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Foreword

Isabella Mittermaier

This book was written by my husband, Karl Mittermaier, in one year.
Every Sunday afternoon I would type, on a typewriter, what Karl had
written on a foolscap pad the previous week. Karl would not set up the
computer that he had purchased until he had completed this work. Karl
submitted it as an occasional paper to Joubert Botha, who had asked him
to present his views on the market order. Karl was then forty-eight years
old and, as a result of the idiosyncrasies of academic life in South Africa
at that time, had not yet obtained a PhD. Joubert Botha recommended
that this occasional paper should be submitted as a doctoral thesis. Two
highly respected North American economists agreed to examine the
dissertation. The original title was “The idea of market order in Adam
Smith’s “Wealth of Nations” and some of its later developments. One of
Karl’s colleagues, Tony Marais, having heard Karl express his ideas, said,
‘Oh, it is about the hand behind the invisible hand.” Karl was awarded
a PhD for this work and I thank Joubert Botha for his instigation more
than thirty years ago.

Karl signed a contract for its publication, but he never proceeded
therewith, not wanting to add a chapter on developments in Eastern
Europe, where the transition was occurring from state-controlled
economies to market economies. He thought that such an addition would
have ‘dated’ the book. Karl was always the prescient type, as the reader
can ascertain from the pages that follow.

Karl passed away in 2016. The head of the School of Economic
and Business Sciences at Wits, Jannie Rossouw, encouraged the idea
of publishing Karl’s work, most of which Karl had never submitted for
publication. I thank Jannie for getting the ball rolling. Michael Stettler
and Christopher Torr took the manuscript from there, seeing it through
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to publication, and Giampaolo Garzarelli recommended Bristol University
Press and made the necessary introductions. I thank them all for their
contributions and their strong desire to see Karl’s book published. I thank
Paul Stevens of Bristol University Press for his belief in Karl’s work, and
Dan Klein, who volunteered to write a chapter on Karl as a classical
liberal economist, which is included in the book. My thanks also go to
Rod O’Donnell for writing an epilogue and to Christopher Torr for his
chapter on the usefulness of the extended metaphor of ‘the hand behind
the invisible hand’. These three contributions help bridge the passage of
time from when the book was written in 1986 to the present, showing
that none of its novelty, import and force have been lost after 34 years.

Karl has written a synopsis of the aims of the book: ‘To examine
certain expositions of market order for the purpose of characterizing,
formulating, and assessing what may be called dogmatic and pragmatic
views on free markets: further to investigate the dual task economics has
had of analysing ideals of economic order and the actual state of economic
affairs, to consider the bearing of the distinction between free-market
dogmatism and pragmatism on the present state of economic theory and
to make proposals for bringing ideals of economic order more explicitly
within the ambit of economic theory’.

Johannesburg
25 February 2020



Mittermaier’s Modern Message

Christopher Torr

In an age of frequent upgrades and instant downloads, it is nice to
come across a work of art containing an ancient line of thought and a
modern message.

Karl Mittermaier submitted the final draft of his doctoral thesis to the
University of the Witwatersrand in March 1987. A physical copy is housed
in the Cullen Library of the university. He commenced the project over
30 years ago. Through the good offices of Bristol University Press, and in
particular on account of the enthusiasm of the senior consulting editor,
Paul Stevens, his thesis is at last being published, almost word for word,
as it originally appeared. A special word of thanks is due to Giampaolo
Garzarelli who provided the gateway to Bristol University Press.

The Hand Behind the Invisible Hand can be seen, in part, as an
interpretation of Adam Smith’s An Inquiry into the Nature and Causes of
the Wealth of Nations (commonly referred to as The Wealth of Nations),
which appeared in 1776.

Two hands appear in Mittermaier title and at least one is invisible. Is the
other also invisible? By considering answers to the question, Mittermaier
classifies a stance on the free market as either dogmatic or pragmatic.

Within the first couple of pages of reading his work, it will become
apparent that it is a work of great erudition. Nevertheless, the argument
may at times come across as dense. It with this in mind that this chapter
will attempt to identify the main message of the book, as reflected in
the two hands of the title, one of which we immediately know to be
invisible. Some preparatory remarks on the concept of an invisible hand
are in order.

The concept of an invisible hand plays a vital role in Karl’s analysis, even
though Smith refers to it explicitly only twice in his two major books,
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once in The Wealth of Nations, and once in The Theory of Moral Sentiments
(2005 [1759]). At a rough estimate, that means that Smith brings up the
subject twice in the space of over 1,000 pages. The fact that a stone which
the builder apparently neglects has become — at least in the hands of many
of his interpreters — the head of the corner, is in itself an intriguing issue.
This is not the place to address the issue — let us simply note that many
scholars would agree with Otteson (2018, 48) when he remarks that the
notion of the invisible hand ‘is absolutely central to Smith’s thought’.
Others, however, are not convinced. The title of a book by as eminent
a scholar as Warren Samuels (2011) — Erasing the Invisible Hand: Essays on
an Elusive and Misused Concept in Economics — speaks for itself and indicates
that, at the very least, opinion is divided on the matter. (See also Grampp
(2000) and Kennedy (2009).)

While there is no generally agreed-upon definition of what is meant
by an invisible hand, we shall employ the approach of Ullmann-
Margalit (1978), which even Samuels (2011, 291) appears to regard as
above reproach.

Suppose we identify an order in human affairs. On further investigation
we ascertain that although the regularity came about as a result of human
action, it did not arise from human deliberation. In other words, the order
did not arise from human design. Under such conditions, says Ullmann-
Margalit (1978, 263), we have an invisible hand explanation. She refers to
this realm of things that results from human action but not from human
design as a middle realm (1978, footnote 2) and cites Hayek (1966 and
1960) as her source. An example that comes most readily to the fore as
an invisible hand explanation is the one associated with the creation of
money (Ullmann-Margalit 1978, 264) or the emergence of language.

Ullmann-Margalit’s approach accordingly relies on Hayek’s identification
of this middle realm to develop Smith’s invisible hand argument. Hayek
notes that if we confine our arguments to the natural and artificial realms
confusion is bound to ensure: ‘... one would describe a social institution
as “natural” because it had never been deliberately designed, while another
would describe the same institution as “artificial” because it resulted from
human action’ (Hayek 1967, 130). Hayek is thus informing us that the
framework of our analysis should include institutions that are ‘The results
of Human Action but not of Human Design’. Here Hayek (1967) is
drawing attention to the work of another Adam, namely Adam Ferguson
(1767, 90). (See Hayek 1967, 96; Langlois 1986, 241-7; Ullmann-
Margalit 1997, 182.)

Immediately after introducing the concept of spontaneous order, Hayek
(1967, 98-9) refers to Smith’s notion of an invisible hand and the reader
may not unreasonably be led to believe that Hayek prefers to use the
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more positive-sounding term spontaneous order than the more mystical-
sounding invisible hand. Others, however, prefer to use another term. ‘I
prefer the term “unintended order” to the more familiar “spontaneous
order” because the former conveys that the system of order was not
anyone’s intentional design without suggesting, as “spontanecous” might,
that there is no way to account for the creation of the system’ (Otteson
2002, 6; see also Otteson 2007, 21).

We have a means of identifying what an invisible hand is all about
without necessarily using the terms invisible or visible. And should we find
it more convenient to do so, we can associate an invisible hand argument
with either a spontaneous (Hayek) or an unintended (Otteson) order.

Although Hayek generally gets the credit for introducing, or at least
popularizing the notion of spontaneous order, Jacobs (1997-1998, 2000)
argues that Michael Polanyi was employing the term prior to Hayek. (See
Bladel 2005 for an opposing view.)

We have, therefore, Hayek’s (1966, 1967) notion of spontaneous order
being employed by Ullmann-Margalit (1978, 1997) in order to provide
an invisible hand explanation along the lines of Smith (2007 [1776]).
Let us call this the Hayek-Ullman-Margalit-Smith or HUMS approach.
Although we shall not pursue the matter further, Ullmann-Margalit
also points out that we can distinguish further between the emergence (or
regularity) of such an order and the endurance of such an order.

Now let us make use of a modern-day example, namely the Burning
Man event. It is an annual event lasting about a week and takes place in
the Nevada Desert towards the end of August.

The following descriptions are taken from two articles in the New York
Times, written by Laura Holson (30 August 2018) and Emily Badger
(5 September 2019). We want to provide just enough detail of the
proceedings in order to illustrate the point behind Mittermaier’s question
as to whether the hand behind the invisible hand is also invisible.

Burning Man had its origins in 1986 when the founder Larry Harvey set
a wooden statue of a man alight on a beach in the San Francisco area. The
procedure continued on an annual basis and the numbers attending grew.
After four years, however, the concerns of fire authorities brought an end
to the San Francisco part of the adventure. Burning Man subsequently
moved to Black Rock Desert in Nevada.

The event lasts for a week — from the end of August to early September.
A few days before it commences, the flat Black Rock Desert site is
deserted. Recent attendance has been in the vicinity of 70,000. Coffee
and ice can be bought on site, but purchases are otherwise not allowed.
Those attending are expected to bring their own provisions and to provide
gifts to others.
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Picture it this way. Around the middle of August, in any particular
year, the allotted site is empty. Within a couple of weeks thousands of
people converge on what emerges as an instant city. A week or so later
they are all gone.

One might expect conditions to be somewhat chaotic when some
70,000 people descend suddenly on an isolated part of a desert. In the early
years of the exercise there were indeed signs that chaos could ensue, there
being virtually no rules and no central authority. Guns and fireworks were
in evidence. A fatal motorcycle accident occurred in 1996 and in another
vehicle incident three people were seriously injured. The year 1996 appears
thus as some sort of watershed when a decision was made to bring explicit
rules into the proceedings. Streets were laid out. Fire prevention procedures
materialized in the form of fire extinguishers. Explicit rules were applied.
That coffee and ice can be purchased amounts to a rule.

Tens of thousands of human beings are ‘doing their own thing’ in the
desert. In other words, human action is very much to the fore. If we leave
out the organizers of the event, those who have descended on the scene
are not intentionally at work designing any sort of order. Some sort of
order has nevertheless emerged in this flat piece of earth, even if those
flocking there had no thought of design in mind. In terms of the HUMS
approach, we have the tinges of an invisible hand explanation.

Let us now apply Mittermaier’s reasoning to the event. He would have
us ask: Is the hand behind the invisible hand also invisible? Or is it visible?

In terms of the narrative sketched above, the answer would seem to be
that from 1996 onwards, the hand behind the invisible hand was a visible
one. The organizers had come to the conclusion that if the event were
not to descend into chaos, some sort of planning or design was called for.
Rules of behaviour were laid down, plans were made, streets were laid out.

The economist Paul Romer, who attended the 2019 event, was quoted
in the New York Times as saying:

I picture an economist showing up at Burning Man and saying:
‘Oh, look! This is the miracle of the invisible hand. All of this
stuff happens by self-interest, and it just magically appears. And
there’s this huge amount of planning that actually is what’s
required beneath it to make the order emerge.

We can see, therefore, in Romer’s remarks the idea behind Mittermaier’s
argument that we must investigate whether or not there is a hand behind
the invisible hand and whether or not that hand is invisible. The order
in the proceedings arises from the institutional setup — the set of rules
enforced. Thousands of individuals are pursuing their own satisfactions,
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and institutional structures (street layout, fire prevention measures, moral
codes etc) ensure that some sort of order prevails. The hand behind the
invisible hand is visible.

An invisible hand process is at work if individual human action results in
some sort of order that was not specifically designed by those individuals
pursuing their own ends. But in order for the invisible hand to operate
well, institutions need to be in place for otherwise the human action at
play could result in chaos (no order at all). Mittermaier asks the question,
does the institutional setup also emerge spontaneously via an invisible
hand? As the 1996 watershed year specification makes clear, a decision was
made to insist on arrangements deliberated upon with an idea to prevent
chaos. In other words, in terms of Mittermaier’s argument we could say
that in the case of the Burning Man event, the hand behind the invisible
hand is visible, which amounts to a pragmatic rather than a dogmatic
stance on the emergence of the institutions involved.

We have thus an example in which the hand behind the invisible
hand is visible, in line, therefore, with Mittermaier’s presentation of the
pragmatic view in which humans deliberately decide upon an institutional
framework within which an invisible hand is supposed to operate. If,
however, we were to argue that the appropriate institutional arrangements
would have emerged of their own accord, in other words without such
planning, Mittermaier would classify us among the ranks of the dogmatic
free marketeers. For a dogmatic free marketeer, the hand behind the
invisible hand is also invisible.

In his opening remarks Mittermaier (this volume, 25—0) has this to say
on the type of issues involved:

But since institutions vary so much from place to place and
from period to period and since not all of them are conducive
to an advantageous market order, the question arises how an
arrangement of society which constitutes an invisible hand
may come into being. Does it simply arise in the absence
of meddling hands or does someone have to turn his hand
to the task? Do the rules of conduct which give rise to a
spontaneous order also arise spontaneously if governments
do not interfere — or do governments or others have to bring
them about deliberately? There is a hand behind the invisible
hand. The question is: Is that hand invisible too?

It is intriguing to note that Mittermaier would have been putting the
finishing touches to his thesis in the same year in which Burning Man
originated (1986). He would have had no knowledge that a few friends
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had assembled in the San Francisco area around that time to set alight to
a wooden man.

By way of an exercise let us imagine that the Burning Man event
evolved differently. In particular, let us suppose that there was virtually
no deliberate attempt to stamp any sort of design or planning on the
proceedings. We saw that 1996 was the watershed year when procedures
were adopted such as laying out the streets and introducing various
forms of legislation such as forbidding firearms. Suppose that in spite
of the lack of planning, some sort of order emerged, with the type of
institutions necessary for the invisible hand to operate (at a different level)
also emerging spontaneously, in other words, without being planned. If
such were the case, Mittermaier’s analysis would point to the fact that the
hand behind the invisible hand can also be invisible. We would then have
a situation in which the institutions necessary to ensure the persistence of
Burning Man also emerged without design.

The HUMS invisible hand explanation does not explicitly indicate that
the events under consideration involve markets and hence price signals.
‘What the HUMS explanation does is to establish that the order emerging
is one that has not been designed by the individuals involved in the action.
In economics, the HUMS type of argument is typically applied to markets
but as Hayek has indicated, it can also be applied to the emergence
of language. Polanyi (1962) has employed it to indicate that individuals
engaged in research can stumble upon an order that constitutes no part
of their research agenda.

If the hand behind the invisible hand is also invisible, we have invisible
hands operating, as it were, at different levels. The signalling device at
the individual dimension (let’s call this Level 1) will be the price system.
If the hand behind the invisible hand is also invisible, then the HUMS
explanation amounts to the claim that the system is spontaneously
generating the kind of institutions (Level 2) necessary for the invisible hand
to operate at Level 1. We would then have spontaneous or unintended
order at Level 1 and Level 2.

Another way of examining the concept of an invisible hand is via
Heilbroner’s book entitled The Making of Economic Society, which is in its
13th edition and now appears under the authorship of Heilbroner and
Milberg (2012).

Heilbroner and Milberg (2012, 6) make use of a three-part framework
when they examine the making of an economic society, but they make
no direct reference to Hayek’s notion of a spontaneous order. Hayek is
mentioned only once (in a footnote on page 63). When the authors refer
on various occasions to notions of spontaneity, it is never with reference
to the work of Hayek. They point out that there are three ways in which
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humankind has seen fit to solve production and distribution problems,
and they call them tradition, command and the market.

Tradition is perhaps best understood by an example — see also
Torr (1980). Writing of his experiences, Stefansson (1913, 62-3 and
362) observes:

I know now that the Eskimo [sic] temperament is that they
never expect to find anything in any place where no one has
found it before, so far as they know, and never having heard
of any one catching fish in Smith Bay they had felt sure there
would not be any. ... This was a valuable lesson to me, and
has on many occasions encouraged me to go into districts that
the Eskimo considered devoid of game and in which I have
usually found plenty.

... Although Natkusiak reported that all winter the people
of the Baillie Islands had caught no foxes, still he agreed
with Ilavinirk in thinking that surely there must be plenty of
them out at Cape Parry. Temperamentally it seems difficult
for Eskimo to imagine that things can change. Natkusiak
had found plenty of foxes on Cape Parry in January, 1910,
and he could not see why there should not be plenty also in
January, 1912.

The economic problem can also be dealt with by means of a command
system in which plans are made by a central agency.

That there is such a term as market socialism should be enough to
convince us that the command, tradition and market classifications should
not be regarded as watertight compartments. A predominantly market-
orientated economy can also contain elements of tradition. For example,
the eldest son of a farmer might traditionally be the obvious person to
take over the farm when the father retires.

To many, the concept of an invisible hand simply represents free market
forces and the implication often drawn is that if only the government
would stay out of the picture, an invisible hand (representing unfettered
market forces) would ensure an optimal use of resources. Mittermaier’s
achievement is to show that invisible hand arguments do not exist in
vacuo. He identifies invisible hand procedures at the level of individuals
(Level 1), where the regularities being generated involve price signals.
For the operation of an invisible hand at Level 1, institutions are required
at Level 2. The analysis thus shifts to whether or not the institutions
of Level 2 will emerge spontaneously or not. The argument that the
requisite institutions will emerge spontaneously amounts to the dogmatic
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free market argument. The belief that the emergence of such institutions
requires deliberate planning amounts to the pragmatic free market
argument. The requisite institutions have to be created by the visible
hand of government.

In Chapter 5, Mittermaier presents Murray Rothbard as a dogmatic free
marketeer, whereas Henry Simons and Walter Eucken appear as pragmatic
free marketeers. Mittermaier also spends some time considering Hayek’s
position. The younger Hayek comes across as someone with pragmatic
views, whereas Hayek the elder appears to exhibit dogmatic free market
views. In a somewhat different context, Hutchison (1981, Chapter 7)
also distinguishes between what he terms Hayek I (views presented up to
1936) and Hayek II (views presented after 1937). Hutchison suggests that
Hayek I 1s following the (a priori) philosophical views of Mises, whereas
Hayek II comes across as a somebody enamoured of the views of Popper.

When any system is replaced by another, as in the Soviet system of
command being replaced by a market system, the new system will require
appropriate institutions. The dogmatic view on free markets is the view
that such institutions would emerge of their own accord without the
visible hand of government.

By the nature of their profession, economists are often asked to expound
on the appropriate role of government. In my opinion The Hand Behind
the Invisible Hand provides us with a platform to discuss one of the most
pressing issues of our time, namely the appropriate role of government.
At various times during the academic year, economics lecturers will be
asked to expand on the role of government. It is not unusual then to find
subsequent discussion being divided into two main groups, those of a free
market persuasion arguing that the government is doing too much, while
those of an interventionist persuasion argue that it is doing too little. I
have found that raising the issue of whether or not the hand behind the
invisible hand is also invisible gets an appreciative hearing from those who
emerge as pragmatists and from those who emerge as dogmatists.

Mittermaier’s approach provides a framework for discussion, whether
one is in academia or not, or whether one leans to the left or to the right.
Both the academic and non-academic community can at last benefit from
having access to The Hand Behind the Invisible Hand.

Bristol University Press has done the economics fraternity a great favour
by upgrading an essay written 33 years ago by a master craftsman. Through
their foresight we are now able not only to hold a copy of a modern classic
in our visible hands; we can also, should we wish to do so, download this
modern classic instantaneously via some sort of invisible network.

I recall that I once approached Karl with a view to discussing a book
by Paul Davidson on modern monetary theory, called Money and the Real
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World. He asked to see the book, which I had brought with me. I recall
him examining the title page. He shook his head — more with sadness than
with surprise. ‘Strange title, he remarked with a sigh. Karl was wondering
what kind of a thing Davidson’s unreal world might be.

Don'’t think for one minute that if you were to discuss a modern
economic issue with Karl that you could avoid a discussion of the
economic lineage of your question. Don’t imagine either that he would
merely refer you to Marshall, whose Principles of Economics was published
in 1890, or that he would stop at Ricardo’s writings in the 1820s or even
Adam Smith’s Wealth of Nations of 1776. No — eventually you would find
yourself being taken back to the Greeks, and in particular to Aristotle.

To get some idea of the pace of the proceedings, let us in closing trace
the history behind Mittermaier (2018).

In the early 1990s Karl was encouraged by an ex-colleague, Jochen
Runde, to submit a manuscript to the Cambridge Journal of Economics. 1 am
not suggesting, of course, that Jochen stamped and sealed the envelope in
which it was submitted, but I very much doubt that the manuscript would
ever have reached Cambridge had it not been for Jochen’s prompting.

From what I recall it was accepted for publication. The editor simply
wanted Karl to correct or add a couple of technical things. Once again, I
don’t know if Karl couldn’t be bothered by such technicalities or whether
he didn’t think it important enough. In any event, he never sent the final
version back for publication. In these days of publish or perish, it is hard
to imagine such a decision.

Karl 1s the only economist I ever met who put a manuscript into his
bottom drawer after it had been accepted for publication. After Karl
passed away, one of his colleagues, Michael Stettler, who had also been a
student of his, played a key role in preparing the manuscript anew. With
the kind permission of Isabella Mittermaier, and with the encouragement
of Jochen, it was resubmitted.

The title of the paper originally presented to the Cambridge Journal of
Economics in 1992 and subsequently published more than a quarter of a
century later says it all. It is entitled ‘Menger’s Aristotelianism’.

I left the University of the Witwatersrand (Wits) in the late 1980s.
In 2015, after having spent a decade away from academia, I returned to
Wits in a part-time capacity and started wondering what had become
of Karl’s thesis and whether or not it had been published. So I started
searching for The Hand Behind the Invisible Hand on the Internet and to
my surprise I immediately came across publication details. It had been
published, according to one of the references I found, on 1 November
1996. I even came across an ISBN number, and was informed that it
consisted of 288 pages. I recall even seeing a revised edition specified,
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even though it had not been published. As we all know, fake news has
been around for quite a while.

Karl is the only economist I have met who wrote an invisible book
about the invisible hand. It is the only book that I have heard of that went
into a revised edition without ever being published in the first instance.
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Author’s Note

The expression ‘the invisible hand’ has become an aphorism for the
idea that the pursuit of private ends by a large number of independent
individuals leads to a situation that is beneficial to all. It is not clear
whether, according to proponents of this idea, the beneficial guidance
of the invisible hand may always be relied upon, provided only that man
does not try to impose his own ideas upon the overall state of economic
affairs, or whether the conditions under which the invisible hand may be
expected to operate have to be created deliberately. In the first case, the
social and economic institutions of a market economy would be in a sense
natural whereas in the second case they would be an ideal of a possible
form of social and economic organization, which, like and together with
other ideals, one has to strive to realize as best one can. Though the matter
may be seen in the end to be more complex, it may be said that those
who incline to the former view hold a dogmatic and those who incline
to the latter a pragmatic view on free markets. One of the aims of the
study is to examine certain free-market arguments and to characterize,
formulate and assess the dogmatic and pragmatic positions respectively.
A working criterion for making the distinction is discussed in Chapter 2
and the two views are assessed in some detail in Chapter 9. The pragmatic
position is particularly difficult to articulate, but it is suggested that it is
the more tenable of the two.

In Chapters 3 and 4 an attempt 1s made to show that Adam Smith in his
mature years most probably inclined to the pragmatic view. In Chapter 5
some modern developments of the idea of market order are discussed. The
libertarian position as expounded by Rothbard and an analogy mentioned
by Friedman are considered, but most of the section is devoted to a
review of Hayek’s position on these matters. Eucken’s wholly pragmatic
analysis, among others, provides a contrast but is discussed only after the
pragmatic view has been characterized in Chapter 9. These developments
of the idea of market order are relevant to the conduct of free-market
policy, which would differ substantially according to whether dogmatic
or pragmatic presuppositions served as its basis. However, the distinction
between free-market dogmatism and pragmatism also has a bearing on
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the state of economic theory. The development of economic theory has
been closely associated with the idea of market order and the concept of
equilibrium was at least in part inspired by it. Moreover, economic theory
was for a long time, at least in some cases, closely tied to the advocacy of
free markets while at the same time it tried to describe the workings of
actual economies. A further aim of the study is to examine the dual task
economics has had of analysing ideals of economic order and the actual
state of economic affairs. If there really were a natural economic order or
certain exchange relations always established themselves spontaneously
where individuals minded their own business, there would be that for
equilibrium theory to describe. But a problem arises for economic theory
if the premise underlying the pragmatic view of the nature of market order
is correct. A theory of market order is then an analysis of an ideal which
may serve as a guiding conception for policy but cannot be regarded as a
description of the working of actual economies.

Chapter 6 is the first of three chapters concerned with the relation
between the idea of market order and equilibrium theory. It tries to
find the central idea of Smith’s vision of an ideal market order and to
show that it remains only as a remote presupposition in equilibrium
theory. Chapter 7 deals with some aspects of the evolution of equilibrium
theory. Considerations of commutative justice entered Smith’s analysis of
natural prices while allocative efficiency subject to commutative justice
became the basis of Walras’s general equilibrium theory. Walras apparently
regarded the theory as a guiding conception for an idéal social, though
he also appeared to think that it could describe actual markets. Pareto,
however, saw general equilibrium as an analogue of celestial mechanics
and tried to make of it a hypothesis for predicting actual economic events.
This contrast in their understanding of the rationale of the theory is
ascribed to their very different philosophical presuppositions. Chapter 8
argues that there is still some ambiguity as to whether general equilibrium
theory is a guiding conception, an attenuated description of the ‘market
mechanism’ or a hypothesis for making predictions. A sketch is given of
an apparent drift of ideas (in which institutional considerations receded
into the background) from ideals of market order to positive economics
formulated in accordance with a certain perception of science.

The long Chapter 10 addresses itself to this perception of science and
the obstacles it apparently puts in the way of treating ideals as objects of
economic inquiry and makes certain proposals for bringing ideals into
economic analysis. The idea of Wertfreiheit and the influence of the methods
of physical science on mainstream economic theory are considered. Some
linguistic analysis is used in the critique of the language of determination
adopted by neoclassical economics under this influence. The ‘subjectivism’

18



THE HAND BEHIND THE INVISIBLE HAND

of the Austrian school is considered, its extension to identifiable ideals (as
one kind of institution) is proposed and the conceptual clarifications that
would be needed are commented upon. A study of economic disorder
is also proposed, in which problems such as unemployment and inflation
would be analysed in terms of the incongruity of widely held ideals. For
the purpose of illustrating the principles involved, an example of such a
study is outlined. The final subsection deals with two rival premises on
which, or rather on one or the other of which, thought about economic
and social order appears to be based.
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Introduction

Adam Smith’s Wealth of Nations is generally held to have set out the
principles of a free-market economy. Its influence, especially during the
19th century, was perhaps strongest as a policy guide, as the authoritative
work cited by those who wanted to make market order the dominant
form of order in society. There is, however, some doubt about how Adam
Smith conceived the nature of market order. He is commonly thought to
have been an exponent of quite dogmatic laissez-faire views, according
to which a natural order, a grand harmony of interests, establishes itself
of its own accord under the guidance of the invisible hand, provided
only that governments do not meddle in economic affairs. The text of
the Wealth of Nations does not really bear out this interpretation, at least
not unequivocally (Chapters 3 and 4 of the present study). Smith may
also be interpreted to have held more pragmatic views. According to
this interpretation, he had a vision of an ideal market order which, like
other ideals, and together with other ideals, one has to strive to realize
as far as one can. The distinction between these views on the nature of
market order is the underlying theme of this study. It is reflected in rather
different prescriptions for establishing market order. In one case little more
is required than that interfering politicians and bureaucrats be rapped
over the knuckles. Far more is required in the other case. The conditions
under which the guidance of the invisible hand may be relied upon have
to be deliberately created.

The division between rather more dogmatic and rather more pragmatic
views on free markets has come to the fore in the development of the
idea of market order since Smith’s time. On the rather dogmatic side,
one may consider the ideas of those who call themselves libertarians and,
among the somewhat less dogmatic, the idea of spontaneous social and
economic order, especially as it appears in Hayek’s complex analysis of
cultural evolution (Chapter 5). Among more pragmatic views on free
markets there are at present, for example, those of James Buchanan and,
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some years ago, those of Walter Eucken, whose pragmatic analysis greatly
influenced the economic policy of West Germany. The characterization
of the pragmatic point of view is rather difficult and will be undertaken
in the final assessment of the distinction between freemarket dogmatism
and pragmatism (Chapter 9). Greater clarity on this issue would seem to
be of some significance to the conduct of economic policy, especially in
view of the recent revival of interest in market principles.

However, the influence of the Wealth of Nations was not confined to
the area of economic policy. More than any other work, it helped to
establish economics as a distinct discipline, and equilibrium, now the
central concept of economic theory, was at least partly derived from the
idea of market order. Smith freely intermingled his prescriptions of market
order with the descriptions of institutions which make up the bulk of the
book. Economic theory likewise was for long associated, at least in many
cases, with the advocacy of free markets while at the same time it tried
to describe the workings of actual economies. The history of economics
seems to be as much the history of a prescription as the history of a
description. This leads to a peculiar dilemma. One would not normally
have occasion to advocate the adoption of market order if it were already
there to be described. In other words, it is unlikely that the same theory
of market order may be both a prescription for attaining an ideal order
and the description of the actual state of economic affairs.

It is therefore of interest to ask how far equilibrium theory has really
taken over Smith’s analysis of market order (Chapter 6) and how an
apparent prescription has been adapted to become, in many cases, an
intended description (Chapters 7 and 8). It will be argued that some
ambiguity remains. In this context the dogmatic—pragmatic divide again
becomes important. Equilibrium theory may be regarded, analogously
to the idea of natural order, as a model or analytical expression of the
market mechanism in the natural state, with the prescriptive element
removed in deference to the Wertfreiheit of science. But if the premise
underlying the pragmatic view is correct, namely that market order is
an ideal, equilibrium theory must be regarded as the analysis of an ideal
of efficiency. Questions then arise about how ideals may be treated in a
spirit of scientific disinterestedness, what the role of theory may be in this
context and how the actual state of economic affairs may then be analysed.
(Chapter 10.) These are the issues with which this study is concerned.
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Free-Market Dogmatism
and Pragmatism

After more than a century of retreat, the invisible hand seems to be
showing signs of gaining ground again. Who would have believed 20 years
ago that politicians who made a return to free-market principles and a
reduction in the scope of government their main election plank would
find favour among voters in a number of countries? Who would have
believed that after some years in office, during which the success of their
programme was not unequivocal, these politicians could still afford to
persist in their intentions? The revival may be short-lived but for the time
being at least there is evidence of a reawakening of free-market sentiment
and of a readiness to ‘leave to the market’ what was previously left to the
discretion of politicians and bureaucrats.

However, as may be expected of any broad-based movement, the
present support for the free-market economy is probably based on a far-
from-uniform set of principles. The supporters of free markets are able,
as it were, to form a coalition because there is sufficient common ground.
They share a dislike of discretionary powers entrusted to politicians and
government administrators. They share a firm belief that free markets
bring about a better coordination of economic activity than deliberate
planning and detailed direction can achieve, that free markets leave
individuals with strong incentives to act in a way that indirectly promotes
an efficient use of resources and that free markets allow individuals a high
degree of personal freedom, which is in itself worth striving for. But these
shared tenets probably conceal a diversity of views on what kind of order
market order is and correspondingly of how to gain the benefits of free
enterprise in free markets.

The last chapter of Milton and Rose Friedman’s Free to Choose is entitled
‘The Tide is Turning’.! The tide of public opinion is turning against
big government. They are probably correct that the present interest
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in freemarket principles is due to resentment of high taxes and of the
deadening effects, especially on enterprise, of government control of the
economy. Such resentment encourages a simple prescription for establishing
and maintaining market order. Keep the government out of economic
affairs and all else will fall into place of its own accord without the
deliberate efforts of anyone. However, this is one area where a divergence
of attitudes may become apparent. To some it may seem that the simple
anti-government prescription is all that is needed while to others it may not
be at all obvious that market order, as they understand it, would then come
about automatically. We shall say that the former have a rather dogmatic
view and the latter a more pragmatic view of the nature of market order.”

The pragmatist is likely to have misgivings, for instance, about the rather
indulgent attitude of the dogmatist towards monopolies not enforced
by government. “The only viable definition of monopoly is a grant of
privilege from the government.” The pragmatist may appreciate how
difficult it is to put one’s finger on monopolistic practices and yet not
be persuaded that they do not exist or are entirely benign. Clearly, to
those who may be practising the elusive art, pronouncements to the
effect that what they are doing cannot be done must be sweet music
indeed. The pragmatist may have a picture of present conditions which
is rather different from the dogmatist’s. We live in an age not only of big
government, but also of big business; an age of economic oligarchy in
which the government is only one of the oligarchs, albeit the chief one.
Oligarchs are apt to come into conflict and to make use of whatever
weapons are at hand. The dogmatic view on government and the
indulgent attitudes towards all forms of combination not sanctioned by
government are likely to prove handy weapons for the lesser oligarchs,
however unwittingly they use them. In confrontations reminiscent of
those between king and regional potentates or between king and Church
in an earlier era, the spokesmen for free markets may find themselves in
the role of retainers or of a babbling priestly caste. They may always have
to be mindful not to lose the support of the powertul. It is a position that
the pragmatist may not relish at all.

The dogmatist, however, is likely to argue that governments make their
edicts mandatory so that the law-abiding citizen has no choice but to obey
and recalcitrants may be forced into compliance. The individual has no
means of escape. It is otherwise with free associations and their rules, for the
individual remains free to choose. Whatever he does, he does voluntarily
and that is all that is needed for the operation of the invisible hand. The
pragmatist, on the other hand, may feel that the difference between
coercion by government and by others is merely a matter of degree. To
him it may seem that organized government is simply the most convenient
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channel through which all manner of people force their will on others and,
if a government does not oblige, they will find other ways of doing so. If
every trade union, professional and trade association, agricultural union,
cartel and so on is to be regarded as engaging in governing activity in so
far as it tries to coerce, then the dogmatic anti-intervention prescription is
by no means as simple as it may at first appear to be.

We need a criterion for telling the difference between these points of
view. They do not differ, it should be noted, on the question of whether
an order in economic affairs establishes itself spontaneously within the
framework of a market economy. They differ on the question whether
the framework itself establishes itself spontaneously in a society in which
everyone minds his own business and leaves the overall order to look after
itself. Let us derive a criterion accordingly.

Markets do not operate in vacuo. They constitute one part of the
institutions of society. These institutions include not only a legal system
laying down rights and obligations pertaining to property, contract and
so on, but also a multiplicity of conventions, of established ways of
doing things. We are educated on the basis of conventional standards,
we seek conventional vocations or at least specialized tasks, we make use
of conventional means of communication between buyers and sellers
(markets), we use money, we may borrow under certain conditions, we
adapt ourselves to conventional forms of government and so on into the
minutest details of our lives. These institutions, as much as the physical
environment, are the conditions and constraints under which we have to
live. They set de facto ‘rules of conduct’, as Hayek calls them.

Social and economic institutions, as we well know, are not the same
everywhere nor have they been the same for all time. What is more
important, however, is that they are not always those which are thought
to be necessary for markets to work to the best advantage, since otherwise
it would never be necessary to press the case for free markets. (Forms of
government are of course institutions.) There are certain arrangements
of society, perhaps an indefinite number of possible ones, under which
markets flourish. Because such an arrangement of society constrains
individuals, it can take the place of the very visible hand of an authority
with discretionary powers and constitute an invisible hand by which men
and women are led to promote the general well-being though it was no
part of their intentions to do so.

But since institutions vary so much from place to place and from period
to period and since not all of them are conducive to an advantageous
market order, the question arises how an arrangement of society which
constitutes an invisible hand may come into being. Does it simply arise
in the absence of meddling hands or does someone have to turn his hand
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to the task? Do the rules of conduct which give rise to a spontaneous
order also arise spontaneously if governments do not interfere — or do
governments or others have to bring them about deliberately? There is
a hand behind the invisible hand. The question is: Is that hand invisible too?

The answer to this question, we shall say, shows whether a dogmatic
or pragmatic view is held. “Yes’ indicates a dogmatic point of view. ‘No’
indicates a pragmatic point of view. This will be our criterion, at least
until we consider the question in greater detail in Chapter 9.

There can be no doubt that the appeal of dogmatic views is strong
because they seem to provide a firmer foundation than pragmatic ones.
In both cases there is the obstacle that it is not really in anyone’s private
interest to promote free markets. Adam Smith was pessimistic about this:

To expect, indeed, that the freedom of trade should ever be
entirely restored in Great Britain, is as absurd as to expect
that an Oceana or Utopia should ever be established in it.
Not only the prejudices of the public, but what is much more
unconquerable, the private interests of many individuals,
irresistibly oppose it.*

But in the case of the pragmatic position, there is the additional problem
to which Hayek constantly draws attention, namely that institutions
would somehow have to be constructed. In this regard, Adam Ferguson,
a contemporary and acquaintance of Smith, wrote:

Men, in general, are sufficiently disposed to occupy themselves
in forming projects and schemes; but he who would scheme
and project for others, will find an opponent in every person
who is disposed to scheme for himself. Like the winds that
come we know not whence, and blow whethersoever they list,
the forms of society are derived from an obscure and distant
origin; they arise, long before the date of philosophy, from
the instincts, not from the speculations of men. The crowd of
mankind are directed in their establishments and measures, by
the circumstances in which they are placed; and seldom are
turned from their way, to follow the plan of any single projector.®

However, there is no choice between free-market dogmatism and
pragmatism. It is not a matter of preference or values, nor of convenience
or expedience. The question is in principle a factual one. We shall now
consider what Adam Smith’s standpoint on this question appears to
have been.
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Adam Smith’s
Free-Market Credentials

The modern reader who is conversant with the way the case for free
markets is usually put will find much in the Wealth of Nations with which
he is familiar. He is shown how in diverse situations market institutions
lead to favourable outcomes, how popular ideas turn out on a more
comprehensive view of society to be fallacies or cases of special pleading,
and so on. However, he will also find many remarks which would be met
with raised eyebrows in certain free-market circles today.

Adam Smith was in favour of interest rate ceilings set a little above
the lowest market rate so that ‘the capital of the country’ would be kept
out of the hands of ‘prodigals and projectors’ who were prepared to pay
a higher rate for it but who were quite likely to ‘waste and destroy it’.°
Consumer credit (to ‘prodigals’) means consumption of capital. But why
would lenders who burn their fingers on over-optimistic ‘projectors’ not
learn their lesson? A similar idea may have been behind his strictures on
gold and silver mining ventures. These were lotteries in which ‘the prizes
are few and the blanks many’ so that capital is usually lost. But so great
is ‘the absurd confidence which almost all men have in their own good
fortune’ that ‘too great a share’ of capital is apt to go into such ventures
‘of its own accord’.” Perhaps all this was just a bit of prudishness. But what
of his praise for the laws in the American colonies which discouraged
engrossing of land by stipulating, on pain of confiscation, that a certain
proportion of lands had to be improved and cultivated within a certain
time?® Or what of his remark that roads cannot ‘with any safety’ be left to
private enterprise? Since there is no obvious point at which roads, unlike
canals, become impassable, the toll revenues would simply be pocketed
while roads deteriorated.’

Smith’s vision of the economy was hardly one of a harmonious market
order, even where economic relations were far removed from the sphere
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of influence of government. Whenever people of the same trade meet they
conspire against the public and contrive to raise prices.'” They constantly
combine not to raise wages. Sometimes they do so to lower wages and this
they do ‘with the utmost silence and secrecy, till the moment of execution’.
The workers for their part combine to raise wages, complaining of high
living costs and the high profits made ‘by their work’. They do so with
‘the loudest clamour’ and sometimes with ‘the most shocking violence and
outrage’. This they do to bring about a quick decision. But the employers
always have the advantage in such disputes. Being fewer, they find it easier
to combine and they can live for long periods on their capital.!" Still,
employers ‘complain much of the bad effects of high wages’ in raising
prices and lessening sales at home and abroad. But, said Smith: “They say
nothing concerning the bad effects of high profits. They are silent with
regard to the pernicious effects of their own gains'? As we shall see later,
Smith held that the interests of merchants and manufacturers were simply
opposed to those of the rest of society.

On the question of monopoly and competition, Smith followed a simple
rule. Where the producers in an industry were many or widely dispersed,
combination was unlikely. Where there were few or where they were
gathered in one place, collusion was a strong presumption. One could say
that he gave a new meaning to the old saying that safety lies in numbers.
Since he used this rule even to justify price control, one may see that it
is somewhat different from the rule that the only viable way of defining
monopoly is as a grant of privilege by a government. Smith argued that it
would be in the interests of a monopoly to destroy part of the wheat crop.
But it was scarcely possible in the case of wheat because the growers were
‘scattered through all the different corners of the country’ and ‘can never
be collected into one place like a number of independent manufacturers’.
(The ‘never’ we now know was too strong.) Since wheat was a staple, the
value of the crop ‘far exceeds what the capitals of a few private men are
capable of purchasing’; the dealers at various levels were very numerous
‘and their dispersed situation renders it altogether impossible for them to
enter into any general combination’.”> But where bakers have established
an exclusive corporation, ‘it may perhaps be proper to regulate the price
of the first necessary of life’."* Two grocers in a particular town are better
than one; 20 would make ‘the chance of their combining together, in
order to raise the price, just so much the less’.”® Cattle farmers, being
widely dispersed and ‘separated from one another’, could not combine to
impose ‘monopolies upon their fellow-citizens’ nor to lift those imposed
upon them by others. ‘Manufacturers of all kinds, collected together in
numerous bodies in all great cities, easily can.'® Smith extended his safety-
in-numbers rule even to religious sects whose ‘zeal must be altogether
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innocent where the society is divided into two or three hundred, or
perhaps into as many thousand small sects, of which no one could be
considerable enough to disturb the public tranquillity’."”

It was, however, the public tranquillity that he was concerned about
and not the ideal or benefits of free thought. Smith’s liberalism consisted
of a great respect for the rule of law and for this a strong authority was

needed. The following passage brings this out rather delightfully.

That degree of liberty which approaches to licentiousness can
be tolerated only in countries where the sovereign is secured
by a well-regulated standing army. It is in such countries only,
that the public safety does not require, that the sovereign should
be trusted with any discretionary power, for suppressing even
the impertinent wantonness of this licentious liberty.'

Smith also argued for state-subsidized education. In itself, this may not
raise free-market eyebrows very much. But the way he presented the
argument 1s surprising. What he said in the following passage could pass
for Marx’s immiseration thesis.

In the progress of the division of labour, the employment of
the far greater part of those who live by labour ... comes to
be confined to a few very simple operations, frequently to
one or two. But the understandings of the greater part of men
are necessarily formed by their ordinary employments. The
man whose whole life is spent in performing a few simple
operations ... has no occasion to exert his understanding, or to
exercise his invention in finding out expedients for removing
difficulties which never occur. He naturally loses, therefore,
the habit of such exertion, and generally becomes as stupid
and ignorant as it is possible for a human creature to become.
The torpor of his mind renders him, not only incapable of
relishing or bearing a part in any rational conversation, but
of conceiving any generous, noble, or tender sentiment, and
consequently of forming any just judgement concerning many
even of the ordinary duties of private life ... His dexterity at
his own particular trade seems, in this manner, to be acquired
at the expence of his intellectual, social, and martial virtues.
But in every improved and civilized society this is the state
into which the labouring poor, that is, the great body of the
people, must necessarily fall, unless government takes some
pains to prevent it."”
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This selection of Smith’s remarks was not meant to create the impression
that he had interventionist or even socialist leanings. But it does tell
us something. Adam Smith certainly was no libertarian. Furthermore,
he was quite prepared to let his opinions on the public interest be the
judge of what constitutes a beneficial market order and apparently he did
not regard this as presumptuous. He was not guided by the seemingly
less questionable precept, more common among free-market proponents
nowadays, that the market itself shows us what people consider worthwhile
and is thus itself the means for discovering the public interest, provided
only that choice is free and uninfluenced by governments. The question
to which we must now turn is whether the precepts by which Smith was
guided may reasonably be said to have been those with which he is so
often credited.
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The Natural Order

4.1. Natural law

The belief that a provident invisible hand operates spontaneously in the
absence of intervention — laissez-faire pure and simple — must rest on a
notion of natural order. The notion is an ancient one, a part of natural
law doctrine and one that, Schumpeter said, is ‘beset with difficulties
and an inexhaustible source of misunderstandings’.?” What distinguishes
all forms of natural law from the kind of theory in physics which may
nowadays be called a law of nature is that natural law also lays down
what is just and good, right and proper, may be obeyed or disobeyed and
is therefore not inexorable law. Beyond that, however, there are many
variants of natural law.

Sometimes the meaning is simply that certain institutions e.g. common
law or statute law, while based on principles of expedience, are nevertheless
natural in the sense of being adapted to human nature rather than to
conditions in particular societies. The argument over this is whether it
is sensible to speak of human nature, as, for instance, J.S. Mill thought it
was, or whether human beings, apart from their physical features, have
only cultural (institutional) characteristics, as was the view of the historical
school in economics. Either view, however, is quite compatible with
our conception of pragmatism. Dogmatic laissez-faire must be based on
a belief in an underlying rational order with its own regulating forces
which either take the place of or create the requisite institutions, but
which are often rendered impotent by man’s impairing designs. This is
of course seldom spelt out as an intellectual conviction. In fact, it may
perhaps best be regarded as a sentiment, namely the feeling that whatever
is touched by the hand of man is somehow sullied. As such, it is still
very much alive, even though it is not customary in our day to appeal
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to natural law. The sentiment finds expression in a great variety of ways:
in marvelling reflections on ‘Nature’, as when the wonderful order of a
bechive is extolled and implicitly compared to the messy state of affairs of
human society; in the more extreme forms of environmentalism according
to which all man-made structures are aesthetically offensive and never
an improvement on what is found in ‘Nature’; or in the preference for
natural foods even though plants containing vile poisons grow quite freely
without the cultivating hands of man.

There is a difficulty when natural law animated by this sentiment is
brought into economics because economics deals in an essential way with
what people do. The difficulty is resolved after a fashion by distinguishing
between a sphere of people’s immediate concerns, in which they are
recognized to plan, scheme, act and try to exercise control, and a sphere
of what in social matters corresponds to nature, namely an overall order
in the relations between people which is indeed the joint outcome of
individual actions but no one’s immediate concern. In more advanced
societies, among more civilized people, the first sphere begins to encroach
on the second in so far as some people, especially those in government,
make the overall order their immediate concern.

Something like this may be seen in the penchant of many 17th- and
18th-century writers for explaining basic, or natural, economic relations
by considering imaginary primitive societies — man in his natural state,
the noble savage and so on. In this respect, the European mind seems
to have been peculiarly fascinated by the American Indian. This appears
quite explicitly in John Locke’s influential writings, for example in his

discussion of property rights,!

and perhaps even in Adam Smith’s well-
known beaver-and-deer example? illustrating the natural influence of
labour-time on exchange ratios in an ‘early and rude state of society’
with few institutions.

A natural-law bias is seen in the opposition to Colbertist dirigisme by
the Physiocrats, in their slogan laissez-faire laissez-passer and of course in
the word Physiocracy itself, although they called themselves les économistes.
The Physiocrats were natural-law fundamentalists. Lord Robbins records
Quesnay’s motto for the title page of a book on Physiocracy, which
expresses in another way the sentiment that man’s touch sullies: Ex natura,
Jjus, ordo, et leges. Ex homine, arbitrium, regimen, et coercitio.> Robbins also
quotes a conversation reputed to have taken place between Catherine
the Great of Russia and Mercier de la Riviere. When Catherine asked
on what basis laws should be made, the Physiocrat replied that the basis
should be ‘the nature of things and men’. The conversation continued
inter alia: ‘But when one wishes to make these laws what rules should
be observed?” ‘Madame, to give laws to mankind is God’s prerogative’.
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“To what then do you reduce the science of government?’ “To study the
laws which God has so manifestly engraven in human society from the
time of its creation. To seek to go beyond this would be a great mistake
and a disastrous undertaking’ To this Catherine understandably replied:
‘Sir, it has been a pleasure to meet you. I wish you good day’*

4.2. Adam Smith and the natural order

Adam Smith praised physiocratic doctrine, ‘with all its imperfections’,
as ‘perhaps, the nearest approximation to the truth that has yet been
published upon the subject of political economy’.”® But he did so in a
lukewarm and patronizing way. So where did he stand on the issue? The
matter is complicated. Apparently he changed his mind or was simply
inconsistent. In The Theory of Moral Sentiments of 1759, he did give an
exposition of a harmonious order in nature with benevolent intentions
towards mankind. It was natural law of the sort that was supposed to show
on reflection that the status quo is really quite an excellent state of affairs.
The invisible hand, which gets one mention in each of his two major
works, here relates to the employment contract.

The rich ... consume little more than the poor, and in spite
of their natural selfishness and rapacity ... though the sole
end which they propose from the labours of all the thousands
whom they employ, be the gratification of their own vain and
insatiable desires, they divide with the poor the produce of
all their improvements. They are led by an invisible hand to
make nearly the same distribution of the necessaries of life,
which would have been made, had the earth been divided
into equal portions among all its inhabitants, and thus without
intending it, without knowing it, advance the interest of the
society... When Providence divided the earth among a few
lordly masters, it neither forgot nor abandoned those who

seemed to have been left out in the partition.?

The Wealth of Nations may give one a similar impression. The terms natural
liberty and natural justice keep coming up and there is a reference to ‘the
wisdom of nature’. There is also the following famous passage:

All systems either of preference or of restraint, therefore,

being thus completely taken away, the obvious and simple
system of natural liberty establishes itself of its own accord.
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Every man, as long as he does not violate the laws of justice,
is left perfectly free to pursue his own interest his own way,
and to bring both his industry and capital into competition
with those of any other man, or order of men. The sovereign
is completely discharged from a duty, in the attempting to
perform which he must always be exposed to innumerable
delusions and for the proper performance of which no human
wisdom or knowledge could ever be sufficient; the duty of
superintending the industry of private people, and of directing
it towards the employment most suitable to the interest of
the society. According to the system of natural liberty, the
sovereign has only three duties to attend to ...7

Anyone who knows only this passage from the Wealth of Nations will
hardly doubt on which side of the pragmatic—dogmatic divide Smith is
to be found. Dugald Stewart mentions a manuscript drawn up by Smith
in 1755, before the Moral Sentiments, in which the idea apparently already
found strong expression.”® However, we have seen that as an older man
Smith also made statements of quite a different tenor (Chapter 3). Perhaps
in the 21 years it took to bring his ideas on natural liberty to publication,
Smith’s views changed somewhat, so that we find remnants of an earlier
attitude side by side with a later more critical attitude. Moreover, contrary
to what is often thought, the idea expressed in the passage was not novel
at the time; it was becoming quite fashionable.”

The bulk of the book, however, is about something else. It consists
of a fairly detailed examination of a variety of social and economic
institutions.” There is the often quoted evidence, recorded by Stewart,
of John Millar, who was one of Smith’s students and later his friend
and Glasgow academic, that the substance of the Wealth of Nations came
from the fourth part of Smith’s lectures in which ‘he considered the
political institutions relating to commerce, to finances, to ecclesiastical
and military establishments’.?" It is in these considerations of specific
issues and in his proposals, published at the age of 52, that Adam Smith
revealed attitudes which are simply not at one with the harmonious order
extolled in the earlier work published at the age of 35. Jacob Viner, who
addressed himself to this question, came to the conclusion ‘that on the
points at which they come into contact there is a substantial measure of
irreconcilable divergence between the Theory of Moral Sentiments and the
Wealth of Nations, with respect to the character of the natural order’. The
later book, he said, ‘could not have remained, as it has, a living book
were it not that in its methods of analysis, its basic assumptions, and its
conclusions it abandoned the absolutism, the rigidity, the romanticism
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which characterize the earlier book’. He went so far as to say that Smith
‘recognized that the economic order, when left to its natural course, was
marked by serious conflicts between private interests and the interests of
the general public’.*

4.3. Evidence of Smith’s attitude

To present evidence of this is not easy because it is scattered all over the
book. In accordance with our question about the hand behind the invisible
hand, we want to see how Adam Smith dealt with cases of institutions
that evidently arose quite naturally, i.e. without being designed. Did he
associate them with the principle which, in one place, he expressed in
terms of the invisible hand, or did he have other uses for them or, at least,
see them in a different light? Such questions will concern us below.

4.3.1. Undesirable consequences of natural liberty

Smith’s statement that the system of natural liberty establishes itself of
its own accord when all preference and restraint by government is
removed may be regarded as a tautology. What is not so obvious is whether
natural liberty, like the invisible hand, brings private interests into line
with the public interest (especially when the latter remains undefined).
In several cases Smith considered the possible consequences of natural
liberty undesirable.

One case arises in connection with the well-known ‘conspiracy’ passage.
‘People of the same trade seldom meet together, even for merriment and
diversion, but the conversation ends in a conspiracy against the public,
or in some contrivance to raise prices. Such meetings, he said, could not
be prevented by any law consistent with liberty and justice, but at least,
to make it more difficult for people of the same trade to find each other,
they should not be required to enter their names and addresses in public
registers, nor allowed to levy themselves for poor, sick and widow funds.*
It was quite clear to him, as apparently it is not to some of his modern
followers, that the ‘wretched spirit of monopoly’ and the ‘corporation
spirit’ taught people ‘by voluntary associations and agreements, to prevent
that free competition which they cannot prohibit by bye-laws’.** We have
already seen that Smith said employers combine to keep wages down.
He called this collusion tacit, constant and uniform and related these
qualities to a subtle form of non-government coercion. Violations were
most unpopular ‘and a sort of reproach to a master among his neighbours
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and equals’. He added that such collusion was ‘the natural state of things
which nobody ever hears of”.?*

Another case arises in connection with his proposals for paper money
(issued by any bank in his day). He wanted banknotes to be restricted to
denominations of /5 or higher and their immediate and unconditional
convertibility into gold or silver ensured by law. To restrain bankers
from issuing certain promissory notes even though others may be quite
willing to accept them was, he said, ‘a manifest violation of that natural
liberty” which the law should normally uphold. ‘But those exertions
of the natural liberty of a few individuals, which might endanger the
security of the whole society, are, and ought to be, restrained by the
laws of all governments.” The obligation to erect party walls to prevent
the spread of fire, he went on, was a violation of natural liberty of
the same kind.’® The restriction was intended to limit notes mainly to
the circulation among dealers as opposed to that between dealers and
consumers.” Dealers, apparently, were more likely than the general
public to be in a position to judge the soundness of banks and to refuse
notes issued by unsound banks, especially since sums of /5 or more
were then fairly large.

Smith also had reservations about the joint-stock limited-liability
company, which he considered ‘reasonable’ only when its operations could
be reduced to a routine and when an amount of capital was required
which was beyond the means of single individuals.*® His uneasiness was
due to the difficulty of attuning private interests to the objectives of a
company. The employees of the East India Company, for instance, abused
the powers vested in them in order to reach a financial position that would
enable them to resign and forget about the company.”” The directors
frequently bought the qualifying stock so that they could disburse lucrative
appointments among their friends.* Directors and officials therefore
had an interest in keeping the company going but not in attaining its
objectives. In other words, the guidance of the invisible hand is absent
within companies. Hence the insistence on routine operations. A simple
set of rules can be enforced.

Perhaps Smith was still groping to articulate his apprehensions about
these institutions. Even today it is still debatable whether they are really
compatible with a market order. It is important in our context that this is
so despite the fact that they may be said to have evolved quite naturally,
at least in so far as banking and company legislation has merely codified
what had evolved on its own. The institution which in the event has
come to perform one of the functions Smith meant for his proposal on
banknotes is the general opinion that a large bank cannot be allowed
to fail because of the disruption this would create. It relieves almost all
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of us of the difficult task of ascertaining the soundness of banks. But
it does not perform the other function Smith had in mind because it
also relieves us of the opportunity of being led by an invisible hand to
promote investment in sound projects though we intend only our own
financial security. (The present international debt crisis is evidence of
that.) The more or less free (natural) development since Smith’s time of
banking and the international monetary system has of course also raised
the bigger questions whether effective control of money supply is possible
at all within the present institutional set-up and whether a beneficial
market order is possible without a firm monetary constraint. In his tract
A Positive Program for Laissez Faire, Henry Simons, the main founder of
the Chicago School, advocated, simply and without qualification, the
abolition of private fractional-reserve banking. He argued that the state
had been remiss in so far as it had not maintained the kind of institutions
which make it possible to avoid political adjudication and control of
relative prices. The required reforms included that of banking and an
‘outright dismantling of our gigantic corporations’.*’ One may also recall
how Schumpeter described and foresaw the eftects of the spontaneous
evolution of financial assets and of large companies on the institution

of property.

The capitalist process, by substituting a mere parcel of shares
for the walls of and the machines in a factory, takes the life out
of the idea of property ... Dematerialized, defunctionalized
and absentee ownership does not impress and call forth moral
allegiance as the vital form of property did. Eventually there
will be nobody left who really cares to stand for it — nobody
within and nobody without the precincts of the big concerns.*

4.3.2. A process of social interaction

Adam Smith was of the familiar persuasion that the conduct of people is
shaped by their circumstances and by ‘the system’. After describing the
unscrupulous conduct and corruption of East India Company officials, for
example, he said he did not mean ‘to throw any odious imputation upon
the general character’ of these people. He meant to censure the system
of company government. The officials ‘acted as their situation naturally
directed, and they who have clamoured the loudest against them would,
probably, not have acted better themselves’.*

This was characteristic of his approach. He typically reached his
conclusions by considering how people would act (a) according to what he
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thought were the interests of various parties and (b) within the constraints
imposed by the physical situation and the institutional arrangements of
society. But this was not the full extent of the method. Institutions for the
most part are established ways of doing things. It is therefore likely that in
time some of the action within constraints becomes itself an established
way of doing things, i.e. a part of the institutional constraint. By following
up this line of thought, one arrives at a conception of a process of social
interaction. It is quite normal as historical analysis and, with notably
different emphases, it is akin to the analysis of market process by the
modern Austrians.* Smith used the method constantly and it seemed to
present no problem to him.

It does, however, raise enormous problems for a mind attuned to
thinking in terms of long-run equilibrium. With that habit of mind, the
inclination is to compress the process, to take an interest only in what
it leads to. But what kind of society is it in which all the institutional
and other adjustments have taken place? Is that the natural order? Is
it perhaps the fabled state of communism at the end of the dialectic
process? There was no natural order of this kind in Smith’s analysis. The
process of social interaction was endless. The habit of looking for ultimates
seized economists after Smith’s time. Ricardo gave it prominence, Marx
extended its range, and Keynes deprecated it.

We may illustrate the difference made by this habit of mind by
considering the curious way Smith explained why the French sugar
colonies were more productive than the English ones and were thus able
to finance themselves out of savings. French colonial government, he
said, was more arbitrary, i.e. more autocratic. Hence, officials who also
acted as magistrates were independent of local notables who were also
the major slave owners. Hence, magistrates were free to let ‘common
humanity’ dispose them to give some protection to slaves. Hence, the
masters treated slaves with a modicum of respect and less resentful slaves
were more effective workers.” That arguments of this kind may be made
up to explain almost anything is beside the point. What is significant is
that he was prepared to argue in this way at all. The mode of thought
of many of his followers might have inclined him to reject the argument
simply on the grounds that, were the reasoning correct in the French
case, market forces would long previously have induced English colonists
to treat their slaves with more respect, if not actually to petition for more
despotic government.

The habit of thinking in terms of long-run equilibrium very often leads
to a disregard of institutions or to their relegation to the status of market
imperfections. Smith, however, was immersed in institutional analysis and
the natural order could scarcely play an ontal role in that.
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4.3.3. The natural order as a heuristic fiction

If the above is correct, the question arises why Smith made the references
to a natural order which he undoubtedly did make. Such references were
highly fashionable in the 18th century and usually conjured up visions
of primitive societies. As early as 1756, Smith remarked that the ‘life of
a savage, when we take a distant view of it’ seems to be one either of
indolence or of great adventure and both qualities ‘render the description
of it agreeable to the imagination’.*® In the Wealth of Nations the natural
order seems to serve as a heuristic fiction, a foil against which to see the
historical process. Man in a state of ‘perfect liberty’ became like man in
his natural state, a creature driven by instinct and individual preference,
in contrast to whose doings one was enabled to appreciate the role
institutions play in actual events. We still use such a method today. When
we speak, say, of factor price distortion, we have in mind prices in some
equilibrium state from which the actual factor prices are distorted by the
conditions to which we want to draw attention.

The heuristic fiction may be seen in Smith’s well-known remarks about
labour-time and exchange ratios. ‘In that early and rude state of society
which precedes both the accumulation of stock and the appropriation
of land, the proportion between the quantities of labour necessary for
acquiring different objects seems to be the only circumstance which can
afford any rule for exchanging them for one another.*” Thus, if it usually
takes twice as long to kill a beaver as it does to kill a deer, one beaver
should naturally exchange for or be worth two deer. Furthermore, in
‘this state of things, the whole produce of labour belongs to the labourer’.
But as ‘soon as stock has accumulated in the hands of particular persons’
and as ‘soon as the land of any country has all become private property’
the situation is far more complex.*® There are also three places early in
the book where Smith discusses what we would nowadays describe as
the determination of equilibrium market prices where factor mobility
is perfect. Smith added the proviso: “This at least would be the case in a
society where things were left to follow their natural course, where there
was perfect liberty.*

One may also see the heuristic fiction at work in the task Smith set
himself in Book III. Because necessities take precedence over luxuries
and because of the charms of country life (he had very romantic ideas on
this), one would expect, he thought, that the capital of a growing society
would be directed first to agriculture, then to manufacturing and only
then to foreign trade.’® That everywhere in Europe the actual course of
events had been almost the reverse of this, he said when giving advance
notice of Book III, was ‘contrary to the order of nature and of reason’.
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He would therefore explain the ‘interests, prejudices, laws and customs
which have given occasion to it’.*' ‘Had human institutions, therefore,
never disturbed the natural course of things’ the progress of towns would
have followed in proportion to the improvement of agriculture.>> Among
the offending institutions were primogeniture and entails (prescribed rules
of succession to and prohibitions on the sale of estates). They retarded
the development of small proprietorship, drove up land prices and thus
kept enterprising and profit-conscious merchants and manufacturers from
making farming a business. The origin of these institutions, according to
Smith, went back to the days after the break-up of the Roman empire and
was understandable as part of a modus vivendi in barbarous and disorderly
times. But the conditions which had made them reasonable had passed.
Because of institutional inertia, they were still influencing economic affairs
centuries later.”

4.3.4. The stationary state

There was of course the idea in classical political economy, following
Smith, that economies naturally tended to an ultimate stationary state
— the idea which earned the subject the tag of the dismal science. The
stationary state was not a happy prospect. Smith introduced it to lend
colour to his thesis that wages rise in an expanding economy. A stationary
economy, however opulent, has unemployment, low wages and low
profits, with most of the product presumably going to rentiers, while
craftsmen run about the streets ‘begging employment’. China was his
example of a country of vast riches which had long been stationary, in
which apparently nothing had changed since Marco Polo’s visit 500 years
earlier. With a pungent pen, he portrayed a state of affairs in which the
friendly Providence he wrote about as a younger man seemed indeed to
have abandoned those left out of the original partition of resources. In
the vicinity of Canton, thousands of families live in houseboats and ‘are
eager to fish up the nastiest garbage thrown overboard from any European
ship. Any carion, the carcase of a dead dog or cat, for example, though
half putrid and stinking, is as welcome to them as the most wholesome
food to the people of other countries. The grim picture had other aspects,
such as the people who earned their living by performing the service of
drowning unwanted children ‘like puppies’ every night.>*

But in Smith’s rendition this unfortunate state of affairs was not the
natural order, nor the ultimate state towards which all economies inevitably
tended. He stressed that it was all a matter of ‘laws and institutions’.
China had developed as far as its laws and institutions would permit;
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with others it might have been different.”® When the stationary state was
later introduced into the corn-law debate, its function was to assist in the
agitation for the repeal of a law.

4.4. Adam Smith’s pragmatism

After quoting at length the passage in which Smith discussed the influence
of laws and institutions in China and elsewhere, James Buchanan ascribed
to him the following opinions:

The well-being of a society is a function of its basic laws
and institutions; these are variable and subject to explicit
modification; there is nothing sacrosanct about those laws
and institutions that emerge in what may be called the natural
process of social evolution; and, finally, the basic laws and
institutions must be (or should be) equally available to all
persons and groups within a society.>

Though he seems to read rather a lot into one passage, Buchanan does
here articulate what appears to have been Adam Smith’s standpoint
throughout the book. That standpoint, it may be seen, is far removed
from a dogmatic belief in natural law. By our criterion (page 26 above),
it 1s a pragmatic position.

Lord Robbins held that liberal theories of economic policy have
two philosophical origins — the natural law tradition and the utilitarian
tradition. He considered English classical political economy to have
been almost wholly within the utilitarian tradition.”” The founders of
English political economy he took to be the Scotsmen David Hume,
whose utilitarian disposition is well known, and Adam Smith, ‘who so
frequently uses the terminology of the Naturrecht, but whose arguments
are so consistently utilitarian in character’.®® He pointed out that the
difference was noticed as early as 1814 by the first editor of the Wealth of
Nations, who remarked about the Physiocrats that they seemed to deduce
the free-trade doctrine ‘from the principles rather of abstract right, than of
general expediency’.”” In summing up the classical economists’ utilitarian
conception of market order, Robbins said, among other things:

Thus, so far from the system of economic freedom being
something which will certainly come into being if things are
just left to take their course, it can only come into being ...
if a conscious effort is made to create the highly artificial
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environment which is necessary if it is to function properly.
The invisible hand ... is not the hand of some god or some
natural agency independent of human effort ... Not only the
good society, but the market itself is an artifact.®

The utilitarian position on liberal economic policy which Robbins
described is quite clearly a pragmatic position by our criterion.

One cannot say with certainty how Adam Smith reached his conclusions
nor can one expect to come to a definitive judgement in a few pages
when, after all, volumes have been written on the subject. However,
the interpretations by Viner, Robbins and Buchanan, as also our own
analysis, do at least show that those who advocate a dogmatic reliance
on the natural order in economic affairs cannot find unequivocal and
unqualified support in the mature writings of Adam Smith. As a younger
man, Smith was perhaps taken with the idea of the natural order. In the
Wealth of Nations he continued on occasion to use its terminology and
he appears to have made it serve as an expository device, sometimes
in the guise, as he called it, of the original state of things. But this was
probably no more than a matter of style. The substantive issue is whether
Smith really believed that in societies in which everyone minded his
own business and left the overall order to look after itself there always
emerged the kind of institutions which gave rise to an economic order
beneficial to all. When all his discussion of specific questions is taken into
account, it seems very unlikely that he did believe this. Judged by the
criterion we have been applying, Adam Smith appears therefore to have
held predominantly pragmatic views.

From a pragmatic point of view a beneficial market order is a possible
order that may be realized by conscious effort and according to some
set of values or at least some ordering principle. From the same point of
view it appears that dogmatists mistake this possibility for a natural order
frustrated almost always by mankind’s misguided machinations.
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5.1. Exogenous and endogenous values

The principles by which order may be recognized are probably unlimited
in number. Disorder (or randomness) according to every conceivable
principle would be very difficult to define. The interesting question,
therefore, is not whether economic affairs constitute one or other order
but whether they constitute a beneficial or desirable order. The answer
will of course depend on some set of values, usually the analyst’s own
values. The values which an analyst brings to bear on his analysis we
may call exogenous values. At the end of Chapter 3 we noted that Adam
Smith certainly did consider the economic order in the light of his own
opinions on the public interest. But exogenous values carry with them
the implication that the analyst knows what is good for others and this
is not only presumptuous but also offends against the ideal that scientific
discourse should be wertfrei, i.e. neutral with respect to values. It may
seem that one may avoid these strictures by relying purely on the other
values which enter any consideration of economic affairs and which we
may call endogenous, namely the values which people in the system
under consideration reveal by their actions. Scientific neutrality may be
maintained, it may seem, if the course of events is recognized as the arbiter
of what is desirable.

At times, however, it may be quite difficult to carry through an analysis
based purely on endogenous values. With regard to desirability, only one
conclusion then seems possible, namely that whatever happens in the
sphere of human relations reflects on balance the wishes and the values of
the people involved. So, for instance, when an interventionist government
that invests itself with coercive powers appears on the scene, one should,
on the basis of the revealed preferences, regard this state of affairs as a
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desirable order. When the intention is to advocate free markets, such a
conclusion is unwelcome. One cannot in any case advocate anything
unless one is committed to some values. While, therefore, analysis of
economic order may nominally be based on endogenous values only,
exogenous values are usually introduced implicitly in the distinction
between action which freely reflects individual values and action which
does not. Since action is never completely free even in completely free
markets — vide the discipline of the market — the distinction becomes one
between acceptable and unacceptable forms of duress. By implication,
acceptable and unacceptable kinds of institutions are also distinguished.
In this way, implicit exogenous values lead to a contrast between natural
or spontaneous order and contrived or constructed order.

When the economic order is considered in this light, as it is in much
recent discussion, there is no longer any presumption that there is a
unique order in the nature of things but rather that cases of spontaneous
order arise as the joint and unintended consequence of the pursuit of
individual interests. Nor need one ask whether the natural is desirable
because the natural or spontaneous is so conceived now that it always is
desirable according to the exogenous values. To avoid confusion between
this kind of order and the natural order already considered, we shall refer
to it as spontaneous order. The expression is used by Hayek, who is the
foremost thinker in this field.

A writer on spontaneous order holds pragmatic views to the extent that
he realizes that his own values, or at least some exogenous values, enter
his analysis. The more he realizes this, the more apparent it will be to
him that the institutions necessary for his version of spontaneous order
cannot be expected to arise on their own but would have to be developed
deliberately. This has been our criterion all along.

5.2. Libertarian order

Murray Rothbard is a libertarian spokesman — in Buchanan’s opinion he
best exemplifies the libertarian anarchists or property-rights anarchists.®! In
a fairly recent book, Rothbard actually says that the free-market economy
forms a kind of natural order.®” There is also a natural-law tone in his
injunction that ‘the libertarian must fashion his standard by means of
reason and cannot simply adopt existing legal custom’.®> Reason, it seems,
is not merely the principle of sound thought but also something which
may be a substitute for legal custom and for institutions in general. In
this, as we shall see, Rothbard and Hayek are at opposite poles. In contrast
with the full-blooded institutions recognized by Hayek, the libertarian
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order makes a very scanty allowance for institutions. The legal foundation
consists of natural property rights which imply complete freedom of
contract and include, in the Lockean mould, ownership of the self.**
There are other entities which some might call institutions, but which are
perhaps better called business schemes available to anyone who wishes to
use them. So, presumably, one may choose whether to communicate by
letter or by telephone, whether to participate in time-sharing schemes,
whether to use a credit card and so on. Libertarian man appears to be
driven very largely by instinct and individual preference since he appears
to have no cultural characteristics other than the very strong one of being
a libertarian. This conception of man is of course not unique. In so far
as micro-economics of the general-equilibrium variety presupposes any
kind of human beings, it seems to be this kind.

Rothbard, however, takes this conception of man in society to its logical
conclusion and argues that ‘a truly free market is totally incompatible
with the existence of a State’.®® The truly free market or libertarian order,
like the ultimate state of communism, operates without government.
But, while in the latter the State withers away because law enforcement
becomes unnecessary, in the libertarian order the State disappears because
law enforcement and judicial services are taken over by private enterprise.
Business firms offer the public, on a competitive basis, business schemes
whereby these erstwhile state functions are performed. Individuals may
avail themselves, at a price, of the opportunity of taking out service
contracts, rather as in the ‘real world’ people take out service contracts
for the maintenance of television sets, and they presumably patronize the
police-hire and judge-hire firms which seem to give them the best deal.®

In this way Rothbard argues that the ultimate form of market order is
based purely on voluntarism. As long as property rights are respected, no
one is ever coerced. It follows that whatever anyone does is something
he has freely chosen to do and could have refrained from doing. While
people may not always know beforehand what in the event they are
going to like, there is no reason to suppose that anyone else knows better.
Armed with this bit of easy logic, one may criticize all manner of actual
conditions and then wonder how anyone could be so obtuse as not to see
how nice the libertarian order would be for everyone.

Indeed, it is not the logic of the libertarian proposition that is dubious
but the institutional assumption that it needs. Our final remarks on this
have to be left to a later chapter. However, it is not difficult to see that
libertarian rules of conduct would have to be ingrained very deeply if
the game were to be played in the libertarian way. One does not have to
be very cynical to believe that mercenary police forces would be hired
to perpetrate the extortion they are meant to prevent and that salesmen
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of rival firms would soon be knocking at the victim’s door to offer sweet
revenge. Rothbard says free-enterprise judiciaries would compete on the
basis of ‘a reputation for efficiency and probity’.®” But it is not probity that
the customer would always want and rent-a-judge firms would surely find
it more profitable to gain a reputation for sticking to the maxim that the
customer, or the highest bidder, 1s always right. Rothbard considers such
possibilities, but discounts them. There will always be some criminals.
He adds, perhaps too strongly but not entirely without foundation, that
a society without a government apparatus would at least have no ‘regular,
legalized channel for crime and aggression’.*

However, he probably underestimates what the libertarian order would
require. He says, for instance, that libertarians should not ‘balk at changing
a few clauses of the common law’ and that the resultant code would be
applied by ‘free-market judges, who would all pledge themselves to follow
it’.% But what of the person who does not want the common law changed
or wants to hire himself out as a judge but chooses not to make the pledge
because he thinks he knows a better law. One need hardly wonder what
would happen to the principle of voluntarism then. Rothbard himself
dedicates the book in which he sets all this out to ‘Libertarians of the
Future, who Shall Overcome’.

As an exercise in singling out one aspect of society, as homo oeconomicus
was meant to single out one aspect of man, or as an exercise in showing
the kind of society implied by much of our micro-economics, a great deal
can be said for the libertarian order. Sometimes it seems that this is what
Rothbard has in mind but he does not say so. He makes it clear that he
does consider a free-enterprise police and judiciary to be quite feasible.
That means he can envisage a society in which people play the game very
closely by the libertarian rules. There must be many who, when they
try to do the same, manage to see only that state of affairs about which
Hobbes said that in it life would be nasty, brutish and short.”

Rothbard’s point is not to advocate free-enterprise police and judiciaries
but to advocate the abolition of all forms of government as a prerequisite
for truly free markets, for a purely voluntaristic economic order, the
exact form of which would depend on endogenous values. He envisages
that without government some form of law enforcement service would
be offered spontaneously in the market, like everything else, in response
to demand. Its exact form would depend on the endogenous values.
The difficulties of a long-run institutional equilibrium have already been
noted. But that is not all. The only properly called institution (in the
present context) that libertarian order seems to require is a great respect
for absolute and all-embracing property rights. Such respect would set the
libertarian rules of conduct. If Rothbard thinks that this institution would
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also arise spontaneously or naturally, that this is reason, then it appears that
he is not aware of the extent to which libertarian values, a vision of the
good society, i.e. exogenous values, enter the libertarian order.

5.3. The language analogy

Friedman has remarked that economic activity is not the only area of
human life where the invisible-hand idea finds application. He mentions
language as another area where a complex and sophisticated structure has
arisen spontaneously. He compares a spontaneous economic order with
what he calls the well-defined order of a language. Both have developed
out of the voluntary interaction of individuals and are constantly evolving
further. Neither has been planned by a central authority.”

This analogy is interesting and complex. It may be understood in several
ways. Language is orderly in the sense that speech is not a random jumble
of sounds (and mutatis mutandis in the case of written texts). The economy
is orderly in the sense that the goods and services that are produced are not
a random jumble of physical objects and movements. There are forms of
order in human activities without which we could not refer to speech or
production. It appears that Friedman had this order in activities in mind.
But he also refers to language as a complex structure and that introduces
another way of understanding the analogy.

Language does not consist in the activity of speaking. When we
ordinarily refer to English, French, German and so on as languages, we are
referring to certain sets of rules which certain sets of people observe when
they engage in the activities of speaking, reading, writing and so on. The
syntax, semantics and idiom of a language — let us call them grammar for
short — make up a set of rules. Grammar is then one instance of those rules
of conduct which we have called institutions. It is because people follow
rules of conduct, as well as such other rules as are commonly called reason,
that there is an order in human activities. Let us return to the analogy.
Since it is proper to compare like with like, we really have two ways of
understanding the analogy or two comparisons — Friedman got them
rather mixed up — namely (a) between the activities of speaking, reading,
writing and so on and economic activities and (b) between language or
grammar and economic institutions, i.e. a comparison of activities and a
comparison of the rules which at least partly govern activities.

The latter is quite a telling analogy. The ideal of a market economy
may be expressed in terms of it. The grammar of a language (a system of’
market institutions, i.e. rules of conduct) is reflected in the way people
use and understand words (conduct their economic activity). In this sense
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it is in the minds of people and only partially and imperfectly written
down in grammar books and dictionaries (statute books). It prescribes how
things should be said (done) and not what should be said (done). When
we think of treatises on novel and intricate ideas, of poetry, speeches and
commands, of mundane description and amiable chatter, all of which
observe the rules of grammar, we may see that grammar is not unduly
restrictive. Analogously, the rules of conduct we call market institutions
leave the individual ample freedom to do his own thing and venture into
the unknown future in his own way. Institutions do not prevent novelty,
they allow freedom within the law.

Friedman, however, draws attention to the spontaneous evolution of
a language and associates this with the invisible hand. The analogy is
quite clear. By their efforts to make themselves understood, countless
individuals are led to promote the development of language though they
intend to serve only their immediate purposes. However, it is here that
the analogy may lead us badly astray. The invisible hand has become an
aphorism for the principles of free enterprise in free markets, and in the
case of market order we have certain criteria for speaking of an order
at all. Friedman, one may presume, would expect a market order to be
such that markets clear or that resources are optimally allocated. If this
expectation is not met, economic activities, according to this criterion,
are to some extent out of order, in disorder or in disequilibrium. We do
not have corresponding criteria for a language — or so it seems. We may
have a vague notion that one language is somehow better than another
as a medium for communication or as a vehicle for scientific, artistic,
emotive or convivial expression. But can we be more definite than that
when language is so fundamental to us that it itself sets the limits of what
we think there is to be said?

To say, therefore, that language evolves spontancously through the
guidance of the invisible hand is to say no more than that whenever and
wherever people have lived together they have found some way of talking
to each other. By analogy, we may say that whenever and wherever people
have lived in communities, some or other social and economic institutions
have evolved more or less spontaneously. No doubt this is so. But where is
the basis for associating this spontaneity with a market order (the invisible
hand)? Is the mere fact that people got along, that they managed to
survive, a sufficient criterion for the order associated with the invisible
hand? The claims made for that order surely are stronger than that.

This is a mistake easily made with regard to spontaneous order.
Spontaneity, however conceived, comes to be regarded as desirable. But
such generalization from market order is unwarranted. A desirable market
order, the order of the invisible hand, is a spontaneous order in activities

48



THE HAND BEHIND THE INVISIBLE HAND

which depends upon and derives its desirable features from certain rules of
conduct which at least implicitly have been made to accord with certain
exogenous values. Rules of conduct, such as grammar and economic
institutions, undoubtedly also evolve spontaneously, but their evolution
does not normally depend on yet further rules of conduct from which
they may derive desirable features more or less by definition. One may
presume that there is no limit to the variety of institutions that may evolve
spontaneously. But there is no guarantee that the order in activities arising
from just any spontaneously evolved set of institutions would accord with
anyone’s vision of the good society.

5.4. Hayek and cultural evolution

The language analogy was probably no more than a stray thought in
Friedman’s book. It was worth consideration because it took us into
Hayek’s complex realm of thought. The expression spontaneous order is used
by Hayek, and the analysis of institutions as rules of conduct is also his.”

5.4.1. Rules of conduct and spontaneous order

It is time for a closer look at rules of conduct. It would be interesting if,
for instance, the institutions of a modern monetary system were set out in
terms of rules of conduct. Hayek does not appear to have done anything
as explicit as that. Rules of conduct are in fact quite difficult to deal with.
Hayek alludes to the distinction made by the philosopher Gilbert Ryle
between knowing how and knowing that.”” Rules of conduct are cases of
knowing how. People know how to follow an intricate grammar when
they speak but may not be able to state that their grammatical rules are
such and such — in less erudite societies, they may not even understand
what is required of them when asked to articulate the rules of their
grammar. Again, people may know how to conduct themselves in business
negotiations, at cocktail parties or at funerals without being able to write a
manual on the subject. As know-how, skills or practices, rules of conduct
remain largely unarticulated; they are cases of what Polanyi has called
tacit knowledge.”

The tacit dimension also extends to perception. A person knows how
to recognize each of possibly a large number of friends and acquaintances,
or how to tell the difference between a Persian cat and a Pekinese
dog, without necessarily being able to get very far in stating what the
distinguishing characteristics are. Hayek accounts in particular for our
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ability to see each other’s intentions and emotions along such lines and
for the fact that people with a common cultural background are able to
understand each other better than outsiders.” Very significantly (as we
shall see) for his outlook on economic order, Hayek sees reasoning, the
rules of rational thought, in the same light.”

For Hayek it is a matter of great importance that rules of conduct
are a knowing-how which is seldom spelt out as a knowing-that and of
which people may even be quite unaware. The implication is that rules
of conduct are not devised and adopted deliberately. Hayek argues that
these rules, i.e. the institutions of society, are neither natural in the sense
of being independent of human action nor constructed in the sense of
being reasoned out and adopted to serve particular purposes. There 1s, he
says, a ‘middle category’ comprising the unintended consequences of human
action among which an order may form itself that no one intended.” The
spontaneous evolution of cultural order, conceived as a phenomenon
distinct both from nature and from human design, is central to Hayek’s
thought. He credits Mandeville’”® and after him Hume, Ferguson and
Smith with having given the idea its first explicit recognition in modern
thought, considers the invisible hand a good name for it and says that it
became ‘the great discovery of classical political economy’ and the basis
of our understanding of economic life.” He favours Adam Ferguson’s
expression of the idea, viz (the continuation after the quotation on
page 26 above): ‘Every step and every movement of the multitude, even
in what are termed enlightened ages, are made with equal blindness to
the future; and nations stumble upon establishments, which are indeed the
result of human action, but not the execution of any human design.® For
example, though nobody, according to the usual conjecture, ever invented
a medium of exchange or a language, such institutions nevertheless
evolved as the unintended consequence of countless individual efforts to
effect exchanges or to communicate.

But there is more to cultural evolution, as Hayek explains it. When a
society stumbles upon institutions, i.e. rules of conduct, which within
the environment and circumstances of that society are particularly
advantageous, the members of that society prosper and increase in
numbers. People of other societies without such rules of conduct are
either driven out or, far more likely, begin more or less unwittingly to
imitate and to learn these rules. In this way, those institutions spread
which are fittest, both in the sense that they allow societies to cope with
physical constraints efficiently and in the sense that they combine well
with other existing institutions. Cultural evolution thus tends to bring
about a spontaneous institutional order.”” Cultural selection differs from
biological natural selection in so far as it does not depend upon a genetic
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mechanism. Rather, acquired characteristics are passed on and, in fact,
are acquired by the ever-increasing numbers who are assimilated into a
culture. Like natural selection, however, cultural selection, though it may
be understood, does not allow prediction of the course of evolution in
the future — and it certainly does not follow a predetermined course to
an ultimate natural state.*

We may let Hayek’s own words express the conception of man to which
all this leads.

Man is as much a rule-following animal as a purpose-seeking
one. And he is successful not because he knows why he ought
to observe the rules which he does observe, or is even capable
of stating all these rules in words, but because his thinking
and acting are governed by rules which have by a process of
selection been evolved in the society in which he lives, and
which are thus the product of the experience of generations.®

5.4.2. Constructivism

Hayek’s preoccupation with cultural evolution leads him to his pet
aversion, the idea which he despises and never seems to tire of condemning
as the bane of social life and, lately, as the fatal conceit, namely that man
may, by applying his reason, reorganize his society to create a desirable
economic and social order. One may derive the names under which he
denounces this idea by turning any one of the words Cartesian, rationalist
or constructivist into a noun used either by itself or qualified by one or
both of the other two.*

His argument may be summed up as follows. The spontaneous order
brought about by the impersonal process of cultural selection is an
adaptation to millions upon millions of particular factors and specific
circumstances. The signalling function of prices in a market situation
ensures that all the particular adaptations are integrated into a general
adaptation, a coherent order, even though no one person knows or could
know all the details which are thus taken into account. It is the fatal
conceit of planners that they could know enough to improve on such
an order. Hayek extends the argument. He speaks of the ‘concurrent
evolution of mind and society’ or of ‘mind and culture’.® The significance
of this is that the ‘mind does not so much make rules as consist of
rules of action’.*® Tradition, moral standards and reason are on an equal
footing, the products of the same process. ‘It was when these learnt rules,
involving classifications of different kinds of objects, began to include a
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sort of model of the environment ... that what we call reason appeared’
and ‘man has certainly more often learnt to do the right thing without
comprehending why it was the right thing, and he still is often served
better by custom than by understanding’.’” Hayek contrasts this view,
which recognizes the limitations of human reasoning, with the view,
which he seems rather strangely to ascribe wholly to Descartes, that
reason stands outside history and ideally should be invoked to justify all
our beliefs and endeavours.

The errors of constructivist rationalism are closely connected
with Cartesian dualism, that is with the conception of an
independently existing mind substance which stands outside
the cosmos of nature and which enabled man, endowed with
such a mind from the beginning, to design the institutions
of society and culture among which he lives. The fact is, of
course, that this mind is an adaptation to the natural and social
surroundings in which man lives and that it has developed in
constant interaction with the institutions which determine
the structure of society ... The conception of an already
fully developed mind designing the institutions which made
life in society possible is contrary to all we know about the
evolution of man.®

The ‘errors of constructivist rationalism’ are the basis of Hayek’s
criticism of socialist attempts to create new societies. When he speaks
of constructivism, he has in mind mainly intellectual socialists and
proponents of the welfare state. The inclination to rely on administrative
decisions, the belief in treating each case on its merits, and the disdain of
general rules are the chief targets of his criticism. In this regard he quotes
Keynes, who said of himself and his friends in their younger days that
they did not feel themselves bound to obey general rules or to conform to
customary morals, conventions and traditional wisdom, that they claimed
the right and considered themselves qualified to treat each case on its
merits and that he (Keynes) had always remained, in the strictest sense of’

the term, an immoralist.®

5.4.3. Hayek and free-market pragmatism

More to the point here, however, is whether Hayek’s strictures also
apply to what we have called free-market pragmatism. Though it seems
that they must, the answer is in fact not straightforward. Formally at least,
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he makes allowance for a pragmatic view but in spirit he is probably
opposed to it.

Let us look at the thoroughly pragmatic sentiment expressed by
Buchanan and Tullock at the end of their joint book.” ‘“With the
philosophers of the Enlightenment we share the faith that man can
rationally organize his own society, that existing organization can always
be perfected, and that nothing in the social order should remain exempt
from rational, critical and intelligent discussion.” One may safely say that
Hayek does not share that faith and that he would dislike the Cartesian
overtones in the passage. But he does not reject the substance of the
idea provided that the organization of society is not effected by ‘specific
commands’ but rather by modifying ‘general rules’ so that one would
‘influence only the general character and not the detail of the resulting
order’.”! We may grasp Hayek’s meaning better if we recall the distinction
made in connection with the language analogy between an order in
activities and the rules or institutions on which it rests (page 47 above).
His strictures on constructivism apply to efforts to arrange an order in
activities directly by specific commands and not, at least in some parts of
his writings, to efforts to improve rules. Carrying the language analogy
to somewhat absurd lengths, we might say that a language academy may
well try to change some parts of grammar and the usage of a language,
i.e. to try to prescribe how people should speak. It would be quite another
matter if it tried to lay down by specific commands what each one of
a multitude of people had to say every day. The latter, in terms of the
analogy, is what central planning taken to its logical conclusion tries to do
and what is attempted to the extent that the details of economic activity
are controlled by specific commands.

However, let us look at Hayek’s own words:

Although undoubtedly an order originally formed itself
spontaneously because the individuals followed rules which
had not been deliberately made but had arisen spontaneously,
people gradually learned to improve those rules; and it is at
least conceivable that the formation of a spontaneous order
relies entirely on rules that were deliberately made.”

‘What the general argument against ‘interference’ thus amounts
to is that, although we can endeavour to improve a spontaneous
order by revising the general rules on which it rests ... we
cannot improve the results by specific commands that deprive
its members of the possibility of using their knowledge for
their purposes.”
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Again, the classical economists applied the term interference or intervention
only to specific commands which

unlike the rules of just conduct, do not serve merely the
formation of a spontaneous order but aim at particular
results ... They would not have applied it to the establishment
or improvement of those generic rules which are required for
the functioning of the market order and which they explicitly
presupposed in their analysis.”*

On the evidence of such passages, Hayek’s views do not differ
fundamentally from those of notable free-market pragmatists such as
Henry Simons and Walter Eucken. Simons, as we have seen (page 37
above), urged that government should create the kind of institutions
which make it possible to avoid political control of relative prices and
presumably of the size and composition of output, production methods
and so on. Eucken, whose followers at Freiburg University are now
Hayek’s colleagues, concluded a short book with the words: ‘State
planning of forms — Yes; state planning and control of the economic
process — No! The essential thing is to recognize the difference between
form and process, and to act accordingly’”® Eucken dwelt on the question:
‘How can modern industrialized economy and society be organized in
a humane and efficient way?’* For this, telling the difference between
form and process, between what is general and what is particular — the
solution to what he called the Great Antinomy of economics” — is most
important. Hayek, as we have seen, rests the case against intervention on
the same distinction.

However, what Hayek’s analysis brings out more clearly than those of
others is that most of the intricate web of institutionalized rules, at least
in societies with which we are familiar, has evolved spontaneously so that
deliberately made rules can at most modify what already exists. He speaks of
the ‘stratification of rules of conduct’.”® In the course of cultural evolution,
as he sees it, there has been a ‘super-imposition’ of ‘layers of rules’ from
the moral and other rules which he thinks developed in the clan or tribe
and to which in his opinion modern socialists appeal,” to the various rules
which made the open society possible and finally to the ‘thin layer of rules,
deliberately adopted or modified to serve known purposes’.'™ Conflicts
may arise between such layers of rules of conduct, as between ‘social justice’
and economic freedom in modern western societies.

In so far as Hayek would countenance at all what we have called a
pragmatic programme, it would have to take into account on the one hand
the existing institutions, which would require some way of articulating
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tacitly known rules, and on the other some vision of a desirable and
teasible order. On the latter, Hayek says after noting that Utopia has
become a bad word:

But an ideal picture of a society which may not be wholly
achievable, or a guiding conception of the overall order
to be aimed at, is nevertheless not only the indispensable
precondition of any rational policy, but also the chief
contribution that science can make to the solution of the

problems of practical policy.'"!

5.4.4. Discovery and the ethics of success

There is, however, another side to Hayek, a side which has been coming
to the forefront in recent years.'™ It appears that he has come to regard
the results of cultural selection as so far superior to anything man could
reason out that any thought of deliberately deviating from tradition, if it
went beyond ‘humbly tinkering’ with the order, would be a dangerous
folly. In contrast to the expression of faith in Enlightenment ideas by
Buchanan and Tullock, Hayek says: ‘If the Enlightenment has discovered
that the role assigned to human reason in intelligent construction had
been too small in the past, we are discovering that the task which our
age 1s assigning to the rational construction of new institutions is far
too big!'” His main contention in a lecture delivered in 1983 was ‘that
traditional morals may in some respects provide a surer guide to human
action than rational knowledge’.'” Anyone, therefore, who wished to
show that Hayek’s views are really dogmatic by our criterion (page 26
above) would not have too much difficulty in doing so.

The issue is bedevilled, however, by an apparent conflict of intentions.
Hayek quite obviously wants to advocate free enterprise in free markets
and the institutions associated with it but he also wants to maintain a
scientific detachment, to honour the Wertfreiheit of science. There is
undoubtedly much that dispassionate science can do, as the Hayek of
1973 said (in the quote at the end of the previous section), in providing
a guiding conception for policy. But the basis of any guiding conception
and of any sincere economic or social policy is some value-laden vision of
the good society and about the relative merits of competing visions, it is
widely accepted, science can say nothing. Hayek, as we shall see, has come
to the conclusion that there is something science can say on the question.
An unkind critic, however, might suggest that scientific detachment is
being pressed into service as a dogmatic advocate of free markets.
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Hayek’s standpoint may perhaps be dubbed the ethics of success. He
appears to have arrived at it along the following route. His discussion
of free markets has long focussed on the use of knowledge in society
— his papers of 1937 and 1945 on the subject are deservedly famous.'”
Knowledge of local conditions, of very particular circumstances, is widely
dispersed and no one person could comprehend and process it all. But
the market order harnesses all this knowledge for the benefit of all. He
then extended the argument to the gaining of knowledge. Competition,

106 Micro-economic theory, in dealing

he says, is a discovery procedure.
with the allocation of given resources through competition, is missing the
essential point. We need competition in order to find out what people
really want and consequently what are and what are not resources and
how scarce they are. If this were already known or ‘given’, competition
would not be indispensable since a socialist computer might do as well.

Bearing in mind the distinction made in Section 5.1, we may say that,
in the respects mentioned, Hayek’s analysis is based on the unobtrusive
exogenous value that endogenous values should hold sway. In other words,
it is a good thing to have an economic order in which individuals have
at least a good chance of getting part of what they want. This is also the
basis of the libertarian voluntaristic order, but, as Hayek rightly points out,
it is by no means all there is to the market order.!”” It also needs certain
rules of moral conduct. Such rules do not serve individual preferences or
the satisfaction of individual desires; in Hayek’s view their function is to
restrain and temper the pursuit of individual pleasures.'” Since individuals
may be expected to have preferences and desires whatever the form of
economic order may be, it is in fact the way these are tempered by moral
rules which distinguishes economic systems from one another. In this way
Hayek seems to have been led to a long preoccupation with the rules of
moral conduct required by the market order, by which he means such
rules as uphold the family, private property, inheritance, the obligations
of free contract and so on.

But there are many, often conflicting, moral rules. Is there any way of
showing that those which uphold the market order are somehow superior
to others which uphold, for example, communes based on fellowship,
sharing, mutual love and collective activities? Moral rules tell us what is
good and proper. How then do we decide which of all the moral rules are
the good and proper ones? Hayek claims to have an answer of sorts. Cultural
selection — the survival of the fittest institutions — demonstrates to us which
moral rules are the fittest."”” We may decide the question by the ethics of
group success, where success is indicated by ‘the proliferation of the group’
— a criterion, Hayek says, used also by Adam Smith. Those morals prevail
which uphold an economic order capable of sustaining a large population
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and thus of giving a group of people an advantage in the competition
among groups. Cultural selection is therefore also a discovery procedure,
but a very peculiar one since discoveries are not necessarily recognized. A
group becomes dependent ‘for the very survival of its increased numbers’
on the observance of practices ‘whose beneficial assistance to the survival
of men’ individuals do not perceive, which they generally ‘cannot rationally
justify’, which may conflict with their ‘intellectual insight’ and which may
often be maintained by religious sanction.""

If the ethics of success is really compatible with scientific detachment,
as Hayek seems to think, it surely calls for veneration of whatever prevails.
But Hayek uses it only to argue that one should ‘revere and care for’,
and above all that one should not question, the family, private property
and other pillars of the market order which are often under attack from
socialists. Here he seems to be on weak ground. It is at least debatable
whether the ethics of success support him in his contentions. The areas
of the world with the most proliferating populations are not all noted for
their respect for private property and free markets. Apart from some recent
stirrings of doubtful permanence, the market economy has not made great
strides in this century while socialism and the welfare state have. One must
presume that the author of The Road to Serfdom also did not always think
that the continued survival of the market order was beyond question.

To make his argument stick, Hayek introduces various subsidiary
considerations. Areas on the periphery of the market economy have such
burgeoning populations because they profit from their contact with the
market economy. The present experiments in collective ownership will
not see out a century.''! But his main resource is an implicit distinction
between sound cultural evolution and constructivist folly. Marx, for
instance, constructed new morals to serve old instincts. Freud destroyed
indispensable values by scientific error.'? Neither is treated as an episode
in cultural evolution. One is left with the impression that a wholesome
market order would evolve spontaneously if only people could be stopped
from thinking, especially about the economic order.

The exclusive reliance on rational insight as sufficient ground
for human action is a grave intellectual error to which
those secondhand dealers in ideas who regard themselves
as intellectuals seem to be particularly prone. One might
almost define them as those who are not intelligent enough
to recognize the limits of reason and who in consequence
deprive us of the only guide that has enabled us to produce
order by structures based on more information than any human

agency can use.'?
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Critics, even constructive critics, are told that they are too stupid to
question the market order, that they are constitutionally incapable of
doing so.

Even if this were quite true, would it be a politic defence of free
markets? Would it not be better to bring one’s (exogenous) values into
the open, to endeavour to make their implications understood and to
induce people to try them, to have a taste of them? It is not a formula
that guarantees success, but neither is it likely that Hayek’ insight into the
limitations of rational insight will be very persuasive in a world in which
so many are marching for their causes.

However, the conflict between scientific decorum and a value-laden
field of interest runs deep in economics. Equilibrium theory, that other
descendant of the invisible hand, also has its roots in a guiding conception
for policy, and that, however embarrassing it may be for some economists,
necessarily carries with it a vision of the good society.
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Producers and Predators

Frank Hahn has remarked that Adam Smith ‘started us off on the road
to answering’ the question why a social arrangement of decentralized
decision making does not lead to chaos. General equilibrium theory,
as stated by Arrow and Debreu, he went on, ‘is near the end of that
road’.'™ To what extent has equilibrium theory in general really
developed and refined the idea of economic order Smith had in mind?
The answer is of interest to us. It would not only throw more light on
Smith’s position apropos free-market pragmatism and dogmatism, but
more importantly would show whether those who, for the purposes of a
pragmatic programme, may be looking to equilibrium theory as a guiding
conception for policy are really availing themselves of the full extent of
the original conception.

As usual, however, there is no straightforward answer. Equilibrium
theory had at least its beginning in the idea of an efficient allocation
of resources — the non-occurrence of chaos narrowly conceived — and
that idea is certainly to be found in the Wealth of Nations. But allocative
efficiency was not the only kind of order Smith was concerned with.
One may also find evidence in Smith’s work of the other, though possibly
related, kinds of order we have come across: the voluntaristic order
and the order whose strongest features Hayek saw as discovery and the
dissemination of information. But there is stronger evidence of yet a
further kind of order which is presupposed for the other kinds and may
be regarded as the basis of the invisible-hand argument. Though the
principles it involves are all too familiar, it has become such a remote
presupposition in equilibrium theory that one may easily lose sight of the
part it plays in the overall market order. Some introductory explanation
is therefore required.
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6.1. Predatory activity

Frédéric Bastiat wrote in one of his essays: “There are only two ways of
obtaining the means essential to the preservation, the adornment, and the
improvement of life: production and plunder. He added: “What keeps the
social order from improving ... is the constant endeavour of its members
115 Marx of course said as
much (at about the same time); it was his constant theme. But it is good

to live and to prosper at one another’s expense.

to hear a proto-libertarian say it because it would be a pity to presume
that Marxists have a copyright on the whole idea, rather than simply
on its application in their analysis of class struggle and the exploitation
of workers by capitalists. As Bastiat also remarked, ‘one is compelled to
recognize that plunder is practised in this world on too vast a scale, that it is
too much a part of all great human events, for any social science — political
economy least of all — to be able to ignore it’.!"® We shall try to show
that the idea also informed and ran through the invisible-hand argument.

The plunder in question here is of course not the kind of pillaging that
goes with blood and fire. That kind of plunder is easy to recognize. The
problem with plunder in the required sense is that it is very difficult to
recognize. Where people specialize, the rule is to live by production and
exchange and it is in the institutional set-up of an exchange economy that
opportunities arise for some people, let us call them predators, to live and
prosper at the expense of others.

The immediate and visible effects of such predatory activities differ of
course from those of violent plunder but the long-term economic effect is
the same, namely impoverishment. Let us look at this more closely. Let us
imagine the unruly conditions in Europe after the breakdown of the Pax
Romana. (Historical accuracy is unimportant.) An earnest husbandman
labours on the land for the sustenance of his household while marauding
bands of pillagers prowl nearby. At harvest time the marauders swoop
down and take the crop. When the following year, or perhaps the year
thereafter, another band of marauders does the same, the husbandman is
likely to surmise that production is a rather foolish business. But there is a
way out. Unlike animal predators and their prey, man can change sides. As
ever more producers become predators there is less and less to plunder and
everyone, producer and predator alike, becomes poorer. If the economic
definition of productive activity at the time excludes predatory activity,
the product actually diminishes until eventually feudal arrangements bring
about a change in the economic order.

In a civilized and sophisticated society, the would-be predator has to
take whatever opportunities the institutions of his society allow him to
find. But once opportunities are found, the changing of sides has the
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same effect. In inflationary times, for instance, institutions of borrowing
and lending, and especially those which make the money supply ever
expandable, create opportunities for running into debt and prospering
by capital gains while others do the work which produces the actual
goods. As ever more people become borrowers, a situation arises which
1s perhaps too familiar to need elaboration. Again, arrangements intended
to alleviate hardship create the opportunity in the modern welfare state for
democratic institutions and prevailing notions of social justice and human
rights to be exploited for the purpose of living at the expense of others.

6.2. The liberal order of the invisible hand

In the Wealth of Nations, Smith treats monopoly in its many and varied forms
as a predatory activity. This may be seen in the way he expresses himself.
One does not have a monopoly. One imposes a monopoly upon one’s fellow-
citizens or obtains a monopoly against one’s countrymen. A few paragraphs
before the invisible-hand expression occurs, he says that many sorts of British
manufacturers have obtained ‘a monopoly against their countrymen’. Some
paragraphs after the expression occurs, he says that country gentlemen and
farmers, usually ‘the least subject to the wretched spirit of monopoly’,
demanded the monopoly of wheat and meat in the home market in
imitation of merchants and manufacturers, who, by their combinations,
‘were disposed to oppress them’.""” Wool-combers, he says elsewhere, by
‘combining not to take apprentices’, reduced woollen manufacture ‘into

"8 He speaks of laws ‘which the clamour

a sort of slavery to themselves’.
of our merchants and manufacturers has extorted from the legislature, for
the support of their own absurd and oppressive monopolies’; such laws
‘may be said to be all written in blood’.""” Restrictions on competition
enable dealers ‘by raising their profits above what they naturally would
be, to levy, for their own benefit, an absurd tax upon the rest of their
fellow-citizens’.'”” Townspeople, because they find it easy to combine
(see page 28 above), get a greater share of the ‘whole annual produce of
the labour of the society’ than they would otherwise.'?! In China ‘the
oppression of the poor’ establishes ‘the monopoly of the rich’.'?

The allocative effects of monopoly are also mentioned. The monopoly
of the colony trade, for instance, changed the ‘quality and shape’ of some
British manufactures, reduced the overall size of the manufacturing
industry and, by raising mercantile profits, discouraged the improvement
of land.'*

It is in this context that the order of the invisible hand has to be
understood. It is an economic order which excludes both the oppression
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and the distortion of monopoly. In other words, it is an order in which
effort is not dissipated in predatory activity, i.e. in attempts to take from
one another, but rather is directed at using resources as effectively as those
most immediately concerned with them judge that they can be used.

The actual invisible-hand expression was used very much as an aside.
Smith had said that on more or less equal profitability every individual
prefers to employ his capital in domestic rather than foreign industry and
that he ‘endeavours as much as he can’so to direct that industry that its
product may be of the greatest value. In doing so, he promotes the public
interest though he intends only his own security and gain,

and he is in this, as in many other cases, led by an invisible
hand to promote an end which was no part of his intention.
Nor is it always the worse for the society that it was no part of
it. By pursuing his own interest he frequently promotes that
of the society more effectually than when he really intends

to promote it.'*

In itself, the passage is not about allocative efficiency though that is
dealt with in the next paragraph, where Smith says that every individual
‘in his local situation’ is better able to judge than a distant statesman in
which industry his capital is likely to be most productively employed.
The context has often been taken to show that the invisible hand refers
to a natural harmony of human interests, as it did in The Theory of Moral
Sentiments (see page 33 above). The interests of the owners of capital in
security and ease of supervision (and therefore in domestic investment)
just fit in with the interests of workers in having employment. But
this is not Smith’s general argument and he does not mention other
coincidences of this nature. The general form of the argument is set out
five paragraphs earlier:

Every individual is continually exerting himself to find out
the most advantageous employment for whatever capital he
can command. It is his own advantage, indeed, and not that
of the society, which he has in view. But the study of his own
advantage naturally, or rather necessarily leads him to prefer

that employment which is most advantageous to the society.'*

The necessity mentioned in the last sentence is not self-evident. One
has to gather from the context what Smith meant. In another place he
explained that by advantage to society he understood the increase of the
value of the annual produce of land and labour'* and that is in line with
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the general conclusion of his inquiry into the nature of the wealth of
nations. He started the paragraph in which the invisible-hand expression
appears with the national accounting identity of value of product and
national income — he called the latter the revenue of society — and then,
after the linking word therefore, said that every individual in trying to
maximize the value of what he produces necessarily labours to maximize
the revenue of society. Far from being about a grand harmony of interests,
the invisible-hand argument is seemingly quite trivial. The product/
revenue of society is the aggregate of what individuals produce. Where
all are striving to produce more, all are striving to increase the product/
revenue of society and that is by definition advantageous to society or in
the public interest.

But the argument does not seem so trivial when one considers that
it appears in a chapter on tariff protection and import control and that
Smith’s criticism of mercantilism was directed against monopoly in all its
forms. If the study of his own advantage leads a manufacturer continually
to exert himself and to endeavour as much as he can to raise the price
(value?) of his product by imposing a monopoly upon his fellow citizens,
the argument becomes quite misleading. To Smith’s way of thinking,
monopoly may raise the price but not the value of the product. When,
as nowadays, the distinction between price and value is not made, Smith’s
argument makes good sense only if everyone in some sense creates a
product; if there are no zero-sum games; if the gain of one is not the loss
of another; in short, if there is no predatory activity.

If Smith’s analysis had been quite novel, he would presumably have
expressed himself more explicitly. But it was not really novel. J.R.
Commons mentions a number of cases heard in the early years of the
17th century in which the English common-law courts extended the
economic meaning of commonwealth, a meaning later taken up by Puritan
clerics. Wealth acquired by industry and frugality is an addition to the
common wealth, whereas wealth acquired by monopoly, i.e. by exclusive
rights to trade or manufacture, is an extraction from the common wealth,
so that the commonwealth (which then also had the meaning of public
welfare) is the sum total of private wealth acquired by industry and
frugality.'” Smith’s term the revenue of society is simply the increment
(before consumption) of the commonwealth in this sense. The association
of monopoly with plunder was common among political economists.
Ricardo, for example, countering a point apparently made by Lauderdale,
said that in the case of a hypothetical monopoly of water the gain of the
monopolist would be exactly equal to the loss of those who would be
obliged to give other commodities for the water which beforehand they
had for nothing.'” J.S. Mill, though sympathetic towards socialist writers,
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chided them for their declamations against competition. “They forget that
wherever competition is not, monopoly is; and that monopoly, in all its
forms, is the taxation of the industrious for the support of indolence, if’
not of plunder.'®

One should remember that Smith and the classical school thought
and wrote in the tradition of classical liberalism (if that term may be
used to distinguish their outlook from what is called liberalism nowadays,
especially in America). Classical liberalism has always been based on
individualist values, prominent among which is a high esteem of self-
reliance and the incentives and responsibilities that go with it. The isolated
individual and his household, as they appear in conjecture, measure up to
individualist values in full. The liberal ideal is to combine the virtues of
the 1solated individual with the advantages of social cooperation. The ideal
requires that social cooperation really is cooperation among individuals,
that, for example, no one loses his status as a free individual and becomes
merely the means to the well-being of others. It is not so easy to define
freedom in such a way that the freedom of one person cannot interfere
with the freedom of another. The perennial problem of classical liberalism
is how to draw the thin line between freedom and power over others.

The Wealth of Nations opens with a consideration of the division of
labour, the most general aspect of social cooperation. It is within the logic
of classical liberalism that it should go on to develop a guiding conception
for liberal policy because the division of labour raises not only the problem
of coordination, but also that of how to draw the line between economic
freedom and economic power over others. The order of the invisible hand
is that guiding conception, albeit a very broad one.

6.3. Merchants and manufacturers versus the rest

If there really were a natural harmony of all individual interests, there
would be no predatory activity, no problem of defining freedom and, one
may presume, no need for a liberal policy. Perhaps Smith did entertain
a notion of such harmony in the Moral Sentiments but the later work
is so much an argument for liberal economic policy that those who
think the same natural-law notion is to be found there have somehow
to qualify it. According to the most usual qualification, Smith had come
to see that the folly of those in government may disturb the harmony of
individual interests.

While government certainly does enter Smith’s argument, it is not
the root of the problem to be solved by liberal policy. The fundamental
problem is quite simply that there is not a harmony of all interests; that,
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as Viner pointed out (see page 34 above, the economic order when left
to itself is marked by conflicts between private interests and the public
interest. Smith mentions many cases of conflicts between private interests,

130 or the situation

as, for instance, a trade-off between profits and wages
in mature economies (as opposed to colonies) where ‘rent and profit eat
up wages, and the two superior orders of people oppress the inferior
one’. ! But wage earners, landlords and the rulers of a country all have an
interest in making the total product as large as possible and Smith always
equates that with public interest. In his perception, however, those who
live by profits find themselves in a different position. They do not gain
from general prosperity. According to Smith, the rate of profit is low in
rich countries, high in poor countries and ‘highest in the countries which

are going fastest to ruin’.'??

The interest of the dealers, however, in any particular branch
of trade or manufactures, is always in some respects different
from, and even opposite to, that of the public. To widen the
market and to narrow the competition, is always the interest
of the dealers. To widen the market may frequently be
agreeable enough to the interest of the public; but to narrow

the competition must always be against it ..."

This conflict, for example, placed the East India Company in a quandary
when it ruled India. A sovereign normally stands to benefit from the
prosperity of his subjects. He therefore has an interest in export prices
being as high and import prices as low as possible. As merchants, the East
India Company had an interest in exactly the opposite. ‘As sovereigns,
their interest is exactly the same with that of the country which they
govern. As merchants, their interest is directly opposite to that interest.’'**

Smith has often been represented as a spokesman for capitalists or for
business, as we would say now. Certainly he did recognize fully that
the prosperity of the rest of society depended in a large measure on the
initiative taken by entrepreneurs.

It is the stock that is employed for the sake of profit, which
puts into motion the greater part of the useful labour of every
society. The plans and projects of the employers of stock
regulate and direct all the most important operations of labour,

135

and profit is the end proposed by all those plans and projects.

Still, he was a strange kind of spokesman for he reserved the only invective
in the book for merchants and manufacturers. The problem was how the
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initiative of such people could be prevented from flowing into predatory
activity. The solution, he apparently thought, lay in the common law as
conceived in classical liberalism and as it had been developed to some
extent under the influence of classical liberalism. This is the force of the
phrase ‘as long as he does not violate the laws of justice’ in the famous
passage quoted on page 34 above.

At this point government enters the argument. It is responsible for a firm
administration of justice but in fact frequently administers the predatory
moves which merchants and manufacturers make on their countrymen.
Smith saw the government of his day as composed of nobles and bumbling
country gentlemen who understood little about economic affairs and who
were no match for quick-witted merchants and manufacturers who not
only did understand economic affairs, but also knew exactly what was in
their interests and had a persuasive and insistent way of presenting their
interests as the public interest. It was this which evoked Smith’s eloquent
invective, as in the following passages taken from a variety of contexts.

Merchants and manufacturers argued their case ‘with all the passionate
confidence of interested falsehood’.'*® It was addressed to parliaments,
to nobles and country gentlemen ‘by those who were supposed to
understand trade, to those who were conscious to themselves that they
knew nothing of the matter’."”” The spirit of monopoly invented and
propagated a doctrine

and they who first taught it were by no means such fools as
they who believed it. In every country it always is and must be
the interest of the great body of the people to buy whatever
they want of those who sell it cheapest. The proposition is
so very manifest, that it seems ridiculous to take any pains to
prove it; nor could it ever have been called in question, had
not the interested sophistry of merchants and manufacturers
confounded the common sense of mankind. Their interest
is, in this respect, directly opposite to that of the great body
of the people.'®

Smith’s advice was:

The proposal of any new law or regulation of commerce
which comes from this order, ought always to be listened to
with great precaution, and ought never to be adopted till after
having been long and carefully examined, not only with the
most scrupulous, but with the most suspicious attention. It
comes from an order of men, whose interest is never exactly
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the same with that of the public, who have generally an interest
to deceive and even to oppress the public, and who accordingly

have, upon many occasions, both deceived and oppressed it.'*

But the member of parliament who heeds this advice would have a
difficult time. If he opposes the monopolists

and still more if he has authority enough to be able to thwart
them, neither the most acknowledged probity, nor the highest
rank, nor the greatest public services, can protect him from the
most infamous abuse and detraction, from personal insults, nor
sometimes from real danger, arising from the insolent outrage

of furious and disappointed monopolists.'*

Smith wistfully visualized a legislature whose deliberations were directed
‘not by the clamorous importunity of partial interests, but by an extensive
view of the general good’."*! His thought is familiar enough but surely
not that of a person who believes in a natural harmony of interests.
It is hard to see how such a belief can be ascribed to him when he
made explicit statements about opposed interests. Yet this is a common
perception of Smith. One of the contributors to the 1974 edition of
the Encyclopaedia Britannica, for instance, speaks of ‘Smith’s doctrine of
laissez-faire, based upon a profound belief (borrowed from the French
Physiocrats) in the natural harmony of individual wills ..."."** That is wide
of the mark in every respect. Smith’s view of merchants and manufacturers
is alone enough to lay the ghost of his dogmatic belief in a harmonious
natural order.

However, we are also concerned with another question, namely
whether general equilibrium theory really captures in a more rigorous
form what Smith was writing about. The answer, it now appears, must
be a qualified No. General equilibrium theory presupposes the liberal
institutions which Smith advocated and for this reason it is not about
them. It took up only Smith’s intimations of allocative efficiency and
has so developed that it is no longer clear whether even that is what it is
principally about. It is most usually regarded as a model which, if it were
perfected, would somehow represent the actual state of affairs in a market
economy or, at least, be useful as a hypothesis for making predictions.
There is a gulf between that and a guiding conception for policy, not a
difference of degree but of kind. We shall now look at this more closely.
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From Guiding Conception
to Hypothesis

7.1. Productive contributions

It 1s a fair question whether in a society with an extensive division of
labour there can be a practicable way of telling predators from producers.
To be able to distinguish between in effect taking the wherewithal of life
away from others and actually creating it, one would have to be able to
say who produced what or, at least, which were the productive factors
and how much each of them contributed to the total product. Opinions
no doubt differ on whether economic theory has accomplished much
in this regard.

Some economists, usually of socialist inclination, simply deny that it is
possible to disentangle the product of social cooperation for the purpose of
attributing it to individuals. Since they cannot then say who is producing
and who is merely taking, they usually maintain that the distribution of
income is settled entirely by predatory activity. Edward Nell’s position, for
instance, is that ‘in an interdependent system there is no way of isolating
any one particular productive contribution’. He rejects the neoclassical
idea of the market as an ‘orderly shopping centre’ where people ‘get what
they pay for and pay for what they get’ and instead favours what he calls
the Classical-Marxian perception according to which ‘the marketplace is
the arena for the exercise of economic power, the battlefield in which the
division of the spoils between classes and subclasses is settled’.'* Everyone,
it appears, is a freebooter or, rather, a member of one or other pack of
prowling predators.

The marginal productivity theory, which Nell and his friends
at Cambridge and elsewhere reject, is of course supposed to show
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productive contributions at the margin, at least in principle. But, quite
apart from the reswitching issue and technical limitations such as the need
for variable techniques and the requirements of the product exhaustion
theorem, marginal productivity theory is of little use for distinguishing
between predatory and productive activities. It is formulated for cases
in which it is taken for granted that we know which are productive
activities. For the distinction in question, however, the definition of
production is the crucial issue. We have an intuitive understanding of
production but have not found it easy to translate that into a workable
definition. For instance, the working definition for the national accounts,
involving such things as values added and imputations for non-market
services and goods, seems yet to fall short of the intuitive understanding.
The profits of a firm with, say, a state-enforced monopoly of an essential
agricultural input are taken as a measure of the owners’ productive
contribution. Likewise, the productive contributions of tax lawyers
and tax accountants are reckoned at the not-inconsiderable amounts
they get for protecting what may be predatory gains from the predatory
hands of a voting majority. This seems not to accord with the intuitive
understanding of production. The emotive meaning of production does
not conjure up a vision of someone labouring to find tax loopholes
which others are labouring to close; nor of someone working hard at
lobbying and at getting in with the right people. Emotive meanings are
not irrelevant. If economists deliberately ignore them, their subject may
lose much of its significance.

Many people of course have pondered at one time or another over
the meaning of production. Many of them through the ages came to
the conclusion that price times quantity is an inadequate measure or
indication of product, that somehow it should be value times quantity.
The venerable distinction between value and price has disappeared from
modern mainstream economics and perhaps the loss is not too great
since it did not really resolve the issue. Nevertheless, the distinction had
something to do with the genesis not only of the labour theory of value,
but also of general equilibrium theory.

7.2. Natural prices

In Adam Smith’s analysis, productive contributions are indicated by value
produced so that monopolistic practices are shown up by divergences
between value and price (though not every such divergence indicates a
monopolistic practice). The distinction between value and price is first
dealt with in Chapters V and VII of Book I of the Wealth of Nations.
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Chapter V on real and nominal prices, or prices in labour and in
money, contains the material which, together with the opening remarks
of Chapter VI, has led some commentators to ascribe a labour theory of
value to Smith. The leading thought of the chapter is rather similar to
that behind the comparisons one occasionally sees of the cost of living
in various countries. A table is drawn up showing how long it would
take in various countries for people in a few selected occupations to
earn enough to buy a certain assortment of basic commodities. Such
a comparison is regarded as more telling than one based on prices and
exchange rates or on prices and earnings. Similarly, Smith says that the
real price of a commodity, what it really costs to one who wants it, is
the ‘toil and trouble of acquiring it’. What a commodity is worth (i.e. its
value) to one who has it is the toil and trouble it saves him, since having
it makes its acquisition unnecessary. In exchange, people bear in mind
the toil-and-trouble value of commodities. Hence real prices are a better
basis than nominal prices in gold and silver (of which the values fluctuate)
for comparisons involving different times and different places. Toil and
trouble is the measure of value, though labour-time, as he makes plain in
the fourth paragraph, is a very imperfect indication of toil and trouble.

The opening remarks of Chapter VI have a rather different purpose.
The chapter shows that prices resolve themselves into factor earnings.
The opening remarks simply make the point that in a primitive setting,
where land is not owned and capital has not been accumulated, labour
is the only factor of production and prices resolve themselves purely
into labour earnings. It is a bit of heuristics that Smith often used. (See
Section 4.3.3. A part of these opening remarks is quoted on page 39
above.) Schumpeter’s comments to the effect that Smith floundered badly
and was thoroughly confused in these two chapters, though not entirely
without foundation, yet seem rather unfair.'*

Chapter VII on natural and market prices, together with some
elaborations in Chapter X, explains the distinction between value and
price in the form in which it is most frequently used in the rest of the
book. It is a short but interesting chapter. It sets out a general equilibrium
conception in an admirably concise way, though of course without any of
the technicalities which have come into the subject since then. A natural
or ordinary price — Mill’s necessary and Marshall’s normal price —is a cost
price and, as Smith puts it at one place in the chapter, ‘the price of free
competition’. Its basis is an imaginary though not altogether impossible
state of perfect liberty. (“This at least would be the case where there
was perfect liberty) In this state a person has a perfectly free choice of
occupation and is able to change his occupation as often as he pleases.
Owners of capital enjoy the same freedom of choice and of movement
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in the use of their capital. Where industries are long established and
well known, labour and capital are forever moving about, seeking the
most advantageous employments. In this way a tendency to uniform
natural rates of wages and profit is established. Though rent is a residual,
landowners also seek the most advantageous uses for their land. There
is therefore also a natural rate of rent which, however, varies with the
location and the fitness of the land for various uses. The natural price of
a commodity is that price which just covers the earnings at their natural
rates of the labour, capital and land involved in producing the commodity
and in bringing it to market. When a commodity is sold at its natural
price, it is ‘sold precisely for what it is worth’.

But it is not necessarily sold at its natural price. The actual prices
of commodities are market prices. They are established by demand
and supply and are forever varying with changes in demand and with
accidental circumstances affecting supply. Samuel Hollander argues that
Smith’s treatment of market prices is far closer to modern demand and
supply analysis than is commonly supposed.'® When market and natural
prices diverge, wages, profits and rents, or any one or two of them, are
either above or below their natural rates. Factor mobility then comes into
play and, if unimpeded, brings about a situation in which the quantity of
labour, capital and land employed in various industries ‘suits itself in this
manner to the effectual demand’.

Natural rates of factor earnings and therefore natural prices may
themselves change with economic expansion or contraction, changing
affluence and economic development in general. This would be the case
where technology changes or a resource becomes scarcer as incomes
rise. However, Smith did not, at least in Book I Chapter VII, allow for
factor substitution. In our parlance, he assumed fixed factor proportions,
though it was very likely an assumption by default. Furthermore, Smith
did not formally connect factor earnings with ‘effectual demand’. Perhaps
he took the connection for granted, as he did the need for reciprocity
in international trade. But he showed no awareness of the problems later
economists were to see in the circular flow.

Smith used the general-equilibrium idea as a backbone for his discussion
of a great welter of detail in the rest of Book I; more specifically as
a heuristic device (see Section 4.3.3) to bring out the significance of
circumstances which make actual situations deviate from the general
equilibrium case. These include the frequent changes beyond human
control in the supply of agricultural goods, which make the prices of
these goods fluctuate much more than those of manufactured goods,
which vary only with changes in demand; or the influence of continuity
of employment, risk and the cost of training on earnings. Above all,
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however, he used it to deal with monopolistic practices. The last quarter
of Chapter VII and more than half of Chapter X are devoted to the
topic and it is brought up repeatedly in the substantial middle section
of the Wealth of Nations, where Smith pursues his argument against
mercantilist policies.

Interpreted very freely, monopolistic practices enable certain parties
to impede the mobility of capital and of labour and even to restrict the
uses of land and thereby to raise their own earnings above the natural rate
and to depress those of their suppliers and sometimes of their employees
(e.g. by long apprenticeships) below the natural rates. The predator
in a market setting creates for himself the opportunity of concluding
transactions in which he receives more than the value of his product and
pays others less than the value of their product. The time, the effort and
the ingenuity devoted to creating such opportunities is incompatible with
the liberal order of the invisible hand (see Section 6.2).

It would be incorrect to say that Smith introduced natural prices
expressly to deal with monopolistic practices. The notion of natural or
ordinary prices, without or with only an inkling of general equilibrium,
had then been current for some centuries'*® and Smith would have been
expected to say something about them in a comprehensive book on
political economy. Scholastic moralists had used the notion to distinguish
between fair and extortionate prices. Their purpose had been to provide
a moral guide. Smith articulated the analytical basis and then used it as a
heuristic and explanatory device. One of its most important functions was
to serve as a guiding conception for liberal economic policy, which was
but one remove from the moral guide of the Scholastics. The emphasis
changed and in so far as attempts were made to analyse the conditions
for allocative efficiency, general-equilibrium theory became a guide to
efficiency. It is still sometimes seen in this light. More often, however,
it is seen in quite a different light. Smith’s heuristics were taken up in
a different way and developed into what is intended to be either an
instrument for prediction or at least a hypothesis which is supposed
somehow to reflect the actual state of economic affairs, rather than a state
of affairs that some people would like to see or, if they are free-market
pragmatists, that they would like as far as possible to create.

7.3. Walras: equilibrium as guiding conception

Francis Hutcheson, who was one of Adam Smith’s teachers, is credited
with having been the original author of what became something
of a utilitarian slogan, namely that actions and institutions should be
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judged by whether they procure the greatest happiness of the greatest
numbers. It was not Smith, however, but Walras who brought a version
of Hutcheson’s criterion into his economic analysis. Walras had set himself
the task of investigating the claims made for free competition'*” and for
this purpose he used utility maximization rather as though it were the
greatest-happiness principle. He did so not because he was a particularly
ardent utilitarian but, according to Jafté, because his father had tried
unsuccessfully for many years to develop a theory of value based on
scarcity and because a colleague at Lausanne, a professor of mechanics,
had shown him how to handle utility maximization with derivatives (the
equi-marginal principle) after he (Walras) had more or less completed his
theory of interrelated markets.'*

Where Smith had argued that a liberal economic order would allow
the revenue of society, i.e. national income, to be as great as any laws
and institutions could allow it to be, Walras argued that free competition
would bring about such a composition and quantity of output as would
give the greatest possible satisfaction of wants. Apart from this difference
and of course the mathematical exposition, Walras’s analysis of general
equilibrium prices was not very unlike Smith’s analysis of natural prices.'*’
The essential point about free competition when production is taken into
account was factor mobility, and utility maximization occurred under the
double condition that there is an equilibrium price for each product and
that this price is equal to the cost of the services employed in making
the product.”™ Above all, however, Walras’s general equilibrium theory
was of the same genre as Smith’s argument in so far as the ultimate role
‘Walras had in mind for it was that of an ideal or a guiding conception for
policy. It was Pareto who made general equilibrium into a rather different
sort of thing. Though he did not alter the basic format of Walras’s theory,
he treated it purely as a hypothesis about the workings of actual market
economies, as opposed to a conception of an ideal market economy.

In Lesson 22 of his Elements, Walras interrupted the exposition of his
model to reflect on what he had been doing. He had studied ‘the nature,
causes and consequences of free competition’. For this ‘it did not matter
whether or not we observed it in the real world, since, strictly speaking,
it was sufficient that we should be able to form a conception of it’. The
study of such a conception had shown that the consequences of free
competition ‘may be summed up as the attainment, within certain limits,
of maximum utility. Hence free competition becomes a principle or a
rule of practical significance, so that it only remains to extend the detailed
application of this rule to agriculture, industry and trade.’™!

In answer to an imaginary critic, he said he had not ‘attempted to
predict decisions made under conditions of perfect freedom’ but only
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to express in mathematics the effects of such decisions once made.
Nor would he be put off by the imaginary critic’s remonstration about
market imperfections:

. nevertheless, the equations we have developed do show
freedom of production to be the superior general rule.
Freedom procures, within certain limits, the maximum of
utility; and, since the factors which interfere with freedom
are obstacles to the attainment of this maximum, they should,

without exception, be eliminated as completely as possible.'>

He conceded that this had been said all along by the advocates of
laissez-faire. What he had done, he claimed, was to prove the argument
scientifically. As a result its applicability had become clear. He then
mentioned its inapplicability to cases of public goods and natural
monopolies and to arguments about ‘distributive justice’.

Walras had socialist leanings but had been persuaded to consider whether
free markets did not hold out greater promise than socialist schemes. He
was prepared to consider a programme of free-market pragmatism and
thought he had proved its case in the manner of the utilitarian greatest-
happiness principle by showing that individual utilities were maximized.
The soundness of his argument is open to question. He had shown that
individual utilities were maximized subject to the constraints of a market
economy. They could also be shown to be maximized subject to other
constraints, say, to those of a centrally planned economy. One would
have to show that the maxima in the one case are greater than in the
others. Since this would involve interpersonal comparisons of utility and
since utility as a quantity is dubious in any case, it does not seem likely
that the argument would succeed.” The soundness of Walras’s argument
did not become an issue because utility maximization soon came to be
regarded purely as the driving force in actual economies, or rather as a
representation of it that allows one to say something about the relations
between various prices and quantities in market economies as they are
actually found in the world. Since no comparison is involved in this, the
theory in this form is not open to the objections outlined above. In this
form, however, the theory has also lost its status as a ‘rule of practical
significance’, as Walras called it (see the quotation two paragraphs above).
‘What is important in the present context is that Walras did think, perhaps
mistakenly, that his theory had practical significance.

Walras’s remarks in Lesson 22 were not a momentary aberration. They
conform to his lengthy introductory remarks stretching over four chapters
in Part I of the Elements. There he had said that economics encompasses a

75



THE HAND BEHIND THE INVISIBLE HAND

natural science, a moral science and an art. Adam Smith’s view of political
economy as the science of the statesman or legislator he called incomplete.
Statesmen and legislators are concerned with attaining desirable objectives
(as Smith had said) and such endeavours Walras called an art. The art of the
statesman presupposes a pure science and ‘the distinguishing characteristic
of a science is the complete indifference to consequences, good or bad,
with which it carries on the pursuit of pure truth’. Smith’s definition of
political economy was therefore incomplete.'>*

On the other hand, J.B. Say’s definition of political economy was
‘inaccurate and inferior to Adam Smith’s’. According to it, political
economy was entirely a natural science which showed ‘the ways in which
wealth is produced, distributed and consumed’, as though this took place
‘if not spontaneously, at least in a manner somehow independent of the
will of man’. This definition had been pleasing to those who dogmatically
rejected every proposal for reform simply on the grounds that it was
not natural. The point of view had been taken over by Say from the
Physiocrats. But it was mistaken because the explanation of production,
distribution and consumption was not ‘a sequel to the natural history
of bees’:

Man is a creature endowed with reason and freedom, and
possessed of a capacity for initiative and progress. In the
production and distribution of wealth, and generally in all
matters pertaining to social organization, man has the choice
between better and worse and tends more and more to
choose the better part ... The superiority of later forms of
organization over the earlier forms lies not in their greater
naturalness ... but rather in their closer conformity with
material well-being and justice. The proof of such conformity
is the only justification for adhering to a policy of laisser-faire,
laisser-passer.'>

The pure science which the art of the statesman presupposes should
provide this proof. One should understand how Walras conceived
pure and mathematical sciences such as his general equilibrium theory.
He revealed himself to be what philosophers call a rationalist. This is
important because it made of the original version of general equilibrium
theory something rather different from what it became after Pareto, who
was a positivist and decidedly unsympathetic towards Walras’s rationalism.
The mathematical method, Walras explained, is a rational method and
the sciences based on it go beyond experience as soon as they have drawn
their type concepts from it. ‘From real-type concepts, these sciences
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abstract ideal-type concepts which they define, and then on the basis
of these definitions they construct a priori the whole framework of their
theorems and proofs. After that they go back to experience not to confirm
but to apply their conclusions.” This is how geometry deals with triangles,
circles and so on, and reality confirms its definitions and demonstrations
only approximately, and ‘yet reality admits of a very wide and fruitful
application of these propositions’.

Following the same procedure, the pure theory of economics
ought to take over from experience certain type concepts,
like those of exchange, demand, market, capital, income,
productive services and products. From these ... [it should] ...
define ideal-type concepts in terms of which it carries on its
reasoning. The return to reality should not take place until the
science is completed and then only with a view to practical
applications.

In other words, pure economics could investigate the concept of a market
economy even though there may be nothing in the world which may
strictly speaking be called a market economy and the conclusions of pure
economics, like those of geometry, need not be tested.'*

Walras regretted ‘the absence of philosophy among French economists
which offsets and nullifies’ their intellectual qualities of ‘clarity and

precision’.'?’

7.4. Pareto: equilibrium as hypothesis

Writing of Walras and Pareto, Schumpeter said:

Their common ground was confined to pure theory and
specifically to Walras’ equations of equilibrium. But in every
other respect they were as different as two men can be, and
even their companionship in arms in the fight for mathematical
economics and Pareto’s obligation to Walras in the matter of
the Lausanne professorship did not prevent their deep-seated
mutual dislike from asserting itself or even from spilling over
in conversation with third persons. While their pure theories
are cast in the same mould, their systems of thought taken
as wholes and their visions of the social process are not. And
all those economists who are not disposed to neglect a man’s
philosophy and practical recommendations completely ...
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will, for this reason alone, consider the Paretian structure
to be something completely different from that of Walras.'*®

Although the word Walrasian is nowadays applied quite generally to an
important segment of neoclassical economics, the word Paretian would
be more accurate as a description of the most usual form of this kind of’
economics. That the Walrasian and Paretian ‘structures’ are ‘completely
different’ and stem from quite different ‘systems of thought taken as
wholes’ is a matter which is not easy either to set out or to comprehend.
Nevertheless, some indication of the difference will be attempted in
this section.

There was first of all Pareto’s disdain of Walras’s preoccupation with
social policy and with economics as not only a pure science, but also an
art and a moral science. As Schumpeter again puts it:

‘Walras presented his immortal theory in the garb of a political
philosophy that is extra-scientific in nature and, moreover,
not to everyone’s taste. I am afraid that there is no better way
of conveying what that philosophy was than to call it the
philosophy of petty-bourgeois radicalism. He felt called upon
to preach an idéal social that hails from the semi-socialist French
writers of the first half of the nineteenth century or, as we

may say with equal justice, from utilitarianism. '’

Schumpeter was merely unsympathetic towards such an outlook; Pareto
held it in utter contempt. The man who spoke of ophelimity to avoid the
possible moral connotations of utility simply despised any talk of welfare
or the common good. That Pareto became (once more in Schumpeter’s
words) ‘the patron saint of the “New Welfare Economics” ... [and] ...
came to render a service to a cause with which he was — or would be —
completely out of sympathy is not without its humor’.'*

However, this difference of temperament was only one manifestation
of a much more deep-seated discord. Walras and Pareto were separated
by the ancient philosophical divide between realism and nominalism,
in their case between Walras’s rationalism and Pareto’s positivism. One
cannot avoid touching on the often abstruse and difficult ideas involved
in this schism if one is to understand how the general equilibrium analysis
of Walras and even of Smith has become something very different in this
century despite maintaining a resemblance in its outer form.

What is important in our context is that realists, in the sense in which
they are contrasted with nominalists, are committed to the view that
significant scientific conclusions may be drawn from what others would
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call conceptual analysis and realists regard as investigations of rational
forms, i.e. of the nature of something and of the logical implications
of an idea (e.g. the nature and logical implications of free competition,
in the case of Walras). In fact, the realist position is that exact science,
as opposed to empirical description, takes the form of investigations
into rational forms and therefore shows not only that such and such
is the case, but also why it is what it is. That the realist point of view
was dominant until fairly recently even in the English-speaking world
(which in a way was the cradle of empiricism) may be seen from the
entries for ‘Empirical’ in the Oxford English Dictionary. Three of the
four entries indicate that whatever is said to be empirical is based on
or guided by mere experience or observation without scientific theory
or scientific knowledge.

Nominalists, on the other hand, are committed to the view that the
words which make up theories or hypotheses are mere names and are
of no significance unless they are tied, rather like labels, to objects and
events in the world, or, as it became in positivism, unless hypotheses are
tested. On this view, conceptual analysis by itself cannot possibly lead to
significant scientific conclusions. Since welfare, for example, is not really
sufficiently visible for having a label tied to it, nominalists would tend to
regard it as a non-scientific term or mere word and any disquisition on it
as more or less meaningless.

We have already seen that Walras conceived pure economics, of which
his general equilibrium analysis was an example, along rationalist and
therefore realist lines. Pure economics goes beyond experience as soon as
it has framed its definitions, constructs its theories a priori and returns to
experience not to test but only to apply theories, as is done in geometry.
Moreover, one could investigate the nature of free competition even if
one had no experience of it as long as one could form a conception of it.
In paragraph 16 of the Elements Walras even hailed the realist position as
a truth long established by Platonic philosophy. At the end of the preface
to the fourth edition he remarked that no one could say that it had taken
unduly long for economics to become a rational as well as an empirical
science since it had taken longer in astronomy and mechanics. He took
pride in counting himself among those who had had a hand in bringing
economics to maturity so rapidly.

Pareto made his nominalism quite clear in his published replies to two

161 The issue

letters by Benedetto Croce, particularly in the second reply.
under discussion was how to state the problems of pure economics. Croce
had criticized Pareto’s analogy between the ‘tiny slice of economics’ called
pure economics and mechanics. In his first reply Pareto put the matter

as follows:
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The movements of celestial bodies were a real puzzle. A
tremendous number of facts were available but one did not
know how to relate them. A hypothesis was made — and mark
you, my illustrious friend, that I call it a hypothesis — and only
by this means were all those facts related. But, how does it
happen that one body attracts another? We do not know but
it does not matter. We work on this assumption meanwhile,
and the facts are exactly as the theory predicts them ... Let
us do the same with that tiny slice of economics. Let us try

out a hypothesis.'®?

The general problem to be solved, he put as follows: ‘given certain
individuals, who have certain tastes revealed by their choice, and who
encounter obstacles in satistying their tastes, predict the phenomena which
will occur in that society’.'® A little further on, Pareto remarked: ‘I am
only easy-going about the names of things. If you attack me on relations
between things I will no longer give way and I will accept battle. What
alone matters is the objective relationship, whilst the means of expressing
it is of secondary importance.’!**

In his reply to Croce’s second letter, Pareto expressed his nominalism
and positivism more explicitly. At the outset he told Croce: ‘As to the
manner of defining the limits of a science, our disagreement can be
traced back to that famous clash between the nominalists and the realists.
He went on: ‘I am the most nominalist of nominalists. For me the only
objective cases are concrete cases. Their classifications are man-made and
are therefore arbitrary ...'® The contrast with Walras, who had taken his
cue from ‘philosophie platonicienne’, could hardly be greater.

While Walras had investigated the nature of free competition, Pareto
eschewed any such thing:

For my part, with due modesty, [ only study facts and concrete
cases and try to find out what regularities and analogies they
present ... Let others concern themselves with the nature, with
the essence of ‘value’. I am interested only in seeing whether I

can discover which regularities are presented by prices.'®

‘Where Walras had held up mechanics as an exemplar of ‘science rationnelle’
for economics to follow, Pareto saw it as a positivist achievement which
economics should emulate:

Astronomers know nothing about the nature of universal

gravitation ... if astronomers had wasted their time ...
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investigating the nature of universal gravitation, astronomy
would still be in its infancy. Luckily they carried on. They
simply admitted the hypothesis that celestial bodies move
as if forces were applied to them ... and thus astronomers
created celestial mechanics which is a splendid achievement
of human science.

Now political economy, which for too long has refused to
follow that path, is at last showing signs of intending to do so,
and I am among those who intend to follow it most strictly

and decidedly.'®’

‘Walras said pure economics went beyond experience and needed no
testing. Pareto told the realist Croce:

We experimentalists ... leave the concrete, which we are
always looking at lovingly, only with reluctance and when
forced by necessity. When we follow your path we do so only
hypothetically. We accept hypotheses not for any intrinsic value
they may have but only in so far as they yield deductions which
are in harmony with the facts ... If the deductions do not

agree with the facts, Madam Hypothesis can go to blazes.'*®

Finally, Pareto summarized his standpoint:

I look for a theory which may include and present economic
facts. For my part, I know only the system of equations of
pure economics as being capable of attaining that end, just
in the same way that the system of equations of celestial
mechanics explains and represents the movement of celestial
bodies. I have no other reason for accepting the theories of
pure economics ... Naturally [ would drop them if somebody
found something better.'®’

The reader will recognize in these extensive extracts from Pareto’s letters
to Croce an exposition of the ideal of positive economics which a
majority of present-day economists seem to share. The ideal is, however,
not shared by all economists nor, it seems, honoured in practice by the
majority all of the time. The question is bedevilled by the similarity in
the words positive and positivist. The former has been used in economics
since the time of John Neville Keynes as an antonym of normative and
has also come to be used in the place of positivist, which has a meaning
of non-normative in the specific sense of a certain nominalist attitude to
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scientific procedure, namely the one Pareto articulated so lucidly. The
expression positive economics appears, for instance, in the title of Friedman’s
well-known article on the subject as also in the title of a well-known
textbook.!”” In both cases the expression quite clearly is meant to convey
that the kind of economics in question is not only non-normative but also
positivist. Understood in this way, positive economics is not at all the same
thing as Walras’s pure economics. The latter may have been positive in so
far as it was prior to and independent of normative considerations,"”' but
it was not positivist and nominalist, i.e. it differed from positive economics
on the question of whether conceptual analysis by itself is a worthwhile
scientific activity.

That this is in fact a big difference may be seen most clearly when
economics is meant to guide policy, 1.e. when normative considerations
do come into play. Except in cases where it is meant to preserve the status
quo, economic policy is intended to bring about a desirable situation
which does not as yet exist but is only projected, imagined or conceived
— which in fact may be said not only of economic policy but of human
endeavours in general. Conceptual analysis such as Smith’s and Walras’s
analysis of free competition may serve policy by providing and analysing
that merely conceived situation which guides policy. Further analysis may
be intended to show to what extent actual situations may be made to
conform to the conceived situation, such as when an examination of what
the participants in Walrasian tdtonnement markets would have to know
leads to the conclusion that it is not really feasible to create such markets.
This 1s how thinking has guided action presumably for all time. But
positive economics cannot serve policy in this way. Positivist hypotheses
gain significance only in so far as they conform to the already existing
situation in the sense of yielding fairly accurate predictions deductively.
When theory serves as a guiding conception, the world is to be made
to conform to theory; as positivist hypothesis, theory is to be made to
conform to the world and then theory can serve policy only in so far as
it helps in the search for something unchanging in the existing situation
which may be exploited for policy purposes.

By way of illustration, one may consider an updated version of Pareto’s
statement of the general problem he wanted (positive) economics to be
able to solve (page 80 above). Here is what Lucas would like economists
to be able to do:

Our task as I see it ... is to write a FORTRAN program
that will accept specific economic policy rules as ‘input’ and
will generate as ‘output’ statistics describing the operating
characteristics of time series we care about, which are predicted
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to result from these policies. For example, one would like
to know what average rate of unemployment would have
prevailed since World War II in the United States had M1
grown at 4 percent per year during this period, other policies

being as they were.!”?

When Smith recommended the dismantling of mercantilist policies and
when Walras recommended what amounted to a programme of free-
market pragmatism, their recommendations were based on analyses of
the concept of free competition. The projected policy recommendations
of those who pursue positive economics are based on the hope of finding
stable coefhici