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The Political Economy of The Art of War

MATTHEW McCAFFREY
University of Illinois at Springfield
Springfield, IL, USA

Sun Tzu’s The Art of War deals with the economic aspects of military operations as well
as some more general economic principles. This article studies several of its economic
ideas in turn: on war and the state, the effect of war on economic affairs, and the
role of incentives in promoting desired behavior within military organizations. It also
discusses how the text treats ideal military strategy as a matter of opportunity discovery,
analogous to entrepreneurship in the work of Israel Kirzner.

Introduction

For centuries, members of virtually every profession, especially businessmen, have care-
fully studied Sun Tzu’s military classic The Art of War in hopes of discovering insight
into competition and confrontation. But although the text is widely available, relatively
little English-language scholarship has focused on its significance in China’s intellectual
development,' and some research recommends further study of the work from the perspec-
tive of the social sciences.? It may therefore be of interest to scholars to find new ways to
examine this text. But why choose economics specifically as a lens through which to view
The Art of War? Although it is not written as an economic work, The Art of War deals
with the economic aspects of military operations, and discusses several ideas that can be
interpreted from the perspective of modern economics. For Sun Tzu, economic affairs are
among the most important in strategic operations,’ and a similar economic viewpoint is
found in a later work in the Sun family tradition as well. Portions of The Art of War may then
be understood through or reconciled with contemporary economic thought. The purpose of
this article is to examine several ways in which the texts of the Sun family, especially that
of Sun Tzu, can be thought of in economic terms. I will not dwell on the economic history
of the period, but instead focus on developing an economic understanding of the ancient
texts. An interesting topic for future historical research would be to investigate if and to
what extent the historical author(s) of The Art of War actually conceived of these problems
in terms of economic reasoning. This article hopes to serve as a useful starting point for
such research.

The Art of War—the Sun Tzu Ping-fa—is thought to have been written in the late sixth
century B.C., in the middle of China’s Spring and Autumn Period, and roughly coincides
with the emergence of Greek, Confucian, and Taoist economic thought.* Although little is
known of the man Sun Tzu (whose real name was Sun Wu)? or the exact circumstances of the
writing of The Art of War, it is clear that he was intimately familiar with the military tactics
and technological advances of his day, as well as with the political aspects of managing the
state and waging war. The Art of War is an early attempt at a systematic presentation of the
principles that should guide the conduct of military organizations. It is directed particularly
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at commanding generals, but also toward political rulers and other individuals and groups
whose role in society is somehow connected to warfare. It is not surprising then that it
sometimes reflects an economic way of thinking, given that economic considerations are
vital in formulating strategy and planning military operations, especially extended ones.®

The economic insights in the text are somewhat scattered—it is not after all a treatise
on economics. However, economic principles of a sort may be found throughout, especially
as they relate to the administration and governance of the military by its generals, and the
regularities in the relationships between various institutions of warfare. It is largely from
these regularities that an economic point of view emerges. As one twentieth-century Chinese
military theorist observed, “military operations, like other socio-economic phenomena, are
governed by definite laws; Sun Tzu was the first strategist to perceive that, if one can control
the laws governing war, one may then be certain of ultimate victory.”’

This article explores several of the concepts developed in his classic text.® Because
The Art of War has been discussed in fields such as management strategy, small business
operations, and education ® —to say nothing of military applications—I shall attempt to
focus only on its more economic aspects. I discuss in turn Sun Tzu’s writing on basic
economic principles: war and the state, the effect of war on economic affairs, and his
analysis of the role of incentives in promoting desired behavior. I then discuss how The Art
of War treats ideal military strategy as a matter of entrepreneurial discovery, as exemplified
in the writings of Israel Kirzner.'?

War, State, and Economy

The first words of The Art of War set the tone for much of what is to follow: “Warfare is the
greatest affair of state, the basis of life and death, the Tao to survival or extinction. It must
be thoroughly pondered and analyzed.”'! With this portentous opening, Sun Tzu embarks
on describing the ideal methods for attaining victory in military affairs. Given standard
definitions of the state, the connection between the state and warfare is obvious, inasmuch
as warfare is required to maintain the state against its enemies. This advice may, however,
be taken metaphorically to apply to any sort of strategic or competitive situation, not just
military affairs, and it is for this reason that many non-military readers have been interested
in the text.

Although Sun Tzu argues that war is in some sense the health of the state, he does not
hold that war is the health of the economy. Countries are only enriched by warfare to the
extent that they can plunder the enemy. The chapter titled “Waging War” is, significantly,
devoted not to battlefield tactics, but mostly to emphasizing the problems for both state
and market of lengthy campaigns. As Sun Tzu observes, “No country has ever profited
from protracted warfare.”!? In this respect, Sun Tzu comments on the poverty of relying on
captured enemy supplies for any but the most basic needs of the army.!® In fact, prolonged
warfare is one of the most important threats to a state’s existence, necessitating as it does
the depletion of resources, both human and natural.

This waste of natural and human resources is also the reason Sun Tzu constantly
emphasizes the importance of achieving victory without destruction:

In general, the method for employing the military is this: Preserving the
[enemy’s] state capital is best, destroying their state capital second-best. Pre-
serving their army is best, destroying their army second-best. .. Subjugating
the enemy’s army without fighting is the true pinnacle of excellence. .. Thus
one who excels at employing the military subjugates other people’s armies
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without engaging in battle, captures other people’s fortified cities without
attacking them, and destroys other people’s states without prolonged fighting.
He must fight under Heaven with the paramount aim of “preservation.” Thus
his weapons will not become dull, and the gains can be preserved.'*

This is a typical example of Sun Tzu’s emphasis on resource allocation as
one of the most important problems of warfare (McNeilly 2001, p. 21).!> Technical
efficiency—maximum output from minimum input, in both physical and human terms—is
therefore the guiding principle of the wise general.'® Furthermore, using economic instead
of martial means is a superior method of defeating one’s enemies.!” Commentary on The
Art of War even discusses “the Sun family emphasis upon the economics of warfare . . . [as
well as] the practice of materials management. . . ensuring adequate logistical means when
required.”'® This stress on resource management and allocation—not directly involving
combat—is typical of Sun Tzu’s strategic theory. One of his lasting ideas is that it is always
better to avoid the outright use of force if possible (Waldron 1994)."°

This observation in turn requires investigating the problem of war finance. How should
it be achieved without impoverishing the state? Sun Tzu councils that to be sure of adequate
supplies to an army in the field, military equipment should be produced domestically to
avoid relying on good fortune in battle for essential supplies. However, it appears from his
comments that he views most military expenditures simply as economic losses: he warns of
the danger of expenditures on supplies and armaments, in one translation describing them
as “the ruler’s irrecoverable expenditures.” 2° The implication is that military expenditures
of this sort are not considered by Sun Tzu to be examples of increased productive activity, in
the modern sense of increasing GDP. It appears then that while there may be non-economic
gains from warfare, there are few opportunities for economic gains beyond any immediate
spoils.

The costs of war remain among the most important considerations for the commander
of the army, and Sun Tzu gives special attention to the financial dangers of long wars:

One who excels in employing the military does not conscript the people twice
or transport provisions a third time. .. The state is impoverished by the army
when it transports provisions far off. When provisions are transported far off,
the hundred surnames are impoverished. Those in proximity to the army will
sell their goods expensively. When goods are expensive, the hundred surnames’
wealth will be exhausted. When their wealth is exhausted, they will be extremely
hard-pressed to supply their village’s military impositions . . . The expenses of
the hundred surnames will be seven-tenths of whatever they have.?!

In addition to placing the cost of prolonged warfare ahead of any considerations of
benefit,?? the idea of scarcity—whether in terms of physical resources or simply the goodwill
of the people—is also visible in this passage, as evidenced by the stricture to avoid imposing
too much sacrifice on the masses in support of the war effort. Repeated demands on the
person and property of individuals result in a decline of productive capacity, as well as the
morale and goodwill necessary for long campaigns. In discussing the economic history of
ancient China, Spengler also mentions these passages as reflecting the economic difficulties,
that could be imposed on the agricultural class by the state in times of war.??

There are also indications in this passage of the idea of transportation costs, which can
outweigh the benefits gained by provisioning a distant army. And the notion of the higher
prices for nearer supplies is a simple observation of the relationship between scarcity,
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quantity demanded, and price in the context of location advantages. This theme is reinforced
by one of the traditional Chinese commentaries on this chapter, by Chia Lin: “Where
troops are gathered the price of every commodity goes up because everyone covets the
extraordinary profits to be made.”?*

Furthermore, the careful weighing of magnitudes in order to arrive at an optimal
decision is the basis for sound military decisions. Sun Tzu takes special pains to point out
that the factors that ultimately decide the outcome of warfare are most often not absolute
but relative magnitudes. “Therefore,” he states, “structure it [war]... and evaluate it
comparatively through estimations, and seek out its true nature.”® Sun Tzu mentions
a series of factors that must be weighed relative to each force, such as the ability of
generals and the quality of the officers’ and soldiers’ training. Absolute measurements are
certainly important, but only because they are the foundation of comparative estimates.
These comparative estimates are the key to determining victory.?® Thus Sun Tzu councils
that “the wise must contemplate the intermixture of gain and loss.”?” or in other words,
commanders must understand that military policy, much like economic policy, revolves
around the analysis of cost and benefit. These comments refer to a simpler type of military
planning. A more complex (entrepreneurial) sort will be discussed below.

Although war is the most important affair of state, Sun Tzu is quite explicit that political
forces must not be allowed to determine the conduct of the state’s generals, going so far as
to specifically council that if the ruler’s orders run contrary to military wisdom, they can
be simply ignored.”® Sun Tzu’s distinction between political and military affairs makes it
clear that interference by the former may cause disastrous results in the affairs of the latter:

Thus there are three ways by which an army is put into difficulty by a ruler:
He does not know that the Three Armies should not advance but instructs them
to advance or does not know that the Three Armies should not withdraw and
orders a retreat. This is termed “entangling the army.”

He does not understand the Three Armies’ military affairs but [directs them]
in the same way as his [civil] administration. Then the officers will become
confused.

He does not understand the Three Armies’ tactical balance of power but under-
takes responsibility for command. Then the officers will be doubtful.?

The unifying theme appears to be a criticism of the inability of politicians to think from
the military perspective, or to take proper account of non-political motives and objectives.
Economically speaking, Sun Tzu’s advice would be interpreted as saying that rulers and
politicians perform a very different sort of function than generals and military strategists.
Also, the above passage attempts to show the differences between bureaucratic management,
structured according to largely arbitrary (or at the very least, politically driven) rules, and
a more “natural” management style of military experts, who can weigh the relevant gains
and losses of military action in proper perspective. One of the traditional commentaries
on The Art of War, by Tu Mu, puts it this way: “As far as propriety, laws, and decrees
are concerned, the army has its own code, which it ordinarily follows. If these are made
identical with those used in governing a state, the officers will be bewildered.”** The ruler
and his subordinates may give the initial order to begin a campaign, but the execution must
ultimately be left to those more qualified. Thus, when Sun Tzu lists “five factors from which
victory can be known,” the fifth posits, “One whose general is capable and not interfered
with by the ruler will be victorious.”3! This stricture is repeated throughout the text.
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Part of the reason there is a divide between the administration of the army and the state
may be because Sun Tzu perceives military commanders as more specialized and therefore
competent in military affairs than politicians, whose goals and perceptions regarding warfare
may be compromised by more metaphysical concerns, such as the results of divination.
Sun Tzu attempts to move military strategizing away from the metaphysical and toward
more rationalist methods of understanding warfare.*? He claims that divination and similar
methods cannot be used to acquire meaningful information about future events, holding
that true knowledge is acquired from men.

Military Organization as an Incentive Problem

Another significant economic contribution of The Art of War is its analysis of incentives.
Historically speaking, the themes of reward and punishment were receiving increased
attention in the Spring and Autumn and Warring States periods.>* The importance of proper
incentives for military victory is a constant theme of The Art of War. This is consistent with
more recent understandings of organizations and incentives: Marschak, for example, hinted
at this problem in the early days of incentive theory, and military organization is often
considered one of the most important and difficult types of incentive systems to arrange.>*

Incentives in military strategy are first and foremost conceived in terms of rewards
and punishments, especially for soldiers on the lower end of the military hierarchy. In his
first chapter, for example, when Sun Tzu lists seven primary questions that must be used
when comparing armies to determine which has the greatest advantage, one is a question
of incentives for the soldiers: “Whose rewards and punishments are clearer?”’* This is the
most obvious application of incentives to warfare; incentives provided by commanders to
encourage strong battlefield performance by personnel. For instance, material motivations
are often found to be most significant: “Thus what [motivates men] to slay the enemy is
anger; what [stimulates them] to seize profits from the enemy is material goods. Thus in
chariot encounters, when ten or more chariots are captured, reward the first to get one.”3¢
Or when conquering new territory, for instance, it is advised to divide the spoils among
the army (2007, p. 170).>” Or to take another example, when the army must forage for
provisions, “whatever the lower ranks obtain in grain or cloth must all be forwarded to the
top, and those that collect the most will be rewarded. The warriors will no longer think
about returning home .3

Generous incentives should be offered, as they stimulate the acquisition of vital infor-
mation:

Armies remain locked in a standoff for years to fight for victory on a single
day, yet [generals] begrudge bestowing ranks and emoluments of one hundred
pieces of gold and therefore do not know the enemy’s situation. This is the
ultimate inhumanity. Such a person is not a general for the people . .. ¥

Here again Sun Tzu emphasizes the importance of swift victory so as to minimize the
expenditure of resources and the suffering of the masses, and to maximize the potential
gains from victory. The above quote also indicates that the size of incentives should reflect
the importance of the behavior in question. Spies, according to Sun Tzu, are one of—if
not the most—important single element of the army, with the exception of the commander.
This is due of course to the specialized knowledge spies attempt to obtain. Hence, Sun Tzu
advises “no rewards are more generous than those given to spies.” *° And likewise, the same
principle applies to the enemy’s spies: ““You must search for enemy agents who have come
to spy on us. Tempt them with profits, instruct and retain them. Thus double agents can
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be obtained and employed... knowledge inevitably depends on turned spies; therefore,
you must be generous to double agents.”*! Turned spies are in fact the most valuable kind
according to Sun Tzu, because it is through them that all other kinds of spy can be recruited
and utilized. The value “imputed” to them is therefore very large.

Nevertheless, rewards and punishments are not always sufficient to elicit desired be-
havior. Sun Tzu clearly understood that there are diminishing returns to both rewards and
punishments. In fact, excessive rewards and punishments not only do not achieve their
intended goals, but are often a sign of weakness in an army: “One who frequently grants re-
wards is in deep distress. One who frequently imposes punishments is in great difficulty.**?
Whether the cause is too high a cost or too low a benefit, there are occasions when incentives
cannot provide the impetus necessary to guide behavior.

Although the standard system of reward and punishment is the most obvious (perhaps
because it is the most obvious) application of the incentive concept, Sun Tzu devotes far
more attention to “unorthodox” sorts of incentives than he does to “orthodox” ones such
as those just discussed. He especially emphasizes incentives for one’s opponents. Sun Tzu
discusses providing incentives for the enemy, first, for captured enemy soldiers, so they
may be incited to change their allegiance: “Treat the captured soldiers well in order to
nurture them [for our use].”* The fact that Sun Tzu considers stimulated defection a real
possibility might indicate that choosing sides was for the common soldier of the period
more a matter of economic gain than of loyalty to a particular state or ideology. Second,
and more importantly, incentives should be used against enemy commanders, so that they
might be induced to enter a trap, become arrogant or foolish, or commit other tactical
errors. Sun Tzu discusses this notion extensively, especially in a chapter titled “Vacuity and
Substance,” wherein he develops the idea of compelling one’s opponent through the careful
manipulation of incentives.

In one passage Sun Tzu suggests, “Display profits to entice them,” and one also finds
strictures such as “In order to cause the enemy to come of their own volition, extend some
apparent profit. In order to prevent the enemy from coming forth, show them the potential
harm”* Similar advice appears prominently throughout the text.* Extending the possibility
of profit also implies extending the threat of loss, which provides just as great an incentive
with which to manipulate an opposing force. Sun Tzu points out, “Thus if I want to engage
in combat, even though the enemy has high ramparts and deep moats, he cannot avoid doing
battle because I attack objectives he must rescue.”*® These incentives are a core component
of Sun Tzu’s strategic principles. Manipulating the enemy, whether through deception (what
might be called “fictitious incentives”) or simply through unexpected movements, is one
of the most important principles in The Art of War. Thus, providing the enemy with the
proper incentives (or disincentives) is a primary task of the skillful strategist.

Manipulation of an opponents’ perception of available choices—and thus of the per-
ceived costs and benefits of behavior—is fundamental. For instance, if one’s enemies are
cornered, one should not attempt to destroy them completely, but should leave an escape
route open. Sun Tzu argues that without the possibility of survival, soldiers will fight
with the most energy, believing combat to be the only chance of survival. But having the
additional choice of flight radically changes behavior by making escape an option, thus
diminishing the willingness to fight fiercely before withdrawing (Sun Tzu [Sawyer] 1996,
p. 131).47

One of the most original applications of incentives in The Art of War is to the all-
important strategic principle of deception. This adds an additional wrinkle to a familiar
theme. In ordinary discussions of incentives, for example, economists might speak of
a specific sort of wage contract designed to elicit a specific sort of behavior from the
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wage earner. But the underlying assumption is usually that the contract is valid and that
the incentive (that is, the enticement for the wage earner) actually exists. In The Art of
War, this kind of incentive is captured by the notion of rewards for successful soldiers.
However, Sun Tzu also discusses the implementation of incentives that are ultimately
fictitious: for instance, feigning weakness to entice an aggressive opponent. This introduces
a different element into the incentive problem, because an opponent cannot be sure that
the apparent incentive (in this case, a military objective) actually exists. Each commander
must incur an additional cost to determine whether or not a perceived profit is an existing
one. Victory will to a large extent be the reward of the commander who is most skillful at
manipulating the network of incentives on which decisions are based. Sun Tzu sums this up
by declaring, “Thus one who excels at warfare compels men and is not compelled by other
men.”*

Because a significant portion of The Art of War is devoted to matters of incentives in a
rigidly hierarchical organization, it is no surprise that the theme of the diverging interests
of principal and agent also appears in the text. Sun Tzu understood that principals (such
as generals) could have extreme difficulty in promoting action in their agents (such as
lower-ranked soldiers) in accord with long-term objectives. As he observes, “One whose
upper and lower ranks have the same desires will be victorious.”* Furthermore, conflicting
incentives in the opponent’s organization are an opportunity that can be exploited. The use
of double agents, for instance, creates conflicting incentives within an opponent’s hierarchy,
destabilizing organizations and institutions. These potential conflicts between soldier and
commander are a major reason Sun Tzu constantly promotes the careful arrangement of
incentives.

However, incentives for common soldiers are far easier to organize than incentives
for more valuable military assets. As mentioned above, greatly rewarding spies is also
important, so as to eliminate the incentive for double agency and deception. Spies enjoy
a significant advantage as agents, possessing as they do information (or disinformation)
that can be used to great advantage by either side. In addition, the cost of monitoring an
agent can be exorbitantly high in many spheres, let alone one where the agent’s business is
deception itself, and more often than not the deception of a rival principal. Thus, one who
retains a spy has a higher cost of supervision relative to other professions, and this cost is
driven up even further when one adds the cost of monitoring one’s own spies to determine
if they are double agents.>”

Sun Tzu envisions warfare as an elaborate system of incentives, which must be success-
fully manipulated in order to achieve victory. Ultimately, incentives in the form of profits
and losses (whether monetary or psychic) are the glue which holds together the army, and
which allows for the smooth functioning of military affairs. This is true both within an
army, where proper incentives encourage appropriate battlefield behavior and minimize
principal-agent problems (especially with strategically powerful agents such as spies), and
for interactions between hostile armies, where incentives are used to cause error. In this
sense, The Art of War is distinctly economic in its focus.

Military Strategy as an Entrepreneurial Activity

From the above discussions regarding information and its importance to the command-
ing general, it should be obvious that the gathering and use of knowledge (including its
intentional distortion) are at the heart of Sun Tzu’s vision of ideal military strategy. This
idea leads in turn to another economic interpretation of Sun Tzu, namely, the similarities
between strategic insight and entrepreneurship. The connection between entrepreneurs and
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military endeavors should not come as a surprise: military contractors and other martial
decision makers were among the first individuals to be called entrepreneurs,’! and con-
tinue to receive attention in the historical and theoretical literature on entrepreneurship.>?
Entrepreneurial themes are prevalent enough in The Art of War that it has even been re-
quired reading in courses on entrepreneurship at Columbia University.”>> The claim of this
article is that Sun Tzu outlines the essence of command behavior in terms very similar to
Israel Kirzner’s theory of the entrepreneur, which envisions entrepreneurial alertness and
discovery as the vital forces in economic change.’*

Kirzner has argued extensively that market activity is driven by the process of en-
trepreneurial alertness and discovery.> In this regard he follows Hayek, who also viewed
economic affairs as a matter of the coordination of knowledge between individuals.”® It
makes sense that this point of view would be applicable to the formation of strategy. Ja-
cobson even lays out the core ideas of what he terms “The Austrian School of Strategy,” an
approach to strategic decision making based on the familiar themes of the Austrian school
of economic thought, such as change, uncertainty, and disequilibrium in the marketplace.”’
This view contrasts sharply to the view of strategy common to industrial organization stud-
ies, which lack these entrepreneurial elements. In examining the similarities between Sun
Tzu’s general and Kirzner’s entrepreneur, I look especially at the ideas of alertness and
discovery.

To begin, we must briefly summarize Kirzner’s views. Kirzner’s work emphasizes
an entrepreneurial element in all human behavior. This element consists in human beings
constantly striving to discover courses of action that will make them better off. Human
beings are alert in various degrees to pure profit opportunities, which offer the potential to
improve individuals’ respective situations. In the context of the market economy this occurs
largely through recognizing arbitrage possibilities. In general, however, entrepreneurial
alertness in characterized by

the decision maker’s belief that he has discovered possibilities that both he and
his actual or potential competitors had hitherto not seen. Such discoveries may
reflect alertness to changed conditions or to overlooked possibilities . .. The
crucial element in behavior expressing entrepreneurial alertness is that it ex-
presses the decision maker’s ability to spontaneously transcend an existing
framework of perceived opportunities.>®

Success in this endeavor can be elusive, and depends upon the prescience of the
individual:

A correct decision calls for reading the situation correctly; it calls for recogniz-
ing the true possibilities and for refusing to be deluded into seeing possibilities
where none exist; it requires that true possibilities should not be overlooked,
but that true limitations should not be overlooked either.””

Throughout these passages and elsewhere in his work, Kirzner frequently emphasizes
the importance not merely of acquiring information and of choosing between courses of
action, but of perceiving the opportunities for acquiring information regarding the very
existence of previously unforeseen courses of action. It is not enough to choose between
possible opportunities; one must know (that is, discover) that these opportunities exist:*
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A person who possesses knowledge is not by that criterion alone an en-
trepreneur. Even though an employer hires an expert for his knowledge, it
is the employer rather than the employee who is the entrepreneur. The em-
ployer may not have all the information the hired expert possesses, yet the
employer is better informed than anyone else—he knows where knowledge is
to be obtained and how it can be usefully employed. .. The hired expert does
not perceive the opportunity presented by the possession of his information.
The employer does perceive it. Entrepreneurial knowledge is a rarified, abstract
type of knowledge—the knowledge of where to obtain information (or other
resources) and how to deploy it.%!

Consider the similarities between this entrepreneur and a commander at the head of a
hierarchical military organization. Because uncertainty is a universal condition of human
behavior, all individuals are to some extent entrepreneurial. Baumol (1990) argues that
entrepreneurship is pervasive across societies, but also points out that institutional arrange-
ments and the incentives they provide play a key role in directing the flow of entrepreneurial
ability.%? The military commander represents one possible realm in which entrepreneurial
discovery might take place. Sun Tzu envisions military competition not unlike Kirzner
describes market competition, as a process wherein rivals strive to discover and exploit
profit opportunities. Kirzner of course refers to monetary profit opportunities deriving from
arbitrage, but both writers emphasize the importance of perceiving opportunities as the
key means for solving problems of coordination. One translation of The Art of War even
includes the dictum “Unhappy is the fate of one who tries to win his battles and succeed in
his attacks without cultivating the spirit of enterprise.”®?

The notions of knowledge and coordination, and their vital functions in warfare, bring
us to the entrepreneurial element in military affairs. From the consistent focus on knowledge
and its uses in warfare, it is clear that warfare is conceived of as a network of knowledge and
opportunity that must be properly exploited in order to achieve victory. The Art of War is
filled with passages belaboring the importance and hazards of correctly perceiving relevant
knowledge. Take for instance the most famous passage in the text, which strongly points
to knowledge as the primary concept in military command: “Thus it is said that one who
knows the enemy and knows himself will not be endangered in a hundred engagements.”®*
Commanders specialize in acquiring and exploiting military knowledge and it is their
skill in doing so which ultimately determines success or failure. This goes beyond simply
gathering data. “Instead of mere ‘knowing’ [Sun Tzu] addresses the necessity to correctly
grasp and evaluate the intentions, traits, and thought patterns of the enemy’s decision maker
as well as the mental condition of his troops.”®

The general’s main task is to discover the many hidden opportunities available to him
that have not yet been discovered by opposing forces. While the general is not a price
arbitrageur, he is an individual specializing in alertness, perception, and discovery, and his
actions are quite similar to those of the Kirznerian entrepreneur.

The idea of perceiving a potential advantage (discovering it) when others fail to perceive
it, is in fact at the core of Sun Tzu’s teaching. As one commentator on The Art of War points
out, “The [ancient Chinese] military writings. .. consistently stress the need to recognize
and exploit the fleeting moment for initiating action.”® It is of the utmost importance then
that commanders perceive, discover, and exploit the possibilities for successful behavior.
“Success” in this context could mean the frustration of an enemy’s strategy, the capture of
key military objectives, or the achievement of an important goal. While in the economy the
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perception of hitherto unnoticed opportunities leads to arbitrage and pure profit, in warfare
it leads to an increase in strategic advantage and the completion of certain objectives.

The entrepreneurial analogy between military and market is taken yet a step further in
The Art of War. In particular, Sun Tzu explains at length that matters of military strategy
are not problems to be solved with behaviors conditioned entirely by objective factors
(such as factor endowments and technological knowledge). This is clear in chapters such
as “Vacuity and Substance,” wherein Sun Tzu explains that strategy is not a matter simply
of determining a course of action based on given resource allocations (of supplies, soldiers,
fortifications, etc.). Instead, it is the conceptual organization or coordination that results
when one properly applies oneself to the process of discovering opportunities to exploit
events in a previously unforeseen way. It is clear then that Sun Tzu did not view war as a game
in the modern economic sense, with certain rational strategies that can be elucidated and
applied wherever certain objective conditions influence play. Rather, war, like an advanced
economy, is a complex, constantly changing phenomenon, with no constant factors that
can be invariantly relied upon to achieve victory.%” In order to succeed, one must become
capable of constantly changing one’s tactics and disposition toward the enemy; one must
become “formless.”®® The concepts of infinite adaptability and formlessness are critical in
The Art of War. Historically, the notion of formlessness is especially prevalent in Taoist
philosophy, and Sun Tzu—and also his descendent Sun Pin—absorbed and applied this
idea to his own writings.®’

In the above sense it might be said that Sun Tzu employs a “dynamic” rather than a
“static” theory of military action, wherein strategy must remain flexible and always capable
of conforming to new conditions and innovations.”® There is also a clear application to
behavior in the market. As in matters of warfare, the ability of firms to efficiently allocate
resources often functions best when firms can adjust their conduct to changing conditions,
and when incentives for innovation exist.

Let us examine the process of discovery more closely. In a prominent chapter of The Art
of War, Sun Tzu proposes two concepts to capture the essence of strategy; the “unorthodox”
and “orthodox”:

What enable the masses of the Three Armies to invariably withstand the enemy
without being defeated are the unorthodox and orthodox . . . In general, in battle
one engages with the orthodox and gains victory through the unorthodox. ..
In warfare the strategic configurations of power do not exceed the unorthodox
and orthodox, but the changes of the unorthodox and orthodox can never be
completely exhausted. The unorthodox and orthodox mutually produce each
other, just like an endless cycle. Who can exhaust them?”!

“Orthodox” tactics generally represent the conventional wisdom, especially tactics
that are expected given the circumstances. These actions require no special quality of
creativity, but rather are performed as a matter of course. “Unorthodox” tactics on the
other hand encompass many different sorts of behavior, although all are united by common
threads: creativity and unconventionality. Unorthodox tactics include, but are not limited to,
unexpected behavior designed to surprise one’s opponent.”?> Thus, like the ever-changing
conditions of the market, the unorthodox and orthodox constantly change too, as the
conditions of action render a tactic unorthodox one moment and orthodox the next, and vice
versa. As Sun Tzu recognized, the subjective expectations of oneself and one’s opponent
will to a large extent determine the orthodoxy of a particular behavior.”
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In the above passages, the orthodox is meant to apply to simple tasks requiring no spe-
cial ability. They involve a choice between easily perceived alternatives, and are analogous
to the simple maximization behavior that is the foil to Kirzner’s entrepreneurial discovery.’
Kirznerian discovery, on the other hand, is unorthodox because it recognizes possibilities
that have not as yet been perceived by others. The unorthodox are those behaviors that
“provide the disadvantaged... with a perspective for envisioning alternative approaches
and a method for converting their situations to advantage.””’> The parallels to Kirzner’s
entrepreneur are fairly clear. The unorthodox is an expression of Kirznerian discovery in
the sense that the astute commander perceives an opportunity to exploit his environment
to his advantage, thus capturing a profit opportunity. Discovery is unorthodox precisely
because others did not perceive it—the same reason it creates an opportunity for gain.
The commanding general accomplishes the unorthodox through superior alertness and the
discovery of past errors, whether his own or his opponent’s. The general acts in the face
of uncertainty: the correctness of his judgments is determined in the future, and it is only
through realized profit (in this case, victory) that he can know truly if his estimations were
correct. Just as a market entrepreneur copes with uncertainty in the data of the market,
“Sun Tzu. .. considers overcoming or managing uncertainty to be the primary concern in
coping with the complexities of war.”’

This economic understanding of Sun Tzu is also consistent with advice given by Lao-
tzuin verse 57 of the Tao Te Ching: “With the orthodox govern the state, with the unorthodox
employ the army.””” This statement underscores the calculative nature of bureaucratic man-
agement and the perceptive, innovative, and creative character of entrepreneurship. Thus,
the unorthodox and orthodox are two sides to military strategy that have their analogues in
Kirzner’s system, in entrepreneurial behavior and economizing, respectively.

Also worthy of attention is the mutually determined nature of unorthodox and orthodox.
The existence of the one implies the existence of the other. Likewise, profit opportunities
exist due to past errors and the failure of entrepreneurs to identify them. Without error,
there can be no profit, and profit indicates the existence of past errors. Error in this sense is
orthodox; it is ordinary, a part of the normal run of things. It is the unorthodox that can be
identified with entrepreneurial discovery; seeing what remains hidden to others.

We can see too that in addition to the enlightened commander, spies and other spe-
cialists in discovering information may be entrepreneurial as well. It is certainly pos-
sible for Kirznerian entrepreneurs (commanding generals) to hire other alert individ-
uals (spies). In this case the general may partly surrender his entrepreneurial role to
the spy who possesses superior perceptive abilities. Ultimately, the number and extent
of entrepreneurial relationships in a complex hierarchical organization such as a firm
or army will ultimately depend on the extent which each individual is alert to any
relevant opportunities.”® Many entrepreneurial individuals can exist within a military
organization.

Is there anything useful to be discovered by applying Sun Tzu’s earlier insights to
Kirzner’s later ones? If there is anything that Sun Tzu can teach Kirzner’s entrepreneur,
it might be that deception is a useful weapon to employ in the discovery process. As
McCormick points out, war is a redistributive (and destructive), as opposed to productive
enterprise, and thus deception is often a rational strategy in the face of a win-or-lose
outcome.” As entrepreneurs compete in alertness and discovery, a shrewd entrepreneur
might attempt to discover ways of spreading disinformation about profit opportunities to
his competitors. This could take the form of creating false incentives (nonexistent profit
opportunities), or it could mean spreading disinformation regarding available opportunities,
to discourage entrepreneurial discovery by one’s competitors.5°
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We can therefore make an analogy between the behavior of Sun Tzu’s enlightened com-
mander and Kirzner’s entrepreneur. The form of expression is naturally different between
Sun Tzu and Kirzner, but Sun Tzu appears to have envisaged successful warfare in a man-
ner similar to the entrepreneurial discovery approach. It is important to emphasize though
that care must be taken not to argue that there is equivalence between war and economic
affairs.3! War is after all destructive activity on a large scale, while the market economy
concerns peaceful cooperation under the division of labor. Moreover, market competition
is mutually beneficial, while warfare is typically thought of as a zero-sum game.?? All
wish to argue is that there are similarities between the writings of Sun Tzu and certain ideas
of Hayek (on the importance of knowledge) and Kirzner (on entrepreneurial alertness and
discovery).

Beyond these differences, we must also remember that Sun Tzu consistently advises
against unnecessary and wasteful war, counseling an economically efficient approach to
conflict. In this way, Sun Tzu would actually claim that properly executed warfare is similar
in some of its effects to a properly functioning economy, in the sense that resources are
used efficiently, and conflict and welfare losses are minimized. If one considers military
competition in this way, as a largely mental process leading to the minimization of actual
conflict and destruction, a thesis regarding the similarities between ancient China and
modern Vienna appears far more reasonable. Additionally, given Sun Tzu’s emphasis
on fluidity, change, and constant adaptation to unfolding events, it is not surprising that
there should be similarities between his ideas and those of the Austrian school, which
emphasizes the importance of these aspects of entrepreneurial behavior in the market
process.

When discussing an entrepreneurial element in the formulation of strategy though, we
must be careful to stress that this analogy carries serious imperfections. Especially, Kirzner’s
entrepreneur uses the lure of profit to discover opportunities in the market, whereas Sun
Tzu’s general uses the unorthodox to discover strategic opportunities outside the market
setting. Pointing out this difference helps highlight important distinctions between market
and non-market entrepreneurs, and this in turn adds to our understanding of the workings
of non-market organizations.®?

Kirzner, along with others writing in the Austrian tradition, stresses that the market
entrepreneur acts within the framework of meaningful markets prices.®* These prices guide
the entrepreneur’s calculations of the opportunity cost of different production plans, and
thus allow for the rational allocation of resources in society. However, in the absence
of market prices, entrepreneurs lose the vital framework of the price system. Production
must then be guided by some other means, such as bureaucratic, rule-based systems.® Tt
is within these systems—which cannot be guided by profit and loss calculations—where
the arrangement of incentives takes on even greater significance than it does in a market
setting.

One significant implication is that, unlike entrepreneurial behavior in the market, we
cannot make strong claims about the ability of strategists to allocate resources efficiently
or improve welfare. Although they might strive toward these goals, they lack the necessary
tools to achieve them. So even though it is reasonable for Sun Tzu to counsel efficiency and
the avoidance of waste, the enlightened commander has no means of determining which
plans represent the best use of resources, because it is the profit and loss mechanism that
communicates this knowledge. A commander lacks the ability to compare his decision
with others via a common tool of measurement, i.e. market prices. This is one important
way in which more modern analysis complements and enriches ideas found in The Art
of War.
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Discussion and Conclusion

A further word might be said about how Austrian economics more generally applies to the
economics of military conflict. Austrian economists view economic theory as a branch of
“praxeology,” a general science of action, which in turn is defined as purposeful behavior.
The essence of praxeology is the deductive study of the implications of action, as well as cog-
nate concepts such as choice. Within this broader framework, economics concerns the social
aspects of action such as production and exchange. However, praxeology also describes
“non-social” action as well, such as violence and conflict. Importantly, pioneers in the
tradition have often noted the possibility of applying praxeological reasoning to warfare.3

Although not yet systematic, some important efforts have been made in this direction. In
atrilogy of articles, contemporary economists have explored the history of Austrian writing
on the economics of war.?” These articles highlight how traditional Austrian themes—such
as scarcity, time, uncertainty, opportunity cost, entrepreneurship, time preference, capital,
and monetary policy—relate to various aspects of military conflict. Such historical Austrian
writings have also been used as a basis for more recent work in this tradition. Salerno lays
out a praxeological basis for analyzing war, arguing that states, because they utilize non-
market methods of resource appropriation and allocation, are characterized by consistent
involvement in conflict over resources.®® Lacking a price system to resolve these disputes,
states instead resort to war as a means of dispute resolution. The scope of this article
prevents a complete comparison of the Austrian tradition and Sun Tzu, examining only
one of the most important ideas they have in common, namely, entrepreneurship. However,
a minor objective of this article is to at least establish the relevance of Sun Tzu’s classic
for Austrian thinking on strategy and war-making, so that future research can more fully
compare, and possibly integrate, the two traditions.

The ideas discussed in this article are only a few of many topics in The Art of War
with the potential for economic interpretation. Another line of thought which might be
developed regards the relevance of Sun Tzu’s style of reasoning for contemporary research
on strategic behavior in an economic context. In particular, the idea of extending the analo-
gies between Sun Tzu’s military strategy and entrepreneurship is particularly promising,
given the conventional focus on strategy as a problem of already-perceived alternatives and
well-defined informational limitations (for example, as are often found in the prisoner’s
dilemma). Greater attention to entrepreneurial behavior might serve to expand this narrow
view by incorporating a broader view of human valuation and choice. To this end, fur-
ther analysis of Sun Tzu’s classic may complement the action-based and process-oriented
framework of the Austrian school of economics.

I have argued that the writings attributed to Sun Tzu show early but definite hints of
economic reasoning. Although the context is mainly military and not oriented toward pure
economics, nevertheless, it is clear that Sun Tzu’s military masterpiece possesses an early
acquaintance with what we might call “the economic point of view.” Regarding strategy
as a matter of scarce resources, proper incentives, and entrepreneurial discovery makes
The Art of War an interesting mention in the early chapters of the history of economic
thought, and is certainly significant for historical and contemporary studies of the political
economy of warfare.
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