Journal of Economic Literature

Vol. XXXV (December 1997), pp. 1856-1890

Hayek and Socialism

BRUCE CALDWELL
University of North Carolina at Greensboro

I have received many helpful comments on this paper from participants at the History of
Economics Society meetings at the University of British Columbia, at seminars given at the
University of Georgia, at the Austrian Colloquium at New York University, at the York Uni-
versity-University of Toronto Workshop on the History of Economics, and at the Duke Univer-
sity History of Political Economy Workshop. Extensive comments were also received from
Peter Boettke, William Butos, Neil De Marchi, Greg Ransom, and George Selgin. All remain-

ing errors are the responsibility of the author.

1. Introduction

OST ECONOMISTS  know  that

Friedrich A. Hayek was a life-long
opponent of socialism. But who were his
opponents, what were his arguments,
and how did he come to develop them?

In the 1930s Hayek attacked the eco-
nomic feasibility of socialism, drawing
on arguments from an earlier German-
language debate and taking to task a
number of separate proposals for a so-
cialist society. This drew a response
from Oskar Lange, who advocated mar-
ket socialism. The ensuing battle with
Lange and others led Hayek to de-
velop a distinctive “knowledge-based”
critique of socialism.

Just before the onset of World War II
Hayek began work on a series of articles
whose ultimate result was the publica-
tion in 1944 of The Road to Serfdom,
his most famous (and in some quarters,
notorious) book. The Road to Serfdom
contains Hayek’s political critique of so-
cialism, but also the seeds of more posi-
tive work. The fruit was his description
and defense of an alternative liberal

utopia in such works as The Constitu-
tion of Liberty (1960) and Law, Legisla-
tion and Liberty (1973=79).

During the war years Hayek also be-
came fascinated with questions of meth-
odology. This led him, apparently in-
congruously, to publish a book on the
foundations of psychology. The Sensory
Order (1952a) is, particularly among
economists, Hayek’s least appreciated
book, yet in a letter to an economist
prior to its publication he described it
as “the most important thing I have yet
done . . .” (letter to John Nef, Nov. 6,
1948). The book provides a theoretical
basis for the “limitations of knowledge”
theme that has been recurrent in
Hayek’s work. This claim in turn im-
plies limits on the ambitions of socialist
planners and other “rationalist con-
structivists,” and as such constitutes an-
other set of arguments against social-
ism. It also implies limits on the
ambitions of economists, and from an
Austrian viewpoint, may help to explain
why the models of economists have so
often misled them about the prospects
for socialism.
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The paper attempts to answer the
questions provided at the outset, to sur-
vey Hayek’s various arguments against
socialism and to provide some historical
background on why he developed them
when he did.

Recent interpretive literature pro-
vides the impetus for the emphasis on
historical context. Since the events of
1989, the Soviet central planning model
has largely been abandoned by aca-
demic advocates of socialism, and a re-
newed interest in market socialism has
taken its place. Recent discussions of
market socialism by economic theorists,
both proponents and opponents, typi-
cally draw on insights derived from the
“economics of information.” This new
perspective views general equilibrium
approaches as inadequate, if not mis-
leading, for understanding economic
phenomena. Because many of the ear-
lier debates on market socialism uti-
lized a general equilibrium framework,
they are from the perspective of the
economics of information otiose.

A new interpretation of the debates
over socialism, one that highlights the
contributions of the economics of infor-
mation, has begun to emerge (Pranab
Bardhan and John Roemer, eds. 1993,
pp- 3-9; Joseph Stiglitz 1994). These in-
terpretations are designed to provide
context for recent work, but they typi-
cally run into difficulties when they try
to characterize Hayek’s contribution.
Though it is evident that Hayek (like
the information theorists) was critical of
using static general equilibrium models
for assessing the merits and limitations
of socialism, it seems clear (and this de-
spite his frequent invocation of the con-
cept of “knowledge”) that Hayek did
not directly participate in the develop-
ment of the economics of information.

How, then, to characterize Hayek’s
contribution? From a modern perspec-
tive, his work seems “fuzzy” (Louis
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Makowski and Joseph Ostroy, in Bard-
han and Roemer, eds. 1993, p. 82).
Many may well be tempted to conclude
with Janos Kornai (in Bardhan and Roe-
mer 1993, p. 63) that “the warnings of a
Mises or a Hayek about market social-
ism” should be viewed as “brilliant
guesses” rather than as anything resem-
bling “scientific propositions,” or with
Robert Heilbroner (1990, p. 1098) that
“the successes of the farsighted seem
accounted for more by their prescient
‘visions’ than by their superior analy-
ses.”

In the final section an alternative,
more positive interpretation of Hayek’s
contribution is offered. As he became
ever more deeply entangled in the de-
bates over socialism, Hayek decided
that a more integrative approach to the
study of complex social phenomena was
necessary, that standard economic
analysis taken alone might itself be in-
adequate, if not misleading, for under-
standing the problems of socialism. To
be sure, his decision to branch out was
based in part on his recognition of the
limitations of the static “equilibrium
theory” of his day. But his emphases on
the market as a discovery process, his
concern with the limits of human cogni-
tion, and above all his fascination with
questions of knowledge, what John Gray
(1986, p. 134) has aptly called his “epis-
temological turn,” led Hayek to insights
that may well be different in kind from
those advanced by proponents of the
economics of information.

If this alternative account is correct,
it means at a minimum that those who
would try to read history backwards,
who would assess Hayek’s contribution
solely in terms of whether and how he
anticipated the later literature on the
economics of information, will perforce
misunderstand his arguments against
socialism. So one point of the final sec-
tion is to plea for a less ahistorical his-
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tory. But it may also be the case that
Hayek actually provided an indepen-
dent set of claims against market social-
ism, one that has been missed by mod-
ern information theorists. If so, then
Hayek’s apparently “fuzzy” arguments
may well prove to be of more than
“merely historical” interest today.

I1. Hayek and the Market Socialists!

Friedrich August von Hayek was born
in Vienna on May 8, 1899. Following
war service he entered the University of
Vienna, where he completed degrees in
1921 and 1923. After 14 months of
study in the U.S., Hayek returned to
Austria in 1925. He spent the rest of
the decade studying monetary history
and developing a theory of the trade cy-
cle. Hayek’s life and the academic mi-
lieu of Vienna in the 1920’s is docu-
mented in Hayek (1984, Introduction;
1992, Prologue; 1994, pp. 47-72) and
Earlene Craver (1986).

In the spring of 1931 Hayek was in-
vited by Lionel Robbins to deliver a se-
ries of lectures on the trade cycle at the
London School of Economics (LSE).
The next year he was appointed to the
Tooke Chair of Economic Science and
Statistics at the LSE, a position he
would hold until he moved to the
United States in 1950, where he ulti-
mately accepted a position on the Com-
mittee on Social Thought at the Univer-
sity of Chicago. During the early 1930s
Hayek had exchanges with John May-
nard Keynes and Piero Sraffa on mone-
tary and trade cycle theory and with
Frank Knight on capital theory (Hayek
1994, pp. 75-98; 1995). His debates
with the socialists began in 1935 with
the publication of Collectivist Economic
Planning: Critical Studies on the Possi-
bilities of Socialism. The book con-

1 Parts of this section are adapted from the in-
troduction I wrote as editor for Hayek (1997).

Journal of Economic Literature, Vol. XXXV (December 1997)

tained translations of four articles with
introductory and concluding essays pro-
vided by Hayek as editor.

A. Prelude—Mises and the German
Language Debates

The most important of the translated
contributions was an article by Ludwig
von Mises that had originally appeared
in 1920. The collapse of the German
and Austro-Hungarian Empires at the
end of the First World War opened the
door for a variety of socialist proposals
for reorganizing society. Prior to the
war Mises was known as a monetary
theorist and for his unyielding devotion
to liberalism. He was as good a person
as any to challenge the socialists; in so
doing he initiated the German-language
socialist calculation debate. David
Steele (1992, ch. 4) identifies some of
Mises’ predecessors, and a number of
writers (Trygve Hoff, 1949; Judith
Merkle 1980, ch. 6; Don Lavoie 1985;
Giinther Chaloupek 1990) examine the
debates as well as the specifics of vari-
ous proposals.

The proposal that most provoked
Mises was made by the sociologist and
philosopher Otto Neurath. Neurath is
remembered today as a member of the
Vienna Circle of logical positivists and
as the inventor of ISOTYPE, the Inter-
national System of Typographical Pic-
ture Education. Before World War I
he began to make a reputation as a pro-
ponent of a new academic subfield,
“war economy.” He also participated,
along with Mises, in Eugen von Béhm-
Bawerk’s famous economics seminar.
Among the other seminar participants
were Joseph Schumpeter, Otto Bauer,
who would lead the Austrian Socialist
Democratic party in the 1920s, and
Rudolf Hilferding, one of the leading
Marxian theoreticians of the 20th cen-
tury.

According to Neurath, during peace-
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time, production in market economies
is driven by the search for profits, but
this leads to recurrent periods of over-
production and unemployment. In war-
time, by contrast, production is no
longer driven by profit-seeking, and the
war effort ensures that productive ca-
pacity is always fully utilized. Another
characteristic of the war economy is the
suppression of the price system, which
is replaced by extensive planning of ma-
terials management from the center.
This is all to the good, because for Neu-
rath the monetary system, the search
for profits, and the disorderliness of
capitalist production all go hand in
hand.

Neurath argued that the central plan-
ning that emerges within war econo-
mies should continue in peacetime. He
proposed that a “natural accounting
center” be set up to run the economy as
if it were one giant enterprise. Most
controversially, he insisted that money
would be unnecessary in the new
planned order: because production
would be driven by objectively deter-
mined needs rather than by the search
for profits, all calculation regarding the
appropriate levels of inputs and output
could be handled in “natural” physical
terms. In Neurath’s opinion, attempts
to employ monetary calculations within
a planned society would render impossi-
ble scientific economic management,
which had to be conducted in terms of
“real” physical quantities.?

Mises (1978, pp. 39-41, 133) plainly

2 For more on his views, see Neurath (1973, ch.
5), Nancy Cartwright et al. (1996, ch. 1), and Ag-
nes Miklos-Illes (1996). The resurgence of interest
in Neurath among philosophers is chiefly due to
his pluralistic and anti-foundationalist approach to
unified science. Austrian economists focused on
his physicalism, his insistence that, to be meaning-
ful, scientific terms must refer to observable phe-
nomena. The Austrian economists’ opposition to
positivism and scientism in the social sciences de-
rives in part from their arguments with such oppo-
nents.
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had a strong negative reaction to Neu-
rath personally, and as a monetary theo-
rist he found his economic claims fan-
tastic. (As Chaloupek 1990, pp. 668-70,
has shown, most socialists also soon re-
jected Neurath’s proposals for a money-
less economy.) But he wanted to make a
more general case against socialism,
one that could be used against other
proposals as well, including those that
retained a role for some form of money.
Mises took as a starting premise that
under most forms of socialism “produc-
tion-goods” (factors of production) are
owned by the state, and that as such
there is no market for them. But this
basic feature of socialism has substan-
tial consequences:

because no production-good will ever become
the object of exchange, it will be impossible
to determine its monetary value. Money
could never fill in a socialist state the role it
fills in a competitive society in determining
the value of production-goods. Calculation in
terms of money will here be impossible.
(Mises, in Hayek, ed. 1935, p. 92)

Even if money is retained, in the so-
cialist state no prices for factors of pro-
duction exist. As such, socialist manag-
ers have no way to tell when choosing
among a huge array of technologically
feasible input combinations which are
economically feasible. Without some
knowledge of relative scarcities, they
are left “groping in the dark.” As Mises
put it: “Where there is no free market,
there is no pricing mechanism; without
a pricing mechanism, there is no eco-
nomic calculation” (in Hayek, ed. 1935,
p. 111).

B. Hayek’s Initial Arguments

In his introductory chapter Hayek re-
counted the debates that had taken
place in the German language literature
a decade before. In his conclusion he
turned to the current scene.

English socialism in the 1930s was a
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mixed bag. The Fabians, whose leaders
included Sidney and Beatrice Webb and
George Bernard Shaw, had been argu-
ing for an evolutionary style of socialism
since the late 1880s. The British Labour
Party, formed in 1906, officially en-
dorsed socialism in its platform. Labour
had prevailed in the general election of
1929, but had faltered with Britain’s
abandoning of gold in 1931 and spent
the remainder of the decade regroup-
ing. Though interest in Guild Socialism,
a form of syndicalism, had declined fol-
lowing World War I, academic advo-
cates like R. H. Tawney and G. D. C.
Cole were still active. Barbara Wootton
was the Director of Tutorial Studies at
the University of London, and under
her influence a “tutorial version of his-
tory,” one which emphasized the dete-
rioration of the position of the working
class under capitalism, was taught in
adult education courses throughout
Britain. Maurice Dobb was the leading
spokesman among economists for Marx-
ism, and a number of prominent natural
scientists favored communism. Finally,
there existed a nascent interest in mar-
ket socialism, dubbed “pseudo-competi-
tion” by Hayek.? With no idea which of
his many opponents might respond,
Hayek offered a diversity of criticisms
of socialism.

He began with a review of “the Rus-
sian experiment,” basing his criticisms
on the writings of a Russian émigré
Boris Brutzkus. This would serve as a
Counterweight to a more appreciative
assessment of the experiment offered
by the Webbs, whose massive study (it
filled two volumes) was titled Soviet
Communism: A New Civilization? when

3 See Elizabeth Durbin (1985) on British social-
ism in the interwar years, Gary Werskey (1978) on
socialism among the natural scientists, and the es-
says in Philip Bean and David Whynes, eds. (1986)
on Wootton. Hayek, ed. (1954) may be read as a
response to the tutorial version of history.

Journal of Economic Literature, Vol. XXXV (December 1997)

it was published in 1935. With incred-
ibly bad timing, they chose to drop the
question mark in the 1937 edition.

Next Hayek took up the argument of
Henry D. Dickinson (1933), who
claimed that Mises was wrong, that ra-
tional calculation under socialism was at
least theoretically possible. Because any
economy could be formally represented
by a Walrasian system of equations,
Dickinson claimed that on a theoretical
level there is no difference between
capitalism and socialism: In a capitalist
system the equations are “solved” by
the market, whereas in a socialist sys-
tem they could be solved by the plan-
ning authorities.

In his rebuttal, Hayek enumerated
many difficulties associated with “the
mathematical solution,” or any regime
that relied on formulating and solving
a giant system of equations for the
relevant prices and quantities. He
mentioned the staggering amount of
information that would need to be
gathered; the immense difficulty of for-
mulating the correct system of equa-
tions; the hundreds of thousands of
equations that would then need to be
solved, not just once but repeatedly;
and the inability of such a system to
adapt to change.

Should socialist authorities decide to
“solve” the system using a trial and er-
ror method, an approach also men-
tioned by Dickinson, other problems
would arise. The most important of
these is the inability of any price-chang-
ing mechanism to replicate the auto-
matic adjustments that occur in a com-
petitive free market system in response
to underlying changes in supply and de-

mand:

Almost every change of any single price
would make changes of hundreds of other
prices necessary and most of these other
changes would by no means be proportional
but would be affected by the different de-
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grees of elasticity of demand, by the possibili-
ties of substitution and other changes in the
method of production. (Hayek, ed. 1935, p.
214)

Next Hayek took up the arguments of
the Marxist Dobb (1933), who noted
that if consumption decisions were also
subjected to central control, most of the
problems associated with central plan-
ning would be alleviated. Hayek
pointed out that the abrogation of con-
sumer sovereignty implied in such an
approach would presumably be repel-
lant to most Britons, and that even un-
der such a regime, prices to help guide
production would still be necessary.

In the last half of his chapter Hayek
explicitly engaged market socialism. Be-
cause no concrete proposals were yet on
the table, he had to imagine the forms
of market organization that his oppo-
nents might propose. One possible ar-
rangement is for managers of monopo-
lized industries to be directed to
produce so that prices covered marginal
costs, thereby duplicating the results of
competitive equilibrium. Hayek’s most
original argument here is that in the
real world (as opposed to the static
world of perfect competition models) it
is typically difficult to know exactly
what “true” marginal costs are (Hayek,
ed. 1935, pp. 226-31). In a market so-
cialist regime in which firms within an
industry do compete, a different prob-
lem arises: in decisions concerning capi-
tal allocation, central planners would
have to take over the role played by
thousands of entrepreneurs in a market
system (Hayek, ed. 1935, pp. 233-37).
Hayek clearly considered this to be a
disadvantage, but did not specify the
nature of the problem. Finally, he
noted that the absence of private own-
ership in the means of production cre-
ates incentive problems for managers,
who will put off making difficult deci-
sions and who will tend toward risk-
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aversion in making investment decisions
(Hayek, ed. 1935, pp. 235, 237).

Though Hayek’s two early pieces con-
tain fleeting glimpses of his mature po-
sition, the modern reader must work to
find them. As Israel Kirzner has con-
vincingly argued, the socialist calcula-
tion debate served as a

catalyst in the development and articulation
of the modern Austrian view of the market as
a competitive-entrepreneurial process of dis-
covery. . . . it was through the give-and-take
of this debate that the Austrians gradually re-
fined their understanding of their own posi-
tion. (Kirzner 1988, p. 1; cf. Lavoie 1985)

C. Lange’s Rebuttal

Market socialists are critics of capi-
talism, but they also acknowledge that
under certain conditions perfectly com-
petitive markets have desirable effici-
ency characteristics. An essential prem-
ise of market socialism is the denial that
market structures under late capitalism
resemble, in any meaningful way, per-
fect competition. According to this view
few competitive industries exist any-
more, having been replaced by corpo-
rate giants, cartels, and monopolies.
Contemporary capitalism thus lacks the
beneficial efficiency characteristics of
competition, while retaining all of its
defects. With careful planning market
socialism can replicate the benefits of
truly competitive markets, correct for
remaining problems regarding effi-
ciency, and all the while avoid capital-
ism’s pernicious distributional effects.
The chief spokesman for this view in
the later 1930s was a Polish émigré to
America, Oskar Lange, whose two-part
paper appeared in the Review of Eco-
nomic Studies in 1936—37, and was soon
reprinted in a book of the same title,
On the Economic Theory of Socialism
(1938).

Lange’s first argument was directed
against Mises. Lange agreed with Mises
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that prices are necessary for rational
calculation. Mises” mistake was to think
that prices must be formed in markets.
If one instead understands that the cor-
rect definition of prices is “terms on
which alternatives are offered,” and that
their determination in markets is not
essential but rather a peculiarity of a
particular  institutional arrangement
(capitalism), then Mises’ argument col-
lapses. Accounting prices could be sup-
plied by the Central Planning Board,
and these could be taken by socialist
managers as parameters in their deci-
sion making. Rational calculation under
socialism is not “impossible” after all
(Lange 1938, p. 60-62).

Lange’s next step was to demonstrate
how a socialist commonwealth could be
made to yield the same results as a true
competitive market system. In his
model there exists a free market for
both consumer goods and labor, but
(because of public ownership of the
means of production) no market for
non-labor productive resources like
capital. Because labor incomes would
still be market-determined, income in-
equality would not be eliminated. But
because capital ownership is a principal
source of income disparities, its elimi-
nation would serve to reduce inequality.
Individual incomes would also be sup-
plemented by receipt of some share of
the “social dividend,” the income that
had previously gone to owners of capi-
tal.

The sticking point for this variant
of market socialism is the absence of
profit maximizing firms and of a market
(and hence of prices that reflect rela-
tive scarcities) for non-labor productive
resources. Lange proposed that the
Central Planning Board provide provi-
sional “prices” for all goods and factors
of production. Managers of socialist
firms would be instructed to choose, on
the basis of these “given” prices, the
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combination of inputs that minimized
their costs and the level of output
that maximized profits. Planners in
charge of industries would likewise ex-
pand or contract them as necessary,
thereby replicating the beneficial ef-
fects of free entry and exit under com-
petition.

Lange’s proposal begged a key ques-
tion: What if the Central Planning
Board fails to choose prices that accu-
rately reflect underlying relative scarci-
ties? Here Lange suggested that plan-
ners follow a “trial and error”
procedure, one similar to that used in
actual markets, adjusting prices up or
down in any factor or product markets
in which gluts or shortages existed.
Through the trial and error method the
“right” set of accounting prices will ulti-
mately be found (Lange 1938, pp. 86—
89).

Lange responded to Hayek’s concerns
about replacing entrepreneurs with cen-
tral planners as follows:

the trial and error procedure would, or at
least could, work much better in a socialist
economy than it does in a competitive mar-
ket. For the Central Planning Board has a
much wider knowledge of what is going on in
the whole economic system than any private
entrepreneur can ever have, and, conse-
quently, may be able to reach the right equi-
librium prices by a much shorter series of
successive trials than a competitive market
actually does. (Lange 1938, p. 89, emphasis in
the original)

What about the skewing of incentives
under socialism? Acknowledging the
importance of the problem, Lange of-
fered two responses. First, he denied
that such agency questions are a proper
topic for economists to study: “The dis-
cussion of this argument belongs to the
field of sociology rather than of eco-
nomic theory and must therefore be
dispensed with here” (Lange 1935, p.
109). Second, he insisted that the real
problem was one of bureaucracy. But
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bureaucratization, he continued, is a ge-
neric problem that afflicts both capital-
ism and socialism. Because of the ab-
sence of competition, the managers of a
bureaucratic modern capitalistic corpo-
ration are as likely to be inefficient as
are their counterparts under socialism.
The separation of ownership from con-
trol exacerbates this: the modern capi-
talist corporation is increasingly run by
a professional managerial class whose
members care more about their own
welfare than about running an efficient
firm. Bureaucracy is a problem of mod-
ern life, not one that is unique to social-
ism (Lange 1938, pp. 109-10, 120). To
support his case Lange cited Adolf
Berle and Gardiner Means (1933), the
classic study of the separation of owner-
ship from control in the modern corpo-
ration and a forerunner of the modern
principal-agent literature. Lange’s argu-
ment underlines again the crucial im-
portance for socialists of the claim that
old-style atomistic competition is rare
under late capitalism.

D. Answering Lange—Mises on
Appraisement and the Entrepreneur

Mises mnever directly replied to
Lange. But it is clear from his later
writings that he rejected Lange’s claim
that prices are nothing more than
“terms on which alternatives are of-
fered.” For Mises, prices are social phe-
nomena “brought about by the interplay
of the valuations of all individuals par-
ticipating in the operation of the mar-
ket” (Mises 1966, p. 331). They reflect
the plans and appraisements of millions
of acting individuals at a particular mo-
ment in time.

Given its origin in the appraisements
of millions of people, the price struc-
ture is constantly changing. Even so, it
is an essential tool used by entrepre-
neurs to make calculations about the
highest-valued use of scarce resources.
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Crucially, such calculations are always
future-oriented.

In drafting their plans the entrepreneurs look

first at the prices of the immediate past

which are mistakenly called present prices.

Of course, the entrepreneurs never make

these prices enter into their calculations

without paying regard to anticipated changes.

The prices of the immediate past are for

them only the starting point of deliberations

leading to forecasts of future prices. . . . The
prices of the past are for the entrepreneur,

the shaper of future production, merely a

mental tool. (Mises 1966, pp. 336—37, empha-

sis in the original)

Entrepreneurs must make decisions
about resource use in a world in which
production takes time and in which the
constant evolution of human plans cre-
ates a constantly changing structure of
prices. In such an environment errors
clearly are unavoidable. But they do not
persist, because every mistake made by
one entrepreneur is simultaneously a
profit opportunity for another: “it is the
competition of profit-seeking entrepre-
neurs that does not tolerate the preser-
vation of false prices of the factors of
production” (Mises 1966, pp. 337-38,
emphasis in the original). Thus the
ever-changing structure of prices that
exists within a market system, the messy
groping that appears so anarchic, ends
up being a passably efficient system
for revealing relative scarcities. And
paradoxically, though the price system
operates through the self-interested ac-
tions of thousands of individuals, its end
result is social cooperation: Paris gets
fed.

For Mises, the entrepreneur is the
essential actor of the piece, but equally
important is that his actions take place
within a specific institutional frame-
work. Absent a market system with
well-defined and enforced property
rights, the entrepreneur would have
neither the necessary information nor
the proper incentives to perform his es-
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sential function.* Mises acknowledged
that Lange’s attempt to introduce prices
and competition into a socialist frame-
work showed some recognition of all
this (Mises 1966, p. 706). But without
the rest of the requisite institutional
setting, such efforts must ultimately

fail.

E. Answering Lange—Hayek on
Computation and on Knowledge

Hayek initially responded to Lange in
a book review (Hayek [1940] 1948),
then elaborated on and extended his ar-
gument in a series of articles (Hayek
[1945, 1946] 1948; [1968a] 1978).

1. The Computation Problem and
“Trial and Error’—Recall that Hayek
had in 1935 already provided arguments
against such approaches as “the mathe-
matical solution” and, more importantly
given Lange’s arguments, against the
feasibility of trial and error methods. In
his review he wondered why Lange had
failed to address his objections about
the latter, and why his opponent had
even neglected to answer the obviously
important question of how often prices
were to be adjusted under his proposed
system. Hayek ([1940] 1948, p. 188)
added that,

it is difficult to suppress the suspicion that
this particular proposal has been born out of
an excessive preoccupation with problems of
the pure theory of stationary equilibrium.

Hayek’s point was a simple one: static
equilibrium theory concentrates on
end-points, on a system that has

4 Joseph Salerno (1990) recently sparked a lively
debate with the provocative claim that the Mise-
sian emphasis on appraisement and entrepreneur-
ship dif?ers from, and is more fundamental than,
Hayek’s arguments about knowledge. Leland
Yeager (1994) and Kirzner (1997) contend that the
two positions are better considered complemen-
tary, while Boettke (forthcoming) argues that any
differences of emphasis that may exist between
Mises and Hayek are due to their responding to
different audiences.
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achieved a state of rest. But the notion
of a system moving toward some “final”
end-point as determined by “given”
data is radically at odds with the situ-
ation in the real world, “where constant
change is the rule” (Hayek [1940] 1948,
p. 188). Hayek was suggesting that
Lange’s use of an equilibrium model
had misled him into thinking that the
movement toward some final equilib-
rium set of accounting prices would be
a one time adjustment, whereas in real-
ity it would be a never-ending process.
Hayek’s arguments about the difficul-
ties of coming up with the necessary
data have been challenged by each new
generation of socialists, as first input-
output analysis, then planometrics, then
computable general equilibrium mod-
els, then the advent of supercomputers
all promised finally to provide an instru-
ment that could replace the market’s
price adjustment mechanism. As a ma-
ture Lange (1967, p. 158) provocatively
put it:
Were I to rewrite my essay today my task
would be much simpler. My answer to Hayek
and Robbins would be: so what’s the trouble?
Let us put the simultaneous equations on an

electronic computer and we shall obtain the
solution in less than a second.

More recently, Allin Cottrell and W.
Paul Cockshott (1993) and Steven Hor-
witz (1996) have offered contrasting as-
sessments of the feasibility of socialist
computational proposals.

As a practical matter, though, few
convincing examples of the successful
replacement of markets exist. Ironi-
cally, the practical effects of the com-
puter revolution so far seem to have
been to undermine the ability of totali-
tarian states to restrict access to infor-
mation, and to enable entrepreneurs to
engage in the sort of “atomistic compe-
tition” that socialists of the 1930s had
assumed had died out. It is also note-
worthy that within the artificial intelli-
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gence literature the relationship be-
tween markets and computers is becom-
ing very nearly the opposite of that
imagined by Lange: rather than regard-
ing markets as primitive forms of com-
puters, efforts are aimed at making
computers replicate the allocational and
adaptative characteristics of markets
(Lavoie 1990, p. 76).

2. Hayek’s “Knowledge” Arguments—
Hayek provided an example of the con-
sequences of taking static theories too
seriously in a discussion of Lange’s cost
minimization rule. Hayek asked: how
will planners come to know what the
minimum costs are ([1940] 1948, p.
196)? His basic contention was that only
through the workings of a rivalrous mar-
ket process are ever lower cost methods
of production discovered or created (cf.
Hayek, [1946] 1948, pp. 96-97). Stan-
dard equilibrium theory misleads by as-
suming that an end-state is already
reached, so that cost minimizing input
combinations are already known. This
obscures the process by which they
come to be known, and may lead to the
erroneous belief that one can dispense
with the very process (rivalrous market
competition) that generates the knowl-
edge. More generally, the static theory
of perfect competition “starts from the
assumption of a ‘given’ supply of scarce
goods. But which goods are scarce
goods, or which things are goods, and
how scarce or valuable they are—these
are precisely the things which competi-
tion has to discover” (Hayek [1968a]
1978, p. 181). In a phrase: Market com-
petition constitutes a discovery proce-
dure.

Lange had also argued that, because
entrepreneurs have knowledge about
only a limited set of markets and prices,
a Central Planning Board (which would
have access to more knowledge than
would individual entrepreneurs) could
make better capital allocation decisions.
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In his 1937 article “Economics and
Knowledge” Hayek noted that though
standard equilibrium theory assumes
that all agents have access to the same,
objectively correct information, in real-
ity there is a “division of knowledge.”
Actually-existing knowledge is dis-
persed; different individuals have ac-
cess to different bits of it. Their actions
are based on their varying subjective
beliefs, beliefs that include assumptions
about future states of the world and
about other people’s beliefs and ac-
tions. The “central question of all social
science” ([1937] 1948, p. 54) is how
such dispersed knowledge might be put
to use, how society might coordinate
the knowledge that exists in many dif-
ferent minds and places. Equilibrium
theory with its emphasis on end-states
assumes that the process of coordin-
ation has already taken place. By doing
so, it assumes away the most important
question.

A number of authors (Caldwell
1988a; Kirzner 1988; Meghnad Desai
1994) have argued that “Economics and
Knowledge” was a seminal piece both in
the development of Hayek’s ideas and
for its implications for the calculation
debate. In his review, Hayek cited the
article to show that Lange had again
been misled by “equilibrium theory.”

As I have tried to show on another occasion,
it is the main merit of real competition that
through it use is made of knowledge divided
among many persons which, if it were to be
used in a centrally directed economy, would
have all to enter the single plan. To assume
that all this knowledge would be automat-
ically in the possession of the planning
authority seems to me to miss the main point.
(Hayek [1940] 1948, p. 134)

Tracing out the implications of the “dis-
persion of knowledge” would become an-
other major theme in Hayek’s work. In
the present context, three related
strands may be identified. First, freely
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adjusting market prices that reflect rela-
tive scarcities are profoundly important
when errors in perception exist, because
they help market participants to bring
their subjectively formed expectations in
line with the actual state of the world.
Next, much knowledge (particularly of
business conditions) is localized, what
Hayek came to call “knowledge of the
particular circumstances of time and
place” ([1945] 1948, p. 80). Finally, cer-
tain knowledge is tacit; it is “knowledge
how” rather than “knowledge that”
([1968b] 1978, p. 38). Localized and
tacit knowledge is difficult (and may be
impossible) to pass on to others, even if
one wanted to.

Modern theorists were quick to pick
up on Hayek’s insight that, in a world of
dispersed knowledge, prices convey in-
formation. The same cannot be said
about his writings on localized and tacit
knowledge, the importance of which is
well captured in the following example
provided by Leland Yeager:

Often an entrepreneur makes business deci-
sions partly on his intuition or feel for tech-
nology, the attitudes and tastes of consumers
and workers, sources of financing, and condi-
tions in markets for inputs and for consumer
goods and services—all in the future as well
as the present. The entrepreneur receives in-
formation for judgments about such matters
by reading specialized and popular publica-
tions, watching television and movies, experi-
encing various services and products person-
ally, chatting with innumerable people, and
strolling through town or the shopping mall.
Much of what he thereby observes—or
senses—he could not express in explicit
words or numbers. A socialist system would
let much such entrepreneurial knowledge go
to waste even if it emerged in the first place.
(Yeager 1996, p. 138)

The idea that “the pure theory of sta-
tionary equilibrium” is inadequate as a
tool for understanding the workings of a
market economy, and that it should be
replaced by a view of the market as a
competitive-entrepreneurial process for
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the discovery and coordination of
knowledge, has become a central tenet
of Austrian thought.> Hayek’s argu-
ments are probably most effective if
one considers centrally controlled so-
viet-style economies, where price fixing
is extensive and, as a result, the co-
ordination of plans is hindered. But they
also apply to many market socialist re-
gimes. In Lange’s proposal, for example,
prices were still set by central authori-
ties; this is why Hayek insisted that
Lange must reveal how often prices
would be adjusted under his “trial and
error” regime. And Hayek’s arguments
about discovery, error correction, and the
coordination and communication of lo-
calized and tacit knowledge apply when-
ever entrepreneurs acting within an in-
stitutional context of market competition
make decisions that differ from those of
their socialist manager counterparts.

Because of its connection to recent
debates on the economics of informa-
tion, we will delay until the last section
our discussion of Hayek’s response to
Lange on the incentives question. In-
stead, we will next examine Hayek’s po-
litical arguments against socialism. He
began developing the argument in arti-
cles written in the late 1930s, but more
famous is the analysis contained in The
Road to Serfdom ([1944] 1976).

III. The Road to Serfdom
A. Origins of the Book

The Road to Serfdom carries the
dedication, “To the Socialists of All

5 For more on “market process theory” see Kir-
zner (1973, ch. 1; 1997); Ludwig Lachmann
(1976); and Esteban Thomsen (1992). Hayek’s was
not a blanket rejection of general equilibrium the-
ory. He thought that even the static Walrasian
model contained important insights about market
interdependence, and he spent much of the later
1930s in an unsuccessful attempt to develop a dy-
namic intertemporal general equilibrium model of
a capital—using monetary economy, as ]ack Birner
(1994, pp. 2-5) discusses.



Caldwell: Hayek and Socialism

Parties.” This was not just a rhetori-
cal swipe; in the 1930s most British
intellectuals (Hayek’s presumed audi-
ence) were sympathetic to socialism
(Arthur Marwick 1964). The many dif-
ferences that might ordinarily sepa-
rate a Liberal-Labour centrist from a
member of the Communist Party of
Great Britain were intentionally down-
played once the Popular Front, a union
of leftist groups against fascism,
emerged in the middle 1930s. In their
own way even the Conservatives joined
in. In 1938 future Prime Minister (then
the Conservative MP from Stockton-on-
Tees) Harold Macmillan published The
Middle Way (1938), in which extensive
government control of the economy was
extolled. Hayek had little sympathy for
such views, dubbing them “the muddle
of the middle.”

Hayek later reminisced that the
original impetus for the book was com-
ments made by Lord Beveridge (Hayek
1994, p. 102). But he was also fighting
against the widely accepted view that
National Socialism and other fascisms
were a natural outgrowth of capitalism,
and that only by adopting socialism
could the remaining western democra-
cies avoid a similar fate. Karl Mann-
heim, an academic who had fled Frank-
furt in 1933 and who soon gained an
appointment in the Department of Soci-
ology at the LSE, was one of the more
sophisticated proponents of this posi-
tion.

Mannheim outlined the causal mech-
anisms at work in a lecture before
his British colleagues first published
in 1937. His starting premise was
that monopoly capitalism was the root
cause of widespread and sustained un-
employment. In an age of mass democ-
racy, orators skilled in the use of the
latest propaganda techniques can ma-
nipulate public opinion. Demagogues
emerge who play on the collective
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insecurity of the masses, providing
scapegoats and offering escape into
symbols of past glories. There is a grad-
ual breakdown of societal responsibility,
and totalitarian forms of government
step in to fill the vacuum. The break-
down is aided by capitalists, whose
allegiances are few and fleeting, and
who see new profit opportunities in
every change of regime (Mannheim
1940, ch. 3).

Reflecting on the recent experience
of Germany, Mannheim concluded
that the nascent democracies of Mid-
dle Europe were lost. He held out
some hope for England, but only if it
would give up liberal democracy and
embrace a comprehensive system of
planning. In the latter half of the book
a variety of modern methods of
social control are outlined, all of which
could be used to make the transi-
tion from a liberal to a planned soci-
ety. What implications did Mann-
heim think such planning had for free-
dom?

At the highest stage freedom can only exist
when it is secured by planning. It cannot con-
sist in restricting the powers of the planner,
but in a conception of planning which guar-
antees the existence of essential forms of
freedom through the plan itself. For every re-
striction imposed by limited authorities
would destroy the unity of the plan, so that
society would regress to the former stage of
competition and mutual control. (Mannheim
1940, p. 378)

Mannheim’s book was received well. The
reviewer in Economica described it as
“epoch-making,” adding that “it is de-
voutly to be wished that the teaching of
the book may, though various channels,
filter down from the specialist readers
and seep into the popular mind, espe-
cially into the political mind” (F. Clarke
1940, pp. 330-31).

Hayek’s political works of the late
1930s and early 1940s may be read as
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an attempt to turn arguments like
Mannheim’s on their head.6

Rather than the only means of coun-
teracting totalitarianism, Hayek argued
that planning itself constituted a signifi-
cant step along the road toward the to-
talitarian state.

The main point is very simple. It is that com-
prehensive economic planning, which is re-
garded as necessary to organize economic ac-
tivity on more rational and efficient lines,
presupposes a much more complete agree-
ment on the relative importance of the differ-
ent social ends than actually exists, and that
in consequence, in order to be able to plan,
the planning authority must impose upon
the people the detailed code of values that
is lacking. (Hayek [1939] 1997, p. 193; cf.
[1944]1976,p.57)

333 3

In the end agreement that planning is neces-
sary, together with the inability of the demo-
cratic assembly to agree on a particular plan,
must strengthen the demand that the govern-
ment, or some single individual, should be
given powers to act on their own responsibil-
ity. It becomes more and more the accepted
belief that, if one wants to get things done,
the responsible director of affairs must be
freed from the fetters of democratic proce-
dure (Hayek [1939] 1997, p. 205; cf. [1944]
1976, pp. 62-63)

Because of the absence of a shared
code of values, authoritarian govern-
ment tends inevitably to expand beyond
the economic and into the political do-
main, even under those forms of social-
ism that may have started out as demo-
cratic. Mannheim was wrong to think
that only under planning would free-
dom persist. It was just the opposite:
Only if democracy is allied with a free
market system will freedom of choice
be permitted to exist.

6 Hayek explicitly identifies Mannheim as an op-
ponent in the second chapter of The Road to Serf-
dom ([1944] 1976, p. 21); and also mentions him

in his ([1941-44] 1952b, pp. 156, 166n) and
([1970] 1978, p. 6).
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Democratic government has worked success-
fully where, and so long as, the functions of
government were, by a widely accepted
creed, restricted to fields where agreement
among a majority could be achieved by free
discussion; and it is the great merit of the
liberal creed that it reduced the range of sub-
jects on which agreement was necessary to
one on which it was likely to exist in a society
of free men. It is now often said that democ-
racy will not tolerate “capitalism.” If “capital-
ism” means here a competitive system based
on free disposal over private property, it is far
more important to realize that only within
this system is democracy possible. When it
becomes dominated by a collectivist creed,
democracy will inevitably destroy itself.
([1944] 1976, pp. 69-70; cf. [1939] 1997, pp.
205-06)

B. Prediction or Warning?

Hayek’s book found a large popular
audience (in America after The Reader’s
Digest came out with a condensed ver-
sion in April 1945, and among later gen-
erations in Eastern Europe when
samizdat copies circulated), but its re-
ception within much of the Anglo-
American academic community was
negative. A common criticism focused
on Hayek’s apparent prediction that
planning must necessarily and inevita-
bly lead to authoritarianism; the last
sentence in the quotation above is the
sort of passage that gave rise to the
criticism.

This criticism was repeatedly raised,
for example, by Wootton in Freedom
Under Planning (1945, e.g., pp. 28, 36—
37, 50).7 Wootton’s courteous book was
explicitly written as a response to The

7Wootton was not unique; such diverse figures
as George Stigler (1988, pp. 140, 147) and Paul
Samuelson came away with similar readings. At
one point Hayek sent Samuelson a strongly
worded letter ogjecting to the latter’s repetition of
the inevitability thesis in the 11th edition of his
Principles text. In a letter dated January 2, 1981,
Samuelson graciously apologized and promised to
try to represent Hayek’s views more accurately in
any future work. See the Samuelson file, Box 48,
number 5, in the Hayek Archives, Hoover Institu-
tion, Stanford, CA.
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Road to Serfdom. It is also repre-
sentative of its genre regarding ques-
tions of “human nature.” In the first
nine chapters Wootton assumes that
“planners are public-spirited people
who seek only to discover the common
good, and to do their best for it” (1945,
p. 19). Only in the last chapter is this
assumption dropped; but even there she
invokes such devices as a better in-
formed electorate, more forthright po-
litical parties, and oversight by bodies
of concerned citizens to accomplish the
manifold goals of planning.

Hayek objected to the criticism, argu-
ing that The Road to Serfdom was
meant to be a warning, not an historical
prediction. He noted that the book’s in-
troduction contains such caveats as “no
development is inevitable” (p. 1); “the
danger is not immediate” (p. 2); and,
most significantly, “Nor am I arguing
that these developments are inevitable.
If they were, there would be no point in
writing this. They can be prevented if
people realize in time where their ef-
forts may lead” (p. 4).

Certain of Hayek’s other writings,
and in particular his methodological cri-
tique of “historicism,” may also be men-
tioned in his defense. Historicism in-
cludes the claim that human history
consists of “a necessary succession of
definite ‘stages’ or ‘phases,” ‘systems’ or
‘styles,” following each other in histori-
cal development.” But Hayek rejected
this historicist endeavor “to find laws
where in the nature of the case they
cannot be found . . .” ([1941-44] 1952b,
p. 128). Given his clear statements that
there exist no immutable laws dictating
inevitable historical trends, he was sur-
prised to find others claiming that he
had sought to demonstrate the exist-
ence of such a trend.

One can see why the “prediction or
warning” issue is an important one. If
one takes Hayek’s words as predictions
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of inevitable trends, the events foretold
obviously did not come to pass in En-
gland, the country Hayek had in mind
when writing the book. If one takes
them as warnings, however, his later re-
marks about the negative “psychological
effects” of postwar Labour rule in Brit-
ain become more comprehensible, per-
haps even apposite (Hayek [1944] 1976,
pp. X—xvi).

A final point may help put the dis-
pute into perspective: Neither Mann-
heim’s nor Hayek’s books were unique
in their times. The western world was
turned upside down, and all manner of
intellectuals, from journalists like Wal-
ter Lippmann (1937), to economists like
Schumpeter ([1942] 1950) and Karl Po-
lanyi (1944), to philosophers like James
Burnham (1941), to historians like Ed-
ward H. Carr (1945), felt compelled to
ruminate on its past development, pre-
sent dilemmas, and future prospects.

None of the other authors, though,
quite shared Hayek’s fate. He had a
hard time finding a publisher for the
book, when it finally appeared some of
his critics’ reactions bordered on the li-
belous (e.g., Herman Finer 1945), and
Hayek later was to claim that the book
“went so far as to completely discredit
me professionally” (1994, p. 103). This
is one reason why the book should be
read today. Readers who know it only
by its reputation will be surprised to
find that it contains a number of recom-
mendations for state intervention in the
economy, as is evident in the following
(admittedly qualified) passages:

There is no reason why in a society which
has reached the general level of wealth which
ours has attained the first kind of security [he
had earlier mentioned “security against se-
vere physical privation, the certainty of a
given minimum of sustenance for all”] should
not be guaranteed to all without endangering
general freedom. There are difficult ques-

tions about the precise standard which should
thus be assured; there is particularly the im-
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portant question whether those who thus rely
on the community should indefinitely enjoy
all the same liberties as the rest. An incau-
tious handling of these problems might well
cause serious and perhaps dangerous political
problems; but there can be no doubt that
some minimum of food, shelter, and clothing,
sufficient to preserve health and the capacity
for work, can be assured to everybody.

33 3B A

Nor is there any reason why the state
should not assist the individuals in providing
for those common hazards of life against
which, because of their uncertainty, few indi-
viduals can make adequate provision. Where,
as in the case of sickness and accident, nei-
ther the desire to avoid such calamities nor
the efforts to overcome their consequences
are as a rule weakened by the provision of
assistance—where, in short, we deal with
genuinely insurable risks—the case for the
state’s helping to organize a comprehensive
system of social insurance is very strong.
(Hayek [1944] 1976, pp. 120-21)

Hayek’s remarks are qualified, but it
seems clear that, at least in 1944, he was
willing to countenance some level of
“safety net” policy. In a new preface for
the book prepared in 1976, however,
Hayek wrote that “T had not wholly freed
myself from all the current intervention-
ist superstitions, and in consequence still
made various concessions which I now
think unwarranted” ([1944] 1976, p. xxi).

C. Liberty and Knowledge—Hayek’s
Alternative Liberal Utopia

Hayek’s initial arguments prompted
one socialist critic (Dickinson 1940) to
challenge him to describe his ideal lib-
eral society in more detail. After read-
ing The Road to Serfdom, Keynes also
challenged Hayek to state clearly the
criteria he would use to distinguish ac-
ceptable from pernicious government
intervention (Jeremy Shearmur 1997).
Though these tasks were begun in his
1944 book, Hayek’s most refined re-
sponse to his critics may be found in
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The Constitution of Liberty (1960).8
And indeed, Hayek’s prolonged effort
to explore the origins, nature, and sus-
tainability of a liberal market order is
probably the most important legacy of
The Road to Serfdom.

Hayek (1960, p. 11) began by defin-
ing “liberty” as a condition “in which
coercion of some by others is reduced
as much as possible in society.” This
produces a dilemma, because the best
way to avoid coercion is to set up a co-
ercive power that is strong enough to
prevent it. Free society has met the
problem by defining a private sphere of
individual activity, granting the state a
monopoly on coercion, then constitu-
tionally limiting the power of the state
to those instances where it is required
to prevent coercion. The state’s coer-
cive actions are constrained by the rule
of law: the laws it makes in protection
of the private sphere must be prospec-
tive, known, certain, and equally en-
forced (pp. 205-10). Hayek contrasts
these with laws that seek specific out-
comes within the private sphere, such
as certain redistributive patterns (p.
232). What especially rankled him was
the attempt to turn what Hayek viewed
as legitimate “safety net” insurance
schemes into explicit instruments of re-
distribution aimed at securing “social
justice” (e.g., p. 289). In his discussions
of old age and health insurance policy,
some of his dark warnings about inter-
generational political strife make for
timely, if uncomfortable, reading today
(e.g., pp. 295-98).

In his political writings Hayek fre-
quently stated that he was no fan of
laissez-faire. By this he meant that a

8 Hayek’s other major contribution was the tril-
ogy Law, Legislation and Liberty (1973-79),
which contained his diagnosis of why liberal de-
mocracies were being taken over by special inter-
ests, and a proposed legislative reform aimed at
strengthening liberal constitutionalism.
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market system must be embedded in a
set of other institutions—a democratic
polity, with strong constitutional pro-
tection of a private sphere of individual
activity, with enforced and exchange-
able property rights—if it is to work.
The problems of the Eastern European
transition have made these ideas seem
almost obvious, and they are ancient
ideas. But Hayek was stressing them be-
fore they (re)gained popularity.

Hayek also linked liberty to his recur-
ring theme, the problem of how to
make use of dispersed knowledge. As
society progresses the division of knowl-
edge increases, as does our dependence
on the knowledge possessed by others:
“When we reflect how much knowledge
possessed by other people is an essen-
tial condition for the successful pursuit
of our individual aims, the magnitude of
our ignorance of the circumstances on
which the results of our action depend
appears simply staggering” (p. 24). The
most successful societies are those in
which each individual is able to put his
own local knowledge to its best uses.
From this perspective, The Constitution
of Liberty describes the complex of in-
stitutions and beliefs that promote the
discovery, transmission, and use of
knowledge so that individuals might
have the best chance to have success in
pursuing their own goals. Chief among
the enabling conditions is liberty itself:

The rationale of securing to each individual a
known range within which he can decide on
his actions is to enable him to make the full-
est use of his knowledge, especially of his
concrete and often unique knowledge of the
particular circumstances of time and place.
The law tells him what facts he may count on
and thereby extends the range within which
he can predict the consequences of his ac-
tions. (pp. 156-57)

Hayek’s political philosophy is not
uncontroversial. Critics have pointed
out that he mixes a number of different
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ethical and political philosophies to-
gether, positions that may not cohere
and all of which have been indepen-
dently criticized; that in particular it is
difficult to square his Kantian ethical
ideas about universalizability with his
Humean epistemological pessimism;
and that the characteristics he requires
that laws possess are not adequate to
uarantee liberty (Arthur Diamond
1980; Chandran Kukathas 1989; Gray
1986, ch. 6). If one is judging his work
against the standard of whether he pro-
vided a finished political philosophy,
Hayek did not succeed though Shear-
mur (1996) contains a diagnosis of what
would need to be done to build a coher-
ent liberal political philosophy starting
from Hayek’s foundations, and an ad-
mittedly preliminary attempt to begin
that enterprise. It nonetheless remains
an impressive attempt to construct an
integrated system of social philosophy,
one that blends insights from such di-
verse fields as economics, political phi-
losophy, ethics, jurisprudence, and in-
tellectual history. And it is hard to deny
Hayek’s foundational contention that a
liberal order allows individual knowl-
edge to be better used than does social-
ism.

IV. Hayek and Spontaneous Orders

A. The Critique of Rationalist
Constructivism

Hayek’s final set of arguments against
socialist planning begin from the prem-
ise that the market system and certain
other social institutions are examples of
spontaneously organized complex phe-
nomena, spontaneous orders which gen-
erate unintended beneficial conse-
quences for those lucky enough to live
under them. Now especially in mid-cen-
tury, most of Hayek’s readers would
have thought it quaint to consider the
market system as a paradigmatic exam-
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ple of a self-organizing system. For
them it was more like a machine that
had broken down, something that re-
quired radical repair, if not outright re-
placement. Hayek labeled this opposing
viewpoint “rationalist constructivism,”
located its origins in the French ration-
alist variant of Enlightenment thought,
and used it as a kind of foil in many
later writings. Thus, according to
Hayek, rationalist constructivists be-
lieved:

that human institutions will serve human pur-
poses only if they have been deliberately de-
signed for these purposes, often also that the
fact that an institution exists is evidence of its
having been created for a purpose, and al-
ways that we should so redesign society and
its institutions that all our actions will be
wholly guided by known purposes. To most
people these propositions seem almost self-
evident and to constitute an attitude alone
worthy of a thinking being. (1973, pp. 8-9;
also see his [1964a] 1967; [1970] 1978)

Hayek’s earliest critique was aimed at
“the engineering mentality” (1952b, ch.
10) of the “men of science” ([1941] 1997;
cf. Editor’s Introduction), but his target
was later broadened to include propo-
nents of rationalism, empiricism, positiv-
ism and utilitarianism (1988, pp. 60-62).
Hayek’s apparently creative historiogra-
phy has been challenged by both Dia-
mond (1980) and Gray (1988).

Following Carl Menger ([1883]1985,
Book 3), Hayek argued that spontane-
ous social orders are products of human
action but not intentionally designed.
Such institutions evolved gradually, and
only after they emerged were their ad-
vantages recognized, first by certain of
the Scholastics, then by various mem-
bers of the Scottish Enlightenment, and
then again by Menger. Hayek’s fasci-
nation with such orders began back in
the 1930s ([1933] 1991, pp. 17-34;
Caldwell, 1988b, discusses the impor-
tance of the piece), and indeed is evi-
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dent in the question he broached in
“Economics and Knowledge” about how
human action gets coordinated even in
the absence of a central controlling
authority. In his early writings the co-
ordinating role of freely adjusting mar-
ket prices was highlighted. But soon
Hayek began including all sorts of prac-
tices, norms, rules and other forms of
institutions as aiding social coordi-
nation. Thus he would argue that such
institutions as language, the law, and
money emerged because they contrib-
uted to the ability of individuals to pur-
sue their own goals; that our morals
went through a similar sort of cultural
evolution: and that (as we shall soon
see) even the ordering of neural net-
works within the human brain develops
analogously.

Hayek employed his account of cul-
tural and institutional evolution to criti-
cize the view that society can recon-
struct institutions or moral codes to be
more rational. As always, knowledge
questions played a prominent role in
the argument. Hayek believed that
spontaneously emerging practices, norms
and institutions not only allow humans
to use knowledge better, they also per-
mit knowledge gained in the past to be
preserved, because they are artifacts re-
flecting the experimentation of many
people over long periods of time:

Far from assuming that those who created
the institutions were wiser than we are, the
evolutionary view is based on the insight that
the result of the experimentation of many
generations may embody more experience
than any one man possesses. (1960, p. 62)

As a result, attempts to radically alter or
reconstruct these institutions are fraught
with dangers; we simply do not have
enough knowledge about what they do
and how they do it. Given our ignorance,
only “the hubris of reason” would lead
one to believe that we can rebuild soci-
ety from the ground up (1973, p. 33).
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“Reason properly used” understands the
limits of what reason can do; like David
Hume before him, Hayek sought to
“whittle down the claims of reason by
the use of rational analysis” (1960, p.
69). The implication for economic analy-
sis was for Hayek straightforward: “what
we can know in the field of economics is
so much less than people aspire to”
(1983, p. 258).

Hayek’s evolutionary arguments have
been extensively criticized (particularly
his reliance in later work on the idea of
“group selection”), perhaps most effec-
tively by those like Viktor Vanberg
(1994, chs. 5-7 & 12) who believe that
the design of constitutions is an essen-
tial element in the improvement of lib-
eral orders. And Hayek, after all, was
not averse to making proposals about
constitutional design himself (1979, ch.
17), in apparent violation of his own
strictures concerning constructivism.
But he was also concerned with how
specific instances of liberal market or-
ders ever came to be created in the first
place, particularly because they sit so
uneasily with, as he put it (1988, ch. 1),
both our “instinct and reason.” This is a
question that his critics have thus far
left unanswered.

In any event, one particular exemplar
of Hayek’s treatment of spontaneous or-
ders, his book on the foundations of
theoretical psychology, The Sensory Or-
der (1952a), has not been much studied
by economists (exceptions include Wil-
liam Butos and Roger Koppl 1993;
Horowitz 1994; and Steve Fleetwood
1995). The book does not deal even pe-
ripherally with socialism. But properly
understood it provides a key for com-
prehending the nature and extent of
Hayek’s divergence from mainstream
economics in the postwar period, and so
may help to explain why modern infor-
mation theorists writing about market
socialism have had such a hard time un-
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derstanding him. As such, a short di-
gression follows.

B. A Digression—The Sensory Order

During the war Hayek began a major
project, one with both historical and
methodological dimensions, on “the
abuse of reason.” As he later explained
(1952b, pp. 10-11), the larger project
was never completed, but he did finish
an extended piece on methodology enti-
tled “Scientism and the Study of Soci-
ety” (reprinted in Hayek, 1952b). The
essay contains a critique of the idea that
the methods that had been so successful
in the natural sciences should also be
applied in the social sciences; “scien-
tism” refers to what Hayek called the
“slavish imitation” (1952b, p. 24) by so-
cial scientists of (what often turned out
to be a caricature of) such methods. He
also offered a positive methodological
alternative to scientism. His starting
point was to describe what he took to
be the central subject matter of the so-
cial sciences: the acting individual.
Hayek outlined some fundamental
premises about the mind of such an in-
dividual, and about the relationship be-
tween beliefs and action. Among the
premises were: the structure of the hu-
man mind is everywhere the same; our
actions are based on our “opinions”
(presumably these include both percep-
tions and beliefs); these opinions are
subjectively held (and as such, some are
wrong); finally, perceptions and beliefs
differ among individuals.

Turning from a description of the
subject matter of the social sciences to
a discussion of how best to study it (that
is, from ontology to methodology),
Hayek proposed a “compositive” meth-
odology in which the social scientist’s
task is to show how the actions of many
such individuals come to constitute
broader, more complex social phenom-
ena. In his examination of the issues,
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Hayek reached a crucial conclusion:
when studying complex phenomena,
typically one cannot predict individual
actions. Pattern predictions, or explana-
tions of the principle underlying the
composition of social phenomena, are
usually the best one can do (Hayek
1952b, chs. 3 & 4; cf. Caldwell 1989).

Hayek’s next step was to try to pro-
vide a firmer basis for his statements
about the nature of mind. In the sum-
mer of 1945 he dug out a manuscript on
psychology that he had written during
his student days in Vienna nearly a
quarter of a century earlier. The essay
formed the basis for his next major con-
tribution, The Sensory Order (1952a).

It appears that Hayek viewed The
Sensory Order as providing the physi-
ological underpinning for the various
theses he had advanced concerning the
relationship between mind, knowledge,
and human action in the “Scientism” es-
say.? Hayek began by distinguishing be-
tween the physical order existing in the
external world and our phenomenal ex-
perience of it. Our sensations, our per-
ception of the qualities of objects, our
whole mental image of the world, start
from stimuli received through our cen-
tral nervous system. This central nerv-
ous system constitutes the common
“structure of the mind” shared by all in-
dividuals that had been posited in “Sci-
entism.”

The system provides a relational or-
dering of stimuli: the sensory order.
The qualitative differences in percep-
tions and sensations that we experience
depend on the specific pattern of neu-
ron firings that a given stimulus pro-
duces within various neural networks.
The experiences and beliefs of individu-

9 Hayek links the two essays in a retrospective
piece (1982a, p. 289), and in his letter to John Nef
(cited earlier). Further, the “Scientism” essay is
the only work by Hayek cited in The Sensory Or-
der.
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als will differ according to the pattern
of neural firings that each develops.
Thus though the structures of our
minds are the same, there is a physi-
ological basis for the notion of a disper-
sion of perceptions and experiences
and, ultimately, of knowledge. The sen-
sory system that results as the individ-
ual interacts with and receives feedback
from the environment is both self-orga-
nized and adaptive, one that is con-
stantly adjusting (strengthening certain
pathways and connections, while dimin-
ishing the strength of others) as new
stimuli come in. The adaptations repre-
sent “learning” by the individual.

C. The Significance of The Sensory
Order

The Sensory Order clearly heralds the
full emergence of complex “spontane-
ous orders” as a theme in Hayek’s work.
But for our purposes, its import lies in
viewing it as Hayek’s decisive step away
not just from the study of economics,
but from standard economic reasoning,
as well.

To see this note that, first, The Sen-
sory Order provides a naturalistic onto-
logical grounding for a number of meth-
odological  prescriptions. Both the
recourse to ontology and the specific
methodological prescriptions Hayek de-
rived were diametrically opposed to the
philosophical world view not just of
most mainstream economists of his day,
but of psychologists as well.

In mid—century, positivism and instru-
mentalism  were the philosophical
doctrines that most influenced the
methodological self-consciousness of
psychologists and economists. Positiv-
ists eschewed talk of ontology or meta-
physics, and measured the veracity of
theories not by their ontological
grounding but by their ability to allow
scientists to control or predict phenom-
ena. This was the reasoning that al-
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lowed behaviorist psychologists to deny
scientific status to any and all attempts
to “get beneath” observable behavior to
discover its origins in human conscious-
ness. Likewise, both Paul Samuelson’s
recourse to “revealed preference” and
Milton Friedman’s “as if” methodology
(that is, the claim that the realism of
a theory’s assumptions is unimportant
compared to its ability to predict) share
the positivist emphasis on observable
phenomena and prediction. (The meth-
odological positions of both Samuelson
and Friedman are examined in detail in
Caldwell [1982] 1994.)

This aversion to ontology was exactly
the sort of view that Hayek attacked in
both the “Scientism” essay and in The
Sensory Order. Furthermore, by provid-
ing a grounding for his methodological
claims in physiological psychology,
Hayek believed that he was the one who
was truly being “scientific.” Hayek’s
psychological work is now recognized as
an early challenge to behaviorism (e.g.,
Gerald Edelman 1987, ch. 1; Donald
Hebb 1949 was another early dis-
senter), and his ontological boldness ex-
plains his attractiveness to scientific re-
alists of today like Tony Lawson (1994)
and Fleetwood (1995).

The specific methodological conclu-
sions that Hayek drew also contradicted
the positivistic dogma of the time. As
noted above, when considering complex
phenomena, Hayek claimed that typi-
cally the best that we can do is to ex-
plain the principles by which they work.
To the extent that prediction is possible
at all, only broad “pattern predictions”
may emerge (1952b, ch. 8; cf. [1955]
1967, [1964b] 1967). Such pessimistic
claims about the ability of economists to
predict may sound a bit less controver-
sial today. But when he was writing and
for a number of decades to come it
would separate him from nearly all
mainstream economists, even those, like

1875

his colleagues at the University of Chi-
cago, whose views on policy were often
very similar to his.

Finally, The Sensory Order marked
Hayek’s further movement away from
the constructs used by economists to
understand the market order. For main-
stream economists, the concepts of
“equilibrium” and “rationality” are vir-
tually coextensive with economic analy-
sis. By the middle of the century Hayek
believed that neither one shed much
light on the most important questions.

Recall that in “Economics and
Knowledge” Hayek had asked: How
does human action get coordinated
when knowledge is limited and dis-
persed? In light of this question, he felt
that the “equilibrium theory” of his day
was of little use: in equilibrium, full co-
ordination has already occurred. Stan-
dard theory also assumed the presence
of rational agents who all share the
same, objectively correct information.
The individual described by Hayek in
The Sensory Order had little in com-
mon with this “rational (and fully in-
formed) economic man” construct.

Hayek never explicitly tried to
change economics, he never argued that
his own description should replace “ra-
tional economic man” within economic
models. And certainly a central ques-
tion is what difference Hayek’s various
departures all might make. One way to
see is briefly to examine the latest in-
stallment of the market socialism de-
bates.

V. Market Socialism and the Economics
of Information

A. A New Chapter in the History
of the Debate over Socialism

There is renewed interest in market
socialism, and emerging with it has
been a new stylized history of the de-
bates, one that highlights the contribu-
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tions of the economics of information
(Bardhan and Roemer, eds. 1993, pp.
3-9; Stiglitz 1994).

The first part of this history incorpo-
rates the conventional story that had
been told about the socialist calculation
debate through about the 1970s, with
Abram Bergson (1948) being the classic
early statement (see Lavoie 1985, how-
ever, for a modern revisionist reply). In
that account, the debate was opened by
von Mises, who declared the “impossi-
bility” of rational calculation under so-
cialism. The “mathematical solution” of
Dickinson, which utilized the Paretian
or Walrasian general equilibrium model
to show the formal similarities between
a socialist and capitalist regime, under-
mined Mises’ claim of impossibility.
Hayek’s contribution via his “complexity
argument” was to question the practical
feasibility of solving a general equil-
brium system. Lange’s proposed “trial
and error method” undercut Hayek’s
claim, and the actual feasibility of so-
cialism then became viewed as an em-
pirical matter. Later the emergence of
supercomputers and of computable gen-
eral equilibrium models suggested that
the complexity problem might well be
soluable, so that the actual estab-
lishment of a viable socialist state might
only be a matter of time.

But this was not to be. The poor per-
formance of communist regimes sug-
gested that the chief problem was not
one of computation, but of “incentive
compatiblity.” In the new account the
Walrasian general equilibrium model
(or its more recent counterpart, the Ar-
row-Debreu model) became the villain
of the piece, and particularly its impli-
cation that a purely competitive system
will yield efficient market outcomes, al-
beit once a stringent set of marginal
conditions is met. If information is
asymmetric, however, deviations from a
Pareto-efficient outcome can occur.
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While economists in earlier periods may
occasionally have hit upon specific in-
stances of information problems (e.g.,
Berle and Means 1933), the Arrow-De-
breu framework posed an obstacle, di-
recting attention away from questions
of information.

In contrast, the economics of infor-
mation provides a systematic means of
identifying and classifying the wide ar-
ray of problems that informational
asymmetries can produce. For example,
within a planned economy various
monitoring problems may arise: produc-
tion managers might decide to feather
their own nests, to seek patronage, to
practice favoritism, or in other ways to
deviate from the plan; product quality,
being multidimensional, is difficult to
monitor; and so on. Nor is it an easy
matter for the government to design
and enforce a system of constraints to
prevent managers from behaving oppor-
tunistically. A government that is in any
way responsive to an electorate will find
it difficult to commit itself credibly to
stringent actions, such as raising prices
for consumer goods, shutting down pro-
duction lines when product demand de-
clines, firing well-liked but incompetent
(or worse, unlucky) managers, or in-
forming redundant workers that they
must be retrained or transferred. But
plant managers confronted with such
“soft budget constraints” (so dubbed by
Kornai 1986) are less likely to take their
production goals seriously. Investment
decisions also pose problems, because it
is difficult to avoid either too much or
too little risk-taking behavior, and with-
out competing projects, it becomes
problematical even to assess whether an
investment once undertaken is in fact
economic (Roemer 1993, pp. 91-92).

As these brief examples suggest, the
economics of information provides a
powerful set of tools for identifying and
analyzing the problems of a socialist



Caldwell: Hayek and Socialism

economy. According to the new history,
current models greatly improve on
those of the past because they contain a
sophisticated understanding of agency
problems. Indeed, if one accepts this
account, the evolution of the various
positions in the socialist calculation de-
bate becomes a paradigmatic example
of how theoretical progress can occur,
and has occurred, in economics.

Perhaps inevitably, historical ac-
counts that emphasize progress tend to-
ward Whiggism: the work of economists
in the past is but a prelude to develop-
ments in the present. Stiglitz, for exam-
ple, invokes the debates of the 1930s,
but mostly as window dressing. His
book Whither Socialism? (1994) is best
read as a celebration of the economics
of information, one that uses the ques-
tion of the viability of socialism as its
chief application.1?

Other accounts treat the arguments
of the 1930s more carefully (e.g., Bard-
han and Roemer 1993, pp. 3-9). Be-
cause of their reliance on a full informa-
tion general equilibrium framework,
Lange and other market socialists fare
poorly because they (inevitably) ignored
the question of incentives. Hayek makes
for a harder interpretive case. To be
sure, he did understand that the price
system is a mechanism for conveying in-
formation, and modern theorists are
quick to acknowledge this. Thus in his
collection The Informational Role of
Prices (1989), Sanford Grossman quotes
in three different articles the same pas-

10Ty be fair to Stiglitz, the book was adapted
from his Wicksell lectures and was originally to be
on the economics of information, which affected
its format. But even so, there is reason for histori-
ans to be uneasy when in the bibliography of a
book on the economics of socialism, Mises and
Robbins, Dickinson and Dobb go uncited and
Hayek, Lange, Abba Lerner, and Fred M. Taylor
get only one entry each (Hayek’s citation is to The
Fatal Conceit). By way of contrast, there are 122
articles or books written or co-authored by Stiglitz

listed in his bibliography.
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sage from Hayek’s “The Use of Knowl-
edge in Society” (1945) about the price
system as a communication mechanism.
In a popular textbook, Hayek is cred-
ited with having provided the initial in-
sight later formalized by Leonid Hur-
wicz about the low informational
requirements of a decentralized price
system (Paul Milgrom and John Roberts
1992, p. 85).

But this only raises a new set of ques-
tions. Given the limited nature of his
tools, how was it that Hayek stumbled
onto the insights that he did? And given
that Hayek’s critique of Lange focused
on how changing relative prices convey
knowledge, why did he make so little
headway toward developing an econom-
ics of information? This last question is
pointedly raised by Makowski and Os-
troy who, noting that the field of
“mechanism design” differentiates be-
tween (i) the information/communica-
tion requirements of mechanisms, and
(ii) the incentive properties of mecha-
nisms, are led to the following assess-
ment of Hayek’s contribution:

Failing to emphasize incentives as he did and
concentrating on the problem of communica-
tion, Hayek should have arrived at a conclu-
sion much closer to market socialism than he
did. Of course it could be noted that whereas
the division between (i) and (ii) may be ana-
Iytically useful, it is clearly artificial—any
mechanism is a composite of (i) and (ii). If, as
it seems to us, Hayek did not recognize the
need to separate the two functions (equiva-
lently, to separate communication of informa-
tion from elicitation of information), his cri-
tique of market socialism is “fuzzy.” (in
Bardhan and Roemer, eds. 1993, p. 82)

From this perspective, Hayek’s major
contribution was to point out that in an
environment of scarcity in which infor-
mation is disaggregated or dispersed, the
price system is a low-cost mechanism for
its aggregation and transmittal. Later
theorists formalized this insight, in the
course of which it became clear that
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Hayek (and his opponents) failed to
grasp a second problem, that of oppor-
tunistic behavior in situations of infor-
mational asymmetries. Because Hayek
(and the Austrians in general) failed to
see the importance of incentives, and of
the necessity of developing mechanisms
to overcome problems associated with
asymmetric information, they could not
move the field forward. They missed the
salient fact that information problems
plague both market and socialist re-
gimes, and as a result their analyses were
at best incomplete, and at times defi-
cient. These informational issues are the
very problems that a new generation of
more sophisticated models are able to
address.

I will argue that though there is some
truth in this account, it also constitutes
a paradigmatic example of Whig history,
where earlier contributions that do not
fit well with contemporary theory per-
force are diminished or misunderstood.
I will then try to show how such pres-
ent-centered interpretations of the his-
torical record may have significant con-
sequences for a proper understanding
of the issues.

B. The Incentives Question

First, is it true that Austrians had had
no appreciation of the question of in-
centives? The evidence here is mixed.

Hayek frequently mentioned incen-
tive issues in the final chapter of Collec-
tivist Economic Planning (1935). He
pointed out that the “Russian experi-
ment” provided a concrete example of
the “obvious difficulty of making people
follow out the plan loyally” (p. 206). He
raised the question of whether private
ownership of property is necessary for
managers to be properly motivated, and
asked what criteria should be used to
assess managerial decision making (pp.
219-20, 231-32). Hayek was particu-
larly concerned with the investment de-
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cision, and the “tendency to prefer the
safe to the risky enterprise” that he be-
lieved would prevail among socialist
managers (p. 234).

Mises, too, recognized the problem.
His 1920 paper contains a section enti-
tled “Responsibility and Initiative in
Communal Concerns,” where he wrote:
“It is now universally agreed that the
exclusion of free initiative and individ-
ual responsibility, on which the suc-
cesses of private enterprise depend,
constitutes the most serious menace to
socialist economic organization” (Mises
in Hayek, ed. 1935, p. 116). Other early
work that mentioned the incentive
problems facing socialism (John Rae
1891, ch. 11, section 4; William H. Mal-
lock 1907) provides evidence for Mises’
claim that this limitation of socialist sys-
tems had long been recognized.

A concern for incentives is also im-
plicit in some of the later Austrian writ-
ings. For example, Boettke (1995) ar-
gues that certain sections of The Road
to Serfdom anticipated some of the pub-
lic choice literature on government fail-
ure. Furthermore, the notion that cer-
tain institutional arrangements (i.e.,
free markets operating under a regime
of enforced and exchangeable private
property rights) spur and reward en-
trepreneurial alertness is a direct recog-
nition of how institutions affect the in-
centives agents face. And as Hayek
himself wrote in a late piece,

We have come to understand that the market
and the price mechanism provide in this
sense a sort of discovery procedure which
both makes the utilization of more facts pos-
sible than any other known system, and which
provides the incentive for constant discovery
of new facts which improve adaptation to the
ever changing circumstances of the world in
which we live. ([1976] 1978, p. 236)

The conclusion, no matter how conve-
nient, that the Austrians ignored incen-
tives questions must be rejected.
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On the other hand, it is also clear
that the Austrians made no sustained
systematic contribution to the now
enormous literature on the economics
of information. More interesting, it is
also evident that Hayek sometimes
dropped the argument even when he
could have used it. Thus in his rebuttal
to Lange he was willing to grant, “for
the purpose of this argument,” that so-
cialist managers “will be as capable and
as anxious to produce cheaply as the av-
erage capitalist entrepreneur” ([1940]
1948, p. 196). The real question for the
historian is: Given Hayek’s unrelenting
opposition to socialism, given his readi-
ness to develop political and even evo-
lutionary arguments against it, and
given his evident knowledge of this line
of attack, why was it not pursued more
vigorously?

A number of plausible explanations
exist. Recall that Lange had offered
two responses to Hayek’s claim that a
socialist regime would be plagued by in-
centive problems, namely: 1) the only
real agency problem is one of bureau-
cracy, but this is a generic problem that
exists whenever corporations are large
and competition is absent, and 2) such
“sociological” issues are not properly
included within the domain of econom-
ics.

Hayek never bought the first argu-
ment, denying Lange’s premise that
the emergence of large corporations
necessarily implied the end of compe-
tition. In “The Meaning of Com-
petition” (1946) Hayek argued that
market rivalry is the key to true compe-
tition, and that such rivalry can exist
even when the conditions for perfect
competition do not hold. The assump-
tions of the theory of perfect competi-
tion misled people like Lange to con-
clude that, because so few markets in
the real world satisfy the assumptions,
they must be monopolistic. Once again
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static equilibrium theory obscured the
nature of reality. 11

It may be, however, that Hayek at
least in part accepted Lange’s second
argument. Questions of “bureaucracy”
had indeed traditionally been the do-
main of sociologists (e.g., Max Weber
1978, pp. 956-1005). Though the line
between economics and fields like soci-
ology was less clearly drawn when
Weber was writing before the First
World War, by the 1930s under the dual
influence of positivism and the profes-
sionalization movement the disciplinary
divisions were hardening.

It was also an article of faith among
intellectuals living in the 1930s that hu-
man behavior was supremely malleable.
Time and motion studies, techniques of
mass propaganda, and other methods of
behavior modification were being stud-
ied and perfected everywhere; even
Lenin had come grudgingly to admire
the Taylor System of Scientific Manage-
ment (Merkle 1980, ch. 4). Who was to
say that an appropriately “educated” or
“conditioned” manager might not some-
day be “socially engineered,” one whose
actions would be indistinguishable from
one who was responding to the carrot
and stick of pecuniary profits and
losses? And what special insight could
an economist bring to this question of
“psychology”? Indeed, Hayek himself
occasionally used the adjective “psycho-
logical” when discussing issues of incen-
tives (e.g., 1935, pp. 206, 232).

Had Hayek pressed his argument, he
would at a minimum have opened him-
self up to the charge that he was speak-

Ll Economists continue to disagree, of course,
about the consequences of the fact that few real
world markets meet the assumptions of perfect
competition. Discussions of “workable competi-
tion” in the 1940s and of “countervailing powers”
in the 1950s, and the development of “contestable
market” theories in the 1970s and of the “imper-
fect competition” and “strategic trade” theories in
the 1980s, all appear to share this common origin.
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ing outside of his area of expertise. That
very claim was made at one point.
Hayek’s occasional reference to “human
nature” in The Road to Serfdom elicited
the following admonition from Evan
Durbin (1945, p. 359): “It is a pity that
Professor Hayek makes no use of the
light that has been thrown upon these
matters by scientific inquiry in recent
years; and remains content with old-
fashioned and unsupported, yet dog-
matic, generalizations about human na-
ture and emotional behaviour.” It is no
small irony, given Durbin’s remarks,
that Hayek would within a decade com-
plete his book on the foundations of
theoretical psychology (Hayek 1952a).
Hayek would also have to contend with
the old socialist belief that the opportun-
istic behavior that gives rise to agency
problems is itself a product of capitalist
society. Marx had long ago argued that
one’s consciousness was determined by
one’s social condition, rather than the re-
verse. While capitalism promoted greed,
under socialism a new socialist man, one
willing to sacrifice his own comfort for
the greater good, was supposed to
emerge.!2 Though this utopian vision has
long been challenged by opponents,!3

12 Even the usually hard-headed modern social-
ists Bardhan and Roemer (1993, p. 8) exhibit occa-
sional nostalgia for these earlier arguments, leav-
ing the door open a crack for the emergence of
the long-hoped-for socialist economic man(ager):
“it may be the case that the culture of manage-
ment in a market-socialist economy, with its Wel-
tanschauung of egalitarianism, would be different,
at least to some extent, from the culture of capital-
ist management.”

13 Mises (1935, p. 119) made the point with
characteristic flair: “All socialist systems . . . pro-
ceed from the assumption that in a socialist society
a conflict between the interests of the particular
and the general could not possibly arise. . . . The
obvious objection that the individual is very little
concerned whether he himself is diligent and en-
thusiastic, and that it is of greater moment that
everybody else should be, is either completely ig-
nored or is insufficiently dealt with by them. They
believe they can construct a socialist common-
wealth on the basis of the Categorical Imperative
alone.”
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there is no way to falsify it, because it
refers to an unspecified point in time in
a supposedly radically altered future.

Hayek knew that socialism faced in-
centive problems, but he didn’t want to
be drawn into what promised to be an
unproductive debate, so he did not pur-
sue the question. The reasons behind
his action were complex and subtle, and
current historical treatments have not
shed much light on them.

Modern theorists might concede the
historical point. But they would still in-
sist that the significance of the incen-
tives question has less to do with its his-
tory than with the adequacy of Austrian
analysis. Because of their failure to pro-
vide a systematic analysis of the prob-
lems arising from asymmetric informa-
tion, Austrians have missed certain
limitations of markets. As a result, their
confidence is misplaced; their defense
of the market system is naive.

It is true that, except for the occa-
sional aside (e.g., Hayek [1982b], in
Chiaki Nishiyama and Kurt Leube, eds.
1984, p. 61), Mises and Hayek never en-
gaged the economics of information lit-
erature. A number of younger Austrians
have begun that task, however, among
them Stephen Boehm (1989), Thomsen
(1992), and several of the authors in
Boettke and David Prychitko, eds.
(1996). And surely it is uncontroversial
that the Austrians have much to gain
from a continuation of their interaction
with this literature.

But the coin may be flipped: main-
stream analysts have seldom engaged
(and when they have, have not always
understood, as is evident in the ex-
change between Hurwicz 1984 and
Kirzner 1984; compare Boehm 1989;
Kirzner 1997) the Austrian position,
and thus may also have something to
gain from a better understanding of the
Austrian insights. For those who might
doubt that this advice about the advan-
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tages of better mutual comprehension is
anything more than a bromide, let us
get down to cases by examining how
Hayek might have responded to the lat-
est iteration of the market socialism de-
bate.

C. An Austrian View of the New Debate
on Market Socialism

Information theorists differ over
whether some form of market socialism,
one that is cognizant of incentive com-
patibility problems and takes steps to
resolve them, can survive or even pros-
per. We may take the works of Stiglitz
and Roemer as representative of the op-
posing views.

Stiglitz, representing the mainstream,
admits that market economies are
themselves plagued with agency prob-
lems, particularly when it comes to the
classic problem of the separation of
management from ownership in large
corporations. The economics of infor-
mation provides both the glasses to see
what the problems are and, as progress
occurs, the tools with which to fix them.
The prospects for market socialism,
however, are less bright. Because they
lack both the market discipline pro-
vided by competition and the innova-
tion that a decentralized market econ-

omy  promotes, socialist regimes
invariably will be less successful than
their market counterparts (Stiglitz

1994, chs. 7-9).

Roemer demurs, believing that the
economics of information can be used
to fix socialist regimes, too. Roemer is
daring in the sorts of innovations he is
willing to countenance. For example,
because of the commitment credibility
problems that governments face, he
does not believe that state ownership of
the means of production is necessary
(or even desirable) under socialism:
“Socialists should be eclectic in their at-
titude toward property relations: there
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may be many forms of ownership more
amenable to socialism’s goals than tradi-
tional state ownership of the means of
production” (Roemer 1994, pp. 6=7). In
the place of the competition that is pro-
vided naturally within market econo-
mies, he envisions foreign competition,
or even separate free market sectors co-
existing within socialist economies, as
doing the job.

Not all of the proposals put forward
by market socialists are as “radical” as
Roemer’s in terms of the leeway they
would permit to markets; indeed, some
might question whether Roemer’s pro-
posals even qualify as socialism. But all
do seek to face the problem of incen-
tives squarely. The middle section of his
book with Bardhan (1993), entitled “Mi-
croincentives,” is devoted to the solu-
tion of a variety of incentive compatibil-
ity problems that afflict market socialist
regimes. For economists who might
dismiss these proposals as utopian,
Roemer and Bardhan (1994, p. 179)
rightly point out that cynicism about re-
form flies in the face of “much of mod-
ern economic theory, which is devoted
to designing institutions that will lead
self-interested players to arrive at effi-
cient outcomes . . .”

The specifics of the new proposals
have been criticized: N. Scott Arnold
(1996) claims that monitoring problems
would persist even were Roemer’s re-
forms enacted. But surely, from a
theoretical standpoint Roemer and
Bardhan are right to insist that if the
economics of information can help
make mixed market economies work
better, there is nothing in principle to
prevent it from being employed to mod-
ify and reform market socialist econo-
mies. Unfortunately, because he takes
the Arrow-Debreu model as his foil
rather than the more recent work of so-
phisticated market socialists, Stiglitz
does not even address this issue. In a
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review, Roemer (1995) pointedly notes
that Stiglitz’ Whither Socialism? should
really be read as an attack on the con-
ventional general equilibrium model
rather than on recent models of market
socialism.14

It certainly seems plausible that if the
chief difficulty facing market socialism
is the presence of the sorts of incentive
problems that the economics of infor-
mation identifies, then it should be pos-
sible to construct a model of an effi-
cient market socialist system. In this
sense, there is a similarity between the
economics of information and its
theoretical predecessor. (This is ironic,
given the frequent emphasis by Stiglitz
and other proponents of the economics
of information approach on how it dif-
fers from general equilibrium theory.)
Within the general equilibrium model
there was no way on theoretical grounds
to distinguish a competitive free market
system from a market socialist one. In a
like manner, there is no way within the
model provided by the economics of in-
formation to distinguish between a free
market system and a market socialist
one in which all agency problems have
been identified, and to the extent possi-
ble, corrected.

It is here that the contributions of
the Austrians may make a difference.
This has been recognized by advocates
of the Austrian view like Boettke (forth-
coming), who considers the Austrian
analysis of socialism to be the most im-
portant Austrian contribution to eco-
nomics, as well as by detractors like
Fikret Adaman and Pat Devine (1996),

147t is strange, however, that Roemer (1995)
should characterize Stiglitz’ book “An Anti-Hayek
Manifesto rather than, say, “An Anti-Walras Mani-
festo.”Roemer bases his characterization on a few
remarks made by Stiglitz in one of his last chap-
ters, in which Hayek’s The Fatal Conceit is briefly
critically discussed. It does not seem to this reader
that either Roemer or Stiglitz has fully compre-
hended Hayek’s evolutionary arguments.
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who nonetheless view the Austrian chal-
lenge as more fundamental than those
provided by neoclassical economics.
Precisely because they were at times
willing to grant, for the sake of argu-
ment, Lange’s claim that questions of
incentives were not the concern of
economists, the Austrian arguments
concentrate on areas that are different
from those emphasized by information
theorists.!> They focus instead on con-
cerns that lie, as it were, outside of the
model. The sorts of issues that they
would raise are as follows:

1. Knowledge is different from infor-
mation. Hayek’s writings about the abil-
ity of the price system to convey infor-
mation in a world in which knowledge is
dispersed may well have inspired others
to investigate the design of mechanisms
for resource allocation within such envi-
ronments. But it should also be clear
that when he used the term “knowl-
edge,” he was referring to something
that is different in kind from the con-
cept of “information” as it is used by
current theorists.

For Hayek, knowledge is dispersed,
as mechanism design theorists picked
up on. But some knowledge, especially
that generated as a result of day to day
contact within specific local markets, is
also tacit. Tacit knowledge is not di-

15To be sure, some of the points mentioned be-
low have been made by information theorists, in-
cluding Stiglitz, whose remarks (1994, p. 134) on
the importance of the institutional framework in
which competition is embedded could have been
written by Hayek. What is less clear is how such
insights follow analytically from the models found
in the economics of information literature.

One referee commented that many of the Austrian
insights have been incorporated within other areas in
economics, such as in the “bounded rationality” litera-
ture. It may be noted, however, that Thomsen (1992,
ch. 4) argues that Austrian market process theory dif-
fers significantly from Herbert Simon’s early work on
bounded rationality, and Esther-Mirjam Sent (1997)
suggests that the more recent literature on bounded
rationality may face historiographical problems of its
own.
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rectly communicable. Theories that
treat “information” as if it was con-
tained in little packets that can be “elic-
ited” once the appropriate mechanism
is “designed” misunderstand the funda-
mental fact that no mechanism can
elicit tacit knowledge. Furthermore,
tacit knowledge is important: it affects
and informs the decisions of entrepre-
neurs and ultimately gets reflected in
the prices that emerge in a competitive
price system. In proposed systems in
which entrepreneurial decision making
is eliminated, or replaced by managerial
processes, this knowledge gets lost. One
still has “prices” in such systems, but
they contain less “information.”

The mainstream often focuses on how
markets “convey information.” Though
Hayek considered this role important,
he was concerned additionally with the
creation, discovery, and conservation of
knowledge. Furthermore, the Austrian
notion of “discovery” is quite different
from the neoclassical idea of “search.”
A neoclassical economist like Stiglitz
(1994, p. 8) can ask: Are “the expendi-
tures on information acquisition too lit-
tle, too much, or just right?” To answer
this question one must be able to com-
pare the expected costs of additional
search against expected benefits. Con-
trast this with Kirzner’s (1997, p. 62)
characterization of entrepreneurial dis-
covery:

For the Austrian approach imperfect informa-
tion is seen as involving an element which
cannot be fitted at all into neoclassical mod-
els, that of “sheer” (i.e., unknown) ignorance.
. . . the discovery which reduces sheer igno-
rance is necessarily accompanied by the ele-
ment of surprise . . . one had not hitherto
realized one’s ignorance. Entrepreneurial dis-
covery is seen as gradually but systematically
pushing back the boundaries of sheer igno-
rance . . . (emphasis in the original)

2. The market process is not well
captured by mainstream theories of
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competition. Hayek, like modern infor-
mation theorists, believed that the
theoretical tools of his day were inade-
quate for understanding the limitations
of socialism, and he identified the unre-
alistic treatment of knowledge as a
prime defect. But his response was not
to add a more sophisticated account of
information to the neoclassical model.
Rather, he rejected the ideas of “given”
data and of perfect competition, putting
in their place the notion of a dynamic
market process in which rivalry among
participants ensures that knowledge is
continually generated and discovered.
In doing so, Hayek was actually harking
back to an earlier tradition, one whose
eclipse in the twentieth century is dem-
onstrated, and lamented, by Frank
Machovec (1995).16

The Austrian analysis of the market
process is not utopian; there is no guar-
antee of coordination. But it does insist
that a system in which prices deter-
mined in competitive markets are free
to adjust to reflect relative scarcities is
one in which the coordination of agents’
plans is least likely to be hindered. So-
viet-style central planning ignored this
insight completely, but the “trial and
error” solutions proposed by Lange and
others also misunderstand the point. All
such proposals underestimate the diffi-
culty of playing “catch-up” with a sys-
tem in which the acts of millions of in-
dividual decision makers produce a
continuous process of adjustment.

Competition is a key institutional fea-
ture within a market system. It is
needed to provide incentives, as the
economics of information emphasizes.
But the “discipline of the marketplace”
also assists the process of discovery: of

16 Makowski and Ostroy (1993, p. 74) refer to
competition as market rivalry, but it is less clear
from their brief paper how what they call an “old
and seminal idea” links up to the analytics of their
Perfectly Competitive Equilibrium model.
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errors, of new processes and products,
of knowledge itself.

Competition never has been “per-
fect,” nor need it be. The dual claim of
the early market socialists (that atomis-
tic competition was necessary for a mar-
ket system to work, and that it had dis-
appeared) was not true when they made
it, and subsequent history has done lit-
tle to support a revised judgment. In
particular, perfect competition is an in-
appropriate benchmark for policy, one
that is bound to mislead us into think-
ing that we can accomplish much more
with interventions than we really can.
To the extent that Austrians accept an
efficiency welfare norm, their emphasis
is on the dynamic adaptive efficiency of
a system (that is, how fast it adapts to
the introduction of emerging or new in-
formation) rather than on static alloca-
tional efficiency, which focuses on the
use of existing, known information.

In the real world errors occur all the
time. Mainstream theorists typically
treat errors as disequilibrium phenom-
ena, so their models seldom directly in-
corporate this ubiquitous aspect of real-
ity. But as Thomsen (1992) and Kirzner
(1997) emphasize, the actions of entre-
preneurs in disequilibrium situations
constitute a fundamental aspect of the
Austrian characterization of the market
process. Like their real world counter-
parts, the entrepreneurial decision mak-
ers in the Austrian account also make
errors all the time. These errors result
in profit opportunities, and the search
for profits works to reveal and eliminate
divergent expectations. The mainstream
emphasis on equilibrium states ob-
scures the fact that one of the chief ad-
vantages of a market system is that it
contains a built-in mechanism, imper-
fect to be sure, but constantly operat-
ing, for the correction of errors. From
an Austrian perspective, mainstream
economists tend to overestimate the in-
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formational content of equilibrium
prices, and to underestimate the infor-
mational content of disequilibrium
prices (Boettke 1996, pp. 189-90).

3. The rejection of homo economicus.
Though homo economicus is a crucial
assumption of neoclassical analysis,
Hayek had doubts about its usefulness,
and even ridiculed it on occasion (1960,
pp. 60—61). Rather than continuing to
employ the construct, he sought to pro-
vide in his psychological work a physi-
ological foundation for perception and,
ultimately, for knowledge formation.
The mind of the individual described in
The Sensory Order is a complex adap-
tive self-organizing neural order, and
this is what leads to differences in per-
ceptions and beliefs among people, to
our ability to adapt to new environ-
ments, and to the possibility of the
growth of our knowledge. This is a dif-
ferent creature altogether from homo
economicus.

One way to put the contrast is as fol-
lows. In standard neoclassical analysis,
one starts out with rational agents who
by assumption optimize over all the
relevant margins, including those that
have to do with acquiring more infor-
mation. In cases in which information is
asymmetric, the chief goal is to design
mechanisms that will either elicit infor-
mation or provide an incentive struc-
ture to prevent inefficient social out-
comes. If the world were really
populated by agents resembling homo
economicus, such approaches might
make some sense.

For Hayek, though, the world does
not look like this. Humans are purpose-
ful but imperfect beings, they have lim-
ited knowledge, they make mistakes,
and whatever knowledge that exists is
dispersed, fragmented, and often diffi-
cult to communicate. Many of the
things that neoclassical economics as-
sumes (at the most fundamental level,
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the ability of individuals to engage in
rational behavior, and to perform mar-
ginal analysis) are, from the Austrian
perspective, properly viewed as the re-
sults of certain institutional arrange-
ments rather than as assumptions of
the analysis (Hayek 1979, pp. 74-77;
Boettke, forthcoming). Austrians ask:
what combination of institutions can
best assist imperfect individuals to
make better decisions and better use of
their knowledge? By starting with ra-
tional agents, standard analysis gets
things exactly backwards.

4. The role of institutions. Instead of
studying the design of alternative allo-
cation mechanisms (a project that
would anyway smack of rationalist con-
structivism to him), Hayek proposed
that we examine the role of various in-
stitutions in assisting the creation, dis-
covery, use, conveyance, and conserva-
tion of knowledge. This led him to make
some proposals of his own. It was his
focus on knowledge that led Hayek to
endorse a system of free markets, oper-
ating within a liberal democratic polity,
a system with established, enforced and
exchangeable property rights, all pro-
tected by a strong constitution.

Though he made proposals, Hayek
also recognized that the conscious con-
struction or imposition of social institu-
tions is a tricky business. Many such in-
stitutions are the product of a long
process of evolutionary development;
they are themselves examples of com-
plex self-organized adaptive orders.
They have histories, and they perform
functions that are not well-understood
by outside observers. Their emergence
was certainly not inevitable, nor is their
continuance: this led Hayek to explore
why certain institutional forms persist,
even though they might not accord well
with either our instincts or our reason.
But he also saw that those societies in
which the right combination of liberal
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institutions happened to emerge have
both prospered and permitted a consid-
erable amount of individual liberty to
be exercised.

Attempts to alter such institutions, be
it by piece-meal or by full-scale social
engineering, will often generate unin-
tended, unanticipated, and unwelcome
consequences. “Mechanism design” may
be feasible within firms that then face
the test of market competition. It is
much less likely that one can success-
fully mimic markets as a whole, or re-
design entire societies. As a general
rule, those who hope to redesign insti-
tutions are over-optimistic about the
amount of knowledge that is available to
them. It is precisely because knowledge
is not readily available that evolutionary
processes typically do better than our
reason in the area of institutional de-
sign. This argument, if true, should
make one pessimistic about the pros-
pects for socialism. But it should also
give pause to market reformers who
hope overnight to install new institu-
tions in countries formerly under com-
munist rule. If such reforms are to have
any hope of working, a sensitivity to the
previously existing institutional frame-
work is critical. Bardhan and Roemer
(1993, p. 16), Boettke (1994), and Peter
Murrell (1995, pp. 175-77) offer perti-
nent observations.

In the end Hayek concluded that
many institutions, from our moral codes
to the market system, are themselves
examples of complex adaptive phenom-
ena. In this regard, though he may have
shared the complaints of the informa-
tion theorists about static equilibrium
models, Hayek’s basic observations are
more in line with recent developments
in complexity theory and evolutionary
biology than they are with the later de-
velopment of neoclassical theory. The
similarity between Hayek’s work and
these other areas of research has so far
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only just begun to be explored (Lavoie
1989; Birner, forthcoming; Mirowski,
forthcoming; Ransom 1992, 1996).

VI. Conclusion

Though the Austrians knew about in-
centives problem, they did not system-
atically pursue them. For modern day
information theorists, this means that,
no matter how prescient their conclu-
sions may have been, Austrian analysis
is of limited value. If the Austrians were
right, they were right for the wrong rea-
sons, because their models ignored the
insights revealed by the economics of
information.

This final section suggests at a mini-
mum that modern information theorists
have not fully understood why the Aus-
trians chose not to pursue the incen-
tives problem. As a doctrinal historian,
I cannot help adding that such misun-
derstanding is virtually inevitable in a
profession that, at least in the United
States, has nearly systematically elimi-
nated the study of history of economic
thought from graduate curricula.

But a different point was also made.
Getting the history right matters. It
matters not only for historical accuracy,
but because one can draw the wrong
conclusions if one only has recourse to
Whig history. If one reads one’s history
backwards from the present, where to-
day’s theoretical analysis provides the
sole possible benchmark against which
to assess a program, then only one con-
clusion is possible about Austrian
“analysis™: it is deficient. But if one
goes back and looks at the record, what
is immediately apparent is that the Aus-
trians went another way. Their path re-
ally was different. Furthermore, the
mainstream might have something to
learn from that alternative path.

The virtue of the economics of infor-
mation is to permit economists to dis-
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cuss questions of agency with analytical
precision and rigor. Like all theories, its
analytic rigor is purchased at the price
of an oversimplified picture of reality.
This poses a danger if it leads one to
think that the only problems facing so-
cialism are agency problems, problems
that can be overcome once the requisite
incentive compatibility mechanisms are
put into place.

Hayek was no opponent of theory; in-
deed, he frequently defended it from its
historicist detractors. But he also un-
derstood the limitations of theory. A
half century ago well-intentioned social-
ists demonstrated with  simplistic
mathematical models that market so-
cialism could duplicate the workings of
a competitive market system, plus re-
move its deficiencies. More elegant
models are available today for correct-
ing a system with informational prob-
lems. Over 60 years ago Hayek warned
about the dangers of an “excessive pre-
occupation with the conditions of a hy-
pothetical state of stationary equilib-
rium” (1935, p. 226). It is not altogether
outrageous to suggest that today he
might warn against an excessive preoc-
cupation with questions of information.
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