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Foreword
Stephen Cullenberg

Two dates, seventy-four years apart, serve as bookends to the twentieth cen-
tury’s many experiments with socialism. On November 8, 1917, Vladimir
Lenin announced the formation of a new communist government in what
was to become the Soviet Union, a government that ruled in one form or
another until Christmas Day 1991, when Mikhail Gorbachev resigned and
handed over power to Boris Yeltsin.

For many, the collapse of the Soviet Union represented the triumph of lib-
eral capitalism and the end of a century-long debate over socialism and com-
munism. Whether one was concerned about the viability of actually existing
socialist countries, such as Yugoslavia, China, or Cuba, or the theoretical
possibility of new forms of socialism in capitalist countries, such as Japan,
France, or even the United States, suddenly the very idea and project of
socialism seemed passé. The triumph of capitalism was widely proclaimed.
The “End of History” was nigh, not as the inspired liberation of universal
freedom of working people everywhere, as Marx and Engels had predicted in

‘the Communist Manifesto, but, rather, as the coldly efficient ascendance of

global neoliberalism.

Many reasons have been offered for the collapse of socialism, ranging
from the inefficiency of planning in a large economy, to the lack of material
incentives and rewards for innovation, to the overly statist and undemocratic
nature of socialist politics, to the outside aggression and imperialist
advances of capitalist countries. An alternative explanation, which I favor,
focuses not so much on the failure of socialist economies along one or
another dimension but, rather, on a failure of the socialist imaginary.

Socialism has long been identified not only with an end to economic
exploitation, exclusion, and alienation but also with the end of business
cycles, the eradication of poverty, ecological sustainability, and the abolish-
ment of racial, gender, and sexual oppression. This socialist imaginary has
placed impossibly heavy burdens on socialist projects everywhere. Social-
ism’s burden has been that not too little but too much has been asked ofit.
No economic system can guarantee such a myriad of beneficial outcomes.
Socialism can and should instead be defined “thinly,” not as a modernist



utopia, but as a project that seeks to end economic exploitation and exclu-
sion through the transformation of class relations in production. Various
types of socialism can and have coexisted with both democratic and non-
democratic political institutions, with environmental degradation and eco-
logical sustainability, and with poverty and egalitarian distributions of
income. What makes the socialist project different from others is that within
it those who participate in the production of surplus are not excluded from
the decisions about how it is to be used and distributed, regardless of the
difficulty of the decisions and trade-offs that the disposition of the surplus
requires.

The deconstruction of socialism’s burden in many ways takes its theoret-
ical cue from what is now known as postmodern Marxism. In contrast to
more traditional forms of Marxism, postmodern Marxism casts a skeptical
eye on intellectual or political projects that seek to find an overarching logic
to history or to provide a rational foundation for individual or class behavior.
Postmodern Marxism looks for moments of “dialectical surprise” in history,
moments of contingency and uncertainty that cannot be predicted or con-
tained. Itis in this sense that postmodern Marxism shares an affinity with the
work of Friedrich Hayek, a profound critic of classical socialism and a doyen
of the conservative Right today.

The dialectical surprise in this book is how Burczak uncovers and then
recovers what he calls Hayek’s “applied epistemological postmodernism,”
and then shows how it can be used to rethink the socialist project in a new
and unique way. Hayek was deeply critical of what he thought was the hubris
and certitude of the classical socialist model. He felt that economic action
(including the actions of government officials and professional economists)
was characterized by uncertainty, error, and subjective perception—what he
called “knowledge problems.” These knowledge problems gave rise to other
fundamental concerns for a socialist economy that many critics of socialism
have pointed out: problems of incentives, information dissemination, and
coordination.

Rather than dooming the idea of socialism, Burczak transforms Hayek’s
critique into a profound new way to think about socialism. By linking the
Marxian focus on various forms in which surplus labor is performed, appro-
priated, and distributed to the Aristotelian capability theory developed by
Amartya Sen and Martha Nussbaum, Burczak weaves a tapestry of a new
model of socialism that is rich in its understanding of complex economies
(and thoroughly informed by Hayek and the Austrian tradition of economics)
while making visible many of the ethical concerns that have animated social-
ists for over one hundred years. This is heterodox economics at its best.

Vil * FOREWORD
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CHAPTER 1

Hayek, Marx, and Socialism
*

Classical socialism was a movement to replace the unplanned and exploita-
tive institutions of capitalism with national planning, public ownership, and
distribution according to human need rather than by the arbitrary capri-
ciousness of the market. Its goals were to distribute economic resources
broadly among the people in order to create the conditions for widespread,
substantive freedom and to end alienating, exploitative labor processes.
Socialism promised all people the resources to live a flourishing life, not just
the market freedom to exchange, which offered no guarantee of a decent
standard of living. This traditional socialist project was derived from Marx
and Engels’s dream of a future that would transcend the allocative and distri-
butional anarchy of the market through the abolition of private property and
the establishment of social ownership of the means of production and cen-
tral planning.” Socialism, or perhaps its more advanced form of commu-
nism, would realize the human potential to harness productive forces to
achieve a rational economic order, social justice, and real freedom for all.
Classical socialism had no larger enemy in the twentieth century than
Friedrich Hayek. Born in Vienna in 1899, Hayek became a naturalized British
citizen in 1938 and taught for many years at the University of Chicago as a
member of the Committee on Social Thought. He won the Nobel Prize for
Hconomics in 1974. In later years, he became the intellectual darling of the
conservative movements in the United States and Britain. British prime min-
ister Margaret Thatcher claimed Hayek as the intellectual progenitor of her
policies to privatize the British economy and scale back the British welfare -

‘state. President George H. W. Bush awarded him the Medal of Freedom in

1992, the year of Hayek’s death.

Because the Right has appropriated Hayel’s thought in defense of small
government capitalism, those of other political persuasions—including
many heterodox economists—tend to dismiss Hayek’s ideas as reactionary.
But this dismissal is a mistake. Hayek’s economics and social theory are
based on what might be called an “applied epistemological postmod-
ernism.” His work is unified by a common concern: to understand the lim-
ited and socially constituted nature of human knowledge and to trace the



implications of this radical epistemology for the theory of human action and
social evolution. For Hayek, the knowledge of economic actors is beset with
error, uncertainty, social prejudice, and subjective perception. So, too, is the
knowledge of government officials. And so is the knowledge of the economic
theorist. It is precisely Hayek’s postmodern skepticism about the attainabil-
ity of objective knowledge and his corresponding rejection of a scientistic
understanding of society that place the biggest obstacles in the way of the
defense of classical forms of socialism based on government planning or
government control of the market. Socialists and other advocates of govern-
ment activism in the economy ignore Hayek’s insights at their intellectual
peril.

Don Lavoie famously sums up Hayek’s conception of the general
human/economic problem as “the knowledge problem” (Lavoie 1986b, 5),
concerned with how best to coordinate the actions of scattered individuals,
each of whom is in possession of unique, partial, tacit, and potentially erro-
neous knowledge. In later chapters, I will reclassify this as “the factual
knowledge problem.” Hayek believes that market competition is the only
effective solution to this problem. In his view, a private property, free market
system establishes a structure of incentives that encourages individuals to
utilize their unique perceptions and knowledge in a manner that fulfills oth-
ers’ needs and desires. If a society attempts to implement central planning
with the hope of replacing the anarchic outcomes of the market with a ratio-
nally planned economy, it is bound to be disappointed by the inability of cen-
tral planners to access and utilize individuals’ subjective, situational knowl-
edge as effectively as a private property, free market system.

In addition, Hayelk’s theory of knowledge leads him to reject all notions of
distributive justice that might guide the construction of a welfare state to
ameliorate the potentially disruptive effects of the market economy. For
Hayek, people, especially government officials, cannot acquire an objecti\‘ze,
unprejudiced assessment about the nature of a fair outcome and the
definition of human need. There is, therefore, no uncontroversial definition
ofajust distribution of resources. Whenever government officials attempt to
alter the distribution of income or wealth, they are imposing their subjective
value judgments on others, rather than acting in the common interest, In
other words, Hayek thinks that there is an ethical knowledge problem that
stands in the way of a rationally constructed welfare state.

Given the factual and ethical knowledge problems, Hayek insists that
real-world economists and government officials are inherently unable to
acquire the knowledge that would be required to achieve any particular vision
of economic order or social justice. Absent these possibilities, he argues that
a market economy that facilitates the exchange of private property, regulated
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by the rule of law and evolved common laws, is the only institutional struc-
ture that can effectively promote cooperation among diverse, dispersed, and
anonymous people and thereby advance the common good. Given the limits
to human knowledge, the formal freedom provided by the rule of law and
unimpeded market exchange is the best that modern societies can offer to
their citizens.

Karl Marx, the father of modern socialist, also recognized the dispersion
of human knowledge in a market economy. But, as Chris Sciabarra argues in
his fascinating Marx, Hayek, and Utopia (1995), Marx viewed the dispersal of
knowledge as a result of workers’ alienation from the means of production,
a transitory side effect of the property relations of capitalism. This stands in
contrast to Hayek, who views the strictures on human knowledge as “exis-
tentially limiting,” that is, as natural and transhistorical properties of human
existence (Sciabarra 1995, 119). Sciabarra understands Marx to accept epis-
temic fragmentation as only a temporary feature of social development, to be
overcome in a socialist or communist society. For Marx, development of the
forces of production and cooperative work relations would allow tacit and
dispersed knowledge to be articulated and integrated in consciously directed
economic activity, thereby solving Hayek’s supposedly permanent knowl-
edge problems. Sciabarra calls this Marx’s “synoptic delusion” (ibid., 46)—
the idea that one can consciously design a new society to achieve social jus-
tice. Many interpreters of Marx have embraced and extended this premise to
argue that a Marxian vision of communism or socialism could only be real-
ized by a centrally planned economy. Sciabarra claims that Hayek’s thought
ultimately triumphs over Marx’s—and free market capitalism over centrally
planned socialism—because Hayek resisted the synoptic delusion while
Marx and his followers did not. )

For contemporary socialists, this raises fundamental questions. Is there
any meaningful notion of socialism that can answer Hayek’s epistemological
critique? Can the goals of classical socialism be achieved without central
planning and the abolition of private property? Can there be socialism after
Hayek? . )

My aim in this book is to answer these questions in the affirmative by
developing a “libertarian Marxist” conception of socialism, a socialism com-
mitted to forms of procedural and distributive justice that are central to the
Marxian tradition and a socialism keenly aware of the factual and ethical
knowledge problems emphasized by Hayek. One aspect of this project is to
end the exploitation of labor. Marx believed this could be accomplished
through “the ultimate abolition of the wages system” (Marx 1965, 79). One
way to achieve this is by prohibiting the wage-for-labor-time exchange and
requiring that joint forms of production take place in democratic, labor-
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appropriating firms. This would institute a Marxian/socialist type of proce-
dural justice. Another aspect of the socialist project is to achieve a measure of
distributive justice, as éxpressed by Marx’s famous dictum that resources in a
socialist society would be distributed according to need (Marx 1978). I will
call on the Aristotelian capability theory of justice developed by Martha Nuss-
baum and Amartya Sen to suggest a set of welfare-promoting institutions
that work toward some semblance of this goal. I will be especially concerned
with identifying forms of distribution that would enhance the economic via-
bility of workplace democracy and democratic appropriation. To this end, I
will argue that the redistribution of wealth is more important to the post-
Hayekian socialist project than is the redistribution of income. The resulting
vision of socialism will join an Austrian emphasis on market processes as
vital engines of knowledge production, social coordination, and human
well-being to Aristotelian/Marxist notions of justice and human well-being,
to give new meaning—and hopefully a new set of practical possibilities—to
the term market socialism.

In sum, I'will attempt to mix the wisdom of three heterodox traditions to
create a new socialist stew. Each of these traditions contains insights not
found in mainstream economics. Hayek and the Austrians provide a richer
theory of market processes than the utility-maximizing, equilibrium
approach of neoclassical economics. The Marxian tradition imparts a conse-
quentialist understanding of class as a process of producing, appropriating,
and distributing surplus labor that is rendered invisible by standard eco-
nomic theories of the firm. The Aristotelian capability theory of justice enun-
ciated by Nussbaum and Sen provides an intersubjectivist method to make
interpersonal comparisons of well-being, a method that is sorely lacking in
many contemporary forms of utilitarian theory, including Hayek’s tradition
of Austrian economics.

Yet none of these heterodox traditions alone is a sufficient guide for the
future of socialism. Each needs to absorb certain concepts and criticisms
from the others to maximize its own contribution to human betterment.
Marxists need to understand the theoretical and practical importance of the
Austrian theory of the market process in order to retain their relevance in the
post-Soviet world. Hayekians need to understand that there are rigorous,
defensible theories of social justice, such as Nussbaum and Sen’s capability
theory, in order to escape the relativistic libertarianism to which they are
- prone. And Nussbaum and Sen’s capability theory must be enriched by a
Marxian theory of class and an appreciation of Hayekian knowledge prob-
lems in order to achieve its potential as a normative framework for the pro-
motion of freedom and human development. The goal of this book is to
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bring these three traditions together to propose a new heterodox perspective
on the future of socialism.

POSTMODERNISM, MARXISM, AND HAYEK

Since I'am highlighting the role of Hayek’s epistemological postmodernism
in his critique of centrally planned socialism, a brief discussion of postmod-
ernism will be instructive, as it is a concept with many interpretations. Some
people use the term postmodern to refer to a style or toa time period Jameson
1984). Iwill use it here to refer to a particular mode of inquiry. A postmodern
social theory is one that eschews reductionist (essentialist) and teleological
reasoning and attempts a more dialectical, overdetermined understanding of
social phenomena. This is opposed to essentialist genres of social theory, in
which social outcomes are presumed to be reducible to a predetermined sub-
set of causal agent(s). This broadly antiessentialist postmodernism takes a
position against the modernist “notion of an autonomous rational subject
and the related idea . . . of knowledge as representation” (Ruccio 1991, 500).
In place of the autonomous subject, postmodernists employ concepts of
decentered subjectivity. The concept of the decentered subject is intended to
capture “the idea that subjectivity is not prior to but constituted by systems of
language, power, and the other aspects of social life” (501). Since postmod-
ernism rejects essentialist reasoning and the idea of knowledge as represen-
tation, it is often characterized as a belief in the social constitution of the
individual and in the unattainability of objective truth and knowledge. The
epistemological pessimism of postmodernism is related to the Hayekian
knowledge problems and is the theme I am most interested in pursuing in
this book, although I will also consider Hayek’s dialectical theory of people
and society.

Although Hayek was never an active participant in debates surrounding
modernism and postmodernism, his methodological works are marked bya
deep skepticism about the possibilities of objectively true knowledge (Hayek
1952, 19794). He criticizes rationalist and empiricist epistemologies, and he
extends his epistemological eritique beyond methodological concerns to the
descriptive, or scientific, understanding of knowing and acting human
beings. The impossibility of objective knowledge lies at the heart of Hayek’s
subjectivist theory of human action and his concept of the market as a dis-
covery process. These Hayekian notions of subjectivism and market
process—ideas usually associated with the Austrian school of economics—
trace one nascent postmodern position within economics. To be clear, in
discerning the potential for a postmodern economics in Hayek’s work, I am
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not claiming that this was his announced intention. Rather, this interpreta-
tion emerges from a reading of Hayek’s texts that focuses on his epistemo-
logical views and his criticism of what he calls “constructivist rationalism,” a
theoretical perspective founded on the belief that people rationally choose
their own histories and that “all social institutions are, and ought to be, the
product of deliberate design” (Hayek 1973, 5). Hayek links constructivist
rationalism to modernist or essentialist theories of human action, theories

that reduce social outcomes to the choices of asocial rational agents, based

on a “false conception of the human mind as an entity standing outside the
cosmos of nature and society, rather than being itselfthe product of the same
process of evolution to which the institutions of society are due” (ibid.).
There is a school of contemporary Marxian economic thought that has
actively embraced many of these postmodern ideas. This school arose from
the pathbreaking work of Stephen Resnick and Richard Wolff, who initiated
what some have called the “Amberst school” of postmodern Marxism
(Resnick and Wolff 1987).* Resnick and Wolff embrace both a postmodern
epistemology that understands all human knowledge to be the product of a
unique, complex, and open-ended socialization rather than as a mirror of
nature, on the one hand, and, on the other, a postmodern ontclogy that
understands the constitution and causation of social events to be the overde-
termined product of various—perhaps an infinity of—natural and social
forces. A central goal of Resnick and WolfPs reconfiguration of Marxism is
to prune the vestiges of essentialism from Marxian thought. They reject the
remnant of last-instance economic determinism and evolutionary teleology

in traditional Marxism. One critic has labeled Resnick and WolfPs antiessen- -

tialist, nonteleological social ontology as “everythingism” (Carling 1990).
While the intent of this label was pejorative, it captures the flavor of post-
modern Marxism’s perspective on the nature of reality, a perspective in
which everything does, to some extent, depend on everything else.

Since it is impossible for human knowledge to capture all possible lines of
causation of social events, Resnick and Wolff reason that every social theory
must inevitably specialize, adopting a favored conceptual entry point into
social analysis and seeking to trace, albeit partially and provisionally, its
causal connections to the rest of the social totality. The entry point for post-
modern Marxism is the concept of class. Resnick and WolfF carefuilly define
class as the process of producing, appropriating, and distributing surplus
labor. This idea of class is distinct from other, more commonly held notions
of class that focus on the distribution of income, wealth, and power or the
cultural habits of different groups of people. It also gives rise to somewhat
nontraditional definitions of capitalism and socialism. Classical Marxism
understands capitalism as a form of economy that combines widespread pri-
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vate property and more or less free markets to produce exploitation. Classi-
cal socialism, then, aims to abolish exploitation by replacing private property
with social property and markets with central planning. For the postmodern
Marxists, however, there is no one-to-one relationship between the presence
or absence of private property, markets, and central planning and the exis-
tence of exploitative class processes (i.e., class processes in which the pro-
ducers of surplus labor do not participate in its appropriation). Class
exploitation can persist in the presence of central planning and socialized
property. Resnick and Wolff argue, for example, that the Soviet Union did
not eliminate exploitation. They regard the Soviet experience as an example
of state capitalism, rather than socialism or communism (Resnick and Wolff
2002). The positive goal of postmodern Marxism is to use antiessentialist,
nonteleological modes of analysis to understand the social construction and
consequences of exploitative class processes and to envision and enact non-
exploitative, socialist alternatives.

Butdo these postmodern Marxists really escape the synoptic delusion that
Sciabarra sees in Marx? In principle, they do. Jack Amariglio and David Ruc-
cio argue that postmodern Marxism resists the capitalism-as-irrational/
socialism-as-rational dualism that characterizes modern radical social
thought. They criticize the delusions of rational planning, claiming to find
“no evidence that planning means stability and order . . . [or] implies a ‘bet-
ter’ method to get at the ‘true’ needs of individuals and/or enterprises”
(Amariglio and Ruccio 1998, 250). They even make the quasi-Hayekian claim
that “the disorderliness [disequilibrium] of markets can (at certain times, in
particular circumstances) lead to the satisfaction of social needs” (ibid.,
251). From their postmodern perspective, disorder, decentering, and uncer-
tainty are ubiquitous “facts” of social existence. The aspiration of rational
economic planning to achieve social justice is thus directly called into ques-
tion by postmodern Marxists. Yet Amariglio and Ruccio do not dismiss
socialist planning tout court. Since postmodern Marxism retains the goal of
eliminating exploitative class processes, they would support socialist plan-
ning if it “announced itself as nothing more than an activity in which the
desires of exploited classes were given priority” (ibid.).

The Hayekian question would be whether even this qualified defense of
planning could actually be realized, given the knowledge problems endemic
to the human condition. Amariglio and Ruccio do not ask this question,
because they (and postmodern Marxists generally) have paid relatively little
attention to the link between postmodern epistemology and economic
processes. In particular, they have yet to seriously investigate the positive
complementarities between the market and class processes—for example,
how private property and market exchange might serve as conditions of exis-
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tence for socialist class relations within firms. In other words, they have yet
to consider how the ideas of Marx and Hayek might work together to
strengthen the case for certain forms of market socialism.

This lack of interparadigmatic learning is both acute and understandable,
given the long-standing political animus between Marxists and classical lib-
erals, such as Hayek. It is understandable on normative and methodological
grounds as well, as Marxists are wont to imagine that social theories focused
on individual (negative) liberty and choice-oriented subjectivity “serve to
hide and perpetuate class injustice” (Wolff and Resnick 1987, g). Yet this
deafness is costly to Marxists, especially postmodern Marxists, given the
nonessentialist epistemology and postmodern methodological individual-
ism that lie at the heart of Hayek’s economics. In ignoring Hayek, postmod-
ern Marxists are in danger of eliding Hayekian knowledge problems in their
theories of social organization. They are also perpetuating a spurious dis-
juncture between their notions of class justice and liberal notions of human
freedom. As Cohen (1995) argues, Marxists can no longer afford to dismiss
freedom and justice as “bourgeois” concerns. The old Marxist faith in a
utopian future where material abundance would transcend these concerns is
no longer very inspiring as material scarcities continue to challenge most of

the world’s population. Marxists should therefore engage in practical and

ethical discussions of how their class-minded struggles might serve to
enhance human freedom and vice versa. Reading Hayek, Nussbaum, and Sen
alongside of Marx can help us to accomplish this.

The most serious attempt by a postmodern Marxist to construct a vision of
socialism that accepts Hayekian knowledge problems, albeit implicitly, is
Stephen Cullenberg’s thin socialism. Cullenberg (1992) suggests that an
important reason why people view socialism as a failure is because socialists
have asked too much of it. Socialism has been understood as a utopia that
would end the exploitation and alienation oflabor; eliminate business cycles
and poverty; abolish racial, sexual, and gender oppression; and establish
more harmonious relations between people and the environment. Cullen-
berg proposes that we instead draw on Resnick and WolfPs reconstruction
of Marxism, in which the primary goal of a Marxian socialism would be the
- abolition of exploitation, not central planning and the socialization of the
means of production. Cullenberg’s thin definition of socialism meets this
goal by requiring that firms be democratically organized in the sense that
workers would collectively appropriate the fruits of their labor.

Cullenberg’s thin notion of socialism seems fully compatible with the pri-
vate ownership of capital and free markets, circumscribed only by the prohi-
bition of contracts for wage labor. His thin socialism implements a Marxian
notion of procedural fairness—that those who work should also appropriate
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the product of their labor—that allows him to embrace firmly the goal of
ending exploitation while he just as firmly rejects central planning and state
ownership of the means of production. While Cullenberg does not address
Hayek’s arguments directly, he succeeds in articulating a notion of socialism
that escapes Hayek’s factual and ethical knowledge problems; that is, it
avoids Hayek’s critique of statist “social justice,”

In this regard, however, Cullenberg’s conception of socialism becomes
too thin. By eschewing all consequentialist claims, his postmodern Marxian
socialism would leave socialists with nothing to say about the distributive
injustices of unmet basic needs and dramatically unequal allocations of
wealth, income, and opportunities. A market economy populated by firms in
which workers, rather than capital owners, democratically appropriate the
fruits of production could easily yield undesirable inequalities of income and

wealth distribution, inequalities that have long been a concern for socialists.

The question then arises whether it is possible to thicken Cullenberg’s
definition of socialism to include a commitment to distributive justice with-
out jettisoning a concern for Hayekian knowledge problems. George
DeMartino has taken some valuable first steps in this direction by proposing
a rearticulation of postmodern Marxism within Nussbaum and Sen’s theory
of justice. In his excellent book Global Economy, Global Justice (2000),
DeMartino uses Nussbaum and Sen’s capability approach to develop some
unique theoretical and policy proposals that might initiate a movement
toward global economic justice. Perhaps even more significant for socialist
theory, DeMartino shows how a Marxian concern to eliminate class injustice
might be grafted onto Nussbaum and Sen’s capability theory (ibid., 104-7).
This attempt to wed class justice to the capability theory corrects a major
defect of the otherwise fertile and progressive theory of justice offered by
Nussbaum and Sen. In a subsequent paper, DeMartino (2003) takes these
brief remarks and turns them into a well-developed framework for under-
standing and addressing class injustice.

DeMartino adopts Resnick and WolfPs tripartite definition of the class
process as the production, appropriation, and distribution of surplus labor.
On this basis, he argues that class justice has three dimensions: productive
justice, appropriative justice, and distributive justice. This nifty reframing
allows DeMartino to reconcile Marx’s famous expression of productive and
distributive justice—“From each according to his ability, to each according to
his needs” (Marx 1978, 531)—t0 Marx’s separate concern with appropriative
justice: seeking an end to the exploitative appropriation of surplus labor by
nonproducers. DeMartino asserts that we can see these three concerns as part
ofa larger agenda concerning class justice, an agenda whose normative foun-
dation lies in the Aristotelian principle of capabilities equality.
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DeMartino argues that productive class justice is related to the first part of
the Marxian ethic, “From each according to ability.” Since “[p]roductive class
justice refers to the fairness in the allocation of the work of producing the
social surplus,” DeMartino maintains that producing according to ability is a
possible form of realizing this aspect of class justice (DeMartino 2003, 8).
This notion of productive class justice might also be extended to include Marx
and Engels’s vision of despecialized labor patterns in The German Ideology.

“[IIn communist society, where nobody has one exclusive sphere of
activity but each can become accomplished in any branch he wishes,
society regulates the general production and thus makes it possible for
me to do one thing today and another tomorrow, to hunt in the morn-
ing, fish in the afternoon, rear cattle in the evening, criticize after din-
ner, just as I have a mind, without ever becoming hunter, fisherman,
shepherd, or critic.” (Marx and Engels 1970, 53)

The open question is whether a complex society could ever regulate general
production (through central planning?) to achieve this level of freedom and
equity in the work of producing the social surplus. Perhaps market incentives
can ensure that people produce according to ability. But if not, it is possible
that Hayekian knowledge problems would make it impossible to achieve
productive class justice. DeMartino does not address this issue.

DeMartino is more successful in using Nussbaum and Sen’s capability
theory to suggest how we might think about distributive class justice. He
sees Nussbaum and Sen’s notion of capabilities equality as harboring a com-
plex, nonessentialist theory of distribution according to need, a theory that is
compatible, to a large degree, with postmodern Marxism. In chapter 5, Iwill
follow DeMartino’s lead to show how the capability approach might help us
to understand the nature of distribution according to human need and to
respond to Hayek’s procedural theory of justice. DeMartino’s argument will
lead us to ask about how various forms of distributive class justice might
contribute to the achievement of appropriative class justice.

Regarding appropriative justice, DeMartino distinguishes between strong
and weak definitions of appropriative justice. In the strong sense, appropria-
tive justice would mean “appropriative rights are restricted to productive
workers, however they be defined” (DeMartino 2003, 18). This strong
definition is consistent with workplace democracy and with Cullenberg’s
thin socialism, as long as “productive worker” is defined to include all
people who work in the firm. DeMartino, however, is more inclined to advo-
cate what he calls a weak definition of appropriative justice, under which
productive workers “are not excluded frorn fair and meaningful participation”
in the appropriation of the surplus. As he points out, this weak form would
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be satisfied by institutional arrangements in which the entire community
enjoys the right to appropriate the fruits of labor. While he does not spell out
the exact nature of this communal appropriation, it is hard to imagine how it
would not involve some sort of democratic government acting as the agent of
appropriation. If that is the case, Marxian socialism would once again fail to
confront the Hayekian knowledge problems inherent in economic adminis-
tration by a central government.

In sum, DeMartino provides an attractive framework within which to
think about class justice and the enhancement of human capabilities. Yet he,
too—like the postmodern Marxian economics literature generally—neglects
the knowledge problems that would attend to the institution of such a thick-
ened socialism. To this extent, the postmodern Marxian literature has yet to
provide an economically feasible, consequentialist case for socialism.

This book is born out of this lack. Its goals are to defend a strong form of
appropriative justice consistent with democratic, labor-appropriating firms
operating in a system of competitive markets (i.e., Cullenberg’s thin social-
ism) and to advocate for socialist distributive justice against the Hayekian
suspicion that such ideas lead us inevitably down a statist road to serfdom.
Limiting the notion of appropriative class justice to DeMartino’s strong
definition precludes the possibility of communal appropriation by a central
government. But it does not preclude the possibility of the entire community
sharing in the rights to a distribution of the surplus product. In other words,
there might be a role for the state to redistribute income or wealth to pro--
mote a more widespread satisfaction of human needs, or, in the language of
Nussbaum and Sen, to strive toward equal capability to achieve vital human
functionings. This possibility will also be explored as a possible component
of a post-Hayekian socialism. )

These “postmodern socialist” arguments are also inspired by a recent
wave of innovative work within Austrian economics that, unlike Hayek’s,
wrestles explicitly with issues raised by postmodernism. Don Lavoie has
made some of the most important contributions to this literature with his
work on economics and hermeneutics (1986a, 1990). Other notable contri-
butions include the work of Lavoie’s students—Peter Boettke (1990), Steven
Horwitz (1992}, and David Prychitko (1995), among others—as well as the
radical subjectivism of Ludwig Lachmann (1986), Koppl and Whitman’s
notion of “rational-choice hermeneuti¢s” (2004), and Richard Ebeling’s sug-
gestion that we can see the market as a “hermeneutical process” (1986). A
unifying thread in this postmodern Austrian literature is a Hayekian rejection
of rationalist and empiricist theories of knowledge and the adoption of inter-
pretive (perhaps even dialectical) epistemologies. The postmodern Austri-
ans—like Hayek, but unlike the postmodern Marxists—apply these episte-
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mological insights to their conceptions of human action and theories of the
market process. I will discuss these ideas in more detail in chapter 2.

Regarding socialism, however, the postmodern Austrians remain uni-
formly opposed to it. In an article titled “Why Are There No Austrian Social-
ists?” Boettke answers his own rhetorical question on the premise that
socialism must entail some sort of central planning (Boettke 1995b). Since
central planning dispenses with profit incentives, Boettke reasons that
socialism must be inferior to markets in regard to social coordination and
wealth production. Similarly, Prychitko claims that Marxists cannot really be
“market socialists”; they have to choose one or the other. As he puts it, any
model of so-called market socialism thart allows “capital goods markets tem-
pered by indicative planning . . . ends up with a market-based, non-socialist,
non-Marxist (albeit interventionist) system” (Prychitko 2002, 33). Prychitko
reaches this conclusion because he interprets Marx’s critique of alienation as
necessarily a critique of the market, rather than a critique of capitalist work
relations. In general, the antisocialist arguments of Austrian economists are
based on unreconstructed images of socialism as central planning and Marx-
ism as antimarket. They do not recognize the possibility of a postmodern
Marxian vision of economics and a concept of socialism that is not confined
to the traditional debate of market versus plan.

Perhaps the failure of postmodern Marxists and postmodern Austrians to
engage in serious discussions of postcapitalism is a result of a hangover—
celebratory on one side and dejected on the other—from cold war disputes
over the viability of socialism and communism, particularly in the Soviet
Union. There remains a tendency among economists in each group to view
the other school’s conceptual “entry point” (class for the Marxists, individual
action for the Austrians) as a slippery slope toward a coercive, totalitarian evil
(an overreaching, interventionist state or a ravagely exploitative neoliberal-
ism). This book is animated by the belief that these worst-case fears are not
pertinent to contemporary discussions of socialism and that Austrian and
Marxian insights can and should be combined in the struggle for an ethically
desirable and economically feasible socialism. As Lavoie aptly puts it, “it is
time for these more liberal elements of the left and right sides of the old
political spectrum to transcend the confines of these obsolete ideologies and

work together to articulate a new vision of the free society” (Lavoie 1994,
283).

POST-HAYEKIAN SOCIALISM

Geoffrey Hodgson claims: “If socialism is to survive at all it must overcome
its congenital agoraphobia—which means, literally, ‘fear of markets.’ It has to
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learn to inhabit open systems and open spaces” (Hodgson 1999, 61). With
this Tagree. An appreciation of Hayek’s epistemological postmodernism and
its relationship to the Austrian theory of the market process can help post-
modern Marxists to overcome any residual market phobia, since they are
otherwise eager to embrace open systems and open spaces. Post-Hayekian
socialism must inevitably be market socialism; national economic planning
is a dubious ambition for the future of socialism. At the same time, post-
modern Marxism gives market socialism a reachable goal: the abolition of
exploitative class processes. Abolition of exploitation and abolition of mar-
kets are not isomorphic objectives. Post-Hayekian socialism should also
retain a concern for meeting human needs. The Aristotelian tradition as read
through the overlapping eyes of Hayek, Marx, Nussbaum, and Sen can show
us how. I again agree with Hodgson when he asserts, “if socialism is to be
rescued from its theoretical and practical failures, then it has to be both a
mixed economy and ‘market socialism’ in some genuine sense” (ibid., 17).
To develop this concept of post-Hayekian market socialism, I will begin
by exploring the postmodern epistemology that underlies Hayek’s critique of
central planning and his advocacy of privately held property and competitive
market processes. I will then critically examine Hayek’s conclusion that a
market economy regulated by the rule of law and evolved common laws (i.e.,
a “free market economy”) is the institutional form most compatible with
human ignorance, procedural justice, and human well-being. Hayek’s con-
clusion, Iwill argue, cannot withstand the scrutiny of his own epistemologi-
cal perspective. This opens the door to the possibility of a socialist theory of
justice. Nevertheless, Hayek’s insights about knowledge and markets will
motivate a search for market socialist alternatives that do not depend on
socializing the means of production or government control of the economy.
Chapter 2 outlines the postmodern moments of Hayek’s social theoxy,
particularly in his theory of knowledge. It links Hayek’s hermeneutical
methodological individualism to his defense of a market economy and cri-

tique of central planning articulated in the socialist calculation debate in the

1930s. The socialist calculation debate centers on the possibility that govern-
ments can effectively conduct national economic planning. Hayek argues
that central planning is doomed to failure because it is impossible for gov-
ernment planners to access the knowledge necessary to direct resources to
their most efficient use. This knowledge exists in an essentially fragmented
form, in the minds of diverse and dispersed individuals. Hayek shows why
governmient planners cannot obtain this subjective knowledge and why free
market exchange is the only economic institution that can elicit the discovery
and employment of subjective knowledge for the benefit of society. For many
years, the conventional wisdom held that Hayek was wrong and that central
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planning could work. Today, most economists consider Hayek to have been
right. Like Sciabarra, these economists also believe that Hayek effectively
killed socialism. While I do not agree with this new conclusion, socialists
would profit by studying Hayek’s nuanced theory of the market.

Chapter 3 explains Hayek’s procedural theory of justice and its depen-
dence on an evolutionary conception of the rule of law as the appropriate reg-
ulator of a market economy. For Hayek, the rule of law establishes a fair
process for the conduct of economic activity. He defends the market process
guided by common laws consistent with the rule of law as the institutional
framework most likely to improve the life chances of anyone chosen at ran-
dom. This is because he sees a common law system as typically operating in
the interests of no particular person. The common law process establishes a
set of impartial, agreed-on rules. Chapter 3 describes how Hayek uses the
rule of law and the common law to draw a line between appropriate and inap-
propriate government action regulating the market and, most notably, to
preclude government attempts to achieve distributive justice.

Chapter 4 challenges these conclusions. It does so by criticizing Hayek on
the basis of his own epistemological and normative principles. I will use the
insights of the American legal realist tradition to show that the agreement
about socially beneficial rules to govern the market that Hayek believes to be
discovered by the common law may be largely imaginary. A major contribu-
tion of the legal realists is to show that agreements about social benefits and
the common good do not exist as objective knowledge, waiting somewhere
“out there” for judges to find it. If such agreements about the common good
are possible, they must be created through a more participatory, democratic
process. In addition, chapter 4 argues that the supposed impartiality that
Hayek ascribes to a market economy guided by the rule of law may be illusory
as well. It is likely the case, as critics of the market have argued for several
centuries, that the market serves the interests of the wealthy more than those
of the poor. The modern credit rationing literature will be employed to show
that market economies can be systematically biased against the poor. The
inability to obtain credit can prevent asset-poor individuals from being able
to pursue opportunities that they uniquely and subjectively perceive. This
possibility further reinforces the claim that the tacit agreement about the
constitution of the common good that Hayek sees in the common law is 2
mirage.

Chapter 5 presents an alternative theory of justice that might guide the
development of a post-Hayekian socialism, drawing from the works of Nuss-
baum and Sen and from Aristotelian interpretations of Marx. Many authors
argue that Marx’s thought harbors a theory of social justice in the tradition of
Aristotle (McCarthy 1992; de Ste. Croix 1981). In Capital, Marx does occasion-
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ally acknowledge Aristotle approvingly (Marx 1976), and his 1844 manu-
scripts (Marx 1964) clearly reveal an Aristotelian influence. This book accepts
the Aristotle-Marx connection as unproblematic and does not argue for it in
any detail. I am more concerned with seeing how well the particularly thor-
ough account of social justice developed separately and jointly by Nussbaum
and Sen can withstand the knowledge problems posed by Hayek and how it
‘might motivate and inform a vision of socialism. One of the primary goals of
good government, according to Nussbaum and Sen’s approach, is to ensure
that all people have the means to develop their capabilities to lead choice-
worthy lives. A choiceworthy life is one that a person has reason to value,
because the available choices allow a person to achieve the essential human
functions comsistent with human flourishing. Social justice therefore
requires government to ensure, to the greatest degree possible, that all indi-
viduals have the means available so that they can choose to lead a flourishing
life.

Chapter 6 develops an argument for democratic, worker-managed enter-

" prises operating in a private property, market-based economy as an institu-

tional structure that can achieve the Marxian goal of abolishing exploitation
in economic processes that require group production. Workplace democracy
ends exploitation by enabling workers to be the initial appropriators of the
product of their labor. The argument for democratic self~management is
based on an Aristotelian concern for how participation and dignity are
important to achieve well-being. Chapter 6 thus links a normative argument
for democratic self-management with Nussbaum and Sen’s approach to jus-
tice developed in chapter 5.

Chapter 7 examines some market socialist proposals to achieve distribu-
tive justice in light of their ability to promote worker self-management and to
escape Hayekian knowledge problems. Two approaches are considered:
those advocating the redistribution of profit income and those supporting
redistribution of wealth. The argument to redistribute profits is represented
by John Roemer’s proposal for an egalitarian redistribution of capital owner-
ship via the institution of a coupon stock market: allowing individuals to pur-
chase stock shares using only equally distributed coupons issued by the gov-
ernment for this purpose. The important question is whether Roemer’s
coupon stock market could potentially solve the financing problem of labor-
managed firms in a way that fosters economic efficiency and preserves dis-
tributive justice. I will argue that it might not, that a coupon stock market
may fail to enable extensive entry by start-up worker-managed firms. This
conclusion leads to an investigation of wealth redistribution. In particular, I
will examine Bruce Ackermann and Anne Alstott’s (1999) call to institute.
what they term a “stakeholder society” that would redistribute wealth
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through wealth taxation and a substantial, once-in-a-lifetime cash grant to
citizens at the age of majority. Chapter 7 concludes that wealth redistribution
is more desirable than profit redistribution, because of the former’s ability to
promote the economic viability of worker self-managed enterprises in the
context of rivalrous market competition and hence the construction of a
post-Hayekian socialism.

In conclusion, chapter 8 brings together the arguments of chapters 57 to
sketch an institutional structure consisting of democratic firms operating in
a mixed economy of private property, competitive markets, and a set of wel-
fare-promoting government institutions. Chapter 8 compares this vision of
socialism to the participatory socialist planning model of Michael Albert and
Robin Hahnel (1992) and to Samuel Bowles and Herbert Gintis’s more con-
genial proposals for a postcapitalist society (1998). The vision of socialism
developed in this book overcomes the antimarket bias of Albert and Hahnel’s
socialism and the antisocialist bias of Bowles and Gintis’s market reform
proposals, while not necessarily falling victim to Hayekian knowledge prob-
lems. It also speaks to the need for economics to return to the traditions of
Hayek and Marx and to read them in a spirit of productive creativity elicited
by the tensions between these two traditions. This is one of the 1mportant
tasks that should occupy the future of heterodox economics.
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CHAPTER 2

Hayek’s Postmodern Economics
*

In the history of economic thought, Hayek’s version of Austrian economics

is often categorized as a branch of neoclassical economics. This categoriza-

tion is misleading. Neoclassical economists understand economic outcomes
to be the result of actions by and interactions among self-interested individ-

uals who constantly seek to enhance their subjectively perceived well-being

(i-e., utility) in the context of economic, social, and legal constraints that are
known by these individuals with a fair degree of certainty. Neoclassical econ-
omists conceive the economy mechanistically, reducible to the behavior of
maximizing individuals, and see the economic problem as a social engineer-
ing problem: how to improve resource allocation and aggregate well-being
by adjusting constraints on individual action. Diverse socialists throughout
the twentieth century, from Oscar Lange ([1936] 1966) to John Roemer
(1994), have adopted this general approach to economic thinking. Much of
the twentieth-century debate about the possibilities and limits of socialism
has been couched in terms of the problematic given in part by neoclassical
theory: how to change the economic, social, and legal constraints so that
utility-maximizing individuals will act in a manner consistent with economic
efficiency and social justice. Hayek, though, generally rejects this mechanis-
tic approach to economic theory.

Hayelk’s criticisms of socialism are rooted in concepts and arguments that
lie largely outside the problematic of mainstream, neoclassical economics.
This is one reason that socialists consistently misunderstand and mischarac-
terize his work. He develops a postmodern individualism that rejects the
mechanical, modernist individualism of neoclassical economics as well as
classical socialism. His understanding of individual action fits much more
comfortably within the hermeneutical tradition of social theory than with the
reductionism of neoclassical economics. For Hayek, individuals have subjec-
tive perceptions not only of their own goals (i.e., definitions of well- -being)
but also of the constraints they face. There is therefore an irreducibly inter-
pretive dimension to all human action. This point is frequently missed in the
appreciation neoclassical economists express for Hayek’s thought (see, e.g.,
Lucas 1981), as well as in contemporary socialist criticisms of Hayek (e.g.,
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Roemer 1995). In addition, socialists generally fail to take seriously the pol-
icy implications of Hayek’s postmodern individualism—the ways in which
his attention to the fragmented nature and limits of human knowledge
strengthens the case for markets against conceptions of socialism that give
government officials an important planning role. To develop an effective
case for socialist forms of economic organization in the wake of Hayek’s
arguments, it is necessary to grasp the various dimensions of his postmod-
ern subjectivist economics.

POSTMODERN INDIVIDUALISM

To understand Hayek’s contributions to economic theory, I will start by
examining his advocacy of methodological individualism, since this poses a
puzzle that is usually overlooked by Hayek’s casual interpreters. On one
hand, Hayek is known as one of the first economists to call for economics to
return to its microfoundations. As early as 1931, he exhorted economists to
explain economic outcomes in terms of individual action (Hayek 1931, 4).
Like all theorists who call themselves methodological individualists, Hayek
criticizes social theory that deduces individual action from an assumed
apprehension of autonomous social structures. Nobel laureate Robert Lucas,
who became famous in the 1970s for his reductionist approach to macroeco-
nomics, applauds Hayek for his methodological individualism (Lucas 1981,
216). On the other hand, Hayek is critical of atomistic, reductionist social
theory, which is also characterized as “methodological individualism.”
Lucas misses Hayek’s criticisms of reductionism. The solution to Hayek’s
methodological puzzle lies in how his notion of subjectivism leads him to
construct a methodological individualism that is nonreductionist and
nonessentialist—that is, hermeneutic and postmodern.

To identify Hayek as a hermeneutic postmodernist is not uncontroversial.
Bruce Caldwell believes that Hayek saw himself as constructing scientific
foundations for his subjectivist perspective on the dispersed, diverse, and
fragmented nature of human knowledge. The point of Hayek’s work in psy-
chology, Caldwell argues, is to give a scientific rationale to the view that
when a person observes the world, whether for theoretical or practical pur-
poses, that observation is always “interpretation, one might putit, all the way
down” (Caldwell 2004, 249). Thus Caldwell (1994) describes Hayek as a “sci-
entific subjectivist.” While I do not disagree with Caldwell’s assessment, I
see no inherent conflict between Hayek’s scientific aspirations and his
nascent postmodernism. There is little doubt that we can interpret Hayek as
having made important contributions to hermeneutical social theory,
whether or not he intended them as such.
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Hayek clearly intended his notion of methodological individualism to be a
foil against the reductionist, Cartesian individualism commonly exhibited in
neoclassical economics and the holistic social theory characteristic of tradi-
tional Marxism. In the essay “Individualism: True and False,” Hayek care-
fully distinguishes his version of methodological individualism from the
Cartesian approach (Hayek 1948d). He calls his view of individualism,
descendant from the Scottish Enlightenment, “true” individualism, con-
trasting it with the “false” individualism of the Cartesians. False individual-
ists, Hayek suggests, attempt to understand social phenomena in terms of
isolated, self-contained individuals who are able, using their powers of rea-
son, to create and sustain optimal institutions. He places social contract the-
orists, economic planners, and legal positivists within this tradition.

Hayek believes it is misleading to view individuals as separate from soci-
ety. Because Hayek defines “true” individualism as “an attempt to under-
stand the forces which determine the social life of man,” he argues that
“[t]his fact should by itself be sufficient to refute the silliest of the common
misunderstandings: the belief that individualism postulates (or bases its
arguments on the assumption of) the existence of isolated or self-contained
individuals, instead of starting from men whose whole nature and character
is determined by their existence in society” (Hayek 1948d, 6). He acknowl-
edges that there are social influences on individual action, that humans are
inherently social creatures. But, even so, Hayek insists “that there is no other
way toward an understanding of social phenomena but through our under-
standing of individual actions directed toward other people and guided by
their expected behavior” (ibid.). This is because true individualism denies
the independent existence of social structures and hence their ability to
determine human action. Hayek employs his notion of true individualism
not to support the supposed integrity of the autonomous individual but to
challenge the notion that pregiven social structures determine human exis-
tence. _

The postmodern, classical liberal philosopher G. B. Madison reinforces
this view. “The whole point of Hayek’s methodological individualism,”
according to Madison, “is not to reduce the whole to the sum of its parts”
(Madison 19gob, 49). Because the individual is always caught up in a social
context, a context that influences understanding and agency, the possibility
of such a reductionism is precluded. Madison believes that the purpose of
Hayek’s methodological individualism is “to remind us that those irre-
ducible ‘wholes,”” like society or culture,

are nevertheless not things—ontological entities (such as a group .
mind) capable of exerting efficient causality on individuals and, thus,
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of “explaining (in the scientistic sense) their actions”—but are, rather,
as it were, meaning-objects which are not understandable apart from the
categories of human understanding and agency, apart, that is, from
the “individual.” (ibid., 49-50)

In addition, Madison points out that Hayek’s choice of the term individualism
was more likely the desire to find a counterpoise to the term socialism than an
expression of a rationalist, Cartesian worldview.

Apparent in Hayek’s essay “Individualism: True and False” and more fully
developed in his The Counter-Revolution of Science (Hayek 1979a) is Hayek’s
effort to articulate the notion that there is an irreducible role for interpreta-
tion as a guide to human action and, even more significant, that interpreta-
tive ability is determined neither by an all-encompassing reason nor by social
structures. Interpretation is a subjective act of an individual caught within a
social context. It is not a matter of apprehending the objective nature of the
world. Thus Hayek’s ambition to produce a theory of human action in which
“wholes” do not exert “efficient causality” does not eliminate social factors
as fundamental constituents of individual perception and behavior. By
assigning a central role to socially constituted, subjective interpretation in
his theory of human action, Hayek produces a nonessentialist theory of
human agency. His subjectivism leads him to recast economics as a
nonessentialist, hermeneutical social science.

THE CONSTITUENTS OF HUMAN ACTION

To grasp the nonessentialist, hermeneutic character of Hayek’s methodolog-
ical individualism, it is revealing to consider his explanations of subjectivism
and the constituents of human action.* The opening proposition of Hayek’s
methodological individualism is that “every individual chooses and acts
[often, but not always] purposively, i.e., in pursuit of his purposes and in
accordance with his perception of his options for achieving them” (White
1984, 4). This accent on perception is coupled with the view that “the con-
tents of the human mind, and hence decision-making, are not rigidly deter-
mined by external events” (O’Driscoll and Rizzo 1985, 1). Because the con-
tents of the mind are not rigidly determined by external events, Hayek’s
understanding of purposive action is not equivalent to rational action, in that
rational action involves the pursuit of an optimal course of actions, given an
objective knowledge of potential economic opportunities. Rather, in Hayek’s
view, individuals act according to their subjective perceptions of opportu-
nity.

Understanding the complex constitution of human perception is a major
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concern for Hayek. This led him to write an important book on psychology
(Hayek 1952) in which he indicated the social aspects of individual percep-
tion. Hayek is quite clear that perception is not determined by the objective
world. He does not believe that the senses or reason (or some combination of
these) give the individual a window to the objective world. He assumes no
direct correspondence between thought and reality.

There exists . . . no one-to-one correspondence between the kinds (or
the physical properties) of the different physical stimuli and the
dimensions in which they can vary, on the one hand, and the different
kinds of sensory qualities which they produce and their various dimen-
sions, on the other. (Hayek 1952, 14)

Consequently, Hayek rejects the empiricist belief that true, objective knowl-
edge can be built up from sensory perception. Instead, he argues that
“[elvery sensation, even the ‘purest’, must. . . be regarded as an interpreta-
tion of an event in the light of the past experience of the individual or the
species” (ibid., 166). People cannot experience things directly, because con-
scious sensory experience itself provides no way to classify sensations. The
way in which people categorize sensations is contingent on the theories and
mental rules that they use to guide their interpretations of the data: sensa-
tions are meaningless without interpretive devices, theories, and
classification schemes by which they can be grouped, arranged, and contex-
tualized in the mind.

Hayek also avoids the rationalist position that reduces the mind’s inter-
pretive capacities to given categories of understanding and the innate capac-
ity of reason. Kant, for example, agrees with Hayek that people cannot obtain
objective knowledge (or knowledge of things in themselves) and that knowl-
edge cannot be derived from pure sensation. He also believes, like Hayek,
that experience, to be 'meaningful, must be placed in context. Unlike Hayek,
however, Kant believes that the categories people use to classify and under-
stand sensation are “borrow[ed] from no experience” but are given attributes
of the mind (Kant 1977, 36) and that the contextualization of experience is
thereby produced through universal principles of reason. For Kant, reason
“contains in itself the ground of ideas, . . . necessary concepts whose object
cannot be given in any experience” (ibid., 70). These ideas of reason allow us
to piece together the particulars of experience to reach a comprehension of
how the world operates and how we should act in it. Reason thus transcends
experience to give context and order to experience.

Hayek opposes the Kantian “distinction between sensory perception of
given qualities and the operations which the intellect is supposed to perform
on these data in order to arrive at an understanding of the given phenomenal

HAYEK’S POSTMODERN ECONOMICS * 2I



world” (Hayek 1952, 166). He objects to the postulate of pregiven mental cat-
egories that sort, classify, and order sensory perception. Instead, Hayek
believes “the apparatus by means of which we learn about the external world
is itself the product of a kind of experience” (ibid., 165). Conscious sensory
experience becomes “possible only after experience in the wider sense of
linkages has created the order of sensory qualities—the order which deter-
mines the qualities of the constituents of conscious experience” (ibid., 167).
The mind’s classificatory apparatus is itself the product of past experience.
He reminds his readers, though, that “[elxperience can never teach us that
any particular kind of structure has properties which do not follow from the
definition (or the way we construct it)” (Hayek 1948b, 74). In other words, he
resists the notion that experience will eventually move us closer to the truth
of the objective world. Hayek rejects all attempts, empiricist and rationalist,
to ground knowledge on objective facts or transcendent reason. His view that
perception is not rigidly determined by external events is most consistent
with the hermeneutic or postmodern position that perception is socially con-
stituted, that is, determined by no single thing and influenced by many, per-
haps infinite, things.

Throughout his work, Hayek describes many institutions and phenomena
that influence perceptions. For example, he points to the structure of our lan-
guage as “itself impl[ying] certain views about the nature of the world,” and
he argues that “by learning a particular language we acquire . . . a framework
of our thinking within which we henceforth move without being aware of it”
(Hayek 1967b, 86-87). He also emphasizes particular theories operating
within a language as equally important constituents of perception. Theory
helps to determine which of the potentially infinite perceived events are wor-
thy of investigation, that is, which perceptions become facts for the investi-
gator: “What make a number of individual phenomena facts of one kind are
the attributes which we select in order to treat them as members of one class”
(Hayek 1979a, 80). The selection of facts, Hayek goes on to argue, is contin-
gent on the adoption of a particular classification scheme or theory: “the
qualities which we perceive are not properties of the objects but ways in
which we (individually or as a race) have learned to group or classify external
stimuli. To perceive is to assign to a familiar category (or categories)” (ibid.,
83-84).2

Itis in the explanation of how perception is constituted by language and
discourse that Hayek’s hermeneutics are most apparent. On many occasions,
Hayek emphasizes that in order to understand a different society, a theorist
must learn the beliefs and concepts held by people in that society, since the
meaning of their acts depends on those theories. It is impossible for out-
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siders merely to observe a foreign culture and understand the actions they
witness.

If . . . we had developed our modern scientific technique while still
confined to a part of our planet, and then had made contact with other
parts inhabited by a race which had advanced knowledge much fur-
ther, we clearly could not hope to understand many of their actions by
merely observing what they did and without directly learning from
them their knowledge. It would not be from observing them in action
that we should acquire their knowledge, but it would be through being
taught their knowledge that we should learn to understand their
actions. (Hayek 1g79a, 106)

For example, Hayek suggests that if anthropologists repeatedly witnessed a
chain being placed around the neck of some people in a foreign land, they
could not tell whether those people were being rewarded or punished. No
amount of measurement or modeling would enable the anthropologists to
understand this action. Understanding the action is only possible by learning
the meaning these people attribute to it (ibid., 50).

Location is also an important constituent of perception. According to
Hayek, “there is beyond question a body of very important but unorganized
knowledge which cannot possibly be called scientific in the sense of knowl-
edge of general rules: the knowledge of the particular circumstances of time
and place” (Hayek 1948h, 80). An individual’s knowledge is both limited and
enabled by the occupation of a unique economic location. What a person
perceives to be an opportunity for gain and the means by which the agent
believes this can be achieved are “facts” that everyone cannot know, because
everyone occupies different spaces. For example, the ability to respond to a
possible profitable opportunity depends on being in the right place to per-
ceive the opportunity and on imagining a workable production technique to
exploit it.

Hayek is not saying that each individual has special access to a particular
spatial aspect of objective reality. Such a formulation of the impact of loca-
tion on perception would suggest the possibility that an individual could
undertake a rational search process to gather any information not ready at
hand. Rather, Hayek describes the knowledge obtainable in a particular loca-
tion as the “special knowledge of circunistances of the fleeting moment not
known to others” (Hayek 1948h, 80). Occupying different spaces potentially
opens the door to different perceptions. Nevertheless, the necessarily subjec-
tive nature of perception implies that if someone were to occupy the same
location previously occupied by another—for instance, one manager
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replaces another in the same factory—the second occupier would not neces-
sarily perceive the same production function and resource scarcities as did
the first.

Time is another constituent of percéption and human action, insofar as
the passage of time engenders ever-changing expectations of the future.
Human action is integrally connected to the anticipation of future possibili-
ties (see Hayek 1948a). There are always elements of uncertainty and imagi-
nation in our decisions, since fulfillment or frustration of our objectives can
only occur after a decision is taken—in the present—to follow a particular
course of action. Satisfaction or regret occur in the future. Hence people’s
acts are guided not only by constraints and opportunities thought to exist but
also by conjectures of what might come to exist. Since the passage of time
will often change people’s perceptions of what can happen, these shifting
expectations of possible future outcomes are an important constituent of
human action.3

Finally, a theme Hayek elaborates in his work on psychology is how
unconscious, mental rules “govern our perceptions, and particularly our per-
ceptions of other people’s actions” (Hayek 1967e, 45). For example, a child
can understand a smile and return the expression without being able to artic-
ulate the meaning of the smile. The child’s understanding of the smile is an
example of rule-guided perception. Hayek suggests that we learn these men-
tal rules through a process of imitation and identification, and he reminds
his readers that the “capacity to imitate someone’s gait, postures, or gri-
maces certainly does not depend on our capacity to describe these in words”
(ibid., 48). Rule-guided perception is important for Hayek because it indi-
cates the limits to reason as the regulatory mechanism of mental processes.
The rules guiding individual perception, as in the case of the child’s under-
standing of a smile, are often implicit and cannot be described.

In Hayek’s economics, the indeterminacy of the future both forces and
frees people to make “real” choices, choices in which the range of potentially
relevant opportunities, constraints, and possible outcomes cannot be known
with certainty and must therefore, to some degree, be imagined. Although
the notion that people act purposively based on their subjective perceptions
and imaginations is repeated in different forms by nearly all Austrian econo-
mists who write on methodology, this postulate does not fully capture
Hayek’s explanation of the constituents of human action. For Hayek, “[m}an
is as much a rule-following animal as a purpose-seeking one” (Hayek 1973,
11). Social rules play as central a role in affecting human action in Hayek’s
theory as do perceptions and purposes. He emphasizes the importance of
rules, conventions, and institutions as guides to action when the conse-
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quences of action are unknown. Rules guard against what man “most fears,
and what puts him in a state of terror when it has happened[:] . . . to lose his
bearings and no longer to know what to do” (Hayek 1967d, 80).

Contrary to social theorists who seek the origin of rules in an original

-social contract struck among maximizing, self-interested people or as the

efficient result of a bargaining process among rational individuals, Hayek
believes that the “fact of our irremediable ignorance of most of the particular
facts which determine the processes of society is . . . the reason why most
social institutions have taken the form they actually have” (Hayek 1973, 13).
Many rules “cannot be wholly reduced” to the actions of rational individuals
(Hayek 1967d, 70).4 Not only is it impossible to derive many rules from indi-
vidual reason; it is not necessary to articulate certain rules in order to be able
to follow them. For example, in order to stay afloat, swimmers breathe more
deeply than pedestrians, even though they may remain unaware of their
changed breathing patterns. People may know how to perform a certain
action without knowing that (or being able to articulate that) their actions
follow a certain rule: “‘know how’ consists in the capacity to act according to
rules which we may be able to discover but which we need not be able to state
in order to obey them” (Hayek 1967€, 44). Thus, for Hayek not all human
action is purposive and under the direction of conscious knowledge. Tacit,
rule-bound knowledge is also an important guide to action.

In sum, Hayek develops a theory of human agency that is quite different
from that found in textbook, neoclassical economics. Neoclassical economic
theory typically posits autonomous, maximizing, rational, (perfectly) knowl-
edgeable human agents who are able to choose the single, best course of
action based on known objectives and constraints. The theoretical conven-
tion is to reduce social outcomes to the choices of these asocial, rational
beings. Orthodox economists make few attempts to theorize the socially
constituted nature of individual perception and action. In comparison,
Hayek develops a rich theory of human action, one that captures the social
aspects of agency while avoiding the functionalism of holistic theories. At
the same time, his social theory is not reductionist either. Social outcomes,
institutions, and rules cannot be reduced to individual choices and actions in
Hayek’s theory, because Hayek’s agents are epistemologically limited and
socially constituted. His discussions of subjectivism and the constituents of
perception and on rule-following as well as purpose-seeking behavior pro-
duce a theory of human agency that, I believe, is aptly characterized as
nonessentialist, or postmodernist. This nonessentialist theory of economic

action is integral to Hayek’s conceptualization of the market as 2 discovery
process. '
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THE MARKET AS A DISCOVERY PROCESS

Hayel’s theory of the market is the cornerstone of his economic liberalism,
as he insists that markets are most conducive to freedom and the best facili-
tators of progress, which he defines as the potential for people to strive con-
tinually to explore new possibilities and to discover and create new ways of
living. His economic theory begins with the concept of “dispersed informa-
tion,” a concept that partly captures the temporal and spatial aspects of eco-
nomic agency. Because competitive markets allow and encourage entrepre-
neurs to explore potentially gainful opportunities—opportunities that are
contingent on subjective perceptions and being in the right place at the right
time—they are the best institutional structure to exploit the dispersion of
uniquely and subjectively held economic knowledge. “If we can agree that
the economic problem of society is mainly one of rapid adaptation to
changes in the particular circumstances of time and place,” Hayek writes, “it
would seem to follow that the ultimate decisions must be left to the people
who are familiar with these circumstances, who know directly of the relevant
changes and of the resources immediately available to meet them” (Hayek
1948h, 83-84). According to Hayek, “wherever the use of [market] competi-
tion can be rationally justified, it is on the ground that we do not know in
advance the facts that determine the actions of competitors” (Hayek 1978a,
179). He celebrates markets because they foster the discovery and social
coordination of new products, techniques, and preferences.

We can begin to comprehend Hayek’s notion of discovery by contrasting
it to the notion of individual choice in neoclassical economics. For neoclas-
sical economists, individual choice is guided by mechanical calculations, the
famous cost-benefit analysis encapsulated in the utility-maximizing model.
In the neoclassical story, the individual acts to obtain a subjectively preferred
market basket by choosing among a given set of market baskets attainable
with income earned through production with a given production function
and a known endowment of resources. The economic actor also knows the
vector of all market prices, so that alternative market baskets “are known to be
‘there[,]’ . . . not discovered to be there” (Kirzner 1989, 10). Market prices,
endowments, and productive techniques are all objective data available for
the utility-maximizing calculation. Once knowledge of these “fundamen-
tals” is obtained, the individual, in effect, has no real choice: rational agents
must produce or purchase the one market basket that is optimal. For individ-
uals who know their preferences, market choice is determined by the objec-
tive data. Thus the influential twentieth-century neoclassical economist Vil-
fredo Pareto was able to argue that once the economist obtained “a
photograph of [the individual’s] tastes,” then “the individual may disappear”
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from economic analysis (quoted in Tarascio 1972, 415). For Pareto, technol-
ogy and resource availability were objective factors. As Tarascio comments,
“Pareto’s conception of pure economics was that it involved a study of objec-
tive factors, i.e., the relationship between economic quantities, without ref-
erence to the individual (subjective factors)” (ibid., 414-15).

Neoclassical economics reduces market outcomes to given preferences
(subjective data) and given technology and resource endowments (objective
data). The market performs the task of articulating all of these “givens” into
a state of equilibrium, an equilibrium that maximizes efficiency, that is, net
gains from trade. Hayek, in contrast, insists quite forcefully that preferences,
technology, and resource endowments are all discovered or created in the
market process. Moreover, in a market economy, there is no shared interper-
sonal hierarchy of ends. So the market order cannot be said to maximize any
‘aggregate measure of wealth or well-being. But even though the market does
not produce any objectively definable optimum, Hayek believes that the mar-
ket is valuable because “it may yet be highly conducive to the achievement of
many different individual purposes” (Hayek 1978a, 183).

Hayek advances the claim, unusual for an economist, that preferences are
not determined before an individual “goes to market.” He argues that
people’s innate desires are few; Hayek mentions food, shelter, and sex. He
sees most desires as culturally constituted: “It would scarcely be an exagger-
ation to say that contemporary man, in all fields where he has not yet formed
firm habits, tends to find out what he wants by looking at what his neighbors
do and atvarious displays of goods . . . and then choosing what he likes best”
(Hayek 1967¢, 315). The market creates a wide variety of goods people can
sample to discover which goods they most prefer. Against those who argue
that such a notion of preferences is inconsistent with consumer sovereignty,
Hayek responds that “particular producers can [not] deliberately determine
the wants of particular consumers” (ibid., 315). Although individuals may
discover their preferences as the market process unfolds, they are not forced
to purchase or desire any particular good. Consequently, no particular pro-
ducer exercises power over any particular consumer.

For Hayek, the data neoclassical economists usually conceptualize as the
objective basis for market decisions (i.e., technology, resource endowments,
and market prices) are subjective and indeterminate in the same sense that
preferences are. For instance, he argues, “which goods are scarce goods, or
which things are goods, and how scarce or valuable they are—these are pre-
cisely the things which competition has to discover” (Hayek 1978a, 181). As
Israel Kirzner explains in an extended commentary on the Hayekian notion
of the market discovery process: “What an individual decides to do is the out-
come, not necessarily of his given preferences and of the arrays of market
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baskets marked out by prices and budget constraints—but of what the indi-
vidual believes to be the set of available opportunities” (Kirzner 1989, 12).
Because beliefs about preferences, production functions, and resource avail-
ability are not determined by the data, because the data must always be inter-
preted, market “choice is the prototype of indeterminate action” (Lachmann
1986, 113). Choice is not determined by an optimal course of action that
fulfills the most desires or preferences subject to known constraints. The
effects of time, place, and perception on human agency may lead to choices
that are incorrect or inefficient by the standards of neoclassical theory and
that do not produce the satisfaction that individuals believed they would
receive.5

What Hayek refers to as the activity of the “man on the spot” (Hayek
1948h, 83) commands center stage in his theory of the market as a discovery
process. Kirzner and other subsequent Austrian economists call this activity
entrepreneurship. In the market process, entrepreneurs test their hypothe-
ses about what things consumers may wish to purchase and how these
things might be provided at low cost. These hypotheses are based not on
objective, universally accessible knowledge but on the individual seller’s par-
ticular knowledge, which may be partly articulate and partly tacit and which
remains always contingent on the seller’s unique spatial and temporal loca-
tion. If sellers are able to persuade potential buyers that their wares are
attractive at the asking price, thien the sellers’ hypotheses will yield a profit.
Otherwise, the seller will be forced to test a new hypothesis. A private prop-
erty, free market system establishes a structure of incentives that encourages
individuals to utilize their unique perceptions and knowledges in a manner
that fulfills other people’s needs and desires.

The incentives of monetary profit and hazards of monetary loss that exist
in a market economy serve to create an agreement among sellers of produc-
tive factors, producers, and consumers about which goods are scarce, which
technologies might be appropriate, and which goods are pleasing. For
Hayek, the chief benefit of the market is that it facilitates a competitive
process that allows dispersed individuals to discover whether their subjective
perceptions of economic opportunity are warranted, given others’ subjective
preferences and perceptions. Having to pass the test of market competition
facilitates the coordination of the actions of dispersed individuals who pos-
sess partial and subjective knowledge. The best way to interpret Hayek’s
notion of the market discovery process is not as a mechanism to uncover
knowledge of objectively existing production possibilities and preexisting
consumer preferences but as a type of dialogical process that creates an
evolving set of intersubjective agreements and disagreements about efficient
methods to produce ever-changing desirable goods. The lure of profit and
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the aversion to loss teach people which of their ideas about production and
consumption make sense in a larger social environment in which they must
rely on the efforts of others to satisfy their needs and desires. Market compe-
tition, one might say, creates a form of knowledge or truth about commodity
values, productive techniques, resource scarcities, costs, and so on.

Rather than presenting market competition as a predictable process,
Hayek depicts the market as a seething cauldron of unpredictable change,
constantly remaking the world. To participate in a market economy is to par-
take in “a voyage of exploration into the unknown, an attempt to discover
new ways of doing things better than they have been done before” (Hayek
1948e, 101). Yet a market economy is not chaotic in Hayek’s view. Hayek
maintains that market competition continually and spontaneously engen-
ders order.

Competition is essentially a process of the formation of opinion: by
spreading information, it creates that unity and coherence of the eco-
nomic system which we presuppose when we think of it as one market.
It creates the views people have about what is best and cheapest, and it
is because of it that people know at least as much about possibilities
and opportunities as they in fact do. (Hayek 1948e, 106)

In a world in which people are epistemologically limited, socially consti-
tuted, rule following, and creative, we can understand the market process as
facilitating the creation and subsequent use of new knowledge as well as the
spontaneous coordination of actions guided by subjective perceptions.

THE SOCIALIST CALCULATION DEBATE

Hayek’s process-oriented understanding of the market emerged out of his
participation in what is known as the socialist calculation debate during the
1930s, particularly in his reaction to Oscar Lange’s use of neoclassical eco-
nomics to propose a model of market socialism (Lange [1936] 1966). Neo- .
classical economics has a long history in theories of socialist planning and
market socialism, ranging from Enrico Barone (1go8) to John Roemer
(1994). Barone first demonstrated the formal similarity between a planned
economy and a perfectly competitive market economy. He showed that both
could be represented by a set of simultaneous equations representing the
technical possibilities of production, costs, and consumer demands. His
demonstration of the formal similarity between a planned and competitive
market economy led some socialists to contend that a centrally planned
economy would actually be more efficient than real-world, imperfectly com-
petitive market economies. A central planning board could collect informa-
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tion on the demands, scarcities, and production possibilities of various
goods and services and could use this information to solve a system of simul-
taneous equations that would determine the optimal production and distrib-
ution of goods and services much more effectively than would an undirected
market economy populated by firms with market power.

Proposals to replace all markets with central planning came under the fire
of Hayek and his fellow Austrian economist Ludwig von Mises in a sequence
of books and articles published in the 1920s and 1930s (Hayek 1935; Mises
1920, 1936). Hayek does not contest Barone’s demonstration of the formal
similarity between a centrally planned economy and a perfectly competitive
market economy, but he insists that Barone’s work reveals the practical
impossibility of a planned economy. There are two parts to Hayek’s argu-
ment. First, he contends that a central planning board cannot possibly per-
form the millions of calculations necessary to replicate the allocative ability
of the market (Hayek 1948g, 181-82). Second, even if the planning board
could perform the necessary calculations, Hayek maintains that the planning
board could never gather the information—about costs, technology, and
consumer preferences—necessary to execute these calculations. There is no
way, in Hayek’s view, for a central agency to overcome the problems created
by the dispersion of subjectively held knowledge. Hayek argues that knowl-
edge of production possibilities, resource scarcities, and consumer demands
does not exist as an objective set of magnitudes that can be bundled into con-
venient packets of information and channeled to central planners. These
arguments clarify and extend Mises’s earlier critiques of central planning.

In response to Hayek’s and Mises’s negative assessments of central plan-
ning, several economists, most notably Oskar Lange ([1936] 1966), acknowl-
edged the difficulties posed by the complete replacement of markets by cen-
tral planning, Instead, they advocated models of market socialism that
preserved markets for labor and consumer goods, while‘ébolishing private
property in capital goods and other nonlabor means of production. In
Lange’s model of market socialism, the state would own the means of pro-
duction, thereby eliminating the markets for real capital and for financial
shares of those capital goods. But if the markets for labor and consumer
goods were retained, allowing people free choice of occupation and in con-
sumption, Lange thought that the allocative role of the central planners
would be considerably simplified. Under such a scheme, central planners
would not have to make all the calculations that Hayek believed were impos-
sible to perform. Instead, the planners would only have to design a method
to determine the various prices of capital goods, since the markets for these
goods were eliminated, and to instruct managers of state-owned firms how
to act, since market discipline on management was removed. If these prob-
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lems could be surmounted, a market socialist system would offer the advan-
tages of a more equitable distribution of income, control over the business
cycle, and production for need rather than profit. Or so Lange argued.

To determine the prices of capital goods once the state assumed control of
the means of production, Lange borrowed an idea from Fred Taylor ({1929}
1966), who previously had sketched a model market socialist system. Taylor
proposed that the state could develop a series of “factor valuation tables”
through an iterative process that would place rational values on the various
means of production. The first step of this iterative process was for the
socialist planning board to record the market prices of capital goods that had
existed during the previous capitalist society. The initial factor valuation
table, based on historical market data, would give the managers of state-
owned enterprises a preliminary idea about the economic value of the capital
goods they supervised. Managers would then be instructed to treat these
prices and the market-determined prices of labor inputs as parameters for
the purpose of calculating the costs of production.

Lange suggested that the central planning board, knowing the cost of
labor and the cost of capital, could then impose two rules of production on
the managers of state-owned firms. First, managers should be instructed to
figure out the cost-minimizing combination of capital and labor for every
level of production. Second, plant managers should ascertain the price of
their output from the consumer goods market and then choose a level of pro-
duction where output price equals the marginal cost of production; that is,
firms should produce where price equals marginal costs, utilizing a cost-
minimizing strategy, thereby mimicking the behavior of firms in the neo-
classical theory of perfect competition.

The central planning board would continually monitor market and pro-
duction conditions, looking for shortages and surpluses evident in the con-
sumer goods markets and excess or inadequate supplies of capital resources,
as reported by the plant managers. The planning board would react to any
instance of disequilibrium by adjusting the prices in the factor valuation
tables. After the factor valuation tables were updated, plant managers would
be instructed to treat these new prices as the relevant data in determining
their production costs and optimal production levels. This trial-and-error
process would be repeated until the economy converged to a general equilib-
rium in which the average price of each consumer good equaled the mini-
mum cost of its production and in which the factor valuation tables were

-adjusted to eliminate all excess supplies and demands for capital goods. In

this way, Lange argued that a planning board could replicate the pricing and
coordination functions of competition in capital goods markets (as well as
the markets for other nonlabor factors of production).
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What, then, would be the benefit of adopting this form of market social-
ism? If Lange’s model merely replicates market outcomes, then why go to the
trouble of socializing the means of production and instituting a planning
board? Lange thought there were several reasons. First, socializing the
means of production would allow the equal distribution of income derived
from capital. While the market would determine labor income, Lange pro-
posed that social welfare could be maximized if capital income were distrib-
uted equally to all citizens in the form of a social dividend. Second, the plan-
ning board would determine the rate and composition of investment
spending. This would alleviate the business cycle and institute a more ratio-
nal rate of capital accumulation. Finally, the planning board could incorpo-
rate external costs and benefits in the factor valuation tables, thus enabling
market socialism to account more effectively than free markets for what
Lange called “social overhead costs” (Lange [1936] 1966, 104).

Three characteristics of Lange’s blueprint need to be highlighted in order
to understand Hayek’s critique. Bach is derived from Lange’s belief that the
neoclassical, competitive equilibrium model was an appropriate description
of a market economy. First, since the neoclassical model treats preferences
and resource availability as givens and since Lange understood the neoclassi-
cal equilibrium model to be an accurate representation of a market economy,
he explicitly assumed that preferences and resource availability could be
treated as givens by the planning board (ibid., 60).

Second, Lange’s two production rules, that firms were to produce where
price equals marginal costs and where average cost is minimized, depended
on costs being objective variables readily observable by plant managers and
central planners. In other words, Lange imagined that firms faced clearly
identifiable production possibilities, as if technology were an objective
given. Lange wrote that costs of production “are determined ultimately by
the technical possibilities of transformation of one commodity into another,
L.e., by the production finctions.” He believed that these production func-
tions were like tangible blueprints and that plant managers could communi-
cate knowledge of these blueprints to the planning board so that “adminis-
trators of a socialist economy will have exactly the same knowledge, or lack
of knowledge, of the production functions as the capitalist entrepreneurs
have” (ibid., 61).

Third, Lange’s model assumed that economic action was determined by
objective data. In perfect competition as described by the neoclassical model,
all economic actors are “price takers.” Lange emphasized that “each individ-
ual separately regards the market prices as given data to which he has to
adjust himself,” so that “[m]arket prices are thus parameters determining
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the behavior of the individuals” (ibid., 70). Under this model, as long as eco-
nomic actors, especially plant managers, followed the appropriate optimiz-
ing rules, their courses of action were clearly defined. This notion is consis-
tent with Pareto’s belief that once an individual’s (subjective) preferences are
registered, the economist (or planner) need no longer attend to individual,
subjective factors. For socialists working in the tradition of neoclassical eco-
nomics—that is, socialists who treat prices as parameters and understand
scarcity and technology as objectively definable—a socialist economy can be
conceived without reference to the subjective, socially constituted nature of
individual perception and action.

Hayel’s critique of Lange’s socialism is rooted at the'most fundamental
level, in their differing visions of the economic problem. For Lange, the eco-
nomic problem is how society can best make the “choice between alterna-
tives,” that is, how society can best allocate given resources based on the pre-
vailing pattern of consumer demand and the available production
techniques. He understands these alternatives to be determined by objective
facts. For Hayek, the economic problem is how to achieve economic order on
a large scale among epistemologically limited individuals whose knowledge
and circumstances are constantly changing. Hayek’s subjectivism leads him
to see “the economic problem of society [to be] mainly one of rapid adapta-
tion to changes in the particular circumstances of time and place” (Hayek
1948h, 83). The ephemeral knowledge of economic opportunities contin-
gent on time and place can never be “‘given’ to any single mind” (ibid., 77)
and thus is impossible to centralize. It is available only to the man on the
spot, and what he sees or imagines may well be in error or inconsistent with
others’ perceptions and desires. Only the test of market competition can
decide the “truth-value” of the entrepreneurial knowledge of the man on the
spot. Hayek’s conclusion is not that central planning is impossible but that it
is likely to result in considerably lower standards of living, since government
planners cannot elicit and exploit subjectively held knowledge as effectively
as can a competitive market process.

Perhaps Hayek’s insistence that dispersed, subjective knowledge cannot
be universally shared or centralized will be clearer if we recall his claim that
much of the knowledge guiding human action is inarticulate: that is, people
know how to perform certain actions without fully comprehending how or
why they are performed. Individual producers have firm-specific knowledge
about production techniques and material suppliers that is difficult or
impossible to transmit to a central authority, because this knowledge is in

the form of habit, intuition, ingenuity, and personal contacts. Hayek
explains:
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[The centralization of knowledge] is an absurd idea even in so far as
that knowledge is concerned which can properly be said to “exist” at
any moment of time. But much of the knowledge that is actually uti-
lized is by no means “in existence” in this ready-made form. Most of it
consists in a technique of thought which enables the individual engi-
neer to find new solutions rapidly as soon as he is confronted with new
constellations of circumstances. (Hayek 1948f, 155)

Lavoie is especially convincing in arguing that the ability of the market to
coordinate inarticulate knowledge is the key to understanding Hayek’s sub-
jectivist theory of the market process. From a subjectivist perspective that
accepts the existence of inarticulate knowledge, “producers know more than
they can explicitly communicate to others” (Lavoie 1986b, g). Thus one char-
acteristic of a private property market economy is that it provides individuals
the incentive and opportunity to act on inarticulate, subjective perceptions of
economic opportunity.

The existence of dispersed knowledge suggests to Hayek that private
property owners, not a centralized agency, should be responsible for pro-
duction. Since Hayek understands the economic problem to be the social
coordination of individuals who are adjusting to local changes in data (the
subjective knowledge of preferences, technologies, and resource scarcities),
he insists that production and consumption decisions “must be left to the
people who are familiar with these circumstances, who know directly of the
relevant changes and of the resources immediately available to meet them?”
(Hayek 1948h, 83—84). He praises the exchange of private property in mar-
kets—guided by the incentives of profit and loss—as a process that can coor-
dinate individual action and make social use of broadly dispersed knowledge
that is intrinsically inaccessible to a planning authority. Only private owner-
ship provides individuals with the incentives and control necessary to
respond to the particular circumstances of time and place. Given Hayek’s
attention to the problem of dispersed knowledge, it is not surprising that he
is critical of Lange’s market socialism, a proposal Hayek claims to be “born
out of an excessive preoccupation with problems of the pure theory of sta-
tionary equilibrium” (Hayek 1948g, 188). v

Hayek offers several specific criticisms of Lange’s model that further elu-
cidate the implications of subjectivism and the notion of the marlket as a dis-
covery process. First, Hayek notes that because Lange’s planning board must
fix prices for some period of time, prices cannot instantly change. If plant
managers find themselves with a temporary surplus or shortage of inputs,
they cannot respond by lowering or raising input prices to correct the situa-
tion. They have to wait until the planning board readjusts the factor valuation
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tables. Whereas prices in a competitive market can change immediately,
prices in Lange’s market socialism are not flexible to take advantage of these
circumstances and thus cannot reflect “distinctions based on the special cir-
cumstances of time, place, and quality” (Hayek 1948g, 193). Consequently, a
market socialist society will utilize less knowledge than a free market econ-
omy and will therefore be inefficient in a Hayekian sense.

Second (and closely related to his first criticism), Hayek maintains that
under Lange’s model, socialist managers will have little or no incentive to
take advantage of unique circumstances within their firms that might reduce
production costs. Lange does not recognize this problem, because he sees
technological knowledge as objective knowledge that is visible to anyone
who looks for it. In reality, it is not easy to monitor whether managers are
actually following the planning board’s instructions to produce at minimum
cost. Lavoie comments: “It is only by assuming objectively known costs that
the function that profit maximization fulfills under capitalism can plausibly
be replaced with a pair of rules issued by the central planning board to plant
managers. If costs are unknown to the planning board, it would be impossi-
ble for it to tell whether or not plant managers are obeying the rules” (Lavoie
1985, 123). By assuming given costs, Lange neglects a valuable characteristic
of market competition: the way in which it constantly stimulates producers
to be alert to local, firm-specific changes in data. Because Lange supposes
that knowledge of technology and resource availability is objective and acces-
sible to all, there is no obstacle to this knowledge quickly finding its way into
a factor valuation table. Hayek, however, believes that state ownership
reduces the incentive to discover or reveal such knowledge. Without market
competition, much of this knowledge will be lost.

Third, Hayek argues thatif Lange’s planning board were in place, individ-
uals would have less incentive to create new economic knowledge. In the
absence of private property in the means of production, new firms cannot
freely enter an industry, even if they surmise that they can successfully pro-
duce a new type of commodity or an existing commodity at lower cost. A new
firm would first have to persuade the planning board to allow it to establish
operations. The need to perform this bureaucratic step would likely inhibit
the formation of new firms, with the detrimental effects of less innovation
and higher prices. Requiring the approval of a planning board would dis-
courage free entry, an important mechanism facilitating the individual pur-
suit of creative, subjectively perceived opportunities for gain.

Hayek concludes that a system of private property and an unregulated
market process promotes the discovery, creation, and coordination of dis-
persed, subjectively held economic knowledge in ways that any form of
national economic planning is simply unable to replicate. Central planning
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reduces the incentive individuals have to discover opportunities contingent
on the unique circumstances of time and place, and individuals in a planned
economy have a more difficult time exploring and implementing creative
projects. Hayek’s defense of economic liberalism against central planning is
thus primarily epistemological, a fact that went unappreciated by most econ-
omists during the 1930s and 1940s. His subjectivism and notion of market
process were not recognized by the bulk of the economics profession. As a
result, general opinion held for some time that the market socialists, who
couched their proposals in the language of neoclassical economics, had
effectively refuted Hayek’s contention that all forms of central planning were
unworkable (Lavoie 1985, 1~27). Before the collapse of central planning in
the former Soviet Union, many economists continued to pronounce Hayek’s
defeat at the hands of the market socialists. Today, most economists think
that Hayek was right.

THE MARKET AND THE COMMON GOOD

Does Hayek’s postmodern individualism leave him, like so many postmod-
ernists, with no normative grounds on which to develop a consequentialist
evaluation of market processes; that is, does Hayek’s subjectivism leave him
with a purely deontological case for markets, one that ultimately borders on
relativism or nihilism? Does a perspective that accepts an applied epistermo-
logical postmodernism lead inevitably to a libertarian or even anarchist polit-
ical theory? These are important questions for postmodern Marxists to con-
sider in determining whether the pursuit of a socialist project that is
concerned with outcomes as well as processes makes sense in a post-
Hayekian world.

James Buchanan and Viktor Vanberg’s evaluation of the market process
suggests that the answer to these questions might be yes (Buchanan and
Vanberg 1991). They adopt a radically subjectivist perspective to describe the
marketas a creative process, a description similar to Hayek’s vision of a mar-
ket economy. For radical subjectivists, market economies are open-ended,
evolving processes that are always being constituted by creative individual
choices. Picturing the market as a creative process means that an omniscient
observer, if one might be conceived to exist, would be unable to see all the
economic opportunities that are possible, because those opportunities only
exist after individual producers and consumers each decide on a course of
action. If we think that the market economy is a creative process, then
Buchanan and Vanberg assert that we must recognize that the market, in the

aggregate, “neither maximizes nor minimizes anything.” They further
explain:
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It simply allows participants to pursue that which they value, subject to
the preferences and endowments of others, and within the constraints
of general “rules of the game” that allow, and provide incentives for,
individuals to try out new ways of doing things. There simply is no
“external,” independently defined objective against which the results
of market processes can be evaluated. (Buchanan and Vanberg 1991,
181)

In effect, Buchanan and Vanberg claim that a radically subjectivist perspec-
tive precludes any consequentialist notion of the “common good” or any
other way to determine whether the market process serves the public interest
in any sense other than that it enables those successful at earning an income
the opportunity to explore consumption possibilities.

Buchanan and Vanberg argue that radical subjectivism rules out theories
of distributive justice that have long been the centerpieces of many socialist
visions. Hayek’s postmodern individualist views do as well. Buchanan, Van-
berg, and Hayek each advocate procedural justice, that is, justice in the fair-
ness of the rules regulating market interactions. Hayek gives us a thin theory
of the common good that, to many free market advocates, appears to shut the
door on a thicker, socialist theory of social welfare that strives for more equi-
table outcomes in addition to fair processes. To see whether this appearance
is necessarily correct and whether one can simultaneously be a postmod-
ernist and a socialist, chapter 3 of this book will consider how Hayek links
his theories of social evolution and procedural justice to his postmodern
individualism. Chapters 4 and 5 exploit weaknesses in this theory to argue
fora consequentialist, socialist theory of justice against the backdrop of epis-
temological postmodernism.

HAYEK’S POSTMODERN ECONOMICS * 37



CHAPTER 3

Hayek’s Theory of the Common Good

Social Evolution, Law, and Justice
*

In The Road to Serfdom, Hayek defines the common good to be “limited to the
fields where people agree on common ends,” and he maintains that “people
are most likely to agree on common action where the common end is not an
ultimate end to them but a means capable of serving a great variety of pur-
poses” (Hayek [1944] 1976, 60). One of these multipurpose means—and
arguably the centerpiece of Hayek’s vision of limited government—is the
enforcement of agreed-on rules, that is, rules discovered and codified
through systems of common law. Hayek understands the common law
process to produce an evolved, legal order that articulates rules that people
already implicitly accept. He also sees the common law as generally consis-
tent with the rule of law.

The Road to Serfdom celebrates the rule of law as a shield against govern-
ment tyranny. Hayek equates the rule of law with the enforcement of formal
rules that “do not aim at the wants and needs of particular people,” in con-
trast to socialism and other forms of central planning in which governments
enact substantive rules to direct “the means of production to particular ends”
(ibid., 73). In other words, Hayek distinguishes end-independent (formal)
rules that apply equally to all people from goal-oriented (substantive) rules
that involve government “picking winners” or that direct certain people and
businesses to do specific things. By not favoring some people or firms over
others, the rule of law establishes a fair, impartial process—a procedurally
just frameworle—for the conduct of economic activity. The alternative to the
rule of law, Hayek believes, is arbitrary government.

After reading The Road to Serfdom in 1944, John Maynard Keynes, the father
of modern macroeconomic thought and advocate of government regulation
of market economies, wrote a notable letter to Hayek (Keynes [1944] 1971).
He applauded Hayek’s critique of central planning but asserted that Hayek’s
free market conclusions were overdrawn. Keynes pointed out that Hayek’s
critique of central planning did not provide a framework to determine other,
limited ways in which government policymakers might be able to contribute
to social betterment. Hayek raises this issue indirectly in The Road o Serfdorm,
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remarking that the distinction “between formal law or justice and substan-
tive rules is . . . most difficult to draw precisely in practice” ([1944] 1976, 74).
For example, he suggests that a wealthy society can assure to everyone “some
minimum of food, shelter, and clothing, sufficient to preserve health and the
capacity to work™ (ibid., 120).

Keynes highlighted this ambiguity and noted that The Road to Serfdom
offered no principles or criteria to help economists decide where to draw the
line between the proper domains of government and the market. Keynes
wrote in his letter: “You [Hayek] admit here and there that it is a question of
knowing where to draw the line. You agree that the line has to be drawn
somewhere, and that the logical extreme is not possible. But you give no
guidance whatever as to where to draw it” (Keynes [1944] 1971, 386-87).
Keynes went on to criticize Hayek, as many others have since, for implying
that any movement toward government planning or regulation leads society
over a precipice to totalitarianism.

In response to Keynes and other critics, Hayek endeavored in subsequent
works (Hayek 1960, 1973, 1976, 1979b) to carefully specify the line of demar-
cation between arbitrary government and a competitive market economy
governed by the rule of law. He describes common law rules as generally
reflecting an evolved, social agreement about the boundary between legiti-
mate and illegitimate government action. He also sees the rule of law as the
outcome of a spontaneous, common law process. Hayek’s later work thus
elevates the rule of law itself as the proper arbiter of the boundary between
appropriate and arbitrary government action. As long as public policy is con-
sistent with the rule of law, property rights and market exchanges will be
insulated from politics and discretionary public policy.

-For Hayek, evolved common laws place a crucial barrier between public
and private law. Public law is concerned with the organization, jurisdiction,
and responsibilities of government. The legitimacy of public law, according
to such liberal political theoreticians as Hayek, lies in an elected legislature
or in a constitution adopted by a sovereign people. Private law, in contrast,
concerns relations among and between private individuals, most notably in
their exchanges of property. While Hayek recognizes that public law stems in
part from the will of the people, he looks elsewhere for the foundation of pri-
vate law. For unless the private domain is insulated from public authority,
what he calls “totalitarian democracy” (Hayek 197gb, 4) will constantly
threaten to usurp private property rights and erode the freedom of contract.
Hayek grounds private law in a theory of evolved common law rules, and he
limits public policy by its need to respect the wisdom of those rules, insofar
as they are consistent with the rule of law.,

The task of this chapter is to analyze Hayek’s defense of the rule of law as
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the only practical and just framework to regulate economic activity. First, I
will describe Hayek’s evolutionary concept of spontaneous order and its con-
nection to his postmodern individualism (outlined in chap. 2). Second, I will
explain how the notion of spontaneous order underpins Hayek’s claim thata
competitive market economy governed by the rule of law is a procedurally
just system. [ will discuss how the rule of law promotes economic freedom
(defined by Hayek as “a state in which each can use his knowledge for his
purposes” [Hayek 1973, 55-561), as well as Hayek’s understanding of the
rule of law as a spontaneously evolved, rather than rationally designed, prin-
ciple. Finally, I will consider Hayek’s radical claim that his legal theory, in
conjunction with what I have called his epistemological postmodernism,
forecloses all theories of distributive justice. Understanding the strengths
and weaknesses of Hayek’s legal theory is necessary in order to fashion a
practical and persuasive vision of post-Hayekian socialism in which demo-
cratic governments would be authorized to alter the rules of the economic
game based on socialist notions of justice. Developing that vision will be the
principal task of the subsequent chapters.

SPONTANEOUS ORDER AND SOCIAL EVOLUTION

Hayek uses the term spontaneous order to describe social institutions that are
the product not of human design but, rather, of an evolutionary process that
is not guided by human reason and not reducible to universal regularities in
human behavior. Examples of spontaneous orders include markets, money,
language, and the common law. Spontaneous orders exist because people
stumble on certain rules and institutional forms that help to produce social
cohesion: “the formation of spontanecus orders is the result of their ele-
ments following certain rules in their responses to their immediate environ-
ment” (Hayek 1973, 43). There is no need for these rules to be known by
people (the “elements” of society), since they can follow rules without know-
ing that their actions will produce a particular outcome—for instance, that
they will remain afloat in water if they breathe more deeply or that they will
increase aggregate wealth if they respect individual property titles. Sponta-
neous orders crystallize out of the evolved regularities of human action and
interaction, even if these actions are not motivated by a desire to produce any
kind of social order.

The evolutionary nature of a Hayekian spontaneous order is further
revealed in Hayek’s distinction between what he calls “cosmos” and “taxis,”
two concepts of order derived from ancient Greek thought. A taxis is a con-
structed order, rationally designed to serve a particular purpose. A family, a
corporation, or a military unit would qualify as a taxis. A cosmos, in contrast,
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is an evolved or “grown” order. A cosmos forms spontaneously, not as a
result of human intention, but “from regularities of the behavior of the ele-
ments which it comprises” (Hayek 1978b, 74). Because a cosmos is not a
product of human will, it cannot be said to have a goal or purpose. A market
economy, for example, is not a constructed organization but, rather, an
evolved institution that has emerged out of certain regularities of human
behavior that have developed in dialectical interaction with the human envi-
ronment. As such, a market economy aims toward no single end and has no
single purpose. It does not maximize anything. It may, however, be highly
conducive for “the pursuit of many purposes,” insofar as it allows people the
freedom to undertake creative ventures and to satisfy personal goals (ibid.).
In this way, the market promotes individual liberty and social welfare.

According to Hayek, one of the fatal conceits of modern social thought is
the tendency to treat a cosmos as if it were a taxis. Hayek argues that when
people believe they can direct society toward some predefined goal or when
they are willing to accept social outcomes only if these outcomes adhere to
some rational criterion, they have overestimated the power of human reason
and underestimated the tacit, unarticulated knowledge that is embodied in
evolved institutions. Hayek consistently maintains that to regard a cosmos as
if it can conform to a rational standard or be engineered to serve a social pur-
pose is the source of much discontent and discoordination.

The intellectual roots of Hayek’s notion of cosmos lie in Adam Smith’s
conception of natural order. Smith reacted to the rationalist tradition as
exemplified by the Physiocrats, who understood human society as a natural
order that arises from the natural ability of human reason to deduce natural
laws. In the rationalist view, natural laws discoverable by reason were the
glue binding society together. Smith was skeptical of the power of humans to
correctly select these so-called natural laws. Instead, he proposed that social
order was the outgrowth of “the normal operations of the instincts and feel-
ings of men, supplemented by their intelligence as that may work in the
sphere in which it is effective” (O. Taylor 1955, 88). In other words, for
Smith, social order was the evolved product of people’s natural propensity to
truck, barter, and trade. Human nature led people to engage in systematic
behavior—trucking and bartering—whose unintended consequence was
extensive division of labor, economic growth, and social cohesion. Hayek
accepts Smith’s antirationalism and adopts his evolutionary view of eco-
nomicand social development.

But in one important respect, Hayek’s conception of order differs from
Smith’s: Hayek does not root the essence of spontaneous order in human
nature.” For Smith, human nature is the source of the regularity in human
behavior that engenders social order. Social order is reducible to human
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actions, actions grounded in natural instinct. But Hayek goes further than
Smith, to insist that spontaneous orders are not reducible to human nature.

The existence of such ordered structures as galaxies, solar systems,
organisms, and social orders . . . [display] as wholes regularities which
cannot be wholly reduced to the regularities of the parts, because they
also depend on the interaction of the whole with the environment
which placed and keeps the parts in the order necessary for the specific
behavior of the whole. (Hayek 1967d, 74)

According to Hayek, the regularity of human action cannot be the source of a
spontaneous order on the scale of a society, because human action is consti-
tuted by a plurality of spontaneous orders—articulate and inarticulate rules
of conduct—that must themselves fit together to produce a coherent whole.
This fitting together of rules and institutions is dependent on an evolutionary
process that is not predetermined. The institutional complex of any society is
path dependent. The existence of and interaction among existing institu-
tions is contingent on the social structures from which they evolved. Regu-
larities in human action are similarly evolved products.

Hayek’s theory of spontaneous social order is closely connected to his
evolutionary notion of group selection. He views the survival of a culture, for
example, as the result of its adoption of rules that have proven to be success-
ful (even if unconscious) guides to coordination. “The cultural heritage into
which man is born consists of a complex of practices or rules of conduct
which have prevailed,” he maintains, “because they made a group of men
successful but which were notadopted because it was known that they would
bring about desired effects” (Hayek 1973, 17). He adds, “These rules of con-
duct have thus not developed as the recognized conditions for the achieve-
ment of a known purpose, but have evolved because the groups who prac-
ticed them were more successful and displaced others” (ibid., 18). Here
Hayek employs a functional argument to explain the emergence and survival
of rules and institutions in terms of their ability to yield socially beneficial
results. The social environment constitutes human behavior insofar as the
environment limits the range of human behavior to those actions that will
not destroy the society. He remarks that social order exists “because the ele-
ments [i.e., people] do what is necessary to secure the persistence of that
order” (Hayek 1967d, 77).

If we interpret Hayek’s methodological individualism as a reductionist,
rational choice individualism, his theory of group selection would clearly
seem to violate his methodological views. Viktor Vanberg calls attention to
this supposed inconsistency in Hayek’s thought. For Vanberg, a theory of
spontaneous order consistent with rational choice individualism shows how
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an institution “can be explained as an unintended, but systematic outcome of
a process of interaction among individuals who are separately pursuing their
own ends” (Vanberg 1986, 81). Hayek, however, relies on a theory that
explains the survival of institutions in terms of their ability to promote group
survival. The weakness of this sort of explanation, Vanberg believes, lies in
its inability to illustrate how the free rider problem is overcome. A theory of
institutional evolution that appeals to a process of group selection rather
than individual selection cannot explain why individuals should follow rules
or preserve institutions that benefit the group but prov1de no direct benefit to
the individuals themselves.

Vanberg’s critique does not seem to be consonant with Hayek’s actual
view of methodological individualism. The individual’s epistemic circum-
stances and the constituted nature of perception are fundamental considera-
tions in Hayek’s version of methodological individualism. Hayek stresses the
limits to individual reason and emphasizes the often inarticulate, practical
knowledge that guides human action and that constitutes human percep-
tion. He understands rule following and the constitution of the individual by
the cultural environment largely as a response to ignorance. Individuals fol-
low rules and conventions because they do not know the consequences of
alternative actions. Vanberg’s free rider critique is firmly rooted in the ratio-
nal choice tradition that assumes all human action to be motivated by a ratio-
nal quest to achieve maximum individual gain. In this framework, isolated
individuals know their private interests, and they know how to achieve their
respective interests. Individuals obey and preserve rules, conventions, and
institutions only when such behavior is demonstrably optimal. This free
rider critique loses its force when Hayek’s methodological individualism is
understood to imply a rule-following individual with constituted perceptions
and purposes, rather than a totally rational individual. In Hayek’s view,
because people lack the epistemic capacity to conduct all behavior rationally,
they might very well follow rules that an omniscient observer could see are
not in their individual self-interests. In this light, Hayek’s seemingly func-
tionalist or holistic evolutionary theory can be interpreted as pointing to (or
atleast consistent with) the social constituents of human action.

Hayek’s discussion of spontaneous orders helps to clarify the difference
between his form of methodological individualism and the forms prevalent
among many social theorists. Spontanéous orders, for Hayek, are responses
to a social problem: how can individual behaviors motivated by potentially
unique subjective perceptions and expectations result in social cohesion?
Hayek explains that his concept of order “describe[s] a state of affairs in
which a multiplicity of elements of various kinds are so related to each other
that we may learn from our acquaintance with some spatial or temporal part
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of the whole to form correct expectations concerning the rest, or at least
expectations which have a good chance of proving correct” (Hayek 1973, 36).

Within this concept; spontaneously emergent institutions are evolved adap- -

tations to the myriad coordination problems posed by dispersed individuals
with partial knowledge, in that they help individuals to determine which
course of action will most likely succeed. Hayek highlights the autonomy of
institutions in ways that rational choice methodological individualists can-
not. His socially constituted individuals cannot possess the knowledge nec-
essary to design efficient coordinating institutions, as tends to be assumed
by the more conventional methodological individualism associated with
neoclassical economics and other forms of social theory based on rational
choice individualism.

Don Lavoie contends that modernist understandings of science are largely
responsible for the failure of much social theory to grasp Hayel’s concept of
cosmos. Modernist science, according to Lavoie, is characterized by a mech-
anistic understanding of nature that pictures it as “the outgrowth of pre-
dictable laws that are not the design of any conscious entity, but in principle
are subject to human mastery” (Lavoie 1989, 616). Knowing these predictable
laws provides a way to bend the forces of nature to human purposes. Because
social scientists often adopt the dominant conception of physical science,
“the economy” in modernist political economy is also “rendered as a system-
atic mechanism that can be mastered if we only learn its principles of opera-
tion” (ibid.). Lavoie claims that new conceptions of science emphasize the
nondeterministic and nonmechanistic nature of the world. These new
approaches to science (some would call them postmodern) draw attention to
the creative and self-organizing aspect of physical systems in a manner sim-
ilar to Hayek’s presentation of the spontaneous emergence of a cosmos.
Whereas modernist physical and social sciences stress control of natural and
social phenomena as one of their primary goals, the purpose of theoretical
inquiry from the perspective of the new science is to learn how to cultivate
self-organizing processes. )

Hayek uses an agricultural metaphor to describe the proper conduct of
government in the cultivation of a self-organizing economic process. Good
government, he says, is more like farming than building bridges: the formu-
lation of public policy is similar to “the sense in which the farmer or gardener
cultivates his piants, where he knows and can control only some of the deter-
mining circumstances” (Hayek 19674, 19). The goal of effective government
is “to cultivate rather than to control the forces of the social process” (ibid.).
An attitude of cultivation respects the limits people face in manipulating
social outcomes. Hayel does not deny that purposive human acticns partly
constitute history. His protests against the illiberal and impractical conceit
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of social engineering notwithstanding, Hayek holds tightly to the notion that
intentional human action can influence the course of events. But he main-
tains that the best way for public policy to be effective is to create the condi-
tions for spontaneous social orders to emerge, much as scientists can induce -
the formation of crystals by creating the proper environment (Hayek 1973,
39-40).

THE RULE OF LAW, SOCIAL ORDER, AND JUSTICE

-Hayek recognizes that we cannot speak of markets and market coordination

without also speaking of law, since the spontaneous order that arises from
markets is constituted in part by the spontaneously evolved legal system in
which market exchanges occur. It is impossible to separate market processes
from the rules that shape their boundaries.

The decision to rely on voluntary contracts as the main instrument for
organizing the relations between individuals does not determine what
the specific content of the law of contract ought to be; and the recogni-
tion of the right of private property does not determine what exactly
should be the content of this right in order that the market mechanism
will work as effectively and beneficially as possible. (Hayek 1960, 229)

For Hayek, it is the legal system, particularly common law courts, that offers
the appropriate arena in which to settle questions about which rules would
best contribute to the effective functioning of a market-based economy.
Hayek therefore distinguishes between appropriate and inappropriate legal
rules. Some rules will guide individual action to produce social coordination
and cohesion, while other rules will quickly produce social disintegration.
For instance, if people followed the rule “Run the other way when another
person comes into view,” a social order would likely be impossible (Hayek
1973, 44). Appropriate rules set the conditions for a spontaneous order to
form, while inappropriate rules undermine social cooperation by fostering
distrust, conflict, and other kinds of social discord or disorder. The legiti-
mate role of government in a private property, market economy is to enforce
those rules that, by their survival through a long evolutionary process, have
proven their ability to enhance social coordination.

Hayek is equally attentive to the justice or injustice of legal rules. He
defines just rules as those consistent with the rule of law, that is, the restric-
tion of government action to the legislation and enforcement of laws that are
general, universally épplicable, and well-announced (Hayek 1960, 205-10).
“General” laws, for Hayek, are long-term rules that will apply to unknown
future cases. “Universally applicable” laws apply equally to all persons, not
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just to particular types or classes of people. Finally, laws must be well
announced, known, and certain, so that individuals can reasonably predict
the decisions of courts and the government’s use of its coercive powers. This
is an important practical attribute of the rule of law for Hayek, because the
predictability of law enables individuals to have a good sense of the range of
acceptable behavior. Legal clarity and stability allow people to form reliable
expectations about how others will be permitted to act, and these expecta-
tions are essential to guide individual action in a manner consistent with
social coordination.

Hayek develops these ideas most fully in his book The Constitution of Liberty
(1960). He conceives the rule of law as a metalegal doctrine that should con-
strain the content of particular laws and hence the government’s authority to
enforce rules of conduct in a free society. Whether the government’s use of
coercion to enforce a particular law is warranted, legitimate, and compatible
with individual freedom or arbitrary, illegitimate, and a violation of individ-
ual freedom depends on the law’s consistency with the rule of law. “[T1he
rule of law,” Hayek argues, “provides the criterion which enables us to dis-
tinguish between those measures which are and those which are not com-
patible with a free system” (Hayek 1960, 222). This holds true for economic
policy as well: “The classical argument for freedom in economic affairs rests
on the tacit postulate that the rule of law should govern policy in this as in all
other spheres” (ibid., 220).

The rule of law thus provides a framework for human conduct that yields
a twofold benefit: commutative justice and the material prosperity that flows
from an extensive division of labor and social cooperation. Hayek reaches
this conclusion through a series of steps. First, he afgues for the importance
of minimizing coercion based on a particular conception of individual free-
dom. Second, he links the minimization of coercion to the development of
individual spheres of responsibility, or private property. Finally, he defends
the uncoerced exchange of private property on the basis of its beneficent
(albeit unintended) consequences for the economy and society at large.

According to Hayek, an individual is coerced when “somebody else has
power so to manipulate the conditions as to make him act according to that
person’s will rather than his own” (ibid., 13). The absence of coercion allows
an individual to be free in the sense that “he can expect to shape his course of
actions in accordance with his present intentions,” given the set of resource
constraints he faces (ibid.). Thus “ ‘freedom’ refers solely to a relation of men
to other men” (ibid., 12) and does “not depend on the range of choice” that
the possession of a given amount of resources might allow or disallow (ibid.,
13). For Hayek, the state of freedom has nothing to do with the amount of
resources a person possesses; it refers only to the ability to act with indepen-
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dence from another person’s will. Thus, whether an economic process is just
does not depend on a person’s real opportunities or achieved standard of liv-
ing but only on whether the rules regulating individual conduct are enforced
impartially, so that government officials do not arbitrarily interfere with an
individual’s ability to explore a perceived economic opportunity.

An important role for governmentin a free society is to prevent some indi-
viduals from coercing others. In order to accomplish this goal, governments
need to use coercion, as in the case of imprisoning murderers, extorters, and
thieves. But Hayek is careful to note that the coercive power of government
must be constrained. The coercive power of government must itself be gov-
erned by general, universal rules in order to prevent the discretionary exer-
cise of force.

While we want to allow coercion by government only in situations
where it is necessary to prevent coercion (or violence, etc.) by others,
we do not want to allow it in all instances where it could be pretended
that it was necessary for that purpose. We need therefore another test
to make the use of coercion independent of individual will. It is the dis-
tinguishing mark of the Western political tradition that for this pur-
pose coercion has been confined to instances where it is required by
general abstract rules, known beforehand and equally applicable to all.
(Hayek 1961, 29—30)

Hayek’s argument is that government coercion should not be guided by an
estimate of the net social benefits that are imagined to result from the
enforcement of a rule or regulation aiming for a specific end, because such
estimates are likely to reflect the subjective opinion of those in power rather
than an objective assessment of the common interest.
Consequence-independent rules are therefore a prerequisite for freedom.
Hayek claims that rules implemented to achieve a specific goal cease to be
laws and become authoritarian commands. When the achievement of pre-
sumably “social” goals takes precedence over the enforcement of the rule of
law, nothing restrains government coercion to serve the interests of whoever
happens to control the state apparatus. Any attempt to jusi:ify government
interference in the affairs of individuals or government coordination of the
economy in the name of social improvement is both a misunderstanding of
the spontaneous nature of the market process and a hubristic overestimation
of the powers of human reason. State direction of economic affairs to achieve
larger social goals is a chimera, as no government could obtain the informa-
tion necessary to pursue a truly communal project. Since a government can-
not act according to everyone’s preferences, any action that it takes that
departs from the rule of law will arbitrarily favor some people over others.
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For Hayek, the rules of law carve out domains in which individuals bear
the costs and reap the benefits of their actions. Inside these domains, indi-
viduals are responsible for their actions: “Rules frame individual action by
maintaining ‘spheres of responsibility,” identifying ‘certain attributes which
any such action ought to possess’” (McCann 2002, 11, quoting Hayek 1976,
14). By creating spheres of responsibility and defining acceptable character-
istics of action within that sphere (i.e., no lying, cheating, or use of violence),
the rules of law create what we more usually identify as private property.

Hayek understands private property as a social relation that has emerged
from a rule-generating, evolutionary process. Private property and its con-
stituent laws of contract, tort, and acceptable use survive because the unco-
erced exchanges of property titles allows society to utilize individual knowl-
edge and initiative to a degree unprecedented in human history. The pursuit
and maintenance of private property gives self-interested people the incen-
tive to act in the collective interest, as if directed by an invisible hand. Hayek
maintains that no better type of social relation has yet emerged that helps to
coordinate individual action and generate wealth as effectively as the cre-
ation, protection, free exchange, and competitive market valuation of private
property titles.

The linchpin of Hayek’s argument is human ignorance, the ignorance of
each individual about most dimensions of day-to-day provisioning. To take a
simple example, most people do not know how to use a plot of land to grow
grain or how to build a stove to bake grain into bread. We are all dependent
on an unfathomably vast network of specialized production and exchange in
order to obtain our daily bread. Our ignorance necessitates reliance on oth-
ers. The rules of law and the establishment of individual spheres of respon-
sibility give guidelines and incentives for ignorant people to assist others vol-
untarily—and usually unintentionally—in the achievement of their goals.
Hayek expresses this state of affairs as follows: “it is largely because civiliza-
tion” and its attendant rules of law and property forms enable “us constantly
to profit from knowledge which we individually do not possess and because
each individual’s use of his particular knowledge may serve to assist others
unknown to him in achieving their ends that men as members of civilized
society can pursue their own individual ends so much more successfully than
they could alone” (Hayek 1960, 25). The rules of law regulating private prop-
erty establish an institutional framework that provides “the maximum of
opportunity for unknown individuals to learn of facts that we ourselves are
yet unaware of and to make use of this knowledge in their actions” (ibid.,
30). Here we encounter Hayek’s consequentialist argument for a system of
impartially enforced, abstract, and well-announced rules that minimize
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coercion: “Coercion thus is bad because it prevents a person from using his
mental powers to the full and consequently from making the greatest contri-
bution that he is capable of to the community” (ibid., 134). Hayek is not a
natural rights libertarian who seeks to protect individuals’ natural or God-
given rights and freedoms. He defends economic freedom because it yields
beneficial social consequences.?

In this regard, Leland Yeager emphasizes, Hayek is best understood as a
rule utilitarian. A rule utilitarian believes that laws consistent with the rule of
law (i.e., well-announced, abstract, universally applicable rules) help to pro-
mote social cooperation and coordination. When individuals can form reli-
able expectations about how other people, including government officials,
will be permitted to act, this increases the security of their possessions and
the ability to exchange them with others. They are thus encouraged to spe-
cialize in production and to engage in mutually beneficial trade to satisfy
their respective needs and desires. Hence Hayek advocates a free market
economy on the grounds that it “best facilitates the success of individuals
seeking to make good lives for themselves in their own diverse ways” (Yeager
1985, 72). Voluntary exchanges that are enabled by a set of abstract, univer-
sally applicable rules create a form of social cooperation that helps individu-
als to attain well-being, as they subjectively experience it.

In addition, rule utilitarians are reluctant to judge institutions and indi-
viduals’ actions according to their ability to promote individual or aggregate
well-being in particular cases. The pervasiveness of human ignorance ren-
ders impossible the full accounting of costs and benefits that would be nec-
essary to decide whether (or how much) a particular activity contributes to
happiness. The rule utilitarian favors actions and policies based on well-
announced principles rather than on case-by-case cost-benefit calculations,
because rule-guided action helps to overcome the paralysis or arbitrary deci-
sions that can result from our ignorance of the true costs and benefits of a
particular course of action. A rule utilitarian, such as Hayek, “perceives the
rationality of acting, in certain cases and aspects of life, on generally applic-
able abstract principles instead of on the fragmentary and probably acciden-
tally biased bits of concrete information that one may happen to possess”
(Yeager 1985, 73). Hayek’s rule utilitarianism is thus consistent with his
postmodern emphasis on the fragmented and socially constituted nature of
human knowledge. .

In sum, Hayek asserts that two benefits will accrue to all members of a
society when market processes are regulated by rules consistent with the rule
of law. First, the predictability of these rules will help to create a common set
of expectations that will in turn contribute to the spontaneous emergence of
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a wealth-generating, goods-providing market order. Second, since these
rules are end independent, the economic order that emerges will be proce-
durally just, operating in the interest of no particular individual or group.

EVOLUTION AND THE LAW

The principle of the rule of law does not specify the content of any particular
law, and Hayek’s postmodern subjectivism leads him to avoid locating the
source of law in human reason. Thus Hayek needs a theory to explain the
determination of the content of specific laws that does not rely on rational
construction. He accomplishes this by further developing his basic notion of
the common law as a set of evolved rules that ordinarily satisfy the require-
ments of generality, universality, and certainty.

According to Hayek, the common law rules that define and regulate the
private sphere are “the result of an evolutionary process and [have] never
been invented or designed as a whole by anybody” (Hayek 1978b, 78). In his
jurisprudence, social evolution performs the same function for rule forma-
tion as the market does for price formation: a society’s common law rules
emerge through a long process of trial and error in which rules that are con-
ducive to social order survive precisely because they help coordinate the
actions and expectations of dispersed individuals. Hayek argues, “Society
can . . . exist only if by a process of selection rules have evolved which lead
individuals to behave in a manner which makes social life possible” (Hayek
1973, 44). Such rules are selected not by anyone’s volition but ultimately
because of the material advantages they bestow on a community.

Hayek maintains that in systems of case law, such as the British common
law, legal “development proceeded through a process of law-finding in
which judges and jurists endeavored to articulate the rules which had already
for long periods governed action and the ‘sense of justice’” (Hayek 1978b,
78-79). By “sense of justice,” Hayek refers to the “capacity to act in accor-
dance with non-articulated rules” that are commonly accepted because they
have proved useful in avoiding and adjudicating conflict (ibid., 81). When
common law judges produce a legal decision, they generally are just verbal-
izing certain customary, previously inarticulate rules that govern people’s
expectations of others’ actions. For Hayek, the common law is at root an
articulation of custom, that is, of a preexisting, evolved sense of justice. The
judicial process is thus primarily a discovery process in which judges bring to
light a previously inarticulate rule or a previous legal decision that should
have guided the conduct of the disputing parties. Common law judges dis-
cover precedents—either in past legal decisions or in commonly accepted
behavior—that they apply to the case at hand. In this way, Hayek contends
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that social order is not a product of law as much as law is derived from
evolved, order-generating interactions among individuals.

To reinforce the centrality of evolved rules and to diminish the role of rea-
son in the formation of social order, Hayek calls on the distinction between
“knowing how” and “knowing that.” “Knowing how” is embodied in all of
the articulated and unarticulated rules people obey. It is “the habit of follow-
ing rules of conduct” that are not the product of human design (Hayek 1988,
74). “Knowing that” is the “knowledge that one’s actions will have certain
kinds of effects” (ibid.). Hayek attacks consequential arguments that a par-
ticular policy or law will have specific socially beneficial effects, because, he
contends, people are constitutionally unable to acquire and make use of all
the information necessary to know that a particular rule will lead to a partic-
ular outcome. Similarly, he insists that many social institutions are not and
cannot be the product of human reason. Hayek argues that the rules of com-
mon law generally exhibit not “knowledge that” but “knowledge how,” cus-
tomary and habitual knowledge that has contributed to society’s continued
survival. He thus sees the common law as the most visible manifestation of
articulated rules of “knowing how.” ’ '

Hayek’s common law judges are discoverers, but not creators, of law.
They merely find rules that are compatible with the existing common laws,
laws that have survived due to their superiority at coordinating human
action. When judges follow precedent, Hayek believes that their decisions
are based on past cases and conventional behaviors that people already
accept as guides to action. Adherence to common law precedent therefore
enables judges to be neutral, objective referees. Hayek locates the impartial-
ity of common law in the “fact” that common law is a spontaneous order
rather than a designed order. In Hayek’s view, spontaneous orders, like the
weather, do not act in the interests of any particular group or person, so itis
nonsensical to consider the outcome of a spontaneous order, like a rainy day,
to be either just or unjust. Moreover, because he supposes that following
precedent limits the creative power of judges, he expects that individuals are
able to make rough predictions about what kinds of action judges will find to
be acceptable and unacceptable. Finally, Hayek maintains that because com-
mon law judges are constrained by precedent, common law rules are gener-
ally consistent with the rule of law.

Most forms of liberal jurisprudence defend the rule of law as a rational
and universal principle. For example, Kant treats the rule of law as the gen-
eral foundation of an impartial legal system that can be recognized and
implemented by rational people. Likewise, John Rawls and Robert Nozick -
attempt to found their jurisprudence on the universal truths of pure reason
(Thomson 1991, 93). Thomson notes: “As a first approximation [modern]
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jurisprudence could be defined as the project of reason in pursuit of univer-
sal truths about law and justice” (ibid., 6g). This rationalist project is incom-
patible with Hayek’s postmodernism, because the former embodies the pre-
sumption that human reason is able to identify universal truths and to design
from scratch a spontaneous order, such as a legal system. Though Hayek
acknowledges that isolated rules can be created in a manner approximating
the Kantian liberal ideal, he maintains that the entire legal framework gov-
erning a market order could never be the product of rational design, because
human reason does not have the capacity to foresee the unintended conse-
quences of the imposition of a particular legal structure. “Hayek’s view of the
limitations of reason,” explains Chandran Kukathas (1989, 61), leads “him to
argue against those political theories which seek to organize society or to
bring it under the control of rational conceptions of the good.” Hayek is
notable among major legal thinkers in that he understands the law, particu-
larly the common law, as the sediment of an evolutionary process and
because he sees the rule of law as an evolved principle that has emerged as an
unintended consequence of a common law procedure based on precedent.3

Hayek describes the rule of law as an evolved principle that emerged spon-
taneously in the attempt of common law judges to frame their legal opinions
to be consistent with existing rules. In order for their decisions to be
accepted by the disputing parties, judges followed precedent and adhered to
the inarticulate sense of justice prevailing in society. To give judicial deci-
sions credibility, the common Jaw doctrine of precedent emerged to require
that new decisions be compatible with past decisions, so that judges did not
have the discretion to decide cases according to their personal prejudices or
values. The doctrine of precedent then leads to the idea of the rule of law: “it
is part of the technique of the common law judge that from the precedents
which guide him he must be able to derive rules of universal significance
which can be applied to new cases” (Hayek 1973, 86). Hayek believes that “as
a necessary consequence of case law procedure, law based on precedent
must consist exclusively of end-independent abstract rules of conduct of uni-
versal intent which the judge and jurists attempt to distil from earlier deci-
sions” (Hayek 1978b, 79). The doctrine of precedent ensures that the com-
mon law will display characteristics associated with the rule of law.

Hayel’s legal philosophy challenges theories that place the origin of law
in a sovereign individual, legislative body, or politically articulated “will of
the people.” To propose that the source of just law is the decision of a sover-
eign individual or group is, for Hayek, to suppose that people possess the
knowledge and ability to design an entire system of socially acceptable rules
consistent with social coordination. The tendency for modern legal theory to
locate the authority of just law in a sovereign subject results from a confusion
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between a taxis and a cosmos, a rationally engineered system or organization
versus a spontaneous order. Hayek argues that much modern social and
legal theory fails to appreciate the undesigned, pluralistic nature of society
and many of its supporting institutions, misunderstanding them as organi-
zations designed for a particular purpose. While he accepts that some insti-
tutions, such as firms, are organizations that are formed and controlled to
achieve particular goals, he contends that the treatment of legal institutions
as organizations is inappropriate, because it overestimates the capacity of
reason to design and direct social life.

Hayek’s differentiation between organizations and spontaneous orders is
part of a more extensive argument for the common law and against demo-
cratic government as the preferred institutional structure to regulate a market
economy. He does concede that the common law is fallible and will occa-
sionally develop in “very undesirable directions” (Hayek 1973, 88). In such
exceptional cases, democratic legislation may be necessary. He offers two
general examples that might call for such legislation. First, he points out that
economic transformation may occur more rapidly than the gradual evolution
of the common law can accommodate. Hayek supposes that case law is by
nature slow to change, since it must always maintain consistency with prece-
dent. Advanced market economies can develop much more rapidly. So eco-
nomic and social change may often outpace legal change and thereby create
the need for corrective legislation. Second, Hayek acknowledges that at times
“the law has lain in the hands of members of a particular class whose tradi-
tional vision made them regard as just what could not meet the more general
requirements of justice” (ibid., 89). For example, he mentions the laws regu-
lating interactions between masters and servants and between organized
business and consumers as cases in which the law served the interests of a
particular group rather than the more general interests of society.

To avoid deleterious consequences, corrective legislation must, however,
be consistent with the rule of law and must be constrained by the customs
and prevailing sense of justice that are embedded in the common law. Demo-
cratic legislation should be so restricted, Hayek maintains, because it is often
written in the attempt to achieve a particular outcome, such as distributive
justice. It will then be arbitrary, reduce individual freedom, and result in the
failure of all possible entrepreneurial activities to be undertaken. In Hayek’s
view, economic freedom requires the rulé of law (i.e., a legal system in which
laws rather than authorities rule over people), and the rule of law requires an
enduring appreciation of the evolutionary and customary nature of law itself.
Just as a gardener is constrained by the climate and soil, democratic legisla-
tors need to acknowledge constraint by the customs and prevailing sense of
justice embodied in the common law. Whether or not government action
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respects the rule of law and the wisdom of evolved common laws is how
Hayek finally answers Keynes’s question about where to draw the line
between the market and government policy.

KNOWLEDGE PROBLEMS AND
THE MIRAGE OF SOCIAL JUSTICE

Because Hayek understands economic freedom to be a state in which people
can use their subjective knowledge for their individual purposes and because
he believes that competitive markets are uniquely able to elicit and coordi-
nate the tacit, subjective knowledge of individuals, he claims that any goal-
oriented policy, or government command that arbitrarily obstructs individ-
ual action (i.e., any policy inconsistent with the rule of law) is likely to be an
impediment to social coordination. This understanding of the benefits of the
rule of law leads him to argue against such policies as progressive taxation, a
minimum wage, affirmative action, industrial policy, and other economic
programs aimed to adjust the outcomes of the market process. He rejects
these policies because he regards them as inconsistent with the rule of law as
well as potentially discoordinating and wealth reducing.

This line of argument leads Hayek to oppose all forms of government
action intended to promote distributive or social justice, that is, an end-state,
or thick, notion of the common good. A law that is implemented to produce
a patterned distributive outcome must usually treat people differently. For
example, to produce a more equitable distribution of income, the govern-
ment might tax people with different incomes at different rates or take
income from some and transfer it to others. Hayek’s subjectivism leads him
to conclude that it is impossible to define what a fair or good outcome of
such a policy would be. Since the judgment of what counts as a good result is
subjective, policy aiming at particular purposes can express only the values of
the specific people who make this policy, rather than a genuinely common
interest. In Hayek’s mind, this would constitute an arbitrary policy, since it
would direct the actions of some people according to the interests of others,
rather than according to a general and impartial rule.

The context for Hayelk’s conclusion was his alarm over the rising tide of
socialist thinking among intellectual and political leaders—especially his
fellow economists—following the Great Depression and the Second World
War. The Road to Serfdom forcefully expressed the dangers that Hayek per-
ceived in what he understood as arbitrary, goal-directed uses of government
power. His central theme is that “unless we mend the principles of our pol-
icy, some very unpleasant consequences will follow which most of those who
advocate these policies do not want” (Hayek [1944] 1976, xxi). Acceptance of
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government power that is not constrained by the rule of law opens the door
to government coercion that has no principled limit. For instance, if we -
believe that either equality of opportunity or equality of outcome is a prereg-
uisite for economic justice, Hayek fears that we soon could have government
officials regulating all aspects of our lives. He concludes that the concept of
justice must be restricted to an evaluation of human conduct in our relations
with each other and not to an evaluation of outcomes or the material oppor-
tunities available to individuals.

Hayek thus attacks all theories of economic or social justice that aim for a
patterned or result-oriented distribution of resources and opportunity. For
him, all notions of social justice can be exposed as theoretically and practi-
cally bankrupt, as is apparent from the title of his volume The Mirage of Social
Justice. He rejects the notion of distributive justice because he sees the distri-
bution of income in a market economy as a perfect example of a state of
affairs that is not subject to any authority’s control: “Since only situations
which have been created by human will can be called just or unjust, the par-
ticulars of a spontaneous order [e.g., a market economy] cannot be just or
unjust: if it is not the intended or foreseen result of somebody’s action that A
should have much and B little, this cannot be called just or unjust” (Hayek
1976, 33). In his conceptual structure, the starvation of Soviet peasants dur-
ing government-sponsored collectivization would thus be a horrible injus-
tice, while famines induced by market-generated income shifts would be an
unfortunate—but not unjust—consequence of a change in the data underly-
ing the spontaneous market order. Hayek considers the notion of social jus-
tice a mirage because society is merely a collection of individuals who each
possess their own subjective interests, bound together only by an evolved set
of articulate and inarticulate rules. Only an omniscient observer could obtain
sufficient knowledge to direct an improvement in their individual and collec-
tive well-being. )

Hayek takes this strong position because he thinks that two sorts of
“knowledge problem” undercut notions of social justice. The first knowl-
edge problem faced by a patterned, distributive conception of social justice is
an ethical one. Hayek accepts the view, common to most strands of liberal
thought, that there is no objective account of the good life to which people
can be forced to assent. Individuals have their own private assessments of
what is valuable, and they do not agree about the nature of the good. In the
liberal perspective, individuals’ values and associated notions of the good life
are potentially incommensurable with one another, which is why Milton
Friedman asserts that in conflicts between people holding different values,
people “can ultimately only fight” (M. Friedman 1953, 5). Thus, for many
liberals, there is no objective theory of distributive justice that can be used to
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justify or criticize any particular distribution of resources among people,
provided that the distribution has emerged from a process regulated by
impartial rules.

The second knowledge problem that Hayek claims undercuts the notion
of social justice confronts the practical implementation of any substantive
distribution of social resources that people believe to be just. It is what we
might call a “factual knowledge problem” and is Hayek’s unique contribu-
tion to ethical theory. As I previously discussed, Hayek believes that much of
the knowledge guiding individual action is tacit and inarticulate, represent-
ing the individual’s subjective and perhaps unique knowledge of the chang-
ing circumstances of time and place, knowledge that can only be obtained
through practice. The knowledge of economic opportunity is subjectively
held, contingent on its holder’s practical experience and spatiotemporal
location. Rivalrous market competition is uniquely qualified to make use of
this knowledge, according to Hayek. Government officials, like all individu-
als, can have only a limited grasp of the economic opportunities that a com-
petitive market process can create and realize. The factual knowledge prob-
lem means that even if an objective or intersubjective account of distributive
justice could be established, government officials may have difficulty imple-
menting it, both because the knowledge necessary to achieve this distribu-
tion may be unavailable to government officials and because any government
attempt to alter the distribution of resources will likely alter the incentives of
individuals and thus diminish the market’s ability to elicit subjective knowl-
edge. In other words, Hayek sees an unavoidable and perhaps fatal trade-off
between distributive equity and the effectiveness of the market process.

The preceding discussion provides a more sophisticated understanding
of Hayek’s vision of the “common good” than is provided by my initial sketch
in chapter 2. Hayek relies heavily on the evolutionary notion of spontaneous
order to defend his vision of a market order guided by the rule of law. His
embrace of this notion of the “common good” derives from its supposed
ability to overcome the knowledge problems entailed by the social dispersion
of knowledge. Hayek believes that the ethical knowledge problem can be
addressed through the discovery of fair rules—typically in a common law
process—that permit all individuals the maximum flexibility to pursue their
own subjective ends. The factual knowledge problem can by overcome
through the uncoerced exchange of private property, that is, by a rivalrous
market process that generates social coordination as its unintended by-prod-
uct. These two points combine in Hayek’s thinking to produce the conclu-
sion that the rule of law is the only notion of the common good to which all
individuals will (or should) agree.

In addition, we have seen that Hayek’s political economy rests on the nor-

56 * SOCIALISM AFTER HAYEK

mative ideal of impartiality (legal, political, and economic neutrality). He
argues that “we should regard as the most desirable order of society one
which we would choose if we knew that our initial position in it would be
decided purely by chance” (Hayek 1976, 132). Such a society would be one in
which we might choose to live if the choice were made behind a Rawlsian veil
of ignorance. Hayek sees this “good society” as a reflection of the impartial-

- ity embodied in the rule of law. Hayek believes that in a market process

guided by the rule of law, government regulation favors no one individual
over others and thus enables markets to reward individuals according to
their ability to satisfy the needs and desires of others, rather than on the basis
of their personal characteristics, imagined merits, or material endowments.

Hayek is not unaware of real-world inequity and deprivation. He does
acknowledge the potential for the common law to favor particular class inter-
ests. He also recognizes that market processes, even when perfectly just by
his standards, are capable of generating regrettable outcomes from a
humanitarian point of view, in terms of the misfortune and misery experi-
enced by some individuals: he states that “the preservation of a spontaneous
order often requires changes which would be unjust if they were determined
by human will” (Hayek 1976, 39). Nonetheless, Hayek insists on a tight line
of demarcation between appropriate and inappropriate government action.
In his eagerness to counter socialist thinking among intellectual and politi-
cal leaders, he makes a strong case for free exchange guided by the rule of
law as a necessary and sufficient prerequisite for the realization of his good
society. For Hayek, this strong free market position offered a philosophically
satisfying, antisocialist response to Keynes’s challenge. However, as chapter
4 of this book demonstrates, there are several hidden costs to Hayek’s posi-
tion: (x) an intellectual inconsistency, in his recourse to modernist assump-
tions about the objective knowledge and rational faculties of common law
jurists; (2) a related blindness to the possibility that legal rules purportedly
regulated by the rule of law may not be impartial; and (3) a failure to take seri-

ously the possibility that market outcomes are systematically biased in favor
of the asset rich over the asset poor.
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CHAPTER 4

Recasting Hayek’s Good Society
The Non-Neutrality of the Law and the Market

*

This chapter opens the door to a post-Hayekian socialism by critically exam-
ining Hayek’s vision of the good society. Hayek claims that a market econ-
omy guided by the rule of law is an impartial, procedurally just system that
improves the life chances of anyone chosen at random and thus that such an
economy serves the common good more effectively than any other method of
large-scale social cooperation. This chapter challenges this conclusion by
exploring two objections to Hayek’s line of argument.

The first objection concerns Hayek’s assumption that common law sys-
tems are able to discover latent agreements about the common good, that is,
agreements concerning the legal rules governing the market. The American
legal realist tradition casts doubt on this assumption through an emphasis
on the subjective knowledge and agency of jurists. Legal realists argue that
agreements concerning the common good are not waiting “out there” for
judges to find them. From this perspective, it is not clear that a common law
system could ever produce a neutral (impartial, unbiased) agreement about
how to make a market order work beneficially and effectively. The radical
subjectivism of the legal realist tradition suggests that Hayek’s theory of
legal evolution and his related defense of the rule of law are not consistent
with the subjectivist understanding of human knowledge that underpins his
postmodern economics.

The second objection concerns the impartiality of markets themselves,
based on the long-standing contention that markets tend to serve the inter-
ests of the wealthy more so than the poor. Hayek, of course, does not see it
this way. As long as the rule of law is in place, he maintains that “each indi-
vidual [will] be able to act on his particular knowledge, always unique, at
least so far as it refers to some particular circumstances, and that he [will] be
able to use his individual skills and opportunities within the limits known to
him and for his own individual purpose” (Hayek 1960, 29). In this way, the
market does not discriminate in favor of the poor or rich. However, the mod-
ern credit rationing literature, whose emphasis on asymmetric information
parallels Hayek’s arguments about the dispersion of knowledge, demon-
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strates that market processes can indeed be biased systematically against the
poor. Absent significant real and financial wealth, it may simply be impossi-
ble for a poor individual to “be able to use his individual skills and opportu-
nities . . . for his own individual purpose.” The inability to obtain credit will
prevent some individuals from being able to pursue opportunities that they
uniquely and subjectively perceive. This possibility seriously undermines
Hayek’s contention that market economies improve the life chances of any-
one chosen at random, and it further reinforces the claim that the agreement
about the constitution of the common good that Hayek sees in the common
law is illusory. .

Together, these criticisms indicate the possibility that a different institu-
tional structure might better contribute to the common good than would
Hayek’s market process regulated primarily by the common law. Hayek’s
insights offer us much fruitful guidance as to how this alternative order
might be constructed so as to avoid the knowledge problems that he has
shown to be prevalent in a complex society. Yet his image of the good society
stands to be revised, particularly to allow for an expanded role for democratic
processes within a post-Hayekian political economic order.

THE NON-NEUTRALITY OF THE COMMON LAW

The starting point of my critique of Hayek’s normative conclusions is to
show that his theory of legal evolution and his related defense of the rule of
law are not consistent with the subjectivist understanding of human knowl-
edge that underpins his economics. A considerable body of legal theory writ-
ten from a broadly conceived subjectivist perspective—in particular, Ameri-
can legal realism—challenges the notion of legal neutrality that Hayek
makes so central to his liberalism. This challenge is significant for two rea-
sons. First, as we have seen, Hayek suggests that markets cannot be defined
independently of legal institutions, because the law determines what con-
tracts are enforceable and how property may be used. The legal system plays
an important role in determining whether the market works beneficially and
effectively, and Hayek concludes that a common law process produces a neu-
tral and apolitical method to determine the rules that constitute the common
good. However, a thoroughgoing subjectivist perspective in legal theory con-
tests this conclusion.

Second, based on the claim thata common law process, guided by the rule
oflaw, can determine beneficial and effective rules for a market order, Hayek
restricts the role of democratic policymaking. He fears that democratic
majorities may threaten to usurp private property rights and erode the free-
dom of contract, thereby opening the door to totalitarian government. Hayek
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thus limits the legitimate role of democratic public policy in determining the
rules and shaping the outcomes of the economic process, by insisting that
policies adhere to the rule of law and respect the wisdom of evolved, apoliti-
cal common law rules. But perhaps a subjectivist approach to social theory
should give a larger role to democracy than Hayek is willing to grant.

It is instructive to remind ourselves at this point that in Hayek’s subjec-
tivist perspective, there is no necessary isomorphism between the objective

world and human perception and knowledge of that world. His work in psy-

chology attests that perception and knowledge are socially constituted
{Hayek 1952, 1967€, 1978d). Perception depends on the mental patterns that
create and order meaningful experience. These patterns are constructed
through experience, the acquisition of language, and the adoption of partic-
ular theories. Hayek’s understanding of subjective knowledge is compatible
with the postmodern assertion that all knowledge is “discursive”; knowledge
and meaning are irreducibly dependent on the languages, theories, and prac-
tices—all of which constitute discourse—adopted by diverse individuals.
The test of this individual and discursively constituted, or subjective, knowl-
edge is not whether it somehow “mirrors” reality but whether a community
agrees that this knowledge is useful.* A subjectivism that accepts the irre-
ducibly discursive nature of knowledge is connected to a psychology that rec-
ognizes the creative and socially constituted nature of the human mind.?

One of the tenets of Hayek’s legal theory is that common law judges can
discover impartial, universally applicable rules to adjudicate economic
conflicts. To reach his conclusion about the possibility of obtaining neutral
law through an evolved, common law process, he casts judges as decidedly
uncreative beings. He describes judges as “unwitting tools” whose decisions
are limited and determined by the set of already existing rules (Hayek 1973,
66). This conclusion seems odd considering his work in psychology, where
he notes that a limited set of rules may be combined to produce an almost
infinite array of actions (Hayek 1978d, 49). Nevertheless, he supposes judges
to be limited to making mechanical choices, and he regards this to be the
essence of legal objectivity and neutrality: “it is because the judge who
applies [rules] has no choice in drawing the conclusions that follow from the
existing body of rules and the particular facts of the case, that it can be said
that laws and not men rule” (Hayek 1960, 153). Hayek’s judges cannot decide
cases based on their sympathies and prejudices or on the potential conse-
quences of a particular decision, insofar as such consequence-oriented deci-
sions might not cohere with past cases.

At first glance, it might appear that judges must have either rational or
empirical access to objective truth—legal facts and rules—in order to reach
the neutral decisions Hayek believes that judges are able to pronounce. But
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rather than viewing judges as rational fact and rule finders who are able to
deduce the correct decisions based on knowledge of these facts and rules, he
describes judges as endowed with a special intuitive capacity, acquired
through years on the bench, which enables them to reach the correct deci-
sions: “That the judge can, or ought to, arrive at his decisions exclusively by
a process of logical inference from explicit premises always has been and
must be a fiction. For in fact the judge never proceeds in this way” (Hayek
1973, 116-17). Here Hayek approvingly quotes Roscoe Pound to describe his
understanding of judicial reasoning: “the trained intuition of the judge con-
tinuously leads him to right results for which he is puzzled to give unim-
peachable legal reasons” (ibid., 117). For Hayek, in order to arrive at a judg-
ment, a judge tests hypotheses “at which he has arrived by processes only in
part conscious” (ibid., 120). Hayek assures his readers that despite this intu-
itive reasoning process, judges are not usually swayed by their emotions and
prejudices and generally discover the objectively correct, neutral result.

In contrast to Hayek, the legal realists challenge traditional claims about
the neutrality and predictability of law and of the ability of judges to pro-
nounce objective, apolitical decisions. The work of Jerome Frank (x970,
1973) and Karl Llewellyn (1960) is especially corrosive of Hayek’s account of
the judicial process. Frank emphasizes that judges do not have access to the
objective facts of a case and thus have to rely on subjective hunches to deter-
mine the circumstances of a case. Llewellyn highlights the indeterminacy of
rules. He argues that the common view of precedent that describes judges as
bound by previous decisions does not accurately convey the nature of judicial
reasoning. Judges, according to Llewellyn, can easily discard previous rul-
ings if they can show that the circumstances of a case before them are some-
how different from past cases. )

Frank (using his analysis of the subjectivity of legal facts) and Llewellyn
(using his discussion of the subjectivity of rules) argue separately that the
judicial process is creative and not merely a matter of discovery. As a conse-
quence, both maintain that legal decisions are less predictable than Hayek
thinks is possible, and their analyses of the legal process indicate that the law
is far less a neutral set of general, universal rules of just conduct than an
instrument of public policy. Another implication of legal realism is that what
Hayek views as exceptional—the development of law in directions beneficial
to the interests of a particular group rather than to the interests of all—may
be an ineradicable feature of the legal system. Legal realism suggests that the
evolution of law is not as disinterested and idyllic as Hayek describes.

Frank draws attention to the inability of judges to obtain objective knowl-
edge of the facts relevant to cases on which they have to pass judgment. He
points out two reasons why objective facts are inaccessible. First, courts have
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to rely on the often-competing testimonies of antagonistic witnesses, and
these testimonies are grounded in the witnesses’ irreducibly subjective per-
ceptions. Second, courts must make subjective judgments about what por-
tions of whose testimony will count as legally recognized facts. Frank writes:

The facts as they actually happened are therefore twice refracted—first
by the witnesses, and second by those who must “find” the facts. The
reactions of trial judges or juries to the testimony are shot through with
subjectivity. Thus we have subjectivity piled on subjectivity. It is surely
propetr, then, to say that the facts as “found” by a trial court are subjec-
tive. (Frank 1973, 22)

The subjectivity of facts implies that a “trial court’s facts are not ‘data,’ not
something that is ‘given’; they are not waiting somewhere, ready made, for
the court to discover, to ‘find’ ” (ibid., 23). Faced with the subjectivity of facts,
Frank, like Hayek, believes thatjudges often rely on intuition and hunches to
reach their.decisions. Frank differs from Hayek, however, in that he makes
no presumption that judge’s hunches are correct. Frank does not treat
hunching as somehow reflective of an objective truth: hunching is a creative
activity rather than revelatory of an underlying reality. Rather than viewing
legal facts as discovered, Frank considers it to be more appropriate to regard
them as created through the legal process.

The most important conclusion that Frank draws from the subjectivity of
legal facts is that law is indeterminate and unpredictable. Since no one can
know what the court will find as the facts of the case, there is no way to tell
what or how existing rules will apply to the case. The law relevant to a partic-
ular case cannot be known until the court actually reaches a decision. As a
result, itis a “myth or illusion . . . thatlaw can be entirely predictable” (Frank
1970, 37). However, Frank does not share Hayek’s view that the unpre-
dictability of judicial decisions will impede human action. Frank argues that
the unpredictability of law did not present a serious obstacle to human action
“since most men act without regard to the legal consequences of their con-
duct, and, therefore, do not act in reliance upon any given pre-existing law”
(Frank 1973, 38-39). Unlike Hayek, Frank holds that there is a gap between
custom and law, which makes it possible for people to act according to cus-
_ tomary behavior and then to find this behavior deemed illegitimate by a law
court. His main point is that habits and customs, not law, guide human
behavior, so that the unpredictability of judicial decisions does not prevent
people from planning a course of action.

Whereas Frank illustrates the indeterminacy and unpredictability of law
by emphasizing the subjectivity of legal facts, Llewellyn demonstrates the
indeterminacy and unpredictability of law by emphasizing the subjectivity of
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legal rules. Llewellyn challenges the common understanding that the doc-
trine of precedent binds judicial rulings to the decisions of past courts. He
points out that precedent is Janus-faced. By describing precedent this way,
Llewellyn brings to light the two, opposite approaches judges can adopt
toward previous judicial opinions. Because judges have a choice about how
to handle past cases, precedent becomes an instrument in the hands of skill-
ful judges, nota bridle leading them toward a preordained result.

Llewellyn labels the two approaches to precedent the “strict view” and the
“loose view.” The loose view of precedent is the one most commonly under-
stood when judges say precedent determined their decision: “That is the view
that a court has decided, and decided authoritatively, any point or all points
on which it chose to rest a case” (Llewellyn 1960, 67-68). Having decided
authoritatively, the court’s decision becomes the standard for ail future
cases. To make use of the loose view of precedent is to use past decisions as
the guide by which present decisions are reached. In the loose view of prece-
dent, judges take the facts of the case before them to be similar to the facts of
previous cases: if a similar case has been decided in a certain way in the past,
it should be decided similarly in the present.

When judges exercise a strict view of precedent, they argue that previous
judicial decisions do not apply to the case before them because the facts of
the present case are different in some significant way, which invalidates the
application of rules that were established earlier in ostensibly similar cases.
Previous decisions do not automatically apply to the current case, because
judges might deem those decisions as relevant only to the unique constella-
tion of facts surrounding those past cases. Thus the strict view of precedent
is “in practice the dogma which is applied to unwelcome precedents”; it is “the
recognized, legitimate, honorable technique for whittling precedents away,
for making the lawyer, in his argument, and the court, in its decision, free of
them” (Llewellyn 1960, 67). The notion that precedent binds the decisions of
judges is not, in Llewellyn’s view, a realistic description of the judicial
process, since judges have a choice whether to accept precedents as guides or
to reject them as irrelevant. As a result, Llewellyn concludes, like Frank, that
it is difficult to predict the decisions of courts based on knowledge of rules
alone, because it is indeterminate how judges will interpret the applicability
of those rules.

Despite the creative potential of the judicial process and despite the
inability to predict a court’s decision based on knowledge of rules, Llewellyn
does not think it is impossible to form reliable guesses about the outcomes
of a case. Lawyers who are familiar with the personalities of particular judges
and with the kind of arguments these judges generally find persuasive will
stand a better chance of winning a trial than lawyers who have little basis on
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which to develop this knowledge. Llewellyn’s lawyers are thus like Hayek’s
economic actors: they have subjective knowledge of time and place—
specifically, the knowledge of judicial temperaments—that enables them to
present cases more likely to prove persuasive to particular judges and, hence,
ultimately to be successful. Nevertheless, Llewellyn makes it clear that those
“who think that precedent produces or ever did produce a certainty that did
not involve matters of judgment and of persuasion . . . simply do not know
our system of precedent in which we live” (ibid., 69). The subjectivity of rules
further undermines Hayek’s position that a common law system guided by
precedent constitutes a method through which judges simply administer law
rather than actively create it.3

Both Frank and Llewellyn agree that the law relevant to a case does not
precede the judge’s decision. Judges continually create law. A legal system
governed by the rule of law that promises that laws, rather than authorities,
rule over people is inoperable in a world in which human actors—Ilawyers,
judges, and juries—apply rules and determine facts based on their subjective
interpretations of events and of the applicability of rules. There is no reason
to believe thatjudicial decisions must reflect the customs regulating behavior
or an inarticulate sense ofjustice, as Hayek proposes. A common law system
thus may not necessarily fulfill the requirements of objectivity and neutrality
that Hayek believes the rule of law ensures. Law may always be the instru-
ment of particular interests. The facts and rules thatjudges find to be relevant
are filtered and shaped by their values, theories, and preconceptions, so that
their decisions will, in part, be expressions of those values, theories, and pre-
conceptions. For legal realists, common law decisions cannot be disinter-
ested pronouncements of some objective interest made by judges who cloak
their subjectivity behind the robes of justice.

Legal realism rejects the atheoretical, evolutionary claims Hayek makes
about the common law. Hayek understands the common law to have pro-
gressed through a process of trial and error, so that the laws establishing the
assignment of contested property rights and the enforceability of contracts
are those that have survived a long evolutionary process directed by no one.
Significantly, he depicts the common law as operating independently from
theoretical influence to reach a neutral, apolitical resolution of what rules
determine whether the market works beneficially and effectively. It is also
possible to question Hayek’s claims about the neutral evolution of the com-
mon law by considering that judicial decisions are constituted, in part, by the
theories of justice that judges implicitly hold. Since judges are not bound by
precedent and can generally choose whether or not past cases are relevant to
the case before them, the theoretical perspectives that judges adopt will play
a critical role in shaping their decisions. Legal judgment is always theory
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laden, which implies that the common law is partly the creation of particular
philosophic assumptions and notions of justice.4

Morton Horwitz’s (1977) description of how American common law
judges used their creative ability to recast the common law in the interests of
industry and commerce during the first several decades of the nineteenth
century gives us one example of how the law can serve particular interests.
During this period, the U.S. economy shifted from being primarily based on
agriculture to become increasingly industrial and commercial. Up until the
turn of the nineteenth century, however, the common law generally reflected
agrarian interests. Horwitz demonstrates how judges came to identify with

_the industrial and merchant classes and began to decide cases in order to

promote industrialization and economic growth. According to Horwitz,
judges consciously manipulated the common law to be more supportive of
the emerging commercial order rather than the old agricultural order. He
writes: “The basic system of tort and property law . . . was judicially created.
And, by and large, it was strongly geared to the aspirations of those who
benefited most from low cost economic development” (M. Horwitz 1977,
255). While it is not necessary to endorse all the details of. Horwitz’s legal
theory to recognize that the legal system can serve particular interests, his
main conclusion reinforces the injustice (discussed in chap. 6) of the wage-
for-labor-time contract as it has evolved in industrial societies.

The realist account of the legal process raises an important question, a
question Hayek would likely ask of it: if it is the case that law is as unpre-
dictable as Frank and Llewellyn describe and if law is often used as an instru-
ment of social change that may be difficult to portray as in the common inter-
est, why do so many people, judges and citizens alike, accept law as a stable,
authoritative system of rules? Why, for instance, do judges insist on describ-
ing their task as the discovery of consistent rules, as a task bound by prece-
dent? Hayek doubts that accounts of legal change as instrumental are accu-
rate, because he thinks that people will not tolerate the aggressive and
interested uses of law to promote social change. For Hayek, the legitimacy of
law flows from its internal consistency and its consistency with custom,
requirements that he believes the common law generally fulfills. He claims
that people’s allegiance to law depends on the law satisfying certain expecta-
tions concerning the general, consistent, purpose-independent character of
rules and that this allegiance will vanish when these expectations are disap-
pointed (Hayek 1973, 92). From his perspective, it would be difficult to rec-
oncile the widely perceived consistency of law with judicial creativity, partic-
ularly creativity expressed on behalf of specific interests.

Edward Levi answers the question of why law is generally perceived as sta-
ble and consistent by observing that the law is a “moving classification sys-
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tem” (Levi 1964, 266). By describing law as a moving classification system,
Levi draws attention to the possibility that the legal system is able to retain
the appearance of consistency even while new laws are continually being cre-
ated. This is because legal texts are filled with ambiguous rules and mal-
leable language that can be mined and interpreted in support of a variety of
judicial decisions. Judges are able to describe themselves as merely discover-
ing and applying already existing law, rather than actively creating policy,
since legal texts are open to multiple and creative interpretations. Levi writes:

[M]lovement in the [legal] system frequently will not be apparent.
When it is apparent, it is often justified obliquely on the basis that this
policy step was taken some time ago and is reflected in prior decisions.
The system permits a foreshadowing of results and therefore has built
into it the likelihood of a period of preparation so that future decisions
appear as a belated finding and not a making of law. The joint explo-
ration through competing examples to fill the ambiguities of one or
many propositions has the advantage of permitting the use in the sys-
tem of propositions or concepts saved from being contradictory
because they are ambiguous, and on this account more acceptable as
ideals or commonplace truths. (ibid., 272)

In Levi’s view, the perceived consistency of law is partly a function of the pe-
suasive efforts of judges, who exploit the polysemy of legal texts to underpin
the decisions they reach, and partly a function of the theoretical perspective
adopted by observers of the legal system. Levi’s characterization of law as a
moving classification system implies that the legal system could as easily be
perceived as inconsistent or consistent.

CREDIT RATIONING AND INEQUALITY
OF OPPORTUNITY

Hayek does accept the possibility that a common law system occasionally
violates the objective, universalist aspirations of the rule of law to serve par-
ticular interests. He believes that such circumstances are exceptional and
self-correcting, insofar as the doctrine of precedent forces judges’ decisions
to conform impartially to the set of previously articulated rules. However, the
legal realist critique of legal neutrality shows that Hayek overstates the case
for neutrality in a common law process. Hence the law may always be a ser-
vant of particular interests, or be biased against a particular group or certain
types of people, thereby skewing the results of market processes. This possi-
bility undermines Hayek’s contention that a market process constrained bya
common law system generally improves the life chances of any person cho-
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sen atrandom. Hayek’s belief that the market serves the interests of the poor
as well as the rich and the interests of people who perform wage labor as well
as people who hire labor may not be correct if the law favors certain class
interests.

The socialist tradition has consistently doubted beliefs like Hayek’s,
instead claiming that the market is systematically biased against the interests
of the poor. Iwill examine this possibility by bringing a radical interpretation
of the economics literature on credit rationing to bear on Israel Kirzner's
defense of the justice of a free market distribution of income. Kirzner is a
long-standing champion of Ludwig von Mises’s and Hayek’s theories of the
market as a discovery process. Kirzner insists that if the theory of the market
as a discovery process were more widely accepted, the popular idea that it is
possible and desirable to challenge the justice of free market outcomes
would be discredited. As he puts it, understanding the market as a discovery
process makes end-state notions of distributive justice “highly problematic”
(Kirzner 1995, 46). He reinforces Hayek’s conclusion that in a market econ-
omy, conceptions of social justice are a “mirage” (Hayek 1976).

But Kirzner also makes an explicit argument for what is only implicit in
Hayek’s work: that the results of the market process are just because they are
the product of individual initiative, which markets enable all people the
opportunity to exercise. While Hayek tends to say that the outcomes of a fair
process are neither just nor unjust (they are like the weather), Kirzner takes
the stronger position that a proper conception of the functioning of the mar-
ket process, combined with the widely held acceptance of a finders-keepers
ethic, should also lead people to accept the justice of free market outcomes,
especially entrepreneurial profit. An evaluation of Kirzner’s theory of justice
will serve as the second element in my critique of Hayek’s normative conclu-
sions. More precisely, I will criticize Kirzner’s thesis that in a market econ-
omy, everyone has in principle an equal opportunity to be an entrepreneur
who is able to initiate a productive or speculative endeavor. I have already
challenged Hayek’s case for legal neutrality, but if I can also show flaws in
Kirzner’s strong case for equality of opportunity in markets and in his result-
ing strong case for free market distributive justice, I will in a different way be
calling into question Hayek’s position that markets are impartial processes
allowing people to exploit their skills and opportunities for their own pur-
poses.

According to Kirzner, in a market economy that places no statutory limits
on the economic activities in which an individual may participate (as long as
those activities do not infringe on the property rights of others), every person
has in principle the same opportunity of acting on an entrepreneurial insight

as any other. Specifically, ownership of wealth provides no entrepreneurial
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advantage: a poor person who notices an opportunity for entrepreneurial
gain is in principle no less able to seize this opportunity than is a wealthy per-
son. Kirzner’s conclusion reinforces Hayek’s notion that a market economy
improves the life chances of any person chosen at random. Kirzner reaches
his conclusion because he believes that credit markets in a free economy do
not systematically discriminate among types of borrowers. Thus a poor entre-
preneur who notices a speculative or productive opportunity has the same
access as a wealthy entrepreneur to the money necessary to seize the oppor-
tunity (through credit), after transaction costs are taken into consideration.

This belief has been called into question by credit rationing models
demonstrating that asset-poor individuals who are not able to provide collat-
eral to lenders will be unable to obtain credit, no matter the interest rate they
are willing to pay. The credit rationing literature erodes the underpinnings of
Kirzner’s application of the finders-keepers ethic to the evaluation of entre-
preneurial profit, because it implies that all individuals do not in principle
have an equal opportunity to be an entrepreneur. To extend an old adage, “it
takes money to make money” entrepreneurially, and this possibility chal-
lenges Kirzner’s belief that a finders-keepers ethic can undergird the norma-
tive conclusion that entrepreneurs should necessarily be able to keep the
profits that they find. The credit-rationing literature also suggests that the
life chances of the asset poor may be considerably worse compared to those
who possess significant real and financial wealth.

Kirzner's theory of the market process, like Hayek’s, rests on subjectivist
foundations. Knowledge of economic opportunity, technology, potential
market demand, and resource availability is subjective, in the sense that each
individual has his or her own perception of cost conditions, market demand,
and resource availability. These perceptions may be unique to each individ-
ual, and thus they may turn out to be wrong. The principal actor in Kirzner’s
conception of the market process is the entrepreneur, a person who is alert to
the possibility of economic gains, or profits, that arise from disequilibrium
price discrepancies. Kirzner praises entrepreneurship because it leads to the
coordination of individual action sparked by subjective perceptions and
imaginings.

Kirzner describes three types of entrepreneurship. First, an entrepreneur
may profit from arbitrage: buying a commodity from a low-priced producer
and immediately reselling it at a greater price to a consumer who the entre-
preneur alertly notices values the commodity more highly. Prior to the inter-
vention of the entrepreneur, the producer and consumer are ignorant of each
other’s existence. The consumer was unaware that the producer offered the
commodity for sale, and the producer did not notice the potential customer
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willing to pay more than he was asking. Second, entrepreneurship can be
speculative: the entrepreneur speculates that a commodity currently selling
for a low price will sell for a higher price in the future, after taking into con-
sideration the interest expense of carrying the commodity. Finally, entrepre-
neurship can take the form of what Kirzner calls “productive creativity”: buy-
ing low-priced inputs and combining them to produce a commodity with a
higher price. For instance, an entrepreneur might buy oranges and rent cap-
ital and labor time to manufacture orange juice that consumers value more
highly than the inputs taken separately. The lure of profitis to find and act on
these price discrepancies in order to try to get something for nothing. In
Kirzner’s words, “[wlhat the market process does is to systematically trans-
late unnoticed opportunities for mutually profitable exchange among indi-
viduals into forms that tend to excite the interest and alertness of those most
likely to notice what can be spontaneously learned” (Kirzner 1979b, 150).5

Central to Kirzner’s conception of entrepreneurship is that it is an activity
entailing no opportunity cost. To see this most clearly, it is instructive to con-
trast entrepreneurship with deliberate search behavior. Searching involves
looking for opportunities that are known to exist, and we can understand the
search process to involve the comparison of costs and benefits. For instance,
when we search for a library book, we have good reason to believe it exists,
and it is sensible to ask whether the benefit we expect to receive upon locat-
ing the volume is worth the additional time we expect that it will take to find
it. Entrepreneurial behavior is different than search. We act entrepreneurially
when we notice a potentially valuable resource that, prior to its discovery, we
had no idea existed. For instance, if when searching for a library book, we
happen to perceive a different book, previously unknown to us, that stimu-
lates a startling insight, this alert noticing is entrepreneurial in nature. The
flash of inspiration that caused us to perceive this book did not involve the
deliberate forfeit of any other opportunity. We did not weigh the expected
additional costs with the expected additional benefits.

Given that there are no opportunity costs associated with entrepreneur-
ship, Kirzner also advances the potentially questionable claim that entrepre-
neurial activity does not require the prior ownership of any resources. Take
the case of arbitrage, in which an individual notices a resource that he or she
can purchase, with a check drawn on an account with a zero balance, and
immediately resell at a higher price, enabling that individual to deposit the
proceeds in his or her checking account before the initial check clears. In the
case of speculation or productive creativity, an individual may have to borrow
the funds to finance the purchase of the low-priced resources, since the
higher-priced output will not be available for sale until the future. But again,
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as long as individuals are able to obtain the credit needed to initiate specula-
tive or productive endeavors, they do not need to possess any assets to be
entrepreneurs.

From Kirzner’s subjectivist perspective, the profit that the entrepreneur
earns by acting on perceived price discrepancies is a discovered gain, a gain
that did not exist for human purposes untl its discovery: “it is plausible to
treat the discoverer of a hitherto unperceived opportunity as its creator, its
originator. That which is grasped by the discoverer did not, in a relevant
sense, exist at all prior to its discovery” (Kirzner 1992, 221). Entrepreneurial

discovery creates an opportunity whose existence others did not recognize.

Understanding market exchange as motivated by the discovery of previously
unnoticed and unconceived gain allows us, in Kirzner’s view, to apply the
widely held ethical belief in the finders-keepers rule to evaluate the justice of
entrepreneurial profit. Kirzner observes that many of us accept the finders-
keepers rule—or that of first come, first served—when we need to decide
how to reward property rights to a scarce resource with no previously exist-
ing property title that is in principle available to any particular person to
appropriate, If this observation is correct and if we understand profit to be
the reward for alertly grasping previously unnoticed economic gain, then we
should, from Kirzner’s perspective, accept the justice of entrepreneurial
profit. This is the essence of what Kirzner characterizes as an arbitrage the-
ory of profit, which he uses to advocate a finders-keepers ethic to support the
justice of profit income.

Kirzner’s analysis of enterpreneurship allows him to draw broader con-
clusions about the justice of wage and property incomes earned in a market
economy. He argues that all exchanges exhibit an element of entrepreneur-
ship. Sellers of factor services must always decide whether a particular offer
should be accepted or whether they should hold out for a higher price. In an
economy that is out of equilibrium and permeated by true ignorance of pos-
sible opportunities, every decision to sell or to buy is contingent on an entre-
preneurial judgment. Kirzner thus believes that all incomes contain an ele-
ment of entrepreneurial profit and that the legitimacy of these incomes can
therefore also be evaluated with a finders-keepers ethic. In effect, he asserts
that the finders-keepers rule supports the justice of all income receipts
resulting from uncoerced exchanges in a market economy. Thus it is unnec-
essary (and perhaps even inappropriate) to apply other criteria to evaluate the
justice of the market determination of income.

In Discovery, Capitalism, and Distributive Justice (1989), Kirzner fleshes out his
portrayal of the actors on both sides of the labor market as entrepreneurial.
He does this to reinforce the applicability of the finders-keepers rule to an
ethical evaluation of all income receipts in a capitalist economy, including
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wage incomes and not just pure profits. Because real-world labor markets
are never in equilibrium, self-owners of labor time must act, in part, as entre-
preneurs, since wage incomes are never guaranteed prior to their receipt.

Kirzner describes the entrepreneurial nature of the labor supply decision as
follows:

Inevitably the laborer must determine for himself—in an open-ended
world fraught with inescapable uncertainty, pervaded by the sheerest
of utter ignorance—which job to apply for, which job to accept, and
what wages and working conditions to hold out for. This means that
the more successfully “entrepreneurial” laborer will in fact enjoy a job
offering wages, working conditions, prestige and prospects for
advancement, which may substantially exceed those won by a fellow
laborer with equal talents qua laborer, but with less potential as entre-
preneur. (Kirzner 1989, 116)

The decision of a worker to sell his labor time is entrepreneurial because the
worker has to judge which producer in what industry offers the greatest
chance for his labor to be most productive and hence to be rewarded with the
highest possible wage.

Yet one wonders whether this kind of analysis undermines Kirzner's
intentions. After all, if workers are entrepreneurs when they evaluate differ-
ent employers in search of the most “profit” (or the highest wage), what pre-
vents workers from using these same entrepreneurial insights to initiate
their own productive enterprise? Is there, in Kirzner’s view, any difference
between an entrepreneurial employee and an entrepreneurial employer?

Kirzner seems to suggest that workers who do not employ their entrepre-
neurial facilities to direct a productive enterprise prefer to take fewer risks
than those who do. He asks us to imagine two men, Jones and Smith, who
each own no resources but who both believe that cab driving is a rewarding
economic activity. Kirzner contrasts the case of Jones, who borrows money
to renta taxicab to become an independent cab driver, with the case of Smith,
who rents his labor time to an owner of a fleet of taxicabs. Both the indepen-
dent contractor Jones and the wage-laborer Smith act entrepreneurially when
deciding to work in the taxi-driving industry. For Jones, there is no guarantee
that the cab-driving business will generate enough revenue to cover all of his
opportunity costs. Kirzner also notes: “Smith never was assured of anything at
all. ... In selling his driving services to Brown, the fleet owner, Smith is not
simply transforming these services into their fully known cash value, he is
taking a step into the dark, uncertain entrepreneurial future, guided entirely
by his entrepreneurial hunches” (Kirzner 1989, 118). The only difference
between Jones and Smith appears to be that Jones is willing to take the risk of
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running his own firm to exploit the perceived opportunity in the taxi busi-
ness, while Jones is not willing to incur this risk.

There are two problems with Kirzner’s analysis and conclusion. First, in
this example, the amount of risk incurred by Smith and Jones is not very dif-
ferent, contrary to Kirzner’s claim. Since Jones borrowed the money to
finance the purchase of his cab, if the cab business is not profitable, all he
runs the risk of losing is the labor time he devoted to the enterprise. The
lending bank or capitalist bears all the risk ifJones does not generate enough
revenue to pay back his loan. This is the same exact loss to which Smith is
exposed. If the fleet owner Brown goes out of business and is unable to pay
Smith his wage, Smith will have lost perhaps the same amount of labor time
as Jones. However, if the cab business proves to be extremely successfil,
Jones will gain entrepreneurial profit, while Smith will receive no more than
his contracted wage. What, then, prohibits Smith from starting his own cab-
driving business? For that matter, if Kirzner is right that factor owners are all
making the same kinds of entrepreneurial judgments, why would anyone
ever choose to work for someone else if credit were easily accessible to all?

Kirzner’s discussion of the cab drivers Smith and Jones reveals that he
sees the entrepreneurial profit that accrues to the independent contractor
Jones as readily available to Smith. Nothing stands in Smith’s way of himself
receiving this profit except either his choice not to pursue it or his inability to
notice that being an independent contractor has more potential rewards,
without incurring any more risk, than does being an employee in a firm
offering taxi services. It is apparent that Kirzner thinks that perceptible
opportunities for gain are “in principle available to others,” not just to the
entrepreneurs who happen to notice and grasp them (Kirzner 1995, 40,
emphasis added). For Kirzner, lack of fungible assets poses no barrier to act-
ing on entrepreneurial insights. Thus he can write: “Entrepreneurial profits
- - - are not captured by owners, in their capacity as owners, at all. They are
captured, instead, by men who exercise pure entrepreneurship, for which
ownership is never a condition” (Kirzner 1979a, 94). He draws this conclu-
sion because he believes the asset poor cannot be systematically denied credit
in an unregulated market economy.

If Kirzner is right that anyone can borrow to finance a speculative or pro-
ductive investment project, whether or not they can demonstrate any collat-
eral, then he is correct that any perceptible opportunity for gain is in princi-
ple available to others. The possibility that anyone can be an entrepreneur
gives Kirzner’s defense of the finders-keepers rule its ethical force. As Sen
(1992) notes, all theories of justice call for the equal (or impartial) treatment
of people in some conceptual realm. The claim that people are equal in some
way is used to defend the justice of circumstances. For instance, in his
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defense of a market economy, Hayek appeals to the formal equality of all
people under a legal regime that adheres to the rule of law. Kirzner points to
the equal opportunity for all people to be entrepreneurs in his argument for
the finders-keepers rule as a theory of distributive justice.

Contemporary theories of the interest rate mechanism suggest that
Kirzner’s presumption that credit is available to anyone willing to pay market
rates of interest is not an accurate description of a real-world financial sys-
tem. Interestingly, Hayek seems to take the same position in the socialist cal-
culation debate with Lange. He notes that one lamentable feature of market
socialist models is that they would replace the competitive banking system
with one large, government-run superbank that can only use the interest rate
to allocate credit. Because the government bank would have to “lend to per-
sons who have no property of their own,” it would “bear all the risk and
would have no claim for a definite amount of money as a bank has” (Hayek
1948g, 200-201). Hayek implies that one virtue of a competitive bank is that
it can force borrowers to bear some of the risk involved in a Ioan agreement
by requiring collateral. If so, since everyone does not have collateral, every-
one is not in principle able to negotiate a bank loan. If everyone does not in
principle have equal access to credit, then in the context of both production
in a capitalist firm and speculation, everyone does not in principle have the
opportunity to be an entrepreneur.

Bowles and Gintis call Kirzner’s belief that the possession and distribu-
tion of wealth do not affect the outcomes of economic processes the “asset
neutrality proposition” (Bowles and Gintis 1986, 68—71). They contend that
the widespread acceptance of this proposition is due to the fact that the eco-
nomics discipline has not shed itself from general equilibrium, perfect com-
petition models that practitioners have used to show that the distribution of
income would be the same irrespective of whether capital hired labor or
labor hired capital (see, e.g., Samuelson 1957). The asset neutrality proposi-
tion supports the classical liberal belief that wealth holders have the same
power in the determination of economic outcomes as do households with
few assets. Although the foundations for this conclusion—based on perfect
competition and equilibrium—are not compatible with Kirzner’s own think-
ing, the asset neutrality proposition parallels his contention that the posses-
sion of wealth does not determine whether or not an entrepreneurial oppor-
tunity will be realized. Bowles and Girtis maintain that the asset neutrality
proposition is false because credit markets are inherently plagued by imper-
fections that may prevent the asset poor from obtaining any credit no matter
how high an interest rate they are willing to pay, while those possessing

assets suitable as collateral to lending capitalists will be able to obtain loans
at market rates of interest.

RECASTING HAYEK’S GOOD SOCIETY * 73



To make their case, Bowles and Gintis follow the model of Joseph Stiglitz
and Andrew Weiss (2981), whose work shows that asymmetric information
may prevent the interest rate from being an equilibrating variable in the loan
market. While demanders of credit may react in traditional fashion to inter-
est rate movements, credit suppliers, such as banks, are not necessarily eager
to increase their lending when the demand price of loans rises. Banks care
about the expected returns on loans, not simply about the interest borrowers
are willing to pay. The two classic problems of markets with asymmetric
information—moral hazard and adverse selection—prevent there being an
isomorphic relationship between interest rates and expected returns. Since
the willingness to lend is determined by the expected return on loans, the
interest rate consistent with the optimal expected return for lenders may not
be the interest rate that demanders are willing to pay.

The problem here is that lenders can surmise the types of risk borrowers
might take, but they cannot know the decisions that borrowers will actually
make after the loan contract is signed. Because lenders cannot know the
risks borrowers will incur once a loan has been initiated, they attempt, when
calculating their expected returns, to infer this information from the interest
rate borrowers are willing to pay. In particular, lenders understand that as
interest rates rise, borrowers have greater incentive to increase the risks they
take and are thus more likely to default. The increased likelihood of moral
hazard at higher interest rates means that high interest rates may not be cor-
related with increased returns for the lender. In addition, banks know that as
interest rates rise, the pool of willing borrowers is more likely to include risk-
loving borrowers who will take actions incompatible with the interests of the
bank. Since banks have difficulty identifying these borrowers, if they do not
attempt to infer who are risk-loving individuals from the interest rates poten-
tial borrowers are willing to pay, the probability of bad lending decisions
increases with a rising interest rate, thereby lowering bankers’ returns. In
sum, the problem of adverse selection and the possibility of moral hazard
mean that raising the interest rate in response to an excess demand for credit
may influence the pool and behavior of borrowers in such a way that the
expected returns of lenders declines. Because “the interest rate directly
affects the quality of the loan in a manner which matters to the bank,” credit
markets may consequently experierce persistent excess demand (Stiglitz and
Weiss 1981, 409).7 Bankers may hold interest rates below market equilibrium
and use nonprice means to allocate (or ration) credit.

Although Stiglitz and Weiss do not draw any critical conclusions from the
possible existence of credit rationing in an unregulated banking industry,
Bowles and Gintis insist that credit rationing vitiates the asset neutrality
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proposition. One strategy banks employ in response to ignorance of the risks
borrowers will take is to demand that loans be partly collateralized. As a -
result, the potential borrowers who are ultimately approved for loans are
more likely to be those who possess assets that can be easily liquidated. This
means that wealth holders possess a decided advantage when they seek loans
to finance entrepreneurial endeavors, and it helps to explain the correspon-
dence Kirzner notices—and dismisses as insignificant for his theory—
between individuals who undertake entrepreneurial activity and individuals
who fill the capitalist role (Kirzner 1979a, 97). Contrary to Kirzner’s belief,
entrepreneurs usually are capitalists, because the asset poor are unable to
obtain credit, no matter the interest rate they are willing to pay, while owners
of significant assets face no such restriction.

Kirzner recognizes that arguments for the existence of credit market
imperfections damage his position that entrepreneurial opportunities are in
principle available to everyone. He maintains, however, that most theories of
financial market imperfection ignore the existence of transaction costs. He
argues that if a potential entrepreneur is willing to pay the market rate of
interest but is unable to obtain financing, this is not an indication that credit
is being rationed but a sign that there are transaction costs requiring the
entrepreneur to offer higher interest rates to make the loan worthwhile to the
bank. For instance, Kirzner remarks that the reputation of a potential entre-
preneur may be unknown to a bank, and thus he will be asked to pay above-
market interest rates. Although such a requirement could render the entre-
preneurial endeavor unprofitable, we must face the fact that there are social
“costs of securing recognition of one’s competence and trustworthiness”
that may result in some entrepreneurs facing higher borrowing costs than
others (Kirzner 1979a, 1o1). Kirzner thus echoes George Stigler’s (1967) con-
clusion that it is inappropriate to label credit markets as imperfect simply
because different would-be entrepreneurs with varying and unknown reputa-
tions are asked to pay higher rates than “the” market interest rate.9

While Stigler’s dismissal of the existence of credit market imperfection is
acceptable when the claim of market imperfection “rests ultimately upon the
inability of borrowers to get cheap funds” (Stigler 1967, 289), the charge of
credit market imperfection levied by Stiglitz and Weiss and by Bowles and
Gintis is linked to the apparent inability of some borrowers, particularly
asset-poor individuals, to obtain funds at any price. “[I]t is a mistake,”
Bowles and Gintis assert, “to treat the [the existence of credit rationing] sim-
ply as a reflection of the existence of frictions in exchange relations”; they con-
tend that “[flriction will produce out of equilibrium alternations between
excess demand and excess supply but not consistent . . . quantity con-
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straints” that prevent access to credit to some potential entrepreneurs
(Bowles and Gintis 19gob, 306). A critical interpretation of the credit
rationing literature calls into question Kirzner’s employment of the Chicago-
school notion of transaction costs to buttress his claim that entrepreneurial
opportunities are in principle available to all.

Kirzner also pursues another line of defense against the claim that credit
markets are imperfect. “If a new idea holds forth promise, even after all trad-
ing costs have been taken into account, of a yield to capitalists higher than
they can obtain elsewhere,” he argues, “their failure to exploit it constitutes
an entrepreneurial error on their part” (Kirzner 1979a, 102). Thus he might
explain the purported existence of credit rationing as another example of the
pervasiveness of entrepreneurial error in an economy out of equilibrium.
However, if the inability to obtain credit from a lending capitalist by an asset-
poor, would-be entrepreneur constitutes an entrepreneurial error on the part
of the capitalist, one wonders exactly where this error lies? Is the capitalist
making an entrepreneurial error when declining to lend to the asset-poor
entrepreneur? Or is the capitalist making the entrepreneurial error by failing
to notice the opportunity seen by the asset-poor and frustrated entrepreneur?
If the theory of credit rationing is correct in its conclusion that it is some-
times impossible for lenders to acquire the necessary information about the
credit risks a borrower will take, it is difficult to see how we might interpret
that impossibility and the credit rationing to which it leads as an entrepre-
neurial error, an error that a competitive market could potentially correct. If
the second reading (that the lending capitalist does not notice the actual
opportunity seen by our frustrated entrepreneur) captures Kirzner’s mean-
ing, it would not challenge the conclusion that capitalists do have an advan-
tage in acting on entrepreneurial possibilities. Both interpretations of the
existence of credit rationing as an instance of entrepreneurial error under-
mine Kirzner’s belief that entrepreneurial opportunities in the cases of spec-
ulation and productive creativity are in principle available to everyone.™

Kirzner asserts, “What the entrepreneur sees is a prospective increment of
value which others, although in no way handicapped as compared with our
entrepreneur, have somehow failed to see” (Kirzner 1995, 38-39). If the asset
poor are systematically denied access to credit, then only in the case of pure
arbitrage can we be confident that all potential entrepreneurs face no handi-
cap in seizing upon profit opportunities. The possibility of credit rationing
means that when an opportunity involves production or speculation, an
alert, asset-poor, would-be entrepreneur—as opposed to a wealthy entrepre-
neur—will face possibly insurmountable obstacles when attempting to
grasp that profit. Thus what Kirzner calls entrepreneurial profit would seem
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to be partly enabled by the prior ownership of assets and not solely a reward
for entrepreneurial alertness. If a “profit” opportunity requires the prior
ownership of capital, perhaps it can and should be justified by what Kirzner
calls “the fruit-of-the-tree” ethic. According to Kirzner, people generally
believe that an individual may legitimately appropriate output that emerges
from a justly held asset. In cases where we might use the fruit-of-the-tree
ethic to justify an income receipt, there would be no need to apply a finders-
keepers ethic. This ethic would be applicable only in the evaluation of pure
arbitrage opportunities.™

Denying the applicability of the finders-keepers ethic in cases involving
production and speculation appears, however, to put Kirznér's positive the-
ory of entrepreneurship in grave jeopardy. Real-world instances of pure arbi-
trage that require no interest expense because they do not involve the passage
of time are likely to be rare, if not nonexistent. Most, if not all, profit oppor-
tunities have a speculative or productive element. In order to say that the
fruit-of-the-tree ethic alone justifies income receipts from speculative and
productive activities, one would have to accept that all the relevant factors of
production were paid according to the value of their marginal products. Yet
this could be so only in a world where all gains from speculative trade and
production were exhausted. In such a world, there would be little, if any,
room for entrepreneurship. This line of reasoning undermines the insights
of Hayek and other Austrian economics concerning time, ignorance, and
knowledge.

As an alternative, we might argue that pure profit opportunities are abun-
dant in productive and speculative ventures but that they are not in principle
available to everyone, because of the existence of credit rationing. Insofar as
the finders-keepers ethic requires that any person may be a potential finder,
this ethic cannot justify the receipt of pure pfoﬁt. We might thus search for
another ethic that is consistent with a world of ceaseless change and wide-
spread ignorance and with a defense of free market outcomes. This alterna-
tive interpretation indicates that there are constraints on individual choice
and impediments to entrepreneurial action. We might therefore legitimately
conclude that these constraints and impediments call for a theory of distrib-
utive justice in order to understand the nature and possible ethical short-
comings of an unregulated capitalist market process. Perhaps the applicabil-
ity of a finders-keepers ethic could be reestablished in an institutional
environment where the possession of wealth did not confer any entrepre-
neurial advantage. Such an institutional environment might characterize a
society that achieved Hayek’s normative objective that the life chances of any
person chosen at random would be maximized.
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DEMOCRACY AND THE CREATION
OF THE COMMON GOOD

The preceding discussion shows, first, that we may not with confidence
accept thata common law system produces a neutral set of rules and, second,
that the market process may be systematically biased against the interests of
the asset poor. These two conclusions lead us to search for an institutional
structure—and the normative foundations to support that structure—that
more fully promotes human well-being and the common good than does the
market in a capitalist setting. This search will involve a greater role for demo-
cratic processes than Hayek is willing to grant. This chapter concludes with
a brief argument for an elevated role for democratic processes in a subjec-
tivist, post-Hayekian political economy. The rest of the book investigates the
characteristics of an institutional structure that promotes universal human
well-being in a way consistent with the socialist tradition, while remaining
mindful of the knowledge problems Hayek has shown to be prevalent in a
postrationalist, postmodern age.

The crux of Hayek’s argument against democratic policy is that it often
attempts to obtain interested (and hence unprincipled) goals—for instance,
distributive justice. To accept goal-oriented policymaking as legitimate, he
insists, poses a grave threat to individual freedom, because it opens the door
to the use of government power to direct or limit the actions of specific indi-
viduals in order to achieve particular goals. Hayek maintains that individual
freedom is protected if government power is restricted to ensuring that all
people obey the same set of abstract, universal rules. He thinks that the com-
mon law achieves this objective, because e believes that it generally evolves
into a system of mutually consistent, universal rules that aim at no particular
result and are equally applicable to all. A legal system with these attributes
ensures that people are ruled equally under the law, rather than being subject
to the arbitrary commands of a group of people.

But Hayek’s legal thought is not consistently subjectivist. While he
acknowledges that the people controlling the government may well use gov-
ernment power in the effort to achieve their subjective goals, he does not rec-
ognize that common law judges may also act according to their subjective,
theory-laden perceptions of just outcomes. Hayek does not recognize this
because he imagines judges are somehow able to discover correct, com-
monly accepted rules appropriate to the objective facts of a case. A subjec-
tivist account of the judicial process inspired by legal realism emphasizes the
subjectivity of rules, facts, and even the perception of consistency in the law
itself and pictures the judicial process as irreducibly creative. To understand
the judicial process as creative erodes—partly, if not completely—the barrier
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Hayek places between democratic, sometimes interested policymaking and
the supposedly disinterested, evolved common law. From a subjectivist per-
spective, common law rules may well be as interested as Hayek thinks demo-
cratic policymaking is prone to be.

Others reach a similar conclusion. Hasnas (1gg5b) calls the rule of law a
potentially dangerous myth. He accepts the realist critique of legal neutrality
and worries that widespread belief in the rule of law leads to the public’s
acceptance of illegitimate uses of state power. Christainsen agrees that
judges in government courts cannot know all the circumstances of time and
place that would be necessary to pronounce objective decisions. He asserts
that because “common law judges are decision-makers of enterprises—gov-
ernment courts—for which rights are not transferable, and sometimes not
even defined, they are in the position of central economic planners” (Chris-
tainsen 1990, 503). Thus there is no discovery process in a common law court
system to ensure what Christiansen calls “efficient” judicial decisions (ibid.).
Both Hasnas and Christainsen believe that the solution to the potentially
inefficient and biased nature of a common law system can be solved if we end
the state monopoly over the provision of legal decisions and allow the devel-
opment of a private court system with competing providers of adjudication
services. !

While private adjudication may have merits in particular cases, it is not
obvious that private courts provide the best forum to determine the constitu-
tion of the common good. It is readily apparent that wealth can influence the
outcomes of government court trials, even when some minimal efforts are
made to provide legal representation for the poor. In a setting where adjudi-
cation is exclusively marketed, it would not be surprising to see an even
greater correlation between wealth and the interests served by the decisions
of private courts. Arthur Okun calls the threats that wealth and income pose
to substantive equality before the law the “transgression of dollars on rights”
(Okun 1975, 22), a transgression that Okun believes might be checked by
limiting the domain of the market, rather than expanding it, and by invigo-
rating the democratic sphere of social life.

The main point of the discussion in this chapter is that if law courts are as
political as legal realism suggests, Hayek’s defense of 2 common law system
as a neutral method to discover the sense of justice and the rules that consti-
tute the common good is called into question. Perhaps the chief difficulty
with Hayek’s legal theory is that, like economic opportunity and true knowl-
edge, a singular sense of justice—or the common good—is not “out there”
waiting to be found. Perhaps the common good needs to be created. As sev-
eral critics of Hayek have argued, democratic government provides a frame-
work where the nature of the common good might be debated and forged. -
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Unfortunately, finding a compelling defense of democracy in Hayek’s
thought is difficult. As Juliet Williams points out, “the real problem for
Hayek is not that his commitment to liberalism conflicts with his desire to
limit democracy, but rather that his version of central liberal principles does
not entail democracy in the first place” (Williams 1997, 108). Hayek tends to
emphasize the problems with democracy rather than recognizing that per-
haps democratic institutions have evolved to help negotiate an agreement
about the nature of the common good in a2 world in which knowledge is lim-
ited and subjective.

Gus diZerega’s work on democracy as a spontaneous ordet is instructive
in this regard. DiZerega follows Hayek in claiming that spontaneous orders
“are rooted in the principle of voluntary consent,” but diZerega argues, in
contrast to Hayek, that democratic institutions aim to create “consent over
community values and practices” (diZerega 1989, 206). Democracy involves
a set of noninstrumental procedures—cne person, one vote; freedom of
speech, press, and assembly; and other rights of citizenship, separation of
powers, and so on—that establish a framework permitting a collective con-
versation about the nature of the common good. DiZerega sees this as an
ideal type that would exist “if citizens were to come to a free and uncoerced
agreement about public policy” (ibid., 225).%

DiZerega defines the common good as “includ[ing] policies and practices
which cannot be provided by markets alone, or which cannot be provided in
adequate supply” (ibid., 228). These include the standard public goods
identified by conventional economic analysis, protection against the harmful
effects of the negative externalities generated by others, and those “measures
and values [individuals] think will benefit [themselves] and others in [their]
capacity as equal members of society” {ibid., 231). DiZerega argues that
democracy performs an important function in allowing people, in their roles
as citizens, to determine what is in the collective interest. What this collective
interest, or common good, is and how citizens might discuss its nature are
matters that diZerega does not address. Cne can tease out of his discussion,
however, the possibility that social justice is, contrary to Hayek, part of the con-
stitution of the common good. Chapter 5 of this book explores this possibility.

Before proceeding to the next chapter, I should acknowledge the argu-
ment that the real-world outcomes of democratic politics are dramatic
departures from any ideal-type notion of the common good. For instance,
in The Political Order of a Free People, Hayek argues that the “so-called approval
by the majority of a conglomerate of measures serving particular interests”
that he believes is characteristic of modern democracy is a “farce” (Hayek
1979b, 134). Yet earlier in the same book, he explains that it is legitimate for
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government to use coercion to supply collective goods, even if those goods
are not demanded by a “considerable majority.” He contends:

itwill clearly be in the interest of the different individuals to agree that
the compulsory levying of means to be used also for purposes for
which they do not care so long as others are similarly made to con-
tribute to ends which they desire but the others do not. Though this
looks as if the individuals were made to serve purposes for which they
do not care, a truer way of looking at it is to regard it as a sort of
exchange: each agreeing to contribute to a common pool according to
the same uniform principles on the understanding that his wishes with
regard to the services to be financed from that pool will be satisfied in
proportion to his contributions. (ibid., 45)

Yet since there is no way for Hayek to know how others value collective goods
provided by democratic political action, it is not clear why a subjectivist or
postmodernist should accept his portrayal of modern democracy as a farce.
Admittedly, real-world democracy may be imperfect and messy, but given
the contestable nature of questions concerning justice, democracy has an
attribute that the common law lacks: democratic politics institutes a forum
for multiple, competing views of justice to be heard and debated.™ In his cri-
tique of Hayek, Brian Crowley argues, democratic “politics relies on proce-
dures to make possible and to encourage critical analysis in the constant
search for agreement on the meaning of the good life and how it is to be pur-
sued” (Crowley 1987, 291). If we accept the subjectivist and postmodern view
that all facts, interpretations, and judgments are theory dependent and
socially constituted, then the evaluation of what is an effective and beneficial
economic order, or what is the common good, is open for discussion. The
articulation of the common good needs to be created. Hayek, though, wishes
to silence debate over the natures of justice and the common good by assert-
ing that justice involves little more than the establishment of universal rules
through a neutral case law procedure. Rather than following Hayek’s failed
path (if the legal realists are right), we might better conceive justice to be a
goal—not a given—of an ongoing and collective conversation about the
meaning of social welfare. In-such a world, democratic policymaking is
attractive because it often allows the possibility of a plurality of visions of dis-
tributive and procedural justice to be inspected. It permits the definition of a

beneficial and effective economic order to be created in an open, dialogical
process.
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CHAPTER S5

Social Justice and Hayekian Knowledge Problems
*

If there is reason to think that the common law process might not yield a dis-
interested evolution of property rights that serve the collective interest, then
democratic processes and institutions should have a more prominent role
than Hayek is willing to grant to deliberate about the nature of the common
good and about the scope and limits of the property rights that promote it.
But appealing to a democratic deliberation of the common good to replace
Hayek’s common law determination of the collective interest is not enough
to develop an alternative conception of justice to compete with Hayel’s. As
Hayek notes, democracy, “being a method, indicates nothing about the aims
of government,” and “[iIn order to know what it is that we want others to
accept [as the collective interest], we need other criterion than the current
opinion of the majority” (Hayek 1960, 104). Several questions then arise:
How should we understand the rough outline of the common good when we
engage in democratic discussion of its specific features? In other words,
what principle of justice does it make sense to use to help determine a wel-
fare-enhancing distribution of property rights? Is there a socialist principle
with some sort of objective basis that might successfully contend with
Hayek’s free market position? Can such a principle effectively address
Hayekian knowledge problems? These are the questions that this chapter
addresses.

To avoid the arbitrary exercise of power unleashed by temporary majori-
ties, Hayek maintains that the legislation democratic government enacts to
rectify the occasional injustices identified in the common law must be con-
sistent with the requirements of the rule of law. In particular, democratic leg-
islation should be universally applicable and impartially enforced. We have
seen that Hayek thinks that the notion of impartiality embodied in the rule of
law prohibits the use of government power to redistribute wealth and
income. But the possibility of credit rationing and the inequality of opportu-
nity that it engenders (which I pointed to in chap. 4) is a compelling instance
of a bias or impartiality in the process of a capitalist market economy. This
bias would seem to call for the redistribution of wealth and income in the
interest of establishing an impartial market process that promotes the life
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chances of any person chosen at random. The well-being promoted by
Hayek’s rule-of-law utilitarianism will likely be seriously circumscribed to
those already in the possession of substantial material wealth. This likeli-
hood motivates a search for a different principle of justice that might guidea
more universally applicable approach to advancing well-being.

In addition, the subjectivist account of well-being present in Hayek’s
thinking privileges individual preferences and self-knowledge in ways that
can lead to perverse judgments about the collective interest. For example,
impoverished and illiterate people might express complete happiness with
their position in life. If so, it is difficult for the subjectivist utilitarian to chal-
lenge the self-evaluation of these people and to advocate public policy to
address the apparent problems of poverty and illiteracy. Yet Hayek himself
approvingly notes that modern governments “have made provision for the
indigent, unfortunate, and disabled and have concerned themselves with
questions of health and the dissemination of knowledge” (Hayek 1960, 257).
Though Hayek here expresses support for a safety net, one searches his work
in vain for any discussion of how adherence to the rule of law might encour-
age or oblige a government to establish such social welfare measures.

In light of the substantive inequality of opportunity in a market econormy
with an unequal distribution of wealth and in light of Hayek’slinability to
ground his support for welfare policies that might objectively improve the
quality of life, this chapter argues that the principle that should focus a
democratic and socialist discussion of the common good is the goal of devel-
oping in all people the capabilities to achieve an intersubjective account of
human well-being. I will employ the capability perspective developed by
Martha Nussbaum (1990, 19922, 1992b, 1995) and Amartya Sen (1992, 1999),
both following the work of Aristotle (1998). I will argue that many, if not all,
of Hayel’s criticisms of theories of social justice can be met by using the
method of Nussbaum and Sen’s capabﬂity theory to produce a principled
account of the distribution of resources and opportunities. In chapter 6 and
7, I'will use this capability perspective to provide normative foundations for
an institutional arrangement—a variant of market socialism—that might
achieve classical socialist objectives, while at the same time remaining mind-

ful of the knowledge problems Hayek identified as endemic to centrally
planned socialism.

A SKETCH OF THE CAPABILITY THEORY
OF SOCIAL JUSTICE

The main conclusion of Nussbaum and Sen’s Aristotelian theory of social
justice is that one of the primary goals of good government is to ensure that
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all people have the means or resources to develop their capabilities to lead
choiceworthy lives. A choiceworthy life is one that a person has reason to
value, because the available options allow him or her to achieve vital, or
essential, human functions. Government should ensure, to the extent that
natural, technical, and social constraints permit, that all individuals have the
means so that they can choose to lead a complete, flourishing human life. A
flourishing life is defined in terms of the attainment of essential function-
ings. For example, in order to lead a flourishing life, a person must be well
nourished and educated, have access to adequate health care and shelter,
have property that allows exploration of one’s subjective appraisal of
beneficial opportunities, and possess the ability to participate in social insti-
tutions and interactions with dignity. For the capability theorist, these are
just some of the essential human functionings that public policy historically
has attempted to support.!

How are these essential functionings to be specified? This is a rather con-
troversial point, since theorists as diverse as Marx and Hayek have ques-
tioned whether there is any objectively definable, transcendent human nature
that might be used to locate such functions. Nussbaum proposes that the
capability approach does not require a transcendent or outside perspective
on the nature of human being. Instead, human nature can be specified inter-
subjectively, through cross-cultural conversation that is oriented toward
answering the question, what makes us recognize others as human; that is,
when we notice other beings, how do we determine whether or not these
beings qualify as human, rather than, say, as gods or monkeys? Nussbaum
asserts that we make these distinctions by identifying certain essential quali-
ties that we believe all human beings possess. We can discover these essen-
tial qualities through written, oral, and artistic records of diverse human
societies scattered through time and geographic region, rather than through
the isolated reflection of pure reason. Nussbaum characterizes the discover-
ies that we make in this cross-cultural search for the identifying characteris-
tics of human being to be an “internalist essentialist” list (Nussbaum 1992a,
208), a list we can use to identify critical human functionings. Nussbaum’s
notion of internalist essentialism is compatible with what McCloskey calls
the “conjective”: our shared social and scientific discourse and language
{Klamer and McCloskey 1989, 144). The hermeneutic tradition identifies this
as the intersubjective: “the result of agreement reached through conversa-
tion and dialogue on the part of a community of historically formed and cul-
turally embedded subjects” (Madison 1g990a, 38).

Since the list of essential human functions is a social product, it cannot be
fixed in stone; it is always subject to revision through ongoing conversation.
Nevertheless, once we have constructed this provisional list, we have a tool
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that permits us to ask the extent to which social institutions allow individu-
als the opportunity to lead lives that enable them to achieve characteristic
human functions. The list provides a benchmark to judge whether the pre-
vailing set of social structures and distribution of resources enable all people
to lead flourishing lives, if they should choose. If all people are not so
enabled, then from the Aristotelian perspective, government has an obliga-
tion, in the name of justice, to design and implement policies that enhance

the capability of people to achieve the essential human functions, or the
opportunity to lead flourishing lives.

CAPABILITIES EQUALITY AND
THE ETHICAL KNOWLEDGE PROBLEM

Five critical issues divide the Aristotelian conception of social justice from
the elements of Hayek’s critique that are based on what I have called the “eth-

- ical knowledge problem.” First, Hayek’s subjectivism leads him to be skepti-

cal that people can agree on a substantive, outcome-oriented definition of
justice that is characteristic of the Aristotelian capability theory. Second, the
capability approach does not extol the virtues of individual choice in the
same way as Hayek’s utilitarianism. Third, the capability theory believes that
people should be treated equally in a different conceptual space than under
the law, as in Hayelc’s defense of the rule of law. Fourth, the two contending
theories of justice have different notions of the claims individuals can make
on society. Fifth, Hayek has a more extensive view of individual responsibil-
ity than does the capability perspective. I will consider each of these issues in
turn and ask whether the capability theory can answer Hayek’s likely criti-
cisms.

Among the attributes of Hayek’s thought, the first and in many ways most
significant that is common to most varieties of liberalism is his skepticism
regarding the possibility that individuals in a modern society can reach any
principled agreement about the substantive characteristics of a good life.
Liberal theorists, such as Hayek, reject the belief that diverse and differen-
tially constituted individuals can share any common, outcome-oriented
ends. What individuals can agree on, Hayek and other liberals believe, is a
fair set of rules that increases the range and domain of activities that individ-
uals can pursue without interfering in the affairs of others. The supposed
agreement about a set of fair, neutral rules is the defining characteristic of
what Hayek, following Adam Smith, calls the “Great Society,” or free market
capitalism (Hayek 1973, 2).

Nussbaum maintains that the liberal skepticism is overstated. Diverse
individuals and societies have agreed and continue to agree about the attri-
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butes thatare necessary for a being to be considered as human, rather than as
god or monkey. The possession of practical reason, mortality, the need for
nourishment, and dignity are some of these characteristics. Nussbaum
believes this factual agreement can be employed to forge another agreement
about the means a human being must possess in order to be capable of
choosing to live 2 human life. If a being that we recognize as human lacks the
means (say, adequate food) necessary to choose to function in a manner con-
sistent with his or her nature (he or she is malnourished), then we can rea-
sonably conclude that he or she does not have the capability to function as a
good or flourishing human.

The notion of human nature functions here in an evaluative, rather than a
descriptive, role. For example, the judgment that a malnourished woman
without adequate food is not flourishing is similar to the judgment that a
young child just learning the violin plays Vivaldi poorly. If we can create a
working list of essential human functionings, we can also evaluate whether
or not an individual is capable of choosing to function well. In the capability
perspective, good human functioning can serve as a focal point around which
diverse and differentially constituted individuals might conceivably forge an
ethical consensus. If so, then perhaps it is not as difficult as the liberal holds
to generate an agreement about the means necessary to be capable of choos-
ing to live a flourishing human life. The liberal complaint that it is impossible
to establish unanimity about any sort of substantive account of the require-
ments necessary for a good life would seem to be exaggerated. Nussbaum’s
assessment of the theory of John Rawls is instructive on this point.

In his famous theory of justice, Rawls proposes what he calls a “thin the-
ory of the good,” to ground his claim that a theory of economic justice should
focus on the distribution of primary goods—such instruments as political
and economic freedoms—that all people can use to pursue their separate
conceptions of a good life (Rawls 1971, 396). Rawls’s thin theory of the good
accepts the classic liberal assumption that people have plural conceptions of
the good life. However, Rawls also presupposes that the beings who pursue
these plural conceptions are defined by the employment of two essential
powers of moral responsibility: the capacity to honor fair terms of coopera-
tion (sociality) and the capacity to pursue a conception of the good (the exer-
cise of autonomous choice). The thin theory of the good presumes that social
institutions should be created to nurture these two moral powers. Conse-
quently, Rawls believes that liberal communities can rule out some subjec-
tively conceived conceptions of the good life, for example, banditry and slav-
ery. In this regard, Rawls is similar to Hayek, who also is not completely
agnostic about the nature of the good life.? .

Nussbaum argues that “Rawls’s use of primary goods already commits
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him to a moral theory or conception of the good that intends to be compre-
hensive but is significantly incomplete” (Crocker 1992, 599). She admires
Rawls’s willingness to identify characteristics of a good life, and the charac-
teristics that Rawls identifies—sociality and the exercise of autonomous
choice—are shared by the Aristotelian capability approach. Nussbaum con-
tends that if Rawls did not perform this exercise, there would be no way for
him to support his theory of justice in the distribution of primary goods; that
is, “Rawls cannot evaluate his primary goods as having worth without him-
self presupposing a thicker theory of good living, without taking ‘some stand
about what functions are constitutive of good human living’” (Crocker 1992,
599, quoting Nussbaum 19g92b, 180). If the success of Rawls’s liberal project
and others like it requires some account of good living that is thought to be
shared by the wider community, there is no easy way to foreclose a collective
discussion of a broader, Aristotelian description of the good life by appealing
to the subjective nature of individual happiness. A Rawlsian thin theory of
the good and the Aristotelian thick theory of the good share a concern with
the requirements for making choices that enhance well-being. If one accepts
that the possession of the “procedural” capabilities to exercise choice and to
obey fair rules are necessary to lead a good life, there is no principled reason
to reject (perhaps in the name of a supposed antiperfectionism) that the pos-
session of other “material” capabilities may be necessary as well.

Some cultural relativists might accept that members of a particular com-
munity could be able to agree on the attributes of a good life, but these rela-
tivists would point to the diversity of human communities and reject the Aris-
totelian presumption that a universal, cross-cultural agreement can be
forged. This position has an affinity with certain strains of postmodernism
that criticize the totalizing nature of Western thought and culture. From this
perspective, the notion of human flourishing varies from culture to culture,
thereby making the universality of any proposed list of human functions the
product of invalid essentialist presumptions. Nussbaum (1992a) and Sen
(1999) both argue against the vision of autonomous human communities
that undergirds this sort of cultural relativism, for two different reasons.
First, throughout history, communities have engaged in trade of merchan-
dise and ideas, making it difficult to locate the origin of many supposedly
culturally specific concepts in a singular, uncontaminated cultural past.
Human cultures are historically intertwined. Second, every cultural tradition
contains dissenters from the views that are presently dominant, making it
suspect for, say, someone like former Singapore prime minister Lee Kuan
Yew to claim that democracy is a Western idea that is foreign to East Asian
societies. Sen points out that Asian cultural traditions contain their fair share
of thinkers who have advocated democratic ideals and other notions of
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human flourishing that also exist in the Western tradition. The creation of a
list of essential, universally applicable human functions is an empirical proj-
ect that Nussbaum and Sen believe is supported by a careful and thorough-
going empirical study of human communities, past and present. Its creation
cannot be foreclosed by a rationalist, relativist presumption (often wearing
postmodern garb) that such a list is impossible to produce.

In her advocacy of postmodernism, McCloskey remarks: “to admit that

-our only standard is our interpretive community is not to surrender to arbi-
trary standards, but to standards. There are no timeless standards outside
those of an interpretive community” (McCloskey 1992, 108). When we pur-
sue questions of justice, the relevant question is whether the “interpretive
community” is the historical, worldwide human community or a particular
society bound by the strictures of a particular time and geographic location.
The Aristotelian capabilities approach supposes the relevant definition of
“interpretive community” to be the historical, worldwide human commu-
nity. DeMartino’s critique of cultural relativism reinforces this conclusion.
DeMartino argues that the belief that there are cultural insiders and outsiders
depends on a narrow essentialism of culture that is vitiated by a thoroughgo-
ing antiessentialism. DeMartino thinks that postmodernists should under-
stand human cultures to be engaged in mutual constitution that blurs the
boundaries between societies of a particular time and place (DeMartino
2000, 133—43).

This discussion about the possibility of agreement on the nature of the
good life is closely linked to the second critical issue that merits attention in
this discussion: the inviolability of individual choice. Liberal thinkers might
resist the conclusion of the previous discussion because they would not wish
to second-guess individuals’ self-evaluations. Perhaps the previously men-
tioned malnourished woman reports that she is happy with her life. Perhaps
she freely chooses to eat less food because only if she does can she feed her
children so that they might be attentive students. If so, on what ground can
the Aristotelian stand to claim that the woman’s life is not a flourishing one?
Perhaps she is simply choosing to maximize her utility subject to the mater-
ial and social constraints that all individuals necessarily face. If individuals
are the best judges of their well-being, then there is no place for the Aris-
totelian to claim that this or that freely choosing individual is not leading a
flourishing life. Thus the normative work that the notion of human flourish-
ing performs for the Aristotelian turns out to be no work at all. For the lib-
eral, flourishing, like utility, is subjectively defined.

Both Nussbaum and Sen reject the belief in the sanctity of individual
choice on which this liberal argument rests. They point out that it is a com-
mon attribute of human behavior for people in deprived situations to report
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satisfaction with their position. It seems that people often puta positive face
on their negative circumstances. Thus the Aristotelian accepts the possibility
that individuals can make deformed choices when in an environment
deprived of the means enabling them to choose a flourishing life. Unless we
accept the inviolability of individual choice as axiomatic, coterminous with a
particular set of pregiven rights (see, e.g., Nozick 1974, ix), contemporary
experience suggests that many people often find the pure liberal position
difficult to sustain. For instance, it appears to be widely believed that the pur-
chase of narcotic drugs and the sale of sexual services by children are often
manifestations of deformed choices. This belief lies behind the prohibition
of market exchanges for certain drugs and sexual acts in the United States
and other countries throughout the world. Such widespread agreement to
prohibit detrimental choices lends support to the Aristotelian belief that
there can be a difference between the actions of individuals who have the
resources to make choiceworthy decisions and the actions of individuals who
possess the formal freedom to choose but lack the material, educational, and
cultural advantages widely enjoyed by others.3 A choiceworthy decision, once
again, is one taken in an environment in which people have the means to
choose a life that the collective human community regards as flourishing.

The third question for debate between the rule-utilitarian and capability
perspectives is the dimension of social life in which people should be equal.
Sen argues that every theory of justice that has gained acceptance in the mod-
ern world appeals to equal treatment of people in some conceptual space
important to that theory. This appeal to equality serves as a marker that jus-
tice must be impartial, that a just society is one in which all people face sim-
ilar circumstances (again, in some appropriate space). Given that all theories
ofjustice stake a claim to equality, Sen astutely notes that what separates rival
theories is the realm or space in which equality is supposed to apply, not
whether or not the theories advocate some notion of equality. For example,
procedural theories of justice, such as Hayek’s, appeal to equality under the
law: the rules specifying the acceptable use of government coercion should
not discriminate among (types of) persons. Kirzner's finders-keepers theory
of justice appeals to the possibility that everyone has an equal opportunity to
be an eritrepreneur. Contemporary liberals, such as Rawls, claim that justice
requires people to have equal access to primary goods. Some socialists argue
that the distribution of income is the critical space in which societies should
strive for equality. Nussbaum and Sen explain that the capability approach to
justice asks that society (through government policy) works to provide
people with the resources allowing the equal capability to achieve essential
human functionings. ' :

In his review of Sen’s Inequality Reexamined (1992), Robert Sugden chal-
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lenges Sen’s claim that all theories of justice are egalitarian. He points to
Nozick’s libertarianism as one notable exception to this claim. Because Noz-
ickian libertarianism begins with the supposition that people have rights
that limit the actions others may take with regard to them (and their rights)
and their property, Sugden claims: “There is no space in which Nozick’s the-
ory seeks equality. Indeed, the theory does not seek anything at all: it has no
goals, only constraints” (Sugden 1993, 1961). Sugden reinforces the long-
standing belief, expressed also by Hayek in The Constitution of Liberty (1960),
that there is a fundamental categorical distinction between the pursuit of
material equality and that of freedom—or, to use different language,
between positive liberty and negative liberty.* Sen is not so sure of this dis-
tinction. He anticipates Sugden’s criticism: “Libertarians must think it
important that people should have liberty. Given this, questions would
immediately arise regarding: who, how much, how distributed, how equal? . . . In
fact, the libertarian demands for liberty typically include important features
of ‘equal liberty,” e.g. the insistence on equal immunity from interference by
others” (Sen 1992, 22, quoted in Sugden 1993, 1960). Sugden mistakenly
focuses on Sen’s appeal to the distribution of liberty in this passage and con-
cludes that since there is no distributing agent in Nozick’s utopia, Sen’s
characterization of libertarianism is misguided. However, what Sugden
misses is that even in Nozick’s utopia, rights are to be impartially (i.e.,
equally) enforced. In respect to rights enforcement, libertarians are indeed
egalitarian. Thus from Sen’s perspective there is not a categorical distinction
between equality and liberty. There are only different ways in which modern
theorists of justice answer the question, in what realm should people be
treated impartially, that is, equally?

Hayek advocates the rule of law and its promise of equality under the law,
because this form of equal treatment minimizes government interference
with each individual’s pursuit of his or her subjectively perceived opportu-
nity. Hayek believes that this (negative) freedom from the coercive apparatus
of government allows the market to work as beneficially and effectively as
possible, not because freedom from coercion is necessary to secure a set of
libertarian natural rights. In this context, “benefit” and “effectiveness” mean
that individuals are free from community intervention in their pursuit of
mutually beneficial opportunities for exchange and cooperation, as judged
by each individual. The rule of law, in Hayek’s mind, establishes a framework
that “provide[s] the maximum of opportunity for unknown individuals to
learn of facts that we ourselves are yet unaware of and to make use of this
knowledge in their actions” (Hayek 1960, 30). In his defense of equality
under the law, Hayek minimizes the degree to which material constraints can
prevent individuals from seizing opportunities yielded by their unique
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insights and focuses his concern on the Wayé in which arbitrary government
can restrict individuals. Despite observing that “the benefits we derive from
the freedom of others become greater as the number of those who can exercise
freedom increases” (ibid., 32, emphasis added), Hayek believes that we must
confine the notion of justice to how people’s actions affect others—in this
case, government officials who interpret and enforce rules—and that we
must exclude from it any concern for the material possessions and substan-
tive opportunities individuals possess.

Sen maintains that consequentialist, rule-utilitarian liberals, such as
Hayek, poorly identify the appropriate realm of equality. In order to achieve
Hayek’s goal of increasing the “number of those who can exercise freedom,”
more will often be required than following the rule of law. Negative freedom
and the presence of equality under the law can be compatible, for example,
with the starvation of peasants, who lack food not because a coercive power
has denied them their nutrition but because they possess no property accept-
able in a market exchange for food. Sen notes that if; at the heart of the mat-
ter, theorists, such as Hayek, are concerned with actual freedom of individu-
als and not merely their formal freedom, “there is no escape from looking for
a characterization of freedom in the form of alternative sets of accomplish-
ments that we have the power to achieve” (Sen 1992, 34). In other words, we
only have reason to value a particular state of freedom if individuals can make
choices that can lead to intersubjectively identifiable good consequences.
Hayek’s rule utilitarianism cannot elude this point by focusing on the way in
which coercion limits choice and defining away concern for the way in which
material deprivation limits choice.

For Sen, freedom is valuable to the extent that individuals have the capa-
bility or opportunity to choose a life that is characterized by good human
functioning. People are then free only if they are able (whether or not they so
choose) to achieve a state of well-being. In this regard, a starving peasant
lacks what Sen calls “well-being freedom,” even though he might enjoy
Hayek’s negative freedom. Sen’s position is that justice requires not equality
under the law but the equal capability for all people to lead choiceworthy
lives, lives that are consistent with human flourishing.

The fact that Hayek’s equality is consistent with starvation and other
forms of deprivation while Sen’s is not would seem to make Sen’s well-being
freedom more attractive as a normative goal than Hayek’s freedom under the
law. The appeal of an approach like Sen’s would seem to be implicitly attrac-

tive even to Hayek. Throughout his writing, from The Road to Serfdom ([x944]

1976) to The Mirage of Social Justice (1976), Hayek maintained that a modern
government should ensure a minimum income to those who are not able to
participate in market exchange. While this position is laudable, it is unprin-
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cipled and groundless in a framework that elevates equality under the law as
the guiding normative principle for modern society.5 As Nussbaum remarks,
without an account of the constituents of a good life, “however vague, that
we take to be shared, we have no adequate basis for saying what is missing from
the lives of the poor or marginalized or excluded” (Nussbaum 19924, 229). In
his framework, Hayek has no way to justify his concern for the poor as any-
thing more than a personal preference. Libertarians, such as Block (1996),
can thus reject Hayek’s defense of a minimum income as unprincipled. A
more appealing and just way to evaluate basic income and other welfare-
enhancing proposals is to use Nussbaum and Sen’s equality of capabilities
standard and its advocacy of well-being freedom, rather than Hayek’s equal-
ity under the law standard and its support for negative freedom.

In the fourth critical debate between the rule-utilitarian and capability
perspectives, Nussbaum notes that the Aristotelian conception of social jus-
tice holds that individuals have a claim on the larger society, particularly gov-
ernment, to provide the resources necessary to develop the basic human
capabilities (Nussbaum 1992a, 228-29), while Hayek rejects this view. Hayek
argues that these Aristotelian claims on society are meaningless, “because
‘society’ cannot think, act, value, or ‘treat’ anybody in a particular way”; he
contends that “[i]f such claims are to be met, the spontaneous order which
we call society must be replaced by a deliberately directed organization”

-(Hayek 1976, 103). This argument is crucial in Hayek’s emphasis on the dis-

tinction between the material constraints on choice and the coercive govern-

mental constraints on choice.

Hayek’s position here is rather precarious and, in the end, probably
untenable. In effect, he is saying that because society is not a responsible
individual—it is a spontaneous order, like the weather—it makes as much
sense to insist that individual members of society can make a claim on it for
any particular substantive benefits as it does to argue that these same indi-
viduals have a claim on the weather to be sunny on a particular day. Despite
his conviction that it is nonsensical to think that individuals can make a
claim on a spontaneous order, such as the weather or society, Hayek does
believe that government rightly exists to protect individuals’ separate prop-
erty rights. Because it serves what Hayek sees to be the common interest,
individuals do have the right to expect government to devote coercively col-
lected resources (i.e., taxes) in the protection of their private domains. Gov-
eInment must appropriate resources to be able to prosecute thieves,
swindlers, and trespassers in order to secure individual property. Individuals
can legitimately expect that government will take positive action to enforce
the rules of law. Hayek’s comparison of society to the weather as equivalent,
Impersonal spontaneous orders in order to demonstrate the bankruptcy of
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concepts of social justice ignores the fact that protection of private property
also involves government agencies providing individuals with substantive
benefits. These benefits take the form of collectively appropriated resources
supporting the legal and enforcement apparatus that is called into action
when an individual’s property right is violated. Individuals interested in pro-
tecting their property have a claim to substantive benefits from government
agencies that is not categorically different from a claim to welfare rights.

In their book The Cost of Rights, Stephen Holmes and Cass Sunstein chal-
lenge the distinction between the so-called negative freedom from govern-
ment coercion that is usually associated with the possession of property
rights and the positive freedom that might require material support from the
government and that is associated with welfare rights. This distinction
underlies Hayek’s criticism of social justice. Both property rights and welfare
rights require the public authority to rectify violations of those rights. Gov-
ernmental agencies must use tax revenues to fund the capture of thieves or
the sanction of government officials who arbitrarily confiscate property, in a
similar way that governmental agencies must deploy tax revenues to provide
food to the hungry or education to the illiterate. Any legally enforceable right
requires some form of active governmental response when that right is
absent or violated. The fact that legal rights of any sort always require gov-
ernment performance leads Holmes and Sunstein to the conclusion that all
rights are “positive”: “The financing of basic rights through tax revenues
helps us see clearly that rights are public goods: taxpayer-funded and gov-
ernment-managed social services designed to improve collective and individ-
ual well-being. All rights are positive rights” (Holmes and Sunstein 1999,
48). The real issue at hand in the defense of Nussbaum and Sen’s capability
approach against Hayek’s rule utilitarianism is thus not the legitimacy of
individuals’ positive claims on government for substantive benefits but the
underlying definitions of the common good and individual well-being that
support the justice of any particular governmental use of coercive power to
collect and deploy resources.

The fifth and final question to consider in this discussion bridges Hayek’s
ethical knowledge problem and his factual knowledge problem: to what
extent are individuals responsible for their actions? In Hayek’s view, in order
to give people the incentive to act in a socially beneficial manner, they must
be held to be responsible for both their material successes and their material
failures. When individuals understand that the government will not compen-
sate them for their lack of material success, even when their material short-
comings reduce the life chances of their children, they are more apt to

engage in mutually beneficial market exchanges that contribute to the gen-
eral interest.
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Sen maintains that the capability perspective also values individual
responsibility, but in a somewhat attenuated form when compared to
Hayek’s views (Sen 1992, 148~50). Sen accepts that it is generally desirable
for people to be held responsible for both good and bad choices. But respon-
sibility for the result of bad choices only pertains if the choice was made in a
capability-rich environment. A young adult who lacks proper nutrition, ade-
quate education, and appropriate shelter cannot be judged as wholly respon-
sible for that plight if he or she was raised in an impoverished environment.
Nevertheless, as Sen puts it, “[i]f the social arrangements are such that a
responsible adult is given no less freedom (in terms of [capability] set com-
parisons) than others, but he still wastes the opportunities and ends up
worse off than others, it is possible to argue that no unjust inequality may be
involved” (ibid., 148). For Sen, this conclusion only reinforces the distinction
between the formal freedom people enjoy under the rule of law and the sub-
stantive well-being freedom that the capability theorist advocates.

CAPABILITIES EQUALITY AND
THE FACTUAL KNOWLEDGE PROBLEM

Hayek’s factual knowledge problem refers to the dispersed, fragmented, and
subjective nature of human knowledge. There are two dimensions of Hayek’s
factual knowledge problem that the capability theory of justice must con-
front. One concerns the incentive effects of social welfare policies. Hayek
argues that the desire for social justice often translates into some central
authority deciding the resources that particular people should appropriately
receive. He believes that altering the rewards people receive for their efforts
from the spontaneous outcomes generated by diverse market exchanges
impairs the incentives individuals face, to the overall detriment of most
people. A second concern is whether government officials have access to
knowledge necessary to implement social welfare policies.

The focus on incentives leads Hayek to distinguish between compensa-
tion received “inside” the market, as a consequence of productive efforts
valuable to others, and compensation received “outside” the market,
through government provision for no productive efforts, say, a subsistence
food grant. As he admits, his arguments about the disincentive effects of
centrally allocated resources are relevant only to those redistributive efforts
that apply “inside” the market (Hayek 1976, 136). If a theory of social justice
insists that a person should receive x for his productive efforts (where x could
be the minimum wage or the minimum price of a bushel of wheat), its prac-
tical implementation would impair the functioning of the market process,
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since it would misdirect the productive efforts of some individuals. For
example, ensuring that farmers receive at least some specified minimum
price for wheat might result in the production of more wheat than other
people desire at that price. But if government assures people a minimum
income if they are unable to participate in market exchange, Hayek believes
that such action should not have undesirable social consequences in terms of
the effectiveness or efficiency at which the market coordinates and utilizes
dispersed knowledge.

The question here is whether the Aristotelian demand that a just society
provide, to the extent that it is able, the resources for all individuals to develop
their capabilities to achieve good human functioning would impede the
beneficial effects of the market process. One issue is how to judge those
beneficial effects. Since the Aristotelian judges well-being in terms of capabil-
ity rather than preference or utility satisfaction, if a greater degree and distri-
bution of capability is achieved in an Aristotelian social democracy rather than
in a Hayekian free market, social democracy is preferable to a society domi-
nated by markets, even if the market society generates more aggregate wealth.
For the Aristotelian, if we decide that the appropriate evaluative space in
which to strive for equality is the capability space, then that is also the appro-
priate space in which to consider the problem of efficiency. The achievement
of “[e]fficiency in the capability space . . . would require that no one’s capa-
bility can be further enhanced while maintaining the capability of everyone
else at least at the same level” (Sen 1992, 143—44). This means that as long as
a policy to enhance some people’s capabilities does not impair the capabilities
of others, the policy should be undertaken in the interests of justice.

Since the evaluative space of the Aristotelian differs from that of the lib-
eral Hayekian, the manner in which economists judge whether a policy
impairs the results generated by the market process is clearly affected by the
choice of this space. But even if we grant for the moment the merits of judg-
ing the market in terms of the fairness of the process, it is not apparent that
the Aristotelian concern for capability enhancement falls prey to Hayek’s cri-
tique of policies that apply “inside” the market. The Aristotelian argument as
developed by Nussbaum and Sen does not insist that people should receive x
for their productive efforts. The Aristotelian concept of social justice requires
that people have the capability to make choiceworthy decisions when they
engage in market exchange. The Aristotelian approach is concerned with
capabilities and the means available to individuals, not with the actual
achievements those individuals obtain.

To this point, it appears that the capability approach to social justice can
answer the Hayekian objections. However, the last subject of contention is
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not so easy to resolve in the favor of the capability theory. The question is
this: can government officials obtain the knowledge that would enable them
to implement policies to achieve equality of capability?

Hayek’s and Sen’s separate remarks about the notion of equality of oppor-
tunity reveal some of the practical difficulties facing the capability approach.
Hayek contends that to achieve true equality of opportunity, “government
would have to control the whole physical and human environment of all pet-
sons, and have to endeavor to provide at least equivalent chances for each”
(Hayek 1976, 84~85). To accomplish equality of opportunity in practice, gov-
ernment would have to control “every circumstance which would affect any
person’s well-being” (ibid., 85). Not only would this destroy the market
order, but the knowledge problem facing a government that strives to con-
trol the circumstances affecting well-being would, Hayek asserts, be “apt to
produce a nightmare” (ibid.).

One way to dodge Hayek’s complaint might be to define equality of
opportunity in a Rawlsian manner, as the equal possession of a set of pri-
mary goods—such as a basic education, a food basket with a minimum
caloric intake, or a subsistence income—that are universally and equally dis-
tributed without regard to the concrete circumstances individuals face.
While Sen is clear that the aspiration for equality of capability is indeed a
desire fora type of equality of opportunity, he seeks to distance himself from
conceptions of equality of opportunity—such as Rawls’s—that are “defined
in terms of the equal availability of some particular means, or with reference to
equal applicability (or equal non-applicability) of some specific barriers or con-
straints” (Sen 1992, 7). This is because diverse people have different abilities
to turn equivalent means into the capabilities to achieve the essential human
functionings. For instance, an active pregnant woman requires more calories
to be able to achieve'good health than does a sedentary old man. From an
approach that seeks equality of capabilities, the pregnant woman would
need to receive a larger caloric intake.

Unfortunately for the capability perspective, achieving the goal of equality
of capability does seem to place a large epistemic burden, at least in some cir-
cumstances and in regard to the attainment of some functionings, on gov-
ernment officials to obtain the requisite knowledge. How, for instance,
would government officials know whether all people have the equal capabil-
ity to appear in public with dignity and without shame? Hayek’s knowledge
problem places limits on the extent to which government officials can imple-
ment policies to achieve capabilities equality. But those limits should not let
us overlook the possible benefits a capability perspective might produce. For
instance, the Americans with Disabilities Act promotes the equal capability
of mobility when it requires that public places be accessible to the disabled.
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A theory of justice that focuses on equality under the law or equality of a basic
income is not able to guide public policy in such capability-enhancing direc-
tions. Thus, as one counter to Hayek’s knowledge-based critique of equal
opportunity, Nussbaum notes that the thick theory of the good offered by the
capability approach is intended to be “vague” (Nussbaum 1992a, 215). By
this she means that capability-enhancing policies might have many different
concrete specifications that attend to local variations in culture, resource
availability, and community wealth. As a vague guide to public policy that
admits the impossibility of human perfectibility but nevertheless seeks to
improve welfare-promoting institutions where feasible, it would appear pos-
sible to encourage capability development without necessarily destroying the
market order.

A crucial aspect to consider in the evaluation of Hayek’s claim that totali-
tarianism lurks in theories of justice that call for some sort of equality of
opportunity is the recognition that an ethical déefense of the market can be
derived from the capabilities approach to justice. Nussbaum claims that
“strong separateness” is one of the basic functional capabilities. Strong sep-
arateness means “being able to live one’s own life in one’s very own sur-
roundings and context” (Nussbaum 19924, 222). One could argue that the
achievement of this capability requires the ownership of private property and
the freedom to exchange it. Sen explains: “We have good reasons to buy and
sell, to exchange, and to seek lives that can flourish on the basis of transac-
tions. To deny that freedom in general would be in itself a major failing of a
society” (Sen 1999, 112). This is especially true in the area of choice of occu-
pation. There are what Sen calls “process aspects” of freedom and human
flourishing that place value on the capability to participate in social institu-
tions, such as government and economic exchange (ibid., 17). At its root
level, there are aspects of the capability approach that can provide normative
justification for a market economy.5

The process aspects of human flourishing, however, do not foreclose the
opportunity aspects of human flourishing afforded by the possession of ade-
quate means to make choiceworthy decisions. The defense of the market that
can be gleaned from the capability approach is not a defense of laissez-faire
capitalism but a defense of a market economy embedded in an institutional
framework that nurtures the opportunity aspects of human flourishing.
Nussbaum calls this “institutional welfarism” (Nussbaum 1990, 228). This
foundational commitment to capability enhancement is in contrast to a
residual welfare state that provides only for those who fall through the cracks
of a predominantly market economy. In short, Nussbaum believes that the
capability approach calls for a form of social democracy similar to that found
in the Scandinavian welfare states. She cites Sweden and Finland as examples
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of countries that have effectively utilized a capabilities-like approach to
develop a set of public policies that allow their citizens the possibility of
choosing to function well. In contradiction to Hayek’s warning first raised in
The Road to Serfdom and repeated thirty years later in The Mirage of Social Justice,
itis not apparent that a market economy embedded in a welfare-promoting
state will disintegrate into a nightmare. Perhaps Hayek’s pessimism is a
result of a failure on the part of the classic liberal tradition that he reveres to
adequately theorize the requirements for effective individual choice. Nuss-
baum remarks:

It is frequently charged that there is, in the kind of social democracy
imagined in the Aristotelian conception, a deep tension between the
value of well-being (and of public care for well-being) and the value of
choice. . . . The Aristotelian conception insists that this tension is, to a
great extent, illusory. . . . Choice is not only not incompatible with, but
actually requires, the kind of governmental reflection about the good,
and the kind of intervention with laissez-faire, that we find in Aris-
totelian social democracy. (ibid., 238)

SociALiSM AND CLASS JUSTICE

The postmodern Marxist rejection of the evolutionary teleology that made
socialism appear to be inevitable to Marx and Engels demands a normative
reading of Marx, and many people have read Marx through an Aristotelian
lens (see, e.g., Gilbert 1992, McCarthy 1992, de Ste. Croix 1981). The Aris-
totelian concern to fashion a multidimensional account of well-being and
human flourishing resonates more with a postmodern Marxian normativity
than with natural rights philosophies, utilitarianism, or some version of
social contract theory. A Marxian interpretation of Aristotelian flourishing
can supplement Nussbaum and Sen’s capability theory of social justice in a
manner that allows the capability approach to be a normative rudder for a
postcapitalist, socialist future and not simply a justification for a humanized
capitalism, or social democracy.

What the Marxian tradition can add to the capability approach is a con-
cern to eliminate class exploitation, where class refers to the process of pro-
ducing, appropriating, and distributing surplus labor. Surplus labor is the
“extra time of labor the direct producer performs beyond the necessary labor”
essential “to produce the consumables customarily required by the direct
producer to keep working” (Resnick and Wolff 1987, 115). In contrast to
social democracy, socialism aims to abolish class exploitation, which occurs
when the producers of surplus labor do not participate in appropriating the
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fruits of their efforts. At a minimum, a socialist future calls for worker par-
ticipation in the appropriation of surplus labor and in decision making
regarding the distribution of that surplus.

While Nussbaum and Sen do not include participating in the process of
appropriating and distributing surplus labor as one of the capabilities that
promote human flourishing, George DeMartino (2003) argues that there is
nothing problematic about incorporating a consideration for realizing class
justice into the capability approach. Following Resnick and WolfP's under-
standing of the class process to involve the production, appropriation, and
distribution of surplus labor, DeMartino is led to the conclusion that there

‘are three dimensions of class justice: realizing productive justice, appropria-

tive justice, and distributive justice. For DeMartino, productive class justice
involves fairness in the allocation of the work to produce surplus labor. The
achievement of appropriative class justice requires the elimination of
exploitative class processes. Distributive class justice concerns fairness in
the division of the social surplus, particularly the distribution of profit and
wealth. DeMartino contends that each dimension of class justice contributes
to the development of human capabilities.

Chapters 6 and 7 of this book use such a Marxian-enhanced capability
approach to explore socialist perspectives on appropriative and distributive
justice and the alternative institutional forms that might achieve them. The
capability perspective can provide normative foundations for a theory of
socialism that can avoid Hayek’s notion of the factual knowledge problem
and his related critique of central planning. Chapter 6 proposes worker
appropriation and self-management as an institutional form that would both
eliminate exploitation and avoid Hayek’s critique of central planning. Marx
explicitly called for the abolition of the wages system, a goal that would be
achieved in worker self-management. I'will defend worker self-management
and appropriation on Marxian, capability-enhancing grounds, as an essen-
tial institution in a form of socialism that might not fall victim to Hayekian
knowledge problems.

Chapter 7 takes up the question of socialist distributive justice. What might
Marx’s admonition to distribute “to each according to need” mean in the con-
text of a just distribution of the social surplus in a Hayekian world without cen-
tral planning? Given a commitment to worker self-management, I will link the
discussion of the just distribution of the social surplus to the important issue
of the finance of worker self-managed firms. Specifically, what sort of distrib-
ution of income and/or wealth will best facilitate creation of new worker self-
managed firms? The answer to this question will bear on the ability of self-
managed firms to function effectively in a market process. Chapter- 7
investigates several proposals, paying special attention to two of them: (1)
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John Roemer’s defense of a coupon stock market and quasi-socialized owner-
ship of capital goods and (2) Bruce Ackerman and Anne Alstott’s plan to insti-
tute an ongoing redistribution of wealth, while preserving the private owner-
ship of capital. Both ideas appeal to the potential for advancing effective
equality of opportunity. Chapter 7 evaluates these two different proposals
especially in terms of their capacities to facilitate worker self-management
and to dodge Hayekian knowledge problems. Finally, it seems prudent to
leave aside any consideration of DeMartino’s notion of productive class jus-
tice, since on the face of it, fairness in allocating work would seem to require a
central authority responsible for assigning work roles. I will here take Hayek’s
critique of central planning to be definitive in rejecting this possibility.
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CHAPTER 6

Socialist Appropriative Justice
and the Labor-Managed Firm

*

To make the case that a socialist future absent exploitation might be achieved
by labor-managed enterprises operating in the context of private ownership
and markets, a more thorough exploration of the nature of the injustice of
capitalist exploitation is necessary. This is so because many of the traditional
Marxian interpretations of the injustice of exploitation invariably concentrate
on the ownership patterns of the means of production. Exploitation is inter-
preted as the result either of illegitimate private ownership itself (see, e.g.,
Husami 1980) or of the uneven—and hence unjust—distribution of privately
owned means of production (see, e.g., Roemer 1994). Both interpretations
call for heavy state involvement in production to rectify exploitation, thereby
exposing them to Hayek’s knowledge problem critique. Unlike Marxists—
such as Cohen (1995), Husami, and Roemer—who believe that capitalist
exploitation involves the unjust ownership and distribution of private prop-
erty, I will argue that exploitation violates principles of appropriative and
contractual justice. To make this case, I will show how David Ellerman’s
labor theory of property might be combined with Resnick and WolfPs theory
of exploitation and enriched by Nussbaum and Sen’s interpretation of Aris-
totelian moral theory to support a novel explanation of the injustice of capi-
talist exploitation.

The strength of Ellerman’s labor theory of property in a debate with Hayek
is that it directs our moral gaze away from the ownership of productive prop-
erty to focus on the agent of appropriation in the firm. Ellerman’s theory of
justice leads to a rejection of the capitalist form of private property, rather
than to a rejection of private property altogether. By the capitalist form of pri-
vate property, I mean the ability of the owner of the means of production to
appropriate the entire output of an enterprise that employs wage labor. To
eliminate the capitalist form of private property does not require that pro-
ductive property be publicly or socially owned. The elimination of the capi-
talist form of private property is consistent with a worker's cooperative rent-
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ing land, machinery, and buildings from private individual and corporate
owners. Ellerman’s theory of just appropriation is consistent with a position
that can be teased out of Marx’s writings but that is not usually considered by
contemporary Marxist theorists.

As Ellerman presents it, the labor theory of property is a deontological
theory of justice that couples Locke’s contention that people have a natural
right to their labor with Kant's categorical imperative that people should
treat each other “never simply as a means, but always at the same time as an
end” (Ellerman 1988, 1110, quoting Kant 1964, ¢6). In Ellerman’s view, the
fundamental injustice of capitalism is that wage labor assumes the legal sta-
tus of a thing in a capitalist firm. To rectify this injustice requires prohibiting
the wage-for-labor-time exchange, an exchange that Ellerman sees as fraud-
ulent, thereby abolishing the typical capitalist enterprise. A just economy, for
Ellerman, is one in which joint production processes are carried out cooper-
atively by democratic, labor-managed firms in which all staff members col-
lectively appropriate the entire product of the firm. These democratic, collec-
tively appropriating firms may have to rent the means of production from
private owners, but ownership of the means of production would give no
right to appropriate the entire product of the firm, as is the case in capital-
ism. In other words, the labor theory of property requires that labor, rather
than capital, be the residual claimant. It insists on the abolition of the wages
system, a goal that Marx explicitly advocated (Marx 1965, 79).

When read in the context of the question concerning the relationship
between capitalist exploitation and the Marxist theory of justice, Eller-
man’s labor theory of property is consonant with authors—such as Bloch
(1986), Gilbert (1992), Kain (1992), Kamenka (1972), Nussbaum (1992b),
and Peffer (1990)—who see in Marx’s work an underlying moral commit-
ment to the promotion of human dignity, human flourishing, and com-
plete human being. The labor theory of property elucidates at least one
dimension of the young Marx’s belief that in capitalism, man is not “the
highest being for man,” since in a capitalist enterprise, wage laborers are
treated instrumentally (Marx 1975, 187). Ellerman’s use of the labor theory
of property to advocate democratic, labor-managed workplaces in a market
economy with widely distributed property ownership goes at least part way
in satisfying the traditional Marxian aspiration that in postcapitalist soci-
ety, producers will associate with each other cooperatively, while at the
same time avoiding the knowledge problems Hayek identified to be
endemic to central planning. But the labor theory of property does not offer
a clear principle of distributive justice. This lack necessitates a separate dis-
cussion, in chapter 7.
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DEFINING EXPLOITATION

Much of the following argument hangs on a precise definition of exploita-
tion. Resnick and Wolffs definition of exploitation is the appropriation of
surplus labor by those who do not participate in the production of that sur-
plus (Wolffand Resnick 1987, 167-68). This definition may be helpfully con-
trasted with that of John Roemer, who understands exploitation to be “the
unequal exchange of labor for goods” (Roemer 1986, 260). Resnick and
WolfP’s definition seems to be more compatible with Marx’s observations
that “the consumption of labor-power is completed . . . outside the market or
the sphere of circulation” and that “the consumption of labor-power is at the
same time the production process of commodities and of surplus-value”—
value that, when appropriated by nonproducers, constitutes exploitation
(Marx 1976, 279). Marx’s view was that exploitation occurs in the appropria-
tion of property titles created in production, not during exchange.* This dis-
tinction between production and exchange is lost if we accept Roemer’s
definition of exploitation as the unequal exchange of labor and goods. Roe-
mer’s definition does not reflect Marx’s assumption that in the market, labor
power is exchanged for a wage with equivalent value, and it ignores the issue
of the appropriation of newly produced commodities.

The following discussion is concerned primarily with capitalist exploitation:
the appropriation by capitalists of the surplus value (or the value of the com-
modities produced by surplus labor) created by the productive workers.
According to this Marxian understanding, the appropriation of surplus value in
the capitalist firm constitutes a type of “social theft” (Wolff and Resnick 1987,
125), or “the theft of alien labor time” (Marx 1973, 705). Many Marxists believe
that the labor theory of value describes the conditions that enable this theft; but
because it is a descriptive theory, it is difficult to use the labor theory of value by
itselfin order to identify the moral basis of this injustice. My goal here is to dis-
cover a normative principle that is violated by capitalist exploitation, so that we
may legitimately consider it to be a type of theft, or unjust taking.

Resnick and Wolff's definition of exploitation as the appropriation of sur-
plus labor by those who did not participate in the production of that surplus
leads to a narrowly focused theory of justice. Since their definition of
exploitation maintains that exploitation occurs in production, criticizing
market relations, monetary exchange, and private ownership does not neces-
sarily result from an inquiry into the potential unjust nature of capitalist

“exploitation. To see this, we might consider three possible reasons that

exploitation is unjust.2
First, exploitation might be unjust because—and only because—produc-
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ers cannot retain the surplus labor they independently produce and appro-
priate. This appears to be the position of those Marxists, such as Roemer,
who believe that independent commodity producers can be exploited. Sec-
ond, exploitation could be unjust because surplus labor—and only surplus
labor—is appropriated by someone (e.g., capitalists) who did not participate
in the production of that surplus. From this perspective, the question of who
appropriates the commodities created by necessary labor poses no problem
for a Marxian theory of justice. Both of these two reasons generally lead to an
indictment of private property in all of its forms, rather than to a criticism of
the specific capitalist form of private property that is associated with capital-
ist appropriation.

The third possibility is that exploitation might be unjust because workers
do not appropriate any of the product of the enterprise, even if surplus labor
is not produced at all. We can begin to find a clear and persuasive normative
foundation for criticizing capitalist appropriation—that is, that capitalists,
notworkers, appropriate the entire product of the enterprise—in Ellerman’s
labor theory of property. For Ellerman, the right to appropriate is distinct
from the ownership rights in productive property. It is thus possible to
‘implement a change in the appropriating agent without socializing the
means of production, or necessarily altering the distribution pattern of prop-
erty rights. The specifically capitalist form of private property in which the
owners of productive property are the appropriating agents would, however,
be abolished. From an Ellermanian perspective, eliminating capitalist
exploitation does not entail government planning and centralized ownership
of the means of production. Instead, Ellerman’s labor theory of property
challenges the justice of the wage-for-labor-time exchange and advocates a
system of labor cooperatives in a market context in which property owner-
ship may (or may not) be widely dispersed. In doing so, it provides a norma-
tive justification for Marx’s call to abolish the wage labor system.

DEFINING APPROPRIATION

The first step to show how Ellerman’s labor theory of property might illumi-
nate the injustice of exploitation is to define the concept of “appropriation.”
The meaning of appropriation is not always well specified in the Marxian lit-
erature. Resnick and WolfF define appropriation to mean to receive directly
into his or her hands” (Wolff and Resnick 1987, 146). Their definition may be
rearticulated as “to become the first title holder of an asset.” By this
definition, appropriation can never occur as the result of an exchange,

because during exchange, already-defined property rights are transferred
between two parties.
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In his classic presentation of the labor theory of property, John Locke
confined the issue of appropriation to the first ownership of previously
unowned (or commonly owned) natural goods. But Ellerman points out that
the question of appropriation can also refer to the assignment of property
rights to newly manufactured commodities that are produced using inputs
with clearly defined property titles. In the process of production, new goods
are created that were not previously owned by any one, and thus they cannot
be acquired through exchange. For example, an automobile that emerges at
the end of an assembly line has no obvious, preexisting property right
attached to it. This automobile must, therefore, be appropriated by someone;
someone must become the first owner of this automobile.

Ellerman also uses the word appropriation in another sense. In the process
of fabricating a commodity, such as an automobile, some property titles are
extinguished. For example, the electric power that is used to manufacture a
car in a capitalist enterprise no longer exists as a legal entity that can again be
bought and sold after the car has been produced. The firm is the last owner
of the electric power that is embodied in the newly minted car. Perhaps more
significant, in a typical capitalist production process, the capitalist is the last
owner of workers’ labor time. As Marx noted, in a capitalist enterprise, “the
worker works under the control of the capitalist to whom his labor belongs”
(Marx 1976, 291). To be the last owner of a property right is sometimes
referred to as expropriation. Ellerman asks us to think of this expropriation
as the appropriation of the liabilities involved in producing the automobile.
It is important to be alert to this additional dimension of appropriation in
Ellerman’s theory, because his version of the labor theory of property focuses
our attention on the appropriation of the entire product of the firm. To speak
of the appropriation of the entire product in Ellerman’s sense refers to being
the first owner of outputs or assets created in the production process, as well
as-to being the last owner of the input liabilities, especially labor time, con-
sumed in the production process. While Marx apparently nowhere offers a
clear definition of the concept of appropriation, Ellerman’s notion does cap-
ture two characteristics of the capitalist labor process that Marx noted to be
particularly important: that workers do not own any of the product their

labor jointly creates and that capitalists are the last owners of workers’ labor
time (ibid., 291~92).

" CAN INDEPENDENT COMMODITY
PRODUCERS BE EXPLOITED?

To explore the question of why exploitation may be unjust, it will be instruc-
tive to briefly examine the possibility of “self-exploitation,” or whether inde-
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pendent commodity producers can be exploited. Although the ultimate goal
here is to explore the injustice of capitalist exploitation, the investigation of
self-exploitation is enlightening. Self-exploitation occurs when an indepen-
dent commodity producer exclusively appropriates but is unable to retain the
commodities produced by his or her surplus labor. Satya Gabriel calls simple
commodity production the ancient class process (Gabriel 1990, 85). The
notion of self-exploitation is contingent on the possibility of differentiating
between the necessary labor and the surplus labor produced by an indepen-
dent, or ancient, producer. Gabriel explains: “Ancient necessary labor is embod-
ied in the portion of the total product of the ancient producer which goes to
meet his/her subsistence needs. . . . Her labor in excess of this is defined as
ancient surplus labor” (ibid., 87).

If the ancient class process, or independent commodity production,
involves self-exploitation, it cannot be because someone appropriates the
surplus labor of another, since the independent producer appropriates the
whole product. The independent producer is the first owner of the com-
modities he or she produces, and he or she retains possession of his or her
labor time in the process of production. Therefore, ifitis possible to charac-
terize the ancient class process as exploitative and if the characterization of
the ancient class process as exploitative has any normative content, then per-
haps the injustice of self-exploitation is due to the fact that individual com-
modity producers are not able to retain possession of the commodities cre-
ated by their surplus labor.

In a private property, market economy populated by independent com-
modity producers, those producers must exchange part of their product with
landowners, capital owners, and providers of credit in order to gain access to
the means of production. Since we have ruled out misappropriation as the
source of self-exploitation, those who believe that independent commodity
producers can be exploited must think that the payments to owners of land,
capital, and credit constitute this exploitation. If so and if we understand
exploitation to be unjust, or a form of social theft, then perhaps we are judg-
ing private property in the means of production to be itself unjust and unde-
serving of payment. These payments must not be “necessary,” which implies
that private ownership in the means of production is an artificial and unfair
social institution that should be eliminated.

Roemer is one Marxist who explicitly draws this conclusion. Using his
definition of exploitation as the unequal exchange of labor for goods, Roe-
mer shows that a model economy in which propertyless producers rent the
means of production from their owners will yield the same pattern of income
distribution as a model economy in which propertyless workers are
employed by capitalists who own the factories (Roemer 1988, go-107). His
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results reproduce Paul Samuelson’s (1957) demonstration that it makes no
difference from the perspective of economic distribution whether capital
hires labor or labor hires capital. Roemer’s analysis supports Gabriel’s con-
tention that exploitation can occur without the existence of a labor market,
and Roemer explicitly endorses the view that the basis of a normative critique
of capitalist exploitation lies in the unjust distribution of privately held titles
to productive assets. However, if the Marxist phrase “appropriation of sur-
plus labor” bears any relationship to Ellerman’s notion of appropriation, it
would seem that both Gabriel’s notion of self-exploitation and Roemer’s
conclusion that independent commodity producers can be exploited ignore
Marx’s contention that exploitation occurs in the sphere of production, not
in the sphere of market exchange. It is perhaps for this reason that Resnick
and Wolff reject the possibility that independent commodity producers can
be exploited (Wolff and Resnick 1987, 167-68).

PRIVATE PROPERTY OR MISAPPROPRIATION?

The second possibility to consider is that exploitation is unjust because the
appropriation of the commodities produced by surplus labor—and only the
appropriation of those commodities—by someone who did not share in the
performance of surplus labor is morally wrong. In the capitalist class
process, capitalists are the first owners of the commodities produced by sur-
plus labor. Marxian value theory describes this appropriation as exploitative
because the total value of the product that labor creates is greater than the
wage. Bruce Roberts claims that the labor theory of value functions to pro-
vide the “categories with which to distinguish the total labor performed from
the portion of that labor for which an equivalent is received” (Roberts 1988,
133). He goes on to add that “capitalist profit and other forms of non-labor
income are predicated on the existence of surplus labor, unpaid labor” (ibid.,
139).

In the process of capitalist production, workers are paid a wage to manu-
facture commodities that usually have an exchange value greater than the
value of labor power, or the wage. When capitalists appropriate this surplus
value, exploitation occurs. While many Marxists intend the labor theory of
value merely to assist in the description of this exploitation, the language

-Marxists use to describe the existence of capitalist exploitation suggests cer-

tain normative conclusions. First, if capitalist exploitation is unjust, it is
because there is an unjust appropriation of surplus labor. Second, there
seems to be an implicit judgment that the capitalist appropriation of that
portion of the produced commodities whose value is equal to the value of
workers’ wages constitutes a just and legitimate exchange of equivalents. For
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instance, in the preceding quote, Roberts speaks of labor power receiving an
“equivalent” payment for the necessary labor it performs. The justice of this
equivalency usually goes unquestioned in the Marxian literature. The implicit
normative language of the labor theory of value (“unpaid” labor, “equiva-
lent” payments) does not give us any reason to challenge the appropriation
by the capitalist of the commodities created by necessary labor, since this
value is equivalent to the wage. What the labor theory of value leads us to
interrogate is the capitalist appropriation of the commodities whose value is
equivalent to rent, interest, and profit.

If we focus on the appropriation of the commodities created by surplus
labor only, however, it is easy to see how we might, once again, identify the
injustice of capitalist exploitation with the injustice of the private ownership
of productive property. Although Roberts does not speak to the question of
justice, his essay could be read to support the normative conclusion that ifwe
think capitalist exploitation is unjust, it might be because private property in
the means of production is unjust. Roberts argues that the labor theory of
value provides “a conceptual accounting system for understanding the redis-
tributive nature of capitalist class relations” (Roberts 1988, 137), a method to
explain how payments can be made to those who control the means of pro-
duction but who themselves do not actually perform labor. In a market sys-
tem where the means of production are privately owned, their owners will
require some compensation for the use of their property. Capitalists have no
choice but to extract surplus labor to make these payments. If, in trying to
discover why capitalist exploitation is unjust, we focus only on the unjust
appropriation of surplus labor, it is then a simple step to locate the injustice
of surplus labor appropriation in the unequally distributed ownership of pro-
ductive property.

There are many examples in the Marxist literature of authors who draw
this conclusion. For instance, in his debate with Wood on the relationship

" between Marxism and justice, Husami (1980) identifies the unequal distribu-
tion of private property as the source of the injustice of capitalist exploita-
tion. According to Husami, capitalists’ ownership of the means of produc-
tion enables them to extract surplus labor. The concentrated ownership of
capital unjustly forces workers to produce commodities with a value exceed-
ing the value of their labor power, because labor has no alternative other than
employment by a capitalist. Husami cites Marx to gain some textual author-
ity for this view: “‘Capital obtains this surplus labor without an equivalent,
and in essence it always remains forced labor—no matter how much it may
seem to result from free contractual agreement’ ” (Husami 1980, 62, quoting
Marx 1967, 819). For Marxists, such as Husami, the injustice of capitalist
exploitation lies in the injustice of unequally distributed private property.
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This unjust distribution gives propertyless workers no choice, despite
appearances, but to produce surplus labor for the appropriating capitalist.

The rhetoric of Marxian value theory and its focus on the appropriation of
surplus labor does seem to lead to a normative indictment of private prop-
erty, rather than to an indictment of its specifically capitalist form. Many
political regimes guided by Marxian economic theory took action to socialize
productive property with the goal of eliminating exploitation, and many
Marzxists concluded that this move successfully accomplished its goal. But
Resnick and Wolff (1993, 1994) have pointed out some of the problems with
this view. Their analysis of the Soviet Union makes clear that if exploitation is
understood as the appropriation of the commodities created by surplus labor
by those who did not participate in their production, in no way does elimi-
nating private property in the means of production necessarily eliminate cap-
italist exploitation. Using their definition of exploitation to assess the Soviet
experience, they conclude that inside Soviet state-owned enterprises, “labor-
ers still produced surplus values for capitalists,” but “now the latter were
appointed state officials rather than private individuals” (Resnick and Wolff
1994, I1). A state-appointed board of directors—state capitalists—appropri-
ated and distributed the output created by productive laborers. Even though
property rights in the means of production were ostensibly socialized, work-
ers in Soviet firms had no right to appropriate the product of their necessary
or surplus labor. Resnick and WolfPs interpretation of Soviet firms as
instances of state capitalism is consonant with Marx’s assertions that during
a capitalist labor process, workers do not own any of the product their labor
jointly creates, while capitalists are the last owners of workers’ labor time
(Marx 1976, 291-92).3

If Resnick and Wolff's view of the typical Soviet firm as state capitalist has
any merit, perhaps the traditional Marxian focus on the fact that workers do
not own the means of production in a capitalist system is misguided, espe-
cially since socializing ownership of the means of production does not nec-
essarily eliminate capitalist exploitation. If so, we ought to consider whether
the injustice of capitalist exploitation has anything at all to do with the pres-
ence or absence of private property. Resnick and Wolff suggest that the
source of the injustice of exploitation lies in the misappropriation of the
whole product, not in the presence of private property per se. They argue that
“laborers who produce goods and services should own them and decide what
to do with them” (Wolff and Resnick 1987, 125, emphasis added). They note
that direct labor “helps produce capitalist commodities” and that [tThese
commodities are automatically and immediately the property of the capital-
ist, not the employed direct laborer” (ibid., 147).

Ellerman argues that most modern economtic theorists, including Marx
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and his followers, accept what he calls “the fundamental myth of capitalist
property rights” (Ellerman 1992, 11). According to this myth, the right to
appropriate goes necessarily hand in hand with the ownership of capital
goods. For instance, Marx wrote that in capitalist society, “property turns out
to be the right, on the part of the capitalist, to appropriate the unpaid labor of
others or its product, and the impossibility, on the part of the worker, of
appropriating his own product” (Marx 1976, 730). So even if we agree with
Resnick and Wolff or Ellerman that the source of the injustice of capitalism
is that some party other than the worlers appropriate the output of the firm,
if we accept the “fundamental myth,” then the object of Marxian moral
inquiry becomes specifying either the just distribution pattern or the just
form of social ownership in the means of production. We may, with Marx
and Engels (1978), call for the elimination of private property rather than of
the specifically capitalist form of private property.

There is some evidence, however, that Marx did not always accept the
fundamental myth of capitalist property rights and that he recognized the
difference between private property and capitalist private property. Marx
wrote: “Private property which is personally earned, i.e. which is based, as it
were, on the fusing together of the isolated, independent working individ-
ual with the conditions of his labor, is supplanted by capitalist private prop-
erty, which rests on the exploitation of alien, but formally free labor” (Marx
1976, 928). If Marx did recognize a difference between private property and
capitalist private property, perhaps it is not controversial to suggest that
from a Marxist perspective, capitalist exploitation can be eliminated by pro-
hibiting the wage-for-labor-time exchange, thereby abolishing the capital-
ist form of private property, rather than socializing or redistributing pro-
ductive property.

Whether or not Marx accepted the findamental myth of capitalist prop-
erty rights, Ellerman demonstrates that the myth is clearly false: The right to
appropriate is determined by the direction of the hiring contract, not the
ownership of property per se. If a workers cooperative rents privately owned
capital goods, the members of the co-op are the appropriators of the entire
output of the firm. They are jointly the first owners of the manufactured out-
put, as well as the last owners of the input liabilities, including their collec-
tively exercised labor time. Owners of productive property are the appropria-
tors in the typical capitalist firm only because capital hires labor. If we are
interested in eliminating capitalist exploitation, then from a vantage point
that rejects the fundamental myth, we should not allow owners of capital,
whether they be private individuals or the state, to hire labor power and
appropriate the whole product that labor produces. This conclusion implies
that exploitation is unjust because the wage-for-labor-time contract allows
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the purchaser of labor time to appropriate wrongly the entire product that
labor is responsible for creating.

THE FACTUAL RESPONSIBILITY OF LABOR

If we reject the fundamental myth of capitalist property rights, what is it that
makes capitalist appropriation unjust? To answer this question, Ellerman’s
version of the labor theory of property draws attention away from the owner-
ship of existing property and the distribution of income and asks about the
just appropriation of newly created goods. In his view, the important moral
question is to specify the legitimate appropriator of the whole product, not
just surplus labor; that is, who should appropriate all the new assets created
in the production process, as well as the liability for the used-up productive
factors? According to the labor theory of property, the injustice of what Marx-
ists perceive to be the social theft that occurs in capitalist production is a
result of the wrong party appropriating the entire product.

The meaning and significance of Ellerman’s version of the labor theory of
property are different from John Locke’s more famous rendition of the the-
ory. Locke argued that people have a natural right to their labor and a natural
right to its fruits. But Locke also believed that it was legitimate for people to
sell their labor time to others. In a significant passage, he wrote:

Thus the Grass my Horse has bit; the Turfs my Servant has cut; and the
Ore I have digg’d in any place where I have a right to them in common
with others, become my Property, without the assignation or consent
of any body. The labour that was mine, removing them out of that com-
mon state they were in, hath fixed my Property in them. (Locke quoted
in Ellerman 1992, 51) :

Locke accepted the legitimacy of people selling their labor time to others.
When Locke referred to the “labour that was mine,” he understood the labor
of the servant to be owned by the master. In Locke’s labor theory of property,
it was the owner of labor time (i.e., the capitalist), not the performer of labor,
who rightfully appropriated the entire product.

In rejecting Locke’s argument, Ellerman first asks us to attend carefully to
the facts of capitalist production. Although conventional economic theory
treats workers as just another input, like capital goods, into the production
process, human beings possess an attribute that buildings and machinery lack:
human beings act intentionally or willfully. Since workers do act willfully, they
are, at every moment, responsible for their actions. While capital equipment
may be productive, in the sense that the use of capital enables more output to
be manufactured, only human effort can be responsible for production.
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For Ellerman, the error of Locke’s version of the labor theory of property
is its implicit assumption that workers can alienate their labor, that they can
temporarily withdraw their will and responsibility from their work activity
and in fact transfer this responsibility to another person, either to the owner
of a firm’s capital assets or to an entrepreneur, so that this other person
becomes the owner of the workers’ time and efforts. By validating the wage-
for-labor-time exchange, capitalist practice, like Locke, does recognize the
legality of labor transferring responsibility for its actions to the capitalist. In
doing so, the capitalist legal system sustains the appropriation of the whole
product by the capital owner. The legality of the wage-for-labor-time
exchange, however, does not erase the factual reality that only human physi-
cal and mental effort can be the responsible agent of production. As Eller-
man puts it, “[a]n individual cannot in fact vacate and transfer that responsi-
ble agency which makes one a person” (Ellerman 1992, 156). If people
cannot in fact alienate their will and responsibility, all manual and intellec-
tual workers must always share factual responsibility for the entire product
their labor cooperates to produce.

THE JURIDICAL PRINCIPLE OF IMPUTATION

Ellerman accepts Locke’s claim that people have a natural right to their labor
and its products. However, for Ellerman, it is unjust for people to sell their
labor time: not only do people have a natural right to the product of their
labor, they also have an inalienable right to their labor time, a right that
should not be transferred even with consent. To sell labor time and the right
to appropriate its product is to violate what Ellerman calls “the juridical prin-
ciple of imputation,” which states that “[pleople should always be held
legally responsible for the positive and negative results of their de facto
responsible actions” (Ellerman 1992, 169). Not to be legally responsible for
the results of one’s actions is to assume the status of a thing and to lose one’s
dignity as a human being. Ellerman understands the labor theory of property
to be an expression of the juridical principle of imputation in an economic
context. According to his labor theory of property, people should appropri-
ate (i.e., be legally responsible for) the entire product of their intentional acts
of mental and manual labor, because workers are factually responsible for
this output. Just as people should not be allowed voluntarily to sell their
votes, thus alienating their responsibilities as citizens, workers should not
be permitted to cede to a capitalist both the legal responsibility for the firm’s
output and the liability for their labor time. A typical wage-for-labor-time
contract violates the juridical principle of imputation because it allows the
employer to be the last owner of the worker’s time, thereby transforming the
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worker into the legal instrument of the employer and giving the worker the

* legal status of a thing.

The argument that people should be held legally responsible for the
results of their intentional actions is readily accepted in the case of a crime,
no matter what kind of contract the criminals might have agreed on. A mod-
ern court system would not honor a contract signed by two bank robbers that
gave one of the partners the sole legal responsibility for the robbery in
exchange for a larger portion of the loot. If the two partners were factually
responsible for the crime, a modern court would hold both partners legally
liable for the robbery. Through a parallel argument, we can also conceive
how hired labor is always jointly responsible for the product of the firm.
Unless we believe that the wage-for-labor-time contract does actually trans-
form human beings into nonwillful, inanimate things, then we must con-
clude that workers are always active and responsible agents in the production
process. If we accept the moral principle that people should be legally
responsible for the results of their intentional actions, then “the employment
contract should always be considered null, void, and invalid” (Ellerman 1992,
169). This is so because the capitalist wage-for-labor-time contract denies
the joint responsibility of wage lab or'by denying labor’s right to participate in
the appropriation of the entire product. Most notably, the wage-for-labor-
time contract makes someone other than the worker the last owner, or
appropriator, of the worker’s time.

For Ellerman, the wage-for-labor-time exchange is not a coercive
exchange, as it is portrayed in much Marxist literature, but a fraudulent
exchange. When workers cede legal rights to their labor time and the output
their labor creates in exchange for a wage, they do so because capitalist law
and society do not recognize that the wage-for-labor-time exchange is incon-
sistent with the fundamental reality that people are not able to alienate their
will and responsibility. The rectification of this fraud and of the injustice of
capitalist appropriation does not require a change in the distribution of
property. Instead, it requires the prohibition of fraudulent wage-for-labor-
time exchanges.

We should also note that Ellerman’s labor theory of property makes a dif-
ferent claim than traditional theories of value and the theories of distribution
that they suggest. From a perspective informed by the labor theory of prop-
erty, labor’s right to appropriate the whole product is not tied to the produc-
tivity of labor. Many inputs are productive of a firm’s output, and the labor
theory of property does not challenge the payment for such inputs. The labor
theory of property does not establish any link between productivity and the
concept of just appropriation. The essential link is between appropriation
and responsibility, and only human beings can be responsible agents. It is
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the characteristic of responsibility that singles out labor as the justly appro-
priating agent.

Ellerman’s position is similar to that first expressed by Marx in his 1844
manuscripts and later repeated in Capital. A dominant theme Marx explores
in the 1844 manuscripts is how capitalism estranges, or alienates, labor. Two
of the alienating aspects of capitalism that Marx mentions are that workers
do not own any of the commodities produced by their labor and that workers’
activities in the labor process belong not to themselves but to another, the
capitalist (Marx 1964, 111-12). Both of these characteristics of capitalism are
indicted by Ellerman’s labor theory of property. In the manuscripts, Marx
seems to accept the fundamental myth of capitalist property rights. Accord-
ingly, he links the alienation of labor to the existence of private property. As
we have seen, however, a society that substitutes state-owned property for
individually held property does not necessarily eliminate either of these
problems. In the Soviet system, workers did not appropriate the entire prod-
uct of the firm and thus were not the first owners of the output or the last
owners of their labor time. Ellerman’s labor theory of property shows that
private property per se is not the culprit causing the alienation of labor.
Instead, the direction of the hiring contract produces these two aspects of
worker alienation. If labor hired capital—rather than capital hiring labor, as
is the case in the conventional capitalist firm—workers would be the last
owners of their labor time and the first owners of newly created goods and
services.

WORKER SELF-MANAGEMENT
AND THE CAPABILITY THEORY

There is an important point to address in the present discussion: can we rec-
oncile, on the one hand, Ellerman’s attempt to challenge the justice of the
wage-for-labor-time exchange by appealing to inalienable natural rights
(i-e., to the idea that people have a natural right that should not be alienated
to the entire product of their labor) with, on the other hand, the theories of
Marx, who quipped, “To speak . . . of natural justice . . . is nonsense” (Marx
1967, 339), and who remarked, “Right can never be higher than the eco-
nomic structure of society and its cultural development conditioned thereby”
(Marx 1978, 531)? Other related comments by Marx on the question of justice
have sparked a long debate by readers of Marx about whether or not the
struggle against exploitation needs to be animated by a theory of justice.
Allen Wood (1980a, 1980b, 1981) presents the well-known argument that
Marx himself did not consider exploitation to be unjust.4 Wood understands
Marx to say that theories of justice are the epiphenomenal expressiors of the
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mode of production: “justice is not a standard by which human reason in the
abstract measures human actions, institutions, or other social facts. It is
rather a standard by which each mode of production measures itself. Itis a
standard present to human thought only in the context of a specific mode of
production” (Wood 1980a, 15~16). From Wood’s perspective, there are no
universal standards of justice that transcend those consistent with and deter-
mined by the existing mode of production. Rather, theories of justice func-
tion to legitimate the juridical requirements of the economic base. It is thus
not possible to identify transhistorical, objective moral principles to criticize
the practices of a particular society. In this account, capitalist exploitation is
perfectly compatible with capitalist notions of justice.

Rather than making an argument against exploitation based on a theory
of justice, Wood asserts that Marx believed “that the labor theory of value
could be used to advance criticisms of capitalism which . . . derived simply
from a correct understanding of the organic functioning of capitalism and
the successive stages of development marked out for it by its nature as a
mode of production” (Wood 1980a, 25-26).5 There is no reason to criticize
capitalist exploitation as an injustice, because the teleological progression of
capitalism will generate the circumstances—the increasing tension between
progressive forces of production and repressive relations of production; eco-
nomic instability; and, ultimately, working-class revolution—that will
inevitably lead to the demise of exploitation. In contrast to Wood, postmod-
ern Marxists agree with authors, such as Cohen (1995), who maintain that it
is misguided for radicals to continue to hope that capitalism will ultimately
produce the conditions that will lead the working class to inaugurate a
socialist society. Barring the inevitable collapse of capitalism, it behooves
critics of capitalism to develop theories of justice and morality that might
guide political action. While Ellerman’s Kantién, rights-based language may
not be perfectly consonant with Marx’s political economy, the normative
component of Ellerman’s labor theory of property can be regrounded on an
Aristotelian capability basis that does have clear affinities with Marx’s
thought.

According to Richard Miller, Marx inherited from Aristotle the view that
rights are legitimate only to the extent to which they yield good conse-
quences. Rival systems of rights always exist, and the judgment as to which
system should be chosen depends on the results produced by each system;
that is, systems of rights should be supported or criticized inasmuch as they
promote the control over one’s life and the “allied goods of dignity, self-
expression, and mutual respect” (Miller 1992, 293). Thus Miller believes
Marx held that the capitalist use of wage labor “should be overthrown
because of its consequences, not because it violates rights” (ibid., 288), as is
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the case with Ellerman. Alan Gilbert (1992) draws on Miller’s work to argue
that Marx’s consequentialist evaluation of institutions is related to Aristotle’s
eudaimonism, or his concern to foster the political and social environment
conducive to good, flourishing human lives. If Marx did have an ethical posi-
tion, it was Aristotelian and not rights based, and Marx’s criticism of rights
does not have to be, contrary to Wood, a wholesale rejection of the concept of
justice.

Nussbaum’s development of the Aristotelian capability theory of justice is
illuminating here, for it provides a method to evaluate the consequences of
alternative institutional arrangements or policies in a manner that is com-
patible with postmodern interpretations of Marx on the question of justice
{(West 1991). Unlike utilitarians, who judge the merit of institutions insofar
as they facilitate the maximization of a singular attribute of human life (plea-
sure or happiness), Aristotle (as well as Marx, according to Miller and
Gilbert) has a multidimensional standard by which to measure conse-
quences. For Nussbaum’s Aristotle, a policy, a right, or any other institution
generates good consequences if it promotes the capability for people to func-
tion in 2 mode that is consistent with a fullly realized human nature that is
defined in a conjective, intersubjective, or internalist essentialist manner. A
fully realized human nature includes more than happiness; for instance,
Nussbaum submits that the exercise of practical reason is essential. But to
link Marx with Aristotle here would be extremely controversial, unless the
meaning of the term human nature is specified very carefully, since Marx
rejected absolutist conceptions of that nature.

Nussbaum is again helpful with this problem. She argues that for Aris-
totle, human nature is an internalist notion, not an externalist or 2 detached
and impartial notion: “Human nature cannot, and need not, be validated
from the outside, because human nature just is an inside perspective, not a
thing at all, but rather the most fundamental and broadly shared experience
of human beings living and reasoning together” (Nussbaum 1995, 121).
Nussbaum argues that for Aristotle, beliefs about human nature “are matters
for communal judgment and decision, not for independent investigation and
discovery”—that “[tlhey are thoroughly internal to the community, and they
serve to explain it to itself” (ibid., 1o1). Such a perspective on human nature
coheres with postmodernist interpretations of Marx. For example, Cornel
West makes a persuasive case that, as his thought matured, Marx developed
a radical historicist or postmodern approach to questions of justice. West
describes the radical historicist point of view as one in which “the only plau-
sible candidates for the criteria, grounds, or foundations [of justice] in ques-
tion would be the contingent, community-specific agreements people make in
relation to particular norms, aims, goals, and objectives” (West 1901, 1). As
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long as we reject the essentialist notion of isolated and autonomous human
communities, it is possible to see how Marx’s writings reveal that capitalism
does not produce the conditions necessary for good human functioning, as
the historical world community might conceivably define it. On these
grounds, capitalism is unjust.

How does this discussion relate to Ellerman’s labor theory of property?
Rather than appealing to the existence of natural rights, as does Ellerman in
order to reach his normative conclusions, we can instead use his factual
description of production in the capitalist firm to see how wage labor violates
an Aristotelian conception of human flourishing and restricts the develop-
ment of human capabilites. Sen argues that there are both opportunity
aspects and process aspects to human flourishing, and Ellerman’s analysis
shows that the capitalist wage-labor relation establishes a work process
inconsistent with human flourishing. A key element of Ellerman’s argument
is that certain essential human characteristics—in particular, responsibility
and decision making—are factually inalienable (Ellerman 1992, 127). Yetin
the capitalist firm, workers do not have legal responsibility for their actions,
insofar as they do not appropriate the entire product for which their labor is
factually responsible. Thus workers in a capitalist enterprise assume the
legal status of things and are often treated similarly. Marx characterizes an
employee of a capitalist this way: “in his human functions he no longer feels
himself to be anything but an animal” (Marx 1964, 111). While participating
in a capitalist work process, a worker loses his or her dignity.

Other writers have also noticed in Marx’s work an implicit, but neverthe-
less consistent, appeal to the moral principle of human dignity (see Bloch
1986; Kain 1992; Kamenka 1972; Peffer 1990). For these interpreters of Marx,
socialist politics should aim at a society in which universal human dignity is
achieved, since without dignity, people cannot lead fully realized and flour-
ishing human lives. All of these authors agree that a prerequisite for univer-
sal human dignity is that people cannot treat others as tools to achieve their
ends. Ellerman’s labor theory of property helps us to see that in a capitalist
firm, wage-laborers assume the legal status of things and become the instru-
ments of the capitalist’s drive to maximize profits. Since workers do not
appropriate the output their labor helps to create, they are not legally respon-
sible for the results of their actions. Thus capitalist production is inconsis-
tent with human dignity and flourishing, or good human functioning.

HAYEXK AND WORKER SELF-MANAGEMENT
Is it possible to implement a system of labor-appropriating firms in a man-

ner that escapes the knowledge problems that Hayek identified in the classi-
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cal socialist prescription of state ownership of the means of production and
“central planning? Requiring that firms be labor appropriating does not entail
central planning and state ownership of productive property. Labor-appro-
priating firms that eliminate the exploitation that Marx saw operating in cap-
italism could exist in an institutional context in which private property was

widely held and in which labor-appropriating firms competed with each -

other in a rivalrous market process. Thus, at first glance, it seems that the
labor-appropriating firm can hold up against the rule-utilitarian normative
perspective developed by Hayek and other Austrian economists. Let us con-
sider that conclusion more carefully.

First, a system of labor-appropriating firms is consistent with the rule of
law. For example, Jaroslav Vanek suggests that labor appropriation could be
instituted through a constitutional amendment. He proposes the following
text:

Whenever people work together in a common enterprise (whatever
their number), it is they and they only who appropriate the results of
their labors, whether positive (products) or negative (costs or liabili-
ties), and who control and manage democratically on the basis of
equality of vote or weight the activities of their enterprise. These work-
ers may or may not be owners of the capital assets with which they
work, but in any event such ownership does not impart any rights of
control over the firm. Only possession of and income from such assets
can be assigned to the owners, to be regulated by a free contract
between the working community (i.e., the enterprise) and the owners.
(Vanek 1996, 29)

To enforce such a proposed constitutional rule to require labor appropria-
tion in jointly productive enterprises would not involve the arbitrary use of
discretionary power, as Hayek understands it. The rule is universally applic-
able, well-announced, and abstract, in that it aims at no particular outcome.
Such a rule would be similar to a constitutional provision against slavery. In
this case, it is a constitutional provision against what some Marxists have
called “wage slavery.”

Second, Hayek, like Ellerman, highly regards the value of individual
responsibility. However, for Hayek, unlike Ellerman, “the assigning of
responsibility does not involve the assertion of a fact” but, rather, is “of the
nature of a convention intended to make people observe certain rules” that
promote social order and cooperation (Hayek 1960, 75). According to Hayek,
the reason to accept the convention to hold people responsible for their deci-
sions is to direct their “attention to those causes of events that depend on our

-actions,” and “[t]he main function of the beliefin individual responsibility is

118 * SOCIALISM AFTER HAYEK

to make us use our own knowledge and cépacities to the full in achieving our
ends” (ibid., 79-80). Hayek does not accept the assignment of responsibility
for its intrinsic value, as is the case with Ellerman’s natural rights perspective
and with the Aristotelian approach developed to this point in the present dis-
cussion. Hayek instead bélieves that we assign responsibility in order to
obtain beneficial social consequences. The question that arises from a
Hayekian perspective would be whether assigning the legal right of appro-
priation—and hence responsibility—to labor in a firm would contribute to
the coordination of dispersed knowledge, the creation of wealth, and human
flourishing to a greater degree than would the capitalist firm.

Bowles and Gintis (1993) contend that the typical capitalist firm is not
necessarily the most efficient institution of production. They argue that it is
quite conceivable that firms in which workers democratically appropriate the
entire product may utilize resources more efficiently than firms in which cap-
ital owners appropriate. They reach this conclusion by pointing out that cap-
italist firms must expend tremendous resources monitoring the productive
activities of workers. Firms can reap efficiency gains by transferring the right
of appropriation to inputs that are hard to monitor: specifically, in this case,
the collection of people working in the firm.” When workers appropriate the
entire product, they have less incentive to shirk and act uncooperatively,
since they, rather than capital owners, receive the benefits of their efforts.
Bowles and Gintis also show that democratically appropriating firms are
more likely to use wage incentives to elicit work effort, rather than employing
resource-using and thus comparatively inefficient monitoring techniques.
Their conclusions run counter to the typical views of neoclassical econo-
mists, who argue that capitalists need to monitor firms and act as residual
claimants in order to promote economic efficiency (see, e.g., Alchian and
Demsetz 1972).

Hayek’s idea of the importance of tacit, local knowledge in the production
process suggests there might be other efficiency-promoting benefits ofa sys-
tem of labor-appropriating firms. There is reason to think that the labor-
appropriating firm will give more workers incentive to report their subjective
perceptions of economic opportunity—such as more efficient technologies,
since they share in the profits these technologies mightallow. Insofar as cap-
italist firms often do not provide incentives to all employees to notice and
report improvements in a firm’s technology, the labor-appropriating firm
may be more innovative than the capitalist firm. In addition, if workers par-
ticipate in appropriation and act as the residual claimant, they might be more
willing to invest in firm-specific forms of human capital. Margaret Blair
(1995) argues that the importance of human capital in the production
process strengthens the argument for worker ownership of the firm and for
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profit sharing as an incentive for individuals to undertake investment in their
human capital.?

In a clear and penetrating analysis and rejection of the criticisms neoclas-
sical economists level against the labor-appropriating firm, David Prychitko
(1996) concludes that Austrian economic theory must remain at least neutral,
if not favorably inclined, in an evaluation of the feasibility of a network of
labor-appropriating firms operating in the context of widely held private
property and market exchange. Using the tools of equilibrium theory, neo-
classical economists sometimes fault labor-managed firms for reducing pro-
duction and limiting employment in response to a price increase, thereby
generating backward-bending product supply curves and perverse employ-
ment outcomes. This is in contrast to a typical capitalist enterprise that fol-
lows, in theory, the more socially rational strategy of increasing output and
employment in response to a rise in price of the product it sells. Prychitko
points out that the identification of these supposed faults of the labor-man-
aged firm are the result of using a short-run, equilibrium methodology that
is hostile to the market process perspective advocated by the Austrians. Ifwe
imagine the possibility of the free entry of new labor-managed firms in a
rivalrous market process, Prychitko believes that labor-managed firms may
act as socially rational as capitalist firms.

Prychitko’s argument raises an important issue to consider in light of my
discussion of credit rationing in chapter 4 of this book. Perhaps the inability
to obtain credit would preventa group ofidle, asset-poor workers from start-
ing up alabor-managed firm in response to noticed profit opportunities. Per-
haps this possibility, if repeated often enough, vitiates entry as anything
more than a formal freedom for many potential workers. If so, worker self-
management in the context of a free market process may be as unstable as it
is portrayed in neoclassical economics. How to establish an institutional
structure that facilitates the entry of labor-managed firms is thus one of the
pivotal issues to keep in mind during my examination of socialist distributive
justice in chapter 7.

This synthesis of Ellerman, Nussbaum and Sen’s Aristotle, and Resnick
and Wolff’s Marx has several advantages in debate with Hayek about the jus-
tice of capitalism. First, the reconceived labor theory of property carves out a
space between, on the one hand, Marxists, such as Roemer, who dethrone
the distinction Marx made between production and exchange and, on the
other hand, Marxists, such as Cohen and Husami, who retain the conviction
that exploitation occurs in production. Although these Marxists disagree
about where exploitation takes place, they all conclude that this exploitation
is the result of unequally distributed titles to productive property. Ellerman’s
labor theory -of property, however, focuses our attention on the issue of
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appropriation and the legitimacy of the wage-for-labor-time contract, and it
introduces an argument—rooted in widely held beliefs about human dignity
and the inalienability of responsibility—for why the performers of labor
should share collectively in the appropriation of the product that labor jointly
produces. It shares the Marxian commitment to eliminating exploitation and
to advancing cooperative production relations.

Second, in light of Resnick and WolfP's theory of exploitation, Ellerman’s
labor theory of property provides an answer to the question of the injustice of
exploitation without challenging the legitimacy of private ownership of pro-
ductive property. It shows that the existence of private property and markets
per se are not the problems with capitalist exploitation. While critics of cap-
italism may believe that there are good reasons for questioning the justice of
unequally distributed property, I hope the present discussion has shown that
a concern with exploitation does not have to be one of them. Thus, advocat-
ing Ellerman’s labor theory of property improves the chances of enlisting in
the battle against capitalist exploitation those skeptical non-Marxists, such
as Hayek, who until now were convinced that the Marxian political project
must lead to centrally planned, state socialism.

Finally, regrounding the normative component of Ellerman’s labor theory
of property on an Aristotelian capability basis 2 la Nussbaum and Sen, rather
than on a natural rights foundation, makes it easier to develop a socialist the-
ory of distributive justice to go along with the socialist theory of appropria-
tive justice. As I discussed in chapter s, the Aristotelian focus on the require-
ments for good human functioning is largely (although not entirely) oriented
toward distributive questions. Ellerman’s appeal to natural rights to support
his normative indictment of wage labor and advocacy of democratic firms
raises difficulties if one also seeks to counter views, such as Nozick’s (1974),
that rule out redistribution of income and wealth using natural rights argu-
ments. Since most critics of capitalism are not likely to be content only with
prohibiting the wage-labor exchange, reconceiving Ellerman’s theory on an
Aristotelian capability basis facilitates a more encompassing critique of free
market capitalism.
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CHAPTER 7

Socialist Distributive Justice
and the Stakeholder Society

*

Suppose we imagine a future in which Jaroslav Vanek’s proposed constitu-
tional amendment to prohibit the capitalist employment relation (cited in
chap. 6) obtained enough support to become the law of the land. His amend-
ment requires that workers in a common enterprise democratically appro-
priate the results of their labor and democratically manage their collective
efforts. Private ownership of capital is not prohibited, but capital ownership
conveys no possibility—through right or contract—of control rights over
workers. Vanel’s amendment would thus result in the elimination of two
markets: the market in which people rent control over their labor time, in
exchange for a wage or salary, and the market for common stock, in which
claims to the firm’s capital stock entail control rights over workers. It would
not bar other financial markets and intermediaries, however. Bond and pre-
ferred stock markets and various types of (labor-managed) banks, mutual
funds, and finance companies could continue to exist.

Capital owners would be entitled to any income stream that they could
obtain through contract and negotiation with the members of self-managed
firms who might wish to employ capital goods at work. Workers might bor-
row or rent capital from nonworker owners. They also could themselves own
the eapital with which they produce, so that the worker self-managed firm
would also be worker owned. Or some combination of worker ownership,
capital leasing, and external borrowing would be permissible. If workers
were to own the capital assets of the firm outright—financed through
retained earnings, membership fees to join the firm, or loans—those owner-
ship rights would entail only a right to an income stream from those assets
and would not involve any control rights over the production process. Those
rights would be reserved and shared exclusively—under the procedure of one
person, one vote—for the worker-members of the firm, regardless of the
amount of capital any particular worker owned.

The elimination of wage labor and common stock markets required by the
Vanek amendment is compatible either with all remaining markets being
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free of any special regulation by government or with a capabilities-enhancing
welfare state. Either way, the market process would likely generate substan-
tial inequalities of income and wealth. The existence of credit rationing
would also contribute to the persistence of these inequalities, since asset-
poor labor-managed firms would face credit restrictions not encountered by
their wealthier competitors. Hence asset-poor labor-managed firms would
have more difficulty expanding. Systemic inequalities of income and wealth
might also translate into the systemic influence of income and wealth in the
political process, which likely would jeopardize the sustainability of a capa-
bility-enhancing welfare state, if one were to exist.

These distributive questions dovetail with financing constraints that
many believe to plague labor-managed firms. Asset-poor workers face two
difficulties when they attempt to form a labor-managed firm. First, in capi-
tal-intensive enterprises, poor workers would have to seek external funds to
finance their activities, making the firm vulnerable to bankruptcy in the case
of disruption to the firm’s cash flow. Jacques Dréze (19g3) illustrates this
difficulty with the example of using a supertanker to transport oil. An oil
supertanker requires only a few people to operate but costs millions of dol-
lars to purchase. Most people could not collectively self-finance the purchase
of the tanker. They would have to rent it or borrow money to purchase it. If
anything interfered with the regular and timely delivery of oil, perhaps polit-
ical turmoil in the Middle East, the self-managed collective of tanker workers
would not be able to meet their rent or mortgage obligations, forcing it into
bankruptcy. This problem makes worker self-management an unstable
organizational form in capital-intensive industries. Second, a collective of
risk-averse, asset-poor workers might be reluctant to sink any of their lim-
ited wealth into their worker-managed enterprise because both their labor
and capital income would be hostage to the performance of the firm. For the
risk averse, worker self-management would be an undesirable organiza-
tional form, if self-management entailed worker ownership of capital.

Both of these problems might be solved if all self-managed firms were
required to use external finance to purchase capital equipment. Fleurbaey
(1993) proposes a model with this characteristic. In his model, all finance of
self-managed firms must take place through bank loans. This lets workers
diversify their risk by allowing them to channel their savings into the bank-
ing system, rather than having to plow them back into their workplace. Atthe
same time, bank loans can be structured to bring interest payments in line
with anticipated future investment returns. Finally, Fleurbaey believes that
his model can address Dréze’s problem by encouraging workers and banks
to negotiate insurance clauses and variable interest payments that would per-
mit workers to receive a guaranteed income from the bank and to suspend
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interest payments in the case of a temporary economic downturn. Fleurbaey
argues that because banks have a diverse loan portfolio, they would be in a
better position than workers to absorb market risk, and regulations should
encourage them to assume this role.

Fleurbaey’s model of external finance with the possibility of variable inter-
est loans would still, however, not address the fact that freely functioning
financial markets routinely ration credit. Lenders might still deny credit to a
collective of asset-poor workers. Or a collective of well-endowed workers
might enjoy better terms than a collective of asset-poor workers. If so, then
well-endowed labor-managed firms would have a tendency to outcompete
asset-poor firms, further impoverishing the latter’s members. In either
event, income and wealth inequalities would be reinforced and reproduced
through the normal operation of the market process.

The linkage between the inequality problem and the finance problem sug-
gests the potential merit of socialist ideas to promote distributive justice.
This chapter considers two of these ideas: (1) John Roemer’s (1994) proposal
to equalize profits through a coupon stock market and (2) Bruce Ackerman
and Anne Alstott’s (1999) proposal to institute what they call a “stakeholder
society” to redistribute wealth, through wealth taxation and a substantial,
once-in-a-lifetime cash grant to citizens at the age of majority. I will examine
and assess each of these proposals in terms of their ability to address the
financing problems faced by self-managed firms and to avoid Hayekian
knowledge problems. My goal is to determine what type of socialist distribu-
tive class justice would be most sensibly coupled with the notion of socialist
appropriative class justice developed in chapter 6, in order to complete a
vision of post-Hayekian socialism.

THE ROEMER MODEL

The discussion in chapter 6 showed that Roemer believes a socialist theory of
justice need not concern itself with worker self-management and should
instead focus on the distribution of property. While I reject Roemer’s criti-
cisms of worker self-management and fault him for not distinguishing
between issues of appropriative and distributive justice, his institutional pro-
posal to achieve a just distribution of income flows resulting from the use of
capital equipment is intriguing. He advocates eliminating the capitalist stock
market and replacing it with a socialist, coupon stock market, in order to
promote equality of opportunity and to disperse political-economic power.
Since the coupon stock market would only allow the exchange of preferred,
nonvoting stock, Roemer’s idea is fully compatible with the Vanek amend-
ment mentioned at the beginning of this chapter.
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In Roemer’s model of market socialism, all citizens would be given an
equal endowment of coupons that could only be used to buy shares of pre-
ferred stock in conventional firms. Firms would issue the shares and
exchange the coupon revenue for cash at the state treasury in order to raise
funds to buy capital equipment. The government would tax citizens to fill
this investment fund in the treasury. The amount of tax revenue in the fund,
in conjunction with the volume of shares issued during any time period,
would determine the cash price of a coupon. Citizens who purchased shares
would receive a portion of the firm’s profit resulting from the use of capital
equipment, but they would have no right to determine the composition of
firm management.

While citizens could not exchange coupons for cash, they would be per-
mitted to sell their shares for coupons at any time, and they would do so if
they thought they could turn around and purchase shares in other companies
that promised a higher profit flow. In this way, the coupon price of shares
would reflect citizen’s expectations about the future profitability of firms. A
citizen’s stock holdings would be sold at death, and the coupon revenue
would return to the state, preventing concentration of coupon and stock
wealth through inheritance. By giving all citizens an equal share of coupons
and by preventing stock and coupon inheritance, Roemer’s proposal would
resultin a more or less egalitarian distribution of aggregate profits.

One advantage of a coupon stock market is that all people would receive
an annual sum of money independent of their wage and salary income. Roe-
mer estimates that annual dividend income would amount to between one
and two thousand dollars per adult. Although this is not a large sum, it
would represent a substantial increase in income for poor individuals and
families. The primary benefit Roemer sees in this plan is that it would reduce
the political power that a few wealthy elites enjoy under capitalism. Roemer
reasons that the concentration of stockholding in capitalism means that a
few shareholders have the incentive to influence the political process in order
to increase their profit incomes. Such influence is used to minimize antipol-
lution laws, labor regulations, and other legislation that threatens to reduce
profits, as well as to increase the probability that governments will undertake
profit-enhancing foreign aggression—perhaps, for instance, to ensure the
flow of cheap oil. An equitable distribution of profit income would reduce
the concentrated benefit of lobbying agdinst policies that increase the public
good at the expense of profits. Because it is costly to engage in political lob-
bying and because the benefits of lobbying would be diffused with the dis-
persed distribution of profit income, Roemer expects that his coupon stock
market would lead to a government that was more interested in policies to
enhance the common good. In light of my discussion of. capability equality in
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chapter 5 of this book, Roemer might argue that something like a coupon
stock market is necessary to achieve capability-enhancing goals.

While firms could raise funds for investment purposes via the sale of pre-
ferred stock, Roemer imagines that firms would mostly finance their activi-
ties through bank loans. He envisions a set of large public banks, modeled
after banks in the Japanese keiretsu system, who compete for citizens’ mone-
tary savings and who arrange for loan consortia for firms’ investment pro-
jects. Banks would actively monitor firm management, probably by having
representation on the boards of directors of borrowing firms. At the same
time, Roemer believes that the government should regulate bank lending
policy, since he doubts that free markets achieve efficient investment out-
comes. For instance, a government-managed financial system could allow
politically favored sectors to receive below-market interest rates, while
charging above-market rates to industries that produce undesirable com-
modities, such as tobacco or alcohol.

Since Roemer believes that banks must have some role on firms’ boards of
directors, his model, as proposed, is not consistent with worker self-man-
agement. However, we could modify his proposal to eliminate this feature.
Banks would then have to rely on typical contractual methods to monitor and
affect firm behavior. The use of collateral requirements and restrictive
covenants, such as requiring borrowers to maintain insurance on purchased
property or limiting the type of property that can be bought with borrowed
funds, are alternative tactics lenders could use to increase the probability of
repayment, without violating the principle of worker self-management.
While these tactics do restrict the autonomy of borrowing firms, self-man-
agement is a principle that applies inside a productive enterprise, not to the
types of exchanges firms are or are not permitted to make.

Roemer argues that a coupon stock market would retain the informa-
tional role that economists ascribe to conventional common stock markets.
The coupon price of shares should be indicative of stockholders’ collective
assessments of expected profitability and the effectiveness of firm manage-
ment. Banks would be able to use the coupon price of a firm’s preferred stock
as one piece of information to evaluate the quality of firm management. In a
system of worker self-management, a poorly performing firm might face
more stringent requirements to obtain credit or perhaps the termination of
credit altogether. Thus workers would encounter a powerful incentive to
ensure that their elected management was pursuing an efficient and
profitable business strategy.

A coupon stock market grafted onto a system of worker self-management
would produce another potentially attractive feature as well: a worker-man-
aged firm that wished to use retained earnings to purchase capital equipment
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could issue nonvoting equity shares to its members in proportion to the
funds it retained to finance investment. As long as workers remained mem-
bers of the firm, they would not be permitted to sell their shares. On leaving
the firm, they could sell the shares on the coupon stock market. While this
institutional configuration would introduce an element of inequality into
Roemer’s coupon stock market—since members of successful, self~financ-
ing cooperatives might accumnulate larger portfolios than members of unsuc-
cessful co-ops—it would allow workers access to a relatively egalitarian form
of nonvoting, equity finance that would facilitate a degree of internal finance
and labor mobility in a self-managed system.

MARKET PROCESS CRITICISMS
OF THE ROEMER MODEL

To ascertain whether Roemer’s coupon stock market could be an attractive
feature of a post-Hayekian socialist model of worker self-management in a
rivalrous market process, there are four substantive issues to consider. First,
Roemer utilizes general equilibrium arguments to defend his model. Are
those arguments central or peripheral to the implementation of his proposed
institutional structure? Second, a coupon stock market eliminates the possi-
bility that managers and directors of a company can become large stockhold-
ers in a particular company, thereby taking away the incentive for the firm
managers and directors effectively to oversee the company. Does this impair
the functioning of the market process, as at least one commentator
influenced by Austrian economics has alleged (Arnold 1996)? Third, Roe-
mer’s model gives government a critical role to play in the formation of lend-
ing policy. Does this aspect of the model fall prey to Hayekian knowledge
problems? Fourth, would Roemer’s coupon stock market effectively restrict
the power of concentrated financial wealth in credit markets and facilitate the
entry of new labor-managed firms? In this chapter, Iwill also briefly address a
political concern about the feasibility of Roemer’s proposal vis-3-vis more
conventional forms of income and wealth distribution. These last two con-
cerns in particular will lead me to evaluate a suggestion to redistribute wealth
as more conducive to the achievement of socialist distributive justice.

An indirect sign of Roemer’s reliance on general equilibrium reasoning is
his claim that redistributions of profit income are unlikely to affect economic
efficiency. As he remarks, there is a “fundamental asymmetry between wages
and profits as categories of national income”; that is, “while considerations
of efficiency pretty much determine the distribution of wages among work-
ers, they do not so determine the distribution of profits” (Roemer 1094, 120).
In making this argument, Roemer misses the Hayekian point that profit
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serves as a lure for people to make entrepreneurial discoveries. Thus he takes
the position that the “wealth of society is not due primarily to rugged indi-
vidualists, as it were, but is reproducible according to blueprints that are
quite well understood”; he further contends, “The market is necessary to
implement competition and to economize on information, but not so much
for cultivating the inspiration of rare geniuses” (ibid., 5). It is apparent that
“rugged individualists” and “rare geniuses” are Roemer’s terms for entre-
preneurs. Itis likely that the reason Roemer reaches his conclusion that mar-
ket outcomes are reproducible according to blueprints is because he is
captured by an equilibrium mind-set in which there is no room for entrepre-
neurship.*

It would be a mistake, though, to assume that Roemer’s flawed equilib-
rium-based arguments invalidate his institutional proposal. After all, in my
defense herein of worker self-management, I have already proposed to make
workers the initial appropriators of profitincome rather than capital owners.
In chapter 6, I indicated that transferring residual claimancy from capital to
labor might even improve economic efficiency. Grafting Roemer’s coupon
stock market onto a system of worker self-management does not challenge
this reasoning, since a self-managed firm could raise money by issuing non-
voting coupon stock certificates that distribute a share of firm profits to non-
members, if the worker-managers thought it was in their interest to do so.
This would not challenge the principle of worker appropriation.

The real issue is whether abolishing the capitalist common stock market,
as both a system of worker self-management and Roemer’s coupon stock
market would do, would fatally impair the functioning of the market process
by eliminating the possibility of managers-directors accumulating a large
ownership share in a company and thus eliminating the possibility of oust-
ing inefficient firm management through stock purchase by alternative man-
ager-directors. These are the criticisms raised by Arnold’s (1996) evaluation
of Roemer. Arnold reacts to a specification of Roemer’s (1994) model that
does not include self-management. Arnold maintains that owner-managers
must be substantial owners of common stock in order to have the incentive
to monitor firms effectively. Only if they have substantial residual claims will
they make decisions to maximize profit and efficiency.

Roemer responds to this criticism by pointing to the apparent success of
theJapanese economy in its use of bank monitoring of firm management. He
argues that there should be little reason why the success of bank monitoring
in Japan could not be replicated in a socialist economy with a coupon stock
market. Perhaps, though, market socialist managers who did not own capi-
tal would not view the threat of losing access to credit as compelling. After
all, if banks deny credit due to ineffective management and then the firm is
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forced into bankruptcy, nonowner managers do not have a substantial own-
ership stake to lose. If, however, managers and directors were elected by the
firm’s workers (as would be the case in a system of worker self-management)
and hence all workers were faced with the possibility ofjob loss and potential
capital loss due to sloppy management and the inability to obtain external
sources of credit, then perhaps managers would be effectively monitored by
their worker-“employers.” This is one argument made by advocates of
worker self-management. In addition, there is nothing about worker self-
management that precludes giving managers substantial salary bonuses that
are tied to firm performance, if such incentives are necessary to elicit suc-
cessful management.

Arnold delivers another, more consequential blow to Roemer’s model.
Roemer’s proposed banking system consists of public banks subject to sub-
stantial governmental control. He gives banks the task of guiding investment
plans through the use of interest rate incentives to politically favored indus-
tries. This attribute of Roemer’s model is more evidence that he has not
grasped the essentials of Hayek’s economics. The upshot of Hayek’s critique
of Lange’s market socialism is that government officials cannot have better
knowledge of firms’ economic opportunities than do the (worker-)managers
on the spot. Arnold puts it nicely: “The general problem is that resources in
profit-maximizing firms tend to flow to their highest valued uses as those
uses are valued by the market, and by hypothesis, the political authorities
have different values from those expressed in the market” (Arnold 1996, 52).
Political influence over investment decisions would introduce potential
inefficiencies that are not required in order to achieve worker self-manage-
ment or a more equal distribution of profit income via a coupon stock mar- .
ket. In a system of self-managed, post-Hayekian socialism, the political con-
trol of investment advocated by Roemer would be rejected, and banks would
follow the same organizational form as all other firms: they would be demo-
cratically controlled by their workers, with government establishing the uni-
versally applicable rules of market exchange.?

In considering Roemer’s coupon stock market proposal, Frank Thomp-
son (1996) has identified another flaw that probably makes it an unattractive
fit with a system of worker self-management: Roemer’s model does not
address the unequal distribution of other forms of wealth—monetary sav-
ings and bonds. In addition, Roemer would allow wage and salary income to
be entirely determined by the market. High-income earners perform the
majority of saving, and most savings would flow to the banking system and
bond markets, since cash cannot be used to purchase stocks. To the degree
that firms finance investment by using debt, interest payments would How
disproportionately to those at the top of the income and wealth pyramid,
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who store their wealth in bonds and the banking system. If market socialist
firms find debt finance more attractive than equity finance, then the distribu-
tion of income might become even more unequal under Roemer’s coupon
socialism than under capitalism. The political benefits Roemer sees in an
egalitarian distribution of profit income would likely vanish as well.

The persistence of the inequalities in income, savings, and wealth under
Roemer’s model ultimately makes it unsuited for a system of worker self-
management. Start-up self-managed enterprises whose members are asset
poor would have to rely on external sources of finance. They would probably
be unable to find buyers of preferred shares in the coupon stock market and
would have to turn to the banks for loans. But here they would confront the
same difficulties as cooperatives do in capitalist systems. Lacking collateral,
they would be denied loans. Or they would face higher interest rates than
their competitors, jeopardizing their chances for success. Roemer’s egalitar-
ian stock market would not increase the ease of entry of new labor-managed
firms into new or existing markets. Given that it also might not alleviate the
inequality of income and wealth, Roemer’s market socialism is not the best
place to turn to find an institutional structure that would promote the goals
of socialist distributive and appropriative class justice.

In search of better paths to these objectives, Louis Putterman suggests that
existing avenues of institutional reform may be more appealing, politically,
than Roemer’s coupon stock market. Putterman remarks, “it is hard . . . to
believe that a Western citizenry that became further predisposed towards
equality would be more likely to implement [Roemer’s] radical institutional
experiment than to bolster the redistributive tendencies in existing tax codes”
(Putterman 1996, 144). Perhaps a more advantageous direction—to promote
distributive justice and to increase the robustness of a system of worker self-
management—would be to redistribute wealth via forms of taxation that
already exist in industrial democracies. I will now turn to this possibility.

THE SOCIALIST, STAKEHOLDER SOCIETY

We all know that a person born in the United States today has more eco-
nomic opportunities than a person with an equivalent genetic heritage born
in the middle of, say, Mongolia. In part, these disparate opportunities are
due to the more liberal form of government that exists in the United States.
But even if Mongolia were to adopt the complete set of American political
institutions, structural economic disparities would remain. This is so in
large part because the capital stock in the United States is well developed,
much more so than the capital stock in Mongolia. The existence of a rich pro-
ductive infrastructure in the United States means that labor productivity and
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living standards are much higher, on average, for a person born in the United
States than for one born in Mongolia. The person born in the United States
inherits access to a large stock of social and privately held wealth, while the
person born in Mongolia does not.

The disparate opportunities afforded by the existence of wealth, while
obvious in the comparison between the United States and Mongolia, dre also
apparent within a well-developed country, such as the United States. While
there is little doubt that poor American workers enjoy a higher material stan-
dard of living than the average Mongolian, it is also true that a person born
into a wealthy American family has more opportunities than one born into
the American standard of poverty. Personal wealth enables opportunities no
differently than does social wealth. My earlier criticism of Kirzner’s finders-
keepers theory of justice (in chap. 4) makes this clear. The ability to capture
an entrepreneurial opportunity will often depend on access to wealth, which
can finance a speculative, productive enterprise directly or serve as collateral
to obtain funds externally. Moreover, the development of the entrepreneurial
capacity is itself contingent on quality of formal schooling and on networks
of informal socialization, both of which are related to the possession of
familial wealth. Arbitrary inheritance of personal and social wealth deter-
mines, to some extent, the opportunities that one is able to notice and to
seize.3

To address the inequality of opportunity produced by disparate wealth
holding, Bruce Ackerman and Anne Alstott (1999) propose the establish-
ment of what they call a “stakeholder society.” A stakeholder society is one in
which all citizens have a claim to a social inheritance. Ackerman and Alstott
suggest that this social inheritance should take the form of a large cash grant
to all citizens when they reach the age of majority, a grant large enough to
promote substantive equality of opportunity. As a benchmark for this, Ack-
erman and Alstott focus on the ability of each citizen to obtain a bachelor’s
degree at a private college. Their proposal sets the size of the stakeholder
grant at the average cost of four years of private college tuition, which they
calculdte to be roughly eighty thousand dollars. Since a college degree is only
an approximate indicator of equal opportunity, they would not limit the
grant to educational purposes. Their proposal is in the classical liberal tradi-
tion insofar as they would allow each individual to determine the best use of
his or her social inheritance. ‘

Ackerman and Alstott also argue that stakeholding is in the individualist
tradition of advancing freedom. To be effectively free requires more than
equal treatment under the law; it requires the means to convert individual tal-
ents and potential into meaningful results. Redistributing wealth is impera-
tive because “property is so important to the free development of individual
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personality that everybody ought to have some” (Ackerman and Alstott 19qg,
191). Stakeholding is thus “based on the community’s obligation to give each
person equal respect by providing her with equal resources to develop her
unique talents” (ibid., 194). The real possibility that the asset poor cannot
obtain credit or can obtain it only at penalty interest rates supports and moti-
vates an individualist case for wealth redistribution.

Ackerman and Alstott contend that a stakeholder society should be imple-
mented gradually, since it obviously would be disruptive and inflationary to
give grants of eighty thousand dollars simultaneously to all qualifying adults.
They suggest that we select a first generation of stake recipients and there-
after grant a social inheritance to all qualified citizens who turn eighteen
each year. To prevent a massive influx of immigraﬁts seeking a stake and to
limit the stake to those citizens living inside the country, Ackerman and
Alstott believe the stake should be given only to citizens who have lived for at
least eleven years inside the country. To gauge the approximate annual bud-
get obligation for the U.S. government, they estimated the number of
qualified eighteen-year-old American citizens in 1997: about 3.1 million.
Providing each of these young men and women a stake would have cost
about $250 billion, less than the annual U.S. military budget. This is certainly
within the annual budget possibilities of the U.S. government.

To fund this annual outlay, Ackerman and Alstott argue for the imple-
mentation of a new wealth tax rather than relying on additional revenue from
the income tax. In their view, the possession of wealth reflects an inequality
of opportunity advantage, whereas unequal incomes partly reflect the dis-
parate endowments people bring to the market. Since the goal of a stake-
holder society is to promote equality of opportunity, taxing one source of
unequal market outcomes to fund an equality-promoting social inheritance
seems to Ackerman and Alstott to be the appropriate method to raise the nec-
essary revenue. They calculate that an annual, 2 percent flat tax on net worth,
after allowing a stakeholder exemption of eighty thousand dollars, would
raise enough revenue to fund the program. Ultimately, however, they suggest
that the system become self-financing, through the implementation of an
estate tax on stakeholders. Stake recipients (or their estates) would be
required to pay back their social inheritance, with interest, to the govern-
ment.# Once the payback obligation is met, the wealthy could conceivably
transfer the remainder of their estates to heirs of their choosing. If stake-
holders lead economically prosperous lives and are able to pay back their
grants, the institution of a social inheritance might one day, after the death of
enough stakeholders, become self-financing, thus obviating the need for an
ongoing wealth tax.

Ackerman and Alstott’s stakeholding proposal, if modified slightly,
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offers an attractive institutional structure to achieve socialist distributive jus-
tice while also promoting worker self-management and socialist appropria-
tive justice. While Ackerman and Alstott use possession of the means to
attend college as the standard proxy for equality of opportunity, labor-man-
aged market socialism might use possession of the means to purchase the
average capital stock per worker as the standard measure of equal opportu-
nity. This would raise the amount of the stake to around one hundred thou-
sand dollars.5 This revision of Ackerman and Alstott’s proposal is based on a
view of the stakeholder grant as a share of the accumulated capital stock of
the society into which a person is born. Stakeholding would then cost a little
over $310 billion. Edward Wolff (2002) notes that if the United States were to
adopt the Swedish wealth tax with a progressive tax rate structure and a top
marginal wealth taxation rate of 3 percent, the U.S. government could have
raised an additional $330 billion in 198g.

Another modification to Ackerman and Alstott’s proposal follows from
the capability approach to justice. Ackerman and Alstottwould place no limit
on how people could use their social inheritance, because they accept the lib-
eral belief that there are plural conceptions of the good life. They argue that
once the government provides individuals with the means to achieve oppor-
tunity, it is up to those individuals to decide the best use of their grant. A
capability approach, in contrast, does not value wealth for its own sake and
believes that policies should have specific, capability-enhancing purposes. A
socialist interpretation of the capability approach maintains that people
should have equal opportunity to enter into nonexploitative work arrange-
ments, through self-employment or by joining a labor-managed firm. A
socialist, stakeholder society should therefore promote nonexploitative
forms of good living. It would do so by providing a social inheritance to
finance investments in human and physical capital: postsecondary educa-
tion, vocational training, equipment to become an independent contractor,
and potential membership fees to join a labor-managed firm. Perhaps the
stake could also be used to purchase real estate, since it could readily be used
as collateral to finance self-managed work opportunities. But using the stake
to buy a car or to travel around the world—options permitted by Ackerman
and Alstott's liberal stakeholding proposal—would be prohibited by a
socialist stakeholder society. :

Providing a substantial capital account that could be used to finance par-
ticipation in a self-managed enterprise would go a long way toward solving
the two major problemms I have identified in worker self-management. First,
giving potential members of cooperatives a capital account should reduce
the risk aversion generally displayed by the asset poor. A regular criticism of
worker self-management is that asset-poor collectives will invest less than
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their capitalist counterparts. If risk-taking is a function of wealth holding,
giving all adults a capital account equal to the average capital stock per
worker should encourage individuals and collectives to take more productiv-
ity-enhancing risks (although perhaps still not as much risk as a rich person
under capitalism would be willing to bear).

Second, a socialist stakeholder society would reduce the difficulties faced
by a collective of asset-poor workers in trying to obtain credit to start up or
expand a new self-managed enterprise. The power of concentrated financial
wealth in financial markets would be diminished if all workers gained access
to a capital account at the beginning of their working lives. Any collective of
workers would now be able to combine their individual stakes into an
amount large enough to purchase capital equipment directly or to serve as
collateral in pursuit of external finance for the equipment. Credit rationing
would be less. prevalent. Instituting a social inheritance should therefore
facilitate the entry of new selfmanaged enterprises, producing a more
robust market process. Backward-bending market supply curves and per-
verse employment reductions in response to price increases should not
appear. By facilitating the market process in the context of worker self-man-
agement, stakeholding serves the goal of socialist distributive justice while
also supporting the viability and the positive economic consequences of
socialist appropriative justice.

HAYEK AND THE STAKEHOLDER SOCIETY

How does socialist stakeholding fit into the Hayekian vision? Inasmuch as it
would be implemented via abstract, well-announced rules and would redis-
tribute wealth outside of the market process, this system of social inheri-
tance would not directly interfere with the market allocation of resources and
distribution of income. In Ackerman and Alstott’s proposal, the wealth tax is
a proportional tax that levies all wealth at the same rate, above the stake-
holder exemption of eighty thousand dollars (or one hundred thousand dol-
lars). It does not seek to reward or punish any particular productive activity.
Thus it should not disrupt the ability of the market process to coordinate the
activities of diverse people with diverse knowledge. In the context of worker
self-management, stakeholding might even strengthen the effectiveness of
the market process by encouraging entry of new self-managed firms.

One might argue that wealth taxation reduces the incentive to save,
thereby restricting the funds available for investment in real capital equip-

ment and lowering the rate of economic growth. If so, stakeholding will

make future generations less wealthy than they might otherwise be. On one
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level, this objection has a perverse quality in that it implicitly assumes that it
is better to reduce equality of opportunity today in order to benefit the future
population. But future generations will presumably be enriched by any eco-
nomic growth, great or small, and by the expanded opportunities growth will
bring. Why, then, deny potential opportunity to the poor today to the advan-
tage of the relatively rich tomorrow?

On another level, it is not apparent that the incentive to save and to accu-
mulate wealth is significantly impaired by modest levels of wealth taxation. A
flat 2—3 percent wealth tax is a comparatively small marginal tax rate on sav-
ings and might notactas much of a disincentive to accumulate.5 A briefread-
ing of the evidence appears to support this conjecture. Savings rates in devel-
oped countries without a wealth tax range from 3.6 percent for the United
Kingdom to 5.7 percent for the United States to 11.6 percent for Japan. Sav-
ings rates in the European countries with a wealth tax range from 4 percent
for Spain to 10.5 percent for Switzerland (Wolff 2002, 71). Many European
countries with a wealth tax have a higher savings rate than the United States.
So it is not readily apparent that wealth accumulation and economic growth
would be adversely affected by implementing wealth taxation and redistribu-
tion. If it is true that the ability to seize entrepreneurial opportunities is lim-
ited by the possession of wealth, then providing all adults with a wealth stake
might end up encouraging entrepreneurial activity more widely, thereby pro-
ducing such a positive impact on the rate of economic growth that it out-
weighs any negative impact that a wealth tax might have on aggregate saving.

Hayek also raises a moral objection to notions of equal opportunity that
call for redistributions of wealth and income. He maintains that just because
one person enjoys an inherited advantage, whether genetic or cultural, does
not mean that someone else is entitled to the same advantage. No one
argues, for example, that in the interest of eqﬁality of opportunity, we should
compensate the ugly for their social and economic disadvantages relative to
the attractive. Hayek asks why the situation should be any different with
regard to inherited wealth and family connection. The advantage of the rule
of law and equal treatment under the law is that all individuals—the smart
and the handicapped, the risk-lovers and risk-averters, and the wealthy and
the poor—are all regarded as alike by the coercive state apparatus that
enforces universally applicable rules. In Hayek’s mind, equal treatment
under the law and unequal treatment by the market are both necessary in
order for markets to work effectively. Disproportionately large or small mar-
ket rewards signal the greater or lesser degree to which one’s product or ser-
vice satisfies the interest of others. Thus “the acquisition by any member of
the community of additional capacities to do things which may be valuable
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must always be regarded as a gain for that community” (Hayek 1960, 88).
Hayek therefore thinks that the only justification “for insisting on further
advantages,” beyond already living in a rich society (like the United States) in
which people with talent and entrepreneurial vision have the incentive to
make their contributions available in markets, “is that there is much private
wealth that the government can confiscate and redistribute and that men
who constantly see such wealth being enjoyed by others will have a stronger
desire for it then those who know of it only abstractly, if at all” (ibid.,
100-101). For Hayek, notions of equal opportunity that call for redistribution
are just another form of envy.

The capabilities perspective on economic justice does not appeal to
envy. It is, as I have shown, a perspective that develops an intersubjective
account of good human functioning and human flourishing and asks
about the institutional structure that best promotes good functioning for
all people. Although they do not explicitly advocate a capability approach
to justice, it is in the context of promoting good human functioning that
Ackerman and Alstott’s justification for wealth redistribution makes the
most sense. To work effectively, markets require people to respect others’

property and to engage in trustworthy behavior. Ackerman and Alstott
thus reason:

Given the continuing dependence of the wealthy on the cooperation of
their fellow citizens, stakeholding does not involve coercive “gifts” to
strangers. It represents a suitable act of recognition by the wealthy of
the role played by fellow Americans in creating the conditions for the
very system necessary for their own success. . . . [Plrivate property is
legitimate only when it is rendered compatible with the larger political
order created by free and equal citizens. (Ackerman and Alstott 1999,
32)

To this interpretation, I would add that private property is legitimate to the
extent that it enhances human capabilities and to the extent that it is compat-
ible with a political order created by people with the means to function well.
Itis Hayel’s rule-utilitarian conception of the common good that eschews an
intersubjective account of good living and leads him to think that “[tThere is
no obvious reason why the joint efforts of the members of any group to
ensure the maintenance of law and order and to organize the provision of
certain services should give the members a claim to a particular share in the
wealth of this group” (Hayek 1960, 1o1). This is so because his liberal subjec-

tivism harbors a relativism that cannot make interpersonal comparisons of
well-being,
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WHICH WAY FORWARD: WEALTH OR
INCOME REDISTRIBUTION?

Worker self-management has not evolved into a widespread organizational
form, despite the potential efficiency advantages and desirable moral qualities
examined in chapter 6 of this book. The most compelling explanation for this
situation is that most workers lack enough wealth to buy the necessary produc-
tive equipment and to collateralize needed loans. This problem dovetails with
the substantive inequalities that motivate the capability theory of justice. Thus,
at the same time that worker self-management is not prevalent due to unequal
access to resources, people have markedly unequal capacities to achieve good
human functioning. For many people, easily achievable functions are not
obtained at all, because of poverty and an institutional structure—including
schooling, medicine, and prenatal care—that directs its benefits based on -
wealth and income rather than need. An ethically and economically viable
socialism therefore requires a capabilities-enhancing, redistributive institution.

This redistributive institution might be a social democratic welfare state,
as Nussbaum (1990) argues. But a welfare state, however desirable, is not a
distributive institution that necessarily contributes to the feasibility of worker
self-management. Neither, it turns out, is Roemer’s market socialist idea to
equalize profit income—the annual social surplus. What would make worker
self-management feasible is a mechanism to promote entry of new self-man-
aged enterprises. While Roemer’s model could be a workable vision of social-
ism after Hayek if it were stripped of its element of investment planning and
pared down to a coupon stock market, the resulting egalitarian distribution of
profits would not directly encourage worker self-management. Although
Roemer’s market socialism might achieve a kind of socialist distributive jus-
tice, it would not enable or cultivate socialist appropriative justice.

By comparison, the redistribution of wealth—the accumulated social sut-
plus—might support a socialist form of both appropriative and distributive
justice. It is in this light that Ackerman and Alstott’s provocative vision of a
stakeholder society deserves our attention. By promising all young adult citi-
zens a share of national wealth, stakeholding expands the real opportunities
individuals can seize. By restricting the stake to certain capabilities-enhanc-
ing uses, it might also facilitate the competitive entry and systemic efficiency
of self-managed enterprises. If we take seriously the Hayekian concern to
make the market process work effectively, then the redistribution of wealth
might be a necessary prerequisite to the implementation of Vanek’s worker
self-management amendment. To achieve socialist appropriative justice, it
may first be necessary to realize socialist distributive justice.
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CHAPTER 8

Socialism after Hayek
*

Traditional understandings of socialism have been antimarket. These views
generally underestimate or ignore what I have called Hayek’s “applied epis-
temological postmodernism.” Because I accept many aspects of this applied
postmodernism, I agree with Hodgson when he claims that socialism “must
overcome its congenital agoraphobia” (Hodgson 199g, 61). Post-Hayekian
socialism is necessarily market socialism. National economic planning,
whether authoritarian or democratic, is a dubious ambition for the future of
socialism. Postmodern Marxism gives market socialism a reachable goal: the
abolition of exploitative class processes in which nonproducers appropriate
the fruits of workers’ labor. At the same time, the postmodern morments of
Hayek’s economics and the Austrian theory of the market process give post-
modern Marxists and other socialists the intellectual tools to overcome their
residual market phobia. Together, these Austrian and Marxist perspectives
help all of us to recognize that the abolition of class exploitation and the abo-
lition of markets are not isomorphic objectives, since worker appropriation
is entirely consistent with worker cooperatives operating in the context of
private ownership and free exchange of consumer and capital goods.

For the last century and a half, Marxists have called for an end to the
exploitation of labor in order to usher in a postcapitalist, socialist future. But
contrary to much of the Marxist tradition that has made changing ownership

rights to the capital stock the linchpin of a future without exploitation,
worker appropriation in self-managed firms can achieve the primary objec-
tive of class emancipation. Jossa (2005) provides textual evidence that Marx
himself explicitly advocated worker cooperatives as a socialist form of eco-
nomic organization. Labor appropriation (in democratic, sélf—managed
firms) is a necessary feature of what I have called “socialist appropriative jus-
tice” (see chap. 6). Prohibiting wage labor and capitalist appropriation and
replacing them with worker self-management and labor appropriation will
end the legal alienation of workers’ factual responsibility for production.
Worker appropriation in cooperative enterprises fosters human dignity and
is consistent with Marx’s call to abolish the wages system. If labor-appropri-
ating cooperatives operate in an environment where separate individuals
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own productive property and markets are effectively free, then, in principle at
least, a system of labor-appropriating firms can be a socialist form of eco-
nomic organization that avoids Hayekian knowledge problems. The specter
of labor-appropriating cooperatives in a market economy in which the
means of production are privately owned gives us, to combine the phrases of
Cullenberg (1992) and Prychitko (1998), a thin vision of Hayekian socialism.t

Most socialists will probably find this Hayekian socialism thin soup. They
will insist, correctly, that while worker cooperatives may enhance the capa-
bility of laborers to work with dignity and responsibility, the larger system of
competitive markets is unlikely to yield a distribution of resources that effec-
tively satisfies human needs. Yet this traditional socialist concern is precisely
the focus of Nussbaum and Sen’s capability theory of justice. Contrary to the
postmodern fatalism characteristic of subjectivist, utilitarian, and Hayekian
approaches to normative questions, the capability theory of justice believes
thatitis possible (and desirable) to specify basic human needs in a universal,
yet open-ended, intersubjectivist way through comparative, cross-cultural
conversations. A biologically essentialist, morally objectivist, or otherwise
transcendent, “outside” perspective on human nature is not required. Fur-
ther, Nussbaum and Sen’s approach places a positive value on the equality of
capabilities to satisfy these needs. This commitment to capabilities equality
leads Nussbaum to argue that some form of social democracy or an elaborate
welfare state is generally necessary to address the persistently unmet needs
that arise in connection with free market economies.

Here we need to bear in mind Hayek’s arguments about the socially con-
stituted, tacit, and limited nature of individual human knowledge. The sub-
jectivity of knowledge means that welfare state officials confront an insuper-
able knowledge problem: how are they to know whether the implementation
ofa particular policy will actually enhance the capabilities of any unique indi-
vidual? This is nota problem derived simply from plural conceptions of good
living. It a problem of how to achieve, in particular cases, an intersubjective
standard of good living among diverse and dispersed individuals, each of
whom possesses unique knowledge of the circumstances of time and place
that affects his or her ability to live well. This is a factual knowledge problem,
not an ethical knowledge problem. Socialists must have some humility
regarding the knowledge that government officials can acquire to implement
welfare-enhancing policies successfully: . v

This book does not aim to figure out how far or in what directions a wel-
fare state can go before it confronts intractable Hayekian knowledge prob-
lems.? Rather, the aim here has been to explore which sets of institutions
might make a system of labor cooperatives function well in a market econ-
omy. One reason that labor cooperatives have not evolved widely in modern
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societies, despite their potential superior efficiency, is that the typical worker
lacks wealth and has no access to credit at competitive interest rates—or, in
many instances, at any interest rate. The distribution of income and wealth in
modern capitalist economies makes it very difficult for workers to establish
labor-directed enterprises. Simply abolishing wage labor, as proposed by
Jaroslav Vanek’s amendment (cited in chap. 6), would do nothing to facilitate
the entry of new labor-managed enterprises in the postcapitalist economy.
Since the potential entry of new firms is necessary for the discovery and cre-
ation of economic opportunities, worker cooperatives in a private property
economy may not work effectively—and hence may not provide the means to

achieve other aspects of good human functioning—unless income or wealth

is redistributed at the same time. Socialist distributive justice aims to create
an institutional structure that effectively enhances the ability of people to
form new worker-managed, labor-appropriating enterprises. Establishing a
stakeholder society—that is, taxing wealth and redistributing it in equal citi-
zens’ grants at the age of maturity—is one way to achieve this essential goal.

If some version of Ackerman and Alstott’s stakeholder society were
adopted and if some form of Vanek’s amendment were in place, worker self-
management might work well in the context of a competitive market
process. A well-functioning, competitive system of worker cooperatives
would have other desirable distributive characteristics: profits would accrue
to the manual and mental workers who participate in their creation, entry of
new firms would tend to compete away economic profits, and incomes
would reflect entrepreneurial alertness rather than prior access to wealth. In
addition, the ongoing redistribution of wealth through a stakeholding right
would likely lead to the enhancement of capabilities other than access to
dignified workplaces—for instance, access to education. While wealth, from
the capability perspective, is not an intrinsic good, the all-purpose nature of
wealth makes it a useful tool for enhancing capabilities in a flexible manner.
This is especially so if we restrict stakeholder grants to specific, capability-
enhancing uses.

Some socialists, though, still resist the conclusion that markets are a nec-
essary component of a modern, complex society. While there is little support
for top-down national economic planning, many socialists today advocate
what they call decentralized, participatory planning.3 Michael Albert and
Robin Hahnel are perhaps the best-known advocates of this approach. For
them, the achievement of socialism means that workers “would finally seize
control of their destinies by consciously and democratically planning their
interconnected labors” (Albert and Hahnel 1992, 39).4

Albert and Hahnel’s model of participatory planning bears some similarity
to Oscar Lange’s model of socialism, discussed in chapter 2 of this book. Like
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Lange, Albert and Hahnel would abolish private ownership and market
exchange of capital goods and create what they call an Iteration Facilitation
Board (IFB). The IFB would announce prices for all goods and services to both
producers and consumers. Producers and consumers would use these prices
to formulate their respective production and consumption plans. Unlike
Lange’s model, Albert and Hahnel’s IFB would have no oversight function of
the production units: firms would be democratically self-managed.

Albert and Hahnel’s model also differs from Lange’s in that consumer
goods markets would be eliminated. Instead, individuals would belong to
local consumers’ councils that would gather their members’ consumption
preferences based on the prices announced by the IFB and report these con-
sumption intentions back to the IFB. The IFB would take these consumption
plans and compare them with the production plans announced by the demo-
cratically managed firms, looking for any potential shortages or surpluses. If
any exist, the IFB would then adjust the array of “indicative” prices, ask for a
report on revised consumption and production plans, and look again for
shortages and surpluses. This process would continue until a set of mutually
consistent prices was reached. Production would then commence, and
goods would be shipped to the consumer councils for subsequent distribu-
tion to their members, according to individuals’ consumption plans.

In Albert and Hahnel’s model, individual incomes would be calculated
according to a person’s effort and “sacrifice for the social benefit” (Albert
and Hahnel 1992, 54). A person’s coworkers would be responsible for rating
his or her work effort. The effort rating of one’s peers establishes a budget
constraint when a person reports his or her consumption plan to the con-
sumer council. But consumer councils would have the power to adjust the
effort ratings of their members, if the councils felt that some people’s needs
would not be adequately met by the “purchasing power” indicated by their
work ratings (ibid., 55). Thus, in this model, market exchange would have
no role in determining the allocation and distribution of resources. All pro-
duction decisions and consumption bundles would be determined by partic-
ipatory conversations at the various workplaces and consumer councils.

For Albert and Hahnel, such a participatory planning system would serve
to correct what they see as three fundamental defects in free market capital-
ism. First, market participants normally do not consider social costs and
benefits when implementing their production and consumption plans. Nor
do markets provide an adequate level of public goods, since people have lit-
tle incentive to express their preferences for these goods in a market setting.
Participatory planning may not allocate resources perfectly either, but “the
estimates of social costs and benefits that emerge from [a process of partici-
patory planning] will be less imperfect than the estimates that emerge from
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[market exchange]” (Albert and Hahnel 2002b, 27). As a result, Albert and
Hahnel believe that participatory planning is better equipped to incorporate
neighborhood effects and to deliver public goods. Second, capitalist firms
generally give workers no role in decision making. Albert and Hahnel make
the Hayekian claim that hierarchical firms result in a loss of their employees’
tacit, practical knowledge, since workers have little incentive to utilize it
(Albert and Hahnel 2002a, 155). They believe that participatory planning in
the workplace would correct this flaw. Finally, market economies are
inequitable in that they do not reward people “according to effort interpreted
as personal sacrifice in work and training toward the public benefit” (Albert
and Hahnel 1992, 41). Albert and Hahnel argue that a more equitable distrib-
ution of goods would be achieved if one’s coworkers were responsible for
determining the degree of one’s efforts and sacrifices for the public good and
one’s resulting share of consumption goods. A market distribution of pay-
ment according to the productivity of one’s labor and property is flawed, in
the minds of Albert and Hahnel, because actual productivity is not only a
function of effort but also the arbitrary and unmerited inheritance of traits
and property. .

Most of Albert and Hahnel’s criticisms of free market capitalism are con-
sistent with this book’s argument for post-Hayekian market socialism.
Nearly all economists, including Hayek, recognize that markets, in order to
function well, must be embedded in an institutional framework that includes
a government to provide public goods and to establish a set of rules or poli-
cies to internalize social costs and benefits into individual decision making.
One purpose of my critique, in chapter 4, of Hayek’s legal theory was to high-
light the importance of democratic processes in the determination of this
institutional structure, A post-Hayekian socialism would give democratic
processes a larger role in determining the nature of the institutions in which
markets should be embedded in order to promote the common good.

Socialists, such as Albert and Hahnel, who advocate decentralized plan-
ning in the absence of private property face a critical question: are social
costs and benefits better captured by democratic local, regional, and national
planning agencies in the absence of markets or by markets embedded in a set
of property rights assignments, rules, and regulations determined by demo-
cratic local, regional, and national governments? Pre-Hayekian socialists
would be strongly inclined to imagine that participatory planning, without
markets, would be a superior method of grappling with social costs and
benefits. But socialists who have absorbed the significance of Hayek’s dis-
cussion of the fragmented, dispersed, inarticulate, and intersubjective nature
of human knowledge would surely be more circumspect and more mindful
of the cost-benefit knowledge—its discovery and creation—that would be
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lost if market processes, profit incentives, hard budget constraints, and indi-
vidual property rights were replaced by dialogues in democratic firms and
consumers’ councils.

A parallel contrast emerges with respect to labor-managed firms. Albert
and Hahnel’s critique of the forgone tacit knowledge in hierarchical firms
resonates with the argument that this book presents for worker cooperatives.
It may well be the case that worker cooperatives or firms that are planned by
workers’ councils would elicit more tacit knowledge from their members
than the typical capitalist enterprise is able to extract from its employees.
However, labor-appropriating cooperatives that are subject to the market
discipline of profit and loss would in all likelihood offer better incentives for
workers to discover and act on their intuitive insights and tacit knowledge
than would Albert and Hahnel’s system of participatory planning, which
could only rely on moral suasion—in the form of wanting to be a good team
player—to get individuals to contribute their unobservable (and costly to
express) personal knowledge to the benefit of the group. Since the post-
Hayekian market socialist firm would offer its members both material

- rewards and moral suasion, it is likely to be more productive of socially

beneficial knowledge than is an Albert-Hahnel participatory enterprise oper-
ating in a democratically planned economy. '

Albert and Hahnel are certainly right that a free-market distribution of
wealth, income, and opportunity would leave much to be desired, even in an
economy of worker-appropriating firms. This is why post-Hayekian market
socialism would include a capabilities-enhancing welfare state. The question
is whether an ethic of capabilities equality is preferable to Albert and Hah-
nel’s distributive maxim, “To each according to effort and personal sacrifice
towards the common good.” Both ethics share the view that ongoing demo-
cratic dialogue about justice is important—toldetermine, for example, the
nature of capabilities equality or the extent of an individual’s. socially
beneficial sacrifice. But whereas the capabilities ethic admits a role for mar-
ket exchange in the interest of justice, Albert and Hahnel’s effort ethic allows
markets no such role. .

There are thus two major defects in Albert and Hahnel’s effort ethic. First,
in the absence of market prices, estimates of an individual’s sacrifices for the
common good will be problematic, because they rest entirely on the judg-
ments of one’s workmates. These assessments are confounded by two sorts
of knowledge problem: (1) a person’s capacity to exert effort—and hence the
actual sacrifice involved in a person’s labor—is largely unobservable, even by
one’s workmates; and (2) the social benefits of an individual’s performance
are difficult to judge in the absence of market prices. The second major
difficulty with Albert and Hahnel’s effort ethic is that it does not recognize
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the existence of certain “process” aspects of human flourishing, one of
which is the freedom to exchange. The capability theory of justice associated
with post-Hayekian, postmodern socialism offers a multidimensional
account of the material and procedural requirements of a flourishing life that
supports both markets and a governmental guarantee of the means to
achieve basic need satisfaction. Following Nussbaum and Sen, a post-
Hayekian socialism sees the freedom to exchange as a fundamental capabil-
ity to facilitate the achievement of a flourishing life that should be tempered
only insofar as it conflicts with other essential capabilities (e.g., the ability to
work in a dignified, nonexploitative labor process). Participatory planning,
inasmuch as it seeks to abolish market exchange entirely, is not a promising
model for post-Hayekian socialism.

Though they.eschew the socialist label, Samuel Bowles and Herbert Gin-
tis (1998) propose a vision of market socialism similar to the one advanced in
this book: they advocate workplace democracy and asset redistribution. They
do not, however, support a rule banning the capitalist firm, such as Vanek’s
amendment, or a substantial universal wealth grant, such as Ackerman and
Alstott’s citizens’ stakeholder grant. They seek to encourage worker self-
management through government provision of credit to self-managed enter-
prises at competitive interest rates, government provision of insurance to
labor-managed firms that face bankruptcy due to a hostile economic envi-
ronment (as measured by some set of variables exogenous to the decisions
taken by individual firms), and a high level of unemployment insurance
(whose benefits are likewise triggered by the behavior of exogenous, macro-
economic variables). Under such a policy regime, Bowles and Gintis argue
that worker self-management would evolve naturally in cases where it was
more efficient than capitalist enterprises. To promote equality of opportu-
nity, they support asset redistribution through such policies as government-
funded vouchers for education, government-subsidized construction of low-
income housing, and government enforcement of children’s claims on the
income streams of their divorced parents. :

Bowles and Gintis’s strategy is to reduce inequality and increase efficiency
by targeting specific problems between principal and agent that arise from
information asymmetries. For instance, the capitalist firm is often less
efficient than workplace democracy because capitalists (the principals)
devote excessive resources to monitoring the effort given by workers (the
agents) whose work characteristics are not easily observable when the labor
contract is struck. Likewise, poor renters (the agents) have superior informa-
tion about neighborhood events and normal wear and tear of their dwellings,
which may reduce the value of the rental property, yet they have little motiva-
tion to report this information to the landlords (the principals) who have the
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incentive to address these problems. Finally, school administrations (the
agents) have superior knowledge about how the educational process might
be improved but less incentive to act on their knowledge if children and their
families (the principals) are more or less a captive audience, as in many U.S.
public school systems today. In each of these cases, a problem between the
principles and the agents arises because the agents have superior access to
relevant information and hence the power to take actions contrary to the

-interests of the principals. Bowles and Gintis encourage the redistribution of

assets in order to align the incentives of property owners more closely with
the incentives of property users. This, they argue, would enhance equality of
opportunity while also improving economic efficiency. They describe their
goal as “competition on a level playing field” (Bowles and Gintis 1998, 57).
Although they nowhere argue this point, Bowles and Gintis’s policy propos-
als would each serve to enhance a certain set of capabilities to achieve well-
being.

The question we need to ask is which vision offers more hope for a post-
capitalist society: the asset redistributions advocated by Bowles and Gintis or
a post-Hayekian socialism comprised of Ackerman and Alstott’s stakeholder
grantand Vanek’s amendment? On the one hand, Bowles and Gintis’s policy
suggestions might be more politically feasible than the post-Hayekian
socialism sketched in this book. Governments are already involved in the
provision of insurance and the subsidization of some types of credit and pro-
duction but generally are not engaged in the distribution of universal cash
grants or the prohibition of capitalist work relations. On the other hand,
Bowles and Gintis’s policies often depend on price-fixing—that is, on gov-
ernment officials altering the prices faced by asset-poor individuals in com-
petitive markets in an attempt to achieve greater equity and efficiency.
Hayekians would surely ask how government officials are supposed to know
what the right prices should be. Many socialists would question Bowles and
Gintis’s emphasis on economic efficiency as a central normative goal—for
example, their willingness to let workplace democracy evolve only where it is
more efficient than capitalist firms. Such arguments are not likely to be com-
pelling to socialists, for whom the ability to participate in dignified, capabil-
ities-enhancing, labor-appropriating workplaces outweighs any potential
efficiency losses experienced in moving away from capitalism. For socialists,
making capitalist exploitation a thing of the past is an overarching goal (as
long as it can be done in ways that do not lead to an overall diminution of
other capabilities to lead a flourishing life).

The preceding Hayekian and socialist points give a theoretical edge to the
model of post-Hayekian socialism defended in this book. However, it is
important to note the complementarity of the two visions. The democratic
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implementation of Vanek’s amendment and a stakeholder society would
require a cultural and political sea change in the United States and other
wealthy nations. Most people in these countries are not ready to vote to abol-
ish wage labor or to establish sizable, universal wealth grants. It thus seems
prudent for practical socialists to be open to market-friendly, evolutionary

proposals—such as those advanced by Bowles and Gintis—that promise to

move us toward more extensive worker appropriation and the expansion of
capabilities equality. Policy experiments to encourage workplace democracy
and other capabilities-enhancing forms of asset redistribution or property
rights redefinition need not take us anywhere near Hayek’s “road to serf-
dom.”
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Notes

CHAPTER 1

1. Forinstance, in the Manifesto of the Communist Party, Marx and Engels explicitly
call for “abolition of property in land” and the “extension of factories and instru-

‘ments of production owned by the State” (Marx and Engels 1978, 490). In Socialism:

Utopian and Scientific, Engels laments the anarchy of the market while describing
socialism as a state in which “[s]ocialized production upon a predetermined plan
becomes henceforth possible” (Engels 1978, 717).

2. Other important contributions to the Amherst school include, among others,
Amariglio 1988, 1990; Amariglio and Ruccio 1998; Callari and Ruccio 1996;
Chakrabarti and Cullenberg 2003; Cullenberg, Amariglio, and Ruccio 200r;
DeMartino 2000, 2003; Resnick and Wolff 2002; Ruccio 1991; Ruccio and Amariglio
2003; Wolff and Resnick 1987.

CHAPTER 2

1. In the following discussion, my use of the term constituents (or the term consti-
tution) is intended to capture the idea that a “thing” or an “act”—for instance, in
Hayel’s work, either the critical act of perception or human action more generally—
is the effect of a potentially infinite set of factors, none of which is the essential, ulti-
mately determinant cause of the “thing.” Moreover, if one of these constitutive fac-
tors is removed, the constituted “thing” ceases to be the same as it was, because the
“thing” itself has no essential nature. '

2. Resnick and Wolffhave made a similar point in a discussion of theoretical dif-
ferences among economists. They suggest that theoretical disagreements are often
constituted by the different organizing concepts, or “entry points” (Resnick and
Wolff 1988, 53-54), employed by economists from different schools of thought. If
anything separates Hayek’s theory of “categories” from Resnick and WolfPs theory of
“entry points,” it is the tendency for Hayek to treat the classification schemes people
use as removed from theoretical struggle. He implies we all share certain categories
because they have contributed to our survival as a human community. Resnick and
WOolff, on the contrary, believe these categories are “overdetermined” (ibid., 49-54)
and thus contain an irreducible element of theoretical, political, and cultural contes-
tation.

3. Historical time is lived time. The concept expresses the notion that the pastis
irrevocable and the future unknowable. It is an active constituent of human experi-
ence. We can contrast historical time with logical time. Logical time is conceived as
space, as homogeneous points on a number line. As such, it is reversible and homo-
geneous; each temporal point is an empty space, waiting to be filled with events on
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which time exerts no influence. See O'Driscoll and Rizzo 1985 for a summary exposi-
tion of different notions of time in economic theory. In contemporary economics,
notions of logical time are more prevalent than notions of historical time.

4. See Sugden 1989 for a defense of a Hayekian understanding of rules and con-
ventions against various rational choice models.

5. See Ebeling 1986 for a brief discussion on the market as a “hermeneutical
process.” For Ebeling “the economic problem can usefully be understood as a
hermeneutical problem, i.e., as a problem of interpreting and understanding what
another means and intends in his words and deeds” (ibid., 40).

6. Hayek adds another criticisim that bears less directly on the aspects of his sub-

"jectivism I pursue here but that will become relevant when I explore models of worker
self-management as a form of post-Hayekian socialism in chapters 6—7. Hayek
argued that Lange’s market socialism discourages risk taking because plant man-
agers lack the property to cover losses from failed ventures.

CHAPTER 3

1. This interpretation of Adam Smith follows Overton Taylor (1g55). More
recent commentators on Smith’s work suggest that perhaps Smith postulated the
existence of a universal human nature more as a methodological device than as an
empirical fact. See, for example, Fleischacker 2004.

2. Walter Block (1996) nicely demonstrates that Hayek is not a deontological,
natural rights libertarian. Block laments Hayek’s acceptance of many policies that a
natural rights libertarian finds offensive for their violation of a Nozickian sanction
against involuntary transfers or for their prohibition of voluntary transfers—that is,
minimum wage laws, laws restricting the length of the working day, income mainte-
nance programs, social insurance, antitrust laws, and regulation of externalities. Var-
ious degrees of support for all of these policies can be found in Hayek’s work, to
Block’s chagrin. Chapter 5 of the present book addresses whether Hayek can suc-
cessfully support these kinds of policies with his rule utilitarianism.

3. See Thomson 1991 for a good discussion of Hayek’s position in liberal
jurisprudence.

CHAPTER 4

1. Kuhn (1970) and Rorty (1979) are two well-known philosophers who have
made this point. But see also Hayek 1967e, 54 (emphasis added): “So far as the recog-
nition of the particular conditions is concerned to which a theoretical statement is
applicable, we always have to rely on interpersonal agreement, whether the conditions
are defined in terms of sensory qualities such as ‘green’ or ‘bitter’, or in terms of point
coincidences, as is the case where we measure.”

2. Itis clear that Hayek understands the mind to be socially constituted. Accord-
ing to Hayek, “what we call mind is essentially a system of . . . rules conjointly deter-
mining particular actions” (Hayek 1978d, 42). These rules are acquired through expe-
rience with particular objects, people, languages, and human cultures. Although the
mind is a socially constituted system of rules that generates particular actions, the
“various combinations of abstract propensities [or rules] ... makes it possible for a
causally determined structure of actions to produce ever new actions it has never pro-
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duced before” (ibid., 48). As Hayek notes, “[e]ven a relatively limited repertory-of
abstract rules that can thus be combined into particular actions will be capable of
‘creating’ an almost infinite variety of particular actions” (ibid., 49).

3. Wecan also challenge Hayek’s legal thought by noting how the subjectivity of
rules and facts blurs the line between facts and rules. Kim Lane Scheppele (1990)
draws on the legal realist literature to argue that the distinction between law and fact
is impossible to uphold because interpretation of facts necessarily involves interpre-
tation of law and vice versa. The radical legal historian Morton Horwitz describes how
the emergence of a supposed distinction between law and fact at the turn of the nine-
teenth century in the United States was due, in part, to the desire ofjudges to limit the
ability of juries to decide the law of a case (M. Horwitz 1977, 28—29). Judges wanted to
retain the authority to pass judgment on the law relevant to a case, so that they could
encourage economic growth through the legal system. The distinction between law
and fact limited the power of juries to the determination of legal facts, thereby mini-
mizing a jury’s ability to reach decisions hostile to commercial and industrial inter-
ests.

4. James Gordley illustrates how theories of justice have shaped the develop-
ment and soructure of modern law. His work thus disputes Hayek’s claims about the
apolitical, atheoretical evolution of the common law, as well as Hayek’s claims that
theories of justice (i.e., the rule of law) are derived from the practice of common law
jurists. Gordley notes that some legal theorists, such as Hayek, think that “the ‘great
elementary conceptions, ownership, possession, contract, tort and the like,” seemed
to have emerged without benefit of theory from an English legal tradition that
stressed the practical and particular.” Gordley contends: “it did not happen that way.
The great elementary conceptions of contract law came out of a Greek philosophical
tradition grafted on to Roman law by moral philosophers” (Gordley 1991, 246). Gord-
ley concludes that theory saturates both a court’s determination of the validity of any
contractand a court’s rulings more generally. .

5. See Kirzner 1985, 116, for his distinction among arbitrage, speculation, and
productive creativity. :

6. Inaresponse to my critique of his application of the finders-keepers rule to a
theory of just distribution (Burczak 2002), Kirzner (2002) does not recognize or
acknowledge the importance that a notion of equality (i.e., of opportunity to be an
entrepreneur) plays in his defense of that rule.

7. The Austrian literature is generally critical of Stiglitz’s work. See, for
instance, Thomsen 1992, 29-62. But Thomsen does observe that “individuals in a
Hayekian world could attempt to infer information from prices if it were profitable
for them to do so” (ibid., 43). This observation is one of the central building blocks of
the credit rationing literature. Zappia’s interesting 1997 essay develops the theme that
the recent Post-Walrasian microtheory literature that includes Bowles and Gintis
(19904, 1993, 1998) and Stiglitz and Weiss (1981) is compatible with a Hayekian per-
spective.

8. Because voluntary self-enslavement is not permissible in Western society,
individuals who lack financial assets but who possess considerable human capital are
not able to use their human capital as collateral. As Bowles and Gintis (1990a, 193)
remind us, not all forms of wealth may be pledged as collateral in financial transac-
tions.

9. McCloskey (1990) puts forth the identical argument in a critique of Bowles
and Gintis 1ggoa. :

10. lonnides (1993) develops a related perspective on Kirzner’s theory of profit.
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11. For ease of exposition, the following paragraph makes no distinction between
the ethic of reaping where one sows—arguing that a person may legitimately appro-
priate the product created by the sweat of his or her brow—and the fruit-of-the-tree
ethic.

12. See Boettke 1997 for a discussion of Hayek’s use of market equilibrium ds an
ideal type that parallels diZerega’s understanding of the common good as an ideal
type.

13. Hasnas believes that public choice economists expose real-world political
processes to produce inferior results when compared to real-world markets (Hasnas
19953, 112-32). Yet his conclusion misses the point, insofar as the standard one uses
to evaluate markets is precisely what is called into question by the realist critiques of
legal neutrality and of a disinterested determination of the common good by the com-
mon law.

14. The legal process also institutes a forum to air disputing parties’ competing
legal arguments and perspectives on justice. But the disputants do not attempt to per-
suade each other of the merits of their views, and the judge has sole authority to
decide who presents a better argument. The legal process, in other words, offers a
quite constrained arena for the articulation of competing visions of justice. See, how-
ever, Levi 1964, 280-8x, for a more favorable evaluation of courts as a site to debate
political and moral issues.

CHAPTER 5

1. See Nussbaum 1992a, 222, for a more complete list of essential human func-
tions and the capabilities necessary to achieve those functions. Nussbaum identifies
the following basic capabilities one must possess in order to be able to choose a flour-
ishing life. Not all of these are easily influenced by public policy.

1. Being able to live to the end of a complete human life, as far as is possible;
not dying prematurely, or before one’s life is so reduced as to be not worth
living.

2. Being able to have good health; to be adequately nourished; to have ade-
quate shelter; having opportunities for sexual satisfaction; being able to
move from place to place.

3. Being able to avoid unnecessary and nonbeneficial pain and to have plea-
surable experiences.

4. Being able to use the five senses; being able to imagine, to think, and to rea-
son.

5. Being able to have attachments to things and persons outside ourselves; to
love those who love and care for us, to grieve at their absence, in general, to
love, grieve, to feel longing and gratitude.

6. Being able to form a conception of the good and to engage in critical
reflection about the planning of one’s own life.

7. Being able to live for and with others, to recognize and show concern for
other human beings, to engage in various forms of familial and social inter-
action.

8. Being able to live with concern for and in relation to animals, plants, and
the world of nature,

9. Being able to laugh, to play, to enjoy recreational activities.
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10. Beingable to live one’s own life and nobody else’s; being able to live one’s
own life in one’s very own surroundings and context.

2. Boettke suggests that although Hayek himself was not a libertarian, if
Hayek’s subjectivism is followed consistently, one is led to libertarian policy conclu-
sions (Boettke 19953, 22 n. 1). If an implicit account of well-being were (hypotheti-
cally speaking) not to be found in Hayek’s work, Boettke’s conclusion would be cor-
rect. Hayekian libertarianism, though, would be libertarianism without normative or
empirical foundations, since Hayek’s evolutionary legal and social theory is incom-
patible with notions of natural rights that lie at the heart of classic libertarian
thought, such as Nozick’s and Rothbard’s, and since there is no libertarian tradition
of empirical work showing that well-being is enhanced by free market institutions
(see Friedman 1g9g7).

3. This is not to suggest that people who inhabit capability-rich environments
might not, nevertheless, make choices the Aristotelian would find to be opposed to
human flourishing.

4. According to Hayek, the argument for liberty “insists that these individual
differences provide no justification for government to treat them differently” (Hayek
1960, 85-86). In traditional classical liberal doctrine, “the duty of government was
Dot to ensure that everybody had the same prospect of reaching a given position but
merely to make available to all on equal terms those facilities which in their nature
depended on government action” (ibid., 92).

5. Block (1996) is relentless in making this point from the libertarian perspec-
tive.

6. In their book Liberty and Nature: An Aristotelian Defense of Liberal Order (1991),
Douglas Rasmussen and Douglas Den Uyl go so far as to claim that an Aristotelian
concern for human flourishing is best realized by libertarianism. In his review of their
book, Richard Kraut responds that “any political philosophy that seeks a foundation
in an Aristotelian conception of well-being will be naturally and reasonably lead to
conclusions that give the state a far larger role to play than the one that Rasmussen
and Den Uyl assign it” (Kraut 1997, 372). Since strong separateness is only one of the
functional capabilities from an Aristotelian perspective, it is hard not to conclude that
there might be ethical limitations on the market.

CHAPTER 6

1. Resnick and Wolff (1987, 121) note: “Marx repeatedly emphasizes the differ-
ence between commodity exchange and the production/appropriation of surplus
value. The former is strictly an exchange of values; it is not the site or source of sur-
plus value. Commodity exchange is an economic process, but it is not [exploitation].
When the capitalist buys the commodity labor power, this commodity exchange is not
the source of surplus value.” .

2. This list of the possible reasons for a normative critique of capitalist exploita-
tion might usefully be contrasted with the lists of Roemer (1986, 261-62) and Cohen
(1995, 195).

3. Resnick and WolfF are not the only Marxists who have insisted that the Soviet
Union was an example of state capitalism. See, for instance, the discussion in Bettel-
heim 1976. However, Resnick and WolfPs interpretation of the Soviet economy as
state capitalist is based on their investigation of who appropriates surplus labor,
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while other authors, such as Chattopadhyay (1992) and Yaghmaian (1994), call the
Soviet Union state capitalist because, despite the state ownership of capital, the labor
process did not assume a socialist, nonhierarchical form. .

4. Husami 1980 and Roemer 1988 contain two plausible rejoinders to Wood’s
position. Geras 1985 surveys the literature on the relationship between Marxism and
justice and provides an extensive bibliography. Geras 1992 updates that bibliography
and treats the continuing debate. Lukes 1985 and Peffer 19go offer extensive assess-
ments of the contending perspectives. West 1991 constructs a postmodernist alterna-
tive on the relationship between Marxism and justice. McCarthy 1992 consists of an
edited collection of essays on the relationship between Marx and Aristotle, several of
which suggest that Marx’s apparent condemnation of exploitation is linked to an
Aristotelian perspective on justice,

5. In Wood’s reading of Marx, capitalism may be condemned for nonmoral rea-
sons, because it denies the nonmoral goods of “self-actualization, security, physical
health, comfort, community, [and] freedom” to all members of society (Wood 1981,
129). Against Wood, Peffer (1990, 179-v85) argues persuasively that it is not easy to
distinguish between a concern for self-actualization, security, physical health, com-
fort, community, and freedom and a concern for fairness and justice.

6. Miller (1983) does not share this conclusion with Gilbert and me.

7. Bowles and Gintis (1993) note that proper maintenance of the capital stock is
also difficult to monitor. That is one reason capital owners are often the appropriat-
ing agents in the firm. Simply transferring rights of appropriation to workers, as
Ellerman (1992) advocates, may result in an inefficient level of capital maintenance.
As a result, Bowles and Gintis, unlike Ellerman, believe that the democratically
appropriating firm may also need to place significant ownership of the capital assets
employed by the firm in the hands of the workers in order to realize a socially efficient
amount of maintenance of the capital stock.

8. Vanek (1996) presents a set of other categories (beyond economic efficiency)
that we might use to evaluate the performance of a system of labor-managed firms
against the performance of firms operating under capitalism. He suggests that
worker self-management is superior to capitalism with regard to distributive justice,
job security, pollution abatement, the quality of educational institutions, and social
harmony. Because I do not have the space here to evaluate all of these consequential-
ist claims regarding the desirability of worker self-management, I will simply note
that reasons besides the Marxist concern to eliminate exploitation can animate a call
for the labor-managed firm.

CHAPTER 7

1. That Roemer has never completely grasped the nature of the Austrian per-
spective on the market process is evident in the title of his review of Joseph Stiglitz’s
book Whither Socialism? In the book, Stiglitz uses the concept of asymmetric informa-
tion carefully to dismantle general equilibrium theory. Roemer mistakenly believes

that Hayelk’s defense of the market economy relies on general equilibrium argu-.

ments. Hence, in his review title, Roerier calls Stiglitz’s book “an anti-Hayekian
manifesto” (Roemer 1995).

2. Consistent with my argument in chapter 5, democratic government might
still adopt targeted capability-enhancing policies that apply “outside” the market.
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3. Bowles and Gintis (2002) attempt to quantify the degree to which inheritance
impacts economic opportunity.

4. Using a 2 percent real interest rate (roughly equal to the average rate of pro-
ductivity growth), recipients of an eighty-thousand-dollar stake would have to pay
back $250,000 to the state treasury forty years later.

5. This number comes from Bowles and Gintis (1998, 64 1. 48), who claim that
the average value of the capital stock per U.S. worker is a little less than one hundred
thousand dollars.

6. Ifthe U.S. income tax were replaced by a consumption tax, a change both con-
sistent with a vision of socialism after Hayek and advocated by many economists, any
disincentive to save by the wealth tax could be countered by making saving exempt
from income taxation.

CHAPTER 8

I. Some of these ideas are debated in Burczak 19g6-97, Boettke 1998, Burczak
1998, Cullenberg 1998, and Prychitko 1gq8.

2. Appreciating Hayek’s factual knowledge problem means that when we search
for ways to enhance human capabilities, we should probably first investigate alterna-
tive sets of capability-enhancing rules that can be applied universally. Jaroslav
Vanek’s worker self-management amendment (cited in chap. 6) is one example. Then
we might ask what kind of goal-oriented, capability-enhancing policies government
can provide outside the market. Some sort of government-finded (although not nec-
essarily government-run) educational system would seem to be appropriate in this
regard. The provision of national health insurance is another possibility that comes to
mind here. ’

3. Conceptions of decentralized, participatory planning are extensively debated
in “Building Socialism Theoretically” (2002), a special issue of the journal Science and
Society. For another discussion of participatory planning that situates itself: against the
Austrian critique of central planning, see Adaman and Devine 1996. Cottrell and
Cockshott (1993) are a notable exception to the socialist trend toward supporting
decentralized, democratic planning; see S. Horwitz 1996 for an Austrian critique of
their position, to which I would add little.

4. Prychitko 1988 provides an Austrian critique of an earlier presentation of
Albert and Hahnel’s model of participatory planning.
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