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DISSOLVING A MUDDLE IN ECONOMICS, 
or 3R. MARX MEETS LORD RUSSELL" 

There are techniques sf wathelaatical logic which are web 
suited to analysis and clarification of the concept of econo- 
mic value. This essay reviews some important prior discussions 
of such value, exhibiting a confusion therein. Wethods adapted 
from Bertrand Russekl's analysis 06 the eokacept of numbel* a w  
used in this pagsrr t o  lay down a sound definition of economic 
value, 

The result is a definitlsn which is (I) objective, 128 quantit2- 
t he ,  (3) not open t o  the cslticlsms that cripple previous pro- 
posals, and (41 offers a conceptt~ai clad~ifica~;ion for e c o n ~ m i ~ s ~  

I. Value 

In her preface to  the second edi'cion of A% Essay 0% Ma~xian 
Economics, Joan Robinson writes 

. in spite of the offence which it has given, I cannot witlldrsew the rs- 
mark a t  the end of Chapter 111, The concept of vdae seems to me to  be a 
remarkabie example of haw a metapkfsieh;'a notion can inspke ori@nal 
thought, though in itself it is quite devoid sf operzsioraal meaning, (@. 
ciE., p. xi, emphasis in ori@nai.) 

*The "iheory expounded here p e w  out sf extensive diseussiosb with 
Dr. Victor Elconin (West Coast Unix~ersiQ) Professor Newman 
Fisher iSan Francisco State University). Warm thanks go to Professor 
Vqalamns. Jacobs (@a@. State Uwiv., Los Angeles) for helping to christen 
Barss, Thermos and PAegethos. 1 wish also to thank Professor J, R o g ~ r  
Lee (Cslif. State Univ,, Los Angeies) who, began nag@ng me b write, 
and s:~ksequently improve, this peyer. 
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The offending statement appears on p. 22 of Robinson's Essay; 
. . .no point of substance in Marx's a r ~ m e n t  depends on the labour 
theory of vdue. Voltake remaked that it is possible to kill a flock sf 
sheep by witchera& if you give them plenty of arsenic at the same time. 
The sheep, in this figure, may well stand for the complacent apoloasts of 
capitaEsm; Marx's penetrating insight and bitter hatred supply the 
arsenic, while the labour theory of value provides the incantation, 

To emphashe her claim about the metaphysical (i.e,, 1 take it, 
the  meaningless) character of the concept, Robinson puts the 
suspect term in italics in most of her bwk, and in particular in 
those places where: as she believes, the uselessness or actual 
disutdity of the concept is most mangest (e.g,, op.cit. 
pp. 26-28]. 

Robinson's fire is directed expEcitly a t  Karl Marx9s d w t r b e  
of value. According to Marx, on p, 37 of Ca@tal, the exchange 
of commodities is " ". . . an act characterked by a total abstrac- 
tion from" the properties that make them useful, make them, 
as Marx puts it, use-values. He says, loc. cit. 
A given commodity, e . g . ,  a quarter of wheat is exchanged for x blacking, 
y silk, or z gold, k c .  . .in the most dsferent proportions. . .But since x 
blacking, y silk or z gold, &em, each represent the exchange-value of one 
quarter of wheat, [they] must, as exchange-values be replacerzble by each 
other, or equal to each other. Therefore, first: the valid exchange-values 
of a given commodity express something equal; secondly, exchange- 
value. . .is only the mode of expression, the phenomenal form, of some- 
thing contained in it. 

Farther on, discussing an exchange of two commoditiess Marx 
writes that in the two dsferent things 
. . ..there exists in equal quantities something common to both. The 
two. . .must therefore be equal to a third, which in itself is neither the 
one nor the other. Each of them. . .must therefore be reducible to this 
third. 

. . . the exchange-values of commodities must be capable of being ex- 
pressed in terms of something common to them aB. 

The  "something" common to  all commodities, Marx finds, is 
t h e  labor expended in production. He says, ibidck., p. 38, that 
after  abstracting from the useful propel-;kies of goods and from 
t h e  distinctions among the various kinds of labor employed, 
. . .there is nothing left but what is common to them an; all are reduced 
t o  one and the same sort of labour, human labour in the abstract. 

Let us now consider the residue of each of these products; it consists of 
t h e  same unsubstantial reality in each, a mere eongelation of homogene- 
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ous human labour. . .all that these now teH us is, that human labour- 
power has been expended in their production, that human labour is em- 
bodied in them. When lmked at  as crystals of this social substance, 
common to them all, they are--Values. 

So, according to  Marx, the value of a commodity is the same 
as the amount of ""hman labour in the abstract" expended in 
producing it. How then, are amounts of vaXne to  be measured? 
Marx says, Sbid., 

Plainly, by the quantity of the value-creating substance, the labour, eon- 
tained in this aadcicle. The quantity of labour, however, is measured by 
its duration, and labour-time in its turn finds it standard in weeks. days, 
and hours. 
The last two quotations may be taken as Marx's theory of vaB- 
ue, summarked in his aphorism, ""As values, aU csmmsdii%ies 
are only definite masses sf congealed labour-time" (ibid,,  p. 
40). 

It is no news that Marx's theory is an elaboration oft but no 
essential ad.dance on, the views of the so-called classical 
economists such as Adam Smith (see e.g,, Bk. I, Ch. V of AR 
Inqzeiq i ~ t o  the Pheature a& Causes of the Wedth ofpdations), 
It is also no news that Robinson is not the first to reject the 
theory. For example, B e r t r ~ n d  RgseUB writing i~ 1896, said 
of Marx's theory, 
Marx's proof is fallacious in method; we can never be sure, by mere 
abstraction of differences, that we have hit on the on& common quaEty 
of ra. number of things, or that the qa i l l~y  we have hit on is the relevant 
one. His psmf is fallacious in substatxe, for commodities have also 
another common quabty, u t z ty  namely, or the power of satiseing some 
need. (Geman Social Democ~cacy, p. 17, emphasis in oriffinal.) 

Critics of the Marxist view have picked a t  it on many 
pounds. For instance, Eugen Bohm vcsn Bawerk, in Kap.8 
M a ~ z  and the Close of his System, presents what he takes t o  
be a conclusive, destructive study of the labor theory, ampE- 
$ing and completing the analysis "ma had made earlier in his 
Capital a d  Interest. One of the principal charges is that  the 
labor theory is circular: it is proposed as an explanation of how 
commodities come to be exchanged in the proportionss that 
they do, e.g., in the market, yet it is the exchan~ge value that 
is used to determhe the labor value in commodities, Indeed, it 
is argued, the Marxist qua%3icatiom that value i s  to  be meas- 
ured by the "socially necessary" labor expended, ""congealed'" 
and ""eystalfiaed" in commodities, reduces stal farther the 
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posaibgig,y o i  giving independent content t o  the l.abor theory 
apsr? from. the caneephf exchange value, This even though 
the former is supposed 10 provide an expJication of the latter 
!we, e,g., Robert Nazick7 Amrehg, State a d  pp. 
253-621, Agais, critics hold that  the conception of ""human lab- 
sr in the abstract'', or of ""homogeneous human labor", is un- 
happily vague and terribly confused, incapable sf unarsabim- 
oes explsnation or spec3ieation. 

Much of Bohan-$awerk9s CaptkE a12d d~terest is a thorough 
criticism of a variety af competing theories sf value, and not 
that of M a ~ x  alone. These are all, he finds, unsatisfactory, for 
khe same scar%.s of reasons brought to bear against the labor 
theory: Eogical mcoherenee, lack of empkical content, being 
n~isleading ar positively erroneous is expGcating concrete 
ccczaomic phenomena, &c. To repah the deficiency, Bohm- 
7 ~ ~ -  ~ ~ w e s k  adopts the so-called ""s~bjective theory" of value, He 
gives a succinct formuEatisw in The Positive T h e o ~  of Cwitd: 

formally defined, value is the impoflance which a good or complex d 
goods possesses with respect to the weubeiwg of a smb~ect . goods can 
o d y  have an effective impontience for human wellbeing in one way, vb.  
by bekg the :r~dd~pensabke condition, the s i ~ e  qw %on, of some one ut%- 
t y  which subserves it we shag define [value], unambiguously and 
exactly, as : That imps&ance which goods or complexes of gmds 
zcqulre, as the recombed condition of a ut~gjty which makes for the weB1- 
being of a sabject.$, and would not be obtained without them. (@. eit., 
p. "56.) 
Moreover, he writes (dbid, pp. 135-6): 
AU goods have usefulness, but all goods have not value. For the erner- 
gence of value there musk be scarety raldivsre to the demand for the 
partrcnllrr class of goods . goods acquire value when the whole svanable 
stock of  the^^ is n d  sufficient to coven. the wants depending on them for 
satasfaction, or when t h e  stock would not be sufficient -aiQhougjt these 
particular goods, 

The subjec~ive tI12or-y is a major doctrine of the so-called 
"Aastrian sehooi" of e~onomists, of which Bdhm-Bawerk was a 
prominent early member, The theory seems to escape most of 
the  criticisms specifically directed at Marx9s labor theory, as 
well as those aimed a t  other extant ""objective9' theories. No 
doubt this explains in part, at  least, why the subjective theory 
cornfaended itself to the Austrian economists. 

Unhappily fm eeas~nomists" peace of mind, the subjective 
theory is in its t u x  nest without difEculties of its own. This is 
e% idsnt fsom a cossldsration af Ludwig voa Mises' exposition: 
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If in accordance with an objective theory of value the possib2itr of an 
okqeceive concept of eommodrty-vsines is accepted, and exchange is re- 
garded as the reciprocal surrender of equivalent goods, then ibe csrclu- 
slon necessargy follows that eexhaaage ~ransactions must he preceded by 
measurement of the quarrtity of valve contained in each of the objects 
that are to be emhanged. 

But modern value theory has a different starting point. It conceives sf 
value as the signsicance attributed to indiviauai corna~~ad~ty uaits by a 
human being who wishes to consume or otherwise dispose of vsrxsus 
commodities to the best advantage. (La won Mises, The Theoat of~ l fone~  
aed C ~ e d i t ,  p. 38.) 

The subjective theory does not t ry  to make quknaidatice esti- 
mates of value. Aceording to V O ~  Mises: dbid., p. 89, 

But subjective -raIuation, which is the pivot of aU economk acifivicy, only 
arranges commodities in order of their sigst3icanee; it does no!# meaurs 
this significance. 

Prom the subjective view, says voa Mises @bid- pp. 46-41), 

Value can rightly be spoken of only with regard to speerf~c acts of apgrwi- 
sal, It exists in such connexions only; there is no 7ialue o~ t s ide  the pro- 
cess of valuation. There is no such thing as zbstract valae. 

The proper notion of value, for the Anstrian sekool, is "sub- 
jective use-vahre", and this, all parties seem to agree, is no: 
suscep"cibhe to objective mea*sursment, Tiberefore, von TvTises 
writes (ibdd., pa. 45), ""I lit is impossible to measure saabjectivs 
use-value, it follows directly that  r t  is impracticable to asmibe 
"uanti"pgP' to it," 

This subjective doetrine is open to  the charge of circgiarity 
just as the classical theory is, For, what more is discovered 
about value in exchange, on this view, other than that traders 
exchange c~jmmodlties in various r a t i s s w h e  e i ~ e u l ~ i t y  bee- 
comes more patent upon recalEng that what people do is n& 
always what, in any reasonable sense of the term, t h y  want 
to do. After all, people often act eompullsively, impulsively, 
under duress, etc. Thus, the Austrian sehsol must coneed.: tha t  
many exchanges occur in ways that  do grot necessarBy refleet 
the subjective valuation of the principals, unless the tsrrn~ 
""sbbg'ctive vaBuation'7s being persuasively redefined as fie 
notion it purportedly helps explain, 

So, both the classical and the Austrian schools propose to 
explain the economic conception of value in seE-sta1tzging and 
unfortunately specea9atPse ways. In part, this deL-ives from a 
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confusion, avoided in the theory expounded below, bekween 
myhat a quantity i s  and what may be causally or functionally 
related to some concrete situations being appropriately char- 
acterized by determinate values of that quantity, This may be 
seen more clearly by analom with a simfiar situation that 
might be imagined arising about the notion of volume. 

11, Confusion 

Imagine the savant Barss annouaeing the results of his cogi- 
tations. ""'doltame is a sub%ation," he announces. ""I is the recip- 
rocal negation of that which is the agent of esmpressicsn, as is 
evident from my experiments, Thus, volume really is nothing 
but pressure expressed in an outward phenomenal form of 
inversion; it is pressure.'" 

At once Baros is challenged, 
""You have neglected the intensity of the P%lol@stication, not 

t o  say anything of its accumulation. In fact, volume is a direct 
mangestation of h motvice de feu. For as one fires up a gas, 
tha t  gas exerts itseE to gd all space, and inversely as one 
damps "%he fire, the gas retreats and cogs in upon itself, In a 
word then, volume is ns thhg more or less than temperature, 
t h a h n l y ,  and dkectly." This from Thernos, 

Impatient, scornfuE, Megethos interrupts, ""BahI" says he, 
6You have both been misled, deceived by the epiphenomena. 
You fight over the shadows and meanwhfie the horse has run 
away--to my stable. MereBy consider, my learned friends, that 
as you increase or decrease the amount of matter, the gas 
obediently increases or  decreases its extension. Ergo, volume 
is nothing else than mass." 

I venture that my three sages are disputing with only a EtMe 
more silliness than the economists a r p i n g  about what value 

is. i t  is not hard to resolve the perplexity h which 
Baros, Thermos and hfegethos find themselves. I t  suffices to 
point out that since everything is what it is and not another 
thing, then volume in particular is--volume, and not anything 
else. Volume is a geometrical magnitude. This or that influ- 
ence - pressure, temperature, quantity sf matter, or what 
have you - may be causally or functionally related to the vol- 
ume of a physical thing, as in the ideal gas Haw, But that ought 
not, and I am sure usually does not, lead anyone to think QOL- 
ume is any one or any combination of those other things. 
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Analogously, it seems to me, the economists9 a r p m e n t  
whether value is really congealed labor, or subjective mar@nal 
utility, or objective usefulness, or whatnot, is equally fu'utze. It 
is tempting to say, as G.E. Moore migM have, that value is 
value, and that is all there is to it. Indeed, I think itiis t r u e  
that value is value, but I also bebeve these is just a bit more t o  
say about it, 

111. Abstraction 

My thesis is a simple one: The economic value of a thing is 
just what i t  will fetch in the market. Since the idea is so simple 
it may essay be misunderstood. So I here improve the oppor- 
tunity to arnpl2y and complicate. 

To prepare the way, I review Bertrand RusselYs celebrated 
definition of natural number (see Pm'aeipks; of MathemLics, 
Ch. IXj, What, for example, is the number of justices on the  
Supreme Court? Well, it is the number of players in the start-  
ing lineup of the $%. Louis Browns or the Jersey City Giants. It 
is also the nunzher of major planets in this solar system, the 
number of eggs left from a dozen after making a three-egg 
omelet, the number of chapters in any book sf Plotinus9 
Enzrzeds, the number of syllables needed to complete a haiku 
after eight have been set down, &c, All the sets mentioned 
just now have the same number. The metaphysical question 
that arises is, what is that number that all these sets ""have"? 
What sort of thing is it? What realm of being does it inhabit? 

Russeu, feauowring Frege, noted that, whatever else may be 
"cue of the several sets that ""have" the same number, a neces- 
sary condition for two sets to  have the same number is that  
the elements of the sets can be matched in a one-to-one corres- 
pondence. For instance, the set of fingers on a chi8d9s hand is 
put in one-to-one correspondence with the set of pigs in the 
nursery game that begns " h e  little  pig^ went to  market. . . '" 
Given any set of individuals, then, there are iaadefhmaitely many 
other sets with which the given set is in one-to-one correspon- 
dence. It is said that such sets are s i m i b ~  to one another. On 
RusseU9s view, all the sets simfiar to one another in the sense 
just prescribed form a class of sets, a subclass of the class of all 
sets of individuals. Thus, there is a class among the members 
of which are the set of Erisejes, the set of principals in a 
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menage a frois, tm set o$ instrumenis needed to play tPe 
Ghoss" Fn"o. and so forthh, Such a ~ iass  %s an equi.ejde~xee c h ~ s  
with respect to  the aslal$on of sia12al-ity, same: (1) every set is 
similar to itsdf, EB) K one set is s8mils.r t o  another, then t l ~ t  
other 1s similar to the one, and i3.l if one set is sirdar to a 
second, and the second to o third, ehan the f i rs t  is similar to  
the  tkrrd. In isthea. wordsg ~ in~ i la r i ty  is r e f l e x l - ~ ~  sj7rametric 
and transitive, i,e., it is an equi-dalenee relation Gertalnly one 
thing the sets helorlging t o  o?e sf thsse equivalence t~lasses 
have in common is that they el! belong to the same club. More- 
over, melmberahi~ in such a club is determined by whax 
appears to  be oasenbial arid prirniti-ve us the mtisn 0% "having 
the  same number'". 

Rr;sseHis prsposal, t%~ess, was to construe $he numlber a set 
has" 'as gxst that eqilivaleaee class to 1s-hick it belongs, The 

number tlrree, for instance, is the equivaience class sf which 
",ha set of Eriayes is a typical men~ber, and the number nine is 
the squhalence class of which the set 09' Supreme Court JEJ- 
taces is e member, and so on, To complete the cale, Russell 
I hen construed %he term "number" as referring to the elass of 
aIX such equivahe3ce clesses. 

37rom the Russexian standpoint, rasr~~k~era have been shown 
to be dei-inable as IspjcaI eons'e~nctisss from less problematic 
rstities, and the speeezlstioss of ~netaphysaeians and numerol- 
ogists are seen to  be beside the poht  for the purposes of math- 
erfiatrcs and its applications, 

Russell's method may be ehsraete.-.:zed in general. He forms 
B~ 2 e ~ t i t i o ~  01 the svel-alli elass (for the case of ntamber, the 
dass of sets sf individuals) into subclasses whirh (1) are jointly 
exhaustive of the overall class, (2) are mukalaUly disjoin&, and 
13) are egni-veiencs cldsses witla repecl ", on appropriate 
equivalence relation ( ~ n  the ease of nea-mbs;, that relation ss 
sirfi3%rityj, Me Ihen defines any specific entit? of $he requked 

"b, 9 sort (e.g., ~ A L .  A l ~ s ~ b e r  three) as an appropriate one of those 
e ~ ~ i v d e n e e  classes, and ~nterprets the general concept ( e .g , ,  
number) as the class of all such equkalenee classes, ThaQgea- 
era1 concept and its spxifie instances, then, are abs t~w t i ons  
from the more concrete entities that go to form the equiva- 
ience clgssea 

I? lhis method of abst,aacs,ion is sf quite genera: appjication in 
ana~herf;akies, The proced~lre has bee11 adzqted, ior example, 
to e:.;plirate the esncepa sf physical $nantity, e,g., Sen@-&h, dur- 
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a-cfoas, temperature, Qc,, as that concept is emplsyed in the 
natural sciex~ces (see Chapter Six of my dissertation, Spme, 
Time azd Ideasflrs: A Studg Ti"% the ADhikspkJy of David R~rae).  
Here 1 propose t o  apply the same point of view to aneEyeis s f  
the C O I I C ~ P ~  of economic value, 

IV, Exchange 

That one quarter of wheat exchangedp at a gven  time, for x 
liilackh-ig or g silk or z gold, &c., was taken by Marx to show 
that those quaatities af those cornmodkiees Bere of equal value. 
Had he stopped these and t h o u g h h  bit Marx might well have 
avoided the metaphysical muddle embodied in the notions oi 
""hmn Iabsr in the abstract" and "mrystallized human labor'" 
and the rest, 

Suppose that a pint of mik, a pound of bananas, 0,0001 
ounce of gold,. . . , are commodities that on Marx's view hasre 
the same value. Thus, they belong t o  the same equivdeazce 
ch8s s i th  raspeet to  the rehtisn ofezchmgeability, Simaarhy, 
e tiebet to a concert, a copy of 8 best-se8Elag novel, an eye- 
jangling sport shirt,. . . , may be equally exchangeable, belong- 
i ~ g  to another equivalence class with respect to exckangeabiE- 
t y ,  Again, an automobile of a certain laake, an elaborate re- 
cording sound system, an ahline ticket around the world, a se& 
of tools, an acre of desert land,. . . , may also be exehangeabis, 
all falling into yet another equivalence class. In general, at any 
time, the class of commodities i s  partitioned h t o  subclasses 
such that all the members of any one such subclass are ex- 
changeable, even-stephen, one with another, For the purposes 
&sf econhsmics, the exchange relation is a equivalence relation, 
For, (1) any comnnodity Is exchangeable for sorne commodity 
or sther, (2) i% one commodity 6s exchangeable with another 
then that other is exchangaable with the one, and (3) 8 one 
commodity is exchangeable with a second and that second 
with a third, then the first is exchangeable with the third, 
From these conditions it followsi by aa, simple exercise in quan- 
tifieatioi-aal logic, that exchangesabiElg7 is reflexive, symmetric, 
and tra~~sitive,  and hence that it is an equivalence relation, It 
is not unreasonable, therefore, to define the vdue of a corn- 
modity as that ezchan,ge equivabnee elms to which it bebngs, 
an6 to define the class of values in general as the chss  of at2 
such eqccddenee chsses. 
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Since economists have always known that commodities that 
exchange evenly, Bike Marm's quarter of wheat, x blacking, y 
silk, a gold, &c., are of equal value, it is by no means a surprise 
to  discover that that is what value amounts to, No farther 
elaboration, with tales of labor expended, subjective wants 
expressed, actual utilities, or whatnot, either need or should 
have been told in order do understand what vaiue isc 

Value so construed is a quantitative concept, for it is easy to 
define addition, subtraction, negation, muItip%ication and divi- 
sion by real numbers, and the rest. To iflustrate, if A is one 
value and 3EB another, then A + B is the value of the composite 
commodity composed of any one element of A together with 
any one element sf B. An example may be useful: let A be the 
value of a quart of m i k  and B the value of a dozen eggs; then A + B is the value of the composite commodity one-quart-of- 
milk-with-one doaen-eggs, which is, perhaps, the same as the 
value of one pound of hamburger. Again, if A is the value of a 
gallon of gasoline, then 1.5 A is the value of a gallon and a half 
of gasoline, which may be the same as the value of a pair of 
socks. It is even possible to  introduce the notion of negative 
values. Thus in order to ""exchange'k load of trash or garbage, 
the person who wants to  dispose of it may have to  give some 
other commodity, money for instance, to  have it taken away. 

The present proposal also helps to undersbnd money, The 
pint of milk, pound of bananas and 8.0001 ounce of gold with 
w"rrch I began were all supposed to worth $ 2 5 .  In the days 
before clad coins and unbacked paper eunency, gold and silver 
counted as money. But gold and silver are commodities, like 
any others, useful for some purposes, Bike fj4fing teeth or mak- 
ing jewelry, and esteemed by some or scorned by others just 
a s  chocolate bars or racing cars may be. The precious metals, 
however, have certain virtues over other commodities, bawa- 
nas say, for business purposes, They don't spoil, they are eas- 
ily handled, and they are nearly universally acceptable in 
trade for other commodities. I t  is therefore convenient to  use 
standard quantities of them as representative of the various 
equivalence classes into which those standard quantities 
would fall. So the $.2% which 1 took to be the price of a pound 
of bananas would be, in the days of real money, a definite 
quantity of gold or silver or else a maranteed certsicate at- 
testing a vafid claim to such a quantity of gold or silver, Money 
therefore, is no more nor less than a standard commodity mi -  



DISSOLVING A MUDDLE IN ECONOMICS E E 

versauy recognized as exchangeable in approprfate amounts 
for other commodities. In more abstract mathematical terms, 
a sum of money is a standard representative of the equivalence 
class to which it belongs. 

In more detail, the various denominations of money may be 
regarded as providing units in which to measure values, just 
as the various multiples and submulitipkes af the meter, inch, 
or what you will, 8U0w expressing the measure of other 
ken@hs relative to those selected len@hs. For hstance, the 
measure of foot .in inches is a pure number, 12; the measure of 
the ckcumference of the Earth in ~ l e s  is approximately 
25,000; &c, Simgar3iyq the measure of the value of a p o u d  of 
b a m m  in cents is 25, according to my example; the ' ~ B Z ~ M U T ~  

of the reta.ik value of a gaaElon of g m o l k e  in dollars is, say, 
8.689; &c, This choice of money (i.e., gold or saver or wam- 
pum or clam sheus or whatever) to provide units of measure 
is, however, purely a matter of convenience, and sometimes 
other commodities provide more useful measures. Thus, quite 
frequently h The Wealth ofNa%ions Adam S ~ t h  uses stan- 
dard quantitites of p a i n  (he calls it ""calm") to provide a mea- 
sure for comparison of economic vdues a t  different times and 
places. OMen another commodity, working time, is used t o  
measure e c o n o ~ c  values, For example, in the San Fernando 
Valdey edition of the Los Angeles Times for 6th September 
1975 there is an advertisement urdng readers to buy a u t o m ~ -  
biles. The persuasion iseludes the following: 
8. The cost sf a new car wow takes less from tday ' s  payebeck than it did 
10 years ago. Then it took the median wage earner 5.1 months to earn 
the price of a base four-door ear. Today, he can earn a four-door ear in 
4.4 months. 

That is to  say, accordkg to the advertisement, in 1995 the 
number 4.4 is the meauye of the vdae of a bme $ O ' ~ L T - ~ L ~ Q T  cw 
with respect to  the workhg month as unit. (For some amusing 
examples, see Ch, XXXIII, ""SHth Century Political Ecsn- 
omy", in A Conneetiat YaaEkee at KiaEg p b ~ t h u ~ k  Court by 
Mark Twain,) 

This admittedly sketchy account may be summarized as 
recommending that the class of e e o n s ~ c  values be thought of 
as a semantical interpretation of the abstract theory of eontin- 
uous quantity, that is, of what the physicists call '%sca%ars9', 
The class of economic values is a scalar class, i.e., a eontinu- 
ous, o r d e ~ e d ~  dditiwe A beiian group with mturetli % u m b e r  eo- 
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ejj5ciea."s, Fwr which a elass of mewt:pe 0~a?rat00'~^8 is~movhrjh: 
:c 3-r, eke r e d  n%?nlaers i s  defined. (A full aecouflt of that  theory, 
;aar%ding s development of the theory of real numbers mag be 
",,ii;d ip: the aforementioned Chapter Six of ~ n y  dissertation.) 

i 22a~e sbeady answered %he objections that the present pro 
m s a i  ignores the essence, the very meaning, of eeonodc val- 
52, that it evades or denies what ir the last analysis value aslti- 
;;.,,~.',eiy is. That ansasver, again, is that what others nominate 
Ium the office mdy for all T know be causally or functiocally 
 dated to vane as 1 have defiiled it, but: they are not the same 
2s s;alus, airalike the aai81rer candidates, such as sasqective mar- 
:,;:lal ul,ility or the laboa theory, this account defines value 

1~jee"c;vely aei:ordinag Lo the actuaEties of economic exhange; 
'-; rs nat open to Joan Rsbirssom's charge of being either "meta- 
;bhysicsl"' or devoid oh what she calls ""operational meaning"; 
326 15 separates the question of what value is from the ques- 
r:On t\f -$hat causes a g>--- a*-%--2;6-, 1- &-TI Lfi  YO +he+ 
db Y Bill b 5 J l B d l d I U l d l b J  i % J  IS&&* $IIILi V a.blUG U I I V I U  

-$, doe: icompare my parable about gas volume, above Ssc.11). 
Anot3er pos~ibEe objection is that on this account the value 

os a comnlesdity may well vary from one time to another or 
:ro;n on2 place t o  another, and this, it may be thought, is not 
caapaf ible with the notion of an object's havhg value, Once 
w7a)re 1 reply with an ana?loa, Eera@h, for example?, i s  a geo- 
metrical magnitude, and the class of len@hs is a scalar class, 
mmely,  the elass of sets of conpuea~t  line sements. That is 
what  ien@h is, for ail purposes of mathematics, natural sci- 
ence and engineering, That is in pa5 way inconsistent with the 
k t  that %he ien@i&h of some physical object may be a function 
sf ather variables, srach as temperature or mechanical stress. 
A{ any time, for instance, a rubber band has some len@-&h or 
oitlaer, bgt if it is: sbretehed its l enah  changes, in aceordance 
with Hooke's Law perhaps. Similarly, at any time the value of 
a commodizy i s  what it is, namely, the exchange equivalence 
class to  which i t  belongs. That is in no way inconsistent with 
the fzcl that a t  some other time, for God knows what reasons, 
that commodity may well be placed in a dzferent exchange 
5qn:valence class. 

'2hs e;ampldint sf von ?tlises, quoted above in See. I, that on 
Glrr okjeetive theory such as this " exchange transactions 
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must be preceded by the measurement of value e ~ ~ d a i n c d  in 
each of the  objects . . t o  be exchanged," is easily met, There :s 
no need for such a prior measurement, for the csn~wmmation 
of the ezehange i s  the  squired ope~ation of "meaadregne?&t ' 
That is, the exci~awge itsekf is what puts Ihe c o x r ~ ~ ~ o ~ i t  jr: 
their several equivalence classes, 

Another objection is tka"c8ferenat qrnanl~ties of ~Y he ssarna " 

commodity do not always exchailge in direct t o  propertron ep  
those quantities. For instance, mi& bought in a half-grllo~2 
container costs, say, $,68, while two quarts cost 6-35 each, i,e 
%.TO for the same quantity of mi&. The reply is simply that TIE 
commodity being bought 4s not merely a physical q l~aaci t~ of 
milk. In the first case the commodity is a hdf-gdbn .3frniSk ir 
a hay-gal;kwa container, whereas in the second case the cam- 
meadity (a composite one) is a ha&f-,$-gaZon of -$milk packaged :?s 

two one-quart contai~ers. There is no obvious season why 
these two different esmanodities must fall into the same ex- 
change equivale~ace class, i.e., have rRe same value, Shrn-iga~1.s. 
the exchange value of a dank-truck load of gasoline is  cot - 
simple multiple of the retaia value of a single gallon of the st cii 
nos does any theory I know of require that  it be, 

Again, the value 01 a commodity may differ at differeni 
dirrses. In CaEfornia, the value of a gin-and-trnic dispensed in a 
bar ma,y be $1.25, before the 2 AM legai closing hour, k u i  
after 2 AM, the price may be--weH, who knows? Fn sther 
words, the value of a commodity a t  a3y time or place i~ what it 
is, the exchange eggiiivalence elass into which it falls, a:tlrodg;- 
that value may easily be a function of such variak~Jes as t imn 
place, legal conditions, relative searcity, labor expertded, &e: , 
&e, 

VI, Virtues 

The account J have given restores the ~errm""value" to a 
decent modieram of respectaebiEty for the purjloses of econoca- 
ies. It is not open to Robinson's charge that it is a mecaphpstea'l 
coacegat, except insohr as the quibbles abs~at the anotion of 
class by nominaGsts like Quine are taken seriously. It is 81963 
not open to her charge that the concept is "&void of opera- 
tional meaning9". 1 construe her use of the word "operatinl~ai" 
to mean ""Eaving sigahzicant comstentw~nLiad on the pi-esegt 
accwdnt the term "-t~a6~ae" does have significance, 
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But the principal virtue of this story is that it is trivial. The 
present theory provides an opportunity for conceptual clarzi- 
cation, which, once achieved, makes the theory look Eke what 
it is: a careful statement sf what should be obvious. 
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Introduction 
The centrsl question examined in this paper may be stated 

at the outset. What are the boundaries or limits on changes in 
the distribution or assignment of rights among persons in a 
society that may be ""explained" on pounds of col~tinuing 
social contract? I do not provide more than a few suggestions 
toward a see of answers. E should argue, nonetheless, that the 
quesdioii is of vital importance in the 1970s. We witness every- 
where what must be described as an erosion in the rights sf 
individuals, rights that were previously acknowledged. As 
social scientists, we are under some sbGgationa to "explain" 
what is happening, and we must keep in mind Ghat simplest of 
principles; diagnosis precedes prescription for cure. 

"This paper was presented at the Symposium on Propei.ty Rights, 
University of San Francisco, San Franeiscs, California, 17-20 January 
1953. 

**The central arwments of this paper were initiauy presented in a 
seminar on Anarchy at Blacksburg, Vkginia in the Spring of 1952. This 
earlier presernlation, under the title, ""Before Publie Cho i~e"~  appears in 
the volume of essays, Expbratio~d in the Theooay o f A m ~ c h y ,  edited by 
Gordon TuBock (Center for Study of Publie Choice, Virginia Poly"cchnie 
Institute and State University, E$acBsburg, Virdnia, 19413). 

The general position expressed in this paper is developed more fully in 
my book, The Limits of Liberty: Between Aqm~chy and Leviathan 
(Chicago: University of Chicago Press, 1975). 
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The Social Function ogC Social Coa.c~-act 

A contrae"t$heorg sf the State is relatively easy to  derive on 
%be basis of plausibly acceptable assumptions abou"kind6vidual 
evaluations, and carehi use of this theory cage yield major 
explanat9x.y resu9ts. To an extent a t  least, a ""science" exists 
far the purpose sf providing psycholo~"lca%%y satishing explan- 
ations of what men can commonly ohserx7e about them. Pre- 
sumab%y, we ""feel better" when we possess some explanatory 
framework or model that allows us ts classify and interpret 
disparate sense perceptions, This imposition sf order on the 
univese  is a "goods' in the strict economic sense of this term; 
men iusvest money, time, and effort in acquiring it. The 
contract theory of the State, in all of its manifestations, can be 
defended on such pounds.  It is important for sociopo8itieai 
order and &rar,quiGty that ordinary men expldn to  themselves 
the working of governmental process in models that conceptu- 
ally take their bases in cooperative rather than in nonc~opera- 
tive behaviar. Admittedly and ua-eabashedly, the coa%"eract 
theory serves, In this sense, a rationalhation purpose or 
obg'ectve, We need a ""lgic of law'*, a a B ~ a l c ~ J u s  of consenttP, a 
""logic of collective actaons9, to use the titles of three books that 
embody modern-day contract theory foundations 

Can the contract theory of the State serve other objectives, 
~xhether these be normative or positive in e8aaraeter"aan 
insti t~~tions which find no eoncegivable logical derivation in 
contract among cooperating parties be condemned on other 
than st~ict'ny personal pounds? Call alleged improvements in 
social arrangements be evaluated on anything other than 
eontractasian precepts, or, to Hapse into economists' jargon. on 
anything other than Paretian criteria? But, even here, are 
these er-iteria any more legtimate than any other? 

In earlier works9 1 have tended to ignore or at Beast to slight 
these fundamental questions, 1 "wave been content to work out. 
a t  varying levels of sophistication, the contractarias bases for 
governmental action, either that which we caw commonly 
observe or "at which negbt be suggested as reforms. To me, 
this effort seemed re!evan& and signzicaat, ""Political econ- 
omy" or "'public choice9"--these seemed to be labels assignable 
to work that rrequked little 01" no methodological just2ication. 
It \vas only when I tried to outline a summary treatment of my 
whole approach to  socbopoHiti~a8 structure that I was stopped 
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short. I came lo realize that the very basis of the csntractarian 
position must be examined n~djre thoroughly. 

We know that, factually and "nstoricallg, the ""sciaE 
conlract" is mytlao%o@cal, at %east in snang of it"&sparticulars. 
Individuals did not come together in some oridnal position 
and wantuauy a p e e  on the rules sf social intercourse, And 
even had they done so at some time h history, their decisions 
could hardly be considered to  be contractually binding on all of 
us who have come behind, We cannd start anew. We can 
either accept the poEtical universe, or we can try to change i t ,  
The question reduces to one of determining the crjileria for 
change, 

When and if we fully recognize that the contract 8's a nlgrth 
designed in part to  rationalize existing institutional struc- 
tures of society, can we simultaneously use the contractual 
derivations to develop criteria for evaluating changes or rnodi- 
fieations in these structures? % have previously answered this 
question affkmatively, but without proper argument. "khe  

klellech~aI quality as wen as the passionate conviction sf 
those who answer the question negatively suggest that more 
careful consideration is requked, 

How can we derive a criterion for determining whether or 
not a change in law, or, if you wid, a change in the e a s s i ~ m e a i  
of rights is or is not justified? To most social scientists, the 
only answer is ssEpsist. Change becomes deskable if ""%%e 
it," even though many prefer to  dress 'this UP in fanciful "socia1 
welfare fuaetion'hr ""pbBic interest" semantics, To me, this 
seems to be pure escapism; it represents r e t r e d  into empty 
arkvments about personal vaHues which spells the end of 
rational discourse, Perhaps saaxne of sus cotleames do possess 
Gsd-like quaEties, or at least they think they do, but annt2 and 
unless their godEness is accepted, we are BeR with no basis for 
discourse. My purpose is do see how far we can rationally dis- 
cuss criteria for social change on the presumption that no 
man" s~alues are better than any other man's, 

WickseUian Contract, Constitutionalism, and Rsbwlsian Justice 

Is agrea?me?zf the only t e s t u s  the WickselEan-contractar- 
ian-Paretian answer the only legtimate one here? If so, we 
are wiQding to  accept its coronaries? Its fill% i;mp"licatioas? Are 
we waling to  forestau an social change that does not 
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command unanimous or quasi-unanimmrous consent? 
ProvisionaXly, let us say that we do so. We can move a step 

beyond, whde a t  the same time rationafiahg much of what we 
see, by resorting to "mnstitutionaGsm199 the science of rules. 
We can say that particular proposals for social change need 
not command mniversa% assent provided only that such assent 
holds for the legal structure within which particular propos J s  
are enacted or chosen, This seems to advance the arwment;  
we seem to be part of the way out of the d2emma. But note 
that  this provides us  with no means at all for evaluating 
particular proposds as ""gossl" or ""bad". We can generate 
many outcomes or results under nonunanimity rules. This 
explains my initial response to the Arrow impossibiEiiy 
theorem, and to the subsequent discussion. My response was, 
and is, one of nsn-surprise a t  the alleged inconsistency in a 
social decision process that embodies 51 itself no criteria for 
consistency, This also explains my unwillingness t o  be 
trapped, save on rare and s e ~ e k t e d  occasions, into positions 
of commitment on particu1ar measures of policy on the famdiar 
efficiency grounds. We casl offer n s  pelicy advise on n a ~ t i ~ u -  

r"" "" 
Bas legslative proposals. As political economists, we examine 

public choices; we can make institutional predictions. We can 
analyze alternative political-social-economic structures, 

But what about constitutional change itse9E Can we say 
nothing, or nakast we say that, a t  this level, the contradasizm 
(WickseUian, Paretian) norm must apply? Once again, obser- 
vation hardly supports us here. Changes are made, changes 
that  would be acknowledged to  be genuinely 6'mnstitutiona1v99 
withoat anything remotely approaching unanimous consent. 
Must we reject all such changes out of hand, or can we beHn 
t o  adduce criteria on some other basis? 

Resort to the choice of rules for ordinary parlor games may 
seem to offer assistance. Influenced ~ e a t l y  by the emphasis 
on such choices by Rutledge Vining, 1 once considered this to 
be the key to genuinely innovative appfication of the contract- 
arian criteria, If we could, somehow, t"wnk of individual par- 
ticipants in a setting of complete uncertainty about their own 
positions over subsequent rounds of play, we might think of 
thek reaching genuine apeemen% on a set of rules. The idea of 
a "fair game9' does have reall meaning, and this idea can be 
transferred to sociopoEticaJ hstitutisns. But how far can we 
go with this? We may, in this process, be@n to rationalhe 
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certain inslit,akiitns that cannot r5adiJy be brought within the  
standard VfiekseUian frarnewot-k But can we do morewean 
we, r,s Jobn Bawks seems to want to do In his A Theo~y of 
Justice,2 "think ~-etrselVes~~ in to a position of o r i ~ n a i  eontract 
and then ideabze our thoupht processes in to norms that  

." 
b'sh~u8~2'i be imposed bs ~riterna for institutional change? Note 
that this is, "i me, quite different irom saying that we derive a 
possi%s!e ratbsanaiiza&ion, To ratioaalize, to explain, is not t o  
propose, and RawBs s e e a s  to miss this quite critical distirme- 
1' 
L L O ~ .  it is one thing to say that, er;nceptuaHy, men in sitme gen- 
uheiy cons%itutional stage of deEberation. operating behind 
the xrelP of ignorance, ~ g b t  have apeed to rules something 
akin kc those thal we adunlly ~Pserve, but it is quite another 
tBlavkg to ssy that men, in the here and  OW, should be forced to 
abide by speczic ruies that we imeslagjne by transporting our- 
selves into some mental-mo~al equivalent of an oridnai con- 
tract s e t t h g  where men are genuh~e "moral equals". 

Unless we do so, however. we m42st always accept whatever 
strsctrsre of rules that e m t a  and seek constitutional changes 
only t3rougk ageement,  through consensus. It is this 
inabaity to say anything about rules changes, this inabiGty to 
play God, ;his inabsty tea raise himself aabisve the masses, that 
the social pti!ospher earlnot abide, He has an hpained preju- 
dice against the status qas, however this may be defhed, 
understanda,bly so, since Iris very role, as he interprets it, is 
one that finds itself only in social reform. [Perlnags this role 
conception resects the moral inversion that  Michael Polanyi 
and Craig Rcberts note; the shift of rno~al precepts away from 
personal behavior aimed at peasonal salvation and toward 
moral evalua"iion sf ins"stutions. i 

Hobbes and the 1\"3a%~ral Distriburcfom 

Zust whas, are men saying when they propose nonspeed 
changes in the basic structure of rights? Are they saying any- 
thing more than "".&his is what P want and since I think the 
State has the power to impose it,  I support the State as the 
agency to enforce the change"? We m;ky be able to get some 
handles on ibis very messy subject by going back to Hobbes. 
We need to  examine the initial leap out of the Hobbesian 
jungle. How can apeement en~erge? And what are the prob- 
lems of enforcems;s,t? 
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We may represent the reaction equaibrium in the Hobbes- 
ian jungle at the oridn in the diagammalics of F i e r e  1. 

FIGURE I I 
/ Ig 

B's Law-Abiding 
Behavior N! .---.....- 
(A's '"godd") / "  - A's Law-Abiding Behavior 

M (Es '"md") 
If we measure "'B's law abiding behaviour9' on the ordinate, 
and "A's law abiding behavior'* on the abscissa, it is evident 
that neither man secures advantage from ""lawful" behavior 
individuaUy and independently of the other man's behavior, 
(Think of ""Bw abiding9' here as "not steabng".) Note that the 
situation here is quite dzferent from the usual pqsubc-goods 
model in which at Ieast some of the ""gdV9 will tend to be pro- 
duced by owe or a11 of the common or joint Consumers even 
under wholZy independent adjustment. With law-abiding as 
%he "good", however, the individual cannot, through his own 
behavioarr, produce so as to increase his own utgity. He can do 
nothhg other than provide a ""pre" external economy; all 
benefits accrue to the other pasties. Hence, the independent 
adjustment position involves a corner solution at the origh in 
our two-person dianam. But gains-from-trade elearly exist in 
this Hobbesian jungle, despite the absence of uniliateral action. 

It  is easy enough to depict the Pareto redon that bounds 
potential positions of mutual gains by drawing the appropriate 
indifference contours through the o r i m  as is done in Figure I. 
These contours indicate the internal or subjective rates of 
tradeoff as between earn and other law-abiding. lit seems 
plausible to suggest that the standard convexity properties 
would apply. The anaysis remains largely emptyS., however, 
until we &wow something, or at  least postulate something, 
about the descriptive characteristics of the initial position 
itself. And the important and relevant point in this repect is 
that individuals aye not equal, or at least need not be equal, in 
such a setting, either in thek relative abdities or in their final 
command over csnsurnables.3 To assume symmetry among 
persons here amounts to conveding a desked norma"eive state, 
that of equality among men, into a faUacious positive proposi- 
tion. (This is, of course, a pervasive error, and one that is not 
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only made by smial philosophers. It has had signigcant and 
pernicious effects on judicial thhking in the twentieth cen- 
tury*) If we drop the equality or symmetry assumption, how- 
ever, we can say something about the relative values or trade- 
offs as between the relative ""hves9' and "have-nots" in the  
Bobbesian or natural adjustment equaibrium. For dlustrative 
purposes here, think of the "natural distribution" in our two- 
person model as characterized by A's enjoyment of ten units of 
L6gmds9, and B's enjoyment sf only two units. Both persons 
expend effort, a ""bd" in generating and in maintainhg this 
natural distibution. It is this effort that can be reduced o r  
eliminated through trade, through ageement  on laws or rules 
of respect for property. In this way, both parties can secure 
more ""gds". The post-trade euqjlibrium must reflect im- 
provement for both parties over the natural distribution o r  
pretrade outcome. There are prospects for Pareto-efficient o r  
Pareto-superior moves from the initial no-rights position to 
any one of many possible post-trade or positive-rights distri- 
bution, 

Let us suppose that ageement  is reached; each person 
a p e e s  to an assignment of property rights and, furthermore, 
each do respect s"&ch rights as are assignede Let 
us suppose, for  lustrat ti on, that the net distribution of 
"goods" under the assimment is fzteen units for A and seven 
units for B. Hence, there is a symmetrical sharhg of the total 
gains-from-trade secured from the assipanent of rights. Even 
under such symmetrical shariaag, however, note that the rela- 
tive position of B has improved more than the relative position 
of A. In our example, A's income hereases by one-half, but B's 
income increases more than twofold. This suggests that the 
person who fares relatively worse in the natural distribution 
may well stand to gain relatively more from an initial a s s i e -  
ment of rights than the person who fares relatively better in 
the pretrade state of the world. 

The Dilemma in Maintaining Contract 

Agseement is at tahed; both parties enjoy more utiEty than 
before, But a g a b  the prisoner's dilemma setting must be 
emphasized. Each of the two persons ean anticipate gains by 
sueessfull undateral default on the ageement.  In Figrrre 1, 3 
E depicts the position of ageement,  A can always g a h  Bay a 
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shift to tsi4' if this can be aa7~omplishBd; sirilnrly, B can gain by 
a shift to M, There may, however, be an asymmetry present 
in prospective gains from unaateual default for the person who 
remains relatively Iess favored la the natural distribution, In 
one sense, the "vein of oreP9 that he caw mine by departing 
from the rules through criminal activity i s  richer than the sim- 
ilar vein would be for the ~ t h e r  party. The productivity of 
criminal effort it likesly to be higher fer the man who can steal 
from his rich neighbor than for the man lsrhs has only poor 
neighbors, 

This may be alustrated in the matrix of Figure 2, where the 
initial pretrade or natural distribution is shown in Cell IV, and 
the  post-trade or pasiti~ae rights dlstr.ibu$ion is shctvrs in Cell 1, 

B 
FIGURE 2 I Abides by iObssrves no 

~ " E ~ P ~ ~  b z ~ ~ . 9  i 
-- 
Abides by 

v q  , '15,7 

Note that, as depicted, the eman who is rslatively ""poor" in ithe 
natural equilibrium, person B in the ex9~mpIc~ stands to  gain 
relati\~ely more by departing unaaterally from Cell I than per- 
son A, Person B could, by such a move, increase his quantity 
of 6 h g ~ o d ~ ' 9  from seven to twelve. whereas person A could only 
increase his from fsteeam to  seventeen. This example suggests 
that  the relatively ""nch5"erson will necessarily be more inter- 
ested in policing the activities of the ""pr" man. as such, %tian 
vice versa. This is of course, wideky accepted. Bert the con- 

"$ cCBn1- struction and analysis hew can be employed for a rns, 
plex and difficult issue that has not. been treated adequately, 

Dynamics and the Atrophy sf Rights. 

Assume that apeement has been attained; both parties 
abide by the lam; both enjoy the benefits. Time passes. The 
""rich" man becomes lazy and lethare", The '*poor'' man in- 
creases his strewah* This modzie? the natural distribution. 
Let  us say that the na~ural distribution changes to 6:6. The 
4' rich" man now has an over~whedmingly more signZicaa9t inter- 
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est in the maintenance of the legal status quo than the ""poor'" 
man, who is ma longer "pmrY9 h natural ab3ity terms. The 
initial symmetry in the sharing of gains as between the no- 
trade and the trade position no longer holds. With the new 
natural distribution, the "rich" man secures almost all of the  
net gains. 

The example must be made more specgic. Assume that the  
situation is analogous to the one exa&ned by Winston Bush. 
The initial problem is how is manna which drops from Heaven 
to be divided among the two persons, The initial natural distri- 
bution is in the ratio 1 0 ~ 2  as noted. Recognizing this, dong  
with their own abifities, A and B a p e e  that by assigning 
rights, they can attain a 15:9 ratio, as noted. Time passes, and 
B increases in relatipre stren@.th, but the ""goods" are still 
shared in the 15.9 ratio. The initial set of property rights 
a p e e d  to on the foundations of the initial natural distribution 
rao longer reflects or mkrors the exisitkg natural distribution. 
Under these changed conditions, a lapse back into the natural 
equilibrium will harm B relatively little whereas A will be 
severely damaged. The ""pox9' man nova has relatively EttBe 
interest in adherence to law. If this trend continues, and the 
natural distributiora changes further En the direction indicated, 
the ""por" man may find  self able to  s e a r e  even net 
advantages from a lapse back h t o  the Hsbbesian jungle. 

The model may be described in something Eke the terms of 
modern game theory. If the hnsitial natural distribution re- 
mains unaltered, the apeed-on assignment of rights possess- 
es quaKties like the core in an n-person game. It is to the 
advantage of no coalition to depart from this assignment or 
imputation if the remaining snembers of the group are waEng 
to enforce or to  block the imputation. No eoaGtisn can do bet- 
ter  on its own, s r  in this model, in the natural distribution, 
than it does in the assignment. These core-l&e properties of 
the assigned distribution under law may, however, begin to 
lose dominance features as the potential natural distribution 
shsts around ""underneathq9 the existing structure of rights, so 
to speak. The foundations of the existing rights structure may 
be said t o  have shifted in the process. 

This analysis opens up interesting new implications for net 
redistribution of wealth and for changes in property rights 
over time. Observed changes in claims to wealth take place 
without apparent consent. These may be interpreted simply 
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as the use of the enforcement power of the State by certain 
coaEtions of persons to break the contract. They are overtly 
sh2ting kom a Cell 1 into a CeEI 11 or Cell 111 outeorne in the 
d iagam of Figure 2. It is not, of course, dzficulh to explain 
why these coalitions arise, I t  will alvrrays be the interest of a 
person, or a g ~ o u p  of persons, to  depart from the 8peed-on 
assignment of claims or rights, provided that he or they can do 
so unilaterally and without offsetting reactive behavior on the 
part of the remaining members of the social pobap. The quasi 
equf8ibrium in CsU l is inherently unstable. The equilibriun~ 
does qualzyr as a position on the core of the game, but we must 
keep in mind that the core anaijrtics presumes the immediate 
formation of bblmking cusaiitioas, In order FdUy to  explain 
oloser-red departures from status q160 we must also explain the 
behavfour of the absence of the potential blocking coalitions. 
-Why do the remaining members of the csmmunity fad to 
enforce the initial assignment of rights? 

Enforcement Breakdown 

The analysis here suggests that If there has been a suffi- 
ciently large shiR in the underlying natural distriban"eon, the 
powers of esafepreing adherence on the prospective violators of 
contract may not exise, or, if they exist, these poxrers may be 
demo~stralaly weakened. In our numbericai exanple, B fares 
almost as well under the new natural distribution as he does in 
the  continuing assignment of legal rights, hence, A has lost 
almost all of his blockhg power; he can scarcely influence B by 
threats to  pl~lnge the community into Bsbbesian anareby,  
even if A himseE should be wBbing to do so. And it should also 
be recognized that "'wiBEngnessn to  enforce the contract (the 
structure of legal rules, the exisitkg set of claims to property) 
is as important as the objective abSiEty to  do so. Even if A 
should be physicaily able to enforce B to return to the status 
quo a ~ t e  after some attempted departure, he may be unwill- 
ing to suffer the personal loss that might be required to  make 
his threat of enforcement credible? The lava-abiding members 
of the community may find themselves in a genuine dilemma, 
The may simply be unable to block the unilateral violation of 
t h e  social contract. 

In this perspective, norma$ive arguments based on "justice'q 
in distribution may sig191 acquiescence in modification in the 



BOUNDARIES OW SOCIAL CONTRACT 25 

existing structure of claims, Just  as the idea of contract, itself, 
has been used to rationalbe existing structure, the idea of 
""jstice" may be used to rationaKze coerced departures from 
contract. In the process those who advance such a r p m e n t s  
and those who are convhced may "feel better" while their 
claims are whittled away. This does, E think, explain much 
at&6r,udinal behavior toward redistribution policy by speczie 
social groups. Gordoez Tullock has, in part, explained the pre- 
t.aiGng attitudes of many academicians and intellectuals? The 
explanation developed here applies more directly to the redis- 
tributionist attitudes sf the scions of the rich, e.g., the Rocke- 
fellers and Kennedys. Joseph Kennedy was less redistributive 
than his sons; John D. Rmkefeller was less redistributive than 
his pandsons. We do nor, need to  eajlk on the psychologtsts 
since our model provides an explanation in the concept of a 
chandng natural distribution. The scions of the wealthy are  
far less secure in their roles of custodians of weal tuhan were 
their forebears. They reaEze perhaps that their own natural 
"Lalents simply do not match up, even remotely, to the share sf 
national wedth that they now conlmand, Their apparent pas- 
sions for the poor may be nothing more than surface reflections 
of attempts to ot"kn ten~porary security. 

rnL- --...I---:- - I - -  *L-A *L 
a u e  aararysnb anso b u g g e b ~ b  ~niea. meire is major behavioral 

dzference fostered between the iatergeneratiod transmis- 
sion of nonhuman and human capital. Within limits, there is an 
important finkage between hunkan captial and capacity to sup- 
vive in a aaaatral or Hobbesian environment, There seems to  
be no such kinkage between nonhuman capital and survival in 
the jungle, From this it follows that the man who possesses 
human capital is likely to be far Hess concerned about the "in- 
justice" of his own position, Pess concerened about temporking 
measures designed to  shore up apparent Beaks in the social 
system than his counterpart who possesses nonhuman capital, 
If we postulate that the acutal Income-asset distribution 
departs significantly from the proportionate distribution in 
the underlying and exisitng natural equiEbrium, the system of 
claims must be acknowledged to Ire notnriously unstable. The 
idle rich, possessed of nonhuman capital, will tend to  form 
eoaKtions with the poor that are designed primarily to ward 
off retreat toward the Hobbesian jungle. This coaBtion can 
take tho form of the rich acquiescing in and providing defense 
for overt criminal activity on the part sf the poor, or the more 
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explicit form of political exploitation sf the "silent majority", 
the constituency "cat possesses largely human rather than 
non-human capital, 

This description has some empirical content in 19496, Brat 
what can the exploited groups do about i t N a n  the middle 
classes form a coalition with the rich, especially when the lat- 
t e r  are themselves so insecure? Or can they form, instead, 
another coalition with the poor, accepting a promise of strict 
adherence to law in exchange for goodies provided by the 
explicit confiscation of the nonhuman capital of the rich? (Poli- 
tically, this would take the form of confiscatory inheritance 
taxation,) The mythology of the American dream probably 
precludes this route from being taken. The self-made, the 
nsuveau 'gciche, seek to provide their chddren with fortunes 
that  the latter will accept only with guilt, 

All of this suggests that a law-abidiazg impartation becomes 
increasingly difficult to sustain as its structure departs from 
what participants conceive t o  be the natural or Bush-Hobbes 
imputation, defined in some proportlomate sense, If the 
observed imputation, or set of bounded imputations that are 
possible under existing legal-constitutiond rubes, seems to 
bear no relationship a t  all to the natural imputation that men 
accept, breakdown in legal standards is predictable. 

We Start From an Ambigous "Here" 

Where does this leave us in trying to discuss criteria for 
""improvement" in rules, in assignments of rights, the initial 
question that was posed in this paper? I have a rmed  that the 
contractarian or Paretian norm is relevant on the simple prin- 
ciple that "we start from here", But ""her9', the stat168 quo, is 
the  existing set of legal institutions and rules. Hence, how can 
we possibly distinguish genuine contractual changes in "law" 
from those which take place under the motivations discussed 
above? Can we really say which changes are defensible ""ex- 

changes'* from an existing status quo position? This is what I 
was trying to answer, without full staccess, in my paper- in res- 
ponse to Warren J. Samuels~discussion of the Milkr et d. v. 
Schoene case? There I tried to argue that, to the extent that 
existing rights are held to  be subject to continous redefinition 
by the State, no one has an incentive to  organize and to 

:tiate trades or apeements.  This amounts to saying that 
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once the body poLtie b e ~ a s  to get overly concerned about the  
distribution of the pie ucder exisking property-rights asdgn- 
ments and legal rules, once we begin t o  think either about the 
personal gains from law-breaking, privately or publicly, o r  
about the disparities between existing imputations and those 
estimated to  be forthcoming under some ideaEzed anarchy, we 
are necessarily precluding and forestalling the achievement of 
potential structural changes that might increase the size sf the  
pie for az, Too much concern for 6rj~s%ieef'  acts to  insure that 
"powth" will not take place, and for reasons muck more basic 
than the famziar eeonamic incentives arguments, 

In this respect, the early 19W0's seemed a century, not a 
mere decade, away from the early 1968's when, if you recall, 
the rage was a4 for ~ o w t h  and the newfound concern about 
distrihu",on had not yet been invented. At issue here, of 
course, i s  the whole conception of the State, or of coUeetive 
action. 1 am far less sanmixae than 1 oxsee was concerning the 
possible acceptance of a reasonably well-defined constitution- 
al-legal framework. If put to it, could any of us accurately 
describe the real or efketive eowsitution of the United States 
in 89766" Can we explain much sf what we see in terms of con- 
tinumg change in this effective eons~itution wh2e we continue 
to pay Lip service to nominai eonsititutioaral forms.' 

The basic structure of property rights is now threa-teared 
mare seriously than at  any period in &he two-century history 
of the United States. In the paper, 'TThe Samaritan's Ddem- 
ma," noted above, I advanced the hypothesis that we have 
witnessed a general loss sf strategic courage, brought on in 
part by economic affluence, As I think more about a2 this, 
however, I realhe that there is more to it. We may be wit- 
nessing the disintepation 06 our effective constitutiowaB 
rights, regardless of the prattle about ' t he  constitution9ks 
seen by our judicial tyrants from their own visions of the 
entrails of their sacrgicial beasts. I do not know what might be 
done about all this, even by those who recognke what is hap- 
pening. We seem to be left with the question posed a t  the out- 
set. Row do rights re-emerge and come to command respect? 
Mow do ""Hws'keme~ge tksahearry with them general respect 
for their ""lgitirnacy'"? 
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FACTS AND VALUES: 
IS THERE A NATURALISTIC FALLACY? 

Mashe Mroy 

La T ~ o b e  University, Melbourne 

I. Context 

In answer to those philosphers who claim that no relation can be estab- 
lished between ultimate ends or values and the facts of reality, let me 
stress that the fact that livhg entities exist and function necessitates the 
existence of values and of an ultimate value which for any given living 
entity is its own Be. Thus the validation of value judments  is to be 
achieved by reference to the facts of reality. The fact that a living entity 
is, determines what it oxlght to do. So much for the issue of the relation 
h & . w e ~ ~  "is7' lzd " ~ ~ g h t " . '  

In makhg this statement, Ayn Rand has chdlenged a Iong 
established philosophical tradition, a tradition that was start- 
ed with David HumeZ9 ~e in f~ rced  by Kant3, stressed by British 
Analytic philosphy as the prohibition of armments from fact- 
ual premises to normative conclusions4 
alistie fallacy), promoted by Eo@cal positivism as the thesis sf 
ennativism, namely that ""pure9' normative statements have no 
""egnitive" but only "emotive" meaning" a d .  adhered Lo even 
by an apparent non-conformist Kke Popper6 in his "criticd 
dualism of facts and norms". Clearly, the fact that Rand is 
opposed to the whole tradition of the donaha& academic phil- 
osphy concerning a fundsmmental issue of armeta-ethics7 does not 
show that she is mong. As it wjilI be clear shortly3 I will a r e e  
in detaa that she is perfectly right. But it is worth stressing 
that the fact just anuded to explains to a considerable deg-ree 
the resistance of the buk  of academic philosophers to grant 
Objectivism a serious consideration. Many of them find it 
sufficient to claim that Objectivist ethics is "naive'bsinee it 
commits the ""naturahstic fdlaeyVs and $0 concEude from that 
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that it deserves no further scru%bly. 
Since the issue sf the relation between facts and values, or 

the alternative (equivalent) issue of the existence ornsn-exist- 
ence of lodcal entailment relations between factud state- 
ments and so caned ""normative" statements, ha% not been 
discussed in an elaborate manner by either Rand or other 
Objectivist phgosphess, the fundamental disageemeat on this 
matter between Objectivists and most academic phdosphers 
creates a communication barrier. This communicakion barrier 
is dzferent in nature from those which arise due to the highly 
emotionalg?, dmost hystwica4 response of some academic plan- 
osphers to "egoism"', The latter kind sf response indicates that 
no communication is ws~~thwhi~e--since a person tvho does not 
accept that ""emotions are not tools of cannot be 
communicated with. But someone who %m.olds that Rand's 
ethics is f istaken in principle, since it violates .;%.ha% that 
individual considers to be a lo@ca% prhciple, may be shcerely 
mistaken, Beace this paper. 

The purpose of the present paper is to examine the claim 
that Objectivism commits the "naturalistic fallacy" by reflect- 
ing on this alleged falazacy itself, and by analyzing, from the 
poirat of view of the phzosopby of lanmage, the locutisnary 
function of so called ""normative expressions" and 'hormative 
statements. 'Th2e the inteuectual framework for the discus- 
sion is perfectly consistent with Objectivist epistemo%oa (and 
can be dkectly embedded in it), it does not depend on it, aca- 
demically. Rather, I will use, to  a Barge extent, the pknossphy 
of language of an academic philosopher, Yehoshua Bar-HiMel, 
I will use, though, only those aspects of his phgosophy of 
language which are consistent with Objectivism, 

HII. Inference and Context 

$my Emistic actjO--be that a written or spoken utterance-- 
is always performed in a specific context. 

This fact may seem perfectly trivial, But it is not. Its impor- 
tance emerges from the consideration of the fouowing addi- 
tional points, Any human act, including li8nmistic acts, i s  pur- 
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posefu&PIB," The purpose of a linguistic act, is to affect a Iisterner 
in a specific mhazlnner.j2 

Any eonnmunicstion process (isnvolk7ing speech acts by both 
interlocutors) is, therefore, determined by the purposes of 
both interlocutors, one with repeet to the other. The purposes 
may vary--1 may wish to inform you about something, obtain 
your a ~ e e m e n t ~  make you cooperate with me, or even antag- 
onize you. But whatever are my purposes, if 1 use l a n a a g e  t o  
reach them, I have t o  communicate some information to  you!3 

Now, whenever I communciate kformation to you, by 
means of language, I do not state expEcit8y all of it, by means 
of fully spelled out formulations, Rather, 1 rely on the fact that 
our; commurnication takes place in a s p e c ~ i c  eontest,  in order 
50 make my communication as short as possi$le.'" 

Indeed, If I tell you "ham hung~y"  1 do not provide you a 
fully explicit message. Who is hungy?  When is he h u n ~ y ?  
What business of -mine is it? You are to answer these ques- 
tions, usually for yourseK, not on the basis of my stated 
seaatenee but on the basis of the cmtezt. The context tells you 
(by Xookhg at me and identifying me) who is h u n p y ,  what 
"erne it is (by looking a t  a watch) and why you are supposed to 
care (say, because YOU have just invited me to a swirr?, and I 
indicated that a visit to a restaurant beforehand may be 
advisable). 

Thus, the coHaA;extuality of lanpage use implies that  when a 
fact of reality is identzied by sonleone via language, the En- 
guistic formulation is not always (rather, usuauy not) fully 
explicit, Rather it relies, to a large d e p e e ,  on the coaztezt. 
More specifteauy, certain locutions (suela as 'TI", ""now" and 
many others) serve to direct the attention of the Gstener to 
the relevant conterrhual features which have to be taken into 
account in order to complete the reconstruction of the fact you 
identi$. 

The fact that  certain Banpistic locutions are  i d e z i c d - -  
namely that they serve as means of referring to the context as 
a source of specific kinds of relevant imformation--is crucial for 
the understanding of normative formulations. For 1 will 
establish Hater that aD so eaUed ""normative locutions" are 
indexical, and hence that whenever one makes a complete, 
fully explicit paraphrase of sentences expressed by their 
means, they are eliminated in terms of fully descriptive 
locutions. But before reaching this point let us  observe that 
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this faet aifeets very seriously the issue of hference relations 
between sente~lces. 
#I. I am hunpy .  

Hence, E am h u n g y ,  

#2. Moshe Kroy is Biungy at 2 a.m. 28/13/75. 
Hence, 1 am hungpy. 

At first inspection, you will accept #I as valiti, #2 as hvagd. 
But this is due to Back of sufficient attention, AetudIy, if the 
premise of #I is ~ a d e  before dinner, by John Doe, and its 
conclusion is uttered after dinner, the agument is no longer 
valid. On the other hand, if #2 is uttered by me, Moshe Kroy, 
at 2 2%.m. 28/8/75, #2 is perfectly valid. Clearly, under these 
eheumstances, the premise of #I idsntifjes a different faet 
from the one identified by its conclusion, while both premise 
and conclusion sf 882 identify the same fact. 

Thus, the use sf hdsxical expressions (such as ""I' and ""am9' 
--w-hich refers to stake of existence at the present tkxg, the 
time of utterance, that is) impGes that the issue of the vaEdity 
or jinvalidrity sf arw~xents  cannot be decided just by reference 
to the seneieaces they involve. An arg-kament is vaKd only7 if its 
premises identify the same facts of reality as its conclusion, 
But the indentzication of a fact of reality by a use of sentences 
in utterances is always eon textual^ Hence, the evaluation of 
validity or invafidi~y of arguments stated in EngEsh (or any 
other natural laneage) requires taking colatext into account. 

This fact, in itself, suffices to cast considerable doubt on the 
position sf those who hold the doctrhe that '~"nsrmative state- 
ments" cannot be inferred from '"descriptive statements". The 
point 6s that the demarcation between "normative9' and ""des- 
criptive" statements is drawn by reference to a linguhtic 
criteria. Normative statements are those which hvolve, in 
formulation, limutions such 8s "valuev9, "ought", 
""permitted", etc., and descriptive statements are those which 
do not. But since entagmentit, or won-entailment, depends not 
on sentences as suck but on the facts which these sentences 
serve to identify, and these facts are always identzied by 
sentences in specsic eontesto, it fs11ows that it is impos&ble to 
say anythisag in general about entailment, or non-entailment, 
bet~veen sentences as such, w i t h a t  reference to the specsic 
contex"iin which they are used. Even ad%, which seems to "xd ean 
obvious ease of an immediately valid hference, is not always 
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valid. I t  is valid only when both premise and conclusion are 
uttered by the same speaker, and when the speaker did not 
eat between the act of uttering the premise and the act of 
uttering the conclusion, 

Thus, whoever claims that no arwment with factual 
premises and normative conclusions is vaEd tries to do the 
impossible: to make a general claim about hference relations 
between sentences, without takhg into account the emtez t s  
in which they are used. Hence such a position is stronly 
suspect to begin with, and its advocate is faced with the task 
sf justifying it. As a martLer of historical fact, there has mot 
been a single armment in favor of the claim that normative 
statements do not follow kom descriptive statements. This 
cEah has always been maintained dopatically--as if it were 
self-evident, which it obviously is not, So even without a 
detaned analysis of the use of normative expressions, the 
rather f rapentary  discussion of phdosophy of language pro- 
vided thus far invalidates the position of those upholding the 
naturalistic fallacy to a considerable deqee.  But only a 
complete analysis of these expressions wdl suffice to show it 
completely wrong, 

IV. Normative E ~ u t i o n s  

Consider diillooe 83, 

Cb9. John: I am very tired. 
Mother: You should go to  sleep. 

This is a perfectly natural, perfectly everyday life kind of 
didowe. It  exhibits the use sf the "normative 1mution9' 
shouu. What is the context for this use? 

The context, clearly, is established in p a d  by Johpa9s prior 
utterance and, also, by a knowledge basis common to both 
John and Mother. John inrforms Mother he is tired. Mother 
assumes she and John agyee that no one w m t s  to be tked. 
Hence she suggests to him the relevant meam to achieve his 
impfied end--the end of becoming, once again, fresh and 
widely awake: sleep. 

Observe that John could reply with #4, 
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#4. 1 enjoy being tked--and I enjoy it all the more so the more tired I am. 

#4 is odd--since it is either a joke, or a reflection of some 
khd  of aberration on the side of John. But it cancels the rele- 
vance of Mother's reply. Mother, if she really respects John's 
individuaGty, would t h e  reply with something like #6. 

#6. So don't go to sleep. Stay awake. Want some strong coffee? (Or, if 
she i s  a paternalistic authoritarian, would say #B.) 

#6. You should go to sleep all the same since I want that you will be re- 
freshed. 

In either case, the purpose of ""should9' is to indicate a rele- 
vant means to some end. The end is usually not speczied: it is 
@en (or assumed to be $iven) by context, When the assumed 
end is explicityly withdrawn, or denied, the ""sould" state- 
ment loses all its force. 

Thus, in the context where person A assumes person B to 
desire the end E, and where A takes M to be a relevant means 
to E (or better, the best means for achieving E, or sometimes 
the only means avanable for brindng about E), A may 
communicate this assumption to B by sayiwg: ""You should do 
M"--abbreviating thereby the much longer "You want to 
achieve end E, and M is the only (or best ) means to realbe EN. 

The word ""shou19* is then an hdexical word. It is used in 
order to refer to a speczie feature of contextually shared 
knowledge: the aim (or aims) of the person to whom one add- 
resses the ""shou%d" (who may be oneself). 

Accordingly a ""sosuB9' statement is true provided both the 
hllowing conditions are satisfied: 
i. The person to whom the "should9' statement is addressed 
wants to achieve the end which the speaker assumes that 
person wants to achieve. 
ii0 The arelion which is recommended by the use of ""sould" is 
the only means, or best means, to achieve this end, 

Thus one can object to a ""skould" statement on either of two 
grounds: 
a. One dms not have the aim the other assumes one has. 
b, One knows of better means of achievhg it--or has reason to 
suspect the recommended means t o  be irrelevant, or even 
damaang from the point of view of one's own aims, 
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Observe, nEoresxjer, that  in view of i, and ii, the fouowing 
a r p m e a t  is valid, provided that its premises and conelusion 
;rare stated by the same speaker, eon~eeuti%~ely, 

87. You. want to become Presidenz sf the U.S. The only way to beconle 
President of tlre U,S, is to promise to  the voters reduction of "cxa- 
lion and giivernment spending. Hence, yon should promise to your 
voters reduction o i  taxa~ion and governsneiat expenses. 

#$, however, violates sipfctures subscribed t o  by those who 
uphoBd the ""naturalistie fauaey" claim. I t  infers a ""soula%" con- 
a:lusion from factual p r e ~ ~ s e s .  Therefore it is b~vaKd according 
to their doctrine. Bnt obviously it is valid, And the fact of its 
%ral%di"cy refutes the doctrine, 

Now, on what grgauds can someone ascribe a g v e n  goal to 
another? This isslae, of the greatest importance to ms rd  philo- 
sophy, is totally krelevant in the present context. Rand holds 
that one person1 can address "shssrlds" to another on the basis 
of the principle %sf %on-cor~t~die fz 'on~ as sppEed to &hat per- 
son's system of goals. None can consistently hold a god- 
system which hcludes one's own death--since one's death will 
make the realbation of that person's other goals impossible. 
This, however, has no relevanee here, even admitting its 
t ru th  fully, since .a-hat I wish to show is that ""s~uld '~  state- 
mnents are inderaieal, that they refer to  ran assumed god;  I do 
not aam here to  get hvoHved in the moral issue of the pounds  
on which one is entitled to attribute to another goals (or even 
to recomnhend goals lo another), 

The analysis of ""shoufd" statements, however, is not 
restricted to these particular brand of "normative state- 
ments"'. Consider d8. 

#8* John: I have promised Aunt Bertha to visit her today. 
Mother: So you ought to go and visit her. 

This discussion, when its context is brought fully to light, 
dlnminates the nature of "oughtv' statements. An "ought" 
statement is true if it follows a pamise  (or more strongly a 
contractual csmsaitment), By promising, you mnake your 
intention to  act in a speesic manner (usuauy deskable from 
the poilgt of view of your kterlmutor) known t o  your inter- 
locutor. The concept of ""ougM"'--which expresses an obkiga- 
tion--is usable in a context sf suck a prsn~ise, Each and every 
"ought '~e r ives  from a promise, To say $0 A that he ought to 
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do something is to refer to a past promise he made. 
This, h itself, has nothing to do with the Objectivist analy- 

sis of the reasons why one shsuM keep promises. These 
reasons, which pertain to one" own Me as an ultimate god 
(one which is requked by the principle of non-contradietiorn) 
and relate to one's speczic nature as a rational animal with a 
volitional ~onsciousness'~, point out that keephg promises is a 
means requked by this goal. But even 8, per impossible, these 
reasons would not exist, it would still be true that what one 
ought to do is what one promised to do--simply due to the eon- 
textual nature and meanhg of the word "ought"--which refers 
to an act of promising. But such ""thought ezrperhents 'kan~ot 
reaUy be made--they assume something requking demonstsa- 
tion, namely the andytic-synthetic diehstomy.16 

Consider now #9. 

W9. John: Mr. X tried to kill me, pretending that he was my defender. 
George: I t  is totany permissible for you to take severe retaEatory 
actions against Mr. X. 

Clearly, the "permissible" here is, as the ""slaaldd" and "ought" 
before, contextual. I t  means, when explicitly elaborated, that 
LL  _ Lne action considered is consistent with the totality of John's 
goals (values). Thus you can oppose a ""prmissibility" claim by 
bdicathg a goal of yours which w2l be viobted by carrying 
out the ""germis~ible'~ action. But in any ease, the issue is 
faetud. Both "permissible" and "ought", just as ""soulald", 
refute the doctrine of the naturaEstic faUacy. It  is not fdla- 
cbus to a rme  as in either BO or in 11: 
W10. I prodsed John to visit him tdw. 

Hence, I ought to visit him today. 
# l a .  I do not mind whether the eat will Eve or not. 

Hence, it is perdssible for me to kill the cat, provMed P have w t h -  
ing better to do. 

Both $dB0 and #I1 commit the "naturaEstic fallacy9". Their vd- 
idity shows, therefore, that it is not a fallacy. 

Consider, finally, the most Irmportant word--that of value. 

#12. A good ear is a great value. 

Under what conditions can #I2 be assegted to true? Clearly, 
when the person to whom you t a k  is assumed to wish to be 
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capable of easy, convenient, and swZt locomotion, and that it 
is very important for his further aims to possess one. Thus, 
the concept of vabe serves as an hdexical concept to refer to 
what a person wants. The preference of one value over 
another is the preference of one wish or deske over another. 
The objectivity of the Objectivist ethics folllows from the fact 
that it managed to formulate consistency criteria to demarcate 
consistent from inconsistent value systems. But this success 
depends on the previous seaKzation that a vdue is what some- 
body wants to achieve and/or mahtain!' 

So, sentences formulated by means of locutions such as 
""sould", "ought", ""prmitted'99 "value" identgy facts. They 
dgfer from more stdghtforward "factual" formuBations only in 
the fact that they involve idexicad ezmessioazs--expressions 
which refer directly to the context of communication: to the 
purposes of one's interlocuter, to that person's prior actions, 
etc, But this dzference is not fundamental: any sentence 
which involves personal pronouns, tenses, etc., presupposes 
context in the same fashion, and to the same depee. Conse- 
quentlygr, the truth or faEsty of "normative" hrmulations, as 
t h a h f  any other formulation, depends on nothharg else but the 
facts. SpecSicaUy on the fact that human beings act for a pur- 
pose, and that their actions are directed by their knowledge of 
the means required by the achievement of @ven purposes-- 
and on the additional fact that one cannot act in order to 
achieve inconsistent goals and be successful, since contradic- 
tions do not exist.'$ 

V. Summary 

A c a d e ~ c  philosophers, by and large, hold the principle that 
"ought" statements do not follow from ""is ""statements, They 
labell inferences from ""dscriptive premises'2o "normative 
conclusions" cases of the 'haturaKstic fallacys9. 

This conception foPBows from ignoring the fact that entail- 
ment relhions never hold between sentences as suck but bet- 
ween sentences as used in spec* contexts--in v a u e  of the 
fact that all use of lanmage is contextual. 

Therefore, it is impossible to state either principles of hfer- 
ence as principles of won-hference by reference to the I h a i s -  
tic structure of sentences alone. 
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Moreover, a3 '6n~ol.malive lwu&iorms""--specifi~a1l.~ 6'sho~~jd' '9 
L~ermissi$he" and ""va"beae9'--here s-xaaained (the resr, 

being Heft as an exercise readers might want to carry out) 
were found to be i?dezicaL erpressi~ns. They all serve to 
direct the a"Gtenticon sf the hearer to some eontextua% infor~ia#- 
tion--which completes the hformatio11 explicitly copkkah~ed in 
the sentence--in order to identify the fact to  which the uzter- 
anee of the sentence refers, 

So, the only way in which one can use rationaUg normative 
bcutions (namely, either assert statements by means sf them 
or deny statements thus asserted) is by p a h t i ~ g  O U ~  relevant 
fmks. It is not only permissible to derive ""ought" from "is", 
There is no lather way, 

'Ayn Rand, me E e u e  of Selkhness {New York: Signet* I%$), p, 3.7- 
2The usual source given by Emistorians of ghnnsophy is David Hurne* A 

Reatise 0fHum.n Natur~e (Guden City, N, "% .: Dolphin Books, 9961), p. 423. 
FOP one speczic relierenee to Rume as the source of this tradition see J. 
Hint&ka, Modekfor MoWities (Dor-rdrecht: Hihrzd: '6). Reidel, 1%9), p, 21% 

"his in Rant is reflected in his stress that "theoretied reason" and "'prac- 
tical reason" a a s t o t d y  sepmate, and in his stress that apapl, from '"hypothe- 
tical imperatives'%hieh are means-end imperatives, there is a ""eal;gsrical 
imperative" which states n "&odd'" which has no ulterior purpose, as well ss 
in his metaphysicd separation of reality into two wor1ds:seen but unreal 
(phenomena) and unseen but r e d  (noumenaj, where Bcts concern phe~omersa 
but imperatives concern man as a "noumerna" since they assume that man is 
free while as a phenomena be isUobvicsusBy" de tea~nis t i e .  Cf., I, Kant, C d i -  
que of P~wt icd  R e a m  (Indianapolis, Ind.: Lihseral Arts Press, 99561, 
e;Pou&~iiork of the d"vi~iapkg~ks orJrXwr& (New York: Harper Torchbmks, 
19&i0 
Tf., A. 6.  Graham, Eke P ~ o b k m  of V ' u e  (London: Butchison Univer- 

sity Press, l%l), especidly pp, 15-19. 
5Cf., Charles L. Stevenson, "The Emotive Meaning of Ethical Terms" in 

A. J. Ayer (eel.) Logii@d Po&pivGm (New York: The Free Press, 1959), pp. 
264-281. 

6KarI Popper, The Ope% S o k i y  and i t s  Enemf#s (%ondon".outledge i% 
Regan Paul, 19451, Vol. I, pp. 60-61, 234-5, Chapter 5, Sec. HII, pmsirn. 

The term "'meta-ethics" ususally refers to  the study of tho meaning, func- 
tion, and logical relations of etlaical statements--as against the study of actual 
principles of ethics. Objectivism does not accept this dichotomy (which 
reflects the analfiic-synthetic dichotomy, actudiy, althotlgh 1 will not here 
demonstrate this). 1 m&e use of the term since academic phnosophess by 
and large assume that meta-ethics precedes ethics arrd the Objectivism is to  
be ruled out an preii&ary, "aneta-ethicaj" grounds. 

8Ayn Rand, For  the New In tegec td  (New York: Signet, I96%), pa 55. 
9 ~ .  Bar-HiUei, Aspects of Langmge (Jerusalem: Magxless press, 194%)), 

esp., Chapters 5,7,IO, 16, 4$,21,24, md 3%* and my "Bar-Eaei, Generative 
Semantics and Generative Prapnatics" Letgiqt~ti: et AW"yzel 65-66 (19741, p. 
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3-60. 1 no longer fully adhere to the views expressed in this paper, having 
written it prior to  my understmding of Objectivism. 

'OThe term  isti tic act" or "speech act" is from the J. L. Austin tradition 
and has been stressed particulaly by 9. Searle in "'What is a Speech Act?" in 
J. Searle (ed.) The Phibsaphy ofLangzkage (New Uork: Oxford University 
Press, 1971), Chapter TII. 

l 'This obviously excludes pure reflex action which is iffrelevant here. 
12Cf., H. P. Grice, 'Weaning" in D. D. Steinberg & E. A. Jakobovits (eds.) 

Semantics (Cambridge: Cambridge University Press, 1971), pp. 53-60. 
13Cf., my "Logic, Language and Formaihation" Logigue e t  A d y z e  67-68 

('1974). Again, I no longer adhere to most of the points made in this paper. 
146f., note 13, 
15Cf., Ayn Rand, Atlas Shmgged (New York: Signet, 119571, p. 939. 
16For a discussion of the invalidity of this philosophical idea see Leonard 

Pe&off, '"The Analytic-Synthetic Dichotomy" The 0bjectic.iSt Val, 6 (1967), 
Nos. 5-9. 

170p. cit., Rand, The Vi&ue of Selfishness, Chapter 1. 
1 8 0 ~ .  sit., Rand, A t h  Shmgged, p. 315. 
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GOVERNMENT AND THE GOVERNED 

Douglas J. Den Uyl 

Law rewe& i t s ey  as smething seg-contratEictow, OR the one it 
chims to  be somethbg e s s e n t d y  good or rzobk: it b the kt0 that saws  
the cities and everything eke .  h, the other h a d ,  the law pre$ers,i.s itself 
as the c o m o n  op'azioaz or d e ~ s i o n  of the city, i e . ,  of the m.u&tifw$e of 
citizens. As  such it is by no m e w  e s s e . n t ~ i g  good or noblee It 7aay ?)e?y 
wekl be the w o ~ k  of folly a d  bageness. There ,is certaiipidy no .i-emwra to 
erssume that the m k e m  of h w s  are as a mle wiser tbaa "go'ar. and P"$ 
why, then, 8houM "gou and P" submit to the& decisions? The mere jacd 
that the  s m e  laws which were sokmnky e w t e d  by  the city are repeded 
by the same city w'th e g d  eokrn~iaity woved seem to show the do?~bt&iP 
charmter of the wbdom that went into their making. The questio??,, 
then, is  whether the claim of the law to be something good or noble can 
be simply dismissed dldi dtogether unfouazded or whether it eontais aa 
ebment  of truth. (Leo Slrauss, Natgrd Right and Histoq,  p, BQL .) 

There is a gsoup of men and women on the political scene 
today who are generally characterked as a g o u p  which 
bdieves in a more (or less absolute adherenee to human righbs 
%rid (perhaps therefore) to  Bberty. Our purpose here will not 
be to speU out the meaning of ""rights" or "liberty" but merely 
to b e ~ n  by a s s u ~ n g  that whatever such terms mean these 
two concepts constitute the basic political ends for this group 
of political thinkers: Those who adhere to  this position and 
who beEeve in the necessity of government (some do not) 
found their political science in the concept of a, "Emmited gov- 
ernment", It is with this psfitical s c i e ~ c e  that we shall pses- 
eatly be concerned. 

In t h e  following consideration we shall seek t o  indicate 
reasons for the following t v ~ s  positbsns: 
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I. That a p~sition which dictates absolute adherence to human rights, 
liberty, and limited gover~nment is rnot inherently committed to any par- 
ticular form of limited governmerit. A c o m ~ t m e n t  to a "'limited govern- 
ment" means a c o m ~ t m e n " c o  a government whose powers are enumer- 
ated and in which such enuaneration is corssrstxent with or seeks to secure 
human rights and which does not violate these rights. This meaning of 
government, however, does not dictate any particualr form of govern- 
ment. 

11. That it is not inconsistenad -+vith a position s e e k i ~ g  to secure con~plete 
social liberty by the mai?stenance of human rights to argue that  mela 
need, in some sense, to be governed where being governed means 
something distinct from haking an instiiulion which merely establishes 
rights, judges violations of rights, and in which the ci t iens enjoy rights. 

To my knowledge, this new p o u p  of political thinkers (some 
of whom call themselves "Eber&arians9') have never taken up a 
principled discussion of questions dictated by the nature of the 
discipline of political science This is a serious defect in their 
position, but it is probably a defect which stems from a gener- 
al confusion about the nature of government and of poEtical 
science? Thus, part of our purpose here is to  offer some indi- 
cation as to what some of the issues are which might have 
been ignored with respect to the purpose, nature and fuwc- 
tioning of government, 

In indicating reasons for the validity of the two positions 
above. we shall be utiEzing a somewhat unorthodox method- 
ology. Instead of directly a r ~ i n g  for the two positions we 
shall provide a summary of a debate by a certain group of men 
who argued about government. We shall conc8ude by indieat- 
ing what in the summarized debate of these men points ts the 
validity of our two positions. The debate we shall be summar- 
izing (on some issues only) was the debate carried on by our 
Founding Fathers in the constitutional convention and with 
the Anti-federaEsts.4 Even though the debate took place in 
the past, the inkerpretation of that  debate to  be offered here is 
abstracted to such a level that one might view the issues dis- 
cussed in the debate in an a-historical way. In other words, 
the purpose of summarking the debate a t  all is to a t  least 
implicitly claim that the kinds of questions the Founding 
Fathers raised are the kinds of questions we must also raise 
when thinking about government, I believe the consitukional 
debate indicates the kind of dialectic which ought to be 
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engaged in when considering questions of the form of 
government. In our discussion below we shall assume (as is 
largely conceded) that, BBe "ie libertarians sf today, the 
prime purpose or end of those libertarians of the past (the 
Founding Fathers) was to secure rights and promote liberty: 

During the constitutioaaal debates the dialogde among the 
Founding Fathers centered around the three branches of the 
government they were designing. We shall thus begn  by dis- 
cussing some relevant issues which were raised in connection 
with each branch. 

The first branch with which we shall be concerned is the 
legislative branch. There viere basically two key questions 
which concerned the founders in this area: 1.) how democratic 
should the legislature be, and 2.) as a corouary, what should 
the mode of represenbation be like. 

Numerous views were expressed on both of these points. 
James Wgson. for example. takes a general position which is 
indicative of the kind of view a large state representative 
might have and which is also indicative sf a more democratic 
bias as  opposed to  a more aristocratic position. Wason makes 
these three points: 1.) at  least part of the l e ~ s l a t u r e  should be 
immediately gounded in the people, 2.) government ought to 
rise t o  a fairly high peak, and 3,)  popular election is the best 
way to reduce the influence of the states? The small states, of 
course, Jvere for havhg the states determine who the repre- 
sentatives were and in such a manner that the large states 
would not have an advantage over them. Thus the Vhgnia 
Plan, which opted for proportional representation, was being 
combatted by small states who recognhed that this form of 
representation would ,give the large states a majority in 
C o n ~ e s s .  

Yet the issue which concerns us here is not the large state/ 
small state controversy as suck but rather the meaning behind 
the various forms of representation. The Vir@nia Plan, for 
example, proposed two houses the first sf which was to be 
elected by the people and the second to be elected by the first. 
Those who wanted the first house elected by the people felt it 
was necessary nn order t s  give the government durabaity. 
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Without concurrence in and respect for gove~nment by the  
people, dnasabgity could not be maintained? On the other 
hand, there were those like Gerry who feared the excesses of 
democracy and thought the people easdy duped by ""pretended 
patriots"? More aristocratic measures were thus needed. 
There were still others who felt that a t  least the Iower house 
should be very close and representative of the whole people. 
Despite these differences, most eventuahly did a p e e  that  the  
first house should be popularly elected. The house of repre- 
sentatives, the, became a Iargefy democratic body, 1.) for 
reasons of durability, and 2.) because it was felt that the  
government's purpose was to serve the people. The Founding 
Fathers felt that the people must certainly have some assur- 
ance that their rights and liberty will not be abused by those 
in power which could only be secured by a democratic branch 
of the legislature. 

Yet: the debate over how democratic the house should be 
continued when the question of tenure of the office holder was 
taken up. Some felt that the term should be only one year and 
reasoned that if this were not the case then the representatives 
would be too far removed from the people. Bthers wanted 
longer terms because they feared that if the representad-ivas 
were too close to the poeple they would be subject t o  the 
passions of the people and lose their ability for detached and 
objective judgement? Without detachment of some sort the 
mere will of the people could be exerted eo the detriment sf 
the country and ultimately to liberty itself. A two year term 
was finally settled upon as a mean between these two views 
and in order to incorporate the validity of both views. 

The debate over the extent to which democratic principle 
should be employed became particularly acute with respect t o  
the senate. Randolph felt that the senate must be exempt 
from the "passionate proceedings to which numerous assem- 
blies are liable". He sums up his position by saying: 

. . .The general object was to provide a cure for the evils under whieh 
the U.S. labored; that in tracing these evils to their origins every man 
had found it in the turbulence and follies of democracy: that some cheek 
therefore was to be sought against this tendency of our Governments; 
and that a gmd Senate seemed most &elg to answer the purpose." 

But Randolph's plan (the Vkginia Plan) called for having the 
senate ejected by the house. As such it xvas recognhed by 
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Mason and Sherman that this second branch would be depend- 
ent on the first and thus no real check a t  all." It is clear from 
reading the debates that whde there were disapeements as to 
how t o  secure the senate's independence, most did a p e e  that  
the senate should be a body which would check the excesses of 
democracy. 

Checking the excesses of democracy was not merely a mat- 
ter  of rnslking the senate an independent body but also the 
Founding Fathers were concerned with the kind of men that 
were to  compose the senate. There were roughliy two views on 
this matter which might be termed the Madisonian view and 
the Aristocratic view. The latter view hald that in order to 
check the excesses of demoesacy (spec8ically with regard to  a 
violation of property rights by the poor) what was needed in 
the senate were men of merit and property because such men 
would have an inherent interest in checking the popular pas- 
sion of envy, The way ts secure this would be by long terms 
and election of senators by other than popular means, i.e., 
m e m s  likely to assure that s~zch men would get in office. The 
Madisonian view is somewhat different:' Madison a r p e s  that 
as t h e  country grows there will be competition for Bmited 
resources and thereby factions, The problem of republican 
government is that the poor can rather easily gain pofitical 
power and with a majority use it to  thwart rights (again pri- 
mar2y property rights). Madison's solution was basically to 
utilize large districts rather than small, all of which would be 
interrelated by a universally applicable system of law. This 
was Madison's notion of an "extended republic" which gener- 
ally was in con-c~ast t o  the more or less locaBsti6: attitudes of 
the time. In the case of the Rouse, large districts would insure 
that representatives would be elected who are not the pawns 
of special interests or causes. This would be so because a large 
district is unl&ely tto contain a special i n t e r e s h r  view and 
that such a district will. contain a crsss-section of status and 
belief. In the case of the senate, an extended republic would 
insure that whether the senators were elected by the national 
or s ta te  legislatures the outcome is likely to  be that men of 
meriL property, and reputation would be chosen. Only such 
men have the means and ability to distinguish themselves to a. 
point where they are likely to be considered for senatorial 
pros it ion^.'^ It should be noted, however, that Madison also 
recognkes the vaBdity of some aspects of the Aristocratic 
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position but asserts that we cannot d e p e d  upon a searpch for 
vktuoeas men per se. 

In -&is very brief diseussion we have seen that the deba,ees 
over the IegPisliative branch concerned finding a way in ~ i h i c h  
the best elements of democracy could be instHtaated while at 
the same time checking the defects of democracy. As Wilson's 
second point indicates, it was felt that by raising government 
to ""peaks" the best checks against the excesses of democracy 
eould be estabfished. 

Generally the Founding Fathers saw the need for an execu- 
tive to  be threefold: Ljto have some focal point of ieesponsiba- 
ity in executing the laws, 2.) to have a leader of the people, 
and 3.) to have a symbol of the nation parlieularly with respect 
to foreign pcs~ers.~?t was also Pelt by many of the founders 
tha"ithe executive must be a strong one for two reasons, 1, j in 
a large republic execution of the laws means that the execu- 
tive's influence and abi%ity to  command respect requkes a 
good deal of power, and 2 . )  no foreigrl nation will respect the 
word or office of a nation which does not have a elearly recog- 
nkable and iauthgsrative leader (Banl-xailton emphasized this 
position the most). 

The first concern Q$ the F e u n d i ~ g  Fathers was to consider 
whether an executive was consistent with the ""gnius of the 
peopleys, brat this question did no"Ldetain them Bong. The basic 
issue of the debate consisted in answering the question of how 
close or far away should the executive be from monarchy, 
Some, such as Sherman, felt that %he executive should do no 
more than carry out the will of the people as expressed by the 
l e ~ s l a t u r e .  Others, like Hamaton, wanted a very strong and 
independent executive. Most sf the Founding Fathers fell 
somewhere in between the Hamgton and Sherman position 
though leaned more to  the Barnilton side. Yet all feared to 
some extent the possibifity that the office of the executive 
might be a vehicle to  tyrany. Thus Randolph, for example, 
proposed having a three man executive. However, it was also 
felt that unity in the executive was necessary for efficiency 
and responsibility, A three maw executive would be subject to 
disputes and disharmoni5and was therefore rejected. Most of 
the discussion on the executive, though, did not center around 
these questions. Instead, the debates centered around the 
mode of election of the executive. 

In order to secure the right kired of exerdtive, i,e., a man oE 
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merit capable of gaining the confidence of the people, it was 
felt that  the mode of election was important. Some a r g e d  
that state legislatures should choose the executive while other 
felt that  the national legistlaeure (either house or senate) 
should do so, Eventually these views were rejected on the 
g ~ o u n d s  that the executive must be a separate branch and not 
dependent on any other or the states. Another alternative, 
proposed by Wilson, was to have the executive elected by the 
people. Yet some argued with Gerry that, ""Le people are 
uninformed, and would be misled by a few designing men'?' 
The kind of man needed as a leader of the country was a man 
of the  best quality, The people are likely to elect a man who 
appeals to their passions or are likely to  pick the wrong man 
because of their inabiHn'ty to secure adequate or complete 
information, Moreover, i t  was felt that  the executive must be 
free from all political obligations in order that his in tepi ty  be 
assured. None of the methods thus far could really assure this 
last point. 

The above account points to two essential problems the 
founders mere faced with: I.) since the executive was to be a 
leader of the people and needed their confidence, his election 
must in some way be tied to  the people, and 2.) but in order to 
assure in tea i ty  in the office of the executive that office must 
be free from the promotion of demagoguery and the dispensing 
oh" political favors stemming from pohtical obEgations, The 
final solution to these problems was the electoral college." We 
cannot go into a%% the eompHexities of the electoral college 
here. We can, however, point out the following: since each 
state was independently in charge of selecting the electors to 
the college, the Founding Fathers brought the executive close 
to the  people without sacrificing the intep-sity of the office. 
Moreover, by having the electoral college convene only for the 
purpose of electing the president and by not allowing the 
electors to be political office holders, the presidency was 
virtually free of psfitical obligations, And furthermore, by 
relying on electors rather than the people themselves, it was 
more likely that men of character would be put in office. In 
short, the Founding Fathers wanted the institutional symbol 
of America to be as unsoiled as possible. 

There was one other major matter the founders considered 
in their  debate over the executive --  the matter of in some 
sense cornbizling the executive and judiciary:8Ba8ance of pow- 
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er  was a key corncern here as was competent law making. 
Mtidissn felt that the executive was naturdky weak in a 
r e p ~ b l i ~ ,  Indeed, it is almost impossible to make another 
branchor combination of won-legslative branches as powerful 
(and therefore a fuU check to) the le~slatarre. Moreover, 
Madison thought that by using the judiciary as a kind of 
council the wisdom of the judges would insure good laws and 
add weight rend respectibaity to the executive. Separdion 
would be ma,intained, according to Madison, by enumerating 
exactly how the executive m d  judiciary would come together. 
The: opponents of this proposal, such as Gerry and Martin, 
argued that, 1.) to expand "ie executive with the judiciary 
wocld only weaken judicial stren@h and reputation, 2,) it 
seemed to  Gerry and Martin that whaal. Madison wanted (i.e., 
competent law making) could be best accomplished by 
separation, and 3.) there is saga necessary reason to  belleve 
that the judge's wisdosz?, is any g e a t e r  than the le@slature9s. 
Martin SCHIS this up welg when he states: 

A howledge of manEnd .cannot be presumed to belong in a hkhe?~  
degree to the Jlrdgps than to the Ledslstnre. As to the ConstitutionaEty 
of laws, that point will coaa~e before Judges in their proper official chas- 
actel-, In this character they; have a negative on: the laws. Join them with 
the Executive in the Revision and they will, have s doubHe negative. It is 
gecessary that the Supreme Judiciary should have the confidence of the 
people, This wLLt amn be lost, if they are employed in the task of remon- 
strzt;sig against poprrlar measurss of the Leg~la tu re . '~  

As it turs~ed out, the basic MartiniGerry view was upheld, 
and El seems to me fortunate that it was. The impartidity and 
objectivity of the judges would have been much harder to 
secure if h1adison9s position bad beeat estabEshed. Gerry was 
right) it seems to  me, to fear the making of "udges into states- 
men' Furthermore, as Strong puts it, '%he power of making 
ought to be kept distinct from that of expounding. the  laws, 
No naaxim was better established. The Judges in exercising 
the function of wpositors might be influenced by the par$ they 
had taken, in framing the 

Other than the preceeding questions concerning the judges, 
&he Founding Fathers spent little time on the Supreme Court 
relatisre to  the time spent on the other bran~hes .~ '  Yet  the 
Supreme Court remains on of the most fascinating and impor- 
Laat branches of the United States government. As such, 
some aceeunt of ~t must be dlrew, ha this connection 1 espee- 
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iaUy 1ik.e Eidelberg's interpretation '* and that which follows 
\ d l  be an exposition of some of Eidelberg's 

As we learned in part from the above, the Founding Fathers 
finally estabfished that there must be a distinction between 
those who make the laws and those who judge them, i.e., 
those who ~nake  laws ought not to be the final judge of their 
constieationality, i4nothe~ distinction also arises in this con- 
text  and that is the dist%nction b e h e e n  rejection of laws 
because of their ccowstita-ztionality and rejection because the 
laws are unwise. Since the first distinction above was main- 
tained, the former part sf this last diskkction was generally 
sought. Despite this, it is unEkely, according to Eidelberg, 
that  a plainly unjust law would be ineri~uted because the 
Goua-t would interpret the constitutio~a in a way which would 
reject the unjust law. 

If the judiciary is not combined w i ~ h  the executive, it will be 
more difffcult for judges to stop the operation of improper 
Haws- Moreover, separation from the executive meant that the 
court would be reHata.-.ely the weakest branch of government, 

a . . *  fFL."- - , . - -A d-L + 4-L, ,,,.,+ ,,7r\r.lra -A+ nunwnsort q m - n  n a ~ ~ ~ n r i ; ~  
1 8 1 J 5  I I L E ~ I E ~  b i l a ~  e l la  LUUA c w uusu i r v b  GAGA us= j u d l b a s l l  i tz v ;p. vv 

:'v'ithoui, seE-restraint, for a constant exercise of judicial 
revie117 would initiate the wrath of the other branches and/or 
make eacMecision lhe court rendered that much less force- 
ful and significant, Thus, by maksng the court a fully separate 
branch of government, the orientation sf the court shifted 
fram an emphasis on the exereixe of its wiU to the exercise of 
its 24dgemea;;t. In other words, the court was meant to be a 
body concerned with proper judgement rmore thara anything 
e k e ,  

The Constitution was to be considered the supreme law of 
the brad, i.e,, the fundamental law or the law of last resort. 
Each time the CouA expounds the Constitution it confirms the 
permanent nature of this law and invites us do consider the 
founder's inten&ions." Yet how can any p o u p  of men be 
entrusted with the job of reviewing the  laws? The basic 
answer is that the Court has no material power and thus no 
immediate interests. A decision one way or another on a case 
is not likely "c increase their personal fortune nor give the 
judges any  ore actual power than has been enumerated to 
them. To preserve the Constitution as a permanent body of 
law i s  the only theoretical justgication for investing the judges 
with permanent tenure. Moreover, the permanency of the 
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law, I.) is not likely to promote judges who want radical 
changes, and 2.) is likely to  promote an attitude in the judges 
which is concerned for the pubfic interest, i.e., that which 
fully reflects the truth about the nature of the good for society 
(as fundamentally dictated by the Constitution) and a 
discerned judgement as to whether a law maintains that good. 

If it seems to some (as myself) that the present Court (or 
recent history of it) has not lived up to these ideals then this 
may be attributed to the fact that the Court is often involved 
in what Eidelberg calls ""ceative interpretation7". This inter- 
pretive power is that which most fully influences our Eves for 
better or worse. Yet if one's position toward the Court is that  
the Court has presently eased its interpretive power t o  the 
detriment of society, then I would suggest that one look to  
more cultural infl~~ences (re.$., phdosophy, or the terms of 
dominant ideolog.ies, etc.) than to the removal of the Court's 
interpretive ability as the corrective measure. Even if i t  were 
possible to completely stamp out ""creative interpretation"', 
which it is not, it would not be desirable to  do so. The Court 
must be permitted to have enough flexibibty to deal sffective- 
By with changing implications of rights and so~ial  cbcum- 
stancesOz5 Without this interpretive abgity the CouI-t would 
soon degenerate into an archaic body. 

In short, my vision of the judicial branch is one which views 
this branch as the main protectorate of objectivity, I t  is t rue  
that this objectivity is more of a legal than a ph2osophic 
nature, but in a world without the philospher king Pegal 
objectivity is normally that which is most desirable and neces- 
sary to  maintain. 

Our summary of the debates of the convention is now com- 
plete. In the next section we shall turn to  a brief exposition of 
the debate over the general nature of society and government 
as expressed in the debate over the rat8icatioa of the Consti- 
tution between the Anti-federdists and the FederaEsts. 

We now turn to  one of the most fascinating and important 
debates in American history -- the debate between the  Feder- 
dists  and the Anti-federalists. Despite the importance of this 
debate few people seem to  be aware of the general features of 
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the debate. Yet as Herbert Storing suggests, the Anti-feder- 
alists should also be considered as founders for two reasons: 
1, j the GederaEsits won the debate but did not simply win, and 
2.) the  C~nstitution is the basks for a continuing debate in 
American poEties and the Anti-1ederaEsts were the first par- 
ticipants in the debate, Indeed, as Storing also suggests, much 
of the iater debates m American politics were anticipated by 
the Afifi-federaHisk Moreover, one will reesgnke in what $01- 
lows that some of the present day attitudes on the nature of 
government and society were in large part enumerated by the 
Anta-federalists as were some of our present problems, 

Before presenting our summary ol the debate ;a word of 
@axtion is in order, The Anti-federalists a p e e d  on absolutely 
nothing, i.e,, there was no oae position on which all the Anti- 
federalists ~ ~ e e d , ~ " ~ r a  fact, some Anti-federaEsts even 
voted for the Coa~sti%uda;nl $.Pawever this may be, the Anti- 
federalists are generally those =en of this period who had 
strong reservations about the Constitution, Furthermore, 
there are certain points on which many or most agreed. In our 
dis-?rssioa belra.ra,~ we shall try to focus 04 these m a h  features. 

It is generally conceded that James Madison is the father of 
the American Constitution, As such, it is oRen Madison whom 
the An$%-federalists are attacking, Because of this we shall 
spend a brief mornent on Madison's general philosophy of 
government (recognizing, of course, that many Federalists 
were less moderr, more aristocratic, or more democratic than 
Madison), 
A basic maxim can be applied t o  Madison's philosophy of 

government: YepubKcan solu"iiaans for regubBican problems'. 
GeneraUy Madison sought to  construe6 sa government which 
was cognkant of the problems of republicanism but which 
solved such problems by largely repubEean measures. 

Like most of the Founding Fathers, Madison stressed a 
balanced government, Yet, unlike most, Madison" vision was 
more moderan, He a r o e d  that baianced government, as it was 
employed in Britain, could not be employed here because 
there were no well estabEshed and traditional classes in 
America, as in Britain, to balance off* Some men, such as 
Dickensors, agreed but felt that the major elements sf the 
balance should be the states. Others, Eke Hamilton and 
Adams, "Ehought that the balance should center around dicho- 
tomies which are inherent in the nature of any society, such as 
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the rich vs. the poor or ~erchanats vs. landed interests. Madl- 
son's position was neither of these; he arwed that the balance 
should be a constitutional owe, i.e,, that the branches of gov- 
ernment set up by the constitution win be balanced off against 
one another with less emphasis being paid to the balancing of 
cultural dzferences or ink ere st^.^' 

Governments which have relied on merit or ow a balancing 
of "natural" cultural differences "rave not worked well in the 
past. They have a tendency to either "heeze9' the  classes bal- 
anced (i,e., almost institutionalke the views of the particular 
classes involved such that the government becomes hopelessly 
13ivided between the classes) or to degenerate into oligarchy 
or the rule of the few or into democracy (the rule of the many). 
In both cases, human rights and liberty tend to fall by the 
side, 

Madison's great and ingenious solution to the problem of 
fked and warring classes or the problem of relying simply on 
men of merit is his notion of the "'extended repubgc9'. Madison 
believed that a number of basic repubKcan problems could be 
solved by an extended republic, In the first place, the danger 
to rights and Kberty comes not so much from the rich as fr?pnzn 
the poor. As such, the passions of the poor or many must not 
be aIkowed to SUB-face to the extent of having rights (especiagy 
property rights) abrogated, There are two basic solutions to 
this problem. The fbs% is to have a fluid, expanding, and com- 
~ e r c i a ?  s ~ i e t y  (possible on$ i~ an extended repiibhc) 
whereby the pwrer members do not actually suffer from 
need. On a more general level the question was whether 
democracy could mahtdn or secure property at all, This was a 
question because it was felt that as society p e w  and resources 
became scarce those without much property would come to 
demand that the ~ n o r i t y  (the rich) not be permitted the abso- 
lute right to keep what they haare, There were three basic 
ways to insure as maintenance of property rights: 1.1 leave suf- 
frage only to freeholdersz8 (which Madison rejected basically 
on the pounds that freeholders would considerably dwindle 
as society expanded), 2.) have one branch with property and 
the other without, and 3,) have one branch represent property 
and the other everyone. These last two seem most appeaEng 
(escpeciauy to such men as Badltsn)  but Madison remained 
highly sceptical of the ;kbiKty of working out such solutions in 
practice. His proposal was to deal in large districts. In respect 
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to this problem, large districts would promote men of means 
because it is most Bikely that in large districts only men of 
means will be enough in the public eye to  be in a position for 
office, Since men of means have an interest in remaining men 
of means it is l&eiy that they will not consent to an erosion of 
p rope~ty  rights?' 

More generally, the extended repubEc was designed to 
stem the problems which develop Rom minority vs. majority 
faction. In an extended republic the will of the minority is not 
likely t o  emerge. If it does and the minority d m s  gain control 
of the government then the minority will have to either pro- 
ceed in secrecy or by deceiving the people, for K the minority 
ruled in the open against the majority the majority would 
eventiaally rush in and reetgy the situation. Yet to  rule in 
secrecy or by deception in a large republic is not 1&ely to  be 
successft~ril in the long run basically because it would be quite 
dzficult to close off all channels sf exposure. 

The problem of the wig1 01 the majority is mueh more 
severe. If the will ofthe majority does take h d d  of the govern- 
ment i t  is dmost impossible to remove. The extended r e p u b ~ c  
notion is an attempt to  combat %he problem at  its root. In an 
extended republic, composed of an dmss t  infinite variety of 
interests and attitudes, it will be quite d3ficuBt to  get a major- 
ity t o  a p e e  on much of anything that ~nighl; threaten mholPity 
rights. In other words, an extended republic is not liIaely to 
give rise to a majority which conceives of itself as a majority. 
Thus an extended republic is not P,&ely to  foster a majority of 
men and women who are self-conscious about a. "majority 
interest" per se. 

Basically, an extended republic is designed to  de-cbss the 
ciasses, No elass, whether rich or poor, will come into govern- 
ment with a class consciousness, i.e., no governmental office 
holder will. conceive of his duty as being the promotion of his 
class interests, An extended repubfie is an attempt to  defuse 
rigidly dichotomous interests which seem to develop in most 
societies. The idea is still to promote men of merit and prop- 
erty (or whatever characteristic is weeded) but, in an 
extended repubiic, the promotion is designed t o  assure that 
(for example) the only meaning men of property will attach to 
the notion of property rights is the meaning spelled out in the 
Constitution. 

The  Anti-federalists were generauy for the notion that the 
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major part of governmel~t ought "b be carried on by the slates, 
The reason which they offered is s i ~ p l e :  ody  in small terr i-  
tories can repuBsiEcan government be sue~essfu.1~ .An extended 
republie wiZ1 nor, promote Reedom o r  respect for the laws but  
will destroy it, Sarntael Bryan in "The Letters of Tentinel"' 
sums up the view this way, 

If one general governmenf, could be instituted and maiwtshed an the 
principles of freedom, it  would not be so competent to attend to the  var- 
ious local concerns and wants, of every paP.$Pclpant district, a s  well as the  
peculiar governments, who are ameare-r the srrane, and possessed of 
superior agaeans of informatian; besides, if the business of the u ~ k a b  
union is to  be managed by one government, there -;k-ou:d be no time. Do 
we not already see, that the inzhabitaiits in a number of laager S~ates . 
are loudly eomplabhg of the inconveniences arid disadvantages they are 
subjected to on this account, ar,d that, to enjoy the eordo&s of Bma3 
government they are separating into smaller di.aisioas"?' 

Since a large or extended republie is not close to the people, 
the Anti-federalists argued that confidence in and vo%untary 
obedience to the laws could not be maintained. And since a 
large republic cannot secure voluntary obedience to the law 
because people aye not close to it, freedom will be destroyed 
because a p e a t  deal of compuksion ~ ~ 2 1  be needed to enforce 
the laws. The Anti-federafists saw that  the Constitution would 
develop a huge burear~ncratie machine in order to enforce these 
laws. Moreover, the Anha-federaEsts fele that the only wap to 
secure law enforcement was; by utilizing e large maitary force 
(which is one reason they feared a standing army). As Richard 
Henry Lee put it: 

There is more reason to believe, that the genera: government, far re- 
moved froara the people. . will be forgot and neglected, and its laws in 
many eases disregarded, unless a mul"eitude of officers and miiitsry force 
be eontinrlously kept in view, and employed to enforce the execution of 
the laws, and to make government feared and respec.tedS3' 

The Anti-federagists thought that almost any %arm of 
representation was aristocratic and should be avoided. Their 
position was that the le@s!ative body shonHd merely reflect 
the people. On the lather hand, the Anti-fedeaEsts never had a 
satisfactory response to  the question 0% why there should be  
representatives at  all since no representative body Iosks ex- 
actly like the people. The reply to this was that the represent- 
ative body instituhed by the Constitution was much too aristo- 
cratic eaieaz sanding that so~x~rae representation was needed, 
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Their solution was to make sure that the representative body 
contained enough middling type or mediocraties in order to 
mitigate aristocracy. They also felt that a frequent and contin- 
ual rotation of office holders was necessary in order to insure 
that  the representatives returned frequently to their loca1ities 
so that they did not become too far removed from the people. 

Basically the Anti-federalists thought that the law and the 
wgl of the people should be pretty close to the same thing. If 
the  people and the law do not get along then there will be an 
end to  free government. The Anti-federafists saw the people 
as public spirited, homogeneous, and sehE-restraining. Any 
attempt to enlarge the republic would undermine thew basic 
political virtues, But the Federafists had two rejoinders to 
this, 1.) we cannot rely on the virtues and good morals of the 
people or the officials (supposing there are these vktues) to 
make government work, and 2.) the kind of continuous popu- 
lar consent the Anti-federalists wanted was dangerous. Pspu- 
lar eonset is a  eat exertion and should be refied upon only 
infrequently - -  an inflamed public was not a tranquiJ. one, 
'Moreover, the passage of time x~ould insure the \~enera.e,ion of 
the  laws, though the Aeti-federalists doubted this would 
happen. The Federalists also arced that what the people 
reaBly wanted was an effective protection of their rights and 
not necessarily a government which is close to the people. The 
Anti-federalists might respond to  this view by saying (as 
implied before) that even if it were p a n t e d  that the Constitu- 
tion ""more effectively" protects rights, what is required for 
this protection is far from the best mode of securing a free 
society, A free society is one where men obey the law more or 
less voluntarily. Thus even if the Federafists could protect all 
rights effectively, the pofice force needed to do this would be 
so large that, 1.) the danger to freedom would be p e a t ,  and 
2.) people would actually be unfree, even though their rights 
were protected, because they would only be obeying the law 
out of fear and not consent. 

The Federalist position was that there must be enough 
power in government to  insure that the ends government was 
set up to secure were actually secured. Thus it is somewhat 
mistaken to  say that the Federafists were for a limited govern- 
ment in the sense of Emited powers, Actually the Federalists 
!at least Madison) were not for limiting the powers of govern- 
ment at all; they were only for bianiting the ends of govern- 
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merit, According t o  the Federalists, to h a i t  powers in a con- 
stitution is, in effeci,, to put a limit on the abdity to secure 
proper ends which in practice means that sgch ends will not be 
secured at all, The Anti-federalists elaim, however, that asaxe 
should always g~aak  power [or the ppossibiEty of power) cau- 
tiously, that the Constitution p a n t s  too much power, and that  
it is better to u a n $  more power if needed than to set  up 
initially a system whereby power can be easily increased. If 
the Anti-federafists had a nlaxlm it would be something like, 
"'keep government as poor as possible9'. In their esys, the big 
problem with the Constitution was that it IaUs between simple 
and complex gsvemment (Ii'ke Britain) and thus is neither 
Since the Constitution has no genuine or natural balancing 
(only osonsti%utionai balancing) and since it $.is not a simple gov- 
ernment, the Constitution utilkes the worst of both the sin~ple 
and complex worlds--there was no genuine responsibiKty and 
no genuine mixture. %",s always easier to  grant goirerame~t 
more powers if need be than t,,o take palweirs away. 

The An"&-federalists had twa other basic worries. The first 
was that they felt the Constitution was: founded solely on the 
pursuit of sell-interest. Such a principle could not serve as the  
foundation for a government, for it wouid lead or degenerate 
into luxury, licentiousness, and thereby a bck of concern for 
vhtue by the citizens, This ties into their sseond worry. i.e,, 
the worry that the Constitution provides no means fm civic 
education or character formation, A t  Beast in a small repubEc 
the community could oversee what its members were doing 
and thereby keep them in line with what is right and good. An 
extended republie cannot do this. 

Our examination of this debate has been all too brief, but we 
must move on. It is hoped that the reader will catch st least a 
gEmgse as to the importance of the above debate and how it in 
many ways still applies to today. While we h 8 ~ 8  not covered 
a13 "te issues here je,g., ta~a"bion),~~suffiee it to say that in 
many important u7ays the debate stiU rages, Only by 
attempting to eom1e to p ips  with the debate will we be able t o  
come to  grips with many of olar own present prlrabiiems. 

We have spent a good deal of time in the lasx two sections on 
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sumnnarizing s0ig7be important features of the two related de- 
bates. Now we come to the questions of, '%.sshy was al]. that 
important?" As stated in the beginning of this paper, we shaU 
t r y  t o  brieay answer this question by indicating how the fore- 
going discussion appfies to the two points with which we 
began. 

The first of the two points stated ""tat a. position which die- 
eates absolute adherence to  human rights, liberty, and Emited 
government is not inherently eonmitted to any partkcu3ar 
form of limited government", If this view i s  correct, then owe 
could properly opt for h G t e d  monarchy as the best means by 
whieh to form a government, However, the position stated 
above (i.e., the rights and liberty position) normaUy associates 
itself with a democratic or republican regime, The argmernt 
against limited rnonal-chy by such people is basically of the 
type that a monarchy, I.) is very 1QeSy to secure for itself too 
much power* and 2.) that the very 3a"cu. of a monarchy is 
cwdnter to the notion stated in the Declasatior; of X~depen- 
denee that 'an men are created equal'. 1 am not certain that 
monarchy is n e e e s s a ~ l y  opposed to  the principle stated in the 
Declaration of Independence. However this may be, our coa- 
cern here is not with the second more theoreticai. point but 
rather with the first, 

To argoe that limited monarch is xnost fikely to abuse 
power is to emerge from questions on what the enrls of gov- 
ernment are to how these ends should be secured. In other 
words, to argue against monarchy on more less practical 
pounds is to engage in the type of debate that the Fotanding 
Fathers engaged in, Yet to engage in this debate is to "@l some- 
what non-committed as to the particular form of governmeat, 
If our ends are the same as those of the Founding Fathers 
(rights and %i$e9-tyi then there 1s nothing in particular in the 
nature of those ends which precludes our entering into the 
same sorts of considerations as they did, In short, in rejecdr-ng 
monarchy we have said that this means monarchj wiU not or is 
not Ekely to secure the ends desked, 

The  importance of our foregoing summary sf the constitu- 
tional debates centers around the truth of the point above, 
The Founding Fa"ieers were debating about whax instihtional 
structure would best secure rights and K~er", and why. There 
are two areas 01 importance whieh must be recognized: 1.1 
much of the debate concerned nega"cive matters, i.e,, matters 
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devoted to o recognition of forms of degeneracy and the soh-  
tions for degeneration. For example, the Founding Fathers 
felt that democracy coalld degen~erate to a Bevel whereby t h e  
rights of more well off members of society would be threaten- 
ed. On the other hand, many were concerned with the degen- 
eracy of the rich whereby government would be used t o  
further the position and status of the rich, These kinds of 
concerns can, and I bekieve always will, pose problems for 
those who seek the maintenance of rights and E ~ e r t y .  To put 
it more expficitIy, to accept a rights and Ebertyr doctrine d w s  
not commit one to any position with regard to, for exampie, 
the question of whe"ier the executive and judicnary ought t o  
be combined (or whether an executive is needed at all), The  
beauty of the constitutional debates is that they offer us a first- 
class example of high level psfitical discourse and thus a 
means to judge whether those of us who hold similar ends a s  
they, have taken into account all the eompiexities associated 
with such ends. 

Our second (2) point is that it is not simply enough to 
suppose that all that is needed for the good society is to have 
proper laws on the books. The debates over the Constitution 
show that not only were the Founding Fathers concerned with 
the establishment of good laws but that they were also con- 
cerned with the question as to  what institutional structure 
was likely to secure these good laws over time. Shce these 
men had various a t t i t ~ d e s  and opinions as to what the best 
institutional form should be there is at &east a prima facie ease, 
to be made that there are a variety of plausible claims to  eon- 
sider when thinking of the best institutional form. This, thew, 
is what 1 mean when 1 say that a position which accepts the  
ends of rights and liberty is not committed ko any particular 
form of government, The Founding Fathers have indicated 
no"inly what kinds of questions might be discussed but also 
how the debates on such questions ~ g h t  proceed. 

This Beads us to the second, and less obvious, position with 
which we began, namely that it is not inconsistent with the  
right,s and liberty position to  a r w e  that men need to be gov- 
erned (where being governed means something distirmct from 
having an institeatiow which merely estabfishes r igks ,  judges 
violations of them, and has citkens who enjoy those rights). 
The Founding Fathers have indicated, and we have stated 
above, one reason for the plausibgity of this claim., i.e., that it 
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is not enough merely to  concern ourselves with putting gmd 
laws on the books--we must also be concerned with securing 
such laws over % m e ,  In this context, being governed means 
having an hstitutional apparatus which attempts to ward off 
the passions, or in more modern terms, the attitudes of men 
which might destroy or severely threaten human rights and 
Eberty. Thus ""being goversaed" does not always have to  carry 
with it the meaning that someone is "bielling someone else what 
to do". What it means is that, like the individual man who re- 
sists temptation or stops to think before he acts, some means 
for filtering the valid from the invalid objections to the present 
state of things has to be established. The term ""gvernment" 
or ""being governed" is a proper term in this context beca~ase 
not a?B men's expressions or beEefs w e  perdtteed t o  have a 
political manifestation. 

Those contemporary men and women who a r w e  for the 
rights and Eberty position seem to have made two  stakes --  
one naive and the other from ignorance, The naive mistake we 
have akeady mentioned, i.e., the mistake of supposhg that 
e L  51 ...- 
bug nriers: recoruing of good laws and the maintenance of a 
police force is enwdgh (simp?y) to insure t h a ~ i g h t s  and Eberty 
will be secured over time, This mistake stems largely from the 
second one. There seems to be a general ignorance about or 
Iack of concern for the abrogation of rights and fiberty. What 
is reeognked 6s how government threatens our rights or how 
intellectual doctrines do. Yet throughout man's poEtical his- 
tory such basic human vices as envy, p e e d ,  honor (a mere 
concern for praise), and the desire for power have had impor- 
tant  political mangestations against sights and Eberty, Some 
of these vices seem to be continuously associated with certain 
poli"ci@a% forms. For example, envy and p e e d  seem to  be the 
vices of democracy while honor and power are the vices of the 
upper classes. A political philosophy which d w s  not a t  some 
point concern itseK with such issues will not be a convincing 
and complete doctrine, 

On the positive side I am saying that the vices of any politi- 
cal r edme must be checked. If we are convinced, as the 
Founding Fathers were, that republicanism is the best form of 
government we must construct some means whereby the 
defects of this form are checked, As we have seen in our sum- 
mary of the debates, the Founding Fathers dsfered as to how 
to go about solving this $a~-obHem~ but a t  least they recognked 
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the problem as a. probleme Contemporary market anarchists 
who want law seem to have little recognition of this probtem, 
Since these people believe in no government whatsoever they 
have no real means by which to f i h r  the various poEtieal 
pressures which wiU be placed on the law. Since the pressures 
to change the law for the worse will always be present either 
the anarchists must adopt some means whereby these pres- 
sures are modsied and channeled (which means establish a 
government, i.e., an overriding institution which is more than 
a mere police force) or they must see their law collapse under 
continual revo$utisns, This latter point is likely to be the case 
because the people and the Iaw will confront owe another dir- 
ectly. Without a mediathg body (e.g,, a govenrment) the 
changes in the laws are H&eEy to be radical and therefore revo- 
lutionary since there would be no way of separating le@timate 
revisions from illigitimaee ones. If, however, some reasonable 
option for change could be provided in an anarchistic sodety, 
those changes would be founded on a merely democratic prin- 
ciple, "W'e have not only seen from our summary of the debates 
that this principle was questioned and checked by khe Fonnd- 
ing Fathers but also that such a psinciple is still open to de- 
bate. In other words, it is quite an open question as to  
whether a society founded solely on the democratic principle 
can maintain rights and Biberty over a long period of time, 

The criticisms of the preceding parapap'ln impEcitSy house 
a t  Ieast two basic questions. The first question is that did the  
decline of the free-market come as a result of the increased 
application of the democratic principle to government (e.g., 
popular election sf senators and the president) or by e,alculat- 
irig individuals in positions of power acting as individua1s"an 
other words, were changes in the law antithetical to the free- 
market the result of efforts by populist leaders and sympathi- 
zers or mainly f i e  result of power seeking barsin~essmesd and/ 
or government officia1s"aMeBlko notwithstandb~lg, the assertion 
that the present day violation of rights and liberty stems 
largely from the democratization of law is nod an implausible 
claim. If the decline did come this way then the following kind 
of general problem is raised. Since the market place is a com- 
pletely democratic phenomenon, the anarachist must show 
that since the content of law would be determined by the 
market the market would respondfi~st to "clae maintenance of 
the law rather than to  demands to change it, If this is not the 
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case and the law was initially good and the changes demanded 
were bad then how would the market sustain the good law? 
Would no& any csmpHetely market institution which could be 
pointed to as a possible filtering mechanism for the preceding 
dzficulty itself fundamentally depend on the democracy of the 
market? If so, then at least as a matter of principle, the ques- 
tion as  to the relationship between democracy and the law 
serflains. It may just be that the peoples' relationship to  the 
law and to  a commodity requke rather different sorts of insti- 
tutions, I t  would seem that this k h d  of possibgity is not open 
to the anarchists. 
There are two ways o u h f  the preceding problem. One is 
to argue that the market place is not as democratic as we have 
supposed. However, this is an unEkely alternative since free- 
market advocates have long a r e e d  that the market as a social 
mechanism is as completely responsive to demand (whatever 
those demands are) as is humanly possible. The second alter- 
native might be the generd result of the second side of our 
previoaas question ii,e., the side which claimed that the decline 
of the  market was mainly the result of power seeking individ- 
uals acting qam indivbdua1s). Here the claim would have to  be 
that democracy does nothing to threaten rights and liberty in 
"erms of altering the law in this rights and liberty threatening 
way. This must be the elaim since any admission that democra- 
ey might be detrimental t o  rights would in principle ianvolve 
the problem of the preceding parapaph. In o t h r  words, a 
non-democratic means would have to  be employed to check 
the demwratic, which means that  not every demand or erpmbi- 
nation of demands would be allowed to dbectly influence the 
law. 1 shall not arme that this second alternative is mistaken 
bart shall only say that our summary of the debates of the 
Founding Fathers gives reason Its question it. 

The secs~ld basic question is simpler but more fundamental. 
This question is the following: is the market a generic or deri- 
vative feature of social interaction. In other words, does the 
operation of the market depend on the establishment of cer- 
tain kinds of legal precepts or is the market more or less in- 
trinsically endowed with its own seK-enforcing laws such that 
once government is removed a free-market mode of socid 
interaction necessagly develops (the generic claim)? 1 believe 
that t h e  market anarchists; consider (and probably must 
consider) the market to be generic. However, this question is 
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much too complex in all its implications to go into here. VJhile 
the Founding Fathers had no fully conceptual understanding 
of the free-market, I think it is safe to  say that they would 
have held "cat the market structure is derivative, i.e., that 
the law and the market are rather different kinds of things 
and that the market would necessarily depend upon the law as 
a foundation in order for it ithe market) to operate. To say 
that the founders might have felt that the market was in some 
sense derivative is not to  say t h t  they would be right, Y a one- 
theless, whoever is right the question remains as one t o  be 
answered by both sides. 

The present day limited governmentalists are similar to the 
anarchists. They have accepted the anarchists' elaim that  the 
only proper function of ""gvernment"' is to be a defense 
agency. Thus they have ignored one important aspect of gov- 
ernment that the Foundirng Fathers were trying to teach us, 
namely, that it is not ellough mereHy to enforce rights and 
arrest violators, Ewcl~aded in a government must be some 
means for fatering or halting various claims. Our summary of 
the debates has shown the various means by which such fater-  
ing might be done. Fortunately, 1 do not beEeve that those 
who have argued for the fimited government equals defense 
agency view have necessar~y precluded this piece of wisdom 
of the other aspect of government which the Founding Fath- 
ers gave us. In other words, a t  Seast the limited governmenta- 
Eists have an apparatus whereby the other aspect of govern- 
ment can be incorporated. This is not the ease with the anar- 
chists. In more explicit terms, since there musk aBways be 
some means for amending the present body of law there 
must also be a means for trying t o  assure that the amend- 
ments are in accord with the nature of the most fundamental 
Iaw (rights). The elaborate governmental structure of the 
Founding Fathers was designed t o  insure just this point. 

To say that men must be governed in the sense of having an 
institution which weeds out various pditlcal claims is net to 
take a position which is inconsistent with the rights and 
liberty view, The reason why such a position is not baeconsist- 
e ~ t  is quite simple: to estabfish a government whereby the 
house has elections every two years, or where the serlate is 
elected by the house, or where the judiciary has no material 
power is not to violate anyone's rights, No one's rights are 
violated whether the tenure of the house be one month or fif- 
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teen years. Moreover, there i s  nothing inherent in an argtl- 
ment for a more demoeratie or aristocratic government which 
constitutes a rights violation. As such, the claim of the second 
position of this paper seems plausible. 

In this paper we have tried to indicate some reasons for con- 
sidering the two positions with which we began. We did so by 
first summarizing the debates of the constitutional convention 
2nd the Anti-federaEst/FederaIist debate. We also tried, in 
this last section, to indicate the signsicance of these debates. 
Some questions have not been touched upon, such as what 
legitimkes authority. Yet it is hoped that the foregoing dis- 
cussion has provided a means whereby serious men may sit 
down, much as the Founding Fathers did, and debate the basic 
questions, I t  must be emphasized again that we have not set 
out in this paper do prove a particular point about what the 
right form 04: government should be or even whether we 
should have a gove~nment, Instead we have tried to se"c0vb.n 
some considerations regarding where the foundations of the 
important political questions may lie. It is not enough to begin 
debatilag about what is right and wrong in political matters; 
we mus"&irst have some idea of w h e ~ e  to begin. 

T h e r e  may be higher ends than liberty and rights outside the strictly 
noiitical s ~ h e r e .  

''The aichy/anarchy debate of recent times comes closest to this kind of 
discussion but is rather unhelpful. The anarchists, of course, argue for no 
government, but when the archists argue for government they never specify 
what that  government should lmk like nor how government is supposed to 
go about fulfilling its functions. 

I am speaking of pojiticai science in the old sense, i.e., a science concerned 
with principled arwments about what the relationship between the govern- 
ment and the people should look like. 

4 ~ e  shall be ignoring compietely the complex question of how to interpret 
the debate of the Founding Fathers. For a good discussion of the various 
positions, c.f., Jack P. Green, The R e i n t e ~ e t a t i o n  of the A m e ~ c a n  Revolu- 
lim 1763-1789, Harper and Row paper, pp. 2-45. 

5I owe my interpretation and generally most of my knowledge about the 
debates to  Professor Herbert Storing of the Department of Political Science 
at the  Univeristy of Chicago. The following should not, however, be neces- 
sarily regarded as Storing's view of the proceedings. 

6 Max Farrand, The Records o f  the FedemE Ccpnvention of Ilr89, Yale 
University Press, paper, 1968, Voi. I., May 31. All notes unless otherwise 
stated will refer to Farand" sedition and wiU state the volume and the date 
and shall refer to  Madison's notes. 

7C.f,, Paul Kidelberg, The Phikosophy of the American Cmstitution, Free 
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Press 1968, p. 60. 
"401. I: May 31. 
"2, f . ,  Eidelberg, OF. dt., p, 6. 

"Val. I, May 31. 
''Eideiberg, op. i7;t., p. 79, 
( 2 ~ h i s  does not mean that Madison would reject the means just mentioned 

hut only tha t  they are not the only means. 
1 3 ~  .g,, c . f . ,  Voi. it June 6. Madison's posi"iion. Also note the i~pl icat ions of 

Dickensonk view of the same day, 
' j ~ o r  a discusssion of marry of the aspects of the debate over the executive 

see Vol. 11, July 17-21, 
'5C,f., .fiderdisi; $apers #TO for a discussion of unity in the executive. 
16Vo1. July 19, 
17@.f., Eideiberg, op. ekt., Gh. 9 for a superb discussion of the quite remark- 

able character of the electoral college. 
IsCf., the debates of June 6 (Vol. I) and July 21 (Val. 11). 
'"01. II, July 21. 
2 c i ~ , < >  

6 "1, 111 July 2%. I t8ke the essential position of Strong, Martin and Gerry 
on this matter to be a telling objection against the n~slrket anarchists who 
wan: the maintenance of iaw and the protection of rights, but also place the 
legislative, e x a c ~ t i v e ~  and judicizil functions aU in the courts. 

aTC.f., June 5, June 15, JTo!, I; and July 26, VOI, 11. 
22Eidelberg, 5p. dl., Gk, lo ,  pp. 202-246. 
W n e  main purpose of Eidelberg's discussion was to  argue that the found- 

ers really did isstend some form of judicial review. We s h d  not, however, be 
concerned with that issue here, 

2d~bde!beyg i.1 this con9"e&ionn 1 think aig&tiy, against the Jeffer- 
sonian view that every so often the law should be more or iess completely 
revised, Eidelberg p i n t s  out that s ~ c h  a policy encourages disrespect for the 
law (a shan@og law can hardly he regarded as f~ndamenlal) and invites the 
rule of passion or whim (since each changes invokes the desire to mold the 
new law to one's own vision of how society should he). 

2 5 ~ o r  exampleF the Court may want to apply some notion of property rights 
to gowds normally considered free, e.g., air and wder .  
"There is also not as much coherence on the FederaXist side as the Federa!- 
isl Papers might Lead one to believe. 
2 7 ~ ~ i s  does nut mean, however, that certain kinds of men wa not be at- 

tracted or proms"ted by certain branches of the government. This will indeed 
be the case, but Madison did not want to be limited to the padicular hterests  
or socia! orrtlmk of any g o u p  of men d any specific time. 
28E.g., c.f., VOI. 11, Aug. 7'. 
'%t was generally believed at  this time that the best protection of property 

rights was the maintenance of freehold suffrage. However, Hamston seems 
to suggest that freeholders can adequately be replaced by mereharats who 
will be concerned with the anahtenance of a healthy eonrn~ercia) society 
~ h i c h  will benefit all. 
30CeceIia. M. Kenyon, 2% Antqederdsks, Bobbs-Meran1 Go. 1966, Second 

printing, "The Letters of 'Centinel' ", p. 11. 
31 Kenyon, ibid., Richard Henry Lee, ""Letters from the Pederd Farmer", 

p. 214. 
32 E.g., c.f., Kenyon, iM., "Debates in the Vi-ginia Convention. 



THE AUSTRIAN BUSINESS CYCLE THEORY 
AND ITS IMPLICATIONS FOR 

ECONOMIC STABILEY UNDER EAISSEZ FAIRE 

Charles Maling 

BItiis today almost universaly believed that laissez fake cap- 
itaaism is not the most desirable of social systems. There does 
exist however a significant minority which takes exception to 
this view both on e c o n o ~ c  and moral pounds.  

I t  is not surprising that manay members of this minority look 
to the  writings of such prominent advwates of capitalism as 
Mgtorz Friedmkin and other economists of the ""Chicago" school 
for a partial economic jus"cicat%kioa of their views. But perhaps 
even more than to these economists, they look to the econo- 
mists of the "Austrian" school for support. Associated with 
this school are such we91 known economists as Ludwig von 
Mises, Friedrich A, Hayeah, Lionel Robbins, and Murray N, 
Rotkbard. 

The adjective ""Aaastrian'Yis generally associated with three 
major contributions to economic theory. First, following the 
lead of Carl Menger, was the development of the maar~nal 
utility analysis and the identification of individual (subjec- 
tive) valuations as the ultimate source of all economic values. 
Second was the famous capital theory introduced by Boehm- 
Bawerk. Wh2e these have "c some extent been incorporated 
into t h e  accepted body of economic theory, the thbd major 
contribution remains outside of mainstream economic thought; 
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and the acceptance of its importance most clearly dis t ineish-  
es present day Austrians from other economists. This contri- 
bution is the so-called ""monetary overinvestment" theory of 
the business cycle. 

Perhaps of all aspects of economic theory, theory of the 
nature and causes of business cycles has the most direct im- 
port for an evaluation of Eaissez fakee, for it was to the aBleged 
instabsty of capitalism that the @eat depression was attri- 
buted, providing a justification for the massive and eves ex- 
panding government intervention into econornic a f t i r s ,  
beginning even before the New Deal and presumably not end- 
ing with the wage and price controls of today (1972). Before dis- 
missing the efficacy of laissez faire on economic ~ o u n d s ,  one 
should evaluate the business cycle theory which is offered to 
counter the a r e m e n t s  of interventionists which today rule 
supreme. It is towards such an evaluation that this paper 
aims. 

The Austrian theory of the business cycle was first presezt- 
ed by Ludwig von Mises in his book Tkeom'e Gees GeMes u d  
der Umhufsmittek published in 9912, The second edition 
(1924) of this book was later (1934) translated into English 
under the title The Tfbeory of Monea~ a d  @;peckit. Though only 
a smau ---". pt"""1on of this book was devoted to  discussion of busi- 
ness cycles, it was not until the publication of H ~ m n  A c t i m  in 
1949 that a fuller EngEsh Iangraage exposition was to be had 
from von Mises. 

It is not surprising therefore that. despite von Mises' o r ign-  
ality, it was through the more accessible writings of Friedrich 
A. Hayek during the 1930's that most English and American 
economists became aware of this theory. Hayek's first work 
on business cycle theory was his Geutheorie unc?3 Konjunktur- 
theom'e published in 1929 and later f 1933) published in English 
under the title Monetary T h e o w  and the T ~ d e  Cycle. But 
before this translation was published, Hayek had already in- 
troduced the theory to the English speaking world with the 
publication in 1931 of what was to  become one of the most 
controversial books on econoaraic theory of the decade, P ~ c e s  
and Pzpoduction. Despite the controversjr starrounding this 
book, the theory never gained wide acceptance before interest 
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in the theory was lost in the enthusiasm lor Keynes9 G~eazerd 
Theom and the ""new" economics. A third book by Hayek, 
P~ofits,  Jnterest, a d  Investment, comprised of essays and 
articles revising and clarieing his version of the theory, was 
paabEshed in 1939, but it failed to arouse the interest accorded 
to  his previous book. 

When von Mises' B u m n  Action was published in 1949, it 
received relatively little attention, and as it was a general 
treatise on economics, the portion devoted -lo discussion of 
business cycles received correspondingly Pess, The same can 
be said for Murray N. Rgtthbard's presentation of essentially 
the same theory in his M ~ E ,  Economy, erM- State, published in 
1962, 

Applying the theory t o  explain the depression sf the 1930's 
are  Lionel Robbh~s' The &eat Depession (1934) and Roth- 
bard's A:r,e;-lca9s Great Depressim (1963). 

The wide and broad-based fluctuations which the Austrian 
theory of the business cycle seeks to  explain are a relatively 
recent phenomenon, Before the industrial revolution and the 
development of sophisticated capital markets, business cycles 
as we know them today did not occur, Of course severe fluc- 
tuations could and did occur, but they generally took the form 
of crises and dislocations, caused by obvious and identifiable 
external shocks, and the recoveries therefrom, Typical causes 
were wars, places, f a ~ n s s ,  and royal expropriations. The 
boom phase characteristic of modern cycles was notably 
absent from these earlier fluctuations, or a t  least K one terms 
periods of good harvest as booms, then such bosrrls were not 
necessarily foclowed by depressed conditions except in a rela- 
tive sense. 

With the advent of the industrial revo%ation came Buctua- 
tiosrs which had no obvious external causes. Fluctuations 
seemed to arise horn within the workings of the economy it- 
self, and their existence cast doubts about the viabiEty of the' 
capitaGst system. Booms characterbed by widespread optim- 
ism, increasing productive activity, and rising employment 
were followed by periods when the error of the previous op- 
t i ~ s m  was revealed, gving rise to  general pessimism, with 
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output and employment fauing. There were however two reg- 
ular and recurring features of these fluctuations which indieat- 
ed that, whatever the verdid on the inherent stability of the  
capitalist system, the fluctuations had a common or ian.  One 
was that during booms prices were generally rising or a t  least 
not fafling to accommodate rising output, and conversely that  
during depressions prices were generally falling, The other 
feature was that the effects of the business cycle were much 
more pron.sunced in the capital-goods industries than in those 
industries producing consumer goods. 

Implicit in most business cycle theories is that there exists 
some fundamental source of business error which accounts for 
tPaese g e a t e r  fluctuations in the capital-goods industries and 
is the immediate cause of the bushess cycle. During the boom, 
businessmen miscalculate in such a way as to Bead to overin- 
vestment and overexpansion in the captial-goods industries, 
those industries providing new plant and equipment and the  
raw materials needed for the& construction. When %he 
overexpansion of these industries becomes apparent, a crisis 
and financial panic may ensue accompanied in due time with 
widespread unemployment, unused resources; and excess 
capacity particularly concentrated of course in those indus- 
tries which had previously overexpanded. A pahfu'%;lb period of 
adjustment or nonadjustment foHaws. What business cycle 
+b.-.- re;vrles e d2fer oir is the nai-are and source of such widespread 
bushess error. 

According to  the Austrians, the nature sf the error is an 
overestimation of the resources becoming available for invest- 
ment in new plant and equipment. More precisely, bushess- 
men believe that more resources will be released from the  
provision for current consumption (bee., saved), and will there- 
by become avadable for the provision for consumption in the  
future, than actually are released. If this happens, business- 
men will find that fewer resources are available for invest- 
ment in pbrak and equipment khan were expeded, and perhaps 
some investment projects b e p n  in the past will have t o  be 
abandoned. In any case those capital-goods iwdustries which 
had overestimated the investment in plant and equipment wiU 
face less demand for their products than they had anticipated. 

This situation has been compared to that of a centralked 
communistic economy where a five year plan caHhg for mas- 



AUSTRIAN BUSINESS CYCLE THEORY 

sive industriaEzation was ordered by the production czars, but 
is later abandoned because the necessary sacrzices can not be 
made or  are deemed too g e a t  a burden. The ori@nal p k n  may 
have called for the production of power plants, steel  us, and 
tractor factories while keeping the production of fwd, cloth- 
ing, and other consumer goods with existing primitive meth- 
ods to  an absolute minimum. But since the fruits of industrial- 
ization would only "Qcome avadable in the distant future, per- 
haps only after many five year plans, this would involve enor- 
mous sacrifices by the populace in the meantime. If the plan 
was too ambitious, then the industrialization will have to  be in- 
terrupted, and the energies devoted to the abandoned projects 
will be lost.' 

The effects of this sort of miscalculation on the p a d  of pro- 
duction czars would have no parallel in capitaEst economies if 
there were no fundamentd source of bushess miscalculation 
which affected a Iarge past of the bushess community. 

One possible source sf such miscalcuHation would be a sud- 
den, subs"tntial, and unanticipated decrease in the rate of 
saving, This would, c e t e ~ s  p a ~ b u s ,  decrease the funds avail- 
able for kvestment, forehg up interest rates and revealing 
the error of all caleu%ations assumkg a more or less constant 
rate of saving. Investment activity would have to  be curtazed, 
causing depressed conditions in the capital-gmds hdustries 
which had anticipated the maintenmce of investment. Con- 
ceivably this could precipitate a crisis and financial panic lead- 
ing t o  a full-3edged depression. The possibdity of such a pheno- 
menon under normal circumstances is rather unlikely and hls- 
toricaUy unirnpoT"tant, although it may be what one should 
expect if the end of the world were suddenly to  seem imminent, 
and a s  a result all s a v h g  and provision for the future appeared 
useless. Of course even 3 such a shift in the rate of swing 
were t o  occur, it could only precipitate half a business cycle 
without the usual antecedent bwm. 

A much more impoAannt source of miscalcu%ation is  a mone- 
tary change affecting the loan market, such as a credit exgan- 
sion accompanied by Bow hteres t  rates. Such a source as this 
can not only explain bushess miscalculation, but can also 
explain the general movements of prices during the cycle. 
Easy money and low hteres t  rates stimulate investment in 
plant and equipment and the expansion of those industries 
providing these captial goods, However the fact that the in- 
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creased credit avagable is created by the bankLqg system and 
is not supplied by the voluntary savings sf income earners 
sows the seeds of destruction for the boom thus created, The 
increased L~vestment financed by this ""forced" saving first 
causes the utiiization of any previously idle resources, The 
increased incomes received by the owwenas of these mobnked 
resources are then spent largely on c~ns"wmer goods. Thus 
when unemp~oymeat and excess capacity exist and are general* 
increased investment and expansion of the  capital-goods 
industries will cause the demand for consumer goods and the 
output of the consumer-goods industries to increase also, 
However as the economy approaches full empHoyment of re- 
sources, expansion of the capital-gmds industries can only 
take place a t  the expense of the eonsumel--goods industries. If 
eredit expansion encourages con%inued expansion sf the eapi- 
tal-goods industries, then the incomes of the owners of %he 
resources bid away from the consumer-goods hdustries will 
increase in money terms at  the same tgme the output of csn- 
sumer goods is being reduced. At this point trouble is unavoid- 
able, The owners of resources will t ry  to use thek  bcreased 
incomes to maintain their consump$iosp at a hkher  level than 
the trmsfer al resources from the consumer-gmds hdustries 
will permit. This .isrill raise the prices of consumer goods, and 
the consumer-gmds industries will a t ten~pt  to bid back the  
resources they had lost, The increased h v e s t ~ ~ e n t  and output 
of the capital-goods industries is now threateaed unless 
enough additional credit is created to keep the capital-goods 
industries one step ahead of the consumer-goods hdustries in 
the bidding for resources. When the credit expansion stops, 
investment drops and the output of the capitaj-gwds indus- 
tries can no longer be soid a t  remunerative prices, forcing pro- 
duction to be cut back and releasing resources faster than they 
can be absorbed by the consumer-goods industries. The values 
of those assets which cannot be easily transferred to the pro- 
duction of consumer goods suddenly drop. En the face sf falEng 
asset values, an increased desks  for liquidity develops and a 
financial panic may ensue, s t r e n ~ h e n e d  of course by any 
questions raised about the overextension of the banking sys- 
tem. Lack of smmth price adjustment to the now defiationary 
conditions makes adjustment more dzficult, and unemploy- 
ment of resources may spread even to  the eonsaame3r-goods 
industries, This essentially is the b%asa.ness cycle as it is seen 
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by the Austrian theorists. 

There are several tools of analysis used by the Austrians 
which must be introduced before a more detailed presentation 
of their business cycle theory can be attempted. 

One tool of analysis is the analysis of interest rates s i ~ l a r  
to  that  orignally ddeeloped by the Swedish econorPaist, Rmut 
Wicksell. Essential to this analysis is the distirretion made be- 
tween the "natural" or ""pure" rate of interest and the net 
""money" or "'market9' rate of interest. Natural interest is simp- 
ly the  discount of future goods. This discount results from the 
fact that  people prefer consumption in the present to con- 
sumption in the future. The various discountiwg valuations or 
time preferences of individuals will be represented in a single 
discount rate for the economy as a whole, which will equate 
the present demand for and provision for consumption in the 
Eearar and rpl?q_~tpr futures. This single dise~a_?ni rate will de- 
termine whether the present structure of production will be 
geared to the provision for more or less consumption a t  vari- 
ous dates in the future. The net market rate of interest diEfers 
from the structure of floss market rates by the rate premiums 
charged for the various anticipated risks and for the expected 
changes in the value of the monetary unit. Individuals seeking 
out the highest rates of return will tend to push all net interest 
and also net profit rates to  a single rate which in equifibrium 
will be the natural one. 

If the  wet market rate is below the natural rate, borrowing 
for investment will be stimulated so as to  make investment in 
real terms s e a t e r  than voluntary saving, and forced saving is 
said to  secur. This can happen if new money enters the 
economy through the loan market either by a credit expansion 
or by the introduction of new money proper, Conversely 8 the 
net money rate is above the ndlLural rate, more will be saved 
than can be profitably invested a t  that rate, and some real 
investment opportunities will be thwarted. This can occur if 
money leaves the economy through the loan market either by 
the contraction of credit or by the destruction or hoardkg of 
money which previously would have been offered on the loan 
market. 
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Some eonfusion exists about when forced saving or thwart-  
ed investment opport~lnities arising from natural - net mar- 
ket interest rate d3ferelatials actuauy oeeur. Can, for example, 
saving be forced or investment thwarted if tbe ecsnonly has 
adjusted to a $iven net rate of money entering or leaving 
through the loan market? This confusion stems from the fact 
that, in some presentations, naturd'- net market interest rate 
equaEty was defined so as to requhe equality in money terms 
of investment and voluntary savimsg For our purposes we 
shall state that no saving is forced, no investment is thwarted, 
and no natural - net market interest rate differentials exist if 
the money entering or leaving the economy ehrongh the  loam 
market is already anticipated and adjusted for in the actions of 
the populace, 

Ano"ker tool used in analyzing &he business cycle is the anal- 
ysis of the structure of production. Production is visuaiked as 
divided into many stages with dzferent time dimensions. The 
eargest stages are those the products of which are to contri- 
bute to the production of those consumer goods which wiU 
become avagable in the most distant future of any consumer 
goods for which any provision is eurr-resraaly being made, The 
latest stages are those which put the finishing touches on the  
goods becoming avai4able for crirsent consumption, and the 
intermediate stages are those kntesmdhg to conkribute t o  the 
production of those consumer goods which will become avail- 
able after those in the latest stages brat before thsse being 
provided for in the earfiest stages. The products of the earlier 
stages then are &emporal&BIY funher removed from consump- 
tion than those of the later st.ages, Goods produced in the ear- 
liest or first stage of any productiocan process are produced only 
with what the Austrians term "origiaa19hea?ns of produet io~~ 
or rather only with land and Eahor. (Land as an s r i ~ n a l  rmeans 
of production does not mean "'pure'yand exclusive of all past 
improvements such as the clearing of land, the dig@ng of 
mines, and even the construction of roads, buadings, and 
machines to  the extent that such improvements are perma- 
nent. To the extent thahsracb improvements have to  be mdn- 
tained or replaced, they retain their capital character, The 
important thing in the present structure of production is not 
past history but the present plans and provisions for cornsump- 
tion in the nearer and remoter futures.) Goods produced in the  
second stage are produeaed with o r i ~ n a l  waeans and the 
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product of the first stage; goods produced in the third stage 
are  produced with o r i ~ n a l  means and the product of the 
second stage, and so forth, In other words, except for the first 
stage, the product of every stage is produced with original 
means of production and the product of the previous stage; 
and if one traces the car i~n of any good back to  its first stage, 
the  product of every stage is produced ultimately only with 
orianal  means, The product oi a stage might only be a service 
which renders the product of the previous stage more valu- 
able, QP it may be a physical good which by passing through 
later stages is rendered more valuable. A physical good may 
eventually be transformed into a consumer good, or it may 
become a captiaS good which is consumed in the production 
process. The consumer good itself of course ~ g h t  only be a 
service. 

Corresponding to  &Sfereall; stages of production, in the 
terminology of the Austrians, are goods of different orders. 
First order goods aye gwds ready for current consumption. 
Second order goods are those used directly in the production 
of first order goods, third order in the productZon of second 
order goods, and so on. First order goods, then, are produced 
in the last stage of production, and the highest order goods are 
produced in the first stage of any production process. 

A t  any point in time, the number and forms of the various 
stages form the structure sf production. A hypothetical struc- 
tnre  of production represeathg an economy in eqraflibrium is 
dlaastrated by Diapam #I: 

Orienal 
means 3: F* production 

1 ( l a ~ d ~  labor) 

I 
Stages of Production 

DIAGRAM #1 

The d i a ~ a m  shows an economy with four stages of produc- 
tion, the value of each hdieated by the shaded areas with the 
earEer stages on the left. Each stage represents a dzferent 
industry, and only owe consumer good is produced. No ioan 
market exists, and all saving and in~restmewt are done by 
entrepreneurs. Oridnal means of production are applied in the 
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first stage to the production of goods later to be used by t h e  
industry representing the second stage, This indusby uses 
the product previously produced in the first stage in conjunc- 
tion with original means to produce goods to be used by the  
industry representing the thkd  stage, and so on until in the  
fourth stage consumer goods are produced to be used by the  
owners of original means of production. Money exchanged 
against goods and services flows in the opposite direction 
through "ce stages of production. Revenue from the sale of the  
consumer good is used to compensate the orignal means used 
in the final stage and to  purchase the produet of the previous 
stage. The industry represerntinlg the previous stage does lke- 
wise with its revenue and so on until all revenues accrue as 
income to the owners of original means of production. The 
flow of goods and services is indicated by the arrows pointing 
right and the Bow of money exchanged against them is indicat- 
ed by the arrows pointing Heft. In this equiEbrium situation 
there exists no riet savings or investment, and the output of 
consumer goods equals the net incomes accruing to the owners 
of original means. 

An example might make the structun-e of production easier 
LIV VbSbLalu P. S ..----- .Lb- + A  v7:"..-l:-- uppusa b r i a  ew~lsumer good is bread, and to  sim- 
plify matters, suppose also that  no maintenance is required for 
toois and equipment. Then the first stage of production might 
be the mining of potash to be used as a ferti8ker in the @owing 
of wheat. The mine owners will sell their potash to the wheat 
farmers in the second stage, The wheat farmers will in turn 
sell t h e i ~  wheat to the milPers in the third stage, who wig3 sell 
their flour to the bakers in the fourth stage, who wiB sell their 
bread to the miners, farmers, and malers. 

In our structure of production, the value of each successive 
stage of production is @eater than that of the preceding 
stage not only because of the value added in that stage, but 
also because its product is discwonted less by virtue of its 
being temporally closer to consumption. According to the 
Austrians, an economy's rate of discount determines its struc- 
ture of production. Suppose the entrepreneurs of our economy 
change their time preferences so as to  discount future goods 
less than they did before. Suppose also that mere stockpiEng 
of consumer goods wiU not satisfy their increased desires for 
future consumption, Then the new lower entrepreneurial rate 
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of discount will mean that the entrepreneurs w31 now save 
and invest a larger poA-tion of their incomes so as to  be abje to 
increase their ~ o n s u ~ n p t i ~ n  in the future. But since resources 
are presently fully employed, output and consumption cannot 
be increased in the iuture with the existing structure and 
methods of prasdudior%. Output and consumption can only be 
increased if a new, more productive structure of production 
can be adopted. If a more productive structure is available, it 
will tend to  be a longer one involving more and temporauy 
more distant stages of production, both because lower- rates sf 
discount permit longer processes of production and because 
more productive and more capitalistic processes are generally 
more roundabout and involve more stages. In the absence of 
sechnslo@cal change, a more productive but shorter structure 
of prsdenctisak cannot be adopted, for if such a structure were 
avaaable, it would have been adopted even before the chmge 
in time preferences. Let us assume that a longer, more produc- 
tive structure of production is avaaab%e, and that it is consis- 
tent with the new time preferences. A hypothetical eqepaibri- 
urn structure corresponding to this mew lower rate of discount 
is illustrated by Biapam #2. 

Original 
means of 

- production 
(land, labor) 

I i Stages of Production 

I 

DIAGRAM #2 

With the time spans between and withh stages assumed to be 
unchanged, the new longer structure of production is repre- 
sented by five stages compared to  the previous four. The 
lower rate of discount also means that the interstage price 
dsferentials are relatively smaller than previously, The effect 
of the  Bower rate of discount then is to  make the structure of 
production longer and, in terms of hterstage price 
dzferentials, narrower. (In the sense that goods of a higher 
order are produced, the structure is also higher.) If the  total 
money value of a1111 stages has not changed, then the money 
value sf the earlier and later stages will be more and less res- 
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pectively, In this case it should be recognized that, although 
the money value of the output of consumer goods is less than 
previously, the real output of consumer goods is gseater, for 
otherwise the new structure of production would not have 
been adopted. 

To continue our example of the production of bread, Sup- 
pose that the entrepreneurs who change their time prefer- 
ences see opportunities to  invest their increased savings and 
divert resources into the production of new labor saving farm 
machinery, and that this involves the creation sf two new 
industries: one construding the machines and the other min- 
ing the metal to  make them out sf. The resulting n e a t e r  pao- 
ductivity of the wheat farmers will release Ihe resources need- 
ed by the other industries to  contribute t o  the increased out- 
put of bread. Of course when the new equilibrium is reached, 
no net saving or investment again exists, and the produetion 
of new farm machines only serves to  replace those old ones 
wearing out. It should be noted that, in the new structure s f  
production, the industry constructing the farm machines 
occupies the same stage as the industry mining potash 
because they both seBE to the same stage. The only entirely 
new stage is occupied by the industry mining the metal t o  be 
used by the industry constructing the farm machines. 

This analysis of the structure of production is meant only as 
a conceptual aid, and no attempt is made or could be made to 
classzy products, in any sort of cardinal order, according to  
their stages in the structure of production. The structure el 
production of any actual economy has many stages with corn- 
plex interrelationships. For example, the same physical good 
or service may be used in several stages of a production pro- 
cess or used in dzferent stages of production processes lead- 
ing ultimately to  the creation of different consumer goods, 
which may themselves require different numbers of stages of 
various Len@hs, Salt is used in many dzferent industrial 
processes as welE as on the dinner table. The mining of salt 
therefore cannot be assigned to any one stage of production. 
Also any production process could eheoreticauy be divided 
into a vbtually infinite number of minute stages, A modern 
assembly line is an easily visuaKzed example sf goods moving 
through many stages within a single firm. 

Nevertheless, production in many industries or ~ o u p s  of 
industries may be identified as belongng more or less to earl- 
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%el* or later stages of production. Broadly speakhg, the indus- 
tries representing the earlier stages are industries providing 
raw materials f o n t h e r  early stages, industries constructing 
heavy capital equipment and machinery for use in later 
stages, and industries constructing and maintaining struc- 
tures to house the manufacturing and management of the 
various stages. The consumer-goods manaafackuring and re- 
taaing industries represent the later stages of production, and 
somewhat earlier are the industries providing the raw mat- 
erials and lighter equipment which they use. 

As may already be apparent, the important distinction be- 
tween earlier rend later stages of production is that their 
products are not equally distant from consumption and thus 
their relative values are influenced by time preferences, 
Another factor determining a good's temporal distance from 
consumption, besides its order, is its durabgity. The more 
durable a good is, the more distant it is fro= consumption, for 
the services which any durable good provides are distributed 
over a relatively long period of time. A durzible good is got 
consumed until its contribution to  consumption ceases or 
rather until it wears out and/or is depreciated to its scrap 
value. A capital good then might be distant from consumption 
not only by virtue of its being sf a high order, but also by 
vk tue  of its being relatively durable. 

One last tool of analysis sometimes used is that of the 
""Ricardo effect" introduced by Hayek. According to  this anal- 
ysis, the change in a fbmfs profit rates due to changes in sell- 
ing prices or in prices paid to factors of production wiU not be 
unaffected by the firm's capital intensity, or rather by the 
len@h sf time it takes for the capital invested to  turn over. 
Perhaps this can best be glustrated by a table simlilar to  one 
used by ~ a y e k . ~  

Money capital invested for 
2 9 6 3 1 

years year months months month 
Initial a7,~ount of profit on 
each turno-aer in per cent. 12 6 3 I I/z l/z 

(all corresponding to 6 per cent per annum) 
Add 2 per cent additional 
profit on each turnover due 
to rise of price of product. 14 8 6 3 2% 
Resulting profit rate per 
annum (compound interest 
negiected). 7 8 10 14 30 
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A rise in product prices of 2 per cent will, c e t e ~ s  pa&bus, 
increase the amount of profit on each sale by 2 per cent k res -  
pective of the 3ela@h sf time it takes far the revenues thus 
obtained to yield a return on the captial invested. But s h c e  
the amount of profit on each sale must9 ceete&s pam'bus, be 
smaller for enterprises with higher rates of turnover if all 
enterprises are to  receive equivalent per ansaum rates of prof- 
it, an increase in the amount of profit on all sales by an equal 
amount will increase the per annum rates of profit for enter-  
prises with higher rates, or shorter periods, of turnover more 
than for enterprises with lower rates, or longer periods, of 
turnover for the capital invested. This is shown in the table for 
Investments in which capital turns over in dsferent Ien@hs of 
time. Thus an increase in product prices or conversely a gen- 
eral fall in the prices of factors of production will provide an  
incentive to shift to processes in which capital. invested turns 
over more rapidly. For a firm this will mean more labor inten- 
sive use of existing machinery, and a shift in purchases to  
cheaper, less durable machinery and to  machinery which takes 
less time and fewer stages to produce. For an economy a s  a 
wholes this mean a shift to a shorter, less capital intensive 
structure of production. Of course a fall in product prices or  a 
general rise in the prices of factors of production wiM have the 
opposite effect of lowering the per annum rates of profit more 
for enterprises with high rates of turnover, and will, for the  
economy as a whole, encwhirage a shift to a longer, more capital 
intensive structure of production, 

V 
Having presented these tools of anaIysis, we can now take a 

closer Book at  the business cycle of Austrian Theory. 
Let us assume an economy in the depths of a depression, 

Unemployment and unused resources are widespread but are 
particularly concentrated in those industries encompassing 
the  earlier stages and producing higher order goods, i.e., the 
capital-goods industries. Furthermore the depression so far 
has been masked by massive denation and unprecedented 
demands for liquidity. Beat as the depression advanced to its 
present stage, individuals, firms, and banks became increas- 
ingly successfu1 in their attempt to  hold money balances, and 
as their money balances grew and as prices fell, the incentive 
for continued hoarding tapered off. Thus the contraction of 
total monetary demand, or of MV in the notation of the qjuan- 



AUSTRIAN BUSINESS CYCLE THEORY 79 

tity theo9gsts, has finally come to an end. Conditions are 
now ripe for a revival of trade. As time propesses and 
nothing triggers a new rotand of bank runs or some other 
deflationary phenomenon, congdeslce "cat the deflationary 
panic has Iinally ended be@ns to mount, Hoarding will now no 
longer seem rational, and the dismantling of these hoards, or 
rather dishoarding, will bbegn. The previous contraction of 
total monetary demand will be reversed into an expansion. 

If the banking system does not participate ins the dishoard- 
ing, then the fate of the revival will be somewhat uncertain. If 
enough adjustment of prices (including wages) had been made 
during the depression, then the increase in monetary demand 
res~aiiting from the dishoarding may be such as to permit the 
employment of all existing unused resources (including Labor) 
with no further general fa14 in their prices. M o ~ e  likely is that 
further downward price adjustments will still be necessary, 
although in extreme cases prices may be so low and accumu- 
lated hoards so great that upward price adjustments will be 
called for. If further downward p i c e  adjustments are requir- 
ed and are effectfvely resisted, the revival will not be com- 
pleted. But in any case, unless time preferences have changed 
so as to  favor the investment-consumption ratio and the leng- 
thened structure of production of the previous boom, rela- 
tive price changes and/or movements of resources vis-a-vis 
the earlier and later stages of production will still be 
necessary if maximum reemployment of unused resources is 
to take place. In other words the prices of higher order goods 
may still have to fall relative do the prices of lower order 
goods, and resources will have to be transferred away from 
the industries representing the earlier stages and toward the 
industries representing the later stages. It may be however 
that any such movements of prices and resources can be post- 
ponted to some extent for the duration of the dishoarding 
process if those dishoarding spend their accumulated hoards 
relatively more on investment &]%an the economy as a whole is 
wgling to spend. This is l&ely to be "ce case if, as is generauy 
believed, hoarding takes place more at the expense of invest- 
ment than of consumption. 

It is however extremely unEkely that the banking system 
wra4. remain neutral ira the dishoarding process. As the revival 
gets under way, the reserves of banks will be high relative to 
the now lower demands for redemption, and the banks will be 
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encouraged to dishoard, or rather t o  expand credit, Also the 
return of confidence in the banks will lead to increased re- 
serves as people and firms redeposit their money and thus 
further encourage credit expansion, More importantly the  
gc~vernme~at through the central banbhg authority will pro- 
bably be encouraging credit expasasion by such measures as 
the Lowering of required reserve ratios, kswaring rediscount 
rates, and the purchasing of various obkgations, such as gov- 
ernment bonds, from the banks. The government may also 
directly introduce lnoney into the economy so as to lower in- 
terest rates and to  favor investment by purchasing various 
obligations from non-bank institutions and from individuals, 

Since the credit expansion will almost surely not be adjust- 
ed for in the actions and plans of the populace, it will force the  
net market rate of interest below the natural rate and probab- 
Iy also cause an underestimation of the rate premiu~sas which 
should be charged to compensate for future changes in the 
value sf money, If there is no reaEzation that a general expan- 
sion of credit is really underway or if the effect of a credit 
expansion on the value of money is not generally understood, 
the latter passi"sility mag be of no small import. In any case 
the real rate of return on loans w21 be reduced below the na- 
tural rate and forced saving will mciar, Of course underestima- 
tion of the risk premiums which \vou%d be charged or too liber- 
al rationing of credit may simaarly Indicate forced saving, 

The low interest rates of ",he credit expansion will attempt 
to act on the structure of production like a lowering of the nat- 
ural rate of interest. In other words the %ow interest rates will 
stimulate lenghening and narrowing the structure of produc- 
tion as provision for more and more distant future consump- 
tion is encouraged. 

Some tendency to len@hen the structure of production may 
have already existed due to  the working of the Ricardo effect. 
Inadequate wage adjustment relative to fa%Eng product prices 
during the panic induced deflation may have produced some 
encouragement to shift to a longer structure of production, 
but this would probably have been more than offset by the 
reHative5y high interest rates of the depression, (Interest rates 
may be low absolutely during the depression, but are  probably 
high relative to  those needed to  maintain the investment and 
the len@-thened structure of production of the previous boom. 
This may be due to  the hadeqaaacy of negdive interest rate 
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premiums adjusting for the risirlg value of the monetary unit 
and a panic snsduced reluctance to  incur debt for the purpose of 
investing in a seemingly highly uncertain future.) As long as 
~xidespread ~nemploymsnt of resources still exists during the 
recovery, the Ricardo effect will probably st21 encourage a 
lenehenisag of the production structure as there will be little 
upward pressure on product p~ ices  and an easing of downward 
pressures on wage rates. The rising psofit rates characteristic 
of the recovery will more Bkely be due to increasing volume 
than t o  the rising of prices received from the f ale of goods and 
services relative to the prices paid for chose factors used in 
their production. The Ricardo effect then may work for some 
time in eonjunction with the ensuing credit expansion and low 
in~erest rates to len@i~en the strsecture of production, 

As the credit expansion gets under way, the increased 
credit available will be used to finance the holding of larger 
inventosies sezch as t k  efY-rouad increase in trade will. make 
desirable and to  fi3anee capital s"mprovements of all sorts, 
Industries in all stages of the structure of produrnion wid be 
eneauraged to expand their operations with the use of borrow- 
ed funds until their m a r ~ n a %  rates of proEts approach the wow 
low ra tes  of interest. To accomplish this, industry will be@n 
reemployiiag idle labor and capital eq~~ipment  to increase cur- 
rent output and will begin investing in new pHanhand equip- 
ment SO as to  increase f~~ tu re  capacity, Those industries in the 
earBler stages providing the material, plant, and e q u i p ~ e n t  
used in she later stages will be doubly stimulated by the 
expansion of credit, dkectly by the How interest rates and kdi-  
rectBy by the incre2sed dennand of Hater stages. The stimulation 
provided by the low interest rates tHaere%o~*e will have a mag- 
nified effect on the earlier stages of the production s"%riiacture. 
This magnified stimulation of the earfier stages will produce a 
tendency to narrow interstage price dzferentials as the pro- 
ducts of earlier stages, or rather the higher order goods, have 
their prices bid up or at least supported by the increased 
demand of later stages, $he credit expansion will also tend to 
act on the structure of production in another way, the result of 
the fac-t that some new kinds of investment projects previous- 
ly unprasfitab!e will be rmade profitahBIe by the Sow interest 
rates, The adoption of new processes of production, perhaps 
leading to  the production sf new types of producer and consu- 
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mer goods, will be stimulated, and probably the myority of 
such processes will tend to be of longer duration or lead t o  the 
production of goods temporally more distant from consump- 
tion. In this Hatter respect the Ricardo effect will probably be 
of some help. This provision for more distant future consump- 
tion, through the adoption of longer techniques of production 
and through the production of more durable goods, will .give 
rise to  a more lengthy structure sf production involving the 
use of more and earfier stages of production, In sum then the 
credit expansion and the resultkg low interest rates will 
stimulzlte p e a t e r  investment and wBI do so in such a way as to 
encourage a more lengthy and more top heavy (in the sense 
that relatively more higher order goods are produced) struc- 
ture of production. 

With credit expanding, the pace of the recovery wgl be sub- 
stantially quickened. This will not only be because total mcne- 
easy demand will be increasing a t  a faster clip, but also be- 
cause low interest rates will be stimulating relatively more 
those industries of the earKer stages, where unemployed 
resources can be mobilked easily and without the discourage- 
ment of having to be bid away fronl alternative uses. But the 
effect of newly created credit on the economy will not end sim- 
ply with the mobilking of idle resources. %he owners sf the 
mobdked resources (including laborers) will now have 
increased bcomes a t  theh disposal, and how they dispose of 
them will of course affect the economy and the course of the 
revival. Presumably a portion of these incomes will be saved 
and invested; and to  the extent that they are, the credit 
expansion will create the real savings needed to finance con- 
tinuation of the inlvestmermt ori@na%ly financed by the creation 
of credit, But no doubt the p e a t e r  portion of the hcomes 
created by credit expansion will be spent on consumption. The 
resulting increase in consumption expenditures w2H stimulate 
the later stages of production, and as long as conthued 
creation of credit maintabs low interest sates and as long as 
consumption expenditure is expected to be maintained perm- 
anently a t  higher levels, this stimulation will be magnsied in 
its effects as it is relayed back t o  earfies stages in the form of 
increased demand for theb  products, In other words the  later 
stages will again be stimulated to  invest in material, plant, 
and equipment as well as labor for the purpose of hereasing 
both present and future output and will in so doing further 
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s t imula t~  the earlier stages, This added stimulation of invest- 
ment and of the earlier stages will create additional demands 
for borrowable funds and thus will permit additional credit to 
be cseated without the disincentive of further lowering inter- 
est rates and of perhaps "&bus inen-easing awareness sf the 
eredi"a,exp%nsion9s existence. WhGe &he recovery is still rela- 
tively young, then, the secondary elfects of the credit expan- 
sion might only serve to further the expasision of credit and 
the pace of the recovery. 

But as the economic expansion propasses and as the struc- 
ture of produdio~n assumes a shape refiniseelat of the 
previous boom, the supply of still unemployed resources will 
begin to  dwindle, land corltinued expansion of credit will no 
longer be able to  isduce continued expansion sf output, 
Expansion of ersdibwigl lead more and more to hereases in 
prices and less and less to  iazcreases in output and employ- 
ment, 

If the expansion of credit were to stop and thus halt the dev- 
eHopn~ent of inflationary pressures, other unpleasant eonse- 
quenees w ~ u l d  foilow instead. Vnless, as is unl&ely, time pre- 
ferences change so as to  favor the investment-consumption 
ratio arnd the Ben@"r,hewd structure of production which the 
credit expansion has fostered, the voluntary savings of income 
earners will be insufficient to  mai~tain  them. St i l l  increasing 
~bonsumption expenditure and higher iaterest rates resulking 
from the  reduced supply of loanable funds wiill force a lowering 
of t h e  iaveatmerml-consumption ratio and a shortening of the 
structure of prodtactios,, But such a change in the structure sf 
production may require substantial frictional unemployment 
during the transition process as resources would have to be 
transferred from the earlier to the later stages and as the 
prices of higher order goods wouHd have to faU relative to 
those of lower order goods. To avoid this result, the govern- 
ment gnay go to  vest len@hs to insure that the expansion of 
credit does not end, let alone force such a development in the 
interests of avoiding inflation. 

Let  us assume then that the credit expansion continues una- 
bated, If credit can be created on such a scale as to raise in- 
vestment to  still pester levels and to further len@hen the 
structure of production, a situation impossible to  maintain will 
soon develop. As resources are now relatively scarce, the 
increased csedit available will have to be used largely to bid 
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away resources from the consumer-goods industries if invest- 
ment and the earlier stages are to be expanded. But if this 
happens, the owners of the transferred resources (especiaKy 
laborers) w6U attempt to use their increased incomes to in- 
crease consumption while the transfer itself wiM reduce the 
available supply of consumer goods. As a result the prices of 
consumer goods will be bid up even higher than they other- 
wise would have been, and the consumer-goods industl.ies will 
be stimulated by higher prof& mar@ns t o  bid back t h e  lost 
resources, The len@.ehened structure of production will now 
become propessively more difficult to maintain, requbing 
ever increasing amounts of additional credit to  keep t h e  earl- 
ier stages one step ahead sf the later stages in the competition 
for resources. 

But there is another consideration which would indicate 
that no amount of additional expanlsion sf credit could long 
even maintain the len@hened structure of production, let 
alone len@hen it still further, As the owners of resources 
msbilhed by the credit expansion spend their incomes on con- 
sumption, the profit margns of the consumer-goods industries 
will "Ql hcreasing. However unl&e previously when unem- 
ployed resources were stin widespread, this stimalatiora of the 
crnnsumer-goods industries and the later stawes 6 will be more 
diminished than magnified as it is relayed back to  the earlier 
stages. This will be due to the increasing importance of the 
Ricardo effect. As the  prices sf consumer goods are bid up rela- 
tive to factor prices, the Ricardo effect will work more and 
more to shorten rather than to leng$hen the structure of pro- 
duction. This shortening will come as the csnsumer-goods 
ind.astries change "ce mix of products they purchase from the 
preceding stages. They will flow spend more on purchasing 
materials to  increase output in the near future and less on plant 
and equipment to increase output in the more distant future. 
Those expenditures for plant and equipment which do take 
place vviU tend to be for shorter term capital improvements in- 
vorving less durable and less complex plant and equipment 
which can be produced in fewer stages. Ira sum, increasing eon- 
sumption expenditure will through the Ricardo effect stimulate 
more and more just those stages immediately preceding the 
consumer-goods industries and less and less the economy's 
earlier stages, and will in so doing shorten the structure of pro- 
duction. If, as we have assumed, the credit expansion is eon- 
tinuiwg unabated, the  consumer-goods industries and the Bater 
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stages will be in the best positior~ to  obtain the increased 
funds. But they will no longer use the funds to invest in long 
term capital improvemen$s and t o  thus stimulate the earlier 
stages, but w3l now use the funds to  bid away material and 
labor from the earlier stages so as to be able to increase the 
output of consumer goods in the nearest possible future. The 
continued creation of credit will now actuauy serve to lower 
the real investment-consumption ratio as the hereased funds 
will be used to prevent provision for relatively distant future 
consumption so as to  increase provision for current and rela- 
tively nearer future consumption. The existence of continued 
credit expansion, then, cannot ckcumvent the pressures to 
shorten the structure of prodtaction and to  lower the invest- 
menb-consumption ratio. 

One more factor may add to these pressures to  shorten the 
structure of production. As income earners face higher prices 
for consumption goods, they may spend larger portions of 
their incomes on maintaking their desired levels of consunp- 
tion. If they do so, interest rates may be adversely affected 
as higher net market interest rates and higher raze premiums 
adjusting for the falling vdue of money are demanded. Higher 
interest rates will further hurt long term investment and the 
earlier stages as the lower supply of credit wiU be rationed 
increasingly towards the eonsumer-goods industries which are 
being inhenced by the Ricardo effect, for only they will be 
able t o  afford the higher interest rates. 

If the  banks try to offset this development by further 
increasing credit, the lkeEhood of financial panic will be p e a t -  
ly Increased. As the expansion of credit reaches ever gp'eater 
heights, fears about the ever more precarious reserve 
positions of the banks will mount, and almost anything may be 
able to  trigger a series of bank runs and thus force the contrac- 
tion of credit, As the economy approaches fuU employment, 
there will be no lack of possible triggers. A rash of corporate 
bankruptcies in the higher order capital-goods hdustries, 
such as the Ricardo effect may cause, d g h t  be such a trigger. 
Or perhaps the dramatic failure of enterprises begun with or 
heavily dependent upon borrowed funds, enterprises which as 
factor prices and interest rates are being bid up are unable to 
raise a t  profitable rates the additional funds necessary to con- 
tinue. This Batter possibifity may be especial'ay important if the 
credit expansion is already being slowed or halted. 



In any case, let us assume that runs m banks do begin, 
What otherwise would only have been a reIaiively miEd set- 
back due to a structural readjustment of produetion will now 
develop into a fu%rH%-fledged depression. Once begun, the running 
on banks may mushroom as the early f3"iBure sf some banks win 
cause questions to be raised about the abiEty of the remaining 
banks to  honor their debts. In the face of ensuing and/or 
threatened runs, banks w2h be forced to eontract credit. This 
will be done by calKng those loans which are on caU and by not 
reloaning as outstanding loans are repayed, As individuals 
and nonbanking institut~ons hoad  the  money they ~ t h d r a w  
and as banks are forced to hoard by contracting credit, the  net 
market rate of interest will be forced above the natural rate,  
further d iacoura~ng investment and working to  the detri- 
ment of the earlier stages. Any further bankruptcies t h d  this 
and the resulting deflation may cause wiU encourage a new 
sound of bank runs, and a spiraling deflation may develop, If 
the lowering sf important produd or factor prices (e,g., wage 
rates) is successfeaBIy resisted, unemployment will no longer be 
frictional and may even be extended to the consumer-goods 
industries. If the deaationary pressures are strong and if they 
are fiercely resisted, the unemployment of resources it will 
create may be massive and quite prolonged, 

This, in somewhat more detail, is the Austrian theory of the 
business cycle. 

In 194s Ludwig von Mises wrote the following: 
In the th&y-one years which have passed since the first edition of my 

Theom of a n e y  a d  Credit was plabkshed no tenabje argument has 
been raised against the validity of what is commonly called the '6A~s&ri- 
an" theory of the [business] cycle. It was easy to prove that all objections 
brought forward were either fudge or founded on a ks t aksn  interpreta- 
tion of the dwtrine attackedS5 

It is my belief that the passage of twenty-nine more years 
has not altered the truth of von Mises' prornouncement, In  
fact, to  my knowledge, no new objections have been brought 
against the theory during the interim, This is, no doubt, 
partly due to the decline of interest in business cycle theory 
aRer World War 11. Since most countries have abandoned the  
gold standard ai%d taken to  insuring bank deposits, 
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deflationary panics have had .little chance of developing and 
of thus precipitating massive depressions. As a result, the 
need to explain and find cures for the business cycle no longer 
seemed as pressing as it once did. Nevertheless, business 
cycles have continued, even though on a smaller scale, as 
recent years have amply demonstrated. The need therehre  
for a proper business cycle theory still exists, especiauy if 
present ""countereyc~ca~.l" policies are to be evaluated. 

But it is not my inten"con here to  debate the subtleties of 
this or  any other theory of the business cycle. I wish only to 
stress what I consider the most important contribution of the 
Austrian theorists in this area. This is the correct identifica- 
tion of monetary disturbances, such as the expansion or con- 
traction of credit, as the sine qua non of the business cycle. 
Various nonmonetary theories "pave been brought forth to 
explain the phenomenon of the business cycle. For example, 
discontinuities in the number and importance of inventions or 
innovations have been accused of stimulating cyclicd swings 
in investment activity. E&ewise, relatively small changes in 
consumption expenditure have been heid to be responsible, 
"emugh "Lhe working of the acceleration principle, for large 
cyeEcal changes in investment expenditure. But these and ajtl 
other nonmonetary theories must, as Austrian theorists have 
pointed out, loecaBy assume the coexistence of monetary 
changes with their more explicitly identsied But 
given this, the superiority of the Austrian theory becomes 
apparent, for it allone can claim to  have identsied a cause 
which is both sufficient and necessary. 

It is evident then that the question of economic stability 
under Iaissez fake reduces to a question of monetary stability. 
I t  is also evident that the question of monetary stabfiity 
reduces to a question of the existence of credit expansions and 
contractions, for presumably the cyclical changes in hoarding 
are largely induced by the fluctuations in confidence which the 
changes in credit bring about. But since the accepted deffini- 
%ions of laissez faire do not speci$ the nature of the monetary 
framework, the relevant question becomes this: can a laissez 
faire or free market society be organized so as to prevent the 
monetary disturbances such as can result from changes in 
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credit? 1 will consider two 11roposaBs f ~ r  SIEC%I m orga,aizaation 
offered 'by Austrian economists as well as third sinlilar to one 
offered by Milton Friedman. 

According to Ludwig von Mises, the government should 
simply refrain from insiigating credit expansions for the  pur- 
pose sf fostering easy money and Iow interest rates. To t ie  the 
hands of government in this vital area, he proposes that cen- 
tral banks be abofished and that a full goEd standard be allow- 
ed to rule. Without a central bank and the resulting pyiramiding 
of reserves, he argues, a credit expansion would never be able 
to proceed fast enough to cause any maiadj~stments in the 
structure of production, Those banks which attempted to  
expand credit would soon find that their reserves were being 
drawn down, and they woald move to reverse the situation f o ~  
fear Ghat otherwise public confidezce would be lost and bank- 
ruptcy would result.' 

Another Austrian economist, Murray Rothbard, also 
recommends the adoption of a full gold standard but with the 
requirement that all bank deposits be backed l&aOO/o by gold. 
Anything less, he claims: would be fraudu%en%,t, This would of 
course make credit expansion or contraction impossible, and 
a31 investment would have to  be provided for out of voluntary 
sawing. 

Whatever the merits of these two proposals, "cey share a 
common defect, There is no provision for increases in &he 
money supply, This ~ ~ , ~ o u l d  be no problem except that in an 
expanding economy prices would have to be falling, But with 
smooth price adjustment even this would be no problem 
except that  gross market rates of interest wsuad have to  em- 
body negative interest rate preerail~ms adjusting for the rising 
value of money. This is the crux of %he problem. A strongly 
negative interest rate premium may attempt to push the gross 
market rates of k teres t  to zero or below, But id, is elearly 
impossible for it to succeed, as people will not be motivated 
to $elad out money at a rate approaching zero or beiow, There 
may develop then a situation where the Pigogl effect takes 
command and forces a iowering sf the economy" investment- 
consumption ratio below %ha% which is deshed by the popu- 
lace. Whether this situation would ever delye3op is sf course an 
empkiral matter, but nevertheless the potential W O U ~ ~  exist 
under the conditions proposed by Rothbard and von Mises.. 

The solution, I think, is something akin do the proposal out- 
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