THE CAMBRIDGE COMPANION TO

HAYEK

F. A. Hayek (1899-1992) was among the most important eco-
nomists and political philosophers of the twentieth century.
He is widely regarded as the principal intellectual force
behind the triumph of global capitalism, an “anti-Marx”
who did more than any other recent thinker to elucidate
the theoretical foundations of the free market economy.
His account of the role played by market prices in transmit-
ting economic knowledge constituted a devastating critique
of the socialist ideal of central economic planning, and his
famous book The Road to Serfdom was a prophetic state-
ment of the dangers which socialism posed to a free and open
society. He also made significant contributions to fields
as diverse as the philosophy of law, the theory of complex
systems, and cognitive science. The essays in this volume,
by an international team of contributors, provide a critical
introduction to all aspects of Hayek’s thought.
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EDWARD FESER

Introduction

Friedrich August von Hayek (1899-1992) was almost certainly the
most consequential thinker of the mainstream political right in the
twentieth century. It is just possible that he was the most conse-
quential twentieth-century political thinker, right or left, period.
The apparent triumph of global capitalism at the dawn of the
twenty-first century owes as much to his influence on policymakers
and shapers of public opinion as it does to that of any other intellec-
tual figure. Hayek’s semi-popular book The Road to Serfdom (1944)
was a key text of the emerging New Right, a movement whose
influence ultimately made possible the elections of Margaret
Thatcher, Ronald Reagan, and George W. Bush. Reagan claimed
that his thinking on economics was directly influenced by Hayek’s
writings. Thatcher famously tried once to end debate on
Conservative Party policy by slamming a copy of Hayek’s more
dryly academic tome The Constitution of Liberty (1960) down on
the table and exclaiming, “This is what we believe!” Even Winston
Churchill, long before the New Right’s ascendancy, was moved by an
(apparently superficial) reading of The Road to Serfdom to warn that
the election of his opponent Clement Attlee in 1945 might result in
the institution of a “Gestapo” to enforce Attlee’s socialist economic
policy. (Many suggested at the time that this rash charge might have
cost Churchill the election; Hayek’s influence on politicians did not
always entail their political success.) A John Rawls or Isaiah Berlin,
however much greater was the esteem with which such thinkers
were regarded by most of their academic peers, could only envy such
direct impact on practical politics.'

No doubt there are many who would regard Hayek’s influence,
and especially his influence on the political right, as a dubious

I
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2 EDWARD FESER

distinction. But whatever one’s opinion of Hayek’s political views,
no such misgivings can reasonably derive from a dispassionate
assessment of the quality of his intellectual output. Hayek’s techni-
cal work in economics, the field in which he first made his reputa-
tion, garnered him the Nobel Prize in 1974 (though he had to share it
with his ideological opposite Gunnar Myrdal). Together with his
friend and mentor Ludwig von Mises, he developed what is widely
regarded (including by many who are otherwise unsympathetic to his
views) to be the decisive argument against the very possibility of a
socialist economic order. This work eventually led him beyond eco-
nomics into a wide-ranging examination of the nature of liberal
capitalist society, and of the nature of complex systems in general,
whether economic, social, or otherwise. The result was an intricate
system of thought encompassing worked-out theories not only
in economics and social and political philosophy, but also in the
philosophy of law, the philosophy of science, and cognitive science.
In the last-mentioned of these fields, Hayek is now recognized as
having invented, contemporaneously with but independently of
D.O. Hebb, the connectionist or parallel distributed processing
model of the mind that has become the main rival to the long-
dominant symbolic processing paradigm. In the philosophy of social
science, he is acknowledged to have made an important contribution
to our understanding of the nature of explanations of complex social
phenomena. In general social and political theory, he is regarded as
the outstanding twentieth-century representative of the classical
liberal tradition of John Locke and Adam Smith.> Especially in the
European context, but increasingly also in the United States, he
appears to be regarded by many intellectuals of the left as the thinker
of the contemporary mainstream right with whose thought they
need to come to terms.’ Despite a long period in the intellectual
wilderness following the offense he caused to prevailing sensibilities
by publishing The Road to Serfdom, there are signs that Hayek is at
long last being welcomed, at least tentatively, into the canon.*

The breadth and quality of his work are two reasons for this. Its
depth and style are two others. Robert Nozick, who derived much of
his libertarian philosophy from his reading of Hayek,’ had a greater
direct influence than Hayek himself did on contemporary academic
political philosophy, at least within the analytic tradition. But even
Nozick’s influence has waned, in large part because of his failure to
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Introduction 3

answer his many critics or develop his political philosophy beyond
the inchoate state in which he had left it in Anarchy, State, and
Utopia (1974), and thereby to generate a system as impressively
worked out as that of his egalitarian liberal rival John Rawls.
Hayek’s star has risen in large part because he is not so easily accused
of dilettantism; the many years he spent outside the mainstream
academic conversation were devoted precisely to developing a thor-
ough and systematic description and defense of a classical liberal
economic and political order, first given full-dress presentation in
The Constitution of Liberty and culminating in what is perhaps his
greatest work, the three-volume Law, Legislation, and Liberty (1973,
1976, 1979). Hayek also presented his arguments in a fashion calcu-
lated to appeal to the secular and scientific (indeed, scientistic) tem-
perament of the majority of his intellectual peers, giving him an
advantage over other recent thinkers of the right. Conservative intel-
lectuals of a religious bent could more easily be accused (however
unjustly) of merely presenting secular rationalizations for positions
whose true motivation was theological; while even a genuinely
secular conservative philosopher like Michael Oakeshott, though
widely respected, was bound, given his more literary style and
eschewal of theory, to be dismissed by his ideological opponents
(again, however unjustly) as an obscurantist. Hayek also consistently
avoided polemic, and never attributed anything but the best motives
to his opponents. Unlike more famous twentieth-century defenders
of capitalism like Ayn Rand, Hayek cannot be written off as a shrill
ideologue or crude popularizer.

That Hayek’s work deserves the attention of philosophers in par-
ticular should be evident when it is remembered how central toitisa
distinctive conception of the nature of human knowledge. For
Hayek, there is nothing so important to understand about our knowl-
edge as that it is limited, and limited severely wherever it concerns
inherently complex phenomena like human minds and human
social institutions. Moreover, even the knowledge we do have is
fragmented and dispersed, any particular aspect of it directly avail-
able only to particular individuals and groups rather than to society
as a whole or to its governmental representatives; and much of it is
necessarily tacit, embodied in habits and practices, “know-how”
rather than data that might be recorded in propositional form.
Much of Hayek’s work constitutes a sustained reflection on the
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4 EDWARD FESER

implications of these facts. In economics, the lesson he drew was
that prices generated in a free market encapsulate this otherwise
ungatherable information and make it available to individuals in a
way that makes it possible for them to act so as to ensure as rational
an allocation of resources as is practically possible. In law, he con-
cluded that the piecemeal and organic development of the common
law, wherein law is discovered in precedent and settled expectations
rather than created in an act of legislation, is the paradigm of a
rational and humane legal order. In politics, he held that only
abstract and largely negative rules of conduct could reasonably be
enforced by government within a free society, given the impossibil-
ity, as he saw it, of settling objectively the many disputes over
matters of value that characterize modern pluralistic societies. In
ethics and social theory, he came to believe that tradition played a
role similar to that of the price mechanism, embodying the dispersed
and inchoate moral insights of millions of individuals across count-
less generations and sensitive to far more social information than is
available to any individual reformer or revolutionary, so that the
radical moral innovator suffers from a hubris analogous to that
inherent in socialism. In general philosophy, he took the view that
there are inherent and insuperable limits on the mind’s capacity to
grasp the principles governing its own operations, the bulk of which
must remain forever unconscious and inarticulable.

This epistemological emphasis in Hayek’s work gives his defense
of market society certain advantages. Adam Smith’s famous appeal
to the invisible hand is often interpreted (however mistakenly) as an
apologia forunrestrained greed. The trouble with his argument, or so
it is said, is that it assumes that human motives will always be base,
so that his claim that market incentives impel us to serve others out
of our own self-interest is irrelevant if human beings can be taught to
act on more altruistic impulses. Hayek makes it clear that the case
for the market has nothing essentially to do with motives. Even with
the best wills in the world, we would still need the guidance of prices
generated in a competitive market (and the information encapsu-
lated therein), given our incurable ignorance of all the relevant eco-
nomic circumstances. Furthermore, while Smith’s emphasis on the
advantages of the division of labor might seem to imply that advan-
ces in technology, and in particular the development of ever more
ingenious labor-saving devices, might eventually make his case for

Cambridge Collections Online © Cambridge University Press, 2007



Introduction 5

the market obsolete, Hayek’s emphasis on the division of knowledge —
its inherently scattered and ungatherable character — indicates that
the need for market prices and incentives is as unaffected by con-
tingent technological circumstances as it is by motives. This is only
reinforced by the tacit element in economic knowledge; for to the
extent that such knowledge is embodied in practical wisdom and
concrete experience rather than recordable data, it is an illusion to
suppose that advances in computing technology might solve the
calculation problem facing the would-be economic central planner.

It is also worth noting that, to the extent that Hayek’s case for
tradition rests on considerations analogous to those underlying his
case for the market, the advantages of the latter accrue to the former
as well. It is tempting to suppose that, while traditional stigmas and
taboos might indeed have had some value in discouraging irrespon-
sible behavior within societies harsher and less compassionate than
we take ours to be, they can be readily dispensed with in a therapeu-
tic culture like our own, where gentle persuasion rather than stern
moral judgment is the order of the day. But as with market prices, the
value of tradition primarily lies in the remedy it supplies, not to our
purported defects of character, but to our defects of knowledge. It is
not because our forebears were hard-hearted that they had to make do
with their austere moral rules; rather, they needed those rules, as we
do, because they embody more information about actual human
needs than is available to any individual, however patient and tender-
hearted. Hayek rescues Edmund Burke, no less than he does Smith,
from the charge of cynicism, and reformulates in hard-headed scientific
terms an argument that unsympathetic critics of Burke have some-
times tended to dismiss as mere romanticism.

These considerations indicate that Hayek was not merely the
most influential of recent mainstream right-of-center thinkers, but
perhaps the most quintessential as well. For it is typical of New Right
thinking to try to combine an emphasis on free markets, limited
government, and individual liberty with the encouragement of per-
sonal moral restraint and respect for tradition and religion. Hayek’s
body of thought weaves these themes together systematically,
regarding as it does both the deliverances of market competition
and those of tradition as the byproducts of similar selection mech-
anisms or “filtering processes” (to borrow a term from Nozick),®
whose rational superiority to the alternatives (the results of central
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6 EDWARD FESER

planning and moral avant-gardism, respectively) derives from their
reflecting a far greater range of information about the concrete details
of human life. If Hayek explicitly disavowed the label “conservative”
in The Constitution of Liberty, he also rejected (and in the same
book) the label “libertarian.”” Moreover, his later writings exhibited
a marked tendency toward moral conservatism, and also, despite his
personal agnosticism, toward a commendation of traditional reli-
gious belief as a bulwark of the moral preconditions of market soci-
ety.® A characteristically New Right combination of classical liberal
economics and Burkean conservative social theory seems to have
been his settled position, and by the end of his life, the label “Burkean
Whig” was the one he indicated best characterized his politics.’

At the same time, Hayek was never blind to the potential difficul-
ties inherent in this political synthesis, nor dismissive of the serious
criticisms of capitalist society and liberal theory presented by
thinkers of the left. He explicitly disavowed the ideal of laissez-
faire and distanced himself from the sort of free market utopianism
common among more extreme libertarians. He thought it foolish to
pretend that capitalism always rewards those who work the hardest
or are otherwise deserving, advocated a minimal social safety net for
those incapable of supporting themselves in the market, and had no
objection to government taking on tasks far beyond those defining
the “minimal state” of Nozick’s libertarianism, so long as this did
not result in monopoly and private firms were allowed to compete
with government for provision of the services in question. Like
Marx, he believed that liberal capitalist society has a tendency to
produce alienation, insofar as the impersonal rules of conduct upon
which it rests necessarily eschew any reference to a common social
end or purpose, and thus cannot satisfy the deepest human yearnings
for solidarity. Unlike Marx, he also thought we nevertheless simply
have no alternative to capitalism if we want to maintain the level of
individual autonomy and material prosperity that are the most
prized characteristics of modernity, and that it is naive and danger-
ous to pretend otherwise. For Hayek, those who would like to com-
bine the autonomy and prosperity with a deeper sense of community
are trying to square the circle. We cannot have our cake and eat it
too; tragic as it is, we must either choose to follow out the logic of
modernity to its conclusion and forever abandon the hope of satisfy-
ing those communal desires hardwired into us while we still lived in
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Introduction 7

bands of hunters and gatherers, or we must return to a premodern
form of life and therefore also to a premodern standard of living.
There is no third way. Hayek’s promotion of a mild Burkean moral-
ism and religiosity would seem to be his way of taking the bite out of
this unhappy situation, as far as that is possible; a stolid bourgeois
allegiance to what is left in the modern world of the traditional
family and the church or synagogue would seem in his view to be
all we have left to keep us warm in the chilly atmosphere of liberal
individualism and market dynamism.™

Clearly, Hayek’s thought is rich with nuances; equally clearly, it
is open to possible challenges on several fronts. Both the nuances and
the challenges are amply explored in the essays comprising this
volume.

Bruce Caldwell’s “Hayek and the Austrian tradition” lays the
groundwork for the rest of the collection by setting out the details
of Hayek’s personal and intellectual background in the Austria of the
early twentieth century. Caldwell recounts Hayek’s early family life
and education, his encounter with the thought of Ernst Mach and the
Vienna Circle of logical positivists, and his relationship to the
Austrian School in economics and its controversies with other
schools of thought. The central themes that dominated Hayek’s
thinking throughout the course of his life, Caldwell suggests, bear
the imprint of his formation within the Austrian tradition.

In “Hayek on money and the business cycle,” Roger E. Backhouse
provides an exposition of some of the central themes of Hayek’s early
technical work in economics, including those bearing on his favored
explanation of the great depression. He also addresses certain difficul-
ties with Hayek’s work, in particular his theory of capital, and com-
pares it with the Keynesian paradigm to which it ultimately lost out.

Peter J. Boettke’s “Hayek and market socialism” considers another
facet of Hayek’s early work in economics, namely his contribution
to the socialist calculation debate. Boettke recounts the arguments
of Hayek’s mentor Ludwig von Mises against the very possibility of
socialism, and the arguments deployed by various “market socialists”
in the hope of countering Mises’ objections. He then shows how
Hayek’s own position, developed in order to undermine the arguments
of the market socialists, expanded upon and deepened Mises’ insights
in a way that led eventually to his distinctive epistemologically based
conception of liberal political economy.
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Marx was, of course, the most consequential of all socialist
thinkers, and Hayek is regarded by many as a kind of anti-Marx, a
guru and theoretician of capitalism who played a role in its defense
analogous to that played by Marx in critiquing it. A systematic
comparison of the two thinkers is therefore in order, and in “Hayek
and Marx,” Meghnad Desai provides just this, focusing on their
respective analyses of money, capital, and economic cycles.

John Maynard Keynes was Hayek’s great contemporary rival, and
their disagreements over economic theory and policy are well
known. But as Robert Skidelsky shows in “Hayek versus Keynes:
the road to reconciliation,” the two men had in common a commit-
ment to liberalism and liberal institutions, and to a great extent their
differences concerned means rather than ends. Skidelsky’s examina-
tion of these agreements and differences focuses on what each man
had to say about the great depression, the war economy, and the
dangers inherent in state intervention, and indicates respects in
which sometimes Hayek, and sometimes Keynes, had the better of
the argument.

Andrew Gamble’s essay “Hayek on knowledge, economics, and
society” provides a natural transition from the more economics-
oriented topics of the preceding essays to the broad philosophical
and political themes treated in the remaining chapters of the volume.
Gamble explores the various aspects and implications of Hayek’s
theory of knowledge, including his critique of what he took to be
the excessive rationalism inherent not only in rival positions in
economics, but also in most modern thinking about politics, mor-
ality, and the social world generally. He also suggests that Hayek did
not entirely succeed in extricating himself from the very tendencies
of thought he criticized.

Anthony O’Hear’s “Hayek and Popper: the road to serfdom and the
open society” compares and contrasts Hayek’s arguments in The
Road to Serfdom with those of one of the other great diagnosticians
of totalitarianism in the twentieth century, Hayek’s friend Karl
Popper. Along the way, O’Hear considers some difficulties with
each author’s position, but also suggests that, despite the collapse
of the systems they criticized, what is of lasting value in their argu-
ments has yet to be fully appreciated.

In “Hayek’s politics,” Jeremy Shearmur explores the ways in
which Hayek’s emphasis on the limitations of our knowledge and
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the moral dangers inherent in central planning influenced his dis-
tinctive conceptions of liberty, the rule of law, and the impossibility
of realizing an ideal of “social justice” in a market-based society.
Shearmur regards the lines of argument Hayek deployed in The
Road to Serfdom as key to his overall political thought, and traces
their development in Hayek’s mind in the years leading up to the
book’s publication. He also considers the tensions in Hayek’s
thought entailed by his advocacy of a limited degree of “social engi-
neering” in order to bring existing political institutions more into
line with his own favored principles.

Aeon J. Skoble’s “Hayek the philosopher of law” examines the
way in which Hayek’s conception of the limitations of knowledge
and the dangers of centralized direction led him to a distinctive
philosophy of law, one which saw in the English common law a
paradigm of a rational legal order and led him to make a crucial
distinction between law and legislation. Along the way, Skoble con-
siders several objections that critics have made to Hayek’s account
and how they might be answered.

Hayek stood in the broad liberal tradition, but on the “classical”
rather than the modern and egalitarian side of it. Chandran
Kukathas’s “Hayek and liberalism” examines Hayek’s relationship
to this latter, rival brand of liberalism, and suggests that his theoret-
ical differences with it originate from the overriding practical con-
cern he had in countering the dangerous nationalist and totalitarian
tendencies that characterized world politics in the twentieth cen-
tury. This concern led Hayek to be less interested in abstract philo-
sophical foundations than most contemporary liberals are, and more
attentive to the concrete features of liberal institutions. It also led
him to endorse a thoroughgoing internationalism that would have
made him far less exercised by communitarian criticism than some
recent egalitarian liberal theorists are.

This internationalism is, in Roger Scruton’s view, precisely where
Hayek differs most sharply from the conservative tradition in polit-
ical thought — a tradition to which, as Scruton argues in “Hayek
and conservatism,” Hayek was otherwise in many respects very
close. Scruton also regards it as the greatest potential weakness in
Hayek’s political philosophy. For citizens’ commitment to the
liberal institutions Hayek favored arguably cannot be sustained
over time without a greater sense of loyalty to the nation in which
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those institutions are embedded than liberals are usually comfort-
able with.

In “Hayek on the evolution of society and mind,” Gerald F. Gaus
presents a systematic exposition of Hayek’s account of the intercon-
nected evolutionary processes he saw as molding both social insti-
tutions and the individual human mind, laying bare its many
subtleties and complex theoretical structure. Gaus argues that the
standard objections to Hayek’s theory of cultural evolution rest on
misinterpretations, and that many of his critics do not appreciate its
richness and sophistication because they fail to interpret it in the
context of his larger system of ideas.

Eric Mack’s “Hayek on justice and the order of actions” provides
an equally systematic account of Hayek’s conception of just rules of
individual conduct and their role in generating and maintaining the
sort of unplanned but nevertheless rational large-scale pattern of
human actions that Hayek regarded as essential to a free and plural-
istic society. In Mack’s view, Hayek’s defense of his favored concep-
tion of justice is teleological without being utilitarian.

Finally, Edward Feser’s “Hayek the cognitive scientist and philos-
opher of mind” examines the philosophical themes contained in
Hayek’s treatise in cognitive science, The Sensory Order. Feser sit-
uates Hayek’s views firmly within the history of twentieth-century
philosophy of mind, relating them to those of Hayek’s contempora-
ries Schlick, Russell, Carnap, and Wittgenstein, and noting the
respects in which they foreshadow the views of more recent
thinkers. In Feser’s estimation, Hayek’s philosophy of mind consti-
tutes an impressive synthesis that is superior in many ways to other
and better-known naturalistic approaches. But, as he also recounts,
Hayek’s way of carrying out a naturalistic analysis of the mind
opened him up to a possibly fatal set of objections presented by his
friend Karl Popper. Yet the upshot of Popper’s criticisms if anything
only reinforces the critique of scientism that was so central a theme
of Hayek’s work.

NOTES

1. See Ebenstein 2001 for discussion of Hayek’s influence, especially ch. 17
(which deals with his post-Road to Serfdom celebrity, including the
Churchill episode), ch. 26 (which discusses his general influence on
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the New Right), and ch. 37 (which describes his relationship with
Thatcher, including the incident mentioned above).

As opposed to the modern or egalitarian liberal tradition, which is less
enamored of the market economy and limited government than were
the classical liberals, and whose greatest twentieth-century representa-
tive is John Rawls. See Chandran Kukathas’s essay in this volume for
discussion of the relative lack of interest in Hayek among modern
egalitarian liberal theorists.

Gamble 1996 and O’Neill 1998 are two important recent book-length
studies of Hayek’s work written from a left-of-center point of view.
Meghnad Desai (1994, 1997), David Miller (1989a), and Raymond Plant
(1994) are three other broadly left-of-center writers who have seriously
engaged with Hayek’s work. (Gamble and Desai are also represented in
this volume.) The currently more-or-less left-wing (or at least anti-right-
wing) John Gray has written much on Hayek too, though he started out
as a Hayekian. (Gray 1998 is an updated version of his important book-
length study of Hayek originally published in 1984, and contains a post-
script summarizing Gray’s reasons for moving away from a Hayekian
position.)

Cf. Cassidy (2000), who, writing in the New Yorker — no bastion of
conservatism — goes as far as to proclaim the twentieth century “the
Hayek century” and laments that Hayek’s legacy has been “appropriated
by the far right.”

Nozick cited Hayek’s Individualism and Economic Order, along with
Mises’s Socialism, as the works which converted him away from social-
ism while he was in graduate school (Nozick 1986); and of course, Hayek’s
influence on Nozick’s Anarchy, State, and Utopia (1974) is obvious, even
if there were also other influences. See Feser 2004 for discussion of the
relationship between Nozick’s views and those of Hayek.

See Nozick 1974, pp. 18—22.

See the Postscript to Hayek 1960 (“Why I Am Not a Conservative”) for
the rejection of the “conservative” label, and p. 408 for the rejection of
“libertarian.” To be sure, the context indicates that his dislike of the
latter label was, as of 1960 anyway, mostly due to his finding it artificial
sounding. But the conservative direction his thought took in the seven-
ties and eighties indicates that his views cannot appropriately be char-
acterized as “libertarian” in any case, at least given the connotations
that term has come to have. As Gamble has noted, “the arguments by
libertarians in the 1980s for scrapping state controls over immigration,
drugs, and sexual behaviour find no echo or support in Hayek’s writings.
He did not favour setting the individual free in the sphere of personal
morality” (1996, p. 108).
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These tendencies are particularly evident in Hayek 1979 (in particular the
epilogue on “The Three Sources of Human Values”); 1984d; 1987a; 1987b;
and 1988. See Feser 2003 and Roger Scruton’s article in this volume for
detailed discussion of Hayek’s relationship to conservatism.

See Hayek 1994, p. 141.

That is not to say that Hayek was exactly a traditionalist in his personal
life. As is well known, he left his first wife and children in 1949 so that he
could marry someone else. Even so, when asked years later whether in
his personal life he had always abided by the moral standards he regarded
as valid, Hayek acknowledged that “I'm sure that [divorcing his first
wife] was wrong” and that “I know I've done wrong in enforcing divorce”
(quoted in Ebenstein 2001, p. 169).
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1 Hayek and the Austrian tradition

There are two elements of Hayek’s background that justify our con-
sidering him an Austrian economist: first, that he was raised and
went to university in Vienna in the first three decades of the twen-
tieth century, and second, that when he finally decided on economics
as his field of study, he was trained within the Austrian tradition in
economics.

Hayek spent about a third of his life in Austria, mostly in his early
days. When he was thirty-two he moved to England, where he would
live for nearly twenty years. (He would later say that it was the place
he felt most at home, both intellectually and emotionally.) From
1950 through 1962 he lived in the United States, and then moved to
Freiburg, Germany, where (aside from a five-year period in Salzburg,
Austria — an altogether depressing time for him, both emotionally
and intellectually) he would spend the rest of his life. So the first
place to look for Hayek as a distinctly Austrian figure is at the
formative early period. Accordingly, I will discuss his family back-
ground, his early schooling, and his university days in Vienna.
Within economics, of course, the adjective “Austrian” also signifies
a specific school of thought. Once he had decided that he would
become an economist, Hayek received training that would make
him very much a product of that school. So a second part of the
story is to examine what being trained as an Austrian economist
might mean.

The chapter is divided into four sections. First I will examine
Hayek’s family life and school experience prior to the war. The
second section looks at Hayek’s university experiences. In the
third we will see what it meant for Hayek to be trained within
the Austrian tradition in economics. The Austrian School was a

13
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tradition born in opposition, so that being a member of the school
was defined as much by what one disavowed as by what one
embraced. In the final section I will examine the relationship of the
Austrian School to three sets of antagonists: the German Historical
School economists, the Austro-Marxists, and the Vienna Circle posi-
tivists. Interaction with these groups affected the development of the
Austrian tradition, and this affected the way that Hayek saw the
world.

EARLY SCHOOLING AND FAMILY LIFE

Hayek was born in Vienna on May 8, 1899 into comfortable circum-
stances. His family was nominally Catholic, but non-practicing.
Hayek suspected that his grandfather “like so many of the scientists
of his generation” was “fiercely anti-religious,” but his parents were
simply non-religious: as a child they never took him to church, and
when he expressed interest in a child’s Bible he had received from
them, “it disappeared mysteriously when I got too interested in it”
(Hayek 1994, p. 40). By age fifteen he was a confirmed agnostic, a
position he would maintain from then on.

Hayek attended both elementary school and high school (or
Gymnasium, which consisted of eight grades, or forms) in Vienna.
Among the options one faced in choosing a high school were those
that emphasized a humanistic curriculum (these required both
Greek and Latin) and those that were more scientifically oriented
(Latin, but no Greek, was offered). Hayek’s father August had
received a thoroughly humanistic training, but he was also a natural
science enthusiast, so he initially chose a more scientifically ori-
ented Gymnasium for his son. Unfortunately, the school had a
required class in drawing, and drawing turned out to be an area in
which Hayek had no aptitude. His repeated failures ultimately forced
him to find another Gymnasium. His new school, more humanistic
in orientation, was in the suburbs and attracted a lower quality of
student. Hayek was dubbed “Lex” (short for lexicon) by his class-
mates for his wide-ranging knowledge on nearly any subject (except,
perhaps, the one then being taught). By his own admission he was an
exceedingly lazy student, neglecting homework and cramming for
special examinations offered to poorly performing students at the
end of the year in order to be passed into the next form. One year he
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failed three subjects and was not permitted to take the end-of-year
exam, but was required to repeat the grade. Hayek ultimately
attended three different schools before receiving his diploma, but
due to the war he was able once again to take a special exam that
allowed him to graduate early. This permitted him to volunteer for
the army rather than to wait to be drafted. It also gave him confidence
that he could “study up” for an area in a short period of time."

If Hayek’s poor performance in high school seems difficult to
understand, we should recall Malachi Hacohen’s description of the
typical Austrian Gymnasium of the day as consisting of “strict
discipline, tedious memorization, and infinite boredom” (Hacohen
2000, p. 110). It was a system clearly capable of provoking resistance
from intelligent students — and indeed, both Stefan Zweig and
Karl Popper had similar reactions (Zweig 1943, pp. 24—28; Hacohen
2000, pp. 72-78). When he took an interest in a subject, though,
Hayek could pursue it diligently. Biology and its cognate areas
were among these, and this seems principally due to his family’s
influence.

Hayek came from a family of natural scientists, at least on his
father’s side. His grandfather taught biology and natural history at a
Gymnasium. His father was a medical doctor, but devoted all of his
spare time to botany, and had hopes of attaining a chair in botany at
the university. (This never materialized, though he did obtain an
unsalaried Dozent position.) August had his own circle, that is, he
organized regular meetings of botanists in his own house (Hayek met
Erwin Schrodinger as a boy when the latter accompanied his father to
one of these meetings), and he also would take his son to lectures at
the Zoological and Botanical Society. Hayek would later recall that,
“T knew all the biologists in Vienna.”*

August Hayek was most interested in plant taxonomy; he was
what might today be called a plant geographer or ecologist, chron-
icling which species were indigenous to which habitats and regions.
He also owned a large herbarium and ran a business on the side that
organized the exchange of pressed plant specimens. From age thir-
teen to sixteen Hayek helped his father, collecting and photograph-
ing specimens, and eventually started his own herbarium. The
family’s naturalistic expeditions would take place on weekends in
the spring and were sufficiently frequent to cause further friction
with school authorities, because they meant that Hayek would miss
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the semi-compulsory attendance at Sunday mass.” Hayek’s interests
were serious; at one point he even began a monograph on a rare
variety of orchid, attempting to decipher whether it was a new
species. A bit later he developed interests in evolutionary theory
and paleontology. In recounting this part of his early history, Hayek
concluded that he could easily have imagined becoming a biologist
rather than an economist (Hayek 1994, pp. 42—44). Within his family,
his ultimate career choice made him an outlier: both of his siblings,
and both of his children, went into the natural sciences.

If his father’s side of the family influenced him in a scientific
direction, his mother’s side provided his entrée into the rest of
Viennese academic society. His maternal grandfather, Franz von
Juraschek, a professor of constitutional law at the university as
well as a top-ranking civil servant, was quite wealthy. The family
home was “a magnificent, even grandiose, top floor flat of ten rooms”
opposite the opera house on the Ringstrasse, and here von Juraschek
hosted balls that were attended by the sons and daughters of profes-
sors at the university (Hayek 1994, p. 39). Through the Juraschek
household Hayek met many people he would encounter again, either
at the university or later in his career. He even met Eugen von Bohm-
Bawerk there, but he knew him as the climbing companion of his
grandfather rather than as a famous economist (Hayek 1994, p. 57).

UNIVERSITY DAYS

Hayek enrolled in the University of Vienna in 1918. He completed his
first degree in law in 1921, and another in political economy in 1923.
Compared to his earlier educational experience, he thrived at uni-
versity. The school was flooded with returning veterans, most of
whom wanted simply to get their degrees and get out as soon as
possible. Hayek was among a small group of students who took his
education more seriously. He sought out the best professors, regard-
less of field, spending his “day at the university from morning to
evening ... shifting from subject to subject, readily hearing lectures
about art history or ancient Greek plays or something else” (Hayek
1994, D. s1). Perhaps predictably, Hayek was least enthusiastic about
his chosen field of study: he ended up hiring a tutor to coach him as
he crammed for his exams on Austrian law.* His real interests were
in psychology and, later, economics.
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In the harsh winter of 191920 there were fuel shortages that closed
the university, and Hayek was sent by his family to Zurich. While
there he attended lectures on canon law and on the philosophy of
Moritz Schlick (the latter offered not by Schlick but by a Swiss
academic). Schlick, the founder of the Vienna Circle of logical posi-
tivism, later would become a professor at Vienna, and Hayek would
take a class from him. While in Switzerland Hayek also worked
briefly in the laboratory of the brain anatomist Constantin von
Monakow, dissecting fiber bundles in the brain. It was apparently
in Zurich that Hayek wrote most of the essay that would serve as
the basis for his 1952 book on the foundations of psychology, The
Sensory Order.’

The Viennese intellectual scene extended far beyond the univer-
sity, in part because formal professorships (as opposed to the unsa-
laried Dozent positions) were so hard to come by. Study circles
formed both within and outside the university, an amalgam of for-
mer students, faculty, interested outsiders, and sometimes the best
of the undergraduates. While still at university Hayek with his boy-
hood friend Herbert Fiirth formed their own circle, the Geistkreis, in
which (rather typically) the subjects presented ranged from literature
and philosophy to art history and economics. From 1924 until 1931,
when he accepted a position at the London School of Economics,
Hayek was also a regular member in a circle which formed around
Ludwig von Mises. (In late 1921 Hayek took a job in the Office of
Accounts, a temporary government office set up to settle various
international debt claims, where he met Mises.) In a city in which
anti-Semitism was on the increase, it is worth mentioning that
Hayek participated in mixed groups, ones that included both gentiles
and Jews.

Hayek was at university in the immediate postwar period, an
economically desperate and politically tumultuous time. The streets
were filled with returning veterans, many of them unemployed, and
because embargoes continued even after the war ended, near famine
conditions prevailed in Vienna during the first postwar winter. The
political situation was extremely volatile, not just in Vienna but
across central Europe. In spring 1919 soviet republics were briefly
established in both Hungary and Bavaria. Communist agitation
in Vienna led to a demonstration on April 17, 1919 in front of the
Parliament building that ended in bloodshed, as did an attempted
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communist coup two months later.® Though the various communist
revolutions in central Europe all ultimately failed, in the municipal
elections of May 1919 the socialists won an absolute majority in
Vienna, and undertook the extensive set of social welfare reforms
that led to its being called “Red Vienna.” Though never as severe as it
was in Germany, Austria also experienced hyperinflation in 192122,
with monthly increases as high as 134 percent.

As a university student Hayek was basically a Fabian socialist.”
With some friends he briefly toyed with the idea of developing a
political party whose platform would lie between the Catholic par-
ties on the one side, and the social democrats and communists on the
other. Early on he developed a deep aversion to the communists,
however, in part because he witnessed the violence of the first post-
war year, but also because the Austrian version of Marxism was so
unyielding, at least on paper.® Ludwig von Mises’ 1922 book on social-
ism, which appeared soon after Hayek began working with Mises at
the Office of Accounts, would begin the gradual process of weaning
him from his early socialist sympathies.’

We will discuss the influence of various Austrian economists on
Hayek’s thought in the next section, but here we must also mention
the physicist, psychologist, and philosopher Ernst Mach. Mach had
died during the war, but his radically empiricist ideas permeated the
postwar Viennese intellectual scene. His view that scientific theories
are only fictions, useful for organizing complexes of sensations but
ultimately to be eliminated as science progresses, directly influenced
the views of the logical positivists of the Vienna Circle. Mach’s influ-
ence was also evident in economist Joseph Schumpeter’s 1908 view
that sciences do not seek causes but only report on functional rela-
tions. Schumpeter used this idea to argue (provocatively, for an econ-
omist trained in the Austrian tradition) that the Walrasian general
equilibrium approach, which emphasized functional relationships,
was the theoretical framework within economics that best exempli-
fied a truly scientific approach. Finally, though Lenin had criticized
“empirio-criticism” during the war, the political left in Vienna
embraced Machian analysis: the Austro-Marxist variant of “scientific
socialism” provided socialist political and economic thought with
positivist underpinnings (Caldwell 2004a, pp. 105-6, 136-37).

Mach was important for Hayek, too, in more specific ways. In his
student paper on psychology Hayek had argued against the Machian
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thesis that there is a one-to-one correspondence between an external
stimulus and a sensation, positing instead that, when something
becomes a part of our consciousness, it assumes a position in rela-
tion to our other past impressions. Hayek believed that his own
analysis of relations made Mach’s recourse to the theoretical con-
struct of “sensations pure and simple” expendable. In making this
argument, Hayek was in a sense using Mach’s own position within
the philosophy of science against his analysis of sensations, an
argumentative strategy that Hayek would repeat in certain of his
criticisms of both socialism and behaviorism (Caldwell 2004Db,
pp. 1=s). In addition, in The Analysis of Sensations Mach had argued
that our commonsense experience of the world (part of what Hayek
would call “the sensory order”) was a natural product of evolution, a
view fully compatible with themes to be found in the mature
Hayek’s work.

What emerges from these various observations about the econo-
mist as a boy and young man? Hayek clearly was an independent and
precocious youth, one who could quickly master the basics of a field
when he took an interest in it. He was raised in a secular household
and had a cosmopolitan outlook, apparently mixing easily with other
groups in a society that was growing increasingly anti-Semitic.
Perhaps most important, he came from an intellectual household,
one that worshiped at the altar of science, and this was reinforced
when he went to university — he came of age in a milieu in which the
fascination with science was omnipresent. There were reasons for
this. The scientific worldview (and with it such economic and polit-
ical doctrines as liberalism and socialism) challenged both the older
tradition-bound Catholic outlook and the doctrines being espoused
by various fascist groups (who despised liberalism, socialism, and
democracy in equal measure) then emerging across central and
southern Europe. The scientific worldview was a bulwark against
much that seemed archaic, xenophobic, and irrational, and was a
natural draw for the young Hayek.

But it was also contested ground. The mantle of science was being
claimed by many contending forces. Who were the real scientists,
and how could one demarcate their activities from those of the
pseudo-scientists? This question would professionally engage the
philosophers of the Vienna Circle and men like Karl Popper, but it
was one that touched all who sought to do scientific work.
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THE AUSTRIAN TRADITION IN ECONOMICS

When Hayek first enrolled at the University of Vienna, many of the
names that we associate with the Austrian School of economics were
not on the scene. Though still alive (Hayek saw him once, marching in
an academic procession), Carl Menger had been retired since 1903.
Eugen von Bohm-Bawerk had died during the war, and Friedrich von
Wieser was serving as the Minister of Commerce. The teaching of
economics was in the hands of Carl Griinberg, a socialist economic
historian, and Othmar Spann. Hayek had little good to say about
either; apparently the best thing Spann did for him was to put a copy
of Menger’s Principles of Economics in his hands (Hayek 1994, p. 54).

Hayek briefly was a student of Spann’s, but when Wieser returned
to the university from his government post Hayek soon settled on
him as his major professor. He wrote his dissertation on the theory of
imputation, the Austrian approach to marginal productivity theory
and a favorite topic for Wieser. Though Hayek greatly admired him as
a teacher,® Wieser’s exact influence on his thought is a bit harder to
decipher. Certain affinities are evident. Wieser had argued in his
book Natural Value that, no matter what the form that social organ-
izations take, the same questions of “management and value” must
arise, an argument that is a clear antecedent to Mises’ and Hayek’s
later contributions to the socialist calculation debate. In his theoret-
ical work Wieser followed a methodology of “decreasing levels of
abstraction,” and Hayek made use of the same method in his own
Pure Theory of Capital (1941). Perhaps Wieser’s treatment of the
evolution of social institutions in his 1927 book Social Economics
also had an impact, for this was an area that Hayek would turn to in
later years (Caldwell 20044, pp. 141—43).

Though Wieser was Hayek’s major professor, Ludwig von Mises
quickly became his mentor. Mises assisted Hayek in going to
America for fifteen months in 192324, then helped set him up in a
job as the director of an Austrian business cycle institute when the
job at the government office was done. As noted earlier, Mises also
helped wean him from his youthful dalliance with socialism, a sub-
ject to which Hayek would return in the 1930s when he initiated the
English language version of the socialist calculation debate.

Mises had made his reputation as a monetary theorist, and this
was another area that Hayek chose to investigate. It was perhaps an
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easy choice: hyperinflation in central Europe, debates over the return
to the gold standard and the impact of reparations payments, the
emergence of new monetary institutions (the Federal Reserve
System in the United States was barely a decade old) and of research
and data collection organizations like the newly formed National
Bureau for Economic Research and the Harvard Economic Service
in the USA, and the London and Cambridge Economic Services in
England (similar organizations soon sprang up throughout Europe, as
well), all meant that monetary economics was both a hot and an
unsettled area, the perfect combination for an ambitious young
scholar.

On his trip to the United States Hayek was disappointed to find
that theory had not advanced very far beyond what he had already
learned as a student. He chose instead to focus on issues of monetary
policy as they related to control of inflation and the business cycle.
One of the products of his time abroad was a major paper reporting on
US monetary policy in the early 1920s, and in it Hayek made reference
to the Austrian approach to business cycle theory. In his introduc-
tion to a volume of translations of his early papers, Hayek recounted
what came next:

[AJnother member of our group with whom I was in daily contact, Gottfried
Haberler, persuaded me after reading my first draft that no sufficient expo-
sition of the theory I had used was to be found in Mises’ published work, and
that if I was to expect to be understood, I must give a fuller account of the
theory underlying my report of the events described. Thus arose the long
footnote ... containing the first statement of my version of Mises’ theory.
(Hayek 1984b, pp. 2-3)

Hayek would elaborate his own variant of the Austrian theory of
the cycle in his first two books, Prices and Production (1931) and
Monetary Theory and the Trade Cycle (1933). A byproduct of these
studies (and also of his trip abroad) was a critique of the theories of
two Americans, William Trufant Foster and Waddill Catchings, in a
paper published in German that was later translated as “The
‘Paradox’ of Savings.” Lionel Robbins, a young economist at the
London School of Economics (LSE), read the paper in German and
invited Hayek to give some lectures at the LSE in the spring of 1931.
This ultimately led to Hayek’s appointment the next year to the
Tooke Chair of Economic Science and Statistics there. Hayek’s
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paper providing an Austrian response to the theories of the
Americans Foster and Catchings ultimately was responsible for
moving him from a Dozent position in Austria to a named chair at
a major English university. He would remain at the LSE until 1950,
when he moved to the Committee on Social Thought at the
University of Chicago.

It would be misleading to suggest, however, that Hayek’s ideas
were exclusively Austrian in origin. For example, his initial state-
ment of the theory of the trade cycle drew on Mises’ writings, but
also on those of the brilliant Swedish economist, Knut Wicksell.
Wicksell published his work in German, and was well known for
his 1893 book Value, Capital, and Rent, in which he developed the
marginal productivity theory of distribution and for his synthetic
integration of Walrasian general equilibrium theory with Bohm-
Bawerk’s capital theory. Five years later he published a book on
monetary economics, Interest and Prices (Wicksell [1936] 1965), in
which he developed the natural rate-market rate of interest dichot-
omy. Wicksell articulated a more complete version of these theories
in lectures that were published in Swedish in 1901 and 1906, and then
translated into German in 1922." Hayek had gained considerable
institutional knowledge, as well as familiarity with some basic stat-
istical techniques, on his trip to the USA, and was then trying his
hand at further integrating monetary theory with an explanation of
the business cycle by combining elements of Wicksell’s diverse con-
tributions with those of von Mises. His work was integrative and on
the cutting edge.

But it also had competitors. Some of these were in Germany, and
indeed, I think that one way to read Monetary Theory and the Trade
Cycle is as an argument directed at German economists, and espe-
cially the Kiel School that was forming around Adolf Lowe. Hayek
argued that, with the introduction of the “loose joint” of money, a
theory of the cycle that was also fully consistent with Walrasian
static equilibrium theoretical foundations, was not an oxymoron,
as Lowe’s work might suggest, but fully viable (Caldwell 2004a,
pp. 156-62).

More important in retrospect, however, was the role the book
played in leading to Hayek’s famous encounter with John Maynard
Keynes.” In his 1930 book, A Treatise on Money (Keynes 1971b),
Keynes had also drawn on Wicksell’s natural rate-market rate
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dichotomy, but had left out any reference to Wicksell’s earlier work
on capital theory. By way of contrast, the effect of divergences
between the market and natural rates of interest on the capital
stock was a key element of Hayek’s story. Hayek offered up his
criticisms in a two-part review of Keynes’ book, and in his reply
Keynes attacked Hayek’s own Prices and Production, which had
just appeared.

The battle with Keynes marked Hayek’s entrance into the British
academic scene. Of course, Keynes soon swept the field with the
publication in 1936 of his General Theory. As for Hayek, criticisms
from a variety of quarters made him rethink the capital-theoretic
foundations of his own model, and in particular his use of Bohm-
Bawerk’s device of an “average period of production” in explicating
how changes in interest rates affect the structure of production. He
would work on this project on and off throughout the rest of the 1930s,
a project that generated many papers and which ultimately culmi-
nated with the publication in 1941 of The Pure Theory of Capital.
Though he finished the book, the project nearly exhausted him, and
he never really achieved what he hoped to do, the construction of
a dynamic model of a capital-using monetary economy. Like his
earlier work, it drew heavily on the Austrian tradition in economics,
but it also integrated the writings of economists working in the
traditions of Sweden, Lausanne, America, and Britain. By this point
in time, the cosmopolitan nature of Hayek’s ceuvre was evident.

In the 19308 Hayek also began developing his insights about how a
market system with freely adjusting prices coordinates economic
activity in a world of dispersed knowledge. These insights led him
to question the ability of the static equilibrium analysis of his day,
with its assumptions of full information and perfect foresight, to
shed light on the workings of a market economy. The origins of
these ideas are hard to disentangle, though Hayek’s participation in
the socialist calculation debate and in discussions with Swedish
economists and others about expectations, as well as the challenging
claim of Hayek’s old classmate Oskar Morgenstern that perfect fore-
sight was logically incompatible with the notion of Walrasian
tdtonnement (movements towards equilibrium), all deserve mention
(Caldwell 2004a, pp. 209—20). In any event, these insights slowly but
surely led Hayek to investigate how a host of social institutions in
addition to markets assist in the coordination of knowledge, and
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ultimately to questions about the origins of such institutions. In this
later work Hayek was in a sense returning to themes that had ini-
tially engaged the founder of the Austrian tradition, Carl Menger.
Interestingly, even though Hayek had edited a collection of Menger’s
writings in the early 19308 and wrote a biographical essay on him,
when mentioning predecessors he most often made reference to
Scottish Enlightenment philosophers like David Hume, Josiah
Tucker, Adam Ferguson, and Adam Smith, rather than Menger (e.g.
Hayek [1946] 1948). One suspects that this was because by this time his
audience was English-speaking (neither of Menger's books had
been translated yet), and because he began these investigations dur-
ing the Second World War, when reference to German-speaking
social scientists, even liberals, might have been viewed as somewhat
impolitic.

BATTLES WITH OTHER TRADITIONS

The Austrian tradition was born in opposition; the very use of the
term “Austrian” to identify a school of economic thought was begun
by its opponents, members of the German Historical School of eco-
nomics. German Historical School economists rejected a theoretical
approach to their subject. Noting that each country has its own
distinct and unique history, with different social norms, institu-
tions, and cultural values affecting its course of development, they
concluded that the abstract theorizing of classical economists like
David Ricardo was simply a mistaken generalization from the nar-
row experience of one nation at one point in time, Great Britain since
the late eighteenth century. They favored instead the detailed study
of the development of each nation’s economic, social, cultural, and
ethical institutions. Some had stage theories of development, others
urged the patient collection of facts, but all derided the classicals’
desire to articulate a universal theory of economics.

Carl Menger, whose Principles of Economics ([1950] 1976) was the
founding document of the Austrian School, agreed with the German
Historical School economists that the specific theory of value
endorsed by Ricardo and the British classicals — most followed
some variant of a cost of production theory — was wrong. But he
disagreed that this implied that there could be no theoretical
approach to economic phenomena. In the Principles he claimed
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that a number of economic practices and institutions — these
included the origins of money and exchange, the formation of prices,
and the development of various market structures — could be
explained as the unintended consequences of intentional human
action. People in pursuing their own interests do not set out to create
such institutions; rather, they emerge as unintended, and in that
sense spontaneous, orders. In explaining why exchange occurs,
Menger introduced the marginal principle, which would become
the foundation for modern microeconomic theory.”

Though Menger dedicated his book to Wilhelm Roscher, a leading
figure among the older German Historical School economists, it was
interpreted by the leader of the younger generation, Gustav
Schmoller, as simply a continuation of the errors of Ricardo and
other classicals. Disputes between the two schools led eventually
to the Methodenstreit, or battle over methods — and it was in this
battle that the term “Austrian School of economics,” originally
meant as a term of derision, was coined.

By the time Hayek had come on to the scene, the battle between
the Austrian and German Historical Schools was pretty much over.
What remained were certain presuppositions that Hayek brought to
his studies. Perhaps the most important of these was the Austrian
insistence that the proper way to study economics was theoretical.

One can see this view, for example, in the first chapter of
Monetary Theory and the Trade Cycle, where Hayek both defends
a theoretical approach to his subject and offers a scathing attack on
“empirical studies” in economics. One of the targets was “the oft-
repeated argument that statistical examination of the Trade Cycle
should be undertaken without any theoretical prejudice,” a view
which he claims “is always based on self-deception” (Hayek [1933]
1966, p. 38). For the Austrians, a fundamental conclusion of their
debates with the German Historical School economists was that
there is no such thing as the presuppositionless observation of reality
or collection of data — empirical work always must take place within
an existing, even if implicit, theoretical framework.

Though Hayek cited the work of the Harvard Economic Service as
an example of the error, his argument was equally directed at the
approach advocated by the American economist Wesley Clair
Mitchell. Hayek had encountered Mitchell on his trip to America,
and even sat in on his history of economic thought class. Though
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Mitchell was critical of the German Historical School, he shared
their belief that the marginalist approach was simply a continuation
of the mistakes of the classicals, especially in their use of the
“rational economic man” construct. Mitchell envisioned a future
for economics in which the “scientific psychology” of behaviorism
would replace subjective value theory, and in which economists
would join with natural scientists to use objective statistical data
to organize and run society along more rational lines. In his attacks
on marginalist theory and emphasis on the use of statistics Mitchell
would have reminded Hayek of the German Historical School eco-
nomists. But in his vision of a future in which science would be used
to reconstruct society he would also have reminded Hayek of the
positivists, more on whom in a moment.

Another result of the Methodenstreit was that the so-called “sec-
ond generation” of Austrian economists, Bohm-Bawerk and Wieser,
increasingly emphasized the marginalist part of the Austrian contri-
bution as opposed to the “social institutions as the unintended con-
sequences of intentional human action” part which had been so
important to Menger, and in his later work, to Hayek. They did this
to make clear the differences between their own theory and the
cost of production theories of value of the classicals. A prominent
defender of one variant of the classical theory was Karl Marx, whose
utilization of a labor theory of value was central to his explanation of
the origin of surplus value, itself a key part of his theory of the
exploitation of the proletariat. Marxist value theory then became a
natural target for the Austrians. And indeed, after Bchm-Bawerk’s
devastating 1896 critique of the third and final volume of Das Kapital,
the Austrian economists were evermore identified as the most prom-
inent critics of Marxism (see Bohm-Bawerk [1896] 1975).

While the criticisms of Marxist value theory by Bohm-Bawerk
and others caused some socialists to abandon the labor theory of
value (thus provoking the first schism in Marxism), others rose to
its defense. Among the most vocal defenders were the Austro-
Marxists, and this led to a famous encounter. After years of govern-
ment service Bohm-Bawerk returned to teaching in 1904, and for the
next decade he ran an economics seminar at the university. The first
seminar was on the theory of value, and featured an extended debate
between Bohm-Bawerk and Otto Bauer, the brilliant young leader of
the Austro-Marxists, one who would go on to lead the Austrian
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Social Democrats after the war. Other seminar participants included
the Marxist theoretician Rudolf Hilferding, who had himself pub-
lished (see Hilferding 1975) a criticism of Bohm-Bawerk’s position on
Marx, as well as Joseph Schumpeter and Ludwig von Mises. After
these debates on the transformation problem and the Marxian theory
of value, the Austrian economists were thoroughly schooled in the
nuances of Marxist theory, and indeed defined their own approach at
least partly in contradistinction to it.

But the Austrian critique of socialism was ultimately to go far
beyond the criticism of its value theory. This was due in part to
another seminar participant, Otto Neurath. In the seminar Neurath
propounded the doctrine of “war economy,” the idea that the massive
central planning that typically characterizes an economy in war
should be extended into peacetime. Neurath further proposed that
money should be abolished, and that the managers charged with
directing the economy should rely instead on an extensive body of
social statistics that could be used to plan production and distribu-
tion, a plan that would particularly irritate a monetary theorist like
Ludwig von Mises. By the end of the war many others had joined
Neurath in proposing socialization schemes for the reorganization of
society, though few were as radical as his. These proposals ulti-
mately provoked von Mises to write an article and later a book on
socialism, thereby beginning the German language socialist calcu-
lation debate.

Neurath’s writings also strengthened the link in the Austrian
mind between socialism and positivism, for in the 19208 he was to
become the “social science expert” for the Vienna Circle. As recent
scholarship emphasizes, the early days of the logical positivist move-
ment had a distinctly political side, and Neurath played a central role
in this. In advocating the unity of science, for example, he hoped to
enlist all of the sciences to use them to refashion society along
socialist lines (Reisch 2005). In any event, for the Austrian School
economists, positivist philosophy of science was always aligned in
their minds with socialist politics and economics.™

How did the conflation of socialism and positivism affect Hayek?
Though he had taken a class from Schlick and had participated in
political events as a student, Hayek’s real exposure to the relevant
debates doubtless occurred after he began participating in the Mises
Circle. One of his friends from the Geistkreis, Felix Kaufmann, was a
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member of both the Mises Circle and the Vienna Circle, and he kept
the former apprised of the latter’s activities. In the late 19208 Mises
was fashioning his own response to the positivists with his theory of
human action, so positivism was a much discussed topic in the
seminar. Though Hayek appears never to have been comfortable
with the a priori foundations that Mises claimed for his program,
he imbibed and fully concurred with the view that the positivists
were only pretenders to the mantle of science. And because their
radically empiricist approach to science had much in common with
the naive empiricism of the German Historical School economists,
arguments against them came naturally to the lips of anyone trained
in the Austrian economic tradition.

One can see the effects of all this in Hayek’s work beginning in the
1930s. In the middle of the decade he embarked on his own battle
against socialism. His first move was simply to inform his British
readers of the German language debates that had already taken place.
And his subsequent moves also make sense given his background, for
very soon his arguments branched off from the purely economic to a
more broad-based attack that focused on the methodological and
philosophical underpinnings of socialist thought.

In his Second World War era essay “Scientism and the Study of
Society,” Hayek grouped together under the common and pejorative
label “scientism” a number of doctrines, and did so according to
common elements they shared: historicism, objectivism, collecti-
vism, and the planning mentality (Hayek [1942—44] 1952). The advo-
cates of these approaches hoped to use objective, empirically
oriented science and the careful collection of historical data and
statistics to plan and carry out the efficient production of goods
that would then be distributed along more equitable, often social-
istic, lines. From Hayek’s perspective, positivists, socialists, German
Historical School economists, and American institutionalists all
shared a similar agenda. For someone raised in the Austrian tradi-
tion, he could not see it otherwise.

Hayek and the Austrians were not just critics; they offered an
alternative approach to the study of social phenomena, and again,
the contrast is well drawn in the “Scientism” essay. In contrast to the
objectivism of Neurath’s physicalism, say, or Mitchell’s behavior-
ism, there is in the Austrians a stress on subjectivism: people act on
the basis of their subjective perceptions of reality, according to their

Cambridge Collections Online © Cambridge University Press, 2007



Hayek and the Austrian tradition 29

own subjective tastes, preferences, and knowledge. In place of collec-
tivism, the Austrians offered an analysis that begins with the choices
of purposeful individual agents, of “acting man.” Instead of an histor-
ical approach, the Austrians proposed the theoretical study of social
phenomena. And in place of the planning mentality, the Austrians
defended the idea that many social phenomena are examples of
spontaneous orders, the unintended consequences of purposeful
human action.

Hayek’s commitment to such Austrian themes as subjectivism
and methodological individualism is clear in his work from the
mid-1940s, not just in the “Scientism” essay but also in such pieces
as “The Facts of the Social Sciences” (Hayek [1943] 1948) and
“Individualism: True and False” (Hayek [1946] 1948).” His commit-
ment to examining and explicating the formation of complex self-
organizing orders only grew through time, and influenced his work in
psychology, the law, and the philosophy of science. Finally, Hayek’s
commitment to theory also never wavered: no matter what the sub-
ject matter, his analyses were inevitably framed at the highest, most
abstract level.

Having been raised in the Austrian tradition explains finally why
Hayek fell in so easily with Karl Popper when he read his work. This is
something that needs some explaining because, though both were
Viennese, they did not know each other in Vienna, and Popper’s
politics were considerably to the left of Hayek’s. If one looks, however,
at the opening chapters of The Logic of Scientific Discovery ([1959]1968),
Popper’s attack there on inductivism (the idea that via the careful
collection of facts one can construct a scientific theory) would have
been completely in line with the Austrian view vis-a-vis the German
Historical School economists and the positivists.

In his LSE inaugural lecture ([1933] 1991) Hayek had attributed
many of the mistaken beliefs of the day to the lingering influence
of the German Historical School economists — in short, their attacks
on economic theory had undermined its authority, opening the door
to the many quack economic policy prescriptions then on offer.
About a year later Hayek was talking to Gottfried Haberler about
the ill effects of positivism, and Haberler told him he should read
the work of Popper. Hayek obliged, and this resulted in Popper being
invited to speak at his seminar at the LSE, where Popper presented
an early version of The Poverty of Historicism. Hayek later was to
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recount that when he heard Popper’s views about falsification
(that is, the idea that for a theory to be scientific there must be
some state of the world that can falsify it), he “just embraced his
views as a statement of what I was feeling” (Hayek and Weimer 1982,
p. 323). I believe that this is equally true for Popper’s attacks on
inductivism.

A characteristic that Hayek shared with most of his antagonists,
at least those identified here, was that he was a full participant in the
modernist scientific project. Hayek saw himself as a scientist, and
believed in the power of scientific argument. When he attacked
socialism, he didn’t do so on moral or ethical grounds. Rather, he
argued that socialist planning could not accomplish the ends it set
out for itself.” When he criticized behaviorism in The Sensory Order
(1952b), his argument was again that it failed to meet its own stric-
tures about science. Behaviorism insists on making recourse only to
observable phenomena in order to remain “objective” and to avoid
acts of interpretation. But if Hayek’s theory is true, all sensory data
are themselves products of the mind - they are themselves acts of
interpretation. (Incidentally, this argument further reinforces the
idea that there is no such thing as brute, uninterpreted facts, a
position taken by the Austrians against the German Historical
School economists.)

Hayek remained to the end a believer in science; he just thought
that many other believers (especially those so ready to label their
opponent’s beliefs as “metaphysics”) were not practicing what they
preached. Hayek was a modernist through and through, but one who
recognized the importance of interpretation. As a subjective value
theorist raised within the Austrian tradition, he was in this sense a
fully representative member.

I will close with a final, and very speculative, hypothesis. I have
dealt only peripherally with one of the key elements of Hayek’s
thought, his emphasis on the severe limitations of our knowledge,
which implies that there is often very little we can do to shape social
phenomena to fit our own designs. One sees this idea running
throughout his work. In the Preface to Monetary Theory and the
Trade Cycle, he says: “[T]he one thing of which we must be painfully
aware at the present time — a fact which no writer on these problems
should fail to impress upon his readers — is how little we really
know of the forces which we are trying to influence by deliberate
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management; so little indeed that it must remain an open question
whether we would try if we knew more” (Hayek [1933] 1966, p. 23). It is
there in his essays on knowledge, when he labels the fact of social
coordination in a world of dispersed knowledge a “marvel” (e.g.
Hayek [1945] 1948, p. 87). One sees it in his claim that often the best
we can do in the social sciences, especially when dealing with
complex phenomena, is to make pattern predictions or to explain
the principle by which the phenomena operate (e.g. [1942—44] 1952,
Pp. 70—76; [1964] 1967). It is there most evidently in the sorts of state-
ments he was making in interviews toward the end of his life, such as
that “what we can know in economics is so much less than people
aspire to.”"”

Some may wish to argue that Hayek was simply born with a sort of
natural pessimism or cynicism, and that this generated his long-
standing belief in the inherent limitations that humans face when
they try to intervene in social phenomena. Perhaps. But it is also
possible that this view was the product of his having come of age
during the final collapse of an already broken-down empire, of having
experienced the multiple forms of disaster that surrounded postwar
Vienna and enveloped interwar central Europe, and of having wit-
nessed the failures of various high-minded social experiments to
achieve anything like what their exponents had promised. In bearing
witness to so much tragedy Hayek was again very much a part of the
larger Austrian tradition. His famed “epistemic pessimism” may
well have been another result of that larger experience.

NOTES

1. These details of Hayek’s early school experiences come from an unpub-
lished interview with W. W. Bartley III that took place in Freiburg on
February 9, 1983, one of a number that Bartley undertook during the 1980s.
I thank Stephen Kresge, who provided me with copies of the interviews,
for permission to draw on them here and elsewhere in the chapter.

2. Undated 1983 interview with W. W. Bartley III; cf. also his interview of
February 11, 1983. Here and in what follows, any words quoted directly
from Hayek appear through the courtesy of the Hayek estate.

3. In an interview with W. W. Bartley III in Freiburg on February 11, 1983
Hayek said that “the Sunday excursions were very much intended by
him [August — BC] partly for his own botany and partly to bring up his
children [to be] interested in the natural sciences.”
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Interview with W. W. Bartley III, Freiburg, February 1, 1983.

Interview with W. W. Bartley III, London, March 28, 1983.

In an unpublished 1989 manuscript titled, “Music and politics: Karl
Popper meets Arnold Schonberg and the Eislers and gives up commu-
nism,” W. W. Bartley Il noted that Hayek, returning home from university
during the April demonstration, was briefly caught in the crossfire.

In an interview with W. W. Bartley III in Freiburg on February 10, 1983,
Hayek stated that his close friend Herbert Fiirth’s father was a lawyer in
Vienna who was active in various Fabian causes, and that this, together
with his reading of the works of Walther Rathenau, were most respon-
sible for his early sympathies for socialism.

Austro-Marxists were among the most doctrinaire, with little room for
compromise with revisionists, but the actual strategy followed by Otto
Bauer, who as leader of the social democrats in Red Vienna did not think
that the historical conditions were right for a revolutionary transforma-
tion of society, was fairly conciliatory, leading some to blame him for
the eventual fascist successes of the 1930s.

As Hayek put it in his Foreword to a new English language edition of
Mises’ book, “It gradually but fundamentally altered the outlook of
many of the young idealists returning to their university studies after
World War I. I know, for I was one of them” (Hayek 1981, p. xix).

See e.g. p. 14 of the 1983 document “Nobel Prize Winning Economist,”
edited by Armen Alchian, UCLA, Charles E. Young Research Library,
Department of Special Collections, Oral History transcript no. 300/224,
transcript of an interview with Hayek conducted in 1978 under the
auspices of the Oral History Program, University Library, UCLA.

Not incidentally, given the importance of Wicksell’s work for the con-
troversy between Keynes and Hayek, both Interest and Prices and
Lectures on Political Economy were translated into English in the
19308. A translation of Wicksell’s 1893 book Value, Capital, and Rent
did not appear until 1954.

For more on this episode, see Hayek 1995.

For a more detailed discussion of the development of Menger’s thought,
see Caldwell 20043, ch. 1.

See Caldwell 20044, ch. 1 for a more detailed discussion of the Austrian
economists’ debates with Austro-Marxists and positivists.

As T argue in 2004a, pp. 279-87, his commitment to “methodological
individualism” in later years depends mightily on how one defines the
term, and as such is less clear.

By utilizing the Weberian means—ends framework, the argument remains
value-free. Thus Mises and Hayek argued that the means (socialist
planning) would not allow the chosen ends (rational production) to be
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accomplished: without freely adjusting market prices, socialist man-
agers would not have the knowledge of relative scarcities needed to
make rational production decisions. Or, as Hayek argued in The Road to
Serfdom ([1944] 1962), without common shared values, socialist planners
would not be able to come up with a production plan that would gain
everyone’s approval.

17. See p. 258 of the interview cited in n. 1o0.
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2. Hayek on money and the
business cycle

Since The Road to Serfdom Hayek has been known primarily as a
philosopher of freedom. He published ideas about money and macro-
economic policy (for example, his advocacy of the “denationaliza-
tion” of money) but, though this work may have influenced
politicians such as Margaret Thatcher and Ronald Reagan, it was
never taken seriously by economists. By the 19708 he was, in the
minds of most economists, at best a political philosopher in a
world where economics had become highly technical, and at worst
an ideologue. Either way, economists did not consider him someone
to be taken seriously. Before the Second World War, on the other
hand, Hayek was generally accepted, even by those who did not agree
with him, as an economist of the first rank, undertaking research in
business-cycle theory that demanded their attention. In his contro-
versy with Keynes in 1930-31, Hayek, in a sense, stood on a par with
Keynes (in so far as the newly arrived enfant terrible could be on a par
with an established authority): they offered visions of capitalism and
how to remedy its macroeconomic problems that vied for attention
at a time when these were more pressing than at almost any other
time in history.

This chapter seeks to explain Hayek’s ideas on money and the
cycle in this period when his work lay at the heart of the field, and
which can best be considered independently of his later work. These
included his doctoral thesis, published in German in 1929 and trans-
lated into English in 1933 as Monetary Theory and the Trade Cycle,
and the book Prices and Production (first edition 1931, second edition
1935) that arose out of the LSE lectures that brought him to the
attention of English-speaking economists. Though published later,
Monetary Theory and the Trade Cycle was the beginning. After a

34
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highly charged debate with Keynes, and partly because of his parallel
work on socialism, which led to his conception of the market as an
information processing mechanism, Hayek’s work on the cycle con-
tinued though the 19308, brought together in Profits, Interest, and
Investment (1939b) and culminated in The Pure Theory of Capital
(1941), a work constrained by the exigencies of wartime. By this time,
not only was the economics profession moving decisively toward
Keynesian economics, which differed radically from his, but Hayek
was becoming involved in his “abuse of reason” project and The
Road to Serfdom, which he perceived as his contribution to the war
effort.'

Hayek’s writing on money and the cycle came during one of the
most turbulent periods in monetary history. The background was
undoubtedly the German experience of hyperinflation in the 1920s,
when money lost virtually all its value, ushering in the social and
economic disruption out of which totalitarianism emerged. The
other defining event of the period was the stock market crash of
1929 and the ensuing depression. Though the immediate causes of
this lay in central Europe (the collapse of the Austrian bank, Credit
Anstalt), it affected the world; Hayek sought the causes of this
catastrophe in the policies pursued, not in Germany, but in the
United States. He developed a theory according to which the depres-
sion was the inevitable result of the boom that the United States had
experienced during the 19208, when Europe was suffering from persis-
tent depression and economic dislocation. Where Keynes was argu-
ing that interest rate policy and public works expenditure (and at one
stage even tariffs to protect industry) could be used to alleviate
depression and to promote recovery, Hayek considered these pre-
cisely the opposite of what was required. They would merely serve
to prolong an expansion that was unsustainable and was bound,
eventually, to collapse. To follow such a course would not just post-
pone something that was inevitable: the longer the maladjustment
continued, the worse would be the ensuing crisis.

Hayek had come to this theory by 1930, and sought to develop its
foundations during the years leading to his Pure Theory of Capital.
At this time, economics was much less technical than it became in
the second half of the twentieth century. There was a proliferation of
theories of the business cycle, each focusing on a different set of
factors as its underlying cause. Some economists stressed the “real”
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shocks resulting from technological innovations, wars, and other
causes. Others saw the cycle as rooted in monetary factors, and
others explored the role of psychological factors — waves of optimism
and pessimism that affected entrepreneurs’ expectations of the profit-
ability of investment. With few exceptions, economists did not use
any formal framework to explore the relationships between these
theories or to test one against the other. Integration was in terms of a
narrative, reliance being primarily on verbal not mathematical rea-
soning. The alternative to upholding a single explanation was thus
an eclectic combination of different theories, as represented by
Wesley Clair Mitchell.

The same situation held in monetary economics, though here the
quantity theory of money (the theory that there is, at least in the long
run, a proportionality between the price level and the money supply)
provided a framework around which discussion centered. Not all
economists were quantity theorists, for in Europe and in the
United States there were those who denied such a relationship, and
there were many versions of the quantity theory. But it provided a
more formal framework for analysis than was available in business
cycle theory. Of course, as monetary theories of the cycle demon-
strate, the two fields overlapped significantly.

Paradoxically, given the intensity of their disagreement, in the
late 19208, Keynes and Hayek were both turning toward the same
version of the quantity theory, developed around 1900 by the Swedish
economist, Knut Wicksell ([1936] 1965, [1906] 1978).> Though a quantity
theory, this focused attention on the role of the interest rate and the
role of banking policy in influencing the relationship between sav-
ings and investment. Wicksell argued that there was a “natural” rate
of interest, at which savings and investment would be equal. If the
rate were lower, savers would be unwilling to save as much as
entrepreneurs would wish to invest — in buildings, vehicles, machi-
nery, stocks of goods, and so on. If it were higher, in contrast, entre-
preneurs’ demand for funds to finance their investment activity
would be less than savers wished to provide. Only at the natural
rate would these be balanced. The problem, however, was that the
actual rate of interest (the “market” rate) was determined by
the policy of the banking system. If the market rate differed from
the natural rate, this would imply that saving and investment were
not equal: a monetary disequilibrium.
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THE MONETARY THEORY OF THE CYCLE

Hayek’s teacher, Ludwig von Mises, was one of those who took up
Wicksell’s theory, emphasizing the way in which a low rate of inter-
est, set by the banking system below the natural rate of interest,
would cause investment to exceed saving (see Laidler 1994, 1999).> The
difference would be filled by the creation of money by the banking
system, for it was the banks’ willingness to lend that kept the market
rate below the natural rate. Political pressures meant that expan-
sionary monetary policy was more likely than contractionary policy,
resulting in a bias toward inflation. However, whereas Wicksell had
seen this simply as a theory of inflation in a credit-money economy,
Mises transformed it into a theory of the cycle. If saving was too low,
consumption must be too high, implying that, at some point, the
stock of consumption goods must become exhausted; the price of
consumption goods would then rise, bringing the expansion to an
end. What was needed for stability was a policy of “neutral” money.

However, the concept of neutral money posed a serious problem of
definition. The natural rate could be defined in three ways: (1) as the
rate at which savings and investment are equal and therefore no new
money is created; (2) as the rate of interest at which prices are con-
stant (no inflation); or (3) as the rate of interest that corresponds to the
productivity of real (physical) capital goods. In a stationary economy,
the natural rate of interest is simple to define, for the various defini-
tions of neutrality coincide. In a growing economy, on the other
hand, they diverge. If the real economy is growing at, say, 4 percent
per annum, demand for cash will also be growing at 4 percent per
annum. This means that it is possible for the market rate of interest
to be lower than the natural rate, for investment to exceed saving,
and for the money supply to be expanding, but without inflation.
Provided the supply of money does not increase by more than
4 percent per annum, there will be no inflation. There would appear
to be monetary neutrality according to one definition (zero inflation)
but non-neutrality according to another (saving equal to invest-
ment). This was, to quote Laidler (1994, p. 5) “an intellectual muddle
of impressive proportions but, as it turned out, a seminal muddle.” In
the 19208 and 19308 economists responded to it in different ways,
producing theories that were very different, despite their common
starting point (see Laidler 1999).
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Hayek’s solution was to argue that neutrality required equality of
saving and investment. If investment exceeded saving this meant
that, even though there might be no inflation because the economy
was growing, monetary policy was distorting the economy. Too
many resources were being allocated to investment and not enough
to consumption. The reason why this mattered was that the artifi-
cially low rate of interest caused the economy not merely to over-
invest, but to invest in excessively capital-intensive methods of
production. It was this distortion of the structure of production
that was the fundamental reason why Hayek argued that neutrality
required that investment and saving be equal and that no new money
be created, even if this meant, as it would in a growing economy, that
prices were falling. To understand why Hayek considered this such
a problem, it is necessary to understand in more detail his theory
of capital.

THE THEORY OF CAPITAL

As the title of his 1941 book indicates, the theory of capital lay at the
heart of his theory of the cycle. The reason is that he attributes
the cycle not to changes in aggregate demand, or even to changes in
the quantity of capital, but to changes in the structure of production
and hence the structure of the capital stock.* In this, his theory was
highly unusual: one of the reasons for his failure to engage more
effectively with Keynes was the latter’s inability to see how the
theory of capital could be of any importance for the cycle. Because
the theory of capital is so central, and because it is so complex, it
needs to be explained carefully. After that, the rest of his theory falls
into place comparatively easily.

The most common way to think about the stock of capital is to see
it as a list of capital goods: buildings, machinery, vehicles, and other
assets that are used in the production process. The stock of capital is
the value, calculated using an appropriate set of prices, of the stock of
goods existing at any moment in time. If this is higher, so the theory
goes, the productivity of labor will be higher. Instead, Hayek, follow-
ing the Austrian tradition of Bohm-Bawerk and Mises, saw capital as
related to time. The essential property of a capital good is that it
enables production to take place over a longer period; it is this that
causes more capital-intensive methods to raise productivity.
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Period Period Period
1 2 3
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| 120 |

Fig. 1. A three-stage production process

The only simple way to explain this is with an example. Roads can
be built, as in China or New Deal era America, by large teams of
men with pickaxes and shovels, a labor-intensive process. Or instead,
they could be built, as in much of the modern world, with mechan-
ical earth-moving equipment, a much more capital-intensive pro-
cess. The Austrian theory involves arguing that building roads with
mechanical equipment is a longer process of production than doing so
with hand tools. The reason is that hand tools can be made very
quickly, so that the entire process from first applying labor to making
them to seeing the finished road could be very short. In contrast,
mechanical equipment takes longer to make, and before it can be
made, other equipment (such as machine tools) have to be made.
The period from first applying labor (perhaps constructing the factory
that made the machine tools that were used to make the mechanical
shovels) to finishing the road may be very long indeed.

Hayek represented the capital stock with his “triangles.” Consider
a process of production that takes three periods (the machine tool is
built in period 1; the mechanical shovel in period 2; and the road in
period 3). Assume that 40 units of labor are used in each period (for the
moment this number is unimportant). The result is the production
process shown in figure 1.° The machine tools produced in period 1 are
the fruit of 40 units of labor; the mechanical shovels produced in
period 2 represent 8o units; and the road 120 units. However, time
brings in a crucial complication - the rate of interest. By the time that
the road is built, the labour employed building the machine tools will
have been invested for two periods and the labor used to make the
shovels for one period. If the rate of interest is 10 percent, total
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Period Period Period Period
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Fig. 2. A four-stage production process

interest payments in building the road will amount to the value of
approximately 12 units of labour.® If the price of a unit of labor is $1,
the cost of the road will be $132.7

Now consider the effects of moving toward a four-stage production
process. An example is illustrated in figure 2, where the numbers are
chosen so that the same total quantity of labor is employed, 30 units
being employed in each stage. Assuming the same rate of interest, the
interest will be approximately $9 + $6 + $3 = $18 and the total cost $138.

Clearly if the output were the same, entrepreneurs would always
choose the labor-intensive process. But suppose that the four-period
process is more productive: it produces 1.1 km of road for every unit of
labour, whereas the three-stage process produces only 1km. If roads
are priced at $1.20 per km, entrepreneurs using the two processes will
earn $158 and $144 respectively. The four-stage process will yield a
profit of $20 whereas the three-stage process will yield only $12.
Entrepreneurs will choose the former.

The final stage in this abstract argument is to consider the effects
of raising the rate of interest to 20 percent. The interest cost on the
three-stage process will rise to approximately $24 and that on the
four-stage process to $36, yielding total costs of $144 and $156 respec-
tively. At this rate of interest, the three-stage process breaks even,
whereas the four-stage process makes a loss. Entrepreneurs will
choose the shorter process.

This example is highly abstract and simplified, but it explains
several propositions. The first is that the capital intensity of a
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production process can be measured by the period of production. In
more complicated scenarios, different amounts of labor are applied at
different stages of production, and the time pattern of labor inputs
will be different for each case (compare growing wheat with growing
oak trees or vintage port). This means that it is necessary to focus on
the average period of production, taking account of when labor is
applied, not the overall length of the process. The second is that it
suggests a presumption that rises in the rate of interest will cause
shorter production processes to be adopted and vice versa.® The third
is that changing from one process to another does not involve simply
having “more” or “less” capital: it involves using different capital
goods. The capital goods produced at each stage in the production
process will be physically different: it is not merely a matter of
having more or less of some homogeneous substance called capital.’

THE DEVELOPMENT OF HAYEK’S THEORY

The starting point of Hayek’s theory was that economic activity
involves time:

All economic activity is carried out through time. Every individual economic
process occupies a certain time, and all linkages between economic processes
necessarily involve longer or shorter periods of time. (Hayek 1984c¢, p. 71)

Existing theory, Hayek argued, said nothing about this, dealing only
with production and consumption at a specific moment in time.
It was necessary to generalize the theory of equilibrium, which
explained the set of prices that prevailed at one moment, into a
theory of intertemporal equilibrium, explaining how prices evolved
over time: the “intertemporal price system.”® Prices of goods that
were physically identical need not be the same at different dates, for
there might be changes in production conditions or in consumers’
demands. If goods were becoming cheaper to produce, due to techni-
cal progress, prices would generally be falling.

Hayek proposed to analyze such price systems using the concept
of equilibrium. Equilibrium implies that prices are such that no
agent wishes to change his or her production or consumption plans.
To extend this to cover production and consumption over time
Hayek assumed that agents correctly anticipated any changes that
took place, taking such price changes into account when planning
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their activities. Thus current production and consumption decisions
would depend not just on current prices and production costs, but
also on anticipated prices and production costs at all future dates.
Hayek was particularly concerned with the situation where, due to
technical progress, production costs of a particular good were falling.
If there were to be equilibrium over time, it was necessary that the
price of that good fell pari passu, otherwise it would become pro-
gressively more profitable to produce that good. Because this would
make entrepreneurs wish to produce more of the good, this would be
inconsistent with equilibrium.

In a monetary economy, it was possible that intertemporal equi-
librium would require changes in the “general” price level - the price
of all goods in terms of money. Prices might need to fluctuate over
the year or to change over a longer period in response to changes in
conditions of production. Hayek’s point was that changes in the
general price level played a role in the allocation of resources. Of
particular importance, such price changes influenced decisions
about whether to produce goods now or in the future. For example,
if entrepreneurs expected the price of a good to rise relative to its
production cost, they would wish to increase their investment, pro-
ducing more in the future at the expense of current production. The
result was that, if production conditions were changing, a policy of
stabilizing the price level would distort the intertemporal price sys-
tem, with damaging consequences.

In an article the same year, expanded as his thesis, “Geldtheorie
und Konjuncturtheorie” (1929), and translated as Monetary Theory
and the Trade Cycle ([1933] 1966), Hayek extended this argument by
turning to the question of how money was introduced into the
economy. This, he claimed, was the key to explaining the trade
cycle. Here, he turned to what he called the “Wicksell-Mises”
theory. The natural rate of interest is the rate of interest that would
prevail in equilibrium. At the natural rate of interest, entrepreneurs’
demand for funds exactly equals the supply of funds from savers,
and the price system is that required for intertemporal equilibrium.
However, in a monetary economy, the actual (market) rate of interest
will regularly deviate from the natural rate. Periodically there will be
rises in the natural rate of interest, caused by real forces, such as
innovations that raise productivity. Entrepreneurs will therefore
seek greater credit in order to increase their investments to take
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advantage of the higher profits that they can obtain. Rising incomes
will cause additional savings to be deposited with the banks.
Competition between banks means that they will not wish to raise
their interest rates but will respond to this inflow of cash by increas-
ing their lending. Because banks need hold only a fraction of their
deposits as reserves, the total volume of credit can be expanded,
keeping the rate of interest from rising. For a while, therefore, the
banking system can expand the money supply. Eventually, the banks
will run out of reserves and be forced to raise interest rates, cutting
back on their lending.

Fractional reserve banking (where banks receive deposits but need
retain only a fraction of their deposits as reserves, lending the rest)
results in an elastic currency that rises in response to demand.
Hayek’s point is that an economy with an elastic currency must
respond to external shocks “quite differently” from an economy
where monetary expansion is not possible and, as a result, the supply
of funds is rigidly constrained by what savers are willing to provide.
When the natural rate of interest rises, the market rate fails to rise so
as to act as a brake on expansion. He drew the conclusion:

The determining cause of the cyclical fluctuation is, therefore, the fact that
on account of the elasticity of the volume of currency media the rate of
interest demanded by the banks is not always equal to the equilibrium
rate, but is, in the short run, determined by considerations of banking
liquidity. (Hayek [1933] 1966, pp. 197-80)

The way banking was organized made it inevitable that there would
be fluctuations caused by monetary factors. The way to avoid such
fluctuations would be to keep the total amount of bank deposits (not
the price level) constant. However, Hayek recognized that even if
this were possible, it might not be desirable, for it would imply rates
of interest that were higher than those actually observed, and a
“psychological incentive towards progress” would disappear (Hayek
[1933] 1966, p. 191). There were, therefore, both advantages and disad-
vantages attached to having an elastic currency, and policymakers
had to weigh these against each other.

In the 1930-31 academic year, when Hayek gave the lectures that
formed the basis for Prices and Production, the world was falling into
the great depression. Though Hayek’s argument was purely theoret-
ical, it makes sense to explain his theory by showing how it could be
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used to explain the depression. The heart of his argument was that
inappropriate monetary policy had distorted the price system, result-
ing in a misallocation of resources. Depression was an inevitable
feature of the process whereby the economy returned to a sustainable
allocation of resources.

The 19208 were a period of innovation and prosperity in the United
States." Prices had, after the initial postwar cycle, been roughly
constant, suggesting that monetary policy had been about right.
Drawing on the monetary theory outlined above, Hayek contended
that monetary neutrality had required falling prices, and that the
constant prices actually observed implied that policy had been too
expansionary. The result was an interest rate lower than the natural
rate and, according to the theory of capital outlined above, this would
result in a lengthening of the period of production. Investment was
higher than the level that could be funded by voluntary saving, the
remainder being supplied by the banking system. This was unsus-
tainable, for eventually the banking system would be forced to raise
interest rates. At this point, Hayek’s theory of capital becomes very
important to his account.

When the rate of interest rises, long processes of production
become unprofitable and entrepreneurs wish to shift resources into
shorter processes (such as from that shown in Figure 2 to that shown
in Figure 1). The problem with this is that intermediate goods appro-
priate to the longer processes of production will already have been
produced (the motors required to drive mechanical shovels). When
entrepreneurs move to building roads with hand tools, these motors
will no longer be required: the investment that has already been
made has to be written off. However, whilst these longer processes
are being terminated, it will take time to build up production using
shorter processes: the hand tools needed to build roads using labor-
intensive methods may not exist, and it takes time to produce them.
Thus old processes are being shut down but new processes are not
coming on stream fast enough to absorb the workers who are losing
their jobs. Hayek believed that this rise in unemployment would be
only temporary, for eventually production methods would adjust to
the new set of prices.

Depression arose, therefore, because monetary policy interfered
with the price system, causing relative prices to be wrong and dis-
torting the structure of production. In Prices and Production, as in
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his earlier work, his theory was based on the notion of an intertem-
poral equilibrium. Despite its complexity it was important for Hayek
to use the concept of an intertemporal equilibrium in which agents
were correctly anticipating future prices and were making plans
optimally, for the time structure of production was central to his
argument. In a static equilibrium, he argued, there could be no
unemployment. During the 19308, Hayek continued to believe that
capital theory was fundamental to any explanation of the business
cycle but he modified his views in other respects. The most impor-
tant change was that Hayek moved away from this extreme faith in
equilibrium theory, in the process redefining the notion of equili-
brium.” In “Economics and Knowledge” ([1937] 1948), he questioned
whether the concept of equilibrium had meaning when applied to the
actions of a group of individuals, and moved to a broader concept of
equilibrium that took account of the subjective character of knowl-
edge. Equilibrium involved consistency of beliefs with outcomes,
and hence with the beliefs of other individuals. He therefore focused
much more on expectations, arguing that the equilibrium framework
of Prices and Production was inadequate for analyzing the cycle, and
moved instead to a concept of equilibrium based on fulfillment of
expectations. Faced with the severity of the depression, he paid greater
attention to how downturns in the economy might get amplified,
developing theories in which prices and wages and technical coeffi-
cients were rigid, and in which perverse expectations might become
self-fulfilling; for example, faced with expectations of falling prices,
consumption might fall, causing those expectations to be fulfilled
(939D, p. 177). It was even possible that the system might never reach
any position that could be described as an equilibrium.

This phase of Hayek’s work received its final treatment in The
Pure Theory of Capital (1941). This offered a more systematic treat-
ment of the subject than had been offered in his previous works,
integrating the theory of money with the theory of capital, the link
between them being the rate of interest and the price system. This
interaction of monetary and real factors was the essence of the theory
of the cycle. He did not claim to have solved that problem, merely to
have pointed out the importance of real factors. Writing against the
background of the success of Keynes’ General Theory ([1936] 1973)
Hayek castigated the way economists focused on the short run and
hence on monetary factors. His work, he claimed, had shown that
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real factors were important and that they severely constrained mon-
etary policy. Economists had gone astray because they assumed that
capital was a homogeneous quantity that could easily be switched
from one use to another, whereas in fact it comprised a collection of
heterogeneous goods, where even the distinction between invest-
ment goods and consumption goods was not clear-cut.

The strength with which Hayek held this view, and his difference
from what was rapidly becoming the Keynesian orthodoxy, was
evident in his conclusions, which are worth quoting at some length:

I cannot help regarding the increasing concentration on short-run effects —
which in this context amounts to the same thing as a concentration on purely
monetary factors — not only as a serious and dangerous intellectual error, but as
a betrayal of the main duty of the economist and a grave menace to our
civilisation ... It is not surprising that Mr. Keynes finds his views anticipated
by the mercantilist writers and gifted amateurs: concern with the surface
phenomena has always marked the first stage of the scientific approach to our
subject. But it is alarming to see that after we have once gone through the
process of developing a systematic account of those forces which in the long run
determine prices and production, we are now called upon to scrap it, in order to
replace it by a short-sighted philosophy of the business man raised to the
dignity of a science. Are we not even told [by Keynes] that, “since in the long
run we are all dead,” policy should be guided entirely by short-run consider-
ations? I fear that these believers in the principle of apres moi Ie deluge may get
what they have bargained for sooner than they wish. (Hayek 1941, pp. 409-10)

Keynesian theory confined attention to the demand side. Though
part of the story, it neglected constraints imposed by the supply side.
Hayek’s theory of capital was an attempt to analyze the supply side,
using the tool of equilibrium analysis, extended to make it appropri-
ate for a dynamic economy. Given this, it is perhaps no coincidence
that when Hayekian ideas came back into fashion in the 1970s, it was
when economists were once again attaching greater importance to
the supply side, even though they were analyzing it using techniques
that were very different from Hayek’s.”

APPRAISAL

Hayek wished to probe beneath the surface of economic phenomena,
and in his work on money and the cycle, he relied on the theory of
static equilibrium. This was an explicit methodological choice:
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It is my conviction that if we want to explain economic phenomena at all, we
have no means available but to build on the foundations given by the concept
of a tendency towards an equilibrium. For it is this concept alone which
permits us to explain fundamental phenomena like the determination of
prices or incomes, an understanding of which is essential to any explanation
of fluctuation of production. (Hayek 19353, p. 34)

He went so far as to say that the existence of unemployed resources
was “not explained by static analysis, and accordingly we are not
entitled to take it for granted” (19353, p. 34), presumably implying that
if it were explained by static analysis, it could be taken for granted, a
remarkably strong claim for static equilibrium theory. From 1937,
Hayek’s attitude changed, but he continued to use a modified con-
cept of equilibrium as a benchmark in analyzing dynamics:

The concept [equilibrium] can also be applied to situations which are not
stationary and where the same correspondence between plans prevails, not
because people just continue to do what they have been doing in the past
[static equilibrium], but because they correctly foresee what changes will
occur in the actions of others. (Hayek 1941, p. 18)

Using the concept of equilibrium, Hayek tried to show, using the
Austrian theory of capital — perhaps better described as a theory of
production — that a capitalist economy would necessarily be subject
to periodic spells of unemployment, and that an elastic supply of
currency would make this worse, not better.™

The main problem with this strategy is that it requires the crea-
tion of a rigorous theory of how the capital stock and production will
change in a dynamic economy.” This problem was beyond anything
Hayek could achieve with the methods at his disposal. Intertemporal
equilibrium in a dynamic economy with a multiplicity of products
and capital goods is extremely complicated, even more so if inter-
mediate goods are specific to different processes and become obsolete
when the rate of interest and relative prices change. This problem
became even more acute with the shift in his views on markets that
took place in 1937. Using advanced mathematical techniques or
simulation, it may be possible to say something about such complex
models, but such methods were not available to Hayek.”® As a result,
it was impossible to prove the results that he wanted to prove. For
example, it can be shown that it is impossible to prove that there is a
negative relationship between the rate of interest and the period of
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production or capital intensity, a relationship that is important in his
theory. His theory therefore remained an illustration of what might
happen (of how a market economy might periodically fail), not of
what would happen. In other words, he pointed to one of the mech-
anisms that might be operating over the cycle. Possibly, this was as
much as any purely deductive theory of the cycle could achieve.”

A second problem is an empirical one. Hayek’s theory rested, as
Garrison (2003) has emphasized, on the assumption that there is some
specificity or heterogeneity in capital goods: if there were not, then
the idea of a capital structure would be meaningless.”® Keynes
ignored this dimension of capital completely, thereby ruling out
problems of the type Hayek was trying to identify. It is clear that
some capital goods are heterogeneous, and that they become redun-
dant when production methods change. Highly specialized machi-
nery and many half-finished goods fall into this category. On the
other hand, many capital goods can be adapted to new technologies:
buildings, much machinery, and many intermediate products. A
priori, it is difficult to be sure how much capital falls into each
category. Indeed, the answer may be very sensitive to the precise
technical changes involved.”

Hayek’s theory got buried in what has been described as “the
Keynesian avalanche” (McCormick 1992). In the years after 1936,
whilst Hayek was working on The Pure Theory of Capital, most
economists were convinced by Keynes, whose theory had an ele-
gance and simplicity that Hayek’s did not. Keynes’ theory lacked
Hayek’s theoretical rigor in that it was not based on equilibrium (on
individual rationality), and there were places in the argument where
Keynes relied on loose, informal arguments, preferring to put his
trust in intuition rather than formal theory. Keynesians did not
solve the problems with capital theory that Hayek had identified:
they just bypassed or ignored them. According to Hayek’s methodo-
logical criteria, Keynes’ theory was decidedly inferior. Against this,
Keynes’ theory provided opportunities for mathematical and statis-
tical analysis that Hayek’s did not. Indeed, though Hayek paid some
attention to data, he did so only minimally: he certainly made no
attempt to test his theory against statistical data. The choice of
Keynesian theory was, at least in part, a methodological one.

If Hayek’s capital theory is abandoned, on the grounds that it is
impossible to develop a completely rigorous theory of what happens
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outside a stationary state, let alone outside equilibrium in other
senses, it becomes impossible to prove, using a priori methods, that
an elastic currency and inflation are harmful, let alone that the great
depression was caused by interest rates being too low during the
19208. It is possible to show that they may be harmful but not that
they must have been. The judgment that non-neutral money during
the 19208 did cause the subsequent downturn arguably reflected
ideology as much as technical economic arguments.*® If this element
of his theory is removed, what is left is his belief, fostered by his
experience during the 1920s, that politicians cannot be trusted to keep
inflation within safe levels, and that institutions must be developed to
constrain it. That, arguably, is a fair characterization of the position he
adopted in the 1970s.*" This later work may not have the theoretical
rigor of his work on money and the cycle during the 1930s, but perhaps
it retains its most substantial elements: the beliefs that the price
system works and that easy money is likely to disrupt it.*

NOTES

1. For a detailed account of Hayek’s intellectual development, see
Caldwell 2004a.

2. They reached this theory very differently: Keynes arrived at it via
Cambridge discussions of saving and investment in the 1920s, not via
Mises.

3. The literature on Hayek’s business cycle theory is much larger than can
be cited here. For further references see vol. 3 of Boettke 2000b.

4. All accounts of Hayek recognise this, but Haberler (1986) and Garrison
(2003) place particular emphasis on it.

5. This example also assumes that each machine tool produces just one
mechanical shovel before being worn out, and that each mechanical
shovel produces but one road. The examples given here are simplified
versions of those found in Hayek 1935a, where his examples involve
longer production periods.

6. Compound interest means the exact figure will be 12.4, but this does not
affect the points made here.

7. The shaded rectangles together form one of Hayek’s “triangles.”

8. These are keenly contested claims that formed the subject of intense
debates in capital theory in the 1930s and the 1960s. Though many econ-
omists believe that they must in practice be true, it turns out that it is
impossible to prove them to be true except under special conditions.
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All that is necessary for Hayek’s theory is that capital goods are not
exactly the same. Even if rivets were used in producing both pickaxes
and mechanical shovels, the general point would remain.

Caldwell (2004a, p. 156) argues that Hayek was strongly influenced by
Adolph Lowe (1997, pp. 267-68) who had argued that static theory could
not explain the cycle and that a dynamic theory was required. Given
Hayek’s conviction that theoretical rigor required an equilibrium
theory, this led him to a theory of intertemporal equilibrium.

In Europe, of course, the situation was very different.

For an insightful account of this process, relating it to modern theory,
see Desai 1994.

The production function that underlies most modern macroeconomics
treats capital as homogeneous; it is nowadays critics of the free market,
not its supporters, who stress the heterogeneity of capital.

Colonna (1994) argues that the use of equilibrium methodology was the
distinctive feature of Hayek’s theory. His contemporaries argued in
terms of disequilibrium states, in which almost anything could happen,
contributing to confusion.

Trautwein (1994) has identified other problems, but this seems the major
one because Hayek made the theory of capital so central to his theory:
take it away and his theory had much less to distinguish it from the
theories of certain of his contemporaries.

For example, Desai and Redfern (1994) use simulations, a method that
could be developed using modern information technology.

Though they did not make quite this point, this resonates with contem-
porary criticisms that Hayek’s theory of capital was “too cumbersome”
and that the conclusions he drew were “too sweeping” (cf. Laidler
1994, - 14)-

See also Garrison 1994.

Cf. Ebenstein 2001, p. 83.

Hayek (1967¢c, p. 254) himself recognized that ideology could influence
economic analysis in ways that led him to argue, in terms reminiscent of
Gunnar Myrdal, that political positions should be stated explicitly (cf.
Dostaler 1994, p. 147).

See the work reprinted in Hayek 1999a and 1999b.

This conclusion is close to the one reached by Desai (1994).
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3 Hayek and market socialism

F. A. Hayek is perhaps best known for his opposition to socialism.
His most famous work is undoubtedly The Road to Serfdom ([1944]
1962) and the last work he published, The Fatal Conceit (1988), was
actually conceived of in the context of attempting to arrange a world-
wide debate between advocates of socialism and advocates of capital-
ism. His founding of the Mont Pelerin Society in 1947 was an attempt
to align the opponents of socialism in the intellectual, political, and
business worlds so they could form an effective intellectual bulwark
against the rising tide of socialism in the democratic west. He direc-
ted his argument against the “hot” socialism of Marxism as well as
the “cold” socialism of the social democratic welfare state in the
post-Second World War era.’

The fact that Hayek was a critic of government command and
control over the economy is well known among scholars and intel-
lectuals. Socialism lacked incentives and presented the central plan-
ning authority with too complicated a task. As a result socialism was
too bureaucratic and cumbersome to operate in an economically
efficient manner. Moreover, it is also known that Hayek postulated
that the very worst elements within government will tend to take
advantage of the situation to rise to power, and thus not only would
socialism suffer from a “knowledge problem” but also from an “abuse
of power problem.”? Thus, Hayek’s political economy can be sum-
marized by three conjectures:

1.  Markets work by mobilizing the dispersed knowledge in
society through the price system.

2. Socialism does not work as well as capitalism because with-
out the price system it cannot mobilize the dispersed knowl-
edge in society.

ST
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3. Socialism is dangerous to democracy and liberty because
economic planning must by necessity concentrate power in
the hands of a few, and those with a comparative advantage
in exercising that power will rise to the top of the planning
bureaucracy.

These “Hayek conjectures” are understood to have emerged in his long
battle with socialist economists and intellectuals, and are often
invoked as comprising the free market case against government plan-
ning of the economy.? While they capture, in a superficial way, Hayek’s
position, the careful student of Hayek is often frustrated with discus-
sions that treat Hayek as an ideological icon as opposed to an economist
and political economist. In other words, these conjectures are the
byproduct of a network of scientific propositions that Hayek estab-
lished during his career as an economist and political philosopher and
cannot be read as mere statements of ideological opinion. It is this
network of scientific propositions, concerning the nature and extent
of the economic and political problems that must be addressed for any
society to achieve advanced social cooperation under a division of labor,
which underlies these “Hayek conjectures” about the policy world.

MISES’ CHALLENGE TO MARXIAN SOCIALISM

Hayek inherited his research program from his mentor Ludwig von
Mises. While Hayek was not technically Mises’ student at the
University of Vienna, as a newly minted doctor of jurisprudence
with a concentration in economics, he came under Mises’ influence
at the Vienna Chamber of Commerce. Hayek worked with Mises on
questions of business forecasting and what came to be known as the
“Austrian theory of the trade cycle.” Critical aspects of that theory
were: (1) a picture of the capital structure in an economy as consisting
of heterogeneous capital good combinations that had to be main-
tained or reshuffled in more productive and advantageous combina-
tions; (2) a vision of the production process as one engaged in over
time, thus generating a need for a mechanism for the intertemporal
coordination of production plans to meet consumer demands; and
(3) the notion that increases in the money supply work through
the economy not in an instantaneous adjustment of prices, but
through relative price adjustments.
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Each of these elements of the theory of the trade cycle occupied
researchers in the first decades of the twentieth century. For exam-
ple, in analyzing the production process through time the concept of
the imputation of the value of producer goods from the consumer
goods they produce was developed, and the role of interest rates in
coordinating production plans was highlighted. Entrepreneurs rely
on price signals to guide them in their production process so that
they are allocating scarce capital resources in the most valuable
direction and employing the least costly technologies. The capital
structure does not automatically replenish itself, but instead
requires the careful calculations of economic actors to determine
which production projects are the most profitable ones to pursue. If
the price signals are confusing, then decisions concerning the main-
tenance and allocation of capital will be mistaken from the point of
view of economic value maximization.

The monetary theory of the trade cycle developed by Mises and
Hayek in the 19208 put all the pieces together from the work of
Austrian and Swedish neoclassical economists, and contrasted that
vision of the capital-using economy with the more mechanistic
understanding of a monetary economy associated with economists
in the USA and UK and the chaotic vision of economic life associated
with the critics of capitalism.

Mises’ economic and sociological analysis of socialism ([1920] 1935;
[1922] 1951) is based on the subjective theory of value as applied in the
context of a capital-using economy. In fact, Mises went as far as to
claim: “To understand the problem of economic calculation it was
necessary to recognize the true nature of the exchange relations
expressed in the prices of the market. The existence of this important
problem could be revealed only by the methods of the modern sub-
jective theory of value” ([1922] 1951, p. 186).

Mises provided a comprehensive critique of socialist schemes of
all varieties. In his writings one can find a critique based on the
perverse incentives of collective ownership, the cumbersomeness
of bureaucracy, and the inability to simulate entrepreneurial inno-
vation outside the context of a market economy and the lure of profit
and the penalties of loss. But the critical point Mises raised against
the most coherent form of socialism was that collective ownership in
the means of production would render rational economic calculation
impossible.* Without private property in the means of production,
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there would be no market for the means of production. Without a
market for the means of production, there would be no market prices
for the means of production. Without market prices (reflecting the
relative scarcities of capital goods), economic planners would not be
able rationally to calculate the most economically efficient invest-
ment path. Without the ability to engage in rational economic cal-
culation, “all production by lengthy and roundabout processes would
be so many steps in the dark” ([1922] 1951, p. 101). No individual or group
of individuals could discriminate between the numerous possibil-
ities of methods of production to determine which ones are the most
cost effective without recourse to calculations based on monetary
prices. “In societies based on the division of labor, the distribution of
property rights effects a kind of mental division of labor, without
which neither economy nor systemic production would be possible”
([1922] 1951, . 101). MoOnetary prices and profit and loss accounting are
indispensable guides in the business of economic administration.
“Without such assistance, in the bewildering chaos of alternative
materials and processes the human mind would be at a complete
loss. Whenever we had to decide between different processes or
different centres of production, we would be entirely at sea” ([1922]
1951, . 102). Socialism in its attempt to overcome the anarchy of
production substitutes instead planned chaos. As Mises puts it:

To suppose that a socialist community could substitute calculations in kind
for calculations in terms of money is an illusion. In a community that does
not practice exchange, calculation in kind can never cover more than con-
sumption goods. They break down completely where goods of higher order
are concerned. Once society abandons free pricing of production goods
rational production becomes impossible. Every step that leads away from
private ownership of the means of production and the use of money is a step
away from rational economic activity. ([1922] 1951, p. 102)

Mises’ critique was greeted with resistance. In the German language
a heated debate ensued in the 1920s and included such figures as Karl
Polanyi and Eduard Heimann and Austro-Marxists such as Otto
Neurath. In the English language, contributors to the debate in the
19208 and 1930s include Fred Taylor ([1929] 2000), Frank Knight ([1936]
2000}, Oskar Lange ([1936-37a] 2000; [1936—37b] 2000) and Abba Lerner
([1934-35] 2000; [1936—37] 2000; [1937] 2000). Amidst the discussion the
western capitalist economies were embroiled in the great depression
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while the socialist Soviet system transformed a peasant country into
an industrial economy in one generation. Supposedly capitalism was
proved by the events of the 1930s to be not only unjust, but unstable.
Socialist planning, on the other hand, provided the Soviet Union
with the material base effectively to fight the fascist threat that
arose in Germany in the 1930s and r940s.

It is in this intellectual and analytical context that Hayek started
to develop his own presentation of the issues which Mises had raised.
The reading of Hayek that I want to stress is one that sees him as
groping for answers in an intellectual context that did not make
sense to him. While he was convinced of the power of Mises’ argu-
ment against socialism, and also that it was government policy
mistakes, and not capitalist instability, that caused the great depres-
sion, he understood that many others were not convinced and this
led him to search for reasons why others did not see the power of
Mises’ arguments, and for alternative ways to express Mises’ insights
so that perhaps they would be more persuasive to those who had
resisted them. In the process, Hayek would, over the coming decades,
refine and extend Mises’ foundational work on the methodology of
the human sciences, the analytical method of economics, and the
social philosophy of liberalism.

THE SURPRISING EMERGENCE OF NEOCLASSICAL
MARKET SOCIALISM

In 1931 Hayek visited the London School of Economics at the invita-
tion of Lionel Robbins and he gave a series of lectures that were later
published as Prices and Production (1935a). Hayek subsequently
joined the faculty at the LSE assuming the Tooke Professorship in
Economics and Statistics. He and Robbins established the curricu-
lum and considered it part of their mission to introduce the ideas
developed by neoclassical economists in continental Europe to
English-speaking audiences.

In “The Trend of Economic Thinking” ([1933] 1991), Hayek argued
that economics was born in the intellectual exercise of critically
engaging utopian schemes, that the liberal economists are no less
concerned with the disadvantaged in society than are their intellec-
tual opponents on the left, and that economics has vastly improved
as a consequence of the marginal revolution and the development of
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neoclassical theory. Ironically, Hayek contended that neoclassical
economics had repaired the problems in the classical system identi-
fied in the historicist critique, but that the general intellectual world
largely ignored these positive developments in the body of economic
thought. Instead, the intellectual and policy class proceeded as if
the historicist critique held sway over contemporary economic theor-
izing. As a result, various utopian schemes that would be refuted
by careful economic analysis retained a popular support which
was far in excess of the merits of the schemes. “Refusing to believe
in general laws,” Hayek argued, “the Historical School had the
special attraction that its method was constitutionally unable to
refute even the wildest of Utopias, and was, therefore, not likely to
bring disappointment associated with theoretical analysis” ([1933]
1991, P. 125).

The 19308 were a decade of great success for Hayek. He emerged as
the major theoretical rival to John Maynard Keynes within the
English community of economists. From his intellectual home at
the LSE, Hayek, together with Robbins, effectively challenged the
“Oxbridge” hegemony in economic research and teaching. Talented
students and junior faculty were attracted to the LSE and included
such superstars as Ronald Coase, Abba Lerner, John Hicks, Nicholas
Kaldor, Ludwig Lachmann, and G. L. S. Shackle. In the early to mid-
19308, students and faculty were attracted to Hayek’s monetary
theory of the trade cycle and the government-induced credit expan-
sion explanation for the boom-bust associated with the great depres-
sion. However, by the end of the decade the Keynesian dominance
was beginning to take hold even at the LSE.

Hayek was blindsided by the defection of his students and junior
colleagues to the Keynesian argument. But despite his disbelief in
the staying power of Keynes’ economics of abundance, he could
understand that Keynes had written a tract for the times and that
serious people could get caught up in the policy concerns of the day.
What Hayek could not fathom was the development of schemes
for socialism that utilized the very price theory that he had taught.
Socialism and neoclassical economics in Hayek’s frame of reference
were incompatible. He certainly understood that marginal econo-
mics was utilized by Fabians at the LSE, but Hayek thought that
the English economists had not fully understood the implications
of the subjective theory of value and the marginal conditions of
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equilibrium. The work of Barone, Pareto, and Wieser had established
early on that socialism and capitalism faced a formal similarity with
respect to the marginal conditions if they wanted to allocate scarce
resources efficiently. Formal similarity, though, does not mean that
the mechanism and probability of attainment are identical between
the different social systems.

In the belief that socialism, if it was to achieve its claimed out-
comes of advanced material production, must satisfy the formal
conditions of economic efficiency stipulated by marginalist princi-
ples, Frederick Taylor, Frank Knight, H.D. Dickinson ([1933] 2000),
and Abba Lerner began developing an argument that used modern
neoclassical economics to ensure the efficiency of socialist eco-
nomic planning. Using the same line of neoclassical reasoning,
Oskar Lange was able to formulate his critique of Mises.

In deploying the formal similarity argument, Lange provided the
following blueprint. First, allow a market for consumer goods and
labor allocation. Second, put the productive sector into state hands
but provide strict production guidelines to firms. Namely, inform
managers that they must price their output equal to marginal costs,
and produce that level of output that minimizes average costs.
Adjustments can be made on a trial and error basis, using inventory
as the signal. The production guidelines will ensure that the full
opportunity cost of production will be taken into account and that
all least-cost technologies will be employed. In short, these produc-
tion guidelines will ensure that productive efficiency is achieved
even in a setting of state ownership of the means of production.

Lange went even further in his argument for socialism. Not only
is socialism, by mimicking the efficiency conditions of capitalism,
able theoretically to achieve the same level of efficient production
as the market, but it would actually outperform capitalism by purg-
ing society of monopoly and business cycles that plague real-world
capitalism. Moreover, since the means of production would rest in
the hands of authorities, market socialism would also be able to
pursue egalitarian distributions in a manner unobtainable with pri-
vate ownership. In the hands of Lange (and Lerner) neoclassical
theory was to become a powerful tool of social control. Modern
economic theory, which Mises and Hayek had thought so convinc-
ingly established their argument, was now used to show that they
were wrong.
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MARKET SOCIALISM AND MARKET PROCESSES

Lange’s argument presented a formidable challenge for believers in
the productive superiority of capitalism, a challenge that Hayek
would devote the better part of the 19408 to attempting to meet.’
Hayek’s response to Lange’s model for market socialism came in
the form of a multi-pronged argument. First, Hayek argued that the
models of market socialism proposed by Lange and others reflected a
preoccupation with equilibrium. The models possessed no ability to
discuss the necessary adaptations to changing conditions required in
real economic life. The imputation of value of capital goods from
consumer goods represented a classic case in point. Schumpeter (1942,
p. 175) had argued that once consumer goods were valued in the
market (as they would be in Lange’s model), a market for producer
goods was unnecessary because we could impute the value of cor-
responding capital goods ipso facto.

This “solution” was of course accurate in the model of general
equilibrium where there is a prereconciliation of plans (i.e. no false
trades). Hayek’s concern, however (like Mises’) was not with the
model of general equilibrium, but with how imputation actually
takes place within the market process so that production plans
come to be coordinated with consumer demands through time.
This is not a trivial procedure and requires various market signals
to guide entrepreneurs in their decision process on the use of capital
good combinations in production projects. In a fundamental sense
Hayek was arguing that Mises’ calculation argument could not be
addressed by assuming it away. Of course, if we focus our analytical
attention on the properties of a world in which all plans have already
been fully coordinated (general competitive equilibrium), then the
process by which that coordination came about in the first place will
not be highlighted since the process will have already been worked
out by assumption.

This was Hayek’s central point. Absent certain institutions and
practices, the process that brings about the coordination of plans
(including the imputation of value from consumer goods to producer
goods) would not take place. Some alternative process would have to
be relied upon for decision making concerning resources, and that
process would by necessity be one that could not rely on the guides
of private property incentives, relative price signals, and profit/loss
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accounting since the socialist project had explicitly abolished them.
In other words, the ipso facto proposition of competitive equilibrium
was irrelevant for the world outside of that state of equilibrium.
The fact that leading neoclassical economists (like Knight and
Schumpeter) had not recognized this elementary point demonstrated
the havoc that a preoccupation with the state of equilibrium, as
opposed to the process which tends to bring about equilibrium, can
have on economic science.

In Hayek’s view, the problem with concentrating on a state of
affairs as opposed to the process was not limited to its assumption
of that which must be argued for, but also included the direction of
attention away from how changing circumstances require adapta-
tions on the part of participants. Equilibrium, by definition, is a state
of affairs in which no agent within the system has any incentive to
change. If all the data were frozen, then indeed the logic of the
situation would lead individuals to a state of rest where all plans
were coordinated and resources were used in the most efficient
manner currently known. The Lange/Lerner conditions would hold —
prices would be set to marginal cost (and thus the full opportunity
cost of production would be reflected in the price) and production
would be at the minimum point on the firm’s average cost curve (and
thus the least-cost technologies would be employed). But what,
Hayek asked, do these conditions tell us about a world where the
data are not frozen? What happens when tastes and technologies
change?

Marginal conditions, he noted, do not provide any guide to action;
they are instead outcomes of a process of learning within a compet-
itive situation. In a tautological sense, competition exists in all
social settings, and thus individuals find that in order to do the best
that they can given the situation, they will stumble towards equating
marginal costs and marginal benefits. This is true at the individual
level no matter what system we are talking about. But this says
nothing about the first optimality rule proposed in the Lange/
Lerner model — that of setting price equal to marginal cost — nor
does it address the second optimality rule of the model — that of
producing at the level which minimizes average costs. Both rules
are definitions of an end point in a certain competitive process, but
are not guiding rules for actors caught within that process. Rather
than being given to us from above, entrepreneurs must discover anew
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each day what the best price to offer is, what the least-cost methods
of production are, and how best to satisfy consumer tastes.

Effective allocation of resources requires that there is a corre-
spondence between the underlying conditions of tastes, technology,
and resource endowments, and the induced variables of prices and
profit and loss accounting. In perfect competition the underlying
variables and the induced variables are in perfect alignment and
thus there are no coordination problems. Traditions in economic
scholarship that reject the self-regulation proposition tend to deny
that there is any correspondence between the underlying conditions
and the induced variables in the market.

Hayek, in contrast to both of these alternatives, sought to explain
the lag between the underlying and the induced. Economics for him
is a science of tendency and direction, not one of exact determina-
tion. Changes in the underlying conditions set in motion accommo-
dating adjustments that are reflected in the induced variables on the
market. The induced variables lag behind, but are continually pulled
toward the underlying conditions.®

The detour on equilibration versus equilibrium in the core of
economic theory was important because of the turn the debate
took after Lange’s paper and the transformation of basic language
in economics. Hayek tended to emphasize the dynamic aspects of
competition more than Lange did. Market efficiency is adaptive to
Hayek, but to Lange and the neoclassicists it is a question of static
efficiency. Similarly, to Hayek prices not only represent exchange
ratios but also serve a crucial economizing and informational role.
For Lange and neoclassical economists they perform merely the
former job.

Hayek’s fundamental critique of Lange’s contribution was that
economists ought not to assume what they must in fact demonstrate
for their argument to hold. Informational assumptions were partic-
ularly problematic in this regard. As Hayek developed his argument,
he for the most part steered clear of motivational issues and claimed
that individuals (both privately and as planners) would have the best
of intentions. However, while assuming moral perfection he refused
to assume intellectual perfection. This was quite understandable.
If one assumes both moral and intellectual perfection, then what
possible objection could anyone raise to any social system of pro-
duction? In line with our discussion above about equilibration vs.
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equilibrium, Hayek argues that perfect knowledge is a defining char-
acteristic of equilibrium but cannot be an assumption within the
process of equilibration. The question instead is: how do individuals
come to learn the information that it is necessary for them to have in
order to coordinate their plans with others?

In “Economics and Knowledge” ([1937] 1948) and “The Use of
Knowledge in Society” ([1945] 1948), Hayek develops the argument
that the way in which economic agents come to learn represents
the crucial empirical element of economics, and that price signals
represent the key institutional guidepost for learning within the
market process. Traditional neoclassical theory taught that prices
were incentive devices, which indeed they are. But Hayek pointed
out that prices also serve an informational role, which is, unfortu-
nately, often overlooked. Prices serve this role by economizing on
the amount of information that market participants must process
and by translating the subjective trade-offs that other participants
make into “objective” information that others can use in formulating
and carrying out their plans.

As the debate progressed, Hayek emphasized different aspects of
the argument developed in these two classic articles and came to
place particular emphasis on the contextual nature of the knowl-
edge that is utilized within the market process. Knowledge, he
pointed out, does not exist disembodied from the context of its
discovery and use. Economic participants base their actions on con-
crete knowledge of particular times and places. This local knowl-
edge that market participants utilize in orienting their actions is
simply not abstract and objective and thus is incapable of being used
by planners outside that context to plan the large-scale organization
of society.

Hayek’s reasons for holding that planning cannot work are not
limited to the problem that the information required for the task of
coordinating the plans of a multitude of individuals is too vast to
organize effectively. The knowledge utilized within the market by
entrepreneurs does not exist outside that local context and thus
cannot even be organized in principle. It is not that planners would
face a complex computational task; it is that they face an impossible
task, because the knowledge required is not accessible to them no
matter what technological developments may come along to ease the
computational burden.

Cambridge Collections Online © Cambridge University Press, 2007



62 PETER J. BOETTKE

HAYEK AND THE POLITICAL ECONOMY OF LIBERALISM
AND SOCIALISM

The classical economists’ argument for liberalism demonstrated its
robustness in the face of a world of less-than-benevolent individuals.
It is easy to show that liberalism will work well when all individuals
are assumed to be perfectly benevolent. But how does it deal with
more realistic assumptions? The classical economists sought to
show that even in a society populated by completely self-interested
individuals, the market would ensure that the desires of men would
be satisfied without problem. Smith’s famous invisible hand postu-
late illustrated how, under conditions of respect for property, con-
tract, and consent, each person’s pursuing his or her own interests
will lead to the promotion of society’s interests as a whole. His most
famous quote from the Wealth of Nations summarizes this point
nicely: “It is not from the benevolence of the butcher, the brewer, or
the baker, than we expect our dinner, but from their regard to their
own interest. We address ourselves, not to their humanity, but to
their self-love” (Smith [1776] 1976, p. 18).

Even in the case of knavish men, Smith demonstrated that eco-
nomic liberalism enabled peaceful social cooperation that leads to
increases in productivity. Indeed, he pointed out that liberalism
could not only deal with a world of selfish individuals, but actually
harnessed man’s self-interested motivation for the benefit of every-
one. Under liberalism, selfish and rapacious man is “led by an invis-
ible hand to promote an end which was no part of his intention” — the
interest of society (Smith [1776] 1976, p. 477). It was within this frame-
work that the classical economists formulated their argument for
liberalism. As Hayek stated it:

[T]he main point about which there can be little doubt is that Smith’s chief
concern was not so much with what man might occasionally achieve when he
was at his best but that he should have as little opportunity to do harm when he
was at his worst. It would scarcely be too much to claim that the main merit of
the individualism which he and his contemporaries advocated is that it is a
system under which bad men can do least harm. It is a social system which
does not depend for its functioning on our finding good men for running it, or
on all men becoming better than they now are, but which makes use of men in
all their given variety and complexity, sometimes good and sometimes bad,
sometimes intelligent and more often stupid. ([1946] 1948, pp. 11-12)
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David Hume’s “On the Independency of Parliament” makes it clear
that like Smith, he too is interested in developing a case for liberalism
that satisfies the hard case rather than the easy one. “In constraining
any system of government and fixing the several checks and controls
of the constitution,” Hume argued, “every man ought to be supposed a
knave and to have no other end, in all his actions, than private interest”
(19852, p. 42). In this way, Hume, like Smith, demonstrated how liber-
alism intended to construct a robust political and economic system.
Hayek restated this argument for the robustness of liberalism in
The Constitution of Liberty (1960) and later in Law, Legislation, and
Liberty (1973; 1976b; 1979), where he developed the idea of the impor-
tance of particular institutions as the backdrop against which erring
and ignorant agents can learn to adapt their behavior so as to coordi-
nate their activities with those of others. According to Hayek, the
institutions of private property, contract, and consent, embedded in a
system of general rules that protect these institutions, are crucial not
only to mobilizing incentives but also in ensuring that economic
actors are able to utilize their individual knowledge of time and place
in making decisions in such a way that their plans may be realized.
These institutions Hayek cites are precisely the institutions of
liberalism — private property and freedom of contract protected
under a rule of law. And through them, Hayek shows us, liberalism
is able effectively to deal with actorignorance. In fact, Hayek went as
far as to state the case for liberalism on the grounds of our ignorance:

If there were omniscient men, if we could know not only all that affects the
attainment of our present wishes but also our future wants and desires, there
would be little case for liberty. And, in turn, liberty of the individual would,
of course, make complete foresight impossible. Liberty is essential in order
to leave room for the unforeseeable and unpredictable; we want it because we
have learned to expect from it the opportunity of realizing many of our aims.
It is because every individual knows so little and, in particular, because we
rarely know which of us knows best that we trust the independent and
competitive efforts of many to induce the emergence of what we shall
want when we see it. (1960, p. 29)

CONCLUSION

Hayek’s research program in political economy emerged in his
career-long struggle with arguments advocating socialist economic
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planning as a corrective to the economic woes of laissez-faire capital-
ism. Hayek started his career under the guidance of Wieser as a
technical economist, but the issues he worked on were related to
the core questions of the intertemporal coordination of production
plans with consumption demands. In essence, his research path from
the beginning dealt with the essence of the economic arguments
concerning capitalism and socialism.

Once he moved beyond the technical question of the imputation
of value for capital goods, Hayek focused on questions related to the
effects of monetary disturbances on the coordination of plans.
Alongside Mises, Hayek was able to develop the monetary theory
of the trade cycle and offer the most coherent non-Keynesian explan-
ation for the great depression. Hayek rose in scientific stature
quickly, but soon found himself embroiled in debate, with Keynes
on the one side, and market socialists on the other.

In response to these two criticisms of economic liberalism, Hayek
would find himself over the next decades searching for answers, in
the catallactic (or exchange) tradition of economic theorizing as
opposed to the maximizing and equilibrium tradition; in the meth-
odological critique of scientism as opposed to the near-universal
acceptance of methodological monism; and in the institutional ana-
lysis of liberalism as opposed to the institutionally antiseptic theory
of post-Second World War neoclassical economics. The debates that
Hayek initiated on methodology and policy continue still.” In this
regard Hayek’s work remains part of our “extended present,” as
Kenneth Boulding (1971) would have put it in discussing the continu-
ing relevance of an economic figure long dead. The plausibility of the
“Hayek conjectures” with which we started this essay is a function of
the plausibility of the network of scientific propositions he weaved
in support of them, in economics, political economy, and social
philosophy. At the end of the day, any evaluation of the former
must wait upon an evaluation of the latter.®

NOTES

1. The terms “hot” and “cold” socialism are introduced in Hayek 1960.

2. Lavoie 1985a is perhaps the most comprehensive discussion (beside
Hayek’s) of how “planning does not accidentally deteriorate into the mil-
itarization of the economy; it is the militarization of economy ... The
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theory of planning was, from its inception, modeled after feudal and
militaristic organizations. Elements of the Left tried to transform it into
a radical program, to fit into a progressive revolutionary vision. But it
doesn’t fit. Attempts to implement this theory invariably reveal its true
nature. The practice of planning is nothing but the militarization of the
economy” (p. 230, emphasis in original).

The other economic arguments invoked in building that case would
include the incentive effect of private property rights, the unintended
consequences of government intervention in the economy, the rent
seeking by interest groups in democratic decision making concerning
economic policy, and the failure of discretionary monetary and fiscal
policy to stabilize the economic environment. The major contributors
in the twentieth century to this literature, in addition to Hayek, would
be Ludwig von Mises, Milton Friedman, and James Buchanan.

The emphasis Mises put on economic calculation in his critique of
socialist blueprints is a result of two considerations which are some-
times glossed over in the literature on this topic. First, at the time of his
original challenge it was considered illegitimate to invoke incentive-
based arguments against socialism because advocates of socialism had
assumed that man’s nature would be transformed by the move to social-
ist production. The avarice of a market society would give way to a new
spirit of cooperation. Second, for the sake of argument, Mises granted
this utopian assumption but pointed out that even if socialist economic
planners were motivated to accomplish the task rationally, without the
ability to engage in monetary calculation they would not know how to
complete the task. There would be no metric with which to measure the
result of activity. Here Mises makes an important point about the
intimate connection between the calculation argument and the incen-
tive argument. “We cannot act economically,” he wrote, “if we are not
in a position to understand economizing” ([1920] 1935, p. 120).

Hayek’s essays are collected in Hayek 1948a. See Caldwell 1997 for a
discussion of the development of Hayek’s thought that was brought on
by his debate over socialism.

Kirzner (1992) provides perhaps the most thorough discussion of this
vision of the market process.

On the current status of the debate over markets and socialism, see
volume 9 of Boettke 2000c¢, which is a collection of the main contempo-
rary papers on the subject. On the continuing debates over the implica-
tions of Hayek’s economics and political economy for contemporary
scholarship, see Caldwell 2004a.

This chapter draws freely from Boettke, Coyne, and Leeson 2006 and
Boettke 2005. The author would like to acknowledge the critical input in
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his research on the economics of socialism from Chris Coyne, Peter
Leeson, Steve Horwitz, David Prychitko, and the late Don Lavoie.
I would also like to thank Edward Feser for the opportunity. Financial
assistance from the Mercatus Center at George Mason University and
the J.M. Kaplan Fund is gratefully acknowledged. The usual caveat
applies.
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4  Hayek and Marx

Hayek is recognized as the philosopher/economist who championed
liberty and opposed socialism. Marx, especially after the experience
of bolshevism, is seen as the high priest, if not the god, of socialism
and the enemy of liberty. Hayek is thus anti-Marx as he is also anti-
Keynes. Yet there are few direct references to Marx in Hayek’s writ-
ings; and Marxists, for most of the period when Hayek was writing
and beyond, have ignored him. (Gamble 1996 is a notable exception.)
Democratic socialists or social democrats engaged in the debates
about socialist calculation with Hayek much more in the 19308
(Hayek 1935b; Durbin 1985). By the time Hayek wrote his final book,
The Fatal Conceit: The Errors of Socialism (1988), the Soviet Union
was close to collapse and socialism as a doctrine had become beleag-
uered. Hayek was celebrated as the philosopher who inspired those
who subverted the Soviet empire in Eastern Europe. But it could be
argued that by then Marx had little to do with Eastern Europe or the
Soviet Union (Desai 2002).

But there is a philosophical lineage to which the two belong,
though via different branches. A first antecedent is the Scottish
Enlightenment and especially Adam Smith’s stadial theory of his-
tory. The idea of societies (economies) as self-organizing systems
with an autonomous dynamic of movement and change, which is
common to both Marx and Hayek, starts here. A second antecedent is
the idea taken from a tendency in German philosophy, which begins
in the reaction to the Prussian reforms after the defeat at Jena (in the
writings of Savigny among others), that argued that laws cannot be
imposed but inhere in the slow evolution of the mores of a society
(O'Malley 1970). Hegel reformulated this notion as an autonomous
movement of the idea through history as it proceeds towards its

67
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progressive self-realization. This requires no outside or human inter-
ference. Marx reworked this autonomous dynamic of history, but in
terms of a dialectical development of material forces. But in his
version of the stadial theory of history, the successive modes of
production emerge by an autonomous movement driven by the
forces of history. Any given mode of production produces and repro-
duces itself as a result of the independent movement of the actors —
classes and individuals belonging to the classes. This is very much as
Adam Smith’s invisible hand has it, though with Germanic embel-
lishments. It is later that the Austrians grasp the anti-Hegelian
branch of the same movement starting with Smith and Savigny,
and come up with their version of self-organizing societies and the
dominance of natural law over positive legislation. Either way the
state plays a negligible part in both Marx’s and Hayek’s story of
how societies evolve and function. The notion of planning by the
state (rather than by a post-capitalist society) is a later addition to
socialist thought and does not have its origin in Marx. Hayek himself
cites Saint-Simon rather than Marx as the progenitor of the idea
(Hayek 1952a).

A more proximate connection between Hayek and Marx is not so
much in the realm of political philosophy as in that of the economics
of money and capital. Each had a vastly ambitious program of under-
standing the dynamics of capitalism as it experienced accumulation
and cycles. Each also confronted the main economic theoretic ortho-
doxy of his day - classical political economy for Marx and Walrasian
general equilibrium theory for Hayek — to fashion a better under-
standing of the capitalist economy as it used money and credit and
went through crises. But each left his ambitious research program
unfinished and, indeed, abandoned it to go on to other seemingly
more urgent tasks — Marx with his delving into Russian history in the
1870s and Hayek into philosophy via his Abuse of Reason program
(Hayek 1952a). Yet what they left behind continues to serve as bril-
liant insights into the working of capitalism.

In this chapter I concentrate on money, capital, and cycles as a
common theme between Marx and Hayek. Marx’s writing on these
topics is strewn across A Contribution to the Critique of Political
Economy (CCPE), and Capital in all its three volumes (Marx [1859]
1904; [1867] 1887; [1885] 1919; [1894] 1909). Hayek’s writings are Monetary
Theory and the Trade Cycle ([MTTC), Prices and Production (PP),
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Profits, Interest, and Investment (PII), and A Pure Theory of Capital
(PTC), as well as some articles of this period collected by Roy
McCloughry as Money, Capital, and Fluctuations (MCF) (Hayek
[1933] 1966; 19353; 1939D; 1941; 1984C). Marx was actively writing broadly
speaking for the ten years between 1857 and 1867, while Hayek wrote
these books between 1929 and 1941. In the case of both, the intellectual
work occupied a longer time than the writing, but neither ever
revisited or resumed the research, instead just abandoning it. Marx
lived for another sixteen years, during which time he neither revised
nor published his drafts of the second and third volume of Capital.
Hayek lived another fifty years after he completed PTC, with which
he was very unhappy, but he never revised it.

MONEY, CAPITAL, AND CYCLES

Money is the point of departure for both. Marx, in his 1844 Economic
and Philosophical Manuscripts (see Marx 1975), notices that the pres-
ence of money causes many problems but fails to analyze it as yet. By
the time of his mature work, he sees money as a crucial form in
which separate values produced and embodied in different commod-
ities can be represented in a unified way. So the labor form of value
and the commodity form of value can lose their specificities and be
dissolved in the money form. Money is the general universal form of
value in capitalism. In Capital, volume 1, Marx begins by discussing
value form and lays out what we now call relative prices of commod-
ities in terms of each other (linen and shoes), but then works out why
money is necessary to make these commodities not merely compar-
able with each other (money as numeraire) but also for exchanging
with each other in a mediated fashion (money as means of exchange).
This is the C-M-C form of exchange. He then sees money not merely
as facilitator of exchange but as the initiator of exchange under
capitalism, and the new formula is M-C-M’' (money as store of
value). Thus in simple exchange under petty commodity production,
we take a commodity (C), exchange it against money (M), and then
exchange it again against another commodity (C). In capitalism, the
capitalist (Mr. Moneybags) now starts with a money sum (M) which
commands commodities (C) — mainly labor power and means of
production — which in turn are transformed in the process of produc-
tion to a mass of commodities with surplus value (C') which is sold
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for a sum of money (M’) which is larger than what he started with
(M). The difference between M’ and M is profit, and this is the money
form of surplus value embodied in commodities but contributed by
labor power, which is a singular commodity since it is the only one
capable of producing surplus value when employed in production of
commodities. The changing form of value from money to commod-
ities (inputs) to commodities with enhanced value (outputs) and
then again into money after sale was laid out by Marx in Capital,
volume 2, in section 1 on “Three Circuits of Capital” (Marx [1885] 1919;
see also Desai 1974).

Marx’s difficulty with this argument about surplus value was that
it gave no active role to capital in the process of generating profits.
Thus, capital merely passes on its use value —its wear and tear during
the process of production, as it were — to the final value produced.
Labor power alone, once expended in production as labor time, passes
on more than the use value embodied in its wage. First, this argu-
ment led to the question as to why the capitalist would invest in
capital, if only labor power produces surplus value. It is also not clear
why during a cycle the capitalist replaces labor by capital (increasing
the organic composition of capital in the process) if capital does not
contribute to surplus value. Secondly, Marx had to go through the
so-called Transformation Problem to show that, while the capital-
labor ratio differed among different firms (“capitals,” as he called
them), and hence produced different ratios of surplus value to capital,
profit rates in terms of money prices still equalized across firms. This
solution was a mess, as Bohm-Bawerk pointed out in a trench-
ant critique (Bohm-Bawerk [1896] 1975, Sweezy 1949). While the
Transformation Problem can be and has been solved several times
since, the peculiarly passive role of capital in Marx’s theory of profits
remains a puzzle (Desai 1991a).

A lesser-known difficulty that Marx faced was the problem of
durable capital. This caused Ricardo to revise his labor theory of
value in later editions of his Principles. Marx took the view in
Capital, volume 1, that (as one would put it in modern terms) the
flow of services from the stock of capital can be measured (in terms of
labor time), and it is this quantity that passes into the final value of
output. In his many arithmetical examples in subsequent volumes
of Capital, he stuck to this view. But in Capital, volume 2, section 2,
there is a long but inconclusive discussion about the relationship
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between stocks and flows of durable capital — the turnover of capital
and the relation between fixed and circulating capital. Thus the
conversion of the stock of capital into the flow of services is not
straightforward, but Marx left the problem unsolved.

While the validity of the notions of surplus value and the specific-
ity of labor power as the only commodity producing surplus value
have been much debated, the important things which are parallel
between Hayek and Marx are the difficulty about durable capital and
the attempt to break away from the prevailing orthodoxy about
money. In Marx’s case, the thing to note is the significant departure
from classical economic writing about money which was in the
C-M-C mold. Marx was not the first economic theorist to note that
the phenomenon of mediated exchange causes a problem of a possible
shortfall of demand (John Stuart Mill reflects on this problem in his
Some Unsettled Questions of Political Economy), but he was the
first to carry it through to an analysis of the working of profits as
the dynamic driver of capitalism. For Marx, the reproduction of the
capitalist mode of production is not easy without the ability to
“realize” the surplus value embodied in commodities by converting
into its money form as profits.

Hayek too focuses on money as the crucial element missing in
Walrasian theory of general equilibrium. His ambition was to inte-
grate money into general equilibrium and provide an explanation of
the cycles in capitalism which were ruled out in Walrasian theory.
As he wrote in PP, “[T|he task of monetary theory is a much wider
one than is commonly assumed. Its task is nothing less than to cover
a second time the whole field which is treated by pure theory under
the assumption of barter, and to investigate what changes in the
conclusion of pure theory are made necessary by the introduction
of indirect exchange” (19353, p. 127). In this statement is the essence of
Hayek’s research program during the 1929—41 period.

Thus MTTC is a survey of the then existing theories of cycles,
which are all found to be analytically lacking in rigor, and Hayek
promises to provide a theory of cycles which accepts the assump-
tions of rational economic calculus and eschews arbitrary ad hoc
assumptions of rigidities or lags to explain cycles. The key is the
presence of money, which introduces uncertainties not present
in Walras’ equilibrium mechanism. Thus implicitly Hayek attri-
butes a C-M-C logic to Walras and promises to construct a general
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equilibrium theory with money in it. Hayek is dismissive of the
quantity theory of money at this stage, and wants to study the impact
of money not so much on the absolute level of prices as on relative
prices. As we shall see, he ultimately failed in his attempt, as did a
later generation of theorists (Grandmont 1984).

It has to be noted that money for Marx was mainly gold and
only marginally bank credit. By the time Hayek was writing, while
the gold standard still existed, commercial banks had become major
suppliers of credit to businessmen. Yet governments were not major
issuers of money and all money was “inside money.” Central bank-
ing policy plays no role in the theories of either of them. Of course,
after the Second World War, this was to change and money was
nationalized, hence Hayek’s efforts to argue for the denationaliza-
tion of money (Hayek 1990).

CAPITAL AND CRISES

Marx was seeking an explanation of profits, that is, of how a capital-
ist started the production process with a certain quantity of money
he invested (or “advanced,” as he put it) - the quantity M — and ended
up after production and sale with M/, a larger quantity. Of course,
after realizing profits, the capitalist reinvested, i.e. “accumulated”
capital for the next phase of production and profit making. This
process of production and reproduction (in the sense of resumption
of the process) resulted in accumulation of capital and enrichment of
capitalists, while the workers, crucial to the production of surplus
value, did not experience any improvement in their living standards.
The key, Marx thought, was the presence of a “reserve army of
workers” which kept wages near enough to subsistence. But over
the course of accumulation, this reserve army shrank and expanded.
Workers experienced cycles of employment and unemployment on a
periodic basis. Marx was the first economist, bar none, who noticed
cycles in British capitalism and sought an explanation. Before him,
there was a curiosity about crises — sudden collapses of confidence
and credit. But only Marx gives us the dates for a roughly decennial
pattern since 1825. Capitalism had accumulation and cycles as inte-
gral to each other. What was the cause?

The explanation in Marx’s three volumes of Capital proceeds in a
sort of zigzag. In volume 1, part 7, we have a one-sector model with no
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money, and the cycle arises from accumulation draining the reserve
army and threatening profitability (upswing and boom), followed by a
sudden reversal with retrenchment and refilling of the reserve army
and restoration of profitability (crisis and downturn). This is remi-
niscent of the Phillips curve, and has been deftly modeled by Richard
Goodwin in his “A Growth Cycle,” which adapts the Volterra Lotka
predator-prey model to the struggle between capital and labor
(Goodwin 1967; Desai 1973). In Capital, volume 2, chapter 23, there is
the scheme of expanded reproduction, which is a two-sector model of
equilibrium growth with no cycles. This generated a lot of contro-
versy since it seemed that capitalism was shown to be capable of
crisis-free growth (Luxemburg [1913] 1951; Desai 1979). Here, too, there
is no money in the model. It is in Volume 3, in the course of an
explanation of the falling rate of profit, that Marx returns to the
cyclical model of volume 1 with money added. But as a posthumous
publication, volume 3 lacks the tightness of the volume 1 analysis. It
does contain separately a discussion of how there is a struggle
between rentiers and capitalists for a division of surplus value as
between interest and profits (Panico 1987). This is a higher stage of
economy than the one modeled in volume 1, since there is a differ-
entiation within the bourgeoisie.

In this zigzag between a real cycle theory (volume 1), equilibrium
growth without cycles (volume 2), and cycles around a falling rate of
profit (volume 3), Marx fails to fashion a complete theory of cyclical
growth in a money-using capitalist economy. There are insights and
half-finished suggestions which are enticing and caused a long con-
troversy. But the research program is abandoned incomplete. Having
worked out the rough draft of all three volumes and prepared volume 1
for publication in his polished style in 1867, Marx never returned to
the drafts of the next two volumes during the next sixteen years of
his life. Despite a superb immanent critique by Rosa Luxemburg, one
has to conclude that no subsequent Marxist (or for that matter non-
Marxist) author has returned to Marx’s incomplete model and fin-
ished it (Howard and King 1992).

Hayek’s work on cycles is similar to Marx’s in its ambition, in the
length of time over which it was pursued, and in its abandonment
before completion. Just as Marx’s use of the labor theory of value (in
his own version rather than the standard classical/Ricardian version)
has puzzled later readers and led to a reluctance on their part to
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accept Marx’s conclusions, Hayek used an Austrian capital-theoretic
approach which equally led to fascination followed by puzzlement
and eventually rejection by his contemporaries (Hicks 1967). Hayek
tried to integrate money and bank credit (a) into a Walrasian general
equilibrium theory; (b) into an Austrian (B6hm-Bawerk) capital theory;
and (c) into a proto-rational expectations behavioral theory. He failed
in the attempt, but along the way produced some of the most exciting
insights into cyclical behavior under capitalism.

The first step in Hayek’s quest for a theory of cycles was his visit
to the USA, where he followed the new developments at Columbia
University about the recent efforts by the Federal Reserve to devise a
policy for price stabilization. (See Hayek 1984c for an autobiograph-
ical account.) His up-to-date knowledge qualified him upon his
return to become the director of a research institute for business
cycles in Vienna. His first major piece of writing was a lecture at the
Verein fur Sozialpolitik on monetary theory. This became Geldtheorie
und Konjunkturtheorie (1929, appearing in 1933 as Monetary Theory and
the Trade Cycle). This is a desk-clearing exercise. Hayek surveys exist-
ing theories and finds them unequal to the task of providing an endog-
enous behavioral theory of the cycle. By “endogenous” he meant a
theory which did not rely on arbitrary exogenous elements such as
fixed lags, and by behavioral, he meant a theory consistent with general
equilibrium guaranteed by rational behavior on the part of agents. Thus
if lags, for example between order and delivery of durable equipment,
were fixed, he wondered (a) why people did not incorporate such infor-
mation in their calculations and (b) why someone did not take the
opportunity to shorten the lags. The following long quotation illus-
trates the points:

There is a fundamental difficulty inherent in all trade cycle theories which
take as their starting point an empirically ascertained disturbance of the
equilibrium of the various branches of production. This difficulty arises
because, in stating the effects of the disturbance, they have to make use of
the logic of equilibrium theory. [Hayek adds in a footnote: “By equilibrium
theory we here primarily understand the modern theory of general inter-
dependence of all economic quantities, which has been most perfectly
expressed by the Lausanne School of theoretical economics.”] Yet this
logic, properly followed through, can do no more than demonstrate that
such disturbances of equilibrium can come only from outside, i.e., that
they represent a change in economic data and that the economic system
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always reacts to such changes by its well-known methods of adaptation, i.e.,
the formation of a new equilibrium. No tendency towards the special expan-
sion of certain branches of production, however plausibly adduced, no
chance shift in demand, in distribution, or in productivity, could adequately
explain, within the framework of the theoretical system, why a general
disproportionality between supply and demand should arise. For the essen-
tial means of explanation in static theory, which is at the same time, the
indispensable assumption for the explanation of particular price variations,
is the assumption that prices supply an automatic mechanism for equilibrat-
ing supply and demand. (1933 [1966], pp. 42—43)

Hayek’s starting point is that, within the Walrasian framework,
no disequilibrium behavior can persist for long enough to constitute
a cycle. So, any explanation for a cycle must be sought outside the
system. Since Walras excludes money from his scheme, here must be
sought the explanation of the cycle. Hayek then adapted the theory of
Wicksell, which focuses on the divergence between the natural rate
of interest and the market rate, to his purposes (Wicksell [1936] 1965).
He also borrowed from Ludwig von Mises’ theory of money in which
the problem is caused by misallocation of credit as between durable
and non-durable goods producers (Mises [1912] 1934). Wicksell’s is a
one-good model and Mises further disaggregates it into a two-sector
model. (The parallel with Marx is striking here.) Hayek then makes
the crucial break with all previous theories in adopting a multi-
sectoral production scheme to generate cycles. He does this in his
LSE lectures of 1931 which came out as PP.

Hayek adopts an input-output framework (some four years before
Leontieff), but it has a triangular structure. The crucial concept is the
period of production, which in Bohm-Bawerk’s theory is an index of
productivity. Thus, the longer the period of production as between
the initial input and the ultimate output, the more productive the
economy. In a progressive economy, as incomes and savings grow,
investment is embodied in technologies with a longer period of
production. The effect is a higher volume of output at lower prices.
Hayek’s illustration of this tableau generated much excitement
among the younger economists at the LSE at the time, who included
John Hicks, Ragnar Nurkse, Nicholas Kaldor, George Shackle, and
Abba Lerner (Nurkse 1934; Kaldor 1937; Desai 1982).

Hayek contrasts a steadily growing economy, in which the growth
of savings leads to a steady lengthening of the period of production,
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with one where an artificial stimulation of credit leads to a fall in the
market rate of interest and results in a lengthening of the production
period based on forced savings. The traverse from an economy with a
given period of production, say a, to one with a longer period of
production B is caused by producers of durable goods with a long
gestation period between input and final output having the incentive
to pursue their plans because of the artificially low interest rate. As
an example, assume that the economy produces a single final good —
hamburgers (with apologies to vegetarians). The existing o economy
makes hamburgers starting from the cattle being raised on farms and
then through all the stages till we get to the hamburger. Someone
wants to grow better cattle which yield more, leaner beef, and starts
off with bank credit in the B economy which will eventually bring to
the market the leaner, meatier hamburger. But while they embark
upon their plans, they take inputs (land, labor) away from the o
economy. Saleable output comes for the while only from this old
economy, and it is being deprived of inputs. Thus, the output of
hamburgers falls, while the money supply has gone up due to the
credit issue. Inflation results and there is a drop in real wages.

This traverse is frustrated before it is complete, i.e. before the B
economy completely replaces the o economy. This is because the
banks lose their nerve, perhaps because of outflow of gold abroad, or
because of the need to accelerate the credit supply as prices rise. The
banks jack up the rate of interest suddenly, and among the producers
of the B economy bankruptcy results because their technology is not
feasible at the higher rate of interest. There is a crisis. But the capital
of the B economy — the work in progress of its unfinished projects — is
unusable by the o economy producers. Hence the shortage of con-
sumer goods and inflation continue, while there is unemployed labor
and unusable capital. Thus inflation and unemployment coexist.

Yet the cure is not reflation or issuance of credit, since the short-
age of the inputs suitable for the o economy can only be eased
gradually. The two economies have, in modern terminology, non-
shiftable and heterogenous capital. The cure is to wait till the dis-
tortions or malinvestments caused by false price signals have been
cleansed out of the system. Land and labor have to be released by the
B economy for use by the o economy. Hayek would not say how long
it would take the economy to return to its o equilibrium, but he did
not advocate any policy intervention.
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The austere theoretical structure of PP led to a lot of debate and
discussion. Yet it was counter-intuitive in a world faced with a large
mass of unemployed and idle capital but falling prices. Credit was, as
we now know from the Friedman-Schwartz Monetary History of the
United States, far from being plentiful (Friedman and Schwartz 1963).
In a sharp critique, Sraffa pointed out that Hayek’s theory implicitly
assumed what we would today call the Homogeneity Postulate.
Thus the money supply was super-neutral, and had no effect on the
economy except as assumed in arbitrary banking behavior (Sraffa
19323, 1932b; Hayek 1932a; see also Desai 1982 and r991b). Sraffa’s critique
was well taken, but was not generous to the difficulties of what
Hayek was attempting in terms of his research program. But
Hayek’s schema can be shown to be plausible by mapping out the
money supply movements along with the specification of the frus-
trated traverse (Desai and Redfern 1994). This does not prove the
inevitability of the crisis occurring but at least the possibility that
it could occur.

Hayek proceeded to explain his theory in greater detail through
the 19308, and his articles were collected in PII. His difficulties were
several. The apparatus of the Austrian capital theory proved too
cumbersome for people to follow the argument. Hayek himself did
not clarify that the two economies had non-shiftable capital at all
stages of production. This was a very severe assumption, since there
is no fixed capital in his scheme (the only original inputs being land
and labor), and all capital is produced goods or work in progress.
Thus, the impossibility of enhancing the output in the a economy
by using up the idle resources from the B economy was difficult to
understand for his readers. There is also an arbitrary assumption
about the behavior of banks; they do not act as rational profit max-
imizers. That is not to say that we have accomplished the task of
constructing a foolproof theory of rational banking behavior yet.

In the middle of his efforts at explaining his argument, Keynes’
General Theory appeared (Keynes [1936] 1973), and it caught the imag-
ination of the younger members of the economics profession. Keynes
exorcised the specter of capital theory by taking capital stock as
given. He offered a theory of aggregate output in the short run, with
some interesting remarks about the nature of the long run. While
he did not offer a theory of cycles, he did suggest a cure for the ills
of the economy. Hayek tried in his writings in the late 1930s to
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counter Keynes’ argument, but the result was a muddle in his own
argument.

PII takes the interest rate as given but the profit rate fluctuates. (It
is at this point that Hayek makes a rare explicit reference to Marx,
when he says that the rate of profit was renamed the natural rate of
interest by Wicksell because of Marx having made the rate of profit a
part of his critique of capitalism.) Wages are sticky but prices are
flexible. The economy starts at the point of the crisis of the PP story.
But now instead of two separate economies, we have two sectors —
capital goods and consumer goods. The higher interest rate has made
the capital goods sector unprofitable. But with higher prices of con-
sumer goods (due to the previously generated shortage) and fixed
money wages, it is profitable to produce consumer goods. Thus the
period of production seems to have shortened —a concertina effect, as
between the two versions of Hayek’s model, a long period of produc-
tion in one and a short in the other. This was a mistake of presenta-
tion, not of concepts. In the PP story the longer economy starves the
shorter one of inputs, and hence the output of consumer goods goes
down, causing a temporary fall in the real wage. As real wages try to
catch up, the inflation accelerates, increasing the demand for credit,
which ultimately leads to the banks stopping the credit flow and
putting up the interest rate. Had the p economy been successful, the
price level would have gone down as it is the more productive. Its
premature demise causes a crisis but no immediate increase in the
output of consumer goods because of non-shiftability of capital. In
PII, the capital goods industries have suffered from a sharp increase
in the interest rate, which then remains constant. Only processes
which yield profits quickly are feasible. These happen to be in con-
sumer goods of which there is a shortage. There is investment in the
shorter processes, e.g. fast-food restaurants serving hamburgers. But
Hayek says in PII that investment declines due to the shortening of
the period of production. What he meant by this and did not clarify is
that it is lower than what it would otherwise be had the longer
economy continued. It was not investment which fell, but the capital
intensity of aggregate output (Desai 1991b).

Hayek’s difficulties lie with his capital theory. His Austrian
apparatus can now be understood better after Leontieff and von
Neumann, but when he was writing, its non-mathematical presen-
tation was tortuous. Nor is it clear that the notion of the period of
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production is soundly based. (See Orosel 1987.) Hayek starts with
the assumption that only land and labor are primary inputs and all
capital is the intermediate goods produced. It is not clear whether
some of this capital is durable machinery, at least in the medium run,
although all capital could be produced goods. Hayek then compounds
his problem by positing (though not clearly stating that he is doing
this) a traverse process between two economies between which cap-
ital is non-shiftable and heterogenous. He wanted to show that as
interest rates rose and fell there would be a unique (one-to-one)
lengthening and shortening of the period of production. But while it
is plausible that two economies in steady state may have a higher and
a lower capital intensity if they have a persistent difference between
their real rates of interest, it is altogether a different proposition to
argue that in the short run in which cycles appear you can have a tight
correspondence between capital intensity and interest rate.

Hayek spent the next three years trying to write a treatise on
capital theory where he might prove his basic proposition. But PTC
is a failure and Hayek recognizes it as such. Indeed, the rigor with
which PTC faces up to the difficulties of defining a single capital
good outside a stationary equilibrium could have saved a lot of
trouble had the Cambridge-Cambridge debate taken account of
Hayek. If stationarity is left behind, one enters a complex world, as
Hayek recognizes, and if the world is in the dynamic disequilibrium
which he wished to model, he finds the task is too formidable
to tackle. “The contents of the following pages would perhaps
have been more appropriately described as an Introduction to the
Dynamics of Capitalist Production provided the emphasis were laid
on the word Introduction, and provided that it were clearly under-
stood that it deals only with a part of the wider subject to which it is
merely a preliminary” (1941, p. 3). This is a recognition that he has a
long way to go before he can substantiate his intuition about crises
within a rigorous analytical framework. The Austrian concepts do
not help much as they are appropriate to a stationary or at best a
steadily growing economy. As Hayek remarks early on in PTC, “[I|t
is more than doubtful whether the discussion of ‘capital’ in terms
of some single magnitude, however defined, was fortunate even for
its immediate purposeg, i.e., the explanation of interest. And there can
be no doubt that for the understanding of the dynamic processes it
was disastrous” (1941, p. 6).
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Hayek continues to confront the problems ruthlessly. “With the
disappearance of stationary equilibrium, capital splits into two dif-
ferent entities whose movements have to be traced separately and
whose interaction becomes the real problem. There is no longer one
supply of a single factor, capital, which can be compared with the
productivity schedule of capital in the abstract” (1941, p. 10). This
being the case, the question as to “what will be the reaction of a
given system to an unforeseen change,” i.e. the question at the heart
of PP, cannot be rigorously answered.

The 400-plus pages of PTC are a tribute to Hayek’s unrelenting but
ultimately unsuccessful attempt to square the circle of constructing
a usable theory of dynamic disequilibrium with heterogenous capi-
tal. These pages bear comparison with the middle part of Capital,
volume 2. But in this attempt, Hayek neglects the integration of
money into capital theory until the very end of the book. Coming
back to the old theme of PP, he says:

There is little ground for believing that a system with the modern complex
credit structure will ever work smoothly without some deliberate control of
the monetary mechanism, since money by its very nature constitutes a kind
of loose joint in the self-equilibrating apparatus of the price mechanism
which is bound to impede its working — the more so the greater is the play
in the loose joint. But the existence of this loose joint is no justification for
concentrating attention on the loose joint and disregarding the rest of the
mechanism, and still less for making the greatest possible use of the short
lived freedom from economic necessity which the existence of this loose
joint permits. On the contrary, the aim of monetary policy must be to reduce
as far as possible this slack in the self-correcting forces of the price mecha-
nism, and to make adaptation more prompt so as to reduce the necessity for a
later, more violent reaction. (1941, p. 408)

If we reflect back on the “tasks of monetary theory” quote from PP
that was given toward the end of the preceding section, we see that
all Hayek can now assert is that there is some slack — some loose
joint — within the Walrasian equilibrium framework. He has failed to
elucidate what this loose joint allows the system to do out of equi-
librium, if it allows anything at all. But the policy lesson he draws is
the same one which he held before he embarked on these investiga-
tions, i.e. money has to be neutral. This may be so, but the previous
twelve years of work have not been able to establish this conclusion
with the analytical rigor Hayek had wished for. No wonder Hayek

Cambridge Collections Online © Cambridge University Press, 2007



Hayek and Marx 81

gave up any further efforts in this research program, especially as the
bombs falling on London made him turn to the more urgent task of
developing a philosophy of the abuse of reason.

CONCLUSION

Hayek and Marx are similar in their research programs concerning
the dynamics of capitalism, its cycles, and the way in which money
is vital to capitalism. They both worked a long time to master the
problem, but failed to arrive at a neat solution. Hence they both
abandoned the program and went on to other, more urgent, concerns.
But along the way, they both left a trail of great insights and unsettled
debates.
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5 Hayek versus Keynes: the road
to reconciliation

[Keynes| was one of the great liberals of our time. He saw
clearly that in England and the United States during the
nineteen-thirties, the road to serfdom lay, not down the
path of too much government control, but down the path of
too little, and too late ... He tried to devise the minimum
government controls that would allow free enterprise to
work. The end of laissez-faire was not necessarily the
beginning of communism.

— A.F.W. Plumptre, ‘Keynes in Cambridge’

INTRODUCTION

The passage of time reduces the Cambridge debates of the 1930s to
family quarrels. On the flattened surface stand the twin peaks of
Hayek and Keynes. Their intellectual antipody seems the more pal-
pable, because they rarely found a common ground on which to
engage. “Both sides launched their broadsides, and that was about
it.”" In economics they were so far apart that, except for one incon-
clusive and bad-tempered theoretical encounter in 193132, they
worked out their theories independently of each other. In his brief
1944 comment on Hayek’s Road to Serfdom, Keynes in effect accused
Hayek of lacking a short-period theory of statesmanship; while
Hayek accused Keynes (in many writings after Keynes’ death) of
being blind to the long-term consequences of the “dangerous acts”
Keynes sanctioned for a “community which thinks and feels
rightly.” But again they did not engage directly, because whereas
Hayek wrote systematic treatises on political and social theory,
Keynes did not live long enough to answer him in his own coin.

82
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Yet the brief encounter of 1944 discloses the common terrain on
which they might have fruitfully argued out their differences. This
is the grounds on which, and the methods by which, liberalism
could most successfully be defended. For both men were liberals in
all important senses of the term. They both repudiated central
planning, Russian style. They disagreed about whether liberal val-
ues could best be protected by more or less state intervention in the
economy, but neither gave a very clear indication of where to draw
the line.

The common ground was created by the run-up to the war, and by
the war itself. The war clarified for both men the values they shared.
“Qur object in this mad, unavoidable struggle,” Keynes declared on
December 12, 1939, “is not to conquer Germany, but ... to bring her
back within the historic fold of Western civilisation of which the
institutional foundations are ... the Christian Ethic, the Scientific
Spirit and the Rule of Law. It is only on these foundations that the
personal life can be lived.”* The full employment which the war
produced also whittled away their differences in economics. Hayek
praised Keynes’ anti-inflationary pamphlet How to Pay for the War:
“Tt is reassuring to know,” Hayek wrote to Keynes after reading it,
“that we agree so completely on the economics of scarcity, even if we
differ on when it applies.”> In turn, Keynes cordially welcomed
Hayek’s Road to Serfdom: “It is a grand book ... Morally and philo-
sophically I find myself in agreement with virtually the whole of it;
and not only in agreement, but in deeply moved agreement.”*

This chapter charts the path to their reconciliation.

DIFFERENT TEMPERAMENTS, DIFFERENT BACKGROUNDS

Hayekians argue that Keynes represented the impatient, Hayek the
patient, version of liberalism. Hayek liked to think of himself as the
hedgehog “who knows one big thing,” as opposed to Keynes’ fox
“who knows many things.” The one “big” thing which Hayek “knew”
was that all state interference in the market system is evil. The
fox, Hayek implied, knew this too, but felt he was clever enough to
evade the trap, conjuring up new theories, arguments, policies for
each occasion. Hayek, it might be said, was all of a piece; Keynes
a man of many pieces. Hayek was infuriated by the rapidity with
which Keynes changed his theories. This seemed to show he lacked
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scientific principles. Statesmanship without principle, Hayek would
have said, is the slippery slope to totalitarianism. Statesmanship
without prudence, Keynes would have replied, is the royal road to
disaster.

The contrast between the fox and hedgehog suggests another: that
between the administrator/politician and the scholar/scientist.
Keynes came from an activist tradition: the ancient universities
saw themselves as part of the British ruling class, pushing their
graduates into the higher civil service. Keynes himself had three
spells in Whitehall. As an émigré, Hayek had scholarly detachment
forced on him. His thinking was never tested by the reality or pros-
pect of action.” However, Hayek was not quite so detached as he
made out. His fear of inflation, linked to the destruction of his own
family fortune and the Viennese middle class by postwar hyper-
inflation, colored all his supposedly Olympian economics. He went
on warning against the dangers of inflation in the 1930s long after
deflation had become the problem.

The essential difference between them as theorists was that
Hayek’s economics was reverential, Keynes’ was revolutionary.
Hayek added important clarifications to the Austrian School of
Bohm-Bawerk, Menger, and Mises; Keynes saw himself as overturn-
ing “classical” economics. He was less revolutionary than he
thought. Large chunks of Marshallianism — particularly to do with
the importance of time (short and long periods), the technique of
partial equilibrium analysis, and the cash balances version of the
quantity theory of money — were central to his economics and dis-
tanced it from the timeless simultaneous-equation general equi-
librium theory of Menger and Walras which Hayek regarded as the
supreme achievement of the marginalist revolution. The Austrians
regarded themselves as the revolutionaries, and Keynes’ technique as
regressive. Hayek was much more learned than was Keynes in the
history of economic thought: he is right to say that Keynes disliked
the nineteenth century and lacked knowledge of its economics and
economic history. Hayek thought about economic theory within the
framework of the Austrian tradition; for Keynes the important thing
was to get the argument right on the page (or on the day). Keynes was
the more creative thinker. This was partly the result of an innate
quality of mind; but it was also partly because his training in eco-
nomics was so superficial. Keynes had no difficulty in seeing his
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ideas as original; to Hayek they were simply the latest installment of
age-old fallacies.

A final difference was one of intellectual manners. By the early
19308, Keynes and his followers felt a sense of urgency, almost of
desperation, to get their ideas accepted. It became the hallmark of
Keynes’ coterie to regard every economist outside Cambridge as mad
or stupid; argumentative good manners were sacrificed to world
salvation. On the other hand, there is near unanimous testimony to
Hayek’s intellectual hospitality. For example, when Robert Bryce,
one of Keynes’ students, decided, in 1935, to do some missionary work
at the LSE, “Hayek very courteously gave me several sessions of his
seminar to expose [the new Keynesian ideas] to his students.”® Hayek
was much impressed by Menger’s remark that the final victory of a
scientific idea could only be secured by letting every contrary prop-
osition run a free and full course. Hayek’s hopes, and expectations, of
truth were geared to the long run; the short run was full of error.
These errors must be allowed to burn themselves out, because that
was how mankind learned wisdom. The Keynesian position — and
this partly included Keynes — was much more peremptory: error
must be extirpated to prevent catastrophe. The optimism of
Cambridge confronted the fatalism of Vienna.

The contrast which sums it up may be expressed by saying that
Keynes believed that “in the long run we are all dead,” whereas
Hayek believed that in the long run we learn wisdom. Hayek never
experienced, as a young man, the equivalent of G. E. Moore’s liberat-
ing touch, which led Keynes to write in “My Early Beliefs”:
“We entirely repudiated a personal liability on us to obey general
rules ... We repudiated entirely customary conventions and tradi-
tional wisdom.”” Norman Barry comments: “There could not be a
clearer contrast between this extravagant act-utilitarianism, and
personalised, anthropomorphic view of the world,” leading to the
doctrine of the philosopher king and the “social philosophy of impa-
tience,” and Hayek’s “cautious rule-utilitarianism, with its almost
metaphysical belief in the accumulated, but undemonstrable, wis-
dom, of traditional, impersonal rules of behaviour.”®

This goes much too far, and the Hayekians never quote Keynes’
partial repudiation of his “early beliefs.”? The sharpness of the con-
trast they draw between Keynes’ “act-utilitarianism” and Hayek’s
“rule-utilitarianism” is surely untenable in view of what Keynes was
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saying and writing in the 1930s. It owes too much to Keynes’ own
interpretation of his “juvenilia.”” The later Keynes, at least, believed
in a system of “Humean” rules, flexibly applied, of which the Bretton
Woods system he helped to establish is a good example. Keynes
“grew up” and his views shifted with the changing cultural, eco-
nomic, and political environment. Hayek gives the impression of
never having been young.

Their temperamental and philosophical differences can be exag-
gerated. As has often been pointed out, they maintained cordial
relations through all their disagreements. From a distance it is
easy to see how many presuppositions they shared. They both came
to their economics through philosophy. Neither believed that eco-
nomics was like a natural science. Both emphasized the importance
of subjectivism in economic thinking. Both were critical of econo-
metrics. Both subscribed to procedural theories of justice.” Both
were inegalitarians, believing in the beneficial spillovers from pock-
ets of wealth.” Neither was an ardent democrat. When Keynes
wrote of the market system in 1936 that it is “the best safeguard of
the variety of life,” preserving “the most secure and successful
choices of former generations,”” it might have been Hayek speak-
ing. Both believed in the overriding power of ideas, and rejected or
ignored explanations of events in terms of vested interests and
technology. Both men admired Hume and Burke and delighted in
the paradoxical wisdom of Mandeville. (Keynes’ General Theory is
full of “unintended consequences,” e.g. the “paradox of thrift.”)
What Hayek would have called Keynes’ “constructivist rational-
ism” was tempered by prudence and regard for tradition. Hayek
called himself an “Old Whig,” and Keynes had a good deal of whig-
gery in him. Both came to believe that western civilization was
precarious, which they found hard to square with their jointly held
conviction that it was an evolutionary success story. In short, both
were liberals, and finally understood that, on the great issues of
political philosophy and personal freedom, they were in the same
camp. It was on the means needed to preserve a free society that
they differed. This disagreement centered on their economic theo-
ries. They disagreed about the stability properties of market econo-
mies, and therefore came to different conclusions about policy.
Hayek had a more complete, better-worked-out theory, which is
why he held to it so intransigently. But Keynes was more creative,
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and in fact a better economist, which is why Hayek eventually
abandoned economics for political philosophy.

STARTING POSITIONS

Hayek believed that the market economy was a smoothly adjusting
machine in the absence of credit creation by the banking system.
Keynes saw monetary management by the central bank, which could
include credit creation, as the only way to keep it stable. This was the
pith of their debate. Keynes won it, because he made the more
relevant statements.

Hayek came to their debate in 1931 equipped with an “Austrian”
intertemporal theory of value which Keynes lacked. This sought to
demonstrate that an unimpeded market system - one in which
relative prices were free to adjust demand and supply simultane-
ously in all markets — secured the full employment of resources
not just at any moment of time but over time. The theory of capital
and interest, which showed how this came about, rounded off
neoclassical value theory, substituting the notion of dynamic for
static equilibrium.™ The Austrians thus told a much more complete
and confident “market” story than any available in Anglo-American
economics.

In the Hayek story, the rate of interest was the price which
adjusted decisions to save to decisions to invest, in line with indi-
vidual time preferences. A high rate of saving was key to a progres-
sive economy, insuring that increasing quantities of machinery, and
decreasing quantities of labor, were applied to the production of
consumer goods.

The only problem was that the situation in the 1930s did not fit
Hayek’s story. There was massive unemployment of resources. So
Hayek had to introduce money as the “loose joint” in his theory in
order the explain the phenomenon of the trade cycle.” Monetary
theory should concern itself with the question of “how and when
money influences the relative values of goods and under what con-
ditions it leaves these relative values undisturbed.””® The main con-
clusion he drew from this analysis was that a credit-money economy
will only behave like a barter-exchange economy if banking policy
can keep money “neutral” — that is, provide a constant supply of
money per unit of output, and above all prevent inflation. This was
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almost impossible. So the trade cycle was inevitable. The best way of
mitigating it — of limiting credit creation — was by rigid adherence toa
full gold standard. In Hayek’s view, the great depression was the
direct result of failing to follow this precept. Credit creation in the
19208 had distorted the system of relative prices, producing depres-
sion. There was no alternative to liquidating the inflation even
though this might well deepen the depression for a time.

Keynes approached the same phenomena from the standpoint of
the quantity theory of money. This states that the price level
changes proportionately to the quantity of money. It is purely a
theory of the value of money, when the level of output is taken as
given. As such it could not explain fluctuations in output. However,
there was a tradition, going back to Hume, and latterly reinforced by
Irving Fisher, which held that it took time for a change in the money
supply to have its full impact on the price level, and that during the
interval when prices were rising or falling the economy could either
expand or contract.” This was the approach Keynes used in his
Tract on Monetary Reform (1971a). To get his “transitional” results
he introduced uncertain expectations. When the price level was
changing, uncertainty about future prices prevented the instant
adjustment of nominal interest rates and wages necessary to vali-
date the quantity theory of money. Businessmen made windfall
profits in the inflationary upswing and windfall losses in the defla-
tionary downswing. “The fact of falling prices injures entrepreneurs;
consequently the fear of falling prices causes them to protect them-
selves by curtailing their operations.””® From the Tract comes his
best-known phrase. Having agreed that the quantity theory of
money was “probably true” “in the long run,” he went on: “But
this long run is a misleading guide to current affairs. In the long
run we are all dead. Economists set themselves too easy, too useless
a task if in tempestuous seasons they can only tell us that when the
storm is long past the ocean is flat again.”” This expresses, in
typically striking language, his main requirement for a serviceable
economic theory: it must be able to account for “tempestuous” as
well as “flat” seasons, and prescribe prevention and cure for the
former.

The institutional culprit in the Tract was the international gold
standard, which sacrificed domestic price stability to exchange-rate
stability. The policy conclusion was obvious: active monetary policy
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was needed to stabilize the domestic price level. This required aban-
donment, or at least severe modification, of the gold standard.

Both economists suffered from the handicap of using models to
explain phenomena which could not occur if the models were cor-
rect. The models could be adjusted to reality only by means of ad hoc
additions: Hayek’s “loose joint” theory of money, Keynes’ “sticki-
ness” of key prices. Keynes’ approach was more politically attractive
because it pointed to policies of prevention and cure, whereas
Hayek’s enjoined stoicism. Hayek rejected Keynes’ policy of stabi-
lizing the price level: a stable price level could disguise inflationary
tendencies when prices ought to be falling. “The banks could either
keep the demand for real capital within the limits set by the supply of
saving; or keep the price level steady; but they cannot perform both
functions at once.”*® Questions to do with the role of the state in the
economy, of rules versus discretion in monetary policy, of knowl-
edge and ignorance in economics, of prescribing for the long term or
the short term, all of which were to become the battleground
between the Hayekians and the Keynesians, had been posed, though
not yet sharply.

DIFFERENT DOMAINS?

The main issue between Hayek and Keynes comes out in their explan-
ations of the great depression. Both could claim to have predicted it.
Hayek argued in the spring of 1929 that a serious setback to trade was
inevitable, since the “easy money” policy initiated by the US Federal
Reserve Board in July 1927 had prolonged the boom for two years after
it should have ended. The collapse would be due to overinvestment in
securities and real estate, financed by credit creation.”” For Keynes,
looking at the situation in the autumn of 1928, the danger lay in the
“dear money” policy initiated by the Fed in 1928 in an effort to choke
off the stock market boom. Savings, Keynes argued, were plentiful;
there was no evidence of inflation. The danger was the opposite to the
one diagnosed by Hayek. It was that of underinvestment. “If too
prolonged an attempt is made to check the speculative position by
dear money, it may well be that the dear money, by checking new
investment, will bring about a general business depression.”** For
Hayek the depression was threatened by investment running ahead
of saving; for Keynes by saving running ahead of investment.
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Hayek’s attempt to integrate “monetary” and “real” theories of the
business cycle, as expounded in his book, Prices and Production
(1931), has six main elements:

1. Voluntary savings by individuals are decisions to give up a
certain amount of consumption now in order to secure a
greater quantity of consumption in the future.

2. New acts of saving cause the rate of interest to fall, thus
reducing the cost of producer (or investment) goods relative
to consumer goods. They thus send a signal to producers to
switch from making consumer goods to making producer or
investment goods. Capital and labor flow out of the con-
sumer goods into the producer goods sectors, leading to
capital deepening. (Hayek variously calls this process length-
ening the “period of production,” increasing the “round-
aboutness of production,” or switching to “more capitalistic
methods of production.”) When completed, the elongated
structure of production will make possible a greater amount
of consumer goods per unit of capital and labor, i.e. the price
of consumer goods will be lower than before and the savers’
real income will have gone up.

3. Following the Swedish economist Wicksell, Hayek called
the price which secures a balance between saving and invest-
ment the “natural” rate of interest. The economy will be in
equilibrium when the market, or actual, rate of interest
equals the natural rate.

4. This equilibrium condition is continually secured in a barter
economy. It may be satisfied in a money economy in which
money is neutral. Only a change in the “effective” quantity
of money could generate a disequilibrium process. When the
banks create credit, a source of funds additional to voluntary
savings becomes available to finance new investment. The
market rate of interest falls, the money value of investment
rises, and resources are attracted to the producer goods indus-
tries as before. But now the market rate is below the natural
rate. The signals producers get to invest in new productive
facilities do not correspond to the willingness of consumers
to forgo consumption. Instead, these consumers are “forced
to save” by the rise in the prices of consumer goods.
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5. Theresult is an unsustainable structure of production. As the
incomes of wage earners catch up with the rise in prices, they
will seek to restore their previous standards of consumption,
thus liquidating the saving needed to complete the roundabout
processes. The turning point comes when the banks have to
restrict credit (or raise interest rates) to protect their cash
reserves. The crisis has to run its course, as the structure of
production returns to its old proportions. Hayek describes this
retrogressive movement as “capital consumption.” It necessa-
rily produces an economic crisis, with unemployment appear-
ing quickly in the investment goods sector and only gradually
being reabsorbed in the “shorter” processes. Pumping more
money into the economy may help temporarily but will
make matters worse in the end. “The situation,” Hayek writes,
“would be similar to that of a people in an isolated island, if,
after having partially constructed an enormous machine
which was to provide them with all necessities, they found
they had exhausted all their savings and available free capital
before the new machine could turn out its product. They
would then have no choice but to abandon temporarily the
work on the new process and to devote all their labour to
producing their daily food without any capital.”*

6. In an elastic money supply banking system, the business
cycle can never be entirely avoided. “Money,” wrote Hayek,
“will always exercise a determining influence on the course
of economic events.”** There are both technical and political
difficulties in keeping money neutral. The natural rate is
unknowable; price stability is no proxy, since it can conceal
inflationary tendencies. The only practical maxim is that the
banks should be overcautious in supplying credit in the
upswing. However, the risks of mismanagement can be miti-
gated by rigid adherence to the gold standard. Hayek rejected
fractional reserve banking. All banks should hold oo percent
gold reserves against deposits. This would rapidly reverse
credit creation, limit “malinvestment,” and ensure that the
crisis is shallow and short-lived.

It is a very peculiar story. Hayek was never able to explain properly
why the new structure of production made possible by credit creation
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was any less permanent than one which reflected voluntary deci-
sions to save. As Keynes’ colleague Piero Sraffa pointed out, “One
class has, for a time, robbed another class of part of their incomes;
and has saved the plunder.” The “forced” savings of the losers
become the voluntary savings of the gainers; and if wage earners
benefit in due course from the increased flow of consumption
goods made possible by the more roundabout processes, the gainers
do not thereby lose the additional real capital they have created.”
Few rejoinders show up more crushingly the limitations of Hayek’s
analysis. Even worse, Hayek provides no explanation of why a
change in the quantity of money should have any effect on the
structure of production at all. His story presupposes that changes in
money work themselves slowly and unevenly through the price
system. But this is inconsistent with his assumption of perfect fore-
sight and perfectly flexible prices. On this assumption, he has not
explained the genesis of the cycle; he has simply confirmed the
quantity theory of money!* A third fallacy was pinpointed by
Keynes in his General Theory. This was the confusion of the rate of
interest with the “marginal efficiency” or expected profitability of
capital. An increased desire to save does nothing in itself to improve
profit expectations. Au contraire, by lowering the prices of consumer
goods, it depresses the profit expectations of all producers. This leads
to a fall in aggregate income and a fall in actual saving. There is
nothing to cause the rate of interest to change.”” Yet Hayek never
renounced his early cycle theory and was still using it to explain the
“stagflation” of the 1970s.

Keynes’ Treatise on Money appeared six months before Hayek’s
Prices ‘and Production. The following summary of the Treatise
brings out the points of convergence and divergence in the two
theories:

1. Voluntary savings by individuals represent decisions to give
up a certain amount of consumption now in order to secure a
greater quantity of consumption in the future.

2. Theeconomy will be in (full employment) equilibrium when
saving equals investment. This is equivalent to the market
rate of interest being equal to the natural rate.

3. Saving and investment can diverge for expectational reasons
unconnected with changes in the quantity of money.
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When saving runs ahead of investment (the case which par-
ticularly concerned Keynes in the Treatise on Money) the
economy goes into a free fall till something “turns up.”
Keynes outlines the sequence in his “banana parable.” He
envisages an economy which only produces and eats
bananas. He supposes an increase in saving (“for old age”)
with no increase in investment in new banana plantations.
The price of bananas must fall:

Well, that is splendid, or seems so. The thrift campaign will not only
have increased saving, it will have reduced the cost of living ... But
unfortunately that is not the end of the story; because, since wages
are still unchanged — and I assume for the moment that the selling
price of bananas will have fallen, but not their costs of production —
the entrepreneurs who run the banana plantations will suffer an
enormous loss . .. equal to the new savings of those people who have
saved ... The continuance of this will cause entrepreneurs to try and
reduce wages, and if they cannot reduce wages they will [put] their
employees out of work. (My italics.)

Keynes then discloses the “full horror of the situation”:

However much they [reduce wages] it will not help them at all,
because . .. the buying power to purchase bananas will be reduced by
that amount; and so long as the community goes on saving, the
businessmen will always get back from the sale less than their cost
of production, and however many men they throw out of work they
will still be making a loss. No position of equilibrium is possible
until one of four things has happened: either everyone is out of work
and the population starves to death, or entrepreneurs combine to
keep up prices, or the thrift campaign falls off or peters out, or
investment is increased.”®

It was the task of monetary policy to prevent or offset this
dire sequence of events by pumping money into the econ-
omy; it was, in fact, the only balancer in the system. Keynes
explained:

Those who attribute sovereign power to the monetary authority
on the governance of prices do not, of course, claim that the terms
on which money is supplied is the only influence affecting the
price level. To maintain that the supplies in a reservoir can be
maintained at any required level by pouring enough water into
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it is not inconsistent with admitting that the level of the reser-
voir depends on many other factors besides how much water is
poured in.*

One can see that the two theories diverge with Keynes’ third point.
Whereas for Hayek savings are smoothly translated into investment,
for Keynes there is nothing to align the two except stabilization policy.
Hayek was puzzled:

But what does it actually mean if part of current savings is used to make up
for losses in the production of consumption goods ...? It must mean that
though the production of consumers’ goods has become less profitable, and
that though at the same time the rate of interest has fallen so that the
production of investment goods has become relatively more attractive than
the production of consumption goods, yet entrepreneurs continue to produce
the two types of goods in the same proportion as before. Mr. Keynes’ asser-
tion that there is no automatic mechanism in the economic system to keep
the rate of saving and the rate of investing equal might with equal justifica-
tion be extended to the more general contention that there is no automatic
mechanism in the economic system to adapt production to any other shift in
demand.*

The italicized passage shows that Hayek had misunderstood the key
point in Keynes’ theory. But his conclusion about the nature of the
theory was correct: there was no automatic stabilizing mechanism to
be found in it.

Both men confronted the world depression with severely dysfunc-
tional theories. Hayek was right to claim that Keynes had not shown
how saving and investment could diverge within the model of the
Treatise, unless there had been a prior change in the quantity of
money.* Hayek had not shown why credit creation should start a
cumulative process bound to end in depression. But whereas Keynes’
policy of pumping purchasing power into a deflating system offered a
hope of recovery, Hayek was still warning against Keynes'’ reflation-
ary remedies.’* This was to earn him a savage retrospective rebuke
from his erstwhile disciple Lionel Robbins:

Assuming the original diagnosis of excessive financial ease and mistaken
real investment was correct —which is certainly not a settled matter — to treat
what developed subsequently in the way which I then thought valid was as
unsuitable as denying blankets and stimulants to a drunk who has fallen into
an icy pond, on the ground that his original trouble was overheating. I shall
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always regard this aspect of my dispute with Keynes as the greatest mistake
of my professional career.”

One can see how Hayek’s intransigent methodological individu-
alism (or what Caldwell calls his “profound epistemological pessi-
mism”) hampered his economics. It led him to repudiate Keynes’
espousal of macroeconomic remedies for depression, and indeed
macroeconomics itself. Hayek claimed that only subjective valua-
tions count as causes: total quantities can exert no influence on
individual decisions.** This claim pinpoints the weakness in the
Austrian economics of the day: the lack of a theory of expectations.
Keynes understood that collective expectations entered into individ-
ual valuations, and that by controlling aggregates, governments can
influence individual expectations. In reviving the neoclassical
approach, Milton Friedman never repudiated macroeconomics.
Today’s “inflation targeting” depends crucially for its success on
“managing” expectations, much as Keynes advocated in the Tract.

Keynes’ (eventual) position was also problematic. He shared much
of Hayek’s epistemology (wholes have only a fictitious existence,
social science is a moral, not natural, science, econometrics is phil-
osophically flawed), yet still believed in macroeconomic policy
which depends on national income accounts, econometric modeling,
and government manipulation of aggregates. He thought govern-
ment could manage total spending power only in a rough and ready
way which would still be an improvement on laissez-faire. But the
next generation carried this project much further. They thought the
problem of limited knowledge facing the central manager was a
contingent one, and that as statistics improved, so would the possi-
bility of control. This reached its apogee in the “fine-tuning”
approach of the 1960s.

Hayek’s repudiation of macroeconomics was proclaimed as a
methodological principle, but one suspects it stemmed more from
his exaggerated pessimism about the results of macroeconomic pol-
icy; in contrast, Keynes’ embrace of macroeconomics derived from
his eagerness to equip governments with the tools of economic
management, even before his theory was really up to it. Keynes erred
on the right side. He may have exaggerated the wisdom and integrity
of governments. But he was surely right to believe that enough
collective knowledge existed to improve the working of economies.
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In his rejoinder to Hayek’s attack on his Treatise on Money,
Keynes noted that “our theories occupy ... different terrains,”
Hayek’s being a theory of dynamic equilibrium, his own being a
disequilibrium theory.” Both theories subsequently changed, but
brought no meeting of minds. Ironically, Hayek dropped Walrasian
equilibrium theory at exactly the moment Keynes embraced it. In his
1936 lecture “Economics and Knowledge” (published as [1937] 1948),
Hayek redefined equilibrium as a situation in which there exists a
mutual coordination of plans. But given its impossible knowledge
requirements, on which Hayek laid increasing stress, it became a
purely fictional construction, of no predictive value.*® His eventual
position seems to have been that though an unmanaged market
system had no strong tendency to full employment, monetary policy
designed to improve the situation would only make matters worse as
well as being inflationary. He came to regard his most important
contribution to economics as his depiction of the market order as a
discovery technique rather than a determinate system.”

In Keynes’ General Theory of Employment, Interest, and Money
([1936] 1973), the economy was always in equilibrium, but this need not
be, and mostly was not, a full employment one. Keynes’ adoption of
the equilibrium method can be seen as the culmination of his
attempt to provide a theoretical rationale for activist government.
He needed the device of a determinate equilibrium to give govern-
ment a determinate target. The Keynesian model is taught as a model
of output determination. This reconciled Keynes to the mainstream,
which craved an economics of certainty, and fitted the growing
mathematicization of economic technique. What got sidelined was
his most persistent insight, which had to do with the effect of uncer-
tainty on economic behavior.

Hayek had been too badly mauled in his exchanges with Keynes
and the Keynesians in 1931-32 to review Keynes’ magnum opus. But
events were finally bringing them back onto the same intellectual
and political terrain. Full employment, Keynes thought, occurred
only in “moments of excitement.” The Second World War was one
such moment. The road to reconciliation was opened up by the fact
that during the Second World War, the economy was fully employed,
and the problem which now exercised Keynes was a problem in the
theory of value: how to transfer resources to the war effort without
inflation.
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HOW TO PAY FOR THE WAR

A war economy is faced not by inadequate but by excess demand, by
inflationary, not deflationary, pressure. At the same time it needs a
high level of saving to effect the transfer of production from con-
sumer to war goods. This transfer can be effected either by inflation-
induced “forced saving” or by heavy taxation and other controls on
civilian consumption. This is classic Hayekian territory. Keynes
sought to avert the twin evils of inflation and confiscation by an
imaginative plan for “compulsory saving” or “deferred pay.”

His plan was announced in two articles in The Times on
November 14 and 15, 1939, later expanded into a pamphlet “How to
Pay for the War.”*® His analysis of the problem was quite “Austrian.”
The government had started pumping money into the economy to
expand war production. This was equivalent to extra investment in
more “roundabout processes” whose aim was to produce a greater
quantity of a particular kind of consumption good — guns, tanks,
aircraft. However, since this extra investment did not represent any
willingness of the public to reduce its consumption of civilian goods,
the price level was pushed upward. In Hayekian terms, consumers
were “forced to save” by rising prices. But, after a lag, incomes too
would start to rise and consumers would want to restore their pre-
vious consumption standards. Civilian consumption could then be
suppressed only at the cost of further and increasing inflation, or by
price controls and rationing, or a mixture of both.*

Keynes proposed an ingenious alternative. Consumers would be
“forced to save,” not by inflation or rationing, but by means of a
temporary, graduated surcharge on their post-tax incomes,*® the pro-
ceeds of which would be made available as postwar credits. They
would be left free to spend their reduced incomes as they pleased.
The great advantage of compulsory saving, as Keynes saw it, over
orthodox taxation or inflation, was that workers would not lose the
benefit of their higher wages, only be obliged to postpone their
spending. This was the plan which Hayek enthusiastically endorsed
in The Spectator of November 24, 1940, without pointing out that the
calculation of how much “money” to take out of the economy was
highly dependent on putting numbers to the aggregative analysis of
the General Theory, one which Hayek repudiated on methodological
grounds.*
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In the expanded pamphlet, How to Pay for the War, published on
February 27, 1940, Keynes was forced to add sweeteners for the trade
unions in the form of family allowances and “iron rations” at subs-
idized prices; and a concession to the orthodox (including Hayek)
in the form of a capital levy to discharge the liability created by
the deferred pay. His plan (as opposed to the arithmetic underpinn-
ing it) was adopted only in part by Kingsley Wood in his budget of
April 1941: in practice, Keynes lost the argument to the central plan-
ners, and regulation of aggregate spending took second place to man-
power planning, physical allocation of inputs, and rationing of
consumer goods. The legacy of his plan, though, was a technique of
macroeconomic management, which was not tied to these wartime
expedients.

It is the underlying philosophy rather than the details of the
scheme that concerns us here, and which won Hayek’s approval.
Keynes explained to the Fabian Society on February 21, 1941 that he
had been searching for an alternative to the “old-fashioned laissez-
faire” solution of inflation, the “new fashioned totalitarian” method
of comprehensive rationing which would reduce Britain to a “slave
state,” and the compromise between them of “a totalitarian solution
for a narrow range of necessaries and inflation over the remaining
field of consumption.”# “The abolition of consumers’ choice in
favour of universal rationing is a typical product ... of Bolshevism,”
he wrote. Similarly the release of deferred pay after the war, “by
allowing individuals to choose for themselves what they want, will
save us from having to devise large-scale government plans of expen-
diture which may not correspond so closely to individual need.” He
wrote: “I am seizing the opportunity to introduce a principle of policy
which may be thought of as marking the line of division between the
totalitarian and the free economy. For if the community’s aggregate
rate of spending can be regulated, the way in which personal incomes
are spent can be safely left free and individual.”

Keynes’ most complete statement of his “Middle Way” philoso-
phy came in an article for the American journal New Republic on

July 29, 1940:
The reformers must believe that it is worth while to concede a great deal to

preserve that decentralisation of decisions and of power which is the prime
virtue of the old individualism. In a world of destroyers, they must zealously

Cambridge Collections Online © Cambridge University Press, 2007



Hayek versus Keynes 99

protect the variously woven fabric of society, even when this means that
some abuses must be spared. Civilisation is a tradition from the past, a
miraculous construction made by our fathers . .. hard to come by and easily
lost ...

The old guard of the Right, on their side, must surely recognise, if any
reason or prudence is theirs, that the existing system is palpably disabled,
that the idea of its continuing to function unmodified with half the world in
dissolution is just sclerotic. Let them learn from the experience of Great
Britain and of Europe that there has been a rottenness at the heart of our
society, and do not let them suppose that America is healthy.®

These were the very questions which exercised Hayek as he wrote
The Road to Serfdom.

THE ROAD TO SERFDOM DEBATE

Hayek’s Road to Serfdom arose out of his famous attack on central
planning. The early socialist justification of a publicly owned, cen-
trally planned economy was that it would “perfect” the market
system by eliminating the “waste” associated with private owner-
ship, monopoly, and booms and slumps. Ludwig von Mises ([1920]
1935) had argued that efficient central planning was impossible,
because if all capital were publicly owned there would be no market
for capital goods in terms of which competing investment projects
could be properly costed. “Instead of the economy of ‘anarchical’
production the senseless order of an irrational machine would be
supreme.”* To counter this, Oscar Lange ([1936-37a] 2000, [1936—37Db]
2000) and A. P. Lerner ([1936-37] 2000, [1937] 2000) said that the planning
authority could cause state-run firms to respond appropriately to
simulated market signals, provided they were required to minimize
their costs and equate marginal costs and market prices. The plan-
ning authority would announce starting prices for all capital goods,
like an auctioneer. Shortages and surpluses at the initial prices would
indicate to the planning authority the need to raise or lower relative
prices until, through a process of trial and error, an equilibrium price
structure was obtained. Hayek attacked such an idea as utopian: “To
imagine that all this adjustment could be brought about by succes-
sive orders by the central authority when the necessity is noticed,
and that then every price is fixed and changed until some degree
of equilibrium is obtained, is certainly an absurd idea.”* Central
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planning was doomed to failure because the knowledge necessary to
make it work could never be assembled. So it was bound to be
inefficient. Further, it ignored the role of market competition in
discovering new wants and processes. It thus froze economic
development.

In The Road to Serfdom Hayek attacked central planning not just
because it was inefficient and retrogressive, but on the ground that it
was destructive of liberty. This was for two reasons. First, outside
wartime or temporary enthusiasm, there is never sufficient volun-
tary consent for the goals of the central plan. So resistance develops,
which has to be suppressed.** Secondly, partial planning creates
problems which to the planner appear soluble only by more exten-
sive planning. “Once the free working of the market is impeded
beyond a certain degree, the planner will be forced to extend his
controls until they become all-comprehensive.”# Thus attempts to
direct production into certain channels or achieve a particular dis-
tribution of income all involve “progressive suppression of that eco-
nomic freedom without which personal and political freedom has
never existed in the past.”*® Fascism and communism were total-
itarian culminations of what had started as democratic socialism.
(Hayek had a chapter on the socialist origins of Nazism.) Both
involved the “coercive organisation of public life.” Western democ-
racies were fighting fascism without realizing that they had started
down the same slippery slope. Against the planners, Hayek set out to
uphold the “fundamental principle that in the ordering of our affairs
we should make as much use as possible of the spontaneous forces of
society, and resort as little as possible to coercion.”#

Hayek was careful not to identify economic liberalism with
laissez-faire — a mistake made by nineteenth-century liberals. The
state was needed for all sorts of purposes, not least to provide and
enforce a legal framework for competition. Hayek distinguished
between the rule of law and legality. The rule of law requires that
“government, in all its actions, is bound by rules fixed and announced
beforehand.” But planning requires “discretionary rules to be changed
as circumstances change.”*° Thus planning is incompatible with the
rule of law. To have a rule of the road is different from a policeman
telling people where to go.”" A liberal order requires a consciously
contrived constitution. Hayek thought that a world government
would be needed to entrench economic liberalism internationally.**

Cambridge Collections Online © Cambridge University Press, 2007



Hayek versus Keynes 101

As Hayek saw it, the planning cult arises from the strata of scien-
tists and engineers mistakenly supposing that science can settle
matters of politics and morality. But Hayek also acknowledged that
capitalist failure to provide security was an important source of
collectivist feeling. Minimal indispensable security should be pro-
vided “outside the market” for its victims - a rare concession to
prudence. But he was deeply suspicious of public works. At this
point the argument with Keynes was joined, though not by name.

Admittedly, Keynes was not a central planner in Hayek’s sense: he
did not want to “direct the use of the means of production to partic-
ular ends.”® But here the slippery slope argument could be used.
Keynes was surely the intellectual leader of those “many economists
[who| hope ... that the ultimate remedy [for general fluctuations in
economic activity and recurrent waves of large-scale unemploy-
ment] may be found in the field of monetary policy ... [or] from
public works undertaken on a very large scale.”** But “if we are
determined not to allow unemployment at any price, and are not
willing to use coercion, we shall be driven to ... a general and con-
siderable inflation [as a way of securing reduction in real wages].”>
Inflation would suppress information given by the system of relative
prices, and so would lead to pressure to fix prices. He warned that
on matters of public spending, “we shall have carefully to watch
our step if we are to avoid making all economic activity progressi-
vely more dependent on the direction and volume of government
expenditure.”®

Keynes read The Road to Serfdom while crossing the Atlantic on
his way to the Bretton Woods conference of July 1944. It caught him in
an anti-collectivist mood. He was annoyed with his more collectivist
followers like Thomas Balogh who opposed his plans for reestablish-
ing a liberal world order. (In his last, posthumously published article
he even praised the “invisible hand.”)’” The war context is also
important to understanding both Hayek’s polemic and Keynes’
response. For war purposes, economy and society were already highly
planned. The question was how much freedom the return to peace
would bring. On the necessity of a return to freedom, Keynes was
fully with Hayek. On June 28 he wrote him a generous and thoughtful
letter, congratulating him on having written a “grand book,” and
adding that “we all have the greatest reason to be grateful to you
for saying so well what needs so much to be said ... Morally and
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philosophically I find myself in agreement with virtually the whole
of it; and not only in agreement, but in a deeply moved agreement.”**

Keynes would have endorsed all that Hayek wrote of the connec-
tion between political and economic liberty, of the importance of
allowing the individual to be judge of his own ends, of competition as
a better way of adjusting individual efforts to each other than any
other, of the advantages of decentralized decision making, and so on.
He would have agreed with him that democracy is a means, not an
end. He would have applauded his discussion on international free-
dom, and the conditions needed to secure it. He would certainly have
endorsed his strictures against excessive state spending.”® He might
even have agreed with much of Hayek’s account of the reasons for
the decay of European liberalism.

However, he made several criticisms.

(1) “You admit ... that it is a question of knowing where to draw
the line. You agree that the line has to be drawn somewhere, and that
the logical extreme is not possible. But you give us no guidance
whatever as to where to draw it. It is true that you and I would
probably draw it in different places. I should guess that according to
my ideas you greatly under-estimate the practicability of the middle
course. But as soon as you admit that the extreme is not possible . ..
you are, on your own argument done for, since you are trying to
persuade us that so soon as one moves an inch in the planned
direction you are necessarily launched on the slippery path which
will lead you in due course over the precipice.”

Keynes was suggesting that for Hayek, as for Keynes himself,
“where to draw the line” was a matter of judgment, not principle.
This is a cogent criticism, which has been echoed by libertarians.
Ayn Rand denounced Hayek as a “compromiser.” Jasay argues that
Hayek leaves the “state’s place in society ... ad hoc, open-ended,
indeterminate.”®® The state, Hayek says, should provide a social
safety net. But at what level should it be set? Should it include health
care and education? He has only a hazy notion of public goods. As a
utilitarian, Hayek rejected restrictions on the scope of the state
derived from natural law theory. His justification of liberty is instru-
mental: the central planner has less knowledge than exists. His is
not a negative theory of liberty, but a theory of liberty bounded by
the law. Provided the law is properly constituted it is necessarily
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consistent with liberty. But his distinction between general rules and
those designed to benefit particular groups does not do the libertarian
work he wants it to: perfectly general rules, like conscription or
prices and incomes policies, can be highly coercive.® It is hard to
extract a theory of liberty or justice from Keynes’ scattered remarks
on the subject. But there is no suggestion that he ever embraced a
positive (or “enabling”) theory of liberty, or thought of justice in
other than contractual terms.®* In economics, Keynes’ distinctive
point of intervention was confined to managing aggregate demand:
macroeconomic management was his alternative to microeconomic
control. As he wrote in the General Theory, “if our central controls
succeed in establishing a volume of output corresponding to full
employment as nearly as is practicable, the classical theory comes
into its own ... [and] there is no more reason to socialise economic
life than there was before.”® This begs the question of how much
reason there was before, on which Keynes did not pronounce.

(2) “What we need therefore,” Keynes continued, “is not a change
in our economic programmes, which would only lead in practice to
disillusion with the results of your philosophy, but perhaps even ...
an enlargement of them.” Keynes had spelled out what he meant in
the General Theory: “It is certain that the world will not much longer
tolerate the unemployment which, apart from brief intervals of
excitement, is associated ... with present-day capitalistic individu-
alism. But it may be possible by a right analysis of the problem to
cure the disease while preserving efficiency and freedom.”** Now
Keynes accused Hayek of putting ideology ahead of statecraft — a
good conservative (and indeed Whig) criticism. Hayek was vulner-
able to this charge. He offered no convincing analysis of the forces
tending to diminish the attraction of classical liberalism and enlarge
the role of the state. He ascribed the retreat from liberalism to
intellectual error. His belief that anti-liberal ideas were dysfunc-
tional residues of earlier conditions and would wither away with
further evolutionary progress remains to be tested, but does not
stand up well in face of Keynes’ claim that empires and social sys-
tems rise and fall in the short run.

Keynes made the telling point that policies which took no precau-
tions against slumps were likely to produce “disillusion” with liberal
values. In fact he might well have pointed out that it was not the
habits of mind of the scientist or engineer but the economic
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consequences of Hayek’s liberalism which led to disillusion with
liberal philosophy. Whatever the “totalitarian” tendencies in
German thought and Weimar practice, it is highly unlikely that
Hitler would ever have come to power but for the great depression,
which caused six million unemployed and a 40 percent contraction
in German industrial output. The socialist creep which Hayek cas-
tigates could never have led to totalitarianism without the help of
the economic misfortune to which the economic policy of classical
liberalism was indifferent. On the other hand, Hayek was right to
point out — after Keynes’ death — that, by destroying the rules which
restrained government economic intervention, Keynes had opened
the door to a hubristic form of Keynesianism which took no account
of Keynes’ own self-imposed limits.

(3) “But the planning should take place in a community in which
as many people as possible, both leaders and followers, share your
own moral position. Moderate planning will be safe if those carrying
it out are rightly orientated in their own minds and hearts to your
own moral position ... Dangerous acts can be done safely in a com-
munity which thinks and feels rightly which would be the way to
hell if they were executed by those who think and feel wrongly.”
Here Keynes is on much shakier ground. His dictum that “dangerous
acts can be safely done in a community which thinks and feels
rightly” is obviously right at one level. It was safer for freedom to
have Churchill running the war than Hitler, even though the war-
time organization of Britain and Germany was similar. But this is a
static argument. What it ignores is the consideration that that the
stock of “right feeling” can be depleted by continuous governmental
intervention; it is not independent of the acts being done. A society
in which “dangerous acts” by governments become continuous will
lose its understanding of why they are dangerous — that is, its sense of
what it is to be free. And this has happened to some extent.

(4) “Taccuse you of perhaps confusing a little bit the moral and the
material issues.” The likeliest reference is to the most passionate
chapter of The Road to Serfdom, chapter 7, in which Hayek attacks
socialists for decrying the money motive. Money, Hayek writes, is
“one of the greatest instruments of freedom ever invented by man.”%
It is not material abundance that sets us free to choose non-economic
ends: we discover our non-economic ends through economic activ-
ity, which forces us every moment to choose what is more or less
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important for us. Economic planning does not leave us in control of
our non-economic ends; by controlling the means for our ends, the
central planner will in effect choose our ends for us. Hayek also
attacked the doctrine of “potential abundance” — “as palpably untrue
as when it was first used over a hundred years ago.” “The reader may
take it that whoever talks about potential plenty is either dishonest
or does not know what he is talking about. Yet it is this false hope as
much as anything which drives us along the road to planning.”®®

Much of this was contrary to what Keynes believed. Hayek was a
fervent, consistent believer in the virtues of capitalism; Keynes’ belief
was certainly not fervent, and perhaps only intermittent. He acknowl-
edged that money was useful as a means; but regarded its pursuit as a
deforming means, one that skewed life choices away from the valua-
ble to the less valuable, from the concrete to the abstract.®”

This disparagement of money making goes back to Keynes’ student
days. It was part of the intellectual atmosphere of his Cambridge and
was dominant in the Bloomsbury group.®® It was characteristic, one
might say, of a rentier bourgeoisie, which had already attained a
standard of civilization it regarded as good. Keynes’ subjectivism did
not extend to ethical knowledge. As a follower of G.E. Moore, he
believed, unlike Hayek, that certain states of mind were objectively
good or bad and that this was intuitively known to those with edu-
cated perceptions, prior to experience. One’s ethical duty was to max-
imize good states of mind, for oneself and (more doubtfully) for
everyone. In principle, states of mind were independent of material
conditions — a poor man could be ethically good, and a rich man
ethically bad. In practice, it was easier to be ethically good when free
from poverty and irksome toil. Getting to this condition, however,
involved bad states of mind. It meant a social system geared to pursuit
of the economically efficient at the expense of the morally efficient.

This was how Keynes set up the dilemma in his futuristic essay
“Economic Possibilities for our Grandchildren” (1930) and also pro-
vided the solution: compound interest was making the world so
much richer that our grandchildren, for the first time in history,
would be in a position to lead good rather than merely useful lives.

I see us free, therefore, to return to some of the most sure and certain
principles of religion and traditional virtue — that avarice is a vice, that the
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exaction of usury is a misdemeanour, and the the love of money is detestable,
that those walk most truly in the paths of virtue and sane wisdom who take
least thought for tomorrow. We shall once more value ends above means and
prefer the good to the useful. We shall honour those who can teach us how to
pluck the hour and the day virtuously and well, the delightful people who are
capable of taking direct enjoyment in things, the lilies of the field who toil
not, neither do they spin.

But beware! The time for all this is not yet. For at least another hundred
years we must pretend to ourselves and to everyone that fair is foul and foul is
fair; for foul is useful and fair is not. Avarice and usury and precaution must
be our goods for a little longer still. For only then can they lead us out of the
tunnel of economic necessity into daylight.®

That Keynes accused Hayek of “confusing a little the material and
the moral” is understandable in light of the fact that the tension
between economics and ethics was central to his philosophy,
whereas it simply did not exist for Hayek. For Hayek there was no
life beyond capitalism, no knowledge of the good life beyond the
discovery process of the market. Subjective preferences applied in
an unlimited future. “The end-state cannot be distinguished from
the processes which generate it.”’° The market system was a system
of discovery, not the most efficient route to utopia. By modern stand-
ards, Keynes’ formula sounds parochial (he ignored the poverty of the
non-western world) and condescending in its claim to privileged
knowledge of what is good. But the argument is far from over.
Keynes could have pointed out that the constant stimulation of
wants through advertising is a recipe for neither happiness nor
goodness.”

One line of criticism of Hayek fails. This is that he has been
proved wrong — that democratic socialism did not collapse into serf-
dom. Hayek at least safeguarded himself from such retrospective
refutation. He was not predicting that totalitarianism would happen,
he was warning against the totalitarian implications (“unintended
consequences”) of trying to direct economic life according to a cen-
tral plan. He wrote that “the democratic statesman who sets out to
plan economic life will soon be confronted with the alternative of
either assuming dictatorial powers or abandoning his plans.””* By the
1970s there was some evidence of the slippery slope ... and then there
was Thatcher. Hayek’s warning played a critical part in her determi-
nation to “roll back the state.” Equally, though, Keynes had earlier
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given liberalism an economic agenda to fight back against socialism
and communism, by demonstrating that societies didn’t need public
ownership and central planning to secure full employment. Both
were lovers and defenders of freedom. Keynes had the grace to
acknowledge Hayek’s role in its defence, which Hayek, with plenty
of time for reflection, never had the generosity of spirit to reciprocate.

CONCLUSION

How should we sum up the debate? In economics Keynes got the
better of the argument and this advantage has persisted. Keynes
eventually found a way of shaping his intuitions into a logically
consistent model, whereas Hayek never improved on the muddle of
Prices and Production, despite years of effort. Unlike Austrian eco-
nomics, Keynesianism entered the policy mainstream and has
lodged there, albeit in attenuated form. Hayek’s rejection of macro-
economics, and macroeconomic policy, marginalized him as an
economist. One loss of his eclipse as an economist is the investiga-
tion of the effects of inflation on relative prices, which could have
been carried out more successfully with modern mathematical tech-
niques. In political economy and political philosophy Hayek is the
greater and deeper thinker.

In political philosophy, Hayek was the intransigent, Keynes the
flexible face of liberalism. If Keynes’ chief flaw was excessive flexi-
bility, which verged on appeasement of antithetical views, Hayek’s
was excessive rigidity. True to his student criticism of Burke, Keynes
was willing, too willing some would say, to sacrifice the “outworks”
in order to preserve the “central structure” of a liberal society.”” He
criticized Hayek for never being prepared to sacrifice any outworks.
This criticism seems to me to be just. Time and again Hayek carries
sensible starting propositions to extreme conclusions. His repudia-
tion of macroeconomics because centralized knowledge is necessa-
rily less than the sum of dispersed knowledge is a case in point. The
new phase in the argument between them, hinted at in Keynes’ letter
on The Road to Serfdom, was broken off by Keynes’ death. Whether
he would have wanted to write a sustained reply to Hayek can never
be known for certain. Probably he would have continued to be too
distracted by immediate problems. As it is, Hayek, with his wider
intellectual range, left a more general message than did Keynes.
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Death removed the possibility of what would have been one of the
most thrilling, and necessary, intellectual encounters of the twenti-
eth century.”*
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6 Hayek on knowledge, economics,
and society

Hayek’s theory of knowledge is his most distinctive contribution
both to economics and to social science. Its foundation is “our
irremediable ignorance” (Hayek 1982a, p. 13), both as social actors
and as social theorists. “The dispersion and imperfection of all
knowledge are two of the basic facts from which the social sciences
have to start” (Hayek 19524, p. 50). The knowledge which members of
modern societies possess is necessarily imperfect and incomplete,
and can never be perfected. This is so for several reasons which are
all interlinked; first, because in any modern society knowledge is
fragmented and dispersed among millions of individuals; second,
because the limits of human reason mean that many things remain
unknown and unknowable to individual members of society
whether in their roles as social actors or social theorists; and third,
because the unintended consequences of human action and the tacit
nature of so much of the knowledge that individuals do possess
means that modern societies have to be understood as organisms
evolving through time, representing extremely complex phenomena
which defy the normal methods of science either to explain or to
control.

Understanding these characteristics of knowledge in society was
for Hayek the principal task of all social and economic theory, and
although reason had a key role to play in reforming institutions and
guiding policy, it was an extremely limited one and had to be exer-
cised with caution. “To act on the belief that we possess the knowl-
edge and the power which enable us to shape the processes of society
entirely to our liking, knowledge which in fact we do not possess, is
likely to make us do much harm” (Hayek 1978, p. 33). His theory of
knowledge provides a thread which runs through almost all his work,

III
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the organizing idea which he spent fifty years exploring through a
variety of intellectual projects, and to which he returned again in his
final work, The Fatal Conceit (1988). No other idea is as important for
understanding Hayek, his intellectual system, and his mental world.
Much of his work is an extended meditation on the problem of
knowledge. Hayek’s originality has never been properly appreciated
beyond a relatively small circle, partly because Hayek continues to
be read through ideological spectacles, and partly too perhaps
because were his theory taken seriously much of the approach to
the study of society in general and economics in particular would be
turned upside down. Hayek was a true radical, an uncomfortable
thinker for orthodoxies everywhere, including some of those to
which he himself subscribed.

Hayek had an ambivalent relationship with economics. Although
he spent the first half of his career as a professional economist, he
came to adopt positions which were sharply critical of the way the
mainstream in economics had developed (Caldwell 2004a; Desai
1994). Hayek wanted to set economics flowing in quite a different
direction. Few economists agreed with him, or seem to have under-
stood him. Many like Milton Friedman praised Hayek as a champion
of liberal values but were not persuaded by his approach to econom-
ics (Ebenstein 2001, p. 273). When he was awarded the Nobel Prize for
economics in 1974 many economists greeted the news with incred-
ulity, since he was widely seen as an economist who, sidelined
during the Keynesian ascendancy, had turned away from technical
economics to immerse himself in social and political philosophy.
His 19308 works on economic theory were little studied. Many
assumed he had been honored for being one of the leading ideological
champions of economic liberalism.

His work has always been controversial, and many different inter-
pretations of it emerged, focused around a number of apparent incon-
sistencies in his thought, hardly surprising in work that breaks new
ground and sees problems in new ways. Just as there is an Adam
Smith problem and a Karl Marx problem, so there is a Hayek problem
(Caldwell 2004a). One of its first formulations was given by Terence
Hutchison, when he detected a significant shift in Hayek’s methodo-
logical stance, involving the discarding of Mises in favor of Popper
(Hutchison 1981). At the heart of every Hayek problem is his theory of
knowledge, which became the pivot of his thought.
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THE DIVISION OF KNOWLEDGE

Hayek first set out his distinctive theory of knowledge in his seminal
1937 article in Economica, “Economics and Knowledge” (Hayek [1937]
1948). The catalyst was his edited volume, Collectivist Economic
Planning (Hayek 1935b), designed to bring to an English-speaking
readership some of the key texts and discussions on the feasibility
of centrally planned economies from the socialist calculation debate.
With the prestige of Soviet central planning rising in the mid-1930s,
Hayek thought it opportune to revive some of the key Austrian
School arguments against central planning. It reawakened his inter-
est in some of the broader questions of economic liberalism and the
institutional basis of a free economy and free society, and came
together with a number of other influences, which included his
attempts to theorize how prices changed in the business cycle, the
pioneering work of Frank Knight on risk and uncertainty (Knight
1921), and the classical political economists, particularly Carl Menger,
Adam Smith, and David Hume.

In “Economics and Knowledge” Hayek addressed his fellow eco-
nomists about the way in which knowledge was understood and
treated in economics. He set out two questions; first, what role
did assumptions and propositions about the knowledge possessed
by the different members of society play in economic analysis, and
second, how much knowledge did formal economic analysis pro-
vide about what happens in the real world (Hayek [1937] 1948, p. 33).
His answer to both questions was — very little. This was because
economists wrongly treated the “data” to be explained as the “objec-
tive real facts as the observing economist is supposed to know
them.” But Hayek argued that the true definition of data had to
be subjective: “things known to the persons whose behaviour we
are trying to explain” (Hayek [1937] 1948, p. 35). The “data” of eco-
nomics for Hayek were the facts that are present in the mind of the
acting person, not the facts present in the mind of the observing
economist.

Economics was a science only to the extent that its theoretical
propositions referred to things defined in terms of human attitudes
toward them (Hayek [1937] 1948, p. 54). In doing this economists had
grasped an essential truth about the ordering of human societies,
namely the role played by the knowledge possessed by each member
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of the society. Economics had come closer than any other social
science to addressing the central question of all social science:

How can the combination of fragments of knowledge existing in different
minds, bring about results which, if they were to be brought about deliber-
ately, would require a knowledge on the part of the directing mind which no
single person can possess? (Hayek [1937] 1948, p. 54)

This was the issue that had arisen in the course of the socialist
calculation debate, and which Hayek now believed was the key to
understanding the difference between rival economic systems, and
the superiority of market institutions over any other for coordinating
modern societies.

Yet instead of concentrating on how knowledge was acquired and
utilized by the members of a society, economists spent most of their
energies on developing formal models with assumptions about the
knowledge of members of society which were remote from the real
world. Hayek did not dispute that the pure logic of choice was a
powerful analytical tool, but he was concerned about the ways it
was being used, for example in pure equilibrium analysis to con-
struct a set of tautological propositions, remote from any real explan-
ation of social relations (Hayek [1937] 1948, p. 35). The original intent of
equilibrium analysis as developed by Walras and Pareto he felt had
been lost (Hayek 1967c¢, p. 35; Desai 1994). They had both emphasized
that their models were not a substitute for reality, since there were so
many detailed facts that could not be known. Correct foresight of all
future events was not a precondition of equilibrium, but the defining
characteristic of the concept. This meant that if there was a tendency
toward equilibrium in the economy the knowledge and intentions of
the members of the society were converging. To explain why that
might be so, however, would need careful empirical examination of
the processes by which individuals acquired the necessary knowl-
edge. If this were not done, but simply assumed, the value of the
models would be sharply reduced.

Hayek argued that the modern market economy was founded on a
division of knowledge every bit as important as the division of labor
which had been emphasized by Adam Smith. In subsequent essays,
articles, and books he began to develop and deepen this insight. He
was still refining and restating it when he died. Knowledge was very
different depending on how it arose and where it arose, and it could
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not be assumed that because knowledge existed at one level it could
be transferred to another. Specifically Hayek argued that the knowl-
edge which was characteristic of a modern market economy was
local, dispersed, and fragmented, and much of it was tacit — it could
not be articulated. It was acquired and utilized by independent indi-
vidual agents, but it remained for the most part particular to them. It
could not be gathered up and transferred to a central planning board,
because it only existed for individuals in particular circumstances,
particular places, and particular times. But although this knowledge
was dispersed and fragmented, it provided the essential means by
which a modern economy consisting of a myriad of individual pro-
ducers and sellers, who were necessarily strangers to one another,
could be coordinated to bring about a tolerable, although always
imperfect, order and stability. To make that possible, the right insti-
tutions had to emerge, and crucially individuals had to be willing to
abandon their instincts and follow abstract rules of conduct, which
they had not designed and did not know explicitly (Hayek 19824, p. 12).
Hayek thought that the system of moral rules was, next to language,
the most important example of a spontaneous order, an “undesigned
growth, a set of rules which govern our lives but of which we can say
neither why they are what they are nor what they do to us” (Hayek
1960, P. 64).

This theory of knowledge gave Hayek a new way of stating the
case for economic liberalism, as well as a methodology for studying
society. By focusing on the way in which knowledge was acquired
and communicated in a market economy he was able to mount a
critique of central planning as an alternative way of organizing an
economy, and direct attention to the very different ways in which the
two systems used knowledge. The case for economic liberalism had
been distilled into a set of dogmas over the course of the nineteenth
century, as befitted the dominant common sense of the age, but by
the 1930s it was under increasing attack from various collectivist
doctrines, and the older moral arguments for individualism carried
less weight. Hayek proclaimed the values of classical liberalism and
the case for a free society in a series of polemical works, most
famously The Road to Serfdom ([1944] 1962). But the reputation he
acquired sometimes overshadowed his more fundamental intellec-
tual contribution — restating the classical liberal case by focusing on
how individuals acquire and utilize knowledge in a market economy.
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Hayek used this focus on knowledge to remind economists that
what was important in the workings of an economy was not the
knowledge of the economist but the knowledge of the individual
agent. Economists should not make assumptions about what that
knowledge was, or imagine that they could ever possess it. All they
could (and should) do was start from the concepts which guided
individuals in their actions rather than from the results of theorizing
about their actions (Hayek 1952a, p. 64). Grasping why individuals
hold certain views would allow an understanding of “the unintended
and often uncomprehended results of the separate and yet interre-
lated actions of men in society” (Hayek 19524, p. 59). Such an injunc-
tion went against the trend of modern rationalist and scientific
thought which believed that the knowledge of the observer and the
scientist was potentially much more comprehensive and complete
than the knowledge of the actor. The scientist needed to draw on the
knowledge of agents but only with a view to propounding a theory
which would incorporate and transcend the particular information
which the agent possessed. Ideas such as this had long fueled the
rationalist belief, the “fatal conceit,” as Hayek called it, that human
beings could become masters of their fate, acquiring control over
both their physical surroundings and their societies. Knowledge
could be centralized and put to the service of the whole community
to improve every aspect of people’s lives. The centralization of
knowledge through the practice of science made possible a planned
economy and a planned society. Such attitudes had come to per-
meate most ideologies and most academic disciplines, including
€conomics.

THE KNOWLEDGE OF OTHER MINDS

In rejecting this rationalist conception of knowledge, was Hayek
making an empirical claim or a methodological claim? Many philos-
ophers and economists have preferred to treat it as an empirical claim
(Watkins 1997), the proposition that modern economies could not
centralize knowledge in the way proposed by advocates of central
planning without producing results far inferior to those achieved
through decentralized institutions of markets and competition.
Only an economy organized on the basis of free, competitive markets
and private property could sustain the standards of living and
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population of modern societies. Ludwig von Mises in the 1920s had
argued that a socialist economy based on central planning was
impossible because without decentralized markets and prices there
could be no rational calculation of prices (Mises [1920] 1935). Hayek
had accepted the general thrust of Mises’ argument but appeared to
shift the argument away from Mises’ a priori argument that social-
ism was impossible by definition, to the empirical claim that it was
the different way knowledge was used in the two systems that made
a decentralized market economy superior to a centrally planned
economy. If knowledge could not be aggregated or centralized then
the only way a modern economy could be coordinated was through
institutions that took account of the dispersed and fragmented char-
acter of knowledge, and which therefore recognized that a modern
economy was so complex that most of the knowledge contained
within it could never be known to a single mind. What a single
mind could grasp was the outcome of the system, the way in which
decentralized exchange based on fragmented and dispersed knowl-
edge could produce a coordinated, stable, and predictable social
order, capable of sustaining and reproducing itself.

But although there are passages where Hayek presents his theory
of knowledge as a Popperian hypothesis about the nature of society,
there are many others where he continues to make a priori claims
about the nature of knowledge. For Hayek, it was never just an
empirical question, even assuming an adequate test for it could be
devised. There were “constitutional,” not just empirical, limits to
human knowledge, which formed “a permanent barrier to the possi-
bility of a rational construction of the whole of society” (Hayek 1982a,
p. 15). The limitations on existing knowledge could be overcome only
through the way knowledge was utilized and not through getting
more of it. Knowledge was limited because the human mind was
limited, and nowhere more so than in analyzing the complex phe-
nomenon of society.

Popper thought that the difference between social science and
natural science was a question of degree, and that the scope for
generating useful knowledge in the social sciences to inform what
he called “piecemeal social engineering” was high. Hayek agreed
with Popper that the complex nature of the phenomena that social
scientists studied meant that what they could learn about society
was extremely limited, and that it was theoretically impossible for
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the social sciences to aspire to the same kind of control over society
as the natural scientists claimed over nature. Hayek was firmly
opposed to a positivist (or as he termed it, constructivist) conception
of social science on two main grounds; first, because it misunder-
stood the nature of the phenomena social scientists were trying to
explain, and second, because it relied on a false conception of reason
(Hayek 1952a).

In his epistemology Hayek’s general drift throughout his career is
toward Popper and Hume, and away from Mises and Kant, but there
remains an a priori cast to many of his ideas, particularly his con-
ception of knowledge. Hayek came to his conception that knowledge
was limited, not through an empirical inquiry, but because of his a
priori stance on the nature of the human mind and of human nature.
“Man is not born wise, rational and good, but has to be taught to
become so” (Hayek 1982a, p. 21). Human knowledge is limited, and
will necessarily remain so, and understanding of societies and econo-
mies will always therefore be incomplete. This epistemological pes-
simism is a fundamental trait of Hayek’s thought, though curiously
never extended to natural science and the consequences of human
domination of the natural world, and contributes to his growing
reverence for tradition and his warnings against any kind of interfer-
ence by governments in the choices that individuals make.

As a methodological postulate it entails that economists and other
social scientists should recognize from the outset that they are
studying highly complex phenomena which they can never fully
know. Knowledge is limited for Hayek in this double sense. The
individual agent has limited knowledge of his circumstances
(although greater knowledge than anyone else could possess) and
limited power to control them (Hayek 1978, p. 13), as well as limited
knowledge of the knowledge that other actors have, while the econ-
omist has limited knowledge of what individual agents know.
Although in other contexts Hayek advocated the use of simplifying
models, in this instance he argued that introducing an assumption
into economic models that agents have “perfect information” is
wrong on two counts. Agents could never have perfect information —
the world they face is one of “radical uncertainty”; their knowledge is
always fragmentary and incomplete. Second, economists have no
way of second-guessing agents. Attributing perfect information to
them, even for the purposes of creating a model, assumes that it

Cambridge Collections Online © Cambridge University Press, 2007



Hayek on knowledge, economics, and society 119

might in principle be possible for agents to approach having perfect
information. Hayek denies that this is possible, and regards it as
setting up a series of false trails for economists. Most seriously it
leads economists to imagine that there might be a way of remedying
the information deficiencies observed within actual markets which
cause markets to malfunction, so improving economic efficiency.
Hayek attributed this false conception of knowledge in social science
to the rationalist bias which inclined economists and social scien-
tists constantly to recommend ways of intervening in market econo-
mies to improve outcomes.

Hayek’s epistemological pessimism is rooted partly in the Kantian
view that human minds cannot know the world as it is but only
through the categories which the mind itself furnishes, but mainly in
the Humean view that human reason is a frail and limited instru-
ment, and the knowledge it produces is always imperfect and incom-
plete. From the Kantian perspective, mediated through the work of
the Austrian School, Hayek took the argument that all knowledge
has presuppositions, that theory always precedes experience, and
that therefore all knowledge is informed by theory and predicated
upon theory. The social world represents itself to our mind as a series
of complex phenomena because these phenomena are not natural
phenomena but social phenomena — they are made up of many minds
like our own, all of which are limited and imperfect, but all of which
have their own capacity to interpret, to value, and to reason. The
result is to introduce a potentially unlimited number of variables and
details, the totality of which can never be known to a single mind:
“No mind can take account of all the particular facts which are
known to some men” (Hayek 19824, p. 16).

One conclusion might be that if social phenomena are really like
this, then social science is an impossible project and should be
abandoned. Hayek, however, believes that the complexity of the
social world makes it a difficult object to study but not an imposs-
ible one, so long as its special character is properly understood. The
fragmentation of knowledge between many individual minds might
seem an insuperable barrier, but Hayek gets across it by suggesting
that human minds, although independent and separate, have enough
in common that by knowing our own mind we can know the minds
of others. This hermeneutic argument in Hayek, which privileges
verstehen over erkldren, leads to the uniform minds hypothesis — the

Cambridge Collections Online © Cambridge University Press, 2007



120 ANDREW GAMBLE

claim that the human mind can understand from the inside the way
in which another mind reasons. Some philosophers have disputed
that minds are uniform in this way (Watkins 1997), but Hayek,
although he gave some ground to the criticisms (Hayek 1967¢, p. 59),
always maintained that there were enough common elements to
sustain the idea. As he put it in his essay “Rules, Perception and
Intelligibility,” the “intelligibility of human action presupposes a
certain likeness between [the] actor and the interpreter of his
actions” (Hayek [1962] 1967, p. 59). Without this idea Hayek would
lose one of the major foundations of his theory of knowledge. Since
he is committed to the proposition that the data of social science is
the subjective knowledge of individuals, which is always limited and
fragmented, and that there are many things that can only ever be
known to each individual mind, he is committed to a strong version
of methodological individualism (Hodgson 1988). It would be a short
step for him to claim that all knowledge is individual knowledge. But
since he also thinks that all knowledge is fragmented and dispersed,
social science is only feasible if there are enough common and col-
lective elements present in all individuals’ minds to make the prod-
ucts of other minds capable of being understood (Hayek 1952a, p. 43).

This aspect of Hayek’s theory of knowledge is one of its key
elements, and draws heavily upon the tradition of subjectivism in
the Austrian School. As he put in “The Facts of the Social Sciences”:
“We can derive from the knowledge of our own mind in an a priori
deductive fashion an exhaustive classification of all the possible
forms of intelligible behaviour” (Hayek [1943] 1948, p. 68). Knowledge
of the categories of the human mind allowed the principles governing
human action to be discerned, and from that came the distinctive
Austrian understanding of the nature of value, prices, and costs.
Value and costs are to be understood subjectively, the product of
the attitudes and preferences which individuals have towards
objects. As Hayek explains in “The Facts of the Social Sciences,”
none of the phenomena which the social sciences study (he cites as
examples tools, food, medicine, weapons, words, sentences, commu-
nications) can be defined in physical terms. They are all “teleological
concepts” in the sense that their meaning depends on the attitude
which some person holds towards them. This meaning can only be
understood by entering into the minds of others, and since this is
impossible, it can only be done by reconstructing the meaning
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through the knowledge of our own mind. Social scientists use the
analogy of their own mind in order to understand social phenomena:
“We all constantly act on the assumption that we can interpret
other people’s actions on the analogy of our own mind” (Hayek
[1943] 1948, p. 64).

Hayek maintains that understanding human action is quite
unlike understanding natural processes, since for human actions it
is impossible to enumerate the physical attributes which would
allow the actions to be classified in an objective manner without
any resort to the attitudes and intentions of the agent. Hayek was a
firm opponent of behaviorism and all forms of positive social science
which tried to develop what he regarded as a false objectivism. The
core of social science for him has to be subjectivism, and this stems
directly from his conception of human knowledge and human
action. It follows that the business of social science is not to engage
in prediction, or seek to explain individual behavior, or devise ways
of measuring human attitudes as though they were physical phe-
nomena. Rather it is to classify types of individual behavior, to
uncover patterns and principles:

All that the theory of the social sciences attempts is to provide a technique of
reasoning which assists us in connecting individual facts, but which, like
logic or mathematics, is not about the facts. (Hayek [1943] 1948, p. 73)

It follows according to Hayek that no social science theory can be
verified or refuted by facts. He later modified this position, con-
vinced by Popper’s arguments. But in his own practice he found little
use for falsifiability:

While it is certainly desirable to make our theories as falsifiable as possible,
we must also push forward into fields where, as we advance, the degree of
falsifiability necessarily decreases. (Hayek 1967c¢, p. 29)

He did not seek to collect facts about modern societies or to test
theories. As a result his evidence and the conclusions he drew from
it, for example on British trade unions, were at times highly ques-
tionable (Richardson 1997). He never developed the insight of his
economics of knowledge into a research program (Desai 1994). He
regarded himself as a theory builder, and for the kinds of theories
he was interested in there were no feasible tests. What he sought was
social theory which would develop economic reasoning but would
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not pretend to knowledge it could not possess (Caldwell 2004a).
“Economists,” he wrote, “often forget the limits of their power and
give the unjustified impression that their advanced theoretical
insight enables them in concrete instances to predict the consequen-
ces of given events or measures” (Hayek 1967¢, p. 260).

This emphasis on verstehen in Hayek’s approach to economics
and social science raises the question of why he did not go further and
embrace history. But although Hayek is often respectful of history
and historians, he is critical of the methods of many historians, in
particular their inability to understand the difference between
description and theory. Many historians as a result either treat facts
quite uncritically, as though they existed in some sense objectively,
without any mediation by theory, or impose upon the facts some
speculative historicist interpretation, as the German Historical
School had done. For Hayek, social theory is indispensable to an
understanding of human action, and it does not depend on the accu-
mulation of facts or on the attribution of some objective meaning to
history. It depends instead on exploring the logic of human action to
understand, if not the detail, at least the general patterns of social
interaction.

Social science is therefore the study of complex phenomena that
seeks to discover the abstract patterns which govern them. The
difference between simple and complex abstract patterns is a matter
of degree. Hayek defines it as “the minimum number of elements of
which an instance of the pattern must consist in order to exhibit all
the characteristic attributes of the class of patterns in question”
(Hayek 1967¢, p. 25). With simple regularities, statistical techniques
may be very effective in establishing connections and testing theo-
ries. With complex phenomena, the task is much more difficult. The
danger of statistics according to Hayek is that it deals with the
problem of large numbers by eliminating complexity, treating all
the individual elements uniformly, and misconstruing the complex-
ity of their interrelationship (Hayek 1967¢, p. 29). He even declared
that no simple regularities were to be expected in social science
(Hayek 1967c¢, p. 33).

These strictures would rule out most of what economists (and
some other branches of the social sciences) do. Their mistake,
according to Hayek, is to apply the methods of those natural sciences
like physics, where a great number of simple relations between a few
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observables are possible, to society. Instead the social sciences
should model themselves on biology or astronomy. What they
needed was a cosmology, a theory of the evolution of society, just
as astronomy had developed a theory of the evolution of the galaxy:

The problem of how galaxies or social systems are formed and what is their
resulting structure is much more like the problems which the social sciences
have to face than the problems of mechanics. (Hayek 1967¢, p. 76)

Hayek greatly admired Darwin’s theory of evolution, not because it
could or should be imported directly into social science (he strongly
condemned social Darwinism and sociobiology) (Hayek 19824, p. 23),
but because it was one of the best examples of pattern prediction in
science. It uncovered not laws but a general pattern (Hayek 1988,
p. 26), the detail of which could never be filled in, but which provided
an explanatory principle which gained acceptance from fellow scien-
tists. The theory did not predict specific events, but merely described
a range of possibilities, its empirical content consisting in what it
said could not happen (Hayek 1967c, p. 32; Hayek 1952a). Hayek argued
that this was the standard which economics and the other social
sciences which sought to be theoretical had to match. They too
were studying organisms which evolved, but in this case the organ-
isms were made up of a vast number of individuals, and the inter-
actions between them and the order that resulted could only be
explained by understanding the nature of human action, and how
coordination of the plans of myriad individuals depended upon them
following abstract rules of conduct which had arisen in a process of
group selection, because of the fragmented and limited nature of
their knowledge.

UNINTENDED CONSEQUENCE: TWO KINDS
OF RATIONALISM

Hayek’s critique of the assumption of perfect information in models
of economic equilibrium and his focus on the “unintended and
uncomprehended” character of knowledge drew him inexorably
toward a much larger target, the role of reason in modern culture.
In attacking rationalism he was aware that he would be misunder-
stood, particularly as he at first labeled his approach anti-rationalist.
He later discarded this in favor of Popper’s term “critical rationalism.”
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This was less confusing, since Hayek always thought of himself as a
rationalist, a believer in the value of human reason, the importance
of science, and of universal truths. He was never an irrationalist or a
nihilist. He believed very deeply in the values of western civilization,
and many of the values of the Enlightenment were his values. But
he argued that there was not one but two kinds of rationalism in
the western tradition, and that the form of rationalism which
became dominant after the French Revolution was misguided and
dangerous, and had eclipsed true rationalism. If unchallenged it
would prevent any proper analysis of the nature of western civiliza-
tion, its economy and society, and how it might be preserved and
strengthened (Hayek 1948a).

Critical rationalism was a tradition that had been lost or
submerged, according to Hayek, and for it to be recovered it was
necessary to confront what he called variously scientism and
constructivism — the belief that in the modern era human beings were
able to throw off the chains of tradition, superstition, convention,
and precedent and design institutions, choose morals, invent values,
and plan societies as though they were starting from a blank sheet
(Hayek 1978, p. 5). Rationalism in the form of modern science had
come to be associated with the growth of human knowledge and the
possibility of subjecting both the physical world and the social world
to human purposes and preferences. It was the latter that Hayek
thought pernicious. For this kind of constructivist rationalism, noth-
ing from the past should be preserved just because it was from the
past. Everything that had been inherited should be interrogated by
reason, and if found inadequate or inappropriate should be abolished.

Hayek did not in principle disagree with this. There were many
things that liberals achieved in the nineteenth century of which he
approved. He did not favour absolutism in any form, or the monopoly
of power by church or state, or slavery. He believed strongly in
personal freedom, and in reforms which extended it wherever possi-
ble. But like many liberals he became concerned about the threat
which was posed to liberty by certain aspects of democracy and the
spread of collectivist ideas. The powers of reason were not used just
against the anciens régimes of Europe, but increasingly against the
liberal market order as well, and the ideal of a classless planned
society run in the interests of all its members took hold. The ferocity
of Hayek’s assault upon scientism stemmed from his conviction
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that it mattered hugely which kind of rationalism, and therefore
which concept of knowledge, was dominant in western civilization,
because he believed only his kind of rationalism was compatible
with the further progress of this civilization. If constructivist ration-
alism was allowed to reign unchecked then western civilization
would be launched on a road to serfdom which would end with the
extinction of human freedom. For Hayek, rationalism and freedom
were very closely connected, but it was a particular kind of ration-
alism that was required. Intellectual error was for Hayek as much as
for Keynes the source of grave social consequences, so in seeking to
remedy that intellectual error Hayek saw himself as performing an
essential task in the battle for freedom.

Hayek did not invent an alternative rationalism. Instead he drew
on an older tradition, the tradition of Mandeville, Smith, Ferguson,
and Hume, as well as on Kant and Humboldt. For Mandeville and the
Scottish philosophers a major focus of social inquiry was the unin-
tended consequences of social action, the creation of orders which
were the result of human action but not human design (Hayek 19483,
p. 7). The great importance of Smith according to Hayek was that he
was the first to see that “we had stumbled upon methods of ordering
human economic co-operation that exceed the limits of our knowl-
edge and perception” (Hayek 1988, p. 14). The most important problem
requiring explanation was how the activities of so many independent
agents in modern societies were coordinated so that these societies
exhibited high degrees of stability and order. Human agents with
their limited knowledge could act in ways that could produce a result
which none of them individually had aimed at or could imagine or
needed to understand. Rules had over time been selected which led
individuals to behave in ways that made social life possible (Hayek
19822, P. 44). It was a rational process because all agents were acting to
obtain the best possible result from their own standpoint, but the
order that resulted was not designed or planned or intended by any-
one (Bianchi 1994). The modern social order for Hayek was distinctive
not just for its complexity, but because the way it had been consti-
tuted through the activities of so many minds over so many gener-
ations made it in important respects unknowable. The knowledge
that was most important for the survival of this civilization was the
tacit knowledge encoded in the traditions, conventions, and rules
which had been inherited, and were the fruit of human action over
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millennia, rather than human design in one generation. He was fond
of quoting A. N. Whitehead: “Civilization advances by extending the
number of important operations which we can perform without
thinking about them” (Hayek 1960, p. 22).

Hayek’s reformulation of the nature of knowledge in human soci-
eties using the insights of economic theory gave him a new way to
understand and formulate the insights of classical liberalism. If
knowledge was dispersed and fragmented in the Great Society, the
society of strangers, it followed that this was a necessary condition
for the creation of order in such a society. The market order was
imperfect but “the only way so many activities depending on dis-
persed knowledge can be integrated into a single order” (Hayek 19824,
p. 42). Social scientists and economists should concern themselves
with understanding how this order had evolved, what its institu-
tional underpinnings were, and how it might be sustained. Society
had to be understood as an organism rather than as a machine.
Abstract rules of conduct such as several property, honesty, contract,
exchange, trade, competition, and privacy (Hayek 19822, p. 13) had
furnished a new morality which helped human beings to choose
among or avoid their instinctual drives. They were the product of a
long history of experiments, of trial and error, which embodied a
wisdom which could not be arrived at in any other way. Adam
Smith’s metaphor of the invisible hand, or as Hayek rephrased
it less poetically, “the unsurveyable pattern” (Hayek 1988, p. 14),
expressed this characteristic of modern societies. The alternative to
the invisible hand was the visible hand of human reason, taking
control of human societies and remodeling them according to
rational blueprints, which, however, lacked the all-important sanc-
tion of evolutionary experience, and therefore risked claiming a
knowledge which human beings could not possess.

Hayek is sometimes thought to be so pessimistic about the possi-
bilities of human knowledge that he discounts the importance of
human reason. But that is a misreading. With Hume he stresses the
limited capacity of human reason, but with Kant he acknowledges
that recognition of the limits of knowledge also creates the possibil-
ity of knowledge. Hayek nowhere suggests that knowledge is impos-
sible, that human reason is unimportant, or that human beings
should not seek to act rationally. What he opposes is a conception
of human reason which attributes to it powers which it cannot
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possess. The belief that it can leads to many mistakes, because it
means that instead of society, rationality, and action being under-
stood from below, as a spontaneous and unplanned process that can
produce order, they are understood from above. The observer and the
scientist claim a higher rationality, superior to the rationality of the
individual member of society.

ECONOMICS AND POLICY

If this approach were consistently followed it would pose a major
challenge to the dominant forms of understanding knowledge and
the role of science in the modern world, with far-reaching implica-
tions for economics and social science and for policy. It suggests that
the problem we face is always too little knowledge rather than too
much, and that the limits of our understanding should therefore
impose caution on how much we interfere with the delicate organ-
ism which is society. Economists and social theorists have to engage
in policy discussion and policy advice, but they should be humble
about the limits of their knowledge, and cautious about their pre-
scriptions. The failure of economists to have more impact upon
policy was because they tried to imitate the procedures of the phys-
ical sciences and treated as important only what was accessible to
measurement (Hayek 1978, p. 23).

Hayek once wrote how Austrian colleagues used to joke that they
were better theorists than their German counterparts because they
had so little influence on practical affairs (Hayek 1967¢, p. 265). Hayek
spent his life as a theorist and only had an indirect influence on
public affairs, but he had a clear idea of the role of the theorist in
public policy, echoing Keynes’ view that the key task for social and
economic theory was to distinguish between the agenda and the non-
agenda of government (Hayek 1948a, p. 17). Only a social theory which
understood the limits of reason in human affairs, the imperfections
of human nature, and the character of human knowledge could
succeed in doing this. Since the economist would never know all
the relevant circumstances, “the economist should refrain from recom-
mending isolated acts of interference even in conditions in which the
theory tells him that may sometimes be beneficial” (Hayek 1967c,
p. 264). What such an understanding ruled out was any attempt to
refashion a whole society according to the dictates of reason, because
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human beings could never know enough to do this. The only possible
course was to try to understand the civilization which had evolved,
while always recognizing that there are many aspects of it which
would remain unknowable, some of which might appear irrational
and incapable of justification. Hayek’s advice was to respect the
higher wisdom embodied in the rules and institutions which have
been bequeathed to us: “If life is to proceed, we must in practice
accept much which we cannot justify, and resign ourselves to the
fact that reason cannot always be the ultimate judge in human
affairs” (Hayek 1967¢, p. 130).

Such a stance can seem both fatalist and extremely conservative,
and is at odds with Hayek’s own practice. Law, Legislation, and
Liberty contains the outline of a utopian scheme to reform political
institutions and remove the defects of democracy. His writings are
full of other ideas for redesigning particular institutions and improv-
ing the workings of competition, as for example in his proposal for
removing the state monopoly on money (Hayek 1976a). This is
because Hayek did not oppose planning or rational design or reform
as such. Indeed he once declared that the social scientist had the right
“critically to examine and even to judge every single value of our
society” (Hayek 1978, p. 19). The issue he always maintained was not
whether planning should be done or not, but whether it should be
done centrally or divided among many individuals (Hayek 1948a,
p. 79). There are many passages in his writings where he explicitly
defends planning, for example to promote competition (Hayek [1944]
1962, p. 12). He was opposed to laissez-faire which he regarded as a
rationalist doctrine taken from the same mold as socialism (Hayek
[1944] 1962, p. 27; Hayek 1960, p. 60), and argued instead for a theory
which could define the proper functions of the state as well as the
limits of state action (Hayek 1960, p. 60). He thought it entirely legit-
imate that any particular rule inherited from the past could be exam-
ined and if necessary abandoned or modified. Without that there could
be no progress of any kind. If all rules emanating from the past had to
be accepted, then modem societies would still be holding slaves and
burning witches. What Hayek rules out is any wholesale junking of
rules of conduct and morality and their replacement by a new rational
design. Yet attempts at wholesale revolution of the kind Hayek fears
are extremely rare. The difficulty for his account of the relationship
between theory and practice is that piecemeal, incremental reform is
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far more common, and here Hayek is a much less certain guide to
what we should accept and reject (Kley 1994).

Hayek believed that only those who had studied and fully appre-
ciated the complexity of the organism of modern societies could be
trusted with making suggestions for changes to inherited rules. The
only way it could be effectively improved was by improving the
abstract rules which guide the individuals (Hayek 1967¢, p. 92). His
own suggestions for institutional reform were put forward in that
spirit, as proposals that might find favor and be adopted or which
might not. No single person had the authority to prescribe how
society should in future evolve. Yet despite Hayek’s readiness to
turn his hand to institutional design, his lasting message is one of
caution. By comparison, German neoliberals like Walter Eucken,
whom Hayek admired (Hayek 1967¢, p. 252), believed more strongly
than he did in the principle of a strong and active state to promote the
market order (Streit 1997, p. 6o). Hayek, like Hume, recognized the
necessity of politics but thought that little good could come from it,
and sought ways to minimize the harm it could do (Hayek 1967c,
p. 120). His epistemological pessimism about the nature of knowledge
was matched by a political pessimism about the possibilities of
reform. He was much more struck by the likelihood of human beings
unwittingly destroying the basis of the civilization they had created
by ill-considered rationalist planning than by their capacity to
strengthen the institutions of the market order: “until we have learnt
to recognise the proper limits of reason in the arrangement of social
affairs, there is great danger that in trying to force on society what we
think is a rational pattern we may smother that freedom which is the
main condition for gradual improvement” (Hayek 1967¢, p. 95). This is
why he counseled that we must often accept what appears irrational
and unjustifiable and contrary to our sense of justice and desert: “The
individual has to be prepared to adjust himself to changes and to
submit to conventions which are not the result of intelligent design,
whose justification in the particular instance may not be recognis-
able, and which to him will often appear unintelligible and irra-
tional” (Hayek 19482, p. 22).

The way in which Hayek approaches the social world is paralleled
in the way in which many environmentalists approach the natural
world. Both are conceived as extremely delicate, living organisms
which have evolved in particular ways and whose operations are
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imperfectly understood. Human interventions that alter the balance
risk destroying the forces that create and sustain the order on which
all human life depends. Hayek treats the market order similarly as a
social ecosystem which we interfere with at our peril. What he does
not address directly is whether the market order is compatible with
the natural ecosystem. A liberal market order of the kind Hayek
advocates permits constant interference in the natural ecosystem
through the ways in which natural resources are acquired and uti-
lized to sustain modern industry and urban lifestyles. Can a liberal
market system generate spontaneously in time the innovations, new
rules, and changes in behavior necessary to prevent the fatal under-
mining of the ecosphere on which all human activity ultimately
depends?

Hayek saw most environmentalist arguments as new pretexts for
intervening in the market order. He was sensitive to environmental
problems, but he thought it morally objectionable for rich countries to
tell poor ones that they must restrict the growth of either their popu-
lation or their economy to save the planet (Hayek 1988, pp. 125—26). He
argued that most environmental problems are best left to the capacity
of the social ecosystem to adapt and experiment. The imposition of
controls by the state on the growth of population, or on the use of
natural resources, does more harm than good (Hayek 1960, pp. 369—70).
Controls will be ineffective and will hinder the emergence of possible
solutions. Hayek might have recognized the problem of climate
change, but would have rejected recent calls for drastic action by
governments to avert potentially irreversible damage to the planet.
He fought a long and ultimately broadly successful campaign against
the idea that detailed management of the economy by government
was necessary to ensure growth, prosperity, and high employment.
The contemporary global economy based on neoliberal rules is a
success for Hayekian principles. But whether Hayekian principles
can preserve the ecosystem poses a new and stemner test, because he
never extended to natural science and technology his critique of con-
structivist rationalism in social science. Although rationalism has
retreated in the social sphere, it still has few restraints in its quest to
master and control the natural world, posing increasingly serious
questions for the civilization that Hayek so valued.

There is a further paradox. Hayek’s critique of rationalism is
derived from his understanding of the way in which modern societies
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had evolved and were coordinated, and has major implications for the
methodology and practice of economics and social science. Hayek’s
lasting achievement was to focus attention on the limited and frag-
mented nature of knowledge in modern societies and the need for
social and economic theorists to make that the cornerstone of their
thinking. Yet in some ways he remained trapped in the rationalism
he was so keen to reject. If our reason is so feeble, and if knowledge is
necessarily imperfect and dispersed, how do we know this to be true?
To make that claim Hayek has to take up the privileged status of
observer that he is so critical of in constructivist rationalism. If he
were not prepared to do so he could not justify his project of social
and economic theory at all. Despite his denunciation of the ills of
scientism and constructivism, Hayek is closer to the rationalism he
criticizes than he might like to acknowledge.
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7 Hayek and Popper: the road to
serfdom and the open society

From the perspective of 2007 it is hard to put oneself in the frame of
mind which dominated intellectual life in Britain and much of
Europe sixty years ago, particularly over the question of socialism
and state planning. Most intellectuals seemed to take socialism for
granted. Many were or had been communists; many others were
fellow travelers, and many of those who were not were, in Lenin’s
odious terms, “useful idiots.” We in the west were, after all, allies of
Soviet communism in the fight against Nazism and fascism, Stalin
was familiarly known as “Uncle Joe,” and in the British armed forces
education officers were vigorously promoting the virtues of leftist
approaches to postwar reconstruction. The Spanish Civil War, only a
few years earlier, had rallied many European intellectuals to the
republican cause, and in Britain at least one would have been hard
put to find a voice favoring the nationalists outside the small and
supposedly benighted ranks of right-wing Catholicism.

We will leave aside the intriguing question as to what might have
been the future of postwar Europe had the communists won in Spain.
(With the Nazi-Soviet pact of 1938, had Spain gone communist, would
there even have been a postwar Europe remotely analogous to the one
which actually arose? And even if there had been, would a commu-
nist regime in Spain have confined its influence and activity to the
Iberian peninsula?) In 1945, such questions could hardly have been
raised at all, and even in 2007, this chapter of counterfactual history
might be too hot a potato to handle, and would in any case take us too
far from our theme.

Back in the mid-1940s, as all readers of this Companion will be
aware, there were a few voices, neither Catholic nor reactionary,
raised against the political consensus. How influential they were

132

Cambridge Collections Online © Cambridge University Press, 2007



Hayek and Popper 133

on the audience they were aimed at at that time is perhaps hard to
judge, given the almost willful insistence there seemed to be on
giving communism an easy ride, and given the uncritical faith
there was in central state planning being a key element in recon-
struction. But what we can say in retrospect is that Hayek and
Popper, along with Arthur Koestler and George Orwell, were telling
people all they needed to know about the intellectual weaknesses,
the practical difficulties, and the moral defects of collectivism. As
time went on, no doubt these ideas entered the intellectual body
politic (though to what extent they have been fully absorbed is a
question to which we will return). But in the 1940s their enunciation
and development was bold intellectually and morally, the more so as
they did not depend on any standpoint more contentious than that of
a secular liberalism.

The Road to Serfdom (RS) appeared in 1944 (Hayek [1944] 1962) and
The Open Society and Its Enemies (OS) in 1945 (Popper [1945] 1966).
Although Popper acknowledges the “interest and support” of Hayek,
which enabled his book to be published, when he wrote The Open
Society (in New Zealand) he had not read The Road to Serfdom,
though he had read some of Hayek’s earlier writings (cf. OS, vol. 1,
p- 285). In the circumstances, as we would expect, there are significant
similarities and also significant differences between the two authors
and their respective books. As I will attempt to show, both similar-
ities and differences became more pronounced as time went on. But
to begin with, I will present an overview of relevant themes from
each of the books.

THE ROAD TO SERFDOM

In typically combative spirit early on in RS, Hayek asserts that
socialism means slavery and that even in the democratic west we
are steadily moving in the direction of socialism (p. 10). The under-
lying reason for this apparently extreme view is that under socialism,
even democratic socialism, the ability and enterprise of individuals
will be continually thwarted by the will of others who take it upon
themselves to decide who gets what. Hayek goes on to quote de
Tocqueville: “Democracy and socialism have nothing in common,
but one word: equality. But note the difference: while democracy
seeks equality in liberty, socialism seeks equality in restraint and
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servitude” (p. 18). And he also says that the true nature of our civi-
lization has been seen more clearly by its enemies than by its friends.
What he calls “that nineteenth century totalitarian” Auguste Comte
spoke of the “revolt of the individual against the species” as being
“the perennial Western malady” (p. r2). For Hayek this revolt is no
malady, but the very means by which the west has grown, succeeded,
and improved socially. It has done so by making as much use as
possible of the spontaneous forces of society, creating a system in
which competition will work as beneficially as possible, and in
which individuals reap the rewards of their successes and pay the
cost of their failures. It is just this system that socialists and collec-
tivists are bent on destroying or at least shackling.

Such is the spirit which infuses RS, and for which Hayek is rightly
famous, and which permeated his career. As we have already sug-
gested, for many years he was one of a very few voices arguing force-
fully and cogently against collectivism and state planning. There is
no doubt as to what Hayek’s stance would have been on crucial
aspects of politics and economics. In view of all this, it is surprising,
in reading RS sixty years on, to see how nuanced and “moderate”
Hayek’s position there actually is in certain crucial respects.

In view of Hayek’s reputation as a critic of any sort of planning (to
which we will return), at the outset it is worth underlining his com-
ment early on in RS to the effect that everyone who is not a complete
fatalist is a planner. “Everybody desires that we should handle our
common problems as rationally as possible, and that in doing so we
should use as much foresight as we can command” (p. 26). The
question, of course, is the extent to which we can rationally use
foresight, the distinction in other words between good and bad plan-
ning. Thus far what Hayek says would be consistent with complete
laissez-faire, a state in which the only planning admitted is that
undertaken by individuals, with the state opting out of economic
and social arrangements entirely.

No doubt arguments could be mounted for laissez-faire and, more
generally, for anarchism. But such is not, and never was, Hayek’s
position. In fact, Hayek’s specific repudiation of these extreme posi-
tions leaves him vulnerable to the criticism that his own position is,
contrary to appearance, consistent with quite a high degree of state
control and interference (and, as we will also see, Popper’s espousal
of negative utilitarianism and piecemeal social engineering is open
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to similar uncertainties). What Hayek says is that while we should
not plan for particular goals for society as a whole (such as controlling
prices, setting centralized production targets, or getting incomes or
wealth to conform to some standard), what we should do is to plan for
those social conditions which would permit the highest exercise of
individual freedom, so that individuals can then best make their own
plans. (A similar distinction between what we might call planning
for freedom by means of what Popper calls protective institutions, as
opposed to planning which interferes with freedom by imposing the
designs of the rulers on others, is also a cornerstone of Popper’s social
philosophy — cf. OS, vol. 2, p. 131, and the later reference to Hayek in
Popper’s appendix 29 to ch. 17, p. 331.)

Initially this Hayek-approved type of planning is glossed in terms
of rules to ensure universal entry to markets (so no cartels), but he
immediately goes on to say that there could legitimately be rules to
prohibit abuses (of liberty?) such as overlong working hours or the
use of certain poisonous substances. It is true that Hayek does say
that we will have to look to see whether in specific cases regulation
and prohibition impose too high a social cost for the advantages they
bring about. But the trouble is, as we see in the recent wrangles over
the European working time directive, there is unlikely to be agree-
ment on this calculation. What for one man is a matter of ensuring
fair competition by means of a level playing field is for another a
restriction of competition and its advantages.

But this is not the only uncertainty in Hayek’s prescriptions for
planning. He immediately goes on to add that the preservation of
competition is not incompatible with “an extensive system of social
services,” to which an immediate riposte might be, “What about
competition within the social services themselves?” In fact, as we
see later in RS (p. 76), Hayek thinks that there is a strong case for the
state to act so as to reduce inequality of opportunity “as far as con-
genital differences permit” and so far as doing so does not impede the
impersonal system of rules under which all are to operate. He also
thinks that the state should ensure certain minimum standards in
physical necessities and also organize “a comprehensive system of
social insurance” (p. 90).

One might not object to these proposals on a priori grounds (what-
ever doubts one might have fifty years later about the state’s ability
actually to provide extensive systems of social services and the rest).
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The difficulty with all this from Hayek’s point of view is that those
who set up the post-1945 welfare state in Britain might well have
described their ambitions in terms very similar to those of Hayek.
Even worse, equality of opportunity — to which we are all these days
supposed to adhere as the unobjectionable side of equality — proves to
be increasingly difficult to distinguish from equality of outcome, for
working toward such equality will inevitably mean attempting to
reduce the differences which result from previous unequal outcomes
(such as the wealth of one’s parents and the education one has
received). I suspect that there is not going to be a third way here.
Those who believe in freedom and, like Hayek, dislike the prospect
(or reality) of groups of politicians and bureaucrats determining who
should have what and at what time are simply going to have to drop
talk of equality of opportunity (as opposed to talk of opportunity),
however inconvenient this may be politically and electorally. And,
with fifty years of experience in Britain of monolithic state provision
of health and education, at ever-increasing cost and ever-decreasing
satisfaction, we should surely heed Hayek’s warning of the treacher-
ousness of the apparently reasonable proposition that there is a “mid-
dle way” between “atomistic” competition and central direction — and
this half a century before Professor Giddens and Mr. Blair.

In RS, as in his later writings, Hayek marshals a number of argu-
ments against central planning of the economy. Of these perhaps the
most fundamental, but also the least developed, is an epistemolog-
ical argument to show that rational planning by a central agency is
impossible. It is impossible because the type of knowledge it would
need to be rational simply cannot be had. The only way a large
society can be effectively coordinated is to allow the workings of
competition. Precisely because a large society is so complex and
composed of so many different individuals all making their individ-
ual choices, it would be impossible to centralize the information
needed for rational planning. Competition works by diffusing the
information about the myriad uncoordinated choices and actions of
millions of consumers and entrepreneurs throughout the whole of
society. In this way labor and capital will be pulled to their most
productive uses, entrepreneurs will succeed only if they produce
goods and services consumers want, and as a result consumers will
be offered the biggest range of goods at the best prices. Hayek does not
pretend that markets are perfect, even if they are circumscribed by

Cambridge Collections Online © Cambridge University Press, 2007



Hayek and Popper 137

good rules; there will inevitably be waste and failure in the system, as
things are tried and found wanting. Though many will gain, and the
system overall will be beneficial, some will lose, even catastrophic-
ally for those individuals. But the alternative of a system run by a
government or a committee of bureaucrats will be far worse. By its
interference it will impede the flow of information, and in its pre-
tension to have knowledge which simply cannot be had, its activity
will in fact be tantamount to the arbitrary exercise of power by a few
over the many. And Hayek thinks that arbitrary power constraining
individual freedom is far worse than all of us submitting to the
impersonal forces of the market, forces which are not rational, to
be sure, but forces which do not in themselves and by their very
nature constrain freedom.

Some may, of course, dispute this last point, particularly if central
state planning affords them some security against failure in the
market. There is, as both Hayek and Popper say, a yearning deep
within many of us for a more organic form of society than that of
economic liberalism. To this Hayek would no doubt reply that in the
modern world the only form an organic society could take would be a
form of despotism, more or less mild, more or less arbitrary. But is
Hayek actually right in his epistemological argument? It surely
cannot just be because of the unsurveyability point, for that is purely
contingent. The unsurveyability Hayek refers to is not that of the
mathematical unsurveyability of infinite sets. Though very large,
the numbers we are talking about in the market are not infinite.
Maybe with the tremendous power of modern data processing it
would be possible to survey all the choices and purchases consumers
make almost instantly and to direct production accordingly.

What Hayek clearly needs at this point is some argument as to the
intrinsic unpredictability of the human world, irrespective of its size.
There are well-known arguments — which Popper toyed with at
various times — about the inability of a predictor within a system to
predict the future states of the system, because of the way its own
predictions will interfere with the system, and will do so regres-
sively. The disturbance factor of the predictor will obviously increase
to the extent that the predictor is itself an agent within the system, as
would certainly be the case were the predictor also the agent who
planned the system. Intriguing as these arguments are, though, they
may not get to the heart of the matter. They certainly carry some
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weight in the sort of case which Hayek envisages, for the predictor is
undoubtedly, directly or indirectly, going to affect the system. Butin
themselves the arguments do not produce the link between unpre-
dictability and freedom which we seem to need, because the
“Tristram Shandy effect,” as Popper calls it, would not show that a
system was not in fact determined or even that a predictor insulated
from the system and observing it from outside could not accurately
predict its development. Furthermore, the basic reason Hayek is
arguing against planning is because of the way it interferes with
human freedom. It would be nicely symmetrical if the reason why
planning is bound to fail is because human freedom itself makes
prediction impossible.

There are indeed good reasons to think that human behavior is
both free and unpredictable, indeed that over and above the interfer-
ence effect of prediction, human behavior is unpredictable because
free. We can point to the basic fact that before a consumer actually
makes a choice, no one will know whether or not he or she will.
Until he or she is in the position of choosing, maybe not even the
subject himself or herself knows what will be done. Given that this
basic fact is replicated many times each day by millions of individ-
uals in a given market and by millions of others throughout the
world, it is going to be very hard to come up with more than very
broad-brush probabilistic predictions of the behavior of markets. And
to what might seem the caprice of individuals acting in markets, we
can add the phenomenon noted by Popper in the Preface to The
Poverty of Historicism (Popper 1957), that, namely, of the unpredict-
ability of scientific and technological development. As Popper points
out, one reason we cannot know these things in advance is because if
we did, we would know them already, and so they would not be
future developments. Intriguing as this point is, however, the under-
lying cause of all this uncertainty is that in the human world devel-
opments in any sphere depend on all sorts of uncertain factors,
including luck, chance meetings of events and people, and above all
human creativity. If anyone doubts this, we have only to consider the
amazing developments in computing and the internet, develop-
ments which even now we can hardly comprehend or survey, but
which stemmed originally from the application of some apparently
very rarefied and abstract mathematics to the needs of code-breakers
in military intelligence in the Second World War and then from the
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discovery that mechanical valves in the first computers could be
replaced by electronic chips. It was — and is — a story full of all the
factors just mentioned, and one which has changed the world in ways
which would have defied any attempts to predict in advance.

If the epistemological argument is the cornerstone of Hayek’s
argument against planning, it is supplemented by a strong protest
of amoral nature. Hayek is a pluralist about values. There is no single
and complete ethical code. People are individuals and should have
the freedom to make their own choices and to follow their own
values and preferences without being dictated to by others. In this
context, a planner, however “expert,” will be just one more player in
the game, with no more right to impose his vision as to the correct
distribution of goods, say, than any one else. And democracy is no
safeguard here, for it is all too easy in a democracy for a majority
to trample on the rights of minorities, an all too common result of
economic planning. Fundamentally, economic planning is objec-
tionable because it treats individuals and their work as means to
some end they have not chosen, and in so doing it deprives them of
their freedom, for economic freedom is neither more nor less than
the freedom to act.

Freedom depends on the individual being able to plan, and to know
probable outcomes of his actions. It is precisely this knowledge
which is impeded by the actions of planners who constrain and
regulate him according to plans of their own, arbitrarily from the
point of view of the individual. On the other hand, planning requires
a framework of rules and laws to provide a firm context for individ-
uals to plan. So, to reemphasize the point already made, Hayek is not
saying that the state should not act and rule, but that it should do so
in order to create a stable and fair context for individuals to act and
pursue their own ends.

Strangely enough, in RS Hayek says little about the inefficiency of
planning, as opposed to its assaults on the freedom of individuals.
But he does take up another theme which has also become promi-
nent in recent years, that of demoralization. For if the state provides
all sorts of services and functions for individuals, which individuals
could better provide for themselves, this deprives individuals of
responsibility, creating a culture of irresponsibility. Part of the rea-
son the state might do this is because of a yearning for security on the
part of citizens, a nostalgia for a more organic form of society. But
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this is an idle dream. Far from producing real security, the state will
undermine individual freedom and responsibility in its provision of
“services,” without producing any satisfaction with what it provides.
This is because of its inbuilt inefficiency and hostility to the sort of
competition which would improve those services or even keep them
at a reasonable standard. And unsuspected by the politicians who set
up the National Health Service in the 1940s, arguably intending to
provide a minimum basic service for genuine emergencies, there is
also the insatiable demand on the part of the public for an ever-
increasing provision for which it is not directly paying. The result
inevitably is a provision which simply becomes thinner and more
stretched, and less able to provide even the minimum levels regarded
acceptable when it was originally set up.

THE OPEN SOCIETY AND ITS ENEMIES

Hayek’s observations about the desire of people to be freed from the
burden of economic cares (and hence in practice freed from their own
freedom) are a good place from which to start our analysis of OS. For
an important and prominent theme of OS is what Popper refers to as
tribalism and the desire to avoid what he calls the strain of civiliza-
tion (OS, vol. 1, p. 176). While tribal societies are based on organic
structures and face-to-face contact, and are typically small enough to
operate in these ways, what Popper calls abstract societies are far too
large for any of this. Accordingly, personal links are far weaker. Many
of the people I'deal with and whose actions affect me I do not know at
all, and our dealings are through the impersonal mechanisms of
trade. For an abstract society to operate effectively, what is needed
are sets of rules governing these impersonal transactions which will
afford agents expectations of outcomes and allow them to plan in the
absence of personal dealings and agreements.

It is surely significant that for Popper as for Hayek the condition of
possibility of an abstract or Great Society is trade, for trade breaks
down tribalism and heralds an era in which old boundaries and
customs melt away. The abstract society, with its inherent drive
to cosmopolitanism and universalism, is for Popper the basis on
which an open society can emerge. Old certainties and old taboos
will not survive the sense that we are now operating in a much wider
arena in which people from all sorts of different backgrounds are
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intermingling and dealing with each other. Popper, of course, had
experience of just this sort of effect in New Zealand when he was
writing OS, and also of what he regarded as the benighted efforts of
some to preserve Maori ways inviolate, benighted apart from any-
thing else because Maori ways had never been inviolate, but had
always been changing in response to changing circumstance; as one
of these benighted individuals was his own head of department, with
whom he had appalling relations, it is perhaps surprising that in his
discussion of tribalism he never mentions the tribalism on his own
doorstep. Fifth-century BC Sparta, not twentieth-century Maori, is
the focus of his discussion, perhaps unfortunately for the Maoris, as
the dilemmas Popper explores in OS are if anything further from
being resolved in New Zealand in 2007 than they were in 1945.
Nevertheless it can be said that in his writing Popper shows an acuity
of awareness of the human dimension of the topics he is discussing
which Hayek never approaches.

The strain of civilization is a strain, and people yearn for an
atmosphere of security. But once a society has moved away from
tribalism, tribal values can be restored only by reasserting the differ-
ences between the tribe and the rest, by restoring or reinstating
hierarchies and taboos within, by the attempt to be independent
of trade, and in general by what Popper calls “anti-humanitarianism,”
shutting out all “equalitarian, democratic and individualistic
ideologies” (OS, vol. 1, p. 182). Looked at from this angle, the strain
of civilization is simply the strain of being human, of recognizing a
world of Kantian universality in which all are, first and foremost,
rational agents, in that respect equal, and in which all must bear the
responsibility and burden of their own freedom. What is interesting
in OS, and where Popper perhaps comes closest to Hayek, is the way
Popper sees the abstract universalism of Kant, in which humanity is
defined in terms of shared rationality pertaining to individuals as
individuals, as emerging historically from the development of the
abstract and boundary-blind relations of trade and commerce.

However, the very point at which Popper seems closest to Hayek
is actually the one from which a significant difference emerges. It is
Popper’s Kantian interpretation of trade and its effects and his
Kantian analysis of human individuality which actually distance
him from Hayek. Popper is a believer in the logical separation of
facts and values; so values cannot simply be derived from any sort of
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teleology and even less from anything like divine commands. Like
Kant, Popper believes that we, as rational agents, would still have to
make our own judgments as to the validity of the commands or the
desirability of the ends proposed by nature. In that sense, humans do,
for Popper, create values (which anyone with Platonistic leanings,
such as Iris Murdoch, would find objectionable). But — and this is
where Popper is quite different from Hayek — although we choose our
values in the sense of having to determine them for ourselves, values
are not simply a matter of individual choice or preference. They are
not arbitrary or relative.

I do not think that Popper could agree with Hayek’s claim in RS
(p. 42) that as values exist only in individual minds, nothing but
partial and, hence, different and inconsistent sets of values exist.
Hayek later criticized what he took to be Popper’s excessive ration-
alism, according to which rationalist thinkers will not submit
blindly to any tradition (Hayek 1988, p. 61). It was just that which
Hayek came to advocate, that we submit to values we do understand
and cannot justify, in the hope that doing so might lead to successful
results. Even a conservative traditionalist might have difficulties
with this notion, if only because of the uncertainty in any concrete
case that it was the value we did not fully understand which was
actually responsible for the result we liked. For Popper, by contrast,
values can always be argued about, in themselves and independently,
one assumes, of dubious inferences concerning their effects. And
without ever being sure we are absolutely right at any given time,
these discussions are (or should be) rational, and progress can be
made, and in Popper’s view has been made. (Cf. OS, vol. 1, pp. 64-65,
and the 1961 appendix to vol. 2, especially pp. 384-86.) In other words,
Popper is not a subjectivist about value. In this respect, as in his
cosmopolitanism, he is a Kantian, sharing none of the sense of the
Austrian Economic School of the ultimate undecidability of values
which we find in Hayek. He is a rationalist, albeit a critical ration-
alist here, and this is inconsistent with any form of subjectivism or
relativism, even the rather attenuated and roundabout form we find
in Hayek.

Popper’s open society is premised on the assumption that its
citizens are Kantian rational individuals, free to conduct their own
lives and to work out their own systems of value, and also, it
emerges, liberated from the typically conservative bonds of nation
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or roots, and prepared to take the strain of civilization without laps-
ing into the warmth and comfort of tribalism. They are also fallibi-
lists. That is, they are prepared to admit that they might be wrong
and ready, as Popper put it, to listen to “the other fellow’s point of
view.” For this reason, too, they will typically be democracies, soci-
eties best adapted to discussion of this sort. But discussion as Popper
envisages it is something which can make progress. Without having
a blueprint for a good society, any more than scientists have criteria
for the truth of their theories, in both science and politics progress
can be made. We can, through attending closely to the consequences
of theories and to the effects of policies, especially to the effects on
those they impinge on, get nearer the truth, nearer to what is good.
Or so Popper, like Mill, believed (cf. OS, vol. 2, p. 386).

Popper is as hostile to central planning as Hayek, but his hostility
derives from no a priori dislike of state activity or of policies designed
to do more than simply set up the rules within which individuals and
groups will compete. Indeed, it has often been pointed out that, while
Popper himself may have become more opposed to state activity in
his later years, there is little or nothing in The Open Society and Its
Enemies which is inconsistent with the sort of social democracy of
the socialist parties of Western Europe — so long as their activity was
conceived in terms of piecemeal social engineering, their policies
open to criticism and development, and the government itself dis-
missible at regular intervals by electorates. Indeed, one could argue
that the open society itself might require a degree of state activity
quite repellent to Hayek in order to bring disadvantaged and margi-
nalized groups up to the level at which they could effectively partic-
ipate in its deliberations and discussions. In more general terms, as
we have already seen, Popper is quite happy in OS to advocate what
he calls “equalitarianism,” and he also speaks of the moral demands
for equality and for helping the weak as being moral demands (OS,
vol. 1, p. 65). There is nothing in any of this to rule out state activity in
these areas, any more than in the case of what we earlier called
Hayek’s more nuanced description of the state. And with Popper,
there is a further difficulty over “piecemeal” social engineering.
When is a policy a piecemeal one (and hence, for Popper, permis-
sible)? As with so much else in this area, what for some would be an
absolutely essential step to removing a manifest evil or to securing
participation in the open society or the economy might for others be
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a piece of objectionable large-scale planning and interference with
essential freedoms. While we might know (or think we know) where
Popper or indeed Hayek might have stood on such issues, it is not so
clear that their arguments alone secure their conclusions.

Popper’s hostility to large-scale central planning derives jointly
from his fallibilism and his individualism, but it is fallibilism which
seems to be more fundamental. Although he is a rationalist, he is a
critical rationalist. That is, he does not believe that we can ever
justify our beliefs. Rationality consists in criticism, and central plan-
ners, irrationally convinced of the rightness of their vision, tend to
suppress criticism of it. They tend, in other words, not to take a
fallibilist attitude to their plans. At the extreme they may be total-
itarians, so convinced of the rightness of their ideals that criticism
can come only from those who out of moral or intellectual blindness
cannot see the truth (and so must be suppressed). Furthermore, as we
cannot foresee the consequences of any policy, policies limited in
scope are preferable to grandiose blueprints for the whole of society.
Both are likely to have unforeseen and unintended consequences, but
correction of limited actions is easier, and the harm they might do is
less as well.

Although, in practice, Popperian openness and Hayekian limited
government might look very similar, there is I think a significant
difference between the two. Both are indeed convinced that the
knowledge required by central planning cannot be had, but for
Hayek there is, in addition, ineradicable value pluralism. In fact,
Hayek seems more realistic here, for Popper’s faith in the efficacy
of openness and discussion to solve problems and overcome disagree-
ments with “the other fellow” can seem shallowly optimistic. Of
course, there may be people unprepared to discuss at all, and who
would rather simply shoot their opponents, but this is not where
the problem lies. In this case, Popper can appeal to his Kantian
humanitarianism, and simply assert that the terrorist or dictator
is acting irrationally and inhumanely. The problem for Popper arises
where both parties to a discussion are as well mannered and as
Kantian in spirit as possible. However long and painstaking the
discussion, this may not be enough to produce agreement or progress
on issues on which there are radical differences of perspective.
Consider, for example, the differences which exist on matters such
as abortion and stem cell research. Some people, for perfectly good
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(and not necessarily religious) reasons, believe that these things are
wholly wrong and that their legalization is a step toward the dehu-
manizing of society. Others, also for defensible reasons, believe just
the opposite. One could, of course, in a democracy simply accept that
there is an impasse here, and legislate permissively; and maybe the
objectors will eventually die out. But neither of these things would in
any clear sense constitute progress from the rational point of view.
Kantian discussion may not be as powerful a tool as Popper hoped.

In his own later reflections on morality (particularly in The Fatal
Conceit [Hayek 1988]), Hayek does not offer justifications, even of a
negative sort, of moral principles. What he gives us is the outline of
an account of their genesis, along with a functionalist analysis of
their operation. The underlying idea is that societies are held
together by their moral codes, which are in turn formed by an invis-
ible hand to respond to circumstances in ways the protagonists may
well not understand. Nevertheless, particularly in the case of suc-
cessful societies, the morality on which they are founded is disturbed
at our peril. In reconstructing our morality we may well remove the
very things which made our society strong and successful, examples
being the traditional family and the ethic of work and personal
honesty associated with some forms of Christianity. Indeed, though
an agnostic himself, Hayek writes in favor of the role religion had and
might still have in supporting property and the family. Hayek’s
whole approach here, in some contrast to RS, is to suggest that
value pluralism, if taken too far, can lead to the erosion of a society;
but this is not because he is able to argue that some values are more
rational (or less criticizable) than others. In that sense he retains the
stance of RS. But in contrast to RS and to the optimistic liberalism
and Kantianism of Popper in OS, he came eventually to appreciate
the pitfalls inherent in trying to hold a society together on no more
than a shared commitment to reason. Humanly and socially speak-
ing that would be too slender a support, powerless against the fissi-
parous effects of competing and conflicting sets of values.

In short, in the spheres of morality and values, Hayek, the pluralist
convinced of the intellectual unassailability of pluralism, despite his
well-known disclaimer, becomes a conservative, unconvinced of the
possibility of justifying our values or of knowing their truth, but
convinced of their necessity. In this context, it is interesting to
record that in the 19508 Popper was privately defending Hayek against
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some of his left-inclined students: a liberal society, Popper himself
urged then, needed a framework of conservative values. Indeed, as I
have myself argued (O’Hear 2004), Popper had himself moved some
way from the rationalism of The Open Society and Its Enemies
even as early as 1949, with his essay “Towards a Rational Theory of
Tradition” (Popper [1949] 1968). There, in rather Burkean terms, Popper
castigates rationalists — even, I surmise, of a critical sort — for dispar-
aging tradition and thinking that they can do so on the basis of pure
reason, through their own brains, so to speak. It seems to me that
there is tension here with the thoroughly untraditional and rootless
Kantian cosmopolitan citizen of OS, who is supposed to keep every-
thing under constant review, but unfortunately I cannot see where
Popper was able to resolve or even explore this apparent tension. No
more than the Hayek of The Fatal Conceit, in whose direction
Popper may have moved over the years, is Popper able to explain
just which traditions and values we need as the framework for
our liberal society. Perhaps in neoconservative fashion they just
assumed they would be the ones of Anglo-American society since,
say, the eighteenth century; but that might not cut much ice with
those unconvinced of the worth of such a society.

In this essay, I have tried to bring out some significant differences
between the political and social views of Hayek and Popper, differ-
ences which may be the more remarkable given their similarities on
many points, and particularly in their conclusions. Both are politi-
cally and methodologically individualists. Both are passionate in
arguing against collectivism and totalitarianism, and also in warning
against tendencies within liberal democracies which tend in that
direction. Both show as clearly as need be shown that socialism in
its communistic form is not a good idea which went wrong, but that
it was a rotten idea from the start, rotten because in its pretensions to
knowledge of a universal blueprint, it could produce nothing but
tyranny and tears.

Certainly part of their joint message has got through. At least we
will find few now arguing in favor of Marxism or Leninism, and the
names of Hayek and Popper will often be cited as prophets in this
respect, along with Orwell and Koestler and, among those who know
at least, with Aurel Kolnai and Michael Oakeshott. But it remains
questionable how far the Popper-Hayek message has really got
through, in Western Europe at least and at least as regards freedom
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and individualism. The dream of an unattainable organic security
combined with freedom remains; where the state has given up direct
ownership of resources, it doubles its hold through regulation; wel-
farism remains an intractable problem holding its clients in penury
and demoralizing them at the same time; and the state commandeers
and mostly wastes 40 percent of GDP. All this is dressed up in talk
of third ways, compassionate conservatism, “New” Labour, and the
rest. All this goes to suggest that The Open Society and Its Enemies
and (above all) The Road to Serfdom, for all their obvious faults and
lacunae, some of which we have examined here, are as worth ponder-
ing now as they were in the 1940s. Faced with the angst of global-
ization and the problems of those who cannot cope in modern
societies, we may feel that freedom and individualism are not what
we want. But we should at least know what it is we are rejecting, and
the likely cost.
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8 Hayek’s politics

In this chapter I offer a brief account of some central issues in
Hayek’s political thought, by way of discussing four important build-
ing blocks which play a role in their construction. I discuss several
strands that go to make up his work, and some of the problems to
which they give rise. I conclude with a suggestion about the relative
priority that different themes might usefully be given, and with some
remarks about the more narrowly political implications of Hayek’s
work. What are these different strands?

First, there are ideas stemming from the debate about economic
calculation under socialism, and Hayek’s related views concerning
the use of knowledge in (commercial) society. Hayek thought that
there was no alternative — for commercial societies — but to make use
of price mechanisms, to aspects of whose significance he drew atten-
tion. At the same time, Hayek argued — for example, in his “Trend of
Economic Thinking” ([1933] 1991) — that these also imposed certain
constraints over what we might be able to accomplish, politically.
This strand of argument — and its later extension into the claim that
within such commercial societies the ideal of “social justice” is
unrealizable - plays a significant role in his political thought.

A second strand of argument stems from a different concern. It
was developed by Hayek in the course of his reflections upon Nazi
Germany, and on the lessons that he thought developments there
offered for Britain during and after the Second World War. It grew into
his Road to Serfdom ([1944] 1962), although his account was developed
in large measure in a series of earlier papers. This may usefully be
contrasted with the first strand of argument. The first strand related
to the key role of the price system in the sustaining of any society
like our own, to the idea that there was no alternative for societies
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like ours but to make use of such a system, and to the constraints
that we should understand this as imposing upon us. The second
strand of argument dealt with what occurred if one attempted to
introduce social planning into a market-based society. Hayek’s con-
cern here was not to argue that a fully planned society would not
work, but, rather, with what the consequences would be if the
attempt were made to introduce such planning systematically.
Hayek believed that if one persisted with such a course of action,
it would have the unintended consequence of limiting human
freedom, introducing a political system that is incompatible with
democracy, and requiring the use of coercion. Hayek offered a theory
of what he took to be significant features of Nazi Germany as
the product of the pursuit of policies which were popular — not
least among critics of Nazi Germany - in the England in which he
was living.

Hayek referred to The Road to Serfdom as a political book." In so
doing, he did it a disservice. Not only was the argument of the book
impeccably scholarly, but it played a key role in the development of
his work; in fact, two such roles. For in The Road to Serfdom Hayek
was critical of laissez-faire, and had a positive agenda for governmen-
tal action.” This included a program for the rational improvement of
existing institutions,’ and also various measures of a broadly welfar-
ist character.* This, however, posed a problem which was pressed
home upon him by John Maynard Keynes. Keynes, in a well-known
letter to Hayek,’ after indicating a good measure of agreement, posed
a problem. It might be put thus: given that, you, Hayek, also have
an agenda for governmental action, how is it that you are not also
yourself on the “road to serfdom”? I will argue that this question
plays a key role in the subsequent development of Hayek’s political
thought. Indeed, one can see Hayek’s response as constituting a third
building block in his political views; for it led to his addressing the
problem of just what kinds of governmental action are and are not
problematic. Hayek was preoccupied with it in work undertaken
between The Road to Serfdom and The Constitution of Liberty
(1960). His answer becomes something like: the way to distinguish
between governmental action that poses a threat to liberty and gov-
ernmental action that does not is in terms of its compliance with
Hayek’s understanding of the rule of law. I write, here, “Hayek’s
understanding of the rule of law,” just because this was distinctive.
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As commentators on Hayek have made clear, what he invoked was
not this idea as it was understood in contemporary Anglo-American
jurisprudence.® Rather, Hayek’s concern was with this notion as
understood in the (Kantian) Rechtsstaat tradition.” In this, one had
a rich and moralized theory of the rule of law: it isn’t enough that
such law not be retrospective, and so on, be universal in its character,
and apply to governmental action. But in espousing these ideas,
Hayek was offering something akin to what has recently been
championed as a “Republican” theory of liberty, for example by
Philip Pettit and Quentin Skinner.®

Compliance with the rule of law, so understood, was for Hayek a
necessary but not a sufficient condition for good government.” Hayek
recognized — especially in the face of criticism - the limitations of
a formalistic approach to liberty. He also stressed that compliance
with the rule of law was not a guarantee of good policy. That, rather,
also depended on other substantive matters. What these are is not
altogether easy to sum up briefly. In part, it is a matter of their not
having an adverse effect upon the inherited institutions of what, for
want of a better term, I will call commercial society.” These insti-
tutions, however, are on Hayek’s account themselves also open to
piecemeal improvement. Exactly how this is to be done is, though, a
somewhat complex matter. The overall goal seems to be something
like a preference utilitarianism. However, Hayek’s exposition of this
is muddied by his concern about the limitations of our ability to
design institutions and the dangers of overrating our rational capaci-
ties, which he at times expresses by way of attacks on both utilita-
rianism and rationalism.

This introduces a further element into our discussion. For Hayek’s
views are complicated by the anti-rationalistic strand to his work.
This enters his work with the way in which he understood some of
the lessons of the economic calculation debate in “The Trend of
Economic Thinking,”" and from his work on Carl Menger in con-
nection with his preparation of an introduction to an edition of
Menger’s writings that was published by the LSE.” One has, in
these writings of Hayek’s, an appreciation of certain important
human institutions as the products of human action but not of
human design. The non-rationalistic tendency of this work is, in
turn, reinforced in his subsequent denunciations of the hubris of
rationalistic planners, and by tendencies in his work on both the
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development of rule-governed conduct and human cognition which
could be seen as anti-rationalistic.

All this would be striking enough on its own. But it becomes
particularly challenging given that, on Hayek’s account, we stand
in need of a rational appreciation of the character of these inherited
institutions, and the limitations that they impose upon us. We may
need, however, to improve them and even to undertake more radical
forms of social engineering, inspired by some of their characteristics.
The result might seem to call for the skeptical liberal to become a
philosopher king! But Hayek is a democrat — which introduces the
further problem of what all this means for a democratic politics.
I conclude with a suggestion as to how these problems might be
resolved, and with some reflections on the more directly political
thrust of Hayek’s work.

THERE IS NO ALTERNATIVE

When Mrs. Thatcher was the leader of the British Conservative party,
some people, when addressing issues of public policy, came out with
the mantra “TINA.” This stood for “There is No Alternative”: for the
(contestable) idea that there was no alternative but to adopt the kinds
of market-orientated policies that they favored. In the context of
Hayek’s work, the theme of “TINA” has a more interesting and sub-
stantive content. For it was Hayek’s view — set out, particularly per-
ceptively, in his inaugural address at the LSE, “The Trend of Economic
Thinking” — that for a society such as that in which he was living,
there was no alternative but to deploy the price system that lay at the
heart of commercial society. I will not, here, review the details of
Hayek’s views about economic calculation, as this topic is treated
elsewhere within the present volume. Suffice it to say that Hayek —
in his early days attracted to a form of mild Fabian socialism — had
initially been shaken by Mises’ Socialism, and by his article on the
problems of economic calculation under socialism.” Hayek tells us
that he was not fully convinced by Mises’ argument. He also went
on to develop his own ideas about this topic. These were striking in
themselves, and also led him to his interest in problems about eco-
nomics and knowledge. What is most significant about these develop-
ments in the present context is his view of their political implications
as is explored in “The Trend of Economic Thinking.”
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Iwill paint a picture here with a fairly broad brush, and will extend
my account to later work of Hayek’s which also explores this theme.

First, Hayek thought that one consequence of his and Mises’ argu-
ments was that there was, for a society of the kind within which he
was living, no alternative but to make use of market mechanisms.
What is involved relates in part to the idea, set out in works from
John Locke’s Second Treatise of Government to Leonard Read’s “I,
Pencil,” that market relations make possible a form of cooperation
among innumerable people without their entering into face-to-face
relations." Hayek added the idea of the price mechanism as serving
to harness knowledge — including various forms of tacit knowledge —
that was distributed across the whole “Great Society” that is created
by such means. All of this information, including people’s effective
demand for different goods and services, is, albeit in a somewhat
rough and ready way, not only aggregated, but also then disaggre-
gated. It makes available to social actors, in their various different
social situations, an overall picture of how other people’s plans and
decisions, as expressed in the marketplace, currently relate to what
they may do, and in a manner that constantly changes to reflect
changes in those people’s actions and decisions.

Second, Hayek took the message from his own work, and the work
of Mises, to be that there really was no alternative to this system.
One approach popular at the time (not least because of the influence
of Marxism) was that the benefits of commercial society could be
taken for granted — such that, say, they would be available to central
planners to redeploy as they might wish. Hayek, by contrast, argued
that we — as distinct, say, from those in much smaller, more face-to-
face societies — could only organize ourselves on the basis of the price
system. The thrust of the argument about socialist calculation was
that the view that there is an alternative was simply erroneous.

This leads to a distinctive feature of Hayek’s political ideas, in
which there is something in common with those of Marx.” In each
case, what plays a central role in their approach to politics is an
understanding of the character of the society in which we are living,
the constraints that this imposes on us, and the possibilities that are
(or in Hayek’s case, are not) then open to us. This may be contrasted
with the more common view that puts our values at the center of
things, and then considers how these values should be realized.
Clearly, in Hayek and in Marx, values are there; but in each case,
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once the issues of social organization are explicated, it is almost a “no
brainer” what should or should not be done. There was, however,
more in common between them. Each took the view that we need to
see the actions of individual agents as giving rise to social structures
that constrain them, and that the current economic organization
of our society also constrains what can be accomplished within it
politically without fouling it up.’

Third, then, such arrangements indeed impose constraints. In a
striking line of argument in his inaugural address, Hayek suggested
that the development of economics — and its discovery of the role and
character of such arrangements — was starting to make clear that we
are subject to constraints of a character that we had not previously
suspected. From Hayek’s perspective, these arrangements are them-
selves a product of human action but not of human design, but they
then serve both to enable us and to limit what we may do. It is this
which furnishes the parallel to Marx’s view of there being con-
straints on what may be accomplished by (ordinary) politics. But as
distinct from the view of Marx, while we may - in Hayek’s view —
come to appreciate that these things are not natural in the sense of
innate, and also that they are not the products of deliberate human
planning, there is no possibility of a transformation of our situation
to one in which we somehow have the advantages of such an eco-
nomic order without its constraints. Rather, not only is there no
alternative, but there is, on Hayek’s account, a cost to doing things
as we do. For example, Hayek argued that — pace the wishful thinking
of some conservatives — there simply is no moral merit to the dis-
tribution of wealth within such a society, and that one cost of such a
society may thus be that it generates forms of economic inequality
that we find morally unattractive.”” In a manner that parallels certain
themes in Karl Popper’s work, the price of life in an open commercial
society is a certain moral unease.” For, on both their accounts, there are
certain very attractive moral ideals — e.g. for certain kinds of security,
and for the characteristics of life in a more organic community — which
simply cannot be satisfied within societies like ours.

There is another aspect to this, as well. There has been much
discussion of the claim made by Hayek that the ideal of social justice
is meaningless. I have elsewhere argued that Hayek expressed himself
poorly when making such statements,” and that what he should be
understood as claiming is that the ideal of social justice — understood
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as people being rewarded on the basis of what they merit — cannot be
realized within a commercial society. Hayek’s argument is clearly
not that there cannot be non-market welfare provision; for of this he
was an advocate.* Rather, it is his view that many significant occur-
rences in societies like ours are the products of disaggregated action,
and that this may have profound implications for what can - and
what cannot - be achieved in such societies.” If we make use of
certain kinds of social institutions — from the price system to all
kinds of “spontaneous orders” — the significance of which Hayek has
stressed, then we may find that there are other prima facie desirable
things which we simply cannot bring about. We may find that they
are not achievable because within such a society there is no mecha-
nism that can be created to bring about the kind of distribution that
we favor, or that no one possesses the kind of knowledge that would
be required to make such a thing work. Alternatively, if we set up
institutions to try to accomplish such purposes, we may find that our
intentions are systematically frustrated by the disaggregated actions
of individual citizens.

All this may have been particularly poignant for Hayek himself,
for he had initially been impelled into economics by a wish to
improve people’s social conditions, and he had been a moderate
Fabian when he was young. Even after he had published his Road
to Serfdom, Hayek, in a talk to students at the LSE, made it clear that
he still had emotional sympathy with certain socialist ideals.*

Fourth, Hayek regarded the market — functioning along the lines
that Mises had indicated — as working like an “organism.”** This is
significant, in two respects. First, it is something that has not been
designed; indeed, in Hayek’s view, it is only with the gradual devel-
opment of economic understanding that we came to understand that
there was something that we had inherited that both empowered and
constrained us. Second, on Hayek’s (developing) understanding,
markets also exemplified a distinctive kind of order, one which
served as an alternative to detailed planning, and of which there are
also various other examples. Thanks to the work of Bruce Caldwell,
we can now track the way in which Hayek’s interest in and under-
standing of such ideas developed, not least during his period on
the Committee on Social Thought, where he had the opportunity
to interact with people from a wide variety of disciplines who
had interests in these issues.** A key — and persisting — concern of
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Hayek’s became that we should recognize the existence and the
importance of such phenomena, and that we should not operate
with a simple dichotomy between what is natural and what is
designed. Such thoughts led Hayek in several directions. He became
interested in the character of such orders, and in the kind of theoret-
ical understanding that we could have of them. He became interested
in the link between their development and various rules of conduct —
an investigation that in turn connected to his interests in cognition
and in The Sensory Order (Hayek 1952b). He became critical of what
might be called the planning mentality, and also of overinflated
ideas about the capacity of human reason associated with it. He
also became interested in various quasi-evolutionary ideas about
the development, over time, of “spontaneous orders.”

All this, however, at times spilled over into an attack on “ration-
alism” as such; for example, in his “Individualism: True and False”
([1946] 1948) and later in parts of Law, Legislation, and Liberty (1973;
1976b; 1979). This strand in his thought alarmed his friend Karl Popper,
who in an unpublished lecture was led to defend his own “critical
rationalism” against Hayek’s strictures against rationalism in the
former work.” This was also significant because Hayek was also, in
some respects, a proponent of a kind of rationalism himself.

Hayek was in part a critical rationalist. By this I do not mean
someone who subscribed wholesale to Popper’s ideas. Rather, I mean
someone who favored a program of piecemeal critical improvement of
social institutions, rather than their comprehensive redesign. Hayek,
for example, stressed quite clearly that inherited legal arrangements
might, in some respects, not be fully functional for a commercial
society.”® Even in some of the writings of his old age, Hayek was
keen to suggest the need for their critical improvement. There was,
however, a difference here from Popper, in that Hayek typically looked
to the improvement of our laws and institutions as such —i.e. to the
creation of better frameworks within which individuals might act — as
contrasted with Popper’s more direct concern for the improvement of
society by way of “piecemeal social engineering.”

Hayek also favored a distinctive program of social reform, in
which he thought that we should learn from the working of
“evolved” spontaneous orders, and make use of the principles upon
which they operated in the design of new social institutions. His
ideas about the “denationalization of money” are an interesting
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example of such an approach, as — to a degree — are his ideas about a
distinctive kind of second parliamentary chamber.””

There is, however, a tension between the “critical rationalist” and
“anti-rationalist” strands in Hayek’s work. Not only did some of
the things that he said against rationalism in his work just after The
Road to Serfdom (in “Individualism: True and False,” and in The
Counter-Revolution of Science [1952a]) pose some problems for his
own, more critical, use of reason. But there is also a tendency, in the
work of his old age, to take a somewhat uncritical view of the oper-
ation of non-rational selective mechanisms, and to downplay the role
that can be played by rational activity.”® However, such ideas were to
be found alongside other themes that seemed to call for the exercise of
the very kind of rationality that he was calling into question, and thus
cannot be seen as superseding it.*? I will return to this issue in the final
section of this paper.

THE ROAD TO SERFDOM

There is also a separate line of argument feeding into Hayek’s political
thought, relating to the argument of his Road to Serfdom. Hayek has
told us this book stemmed from a memorandum that he wrote for
Lord Beveridge, when he was the Director of the LSE.** Bruce Caldwell
has identified this memo.*" It turns out to be something that Hayek
had initially written in 1933, under the title “Nazi Socialism.” The
memo, however, is rather disappointing. It does little more than
point out the role, in the Nazi party, of a statement of “twenty-five
points” which included some socialist ideas, and document that some
of those involved with the party came from a socialist background.
There is nothing there which significantly anticipates The Road to
Serfdom. The argument of that work, rather, is first set out clearly in
Hayek’s article “Freedom and the Economic System,” published in
Contemporary Review in 1938, and further elaborated in a pamphlet
published under the same title in 1939.* This work — and The Road to
Serfdom — contain a striking analysis of what, in Hayek’s view, are the
problems implicit in certain demands for economic planning. These
ideas, as I will explain, also play a further distinctive role in the
development of Hayek’s political thought.

However, it seems to me understandable enough that Hayek may
have overrated the degree to which these ideas were anticipated in his
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short note of 1933. For Hayek came to see the argument that he set out
in “Freedom and the Economic System” as a diagnosis of what had
happened in Nazi Germany. Let us look at how his ideas about this
develop. In that memo, Hayek was, understandably, somewhat
ambivalent about the character of the social ideals to which the
Nazi regime would be led, when in power. He suggested that while
it appealed for support to the lower middle classes and championed the
idea of private property, it would be likely that shopkeepers and others
would find themselves placed in some kind of guild structure, while
the larger owners of property might find themselves subject to state
control and the restriction of their income. He comments, however,
that the National Socialist party had increased dramatically in size
and had embraced people with very different ideas, such that “at ...
present ... it is ... difficult to say which view will predominate.”
However, Hayek mentions the possibility that “the scare of Russian
communism has driven the German people unawares into something
which differs from communism in little but name.”** Indeed, Hayek
also commented on the contrast between his view of National
Socialism and that of some of his colleagues at the LSE in the follow-
ing terms. “They ... tended to interpret the National Socialist regime
of Hitler as a sort of capitalist reaction to the socialist tendencies of the
immediate post-war period, while I saw it rather as the victory of a sort
of lower-middle-class socialism.”?*

Later, Hayek had occasion to review two books about Nazi
Germany: Paul Einzig’s Hitler’s “New Order” in Europe, and Claude
Guillebaud’s The Social Policies of Nazi Germany. In his joint review,
“Nazi Order,” Hayek discusses how Guillebaud, in particular, empha-
sizes features of German social policy that go “far to explain the hold
which National Socialism undoubtedly still has on the great mass of
German workers.” Hayek describes the book as offering an “objective
account” which may upset the way in which official British propa-
ganda “has represented Hitler as the very antithesis of socialism.”*
Hayek comments further that: “Guillebaud’s reader will sometimes
feel, that something good at least must come from measures which
in themselves are so similar to what has long been advocated by social
reformers elsewhere.” Hayek himself comments, however:

Is it not possible that all that planning and direction, which in Germany
longer than elsewhere has been universally demanded, necessarily require
a “totalitarian” regime, arbitrary preferences, the use of force, and the
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institution of a new hierarchical order of society, and that only the most
ruthless and unscrupulous are capable of satisfying the clamour of the
masses for “action,” while the decent falter and fail when faced with the
concrete task?

This line of thought, which draws on Germany as a model of the
consequences of the political implementation of then popular ideas
about “planning,” achieved its fullest development in an unpub-
lished paper of Hayek’s, entitled: “A Note on the Significance of
the German ‘New Order.””*° In this, we indeed find the argument
of “Freedom and the Economic System” offered as an account of how
broad developments in Germany can be seen as a consequence of the
pursuit of ideas about top-down planning. Hayek concludes his dis-
cussion of this theme in that paper by claiming: “The ideas now so
widely advocated in this country of an international ‘organization’ of
the different industries, of the central control and distribution of the
supplies of raw materials etc. etc., would ultimately lead to essen-
tially similar results, that is to a totalitarian organization of life in
the interest of whoever exercises these controls.”?”

This account parallels the core ideas of The Road to Serfdom,
which were set out, initially, in Hayek’s “Freedom and the
Economic System.” They are not an unconditional prediction of
what will take place, but rather an analysis of what would be the
consequences if the kind of conscious direction of the economy for
which people were calling were systematically put into place.
Hayek’s broad line of argument is as follows. Central planning, on
his account, “presupposes a much more complete agreement on the
relative importance of ... different ends than actually exists, and ...
in consequence, in order to be able to plan, the planning authority
must impose upon the people that detailed code of values which is
lacking.””® From this Hayek sketches — by plausible moves — an
account of how the responsibility for such planning will shift away
from democratic political control. Further, Hayek argues that the
power to impose a program where there is, in fact, no possibility of
rational agreement about it leads the planners into propaganda and if
necessary force, with the result that only the kind of people whom
one would not wish to be in power will undertake it.

The argument of the two versions of “Freedom and the Economic
System,” and of The Road to Serfdom itself, also addresses an issue
that becomes characteristic of Hayek’s work, and which in some ways
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parallels his economic analysis in his “Trend of Economic Thinking.”
It is that Hayek becomes concerned with the problem that in liberal
societies we have achieved something significant which we have taken
for granted. However, we typically don’t understand its character —i.e.
in this case the theoretical character of a liberal social order. Hayek is
thus also led to try to explicate a theory of liberal society, at least in
part so that we do not inadvertently harm it by undertaking political
measures which will damage it without knowing that this is what
we will be doing. The argument, here, parallels his concern, in “The
Trend,” for the inherited but vulnerable price system and its associ-
ated economic order. In The Road to Serfdom Hayek, in addition to
his critical analysis of measures that he thinks will damage such a
society, thus also furnishes an account of how a liberal society
functions and also of constraints that this imposes upon us.

It is in this connection that Hayek sketches ideas about the func-
tions of government that led Keynes to offer his criticism. How
Hayek responds to them seems to me also of significance for
Hayek’s political thought from that point on. Keynes noted that,
in The Road to Serfdom, Hayek is critical of laissez-faire (indeed,
Hayek’s Road to Serfdom endorses a welfare state, and a fairly exten-
sive agenda of governmental activity).” But Keynes commented to
Hayek, a propos of government action:** “You admit here and there
that it is a question of knowing where to draw the line. You agree that
the line has to be drawn somewhere, and that the logical extreme [i.e.
laissez-faire] is not possible. But you give us no guidance as to where
to draw it.” Keynes then goes on to argue that “as soon as you [Hayek]
admit that the extreme is not possible, and that a line has to be
drawn, you are, on your own argument, done for, since you are trying
to persuade us that as soon as one moves an inch in the planned
direction you are necessarily launched on the slippery slope which
will lead you in due course over the precipice.”

HAYEK AND KEYNES’ PROBLEM

Hayek did not, as far as we know, respond directly to Keynes.* But he
was concerned with this problem — or something very like it — in the
years between The Road to Serfdom and The Constitution of Liberty.

In a talk that Hayek gave about The Road to Serfdom in the
United States in 1945, he referred to the need for a clear set of
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principles to distinguish between the legitimate and illegitimate
fields of governmental activity. In fact, he describes himself as hav-
ing addressed that task in his book.* At the same time, there is a
note of ambivalence in Hayek’s account, in that he also indicates
that this is a task that is still to be undertaken. Hayek tries to resolve
this problem by arguing that compatibility with the rule of law is a
necessary (but not sufficient) condition for policy to be in order: from
time to time he refers to policies that would be permissible on this
basis, but which he thinks would be unwise. At the same time, the
ideal of the rule of law has, in his view, the dual characteristic of
safeguarding people’s freedom of action and of being incompatible
with a centrally planned economy. The task of explaining how it
also resolves Keynes’ problem, I conjecture, thus becomes the
agenda that Hayek addresses in his writings on political issues dur-
ing the late 1940s and 1950s.

Consider first Hayek’s unpublished “Postscript to The Road to
Serfdom (1948).” Here, after briefly discussing his ideas about mone-
tary policy, Hayek states that he attaches great importance to the
idea that monetary policy should be guided by known rules, and he
is sharply critical of a discretionary approach.” That is to say, he is
bringing out that his own favored response to problems of trade
cycles is compatible with the rule of law.

Second, there is a paper of Hayek’s, dated 1950, entitled “The
Meaning of Government Interference.”* In this, Hayek raises the
question of what kind of governmental action is legitimate, and
answers it in terms of the idea of equality before the law. He stresses
again — as ' was done in The Road to Serfdom (and also in the unpub-
lished “Postscript”) — that in saying this, he does not mean that all
action that is permissible on this basis will be wise. Hayek also
points out that if such a restriction is imposed, it may mean that
we prevent government from doing things that we would judge to
be good. However, he thinks that such a restriction would also be
incompatible with economic planning of the kind of which he is
critical. For example, it would be incompatible with the discretion-
ary granting of licenses, permits, and allocations, with price fixing,
and with most forms of quotas and subsidies (unless the latter were
offered to everyone who wished to undertake the activities in ques-
tion). He again recognizes that some arrangements which would pass
his test nevertheless might well be problematic even if formally in
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order (e.g. if a legislature were to keep changing the character of such
restrictions on a frequent basis), and he argues that rules should be
kept stable for extensive periods of time.#

Third, there is a paper, “Planning and Competitive Order,” which
is not dated, but which would appear to stem from much the same
period.* In it, Hayek poses directly the question of how to distin-
guish between those kinds of governmental action which are com-
patible with a free economic system and those which will lead to a
planned economy, and he answers the question in terms of the rule of
law. He also mentions that this may well only be an ideal that we can
approach, rather than something that can be fully realized. When
discussing its characteristics, he writes of government as laying
down rules of behavior, enforcing them, and itself being limited by
them. The rules would apply equally to all people, and they are also
intended to remain the same over long periods of time.

It is obvious enough how all this relates to Hayek’s subsequent
concern with the development of the ideal of the rule of law in his
Political Ideal of the Rule of Law, and, further, with his Constitution
of Liberty.*” What is worth spelling out is that the ideal of the rule of
law turns out to play a remarkable role in Hayek’s work after The
Road to Serfdom. For it serves three functions. On the one side, it
offers a clear-cut answer to Keynes, in that, as Hayek’s account
develops, it is by reference to the ideal of the rule of law (interpreted
in the light of Rechtsstaat ideas) that he offers a demarcation
between those kinds of governmental activity that are permissible
(although not necessarily wise) and those that are not. Second, he
thinks that it would rule out the kinds of planning that would be
damaging to people’s liberty. Third, it turns out also to be just what
is required by Hayek’s positive account of individual liberty, too. For
as he develops his ideas about this in The Constitution of Liberty, it
turns out that freedom, for Hayek, is preserved if people are faced
with laws that are universal in their form and which, more generally,
fit his ideas about the rule of law. This grapples with an issue that is
of continuing importance, even today when enthusiasm for a cen-
trally planned economy — the immediate target of his earlier work —
has faded.

Hayek has also written — for example, in his discussion of David
Hume*® — about the significance of law operating as a system that
will generate particular tough cases. Hayek’s view, here, is that we
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need to resist the impulse to try to change the law to avoid them. His
views are very much in line with Hume’s point:

All general laws are attended with inconveniences, when applied to partic-
ular cases; and it requires great penetration and experience, both to perceive
that these inconveniences are fewer than what result from full discretionary
powers in every magistrate, and also to discern what general laws are, upon
the whole, attended with fewest inconveniences.*

Such ideas might seem most obviously understandable in terms of
the functional requirements of a commercial society. In a smaller,
more face-to-face society, there is room for the more discretionary
administration of the law. While the provision of guidelines for
future conduct is important, if people know a lot about one another’s
circumstances they are likely to be able to anticipate the kind of
discretion that might be exercised by a judge in relation to particular
difficult cases. By contrast, once we are in a full-fledged commercial
society, typified by the kinds of relationships between strangers that
we have met in Locke and in Leonard Read, and when Hayekian
themes of the price-system mediated use of knowledge in society
are in full play, an abstract and rigidly enforced system of law would
seem to be essential if we are to be able to coordinate our actions with
those of others. This, however, looks close in its character — if not its
usual rationale — to the Rechtsstaat ideal that Hayek favors and
which we have just discussed.

SOME PROBLEMS

I will conclude by discussing three broad themes concerning Hayek’s
politics, which emerge from this material.

First, there are problems of reason, reform, and the kind of institu-
tional design that Hayek favors. As we have noted earlier, there is a
reformist side to Hayek’s view of the law and of our inherited insti-
tutions. While he stresses the significance of arrangements that
we have inherited and which may, in some sense, be the historical
products of human action but not of human design,’ he believes
that they may also need revision and improvement. The brief quota-
tion from Hume also brings out the need for discernment in the
selection of laws, and in our attitudes to their application. One
might see Hayek’s approach — in The Road to Serfdom and in The
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Constitution of Liberty — as offering an account that might serve to
guide those concerned with such issues. It suggests what is needed
for a liberal society, as he understood it, to flourish. Above all, it
indicates the kinds of things that we should do, and the way in which
we should do things, in order to avoid damage to its economic
operation and to its freedoms.

The Rechtsstaat interpretation of the rule of law which came
to play such a role in his work was, historically, identified with a
codified legal system (especially if it is contrasted with its “histor-
ical” opponents).” In Law, Legislation, and Liberty, Hayek, influ-
enced it would seem by Bruno Leoni’s criticism of the ability of
legislatures to secure the stability of the law,”* shifted his own
views in the direction of the more “historical” common law tradi-
tion. He also offered a distinctive account of the reasoning that
should handle the development of the law — an odd but engaging
mix of common law reasoning and Karl Popper’s epistemology. In
this, a legal system with the characteristics that we had become used
to from Hayek’s work on Hume and on the Rechtsstaat tradition was
pictured as the product of such reasoning.

At the same time, some other interesting — but strange — things
start to take place in Law, Legislation, and Liberty. The book opens
with an argument that traditional constitutional inhibitions con-
cerning limited government have broken down. This leads to a con-
cern for constitutional reform, to which Hayek contributes his
striking proposals for a second parliamentary chamber structured
round age-based cohorts. Such a body would have also to respond to
Hume’s problem of how to choose the right legal ideas. Seen in such
terms, however, it does not seem adequate, just because what is
needed is the best theoretical knowledge that we have to hand.
That is to say, what should ideally play the role of determining the
content and character of our laws and public policy measures would,
from Hayek’s perspective, be the best version of the kind of enter-
prise that Hayek himself was undertaking in The Constitution of
Liberty. (Suppose his ideas were found compelling, and that succes-
sive versions of those arguments were to undergo an ongoing pro-
cess of critical scrutiny and improvement from the community of
scholars.)

What is also needed, on Hayek’s account, is an appreciation of the
various heritages of evolved rules of conduct and traditions, and also
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the ability to reflect upon them, to understand them theoretically,
and to modify them where necessary. This, however, looks like a
recipe for rule by philosopher kings, or by a Hayekian version of
Saint-Simonian scientists. One feature that we noted in Hume’s
comments on law is particularly significant in this context. It is
that a system of laws of the kind that Hayek favors will, indeed,
generate particular consequences which may be morally problem-
atic, such that it may take an experienced person, or perhaps better
a social theorist, to understand why our impulse to remedy them
should be resisted. There would seem no reason to suppose that such
knowledge will be possessed in a tacit form by Hayek’s
age-based cohorts, not least because Hayek’s own account in
Law, Legislation, and Liberty starts from the idea that our instinc-
tive ideas about the need for constitutional limitations have
broken down.

Second, there is the problem of reason. Hayek, in the course of his
appreciation of institutions that have developed “spontaneously”
and also of the current working of such “spontaneous orders” —
such as the price system — was led to stress their advantages when
compared to what could be achieved through rational planning. In
addition, he delivered an extended critical commentary on the lim-
itations of reason. This involved his criticism of the follies of would-
be rational planners, his own work on features of our processes of
cognition, and his stress on the role of selective, evolutionary-like
operations in history. However, Hayek himself also seems to require
the existence on our part of rational capacities that may both play a
critical, improving role, and also undertake at times heroic efforts at
Hayekian social engineering (such as the introduction of Hayek'’s
own constitutional proposals).

What is to be done about this contrast in Hayek’s work? Let me
offer a brief suggestion. My starting point is with a theme that Hayek
described in “The Trend of Economic Thinking” and which I have
argued is to be found in The Road to Serfdom and The Constitution
of Liberty. It is that we are in some ways the products of various
forms of tradition, various forms of social selection, and so on. We,
however, become aware of this through the growth of our theoretical
knowledge, and may thus come to understand what we have been
doing, what intrinsic limitations it imposes upon us, but also that
there are problems that require theoretical work and practical
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experimentation. This may include a need to appreciate, understand,
and possibly improve the workings of various systems of “sponta-
neous order,” and may also lead us to wish to set up various kinds of
new institutions which work upon these same principles.

Clearly, such a picture draws on much that is familiar from
Hayek, not least from what I have described above. But it gives it a
distinctive twist. For it identifies clearly with Hayek’s wish to spell
out — and to convince us of — a theory of commercial society and of
the operation of a liberal society more generally. It is within the
compass of such an account that non-rationalistic forms of learning
would then have their important role to play, that is, they would be
seen as subject to the critical control of this kind of reflective public
reason. The line of argument that I am suggesting contrasts with
what sometimes emerges from Hayek’s later work, because there the
appreciation of “spontaneous order” mechanisms sometimes seems
to overflow and leave no space for the kind of reflective rationalism
to which I am here suggesting we accord a key position in the
interpretation of Hayek’s approach.

Such a view will involve our recognizing ourselves as having
genuine — albeit limited and fallible — rational capacities. These
may enable us to understand, again fallibly, our society, our current
problems, and also what has been achieved by various unplanned social
institutions. We may, then, set about trying to remedy problems —
in some cases directly, within our limitations as we currently
understand them to be, albeit typically by way of the formation or
reform of institutions. If we do this, we will be engaging in an institu-
tional form of what Karl Popper called “piecemeal social engineer-
ing,” and will, as he stressed, need to be on the lookout for
problematic unintended consequences of our actions, and to be
ready to learn what we have got wrong, and to remedy it. However —
as Hayek has stressed, following Hume — our theoretical knowledge
may inform us that some of what we rightly see as problems are
things that would prove more problematic if we were to try to
remedy them.

More positively, we may be involved in one of two things. First,
we need to develop an appreciation of the characteristics of sponta-
neous orders, and — as Hayek has suggested — the use of principles
suggested by them, to design institutions to address new problems.
Second, we may take a lead from Hayek’s more conservative themes
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concerning the significance of various forms of learning by trial and
error. The lead that I would suggest that we take from this, however,
is that we should set out to create space — and institutions — within
which such learning can take place. On the one side, this is likely to
involve a securing of property rights, and freedom for individuals and
groups to pursue ideas, projects, and forms of life — traditional or
innovative — that appeal to them. On the other, it will involve an
absence of political interference from the rest of us who may disap-
prove, unless they are creating negative externalities in a pretty
direct way. We may, however, need to take steps to secure the
freedom of people to escape from such “experiments in living” if
they find them oppressive, and to provide a judicial system for the
enforcement of contractual arrangements that they have made with
those running such experiments. In this sense, Hayek’s more con-
servative themes lead us in the direction of some quite radical
arrangements, and indeed here suggest a point of similarity with
the unjustly neglected “utopia” section of Nozick’s Anarchy, State,
and Utopia (1974).5

One further feature of all this, however, needs spelling out. Such
a reading of Hayek’s political ideas calls for a clear recognition of
something that is implicit within his work. As his approach is
democratic, those interested in it face an interesting challenge. It
is that of how — and where — such ideas are to be legitimated in
the public sphere. In the light of the content of Hayek’s views, this
presents us with a remarkably difficult challenge, though one which
I cannot attempt to address here.

Finally, there is a further and somewhat vexed issue: that of the
more specific character of Hayek’s politics, in the sense of the polit-
ical views to which Hayek’s thought should lead us. Hayek dedicated
The Road to Serfdom to “Socialists of All Parties.” His reason for so
doing was, surely, that he thought that the ideals about planning of
which he was critical were to be found right across the party-political
spectrum. Hayek set out an account of what people needed to do in
the pursuit of their political ideals, if they were not going to com-
promise the basis on which a commercial society functioned, nor
compromise people’s freedom. Hayek was concerned to be heard by
those on the left of politics, and seems to have been a bit disconcerted
that he initially made an impact largely on the political right.>* He
would presumably have been heartened by the way in which — thanks
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in large part to the espousal of his ideas by Mrs. Thatcher — several
writers on the left of politics subsequently came to take his views
seriously.”

Hayek himself gradually identified with classical liberalism in a
more specific sense. But it seems to me an open question just where
his arguments should lead us. Hayek himself started with socialist
concerns and sentiments. He also clearly favored extra-market wel-
fare provision, at least within rich countries, and his Road to
Serfdom allows for government to play quite a considerable role.
I would have thought that his arguments point us in the direction
of ideas that everyone should pay attention to, rather than just offer-
ing a positive program for one specific view of politics.”® At the same
time we may find that the kind of structural characteristics that he
discerns in our society, and the kind of freedom we need in order to
learn, may make certain kinds of otherwise attractive ideals difficult
to pursue. They may also, however, make it difficult for us to solve
certain other kinds of problem — such as some issues concerned with
the environment.”” But this leads us into issues that I cannot take
further here.*®

NOTES

1. See Hayek [1944] 1962, preface, p. v. Andrew Gamble has, however, rightly

stressed to me just how significant it was as an intervention in politics.

2. See, for some detailed documentation, Shearmur 1997.
3. See for example Hayek [1944] 1962, pp. 13 and 27.
4. See notably his broad endorsement of the idea that a society that is as
wealthy as his own should guarantee economic security to all “outside
of and supplementary to the market system.” Cf. Hayek [1944] 1962,
pp. 89—90.

Cf. Keynes 1980, pp. 385-87.

6. Compare Joseph Raz’s criticism of Hayek in Raz 1979.

7. AsHayek makes clear in The Road to Serfdom; see [1944] 1962, n. 1to ch. 6,
“Planning and the Rule of Law.”

8. Cf. Pettit 1997 and Skinner 1998.

9. It is of course a matter of debate how successful such a formalistic
approach could be, and Hayek himself expresses some reservations
about formalism — without, however, indicating what is to be done.

10. Particularly illuminating upon which are Hont and Ignatieff 1983 and
Ignatieff 1984, pp. 107-31.

“
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On which see Caldwell 1988 and my discussion in Shearmur 1996a.

On which compare Shearmur 1986.

For detailed discussion of these issues, see ch. 2 of Shearmur 1996a.
John Locke discusses this issue in the context of the number of people
indirectly involved in the making of bread, in his Second Treatise of
Government, sect. 43; Leonard Read’s “I, Pencil,” published in The
Freeman in December 1958, is available online at: http://www.econlib.org/
library/Essays/rdPncli.html.

Karl Popper, who in other respects was in agreement with Hayek,
remarked critically on this point, in correspondence.

Compare here also Hayek’s argument, from his later work, that the lives
of millions of people depend upon commercial societies being retained.
It is instructive in this context to contrast the views of Kristol (1972), who
seems affronted by Hayek’s argument, but seems also to have nothing
whatever of substance to say in response.

Compare on this the theme of “the strains of civilization” in Popper’s
Open Society and Its Enemies ([1945] 1966). For a brief comparative dis-
cussion of Popper’s and Hayek’s ideas on this point, see Gellner 1991.
See, for discussion, Shearmur 1996a, pp. 133—s1. And see the exchange
between Feser (1997, 1998), Johnston (19972, 1997b), and Lukes (1997) for a
debate over the merits of Hayek’s argument concerning social justice.
See, for example, The Road to Serfdom, chs. 3, 8, and 9.

There is an obvious parallel with Robert Nozick’s discussion of Wilt
Chamberlain in his Anarchy, State, and Utopia (1974), in terms of issues
not about rights, but about the kinds of constant state action that would
be required if certain things are not to occur.

Compare on this his “On Being an Economist,” which dates from 1944
and is now available in Hayek 1991; see also, for discussion, Shearmur
19963, PP. 40—4I1.

See Hayek [1933] 1991, pp. 2728 and the reference there to Mises’ Socialism
(Mises [1922] 1951).

See, notably, Caldwell’s discussion “The Crucial Decade of the 1950s” in
Caldwell 2004a, pp. 297-306.

Popper discussed this in a lecture on the topic of “Rationalism: True and
False,” as part of a series of lectures delivered at Emory University in
1956. This lecture was delivered on Tuesday, July 3rd. Some information
about the lectures is available in Hoover Institution, Popper Archive,
box 45, folders 16—24.

See, for example, his discussion in The Road to Serfdom ([1944] 1962), ch. 3.
See, for example, Hayek 1979, ch. 17.

See, notably, his “Epilogue: Three Sources of Human Values,” in Hayek
1979.
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For more detailed discussion on these themes, and documentation, see
Shearmur 1996a.

Cf. Hayek 1994, p. 102.

See for discussion the edition of The Road to Serfdom in The Collected
Works of F.A. Hayek (Hayek [1944] 2007). Caldwell reproduces the
memo — a copy of which is held in the Hayek Archive at the Hoover
Institution — as appendix A in this volume.

Both are now included, as chs. 8 and 9, in Hayek 1997.

The quotations are from “Nazi Socialism,” in Hayek [1944] 2007.

See “The Economics of the 19308 as seen from London,” in Hayek

1995, P. 62.
See Hayek, “Nazi Order,” in “Documents Relating to the War,” sect. 7,

in Hayek 1997, pp. 173-75.

Hayek, “A Note on the Significance of the German ‘New Order,’” Hoover
Institution, Hayek Archive, box 128. The material in this part of the Hayek
collection is not subdivided into folders, but the six-page double-spaced
typescript bears an old number B4 on its right-hand corner.

Hayek, “A Note on the Significance of the German ‘New Order,”” p. 5.
“Freedom and the Economic System,” in Hayek 1997, p. 182.

See, for example, The Road to Serfdom, chs. 3 and 9. It is interesting that
Hayek, when writing an introduction to the 1976 reprint of The Road to
Serfdom, comments on the original text: “I had not wholly freed myself
from all the current interventionist superstitions, and in consequence
still made various concessions which I now think unwarranted.”
Compare Hayek, The Road to Serfdom: Fiftieth Anniversary Edition
(Hayek [1944] 1994), which reprints the 1976 introduction; see p. xxiv.
Keynes 1980, pp. 386-87.

For a fuller discussion of these issues, see Shearmur 1997. The material
here about the period between The Road to Serfdom and The
Constitution of Liberty draws in part upon that account.

See “The Road to Serfdom,” address before the Economic Club of
Detroit, April 23, 1945. Hoover Institution, Hayek Archive, box 94, folder
38; see pp. 6—7. The paper is a transcript of Hayek’s talk taken by a
shorthand reporter. I have in Shearmur 1997 offered a reconstruction of
what his view was in The Road to Serfdom.

See “Postscript to The Road to Serfdom (1948),” Hoover Institution,
Hayek Archive, box 93, accession no. 86002-8M.40; the material is
included in the brown folder inscribed “Road to Serfdom.” The material
referred to in the text is on pp. 12-13 of the Hoover Archive material.
Hoover Institution, Hayek Archive, box 94, folder 46.

This suggests that Hayek was already open to the argument that Leoni
was later to press against his preference for legislation (i.e. that the
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problem with legislatures was that they as a matter of fact could not be
depended upon to leave such things alone and thus to provide stability);
see below, and for discussion, Shearmur 19962, pp. 88—92.

“Planning and Competitive Order,” Hoover Institution, Hayek Archive,
box 108; the folder in which this is held is labeled “Planning and
Competitive Order.”

Hayek 1955 and 1960.

See Hayek [1963] 1967.

Hume 1985b, p. 116.

Hayek, in some of his later writings, offers an account of legal and of
other institutions as if they had simply evolved. But his own earlier
accounts, such as in Hayek 1955, give an account — which is surely much
more realistic — of critical intellectual reflection, and various human
ideals, as having played a significant role in all this.

Compare, here, the discussion in Shearmur 1996a, pp. 88ff.

See, again, Shearmur 19962, pp. 88ff.

For more on this argument, see Shearmur 1996a and 1996b.

See, on this, Shearmur (forthcoming).

Compare, for example, David Miller (1989a and 1989b), Raymond Plant
(1994), and Andrew Gamble (1996).

Although clearly, one may — as I have done in Shearmur 1996a — explore
what would be needed to develop his views into a telling argument for
classical liberalism.

It is obviously an interesting question how far “free-market environ-
mentalism” and the use of spontaneous order models can take us.

I would like to thank Bruce Caldwell for his encouragement and for
some particularly useful suggestions in connection with my discussion
of the material relating to The Road to Serfdom (although he is in no way
responsible for what I have produced). I would also like to thank him for
permission to make brief quotations from Hayek’s unpublished work
in this paper, copyright in which is held by Hayek’s literary executors.
I also wish to thank members of the Australian Society for the History of
Economic Thought for their comments when a fuller discussion of the
material about Hayek on the German New Order was presented at their
conference in July 2005, and Andrew Gamble and Jeff Friedman for some
most useful comments on an earlier version of this chapter.
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9  Hayek the philosopher of law

Although Friedrich Hayek received the greatest recognition for his
work in economics, he wrote several books on political theory and
jurisprudence (as well as other philosophical areas). His writings on
law and the philosophy of law have been widely discussed in the last
decade or so, and represent a crucial contribution to this area of
philosophy. Although Hayek’s degree was not in philosophy, his
writings are clearly philosophical. Inasmuch as he writes about the
law in a philosophical way, asking justificatory, methodological, and
normative questions about the nature and practice of law and legal
systems, he is writing as a philosopher of law.

THESIS VERSUS NOMOS

In his three-volume study Law, Legislation, and Liberty (1973, 1976b,
1979), Hayek makes a key distinction between what he calls thesis,
the law of legislation, and nomos, the law of liberty. The former is
imposed by the sovereign, in what Hayek describes as a top-down,
coercive process; the latter is evolved, a spontaneously-emerging (or
bottom-up) process. While thesis reflects primarily the interests of
the sovereign (or ruling class generally), nomos arises out of human
interaction — the many iterations of people seeking more effectively
to coordinate their actions and to resolve disputes peaceably. (Some
legal historians have argued that Hayek conflates common law and
customary law, but this doesn’t undermine the thesis/nomos dis-
tinction.) As we shall see, Hayek argues that it is nomos that is
critical for liberal political and economic theory.

Hayek had argued in earlier works that, like markets, society
in general can be seen as an example of “spontaneous order” — that
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is, the product of human interaction but not of human design.
Chapters 10 and 11 of The Constitution of Liberty (Hayek 1960, cited
herein as CL) are concerned with the same themes, and provide
Hayek’s analysis of the origins of the rule of law. These matters
receive more thorough and systematic treatment in Law, Legislation,
and Liberty. Volume 1 deals with “Rules and Order” (cited herein as
RO) and is the primary source of the nomos/thesis distinction. Hayek
derives this via another distinction, to which I have alluded, between
spontaneous order (kosmos) and designed order (taxis). Volume 2
deals with distributive justice and the market order. Volume 3 deals
with democracy, separation of powers, and several policy issues. The
three-volume set as a whole is truly a comprehensive work on the
political economy of a free society, though it is really volume 1 which
is the chief source for Hayek as philosopher of law. In particular, the
nomos/thesis distinction represents an important contribution to
how we ought to think about law.

We ordinarily tend to think of law as the commands issued by the
sovereign, whether the “sovereign” in question is a monarch, or the
whole of the people, or some representative assembly. It is Hayek’s
historical analysis of the English common law which in large meas-
ure informs his distinction between nomos and thesis. First, let’s
clarify what Hayek means by order. Then we can turn to his under-
standing of law as a spontaneous order, and see what the ramifica-
tions of that might be.

KOSMOS VERSUS TAXIS

Let us begin with the distinction between spontaneous order (kos-
mos) and planned order (taxis). Hayek defines “order” generally as “a
state of affairs in which a multiplicity of elements of various kinds
are so related to each other that we may learn from our acquaintance
with some spatial or temporal part of the whole to form correct
expectations concerning the rest, or at least expectations which
have a good chance of proving correct” (RO, p. 36). Hayek makes the
twin observations that every society needs to have order, and that
such order will often exist without having been deliberately created.
The first observation of that pair seems uncontroversial: social living
depends on our having stable expectations regarding how to act and
how to anticipate the actions of others. Hayek notes that part of the
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very function of social living is to enable us to meet each others’ needs.
We need other people partly because we cannot do everything by
ourselves. We cannot live above a subsistence level without a divi-
sion of labor. Plato makes this observation in the Republic, and of
course economists since Smith and Ricardo had discussed the advan-
tages of division of labor. But for society to realize a division of labor,
we must be capable of cooperation, and this requires order as Hayek
has defined it.

But more interesting is his follow-up observation that there are
two possible sources of order: planned order and spontaneous order.
Hayek notes that both biologists and economists have been con-
cerned with the development of orders which are not the result of
deliberate planning. Spontaneous orders may also be understood as
“self-generating orders” or “grown orders” or “endogenous orders,”
but he thinks that the most felicitous ways of expressing the concept
are via the English expression “spontaneous orders” or by invoking
the classical Greek word kosmos. Similarly, a planned order may be
understood as a “construction,” or “artificial order” or “exogenous
order,” but is best described, according to Hayek, as a “planned order”
or “made order,” or by the Greek word taxis.

A paradigm case of planned order might be the order of a battle, as
designed by a general. Any organization that is the result of deliber-
ate design is taxis. But what Hayek finds exciting is the “discovery
that there exist orderly structures which are the product of the action
of many men but are not the result of human design” (RO, p. 37). He
cites as a relatively uncontroversial example language. There was no
historical moment in which some past genius invented language, yet
languages do have an order. Of course, Hayek also sees markets as
examples of spontaneous order, yet notes (with some dismay) that
this is poorly understood:

[M]any people still treat with suspicion the claim that the patterns of inter-
action of many men can show an order that is of nobody’s deliberate making;
in the economic sphere, in particular, critics still pour uncomprehending
ridicule on Adam Smith’s expression of the “invisible hand” by which ... he
described how man is led to promote an end which was no part of his
intentions. (RO, p. 37)

Similarly, biologists characterize organisms as spontaneous orders
(even if this idea is controversial in some segments of the larger
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culture). Hayek’s larger point in noticing that some spontaneous
orders are not well understood is that if we think that the social
order, which really is necessary, can only arise as the result of the
deliberate planning of some person or persons, then we invite
authoritarianism. He sees our tendency to ascribe deliberate plan-
ning to all orders as a lapse of critical reasoning, one with pernicious
consequences.

Clearly, one aspect of society that is necessary to facilitate coop-
eration, and social living generally, is the law. Laws help create
stable expectations for the conduct of others, and can serve as guides
to one’s own conduct. What kind of order is law? Hayek argues that
the kosmos/taxis distinction applies to the law as well. Some laws,
to be sure, are the deliberate makings of a person or group of people,
the product of human design. Hayek calls this “legislation,” and
distinguishes it from law. Legislation, Hayek says, is the deliberate
making of law, but he argues that law is older than legislation, and
that there is also a “grown” law which we need to consider.

What is law? One sense of “law” is “enforced rules of conduct,”
which, Hayek notes, “is undoubtedly coeval with society; only the
observance of common rules makes the peaceful existence of indi-
viduals in society possible” (RO, p. 72). But whereas legislation is
made law, “grown law” is law that is itself a spontaneous order. Law
can be understood as a spontaneous order when it is the result of the
evolved mechanisms for resolving disputes and enabling the peaceful
coexistence of the members of a given community. Hayek argues not
only that it is a pernicious threat to the freedom of a people to assume
that law must be a taxis, but also that this assumption is factually
mistaken. Many aspects of today’s legal order are the result of delib-
erate planning, but many others are the result of no one’s design.
Custom and precedent may yield stable practices and rules, and
would thus be kosmos — an order that is the result of human action,
but not of human planning. Different societies develop differently,
even within a single continent like Europe, but Hayek argues that all
societies show some kosmos, even in their law.

THE COMMON LAW

The clearest example, according to Hayek, is the English common
law. The common law is overtly an enshrining of evolved practices
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which enable peaceable dispute resolution, and not the product of
legislation or deliberate planning. In what ways is the common law
a kosmos? Rules of law arise through repeated human interaction.
Patterns, and expectations of adherence to patterns, emerge. Juries
are asked to apply the commonly accepted rules for settling disputes
which, in principle anyway, embody the general consensus about
what is fair as revealed in actual practice. Judges are expected to
follow precedent when applying principles in their rulings. Hayek
speaks of “judge-made law” as something different from legislation:
his point is that judicial rulings only have the force of law because it
is part of the common law tradition to respect them. Judges them-
selves, unlike executives, cannot enforce their rulings. While the
explicit enforcing is performed by some delegated agent of the people
(such as the police), in more general terms it is the tradition itself
which is facilitating the enforcement. As Arthur Hogue points out,
“The doctrine of stare decisis, or the practice of looking to precedents
while formulating a legal procedure . .. assumes that court decisions
have been reasonable” (Hogue [1966] 1985, p. 9). (Where made law,
legislation, is at odds with either common law traditions or com-
munity sensibility, executive enforcement can of course take the
place of tradition.) The common law is both stable and vital; that
is, it contains elements that carry on across time, enabling people to
have reasonable expectations about the future, and also elements
that enable the procedures and policies to adapt to changing times.
Without being the product of any intentional design, it nevertheless
comes into being (“spontaneously”) and produces order.

John Hasnas has recently argued that Hayek confuses the concepts
“common law” and “customary law,” and that his failure to note the
distinction between them weakens his normative case (Hasnas 2004).
In particular, Hasnas says that Hayek confuses the judge-made “law”
which results from the presumption of respect for judicial decisions
(common law), with the true bottom-up evolved praxis by which
communities arrive at dispute-resolving or rights-respecting mecha-
nisms (customary law). This confusion is harmful, in Hasnas’ view,
because it makes it difficult for Hayek to make a coherent positive
argument for the “law of liberty”; specifically, Hasnas says it’s a
mistake to think that “neutral, objective rules of just conduct” will
spontaneously evolve through the common law process, since the
judges may very well act in such a way as to enshrine their biases or
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class interests or the like, just as legislators do. Indeed, stare decisis
is not historically a part of the customary law — Hasnas notes that
stare decisis as a formal rule is less than 200 years old — but the
general point Hayek is making about the emergence of patterns in
legal decision making is nevertheless a sound one. Hasnas is, as far as
I can tell, correct in making the distinction Hayek fails to make, and
he may be correct also in concluding that this oversight on Hayek’s
part weakens the overall argument Hayek wants to develop in Law,
Legislation, and Liberty. He is, in a sense, arguing for a more
Hayekian position than Hayek himself did — a truer understanding
of the evolutionary nature of bottom-up law. But the English com-
mon law is intended merely as an example of what Hayek means by
grown law, so we can acknowledge Hasnas’ scholarly criticism while
still finding value in the particular distinction Hayek himself wanted
to make.

LAW AND LIBERTY

The sort of law that evolves, a “grown” law which is a spontaneous
order, is what Hayek calls nomos, or the law of liberty: that is, the
sort of law which is most conducive to the values of a liberal society.
Nomos allows for stability of expectations, yet is fluid, adaptable,
and, almost tautologically, acceptable to the members of a society.
But Hayek argues that it is a mistake to conflate nomos with what he
calls thesis, the law of legislation. The latter is made by design. Note
that Hayek is not merely critical of legislation with an ill-intentioned
design. His point is that the very mechanism of top-down imposed
law will have a tendency to be antithetical to liberty. The obvious
dimension of this is overtly coercive tyranny. But even democratic
thesis can be antithetical to liberty, just because it is top-down.
According to Hayek, the law of legislation is necessarily less
fluid and less vital, and since by definition it is not grown, it will
be less compatible with liberal principles. Legislators necessarily
lack all the information necessary to accomplish their ostensible
goal. While the judge’s function in a grown law setting is constrained
by the evolved rules, the legislator not only can overreach, but is
virtually sure to do so. Invoking an observation he had previously
made in the economic context,’ Hayek notes in this context that
even well-intentioned legislators will fail to make good laws, as they
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lack the requisite knowledge of all relevant concrete circumstances.
In other words, the knowledge-problem argument against central
planning of a nation’s economy is also Hayek’s argument against
the idea that law must come from legislation. Thesis may be right
or wrong, but in either case it will surely be incomplete, due to the
lack of knowledge — an inevitable hazard of what Hayek refers to as
“maive” constructivism. Nomos, on the other hand, is more likely to
be a discovery — “either in the sense that they [grown laws] merely
articulate already observed practices or in the sense that they are
found to be required complements of the already established rules if
the order which rests on them is to operate smoothly and efficiently”
(RO, p. 123). They will thus be, in some sense, part of the natural world,
the kosmos, as opposed to the inventions of the mind of the legislator.

More significantly, though, the evolved law of nomos, the bottom-
up law, is the law which actually allows people to coordinate their
actions, to successfully engage in cooperative enterprises and form
stable expectations of the behavior of others. This is what is truly
needed by any society. Hayek regards this nomos as the law of liberty
precisely because it is the kind of law that is most consistent with
respect for liberty. It does not coerce, since it is an embodiment of
established norms, and, perhaps more importantly, because it is not
the product of human design. Hayek argues in The Constitution
of Liberty that coercion occurs “when one man’s actions are made
to serve another man’s will, not for his own but for the other’s
purpose ... Coercion implies both the threat of inflicting harm and
the intention thereby to bring about certain conduct” (CL, p. 133).
Why is this bad? The coerced person, Hayek says,

is not altogether deprived of the use of his capacities; but he is deprived of the
possibility of using his knowledge for his own aims . .. Most human aims can
be achieved only by a chain of connected actions, decided upon as a coherent
whole ... Itis because, and insofar as, we can predict events, or at least know
probabilities, that we can achieve anything . .. [I]f the facts which determine
our plans are under the sole control of another, our actions will be similarly
controlled ... Though the coerced will still do the best he can for himself at
any given moment, the only comprehensive design that his actions fit into is
that of another mind. (CL, p. 134)

Thus Hayek is objecting not only to the morally problematic features
of the control, but to its negative practical consequences as well.
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Thesis, the top-down imposed law, is coercive in just this sense, even
when well intentioned, but nomos, even when incomplete, is not
coercive, as there is no coercer.

It is fair to note that Hayek’s understanding of coercion is not
without its critics, even among those generally sympathetic to his
general project and values. Ronald Hamowy, for example, has argued
that by defining “coercion” without reference to a theory of rights,
Hayek is (inadvertently) saddled with a subjective theory on which
virtually anything might be said to qualify — or not (Hamowy 1978).
But even with a more rigorous definition of coercion, it would never-
theless be true that thesis is coercive in a more thoroughgoing way
than nomos.

LAW AND LEGISLATION

The general superiority of grown law does not mean, however, that
legislation can be done away with entirely. The grown law may
occasionally require “correction” by legislation. Hayek says that
one reason for this is that “the process of judicial development of
law ... may prove too slow to bring about the desirable rapid adap-
tation of the law to wholly new circumstances” (RO, p. 88). A more
important reason, he says, is that it is both “difficult” and “undesir-
able” for “judicial decisions to reverse a development, which has
already taken place and then is seen to have undesirable consequen-
ces or to be downright wrong” (RO, p. 88). It is difficult, of course,
because there would be no rule or precedent in place which would
allow a judge to do this without its being transparently contrary
to the common law tradition, and undesirable in the sense that it
would violate the function of judges in a common law system for
them to act in such a manner. But Hayek seems to have in mind
here, as a sort of example in which there nevertheless would be a
clear case for “correction,” something perhaps like the recent Kelo v.
New London decision,” in which precedent following by the judicial
branch led to a clear erosion of property rights. In such a case,
legislation could be an appropriate corrective measure. This presup-
poses, of course, that the legislative body shares Hayek’s concern
for the utility of property rights and would be interested in the
codification of such values in the first place. But he thinks that
a government with limited powers, in a society which does take
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liberty seriously, would be a reasonably reliable mechanism for
these “corrections.”

One critical question that arises is whether Hayek can make the
distinction between good thesis and bad thesis in a principled way.
The natural tension between his advocacy of both grown law and
(some) made law requires some principle of resolution. The osten-
sibly corrective legislation comes from a ruling body which may well
be more interested in enhancing its own power than in the liberty of
the citizens. One way Hayek’s theory might address this tension
would be to emphasize the idea of constitutional limits on the
scope of legislation. This seems to be the point underlying his anal-
ysis of the American constitution in The Constitution of Liberty:
“The constitution [of the United States] was thus conceived as a
protection of the people against all arbitrary action, on the part of
the legislative as well as the other branches of government” (CL,
p. 178). Hayek further notes that the constitution thus restricts both
the methods and the aims of the legislature. On a strong reading of
this theory of constitutionalism, the “corrective” legislation could,
in principle, be limited to that conducive to individual liberty.

That there is a limited but valuable role for thesis is relevant to
Hayek’s distinction between what he calls “private law” and “public
law.” Immediately upon introducing these categories, he acknowl-
edges that the labels are potentially misleading: he stipulates that the
distinction does not entail that “private law serves only the welfare
of particular individuals and only the public law the general welfare”
(RO, p. 132). Rather, he intends “private law” to be understood as that
part of the law concerned with rules of just conduct and “public law”
as that part of law concerned with rules of organization. The sponta-
neous order that generates most social institutions will provide the
bulk of these rules, but for preservation of the peace there may be a
need for legislated institutions, and these will require legislated
organization. Hence, “the public law as the law of the organization
of government requires those to whom it applies to serve deliberately
the public interest, while the private law allows individuals to pur-
sue their respective individual ends and merely aims at so confining
individual action that they will in the result serve the general inter-
est” (RO, p. 133). Note the similarity between the latter idea and
Smith’s description of the invisible hand: by restricting individual
conduct to non-coercive activities, mutual respect and cooperation
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are facilitated, even though no one intentionally directs the cooper-
ation. Hayek notes that “it is an error to believe that only actions
which deliberately aim at common purposes serve common needs”
(RO, p. 132). What Hayek is here calling public law is well suited to
thesis, whereas what he is calling private law will best be served by
nomos, subject to the correction mechanism of occasional legisla-
tion. The public law, he says, might be better described as the regu-
lations or bylaws of the government, so that it does not function in
the same way as the laws which are intended to restrain individual
conduct. However, it is easy to confuse the two, letting thesis sub-
stitute for nomos in a coercive way. Hayek argues that one conse-
quence of this confusion has been the rise of legal positivism in
jurisprudence, according to which all laws properly enacted by thesis
are presumptively legitimate, regardless of their impact on liberty.
Another consequence is the strengthening of “the socialist and total-
itarian ideologies implicit in” positivism (RO, p. 134), because, again,
thesis reflects primarily the interests of the sovereign or ruling class.

To forestall this confusion and the attendant pernicious conse-
quences, Hayek recommends a constitutional regime in which
“social legislation” is strictly limited. What he is especially con-
cerned about is not legislation which serves some social purpose,
such as providing for the police function, but rather legislation the
aim of which is “to direct private activity towards particular ends and
to the benefit of particular groups” (RO, p. 142), which would first of
all substitute thesis for nomos, and would second of all be necessa-
rily coercive. In such cases, he says, what we see is a “gradual trans-
formation of the purpose-independent rules of just conduct (or the
rules of private law) into purpose-dependent rules of organization (or
rules of public law) . .. [making it] necessary for governments to treat
the citizen and his property as an object of administration” (RO,
p. 142). This erosion results not only in an actual decline in liberty,
but also in a decline in the society’s understanding of liberty. If we
are attentive to these distinctions, though, then in Hayek’s view we
can establish constitutionally limited thesis while letting nomos
provide the means for peaceably coordinating our conduct. It is this
understanding of the nature and structure of law which he thinks
will best serve human freedom, and thus human needs, and prevent
us from traveling down the “road to serfdom” he spent his career
warning us against.’
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NOTES

For example, in Hayek [1944] 1962 or Hayek [1945] 1948.

A controversial U.S. Supreme Court decision in which it was ruled that
the Takings Clause of the Fifth Amendment to the U.S. Constitution
permits the transfer of land from one private owner to another in the
interests of fostering economic redevelopment.

I am grateful to Ed Feser for his helpful suggestions on this essay.
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10 Hayek and liberalism

In particular you should not assume that in times of crisis
exceptions should be made to principles

- F. A. Hayek, “The Rediscovery of Freedom”

F. A. Hayek occupies a peculiar place in the history of twentieth-
century liberalism. His influence has, in many respects, been enor-
mous. The Road to Serfdom, his first political work, not only
attracted popular attention in the west but also circulated widely
(in samizdat form) in the intellectual underground of Eastern Europe
during the years between the end of the war and the revolutions of
1989. His critique of central planning has been thoroughly vindi-
cated, if not by the demise of communist economic systems, then
at least by the recognition by socialists of many stripes of the
importance of market processes.” Books and articles on his thought
continue to appear and there is plenty of evidence that his ideas are
widely discussed in Europe, South America, and even in the United
States. Hayek’s political influence has been no less remarkable.
He persuaded Antony Fisher to abandon his plans for a political
career and to devote himself instead to establishing an organiza-
tion for the dissemination of classical liberal ideas. The Institute of
Economic Affairs founded by Fisher not only played an important role
in changing the policymaking climate in Britain but also became the
model for many classical liberal “think-tanks” around the world. But
Hayek also influenced political leaders and activists more directly
through his writings and public speeches,” and also through personal
correspondence. By any reasonable standard, Hayek has been a signi-
ficant public intellectual whose influence has roamed across the
disciplines of social science into the realms of public policy.

182
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Yet in spite of all this, Hayek is also a figure who has gone unrecog-
nized by most contemporary political theorists as a contributor to
liberal thought — or indeed to political thought — in the twentieth
century. His work has not attracted commentary of the quality
or quantity of that elicited by the work of John Rawls. One is
unlikely to see university courses on Hayek’s political thought and,
as likely as not, his name will fail to appear in books and papers
discussing issues in liberal political theory. In the academic main-
stream of contemporary political theory, Hayek is a marginal figure.
In Rawls’ work, including Political Liberalism (Rawls 1993), Hayek
does not rate a mention; nor are Hayek’s ideas and concerns
addressed in any of the major critiques of liberalism which have
appeared over the last three decades.?

All this raises a number of questions about Hayek and modern
liberalism. Why has Hayek not been taken more seriously by modern
liberals or by their critics? Is Hayek in fact an important figure in
twentieth-century liberalism and, if he is, what has been his contri-
bution? What, in the end, is Hayek’s liberal legacy? My purpose here
is to show that Hayek has something important to contribute to
liberal thought in the twentieth century. To do this I begin, in the
first section, with a brief account of the fundamental tenets of
Hayek’s liberalism. I then turn, in the second section, to explain
how Hayek came to this liberalism and how the genesis of Hayek’s
commitment to liberal ideals shaped the development of his political
thinking. The third section examines modern liberal theory more
broadly conceived and tries to explain what have been its primary
concerns (and presuppositions), particularly since the work of John
Rawls. This should afford us a firm base from which to look at why
Hayek and contemporary liberal theory have failed to engage one
another. From here I shall turn, in the fifth section, to broach more
directly the question of what Hayek has to offer.

HAYEK’S LIBERALISM

Hayek’s liberalism is best understood as a response to socialism. The
distinctive feature of socialism, in his understanding, is its aspiration
to organize society in accordance with some common purpose. What
he finds implausible about the socialist ideal is the thought that
attempts at such organization will achieve their purported goals.
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What he finds objectionable about socialism is that it is incompatible
with individual freedom as he understands it.

Implicit in all this are two assumptions, which Hayek has tried to
bring out explicitly in his social and political philosophy. First, order
is possible without design or central command. Hayek, more than
any other thinker in this century (with the possible exception of
Ludwig von Mises), attempted to show the feasibility of a social
order understood as a means-connected system without a common
hierarchy of ultimate ends.* Indeed, Hayek has gone further, arguing
that demands for conscious control or direction of social processes
can never be met and that attempts to gain control or to direct social
development can only result in the loss of liberty and, ultimately, in
the destruction of civilizations. In some respects, Hayek’s theory
here is not especially novel: he offers an account of invisible-hand
processes which Mandeville, Hume, and Adam Smith had identified
as crucial to the understanding of social order as the undesigned
product of human interaction. Hayek’s distinctive contribution is
his account of social institutions and rules of conduct as bearers of
knowledge. Society may profitably be viewed as a network of practi-
ces and traditions of behavior that convey information guiding indi-
vidual conduct. These institutions not only facilitate the matching
of means with established ends, but also stimulate the discovery of
human ends. Hayek’s argument is that it is vital that society not be
brought under the governance of a single conception of the ends of
life which is held to subsume all the various purposes human beings
pursue, for this can only stifle the transmission and growth of
knowledge.

The second assumption underlying Hayek’s political philosophy
is that individual freedom is not to be understood in terms of man’s
capacity to control his circumstances, nor in terms of collective self-
government. Rather, freedom obtains when the individual enjoys a
protected sphere or domain within which others may not interfere,
and he may engage in his separate pursuits in accordance with his
OWN purposes.

This liberalism stands in clear contrast to the socialism of Karl
Marx. For Marx, human freedom would only be achieved when man
gained control of those social forces which, as products of his own
creation, had worked to dominate and control him. Alienation would
be overcome, and freedom achieved, only when the autonomous life
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of social objects and forces was destroyed. This would be accom-
plished under socialism, when we would see the conscious, purpo-
sive ordering of production by the producers. As Marx put it in
Capital, “the life process of society, which is based on the process
of material production, does not strip off its mystical veil until it is
treated as production by freely associated men, and is consciously
regulated by them in accordance with a settled plan.”” Hayek’s lib-
eralism suggests that this hope is delusory. Man will never acquire
the capacity to control or redesign society because of the limited
powers of human reason. The fact that no single mind can know
more than a fraction of what is known to all individual minds sets
limits to the extent to which conscious direction can improve upon
the results of unconscious social processes. Liberalism as a social
philosophy, in Hayek’s conception, rests on this understanding of
the “spontaneous” character of social processes. Any answer to the
question of what are the best social and political arrangements for
human beings must be based on this understanding. The answer that
Hayek gives is that human relations should be governed by arrange-
ments which preserve liberty, with liberty understood as “independ-
ence of the arbitrary will of another.”® More precisely, Hayek argues
that a liberal society is one governed by the rule of law, and that
justice is served only if the law operates to delimit the scope of
individual freedom. In short, liberalism upholds the idea of a free
society in which individual conduct is regulated by rules of justice so
that each may pursue his own ends or purposes in peace.

The ideal of equality has a place in this scheme of things only
insofar as Hayek concedes that “The great aim of the struggle for
liberty has been equality before the law.”” Individual differences
provide no reason for the government to treat them differently:
“people should be treated alike in spite of the fact that they are
different.”® What has to be recognized, however, is that this cannot
but lead to inequality in the actual positions people occupy. The
equality before the law which freedom requires leads to material
inequality. Hayek’s argument is that “though where the state must
use coercion for other reasons, it should treat all people alike, the
desire of making people more alike in their condition cannot be
accepted in a free society as a justification for further and discrim-
inatory coercion.”® His objection is not to equality as such, but to all
attempts to impose upon society a chosen pattern of distribution.
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The objection to institutions for the distribution of goods accord-
ing to merit is of a similar nature. If the principle of reward according
to merit were to be accepted as the just foundation for the distribu-
tion of incomes, for example, we would end up with attempts to
control remuneration that would, in their turn, create the necessity
for even more controls on human activity.”* “This would produce a
kind of society which in all essential respects would be the opposite
of a free society — a society in which authority decided what the
individual was to do and how he was to do it.”"

The fear of this outcome is also the basis for rejecting demands for
equal distribution based on the contention that membership in a
particular community or nation entitles the individual to a particular
material standard that is determined by the general wealth of the
group to which he belongs. Membership of some national commun-
ity does not, in Hayek’s liberalism, confer rights or entitlements to
any sort of share of national wealth. “The recognition of such claims
on a national scale would in fact only create a kind of collective (but
not less exclusive) property right in the resources of the nation that
could not be justified on the same grounds as individual property.”*
Moreover, the result of such recognition would be that, “Rather than
admit people to the advantages that living in their country offers, a
nation will prefer to keep them out altogether.””

The liberal ideal, in Hayek’s conception, has no room for such
nationalist sentiments. On the contrary, it must resist them. Indeed,
it is a characteristic of the liberalism Hayek upholds, and which he
describes as “liberalism in the English sense,” that it is “generally
opposed to centralization, to nationalism and to socialism.”™

There is, of course, more to Hayek’s liberalism than this brief
outline reveals. To understand the character of this liberal philoso-
phy more fully, however, requires a deeper investigation not only of
its tenets but also of its origins.

THE GENESIS OF HAYEK’S LIBERAL COMMITMENTS

A little has now been written about the intellectual origins of
Hayek’s ideas. Hayek himself has discussed his indebtedness to ear-
lier economists of the Austrian School — including, most famously,
Ludwig von Mises, Friedrich von Wieser, and Carl Menger.” And
Jeremy Shearmur has investigated aspects of Hayek’s intellectual
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background in a number of papers, as well as in his study of Hayek’s
thought.” We also have two popular biographies of Hayek by Alan
Ebenstein, as well as Bruce Caldwell’s magisterial study of the ori-
gins and development of Hayek’s economic thinking."” Yet to under-
stand Hayek’s liberalism, it is important to understand not only its
origins in the world of European ideas, but also its genesis in Hayek’s
life and, more particularly, in his practical concerns.

Hayek’s first major political work, The Road to Serfdom, was not
published until 1944. By this time Hayek, having turned forty-five,
was an established scholar, a Fellow of the British Academy, and an
economist whose reputation had rivaled that of Keynes. We need to
ask what it was that prompted an economist whose original interests
lay in trade-cycle research to turn his attention to political theory —
and, indeed, to devote himself to political theory for the next forty-
five years.

An important part of the answer to this question is that it was not
his theoretical preoccupations that led him to his political writings
but his practical ones. In the 1930s, observing the Nazis’ seizure of
power, Hayek clearly became increasingly concerned about political
developments in Europe. In his own terms, he saw “civilization”
coming under threat from two significant forces: nationalism and
totalitarianism. The danger lay not merely in the victory of a parti-
cular political party but in the victory of ideas which had the capacity
to undermine European civilization. By the time war erupted in
September 1939, Hayek had some clearly formulated views about
the nature of the problem, and about how it had to be confronted.
Addressing the problem was something that dominated Hayek’s
intellectual and political energies for the next twenty years — up
until the publication in 1960 of The Constitution of Liberty.

The problem, as Hayek perceived it, was how to combat the ideas
that provided the basis for totalitarian institutions. The answer, he
thought, would have to involve at once subjecting those ideas to
sustained criticism, and developing and promoting the liberal alter-
native. It is very important to note here two things: first, Hayek did
not see this as essentially or primarily a philosophical task, but
rather as an intellectual task which required the contribution not
only of philosophers but also of economists and other social scien-
tists, as well as (perhaps most importantly) historians. Second,
Hayek believed quite firmly that for this task to meet with success
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it was necessary that the battle of ideas be engaged not merely in
academia but in the broader public realm.

These points come out very clearly in some correspondence
between Hayek and the British Broadcasting Service less than a
week after the declaration of war following the German invasion of
Poland. On September 9, 1939 Hayek wrote to Mr. F. W. Ogilvie of the
BBC offering to help with its propaganda broadcasts into Germany.”
Enclosed was an additional memorandum (dated September 1939)
entitled “Some Notes on Propaganda in Germany.”” Hayek also
wrote to the Director General of the Ministry of Information,
again enclosing his memorandum on propaganda in Germany, and
to the Minister of Information, Lord Macmillan,* offering his serv-
ices as a propagandist.

The advice Hayek offered in his “Notes on Propaganda” is instruc-
tive. The purpose of the propaganda, he thought, should be to defend
and explain the principles of liberal democracy. To be effective it
would have to show how the principles that Great Britain and France
stood for were also those held dear by the great German poets and
thinkers. He also stressed that accuracy was vital: the German peo-
ple were largely ignorant of the more discreditable acts of the Nazi
regime and needed to be made aware of the facts in a sober, dispas-
sionate, and matter-of-fact way. That this process of “propaganda”
seemed too academic, he thought, did not matter. The important
thing to do was to tell the truth, to admit mistakes when they were
made, and to be sober and accurate in a way that Nazi propaganda
was not.*

Hayek’s advocacy has two interesting features. First, it is persis-
tent: indeed, he felt strongly enough about the problem to continue
the correspondence into 1940 (at one point warning that he would
continue to make a nuisance of himself until the BBC got it right!).
Second, it betrays a very strong conviction that for propaganda to be
effective it must be truthful and accurate. Thus in a letter to Ogilvie
on September 22, 1939 he expressed distress at hearing the current
anti-Nazi broadcasts, stressed again the need for propaganda telling
Germans what had been happening in Germany since 1933, and recom-
mended establishing a committee of British, German, and neutral
scholars to do this.”® When a Major Gifford wrote to Hayek saying
that the value of the creation of a commission would not be in
proportion to the size of the “machinery” needed to set it up, he
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responded that the only way to convince Germans was by presenting
not just examples of Nazi crimes but details, names, and overwhelm-
ing evidence — enough to persuade them of the terrible nature of the
regime.**

What is also revealing about this correspondence, however, is
Hayek’s practical interest in Germany and its fate. His concern
was not simply how propaganda might best be employed to sap
German morale and to weaken its capacity to sustain a war effort —
though that may well have been important. The problem for him
was how to strengthen the internal forces of German resistance to
Nazism. As the war wore on, and it became clear (at least to Hayek)
that Germany was going to be crushed, it became even more
important in his mind that something be done to recover and
restore German moral and intellectual life. However, Hayek’s con-
cern was not simply for Germany’s own well-being. The fate of
Germany was entangled with the fortunes of Europe, and Germany
could not be lost if Europe was to survive the war. This concern
was presented very clearly in a paper Hayek read to the Political
Society at King’s College, Cambridge University, on February 28,
1944. There he wrote:

Whether we shall be able to rebuild something like a common European
civilization after this war will be decided mainly by what happens in the
years immediately following it. It is possible that the events that will accom-
pany the collapse of Germany will cause such destruction as to remove
the whole of Central Europe for generations or perhaps permanently from
the orbit of European civilization. It seems unlikely that, if this happens, the
developments can be confined to Central Europe; and if the fate of Europe
should be to relapse into barbarism, though ultimately a new civilization
may emerge from it, it is not likely that this country would escape the
consequences. The future of England is tied up with the future of Europe,
and, whether we like it or not, the future of Europe will largely be decided by
what will happen in Germany. Our efforts at least must be directed towards
regaining Germany for those values on which European civilization was
built and which alone can form the basis from which we can move towards
the realization of the ideals which guide us.”

Hayek’s concern at this point was that certain moral ideals were in
danger of being lost, particularly in Germany, and that the effects of
this loss would be to push people into nationalist camps that would
provide harbor for totalitarian ideas. What was needed, he thought,
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was the reassertion and reestablishment of those moral ideas that
were antithetical to totalitarianism.

But it would not be enough to pursue this task in a single country.
In the case of Germany the problem was that Nazism had left behind
a “moral and intellectual desert” in which the “many oases, some
very fine, [were] almost completely isolated from each other.”*® The
absence of any common tradition — beyond opposition to the Nazis
and to communism - made it difficult for people of good will to
accomplish very much: “nothing will probably be more conspicuous
than the powerlessness of good intentions without the uniting ele-
ment of those common moral and political traditions which we take
for granted, but which in Germany a complete break of a dozen years
has destroyed, with a thoroughness which few people in this country
can imagine.”*” For this reason it was important that Germany be
brought back into the fold of European civilization, so that it might
draw upon the resources of that wider tradition. Isolation could have
disastrous consequences. (After the First World War, Hayek suggests,
“the expulsion of all Germans from several learned societies and
their exclusion from certain international scientific congresses was
among the strongest of the forces which drove many German schol-
ars into the nationalist camp.”)*®

Having made these points in an academic paper, however, Hayek
then took up the task of finding practical means of reintegrating
Germany into European cultural life. His Cambridge paper was
sent out to a number of academics and public figures,” seeking
comments on his proposals for the reintegration of Germany.
Moreover, he raised the idea of establishing an international society
to the furtherance of this end.

The difficulty of persuading others to join in such an endeavor at
the time should not be underestimated. Michael Polanyi, for example,
wrote back expressing his unwillingness to meet other Germans —
saying that he could forgive but not forget.”> And Hayek was well
aware of the suspicion with which Germany and Germans had come
to be regarded — as he makes clear in a review published in March
1945, “Is There a German nation?” The review begins: “Difficult as it
is for the ordinary man to believe that all he has heard of the Germans
can be true, it becomes almost impossible for those who have direct
acquaintance with a particular side of German life.”*' And once again
Hayek argued that most Germans approved of little in Hitler’s
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program but were taken in by appeals to nationalist sentiment, and
that the problem this has created can be remedied only by a concerted
effort on the part of Europeans to put “the common house in order.”**

Whatever the difficulties, Hayek set about trying to organize an
international society of liberal-minded intellectuals. He was able
eventually to raise the money to fund a meeting of sympathetic
scholars in April 1947 — a meeting that saw the founding of the
Mont Pelerin Society. But a great deal of Hayek’s energies between
the publication of The Road to Serfdom in 1944 and the formation of
the Mont Pélerin Society were spent working toward or arguing for the
reintegration of German scholarship — and particularly historical
scholarship - into the intellectual life of Europe.

Hayek’s writings and activities in this period covering the rise
and fall of Nazi Germany are important because they reveal how
much his efforts as a political theorist emerge out of the worries
and fears of an active public intellectual. Especially revealing is his
“Memorandum on the Proposed Foundation of an International
Academy for Political Philosophy tentatively called ‘The Acton-
Tocqueville Society.” ” Dated 1945, it sets out Hayek’s basic proposals
to bring German scholars and German cultural life back into the fold,
to fight “totalitarianism,” and to preserve the liberal tradition. The
tone of the memorandum is one of anxious urgency, as is made clear
in the opening paragraph:

In large parts of the European Continent the former common civilization
is in danger of immediate disintegration. In the rest of the Western World,
where it still seems secure, many of the basic values on which it is founded
are already threatened. Even among those who are aware of these dangers
there exists an uncertainty of aim and a lack of assured basic convictions
which makes their isolated endeavours to stem the tide largely ineffective.
The most sinister sign is a widespread fatalism, a readiness to treat as
inevitable tendencies that are merely the results of human decisions, and a
belief that our wishes can have no power to avert the fate which an inexorable
law of historical development has decreed for us. If we are not to drift into a
state which nobody wants, there is clearly urgent need for a common effort at
reconsideration of our moral and political values, a sorting out of those which
must in all circumstances be preserved and never sacrificed or endangered
for some other “advances,” and a deliberate effort to make people aware of
the values which they take for granted as the air they breathe and which
may yet be endangered if no deliberate effort is made to preserve them.”
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Throughout the memorandum Hayek expresses his concern that,
even after victory in war, the situation is precarious because total-
itarian ideas have gained a foothold and a mighty effort is still needed
to combat their influence. This comes out even more clearly in
a second memorandum, probably written in 1946, entitled “The
Prospects of Freedom.”** Here he quotes the words of “a great man
whom we have recently lost,” Lord Keynes, who had written of the
power of ideas, observing that “the world is ruled by little else,” and
that “it is ideas and not vested interests, which are dangerous for
good and evil.”* Hayek was entirely in agreement with Keynes on
this point, and this also helps account for his eagerness to get on with
the task of developing alternatives to totalitarian ideas — particularly
since there was always a lengthy “interval between the time when
ideas are given currency and the time when they govern action.”*¢
So it is out of his anxiety and fears about the future of Europe and
modern civilization, and a conviction that that future depended upon
the salvaging of a tradition of humane values whose vitality had been
sapped by war and the influence of totalitarianism, that Hayek’s
liberal social and political philosophy emerges. And this, I think,
accounts for a number of important and persistent features of his
thought. First, it accounts for Hayek’s repeated attempts to restate
the principles of liberalism rather than to offer a new liberal theory.
The Constitution of Liberty opens with the words: “If old truths
are to retain their hold on men’s minds, they must be restated
in the language and concepts of successive generations.” And
Law, Legislation, and Liberty is, in a similar vein, subtitled A New
Statement of the Liberal Principles of Justice and Political Economy.
In these, and other, works Hayek sees himself not as setting out to
devise a new theory of justice or social order de novo, but as seeking
to keep alive and refine a tradition of ideas of whose importance as a
bulwark against totalitarianism he was profoundly convinced. It is
his concern with the moral and spiritual® threat of totalitarianism
over and above any concern with abstract philosophical problems
of liberal theory that also shapes his attempt to draw, through
his restatements, as many sympathizers as possible into the liberal
camp. Thus, in his first “Memorandum on the Proposed Foundation
of an International Academy,” he asserts that although “Without
some ... common basis no fruitful discussion of the problems
with which we are concerned is possible, ... within these limits
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there ought to be room for many shades of opinion from, to mention
only two instances, some ‘liberal socialists’ at one end to some
‘liberal catholics’ on the other. The group should, in other words,
combine all people who are united in the opposition to totalitarian-
ism of any kind.”*® Hayek’s ambition has not been to redefine the
liberal tradition but to halt the drift of people away from it.*

Secondly, Hayek’s anxieties about totalitarianism help to account
for his interpretation of liberalism as an outlook at whose heart is a
refusal to seek to control or shape human development. The idea of
providing society with a “conscious” direction toward a particular
aim is what, in Hayek’s thinking, unites collectivist doctrines such
as fascism and communism which, in seeking to organize society,
refuse “to recognize autonomous spheres in which the ends of the
individuals are supreme”; and these doctrines are “totalitarian.”*°
Liberalism is, therefore, presented as a tradition that recognizes the
significance of human ignorance, and appreciates that civilization
is something which emerges without the help of a designing mind.
Indeed, Hayek tries to argue, particularly in The Constitution of
Liberty, that civilization’s creative powers depend upon social pro-
cesses not being brought within the control of human reason.*

Thirdly, Hayek’s concerns about the influence of totalitarianism
and the dangers facing European civilization account for the persis-
tent internationalist — and anti-nationalist — character of his liberal
thought. This is where Hayek’s thought is, perhaps, most distinctive
within — and out of step with — modern liberalism. Early on in his
assessment of the problem of totalitarianism Hayek decided that the
threat it posed could only be met by an international movement, and
that a relapse into national isolationism would be fatal for free
societies and give succor to collectivist forces. This is why he
asked, as early as 1939:

But now when nationalism and socialism have combined - not only in name -
into a powerful organization which threatens the liberal democracies, and
when, even within these democracies, the socialists are becoming steadily
more nationalist and the nationalists steadily more socialist, is it too much
to hope for a rebirth of real liberalism, true to its ideal of freedom and
internationalism. . .?#

But if these concerns are what have shaped Hayek’s thinking, they
are also what have kept him in important ways out of step with much
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of contemporary liberal thought. To understand why this has been
so, however, requires a closer look at recent developments in liberal
theory.

CONTEMPORARY LIBERAL THEORY

Liberal theory, over the past quarter-century, has been dominated by
the work of John Rawls. For the most part, political theorists have
approached liberalism by considering the problems, methods, and
conclusions developed by Rawls in A Theory of Justice. The litera-
ture reveals two major concerns among political philosophers. The
first is with the substantive question of the nature of the just regime,
which leads these writers to ask what is the proper role of govern-
ment, what rights individuals have, and how the benefits and bur-
dens of social life should be distributed. The second concern has been
with the procedural or methodological problem of justifying such
arrangements. The two concerns are not always easily distinguished,
however, since methodological strictures are often adopted because
they lead to certain substantive conclusions - or, at least, rule out
others.

The debates over these questions have focused for much of the
time on the issue of “neutrality.” Many have argued that neutrality is
fundamental to liberalism. Two kinds of claims have been asserted.
The first is that the liberal state must exemplify neutrality inasmuch
as its laws must not prefer any particular conception of the good life
as superior to others: the various conceptions of the good to be found
in a pluralist society must be accorded equal respect. “Liberalism
dictates official neutrality among the projects to which individuals
might come to commit themselves.”# The second claim is that the
principles governing a liberal polity must be principles chosen under
“neutral” conditions: they must be principles whose selection is not
determined by any particular conception of the good life, even
though the principles themselves will rule out some ways of life
(indeed, they would be pointless if they did not). Rawls’ original
theory is most readily interpreted in this way.

Yet many liberals have rejected neutrality as unattractive or phil-
osophically unpersuasive. William Galston, for example, has argued
that a coherent defense of liberalism requires a stonger commitment
to a particular, liberal, conception of the good life; and Stephen
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Macedo has tried to show that a liberal regime presupposes the
existence (and encourages the development) of distinctively liberal
virtues.** For the most part, however, criticisms of neutrality have
come from critics of liberalism, who see the idea of state neutrality as
neither attainable nor desirable, and procedural neutrality as philo-
sophically incoherent. These critics have challenged liberalism’s
fundamental assumptions, arguing that any plausible conception of
apolitical order cannot aspire merely to neutrality among competing
conceptions of the good life. A society, they insist, is more than an
association of individuals bound together by contractual ties; it is
a community that coheres because people share common practices
and beliefs. At some deep level, they suggest, people must share an
understanding of the character of the good life if they are to be able
to associate in human communities. Politics is not simply about
protecting or enforcing individual rights but about securing the
common good. And they emphasize that we cannot justify political
arrangements without referring to common purposes or ends.

This challenge from the so-called communitarian critics® of lib-
eralism has had a substantial impact on contemporary liberal theory.
It has persuaded some that, if liberalism is defensible, it can only be
so for existing liberal societies, which should endorse the practices
and values of their own traditions.*® To a significant extent it has also
persuaded Rawls to re-present his own theory of justice as a response
to certain important features of the modern world — notably, its
pluralism and its religious diversity. In Political Liberalism (Rawls
1993), the principles of justice as fairness are offered as the basis for
securing an “overlapping consensus” which would make for the
stability and social unity of a democratic regime.

In the discussions and debates over the basis and the content of
liberal theory, it would be fair to say, the dominant issues have
concerned the moral foundations of liberalism. Or, to put the matter
less grandly, liberal theorists have focused on the moral justification
for particular social entitlements and obligations of governments and
individuals within a democratic state. In all of this, a number of
presuppositions about the important concerns of theory ought to
be recognized. First, it is assumed that pluralism is a significant —
perhaps the most important — issue, since there are within a society
different conceptions of the good associated with different ways of
life or preferences. Second, it is assumed that the question of how to
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deal with pluralism is raised — and must be handled — within the
context of existing states, which are treated, for the purpose of argu-
ment, as closed societies. Indeed, the question posed is often: what
should the government do? Third, questions concerning the institu-
tional arrangements appropriate for a liberal society are not generally
approached. Rawls, for example explicitly set aside the question of
what kind of economic system was appropriate if society were to be
governed by his principles of justice. Issues of institutional design are
typically left out of consideration: questions about the structure of
authority and the mechanisms necessary for its operation and its
delimitation (for example, federalism, the division of legislative
and executive powers, independent associations within civil society)
are not discussed by Rawls, nor, for that matter, by most prominent
liberal writers.*

What all this amounts to is a liberal theory whose style and
preoccupations are a good way from Hayek’s method and indeed
from his very concerns. First, for Hayek the main problem confront-
ing the modern world was not diversity or pluralism but total-
itarianism. Diversity, far from being a problem, was potentially a
solution — provided the right institutions were in place. Secondly,
Hayek refused to theorize on the basis of a working assumption that
society was a closed system whose internal principles of justice
might usefully be specified before theory was extended into the
international realm. For Hayek, liberalism was not merely a univer-
salist creed but an internationalist one which did not recognize the
moral significance of national boundaries. Thus Hayek tries to
develop an account of liberalism as the tradition of the Open
Society. This is not to say that Hayek ignores the existence of
national boundaries; it is rather that his theory recognizes national
states not as presupposed by liberalism but as problems which liberal
theory must deal with. Thirdly, then, Hayek places great importance
on problems of social theory which liberalism must address if its
general concerns are to be met.

Seen in this light, it is not surprising that Hayek and contempo-
rary liberal theory have failed to engage or connect. This is a pity
because Hayek has more to offer than modern liberals have generally
recognized. We should turn then to look in more detail at what
Hayek has to say to appreciate better his contribution to modern
liberalism.
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HAYEK AND MODERN LIBERALISM

The motivation for Hayek’s efforts to defend liberal principles, as
we saw earlier, was a concern about the state of the postwar world.
Hayek’s fear was that the forces of nationalism and separatism
could still triumph, and destroy modern civilization. The only way
to combat these forces was with the ideas which were their antith-
esis: the universalist, egalitarian, and libertarian ideas of liberalism.

To espouse these ideas was to espouse the idea of an “abstract
order.” This point is especially important for Hayek, for he noted
very early that if moral values were to be shared across a wide range
of people, the scope for agreement on substantive questions would be
reduced. This, he argued in Law, Legislation, and Liberty, was one of
the reasons why liberal ideas were difficult to defend.

“The resistance against the new morals of the Open Society was
strengthened also by the realization that it not only indefinitely
enlarged the circle of other people in relation to whom one had to
obey moral rules, but that this extension of the scope of the moral
code necessarily brought with itself a reduction of its content.”* The
human craving would always be for a more personal, a more parti-
cularistic, morals. In Hayek’s terms, there is a fundamental conflict
between tribal morals and universal justice which has manifested
itself throughout history “in a recurrent clash between the sense of
loyalty and that of justice.”#

Nonetheless, the nature of the extended society as an abstract
order, Hayek thinks, has to be recognized. An abstract order is one
governed by abstract rules of just conduct. Abstract rules of just
conduct are so called because when they come into dispute the
issue is settled by appealing to other rules that share some abstract
features with the present issue. Disputes are thus settled without
any appeal to, or agreement about, the importance of the particular
aims pursued by the disputing parties.’ The persistent application of
abstract rules over time produces an abstract order which, as a whole,
serves no particular end, but which nevertheless facilitates the
peaceful pursuit of diverse ends. The nature of the extended society
as an abstract order has to be explicitly recognized, however, because
it must be understood that this order is not a community. The
abstract order is Hayek’s term to characterize what he otherwise
calls the Open Society or the Great Society. And his writings in
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general counsel against attempting to turn this kind of society into
a community in which substantive or concrete goals or purposes are
held in common. This would be a danger to liberty; worse, “all
attempts to model the Great Society on the image of the familiar
small group, or to turn it into a community by directing the individ-
uals towards common visible purposes, must produce a totalitarian
society.””"

There are two other related reasons why Hayek is so insistent in
his work on the importance of not closing the borders of the Open
Society to turn it into a community, and of not going down the path
of nationalism. The first has to do with Hayek’s views about the
growth of knowledge. The expansion and development of human
knowledge he thinks is generally stifled by attempts to control it or
direct it. The growth of knowledge is greatest when spontaneous
interaction among individuals and institutions to solve problems of
adaptation leads to solutions which were unforeseen and unex-
pected.”” The threat to this process comes from attempts to organize
the social process; and the greatest attempt — and threat — comes from
the state. “In the past, the spontaneous forces of growth, however
much restricted, could usually still assert themselves against the
organized coercion of the state.”” But the fear Hayek expresses is
that, with the development of the technological means of control
available to government, the balance of power may change. “We are
not far from the point where the deliberately organized forces of
society may destroy those spontaneous forces which have made
advance possible.”’* The restriction of human interaction within
the confines of state borders in the name of community is thus
something Hayek views with suspicion, if not alarm.

The second reason for Hayek’s insistence on the importance of
keeping open the Open Society and avoiding the nationalist road
has to do with his sympathy with Lord Acton’s views on nation-
alism and the state, and his hostility to John Stuart Mill’s. In his
Considerations of Representative Government Mill had argued that
“It is in general a necessary condition of free institutions that the
boundaries of government should coincide in the main with those of
nationalities.”” For Hayek, one of the problems with Mill was that he
had accepted more of nationalist doctrines than was compatible with
his liberal program. Acton, however, had seen more clearly that
liberty required diversity rather than uniformity — or even consensus.
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He had argued, rightly, that “the combination of different nations
in one State is as necessary a condition of civilized life as the combi-
nation of men in society,” and that “this diversity in the same State
is a firm barrier against the intention of the Government beyond
the political sphere which is common to all into the social depart-
ment which escapes legislation and is ruled by spontaneous laws.”s
Diversity was the bulwark of resistance to social organization.

But the question is: how does one deal with the fact that the state
exists, and exists in the context of other states? Boundaries have
been, and will continue to be, drawn. What does liberalism have to
say about this? In Hayek’s view it has a good deal to say; and what it
has to say is largely in defense of the idea of interstate federation.

“The idea of interstate federation as the consistent development of
the liberal point of view should be able to provide a new point d’appui
for all those liberals who have despaired of and deserted their creed
during the periods of wandering.”” So wrote Hayek in 1939, when he
was convinced that the rebirth of “real liberalism, true to the ideal of
freedom and internationalism” required the development of some
form of federal union of states. Hayek had a number of theoretical
arguments to advance in defense of this view; but his concerns were
also very much practical, particularly during the years surrounding
the war, and this is reflected in a number of writings of this period. It
is worth looking at both dimensions to understand why Hayek saw
liberal ideas as the great hope for European civilization, and why he
saw federalism as an integral part of them.

The clearest application of federalist ideas to the solution of prac-
tical problems is to be seen in Hayek’s assessment of what to do about
the problem of Germany, whose return to the fold of European civi-
lization, as we have already noted, he thought vitally important for
everyone. In an essay entitled “A Plan for the Future of Germany” he
suggested that there were three aspects to the long-term policy prob-
lem of guiding the Germans back: political, economic, and educational
or psychological.”® The political problem was largely one of directing
German ambitions away from the ideal of a highly centralized German
Reich unified for common action. But here there was a dilemma:

The direct method of breaking Germany into parts and prohibiting their
reunion would almost certainly fail in the long run. It would be the surest
way to reawaken the most violent nationalism and to make the creation of
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a reunified and centralized Germany the main ambition of all Germans. We
should be able to prevent this for some time. But in the long run no measure
will succeed which does not rest on the acquiescence of the Germans; and it
surely must be our fundamental maxim that any successful settlement must
have a chance of continuing when we are no longer ready to maintain it by
the continuous exercise of force.”

In Hayek’s view, there was only one solution to this dilemma. This
would involve, in the first instance, placing Germany’s common
central government under Allied control, but making clear to the
Germans that they could progressively escape this control by devel-
oping representative and democratic institutions on a smaller scale
in the individual states of which the Reich was composed. Over
time, however, all these states would, at varying rates, earn their
emancipation from direct Allied control and the Allied control
would become more and more like that of a “government of a feder-
ation or even of a confederation.”®® Moreover, Hayek thought, it
would be preferable if, upon emancipation, the German states had
the option of joining some other federation of European states that
was ready to receive them. In the course of time, he suggested, they
might become a part of a much more comprehensive European fed-
eration which included France and Italy.® The aim would be to so
“entangle” the states with their non-German neighbors that they
would become “far from anxious once again to merge their individ-
uality in a highly centralized Reich.”®> A policy of crucial importance
here is free trade. This is not for the economic benefits it would bring
but because giving the power of foreign trade to the states would give
them too much power over the economic system. And to retain a
common tariff system for the whole of Germany’s economic system
would build up a highly centralized and self-sufficient system -
which was precisely what had to be prevented.®

Whatever the merits or difficulties of Hayek’s practical proposals,
they do reveal some important general concerns, and a view about
the desirable course of liberalism. His most general concern was
undoubtedly the danger of the rebirth of a powerful totalitarian
state. The solution was to decentralize power through the develop-
ment of federal institutions. And he clearly thought that “an essen-
tially liberal economic regime [was] a necessary condition for the
success of any interstate federation.”®* But more importantly, he also
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thought, and argued explicitly, that the converse was no less true:
“the abrogation of national sovereignties and the creation of an
effective international order of law is a necessary complement and
the logical consummation of the liberal program.”®

These matters are addressed most directly by Hayek in his essay
on “The Economic Conditions of Interstate Federalism.” Here he
makes plain that the “main purpose of interstate federation is to
secure peace: to prevent war between the parts of the federation by
eliminating causes of friction between them and by providing effec-
tive machinery for the settlement of any disputes which may arise
between them and to prevent war between the federation and any
independent states by making the former so strong as to eliminate
any danger of attack from without.”®® To achieve this, federation had
to involve not only political but also economic union. The most
important reason for this was that economic seclusion or isolation
of any state within a union would produce a solidarity of interests
among the inhabitants of that state, and conflicts with the interests
of other states.

Economic frontiers create communities of interest on a regional basis and of
a most intimate character: they bring it about that all conflicts of interests
tend to become conflicts between the same groups of people, instead of
conflicts between groups of constantly varying composition, and that there
will in consequence be perpetual conflicts between the inhabitants of a state
as such instead of between the various individuals themselves arrayed,
sometimes with one group of people against another, and at other times on
another issue with the second group against the first.*”

The removal of economic barriers would do a great deal to reduce the
potential for conflict.

Political union and the abrogation of national sovereignty, on the
other hand, would work to reduce the scope of intervention in eco-
nomic activity. Planning or central direction of economic activity
presupposes the existence of common values, “and the degree to
which planning can be carried is limited to the extent to which
agreement on such a common scale of values can be obtained or
enforced.”®® Diversity within a federation, however, would militate
against the sharing of common substantive values to any extent that
would make extensive planning possible. And this would offer cer-
tain safeguards for individual freedom.

Cambridge Collections Online © Cambridge University Press, 2007



202 CHANDRAN KUKATHAS

All this is possible, however, only if there is widespread agreement
on some values. These are the values which lie at the core of liberal
political philosophy, and which include the respect for the idea of
individual freedom and an opposition to totalitarianism. Federation
would not be possible without some minimal level of acceptance of
these values. Indeed, it is questionable whether a voluntary federa-
tion of non-liberal states would be at all possible. For this reason it
was important not only to work to secure the conditions which made
consensus on substantive goals or ends on the national level less
likely, but also to secure widespread acceptance of the fundamental
principles of liberalism across all boundaries. This, of necessity,
meant presenting liberalism as an ideal that was in no way confined
in its outlook to the interests of nations or national groups. It would
be best to present it as what it was: a doctrine of individual liberty.

While the plausibility and consistency of Hayek’s arguments
ought not to be taken for granted — and important criticisms have
been made of a number of aspects of Hayek’s liberalism - it is, none-
theless, worth noting why they should be taken seriously and why
his work is deserving of closer study.®

Hayek’s liberalism repays examination, first, because it mounts
a comprehensive attempt to address a large range of complex and
interrelated problems in moral, social, and political theory. More
seriously than any other liberal thinker since Weber, he has grappled
with the difficulties confronting liberalism as a philosophical doc-
trine in a world in which ethical demands have often come into
conflict with economic and political reality. Hayek has certainly
addressed the ethical problems of liberty and justice; but he has
attempted to deal with them not as isolated philosophical problems
but in relation to issues of social and economic organization, and
problems of national and international political conflict. In this
respect his work presents an important challenge to contemporary
liberal theory, which has, for much of the past thirty years, been
locked in abstract discussions of liberalism’s moral foundations and
has neglected to relate these questions to institutional issues.

Secondly, Hayek’s views should be considered because, in address-
ing institutional questions, he has not made the mistake of confining
the problems of liberalism within national boundaries. The ques-
tion is not: what should a liberal democratic regime do? Nor is it:
what should be the institutions of a liberal democratic society?
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The question is: what are the appropriate institutions if the most
important liberal values are to survive? Fundamental discussion of
the nature, role, and authority of the state should be addressed from
this standpoint. Hayek has accurately perceived that, in the modern
world, moral, economic, and political systems do not —indeed, cannot —
exist in isolation. His social philosophy thus attempts to address
questions of moral, economic, and political theory in a way which
takes this fact as an important given. In some ways it might be said
that Hayek’s work as a political thinker and activist has been intended
to recover and strengthen the liberal tradition by building a coalition —
or an overlapping consensus — of ideas which might nourish it. That
consensus, however, was always, in his mind, an international con-
sensus since the traditions of liberalism were themselves fundamen-
tally not nationalist.

Finally, then, Hayek should be taken seriously because he has
correctly identified as the most serious problems confronting civili-
zation in the twentieth century the problems of nationalism and
totalitarianism. Even with the dereliction of European communism
at the end of the twentieth century, the problems which remain or
are reemerging in the shape of ethnic conflict, separatist national
movements, and regional trading blocs stem from practices and ideas
which the liberal tradition has consistently criticized: ideas hostile
to individualist, universalist, and egalitarian moral principles. While
thinkers like Hannah Arendt have also recognized the threat and
moral danger posed by totalitarianism, it is in Hayek’s work that we
have the most thorough attempt to understand the logic of its insti-
tutional alternative.

NOTES

1. See for example the work of David Miller (1989b) arguing for a form of
“market socialism.”

2. See for example Stockman 1986.

3. None of the so-called communitarian critics of liberalism have taken
Hayek to be an important target. An interesting exception is Crowley
(1987), although this work focuses on Hayek and Sidney and Beatrice
Webb, and argues (mistakenly, in my view) that they share premises
which compromise their different Iiberal theories.

4. Iborrow this phrasing from Larmore 1987, p. 107.
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Marx 1967, p. 8o.

Hayek 1960, p. 12.

Hayek 1960, p. 8s.

Hayek 1960, p. 86.

Hayek 1960, p. 87.

This is a point David Hume recognized in his Enquiries Concerning the
Principles of Morals, where he writes: “The most rigorous inquisition
too is requisite to watch every inequality on its first appearance; and the
most severe jurisdiction, to punish and redress it ... so much authority
must soon degenerate into tyranny, and be exerted with great partial-
ities” (1976, p. 194).

Hayek 1960, p. 100.

Hayek 1960, p. 101.

Hayek 1960, p. 101.

Hayek [1946] 1948, p. 28.

See Hayek 1992, part I, especially Hayek’s essays on “The Economics
of the 19208 as Seen from Vienna” and “The Austrian School of
Economics,” and also the essays on Carl Menger, Friedrich von Wieser,
Ludwig von Mises, and Ernst Mach.

See for example Shearmur 1986.

See Ebenstein 2001 and 2003; Caldwell 2004a.

Letter to Ogilvie is unpublished. It may be found in the Hoover Institution,
Stanford University, Hayek Archive, box 61, folder s.

Hoover Institution, Hayek Archive, box 61, folder 4.

Letter to Director General, Ministry of Information, September 9, 1939,
Hoover Institution, Hayek Archive, box 61, folder 5. Interestingly, Hayek
notes in this letter that the Austrian intelligentsia generally had, unfortu-
nately, been deluded by “Hitlerism” and could be of little help.

Letter to Macmillan, September 12, 1939, Hoover Institution, Hayek
Archive, box 61, folder s.

“Some Notes on Propaganda in Germany,” Hoover Institution, Hayek
Archive, box 61, folder 4.

Letter to Ogilvie, September 22, 1939, Hoover Institution, Hayek Archive,
box é1, folder 5. In another letter to Ogilvie sent on the same day Hayek
complained that BBC broadcasts were too mild — but argued against
violent and abusive broadcasts. Three weeks later, in a letter to Ogilvie
dated October 15, he noted the improvement in BBC propaganda broad-
casts, but argued that they could still be better. (For example, he argued
against using one of the voices which Germans might think sounded
Jewish.)

Letter to Major Gifford (Ministry of Information?), January 3, 1940,
Hoover Institution, Hayek Archive, box 61, folder s.
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Hayek 1992, p. 201.

Hayek 1992, p. 202.

Hayek 1992, p. 202.

Hayek 1992, p. 207.

These included David Mathias, G.N. Clark, E.K. Bramstedt, Denis
Brogan, F. M. Stenton, Ernest Barker, Charles Welsley, G.P. Gooch,
E.L. Woodward, Michael Polanyi, G.M. Trevelyan, and Herbert
Butterfield, all of whom replied with comments on Hayek’s paper.
Their letters may be found in the Hoover Institution, Hayek Archive,
box 61, folder 7.

Letter from Polanyi to Hayek, July 11, 1944, Hoover Institution, Hayek
Archive, box 61, folder 7.

In Hayek 1992, pp. 219—22, at p. 219. The review, first published in Time
and Tide, March 24, 1945, was of Edmond Vermeil’s Germany’s Three
Reichs.

Hayek 1992, pp. 221-22.

Unpublished memorandum dated August 1945, London School of
Economics, pp. 1-13, at p. 1. The MSS is held at the Hoover Institution,
Hayek Archive, box 61, folder 8. Marked “confidential,” the memorandum
was never published, although it was distributed among a number of
people sympathetic to Hayek’s efforts to form an international society.
In a letter to A. Hunold dated October 9, 1946, in which he was seeking
help with funding for his proposed international society, Hayek enclosed
copies of this and also his earlier memorandum for consideration. It may
be found in the Hoover Institution, Hayek Archive, box 61, folder 9.
Quoted in Hayek’s memorandum, “Prospects of Freedom,” at p. 2.
“Prospects of Freedom,” p. 3. Hayek continues: “It is usually a generation,
or even more, and that is one reason why on the one hand our present
thinking seems so powerless to influence events, and why on the other so
much well meant effort at political education and propaganda is mis-
spent, because it is almost invariably aimed at a short run effect.”

It may seem like an exaggeration to suggest that Hayek saw totalitari-
anism as a spiritual threat. Yet this is precisely what he suggests in a
two-page “Explanatory Memorandum” he wrote for an International
Liberal Conference at Wadham College, Oxford, April 9-14, 1947.
Noting the decline of liberalism, the progress of collectivist ideas, and
the tendency “towards national isolationism and away from the broader
conception of international cooperation,” Hayek remarked that the
causes of this were deep. They lie less in the actions of rulers than in
“a mass retreat from the spirit and tradition of liberalism which has been
the ruling force in European civilization since the Middle Ages. The
conception of the free individual living in a free society, and of free
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societies working together for their mutual good is being replaced by the
doctrine of the compulsory subordination of the individual to the group,
and the consequent disintegration of the world into antagonistic soci-
eties. Men and women are losing faith in the old doctrine of personal
freedom coupled with personal responsibility, and are giving up their
hard-won right of personal choice in favour of communal control ... The
crisis in human relationships is, therefore, largely a spiritual one, and is
less concerned with the activities of particular parties than with the
basic outlook on life of the average citizen.”

“Memorandum on the Proposed Foundation of an International
Academy,” pp. 7-8.

This was essentially Hayek’s response to Pierre Goodrich’s criticisms of
a draft of The Constitution of Liberty. In a letter to Goodrich dated April
4, 1959 Hayek wrote: “I don’t think it is considerations of political expe-
diency or possibility or any temporizing which make me draw the line at
apoint which admittedly still leaves much thatI dislike inside the range
of the permissible. The fact is that in my present state of thinking I
cannot yet state with any clarity a general criterion which would
exclude all that I dislike. I believe much would be gained and further
drift prevented if agreement among sensible people could be achieved on
the criteria which I suggest, even if in the long run they should not be
proven altogether sufficient.”

Hayek [1944] 1962, p. 42.

See especially ch. 2, “The Creative Powers of a Free Civilization.” Even
in 1946, in “Prospects of Freedom,” pp. 6-7, Hayek had lamented that
“The current interpretation of recent history as much as the very lan-
guage in which we now discuss public affairs are so much permeated
with the conception that nothing can be satisfactory unless it is ‘con-
sciously controlled’ by some super-mind, that even if we to-day defeated
all the schemes for government control of economic life existing or
proposed, we would to-morrow be faced by another crop, not less danger-
ous or harmful.”

From Hayek [1939] 1948, pp. 270-1.

Lomasky 1987, p. 167.

See Galston 1992 and Macedo 1990.

The literature of communitarianism is voluminous. For a useful survey
see Mulhall and Swift 1992.

See for example, John Gray, who has argued this in Gray 1989.

In Rawls 2001, Rawls does indicate that his theory is incompatible with
certain kinds of institutional arrangements, including both free market
capitalism and the welfare state; and that he is most sympathetic to the
idea of a property-owning democracy.
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Hayek 1976b, p. 146.

Hayek 1976b, p. 147. This idea is also a guiding theme of Hayek 1988.
Hayek 1976b, p. 15.
Hayek 1976b, p. 147.

This is the general line of argument of ch. 2 of The Constitution of
Liberty, “The Creative Powers of a Free Civilization.” It is arguably a
general theme of the entire work; at one point Hayek contemplated
using the title of ch. 2 as the title (and later as the subtitle) of the book.
Hayek 1960, p. 38.

Hayek 1960, p. 38.

Quoted in Hayek [1939] 1948, p. 270n.

Acton, in The History of Freedom and Other Essays, quoted in Hayek
[1939] 1948, p. 270n.

Hayek [1939] 1948, p. 271.

First published, with the subtitle “Decentralization Offers Some Basis
for Independence,” in the Saturday Review of Literature, June 23, 1945,
Pp. 7-9, 39—40; this reference to the reprinted essay in Hayek 1992,
pPp. 22336, at p. 223.

Hayek 1992, p. 225.

Hayek 1992, pp. 225—26.

Hayek 1992, p. 226.

N

Hayek 1992, p. 226.

Hayek 1992, p. 227. Compare Oakeshott’s observation: “But of all the
acquisitions of governmental power inherent in collectivism, that
which comes from its monopoly of foreign trade is, perhaps, the most
dangerous to liberty; for freedom of external trade is one of the most
effective safeguards a community may have against excessive power.
And just as the abolition of competition at home draws the government
into (and thus magnifies) every conflict, so collectivist trading abroad
involves the government in competitive commercial transactions and
increases the occasions and the severity of international disharmony.”
See Oakeshott 1991, . 400.

Hayek [1939] 1948, p. 269.

Hayek [1939] 1948, p. 269.

Hayek [1939] 1948, p. 255.

Hayek [1939] 1948, p. 257.

Hayek [1939] 1948, p. 264.

I have offered a detailed critique of Hayek’s political theory in Kukathas
1989; for a different, though no less critical, analysis, see Kley 1994.
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11 Hayek and conservatism

In the well-known postscript to The Constitution of Liberty, entitled
“Why I Am Not a Conservative,” Hayek states what he calls “the
decisive objection to any conservatism which deserves to be called
such,” which is “that by its very nature it cannot offer an alternative
to the direction in which we are moving ... The tug of war between
conservatives and progressives can only affect the speed, not the
direction, of contemporary developments.” He adds that while the
conservative “generally holds merely a mild and moderate version of
the prejudices of his time, the liberal today must more positively
oppose some of the basic conceptions which most conservatives
share with the socialists.”

At the time when those words were published — 1960 — they
expressed an understandable distrust of European conservative par-
ties, which seemedunable to offer an alternative vision to the collec-
tivism that had prevailed in Europe since the Second World War.
Hayek dedicated his book to “the unknown civilisation that is grow-
ing in America,” and he showed his impatience with the old elites
of Europe, whose principal concern, in Hayek’s eyes, was to rescue
from the jaws of the socialist machine as many of their privileges as
they could, but who had no adequate rival notion as to how we
should be governed. It is true that The Road to Serfdom, published
toward the end of the war as a warning against the collectivism that
had caused it, had been excitedly endorsed by conservatives and
proposed as their bible by Winston Churchill. But Hayek did not
believe that it had really changed the conservative agenda, and was
acutely aware, in any case, of the damage that it had done to his own
career in England, where the left establishment united to oppose this
continental outsider who knew nothing of the road to Wigan pier.

208
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Since that time, however, it has become increasingly apparent
that it is people called conservative who have endorsed the argu-
ments of the Constitution of Liberty, while those who campaign
under the “liberal” banner are usually the first to espouse the egali-
tarian values and statist politics that Hayek was attacking. Although
it is true that labels are less significant than the things they stand for,
it is nevertheless important to recognize that Hayek’s core argu-
ments and ideas belong to the conservative tradition, and that his
defence of freedom begins from premises, and arrives at conclusions,
which align him with Burke against Paine, de Maistre against Saint-
Simon, and Hegel against Marx. In this chapter, therefore, I will
defend the view of Hayek as a major theorist of conservatism,
while suggesting ways in which his philosophy is also open to
criticism from the conservative standpoint.

SPONTANEOUS ORDER AND EVOLUTIONARY
RATIONALITY

For Hayek, liberty is not the antithesis of order but a specific form
of it. He contrasts two kinds of order: the planned order - taxis — which
is dictated from above, usually by a government, and the “spontaneous
order” — kosmos — which arises from below, by the free interactions
of sovereign individuals. The inspiration for this contrast is Adam
Smith’s conception of the “invisible hand” - the process that gener-
ates, from our myriad intentional actions, a distribution of wealth,
power, and accountability that is no part of anyone’s intention. It is
Hayek’s firm belief that — while there are malign spontaneous orders,
such as the networks of corruption that arise under state bureauc-
racies — spontaneous orders survive if and because they are beneficial.
They may require correction at the margins; but they are also self-
correcting, since they adapt to changing circumstances in ways in
which no planned order is capable of doing. He even compares his
account of spontaneous order to the Darwinian theory of evolution,
making the interesting suggestion that the inevitable collapse of the
planned economy will come about, like the extinction of a species, from
the failure to adapt. Spontaneous orders, he argues, do not derive from a
rational plan; but they are rational in spite of this, and also because of it.
They exhibit “evolutionary rationality” — which consists not in a plan
but a process, whereby individual plans adapt to the plans of others.
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Hayek’s principal opponents try to undermine this defense of
spontaneity by developing theories of “market failure,” many of
which have their origins in the Marxist critique of “the crisis
of capitalism.” It is therefore often alleged that Hayek is proposing
the market as the root of social order, and so exposing himself to the
obvious criticism that long-standing institutions and moral ties are
vulnerable to “market erosion” as cheaper, less demanding, or more
exciting alternatives appear to replace them. However, the market
exists side by side and in competition with other spontaneous orders
in which value is not reducible to price. Thus, in volume 1 of Law,
Legislation and Liberty, Hayek defends the common law against
legislation, the first being a form of spontaneous order, the second
an attempt to organize society according to an overarching plan. He
defends ordinary morality against the “social justice” of the social-
ists, and recognizes the constraints that ordinary morality places
upon the market. His attack on egalitarianism is not based on any
defense of the market economy but on the belief that inequality is
the spontaneous outgrowth of peaceful exchange in every area of
human intercourse, and that the attempt to suppress inequality is
both bound to fail and also bound to threaten the collective accumu-
lation of socially useful knowledge. And although he sometimes
identifies himself as a “progressive,” Hayek recognizes tradition as
another form of spontaneous order, and a repository of knowledge
that cannot be contained in a single head.”

THE FREE MARKET

The Austrian defense of the market reached its culmination in the
“calculation debate,” initiated by Mises and Hayek in response to
socialist proposals for a centrally planned economy. The Austrian
response to these proposals turns on three crucial ideas. First, eco-
nomic activity depends upon knowledge of other people’s wants,
needs, and resources. Secondly, this knowledge is dispersed through-
out society and is not the property of any individual. Thirdly, in the
free exchange of goods and services, the price mechanism provides
access to this knowledge — not as a theoretical statement, but as a
signal to action. Prices in a free economy offer the solution to count-
less simultaneous equations mapping individual demand against
available supply. When prices are fixed by a central authority,
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however, they no longer provide an index either of the scarcity of a
resource or of the extent of others’ demand for it. The crucial piece of
economic knowledge, which exists in the free economy as a social
fact, has been destroyed. Hence when prices are fixed the economy
either breaks down, with queues, gluts, and shortages replacing the
spontaneous order of distribution, or is replaced by a black economy
in which things exchange at their real price — the price that people are
prepared to pay for them.? This result has been abundantly confirmed
by the experience of socialist economies; however, the argument
given in support of it is not empirical but a priori. It is based on
broad philosophical conceptions concerning socially generated and
socially dispersed information.

The important point in the argument is that the price of a com-
modity conveys reliable economic information only if the economy
is free. It is only in conditions of free exchange that the budgets of
individual consumers feed into the epistemic process, as one might
call it, which distils in the form of price the collective solution to
their shared economic problem — the problem of knowing what to
produce, and what to exchange for it. All attempts to interfere with
this process, by controlling either the supply or the price of a product,
will lead to a loss of economic knowledge. For that knowledge is not
contained in a plan, but only in the economic activity of free agents,
as they produce, market, and exchange their goods according to the
laws of supply and demand. The planned economy, which offers a
rational distribution in place of the “random” distribution of the
market, destroys the information on which the proper functioning
of an economy depends. It therefore undermines its own knowledge
base. It is a supreme example of a project that is supposedly rational
while being not rational at all, since it depends on knowledge that is
available only in conditions that it destroys.

One corollary of this argument is that economic knowledge, of the
kind contained in prices, lives in the system, is generated by the free
activity of countless rational choosers, and cannot be translated into
a set of propositions or fed as premises into some problem-solving
device. As the Austrians were possibly the first to realize, economic
activity displays the peculiar logic of collective action, when the
response of one person changes the information base of another.
Out of this recognition grew the science of game theory, developed
by von Neumann and Morgenstern as a first step toward an
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explanation of markets, but pursued today as a branch of mathe-
matics with applications (and misapplications) in every area of social
and political life.*

Hayek’s epistemic theory of the market does not claim that the
market is the only form of spontaneous order, nor that a free market
is sufficient to produce either economic coordination or social stabil-
ity. The theory asserts only that the price mechanism generates and
contains knowledge that is necessary to economic coordination.
Coordination can be defeated by business cycles, market failures,
and externalities, and is in any case dependent on other forms of
spontaneous order for its long-term survival. John O’Neill, defending
a mitigated socialism against Hayek’s advocacy of the free economy,
argues that the price mechanism does not communicate all the
information necessary to economic coordination, and that in any
case information is not enough.’ There are good conservative
reasons for agreeing with O’Neill’s claims; but they are reasons
that Hayek accepts. The market is held in place by other forms of
spontaneous order, not all of which are to be understood simply as
epistemic devices, but some of which — moral and legal traditions, for
example — create the kind of solidarity that markets, left to them-
selves, will erode.

COMMON LAW JUSTICE

This conservative aspect of Hayek’s argument is best understood
through the argument for common law justice that dominates vol-
ume 1 of Law, Legislation, and Liberty. “To modern man,” Hayek
argues, “the belief that all law governing human action is the product
of legislation appears so obvious that the contention that law is older
than law-making has almost the character of a paradox. Yet there can
be no doubt that law existed for ages before it occurred to man that he
could make or alter it.”® People cannot form a society and then give
themselves laws, as Rousseau had imagined. For the existence of law
is presupposed in the very project of living in society — or at least, in a
society of strangers. Law is real, though tacit, long before it is written
down, and it is for the judge to discover the law by examining social
conflicts and laying bare the shared assumptions that permit their
resolution. Law in its natural condition is therefore to be construed
on the model of the common law of England, which preceded the
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legislative powers of Parliament, and which for many centuries
looked upon Parliament not as a legislative body but as another
court of law, whose function was to resolve the questions that
could not be answered from a study of existing precedents.

Hayek says many true and interesting things about common law
justice, pointing out that written law and sovereign legislation are
latecomers to human society, and that both open the way to abuses
which, in the common law, are usually self-correcting.” The distinc-
tion between law and legislation has been tacitly recognized in many
European languages — diritto versus legge, droit versus loi, Recht
versus Gesetz, prdvo versus zdkon, and so on. Interestingly enough,
however, it has no such clear marker in English, even though English
law is nearly unique in preserving common law procedure. The
legislator sees law as a human artifact, created for a purpose, and
may endeavor to use law not merely to rectify injustices but also to
bring about a new social order, in conformity with some ideal or plan.
There is nothing to prevent such a legislator from passing laws that
fly in the face of justice, by granting privileges, confiscating assets,
and extinguishing deserts in the interests of some personal or polit-
ical agenda. One sign of this is the adoption of “social justice” in the
place of plain justice, as the goal of law. For Hayek, justice is an
attribute of human conduct, and the attempt — inherent in the con-
cept of “social” justice — to apply the concept to a state of affairs,
without any reference to the human actions that produced it, does
violence to our understanding of responsibility and choice. The goal
of the common law is not social engineering but justice in the proper
sense of the term, namely the punishment or rectification of unjust
actions. The judge, examining the specific case, attempts to find the
rule that will settle it. According to Hayek, such a rule is part of a
network of abstract rules, all of which are implicitly counted upon by
those who engage in free transactions. The judge rightly thinks of
himself as discovering the law, for the reason that there would be no
case tojudge had the existence of the relevant law not been implicitly
assumed by the parties.

Hayek’s theory of law, which is laid out with considerable erudi-
tion, has several distinct parts. For example, there is the notion of law
as implicit in human intercourse, and discovered in the act of judg-
ment. There is the idea of law as abstract rule. There is the theory
that the abstract rules discovered by the methods of common law

Cambridge Collections Online © Cambridge University Press, 2007



214 ROGER SCRUTON

judgment are the true rules of justice. And there is the criticism of
modern styles of legislation, which see law as a policy-enforcing
rather than justice-endorsing device. Clearly these ideas are inde-
pendent of one another, though they all connect to an underlying
conception of law as an essentially negative institution, concerned to
prevent and rectify wrongdoing rather than to build some new form
of social order.®

In the English system it is certainly true that the law is discovered,
rather than invented, by the judge.’ It is true too that the law is
formulated as a rule — the rule in Rylands v. Fletcher, for example,
which tells us that “the person who for his own purposes brings on
his lands and collects and keeps there anything likely to do mischief
if it escapes, must keep it in at his peril, and, if he does not do so, is
prima facie answerable for all the damage which is the natural con-
sequence of its escape.” But it is also true that a judge may find for
one of the parties, without formulating explicitly the rule that jus-
tifies his judgment: it may be a matter of controversy what the ratio
decidendi is, of a case that all agree to have been rightly decided. To
point to this interesting fact is not to criticize Hayek’s theory, but on
the contrary to provide further support for the idea that the law exists
prior to its judicial determination, and that the belief that this is so
both guides the judge and limits his ambitions. You cannot use the
common law procedures to change the nature of society, to redis-
tribute property that is justly held, to violate ordinary understand-
ings, or to upset longstanding expectations and natural relations of
trust. For the common law is the working out of the rules already
implicit in those things. It is a network woven by an invisible hand.

ABSTRACT AND INSTRUMENTAL RULES

Abstract rules, as Hayek calls them, govern conduct without specify-
ing some independent end to be achieved by it. In a way it is unfor-
tunate that Hayek chooses the term “abstract” in this context, since
it creates the erroneous impression that the common law is a system
of deductively related norms, which can be expressed in terms that
make no reference to the history and affections of a given human
community. Against that a conservative (at least a conservative of
my persuasion) would urge that the common law is, in contrast to
the civilian system, essentially concrete. Its ultimate authorities are
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embedded in the history and experience of a human community, and
although it aims to universalize its judgments, and so to achieve the
abstract form of law, it is inseparable from a given content, which
derives from conflicts within a shared historical experience. The
distinction here is, to be sure, a distinction of emphasis, but it con-
nects with a broader and deeper objection to Hayek’s method to
which I return below.

The important contrast for Hayek is not that between the abstract
and the concrete, but that between the abstract and the instrumental.
And his target here is both legal positivism, in the forms defended
by Bentham, Austin, and Kelsen, and the legislative systems that
have derived from it.”* For the positivists, law is not discovered but
made, and made for a purpose: hence they dismiss the common law
as “judge-made” law, implying that its force and validity are not
implicit in its origins but dependent on the legislative decision to
enforce it. However, when the English Parliament first began to turn
itself into a legislative institution it regarded law as an independent
and preexisting system, to which it was adding new rules by the same
process of discovery and adjustment that was exemplified by the
courts. The aim was to provide remedies to the victims of injustice,
and to emphasize the will of the sovereign to enforce and uphold the
law. Law was an independent domain, which appointed the sover-
eign and stood over him injudgment. Legislation was regarded as law
only if it derived from and harmonized with the thing rightly so
called, which was the body of precedents discovered in the courts.
Such was explicitly said by Lord Chief Justice Coke, and reaffirmed
by Blackstone in his commentaries. And such was assumed by the
English Court of Chancery, through which appeals were made to the
sovereign when the existing legal record seemed to provide no rem-
edy. Indeed, the existence of equity, and its ability even today to
qualify and marginalize the decisions of Parliament, testifies to the
deep commitment of English jurisdiction to the Hayekian view of
law as a system of negative side constraints.

The legal positivists reversed the old order of things. For them a
rule becomes law only if it is announced or confirmed as such by the
legislature. For Hayek, this theory is both mistaken and pernicious.
It confuses the abstract rules of a legal system with the instrumental
rules of a social engineer. It divorces law from the underlying
conception — that of justice and the rectification of injustice — on
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which it depends for its authority and its sense. And it places in the
hands of the legislature an indefinite authorization to issue com-
mands in every sphere of social life, and to compel general obedience
to them. Hitherto the judge had been guardian of the law, and the law
had been the shield that protected the subject from the arbitrary
misuse of power by compelling the sovereign to provide remedies
for injustice. The appropriation of law by the legislature was at the
same time an expropriation of the judicial power. And that is what
the positivists set out to justify. Hence “the evil of positivism is that
it made the guardians of the law unable to resist the advance of
arbitrary government.””" Hayek saw the rise of positivism as the
triumph of an anti-liberal view of sovereignty — the view that he
associated with Hobbes, according to which sovereignty is exercised
by a body that stands above the law, instead of being an attribute
vested in the law itself, arising by an “invisible hand” from the free
transactions of individuals.

Hayek’s attack on positivism and the legislative order should not
be understood merely as a further argument against the socialist
state. Although Hayek was deeply opposed to the idea of using the
law to enforce socialist redistribution, this was in part because he
was opposed to using the law to enforce any kind of social order,
other than the one already implicit in the law’s discoverable rules.
The law could be so used, of course, but only by ceasing to be an
exercise of justice and so ceasing to be law proprement dite.
Moreover, the instrumental use of law occurs in an epistemological
vacuum - a vacuum created by itself. By destroying the base of the
law in abstract rules of justice, instrumentalism renders the use of
the law profoundly unpredictable. Whatever the goal, be it social
equality, economic progress, the destruction of religion, or the elim-
ination of some “enemy within,” this goal will be fulfilled only
by accident, and as an unforeseeable consequence of actions that
destroy the ability either to predict or rationally to intend it.
Sometimes, it is true, Hayek writes as though law has a purpose,
and he quotes with approval Hume’s view that, while individual
laws and judgments cannot be evaluated in terms of their consequen-
ces, the law as a whole serves a beneficial function.”” But this thought
should be understood as an anthropologist might understand it. Law
has a social function; but it is not by appeal to this function that laws
or the judgments that flow from them are justified. For the function
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can be fulfilled only by those who treat laws as intrinsically valid,
and open to neither correction nor justification from the consequen-
tialist standpoint.

LAW AND PRACTICAL KNOWLEDGE

Hayek’s argument picks up thoughts that form the core vision of
a certain kind of very English conservatism. As Hayek frequently
observes in the footnotes to Law, Legislation, and Liberty, German
jurisprudence in the nineteenth and twentieth centuries had not
always made room for that English vision. One result of this could
be seen in Carl Schmitt’s frightening theory of sovereignty (he is
sovereign who “decides on the exception,” i.e. who takes power in
emergencies, in particular those emergencies created by himself).” It
can also be found in the view of German jurists in the thirties, such
as G. Radbruch, that the sovereign power can make any law it
pleases, so long as it is consistent in enforcing it. This positivist
view was endorsed by British socialists, in terms borrowed from
well-meaning and not-so-well-meaning German jurists. Thus
Harold Laski, subsequently to become Hayek’s arch-enemy at
the London School of Economics, could write in 1934 that “the
Hitlerite State, equally with that of Britain and France, is a
Rechtsstaat in the sense that dictatorial power has been transferred
to the Fiithrer by legal order.”™ Of course, not all Germans at every
epoch have endorsed the positivist theory — Hayek explicitly
exempts Kant from the charge, and to that illustrious example we
should add Hegel, Schopenhauer, and Gierke, the third of whom
goes unmentioned by Hayek, perhaps because his Deutsches
Genossenschaftsrecht takes too firm a step in the conservative direc-
tion that I too shall take at the end of this chapter.”

The extended argument about law and rules is by no means secure
from criticism. Nor, as the work of Ronald Dworkin shows, does the
theory of judicial discovery necessarily lead in a conservative direc-
tion, or necessarily create a divide between the pursuit of common
law justice and the pursuit of public policy."” But Hayek’s argument
is a tour de force of erudition and imagination, and entirely rescues
him from the charge that he was merely an economic liberal,
concerned to replace all forms of order with that of the free market.
It adds concretion and depth to Oakeshott’s celebrated distinction
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between civil and enterprise association,” and shows the intrinsic
connection between civil association and the rule of law. Furthermore,
it has an interesting and highly conservative corollary, which is
only occasionally given by Hayek with the clarity that it deserves.
Abstract rules, as Hayek calls them, are not part of a plan of action,
but arise from the enterprise of social cooperation over time. They
are the parameters within which the cooperation of strangers to
their mutual advantage becomes possible. As with the market, the
benefit that they confer is in part epistemic: they provide knowledge
that has stood the test of time, by permitting the resolution of con-
flicts and the reestablishment of social equilibrium in the face of
local disturbances. By following these rules we equip ourselves with
practical knowledge that will be especially useful when venturing
forth into the unforeseeable — namely, knowledge how to conduct
ourselves toward others, so as to secure their cooperation in advanc-
ing our aims.

To put the point in another way, the law condenses into itself the
fruits of a long history of human experience: it provides knowledge
that can be neither contained in a formula nor confined to a single
human head, but which is dispersed across time, in the historical
experience of an evolving community. Just as prices in a market
condense into themselves information that is otherwise dispersed
throughout contemporary society, so do laws condense information
that is dispersed over a society’s past.” From this thought it is a small
step to reconstructing Burke’s celebrated defence of custom, tradition,
and “prejudice” against the “rationalism” of the French revolution-
aries. To put Burke’s point in a modern idiom somewhat removed
from his own majestic periods: the knowledge that we need in the
unforeseeable circumstances of human life is neither derived from nor
contained in the experience of a single person, nor can it be deduced
a priori from universal laws. This knowledge is bequeathed to us by
customs, institutions, and habits of thought that have shaped them-
selves over generations, through the trials and errors of people many of
whom have perished in the course of acquiring it.

TRADITION, MORALITY, AND THE MARKET

For a contemporary conservative, the most profound aspect of Hayek’s
extended epistemological argument is the alignment between the
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defense of the market and the defense of tradition. Indeed, as Edward
Feser has argued, the defence of tradition, custom, and commonsense
morality could well constitute the most important aspect of Hayek’s
social and political thought.” Hayek’s theory of evolutionary ration-
ality shows how traditions and customs (those surrounding sexual
relations, for example) might be reasonable solutions to complex
social problems, even when, and especially when, no clear rational
grounds can be provided to the individual for obeying them. These
customs have been selected by the “invisible hand” of social repro-
duction, and societies that reject them will soon enter the condition
of “maladaptation,” which is the normal prelude to extinction.

Implicit in Hayek is the thought that free exchange and enduring
customs are to be justified in exactly the same terms. Both are
indispensable distillations of socially necessary knowledge, the one
operating synchronously, the other diachronically, in order to bring
the experiences of indefinitely many others to bear on the decision
taken by me, here, now. Hayek emphasizes the free market as part of
a wider spontaneous order founded in the free exchange of goods,
ideas, and interests — the “game of catallaxy” as he calls it.>° But this
game is played over time, and - to adapt a thought of Burke’s — the
dead and the unborn are also players, who make their presence
known through traditions, institutions, and laws. Those who believe
that social order demands constraints on the market are right. But
in a true spontaneous order the constraints are already there, in the
form of customs, laws, and morals. If those good things decay, then
there is no way, according to Hayek, that legislation can replace
them. For they arise spontaneously or not at all, and the imposition
of legislative edicts for the “good society” destroys what remains of
the accumulated wisdom that makes such a society possible. It is
not surprising, therefore, if British conservative thinkers — notably
Hume, Smith, Burke, and Oakeshott — have tended to see no tension
between a defense of the free market and a traditionalist vision of
social order. For they have put their faith in the spontaneous limits
placed on the market by the moral consensus of the community.
Maybe that consensus is now breaking down. But the breakdown is
in part the result of state interference, and certainly unlikely to be
cured by it.

It is at this point, however, that conservatives may wish to enter
a note of caution. Although Hayek may be right in believing that the
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free market and traditional morality are both forms of spontaneous
order and both to be justified epistemically, it does not follow that
the two will not conflict. Socialists are not alone in pointing to the
corrosive effects of markets on the forms of human settlement, or in
emphasizing the contrast between things with a value and things
with a price. Indeed, many of the traditions to which conservatives
are most attached can be understood (from the point of view of
Hayek’s evolutionary rationality) as devices for rescuing human life
from the market. Traditional sexual morality, for example, which
insists on the sanctity of the human person, the sacramental charac-
ter of marriage, and the sinfulness of sex outside the vow of love, is —
seen from the Hayekian perspective — a way of taking sex off the
market, of refusing it the status of a commodity and ring-fencing it
against the corrosive world of contract and exchange. This practice
has an evident social function; but it is a function that can be ful-
filled only if people see sex as a realm of intrinsic values and sexual
prohibitions as absolute commands. In all societies religion, which
emerges spontaneously, is connected to such ideas of intrinsic value
and absolute command. To put the matter succinctly, that is sacred
which does not have a price.

It follows that the “game of catallaxy” does not provide a complete
account of politics, nor does it resolve the question of how and to
what extent the state might choose to interfere in the market in order
to give the advantage to some other and potentially conflicting form
of spontaneous order. This question defines the point where conser-
vatism and socialism meet and also the nature of the conflict
between them.

SOCIALISM AND SOCIAL JUSTICE

Hayek’s routine dismissal of “social justice” has both an economic
and a philosophical foundation and, although in later writings he
sometimes refers (even approvingly) to the work of Rawls, it is clear
that his account of justice is entirely incompatible with that expounded
in A Theory of Justice. There is, for Hayek, no such thing as a
just distribution, conceived independently of the deliberate choices
that bring it about. It is human actions that are just or unjust, and
just actions, reiterated over time, will produce, by an invisible
hand, an unequal social order.”" Attempts to rectify this by legislation
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will invariably involve injustice, whether by expropriating people
without their consent, or by forcing people to do what they otherwise
would not do with their time, abilities, or energy. And such attempts
are doomed to failure, since (to return to the root conception) they
inevitably destroy the information that they will need for their own
success.

Moreover, Hayek adds in later writings, there is something wrong
with the very word “social,” attached like a mantra to otherwise
desirable things: social justice, social market, social morality, social
conscience, social liberalism. Hayek describes it as a “weasel word,”
one that sucks the meaning from whatever term it is attached to, “as
a weasel sucks eggs.”** Words to which this parasite attaches itself
are turned from their referential purpose, and made to perform a task
that is the opposite of the one for which they were designed. In the
name of social justice any amount of injustice can be inflicted; in the
name of the social market the market itself can be destroyed; and so
on. And the word “social,” used in this way, does not merely destroy
its successor — it destroys itself. It no longer refers to society, that
benign and spontaneous byproduct of human sympathy, but to the
state, which acts in the name of society but to society’s detriment.
Social justice means state control, the social market means state
distortion, and social morality means the chilling puritanical edicts
with which socialists bar the way to success.

In this and related ways Hayek extended his attack on socialism
from the narrow territory of the original “calculation debate” to the
realm of philosophy and culture. Hayek came close to Orwell in
seeing that state socialism goes hand in hand with the corruption
of language. Much of the difficulty the Austrian economists had
encountered in making themselves heard in modern Europe arose
from the fact that they were using words with their normal mean-
ings, and without the ideological commitments that had been
instilled by their systematic misuse. But this brings me to a problem
that Hayek frequently addressed, but to which he never found a
satisfactory answer: namely, what explains the triumph of socialism
in his day, and of its more liberal derivatives in ours? Hayek was
aware of the obvious fact that the validity of an argument does not
guarantee its widespread acceptance, and was fond of quoting
Hume’s remark that “though men be much governed by interest,
yet even interest itself, and all human affairs, are entirely governed
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by opinion.”” Difficult truths, such as those presented by the
Austrian defense of the market or the Burkean defense of custom,
are unlikely to influence events when more emotionally satisfying or
exhilarating falsehoods compete with them.

In an article first published in the University of Chicago Law
Review in 1949,>* Hayek addressed the problem of “The Intellectuals
and Socialism,” and made the following suggestion. First there is a
distinction, of recent provenance, between the scholar and the intel-
lectual. The scholar is interested in knowledge for its own sake, and is
often master of some narrow, outwardly unexciting, and in any case
publicly inconspicuous field. The intellectual is a “second-hand dealer
in ideas” interested in exerting his mind in the public sphere, who will
be naturally drawn to those theories and ideas that make thinking
the avenue to action. He will be prey to visionary and utopian con-
ceptions, and drawn to those theories that give to the intellectuals a
special role in the redemption of mankind. Hayek points out that no
socialist ever loses credibility with his fellows by the impracticality or
extravagance of his ideas, while liberals (in Hayek’s sense of the term),
who are dependent on the good will of existing institutions and have
no utopian formula for their improvement, will instantly damn them-
selves by an impractical suggestion. He also notes the prevalence of
people “who have undeservedly achieved a popular reputation as great
scientists solely because they hold what the intellectuals regard
as ‘progressive’ views,” adding, “I have yet to come across a single
instance where such a scientific pseudo-reputation has been bestowed
for political reasons on a scholar of more conservative leanings.” In the
competition for influence, therefore, liberals (in Hayek’s sense) and
conservatives are constantly eliminated while socialists advance from
strength to strength. And because intellectuals effectively set the
terms of political debate, both inside and outside the universities,
they are able to make it seem as if all disputes are internal to the
socialist program.

Much of what Hayek says in this bold and interesting essay is
undeniably true. However, he fails to give an adequate explanation of
the crucial item of socialist doctrine, which is the commitment to
social equality. This commitment has shown an ability to survive
quite out of proportion to its intrinsic plausibility, and outlasts all
the theories that have risen and fallen in the attempt to enclose it in
an argument. Indeed, the theories of socialism stand to the belief in
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social equality rather as theology stands to the belief in God. They
are ex post facto attempts to give a rational foundation to a dogma
that will survive every rational attempt to refute it. Equality is, for
the socialist intellectual, a matter of faith, and Hayek has no real
explanation as to why this faith should have arisen or why it should
have attracted to itself such an ardent priesthood. He himself is a
believer in equality before the law, and recognizes that this is a
consequence of the individualism that is the major premise of his
thinking. But he rejects most other forms of equality as either unob-
tainable or undesirable — interferences, at best, in the natural work-
ing of the spontaneous order. Moreover, he adds, “equality of the
general rules of law and conduct ... is the only kind of equality
conducive to liberty and the only equality which we can secure
without destroying liberty.”*

THE CONSERVATIVE CRITIQUE

In The Constitution of Liberty Hayek shows himself to be a mas-
terly, if uncommonly long-winded, exponent of the principles of
classical liberalism. He rightly sees that liberty does not require,
but on the contrary is threatened by, majority choice, and that the
primary task for the classical liberal thinker is to devise a constitu-
tion that will both permit the effective exercise of political power,
and also limit the areas in which it can be asserted, so that society
can flourish according to its innate and “spontaneous” principles. On
the Hayekian view, it is only within the spontaneous order of civil
society that the information needed by the state can be generated.
Moreover, he believes, even democrats must accept this truth, and
therefore cooperate in searching for a constitution that will resist the
pressures to conformity that arise when too much respect is paid to
majority opinion. “The ideal of democracy rests on the belief that the
view which will direct government emerges from an independent
and spontaneous process. It requires, therefore, the existence of a
large sphere independent of majority control in which the opinions of
the individuals are formed.”*¢

The problem for all liberal thinkers is contained in those remarks.
What holds the “large sphere” of “spontaneous” processes together,
and how does it defend itself against fragmentation? Classical liber-
als have tended to follow Locke in arguing for a society founded in a
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social contract. However, contract does not create the bond of soci-
ety, but depends upon it. Without membership there is no motive to
obey the contract, rather than to pretend to obey it in order to reap
the advantages of other people’s obedience. It is this bond of member-
ship that conservatives have traditionally sought to define and
defend, believing liberal individualism to be a potential threat to it.
Relations seen in contractual terms are subject to the constant ero-
sion of self-interest; those based in membership are fortified by trials
and by the love of neighbor and home.

Hayek does not exactly ignore this problem, which had been
brought to the fore by Hume, both in his criticism of the social
contract and in his theory of justice as an “artificial” virtue. Indeed,
Hayek’s approach helps to make the Humean objection to the social
contract theory more precise. The social contract is supposed to
explain what it is for a society to be founded on the consent of its
members. It does so by envisaging a social order that is the object of a
single act of collective consent, rather than the byproduct of myriad
consensual transactions. It is an attempt, as one might put it, to
construe the invisible hand as a visible handshake. But Hayek’s
approach conceals what is really at stake in the Humean (and one
might add Hegelian) objections to social contract theory. Hayek
begins from the assumption of “methodological individualism,” as
Joseph Schumpeter called it: the assumption that facts about collec-
tives are to be explained in terms of individual plans. I don’t say that
this assumption is erroneous, or that it does not have an important
role in the search for genuine explanations, as opposed to enchanting
descriptions, in the social sciences. But it causes those who adopt it
to overlook the many ways in which individual plans depend
upon collective states of mind. Hayek is suspicious of the Hegelian
fashion in German social thinking, which attributes to the Volk, the
Gemeinschaft, and the state a kind of identity above and beyond
their constituent members. As a result he does not give sufficient
weight to the truth that, however willing people may be to live with
their neighbors on terms of free association under a rule of law, they
will always make, and will always need to make, a distinction
between the true neighbor and the interloper.

Hayek writes that “a group of men become a society not by giving
themselves laws but by obeying the same rules of conduct.””” But
that states neither a necessary nor a sufficient condition of social
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membership. The rules of conduct that prevail in Britain are for the
most part followed in France. And there are societies such as the
Italian in which the rules change from town to town and season to
season. What makes Britain, France, and Italy into three separate
societies is the emergence in each of them of a politically pregnant
first person plural. The British, the French, and the Italians all
recognize a distinction between those to whom they are bound by
history, territory, language, and allegiance and those against whom
they might one day have to defend themselves. Only when this sense
of membership is in place are people disposed to submit to a common
rule of law and willing to place contractual obligations to strangers
above tribal and family ties.

It is true that membership is a form of spontaneous order. But it
is radically different from, and often in conflict with, the spontaneous
orders studied by Hayek. It comes to us with imperative force. For
some it has a religious meaning; for others it speaks of home, neigh-
borhood, language, and landscape. Where the experience of member-
ship is absent society fragments into families, gangs, and clans, as in
Africa today. And there is no instance of a catallactic order in the
modern world that does not depend upon national loyalty — a loyalty
that may very well be threatened by too great an emphasis on the free
and sovereign individual.

Now conservatives will, Thope, agree with Hayek’s defense of the
catallactic order. They will support the free economy, the rule of law,
and the precedence of tradition and custom over state control.
However, they may be more concerned than Hayek was to empha-
size the tensions that arise between these several spontaneous
orders, and the frequent need for a standpoint above and beyond
them from which their rival claims can be brokered. Moreover, it is
characteristic of conservatism to suggest that free exchange and the
rule of law require a sense of togetherness that they themselves do
not generate. While tradition, the market, and “abstract” rules are all
rational solutions to problems of social coordination, and maybe
even unique avenues to socially necessary knowledge, the same is
not true of the bond of membership. This is not a solution to a
coordination problem, but the condition from which both problem
and solution arise. The alternative to membership is the Hobbesian
social contract, which creates a sovereign above and beyond the
social order, a solution that Hayek expressly and rightly rejects, not
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least because it tries to replace evolutionary rationality — the ration-
ality of a society that solves its problems by spontaneous adaptation —
with a constructivist rationality that wishes to embody the solution
to all future problems in a master plan. And when the conditions
of membership are abused or ignored — as when a ruling elite allows
uncontrolled immigration from disloyal minorities and antagonis-
tic religious groups — then all the benefits of a liberal social order are
at risk.”®

The motives of membership are love, gratitude, and fear — love of
country, language, neighbors, family, religion, customs, and home,
gratitude toward these things as the source of life and happiness, and
fear of their dissolution and of the anarchy, enmity, and predation
that would then ensue. All of those feelings flow into a common
reservoir of loyalty, which maintains the community in being and
overcomes the problem of the “free rider.” For some this loyalty takes
a religious form - the loyalty of the “creed community,” as Spengler
called it. For others, who have passed through the Enlightenment
experience, loyalty is directed to the nation and the homeland.
Others still lack the feeling altogether, and identify themselves as
in some way outside the society by which they are nevertheless
surrounded and on which they depend for their groceries. Loyalty
brings the capacity for sacrifice. And sacrifice means the prepared-
ness to lose control of your budget, to cease to maximize your own
utility, to lay down your life, in extremis, for your unknown friends.
It is part of the business of politics to sustain the conditions under
which this loyalty arises, and liberals (in Hayek’s sense of the term)
have argued, on the whole, as though loyalty did not matter, or as
though it could be costlessly replaced by relations of a purely con-
tractual kind.

MEMBERSHIP

There is a tendency in Hayek, encouraged by his methodological
individualism, to see spontaneous order as the default position of
human society — the position to which we naturally revert when the
distorting pressures of political control and egalitarian planning are
lifted. In this Hayek resembles those American neoconservatives
who believe that democracy is the default position of government,
to which even a Middle Eastern society will revert when the
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gangsters have gone. In fact, however, spontaneous order, like
democracy, is a rare achievement, extracted at great cost from the
true default position of mankind, which is priest-haunted tyranny.
One of the goals of conservative political thinking in our time, there-
fore, has been to give a coherent and humane account of the kind of
pre-political membership that will sustain free institutions and a
rule of law. Many conservatives have been attracted by the argu-
ments of Wilhelm Ropke, in support of a “social market economy”:
an economy in which the free market is combined with welfare
provisions designed to retain the loyalty of those who might other-
wise lose out.” Others have seen the welfare state, even in the mild
form proposed by Ropke and Beveridge, as a threat to the shared
loyalty on which social survival ultimately depends. The question
who is right in this confrontation is, by its very nature, not one that
can be resolved by Hayek’s mode of argument. Classical liberalism of
Hayek’s kind begins from the assumption that society exists, and
that the distinction between the member and the non-member is
securely established in the thoughts and emotions of those who are
facing the future together — so securely established that it need not be
mentioned.

Membership brings a vital piece of knowledge to those joined by it,
namely knowledge that they are so joined, and therefore can trust
each other. From that knowledge the catallactic process can begin.
But membership involves altogether more visceral and less calculat-
ing feelings than those that drive the market, feelings that cause us to
espouse policies and causes that could never stand up to examination
under the withering eye of methodological individualism. Hence
those thinkers who have taken membership seriously have tended
to emphasize other aspects of law, custom, and tradition than those
singled out by Hayek. While Hayek points to the role of the common
law in providing remedies to injustices suffered by the individual,
Maitland, for example, is more interested in the role of equity in
protecting the rights, property, and identity of institutions.?*® Gierke,
the most articulate defender of the German common law, saw this
law in similar terms, as arising from the need to protect the com-
munity, the Genossenschaft, against predation by the sovereign
power. This is not the place to expound Gierke’s interesting analy-
sis.* But I mention it in order to draw attention to the fundamental
weakness in Hayek’s argument, which is his failure to take proper
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note of the emotions and motives that are presupposed by the enter-
prise of free association, and which will inevitably surface in, and
draw limits to, the institutions and laws of a free society.

THE PERSISTENCE OF EGALITARIANISM

This same weakness infects Hayek’s response to socialism. As
I remarked above, Hayek fails to account either for the passion
among intellectuals for equality, or for the resulting success of
socialists and their egalitarian successors in driving the liberal idea
from the stage of politics. This passion for equality is not a new thing,
and indeed pre-dates socialism by many centuries, finding its most
influential expression in the writings of Rousseau. There is no con-
sensus as to how equality might be achieved, what it would consist
in if achieved, or why it is so desirable in the first place. But no
argument against the cogency or viability of the idea has the faintest
chance of being listened to or discussed by those who have fallen
under its spell. Why is this? I shall conclude with a suggestion.
Hayek is right to distinguish the intellectual from the scholar, and
to see the intellectual as striving for an influence that the true
scholar may abhor. And in his introduction to Capitalism and the
Historians he argues plausibly for the view that recent historians,
like other intellectuals, have been animated by an anti-capitalist
bias.”* This bias has caused them to misrepresent capitalism as a
form of exploitation, and private profit as achieved always at the
expense of the workforce that helped to produce it. Indeed, it seems
to be characteristic of a certain kind of intellectual to perceive all
economic activity as a zero-sum game. If someone gains, another
loses. This zero-sum vision underpins Marx’s theory of surplus
value, and crops up again and again in the socialist attacks on private
enterprise, selective schools, inheritance, and just about anything
else that creates a benefit that not everyone can enjoy. The idea that
inequality (of reward, status, advantage, or whatever) might be in the
interest of both parties, the better off and the worse off, is either not
accepted, or seen as irrelevant to the charge against the capitalist
order. It is to the credit of Rawls that he believes that inequality can
be justified. Yet, according to the Difference Principle, the justifica-
tion must show that inequality benefits the worse off. But why does
inequality have to be justified? And why must the justification be
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framed in terms of the benefits brought to the underdog, and not in
terms of those enjoyed by the dog on top of him? These questions
suggest that the belief in equality is being built in to the arguments
offered in support of it. Like a religious belief, it is being protected
rather than questioned by the arguments adduced in its favor.

Hayek sees that the zero-sum vision is fired by an implacable neg-
ative energy. It is not the concrete vision of some real alternative that
animates the socialist critic of the capitalist order. It is hostility toward
the actual, and in particular toward those who enjoy advantages within
it. Hence the belief in equality remains vague and undefined, except
negatively. For it is essentially a weapon against the existing order — a
way of undermining its claims to legitimacy, by discovering a victim
for every form of success. The striving for equality is, in other words,
based in ressentiment in Nietzsche's sense, the state of mind that Max
Scheler identified as the principal motive behind the socialist ortho-
doxy of his day.” It is one of the major problems of modern politics,
which no classical liberal could possibly solve, how to govern a society
in which resentment has acquired the kind of privileged social, intel-
lectual, and political position that we witness today.

If you accept the Nietzschean explanation of egalitarianism, then
you will perhaps accept the burden of my conservative critique of
Hayek, which is that he pays too much attention to the search for
rational solutions to socially generated problems, and not enough to
the motives that prompt people to believe or disbelieve in them.
For all his brilliance in uncovering a thread of argument that (in my
view) decisively establishes the intellectual superiority of liberal-
conservative over socialist politics, Hayek does not engage with the
real, deep-down conflict between conservatism and socialism, which
is a conflict over the nature and conditions of social membership. In
this conflict liberalism must learn to fight on the conservative side.
For liberalism is possible only under a conservative government.*

NOTES

1. Hayek 1960, p. 398.

2. See Hayek 1976b, p. 12, and also the arguments marshalled in Feser 2003.

3. Theargument that T have here condensed is spelled out in detail in Mises
[1922] 1951, and in the essays in Hayek 1948a, especially the three essays on
“Socialist Calculation” there reprinted.
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Ancient writers on the whole concurred with Hayek’s view of law.
According to Demosthenes, “every law (nomos) is a discovery and a
gift of the gods” (Antiphon I, iii, 27), a view maintained by Plato in The
Laws, by the Greek tragedians, and many other ancient sources. See the
discussion in Brague 2005.
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See especially the argument of Dworkin in “Hard Cases,” reprinted in
Dworkin 1978. For an overview of Dworkin’s theory of law in a study that
deals also with Hayek and Oakeshott, see Covell 1992.

Oakeshott 1962 and 197s.

Of course the processes involved are different in either case. Prices are
informative partly because those who overprice or underprice their
goods are quickly driven from the market; the common law is informa-
tive because judgments that create conflicts are gradually overruled, and
judgments that reinforce the implied social order gradually assume the
status of precedents.

Feser 2003. Others have written of a tension between liberal rationalism
and conservative traditionalism in Hayek — notably Kukathas (1989) and
O’Neill (1998) — though it seems to me that the concept of evolutionary
rationality is designed precisely to defuse this tension.

Hayek 1976b, pp. 108—9.

Those looking for points of vulnerability in Hayek’s argument might
question the idea of the “just action,” rather than the “just person,”
as the fundamental application of the concept. To explore this topic
would, however, take us too far from the present argument. Suffice it
to say that the Aristotelian approach to morality, in terms of the virtues
and vices of the human character, made little impact on thinkers
brought up in the atmosphere of “methodological individualism.”
Hayek 1983b. The quotation is from Jacques in As You Like It.

Hume 1985¢, p. s51.
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Republished as a pamphlet (Hayek 1971).

Hayek 1960, p. 8s.

Hayek 1960, p. 109.

Hayek 1960, pp. 106—7.

See Scruton 2002.

See Ropke 1960, and the papers in Peacock and Willgerodt 1989. For a
contemporary defense of this position, see Gray 1992.

Maitland 1911

I have made the attempt in “Gierke and the Corporate Person” (Scruton
[1990] 1998). Das deutsche Genossenschaftsrecht was published over
many years, the last volume appearing in 1913 when the author was
seventy-three years old. It has never been fully translated, though impor-
tant parts are available in Gierke 1900 and 1934.

Hayek 1954.

Nietzsche, The Genealogy of Morals (Nietzsche 1994), pt. 1, sec. 8; Scheler
1998.

I have benefited greatly from comments from Kevin Mulligan, Barry
Smith, and David Wiggins.
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12 Hayek on the evolution
of society and mind

INTRODUCTION

As a rule, Hayek has not been treated kindly by scholars. One would
expect that a political theorist and economist of his stature would
be charitably, if not sympathetically, read by commentators; instead,
Hayek often elicits harsh dismissals. This is especially true of his
fundamental ideas about the evolution of society and reason. A reader
will find influential discussions in which his analysis is described as
“dogmatic,” “unsophisticated,” and “crude.” In this chapter I propose
to take a fresh start, sketching a sympathetic interpretation of Hayek'’s
accounts of social evolution and mind as fundamental to his thinking.
My basic claim is that Hayek’s views on social evolution and reason
are not only intimately bound together, but they also depend on his
analyses of complex orders, scientific explanations of such orders, and
the place of rules in complex orders. Because so few commentators
recognize that his claims about evolution are embedded in a system of
ideas,' most misunderstand him.

THE COMPLEX ORDER OF ACTIONS

Complex phenomena

Hayek repeatedly refers to “the twin ideas of evolution and sponta-
neous order.”” Although some commentators question whether
these ideas are related, Hayek’s insistence on the link between evo-
lutionary analysis and spontaneous orders in writings spanning a
number of years indicates that we need to make sense of the “twin
ideas thesis” if we are to grasp what he has in mind.?

232
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Hayek tells us that attempts to understand human interaction
through the ideas of evolution and spontaneous order are the main
tools for dealing with complex phenomena.*It is, I think, the notion
of complex phenomena that is the key. Hayek’s analysis of complex-
ity, especially of social complexity, is built on seven key claims,
most of which are part of current analyses of social complexity.’

1.  Complex phenomena, according to Hayek, display abstract
patterns composed of a large number of variables.® Hayek
goes so far as to define complexity in terms of a large number
of variables. This is perhaps the least adequate feature of his
analysis. Although complex systems typically involve a large
number of elements, it is the character of the elements’
interactions and the resulting patterns that are fundamental.

2. Organized complexity occurs “when the character of the struc-
tures showing it depends not only on the properties of the
individual elements of which they are composed, and the rel-
ative frequency with which they occur, but also on the manner
in which the individual elements are connected with each
other.”” Hayek, then, certainly sees that complex systems
arise because of the nature of the interactions of the elements.
Importantly, he points to the idea of an emergent property:

The “emergence” of “new” patterns as a result of the increase in the
number of elements between which simple relations exist, means
that this larger structure as a whole will possess certain general or
abstract features which will recur independently of the particular
values of the individual data, so long as the general structure (as
described, e.g., by an algebraic equation) is preserved. Such “wholes,”
defined in terms of certain general properties of their structure, will
constitute distinctive objects of explanation for a theory, even though
such a theory may be merely a particular way of fitting together
statements about the relation between individual elements.?

This is crucial: in analyzing something as a complex phe-
nomenon our concern is the pattern of relations that pertains
among the elements. It is the abstract, emergent, pattern that
is the crux of complexity. The abstract pattern cannot be
predicted from a small sample of the individual elements.
Contemporary complexity theorists, for example, see liquid-
ity as an emergent property of a huge number of related water
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molecules; although liquidity is a property that causally
arises out of the interaction of a very large number of indi-
vidual molecules, the precise properties of waves and ripples
could not be predicted from what we know about molecular
chemistry, nor does the property appear in a small sample of
the molecules.” The same emergent property may obtain at
times t, and t, even though none of the individual elements at
t, persist at t,. The complex order — the pattern of relations —
is this emergent property, not the individual elements.
Complex systems can be tightly coupled. As Hayek notes, in
a complex order the state of the system at any one time
depends on a number of factors, and if even one is varied,
there may be profound changes throughout the system.™
The behavior of tightly coupled systems is difficult to predict
as they are characterized by error inflation: a small error in
predicting one variable can lead to drastic errors in predicting
the overall system’s state or, as Hayek would say, its pattern.”
Complex systems are apt to be self-maintaining.” By this
Hayek meant that such systems have a tendency to persist
and to respond to a range of exogenous and endogenous
changes.” This is fundamental to the idea of a spontaneous
order (though not all spontaneous orders are complex).

In many complex systems we cannot measure how close the
system is to equilibrium, though we have good grounds to
suppose it is never in equilibrium.™ The most our theories
can dois tell us that the system moves towards equilibrium.
Thus our theories of equilibrium (say, price theory) will not
allow us to reliably predict actual prices.” It is important to
realize that Hayek accepted the legitimacy of mathematical
modeling of the economy; what he dismissed was any claim
that we could reliably estimate actual values and so employ
our model to generate fine-grained predictions.

Complex systems such as the economy are characterized by
constant novelty."® We need to remember that Hayek, like the
Austrian School of economics in general, insisted on the impor-
tance of dynamic and unknown factors in economic life. “The
solution of the economic problem of society . . . is always a voyage
of exploration into the unknown, an attempt to discover new
ways of doing things better than they have been done before.”"”
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7. Because of the complexity of the system, there is “no global
controller that can exploit all opportunities or interactions.”™
This brings us to the very heart of Hayek’s economics: global
planners could not secure and employ sufficient information
to direct individuals to employ capital and labor in an efficient
way. Thus Hayek’s position in the socialist calculation
debate: “the ‘data’ from which the economic calculus starts
are never for the whole society ‘given’ to a single mind which
could work out the implications and can never be so given.””

Explanation of the principle

Given the features of complex phenomena, the scientific study of
complex orders cannot aim at the prediction of the “specific” future
states or values of the individual elements. Hayek realized that the
idea of a “specific” prediction is context dependent; his claim,
though, was that in many natural sciences (such as parts of physics),
“it will generally be possible to specify all those aspects of the
phenomenon in which we are interested with any degree of precision
we may need for our purposes.”** In contrast, when dealing with
complex phenomena we are simply unable to specify the values (in
contemporary terms, the system is modeled in non-linear equations
which have no unique solution);* we can only predict the “range of
phenomena to expect.”*> We can understand the general principles
on which the system operates, and with this knowledge we can
predict the parameters within which the system will settle. This is,
as Hayek says, an idea of “great importance for the understanding of
the theoretical methods of the social sciences.”” It is the failure to
understand the limits of social prediction that leads to an ill-fated
attempt to employ science to engineer society.

The emergent order of actions

Hayek subtitles his “Notes on the Evolution of Systems of Rules of
Conduct,” “The Interplay between Rules of Individual Conduct and
the Social Order of Actions.”** Given what we already know, we can
grasp Hayek’s distinction between specific rules of conduct that
individuals follow, and the “social order of actions” — the emergent
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property — that arises from a system of rules. Hayek says that (1) it is
conceivable that the same social order of actions might be produced
by entirely different sets of individual rules; and (2) the same set of
individual rules may lead to very different social orders, depending
on the environment in which it operates.” Both points, of course, are
fundamental to the idea of a complex phenomenon: it can be pro-
duced by different sets of individual elements and the same set of
individual elements may produce very different emergent features.

Throughout his long career — and certainly since the 19508 —
Hayek’s overriding concern was the analysis of the emergent pro-
perty he called “the order of actions”:

It is the resulting overall order of actions but not the regularity of the actions
of the separate individuals as such which is important for the preservation of
the group; and a certain kind of overall order may in the same manner
contribute to the survival of the members of the group whatever the parti-
cular rules of individual conduct that bring it about.>

Hayek’s fundamental insight is that the survival of a society depends
on the emergent property of orderly cooperation of different individ-
uals which has a complex relation to the rules of conduct individuals
follow. Thus it is a serious misunderstanding of Hayek to claim, as
does one commentator, that

Hayek’s distinction between the group (in the sense of an order ...) and its
institutions (such as rules and paradigms) is pointless. The distinction is
redundant because the group neither acts as an individual nor operates as a
cohesive form. It is merely, given external circumstance, a mirror image of
the rules adopted by the individuals.*”

Although the order of actions arises out of the set of rules and
institutions, it is not just the mirror image of them (as we have
seen, the same order might arise from an entirely different set). So
far from being pointless, the fundamental interest of Hayek’s
account is that his analysis of complexity allows him to distinguish
the pattern (emergent) property from the set of rules which gives rise
to it, and so his analysis focuses on the pattern property.*® This order
does not depend on the predictability of individual actions, which is
one reason why Hayek can advocate a dynamic social order in which
individuals are constantly doing new things in new ways (and this is
one reason why he is not a conservative).
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SOCIAL EVOLUTION

Evolutionary accounts as “in principle explanations”
of dynamic and open complex orders

Recall Hayek’s insistence that the twin ideas of a spontaneous order
and evolution are the main tools for understanding complexity.
Theories of spontaneous order (e.g. economics) — which explain
how the complex order of social actions can be self-organizing and
self-maintaining — are essentially what Hayek calls “models” of the
complex phenomenon of the social order of actions, providing gen-
eral accounts of how the elements relate.” As Hayek remarks, all of
economics can be understood as modeling the complex order.>® But
to understand the workings of the social order of actions as a sponta-
neously organized and self-regulating complex phenomenon is, still,
essentially a static explanation. Moreover, Hayek insists that any
such model of a spontaneous order is incomplete because the behav-
ior of the order does not simply depend on the internal relations of
the system but on exogenous (outside) forces; indeed, it may have
been shaped by the specific series of environments it passed through.
“Though it is reasonable to believe that structures of the kind will
in a definable environment always behave as they do, the existence
of such structures may in fact depend not only on that environment,
but also on a definite sequence of such environments.”*'

Hayek is so attracted to evolutionary accounts of the order of
actions because they hold out the promise of providing “in principle
explanations” of the alteration and development of complex orders
without supposing anyone fully understands the working of the
order.”> As Hayek sees it, evolutionary accounts provide the real
alternative to design theories,” and they articulate precisely the
“explanations of principle” that are appropriate to complexity.*
In biology, Darwinian theory allows us to understand the principles
that regulate the development of species, shows us that some
developments are outside the possible range of values (e.g. that
horses will suddenly give birth to winged offspring), but it is unable
to generate specific predictions about the future of individuals or
species. Hayek’s analysis was path-breaking here, showing how evo-
lution is a case of complexity theory. Compare a recent writer on
evolution:

Cambridge Collections Online © Cambridge University Press, 2007



238 GERALD F. GAUS

Algorithms must always produce the same result if they start from the same
point. This seems to suggest that, if evolution follows an algorithm, its
results must be predetermined and predictable. This is not the case and
chaos theory explains why not. There are many simple processes, like drip-
ping taps or moving gases, or the path drawn by a swinging pendulum, which
are chaotic. They follow simple and mindless algorithms but their end
results are complex, chaotic and unpredictable. Beautiful shapes and pat-
terns can emerge, but although the kind of pattern may be repeatable, the
detail cannot be predicted without running the procedure right through. And
since chaotic systems can be highly sensitive to initial starting conditions, a
tiny difference at the beginning may lead to an entirely different outcome.
Evolution is like this.”

The core idea

Before we get into details, complexities, and problems, it will be
helpful to get clear about the outline of Hayek’s account of social
evolution. We have seen that the explanandum (that which is to be
explained) is the rise and development of an emergent property,
namely, the social order of actions. As Hayek says, “the selection
process will operate on the order as a whole.”* This is the “Great
Society”: an overall spontaneous order of adaptations that allows for
coordinated action.” The explanans (that which does the explaining)
is an evolutionary account whereby the rules and institutions that
give rise to this order (i.e. this emergent property) are selected via a
competition (“in the widest sense”)*® among social orders. The emer-
gent property, we have seen, arises out of a system of rules; therefore
the competition among these social orders is determined by their
constituent rules and institutions as they operate in specific environ-
ments. Social orders of actions are typically differentiated by their
constituent rules and institutions; variation in the rules and insti-
tutions can provide a competitive advantage in the competition
between social orders, leading to selection of a social order of actions
with certain sets of rules.

There is a rough and ready analogy here with one understanding
of Darwinian evolution. On the face of it (remember, complications
will come later), in Hayek’s account rules play a role analogous to
genes in biological evolution; whereas individual organisms are con-
stituted by following the instructions of genes, a Great Society is
constituted by following the instructions of rules.?* And just as
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genetic variation can give an advantage to an individual organism in
its competition with others, rule variation can perform the same role
in competition between social orders of actions.

Like evolutionary explanations in biology, it is easy to confuse
Hayek’s evolutionary theory with a functionalist account.*® In a func-
tionalist biological explanation, the presence of, say, the heart is
explained by its function in the overall system — the role of the heart
in keeping animals alive. A functionalist may claim that the heart
exists because it is needed to pump blood. Thus it may seem that
when Hayek says that practices have been maintained “because they
enabled the group in which they have arisen to prevail over others,”*
he is saying that the practices are there because they are needed for the
group to prevail. Consequently, many suppose that Hayek’s explan-
andum is why we have the specific rules we have, and his explanans is
that they are needed for the complex order. This, I think, gets things
precisely backwards. Evolutionary theories are not functionalist: they
are causal explanations of the development of an organism. However,
once the evolutionary account has been given, over a wide range of
traits, we will be able to see that the trait performs a function. Hearts
do indeed perform a function. But in the evolutionary theory the
existence of the heart is not explained in terms of its function, but
in terms of the history of the organism and the competitive pressures
that selected those with certain genes that developed into hearts.
Similarly for Hayek. Once he has provided an evolutionary account
of the rise of the social order of actions, he then has grounds for saying
that the rules and institutions we find in this order generally have
served a function that has given the order an advantage in the environ-
ment in which evolutionary selection occurred.

Units and mechanisms of selection

If this core idea is to be filled out in a convincing way, Hayek must
specify and explain two crucial mechanisms: the selection and repli-
cator mechanisms. Let us first consider the selection mechanism. It
would seem that any evolutionary explanation of the rise of X,, (entity
X with feature o) must be able to identify at least one mechanism
according to which in some past environment E, mechanism M
selected X, over some X ;. Hayek is often criticized for not identifying
“the” selection mechanism, but an adequate evolutionary theory need

Cambridge Collections Online © Cambridge University Press, 2007



240 GERALD F. GAUS

not rely on a single mechanism. Darwin himself proposed both natural
and sexual selection as mechanisms, and these apparently can work in
opposite directions. Biologists are still debating whether sexual selec-
tion can produce traits such as male bird feathers that do not render the
male fitter to survive in its environment and may actually result in
traits that make the male less fit to survive. As Hayek often reminds
us, though, we ought not to take Darwinianism as the template for
all evolutionary accounts.* For Darwin, one selection mechanism
involves differential survival rates: those Xs with o have a higher
probability of survival than those with 3. But a non-Darwinian evolu-
tionary account also could be based on, say, differential growth rates.
Suppose we begin in E with a limited amount of space, and five entities
(X,—X;) that cannot reproduce or die, but can grow to some maximum
or shrink down to some minimum. We could still have an evolutionary
explanation of why X, takes over the space, even though there is no
difference in reproduction or survival rates; evolutionary accounts thus
need not be based on natural selection.

I stress this because even careful commentators are apt to suppose
that either Hayek’s evolutionary account must closely parallel
Darwin’s, or else it is simply metaphorical or confused. We must
be careful to consider Hayek’s selection mechanisms on their own
terms. Three possible selection mechanisms can be identified.

(1) Group survival. Although Hayek generally insisted on the
distance between his theory of “cultural” evolution and Darwin’s
account of biological evolution, he also stressed that both rely on
competition for survival.® Of course the difference — and why Hayek
is not a social Darwinist* — is that the competition is not between
individuals, in which “fitter” individuals survive, but between social
orders of actions. Unfortunately, Hayek often employs the more
accessible notion of competition between “groups,” in which one
group prevails over another.® He writes:

The rules of conduct have . .. evolved because the groups who practiced them
were more successful and displaced others. They were rules which, given the
environment in which men lived, secured that a greater number of the
groups or individuals who practiced them would survive.*

This passage presents problems. By simply talking of “groups,” and
then adding at the close that “a greater number of the groups or
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individuals” survive, Hayek appears to be directly falling prey to
problems of group selection and collective action.*” It looks as if
Hayek is claiming that an individual’s chance of survival is maxi-
mized if she belongs to a group that maximizes its own chance of
survival.* But this raises familiar problems of collective action and
the rationality of free riding. If individuals are confronting prisoner’s
dilemmas, it may be rational for each person not to do that which is
good for the group, even though this leads to a situation which is
disadvantageous for all. One of the lessons of game theory is that
what is good for the group may not be rational for anyone.

Space does not allow us to go deeply into these issues; even simply
in terms of rational choice narrowly understood, they are much
more complex than the above suggests.* In relation to Hayek, how-
ever, we must keep two points in mind. First, Hayek’s concern is not
simply groups, but “the order of actions of a group.”*° This means
that our units are systems of cooperation — arising out of a system of
rules — and for Hayek this means that the rules actually regulate
people’s actions.” Secondly, as we shall see in the sixth section,
Hayek repeatedly insists that our reason is itself evolved, and is
itself shaped by the order of actions. This does not mean simply
that the degree to which people are moved by reason is shaped by
the order of actions. When Hayek tells us that “individual reason
is a product of inter-individual relationships,””* he is arguing that
our conception of rationality is produced by social life. Mind is a
product of the social order in which it has evolved.”® Successful
orders of action evolve conceptions of reason that induce general
rule following.>

Itis not clear in what sense Hayek advocated group selection. The
idea of group selection is not pellucid, but we probably should not
understand an evolutionary theory to raise the problems of group
selection just because the theory selects among groups. Group
selection is controversial in biology because it refers to selection
among group traits that leads to the selection among individual
traits. A typical group selection story would be that because groups
of altruists do better than groups of selfish people, individuals in
those groups do better than individuals in selfish groups, and this
explains why these surviving individuals have an altruistic trait.
The idea is that individual characteristics are explained by group
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membership. Sometimes Hayek seems to uphold group selection in
this sense:

Although the existence and preservation of the order of actions of a group can
be accounted for only from the rules of conduct which individuals obey,
these rules of conduct have developed because the individuals have been
living in groups whose structures have gradually changed. In other words,
the properties of the individuals which are significant for the existence and
preservation of the group, and through this also for the existence and preser-
vation of the individuals themselves, have been shaped by the selection of
those individuals from the individuals living in groups which at each stage
of evolution of the group tended to act according to such rules as made the
group more efficient.”

So it looks as if Hayek’s claim is that group selection leads to the
selection of individual traits — a full-fledged group selection account.
I think, though, that this is misleading. Group selection accounts
in biology claim that, because it is better for an individual to be a
member of an altruistic group, an individual who has the altruistic
trait will do better, and that is why the individual has the trait. And
this is what raises the prisoner’s dilemma problem: it is even better
to be a non-altruistic member of an altruistic group. Hayek’s claim,
though, is different. As I have mentioned — and more on this anon —
Hayek has a general theory that reason is significantly shaped by
culture. Because of this, if it is advantageous for the group to be
characterized by a way of reasoning, this will be instilled into the
individual by the culture: the option of reasoning in an individually
advantageous but uncooperative way is undermined, at least to some
extent, by the account of the social roots of reason.*®

(2) Group growth. Hayek tells us that comparative increase of wealth
and population are means of evolutionary selection.”” An evolution-
ary account of customs, he holds, must show the “distinct advan-
tages by those groups that kept to such customs, thereby enabling
them to expand more rapidly than others and ultimately to supersede
(or absorb) those not possessing similar customs.”*® However, this is
not really a different mechanism from survival — these are specific
traits that tend toward survival. There is certainly a good case for
wealth and population growth being understood as traits that are
conducive to the survival of social orders (just as good nutrition is a
trait that is conducive to the survival of an organism). Those that are
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wealthier will be able to expand, fend off external threats, and their
culture may come to dominate others. We also would expect them to
attract immigration: Hayek suggests that this attractor trait is prob-
ably more important than internal population growth.”

These claims have not been well received (many take them to be
an unfortunate feature of The Fatal Conceit, a book completed dur-
ing Hayek’s final illness, and some of which seems to reflect the
views of his editor, Bartley, who finished the manuscript).®® The
analysis, though, is not really implausible, whereas many of the
critiques are. For example, it is sometimes offered as a criticism of
Hayek that the liberal western world has much lower birth rates than
many less developed countries, and China, an authoritarian state,
is the most populous country. But these criticisms miss the mark.
Selection mechanisms select by giving an advantage to some trait
over a time span. Evolutionary selection is not subject to particular
counter-examples. No doubt there were cases in which Neanderthals
beat out Homo sapiens for survival: this would not show that we
were not more fit in the evolutionary environment in which we
competed. So too we may find that because of drastically reduced
death rates combined with traditional birth rates, some countries
may experience a population explosion. The question is whether,
over the long term — and remember, Hayek thought that the most
important achievements of cultural evolution occurred before
recorded history® — certain sorts of cooperative orders are better
able to sustain larger populations, and whether this gives them an
advantage that leads to their greater survival. Given the collapse in
recent times of Soviet-style command economies, which were mani-
festly unable to produce sufficient wealth to support their popula-
tions, Hayek’s idea should not be lightly dismissed.

(3) Anendogenous mechanism. Reflect again on the rough analogy
according to which rules are to orders of actions as genes are to
organisms. Keeping that in mind, we need to be clear whether our
aim is to explain how (a) a specific gene evolved or (b) how a trait of
the organism evolved. It might seem that these are just different
sides of the same explanation: if we explain how X, (an organism
with a specific trait) was selected by an evolutionary mechanism,
we must explain how the a-gene was selected.> The evolutionary
account of how X, arose must ipso facto be the evolutionary story of
how the a-gene arose. Interestingly, things are not so simple. We
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might have some story about the selection of a-genes that did not
entirely depend on a story about, say, the competitive advantage of
X,. Suppose that there was a competition between genes that was not
determined by the competition of X, with its rival X;. Imagine that
we are biological organisms of a somewhat different type. We still
have genes that determine our traits, and natural selection still
works in the familiar way. But we also have homunculi floating
around in us. These homunculi have their own aims and, impor-
tantly, to survive a gene must receive a general endorsement from
the homunculi population. Unless the homunculi endorse the gene,
the gene dies out, and so the organism (us) loses a trait. Now we have
genes that are pressured in two directions. They are pressured in
natural selection: they will be maintained in the gene pool only so
long as no competitor pops up that confers a survival advantage on
the organism. On the other hand, they will only be maintained if
they garner endorsement from the homunculi. Of course what the
homunculi want, and what causes them to endorse a gene, will be
crucial in filling out the story (we would expect that they are not too
prone to reject genes that give rise to traits that have an advantage in
the competition between organisms).

Such an evolutionary account would be complicated, but it is by
no means confused, and it is certainly not crude. True, sometimes
the “unit of selection” will be the organism’s traits and sometimes
the genes. Now there is reason to think that Hayek’s account of
social evolution is similar to this more complex picture. Hayek
writes that a person’s “thinking and acting are governed by rules
which have by a process of selection been evolved in the society in
which he lives.”® Understood thus, it looks now as if his project is to
explain how each rule (not the order of actions itself) evolved within
the society. That this project may rely not only on the rule’s ability to
produce a competitive order of actions, but the rule’s attractiveness
to individuals, is suggested by Hayek’s remark that “[t|he competi-
tion on which the process of selection rests must be understood
in the widest sense. It involves competition between organized and
unorganized groups no less than competition between individu-
als.”®* This stress on individual competition and the evolution of
rules suggests that, instead of a competition between social orders,
Hayek has in mind a competition between individuals within a
social order that leads to the selection and evolution of rules. So we
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seem to have two evolutionary competitions, pressuring rules from
two different directions. First, a competition exists between social
orders which are, as it were, carriers of rules (as individual organisms
are carriers of genes). The rules give a social order a certain compet-
itive advantage, but the rules are only selected insofar as they are part
of the evolved social order of actions. Second, there is also a compe-
tition between individuals and groups, and this competition selects
certain rules as conducive to individual/group success.

If we allow ourselves to forget biology for a moment, the basic idea
seems sound. Orders of actions are emergent properties constituted by
a system of rules. What rules exist in an order of action is determined
both by how well that order of action fares in competition with other
orders and by the ability of the rules to garner support from the
individuals who follow them and are competing with other indivi-
duals within the society. So rules will have selection pressures from
two very different directions. I think this is probably Hayek’s settled
view. Admittedly, he typically insists on the competition between
social orders account, though in The Fatal Conceit he does say that
“cultural evolution operates largely through group selection,”® suggest-
ing a non-group mechanism. In The Constitution of Liberty he writes:

[I]t is, in fact, desirable that the rules should be observed only in most
instances and that the individual should be able to transgress them when
it seems to him worthwhile to incur the odium this will cause ... It is this
flexibility of voluntary rules which in the field of morals makes gradual
evolution and spontaneous growth possible, which allows further modifica-
tions and improvements.®®

And in the epilogue to Law, Legislation and Liberty, he argues that
the steps in cultural evolution toward large-scale coordination “were
made possible by some individuals breaking some traditional rules
and practising new forms of conduct — not because they understood
them to be better, but because the groups which acted on them
prospered more and grew.”®” There are three ways this individual-
initiated change might be understood:

1. It might be that the development of new practices by indi-
viduals is aimed at a better order of actions. This is the
interpretation Hayek explicitly rejects, and given his analy-
sis of complexity, he is right to do so.
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New rules might be conceived, a la Darwinian evolution,
as random mutations — simply a source of variation and not
involving another selection mechanism at all. Hayek’s
insistence toward the end of his career on group selection
suggests this. But this looks somewhat implausible. We
would expect, for example, that there will be some mecha-
nisms that make some rules more likely to catch on in a
group than others (ones that are easier to learn, ones that
allow the individual more room to satisfy his own interests,
ones that serve individual interests in their competition with
others). It is not simply that groups with rules such as “Don’t
satisfy your self-interest” lose out to groups that have com-
peting rules, but that such rules have a hard time getting the
support of enough homunculi.

So the account might claim that though individuals do not
innovate, or imitate the innovations of others, because they
have a grasp about how to improve the overall order of
actions, the conditions under which rules lose or gain the
support of the constituent individuals are non-random and
relate to local perceived individual benefits. Rules that allow
individuals to locally satisfy their interests are apt to catch
on, and those that are parts of badly performing orders are apt
to be violated. This would add a useful non-Darwinian ele-
ment to Hayek’s account: the occurrence of “mutations” (i.e.
new rules) would be non-random: they occur more often
when they are needed. (When things are going badly for
people, they break the old rules more often and try new
arrangements.) This makes the wealth criterion more plau-
sible: Hayek does not have to say that the less wealthy
societies are simply overwhelmed by the wealthier, but
that as societies lose their ability to produce wealth, defec-
tions from existing rules increase, leading either to swift
changes into other orders or to collapse.

Rules as replicating instructions

Let us return again to Darwinism to orient ourselves. We have seen
that an adequate evolutionary account must identify units of selec-
tion and selection mechanisms. In addition, a Darwinian account

Cambridge Collections Online © Cambridge University Press, 2007



Hayek on the evolution of society and mind 247

must include a high-fidelity replicator — in contemporary biology, the
gene.®® To say the gene is a replicator is to say that it copies itself; it
has high fidelity because its copying is highly accurate. However, it
is not perfect: its imperfection is a source of variation in genes — the
faulty copies are what we call “mutations.” Darwinian evolution
is based on differential reproduction, and so copying is crucial. This
is a part of Hayek’s account of social evolution: he details how
norms of trade spread in the ancient world, and this included
colonization: a sort of copying of rules from one society to another.®
This, though, is not at all central. What is really important is that
the rules have high-fidelity replication insofar as they must be
accurately “copied” by each individual subject to them. Cultural
evolution, says Hayek, “simulates” Lamarckian evolution because
acquired characteristics — rules and institutions — are transmitted
from earlier to later generations.”® This is done, he indicates, through
the ability to imitate.”

The worry is that the imitation of rule-following behavior does
not possess high fidelity. Imitating the results of another’s actions —
his output, as it were — is a low-fidelity way of copying.” If each
generation simply observes the previous generation’s behavior,
and infers from this what the rule is, we would expect large drifts
in the interpretation of the rule over many generations. Imagine
a game of “Do what I do” in which there is a long line of people.
The first person performs some relatively complex action, and
the second person copies her, the third person copies the second,
and so on. By the end of a long line we would expect a very dif-
ferent performance, because of the low fidelity of the replicating
method.

It is hard to overestimate the importance of this to an evolutionary
account. If from generation to generation there is a great deal of
random drift in how the rule is interpreted, then even if we grant
everything Hayek tells us about the selection mechanism it will be
to no avail, for the advantages of adopting the rule will be lost by
random changes. It is no good to adopt a good rule that quickly
mutates into a bad rule. Now language greatly improves fidelity:
instead of simply copying the results, we copy a set of instructions
about how to do so. (Susan Blackmore compares trying to copy the
soup of a good cook with copying down his recipe: we expect much
higher fidelity from the latter.)”” The apparent problem for Hayek is
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that he insists that the rules which guide the members of a society
are largely unconscious. A rule, Hayek says, is a “propensity to act.””*
Customs and habits, which Hayek repeatedly sees as central to an
order of actions, are “unconscious rules.””

That rules in this sense exist and operate without being explicitly known
to those who obey them applies ... to many of the rules which govern the
actions of men and thereby determine a spontaneous social order. Man
certainly does not know all the rules which guide his actions in the sense
that he is able to state them in words.”®

Hayek, then, cannot avail himself of the fidelity of language, since
so many rules are not conscious. How, then, can he ensure high
fidelity?

MIND AND EVOLUTION

Neural network models

To understand Hayek’s sophisticated solution to this problem, we
need to reflect on his theory of the mind. Hayek is recognized today
as an early neural network modeler.”” Neural network theory, or
connectionism, can be seen as a development of the associationist
psychologies of Locke, Hume, and James Mill, according to which
thoughts are connected by the laws of association (such as similarity,
continuity, and so on).”® The crux of associationism has been
summed up thus:

Events that occur in space or time become connected in the mind. Events
that share meaning or physical similarity become associated in the mind.
Activation of one unit activates others to which it is linked, the degree of
activation depending on the strength of association. This approach held great
intuitive appeal for investigators of the mind because it seems to capture the
flavor of cognitive behaviors: When thinking, reasoning, or musing, one
thought reminds us of others.”

Unlike traditional associationism, connectionism abjures any
appeal to primitive qualitative differences between sensations or
thoughts. Connectionist systems are composed purely of neurons
that simply have on/off states:* qualitative differences (e.g. between
thoughts) are the results of a complex pattern of neural activation. As
one contemporary cognitive psychologist describes them:
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Each unit [“neuron”] receives “activity,” both excitatory and inhibitory, as
input, and then transmits activity to other units according to some function
(usually nonlinear) of the inputs. The behavior of the network as a whole is
determined by the initial state of activation and the connections between the
units. The inputs of the network also gradually change the “weights” of the
connections between the units according to some learning rule . .. The units
have no memory in themselves, but earlier inputs are represented indirectly
via the changes in the weights they have caused.®

The relevance of Hayek’s neural network model

Our concern here is not the adequacy of neural network models in
relation to their competitors,® but the way that Hayek’s eatly (and,
I think, path-breaking) neural network account meshes with his
overall social theory.® Four features of his connectionist theory of
mind are relevant here.

(1) Mind, classification, and rules. The fundamental aim of
Hayek’s neural network theory is to explain “the kind of process by
which a given physical situation is transformed into a certain phe-
nomenal picture.”®* A certain state of the external world W exists at
time t: how is W, transformed into a sensory experience S of W,, and
how does S[W,] relate to sensory experiences of other states of the
world, and when will these be perceived as the same, and when will
the sensation be different? The key to Hayek’s analysis is “classifi-
cation” via neuronal connections, “a process of channeling, or
switching, or ‘gating,’ of the nervous impulses so as to produce a
particular disposition or set.”®

By “classification” we shall mean a process in which on each occasion on
which a certain recurring event happens it produces the same specific effect,
and where the effects produced by any one kind of such events may be either
the same or different from those which any other kind of event produces in a
similar manner. All the different events which whenever they occur produce
the same effect will be said to be events in the same class, and the fact that
every one of them produces the same effect will be the sole criterion which
makes them members of the same class.®

Thus two events are the same just in case they trigger the same
neuronal configuration. The central nervous system, then, takes
what we might think of as an undifferentiated world and, via the

Cambridge Collections Online © Cambridge University Press, 2007



250 GERALD F. GAUS

connections in the neuronal network, creates a formal structure of
classes of sensations.®” But this is to say that the mind is rule gov-
erned: the neuronal connections constitute perceptions of patterns.
In a fundamental sense the mind is a set of rules that takes sensory
inputs and yields perceptions. It is important to understand here
that Hayek refuses to identify mind and consciousness. In fact — and
this gives a contemporary flavor to his theory — Hayek advances a
somewhat deflationary theory of consciousness.® Consciousness —
“higher mental processes” — operates on the same connectionist
principles as unconscious or pre-conscious mentality; both are
defined by the relevant neural networks.

Some might wonder how this analysis of the formation of sensory
experience (inputs) could be relevant to action (outputs). (Our con-
cern, it will be remembered, is learning action-guiding rules.) Hayek
has no real problems here, as his theory denies any fundamental
distinction between the neural basis of sensation and output or
“motor behavior.” Action also follows from neural connections and
so human action is inherently rule based: it is regulated by a network
that is based on classification of types of sensation and how they
relate to types of responses. Practical rules identify “patterns of
actions” that are classified as having the same meaning; the activa-
tion of such rules disposes the agent to act.® And, again, because so
much mental life is unconscious, we can see how Hayek is led to his
famous claim of the fundamental importance of unconscious rule
following (third section, above): rule following involves dispositions
to act. It is mistaken, however, to see this as evidence of behavior-
ism.*® As Hayek points out, although his theory concurs with the
behaviorist claim that psychology must not focus (solely) on the
conscious, unlike behaviorism, he makes no effort to avoid
the mental: quite the contrary — his entire theory of rule following
is based on an analysis of the mental, albeit a conception of the
mental that has a large role for the unconscious.”” To learn a social
rule, then, is to form a neural network uniting a pattern of inputs
with a pattern of output behaviors.

(2) Learning. Neural network theories, including Hayek’s, place
great stress on learning: the connections and attendant weights that
form the network are shaped and reinforced by the environment — the
stimuli that the agent encounters.”” The mind can be understood as a
map of the world. The particular environment in which the mind
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has been formed shapes the neural connections that form the map.”
Thus we can say that “the apparatus by which we learn about the
external world is itself the product of a kind of experience.”* This
sheds light on Hayek’s often-quoted remark that reason not only
shapes culture, but is shaped by it.”” To be a reasoning creature is to
have neural networks of a certain complexity; our environment is
crucial in shaping the networks, forging pathways through repeated
experiences that give rise to a pattern of connections. Given this, we
can see how social rules have high, but not perfect, fidelity. They
have high fidelity because we are not simply imitating the behavior
of others, trying to copy their products (recall the discussion from
the third section). Rather, our similar environment impresses on
us similar maps of the world, which include similar perceptions of
instances as “the same” and similar types of actions as “the same”
response. In a fundamental sense, we have similar sets of instruc-
tions — neural networks. However, these are by no means identical:

The different maps which will thus be formed in different brains will be
determined by factors which are sufficiently similar to make those maps also
similar to each other. But they will not be identical. Complete identity of
maps would presuppose not only an identical history of the different indi-
viduals but also complete identity in their anatomical structure. The mere
fact that for each individual the map will be subject to constant changes
practically precludes the possibility that at any moment the maps of two
individuals should be completely identical.*®

We can see how, on such an account, the evolution of the order
of actions, which can yield new rules, can lead to corresponding
changes in mind. Thus “cultural selection ... creates reason.”?” The
evolution of society is the driving force behind the evolution of mind.
This is not to say that the mind is passive: we have seen how
individuals are sources of variation and changes in rules. We might
say that the development of the mind “feeds back” into the further
evolution of culture. It is hard to see in Hayek’s writings, however,
a case for the mind as evolving independently from culture (i.e. via
an independent selection mechanism). Thus “the brain is an organ
enabling us to absorb ... culture.”*®

(3) Decentralization. It should be obvious that neural network theo-
ries are decentralized accounts of the mind: the mind is the entirety
of neural networks — the complex of relations.?” It is important that

Cambridge Collections Online © Cambridge University Press, 2007



252 GERALD F. GAUS

Hayek conceives of intelligence itself as decentralized in a complex
network. Consequently, his famous analysis of the rules of society as
possessing “much more ‘intelligence’” than do people’s thoughts
about their world'*® is entirely at one with his analysis of reason.
Reasoned mental life itself is not subject to a central controller but is
dispersed throughout a system of rules.

(4) Complexity again. The mind itself is another example of a
complex phenomenon, about which we can only give explanations
in principle.”' Again, we see the importance of the theory of complex
phenomena, which informs his account not only of society, but of
the mind itself. Hayek advances an additional argument that the
mind can never fully understand itself. Any modeling of an X,
Hayek argues, must employ neural networks that are not a part of
X: the model operates on X by employing additional mental pro-
cesses that model X. But this means that our mind can never form
a complete model of itself, since any model must employ mental
processes outside the thing modeled, which we cannot do in respect
to our own mind. Moreover, because Hayek advocates a mental
holism, in which mental states depend on the total activated neural
networks, we cannot even form an adequate model of part of the
mind."”> Thus he concludes that “the whole idea of the mind explain-
ing itself is a logical contradiction — nonsense in the literal meaning
of the word.”™* However, this limit on self-understanding would not
preclude us from building artificial intelligence systems as complex,
or even more complex, than our own mind, since there would be no
self-subsuming modeling involved.”*

CONCLUSION: MISUNDERSTANDING AND
UNDERSTANDING HAYEK

I have tried to show how Hayek’s work is a sophisticated (and was
often path-breaking) system of ideas involving complexity, predic-
tion, evolution, and the nature of the mind. In light of these, I think
we can see how the standard criticisms of Hayek’s theory of social
evolution are misconceived.

It is sometimes claimed that Hayek’s thought is, at bottom, con-
tradictory: he insists on our ignorance of social processes but, out of
his analysis of ignorance, he generates prescriptions about what we
should do.” If we know enough to say why socialism won’t work,
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then we must have good enough insights into the economic order to
intervene to promote social goals. This, though, is wrong. As we have
seen, Hayek believes that we can know quite a lot about the princi-
ples on which complex orders operate, and this theoretical knowl-
edge allows us to say that some system states cannot be achieved and
that some ways of organizing social cooperation are more efficient
than others; we also know that we are unable to predict the course of,
or control, the complex order itself. Thus the analysis of complexity
provides sound reasons against planning — seeking to control the
emergent order. There is nothing contradictory about a mix of knowl-
edge of principle and ignorance of what is a good plan or optimal policy.

Others believe that Hayek must be a rigid traditionalist, since
given his evolutionary account no one has grounds for objecting to
the rules of one’s own society.”*® We have seen that Hayek certainly
provides grounds for taking the existing norms of society seriously.
This is not only because they have been selected in the competi-
tion between orders of actions, but because they form a network
of actions producing an order that we cannot fully understand.
Hayek’s main claims, though, are (a) that we cannot devise a reason-
able plan to reform our rules in order to develop a better order of
actions, and (b) because we cannot fully understand our system of
rules, we will be largely in the dark about the overall effects of any
change, so we often act in ignorance of the most important conse-
quences.”” Complexity theory teaches us that we do not have good
grounds for fine-grained predictions. The analysis of the economy
as a complex phenomenon generates a strong presumption against
claims of the expediency of change. None of this, however, shows
that individuals must display rigid adherence to existing rules.”®
Hayek’s endogenous selection mechanism requires that individuals
sometimes abandon rules and do things in new ways. Although
he is much more suspicious of centralized coercive changes of rules
(e.g. legislation), there is no theoretical reason why changes in
response to proximate (i.e. non-systemic) concerns should be barred.

More subtly, others question whether there is any good reason to
take the outcome of social evolution as having any normative impoz-
tance for us.'® Even if it is a fact that our society evolved such rules
in competition with other social orders, it does not follow that they are
morally good rules. In evaluating this important criticism we must
remember that on Hayek’s view, cultural evolution shapes our
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understanding of reason, morality, and our values. It is not as if we
have access to an Archimedean perspective from which we can eval-
uate in toto our evolved morality."® Mind cannot stand outside the
order of actions. It is in this sense that we cannot justify our entire
morality." We can employ part of our morality to criticize other
elements, but this is not to stand back and criticize the outcome of
evolution — it is to employ the outcome. Moreover, given Hayek’s
holist account of the mind and the order of actions, any proposal to
give one element of our traditional morality absolute supremacy and
so remake the rest of society on the basis of it alone must involve
misunderstanding the rule, whose importance and meaning depend
on being embedded in an overall pattern of rules and actions."™

My aim has not been to correct all the misunderstandings of
Hayek’s account of social evolution — that could become one’s life
work. Rather, I have tried to show in this chapter how Hayek offers a
system of sophisticated and complex analyses. Because the theories
of complexity, spontaneous order, evolution, mind, and rule following
form their own complex pattern, commentators are apt to focus on
just one or two elements which, not too surprisingly, they find inad-
equate. It is only when we appreciate the genius of Hayek’s linking of
complexity theory, spontaneous ordering, social evolution, and neural
networks into an overall account of mind and human society that we
will be, finally, in a position to see the true difficulties of his system of
ideas, and move beyond, by building on, his great work.

NOTES

1. John Gray (1998) recognizes the systematic character of Hayek’s thought.

2. Hayek 19673, p. 77; in [1967] 1978, p. 250, Hayek writes of “the twin ideas of
evolution and of the spontaneous formation of an order.” See also Hayek
1973, PP- 23, 158. In Hayek 1988, p. 146, he writes of “the twin concepts of the
formation of spontaneous orders and selective evolution.”

3. For doubts about their connection see Paul 1988; Hodgson 1993, pp. 177ff.
Vanberg (1994, p. 78) agrees that the two ideas are intimately related. See
also Kukathas 1989, pp. 88ff.

4. Hayek 1988, p. 146.

5. Caldwell (2004a, p. 363) correctly argues that Hayek never developed a
full-fledged theory of complexity. Hayek’s writings did, however, dis-
play many of the ideas that were later crystallized into complexity
theory. J. Barkley Rosser, Jr.’s observation seems more accurate:
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“Hayek ... was an early and independent developer of complexity theory
in something resembling its current form, albeit without computers”
(1999, p. 1851.).

Hayek [1964] 1967, pp. 23—24; Hayek [1975] 1978, pp. 26—27; Hayek 1988, p. 148.
Hayek [1975] 1978, pp. 26-27.

Hayek [1964] 1967, p. 26. Note deleted.

Waldrop 1992, pp. 81-83.

Hayek [1964] 1967, pp. 24ff.

. This is the so-called “butterfly” effect. See Smith 1998, p. 16.

. Hayek [1964] 1967, p. 27.

. Hayek 1973, p. 63.

. Hayek [1945] 1948, p. 87.

. Hayek [1975] 1978, p. 27. This is identified as an element of contemporary

economic analyses of complexity by Rosser (1999, p. 176).

Rosser 1999, p. 176.

Hayek 1948D, p. 101.

Rosser 1999, p. 176.

Hayek [1945] 1948, p. 77. As Kukathas (1989, p. 57) points out, in comparison
to von Mises, Hayek’s critique of socialism is not so much that in the
absence of a market prices could not be calculated, but that in the
absence of a market the necessary information to determine prices
could not be collected.

Hayek [1955] 1967, p. 8.

Vaughn 1999, p. 24s.

Hayek [1955] 1967, p. 11; Hayek [1964] 1967.

Hayek 19524, p. 43.

Hayek 1967a.

Hayek 1967a, p. 68.

Hayek 19674, p. 68.

Khalil 1996, p. 194.

I put aside here the debate among Hayek scholars whether this is con-
sistent with Hayek’s methodological individualism. See Vanberg 1994,
ch. 5; Hodgson 1993, pp. 156ff.; Witt 1994, p. 185; Gray 1998, pp. s2—53; Khalil
1996, pp. 191ff. I think Caldwell (2004a, pp. 281ff) is right that Hayek’s
version of methodological individualism is complicated: given his
theory of complexity, the properties of wholes cannot be reduced to
the properties of individuals, though those properties result from indi-
viduals in relations.

Hayek [1955] 1967, pp. 14ff.

Hayek 1967a, p. 72. I think it is a mistake to distinguish the market order
from the social order of actions; as Hayek suggests, all cooperation is
economic. Hayek 1960, p. 35. Cf. Hodgson 1993, p. 176.
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Hayek 1967a, pp. 74-75.

See Witt 1994, pp. 181-83.

Hayek 1960, p. 59.

Hayek [1964] 1967, pp. 31ff.

Blackmore 1999, p. 12.

Hayek 19674, p. 71.

Hayek 1973, pp. 2ff.

Hayek 1960, p. 37.

For doubts, see Hodgson 1993, pp. 164ff. I believe that Hodgson’s doubts
are based on his misunderstanding of Hayek’s account of rationality,
which I take up in the fourth section, below.

On Hayek’s supposed functionalism, see Vanberg 1994, p. 84; Hodgson
1993, pp. 168, 171; see also Gray 1998, pp. 44ff., i37ff. Hayek’s analysis of
complex phenomena, which employs systems theory, may strike some
as functionalist. See Hayek [1955] 1967, p. 20; Hayek 1988, p. 28.

Hayek 1973, p. 9.

Hayek 1988, pp. 23ff.; Hayek 1973, p. 22.

Hayek 1988, p. 26.

Hayek 1988, pp. 23ff. For interpretations of Hayek as a social Darwinist,
see Paul 1988; Miller 1989a. Those who reject this view include Whitman
1988; Hodgson 1993, pp. 161-62.

Hayek 1973, p. 9.

Hayek 1973, p. 18. See also Hayek 1988, p. 2s.

See Vanberg 1994, ch. 5; Hodgson 1993, pp. 170ff; Witt 1994, p. 184; Whitman
1988.

Hayek 19673, p. 72.

A crucial question is whether the prisoner’s dilemma is really the proper
model for understanding cooperation. There is also a question about
whether we should model individuals in terms of their best (self-
interested) move in response to others or, as Hayek himself suggests,
whether we should suppose that individuals imitate the successful. The
analysis of the evolution of cooperation is dependent on these issues. See
Skyrms 1996; Skyrms 2004.

Hayek 19673, p. 72.

See Hayek [1964] 1967. See the fourth section, below.

Hayek 19523, p. o1.

Hayek 1973, p. 17.

Hayek 1967a, p. 72. Thus Hayek (1960, p. 63) argues that morality is a
presupposition of reason.

Hayek 19673, p. 72.

Kurt Baier (1995) has recently provided a philosophical account of the
social roots of reasoning that leads to some similar conclusions.
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Hayek 1988, p. 6. See also Hayek 1973, pp. 3, 17.

Hayek 1988, p. 43.

Hayek 1979, p. 159.

Caldwell 2004a, pp. 361ff.

Hayek 1979, p. 156.

For simplicity’s sake I assume, counterfactually, that each trait of the
organism is produced by a distinct gene.

Hayek 1973, p. 1. Emphasis added.

Hayek 1960, p. 37. Emphasis added.

Hayek 1988, p. 23. Emphasis added.

Hayek 1960, p. 63. This seems to conflict with his insistence on inviolable
rules in Rules and Order (1973, p. 57). But in the passage quoted in the
text, Hayek is concerned with individual violation; collective and coer-
cive violation by the state, he goes on to say, is not permissible.
Hayek 1979, p. 161.

For a useful account, see Blackmore 1999, ch. 2.

Hayek 1988, ch. 3.

Hayek 1988, p. 25.

Hayek 1979, p. 157.

See Blackmore 1999, pp. 61-62.

Blackmore 1999, p. 61.

Hayek 1973, p. 74.

Hayek [1964] 1967, p. 56.

Hayek 1973, p. 43.

Pinker 2002, p. 292.

See Pinker 1999, p. 113; Gdrdenfors 2004, p. 40; Hayek 1952b, p. 151.

D. Dellarosa quoted in Girdenfors 2004, p. 41.

Hayek 1952b, p. 57.

Girdenfors 2004, p. 41. Emphasis in original.

On this see Pinker 1997, pp. m2ff; Girdenfors 2004, pp. 4off.

Hayek insisted on the link to his social theory. See Hayek 1952b, p. v.
Hayek 1952b, p. 7.

Hayek [1964] 1967, p. s51.

Hayek 1952b, p. 48.

Hayek 1952b, p. s51.

Hayek 1952b, ch. 6. Compare Pinker 1999, pp. 131ff.

Hayek [1964] 1967, p. 57.
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Hayek 1952b, p. 35.
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[1965] 1967, p. 91.
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ERIC MACK

13 Hayek on justice and the order
of actions

INTRODUCTION

In this chapter I provide a constructive account of F. A. Hayek’s
views on justice.' Hayek does not have a thoroughly developed and
persuasive theory of justice. (Who does?) Nevertheless, I hope to
show that Hayek has interesting and illuminating things to say
about justice — especially about the justification of the rules of just
conduct — and that his views about justice play a more central role in
his evolved teaching than has generally been recognized. The rules of
just conduct are essentially the fundamental norms compliance with
which generates peaceful coexistence and mutually beneficial coor-
dination in large-scale pluralistic societies in which (almost) every
individual comes into contact with and interacts with many individ-
uals who are unlike himself in circumstances, knowledge, skills,
preferences, and personal codes of value.” Although the particular
articulation of these norms will vary with time and place, they are
essentially general prohibitions against trespass on persons and their
liberty and property and against violations of persons’ contractual
rights. I shall maintain that Hayek rejects anything that can appro-
priately be called a utilitarian vindication of these norms and pro-
poses an alternative teleological (but non-utilitarian)justification for
rules of just conduct. I do not claim that everything that Hayek says
about justice and the rules of just conduct fits into the specific
account that I shall offer.

I shall take Hayek’s three-volume work, Law, Legislation, and
Liberty (1973; 1976b; 1979) as my primary text. This work is Hayek’s
culminating pronouncement in social and legal theory,’ and the first
two volumes of this work, Rules and Order (RO) and The Mirage of

259
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Social Justice (MS]), together provide Hayek’s most sustained examin-
ation of the rules of just conduct and their possible rationales. We
should note at the outset that the general subtitle of Law,
Legislation, and Liberty is, A New Statement of the Liberal
Principles of Justice and Political Economy. Since these volumes
do not even attempt to provide a new statement of principles of
political economy, the point of the subtitle must be that Law,
Legislation, and Liberty offers a new statement of liberal principles
of justice. Hayek says as much in his general introduction. He there
characterizes his project as a new effort to ground liberal constitu-
tionalism. This effort must overcome the problems to which past
liberal constitutionalism has succumbed; and the most fundamental
reason for the unraveling of past liberal constitutionalism has been
“the loss of belief in a justice independent of personal interest” (RO,
p. 2). So any new effort must center on a new vindicating statement
of liberal principles of justice. This new statement, I maintain, turns
upon the identification of a special justifying telos for the rules of just
conduct, namely, the abstract order of actions that will be mani-
fested in some particular but unpredictable way whenever there is
general compliance with those rules. This abstract order of actions is
the pattern or structure of peaceful coexistence and cooperative
interaction that respect for these rules facilitates. This “guiding
conception of the overall order to be aimed at is ... not only the
indispensable precondition of any rational policy, but also the chief
contribution that science can make to the solution of the problems of
practical policy” (RO, p. 6s).

I will proceed as follows: in the second section, I recount some
of Hayek’s basic insights about social order and law. According to
Hayek, the “great tragedy of our time” has been the “destruction of
values by scientific error” — especially social-scientific error about
the nature of social order and law. This “scientific error tends to
dethrone” the values which are “the indispensable foundation of all
our civilization” (RO, pp. 6—7); but the correction of this error will
re-enthrone these vital values. In the third section, I distinguish among
various forms of utilitarian justifications for rules of just conduct and
distinguish between all utilitarian justifications and non-utilitarian
teleological (telic) justification. Employing these distinctions on
Hayek’s behalf, T argue in the fourth section that he rejects all types
of utilitarian justification and moves instead to a quite different telic
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justification of those norms. In the fifth section, I further describe
this telic justification, especially the telos that corrected social
science establishes as the rational end of social norms and their
enforcement.

THE GREAT SOCIETY VERSUS THE DESIGNED SOCIETY

We need to begin by considering briefly Hayek’s understanding of the
liberal individualist order that has arisen in the west in the modern
era and of the structure of rules that is indispensable to this social
order. The liberal individualist order, which Hayek calls the “Great
Society,” is an immensely complex network of highly variegated
interactions and relationships among individuals and the associa-
tions that individuals form in the pursuit of their diverse goals. The
complexity of this network and its capacity to advance the varied
ends of those who participate in it arise from the freedom that each of
its members enjoys to pursue his own endsin his own chosen way —
informed by his own particular understanding of his values, circum-
stances, and opportunities for value-enhancing voluntary interactions
with other members of society. The Great Society, therefore, is
founded upon respect for individual freedom — understood as rang-
ing over both “personal” and “economic” liberties. The legal order of
the Great Society is more or less limited to the articulation and
enforcement of negative general rules that prohibit each agent from
infringing upon the lives, personal liberties, estates, and particular
contractual claims of other individuals. Indeed, for Hayek, to be free
is to live under the protection of — but, also, under the constraints of -
such general rules. This freedom and this correlative abstract order of
rules are the two sides of the coin which is the crucial facilitating
currency for the complex and rewarding concrete social and eco-
nomic order that is manifest at any given time within the Great
Society.

The Great Society is composed of individuals who differ from
one another in their personal values, aspirations, and commitments,
in their convictions, knowledge, and beliefs, in their social and
economic skills and capacities, and in their particular social and
economic circumstances. Yet, remarkably, they are brought together
in peaceful and mutually beneficial relationships by the articu-
lation and enforcement of rules that — whatever their specific
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details — preclude gains from trespass and plunder, protect individu-
als in their possession and chosen use of the fruits of their invested
labor, forbid violation of contractual undertakings, and protect indi-
viduals in their gains from trade and contractual interactions.
Anticipation of the enforcement of such general negative norms
diverts individuals from strategies of plunder (or defense against
anticipated plunder) and toward strategies of production and trade.
Nor are the coordinating processes that take place when individuals
seek to advance their diverse ends within an environment of pro-
tective norms limited to economic decisions and outcomes. That
protective framework also moves individuals to use their local
information about values, preferences, and available courses of
action to discover and craft accommodating social relations or at
least systems of peaceful coexistence. The expectation of reciprocal
compliance with basic protective norms channels individuals who
are not moved by shared ultimate ends into increasingly complex
cooperative interactions. The information on which the emergent
order depends is scattered among the participants in the Great
Society; it is not and could not be possessed in synoptic form by
any agent who might seek more directly to impose a comprehensive
cooperative scheme upon these individuals. The overall factual order
that arises from this intricate coordinating process is an unintended,
non-designed, “spontaneous” order. While we can, according to
Hayek, predict that some such spontaneous factual order will arise
under an order of protective general norms, we cannot predict the
particulars of this order. For we will not know the particular circum-
stances or particular perceptions of circumstances within which
those many individuals will deliberate and act; and we would not
know what decisions they will reach and how they will act even if we
did know their particular (perceived) circumstances. For similar rea-
sons, we cannot predict the consequences of interventions that are
intended to achieve some specific concrete result within a sponta-
neous order.

Hayek contrasts spontaneous social order with designed social
order, i.e., organization. In a fully designed social order, all the
actions of the members of the order are directed toward and are to
be assessed in terms of the achievement of that organization’s pur-
pose. So, each member of a fully organized firm or military force will
and should perform the specific action which, in conjunction with
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the specific actions performed by other members, maximally pro-
motes that firm’s or army’s end. The whole point of an organization
is to coordinate individuals to some common end by means of
instructions issued by the chief executive or commander to each
member about what his assigned role is. Of course, almost no actual
organization is fully organized. For it is almost always recognized
that particular members may better serve the organization’s ends if
they retain some discretion to act on the basis of their own local
information and initiative. Nevertheless, the distinctive feature of
organization is that it marshals its human (and non-human) resour-
ces into a common enterprise directed as far as is thought possible by
the synoptic vision of the enterprise’s leaders. A designed society
mobilizes its human (and non-human) resources toward the achieve-
ment of its (presumed) end or hierarchy of ends. The characteristic
law of an organized society will be a body of commands issued by the
sovereign authority directing each member of society to do his or her
part in the joint promotion of that society’s (or sovereign’s) purpose
or hierarchy of purposes. In contrast, a spontaneous social order has
no end or purpose of its own; it is a structure and a process that
facilitates the pursuit by individuals of their diverse ends and
commitments.

A great deal of Hayek’s message is simply that a well-ordered
society exhibiting rational coordination among its members need
not be a designed and commanded order. Freedom and the choices
of free individuals can also be the source of rational coordination.
Indeed, a well-ordered society that is complex and pluralist cannot be
a designed and commanded order. Once one escapes from the grip of
the idea that coordination requires organization, one sees how much
more an environment of general protective rules expedites coopera-
tion than does design and its associated directives. Organizations
will, however, be prominent among the associations that individuals
will form within the Great Society. Salient among them will be
government, which is organized (primarily at least) for the purpose
of articulating and enforcing the general protective rules that facili-
tate non-designed coordination. Such a government does issue direc-
tives that guide particular individuals in accordance with a deliberate
plan to sustain a regime of rules of just conduct. However, the
individuals who are subject to and guided by those directives are
the employees of the government, not members of the Great Society
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at large. The law that governs members of society at large remains
an articulation of general and fundamentally negative rules of just
conduct.

Hayek, therefore, rejects the “constructivist rationalist” view that

human institutions will serve human purposes only if they have been delib-
erately designed for these purposes, often also that the fact that an institu-
tion exists is evidence of its having been created for a purpose, and always
that we should so re-design society and its institutions that all our actions
will be wholly guided by known purposes. (RO, pp. 8-9)

The most obvious form of constructivist rationalism is the belief
that the concrete social and economic order of a society must be
deliberately designed if it is to be rational. However, Hayek focuses
on the further constructivist contention that the abstract order of
rules that facilitates concrete social order must be deliberately
designed if it is to be rational. Against this further contention,
Hayek emphasizes the “grown” or “evolved” character of the law
that makes spontaneous concrete social order possible. Law long
precedes legislation. It is not the product of human will, but rather
of an evolutionary process in which groups whose members tend to
“follow” rules that facilitate intramural peace and cooperation are
more apt to survive, expand, and be imitated than groups whose
members have not stumbled onto such rules. Only gradually do
individuals even perceive themselves as following rules, and only
gradually are these rules articulated. Even when those rules are
articulated and codified, they are perceived as discovered norms of
conduct —as laws - the normative force of which does not derive from
their being expressed or enforced by some political agency.

UTILITARIAN VERSUS NON-UTILITARIAN
TELEOLOGICAL JUSTIFICATION

As Hayek portrays it, constructivist rationalism does not merely
hold that only deliberately designed concrete factual orders and
abstract normative orders are rational. It also demands that concrete
social orders and abstract orders of norms be subjected to critical
scrutiny and that there be a rational “demonstration” of their justi-
fication. Constructivist rationalism demands that “the traditional
rules of morals and law” be subjected to critical scrutiny and that we
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refuse “to recognize as binding any rules of conduct whose justifica-
tion [has] not been rationally demonstrated” (RO, p. 25). According
to Hayek, this demand for demonstrative vindication, like the belief
that the deliberate use and only the deliberate use of reason can
generate a well-ordered society, embodies an overestimation of the
power of reason. In fact, Hayek appears at times to reject entirely the
enterprise of justifying fundamental social norms. For he seems to
say that it is a fundamental problem with constructivist rationalism
that it seeks to determine whether rules are “rationally justified”
(RO, p. 25).* Nevertheless, this cannot be Hayek’s position. Although
we may be nostalgic for an era in which principles were held “as no
more than unreasoned prejudice,” once “the instinctive certainty is
lost,” there is no recourse except to an explicit vindicating restate-
ment of those principles (RO, p. 60). No sensible person can reject a
call for the “rational examination of the appropriateness of existing
rules” (MS]J, p. 18). Hayek subscribes to Locke’s claim in the Essays on
the Law of Nature that it is within the province of reason to search
for and discover the rules that constitute the law of nature.’ We need,
then, to identify just what Hayek is rejecting when he rejects ration-
alist demonstration and what model of vindication for rules of just
conduct he embraces despite his rejection of demonstration.

This identification is made difficult by the dearth of precise ter-
minology in Hayek for designating and distinguishing among alter-
native strategies for justifying rules of just conduct. In order to better
express Hayek’s own stance and distinguish it from any stance that
is more naturally described as utilitarian, most of the remainder
of this section is devoted to terminological clarification. Let us
follow Hayek in using “utilitarianism” very broadly. Any doctrine
that bases its judgments about rightness in action on its judgments
about the relative value or ranking of alternative available concrete
social outcomes will count as utilitarian. Act versions of utilitarian-
ism begin by projecting what alternative overall factual outcomes
will be engendered (or can be expected to be engendered) by each of
the actions under consideration and by ranking those alternative
outcomes on some scale of “utilitarian” value. Once we have that
ranking of anticipated overall factual outcomes, we can identify the
right action as the one that engenders (or can be expected to engen-
der) the most highly ranked outcome. Rule versions of utilitarianism
begin by projecting the consequences of general compliance with
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competing sets of principles. For each set of principles under consid-
eration, we are to anticipate what overall concrete social order will
ensue from general compliance with that set of rules. And we are to
ascribe rightness to that set of rules general compliance with which
will conduce to the best of these anticipated social outcomes.
Particular actions will derive their rightness from their compliance
with the set of rules to which rightness has thus been ascribed.
We have here a broad characterization of utilitarianism, not only
because it equally admits both act and rule forms, but also because
this characterization does not at all limit what may be the scale of
value for ranking alternative outcomes. In this broad sense, a utili-
tarian need not ascribe ultimate value only to pleasure or preference-
satisfaction.

All of this is completely standard - except for the description of
the alternative outcomes as overall factual orders or concrete social
outcomes. The force of these Hayekian locutions is that the utili-
tarian ranking of competing outcomes is a ranking of arrays of par-
ticular factual states of affairs — a ranking of, for example, the array
that would consist of A enjoying five units of pleasure and B enjoying
seven units of accomplishment against the array that would consist
of A enjoying four units of wisdom and B enjoying nine units of
pleasure. (Or perhaps for each action or each set of rules under con-
sideration what can be projected is some distribution of more-or-less
probable resulting arrays of individual states of affairs. Then the
ranking must be a ranking of something like the expected value of
the overall outcomes of the contending actions or contending sets of
rules.) Utilitarianism in the broad sense rests its judgment about the
rightness of actions on a comparison of the value of alternative
available concrete social worlds (or on a comparison of the expected
value of alternative probability distributions of concrete social
worlds).

Hayek tells us that there is a “wide sense” of the term “utilitarian”
in which he, along with Aristotle, Aquinas, and Hume, counts as a
utilitarian. “In this wide sense every one who does not regard all
existing values as unquestionable but is prepared to ask why they
should be held would be described as ‘utilitarian’” (MS], p. 17). One
might interpret Hayek here as saying that anyone who attempts any
sort of rational vindication for rules of just conduct is a utilitarian
in this wide sense. This would not quite be correct; and it would not
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explain Kant’s absence from this list. Rather, to be a utilitarian even
in this wide sense one has to seek to vindicate the rules of just
conduct by identifying “the function [such rules and institutions]
perform in the structure of society” (MS], p. 17). One needs to cite
what Hayek refers to as the aim or the goal or the telos of these rules.
So to be a utilitarian in this wide sense is to be an advocate of some
form of teleological justification for the rules of just conduct and,
thereby, for actions in accordance with those rules. Hayek’s identi-
fication of the “rational examination of the appropriateness of exist-
ing rules” with inquiry into the function, aim, goal, or telos of those
rules reveals his own implicit identification of all justification with
teleological justification.

It should be clear that one can be a utilitarian in Hayek’s wide
sense without being a utilitarian in the broad sense involved in
holding that the justifying aim - the telos — for the rules of just
conduct or for action is the production of the best available factual
social order. Since, as we shall see, Hayek rejects any vindication for
actions or rules of just conduct that turns on the production of some
purported best concrete social world, Hayek cannot be a utilitarian in
this broad sense; he can only be a utilitarian in the wide sense that
amounts to offering a justifying telos for rules of just conduct. Since,
as we shall see, the justifying telos that Hayek offers for rules of just
conduct is strikingly different from any justifying aim offered by
utilitarianism in the broad sense just described, clarity will be served
by explicitly distinguishing between utilitarianism in its broad sense
and non-utilitarian teleological (or “telic”) justification of rules of
just conduct. Given this terminology, we can say — but still need to
show — that Hayek rejects all utilitarian justification as being guilty
of the sins of constructivist rationalism. And we can say — but still
need to show — that Hayek does not reject entirely the justificatory
enterprise; for he proposes a telic, but non-utilitarian, vindication of
the rules of just conduct.

Although I have spoken of Hayek’s appeal to the telos of rules of
just conduct, Hayek himself often speaks of the rules of just conduct
rather than the telos of those rules as the fundamental value that he
seeks to restore. This reflects his strong interest in highlighting the
importance of rules — even if they are ultimately to be vindicated by
a telos that they serve. It also reflects a more strictly Kantian strand
in Hayek according to which one must respect freedom and abide by
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rules of just conduct because to fail to do so is to treat individuals as
means rather than as ends-in-themselves. “Coercion is evil precisely
because it thus eliminates an individual as a thinking and valuing
person and makes him a bare tool in the achievement of the ends of
another” (Hayek 1960, p. 21). Still, Hayek is uncomfortable with any
purely deontic doctrine; hence his pursuit of a stance that transcends
standard forms of teleological vindication without abandoning the
teleological intuition that rules must draw their validity from some
purpose that they serve.

There is a further advantage to speaking of Hayek’s project as telic
but not utilitarian. For Hayek, a condition of any overall state of
affairs or order being the rational end for legal rules and rule-enforcing
institutions is that state of affairs or order being (at least) ex ante
mutually advantageous. This condition is often expressed by Hayek
as the condition of being rationally agreeable to all individuals. The
language of telic justification more readily accommodates this
mutual advantage condition than does the language of utilitarian
justification. As we shall see, the abstract “order of actions” satisfies
the condition of being ex ante mutually advantageous although no
particular anticipated factual order (or distribution of possible con-
crete factual orders) satisfies it.

One final terminological caution is necessary. Hayek operates
with only two terms to name sub-categories of teleological (in his
language, “utilitarian”) justification. These are “act-utilitarianism”
and “rule-utilitarianism.” For this reason, Hayek tends to classify
whatever he rejects in the way of teleological justification as act-
utilitarianism and, by paucity of sub-categories, he tends to classify
whatever he accepts in the way of teleological justification as rule-
utilitarianism. The result is that he often writes as though he is
arguing specifically against act-utilitarianism and on behalf of rule-
utilitarianism; and he is often described by commentators as an
advocate of some sort of rule-utilitarianism.® We shall see how this
description is importantly mistaken.

THE CRITIQUE OF UTILITARIAN JUSTIFICATIONS

In rejecting constructivist demonstration Hayek is most clearly and
straightforwardly rejecting case-by-case determination of whether
one ought to comply with a given applicable rule of conduct.
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According to Hayek, such case-by-case determination, in its ration-
alist hubris, jettisons rather than vindicates action in accordance
with principles. This hubris is exemplified by Hans Reichenbach’s
declaration that

the power of reason must be sought not in rules that reason dictates to our
imagination, but in the ability to free ourselves from any kind of rules
to which we have been conditioned through experience and traditions.
(RO, p. 23)

Principles in themselves count for nothing; they are, if anything,
barriers to genuinely rational decision. Reason is directly in opera-
tion only when we determine how we should act by identifying
which available action most advances the particular ends that we
desire. Similarly, Hayek cites Keynes’ account of the views that he
and youthful contemporaries embraced:

We entirely repudiated a personal liability to obey general rules. We claimed
the right to judge every individual case on its merits ... We repudiated
entirely customary morals, conventions, and traditional wisdom. We were,
that is to say, in the strict sense of term, immoralists. (RO, p. 24)°

As Hayek sees it, Keynes is entirely correct to say that judging every
case on its own merits leads not merely to the repudiation of general
rules but to immoralism. This is because of two converging consid-
erations. First, the intended case-by-case assessment of available
actions turns on a ranking of the concrete factual social orders that
would respectively be engendered by those actions — the right action
being the action the results of which rank highest. Second, reason
cannot provide any such ranking of alternative factual social orders.
Thus, even if we could know what the particular results of the
various actions under consideration would be, reason could not pro-
vide an ordering of those actions. Any ranking of the available factual
orders will be an expression of non-rational will; and this non-
rational willfulness will be bequeathed to any endorsement of one
of the available actions that is based upon this willful ranking.

Not every advocate of case-by-case assessment recognizes that
this amounts to immoralism. For many such advocates have the
mistaken belief that “reason can transcend the realm of the abstract
and by itself is able to determine the desirability of particular
actions” (RO, p. 32). These advocates are under the “illusion” that
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reason by itself can “tell us what we ought to do” in the sense of
disclosing “common ends” that “all reasonable men ought to be able
to join in the endeavor to pursue” (RO, p. 32). Indeed, the illusion is
that reason discloses a formula for weighing these common ends
against one another so that we can determine which array of realiza-
tions of those ends constitutes the best available factual social order.
Reason is presumed to deliver a specification of one of the available
factual orders as best so that “the whole of society [can be organized
as] one rationally directed engine” in service of that best factual order
(RO, p. 32). However, all such purported deliverances of reason are,
in reality, nothing but “the decisions of particular wills” (RO, p. 32).
Rationalist hubris embraces what is actually an atavistic craving for
a hierarchy of common ends. Since reason cannot in fact satisfy that
craving, the “over-estimation of the powers of reason leads through
disillusionment to a violent reaction against the guidance of abstract
reason, and to an extolling of the powers of the particular will”
(RO, p. 32). “It is the over-estimation of the power of reason [to pre-
dict and know the relative value of alternative concrete social orders]
that leads to the revolt against the submission to abstract rules”
(RO, p. 33).

Several things should be noted here. First, although Hayek cer-
tainly thinks it is a grave error to believe that we can have knowledge
or even well-justified belief about what factual order will be engen-
dered by this or that particular action, his emphasis is not on our
factual ignorance but rather on our normative ignorance.
Omniscient people would be “in agreement on the relative impor-
tance of all the different ends” (MS], p. 8). However, as normatively
ignorant beings, we lack even well-grounded beliefs about the rela-
tive importance of persons’ diverse ends. To the best of my knowl-
edge, the most extensive statement of this view appears in Hayek’s
very early and interesting essay, “Freedom and the Economic
System”:

Economic planning [for a socially best outcome] always involves the sacri-
fice of some ends in favour of others, a balancing of costs and results, a choice
between alternative possibilities; and the decision always presupposes that
all the different ends are ranged in a definite order according to their impor-
tance, an order which assigns to each objective a quantitative importance
which tells us at what sacrifices of other ends it is still worth pursuing and
what price would be too high . .. Agreement on a particular plan requires.. . . for
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asociety as a whole the same kind of complete quantitative scale of values as
that which manifests itself in the decision of every individual, but on which,
in an individualist society, agreement between the individuals is neither
necessary nor present. (Hayek [1939] 1997, p. 201)

The ranking of alternative social outcomes

presupposes ... something which does not exist and has never existed: a
complete moral code in which the relative values of all human ends, the
relative importance of all the needs of different people, are assigned a definite
quantitative significance. (Hayek [1939] 1997, pp. 201-2)

Constructivists say that each of these diverse ends — and not merely
the various means to those ends — possess the common valuable
attribute of “utility.” Yet this is nothing but a futile attempt “to
describe a supposedly common attribute of the different ends” that
the various available means would serve and, thereby, to fulfill “the
rationalist desire explicitly to derive the usefulness of means from
known ultimate ends,” i.e., from the utility and, hence, the value of
known ultimate ends. But distinct important human ends do not
have “a measurable common attribute” (MSJ, p. 18). And it is clear
that Hayek means both that there is no common descriptive attrib-
ute and that there is no common sort of value that attaches to these
different ends. The value of instantiations of one sort of ultimate
human end is not commensurable with the value that attaches to
instantiations of any other sort of ultimate human end. A crucial part
of what is wrong with case-by-case assessment of actions is not
so much its case-by-caseness, i.e., its act-utilitarian character, but,
rather, its reliance upon rankings of alternative overall factual social
orders. And a crucial part of what is wrong with reliance upon such
rankings is our lack of the normative information necessary to justify
such rankings.’

The second point to be noted is that the passages we have just
surveyed reflect a central and constant polarity within Hayek’s
worldview between, on the one hand, reason, science, and the
abstract and, on the other hand, will, ignorance, and the particular.
For Hayek, scientific knowledge is fundamentally knowledge of
the abstract; it is knowledge of lawful general relationships.
“Evolutionary [i.e., Hayekian| rationalism ... recognizes abstrac-
tions as the indispensable means of the mind which enable it to
deal with a reality it cannot fully comprehend” (RO, p. 30). The
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evolution of mind and rationality is the evolution of our propensity
to act in accordance with the abstract — which includes both
our propensity to recognize general lawful relationships and our
propensity to abide by rules (RO, pp. 1721, 29-31). The evolution of
rationality in action as much involves an orientation toward the
abstract — in the form of an evolution of our disposition to abide by
general rules — as does the evolution of rationality in belief. Man is, of
course, a “purpose-seeking” animal. Nevertheless, he is “as much a
rule-following animal” (RO, p. 11). And his rationality as an acting
being is tied to the rule-following, abstract-oriented dimension of his
behavior. To be a reasonable man is to be disposed to recognize and
acknowledge the directive force of the “rules which have by a process
of selection been evolved in the society in which he lives”
(RO, p. u1).”° In contrast, particular states of the world are not the
objects of scientific knowledge — though, of course, various individ-
uals are acquainted with certain particular states of the world.
Furthermore, particular outcomes — whether they be local factual
outcomes for this or that individual or overall concrete social orders —
are not the objects of rational action. In their particularity, such
factual states can only be the objects of non-rational will. This polar-
ity suggests that Hayek must hold that rational action is simply
action in accordance with certain abstract rules — unless he can
identify an abstract end that will serve as a justifying telos for
those rules. As we shall see, for Hayek, the “order of actions” that
is engendered by compliance with the rules of just conduct is the end
that satisfies this abstractness condition.

The third point to be noted is that the basic reasons that Hayek
offers against case-by-case, act-utilitarian determination of whether
an individual should comply with an applicable rule applies also to
rule-utilitarian proposals about the vindication of rule-abiding con-
duct. Both normative ignorance about our common ends and factual
ignorance about what concrete social order will be engendered by our
decisions and conduct cut as deeply against rule-utilitarian justifica-
tions as they cut against act-utilitarian justifications. This is espe-
cially clear if we understand rule-utilitarianism as it was explicated
in the previous section, namely, as the doctrine that begins assess-
ment of actions by ranking the concrete social outcomes of general
compliance with contending sets of rules and goes on to ascribe
rightness to actions that comply with the optimizing set of
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principles. I shall designate this as “rule-utilitarianism proper.”
Rule-utilitarianism proper accommodates the deontic intuition
that an action can be and be known to be productive of the best
available overall outcome while also being and being known to be
wrong. It accommodates this intuition by insisting that such an
optimizing action will be wrong if it violates a rule that is within
the set of optimizing rules and will be known to be wrong if that set
of rules is known to be the optimizing set. This insistence is, of
course, what inspires the recurrent charge of rule worship.

Whether or not the rule-utilitarian proper has an answer to this
charge, it should be clear that she presumes both the factual and the
normative knowledge that Hayek denies. Just as the act-utilitarian
believes he can predict what factual orders will result respectively
from particular actions, the rule-utilitarian proper believes that she
can predict what factual orders will result respectively from general
compliance with specific sets of rules. Moreover, just as the act-
utilitarian believes he can rationally rank predictable factual orders,
the rule-utilitarian proper believes that she has knowledge of our
common ends that enables her to rank predictable factual orders.
Hayek himself provides a remarkably explicit statement of this
defect within rule-utilitarianism proper:

Nor can the choice of the appropriate set of rules be guided by balancing for
each of the alternative set of rules considered the particular predictable
favourable effects against the particular unfavourable effects, and then
selecting the set of rules for which the positive net result is greatest; for
most of the effects on particular persons of adopting one set of rules rather
than another are not predictable. (MS], p. 3)

Of course, the predictions of either sort of utilitarian may be merely
probabilistic. For each action under consideration, the act-utilitarian
may merely (!) attempt to ascertain the probabilities of its engender-
ing various possible overall factual outcomes. Similarly, for each set
of rules under consideration, the rule-utilitarian proper may merely
(!) attempt to ascertain the probabilities that general compliance
with those rules will eventuate in various possible overall factual
outcomes. But these parallel attempts at probabilistic predictions
will meet with parallel failure in virtue of the factual ignorance on
which Hayek insists. Neither for the act-utilitarian nor for the rule-
utilitarian proper does a shift to assessment based upon assignments
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of probabilities circumvent dependence upon information that is
unavailable to the assessor. Moreover, even if the rule-utilitarian
proper could justifiably assign probabilities to the relevant possible
outcomes, her normative ignorance of our common ends and how
they are to be weighed against one another would leave her equally
unable to choose rationally between the contending sets of rules:

Among the members of a Great Society, who mostly do not know each other,
there will exist no agreement on the relative importance of their respective
ends. There would exist not harmony but open conflict of interests if agree-
ment were necessary as to which particular interests should be given prefer-
ence over others. (MS]J, p. 3)

This divergence in the weighting of different interests is not subject
to rational resolution — because we are ignorant of the relative value
of distinct important human ends.

I have spoken of rule-utilitarianism proper in anticipation of
discussing another doctrine that is usually taken to be a version
of rule-utilitarianism, namely, “indirect utilitarianism.” The crux
of indirect utilitarianism is a Hayekian-sounding appreciation for
the fallibility and unprofitable costs of case-by-case assessment of
contending actions. Case-by-case assessment is taken to be much
more fallible and costly than assessment on the basis of standing
norms of commonsense morality. Of course, any act-utilitarian can
recognize that these standard norms are helpful rules of thumb and
that it will often be better to follow them than to enter into poten-
tially self-deceived or self-serving case-by-case calculations. What
makes one an indirect utilitarian is the conviction that case-by-
case decisions are so characteristically fallible and costly that it is
always — except, perhaps, for very narrowly defined circumstances —
more expeditious in terms of actual or expected concrete outcomes
to abide by the applicable standard norm rather than to seek to judge
each case on its own apparent merits. Except perhaps under those
very narrowly defined circumstances, action in conformity to the
applicable commonsense norm is the best bet for realizing that
“supposedly common [valuable] attribute of the different ends.””
Within indirect utilitarianism, then, the standard utilitarian goal of
engendering the best overall factual order or the best probability
distribution of overall factual orders remains in place and is merely
supplemented with the comforting, but highly speculative and
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implausible, view that action in accordance with standard norms is
(almost) always our best bet for achieving this end. Indirect utilita-
rianism is, then, subject to the same basic criticisms that Hayek
advances against act-utilitarianism. For it is committed to factual
judgments about the likelihood that particular actions will yield
particular concrete results and to normative judgments about the
ranking of alternative distributions of possible concrete results that
presume a factual and normative knowledge that Hayek denies.

In his most extended discussion of utilitarianism in Law,
Legislation, and Liberty (MS], pp. 17—23), Hayek does not appreciate
the large remaining gap between indirect utilitarianism and his
own position. For he thinks that those who abandon the naive act-
utilitarianism that justifies actions on the basis of (presumed) knowl-
edge about what concrete results those actions will have, fully
assimilate the lessons of Hayekian ignorance. He believes that
these “utilitarians” thereby become intellectually “bound to assume
the existence of rules not accountable for by utilitarian considera-
tions and thus must abandon the claim that the whole system of
moral rules can be derived from their known utility” (MS], p. 19). But,
while it is true that indirect utilitarianism abandons the naive claim
that the whole system of moral rules can be derived from their
known utility, it is not true that this doctrine is bound to assume
the existence of rules not accountable for by utilitarian considera-
tions. Indeed, as I have indicated, it rests on its own highly specula-
tive and contentious claims about the likely concrete outcomes of
rule-compliant actions.

We can further see the distance between Hayek’s own view and
indirect utilitarianism by examining Hayek’s contentions in the
pivotal chapter on “Principles and Expediency” in RO. Hayek there
seems to offer an indirect utilitarian case for abiding by freedom-
protecting principles even when it appears that violation of those
principles will procure particular benefits. The problem with decid-
ing “each issue solely on what appear to be its individual merits”
(RO, p. 57) is that the gain from the violations of a rule that is
protective of freedom will almost always be more apparent and
vivid than the opportunity costs of the violation. We will usually
have the problem that the infringement on freedom is intended to
solve directly before us (and will believe that, if we really intend to
solve the problem, it will be solved), while we will hardly ever see
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what problem-solving activities individuals would have engaged in
had their freedom not been restricted:

Since the value of freedom rests on the opportunities it provides for unfore-
seen and unpredictable actions, we will rarely know what we lose through a
particular restriction of freedom. Any such restriction, any coercion other
than the enforcement of general rules, will aim at the achievement of some
foreseeable particular result, but what is prevented by it will usually not be
known. (RO, pp. 56-57)

For this reason, “If the choice between freedom and coercion is thus
treated as a matter of expediency, freedom is bound to be sacrificed
in almost every instance” (RO, p. 57). From the point of view of expedi-
ency, one wants not to make decisions on particular issues on the basis
of expediency. But it is, I believe, Hayek’s view that, if expediency is
the only reason one has not to decide particular issues on the grounds of
expediency, one will not resist the siren call of expediency in particular
cases. For, in the face of apparently great net gains through the violation
of freedom-protecting norms, one will not be able to say to oneself that
one ought to respect freedom as a matter of principle:

The preservation of a free system is so difficult precisely because it requires a
constant rejection of measures which appear to be required to secure partic-
ular results, on no stronger grounds than that they conflict with a general
rule, and frequently without our knowing what will be the costs of not
observing the rule in the particular instance. (RO, p. 61)

Somewhat paradoxically, although expediency is a basis for wanting
strict compliance with freedom-protecting principles, one will not get
that compliance and that expediency if one’s fundamental aim is the
achievement of the expedient. This is why Hayek follows the passage
just cited with the conclusion that, “A successful defence of freedom
must therefore be dogmatic ... Freedom will prevail only if it is
accepted as a general principle whose application to particular instan-
ces requires no justification” (RO, p. 61). Freedom and the greater
advantages it brings “can be preserved only if it is treated as a supreme
principle which must not be sacrificed for particular advantage”
(RO, p. 57). Any appeal to expediency - including the indirect utilitar-
ian appeal — undermines the standing of principles as principles. The
recognition that expediency would be served by belief in principles as
principles does not itself generate or sustain such belief.”
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We need belief in certain “general values whose conduciveness to
particular desirable results cannot be demonstrated” (RO, p. 58). Once
useful “unreasoned prejudice” on behalf of such principles is lost, a
vindicating restatement of those principles is needed. Such a state-
ment must point to some overall aim to which compliance with
rules of just conduct is always conducive. But it is not possible to
show as a matter of empirical fact that compliance with a given set of
norms is always conducive to any particular overall factual outcome
or even to any distribution of possible overall factual outcomes. And
even if this could be shown, it could not be shown that this factual
outcome or anticipated distribution of possible factual outcomes is
the concrete outcome or anticipated distribution of possible concrete
outcomes that ought to be promoted. Hayek’s commitment to the
teleological character of the justification of fundamental principles
requires, then, that there be something to which compliance with
those principles is always conducive; but his insistence on our fac-
tual and normative ignorance precludes that something being any
best overall factual order or any best anticipated distribution of
possible overall orders. What Hayek needs, therefore, is something
between the abstract order of norms that he seeks to vindicate and
the overall factual orders or distributions of possible factual orders
to which all species of utilitarian vindication appeal. He needs a telos
for rules of just conduct that stands between those rules and the
unpredictable and unrankable arrays of concrete outcomes that com-
pliance with those rules might engender. This telos cannot itself be
a distinct concrete factual order (or distribution of possible concrete
factual orders), and it must be non-contingently connected with
compliance with those rules so that we can know that compliance
will always (tend to) sustain or promote that telos.

NON-UTILITARIAN TELIC JUSTIFICATION

So what is the proposed telos? As anticipated in the introductory
section, it is the structure or pattern of peaceful coexistence and
mutually advantageous coordination among the highly diverse
members of a large-scale and pluralist society that will obtain in
some concrete but largely unpredictable manifestation when there
is general compliance with rules of just conduct.” “[T]he general
rules of law that a spontaneous order rests on aim at an abstract
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order, the particular or concrete content of which is not known
or foreseen by anyone” (RO, p. so, emphasis added). Constructivist
rationalism calls upon us “to reject all general values whose condu-
civeness to particular desirable results cannot be demonstrated”
(RO, p. 58). However, this turns out to be a recipe for the rejection
of all general values, i.e., all principles. Hayek’s innovative proposal
is not to reject demonstrable conduciveness to desirable results as
the grounding of general principles but, rather, to reject conducive-
ness to particular concrete results. Independently it makes sense to
turn away from particular results because the particular is not within
the purview of scientific knowledge or practical rationality:

What helpful insight science can provide for the guidance of policy consists
in an understanding of the general nature of the spontaneous order, and not
in any knowledge of the particulars of a concrete situation, which it does not
and cannot possess ... The only theory which in this field can lay claim to
scientific status is the theory of the order as a whole; and such a theory
(although it has, of course, to be tested on the facts) can never be achieved
inductively by observation but only through constructing mental models
made up of observable elements. (RO, pp. 63-64)

A social scientific understanding of spontaneous social order enables
us to predict that compliance with general rules of a certain character —
in particular rules that define rights of personal integrity, property,
and contract™ — will sustain and promote a pattern or structure of
cooperative relationships. It is our grasp of abstractions — certain
theoretical models — rather than comprehensive acquaintance with
particular facts that enables us to see that

it is only by constantly holding up the guiding conception of an internally
consistent model [of the overall order] which could be realized by the con-
sistent application of the same principles, that anything like an effective
framework for a functioning spontaneous order will be achieved. (RO,

PP. 64-65)

Telic justification for rules of just conduct in terms of this frame-
work for a functioning spontaneous order is available because “it is
possible to distinguish between those rules and the resulting order”
(RO, p. 98).

Only when it is clearly recognized that the order of actions is a factual state of
affairs distinct from the rules which contribute to its formation can it be
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understood that such an abstract order can be the aim of rules of just

conduct. (RO, pp. m3-14)

That s, itis only when Hayek recognizes this distinction that he sees
a path between unreasoned affirmation of rule compliance for its
own sake and rationalist demonstration with all its false assump-
tions about our factual and normative knowledge. Only with this
recognition of a distinguishable end for which compliance with rules
of just conduct is the means can he accommodate his implicit prem-
ise that all rational justification of rules or action must invoke some
desirable end without stepping into the abyss of constructivism."”

On the account that I have advanced, Hayek proposes to provide
a secure grounding for rules of just conduct — a grounding that
re-enthrones them — by presenting compliance with those rules as the
necessary and certain means for a newly identified fundamental
value or end. Many passages in RO — especially those that describe
the role of the judge within a legal order conducive to spontaneous
social order — support this account. “The aim of jurisdiction [i.e.,
judicial decision] is the maintenance of an ongoing order of actions”
(RO, p. 98). A judge operating within such an order first turns to its
explicit and implicit rules:

The question for the judge here can never be whether the action [under
examination] was expedient from some higher point of view, or served a
particular result desired by authority, but only whether the conduct under
dispute conformed to recognized rules. The only public good with which he
can be concerned is the observance of those rules that individuals could
reasonably count on. (RO, p. 87)

But the invocation of these rules itself serves and ultimately is
governed by the guiding conception of a framework of cooperative
interaction:

What must guide his decision is not any knowledge of what the whole of
society requires at the particular moment, but solely what is demanded by
general principles on which the going order of society is based. (RO, p. 87,
emphasis added)

Indeed, the Hayekian judge is guided not by an attachment to those
rules as such but by insight into the relationship between the body
of (legally enforced) rules and the framework of spontaneous factual
order served by those rules. Judges are at least to be guided by such
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insight when the existing explicit rules do not simply and mechan-
ically dictate a particular decision. In such a case, the judge will not
be free to pronounce as he pleases or as will advance any particular
political agenda. Rather,

The rules which he pronounces will have to fill a definite gap in the body of
already recognized rules in a manner that will serve to maintain and improve
that order of actions which the already existing rules make possible.
(RO, p. 100)

Hayek’s position, therefore, constitutes an interesting stance on
the question of whether judges can go beyond the existing, explicitly
recognized legal norms without being willful makers of law."

If the decision [facing a judge| cannot be logically deduced from recognized
rules, it still must be consistent with the existing body of such rules in the
sense that it serves the same order of actions as these rules ... [The judge
must decide such] a case in a manner appropriate to the function which the
whole system of rules serves. (RO, p. 116)"7

This stance is available precisely because it is possible to distinguish
between the norms and the order of actions that they serve.

In contrasting law that arises originally from custom and prece-
dent with law that expresses the will of a political authority, Hayek
says that the former

will consist of purpose-independent rules which govern the conduct of
individuals towards each other, are intended to apply to an unknown number
of further instances, and by defining a protected domain of each, enable an
order of actions to form itself wherein the individuals can make feasible
plans. (RO, pp. 85-86)

However, in light of the identification of the order of actions as the
telos served by such rules, the Kantian characterization of these rules
as purpose-independent needs to be qualified:

[T]f we include in “purpose” the aiming at conditions which will assist the
formation of an abstract order, the particular contents of which are unpre-
dictable, Kant’s denial of purpose is justified only so far as the application of a
rule to a particular instance is concerned, but certainly not for the system of
rules as a whole. (RO, p. 113)

Further confirmation of Hayek’s non-utilitarian, telic stance comes
from volume 3 of Law, Legislation, and Liberty. In this volume,
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Hayek sketches a model constitution, a crucial feature of which is
that a Legislative Assembly will be charged with articulating and
revising rules of just conduct that will apply to all agents within the
spontaneous social order. To guide and constrain the Legislative
Assembly, the constitution will contain a “basic clause” that goes
beyond the requirement that the law it articulates be applicable to
“an indefinite number of unknown future instances.” The basic
clause also will require that the law “serve the formation and pre-
servation of an abstract order whose concrete contents [are] unfore-
seeable” (Hayek 1979, p. 109). The constitution includes this further
requirement because

government can only assist (or perhaps make possible) the formation of an
abstract pattern or structure in which the several expectations of the mem-
bers [of society] match each other ... It can only assure the abstract character
and not the positive content of the order that will arise from the individuals’
use of their knowledge for their purpose by delimiting their domains against
each other by abstract and negative rules. (Hayek 1979, p. 130)

Benthamite constructivists on the one hand and Kant on the other
hand were unable to conceive of an abstract order as a goal. For such
an order

was too much at variance with what most people regarded as an appropriate
goal of rational action. The preservation of an enduring system of abstract
relationships, or the order of a cosmos with constantly changing content, did
not fit into what men ordinarily understood as a purpose, goal, or end of
deliberate action. (RO, p. 112)

However, the development of “social theory, particularly economics”
(RO, p. m2) enables us to conceive of this abstract order as a candidate
for being the appropriate goal of rational action. And, once it is avail-
able, two converging lines of Hayekian argument point to the reason-
ableness of its selection. The first is the rejection of any constructivist
doctrine that directs us to any particular overall concrete social order
(or any distribution of possible overall concrete orders) as the goal of
rational action. A recognition of our factual and normative ignorance
radically undermines the project of ranking such ends and identifying
and securing the performance of the actions that would yield any
putatively most highly ranked overall factual end. The second is the
positive appreciation of our disposition to comply with rules as being a
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crucial strand within our evolved rationality — a rationality that has
evolved so as to circumvent the problems of our factual and normative
ignorance. Hayek’s association of practical rationality with compli-
ance with abstract constraining norms rather than with the pursuit
of particular ends intimates a non-telic, genuinely deontic, moment
within his thought. Nevertheless, his commitment to the vindication
of norms having some sort of telic structure leads Hayek to search for a
purpose that is predictably served by (and only by) compliance with
those norms and the adoption of which is compatible with our norma-
tive ignorance. The purpose that he finds is that set of abstract rela-
tionships in and through which individuals — in particular ways that
are not subject to prediction — will live peacefully and interact to
mutual advantage with one another. Service to that abstract order is
the rationale for compliance with rules of just conduct; and compli-
ance necessarily serves that abstract end while violation of those rules
necessarily subverts it.”

This abstract order is the appropriate goal of rational action for
individuals who are faced with the opportunity of life within a large-
scale social order inhabited by individuals who are highly diverse in
their circumstances, knowledge, skills, preferences, and valued aspi-
rations. It is the goal that is — because of its abstract character —
reasonably agreeable to all individuals faced with that opportunity.
“[R]ational policy” does not require “a common scale of concrete
ends”: rather “policy ... may be directed toward the securing of an
abstract overall order” (MS]J, p. 114). Given our lack of reasonable agree-
ment upon a specific hierarchy of ends that would rank alternative
particular outcomes, our factual ignorance is a blessing in disguise. For
our factual ignorance prevents our rationally staking out particular
and, hence, conflicting concrete social outcomes as candidates for the
appropriate societal goal. Our common ignorance requires, instead,
that we each give our allegiance to the abstract order of peaceful and
mutually beneficial interactions that is ex ante advantageous to each:

There would exist not harmony but open conflict of interests if agreement
were necessary as to which particular interests should be given preference
over others. What makes agreement and peace in such a society possible
is that the individuals are not required to agree on ends but only on means
which are capable of serving a great variety of purposes and which each hopes
will assist him in the pursuit of his purposes. (MS], p. 3)
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What is crucial to the existence of the Great Society — in contrast to
narrow command societies — is “the discovery of a method of collab-
oration which requires agreement only on means and not on ends”
(MS], p. 3).

It should be clear that what Hayek here speaks of as agreed-upon
means is what he elsewhere refers to as the ultimate ends or values -
the most fundamental ends or values vis-a-vis rational policy.
Speaking of the abstract rules that “serve the preservation of an
equally abstract order,” Hayek says that “though these rules ulti-
mately serve particular (though mostly unknown) ends, they will do
so only if they are treated not as means but as ultimate values, indeed
as the only values common to all and distinct from the particular
ends of individuals” (MS], pp. 16-17). And it is rational to treat these
rules — or the abstract order they serve — as ultimate social ends or
values because it is not rational to endeavor to see through the
predictable abstract order to the particular overall factual order
through which that abstract order will be manifested. Due to our
ignorance, we rationally converge on the abstract order served by
rules of just conduct as our common end — an end which is to be
labeled “a value” because “it will be a condition which all will want
to preserve” (RO, p. 104).

The “values” which the rules of just conduct serve will thus not be parti-
culars but abstract features of an existing factual order which men will wish to
enhance because they have found them to be conditions of the effective
pursuit of a multiplicity of various, divergent, and unpredictable purposes.
The rules aim at securing certain abstract characteristics of the overall order
of our society that we would like it to possess to a higher degree. (RO, p. 105)

These abstract features alone “can constitute a true common interest
of the members of a Great Society, who do not pursue any particular
common purpose” (RO, p. 121)."”

Hayek tells us that

It is only if we accept such a universal order as an aim, that is if we want to
continue on the path which since the ancient Stoics and Christianity has
been characteristic of Western civilization, that we can defend this moral
system [of universal rules] as superior to others. (MSJ, p. 27)

There is no proof of the value of this universal order either in the sense of
constructivist demonstration of its production of the best overall factual
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outcome or in the sense of deriving this value from some yet more
fundamental (proven?) value. But that, I think, does not belie Hayek’s
claim that the only sensible, reasonably agreeable, end for individuals
who stand as potential co-members of a Great Society is that universal
order — “a timeless purpose which will continue to assist individuals in
pursuit of their temporary and still unknown aims” (MS]J, p. 7).

NOTES

1. I gratefully acknowledge summer research support from the Murphy
Institute of Political Economy at Tulane University. Mary Sirridge and
Jerry Gaus provided helpful conversation. I have profited greatly from
my involvement in colloquia sponsored by the Liberty Fund on the work
of F. A. Hayek.

2. For Hayek, there is a deep connection between justice and cooperation
to mutual benefit. Justice is action in accordance with norms that make
cooperation possible. Part of the reason for identifying negative protec-
tive norms as the norms of justice is the tie between these protective
norms and cooperation to mutual advantage.

3. The other candidate for culminating work is Hayek’s The Fatal Conceit
(1988). However, the extent of Hayek’s authorship of this volume has been
challenged. See Caldwell 2004a, pp. 316-19 and, especially, Ebenstein 200s.

4. Hayek continually conflates the claim that reason creates or designs
moral norms and the claim that reason can confirm or justify those
norms. Since he is so eager to deny the first, he is continually driven to
deny the second as well.

5. See the passage from Locke cited in n. 25, p. 151 of RO. This passage is
cited in full or in part in three essays (collected in Hayek 1967¢) that
anticipate the doctrine of Law, Legislation, and Liberty. See Hayek [1965]
1967, . 1 0N P. 84; 1967Db, n. 7, p. 98; and [1963] 1967, n. 2, p. 107. A portion of
this passage that does not include the claim that reason searches for and
discovers the law of nature appears in Hayek 1988, p. 49.

6. Seee.g. Ebenstein 2001, p. 249 and the citations in n. 27, p. 383. For Hayek’s
invocation of the distinction between act- and rule-utilitarianism see
Hayek 1960, p. 455, n. 20, and MS]J, p. 156, n. 16.

. The passage is from Reichenbach 1951, p. 141.

8. The passage is from a talk by Keynes entitled “My Early Beliefs.”
See Keynes 1949, p. 97.

9. Also see the entire section of Law, Legislation, and Liberty that is
entitled “A Free Society Is a Pluralistic Society Without a Common
Hierarchy of Particular Ends” (RO, pp. 109-11).
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To avoid the position that a reasonable man acknowledges the directive
force of whatever rules operate within his society, Hayek needs to
emphasize that he is talking of rules that jointly facilitate an order of
peaceful coexistence and mutually beneficial interaction.

Unlike the rule-utilitarian proper, the indirect utilitarian does not say
that a given action can be known to be productive of the best overall
outcome and still be known to be wrong.

Highly similar claims about the need for freedom or liberty to be “accep-
ted as an overriding principle,” “to be treated as the supreme principle,”
if the benefits of freedom are to be attained, appear in Hayek 1960. “We
shall not achieve the results we want if we do not accept it [freedom] as a
creed or presumption so strong that no considerations of expediency can
be allowed to limit it.” All these passages are on p. 68. However, nothing
like the justification of freedom or freedom-protecting normsin terms of
the abstract order of actions that respect for freedom facilitates appears
in Hayek 1960.

This notion of an abstract order of actions (“a general order”) first appears
in Hayek’s essay “The Legal and Political Philosophy of David Hume,”
originally published in 1963 and republished in Hayek 1967c, at p. 114. The
notion is ubiquitous in Hayek’s “Notes on the Evolution of Systems of
Rules of Conduct” (1967a), apparently written shortly before its publica-
tion in the same collection.

See the characterization of rules that are conducive to the formation of
concrete spontaneous social orders in RO, p. 107.

One is tempted to set this out in Hegelian fashion. Hayek’s position is
the synthesis that overcomes the conflict between the thesis of unrea-
soned adherence to principle and the antithesis of the need to justify
principles in terms of their usefulness.

Chapter s of RO is the high point of Hayek’s invocation of the abstract
order of actions as the telos of judicial decision. Nevertheless Hayek
slips into utilitarian-sounding pronouncements about the goal of
judges being to “maximize the fulfillment of expectations as a whole”
(RO, p. 103) or to achieve a “maximal coincidence of expectations” (RO,
p. 106).

See also the striking sentences in which Hayek endorses the judicial
nullification of already articulated rules that “are in conflict with the
general sense of justice” (RO, p. u8).

There are different possible abstract orders of actions corresponding to
different possible articulations of the rules of just conduct. These differ-
ent abstract orders cannot be ranked against one another; but, according
to Hayek, the telos for each particular set of rules of just conduct is the
specific abstract order of actions that this set of rules tends to serve. No
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philosophical selection of one of the abstract orders is possible or neces-
sarily needed.

19. “A Great Society has nothing to do with, and is in fact irreconcilable
with ‘solidarity’ in the true sense of unitedness in the pursuit of com-
mon goals” (MS], p. m1).
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14 Hayek the cognitive scientist
and philosopher of mind

F.A. Hayek’s long-neglected monograph The Sensory Order: An
Inquiry into the Foundations of Theoretical Psychology (1952b) has
in recent years begun to garner some attention, most of it from
economists or political scientists curious to see what bearing that
work has on the foundations of Hayek’s economics and social and
political thought." Some commentators have also noted the book’s
relevance to contemporary cognitive science, in particular its fore-
shadowing of connectionism.” Yet few have considered its distinctly
philosophical significance — either its place in the history of twentieth-
century philosophy or the light it might shed on current controver-
sies in the philosophy of mind.?

This is by no means surprising, given that Hayek was not a phi-
losopher by trade. He does not frame the issues he discusses in
primarily philosophical terms, and he does not apply to those issues
the methods a philosopher would. Notwithstanding his being
Wittgenstein’s cousin (Hayek [1977] 1992) and his friendship with
Karl Popper, he appears not to have sought, nor (except from
Popper) was he given, the attention of the mainstream analytic
philosophical tradition that dominated the three countries -
Austria, England, and the United States — in which he did the bulk of
his teaching and writing.* Nevertheless, it is arguably as a work of
philosophy that The Sensory Order is of the greatest interest. That it
foreshadowed connectionism seems at the end of the day a point of
merely historical significance; and its status as the “foundation” for
Hayek’s economics and politics has, I think, been exaggerated,
claims for such a status typically resting on little more than the
fact that the book characterizes the mind just as Hayek characterized
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economic and social systems, namely, as being complex, dynamic,
and unpredictable in principle. (Hayek would no doubt have charac-
terized the weather in exactly the same terms. Should we therefore
regard meteorology as providing a “foundation” for his economics
and politics?)

The position Hayek develops in The Sensory Order — one antici-
pated in “Scientism and the Study of Society” ([1942—44] 1952) and
supplemented in several other places, most importantly in the
essays “Rules, Perception, and Intelligibility” ([1962] 1967) and “The
Primacy of the Abstract” ([1969] 1978) — in fact constitutes an impres-
sive philosophy of mind from which we can learn much. It is not a
fully worked-out position, and it is not always presented in the
jargon, or with the rigor, to which contemporary philosophers of
mind have become accustomed. Still, it grapples in a highly original
way with the central issues that have occupied such philosophers,
incorporating (and in many cases foreshadowing) some of the most
important insights of twentieth-century philosophy of mind in a
synthesis whose various elements evoke the ideas of thinkers as
diverse, and seemingly philosophically incompatible, as Russell
and Wittgenstein, John Searle and Daniel Dennett. Indeed, a case
could even be made for it as the most comprehensive and plausible
attempt yet made to carry out the project of “naturalizing” the
mind. If it is also in the end a failed attempt (as Hayek’s friend
Popper thought it was), we shall see that the failure is a uniquely
instructive one.

This essay will try to substantiate these claims as follows. First,
it will offer an exposition of Hayek’s theory of the mind that draws
out its philosophical content, lays bare its connections to some of
the most important ideas put forward by philosophers both of
Hayek’s generation and of succeeding ones, and explores the ways
in which his unusual combination of these ideas allows them, when
united into a systematic whole, to withstand a number of objections
that would otherwise appear insuperable when applied to them
individually.® It will then examine what Popper took to be the
fatal flaw Hayek’s view shares with other naturalistic philosophies
of mind, and suggest that his view nevertheless staves off the
difficulties facing naturalism more effectively and heroically than
these better-known philosophies do, however ultimately futile the
heroism.
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THE MIND—BODY PROBLEM

As a preliminary, we need to get clear on exactly what the problems
are to which naturalistic philosophies of mind attempt to provide
answers. Philosophers of mind typically set apart two aspects of our
mental lives as being of special philosophical interest: they are, to
employ the currently most widely used jargon, the phenomena of
qualia and intentionality.

Qualia - the word is in the plural, the singular being “quale” - are
the subjective features of conscious experience, that part of our
mental lives which is directly knowable only “from the inside.” If
we imagine a man who has got his foot caught in a lawn mower, we
might distinguish between, on the one hand, the damage to his body,
the behavior he exhibits as a result of the accident (screaming, cry-
ing, flailing about), and the activity taking place in his nervous
system, and on the other hand, the feeling or sensation of pain he’s
experiencing. The former are all objective and, in principle, publicly
observable (if only via, say, X-ray or fMRI); the latter, however, is
private in the sense of being directly accessible only to the man
himself - and this is what philosophers would call the quale of his
experience. The subjective features of the experiences of smelling a
rose, tasting coffee, having an afterimage, or hearing a symphony
would also be examples of qualia.

Intentionality is the directedness or “about-ness” exhibited by
many mental phenomena. It parallels — and is indeed the ultimate
ground of — the meaningfulness of language. The word “cat” is about,
or means, something beyond itself, namely a certain kind of animal.
In this it differs from, say, “gryxr,” which is just a random string of
letters or perhaps a meaningless sound. Even “cat” and other linguis-
tic items, though, are in themselves just squiggles of ink on paper or
noises emitted by the larynx. What meaning they have is derived
ultimately from the users of language, namely us — creatures with
minds, and the capacity to think about cats and the like. The
thoughts we have about cats are also about, or mean, or are directed
at, something beyond themselves, namely cats. And in this lies their
intentionality.

Qualia are considered philosophically problematic insofar as it is
difficult to see how their subjectivity can be explained in terms of the
objective features of the brain and nervous system. Facts about the
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subjective feel of conscious experience seem clearly to be facts over
and above the facts, however complex, about firing patterns of neu-
rons in the brain, the wiring of the nervous system, or indeed phys-
ical facts of any kind; increasing knowledge of the latter would seem
never to add up to knowledge of the former, to knowledge of what it’s
like to experience pain, the scent of a rose, or what have you. The
mind would thus seem to be something non-physical, something
existing over and above the brain; yet how could it be, given the
evident dependence of mental events on brain events, and in partic-
ular the causal relations holding between the two?

Intentionality is problematic insofar as it is difficult to see how
processes in the brain could have any more intrinsic meaning than
squiggles of ink on paper or noises generated by the larynx. The latter
have meaning only when they are taken to have meaning by think-
ing, language-using beings. By themselves they are meaningless.
But neurons, and electrochemical signals passing between them —
indeed, any material entity or process — seem as intrinsically mean-
ingless as ink squiggles or laryngeal noises. If they have meaning,
they also would have to get it from something else. But then, that
something else would seemingly have to be immaterial, non-physical.
Again, the mental would appear, mysteriously, to be distinct from
the physical.

Explaining the relationship between qualia and intentionality, on
the one hand, and the brain, body, and behavior on the other, is the
heart of the traditional mind-body problem.” As we shall see, Hayek
has something to say about intentionality, but his focus is on qualia,
or “sensory qualities” as he calls them, and he characterizes the
problem he aims to solve in The Sensory Order as that of explaining
“how the physiological impulses proceeding in the different parts of
the central nervous system can become in such a manner differ-
entiated from each other in their functional significance that their
effects will differ from each other in the same way in which we
know the effects of the different sensory qualities to differ from each
other” (1952b, p. 1). This way of framing the mind-body problem is by
no means a philosophically neutral one: it incorporates a number of
assumptions that are, to say the least, controversial, as does Hayek’s
gloss on this statement of the problem that it concerns “showing that
there can exist a system of relations between . .. physiological events
which is identical with the system of relations existing between the
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corresponding mental events” (p. 2). To explore these assumptions is
to begin to see the intricate connections between Hayek’s thought
and the main currents of twentieth-century philosophy of mind.

PERCEPTION, INTROSPECTION, AND STRUCTURE

It is well known among Hayek scholars that his initial impetus for
writing The Sensory Order (or at least the draft begun in the 1920s that
would, thirty years later, become The Sensory Order) was his
encounter with Ernst Mach’s The Analysis of Sensations ([1886]
1959).> Mach, like Berkeley, held that it is the realm of sensory qual-
ities or qualia alone with which we are directly acquainted in expe-
rience, and that the physical objects we ordinarily take ourselves to
perceive are really nothing more than combinations of such sensory
qualities. Hayek accepts the epistemological component of Mach’s
position —a claim that extends back, through classical empiricism, to
Descartes — that acquaintance with sensory qualities forms the start-
ing point of our knowledge of the world.

Less widely noted are the striking parallels between Hayek and
several major twentieth-century philosophers concerning what he
rejects in Mach’s position. For instance, Hayek did not accept Mach’s
anti-realist metaphysical claim that sensory qualities are all that
ultimately exist. There is in Hayek’s view an external physical
world lying beyond the veil of perceptions that constitutes the
realm of sensations or sensory qualities, though we know the former
only through the latter. But our acquaintance with the latter does not
give us knowledge of the external physical world “as it is in itself” (as
Kant would say), for “the progress of the physical sciences has all but
eliminated these qualities from our scientific picture of the external
world,” leading science “to define the objects of which this world
exists [sic] increasingly in terms of the observed relations between
these objects, and ... to disregard the way in which those objects
appear to us” (1952b, pp. 2—3). That is to say, the sensory qualities we
encounter in perception are not truly features of external objects, but
only of our experiences of those objects; what we know about the
objects themselves are only their relations to each other. In taking
this position, Hayek adopts a theory of knowledge that had been
developed in detail by Moritz Schlick and Bertrand Russell, one
that lays stress on the notion that modern science reveals to us not
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the intrinsic nature of the physical world, but only its causal struc-
ture. Nor is this similarity in views accidental: Hayek was greatly
influenced by Schlick’s Allgemeine Erkenntnislehre (translated into
English as General Theory of Knowledge [1918] 1985), which he had
read around the same time he read Mach, and both that work and
Russell’s Analysis of Matter ([1927] 1954) appear in the bibliography of
The Sensory Order.’

Also in that bibliography is a work no less striking in its parallels
to and apparent influence on The Sensory Order, namely Rudolf
Carnap’s Der logische Aufbau der Welt (1928, translated in 1967 as
The Logical Structure of the World). Carnap is generally supposed to
have been primarily concerned in this work with carrying out in
detail the project of giving a phenomenalistic reduction of physical
objects to collections of sensory qualities, d la Mach. As Michael
Friedman (1999) has noted, however, it is often forgotten that Carnap
was no less interested (as, it should be remembered, Mach was not)in
carrying out an analysis of sensory qualities themselves, defining
them systematically in terms of similarity relations, such that each
quality could be identified with its position in an overall structure.
This is precisely what Hayek himself advocates, holding as he did
that “the whole order of sensory qualities can be exhaustively
described in terms of (or ‘consists of nothing but’) all the relation-
ships existing between them” and that “there is no problem of sen-
sory qualities beyond the problem of how the different sensory
qualities differ from each other” (1952b, pp. 18-19).

Most instructive is the reason Hayek took this view:

[N]othing can become a problem about sensory qualities which cannot in
principle also be described in words; and such a description in words will
always have to be a description in terms of the relation of the quality in
question to other sensory qualities ... In other words, all that can be com-
municated are the differences between sensory qualities, and only what can
be communicated can be discussed. (1952b, p. 31)

The issue is one of cognitive intelligibility: if we couldn’t describe
sensory qualities or qualia in terms of their relations, we couldn’t
truly describe them - genuinely communicate or convey informa-
tion about them — at all. If such qualities had any non-relational or
“absolute” features (p. 30), they would be strictly ineffable. This, as
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Friedman emphasizes, is just the sort of concern that motivated
Carnap, who took the delineation of structure (Aufbau) to be the
key to the very possibility of a cognitively meaningful, and thus
genuinely scientific, account of sensory qualities — indeed, to the
very possibility of intersubjective communication of any sort.

The question of the grounds of the very possibility of intelligible,
objective, and scientific discourse is also what motivated Schlick to
focus on structure as the essence of our knowledge of the external,
physical world; indeed, the link between structure and cognitive
intelligibility was an important theme in the early history of the
analytic movement of which Schlick was a founding father. But
adherents of this structuralist conception of our knowledge of the
external world, including not only Schlick but Russell and those
contemporary writers influenced by him, have generally not adopted
a structuralist analysis of sensory qualities or qualia. Instead, the
view of Russellians has been that, though perception does not give us
knowledge of the intrinsic qualities of the physical world, introspec-
tion of our qualia does, sensory qualities or qualia being regarded by
them as intrinsic, non-relational, or absolute properties.

It is one of the most original aspects of Hayek’s position that he
combines the structuralism concerning the external world associ-
ated with Schlick and Russell with the structuralism concerning the
internal world of sensory qualities or qualia advocated by Carnap.™
All our knowledge, of both the physical and mental realms, is in
Hayek’s view knowledge only of structure:

[Tlhe order of sensory qualities no less than the order of physical events is a
relational order — even though to us, whose mind is the totality of the
relations constituting that order, it may not appear as such. The difference
between the physical order of events and the phenomenal order in which we
perceive the same events is thus not that only the former is purely relational,
but that the relations existing between corresponding events and groups of
events in the two orders will be different. (1952b, p. 19)

This explains why Hayek takes the mind-body problem to be formu-
lable, and solvable, in the terms stated above: if the mind is nothing
but a certain kind of structure, and that structure can be shared by
something purely physical — the brain — then there is no obstacle to
identifying the mind and the brain, the mental and the physical.
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FUNCTIONALISM AND HIGHER-ORDER MENTAL STATES

It explains Hayek’s formulation, I should say, only given one further
claim of Hayek’s, namely that the structure constituting the mind
ought (like the structure of the external, physical world) to be
regarded as a kind of causal structure, so that the differences between
sensory qualities that define their places in the overall system of
relations constituting them “can only consist of differences in the
effects which they exercise in evoking other qualities, or in deter-
mining behaviour” (1952b, p. 19)."

This brings to mind yet another influential — perhaps the most
influential - position in twentieth- (and twenty-first) century philos-
ophy of mind, namely functionalism, the view that mental states are
to be defined in terms of their functional roles, or the sets of causal
relations they bear to each other, environmental stimuli, and bodily
behavior. One of the hallmarks of functionalism is its implication
that mind, given that its essence lies in the relations defining its
elements rather than in the specific material character those ele-
ments happen to possess, could in principle exist in any number of
substrata — not only in human beings, but in extraterrestrials,
androids, even computers. That Hayek was a functionalist —a decade
or more before functionalist views began to be discussed among
analytic philosophers — is clear not only from his emphasis on the
causal structure of the mind, but in his expression of the view that

It is at least conceivable that the particular kind of order which we call mind
might be built up from any one of several kind of different elements —
electrical, chemical, or what not; all that is required is that by the simple
relationship of being able to evoke each other in a certain order they corre-
spond to the structure we call mind. (1952b, p. 47)

The basic functionalist idea can be spelled out in a variety of ways.
Perhaps the best-known way is to take the specific structure con-
stituting the mind to be the sort represented by a Turing machine, an
abstract specification of algorithms governing the manipulation of
formal symbols, as in a computer program. But Hayek was not that
kind of functionalist. His inspiration was not modern computer
science but neuroscience, and like the connectionists whose work
his own foreshadowed and who have challenged the symbolic pro-
cessing paradigm in cognitive science, Hayek took the operations of
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the mind to be most aptly modeled on those of the brain, and indeed
(at least in creatures with brains, like human beings as opposed to
androids) to be identical to the latter.

Hayek focuses in particular on (and spends the bulk of The Sensory
Order detailing) the way neural events may, by virtue of the causal
relations holding between them, be said to classify events in the
external environment in a manner that parallels the classification
effected in perceptual experience. As the external world impinges on
an organism’s sensory surfaces, connections are formed between
neurons and groups of neurons in such a fashion that the impulses
they carry regularly occur in tandem. Different groups of impulses
come to be associated with different features of the external world, as
those diverse features generate and reinforce, through their effects on
the senses, different sets of neural connections in the brain. It is not
the intrinsic character of any individual impulse or group of impulses
that gives rise to a correlation with a feature of the external world,
but rather “the position of the individual impulse or group of
impulses in the whole system of such connexions which gives it its
distinctive quality” (1952b, p. 53). In “The Primacy of the Abstract,”
Hayek speaks in terms of what he calls a “superimposition” of the
members of one set of neural events rather than another as being the
mechanism underlying one’s perceiving something as an object of a
certain sort and responding to it behaviorally in the appropriate way
([1969] 1978, pPp. 40—42). The fact that the superimposition is of just the
sort it is — its comprising this bundle of impulses rather than that
bundle (with various subsets of impulses within each bundle corre-
lated with various features of the external world) — gives the percep-
tual experience correlated with it (and in Hayek’s view identical with
it) its distinct qualitative character.

Take a simple example: your looking at an orange. What gives this
experience the qualitative character it has, a character similar in
some respects but not others to that of the experience of looking at
an orange car, is that the orange’s stimulating your sensory organs
initiates some sets of neural impulses which are also initiated when
you look at an orange car and others which are not, but which are also
initiated when you look, say, at a billiard ball (which is similar to an
orange in shape); that those impulses initiate further sets of impulses
that are related to those initiated when you see other types of fruit
(while failing to initiate impulses related to your seeing rocks); and
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that it ultimately (through such intermediate impulses) initiates
some dispositions to act (realized in further neural activity) rather
than others, perhaps a disposition to salivate and eat the object
(which you also have when seeing a hamburger) rather than the
disposition to take a drive, which you might have when seeing an
orange car. In short, that it is a collection of just these particular
interconnected neural impulses rather than some other ones is what
makes it identical to a “roundish, orange-ish” experience rather than,
say, a “reddish, square-like” experience.”

The possibility of combining, as Hayek does, a Schlickian—Russellian
structuralism about the external world with the structuralism
about the mind popularized by functionalism has, surprisingly, not
been considered by many contemporary philosophers.” Yet such a
combination seems to be supported by the very considerations that
lead to structuralism about the physical world in the first place, at
least in its Russellian version. Russell’s insistence on that doctrine,
and on the indirect realism he took to go along with it, rested on the
nature of the causal chains that mediate our perceptions of the
external world:

[1)f the location of events in physical space-time is to be effected, as I main-
tain, by causal relations, then your percept, which comes after events in the
eye and optic nerve leading into the brain, must be located in your brain ...
What I maintain is that we can witness or observe what goes on in our
heads, and that we cannot witness or observe anything else at all. (Russell

[1959] 1985, p. 19)

What Russell is saying here is that in having a perceptual experience,
one is directly aware only of something — an event in one’s brain —
that comes at the end of a long causal sequence, and thus one cannot
assume that that which initiated the sequence - the external phys-
ical object one is looking at, or hearing, or whatever — itself has the
qualitative features presented in the experience. We can know with
confidence only that it has the structural features revealed by phys-
ical science. But surely one’s awareness, in introspection, of the
internal perceptual experience itself is also mediated by causal
chains; certainly Russell and his followers would say so, identifying
as they do mental events with brain events." If so, however, then
what Russell says about perception would apply also to introspec-
tion: just as the former does not reveal to us the intrinsic nature of its
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objects (the denizens of the external physical world), of which we
know only their structure, so too does the latter fail to reveal to us
the intrinsic nature of its objects (perceptual states, and indeed other
kinds of mental state as well), leaving their structure all we know
with confidence. To use Hayek’s language, if perception classifies
external events according to their relations, introspection classifies
internal (e.g. perceptual) events according to their relations, in an act
of higher-order classification.

This brings us to yet another anticipation in Hayek of trends in
recent philosophy of mind, namely the development of “high-order”
theories of consciousness, on which a conscious experience is ana-
lyzed as an internal state which is the object of monitoring by
another, higher-order internal state (Armstrong 1981; Rosenthal
1997). This sort of theory is a variety of functionalism in that it
takes the character of a mental state to derive from its causal rela-
tions, but its distinctive feature is its emphasis on the particular kind
of causal relation involved in a state’s bringing about another state
which bears to it the same sort of relation the first state bears to an
event in the external environment.

Functionalist theories of consciousness, including higher-order
theories, are often accused of being subject to the same objections
that apply to other materialist theories. Surely, it is said, the sub-
jective feel of your experience of seeing an orange is something over
and above, and irreducible to, any causal relations it might bear. But
the unique combination of philosophical theses comprising Hayek'’s
position arguably allows him considerably to undermine the force of
such objections. Standard functionalist accounts, “higher-order” or
otherwise, take for granted that physical objects —including the brain —
are more or less as we experience them in perception. It seems just
obvious, on this assumption, that an experience of an orange is
something different from a brain event and any causal relations
instantiated in it, since it clearly seems different from anything
going on in that grey, squishy lump of stuff inside your skull, no
matter how fancy is the description of those goings-on provided by
the functionalist. But Hayek, with Schlick and Russell, denies that
the greyness and squishiness are really features of the brain as it is in
itself in the first place. In imagining the brain in those terms, you're
really imagining only a perceptual representation of the brain —
something as different from the brain itself as is the word “brain,”
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which is also but a mere (linguistic rather than perceptual) represen-
tation of the brain. Thus, noting that a perceptual experience seems
different from the grey, squishy thing is of no philosophical signifi-
cance. It no more shows that a perceptual experience is not a brain
event than does the fact that the word “water” doesn’t resemble the
chemical substance H,O show that water isn’t H,O.

Russellians conclude from this that there is after all no obstacle to
identifying conscious experiences with brain events. All we really
know about the brain from the point of view of physical science is its
causal structure, the relations holding between the various intrinsic
properties (whatever they are) that make up the brain. Why not take
the qualia we encounter in introspection themselves to be those
intrinsic properties, the features bearing the relations? It isn’t per-
ception that gives us knowledge of the true nature of the brain, then,
but introspection. To introspect your conscious experiences just is to
be directly aware of the intrinsic properties of the brain.

There is a problem with this view, though, from the point of view
of defending naturalism. If the brain, conceived of as a physical
object, is nothing but a certain kind of causal structure, then it isn’t
enough, if one wants to identify the mind and the brain, to note that
qualia might be the properties that “flesh out” that causal structure.
For the “identity” here still seems entirely contingent: even if qualia
in fact flesh out the causal structure of the brain, it seems entirely
conceivable that something else could have done so instead; and it
also seems conceivable that qualia could in principle exist apart from
their purported role in fleshing out this (or any) causal structure. So
dualism seems to follow from the Russellian position after all. The
brain and the mind really are distinct entities, even if the qualia
(partially) constituting the latter contingently fill out the causal
structure of the former.”

Hayek’s brand of structuralism, extending as it does to the domain
of qualia itself, is not subject to this objection. Even introspection
gives us no knowledge of intrinsic properties, of the brain or of any-
thing else; like perception, it gives us only further representations of
its objects, the extra-representational nature of which we can know
only in terms of their relations — as, for that matter, does any even
higher-order, meta-introspective state. We are, in Hayek’s view (as in
Kant’s view), never acquainted with anything but representations,
whether of the external world or the internal world. In particular, we
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never encounter any intrinsic properties of the mind that could be
said to be distinct from the properties of the brain.

Hayek’s commitment to the epistemic priority of the internal
world of the mind may also help rebut another objection to function-
alist and higher-order theories, which are commonly accused of fail-
ing to do justice to the subjectivity of qualia, that is, their existing for
a subject of experience and being directly accessible only to that
subject from within the first-person point of view. Hayek’s account
clearly cannot be accused of this, holding as it does that the first-
person perspective of the subject and his qualia is the starting point of
all knowledge. Of course, he does hold that qualia are, for all their
subjectivity, non-intrinsic properties that are analyzable in terms of
their relations. But this does not entail that he is committed to
“leaving out what it’s like” to experience qualia, as other views
which deny the intrinsicality of qualia are accused of doing (Levine
1993). For while it is easy to see what is “left out” when qualia are
defined in terms of relations holding between properties of the
brain — imagined as the “external,” “objective,” grey, squishy thing
presented to us in perception, so different from what is revealed in
introspection —it is much harder to see what is left out when they are
defined instead in terms of relations holding between the subjective
features of that introspective world itself. It is thus hard to see how
there could be any aspect of qualia that Hayek’s position might justly
be accused of having failed to account for.

INTENTIONALITY AND THE LIMITS OF UNDERSTANDING

It has perhaps not escaped the reader’s notice that our discussion of
the problem of qualia has been haunted by the specter of that other
problematic aspect of mind, intentionality. The idea of representa-
tion, of which so much use has been made in explicating Hayek’s
position, is as intentional a concept as there is. “Classification,” the
central notion in Hayek’s analysis of perception and introspection,
would also seem clearly to be an intentional process, insofar as the
classifications performed are taken to have meaning or significance
rather than being mere mechanical operations. And the notion of
subjectivity itself seems as tied to intentionality as it does to qualia,
since for qualia to exist for a subject of experience is, in the standard
case, for them to have significance or meaning for that subject.
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Hayek’s solution to the problem of qualia would thus seem to be
incomplete so long as intentionality itself remains unexplained.

Indeed, the problem of qualia seems in Hayek’s theory to reduce to
the problem of intentionality; or at least, his account implies that the
having of qualia presupposes the having of intentionality. Acquiring
a concept (a paradigmatic manifestation of intentionality) is in
Hayek’s view associated with, and identical to, the formation of a
set of neural connections causally correlated with whatever property
in the external world the concept is a concept of. What he calls the
“superimposition” of various sets of neural impulses underlying a
perceptual experience is just the superimposition of the various
concepts associated with those sets of impulses, and determines
the specific qualitative character of the experience. One set of neural
impulses is associated with the concept of “orangeness,” say, another
with roundness, yet another with a certain texture, and so on; and
when they are “superimposed” the result is the perceptual experi-
ence of an orange. Hayek concludes from this that the having of any
perceptual experience (with its distinctive qualia) is possible only
once one has, by virtue of the formation of the relevant neural con-
nections, acquired concepts of the properties correlated with those
connections (Hayek [1969] 1978, pp. 42—43). From this, he suggests, it
follows that the having of concepts is a presupposition of experience
rather than the product of abstraction from experience, as classical
empiricism would have it ([1969] 1978, pp.42—43; 1952b, pp. 165—72). This
is what Hayek means by “the primacy of the abstract,” and it gives
his position yet another affinity with Kant’s. Insofar as the having of
concepts is a paradigmatically intentional activity, it also makes
more pressing an answer to the question of how intentionality can
be explained in naturalistic terms. Does Hayek have such an answer?

Yes and no. Hayek’s view was that we cannot ever fully under-
stand the mind, in naturalistic or any other terms. But that failure of
understanding follows from the very nature of mind itself, whatever
its ultimate basis, natural or non-natural; it has no tendency to show
that the mind is not a purely natural, physical phenomenon. We can
thus have every confidence in supposing that intentionality, and the
conscious, qualia-bearing experiences that it supports, are natural
phenomena, even if we cannot fully explain how they can be.

The reason for the mind’s inscrutability has to do with the
mechanics of the classificatory process that starts with perception.
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If a given perceptual experience — of an orange, say — is possible only
once the relevant concepts have been acquired by virtue of the for-
mation of neural connections corresponding to the various properties
of the orange, then one’s conscious, explicit knowledge of the orange
presupposes in Hayek’s view something implicit and unconscious,
the having of the concepts themselves: “What we experience con-
sciously as qualitative attributes of the external events is determined
by relations [between concepts gua neural connections] of which we
are not consciously aware but which are implicit in these qualitative
distinctions” (Hayek 1952b, p. 167). Of course, we may go on con-
sciously to contemplate the concepts themselves. But this just pre-
supposes the operation of yet higher-order unconscious and implicit
processes — in particular, the “superimposition” of sets of neural
impulses corresponding to various aspects of the concepts (concepts
of the concepts themselves), making possible conscious awareness of
concepts in just the way that a superimposition of sets of neural
impulses corresponding to the original first-order concepts makes
possible conscious awareness of the orange. The same holds true of
the bringing to consciousness of these meta-concepts, of the bringing
to consciousness of meta-meta-concepts, and so on ad infinitum.
The potential for infinite regress is only half the problem, though.
Perception of an external object requires, on Hayek’s account, that
there be a larger number of sets of neural connections corresponding
to various properties of objects than there are objects themselves. For
example, to perceive even a single simple object like an orange,
I must possess multiple sets of neural connections, corresponding
to orangeness, roundness, and the like. Something similar holds of
the bringing to consciousness of concepts: there must be a larger
number of neural connections corresponding to different aspects of
the concepts (their inferential relations to other concepts, etc.) than
there are concepts themselves. But in that case, Hayek concludes:

[Alny apparatus of classification must possess a structure of a higher
degree of complexity than is possessed by the objects which it classifies;
and ... therefore, the capacity of any explaining agent must be limited to
objects with a structure possessing a degree of complexity lower than
its own. If this is correct, it means that no explaining agent can ever
explain objects of its own kind, or of its own degree of complexity, and
therefore, that the human brain can never fully explain its own operations.

(1952b, p. 185)
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This may have implications for Hayek’s account of sensory qual-
ities or qualia, and not just for intentionality. If the character of a
sensory quality is determined by its relations to all other mental
processes, as functionalists often claim and as Hayek also holds
(1952b, p. 190), then the fact that we can never make conscious every
tacit or unconscious mental process entails that we can never make
explicit all the relations holding between any given mental process
and every other one. But then we shouldn’t be surprised, Hayek
might argue, if even given his endorsement of the subjectivity of
qualia, his insistence that they are nevertheless relational might
seem to leave something out, and that even after we have in great
detail analyzed a given sensory quality in terms of its relations, there
might still seem to be some aspect of it we haven’t quite captured. If
there is such an aspect, it arguably just amounts to nothing more
than yet further inexplicit, unconscious relations of the same sort
we've already made explicit.

The implications are more stark where intentionality is con-
cerned, however, as is perhaps most clearly conveyed in Hayek’s
essay “Rules, Perception, and Intelligibility,” where, as the title
indicates, Hayek puts things in terms of “rules” rather than concepts,
neural connections, or classificatory processes. He there says that:

It is important not to confuse the contention that any such system [as the
mind] must always act on some rules which it cannot communicate with the
contention that there are particular rules which no such system could ever
state. All the former contention means is that there will always be some
rules governing a mind which that mind in its then prevailing state cannot
communicate, and that, if it ever were to acquire the capacity of communi-
cating those rules, this would presuppose that it had acquired further higher
rules which make the communication of the former possible but which
themselves will still be incommunicable. ([1962] 1967, p. 62)

This is in part a gloss on the earlier point about the regress involved
in making tacit processes conscious: it isn’t that there is any partic-
ular process (or rule, concept, belief, or whatever) that cannot be
made conscious — any given process could be conscious in principle —
but rather that not all such processes could together be made explicit
and conscious all at once, for any act of conscious understanding
presupposes some further process or other which is left (at least at
that point) unconscious and inexplicit. It is also, as the context
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makes clear (Hayek refers in this passage to “the problem of meaning
[intelligibility, significance, understanding]”), a point about how
the cognitive significance, meaning, or intentionality of conscious
processes depends on their being embedded in a context that is
largely unconscious and inexplicit.

John Searle (1983) has developed ideas that seem to parallel and
elucidate Hayek’s views. All intentional mental states, he says, have
the content they do only by virtue of their place in a vast “Network”
(Searle intends this as a technical term) of intentional states. The
desire to run for the presidency of the United States, for example, has
the intentional content it has only in the context of such other
intentional states as the belief that the United States has presidential
elections, the desire that people cast votes for you, and so on. But this
Network of intentional states functions against a “Background”
(another technical term) of capacities which are themselves non-
intentional. Such capacities will for most people include, for exam-
ple, the presupposition that there is an external physical world. For
the average person, this presupposition isn’t strictly speaking a belief
or any other sort of intentional state, because it isn’t consciously
entertained at all; one simply behaves as if one had such a belief or
intentional state, insofar as one acts and thinks in a way that makes
sense only given the existence of an external world. Should such a
presupposition become conscious and intentional, it will neverthe-
less operate against a Background of further capacities that remain
yet unconscious and non-intentional. This is necessarily the case, in
Searle’s view, for if there were no Background, then in tracing the
links that give any particular intentional state its content, we would
be led into an infinite regress. Moreover, even if, in acting or think-
ing, I try consciously to follow explicitly formulated rules that would
otherwise be part of the Background, these rules are capable of multi-
ple interpretations; and the same is true of any further rules I might
appeal to in order to interpret the first set. So, ultimately, I must
simply act in accordance with some interpretation of some set of
rules, without consciously or explicitly choosing to do so; otherwise
I would never get started.

If the comparison with Searle is apt, then the analysis of inten-
tionality proposed by Hayek entails that any explanation of a given
intentional state or process — and by extension, of any qualia-bearing
conscious experience, determined as these are by intentional states
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or processes — must ultimately terminate in a description of the
creature having that state, process, or experience as simply acting,
as a matter of brute fact, in accordance with certain rules. Adopting a
distinction made famous by Gilbert Ryle (1949), Hayek concludes
that all conscious, explicit, “knowing that” certain facts are so,
including facts about the mind, necessarily rests on a tacit, inex-
plicit, and inarticulable “knowing how” to act in the world (1952b,
p. 39). Since there will always be a level of mental life that cannot be
made explicit, there is no way to set out a complete description of the
structure of the mind, and match its elements up one-to-one with
those of the structure of the brain. For that reason, even though “in
some ultimate sense mental phenomena are ‘nothing but’ physical
processes,” we will never be able to reduce the mental to the phys-
ical, and “shall have permanently to be content with a practical
dualism” (1952b, p. 191). But this “practical dualism” is merely epis-
temological, not metaphysical, “based not on any assertion of an
objective difference between the two classes of events, but on the
demonstrable limitations of the powers of our own mind fully to
comprehend the unitary order to which they belong” (1952b, p. 191)."
And we are at least capable of an “explanation of the principle” (p. 191)
on which the mind operates — of understanding how a purely physical
system like the brain could instantiate a kind of structure, the
“sensory order” of the mind, which cannot be understood in all its
details.”

EVOLUTION

The Hayek-Searle view of intentionality described in the previous
section has obvious affinities with Wittgenstein’s conception of
“forms of life” that determine our patterns of thought and action,
and this might generate a worry that often arises when such
Wittgensteinian ideas are under discussion. Doesn’t Hayek’s posi-
tion threaten to cut our intentional, mental lives off from any con-
tact with objective reality? If we must ultimately “just act” on
whatever rules happen to govern our thought and practice, aren’t
such rules inevitably arbitrary and unjustifiable, since any attempted
justification will itself involve “just acting” on some yet higher
level of rules? Are we to conclude that the rules governing our
own thought and practice are determined by nothing more than the
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“forms of life” that have just turned out, quite contingently, to pre-
dominate in our own culture? Don’t relativism and skepticism
loom? Not in Hayek’s view. There may be no way to make explicit
all the rules governing the mind, but he thinks there is a way to show
that the inexplicit or tacit rules, whatever they are, do in fact put the
mind into contact with objective reality: an appeal to evolution.

The neural connections instantiating the rules, concepts, classi-
ficatory processes, or what have you that govern our mental lives do
not, after all, wire themselves up independently of the external
world. They come about in part as a result of an organism’s inter-
action with that world, and thus are bound to reflect objective fea-
tures of that world. Moreover, they are also in part the product of the
evolutionary history of the species to which the organism belongs
(Hayek 1952b, p. 166; [1969] 1978, p. 42). The individual organism is
predisposed to form neural connections corresponding to rules and
concepts that have proved advantageous to the preservation of the
species, and not to form those which might prove disadvantageous.
These predispositions may well put constraints on what experiences
are possible for an organism:

Sense experience therefore presupposes the existence of a sort of accumu-
lated “knowledge,” of an acquired order of the sensory impulses based
on their past co-occurrence; and this knowledge, although based on (pre-
sensory) experience [i.e. the past interactions of the organism and the species
with the environment], can never be contradicted by sense experience
and will determine the forms of such experiences which are possible.

(1952b, p. 167)

But these constraints do not cut us off from reality, for, formed as
they are by the evolutionary history of the species and the life history
of the organism, they do not float free of reality. The structure of the
mind can thus be presumed at least for the most part to reflect the
structure of the objective world.

But what about those rules which are culturally rather than bio-
logically determined? Surely these have no guarantee of objectivity?
Hayek again demurs, on the basis of a theory of cultural evolution.
Hayek’s view is that those culturally based rules and practices that
best enable a group of human beings to adapt to its environment will
be those which tend to survive, for the groups that practice them will
be the ones which proliferate and keep the practices alive; while
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those rules and practices which are ill suited to the preservation of a
group will tend to die out, since the group that practices them either
will itself shrink or die out, or will abandon those practices and adopt
those of more successful groups. That certain rules and practices
have survived is therefore strong evidence that they are adaptive,
and reflect objective facts about the human environment. There is at
least a presumption in favor of their objectivity and utility, even if we
do not (and indeed, given the complexity of human affairs, often
cannot) always know what that utility is. This too entails certain
constraints on the mind, and in particular on the extent to which it
can try consciously and radically to re-shape its basic assumptions
about reality. It must forever be less shaping than shaped: “Mind is
not a guide but a product of cultural evolution, and is based more on
imitation than on insight or reason,” Hayek argues (Hayek 1988, p. 21),
and “it is less accurate to suppose that thinking man creates and
controls his cultural evolution than it is to say that culture, and
evolution, created his reason” (1988, p. 22)."® But as with the con-
straints put in place by biological evolution, these constraints have
an objective basis, and thus are bound to reflect objective reality
rather than conceal it from us.

In all of this, Hayek seems very much to have anticipated the
specifically evolutionary varieties of naturalism about intentionality
represented by philosophers like Ruth Millikan (1984) and Daniel
Dennett (1995). Their view that whatever meaning or intentional
content an organism’s internal states can be said to have derives
ultimately from the biological function those states happen to
serve, given the history of the organism and the species to which it
belongs, parallels Hayek’s account of rules and classificatory mech-
anisms which have been hardwired into us by natural selection.
Dennett’s advocacy of the notion of “memes” (borrowed from the
sociobiologist Richard Dawkins [1989]), which are units of meaning —
concepts, theories, and the like - that develop, compete, flourish, or
die out via a kind of natural selection, has obvious affinities with
Hayekian cultural evolution. Dennett lays particular emphasis on
the idea that meaning is bound to be as indeterminate and inscrut-
able as any other product of evolution, given that the latter works by
fits and starts, trial and error, without any preset design plan or any
predetermined goal. Any given organ may well be ambiguous as to its
function, given that the reasons for its preservation in an organism
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may have shifted through the course of the history of the species and
its ancestors. The intentional processes of the mind can in his view
be no less ambiguous. We are, for Dennett and Hayek alike, the
products of millennia-spanning biological and cultural evolutionary
processes, and cannot expect any fuller an understanding of our-
selves than is warranted given the indeterminacy and complexity
of the factors that went into our production. If a sense of mystery
remains after even the most sophisticated and thorough naturalistic
theory of the mind has done its work, this is only to be expected. It
has no tendency to show that the mind is not, after all, a purely
physical, natural phenomenon.

POPPER’S CRITIQUE

Or so it is claimed. It isn’t clear, however, that the mysteriousness
of the mind is merely an artifact of its complexity, of the ambigu-
ity inherent in many of its representations, or of the elusiveness
entailed by the potentially infinite regress of ever higher levels of
meta-introspection. Complexity per se seems irrelevant: trying to
fathom the complexity of the system of relationships embodied in,
say, the wind and water molecules of a hurricane which give it its
distinct trajectory is no mean feat either, but it just doesn’t involve
the same sort of puzzlement that the mind does. For it is the mean-
ingfulness or intentional content of the mind that is ultimately
puzzling — a feature that even the simplest of minds seems to possess,
and that we are not in the least tempted to attribute to a hurricane,
however complex. More to the present point, it isn’t the intricacy of
the neural wiring of the brain that baffles us; it’s the fact that the
wiring, however complex, is associated with meaning. Ambiguity is
not the issue either, for to be of indeterminate meaning, a represen-
tation has to have some meaning in the first place, and therein
lies the mystery. Something similar can be said for the regress
of introspective states, or of articulations of heretofore tacit rules:
introspecting and “making explicit” are themselves intentional pro-
cesses, whether their regress is finite or infinite, and it is that which
makes them baffling. Let a calculator be programmed to display the
sequence of natural numbers out to infinity, it will not be a fraction
as mysterious (if indeed it is mysterious at all) as a simpleton’s ability
to count no higher than five but mean something by it.
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Both directly, in appealing to the systematic connections between
neural impulses, and indirectly, in appealing to natural selection
(which reduces apparent purposes in nature to complex chains of
causation), Hayek sought to account for meaning in purely causal
terms. This sort of approach seems inevitable if one assumes the
truth of naturalism, which is why not only functionalism in general,
but causal theories of representation in particular have become so
prominent in recent philosophy of mind. But Popper took this to be
the Achilles’ heel of Hayek’s theory, for as he put it in a letter to
Hayek prompted by his reading of The Sensory Order, “1 think I can
show that a causal theory of the mind cannot be true ... more
precisely, I think I can show the impossibility of a causal theory of
the human language.””

Popper’s reasons for this judgment are twofold (Popper [1953] 1968).
The aspects of language that make it distinctively human are in his
view its “descriptive” and “argumentative” functions. Human beings
don’t merely “signal” to one another, as bees and simple electronic
devices do, but express propositions that can be either true or false.
Nor do they merely attempt to get others to believe certain proposi-
tions, which might be accomplished via intimidation or propaganda,
but they also, at least sometimes, appeal to objective standards of
rationality. Popper argued that neither of these things can be
accounted for in the causal terms typical of neuroscientific and
evolutionary explanation.

Contemporary causal theories of meaning suggest that a represen-
tation encoded in the neural wiring of the brain can acquire a specific
intentional content by virtue of its bearing the right causal relations
to external objects and processes. Such a representation will refer to
cats, for example, if it tends under certain circumstances (carefully
specified so as to sidestep various counter-examples) to be caused by
cats. Accordingly, our ability to grasp and express the proposition
that the cat is on the mat can, on this view, be explained in terms of
the having of a literal “sentence in the head” that means that the cat
is on the mat. The trouble with this sort of account, in Popper’s view,
is that any characterization of the causal chains in question will
inevitably presuppose intentionality, and thus cannot coherently
be appealed to in order to explain intentionality. For example, that
the causal chains associated with our use of “cat” begin with, and
thus lead to a representation of, cats specifically — rather than the
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surfaces of cats, or the light reflected off cat fur, or whatever —and end
specifically in our thoughts about cats — rather than in stimulations
of the retinas and eardrums, or with a photon’s reaching a point one
inch away from the surface of the eyeball - is ultimately determined
by our interpreting the chains as having those precise beginning and
ending points, where interpreting is itself a manifestation of inten-
tionality. Our characterization of such causal chains is interest-
relative, not a purely objective description of features of the situation.
There is nothing in the objective physical facts which makes this or
that point the “beginning” or “end” of the chain, or in any other way
special; there is just the continuous causal flux, out of which we pick
certain patterns as having significance. But since “we” as thinking,
interpreting beings are exactly what a causal theory is trying to
explain, it follows in Popper’s view that no such theory can fail to
be viciously circular.

It is ironic that Hayek should have missed this objection,
because in The Sensory Order (and earlier, and at greater length, in
“Scientism and the Study of Society,” [1942—44] 1952) he criticized
behaviorists for failing to see that a proper characterization of the
stimuli to which they would refer in explaining human behavior
requires an appeal to just the sort of subjective mental phenomena
they eschewed. A hammer counts as a hammer only relative to
human interests, and thus cannot properly be described as a stimulus
without reference to the subjective representations of observers; and
the same thing is no less true in Hayek’s estimation of facial expres-
sions, scientific instruments, and other phenomena that might seem
less dependent on cultural and other subjective factors (cf. Searle
1995). If Popper is right, then in presupposing that the causal chains
associated with mental phenomena can coherently be described
apart from human interests, Hayek’s own theory is no less guilty
than behaviorism is of what Hayek called “objectivism” — the ten-
dency to ignore the irreducibly subjective element in all data pertain-
ing to the human world.

It is also ironic that Hayek failed to foresee Popper’s second
criticism of causal theories of the mind. Popper held that no causal
theory could account for the distinction between believing some-
thing on rational grounds and believing it as a result of such non-
rational influences as intimidation, hypnosis, brain damage, drug
use, and the like. This is just the sort of objection Hayek raised in
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“Scientism and the Study of Society” against social theories that
regard all beliefs, opinions, and theories as entirely determined by
economic, historical, or other social factors.*® Such theories are self-
undermining, in Hayek’s view, since if any of them were true it
would show that the theorist defending it could have no reason to
believe it to be true, given that his beliefs like all others would be
determined by social forces outside his control rather than by objec-
tive standards of truth.

Popper argued that the same problem afflicts naturalistic causal
theories of the mind. In order to fit mental processes into the natural
order, such theories tend inevitably to characterize them in a way
that makes their distinctively mental properties causally irrelevant.
For example, a brain process that the theory would identify with the
thought that the cat is on the mat will, in tandem with a brain
process identical to the thought that the cat’s name is Mike, tend
to generate a brain process identifiable with the thought that Mike is
on the mat. Yet the reason it will do so has entirely to do with its
electrochemical and other neurobiological properties, and nothing to
do with either the meaning of the thoughts in question or their
logical connections, for only the former sorts of properties can
enter into the causal generalizations formulated by physical science.
But in that case, a person’s having the thought that Mike is on the
mat has nothing whatsoever to do with its logically following from
the other thoughts mentioned; indeed, none of our thoughts is ever
generated in a way that has anything to do with either their meanings
or their logical connections to other thoughts. And if that is so, then
none of our thoughts is ever really rationally justified; we think we at
least sometimes believe what we do on the basis of rational consid-
erations, but this is an illusion. But this undermines every argument
anyone has ever given, including the arguments causal theorists
would give in support of their theory. Accordingly, causal theories
of the mind are, if Popper is right, as self-undermining as the social
theories of which Hayek was so critical.”

CONCLUSION

Hayek began a draft of a paper entitled “Within Systems and About
Systems: A Statement of Some Problems of a Theory of Communi-
cation,” which, as Jack Birner has suggested, was apparently intended
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at least in part as a response to Popper’s criticisms.** But it was never
completed, and as Birner notes, while it begins with a sketch of how
his approach would account for the expressive and signaling func-
tions of language that Popper thought could in principle be explained
naturalistically, it breaks off before addressing in any detail the
descriptive and argumentative functions Popper thought no causal
theory could account for. So we have no clear idea how Hayek would
have dealt with the one serious critique that any philosopher gave of
Hayek’s philosophy of mind while he was alive.

If Hayek found it difficult to account for intentionality in natural-
istic terms, though, he is not alone. The idea that intentionality is the
feature of the mind on which all naturalistic theories must inevitably
founder was famously championed in modern philosophy by Franz
Brentano, and goes back in one form or another to Plato and Aristotle.
Contemporary philosophy has not given us much reason to doubt
it — not when prominent philosophers like W.V. Quine and Paul
Churchland “solve” the problem intentionality poses for naturalism
by simply denying that it exists, and even purported realists about
intentionality like Jerry Fodor reconcile it with naturalism by declaring
that “if aboutness [i.e. intentionality] is real, it must be really some-
thing else” (Fodor 1988, p. 97). Popper himself simply concluded that
some form of dualism must be true, and sought to incorporate it into
his own conception of the scientific worldview (Popper and Eccles 1977).

Hayek’s philosophy of mind nevertheless has value as an ambi-
tious and systematic attempt to reduce all the diverse phenomena
associated with the mind to the single category of intentionality-
embodied-in-human-practice. In this too he anticipated trends in
contemporary philosophy and cognitive science (Clark 1997), and (in
my estimation, anyway) did so in a way that more plausibly deals
with sensory qualities or qualia than any currently fashionable nat-
uralistic approaches do. Yet his philosophy might also teach us that
our reductive ambitions have an absolute limit, and that to take
things down to the level of intentional human action is to reach a
ground floor below which we cannot go. If a successful naturalistic
theory of intentionality eluded him no less than it has eluded his
successors, we cannot judge him too harshly for that. And if his
failure and theirs make us warier of the scientism that has for too
long dominated contemporary philosophy, we will have learned a
very Hayekian lesson indeed.
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NOTES

Of particular interest are Caldwell 2004a, Fleetwood 1995, Forsyth 1988,
Gray 1998, Horwitz 2000, Kukathas 1989, and Miller 1979.

Smith 1997 and Weimer 1982 are two detailed treatments. The neuro-
scientists Edelman (1982) and Fuster (1995) also regard Hayek as having
made an important contribution.

Some of the sources cited in the previous notes do make at least tangen-
tial reference to philosophical matters, and Smith 1994 gives a general
account of the relation of some of the philosophical ideas inherent in the
Austrian tradition in economics, of which Hayek was a chief represen-
tative, to the Austrian philosophical tradition. Austen Clark very briefly
alludes to The Sensory Order in developing his own (very Hayekian)
account of the nature of sensory qualities (1993, p. 117). It is also worth
noting that the book was reviewed in the journals Mind (Hamlyn 1954)
and Philosophy (Sprott 1954).

With the exception, of course, of libertarian political philosophers like
Robert Nozick (1974), who are primarily interested in Hayek’s economic
and social thought rather than his broader philosophical views.

To be fair, there is, as we shall see, a sense in which Hayek’s philosophy
of mind has implications for social philosophy, but these implications
are more evident from works other than The Sensory Order and are less
often remarked upon than is the general — and less interesting — point
that both the mind and the market are complex phenomena.

I do not claim that Hayek always consciously adopted these several
ideas with a view to combining them in a novel fashion. In some cases
the influence of other writers is direct and explicitly acknowledged, but
in others it is indirect and perhaps even unrecognized, and in yet others
there is no influence at all, but rather the independent development, or
even anticipation, of notions more commonly associated with other
theorists.

See Feser 2005 for a survey of these issues in greater depth.

See Kresge’s introduction to Hayek 1994 for discussion of both the influ-
ence of Mach and the history of the development of the manuscript that
became The Sensory Order. Hayek [1967] 1992 is also relevant.

For a brief and lucid exposition of the theory in question, see Maxwell
1972. As Russell’s version and Maxwell’s exposition of it make clear, this
theory of knowledge is best thought of as a variation on the indirect
realist theory of perception — “realist” because it holds that there is an
objective physical world existing independently of the mind, “indirect”
because it holds that our knowledge of that world is based on inference
from our direct awareness of our perceptual representations of it.
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Contemporary sympathizers with the view include Lockwood (1989),
who emphasizes the link between structuralism and indirect realism,
and Chalmers (1996) and Strawson (2003), who endorse structuralism but
without committing themselves to indirect realism.

Carnap himself doesn’t count as having combined these doctrines
because he was not, as Schlick, Russell, and Hayek all were, a realist
about the external world.

This too was a position not taken by Carnap. His structuralism about
sensory qualities was not causal; he sought only to define these qualities
in terms of their similarity relations to each other, and made no claim to
the effect that the similarity relations could themselves be cashed out in
turn as causal relations instantiated in the nervous system.

Hayek refers to the larger set of connections between impulses which
represents one’s current environment as a whole as the “model,” and to
the yet larger and more stable set of neural connections representing one’s
general picture of the world, and of which the “model” forms a subset, as
the “map” (1952b, p. 1m2). Ultimately, it is its precise place within these
larger structures as a whole — and not merely the more “local” connec-
tions just mentioned as examples — that gives any smaller-scale set of
impulses (such as those correlated with seeing an orange) the distinctive
qualitative character associated with it.

Chalmers (1996) takes note of it as a theoretical possibility, but appa-
rently rejects it on the grounds that it seems incoherent to suppose that
causal structure could be all that exists, without any intrinsic properties
to flesh it out. But the view under discussion does not (or need not) in
fact suppose this. It claims only that causal structure is all we know of,
not all that exists. Perhaps there are, and must be, intrinsic properties of
some sort fleshing out the causal structure of both mind and matter, and
we just don’t know what they are.

Chalmers, unlike Russell, Lockwood, and Strawson, is a property dual-
ist, but he would presumably allow that both perceptual events and
introspective events are identical to brain events, insisting only that
some brain events have non-physical properties.

This seems to be part of the reason why Chalmers, though a Russellian
sympathizer like Lockwood and Strawson, regards his position as a kind
of dualism.

Here we see an anticipation of Levine’s view (2001) that there is an
“explanatory gap” between the mental and the physical, though not a
metaphysical gap, and McGinn’s view (1991) that even though there is a
true theory which explains how mental phenomena can be accounted
for in purely physical terms, there are inherent limitations on the
powers of the mind that keep it from ever grasping that theory.
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There is another, philosophically less interesting, sense in which Hayek
thinks the mind is not fully explicable, having to do with complexity.
Just as an evolutionary explanation of the origin of a particular species
would not have allowed us before the fact to predict that that species
would come into existence, due to the enormous number of variables
involved, so too an explanation of how the mind works will, given the
mind’s complexity, not allow us to make any specific predictions about
the course of anyone’s mental life. Because this sort of point applies
equally well to non-mental phenomena like the weather, it seems of
little relevance to the dispute over whether qualia and intentionality can
be identified with physical properties of the brain.

This is one reason Hayek was critical of proposals radically to alter
traditional moral and economic institutions. He regarded any attempt
to design a new social order from scratch as doomed to fail, given the
inherent limitations on the mind’s ability to understand the forces that
shape such institutions. As Gray puts it, “it is Hayek’s view that the
impossible ambitions spawned by contemporary culture arise from a
false understanding of the human mind itself” (1993, p. 33) and that
“socialism and interventionism ... are but long shadows cast by a false
philosophy of mind” (p. 36).

Karl Popper to F. A. Hayek, December 2, 1952, Hoover Institution, Hayek
Archive, box 44, folder 1. Quoted with the permission of the estate of Karl
Popper.

Hayek also criticizes historical relativism on the grounds that we could
not even recognize people living in another epoch as having minds at all
unless we regarded them as having epistemic standards similar to our
own. Cf. Davidson 1984.

This is one way anyway (perhaps not the only one) of understanding the
upshot of Popper’s argument, which is sometimes classified as a version of
the anti-materialist “argument from reason” (Hasker 1999, pp. 64—74). See
Feser 2005, chs. 6 and 7, for further discussion of Popper’s arguments and
other objections to naturalistic theories of thought and intentionality.
The paper is still unpublished. The typescript is in the Hoover Institution,
Hayek Archive, box 104, folder 22. Birner’s thesis is cited in Caldwell 2004a,
Pp. 300-301.
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WORKS BY HAYEK

A list of all of Hayek’s major works is to be found in the general list of
references below. The University of Chicago Press is publishing a
standard edition entitled The Collected Works of F. A. Hayek, now
under the general editorship of Bruce Caldwell. Seven volumes have
appeared so far. Hayek 19844, an anthology of articles and book chap-
ters by Hayek representative of various aspects of his work, is a
useful one-volume reader. Many of Hayek’s letters, papers, and
other unpublished writings are archived at the Hoover Institution
at Stanford University in California.

BIOGRAPHICAL

Ebenstein 2001 is the only full-length biography of Hayek available in
English. Hayek 1994, which compiles various personal reminiscences
and interviews, is the closest thing there is to an autobiography.
Raybould 1998 provides an overview of Hayek’s career and contains
a great many otherwise hard-to-find photographs. Caldwell 2004a and
Ebenstein 2003 are “intellectual biographies” recounting the develop-
ment of Hayek’s thought through the course of his career along with
his academic life and participation in various public controversies.

SECONDARY SOURCES

There are several important scholarly works offering a critical exami-
nation of Hayek’s social, political, and economic thought as a
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systematic whole. Caldwell 2004a is the most recent of these, and
has been very well received. Other important works of this sort
include Barry 1979, Fleetwood 1995, Gamble 1996, Gray 1998, Kley
1994, Kukathas 1989, and Shearmur 1996a. Butler 1983 is a semi-popular
introduction.

Somewhat more narrowly focused on various specific aspects of
Hayek’s political philosophy are Espada 1996, Gissurarson 1987, Hoy
1984, Petsoulas 2001, Rowland 1987, and Touchie 2005. Studies focusing
on Hayek’s economics include McCormick 1992, O’Driscoll 1977,
Steele 1993, Steele 2001, and Tomlinson 1990. Walker 1986 is an exami-
nation of Hayek’s moral theory. Several works explore the relation-
ship between Hayek’s thought and that of other important thinkers.
Crowley 1987 compares Hayek’s views with those of Sidney and
Beatrice Webb, Hoover 2003 compares Hayek with Keynes and
Laski, Sciabarra 1995 compares Hayek and Marx, Smith 2005 compares
Hayek and Schutz, Steele 2001 compares Hayek and Keynes, and
Williams 2005 compares Hayek and Rawls.

Several volumes of essays on Hayek are available, including
Birner, Garrouste, and Aimar 2001, Birner and van Zijp 1994,
Bouckaert and Godart-Van Der Kroon 2000, Butler and Pirie 1987,
Cunningham 1979, Frei and Nef 1994, Frowen 1997, Machlup 1976,
Seldon 1961, and Streissler 1969. Boettke 2000b and Wood and Woods
1991 are multi-volume collections of previously published journal
articles that are otherwise difficult to find. The journal Critical
Review has devoted two special issues to Hayek: vol. 3, no. 2
(Spring 1989) and vol. 11, no. 1 (Winter 1997). The inaugural issue of the
NYU Journal of Law and Liberty (vol. 1, no. o, 2005) was devoted to the
theme of “Hayek and the Law.”
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