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Introduction 

Orthodox public goods theory and its corollary-the standard economic 
justification for government intervention-have both been based on 
particular definitions of efficiency and optimality. According to the ortho- 
dox approach, if a market is not operating "efficiently," some sort of gov- 
ernment intervention to correct the inefficiency may be warranted. But this 
view of efficiency is derived directly from a neoclassical view of market 
structures and in particular from the notion of perfect competition. 

The point to be emphasized in this paper is that if one starts with a 
different view of efficiency and market optimality, an entirely different set of 
conclusions relative to government intervention can be reached. In particu- 
lar we will examine the approach to economics taken by the Austrian School 
and detail how that approach is applied to arrive at the Austrian theory of 
efficiency. In addition, we will examine how Austrians view government in- 
terventions into the market and their ultimate conclusions on the role of 
government in society. 

The Neoclassical Approach to Efficiency: An Overview1 

Before beginning a discussion of the Austrian model, a brief examination of 
the orthodox, neoclassical perspective is necessary. This examination will 
help sharpen our understanding of the major differences in both 
methodology and final policy conclusions that separate the two points of 
view. 

There are two cornerstones that provide the foundation for the tradi- 
tional discussion of efficiency. These are the concepts of Pareto optimality 
and perfect competition. 

When viewed in its most basic form, a Pareto optimum represents a 
static state of affairs within which no possible change can be made that 
would result in one person being made better off without another person 
being made worse off. This notion is important to our discussion because it 
has been adopted by most economists as the state of perfect "efficiency" in 
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economic affairs. In other words, to achieve a perfectly efficient market, all 
economic transactions in society should be such that no one is made better 
off at the expense of another. In addition, the final equilibrium should 
represent a situation where no further transactions can be made without 
violating the Paretian rule. 

It is at this point that the neoclassical notion of perfect competition 
comes into play. It can be demonstrated that the equality of marginal cost 
and price that is inherent in the perfectly competitive model is sufficient to 
insure Pareto optimality, and, therefore, "efficiency" in the market. When 
price equals marginal cost, the marginal benefit received by the consumer 
(reflected by the price) equals the marginal value of the alternate uses of the 
factors that went into the production of the output (given by marginal cost). 
Under these circumstances if output were increased, the value to the 
consumer of the added product would be less than the value given up from 
other uses. On the other hand, if output were reduced the value lost would 
be greater than the value to be gained in some alternative use. In both 
instances one sector is being made better off at the expense of another. 
Hence this state, where marginal cost equals price or marginal benefit, is 
Pareto optimal and efficient, and any deviation from this equality is always 
less efficient. 

We have now reviewed the standard against which the relative efficiency 
of a market is measured and, consequently, by which the necessity of gov- 
ernment intervention into the market (to correct "inefficiency") is 
determined. From a neoclassical perspective, market inefficiency is an 
indication of "market failure" and may call for government intervention to 
make the market succeed, i.e., be efficient. Certain classic situations exist 
where, by employing these neoclassical standards, markets inherently fail, 
and the orthodox view is that intervention is necessary. For illustrative 
purposes I will briefly examine two of these: pure public goods, and the ex- 
ternalities "problem." 

Definitionally, a pure public good is one in which benefits to additional 
consumers can be provided without additional costs to the producer. The 
most commonly given example of a pure public good is national defense. 
Because the marginal cost of producing additional "defense" is assumed to 
be zero, price would have to equal zero for the market to work "efficiently" 
in a neoclassical sense. Since no one in the private market would provide 
this type of good at the "efficient" price, it is argued that the government's 
responsibility is to step in and provide such outputs. 

The second situation is the "problem" of externalities. Here costs and 
benefits external to both the buyer and the seller are being produced, and 
these externalities are not being considered when price and quantity are de- 
termined. Therefore, the real marginal cost and marginal benefit are not 
being equated and the result is "market failure." The typical solution sug- 
gested here is subsidization, taxation, or direct regulation, in order to insure 
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the efficient price-output combination. The most common example of this 
problem is pollution, where the costs incurred by a community because of 
polluted air are not considered by the firm creating the pollution. 

It should be emphasized at this point that this neoclassical notion of 
market externalities brings into play the idea of costs and benefits to society 
as a whole and the expanded concept of social efficiency. This concept is 
usually presented as being distinct from the efficient actions of individuals 
within the society. I note this for one reason-in the following discussion on 
the Austrian theory of efficiency we will see that from its perspective there 
can he no rational explanation of "efficiency" apart from the individual 
actors that make up society. 

The Methodology of Austrian Economics 

Individual valuation is the keystone of economic theory.' 
M. N. Rothhard 

The importance of the work of the Austrian School for the history of 
ideas finds perhaps its most suggestive expression in the fact that here, 
acting man-stands in the center bf economic events.l 

Ludwig M. Lachmann 

It is this consistent focus on the actions and subjective valuations of individ- 
uals that distinguishes the methodology of the Austrian School from all 
other approaches to economic theory. This approach, sometimes referred to 
as "methodological individualism" or "radical subjectivism," stems from the 
fact that Austrians see economics as a branch of the more general science of 
human action or pra~eology.~ 

To truly understand the Austrian point of view, it is necessary to un- 
derstand the concept of human action as the Austrians define it. Simply 
stated, human action is viewed as "purposeful behavi~r."~ In other words, it 
is the application of specific means to achieve desired ends. This concept of 
human action has been developed, with respect to economics, most 
thoroughly in the writings of economist Ludwig von Mises, and the notion 
might best be summed up and clarified in his words: 

No sensible proposition concerning human action can be asserted 
without reference to what the acting individuals are aiming at and what 
they consider as success or failure, as profit or loss.6 

Due to the nature of their existence all humans act and all economic 
activity is based on action. It therefore follows that Austrians see praxeol- 
ogy as the logical foundation for economic science. The question for Aus- 
trians then becomes, how does the purposive behavior of all individuals and 
the means they choose to accomplish those purposes interact in a market 
economy? As one observer put it in explaining the views of Ludwig Lach- 
mann:' 
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Economic phenomena cannot be explained unless they are related, 
either directly or indirectly, to subjective states of valuation as mani- 
fested either in choice or in expectations about the market.8 

This notion of subjective valuation and the purposes and choices of in- 
dividuals permeates every aspect of Austrian economic analysis. For ex- 
ample, the concept of cost is defined completely in terms of privately per- 
ceived foregone opportunities,9 the market rate of interest is the expression 
of the individual time preferences of the members of society,1° and as we 
shall see in detail below, efficiency is expressed in light of the success or 
failure of individual plans." 

The Austrian Theory of Efficiency'2 

A. Eficiency and the Individual. Consistent with their approach to all 
economic analysis, Austrians begin their discussion of efficiency by first fo- 
cusing on the individual. The problem then becomes, what constitutes 
efficient activity for the individual actors in society? In answering this ques- 
tion the Austrians again turn to the praxeological roots of their analysis. 
From this they conclude that efficiency must be seen in terms of the purpose- 
ful behavior of individuals, and more specifically, whether that behavior is 
consistent with attaining the purposes and goals that are being sought. To 
the Austrian economist, then, an efficient course of action would be to ap- 
ply means that are consistent with attaining the desired goal or program of 
goals. Inefficiency arises when means are chosen that are inconsistent with 
the desired goals. 

It should be made clear that the particular nature of the goals being pur- 
sued has no bearing on the analysis. These are taken as given. They are de- 
rived from the subjective valuations and preferences of each individual. It is 
not the ends whose efficiency is under question, but the means used to attain 
them. I point this out, because, very often obtaining something for the 
smallest available monetary cost or for the smallest possible input of time is 
considered "efficient." But, if these aspects are considered as part of a pro- 
gram of goals by the individual, they need not be of concern to the 
economist. For example, suppose a person set out to spend an entire after- 
noon mowing a lawn that he could possibly finish in an hour. Because it was 
part of his goal, the fact that he took the extra time could not be seen as 
inefficient. In fact, if he finished mowing the lawn in an hour in spite of the 
fact that he had planned to spend the entire afternoon, it then could be said 
that he acted inefficiently. Assuming he did not change his mind during the 
process, his methods would be inconsistent with his goals. 

To the Austrian, this notion of efficiency plays an important part in all 
economic analysis, for it is the crux of the economic problem facing the 
individual. The degree to which an individual acts efficiently will determine 
success and failure in his economic Life. (The word "success" is used in its 
subjective sense; i.e., success stems from the achievement of individually 
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determined goals and not from what any observer sees as successful.) 
B. Society and Eficiency. With the above analysis of efficiency for the 

individual in mind, we can now proceed to examine how Austrians view the 
concept of social efficiency. As with the individual, Austrians see the 
economic problem facing society t o  be that of securing efficiency. But, the 
important point to be made is that Austrians do not see societal efficiency 
apart from the efficiency of the individuals that comprise it. In other words, 
they recognize that society cannot have goals apart from those of the 
individuals within it. This notion might best be expressed in the words of 
Professor Israel Kirzner: 

Society is made up of numerous individuals. Each individual can be 
viewed as independently selecting his goal program.. .and each 
individual adopts his own course of action to achieve his goals. It is 
therefore unrealistic to speak of society as a single unit seeking to allo- 
cate resources in order to faithfully reflect "its" given hierarchy of goals. 
Society has no single mind where the goals of different individuals can 
he ranked on a single scale." 

From this Kirzner goes on t o  conclude that: 

Efficiency for a social system means the efficiency with which it permits 
its individual members to achieve their several goals." 

Given this concept of social efficiency it is easy to understand why Austrians 
generally agree that a free market is the most efficient system. With its em- 
phasis on voluntary cooperation, the market economy ensures that each 
individual is allowed to pursue his goals in the most efficient manner avail- 
able, given his knowledge of the situation. 

C. Determinants of Eficiency: Knowledge and Coordination. The key to 
economic efficiency, for both the individual and society, is knowledge. The 
extent to which an individual acts efficiently will be determined by the 
amount of knowledge he possesses regarding the appropriate means for at- 
taining his desired ends. A brief example can illustrate this point. Suppose 
Mr. Jones has established as a goal the purchase of a new car. But, because 
of extremely limited knowledge, he decides to go to a department store to 
make his purchase. It is obvious that because of ignorance, he has chosen a 
very inefficient course of action with respect to his desired goal. Through 
trial and error his knowledge will improve, and as it improves so will the 
efficiency of his actions. For example, someone in the department store may 
tell Mr. Jones that he needs to go to an automobile dealer, thus improving 
his knowledge of the situation and therefore the efficiency of his subsequent 
acts. 

Efficiency for the market as a whole is also dependent on individual 
knowledge of market conditions. In a market economy it is the mutually 
beneficial nature of voluntary exchange that allows all individuals to simul- 
taneously pursue their goals. The key to the efficient pursuit of goals in 
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society then becomes a question of coordination between buyers and sellers, 
and the extent to which this coordination exists will reflect the knowledge of 
opportunities within the market held by its participants. To have efficiency 
in an economy, there must be more than just the opportunity to exchange, 
there must be knowledge of these opportunities on the part of buyers and 
sellers. 

To illustrate this notion of coordination, let's go back to Mr. Jones' 
shopping for an automobile. Suppose he has now gained the knowledge it 
takes to realize that, in order to find a car at an acceptable price, he must go 
to various automobile dealers and make comparisons. The problem Mr. 
Jones now faces is this: he is willing to pay a maximum of $4,000 for a car 
and no dealer he knows of is willing to sell him one for that low a price. The 
fact is, though, that a dealer on the other side of town is willing to sell a new 
car for $3,500. Without the two parties knowing about each other there is 
no coordination of plans, and inefficiency arises in the market. 

For Austrians, then, it is only when all market participants have perfect 
knowledge and foresight of the availability of means, that market plans will 
be perfectly coordinated and "perfect" efficiency will exist. To the Austrian, 
this notion of perfect knowledge in a market is the distinguishing feature of 
equilibrium. According to Kirzner: 

The state of equilibrium is the state in which all actions are perfectly 
coordinated, each market participant dovetailing his decisions with 
those which he (with complete accuracy) anticipates other participants 
will make. The perfection of knowledge which defines the state of equi- 
librium ensures complete coordination of individual plans.15 

From this we can conclude that a market in equilibrium is a market working 
with perfect efficiency. 

This concept of equilibrium should not be confused with the notion of a 
perfectly competitive equilibrium and the neoclassical state of "perfect 
efficiency." The Austrian notion of perfect efficiency and market equi- 
librium sets no restrictions on market structure, the heterogeneity of prod- 
ucts, or the relationship between marginal cost of production and the price 
of the output. It is simply a situation where "all acts are coordinated," 
where there are no shortages or surpluses in the market. 

D. Ineficiency and the Coordinating Process. Now that we have ex- 
amined the concept of efficiency, we can take a closer look at inefficiencies 
in a market and the process that occurs to correct them. 

It should be apparent that a state of perfect efficiency, i.e., perfect 
knowledge, cannot be achieved completely in an economy. At any given 
point in time the available information will be scattered throughout the 
market. Some plans will be uncoordinated, and inefficiencies will arise. But, 
it is the "natural forces" in the market itself which act to correct for these 
inefficiencies. It is the market concepts of price and entrepreneurial activity 
that ensure the diffusion of knowledge and the tendency toward efficient use 
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of resources, i.e., "means," in a market economy. Simply stated, it is the 
price system that makes available the pertinent information, and the 
entrepreneur-motivated by potential profits-who takes the information 
and uses it in a manner that tends to improve efficiency. 

The price system lets it be known that inefficiencies exist through dis- 
crepancies in the price for undifferentiated goods within the market. This is 
true because, everything else being equal, people will buy at the lowest 
prices available. With perfect knowledge of all prices, the movement toward 
the lower prices and away from the higher ones would, under conditions of 
perfect efficiency, result in a uniform market price for the good. Therefore, 
price discrepancies would represent the existence of imperfect knowledge, 
i.e., inefficiency in the market. 

It should be made clear that this uniformity of price under conditions of 
perfect efficiency holds only for goods that are homogeneous in the mind of 
the consumer. For goods that are differentiated in the consumer's mind, the 
price discrepancies may simply reflect the relative values placed on the 
goods that arise from perceived differences. The point to be emphasized is 
that, contrary to the implications of the neoclassical model of perfect com- 
petition, homogeneous products are not more efficient to society than rela- 
tively heterogeneous products. The degree to which products are differen- 
tiated in an economy reflects individual desires and preferences and, as 
stated previously, the Austrian model analyzes the efficiency of the means 
used and not the ends desired. 

Under the given conditions, then, when inefficiencies (i.e., price dis- 
crepancies) occur, the opportunity for profit will present itself to the alert 
entrepreneur. As Kirzner puts it: 

A profit opportunity exists wherever a given resource or a given product 
can be bought in the market at one price and sold again for a higher 
price. [Therefore,] a possibility for profit exists wherever there is a price 
di~crepancy.'~ 

It is these opportunities for profits and the entrepreneurial activity they 
stimulate that tend to promote coordination and therefore efficiency in the 
market. 

Our previous example can be used to illustrate this point. As we recall, 
Mr. Jones is in a position where he is willing to spend $4,000 on a car and no 
dealer he knows of is willing to sell for that low a price. Let's say that the 
lowest price he's been offered is $5,000. At the same time a dealer Mr. Jones 
is not aware of is willing to sell the car for $3,500. Now a price discrepancy 
exists and, along with it, a chance for entrepreneurial profit. Into the picture 
comes Mr. Smith, a profit-seeking entrepreneur, who's always on the look- 
out for a "fast buck." Seeing the opportunity for profit, Mr. Smith buys the 
car at the lower price and sells it to Mr. Jones for $4,000. What Mr. Smith 
has effectively done is coordinate the plans of Mr. Jones and the dealer 
selling at the lower price, thus improving efficiency in the market. 
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We can conclude from this that, in a free market, inefficiencies promote 
their own corrective action. Again in the words of Israel Kirzner: 

A price discrepancy means a chance to make profits. By definition entre- 
preneurs seek profits; thus the very situation that symptomizes the need 
for a correction creates the force capable of inducing such actions. 
Moreover.. .the entrepreneurial search for profits implies a search for 
situations where resources are misallocated." 

One might protest that we have no assurance that entrepreneurs will 
recognize every inefficiency in the market or correctly perceive the ones that 
do  exist, and this is true. But the fact remains that the market will reward 
successful entrepreneurs and penalize unsuccessful ones. Therefore, "the 
market process itself.. .attracts only those most able and competent to 
direct the future course of the process."'^ As Kirzner concludes: "If the best 
entrepreneurial talent is insufficient t o  remove all misallocations, even with 
the inducement of the profit motive, then the remaining misallocations must 
simply be undetectable."19 (Kirzner uses the term "misallocation" to refer to 
a situation caused by discoordination of plans and therefore inefficiency in 
the market.lO) 

The Role of Government 

From our discussion up till now, it is clear that the neoclassical notion of 
market failure, discussed in the first section of this paper, cannot be used to 
justify government intervention in order to correct inefficiencies as defined 
from an Austrian perspective. Even though a market can never attain per- 
fect efficiency, the corrective forces which arise from the market's own 
mechanism will make it as efficient as possible. In fact, any notion of 
market failure from the Austrian perspective would have to arise, not from 
the free market, but from government interventions that would distort 
market prices and allocate resources toward ends other than those being 
pursued by market participants. 

In his book Market Theory and the Price System, Kirzner makes his 
conclusions about interference in the market perfectly clear. He states: 

Interference with the webs and forces that are woven through the 
market process limits the attempts of participants to coordinate their 
activities through an engine of remarkable efficiency -the market. The 
analysis of the market process can clarify the costs involved through 
such interference, making it possible for market participants to decide, 
through the political process, on the extent to which they are willing to 
lay aside their engine of efficiency for the sake of special purposes of 
possibly overriding importan~e.~' 

It is clear from the first part of this statement that Kirzner feels gov- 
ernment intervention into a market can never be justified on the basis of 
improving efficiency. This is both consistent with the Austrian view of 
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efficiency and generally accepted by contemporary Austrian economists. 
The second part of Kirzner's statement implies that there may be a justi- 
fication for government intervention on other then efficiency grounds; for 
"special purposes of possibly overriding importance." This leads us into the 
area of welfare economics and brings in considerations of utility and equity 
which are beyond the scope of this paper. But it should be noted that many 
Austrians feel that judgments on these concepts can never be made by so- 
ciety as a whole and can only be made by individuals. This leads to the 
conclusion that there is no justification for any form of government inter- 
ference. This view might best be summed up in the words of the noted Aus- 
trian economist Murray N. Rothbard: 

No government interference with exchannes can ever increase social 
utility.. . .whenever government forces anyone to make an exchange 
which he would not have made, this person loses in utility as a result of 
the coercion. But taxation is just such a coerced exchange.. . . Since 
some lose bv the existence of taxes, therefore, and since all government 
actions rest-on its taxing power, we deduce that: no act of government 
whatever can increase social utility." 

This may appear to be an extreme position, but it is consistent with the radi- 
cal subjectivist nature of Austrian methodology. 

The question might now arise as to how the problems in society that 
have been traditionally taken care of by government would be handled. 
What about the externalities "problem" and all the "public goods" that gov- 
ernments have traditionally provided? A full explanation of how the free 
market would take over all of the functions of government would, again, be 
beyond the scope of this paper. This subject has been covered in quite some 
detail in a number of volumes.23 But briefly, "public goods" such as roads, 
education, parks, and, in a Rothbardian system, courts and defense, would 
be services provided by the market as demand conditions warranted. The 
fact that these services could not be priced where marginal cost equals mar- 
ginal benefit would have no bearing on efficiency from an Austrian point of 
view. It also must be realized that a completely free-market economy im- 
plies a clearly defined system of property rights to all resources in society. It 
is this system of property rights that would act as the general regulator of all 
social and economic acts. To be more specific, the problem of spillovers and 
externalities would be nothing more than a problem of property rights vio- 
lation, and would be handled through the courts just as for any other act of 
aggression. 

It should be noted here that most neoclassical economists also view ex- 
ternalities, such as pollution, as a problem of unenforced property rights. 
The crucial difference is that the neoclassicist sees property rights as variable 
and to be granted, presumably by the state, on the basis of who stands to 
benefit most or to lose least from the particular rights as~ignment.~' This is 
consistent with the neoclassical notion of social efficiency mentioned in the 
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first section of this paper, the logic being that if property rights are assigned 
to the party with the most to gain or least to lose as a result of the ex- 
ternality, the net benefit to society will be increased, and social efficiency 
will be improved." 

The Austrian approach is quite different. Along with the objection to 
interpersonal cost-benefit analysis and social efficiency implied by the 
subjectivist nature of Austrian meth0dology,2~ there is a major difference in 
the Austrian view of property rights in general. It  should be clear that in 
order t o  pursue goals and make plans it is necessary to have a system of 
property rights that is clearly defined and that each individual can count on 
into his foreseeable future. Any involuntary alteration of a given property 
rights structure will necessarily interfere with plans being made by some 
owners of property with respect to the pursuit of their goals. Because of 
this, Austrians take the particular property rights system as given and 
examine the efficiency of actions within the confines of the rights arrange- 
ment. As one Austrian economist has put it: 

A property rights system lays down the rules, it defines the freedoms and 
restrictions according to which we evaluate alternatives and make -
choices, hut as such it is conceptually distinct from alternatives among 
which we choose." 

On what basis, then, do Austrians believe property rights should be as- 
signed? The answer to this might best be expressed by Prof. Rothbard. He 
states that: 

We cannot decide on. . .rights or liabilities on the basis of efficiencies or 
minimizing of costs. But if not costs or hciency, then what? The 
answer is that only ethicalprinciples can serve as criteria for our deci- 
sions. Efficiency can never serve as the basis for ethics; on the contrary, 
ethics must be the guide and touchstone for any consideration of 
efficiency." 

In other words, it is felt that the choice of a particular property rights 
structure is beyond the realm of economic science, and has no  place in 
positive discussions of efficiency. Dr. Rothbard goes on to conclude that: 

Economists will have to get used to the idea that not all of life can be 
encompassed by our own discipline. A painful lesson no doubt, but 
compensated by the knowledge that it may be good for our souls to 
realize our own limits-and, just perhaps, to learn about ethics and 
about justice.29 

Concluding Remarks 

This paper has brought to light the fact that there is more than one ap- 
proach t o  the concept of efficiency in the economic literature. Furthermore, 
depending on which theory of efficiency is adopted, one can arrive at far 
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different conclusions concerning the role of the state both in the economy 
and in society in general. 

It should be apparent that all methodologies within economics deserve 
full consideration by scholars and analysts. It is only after the alternatives 
have been considered that intelligent decisions can be made concerning the 
role economics should play in policy analysis. 
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