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markets by Chamberlin (1933) and Robinson (1933). The models of Chamberlin and Robin-
son integrate product differentiation into the neoclassical framework, but like Marshall, they
also show that in equilibrium, all economic probts are competed away and Prms earn only
normal propts.

In the imperfectly competitive markets described by Chamberlin and Robinson, there
seems to be little incentive to introduce a differentiated product, because it yields the brm
the same competitive return that is available in a perfectly competitive market. Not only do
Prms have little to gain by introducing differentiated products within this framework, any
advantage gained by the brm that undertakes the expense of differentiating its products is
shared with competing bPrms. If brm A differentiates its product to make it different from
prm BOs product, Prm AQs product is just a differentiated from brm BOs as brm BOs produci
is from brm AOs. Apparently, Prm A is worse off by the expense it undertook to differentiate
its product? This conclusion follows if the differentiated product is just different, as the
literature suggests, but it does not follow if the differentiated product is an improvement over
existing products.

A major oversight in this line of reasoning is the assumption that differentiated products
are just different, not better. In fact, Prms gain a competitive advantage by improving their
products, not just making them different. The literature frames this issue by arguing that a
disadvantage of imperfectly competitive markets is that in equilibrium Prms are producing
at higher than minimum average total cost, but this may be more than offset by the greater
product variety offered to consumers. There is a trade-off between lower cost and greater
product variety. This analysis completely misses the larger economic role of product differ-
entiation. Firms are not just trying to make their products different, they are trying to make
them better, and more appealing to consumers. Product differentiation is a mechanism that
produces economic progress.

As noted above, a product that is just different but not better conveys many of the same
benebpts to competitors as it does to the differentiating Prm, and puts the differentiating Prm
at a cost disadvantage equal to the cost of differentiating product from others on the market.
Introducing a better product gives the brm a real competitive advantage and increases the
demand forits products relative to its competitors. Through the creation of improved products,
product differentiation is one mechanism by which Prms generate economic progress. Product
differentiation is an important competitive strategy for Prms in competitive markets, the
Marshallian assumption of product homogeneity notwithstanding, which leads to increased
levels of consumer welfare. The main benebpt of product differentiation is not more choice
for consumers, although that is a benebpt, but rather is the introduction of better products that
drive economic progress.

2 One might argue that in a competitive industry (as debned by Marshall) with many brms, product dif-
ferentiation can move the brm from a situation of pure competition into one of monopolistic competition,
allowing some transitory probt by creating a less than perfectly elastic demand curve. This would explain
how a competitive industry, as depicted by Marshall, could transition into an imperfectly competitive one, as
depicted by Chamberlin and Robinson, but the end result is still one in which all Prms earn normal probts,
and it still appears that in the end the brm that does the best is the one that does not undertake any product
differentiation but after the process works itself out Pnds itself with a product equally differentiated from
others because all of its competitors have differentiated their products. Even if some brms have products that
are Omore differentiatedO than others, the long-run result is still normal probts for all Prms, whether they are
in purely competitive industries or monopolistically competitive industries.

3 See Shaffer (2005) for a recent example of an analysis of product differentiation that depicts the only
advantage of differentiation as the greater variety available to consumers. This is consistent with the treatment
of product differentiation in microeconomics textbooks since the models of Chamberlin and Robinson.
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This advantage of product differentiation may be difbcult to spot if one looks at the real
world at any pointin time. Consider, for example, all the different characteristics and features
of automobiles, often apparently playing to the tastes of consumers, Galbraith (1958) would
argue, rather than implementing any genuine improvement in the product. But of course
things would appear this way at any point in time, because differentiated characteristics
that consumers did not view as improvements would vanish from products, while those that
consumers did view as improvements would be adopted by others in the market. At any
point in time, quality differences among products would appear to be small, because lower-
quality products and features would disappear from the market, being displaced by those
with improved quality. Looking again at the automobile market, it is clear that over time
all these minor innovations have added up to a substantial improvement in the product. The
differences in characteristics between a new automobile and one ten (or twenty or thirty)
years old are substantial and obvious. Over time, product differentiation is the engine of
economic progress.

Some goods are so differentiated that they may represent a whole new category of goods
(Personal computers? Cellular telephones? Digital cameras?). Yet the mechanism behind
these innovations is the same. People who run bPrms look for ways to improve their products
to make them more desirable to purchasers. Their primary goal is not to minimize average
total cost, although keeping costs in check is always a desirable management goal. It is to
create products that give consumers more utility than products from competing sellers.

4. Equilibrium versus progress

Thinking about this in a production function framework, where Q is output and K and L are
inputs, so = f(K,L), the neoclassical theory of the brm has managers choosing the optimal
levels of K and L to minimize the cost of producing a given output with a given technology
and given inputs. The characteristics of the output Q are given, and Q is the same for all Prms
in a competitive industry, and the production function f is given to the PrmOs managers. The
characteristics of inputs K and L are also given, so the manager has a choice only over the
quantities of K and L.

A more entrepreneurial vision of the Prm shows that these managerial decisions are a
minor part of what decision-makers in bPrms determine. Most signibcantly, they are always
looking for ways to change the characteristics of Q to make their output more appealing
to consumers. They are also looking for new production methods to cut costs or make it
cost-effective to add features to a product that were not economically feasible under older
technologies, and they are looking for new inputs that can be more effective in the production
process. K and L are not homogeneous, and different types of capital goods, and workers
with different sets of skills, could be used in a new production process to produce new, better,
cheaper products.

If the current production function is @ f(K,L), entrepreneurs are looking for ways to
differentiate their products, to replace Q with QO, they are looking for more cost-effective
factors of production KO and LO, and for improved production processes g to replace the

4 The literature almost always assumes that OimprovementsO imply higher qualities of inputs: better capital
equipment and increased human capital. However, much progress can be attributed to adopting production
processes that use lower-quality inputs. For example, if a Prm can simplify production processes so that
workers with lower skills can be used, it can save on labor costs. Similarly, simpler and less expensive capital

equipment can also lower costs.
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to act on such markets in disequilibrium, reallocating resources to more efpcient uses. But
these Kirznerian entrepreneurs are not returning the economy to an equilibrium, they are
keeping resources efpciently employed as the economy moves along a continually changing
path of economic progress.

7. Can the invisible hand lose its grasp?

Taking an approach to economics focused on equilibrium, it would seem that the question
posed in the heading of this section would be answered by addressing the stability of gen-
eral equilibrium. Yet in an evolving and entrepreneurial economy the issue is not whether
an equilibrium is stable, but whether economic forces in an economy are robust enough to
allow economic agents to keep pace with changing economic conditions. Schumpeterian en-
trepreneurs are continually disrupting the established order, and Kirznerian entrepreneurs are
continually trying to adjust the allocation of resources to ref3ect the newly-created conditions.
The question is whether the Kirznerian entrepreneurs can keep up with the Schumpeterian en-
trepreneurs! Schumpeter (1939) frames the issue in this wayNminus the reference to Kirzner
of courseNand attributes business cycles to the disruptions caused by entrepreneurial inno-
vations.

In modern macroeconomic models it is fashionable to depict such disruptions as OshocksO
that suddenly disequilibrate the economy. In reality, such disruptions tend to be introduced
gradually into an economy, allowing Kirznerian entrepreneurs to adjust their plans to keep
resources allocated efbciently as the disruption works its way through the economy. As
automobiles displaced horses and wagonsNand eventually streetcars and locomotivesN
entrepreneurs could see the trends and reallocate resources to accommodate them. Autos
did not displace horse-drawn vehicles overnight, but rather over a period of decades, and
although some industries shrank or disappeared as others grew, market forces were able to
marshal the specibc knowledge of time and place that each economic actor possessed to keep
resources allocated efbciently through the transition. People in some industries could see
probt opportunities, encouraging them to expand and attracting new entrants, while those
in other industries could see probts shrinking or disappearing, signaling them to reallocate
resources. A similar story could be told about computers replacing typewriters and cell phones
replacing wired phone services.

A better example of a shock would be something like the 1973 OPEC oil embargo, but
even there, the shock registered itself as a price change that induced changes in behavior that
occurred over a period of time. Higher gasoline expenditures meant lower expenditures on
other goods, but the effect was spread throughout the economy. Meanwhile, although there
was an increase in the demand for more fuel-efpcient automobiles and a decline in the demand
for gas guzzlers, that impact was also gradual as newer more fuel-efpcient cars replaced the
existing Reet. General Motors did not suddenly go out of business, displaced by Toyota, a
manufacturer of more fuel-efpcient automobiles. Rather, market signals produced a shift in
the product mix of all automobile manufacturers. OPEC is a government-backed cartel, of
course, but even in this case, a shock to the market opened entrepreneurial opportunities in
some areas atthe same time that it disrupted other markets. The question is whether Kirznerian
entrepreneurs can act quickly enough to maintain an efpcient allocation of resources as the
economy adjusts along its continually-changing trajectory.

Hayek (1945) argues that the market system provides an effective mechanism for coor-
dinating the decentralized economic knowledge held by everyone in the economy, and if
markets are allowed to function without impediment, resources will be allocated efbciently.
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This does not suggest that disruptions will cause no economic dislocations. On the contrary,
when people have made investments in anticipation of one set of economic conditions and
when the future brings a different set of conditions, some readjustment will be necessary,
and readjustment will take time and will not be costless. That readjustment is initiated by
Kirznerian entrepreneurship.

Impediments to market exchange will slowNor perhaps even stopNthe readjustment
process. As Smith (1776: 17) noted, the division of labor is limited by the extent of the
market, and some impediments to exchange will be transaction costs such as transportation
costs, communication costs, or informational barriers. Entrepreneurs have an incentive to
lower those barriers, and indeed, much entrepreneurship has been devoted to lowering these
costs and increasing the extent of the market, which facilitates exchange and the division of
labor. Other impediments to exchange will be induced by government policies.

Regulations Px into place a particular response to a particular problem, and even if the
response is in some sense optimal when it is initiated, it limits the ways in which markets
can respond to future problems. For example, U.S. government regulations imposing auto-
mobile safety standards prevent the importation of some fuel-efbcient automobiles used in
other parts of the world, so safety regulations have the unintentional consequence of limit-
ing entrepreneurial responses to changes in fuel costs. Government monetary policies can
cause even greater impediments to adjustment, as Garrison (2001) notes, updating HayekOs
business cycle theory. In this case, the price signals necessary for the market to coordinate
peopleds economic activities are distorted, sending noisy or even incorrect signals to poten-
tial entrepreneurs. The ability of Kirznerian entrepreneurship to adjust to the disruption is
compromised.

A robust economy is one that allows Kirznerian entrepreneurshipNthat adjusts peopleOs
economic activities to the effects of market disruptionsNto act rapidly to offset those disrup-
tions. If disruptions create dislocations more rapidly than Kirznerian entrepreneurs can adjust
to them, the economy will not be robust, resources will be inefpciently allocated, and the
invisible hand can lose its grasp. This might happen either from an increase in disruptionsb
or one very large disruptionNor from impediments to the entrepreneurial actions that adjust
to disruptions.

When automobiles displaced horses and wagons early in the twentieth century (in the
United States), new industries were created as others were destroyed (or severely weakened
because of declining demand), but no major economic problems were created as a result
because as resources left horse-related industries, entrepreneurs were able to re-employ them
in other industries, creating an increasing standard of living as the adjustment occurred. In
contrast, as improvements in agricultural productivity reduced the resource requirements
for food production, government agricultural policies discouraged people from leaving the
industry, creating inefbciencies and ever more elaborate government programs to mitigate the
effects of earlier government programs. Similarly, government interference in the economy
during the 1930sNin monetary policy, the banking sector, tariff policy, regulatory policies,
and through transfer programsNreduced entrepreneurial incentives and altered the market-
driven signals of the price system so that entrepreneurial adjustment was unable to keep pace
with disruptions in the economy. The invisible hand was losing its grasp.

8. Conclusion

Adam Smith did not describe the invisible hand as a mechanism that holds the economy near
an equilibrium, or pulls a disequilibrated economy toward equilibrium. Rather, he depicted
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