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. Introduction *

As normally understood, strategy aims at the creation of sustained competitive advantage so
that (hopefully, long-lived) rent-streams can be earned. Although this view is conventional,

it is in no way uncontroversial or simple. What, for example, is meant by “sustained” or
“long-lived” and how are these concepts dependent upon what we assume about the market
process? Are (Ricardian, Paretian, or monopoly) rents really the only relevant category of
return— or may it also make sense to think of strategizing as aiming at reaping pure profit
through intertemporal and inter-spatial processes of entrepreneurial discovery (a la Kirzner,
1973)?

This also relates to how we conceive of the formulation and carrying out of strategies. A
strategy is essentially a set of complex multivariate choices, including resources, activities
and product market positioning. Thus, consider Rumelt, Schendel and Teece’s (1994: 9)

discussion of firm strategy:

Because of competition, firms have choices to make if they are to survive.
Those that arstrategicinclude: the selection of goals; the choice of products

and services to offer; the design and configuration of policies determining how
the firm positions itself to compete in product markets (e.g., competitive

strategy); the choice of an appropriate level of scope and diversity; and the
design of organization structure, administrative systems, and policies used to
define and coordinate work ... It is the integration (or reinforcing pattern) among

these choices that makes a set a strategy.

A basic issue is how we conceive of those choices: Are they essegtadly in what
Kirzner (1973) calls a “Robbinsian” manner, or are they best understood as being
constructedthrough the entrepreneurial alertness of strategizers?  This issue has been
forcefully raised in the context of the theory of markets by Israel Kirzner in a string of
publications (e.g., 1973, 1992) and we shall draw on his work, as well as the work of other

Austrian economists, in the ensuing pages.

More specifically, we shall concentrate on the implications for strategy research of what we
assume about the markets in which firms wish to position themselves. In this connection,

we argue that a number of important contemporary theories of firm strategy are

! Forthcoming (in a French version) in Jackie Krafft, Bue Process of CompetitioRaris: Economia, 1999.



characterized by what we call anarket theory problem(cf. Sautet, 1998). This is the
problem of attempting to represent what are disequilibrium phenomena in terms of
equilibrium. In our view, the phenomena that should be centerstage in a theory of firm
strategy, such as change, entrepreneurship, knowledge accumulation, resource-combination,
etc., are quintessentially disequilibrium phenomena. They are therefore likely to be

seriously misrepresented by an equilibrium framework.

A theory of competition explains the nature and functioning of markets. If strategizing by
firms influences market-processes and market processes influence firm strategy, any
explanation of how strategizing leads to competitive advantage merits theoretical attention
to the interrelation between both. EXxisting explanations of the firm’s competitive advantage
(resource-based, SCP or new industrial organization approaches) start from equilibrium
assumptions of competition and portray the firm as a bundle of scarce resources (Barney,
1991; Peteraf, 1993) or, alternatively, as a unitary decision-making entity (Porter, 1980,
1985). Competitive advantage derives from market imperfection due to monopolistic
restrictions on output (Porter, 1980), or from the distribution of ownership and access to
valuable resources, that yield rents to the extent that ex post or ex ante limits to competitions
prevail (Barney, 1991; Peteraf, 1993). In either case, sustained competitive advantage is
thought of as a property of equilibrium: an equilibrium exists in which firms earn a

sustainable rent-stream.

The literature on market processes, by contrast, describes competition as a process of
continuous dis-equilibrium (Menger, 1871; Schumpeter, 1912; Mises, 1949; Hayek, 1948;
Kirzner, 1973; 1992; Boettke and Prychitko, 1998), competition being driven by
entrepreneurial discovery of given, but previously undiscovered profit-opportunities
(Kirzner, 1973) and market-creation based on new entrepreneurial resource-combinations
(Schumpeter, 1912). Markets and competition become a matter of learning and discovery in
an essentially uncertain context (Kirzner, 1992). Competitive advantage fundamentally
results from the subjective perception of profit opportunities, the exploitation of
uncertainty, and the coordination of learning and knowledge. Put differently: competitive
advantage is based on subjective, individual cognition and its coordination for collective

competitive action that a given company is able to undertake undertake

We are grateful to our colleaguesRESPECTor inspiration and discussion.



Like the market-process literature, the recent literature on strategy processes deals with
subjective cognition (e.g. Hurst, Rush and White, 1989; Daft and Weick, 1984), the
coordination of partly tacit knowledge (Hayek, 1945; Nonaka and Takeuchi, 1995), the
discovery of profit opportunities (Kirzner, 1992; Ginsberg, 1994), and the entrepreneurial
creation of profit opportunities through new resource combinations (Schumpeter, 1912)
based on imagination (Schackle, 1958; Loasby, 1976; Hamel and Prahalad, 1994). These
streams of literature, however, operate at different levels of analysis and have widely
different disciplinary backgrounds. The market-process literature focuses on market-level
processes from a heterodox economics perspective, while the strategizing literature focuses
on processes leading to firm strategy from a plethora of perspectives and disciplines,
including sociology and psychology. However, we shall argue that insights from these

literatures can usefully be integrated to address the dynamics of competitive advantage.
The remainder of the paper is organized to address the following issues:

 What are the limitations of approaches to firm strategy that are rooted in equilibrium
economics, where these approaches include the resource-based, the Porter industry

analysis and the new industrial organization approaches?

* What may a market process perspective add to the analysis of strategy and competitive

advantage?

While this paper is part of a more large-scale endeavor that aims at taking steps towards a
more dynamic understanding of competitive advantage, the more limited ambition of the
present paper is to present the ground-clearing arguments why there is a need for a shift

from an equilibrium foundation to a process foundation in strategy research.

Il. Equilibrium Explanations of Competitive Advantage:
The Market Theory Problem

A. Three Equilibrium Approaches to Strategy

Three approaches are dominant among contemporary economic approaches to strategy

(content) research. These are Dhe industry analysis approaciissociated with Michael

It is customary in the strategy litetature to make a rather sharp distinction between “strategy content
research” (i.e., what is or should be the product of strategizing processesstranegy proceseesearch



Porter (1980), 2) approaches based onniéae industrial organizatiorand game-theoretic
reasoning in general (Tirole, 1988; Shapiro, 1989; ), atlde3)esource-based vigi@emsetz,
1973; Wernerfelt, 1984; Barney, 1986, 1991).

All three approaches are characterized by substantially relying on economic theory in order to
put forward new arguments, clarify terminology, interpret existing insights, criticize other
approaches, etc. More specifically, the economics in question is largely mainstream,
equilibrium economics, of either the basic UCLA-Chicago price-theory type (this is the case of
the resource-based approach), old-fashioned industrial economics (the Porter industry analysis
view) or the more fashionable new tools associated with game theory (new industrial

organization).

In the following we briefly discuss these three approaches. Our purpose is to point out that
they all suffer what we here call market theory problefnWhile the theories in question are
formulated as equilibrium theories, the phenomena that they scrutinize, namely the emergence
and sustainability of competitive advantage, can only be fully understood by a market process
approach that highlights the disequilibrium market process, and the role of differential
entrepreneurial cognition and insight in that process. The latter are highlighted in market-
process theories, but neglected in mainstream economics. Thus, theories of strategy that rests
solidly on the foundation provided by equilibrium economics are likely to neglect these issues.

This neglect is what we call “the market theory problem”.

B. The Industry Analysis Approach

In the mid nineteen-seventies, strategy scholars, such as Richard Caves and Michael Porter,
realized that the Bain/Mason structuralist approach in industrial organization (10) could be
very usefully applied to the study of firm strategies and also for deriving practical
recommandations. To Caves and Porter, basic IO concepts such as entry barriers and the
collusion such barriers may foster offered an explanation of, for example, the observed
persistence of above-normal profit. However, it was not entirely unproblematic to rely on 1O

in strategy research. For example, Bain (1959) explicitly excluded from the focus of 10 any

“... internal approach, more appropriate to the field of management science, such as could

(i.e., the process through which a strategy is actually arrived at). We shall later argue that this separation
is less watertight than it may look.



inquire how enterprises do and should behave in ordering their internal operations and would
attempt to instruct them accordingly” (p.VIHY. As this indicates, the would-be importer of

IO to the strategy field confronted a basic translation problem, deriving from the explicit
dissociation from any “internal approach, more appropriate to the field of management

science”.

Furthermore, IO was fundamentally static, did not seriously consider the diversified firm, saw
the firm as a unitary decision-maker, had an industrgther than a firm+ focus, operated

with perfect competition as the ultimate yardstick for purposes of welfare comparisons, etc.
(Scherer 1980; Porter 1981). This was much in contrast to the mainstream of the strategy
literature that from its emergence in the beginning of the 1960s saw strategy as involving
entrepreneurial action in an uncertain and hard-to-predict environment (Ansoff 1965), did not
neglect the large, diversified corporation (Chandler 1962), was very much concerned with the

internal workings of the firm (Bower, 1970), etc.

Although Porter was well aware of the problems this raised for an application of 10 to the
strategy discipline (Porter, 1981), many of the unfortunate characteristics of 10 did in fact carry
over to his industry analysis approach (Porter, 1980). An example is the black-box
conceptualization of the firm that is characteristic of older IO and which is clearly present in
his best known bookZompetitive Strateg{1980). Another one is the implicit equilibrium
orientation: the focus is implicitly on non-cooperative equilibria where firms earn rents from
their market-power because of their ability to engage in tactics designed to build and maintain

mobility and entry barriers.

With respect to the first problem, proponents of the resource-based perspective (such as
Barney, 1991) have seen the neglect of the resource and capability side of firms as a major
weakness of the Porter (1980) industry analysis approach. In contrast, they haven't criticized
the second problem, namely the underlying equilibrium orientation of the industry framework,
because the resource-based approach is itself based on equilibrium economics, as we shall see

later. For the moment, let us concentrate on the first problem.

Admittedly, it may be analytically permissible to “black box” the firm for some purposes, such
as, perhaps, understanding short-run business strategy in well-defined business environments.
This may be so, because such issues do not necessarily involve significant changes in the
firm’s stock of resources. But this procedure may block understanding in other respects, such

as explaining the direction of the firm’s diversification activities (Montgomery and Wernerfelt,



1988), the inter-firm (imitation) barriers that block the equalization of rents among firms
(Rumelt, 1984; Wernerfelt, 1984), and the growth strategies of firms (Penrose, 1959).
Understanding such issues makes it necessary to treat the resource side of firms in some detail.
However, this is arguably not fully recognized either in the next approach we consider, namely

the new industrial organization.

C. The New Industrial Organization

The upsurge in work within the new 10 took place in the beginning of the 1980s. Most
research has been concerned with game-theoretic studies of behavior and performance in
imperfectly competitive markets (Tirole, 1988; Shapiro, 1989; Schmalensee and Willig, 1989;
Saloner, 1994). More specifically, scholars specify a game among competing firms and solve
that game using the concept of Nash equilibrium or one of its refinements (such as “sub-game
perfection”). According to prominent new IO scholar, Carl Shapiro (1989), recent work in
new lO can virtually be identified with “the theory of business strategy”. Indeed, he goes as far
as asserting that “[a]t this time, game theory provides the only coherent way of logically
analyzing strategic behavior” (1989: 125). “Strategic behavior”, in this approach, means
engaging in behavior that by influencing rivals’ expectations of one’s future behavior is able to

significantly influence the behavior of those rivals to the benefit of the strategizing firm.

Although the Porter industry analysis framework is not identical to the new IO, they have a
common ancestor in older 10, and share many of the same assumptions and concerns. In some
ways, however, the new IO represents a distinct advance relative to the Porter framework. For
example, firms in the new IO are not homogenous. Thus, they may differ not only in terms of
their cost structures but also in terms of, for example, their reputations (Tirole, 1988: 256).
Moreover, the notions of factor/resource indivisibility and immobility become central,
primarily because these notions play a key role in understanding entry-deterrence and, more

generally, the notions of credible threats and commitments.

In spite of these advances relative to the industry analysis approach, the New IO still suffers
from weaknesses when perceived through the lens of market-process theories. Most notably,
there is no notion of an entrepreneurial discovery procedure (Kirzner 1973), in the sense that
firm managers are not supposed to discover and act on new opportunities in the market.

Everything is essentially given from the beginning and specified by the analyst. Although the



decision problem that strategizers confront in such models may be a good deal more
complicated (because they have to consider extremely complicated game trees) than standard
maximizing problems, everything is still presumed to be given to the decision

maker/strategizer.

We can see this more specifically, if we ask, for example, why firms differ in the new 10. In
general, the most important reasons why firms differ are because they 1) are placed in
different environments, 2) come equipped with different initial endowments, 3) learn
differently, and 4) are subject to different discretionary actions from management. Point 3)
and 4) are the ones highlighted in market process theories, while point 1) is explanation of firm
heterogeneity in the industry analysis appraaahd point 2) represents the new 10 approach

to accounting for variety. Thus, in new 10 models of technological competition, firms make
differentinitial R&D draws, face different constraints and incentives, and accordingly make
different strategies (Tirole, 1988: chapter 10). In contrast, points 3) and 4) are not featured in
new IO as explanations of firm heterogeneity. Rather, the differences are already there, as it

were, and do not change.

In this view, strategy becomes primarily a matter of deploying given resources to a product-
market, and utilizing them in sophisticated plays and counter-plays. Strategy becomes a matter
of extracting maximum monopoly rents out of “fixed factors over the planning horizon”
(Caves, 1984: 128). Thus, firms in the new IO are clearly different, but the sources of
heterogeneity are given and fixed; firms do not themselves create their own opportunity set.
To some extent, this is because the agents that populate the new IO models are incredibly
smart. Here, a strategy involves anticipating any and all actions that other players might take
in all future stages of the game, and calculating the optimal response. Since all players are able
to do this, the equilibrium position is essentially given from the beginning. Players cannot be
surprised by unexpected events, there is never any difference between the competence of
players and the difficulty of decision problems, and although agents may formally learn in
Bayesian games, their learnifignctionsnever change. This means that there cannot be any
failed strategies and wrong conjectures, no need for restructuring organizations in the face of,
for example, new competition from innovative entrants, no “emergent” (unintended) strategies
(Mintzberg, 1994), and no accumulation of resources (except as represented in a trivial way by

learning by doing). But it also means that we cannot address endogenous firm heterogeneity in

% And, we may add, in conventional economics as well.



the context of the new I0. The problem fundamentally is that there is no notion of an

entrepreneurial market process in the new IO; it too suffers from a market theory problem.

D. The Resource-Based Perspective

In little more than a decade, the resource-based perspective (the RBP) has emerged as arguably
the dominant contemporary approach to strategy (content) reseashperhaps the new
orthodoxy in strategy research inspired by economics. The  resource-based analysis  of
(sustained) competitive advantages may be seen as starting out from two basic empirical
generalizations, namely that 1) there are systematic differences across firms in the extent to
which they control resources that are necessary for implementing strategies, and 2) that these
differences are relatively stable. The basic structure of the RBP emerges when these two
generalizations are combined with fundamental assumptions that are to a large extent derived
from economics. Among these assumptions are that 3) differences in firms’ resource
endowments cause performance differences, and 4) that firms seek to increase their economic

performance.

The overall managerial implication is that firms may secure a strong performance by building
or otherwise acquiring certain endowments of resources. More generally, the overall
objective that informs the RBP i account for the creation, maintenance and renewal of
competitive advantage in terms of the resource side of.firfilse fundamentals of the
resource-based analysis of the conditions for sustained competitive advantage are basically
simple (Peteraf, 1993): in order that resources yield a sustained competitive advantage, they

should meet four basic criteria:

» Heterogeneity- i.e. in lieu of efficiency differences across resources, there cannot
be any differences in the rents which firms earn (in fact, there cannot be any rents at all). This
indicates that resource heterogeneity, leading to efficiency differences and therefore rents, is a

basic necessary condition for competitive advantage.

“ An alternative formulatior put forward by Barney (1991 is that with homogeneous resources, all firms can
implement the same strategies; hence, no firm can differentiate itself from other firms, and nobody will have a
competitive advantage.



* Ex ante limits to competition i.e. resources have to be acquired at a price below
their discounted net present value in order to yield rents. Otherwise future rents will be fully

absorbed in the price paid for the resource (Demsetz, 1973; Barney, 1986; Rumelt, 1987).

* Ex post limits to competitior i.e. it should be difficult or impossible for
competitors to imitate or substitute rent-yielding resources. As Dierickx and Cool (1989)
clarify, there are a number of mechanisms at work that often make it hard for competitors to
copy the sources of competitive advantage of a successful firm. For example, there may be
“causal ambiguity”, which means that competitors confront difficulties ascertaining precisely

how a bundle of resource contributes to success.

» Imperfect mobility— i.e. the resource should be relatively specific to the firm.
Otherwise, the superior bargaining position that is obtained from not being tied to a firm can
be utilized by the resource (or the resource’s owner) to appropriate the rent (or, at least a large
portion of the rent) that the resource helps create. In other words, the key question to ask here
is: Who captures value from the resource, and how may the firm capture more value from this

resource?

Several things are noteworthy about this basic analysis. First, it explicitly draws on
economics, more precisely on basic, economic equilibrium price theory as set out in any
standard text-book on the subject. Second, it actually tells us very little of direct value for
understanding the more dynamic and managerial aspects of competitive advantage. For
example, the analysis is painted with too broad a brush to be directly helpful in connection
with issues relating to the renewal of competitive advantage. As this indicates, the RBP, too,
suffers from a market theory problem, and again the reason has to do with the role of

equilibrium assumptions.

It is easy to discern the role of equilibrium assumptions in the RBP. For example, Peteraf
(1993) develops the concept of Ricardian rent is developed using efficiency differences across
firms under competitive equilibrium as a benchmark. And Barney (1986) utilizes the finance
concepts of strong and weak efficiency to elucidate the reasoning behind the concepts of
perfect factor markets and factor market imperfections. Indeed, the very concept of sustained
competitive advantage is often defined in equilibrium terms: it is that advantage which lasts
after all attempts at imitation have ceased. So, (zero imitation) equilibrium is utilized as a

yardstick to define and understand (sustained) competitive advantage.
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But there is an apparent problem here. For using an equilibrium notion to define the concept
of sustained competitive advantage implies that the concept loses direct contact with reality.
For example, sustainability is not a matter of calendar time. It is a matter of the “logical time”
of equilibrium models, and cannot be directly translated into real. tifnethermore, sustained
competitive advantage exists only in (zero imitation) equilibrium (cf. Lippman and Rumelt,
1982); it simply makes no sense to speak of sustained competitive advantage outside of
equilibrium, because equilibrium a&finedas the absence of imitation. Given that one of the
central aims of the resource-based perspective is to uncover the sources of sustained
competitive advantage (Barney, 1991; Peteraf, 1993) in terms of concepts such as rareness,
non-imitability, non-substitutability, etc. of resources and capabilities, it appears that much of
the important structure of the resource-based perspective is solidly founded on equilibrium
methodology. This has the implication, unfortunately, that sustained competitive advantage
has no meaning outside equilibrium, and that the concept is hard to operationalize. Thus, the

market theory problem again raises its ugly he#lds time in the RBE.

E. The Role of Equilibrium: Useful Benchmark or Hindrance for Theorizing?

It is necessary to understand that equilibrium theories may take different forms. It is one thing
to say that all phenomena should be represented as if always in equilbvidnat we may

call “the equilibrium always world”. And it is quite another thing to admit equilibrium as a
legitimate tool of analysis, for example, as a state that real-world markets are constantly
tending toward (but perhaps not reaching much softer notion of equilibrium, and one that
many market-process economists (including the present authors) would have no difficulties

accepting.

® Barney (1991: 102) explicitty makes this point. For discussions of the complex issue of time in economic
models, see Shackle (1972) and O’Driscoll and Rizzo (1985).

® In fairness, it should be noted that many researchers have seen it as a distinct advantage of the RBP that it
helped aligning strategy and economic equilibrium. As Spender (1993: 42) noted in a related context, “The
notion of rents is simply a way of bringing the homogeneity of economic thought together with the
heterogeneity of the real world”. For example, if information costs are positive, we can have an equilibrium
with firms of different efficiencies and rents (and therefore different competitive advantages), and we can
perform the usual comparative static exercises in this setting (Demsetz, 1973, 1989b; Lippman and Rumelt,
1982). Moreover, equilibrium, in the eyes of writers such as Barney, is a useful benchmark, one that can be
used for analyzing factor market imperfections and sustained competitive advantage.
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Most strategy content research inspired by economics tends to adopt the hard version of
equilibrium. Most notably, this is the case of both strategy research inspired by the new 10
(e.g., Ghemawat, 1997) and the RBP. Admittedly, both streams of literature suggest a starting
point for the strategy process, namely with the analysis of the industry or the company’s
resource endowment respectively. However, none of them provide any insight into the
strategy procesper se More critically, perhaps, they implicitly suggest that the strategy
process can somehow be separated from the content of a strategy, and that implementing

strategy is trivial.

In contrast, we shall later argue that if we begin from the market process premiseathat in
social system, knowledge is subjective, partly tacit and dispersed, it 1) does not make sense to
suppress process issues and concentrate on equilibrium only, 2) is not legitimate to separate the
strategy process from strategy content, and 3) is not legitimate to neglect implementation
iIssues. Even strategy content research is likely to be biased in a too narrow direction by the
equilibrium always assumption.  This is because there are determinants of competitive
advantage that only become visible in a process perspective, such as the ability in a big firm to

make extensive use of dispersed, subjectively held and tacit knowledge in that firm.

The suppression of process is but one shortcoming in equilibrium-based strategy research.
Another one is the tendency to see firms as unitary actors. If indeed the world is always in
equilibrium, not only markets are in equilibrium, but also the internal (principal-agent)
relations between the agents who supply inputs (notably, work inputs to the firm).
“Equilibrium” in the latter sense means that incentives have been aligned through
compensation schemes, etc. Given this, it makes sense to treat the firm as a unitary actor.
However, the whole process of internal jockeying, aligning incentives, etc., which is a crucial
aspect of strategy formation and implementation, is suppressed. Thus, strategy can be
portrayed, as in Porter’s (1980, 1985) industry-analysis approach, to big decisions of firms-
understood-as-unitary-actors, whether they concern product differentiation, cost leadership, or

focus (cf. Barney, 1994).

Although resource-based analysis explicitly starts from the assumption of firm heterogeneity, it
assumed in this approach that “... firms within an industry may possess different strategically
relevant skills and capabilities ... Skills and capabilities that enable the organization to
conceive of, choose and implement strategies that exploit environmental opportunities”

(Barney, 1994: 67). Again, we have the implicit view of the firm as a unitary actor, which is
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also characteristic of other equilibrium approaches to strategy. And again we have the implicit
supposition that all intra-firm agency-type problems, knowledge gaps, etc. have been

eliminated and all interests have been aligned.

By contrast, once we recognize that firms are multi-person coalitions populated by
asymmetrically informed individuals who perceive the world subjectively, and that subjective
knowledge and learning processes need to be somehow coordinated for successful strategy
formation (Minzberg, 1994), these separations begin to blur. For then the very activity of
carrying through a strategic planning exercise may yield competitive advantage through the
added knowledge it may bring top-management of dispersed knowledge and learning

processes in the firm.

Given the shortcomings of equilibrium oriented strategy content resedldt is, what we

have called “the market theory problem”we seriously question the soundness of this
research strategy. There are, in our view, no compelling logical or ontological reasons for
such a commitment. In fact, we argue that the “equilibrium always” strategy may be a serious
hindrance to theorizing, precisely because of the market theory problem. For example, as
already suggested, a tight connection between the understanding of competitive advantage and
the “equilibrium always” assumption surely hinders understanding a number of real world
phenomena. As a general matter, we are cut off from approaching the disequilibrium aspect of
competitive advantage; for example, maintaining competitive advantage through engaging in
learning and innovation activities. These activities involve per definition novelties in the sense
of the acquisition or creation of novel knowledgand such novelties are hard to force into an

equilibrium straitjacket.

Equilibrium models may undeniably be useful in connection with tracing the effects of the
creation of new knowledge for example, the effects on factor prices of the creation and
diffusion of new technical knowledge but they tell us next to nothing about the process of
creation and coordination of knowledge. Thus, equilibrium concepts may also introduce a
static bias and they may, if used in a too heavy-handed way, hinder understanding of process
(disequilibrium) phenomena within the firm and within the market. Strategy is very much
about exploiting and perhaps initiating periods of disequilibrium, and we wish to theorize this
aspect of strategy, too. In our view, this necessitates that we turn to non-mainstream

economics, more precisely what we here call “market process economics”.
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[1l. An Alternative View: Market Process Economics

A. What is Market Process Economics?

Although Williamson (1988: 94) observed that “[tlhe proposition that process matters is
widely resisted and has attracted little concerted research attention from economists”, not
everybody has resisted this “proposition” and there has been some “concerted” research
effort’, taking place under the banner of “market process economics” (Boettke and
Prychitko, 1998). This line of thought includes the Austrian school of economics (e.qg.,
Mises, 1949; Hayek, 1948; Kirzner, 1973; Lachmann, 1986), and evolutionary (Nelson and
Winter, 1982), Schumpeterian (Schumpeter, 1934), and post-Marshallian economics
(Loashby, 1991), as well as some contributions with a more formal, neoclassical character
(e.g., Fisher, 1983). Fundamentally, these streams attempt to conceptualize and understand
the mechanisms that drive disequilibrium processes of change, although these mechanisms
are conceptualized somewhat differently among the stréamhe following, we provide a

signallemenbf market process economics.

B. The Market Process

Our core concept is that of “market process” understood in the sense of active rivalry (Kirzner
1997). In contrast, there is a tendency in mainstream economics to conceptualize competition
in terms of consistency of maximizing decisions taken by consumers and producers. Thus,
competition is understood in terms of equilibrium (competitive equilibrium). Moreover, since
equilibrium basically means a state of rest (at least in older conceptualizations), this
conceptualization gives a distinctyfatic character to the concept of competition (but see
Vickers, 1995). However, as Friedrich Hayek noted more than fifty years ago, the economist’s

equilibrium understanding of competition differs significantly from lay understanding:

The peculiar nature of the assumptions from which the theory of competitive
equilibrium starts stands out very clearly if we ask which of the activities that are
commonly designated by the verb “to compete” would still be possible if those

conditions were all satisfied ... | believe that the answer is exactly none.

" Historically, the suppression of process in economics is largely a post Second World War phenomenon
(Foss, 1994; Machovec, 1995).

For example, evolutionary economics give more attention to forces of inertia than Austrian economics does.
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Advertising, undercutting, and improving (“differentiating”) the goods and
services are all excluded by definitien‘perfect” competition means indeed the

absence of all competitive activities (Hayek, 1948: 96).

Furthermore, Hayek argued that by portraying competition as a tranquil state rather than as a
rivalrous process, what we want from competition, and how we get it, becomes basically
obscured. If competition is indeed best understood in static teass state characterized by

large number of sellers and buyers, perfect information, consistency between the maximizing
decisions of consumers and producers, with the implied welfare properties it is not
necessarily unreasonable to think that this situation can best be achieved by public intervention
(e.g., market socialism), or at least, that public policies can help society approximate the
competitive equilibrium. But this basically misconstrues the nature of competition, what we
can expect to get out of competition, and how competition is best promoted. Briefly,
competition should not be understood as a static state of affairs, but as a rivalrous process.

More specifically, competition is fundamentally a procedure for discovering

... whowill serve us well: which grocer or travel agency, which department store
or hotel, which doctor or solicitor, we can expect to provide the most satisfactory

solution for whatever personal problem we may have to face (Hayek 1948: 97).

Knowledge and Entrepreneurship. Such knowledge is not in any meaningful segisento

a single mind who can somehow disseminate it across the economy and make sure that it is
efficiently utilized; we rely on competition as the mechanism for mobilizing and disseminating
such dispersed knowledge. It is important to appreciate that when Austrians and other market-
process theorists talk about dispersed knowledge, what they have in mind is not “imperfect” or
“asymmetric information” as these are understood in mainstream economics (e.g. Nalebuff and
Stiglitz 1983). Although these are important analytical categories, there is a further category
that is not treated in mainstream economics, namely sheer (or unknown) ignorance. Becoming
aware of something (e.g., a profit opportunity) that one had previously overlooked (and not
searchedfor) is what is meant by discovery. Kirzner's argument (which is discussed more
fully below) is then that the competitive market is a superior setting for generating
entrepreneurial discoveries through the exercise of alertness. For although the entrepreneur
may not search for any profit opportunity in particular, the lure of pure profit may nevertheless

lead him to continually scan the horizon, as it were (Kirzner, 1997: 72).
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We rely, in short, on competition because it is effective procedure for discovering

knowledgeahat we do not yet know is available or indeed needed étlayek, 1968). To the

extent that this is the social function of competition, it is to misconstrue competition to portray

it as a state in which each market participant has either deterministically perfect or

stochastically perfect knowledge. More broadly, it is to misunderstand the character of the

economic problem facing society:

The peculiar character of the problem of a rational economic order is determined
precisely by the fact that the knowledge of the circumstances of which we must
make use never exists in concentrated or integrated form but solely as the
dispersed bits of incomplete and frequently contradictory knowledge which all the
separate individuals possess. The economic problem of society is thus not merely
a problem of how to allocate “given” resoureei “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. Or, to put it briefly, it is a problem of the utilization of knowledge which is

not given to anyone in its totality (Hayek, 1945: 78).

What seems to have prompted the emergence of these insights is Hayek’s involvement

during the nineteen-thirties in a debate on the economic feasibility of socialism, now called

“the socialist calculation debate” (Lavoie, 1985). Hayek’s socialist opponents here either

maintained that all relevant knowledge could in fact be centralized, or, if it could not, the

problem could be solved by telling socialist managers to obey simple price-setting rules that

would lead to an optimal allocation of resources.

Against this, Hayek argued that the market socialists basically overlooked 1) problems of

incentive compatibility, 2) tacit local knowledge (which couldn’t be centralized) and 3) the

need for rapid adaptation to unexpected contingencies/novelties (which made centralization

inefficient). With respect to the last point, Hayek observed that

[i]f we can agree that the economic problem of society is mainly one of rapid

adaptation to changes in the particular circumstances of time and place, it would
seem to follow that the ultimate decisions must be left to the people who are
familiar with these circumstances, who know directly of the relevant changes and

of the resources immediately available to meet them. We cannot expect that this
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problem will be solved by first communicating all this knowledge to a central
board which, after integrating all knowledge, issues its orders (Hayek, 1945: 83-
84).

Hayek’s point, of course, is that a “central board” is not at all necessary: a market system,
meaning a system with alienable property rights, promotes a tendency towards allocating
property rights to those who can make best use of them and competition ensures that best use

Is indeed made of these rights.

Action and Entrepreneurship. However, it has been left to Israel Kirzner (1973, 1992) in
particular to elaborate the details of the Austrian view of the market process. In doing this, he
has put primary emphasis on the entrepreneur. As Kirzner (1973: 14) argues, “... our
confidence in the market's ability to learn and to harness the continuous flow of information to
generate the market process depends crucially on our belief in the benign presence of the
entrepreneurial element”. The foundation of this claim lies in Kirzner’s distinction between
“Robbinsian maximizirfigand “entrepreneurial alertneds The first behavioral category
conforms to the standard picture of economic man as basically apglyggmeans to best
satisfygivenbut conflicting ends in a fundamentally mechanical way (Robbins, 1934). Since
everything is given, action becomes purely a matter of calculation. Kirzner points out that
within this conceptualization of behavior, the discovery of new means, of new ends, and the

setting up of new means-ends structures simply cannot be rationalized.

As a result, the dynamic market process cannot be understood in terms of the passive mode of
behavior of Robbinsian maximizing; we need another behavioral quality, the quality of
entrepreneurial alertness to hitherto unexploited profit opportunities. This alertness factor
ranges from the discovery of a ten dollar bill on the street to the discovery of a need for a new
potentially extremely profitable drug. Thus, entrepreneurs are discoverers; they discover new
resource-uses, new products, new markets, new possibilities for arbitrage, in short, new

possibilities for profitable trade.

Combining his notion of entrepreneurial behavior with Hayek’s notion of the market as a
dynamic process, Kirzner paints a broad picture of the market process as a continual process of
entrepreneurial discovery of hitherto unnoticed opportunities for pure profit. The profits earned

in this process are discovered profitsprofits that are earned because of the discovery,
creation and exploitation of profit opportunitiget would not be grasped in the absence of

entrepreneurial activity Thus, the entrepreneurial function is beneficial because it alleviates
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the problem introduced by the division of knowledge. It is not only that entrepreneurial
activity reduces our lack of knowledge about which products, processes, new organizational
forms, etc. are needed; it is more fundamentally that entrepreneurial activity alleviates our

ignorance about what we don’t know.

C. Summing Up

So far we have argued that the dominant approaches to firm strategy build on equilibrium
economics and an understanding of competition that is derived from it. We have suggested
that this perspective on firm strategy has several shortcomings when it comes to
conceptualizing what strategy is about and how successful strategies emerge. Thus, an
“equilibrium always” perspective runs into what we have called “the market theory problem”,
which in the present context refers to the inability to make sense out of the dis-equilibrium
aspects of competitive advantage, and also, we wish to add, the inability to conceptualize the

strategy process.

The purpose of the present section has been to present an alternative view of competition

that contained in market-process economics. In this view competition is driven by the
combined forces of 1) entrepreneurial discovery of given, but previously undiscovered profit-

opportunities (Kirzner, 1973), 2) market-creation based on new entrepreneurial resource-
combinations (Schumpeter, 1934) and 3) market-making (Casson, 1982).  Markets and
competition become a matter of learning and discovery in an essentially uncertain context
(Kirzner, 1992). This view suggests a different understanding of competitive advantage.
Competitive advantage fundamentally results from the subjective perception of profit

opportunities, the creation and exploitation of uncertainty, and the coordination of learning and
knowledge. Below we summarize a number of the crucial differences between a market

process view and an equilibrium view.
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Table 1

Differences between a market process view and an equilibrium view

Equilibrium economics

Market process economics

Role of equilibrium

All economic phenomena mu
be portrayed as if in equilibri
“Equilibrium always”.

#tt most a state towards whi
psome tendencies in the mar|
reach

Ch
ket

The entrepreneur

Not considered

Crucial; the driving force
the market process

of

Knowledge Information. Asymmetric andSubjective, dispersed and tarit.
imperfect, but at leagBurprises take place. Genujne
stochastically given. Givgmncertainty.
learning functions.

Cognition Uniform Differential (subjectivism)

Innovation Excluded, or exogeneous; noicluded, endogenous; [of
of substantial importance. |crucial  importance, neW

resource combination

Institutions Embody incentives Embody incentivasd reduce

uncertainty

The market A costless price-mechanisi costly discovery
working through auctionegrgoordination and learnirlg
common knowledge, etc. process

Adaptation Simultaneous Sequential

Competition Action within known contextsCreation of new markefs,

such as price-taking

innovation, discovery

Competitive advantage

Based on equilibrium

Based on mobilization
locally dispersed intelligenc
creation and utilization ¢

of

== b

disequilibrium
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In the following section, we argue that it makes a difference to how we conceive of the task of
building theories in strategic management whether we take our starting point in equilibrium
economics or in market process theories. In particular, we discuss (a) the affinity between
cognitive theories of strategizing and market process theory, (b) the implications for linking
strategy content to process, (c) illustrate some implications for advances in strategy research, to
finally (d) advocate a new understanding of competitive advantage based on a market process

perspective.

IV. Strategizing, the Market Process, and Competitive Advantage

The key issue to be addressed here is: How does it make a difference that we rely on market
process economics rather than on equilibrium economics when theotmog sirategy?

Our argument proceeds along the following lines. First, although several authors have called
for a theory of strategy that integrates strategy content (to which end should strategy -
processes work?) and process research (how does the strategy process proceeds?), this
integration is still missing to large extent (section A). Secondly, we argue that an integration
between strategy content and process research may best proceed on a set of shared
assumptions. Building on market process assumptions regarding individual cognition, the
dispersion of knowledge, and entrepreneurial imagination and discovery is crucial for a
dynamic theory of competitive advantage and a coherent theory of strategy. This view is
supported by a number of management scholars who have called for a more process-oriented
and more cognitive orientation in strategic management research (Section B). Thirdly, joining
the insights of market process economics and cognitive strategy process research we can
envision a coherent theory of strategy to advance. To this end we tentatively suggest that
strategy content consists of (1) the utilization of opportunities for spatial and inter-temporal
arbitrage, (2) the discovery and imagination of new resource-combinations, based on which (3)
new markets are created. We furthermore discuss intra-firm processes that may support such

outcomes (Section C).

A. Linking Strategy Process to Strategy Content Research

Recently, a number of influential management scholars (e.g. Pettigrew, 1992) have forcefully

argued that strategy research should treat the two dimensions of strateggnt and process
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— in a more integrated manner. For example, with Dan Schendel (1992: 2) we may ask

whether, when the

challenge is to use administrative process to shape or develop good strategy, and
then go on to develop those processes necessary to use the strategy to operate the

firm ... does it make sense to construct dichotomies of content and process?

Using stronger words, Andrew Pettigrew (1992: 6) urges us to “... to abandon the intellectual

trap ... in classifying strategy research into content and process domains”, and argues that this
is necessary for the strategy field to proceed. Moreover, when content research is increasingly
concerned with more dynamic questions (Porter, 1994; Rumelt, Schendel, and Teece, 1991;
Nelson, 1994; Prahalad and Hamel, 1994) questions about the interrelation between strategy

content and process become much more pressing.

While we agree with the call of the above authors to join research in strategy content and
process, cognitively oriented strategy process researchers have so far hardly linked their
process theories to traditional strategy content research. That both streams of strategy research
have developed rather independently from each other is the less surprising the more we
understand that both rest on fundamentally incompatible assumptions which makes fruitful
integration difficult. Traditionally strategy content research to a large extent fundamentally
rests on equilibrium assumptions, whereas cognitively oriented strategy process refikarch
market process theory tries to account for dynamic coordination of subjective knowledge

and learning. An integration of strategy process and strategy content research will be impeded
as long as strategy content research remains committed to equilibrium reasoning (see section
). This is because existing strategy process research already emphasizes dispersed knowledge,
subjectivity and dis-equilibrium while traditional strategy content research exactly eliminates
such process phenomena by importing equilibrium assumptions. In our view, this suggests that
market process economics may be an attractive substitute based on which to advance

integrated process and content research in the realm of strategy.

B. Shared Assumptions and Point of Views

In contrast to equilibrium-based strategy content research, much cognitive strategy process
research is already based on assumptions that are similar or compatible to those of market

process economics. Although theories of the strategy process (e.g., Burgelman 1983, 1991;
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Hurst, Rush and White, 1989; Minzberg, 1994; Nonaka, 1994; Huff, Huff and Thomas, 1992;
Hamel, 1996; Aadne and Mahnke, 1998) focus on different issues such as participation (top
management vs. wider participation), directionality (top down vs. bottom up), and speed
(incremental adjustment vs. revolution, punctuated change), taken together they argue in favor
of the positions that (1) knowledge in firms is dispersed, partly tacit and subjectively held; (2)
managerial attention spans are limited; (3) the strategy process is to a large extent a process of
coordinating dispersed knowledge and learning; (4) cognitive processes of imagining and
developing the company’s own future road map are important, and that (5) strategic realities in
organizations are developed through the complex interaction between subjective cognitive
processes and tangible or objective elements in the environment. The following table
illustrates the affinity of assumption between market-process theory and recent findings in

modern strategy process research.



22

Table 2
Affinities between market process economics and strategy process research

Market process economics Strategy process research
The entrepreneur Crucial; the driving force of thdntrapreneurship unleashes
market process existing and untapped ideas aEd
potentials through autonomou

and unplanned initiative
(Hamel, 1996, Burgelman,
1983, 1991)

Surprises take place. Genujmegnitive rigidities and inerti

uncertainty. involves managers and
employees who are able |to
perceive strategic issues throjigh
different lenses (Hurst, Rugh
and White, 1989, Huff, Huff,
and Thomas, 1992)

Knowledge / Cognition | Subjective, dispersed and tafA. strategy process that avoFs

Innovation Included, endogenous; of crugidnovation can be understood|as
importance, new  resourga process in which firms cregte
combination new problems, and the actively

develop knowledge to solye
them (Nonaka, 1994: 14)

The market-process A costly discovery, coordinatiqgihe strategy process mobilides
and learning process dispersed knowledge, involves
co-adaptive learning (Aadne gnd
Mahnke, 1998)

Adaptation Sequentially, emergent patterns  The strategy process inyolves
not first grand design and later

implementation; it is a:E
emergent process where patfern
of action emerge Minzbefg
(1990, 1994)

Competition Creation of new marketsThe strategy process leads| to
innovation, discovery imagination and market
foresight (Hamel and Prahal§d,
1991, 1994)

C. Integrating the Dimensions of Strategy Research

An advanced theory of strategy integrates strategy content and process based on a set a realistic
assumptions. Since, strategy content derives from a theory of competition, and market process

theory offers such a theory which is already based on assumptions similar to modern strategy
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process research, we argue that a more integrated theory of strategy may usefully subscribe to
this underlying view of competition. In such a perspective, strategy processes in the company
would support strategy content, exemplified by (1) the utilization of opportunities for spatial
and inter-temporal arbitrage, (2) the discovery and imagination of new resource-combinations,
based on which (3) new markets are created. The following figure illustrates how an integrated

strategy research agenda might proceed:

Figure 1
Alternative Research Strategies

Traditional Research Strategy Alternative Research Strategy
| Equilibrium Theory | Theory of Competition Market Process Theorly
Positioning :
. Arbitrage
in Product Markets rag
= bosit New Resource
esource Positions Strategy - Content Combination

Imagine New Marketq

Defending Positions

: ¢

Cognitive

(Strategy as

Grand Design) Strategy-Process
Research Theories

An integrated Theory of Strategy rests
on a set of unifying Assumptions
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As we have repeatedly argued, much strategy research clearly suffers from a market theory
problem (Section Il). Here we suggest that this causes also a problem with conceptualizing and
understanding the strategy process. Although the theories of strategic content that we have
discussed offer insights into where strategy analysis nsigint (e.g. a given industry, the

firm’s resource endowment), they have next to nothing to say about how strategy-formation
proceeds. In that type of strategy research that relies on equilibrium economics, the strategy
process becomes reduced to an initial grand design. The formulation of strategy, in this view,
starts from analyzing a well-defined problem-set based on which strategy is first formulated
and then executed in a straightforward manner. In this view there is also a basic optimism that
the knowledge that is necessary to control in order to formulate and implement such a grand
strategy design, can in fact be centralized, accumulated, and prepared for top management
decisions in central planning departments. This picture of strategy leaves out several important
guestions, for example, how local knowledge is mobilized for strategic outcomes, whether it
can be aggregated for decision making at all, how intra-preneurship brings about emergent
opportunities, and whether strategy is adequately seen as choice in well-defined decision

arenas.

Some of these points are clearly reminiscent of the Austrian critique in the socialist calculation
debate, and it is not surprising to find strategy theorist, Henry Mintzberg (1994) arguing
against the rationalistic pretenses of the so-called “design school” (of Ansoff and others) in
terms that are plainly Hayekian. Large-scale strategic planning exercises of the sort that were
en vogueat the end of the 1960s have now fallen out of fashion. This is because 1) they
didn’t deliver what they promised and 2) the received sustained critique from the likes of
Mintzberg and Quinn, who employed arguments against “grand design’-type strategic
planning in firms that were closely akin to those employed by Hayek in his critique of large-
scale socialist planning. However, many firms continue to do strategic planning, albeit of a
more limited scope, which suggests that there must something valuable to the activity.
Clearly, this has something to do with the sense of direction and motivation that the process
of articulating a strategy may provide. But more importantly, there are other reasons that

have to do with the question from which assumptions strategy works.

Leaving aside the traditional perspective on strategy which rests on equilibrium
assumptions, the alternative view on strategy works from the shared assumptions of

cognitive theories of strategy process and market-process theory as outlined above. Seen
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through this alternative perspective, strategic planing takes on new meaning. Here strategic
planing exercises are initiated to reveal dispersed knowledge and learning processes that
top-management were not aware of at all. While top-management may not have direct
access to this knowledge and learning, they may nevertheless through direction make use of
it, for example, by transferring it to other uses in the organization. Therefore, from a
process perspective, a distinct advantage of the strategy process is not so much that it helps
giving the firm direction, but that it stimulates the discovery of dispersed knowledge and

learning in the firm.

Of course, from a market process perspective, the ability of top-management to directly
discover and make use of dispersed knowledge is narrowly circumscribed. Firms of even a
moderate size confront a Hayekian knowledge problem, which is bound to produce outcomes
that are, at least to some extent, unanticipated and unintended to (top-)management. If
management is unable to centralize all dispersed and tacit knowledge possessed by the
employees, an implication will be that the latter will in general have a more fine-grained
understanding of their environments than managers. In addition, they are likely to also know
more about the realizations of their action sets. As Sautet (1998) points out, management
confronts a “double Hayekian knowledge problem”: it is not just that it doesn’t know what it
doesn't know in thenarket it is also the case that it doesn’t know what it doesn’t know about
the firm’s employees The ability to solve the double Hayekian knowledge problem may be a

critical source of competitive advantage.

The ability to do this, in turns, hinges on top-management’s luck and ability to stimulate a
discovery process that is internal to the firm. In such a perspective, incentives have a different
role relative to the role they play in the more standard economics of organization (e.g., of the
principal-agent variety): it is not so much a matter of bringing effort closer to a pre-specified
level or of selecting an action out of an already known action set; rather it is a matter of
stimulating entrepreneurial alertness among the firm’s employees, that is, of fostering a social

learning process inside the firm.

A market process and subijectivist perspective also suggests that such organizational learning
may be promoted by interaction among agents that hold different subjective conceptions. This
implies that organizational learning may be an emergent property of the interaction of
individual learning processes. Thus, organizational learning is at least partly a spontaneous

order. To the extent that stimulating and influencing organizational learning is an important



26

strategic task and that the outcomes of organizational learning may have strategic value,
suggests why traditional thinking of strategy as grand design needs to be rethought to the
extent that the assumptions made in market-process theory and cognitive strategy process

theory turn out to be valid.

V. Concluding Comments: Toward a Process Theory of Competitive
Advantage

We began by noting that conventionally, strategizing is seen as an activity aiming at the
creation of sustained competitive advantage so that rent-streams can be earned. The
economics-inspired literature on firm strategy focuses on either earning monopoly rents or
Ricardian rents, where both of these returns are evaluated relative to an perfect competition
equilibrium. We have called this “the equilibrium-always view”. Moreover, the economics

of strategy has so far had very little to say about the attainment of competitive advantage;

what has captured the theorist's mind is the sustainability of rents in equilibrium.

The obvious, we think, problem with this is that the equilibrium-always view hinders
understanding a number of issues that are crucial to understanding the emergence and
sustainability of competitive advantage. This is what we called “the market theory
problem”. In contrast, we have argued that a market process view, is likely to substantially
change the way we think about competitive advantage. Most notably, we can find room for
entrepreneurship, endogenous change and returns that stem from exploiting disequilibrium
conditions. More methodologically, there are numerous appealing overlaps between market
process theory and recent strategy process research that may constitute a platform for
aligning process and content research in strategy with market process theory. Together, these

may help rethinking competitive advantage based on an integrated theory of strategy.
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Theme C: The learning economy and the competitiveness of systems of innovation.

The third theme aims at a stronger conceptual and theoretical base for new concepts such as
'systems of innovation' and 'the learning economy' and to link these concepts to the ecological
dimension. The focus is on the interaction between institutional and technical change in a
specified geographical space. An attempt will be made to synthesise theories of economic
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covers several of the elements of the research programme is DISKO; a comparative analysis
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