) Therefore, to Austrian economics, what underlines economic progress is the subjective interpretation of real world that is grounded on perceptions and expectations by economic agents. Therefore, individuals behaviour is to be understood only by reference to their the knowledge, beliefs, perception and expectations (see Kirzner, 1992). 





Based on methodological subjectivism, Kirzner (1973, 1992, 1997) seeks to understand how some individuals promote their entrepreneurial talents. The key to the entrepreneurial ability to grasp new opportunities lies in “human action” to use Misses (1949) terms. Human action in a Misian sense includes “all behaviour that can not be expressed in a model of robots which operate according to maximising algorithms” Gunning (1997, 172). Kirzner builds on Mises’s human action to examine how entrepreneurs overcome the radical ambiguity in the market in terms of ‘sheer ignorance’. Since the market is usually at the state of disequilibrium, opportunities are constantly discovered and acted on. Kirzner (1973) suggests that the main task for the entrepreneur is to uncover unnoticed profit opportunities through Alertness which is an unconscious or unplanned learning process undertaken spontaneously by entrepreneurs through their interactions with other individuals in the market place.  


 


Kirzner’s definition of the entrepreneur highlights the limitations of neo-classical economics with regards to knowledge and market coordination. The continual problems of adjusting to markets suggest that neo-classical economics is left wanting. However, by concentrating on the role of arbitrageur as an agent who leads the market towards equilibrium, Kirzner downplays the role of innovation and its contribution in future capabilities and growth of firms which lie the heart of Schumpeter’s definition of the entrepreneur.





 6. The entrepreneur as innovator: 


The role of entrepreneurs has been discussed at length by Schumpeter, especially in his 1911 book:  The Theory of Economic Development (Schumpeter, 1934). His work on entrepreneurship has been extensively reviewed. “At the time of his death, a citation index shows that Joseph Schumpeter was the scholar most often cited in the whole field of economics (Samuelson, 1981, p 1).





Schumpeter accepts the Walrasian general equilibrium as the eventual result of a static market system. In this system the entrepreneur is missing, as the circular flow reproduces itself endlessly.  However, his main concern was to investigate the internal forces within the general equilibrium system that disrupt the business cycle and lead to innovation and economic development. So instead of the mere emphasis on allocation of existing resources in a state of equilibrium, Schumpeter presents the market as a dynamic process.


As he forcibly argues  “a system-any system, economic or other-that at every given point of time utilises its possibilities to the best advantage may yet in the long run be inferior to a system that does so at no given point of time, because the latter’s failure to do so may be a condition for the level or speed of long run performance” Schumpeter, (1942, p 83).





The prime role of the entrepreneur is to carry out new combinations as opposed to reorganisations of existing resources and commodities. Schumpeter (1934, pp 137) lists the different items carried out by entrepreneurs as follows: “the fundamental impulse that sets and keeps the capitalist engine in motion comes from the new consumer’s goods, the new methods of production and transportation, the new markets, and the new forms of industrial organisation that capitalist enterprise creates”. This is why Schumpeter defines an entrepreneur as the prime force behind generating new combinations that lead to discontinuity in the production process in terms of perception and realisation (Binks and Vale, 1990).  Entrepreneurs possess vision and leadership qualities which enable them to initiate ‘creative destruction’. The success of the entrepreneur depends upon intuition, the capacity of seeing things in a way which afterwards proves to be true, even though it can not be established at the moment (Schumpeter, 1943, p85). Therefore, entrepreneurship can always be understood ex post, but it can never by understood ex ante; that is to say it can not be predicted by applying the ordinary rules of inference from the pre-existing facts. Second, it shapes the whole course of subsequent events and their long run outcome as it changes the social and economic situation for good (Nelson and Winter, 1982; Dosi et al, 1988).





. The entrepreneur acquires temporary profits by being the first to introduce new combinations in production, Competition and new entry by imitators erode this  temporary profit and a new equilibrium position is reached (Bamoul, 1995). 





 Profit is the reward for entrepreneurship. However, no specific magnitude can be attributed to it. This stems from the fact that entrepreneurs provide their will and action but not concrete goods: “ 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 carried out new combinations. They are entrepreneurs. And their profit, the surplus, to which no liability corresponds, is an entrepreneurial profit” (Schumpeter 1934, p 132). Accordingly a distinction is made between the entrepreneur and both the manager and the capitalist (banker). The entrepreneur provides the vision and leadership of the organisation which differs from running the day to day activities of the firm which is usually undertaken by the manager. The entrepreneur’s main task is “deciding which objectives to pursue rather than deciding on how to pursue them” (van-Praag, 1999, p 311).


 Schumpeter also distinguishes between the entrepreneur and the capitalist.  He defines the capitalist as the supplier of capital. So if the entrepreneur raises his own capital, he would play a dual role of the entrepreneur and the capitalist. However, the functions are different. “The role of the entrepreneur is to identify arbitrage opportunities, while modern capital markets generally enable him to find a capitalist to bear the risk for him” (Evans and Jovanoviv, 1989, p 809).  However, under uncertainty, suppliers of capital try to shift the risk to the entrepreneur by taking a reserve of equity in the business in order to avoid losing their capital. So the only option opened for small businesses is to raise capital from their own resources and to be capitalists. The result is that they have to pay higher charges, than large enterprises, for external funds which might restrict the supply of potential entrepreneurs.





Schumpeter revolutionalises entrepreneurship research by focusing on the ‘ambiguity’ surrounding innovations and the endogenous growth of firms.  So if entrepreneurial innovation is difficult to copy, the main challenge for entrepreneurial research is to emphasis inimitable assets that might yield a sustained competitive advantage (Alvarez and Barney, 2000).  This task has been taken up by the contemporary resource-based or knoweldge-based approach that considers firms as a network of immobile and inimitable   resources which are combined in order to secure entrepreneurial rents (Penrose, 1959; Alvarez and Barney, 2000; Venkataraman, 1997; Wernerfelt, 1984; Barney, 1991).  These heterogeneous resources are considered as  strategic assets appropriated under imperfect factor markets. The innovative organisation exploits these resources and transforms them into high quality products through distinctive management and coordination skills. Although competitors might reduce monopoly profit for a certain product, over time an innovative strategy towards heterogenous resources and capabilities can lead to a sustained competitive advantage (Barney, 1997; Alvarez and Barney, 2000). So as Kogut and Zander (1992, p 384) put it “organisations are social communities in which individual and social expertise is transformed into economically useful products and services”.





7. Combating uncertainty, entrepreneur as decision maker: 


Frank knight’s 1921 well-known treatise: “Risk, Uncertainty and Profit” was the first attempt to systematically study the dynamics of entrepreneurship under risk and uncertainty. In doing so, he explores how risk or uncertainty could affect organisational behaviour, investment and profit decisions. Therefore, the study of entrepreneurship is firmly linked to commercial experimentation (Demsetz, 1998). 





Knight defines entrepreneurship in terms of uncertainty bearing. Entrepreneurial gain is the reward for taking decisions under uncertainty. To Knight, “ it is this true uncertainty … which gives the characteristic form of ‘enterprise’ to economic organisation as a whole and accounts for the peculiar income of the entrepreneur (Knight, 1921, p 232).   The critical point is the difference between risk and uncertainty. Risk is a random event with a known probability distribution. Uncertainty is a random event with unknown probability distribution. This distinction is absent in the neo-classical world. Neo-classical economics rules out Knight’s concept of uncertainty as rational economic agents always demonstrate consistent probability ordering (Choi, 1993) Therefore, agents appeal only to probability theory, in the form of expectations, to evaluate the future. An example of neo-classical economists dismal of uncertainty is Milton Friedman following statement: “in his seminal work, Frank Knight drew a sharp distinction between risk, as referring to events subject to a known or knowable probability distribution and uncertainty as referring to events for which it was not possible to specify numerical probabilities. I have not referred to this distinction because I do not believe it is valid. I follow L.J Savage in his view of personal probability, which denies any valid distinction along these lines. We may treat people as if they assigned numerical probabilities to every conceivable event” (Friedman, 1976, p 282). It is not surprising that Friedman does not refer to this distinction because it violates the assumption of perfect knowledge, which reveals the limitation of neo-classical economics regarding time and choice under uncertainty 





Similar to Schumpeter, Knight finds it difficult to consider the possibility of an entrepreneurial role within the strict assumptions of equilibrium economics. He rejects the notion of perfect knowledge, where each factor of production just receives its marginal product, as it does not allow for pure profit to exist. In this instance the effective role of management is static. As he puts it (Knight, 1921, p 267-68) “under conditions of perfect knowledge and certainty such functionaries would be labourers, merely performing a purely routine function, without responsibility of any sort, on a level with men engaged in a mechanical operation”.    





Knight’s distinction between risk and uncertainty reflects his view of profit. He associates the neo-classical assumption of zero profit under perfect competition with insurable risk. Only uncertainty generates profit. As he puts it “Now since risk does not preclude perfect planning, such risk can not prevent the complete realization of the tendencies of competitive forces, or give rise to profit (Knight, 1921, p 21). So by introducing uncertainty to general equilibrium, the role of the price system as an equilibrating mechanism is violated, with the entrepreneur taking up this role. So the entrepreneur co-ordinates the system by assuming responsibility for ‘hazardous’ decisions. This implies a complex task that is not restricted to achieving a goal efficiently but also includes what goal to pursue and who exercises critical judgement in the face of radical uncertainty. This entrepreneurial behaviour frustrates the neo-classical assumption of  economic rationality (Emmett, 1999, p 32). Accordingly the entrepreneur receives pure profit for taking the responsibility of her complex decision making and ensuring the owners of factors of production a certain level of contractual payments (Casson, 1982; 1990). Unlike Schumpeter, Knight did not differentiate between the entrepreneur and the capitalist. The entrepreneur has to take the burden of decision making regarding the risk of financing his venture. This stems from the fact that Knight remained sceptical of the role played by the financial markets in facilitating entrepreneurship due to the existence of moral hazards and adverse selection (LeRoy and Singell, 1987; Holmstr(m, 1982).





8. Conclusion:


This paper set out to survey the literature to trace the role of the entrepreneur in economic theory.  This is a vast area to survey and we have, of necessity, focused on influential material.  The paper adds to the body of literature in terms of its critique of mainstream equilibrium economic theory.  However, this is hardly new since equilibrium economics’ disconnection with the real world has been criticised in earlier work4.  Therefore an attempt is made to draw conclusions as they relate to entrepreneurship in terms of research and policy. 





Firstly, it is important to recognise that different conceptions of the entrepreneurial function have emerged in particular theoretical and historical contexts. For example, Say’s resource allocator emerged in response to the classical economists’ neglect of the organiser of the means of production, Schumpeter’s innovator emerged at a high point in technological development and Kirzner’s arbitrageur reflects the visibility of the trader to Austrian economists. These perspectives engender different dimensions of entrepreneurial activity which must be understood and applied in context.





Secondly, researchers and policy makers need to be very clear about the contextual dimension of entrepreneurship when undertaking research and making policy recommendations. Researchers need to be clear about sample definition and ensure that their studies are comparable in relation to context and time periods. Research conclusions must apply to the particular segment of entrepreneurial activity that has been studied. From a policy point of view the process of segmenting activities in relation to context has important implications. Traders cannot be treated in the same way as land-owning entrepreneurs or scientific innovators because their asset base, motivations and capabilities are likely to be different.





Thirdly, we need to step outside of the straitjacket of neoclassical economics in order to explore the richness of entrepreneurial activity.  A focus on imperfect knowledge, gaps in market knowledge, the existence of ambiguity and uncertainty, and the dynamics of the market, linked with an examination of the human capacity for creativity, alertness and decision making, can offer a contextual explanation of entrepreneurial behaviour. An economic explanation of opportunity recognition and exploitation can only be achieved by this integration of human ingenuity and creativity within a dynamic economic model. The enduring neoclassical assumptions of man as a rational maximising individual with the motives of a ‘beast’ do not recognise the complexity of economic processes. A multi-dimensional explanation of how scientific discovery and entrepreneurial capacity combine to produce macro or micro economic growth and development is not possible within neoclassicism. 





The neoclassical assumptions of maximising behaviour, stable preferences, self-interest, perfect competition, perfect knowledge and the absence of time lags between decisions and outcomes, create a theoretical dislocation with the complexity of economic reality.  For example, the significance of the institutional context for micro-economic coordination and change is downgraded. Also, the assumption that transaction costs are zero and time lags are non-existent means that policy formulation and implementation are disconnected (Vyakarnam and Adams, 2001). 





Fourthly, this paper has stressed the difference between the functional roles of entrepreneurs and capitalists. In essence, the capitalist invests in ventures and expects a return which is proportional to risk. The entrepreneur receives this risk capital and turns it into profit through the creative combination of inputs. This is an important distinction which needs further research.





In conclusion, neoclassical assumptions frustrate a multi-dimensional understanding of the role of entrepreneurship in economic phenomena. Research and policy must be aware of the particular dimension of entrepreneurship which is being addressed and whether their theoretical perspective complements this facet of entrepreneurship. 


 








Notes:


�  Under perfect competition economic agents are rational, given consumer tastes, resource availabilities and technological possibilities. Firms choose to maximize their profits subject to their production function. Consumers are utility maximisers, subject to their budget constraints.


2 The role of the residual has increased as the neo-classical economists try to include more factors of production, such as educated labour, to increase the robustness of the model. However, as Myant (1999, p19) points out “there is always a gap between growth in measurable outputs which, in the classic empirical study, was attributed to vague notions of advances in knowledge or reduction in the lag in their application”.


3 See Dunn (1996) for a critical review of bounded rationality and opportunism.


4 For a recent work on the disconnection of equilibrium economics with the real world see  (Blaug, 2001; Mayer, 1998, Arestis, 1996; Ibrahim and Galt,  forthcoming 2002).
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