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Interview: the Spanish roots of the Austrian
School!

AEN: You made an extraordinary announcement today at the Austrian
Scholars Conference. Can you share it with 4EN readers?

Huerta de Soto: First, I'd like to thank the Mises Institute for sponsoring
this great conference. It is gratifying to see so many countries and disciplines
represented, and I look forward to reading all the papers that are being
presented.

My announcement was this: beginning this October, we are publishing
The Collected Works of Ludwig von Mises. We have support from 300 pri-
vate subscribers, as well as some help from free market institutes in Spanish-
speaking countries.

The Collected Works will total seven volumes, each one of them as thick
as Human Action. The first volume, already in preparation, will be titled
Monetary Theory and Economic Cycles. It will include The Theory of Money
and Credit and other books and writings on the subject of money and busi-
ness cycles.

The project is without precedent in the world, and it will be completed in
four or five years. We are sure the Collected Works will be received favour-
ably in the intellectual world, not only in Spain but also in Latin America. It
is the best tribute we can pay to our master.

AEN: How does it happen that there is a ready market for these books?

Huerta de Soto: The publication of Spanish translations of Mises’ books
began very early. In 1936, The Theory of Money and Credit and Hayek’s
Monetary Theory and the Trade Cycle appeared. But the influence of them
was small due to the outbreak of the Spanish Civil War that same year.

Real strides weren’t made until twenty years later, when a young scholar
named Joaquin Reig wrote his PhD thesis at the University of Madrid. Its
title was “‘Modern Social Problems From the Point of View of Ludwig von
Mises’ Economic Thought’. It was the first work written in Spain on Human
Action, which had been published in the US only eight years carlier.

Reig had met Mises and became one of his best friends and admirers.
In fact, Mises acknowledges Dr Reig’s help in the ‘Preface’ to the third
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edition of Human Action. Reig used to tell the story of how he asked
Mises what he thought of Murray Rothbard’s treatment of monopoly theory
in Man, Economy, and State. The question was important considering
the disorganized treatment of the subject in Human Action. Mises told
Reig that ‘I agree with every word Professor Rothbard has written on the
subject’.

AEN: When did Human Action finally appear in Spain?

Huerta de Soto: Reig’s very good translation was published in 1960, but
only with a great deal of difficulty. The censorship authorities deleted several
paragraphs of the book which were considered politically dangerous for the
regime of General Franco, who was then the Spanish dictator.

Starting in the 1970s, Joaquin Reig and his brother Luis organized a
weekly Austrian seminar that met every Thursday in their home. This semi-
nar, which I attended, was responsible for the spread of Austrian ideas.
Hayek even attended it several times. During those years, Reig also trans-
lated Bureaucracy, Liberalism, The Anticapitalistic Mentality and Theory and
History.

I received a chair in political economy at the Complutense University of
Madrid in 1985. That’s when the seminar left the Reig home and began to
meet at the university. The most important Spanish universities are owned
by the government. All professors are civil servants, who hold their chairs for
life. But according to our Constitution, they can teach what they want with
almost unlimited freedom. This system was used and abused by Marxists
and socialists for many years. But since the early 1980s, it has also been used
by free market economists.

The Complutense University is one of the oldest in Spain, founded in
1293. Today it has more than 100,000 students, and the Law School where I
teach has 17,000. I have been teaching the same course for twelve years with
increasing success and popularity among the students. Human Action is the
required textbook, and up to now more than 2,000 students have passed
examinations on the book. All told, more than 15,000 copies of Reig’s
Spanish edition have been sold.

AEN: Does your department accept the Austrian School as a legitimate
alternative?

Huerta de Soto: At one time, no. But this has changed in the last twelve
years. We now have a PhD seminar on Austrian economics, we participate in
outside programmes on law and economics, and every year we provide gui-
dance on research topics to foreign students who come to Spain. We recently
had a two-day conference on Mises sponsored by the city of Madrid and the
minister of education, Esperanza Aguirre. It attracted 300 professors and
students and received generous media coverage.

In the US, you have debates among Austrians, with different people
emphasizing different aspects of Mises Hayek, and Rothbard. For example,



Appendix 265

I’ve been following the debate on economic calculation under socialism very
closely. I have not reached a final conclusion. But I do tend to believe that
Mises’ and Hayek’s arguments are two sides of the same coin.

For our part, we are trying to forge a synthesis between the rationalism
and utilitarianism of Mises, the Aristotelian Natural Law position of Roth-
bard, and the evolutionary approach of Hayek. In my banking courses, I
emphasize the 100 per cent reserve ratio, consistent with an old tradition of
Spanish law on fungible demand deposits which is still in force.

AEN: Judging from the many books you’ve brought here, publishing has
been crucial to the spread of the Austrian School in Spain.

Huerta de Soto: Apart from the collected works of Mises and Hayek, I
edit a separate series called the New Collection of Liberty. Up to March of
this year, twenty volumes have been published, the last of which was a
Spanish translation of Raimondo Cubeddu’s important book The Philosophy
of the Austrian School.

Among the books are titles by Rothbard, Kirzner, Mises, Hayek, Bruno
Leoni, Wilhelm Roépke, and a fiftieth anniversary edition of Hazlitt’s Eco-
nomics in One Lesson, which has an introduction by Llewellyn H. Rockwell,
Jr. Future projects include Hans-Hermann Hoppe’s The Economics and
Ethics of Private Property and Bruce Benson’s The Enterprise of Law. Most
important, we are publishing a translation of Rothbard’s Austrian Perspec-
tive on the History of Economic Thought. It will appear with my introduction
in one large volume in 1998.

AEN: Did you ever meet Rothbard?

Huerta de Soto: Before 1 completed my PhD in Spain, I received a grant
to come to the United States to study. Hayek wrote a letter of recommen-
dation for me to Stanford University, which admitted me to its MBA pro-
gramme. To my delight, Rothbard was there on fellowship with the Institute
for Humane Studies, and we spent many wonderful days together, discussing,
among other things, his manuscript for The Ethics of Liberty. 1 will always
treasure the early draft he gave me.

He knew everything about Spain, all the details of the geography and the
history, and especially the ideological factions in the Spanish Civil War. He
was opposed to Franco, of course, but even more opposed to the Republican
Communist Party. I agreed entirely. One of the worst things the communists
did was kill all the anarchists. My grandfather used to say, ‘those anarchists
are fine people’. In a way, they were more sympathetic to market and private
business than were the socialists and conservatives, who really hated the
classical liberals.

The last time I saw Rothbard was at the Mont Pélerin Society meetings in
Rio de Janeiro in 1993. We organized a lecture tour for him in Spain and
Portugal, which was to take place in the second half of 1995. It was to
culminate at the University of Salamanca, the birthplace of the Austrian
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School. Sadly, Rothbard was not able to visit Spain, nor his beloved Sala-
manca. However, I am sure he would be very happy about the size of this
gathering here today, and would be even happier about the growing ties
between Austrians on both sides of the Atlantic.

AEN: Tt still seems somewhat revisionist to describe Spain as the birth-
place of the Austrian School.

Huerta de Soto: Yes, but it is accurate. To focus solely on Vienna is far too
narrow. We tend to think, like all moderns, that only the new has value. To
study the old is mere archaeology. But in economics and philosophy, it’s the
other way around. Most great ideas have already been thought by someone
else in the past, including the most fundamental Austrian ideas.

One of the main contributions of Rothbard was to show that the pre-
history of the Austrian School could be sought in the works of the Spanish
scholastics during the ‘Siglo de Oro Espariol’, the Spanish Golden Century,
which ran from the reign of Carlos V in the sixteenth century through the
seventeenth century. Rothbard first developed this theory in his 1974 paper
delivered at the South Royalton Conference, published two years later in The
Foundations of Modern Austrian Economics.

AEN: Yet even this insight has a prehistory.

Huerta de Soto: Of course. Joseph Schumpeter argued this point in his
1954 History of Economic Analysis. Also in the 1950s, Hayek had met the
great Italian scholar Bruno Leoni, author of Freedom and the Law, who
convinced Hayek that the intellectual origins of classical liberalism should be
sought in Mediterranean Europe, not Scotland. This led Hayek to change
his research programme dating back to his first legal studies at the London
School of Economics. Later, one of Hayek’s pupils, Marjorie Grice-Hutchinson
(now Baroness Marjorie von Schlippenbach), translated the main texts of the
scholastics.

There is a quotation in Bruno Leoni’s book from Cicero, in which Cato
says Roman law is the most perfect law of all because it hasn’t been created
by any one mind. It has not been constructed. It is a result of a process to
which many minds have contributed their wisdom. The lawyers don’t make
the law; they discover it and can improve it only slowly.

Leoni convinced Hayek of his thesis. You can see this by comparing
Hayek’s more Scottish-oriented Constitution of Liberty with his Mediterra-
nean-oriented series Law, Legislation, and Liberty. In this series, Hayek
freely quotes the scholastics on economics.

And I have a letter from Hayek dated 7 January 1979, in which Hayek
asks us to read Rothbard’s article. He says that Rothbard and Marjorie
Grice-Hutchinson ‘demonstrate that the basic principles of the theory of the
competitive market were worked out by the Spanish scholastics of the six-
teenth century and that economic liberalism was not designed by the Calvi-
nists but by the Spanish Jesuits’.
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AEN: Who were these Spanish ancestors of the Austrian School?

Huerta de Soto: Most of them taught morals and theology at the Uni-
versity of Salamanca, a medieval city located 150 miles to the northwest of
Madrid, close to the border with Portugal. They were mainly Dominicans or
Jesuits, and their view on economics closely parallels that stressed by Carl
Menger more than 300 years later.

One of my favourites is Diego de Covarrubias y Leyva, who set forth the
subjective theory of value. He wrote that ‘the value of an article does not
depend on its essential nature, but on the subjective estimation of men, even
if that estimation is foolish’. He was born in 1512, and served as bishop of
Segovia and minister of King Philip II. Today, in the museum of the Spanish
painter El Greco in Toledo, there is a stunning portrait of him. Carl Menger
quotes Covarrubias’ 1560 treatise on monetary depreciation.

Another important Salamancan is Luis Saravia de la Calle, the first thin-
ker to demonstrate that prices determine costs, not the other way around. He
wrote that ‘those who measure the just price by the labour, costs, and risk
incurred by the person who deals in the merchandise are greatly in error. The
just price is found not by counting the cost but by common estimation’. He
was also a fierce critic of fractional-reserve banking, arguing that fees should
be paid to bankers for keeping gold under custody.

AEN: Now we can get to your article in the Review of Austrian Economics
(vol. 9, no. 2) on this subject.

Huerta de Soto: The banking theories of the Salamancans are not some-
thing that Rothbard considered at great length in his history of thought. But
there is quite a lot of material here. In fact, in their internal debates, they
prefigured the nineteenth century British banking debates. The Salamancans
were led to study banking by observing the corrupt relationship between
banking and government, which depended most fundamentally on the legal
protection of fractional reserves.

The Salamancans were opposed to all forms of inflation. For example
there was Martin Azpilcueta Navarro. He was born in 1493, lived for ninety-
four years, and is specially famous for explaining the quantity theory of
money in his 1556 book Commentary of Exchanges (I own a first edition!),
writing that ‘money is worth more where and when it is lacking than where
and when it is in abundance’.

Navarro opposed fractional reserves and made a clear distinction between
loan banking and deposit banking. The banker, he said, should be the
‘warden, depositor, and guarantor’ of monies in his possession. He said there
can be no valid contract between the depositor and the banker that allows
for fractional reserves. If such a contract were made, all parties would be
guilty of fraud.

More sympathetic to fractional reserve money was Luis de Molina, who
was the first to argue that bank deposits should be considered part of the
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money supply. But he confused loans and deposits, and didn’t understand
how fractional reserves are inherently destabilizing. So Navarro and de la
Calle were a kind of Currency School, and very distrustful of banking and
anything less than 100 per cent reserves, while de Molina and Juan de Lugo,
like the Banking School, were more tolerant of fractional reserves.

AEN: Beyond history of thought, do you plan to enter the debate among
Austrians about reserve ratios?

Huerta de Soto: T've written a long paper defending the 100 per cent
reserve position against George Selgin’s theory of monetary equilibrium. His
theory is that when the demand for fiduciary media increases or decreases,
banks should be free to respond by expanding or contracting credit. These
actions don’t create investment distortions because banks are responding to
prior changes in demand. With this theory, Selgin seems to be reviving the
old ‘needs of trade’ doctrine of the Banking School. And, like Keynesians,
free bankers seem fixated on short-term unilateral mutations in the demand
for money.

But they don’t deal with the prospect that the changes in money demand
are not always exogenous to the free banking system, but can be determined
endogenously as well. Banks themselves may manipulate the supply of
money because it’s in their interest to do so, so long as they can avoid runs.
And this new supply can create its own demand and provoke economic
cycles. History bears this out. Free banking theory doesn’t take account of
this because it is exclusively a macroeconomic theory.

AEN: As with banking, was the Salamancan political position generally
pro-free market?

Huerta de Soto: They tended to defend libertarian positions across the
board. For example, Francisco de Victoria is widely seen as the founder of
international law. He revived the idea that Natural Law is morally superior
to the might of the state. Then Juan de Mariana condemned any government
debasement of coins as sheer robbery, and suggested that any individual
citizen may assassinate a ruler who imposes taxes without the people’s con-
sent. The only place Mariana erred was in his condemnation of bullfighting,
but since I am the grandson of a famous bullfighter, I'm not impartial.

AEN: Is the Spanish—Austrian link anything beyond an accident of history?

Huerta de Soto: Let’s remember that in the sixteenth century, Emperor
Charles V, the king of Spain, sent his brother Ferdinand I to be the king of
‘Austria’, which etymologically means ‘Eastern Part of the Empire’, which
comprised most of Continental Europe. The only exception was France, then
an isolated island surrounded by Spanish forces.

The economic, political and cultural relations between Austria and Spain
continued for several centuries. Carl Menger rediscovered and took up this
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continental Catholic tradition of Spanish scholastic thought that was by then
almost forgotten.

AEN: Well, what happened to this tradition that it sad to be rediscovered?

Huerta de Soto: Adam Smith and his followers came to dominate eco-
nomic thought, ending the development of the Subjectivist School, which
not only supported the free market consistently, but also understood it the-
oretically. The tradition was kept alive in France in the writings of Cantillon,
Turgot and Say, and some knowledge made it to England via the writings of
Protestant Natural Law theorists Samuel Pufendorf and Hugo Grotius.

But in Spain, we experienced the years of decadence in the eighteenth and
nineteenth centuries, with the last of the Habsburgs and the beginnings of
the Bourbons from France. The statism of Philip IV led him to attempt to
organize a vast empire and control it from Madrid, an inherently unviable
project.

The scholastics were against this statism, of course, but they were dis-
regarded and their tradition was lost. There was also the problem that they
wrote in Latin, so there was a language barrier. In addition, there is the
British-promoted Black Legend, which tended to discredit anything Catholic
and Spanish for two centuries. Ironically, the Reformation actually set back
the cause of free market economics. The Church had long been a vital
equilibrating power to the state. As the Church declined, so did the wisdom
of its best economic theorists, while the power of the state and the influence
of its apologists grew.

AEN: Why did it take an Austrian to rediscover Spanish economics?

Huerta de Soto: The books of the scholastics were typically published in
Brussels and in Italy, and they were sent to Spain and to Vienna. So they
made inroads this way. There is also a scholastic tradition of thought in
Austria which is, after all, 90 per cent Catholic.

Even so, a Spanish Catholic writer did solve the ‘paradox of value’ twenty-
seven years before Carl Menger. His name was Jaime Balmes. He was born
in Catalonia in 1810 and died in 1848. During his short life, he became the
most important Thomist philosopher in Spain. In 1844, he published an
article called “The True Idea of Value; or Thoughts on the Origin, Nature,
and Variety of Prices’.

Balmes asks, why is a precious stone worth more than bread? And he
answers that the value of a thing is in its utility so that ‘there is a necessary
relation between the increase or decrease in value, and the shortage or
abundance of a thing’.

AEN: In what way can Austrians use the writings of the Salamancans
today?

Huerta de Soto: A few years ago, a group of scholars took it upon them-
selves to translate all the main works of the Salamancans into Spanish. They
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are making these writings widely available, and many scholars are now aware
that these great thinkers were libertarians. And this has begun to change the
status of the Austrian School in Spain. It has helped root it in history and
thereby has given it a more substantial intellectual foundation.

Not too many years ago, I was just one guy in a university teaching
unfamiliar literature. Now I am seen as representing a school that foretold
the failure of socialism, and as a spokesman for the greatest thinkers from
Spain’s past. And this is happening at the same time that Spain is struggling
to free its own markets from the welfare morass.

AEN: To assist that effort, you’ve produced a plan to reform Spain’s
system of social security.

Huerta de Soto: This problem of guaranteed old-age pensions is significant
in all Western countries. In every case, the liabilities are enormous but
demographics have made them essentially unpayable except through intoler-
ably high taxes. Before we can know what to do about these systems, we
have to understand their inherent contradictions.

First, these systems purport to be about saving money, but in fact they
discourage savings. The taxes they require take the place of what would
otherwise be private savings. And they encourage people to believe they will
be taken care of in the future and therefore they don’t need to save. Empiri-
cally, then, the rise of social security has paradoxically coincided with huge
declines in savings. This fall in savings then drives up interest rates and
reduces overall investment in ways we cannot account for.

Second, no matter what the law says about how employees and employers
share the burden of contributing to the system, from an economic point of
view the worker pays the whole tax. Mises first developed this insight in
Socialism, where he said social insurance contributions always come at the
expense of wages.

Third, the system is based on general and indiscriminate institutional
aggression against the citizenry and thereby attacks freedom itself. This in
turn inhibits the creative development of entrepreneurial discovery, new
financial modes of savings and the efficient use of property. The resulting
misdirection of labour and capital is incalculably huge.

Fourth, the system cannot work as both insurance and welfare, because
these are incompatible concepts. Private insurance is based on the principle
that benefits are linked with contributions. Welfare is based on need. With
ever-declining returns, the ‘insurance’ element of the system is aborting the
‘welfare’ element, and vice versa.

And why do we have these systems? Supposedly because some people
would not be able to provide for themselves. But this is like saying that
because a small number of people can’t get food, everyone in the whole
population should be forced to eat in government canteens.

AEN: Is your reform plan based on the Chilean experience?
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Huerta de Soto: We have to remember that the liabilities in Chile’s system
were very small as compared with Spain’s and the US’s. They had been lar-
gely inflated away and what remained were paid out of budget surpluses. So
the Chile analogy only takes us so far. Our problems are much more difficult
to solve.

In the transition period, the present working payers pay for present bene-
ficiaries as well as save for their own retirement. The key is that the new
savings should be entirely private and be controlled completely by the indi-
vidual. It cannot be a forced programme.

We must allow those who want to go outside the system to do so, paying
no taxes into it and taking no benefits out of it. That must be the long-term
goal, and I expect most people would take this option. In my plan, our
transition period allows for a 50 per cent tax cut today in exchange for for-
going all claims on future benefits. Also, taxes must never be raised to pay
for the transition. It’s too tempting for politicians to use the language of
privatization to mask what is essentially a tax-funded bailout of an already
failed system.

AEN: Can a similar transition strategy be used to dismantle medical
socialism?

Huerta de Soto: Spain’s system is more statist than the US’s. Almost the
whole of the medical sector is government controlled. I'm advocating a plan
that would encourage the further development of a private system by use of
tax cuts. Anyone who spends his own money on medical services can deduct
that from his tax liability. This prevents people from paying health care twice.

AEN: And these ideas are getting a hearing?

Huerta de Soto: Last year we had elections, and the socialist candidate
lost out in favour of 44-year-old Jos¢ Maria Aznar. He is surrounded by a
new wave of politicians and advisers who have been reading authors like
Mises, Hayek and Rothbard. They are classical liberals. I have been advising
Aznar’s Popular Party for twelve years, always defending the most hardcore
libertarian position. Though Aznar’s libertarian people are still a minority in
the parliament, tremendous progress is being made. Capital gains taxes have
been reduced from 56 per cent to 20 per cent. Corporate taxes and income
taxes are down as well.

The next big challenge will be in the labour sector. When the socialist
government took charge fourteen years ago, none of General Franco’s
socialistic labour legislation was touched. The law requires that any business
that lets an employee go must pay a very high lump sum to the employee
totalling wages for 1,260 days. As a result, business does not want to hire. It
can’t afford to speculate that way. In addition, unemployment benefits are 90
per cent of salaries, so there is little incentive to seek new employment.

AEN: What’s a reasonable change that is politically possible right now?
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Huerta de Soto: For starters, we are attempting to reduce the required lump-
sum payment for firing by half, and, when valid cause can be established, by
more than half. The mandatory lump sum should never be beyond one year’s
salary. Of course that’s far too high. I’'ve suggested that all these details
should be strictly a matter of contract. If an employee wants a large pension or
lump sum in case of being fired, he accepts smaller wages now, or vice versa.
It should be up to those parties to make the exchange, not the government.

This idea, like much of what we free marketeers want, will be a long time
coming. But we look for progress where we can make it. The centre of
gravity continues to shift in our direction, so that is an encouraging sign.

For example, military service is going to be made voluntary. Up to now it
has been compulsory and it lasted one year. Young men would waste time,
use drugs, chauffeur the generals or whatever. More than 200,000 young
people were losing one year of productive time. So by regaining this time, the
overall wealth of the country will increase.

AEN: Do you think these kids should be in school instead?

Huerta de Soto: Not necessarily because that could be an intellectual
malinvestment, which often happens when education is subsidized by the
state. The ‘human capital’ theory of Gary Becker would seem to imply that
the more you learn in school the more valuable you are to society. The
obvious conclusion is that government should pay for everyone’s schooling
to make society richer.

I entirely disagree with Becker. Because it’s government money involved,
there is no way to calculate economically whether education is a good
investment or not. Most probably it is not. People spend years studying
things that have no use for them. Neoclassical theory tends to treat capital in
general this way: there is no good or bad capital investment; it’s all just
capital. And in some ways, the malinvestment of intellectual capital is even
worse than the waste brought about through other resource misallocation.

AEN: Do you see a contradiction between your theoretical ideals and
modest reform proposals?

Huerta de Soto: The biggest danger of libertarian strategy is to fall into
day-to-day political pragmatism. It is easy to forget the final objectives
because of the supposed political impossibility of achieving them in the short
run. Our programmes and goals become blurred and our intellectuals are co-
opted by the government.

The way to prevent this from happening is to adopt a dual strategy. On
one hand, we must be open and honest about our goals and constantly
educate the public about why our final objective is best for society. On the
other, we should support any short-term policies which get us closer to our
goals. That way, when our short-term goals are accomplished, there is no
retreat. We can march on with full confidence that people understand that
more needs to be done.
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AEN: How did you come in contact with the Austrian School?

Huerta de Soto: When 1 was 16 years old, I took a very strong liking to
economics generally. I would comb the bookstores for every economics text |
could find. I thought I had read them all until I went to a book fair one day
and saw one I didn’t know about. It was Human Action. 1 like books the
thicker the better, so I immediately bought a copy. I was amazed at its power
from the outset.

One of my father’s friends found me reading Mises one day, and invited
me to join the Reig seminar I mentioned earlier. They were surprised that I
knew the book as well or better than the other members. Next I read Man,
Economy, and State. Then over the years I steadily increased my knowledge.

AEN: It would seem surprising that economics would be so intensely
attractive to you at such a young age.

Huerta de Soto: My family business is life insurance, which is the only
trait I have in common with John Maynard Keynes, who in the 1930s
chaired the National Mutual Life Assurance Society of London. This is a
very traditional business, having evolved spontaneously for 200 years.
Working with my father I naturally became interested in money, finance and
economic institutions. I wanted to be an actuary. I was very good at mathe-
matics.

But I soon began to realize that what works for actuaries, which deals
with life and death probabilities, cannot work in economic theory because
there are no constants in human action. There is creativity, change, choice
and discovery, but there are no fixed correspondents that allow the creation
of functions.

Hans Mayer made a very interesting argument, which has appeared in
Israel Kirzner’s collection of Austrian writings. Mayer argued that supply
and demand curves cannot reflect reality because the information necessary
to construct them can only be provided over time by the entrepreneurial
process. That information never appears at the same time, as the mathe-
matics require that we assume. It was an argument he took from Mises and
further developed. But Mayer was a political chameleon, especially during
those crucial years before the Second World War, and as a consequence he
was not highly regarded by Mises.

AEN: Keynes apparently did not draw the same lessons about human
action from working in the insurance business.

Huerta de Soto: It turns out that Keynes not only corrupted economics, he
also corrupted the practices of life insurance. He broke with the traditional
policies of his company by valuing assets at market value instead of histor-
ical value. In the short term, it gave him an enormous competitive advan-
tage. Keynes was able to distribute dividends to his clients against unrealized
capital gains.
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When the stock market was going up, it was wonderful. But when the
Great Depression arrived, his company nearly went bankrupt. Both the
British and the American insurance industries are suffering from his dis-
astrous departure from tradition. On the continent it is still the practice to
value assets at historical cost and only pay dividends against realized capital
gains.

AEN: You have given the Mises Institute a picture of King Juan Carlos
holding a book by Mises. Is he a Misesian?

Huerta de Soto: 1 wouldn’t say that, but he likes free markets and under-
stands that we have radical opinions on the subject. Every year we invite him
to a fair that commemorates new books, and he is kind enough to come.
Considering that he didn’t study at the University of Chicago, he is more
pro-Austrian than one might expect. You never know what individuals or
types of groups are going to be attracted to the Austrian School.

AEN: For example, the influence of the Austrians via the Salamancans on
the modern Catholic Church.

Huerta de Soto: The Catholic Church is like a huge transatlantic ocean
liner. If you turn the wheel to the right, the boat moves slowly, slowly, and
eventually begins to change direction.

There is a powerful Catholic group in Spain called Opus Dei. It is very
close to the pope and it is very pro-business. Someone in the order read the
works of Hayek, saw him as very pro business and sent out a message to the
entire organization: Opus Dei should back the Austrians.

All of a sudden, all my books were being read by everyone in the order,
and I began to lecture to their priests and members. In fact, I recently read a
PhD thesis written on Mises and Hayek by a leading member of Opus Dei.

AEN: The pope seems to be correct on many economic issues, but labour
unions seem to be a sticking point with him.

Huerta de Soto: In his writings, the pope often uses the word ‘labour’
when he really means ‘human action’. When he says labour is creative,
labour is entrepreneurial, labour is productive, he is not talking about
unions. He is referring to the idea of economic action in exchange.

Of course, the Church can be wrong, as it was for many years on the
question of interest, as Rothbard shows in his History of Thought.

The opinions of the Church on economic issues should be taken seriously,
but they do not impact on matters of the faith. By the way, on my wall, I
have a nice picture of Hayek with the current pope.

AEN: Do you think economists should take religion more seriously than
they have?

Huerta de Soto: Certainly. Religion plays an important role in the life of
an economy. It transmits from generation to generation certain patterns of
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behaviour and moral traditions that are essential for the rule of law, which
makes economic exchange possible. For example, if contracts are not kept,
society can fall apart. Religion, not the state, is the primary means for
imparting to us a sense of our obligations to keep our promises and to
respect the property of others.

AEN: Have any economists ever been declared saints?

Huerta de Soto: Two scholastics, in fact. Two economists among the
scholastics became saints: San Bernardino of Siena and his great student San
Antonino of Florence. Let’s hope they will not be the last.
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which the relations between the two furthest points of the Empire (Spain and
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Vienna) flowed. In this respect, Jean Berenguer’s book Histoire de I'empire des
Habsbourg 1273—1918, Paris: Librairie Arthéme, Fayard, 1990, should be consulted.
The former, wondering what the equilibrium price was, reached the conclusion
that it depends on such a large number of specific circumstances that only God is
able to know (‘Pretium iustum mathematicum licet soli Deu notum’, Dis-
putationes de lustitia et Iure, Lyon: Sumptibus Petri Prost, 1643, vol. 11, D.26, S.4,
N.40, p. 312); and Juan de Salas, referring to the possibilities of knowing specific
information on the market, says that it is so complex ‘quas exacte comprehendere
et ponderare Dei est non hominum’ (Commentarii in Secundam Secundae D.
Thomas de Contractibus, Lyon: Sumptibus Horatij Lardon, 1617, IV, no. 6, p. 9).
Murray N. Rothbard, Economic Thought before Adam Smith: An Austrian Per-
spective on the History of Economic Thought, op. cit., vol. I, pp. 268, 369, 387 and 388.
Covarrubias’ work on money is quoted by Carl Menger on p. 157 of the first
German edition of his Grundsdtze (p. 317 of the English edition published by New
York University Press in 1981).

Leland B. Yeager, ‘Book Review’ of Economic Thought before Adam Smith (Vol.
1) and Classical Economics (Vol. II), An Austrian Perspective on the History of
Economic Thought (Aldershot: Edward Elgar, 1995), published in Review of Aus-
trian Economics, vol. 9, no. 1 (1996), p. 183. I do not understand how anyone
who has read Rothbard’s two volumes in depth can continue to uphold the thesis
that Adam Smith was a forerunner of the Austrian School. Furthermore, if
Rothbard is right, there would be important arguments to defend the thesis that,
at its roots, the Austrian School was a Spanish school and that the German pre-
decessors of Menger, rather than influenced by Smith, were influenced by the
Catholic subjectivist tradition they received from Jean-Baptiste Say through
Hufeland and others.

John Bates Clark, ‘The Genesis of Capital’, Yale Review, November 1893, p. 312.
Eugen von Bohm-Bawerk, ‘Professor Clark’s Views on the Genesis of Capital’,
Quarterly Journal of Economics, 1X, 1895, pp. 113-131, reproduced on pp. 131-
143 of Classics in Austrian Economics, Israel M. Kirzner (ed.), op. cit. Further-
more, Bohm-Bawerk points out, with great foreknowledge, that, if Clark’s static
view were to prevail, the doctrines on under-consumption, which were refuted by
economists previously, would again emerge, as actually happened with the Key-
nesianism that emerged from the neoclassical Marshall: ‘When one goes with
Professor Clark into such an account of the matter, the assertion that capital is
not consumed is seen to be another inexact, shining figure of speech, which must
not be taken at all literally. Any one taking it literally falls into a total error, into
which, for sooth, science has already fallen once. I refer to the familiar and at one
time widely disseminated doctrine that saving is a social evil and the class of
spendthrifts a useful factor in social economy, because what is saved is not spent
and so producers cannot find a market’. Ibidem, p. 137.

Frank H. Knight, for example, considers Menger’s theory on economic goods of
first order and higher order (concept of human action made up of stages) to be
one of his less important economic contributions. See the ‘Prologue’ he wrote for
the first English edition of Principles of Economics, J. Dingwall y B. Hoselitz
(eds), Free Press of Glencoe, Illinois, 1950. With regard to the most important
articles within the polemic with the School of Chicago, they are Fritz Machlup’s
article ‘Professor Knight and the ‘Period of Production’, Journal of Political
Economy, October 1935, vol. 43, no. 5, included in Classics in Austrian Economics,
Israel M. Kirzner (ed.) op. cit., vol. II, pp. 275-315; and F.A. Hayek’s ‘The
Mythology of Capital’, Quarterly Journal of Economics, February 1936, pp. 199-228.
Eugen von Bohm-Bawerk, Capital and Interest, South Holland, IL: Libertarian
Press, 1959, vol. I, pp. 241-321, and Shorter Classics of Eugen von Béhm-Bawerk,
South Holland, IL: Libertarian Press, 1962, pp. 201-302.
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See Eugen von Bohm-Bawerk ‘On the Value of Producer’s Goods and the Rela-
tionship between Value and Cost’, Capital and Interest, South Holland, IL: Lib-
ertarian Press, 1959, vol. III, Chapter VIII, pp. 97-115; and ‘The Ultimate
Standard of Value’, Shorter Classics of Eugen von Bohm-Bawerk, op. cit., pp. 303—
370. The subjective concept of cost of opportunity was originally developed by
Friedrich von Wieser in 1876. (See his article ‘On the Relationship of Costs to
Value’, Chapter 8 of vol. 1 of Classics in Austrian Economics, op. cit., pp. 207—
234.) Mises has shown, however, that Wieser was the member of the Austrian
School who was closest to the neoclassical paradigm of the School of Lausanne:
‘Wieser was not a creative thinker and in general was more harmful than useful.
He never really understood the gist of the idea of subjectivism in the Austrian
School of Thought, which limitation caused him to make many unfortunate mis-
takes. His imputation theory is untenable. His ideas on value calculation justify
the conclusion that he could not be called a member of the Austrian School, but
rather a member of the Lausanne School (Léon Walras et al and the idea of
economic equilibrium)’. See Ludwig von Mises, Notes and Recollections, South
Holland, IL: Libertarian Press, 1978, p. 36.

Ludwig von Mises, Human Action, op. cit., p. 206.

Frank H. Knight, ‘Review of Ludwig von Mises’ Socialism’, Journal of Political
Economy, no. 46, April 1938, pp. 267-268.

These were the only explanations that, for example, were mentioned by Gary
Becker in his ‘Presidential Address’ at the Regional Meeting of the Mont Peélerin
Society which took place in Prague, Czechoslovakia, from November 3-6, 1991,
under the general title ‘In Search of a Transition to a Free Society’.

Wlodzimierz Brus and Kazimierz Laski, From Marx to the Market: Socialism in
Search of an Economic System, Oxford: Clarendon Press, 1985, p. 60. And Robert
L. Heilbroner himself has concluded that ‘Mises was right: socialism has been the
great tragedy of this century’. See his articles ‘Analysis and Vision in the History
of Modern Economic Thought’, Journal of Economic Literature, September 1990,
pp- 1,097-1,110; ‘The Triumph of Capitalism’, New Yorker, January 23, 1989, pp.
90-91, and ‘Reflections after Communism’, New Yorker, September 10, 1990, pp.
91-100 (especially p. 98).

J.E. Stiglitz, Whither Socialism?, Cambridge, MA: MIT Press, 1994, pp. ix—xii.
See, for example, F.A. Hayek, Contra Keynes and Cambridge, vol. IX of The
Collected Works of F.A. Hayek, London: Routledge, 1995.

This is a slightly corrected and expanded version of the chart included in F.A.
Hayek, The Pure Theory of Capital, Routledge, London, 1976, pp. 47-49; see also
Mark Skousen, The Structure of Production, New York: New York University
Press, 1990, p. 370.

However, this process took some time, which explains the dictum of Fritz
Machlup, according to which ‘the real triumph of the Austrian School is that its
contributions became so much part of the economic mainstream that no one
realized any more that they were Austrian’. Surprisingly, Mises himself said
something similar in 1932. Israel Kirzner, ‘Introduction’ to vol. I of Classics in
Austrian Economics, op. cit., p. xvi onward.

Chapter 16 of vol. 11 of Classics in Austrian Economics, op. cit., pp. 55-168. This
article is the English translation of the article published by Hans Mayer in 1932
with the title ‘Der Erkenntniswert der funktionellen Preistheorien’, in the book
Die Wirtschaftheorie der Gegenwart, Vienna, 1932, vol. II, pp. 147-239b. An
expanded version of this article was published in Italian some years later: Hans
Mayer, ‘Il concetto di equilibrio nella teoria economica: richerche sulla trattazione
matematica del problema dei prezzi’, Economia Pura, Gustavo del Vecchio (ed.),
Nuova collana di economisti stranieri e italiani, vol. 4, Turin: Unione Tipografico-
Editrice Torinese, 1937, pp. 645-799.
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F.A. Hayek, The Counter-Revolution of Science: Studies in the Abuse of Reason,
Illinois: Free Press of Glencoe, 1952.

Milton Friedman, Essays in Positive Economics, Chicago, IL: University of Chi-
cago Press, 1953.

F.A. Hayek, Hayek on Hayek, London and New York: Routledge, 1994, p. 145.
Elsewhere, Hayek clarified even further his methodological differences with
Friedman and the neoclassicals as follows:

Friedman is an arch-positivist who believes nothing must enter scientific
argument except what is empirically proven. My argument is that we know
so much detail about economics, our task is to put our knowledge in order.
We hardly need any new information. Our great difficulty is digesting what
we already know. We don’t get much wiser by statistical information except
by gaining information about the specific situation at the moment. But the-
oretically I don’t think statistical studies get us anywhere. ... Milton’s mon-
etarism and Keynesianism have more in common with each other than I have
with either. ... The Chicago School thinks essentially in ‘macroeconomic’
terms. They try to analyze in terms of aggregates and averages, total quantity
of money, total price level, total employment, all these statistical magni-
tudes. ... Take Friedman’s ‘quantity theory’, I wrote forty years ago that |
have strong objections against the quantity theory because it is a very crude
approach that leaves out a great many things: I regret that a man of the
sophistication of Milton Friedman does not use it as a first approach but
believes it is the whole thing. So it is really on methodological issues, ulti-
mately, that we differ

See Robert Pool and Virginia Postrel’s interview with Hayek published in Free
Minds and Free Markets, Pacific Research Institute for Public Policy, California,
1993, pp. 129-130.

Thus, George Stigler considered that the two parties to the debate on socialism
failed when appreciating the ‘empirical’ consequences of their respective positions,
since only ‘empirical evidence’ can resolve the differences that exist between the
advocates of capitalism and those of socialism. See his book The Citizen and the
State, Chicago: The University of Chicago Press, 1975, pp. 1-13; and the critical
comment on Stigler’s position put forward by Norman P. Barry, ‘The Economics
and Theory of Socialism’, Il Politico, Pavia: University of Pavia, 1984, year
XLIX, no. 4, pp. 573-592.

See Israel M. Kirzner, ‘Book Review’ of the book by Bridget Berger (ed.) The
Culture of Entrepreneurship, published in Advances in Austrian Economics, vol. 1,
Greenwich, CT, and London: Jay Press, 1994, p. 328.

Hans-Hermann Hoppe, Economic Science and the Austrian Method, op. cit., p. 54.
And also Murray N. Rothbard, ‘The Hermeneutical Invasion of Philosophy and
Economics’, Review of Austrian Economics, no. 3, 1989, pp. 45-59; and ‘Intimi-
dation by Rhetoric’, Review of Austrian Economics, vol. IX, no. 1, 1996, pp. 173-178.
For the same reason, neither can we accept Barry Smith’s thesis (Austrian Philo-
sophy.: The Legacy of Franz Brentano, Illinois: Open Court, 1994, pp. 330-331),
whereby the Austrian methodology would be appropriate for establishing the
basic foundations of the discipline, while neoclassical empiricism would handle
above all problems of applied economics. Again, Barry Smith’s approach would
be correct if the scientistic methodology of the neoclassicals did not tend to con-
ceal the problems of real interest by generating defects in the theoretical analysis
that affect, to a great extent, the validity of its conclusions.

F.A. Hayek, The Sensory Order, Chicago, IL: University of Chicago Press, 1952,
pp. 184-194.
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Stiglitz even entitles one section of his book ‘Hayek versus Stiglitz’. Joseph E.
Stiglitz, Whither Socialism?, op. cit., pp. 24-26. Unfortunately, Stiglitz tries to
reconstruct the neoclassical models using a static methodology based on equili-
brium and formalized language, failing, from the Austrian point of view, to avoid
the methodological errors of the same models as he himself is criticizing. See
Stephen Sullivan’s ‘Signifying Nothing: A Review Essay of Joseph Stiglitz’ Whi-
ther Socialism?’, Advances in Austrian Economics, vol. 111, Greenwich, CT, and
London: Jay Press, 1996, pp. 183-189.

Vilfredo Pareto, Manual of Political Economy, New York: Augustus M. Kelley,
1971, p. 120. Pareto is referring specifically to the instrument of the indifference—
preference curves, the use of which is, in our opinion, very negative for economic
science as it does not recognize the sequential and non-synchronic nature of all
human actions, does not take into account the fact that the human being only
considers the combinations thought most appropriate for each specific end (indif-
ference does not involve any human action) and does not adequately reflect the
most universal and relevant phenomenon of the complementary nature of goods.
See Joseph Alois Schumpeter, Das Wesen und der Hauptinhalt der theoretischen
Nationalokonomie, Leipzig: Dunker & Humblot, 1908, p. 227. The best-known
criticism of Schumpeter’s scientistic book was written by Friedrich von Wieser,
‘The Nature and Substance of Theoretical Economics’, Classics in Austrian Eco-
nomics, Israel M. Kirzner (ed.), op. cit., vol. I, pp. 285-303.

Two examples of what we are saying are the ‘prediction’ of the fall of real soci-
alism that is implicit in the Austrian analysis of the impossibility of socialism and
the Austrians’ prediction of the Great Depression of 1929. Neither of these very
significant historical events were predicted by the neoclassical economists. In this
respect, see Mark Skousen, ‘Who Predicted the 1929 Crash?’, in The Meaning of
Ludwig von Mises, Jeffrey M. Herbener (ed.), Amsterdam: Kluwer Academic
Publishers, 1993, pp. 247-284. Lionel Robbins, in his ‘Introduction’ to the first
edition of Prices and Production by F.A. Hayek (London: Routledge, 1931, p. xii),
referred to Mises and Hayek’s prediction of the inexorable advent of the Great
Depression as a result of the monetary and credit excesses committed in the
1920s, which appeared expressly in an article by Hayek published in 1929 in the
annals of the Monatsberichte des osterreichischen Instituts fiir Konjunktur-
forschung. This Austrian prediction contrasted with the optimism of many neo-
classicals (Keynes and monetarists like Fisher), who, even a few months before
the Crash, still publicly affirmed that the economic boom of the 1920s and the
high stock market index which characterized it would be maintained indefinitely.
See, for example, the harsh observations made by Samuelson, who even commits
the excess of stating that the existence of the Austrian economists made him
‘tremble for the reputation of my subject’ (The Collected Scientific Papers of Paul
A. Samuelson, R.C. Merton (ed.), Cambridge, MA: The MIT Press, 1972, vol. 111,
p. 761). And also the accusations against the Austrian School made by Blaug in
his book on The Methodology of Economics, Cambridge and London: Cambridge
University Press, 1980, pp. 91-93. However, as we will see later, more recently
Mark Blaug has gradually changed his position and is increasingly inclining
towards the propositions of the Austrian School, if not in his deductive metho-
dology, at least in his acceptance of the dynamic entrepreneurial approach and
criticism of the model of equilibrium of the neoclassical-Walrasian paradigm.
Bruce Caldwell, Beyond Positivism: Economic Methodology in the Twentieth
Century, London: Routledge, 1994, pp. 118-119.

An example of this neoclassical habit of assuming a complete exclusive on the
‘correct’ conception of the ‘economic point of view’ could be Gary Becker’s
speech on receiving the Nobel Prize, “The Economic Way of Looking at Beha-
viour’, reproduced as Chapter 26 of The Essence of Becker, Ramén Febrero and
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Pedro S. Schwartz (eds.), Stanford, CA: Hoover Institution, Stanford University,
pp- 633-658.

J.E. Stiglitz, Whither Socialism?, op. cit., p. 273.

Israel M. Kirzner, The Meaning of the Market Process: Essays in the Development
of Modern Austrian Economics, London: Routledge, 1992, p. 207. However, the
accusation of imperialism is not justified when it refers exclusively to the scope of
application of economic science, and not to the use of the neoclassical approach:
from the Austrian point of view as well, since economics is considered a general
theory of human behaviour, it is applicable to all fields in which the human being
acts. Only when the conception based on the strictly rational homo oeconomicus is
applied is the accusation of imperialism clearly justified, not with regard to the
scope of application of the economic point of view correctly understood, but in
respect of the neoclassical attempt to apply the strictly rationalist approach to all
human fields.

For Menger, this (neoclassical) approach ‘contrary to the intention of its repre-
sentatives inexorably leads to socialism’. Carl Menger, Problems of Economics and
Sociology, Champaign, IL: University of Illinois Press, 1963, p. 177 (pp. 207-208
of the original German edition of the Untersuchungen iiber die Methode der
Socialwissenschaften und der polistischen Oekonomie insbesondere, Leipzig: Verlag
von Ducker & Humblot, 1883).

Edward H. Crane, ‘A Property Rights Approach to Social Security and Immi-
gration Reform’, comment on Gary S. Becker’s paper ‘An Open Door for Immi-
grants?’, presented at the Regional Meeting of the Mont P¢lerin Society that took
place in Cancun, Mexico, in January 1996, manuscript pending publication, p. 6.
Also, William H. Hutt, in his excellent book Politically Impossible ... ?, London:
The Institute of Economic Affairs, 1981, lists several specific examples where the
neoclassical libertarian economists have directly or indirectly justified interven-
tionist measures.

Murray N. Rothbard even referred to how ‘the case of Jeremy Bentham should be
instructive to that host of economists that tend to weld utilitarian philosophy with
free market economics’. Murray N. Rothbard, Classical Economics, op. cit., p. 55.
Hans-Hermann Hoppe, ‘The Intellectual Cover for Socialism’, The Free Market,
February 1988.

Sherwin Rosen, ‘Austrian and Neoclassical Economics: Any Gains from Trade?’,
op. cit., p. 145. Another surprised theorist was Ronald H. Coase: ‘Nothing I'd
read or known suggested that the collapse was going to occur’. ‘Looking for
Results’, Reason: Free Minds and Free Markets, January 1997, p. 45.

See Appraising Economic Theories, Mark Blaug and Neil de Marchi (eds.),
London: Edward Elgar, 1991, p. 508. Even more recently, in the Economic Journal
(November 1993, p. 1,571), Blaug has again referred to the neoclassical paradigm
in relation to its application in order to justify the socialist system as something
‘so administratively naive as to be positively laughable. Only those drunk on per-
fectly competitive static equilibrium theory could have swallowed such nonsense. I
was one of those who swallowed it as a student in the 1950s and I can only
marvel now at my own dim-wittedness’.

Ludwig von Mises, Human Action, op. cit., p. 869.

Ilustrations of regression in the evolution of economic thought would be, for
example, the revival of the objective theory of value by the neo-Ricardian School,
Keynesian economic analysis, the abandonment of the time dimension and the
theory of capital in modern macroeconomic thought and the narrow concepts of
rationality, maximization and equilibrium upon which neoclassical analysis is
constructed.

Additional arguments against the so-called market test on Austrian Economics
are given in the most brilliant paper of Leland Yeager ‘Austrian Economics,
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Neoclassicism and the Market Test’, Journal of Economic Perspectives, vol. 11, no.
4, Fall 1997, pp. 153-165.

80 F.A. Hayek, The Counter-Revolution of Science, New York: Free Press of Glen-
coe, 1952, p. 31. Hayek adds in note 24 (on p. 210) that subjectivism ‘has prob-
ably been carried out most consistently by Ludwig von Mises and I believe that
most peculiarities of his views which at first strike many readers as strange and
unacceptable are due to the fact that in the consistent development of the sub-
jectivist approach he has for a long time moved ahead of his contemporaries’.

3 Conjectural history and beyond

1 Published in the Humane Studies Review, Fairfax, VI: George Mason University,
vol. 6, no. 2, Winter 1988-1989, p. 10.

2 F. A. Hayek, The Fatal Conceit: The Errors of Socialism, Chicago, IL: University
of Chicago Press, 1989, p. 69.

4 Entrepreneurship and the economic analysis of socialism

1 Published as chapter 14 of the Book New Perspectives on Austrian Economics,
Gerrit Meijer (ed.), London and New York: Routledge, 1995, pp. 228-253.

2 With regard to the concept of human action and its main elements, Ludwig von
Mises’ Human Action: A Treatise on Economics, third revised edition, Chicago,
IL: Henry Regnery Company, 1966, pp. 11-29 and 251-256, should be especially
consulted. Mises textually states that ‘every actor is always an entrepreneur and a
speculator’ (p. 252) and that ‘entrepreneur means acting man in regard to the
changes occurring in the market’ (p. 254).

3 The main writer on the concept of entrepreneurship discussed in this article is
Israel M. Kirzner, Professor of Economics at the University of New York. Kirzner
is the author of a trilogy (Competition and Entrepreneurship, Perception, Oppor-
tunity and Profit and Discovery and the Capitalist Process, published by The
Chicago, IL: University of Chicago Press, 1973, 1979 and 1985, respectively), in
which Professor Kirzner expands upon and makes an impeccable in-depth study
of the different aspects of the concept of entrepreneurship which was initially
developed by Ludwig von Mises and Friedrich A. Hayek. Moreover, Kirzner has
written a fourth book, Discovery, Capitalism and Distributive Justice, Oxford:
Basil Blackwell, 1989, which studies the implications of his concept of entrepre-
neurship in the field of social ethics.

4 The Oxford English Dictionary, 2nd edition, vol. V, Oxford: Clarendon Press,
1989, p. 293, meanings 3 and 1.

5 Israel M. Kirzner, Competition and Entrepreneurship, op. cit., pp. 65-69.

6 Saint Thomas of Aquinas defines particular circumstances as ‘accidentia indivi-
dualia humanorum actuum’ (i.e. the individual accidents of human acts) and
states that, apart from time and place, the most important of such particular cir-
cumstances is that which refers to the end pursued by the actor (‘principalissima
est omnium circunstantiarum illa quae attingit actum ex parte finis’). See Suma
Teolégica de Santo Tomds de Aquino, parts I-11, Q7, art. 1 & 2, vol. IV, B.A.C.,
Madrid, 1954, pp. 293-294 and 301. In addition, it must be pointed out that we
owe the distinction between ‘practical knowledge’ and ‘scientific knowledge’ to
Michael Oakeshott (Rationalism in Politics, London: Methuen, 1962; this book
has been re-edited and expanded under the title Rationalism in Politics and Other
Essays, Indianapolis, IN: Liberty Press, 1991, pp. 12 and 15 being especially rele-
vant. Equally essential is Oakeshott’s book On Human Conduct, Oxford: Oxford
University Press, 1975, re-edited by Oxford: Clarendon Paperbacks, 1991, pp. 23—
25, 36, 78-79 and 119-121).
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See especially the seminal articles by F.A. Hayek ‘Economics and Knowledge’
(1937) and ‘The Use of Knowledge in Society’ (1945), which are included in the
book Individualism and Economic Order, Chicago, IL: Henry Regnery, 1972, pp.
33-56 and 77-91.

This distinction has become generalized since it was given in 1949 by Gilbert Ryle
in his well-known article ‘Knowing How and Knowing That’, included in The
Concept of Mind, London: Hutchinson’s University Library, 1949.

Michael Polanyi, The Study of Man, Chicago, IL: The University of Chicago
Press, 1959, pp. 24-25.

Don Lavoie, Rivalry and Central Planning, Cambridge: Cambridge University
Press, 1985. Lavoie adds that, if costs were something which could be established
objectively, scientifically and universally, the taking of decisions in economic life
could be reduced to obeying a series of completely articulated and specified rules
but, given that costs are something subjective and can only be known within the
context of each specific action by the actor, the practice of entrepreneurship
cannot be articulated in detail or replaced by any objective criterion of a scientific
nature (op. cit., pp. 103-104).

The word ‘calculation’ proceeds etymologically from the Latin expression calx-
calcis, used, among other things, to name the chalk used on the Greek and
Roman abacuses.

The Dictionary of the Spanish Royal Academy defines coercion (in Spanish:
‘coaccion’) as ‘force or violence performed upon a person to make him execute
something’. It comes from the Latin cogere, to impel, and coactionis, which refers
to the collection of taxation. Regarding the concept of coercion and its effects on
the human actor, the reader should consult pp. 20-21 of The Constitution of Lib-
erty by FA. Hayek (London: Routledge, 1959), which was reprinted in 1990.
Murray N. Rothbard defines aggression as follows: ‘Aggression is defined as the
initiation of the use or threat of physical violence against the person or property
of someone else’. See Murray N. Rothbard, For a New Liberty, New York: Mac-
millan Publishing, 1973, p. 8. There are three types of coercion: autistic, binary
and rriangular. Autistic coercion is the aggression arising from a command
addressed strictly towards one actor, modifying the behaviour of the coerced party
in such a way that his interaction with other human beings is not affected. Binary
coercion, according to our definition, is that in which the controlling organism
coerces the actor in order to obtain something from him against his will, i.e. the
controlling organism forces, in his own favour, an interchange between itself and
the coerced actor. Triangular coercion is where the commands and coercion by
the controlling organism are aimed to force an interchange between two different
actors. We owe this classification to Murray N. Rothbard, Power and Market:
Government and the Economy, Menlo Park, CA: Institute for Human Studies Inc.,
2nd edition, 1970, pp. 9 and 10.

We do not, of course, consider the concept of systematic aggression described in
the text to include the minimum level of institutionalized coercion necessary to
guard against and correct the negative effects produced by arbitrary non-institu-
tionalized or non-systematic aggression. This minimum level of institutionalized
coercion is that which even the non-institutionalized aggressor would wish to be
provided to him, outside the scope of his non-systematic aggression, in order to
pacifically take advantage thereof.

Ludwig von Mises has already stated that ‘the idea of socialism is at once
grandiose and simple. We may say, in fact, that it is one of the most ambitious
creations of the human spirit, so magnificent, so daring, that it has rightly aroused
the greatest admiration. If we wish to save the world from barbarism we have to
refute socialism, but we cannot thrust it carelessly aside’. Socialism: An Economic
and Sociological Analysis, Indianapolis, IN: Liberty Classics, 1981, p. 40.
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Ludwig von Mises, Human Action, op. cit., p. 696.

Mises even states that the director (or controlling organism) ‘has at his disposal
all the technical knowledge of his age. Moreover, he has a complete inventory of
all the material factors of production available and a roster enumerating all
manpower employable. In these respects the crowd of experts and specialists
which he assembles in his offices provide him with perfect information and answer
correctly all questions he may ask them. Their voluminous reports accumulate in
huge piles on his desk’. (Human Action, op. cit., p. 696.) Furthermore, Mises
assumes that ‘the director has made up his mind with regard to the valuation of
ultimate ends’ and that ‘everyone agrees with one another and with the director in
the valuation of ultimate ends’ (ibidem). However, when Mises refers to ‘perfect
information’ and to the availability of ‘a complete inventory of all the factors of
production’, this must be understood in its technological sense (‘all the technolo-
gical knowledge of his age’) and as a concession referring only to the first reason
against socialism that we have given in the text (it is impossible to assimilate the
enormous volume of information spread over society, even if it is correctly
articulated — i.e. without errors, as Mises concedes). But Mises is not making any
concessions regarding the other three reasons for the impossibility of socialism,
which could only be solved assuming perfect knowledge (in the neoclassical sense),
i.e. an omniscient capability to know: (1) inarticulate knowledge; (2) knowledge
not yet created by the entrepreneurs; and (3) knowledge that can only be created
by the entrepreneurs if not coerced. So, Mises explicitly states that ‘it would be
nothing short of idiocy to assume that (the directors) are omniscient and infall-
ible’, adding that the question is ‘whether any mortal man, equipped with the
logical structure of the Auman mind, can be equal to the tasks incumbent upon a
director of a socialist society’ (ibidem); concluding that ‘It is vain to comfort
oneself with the hope that the organs of the collective economy will be ‘omni-
present’ and ‘omniscient’. We do not deal in praxeology with the acts of the
omnipresent and omniscient Deity, but with the actions of man endowed with a
human mind only. Such a mind cannot plan without economic calculation’ (p.
710). This long note was necessary because very recently some Austrian econo-
mists, in their obsession with dehomogenizing Mises and Hayek, have concluded
that Mises was assuming that socialism was impossible even under ‘perfect
knowledge’ (i.e. ‘omniscient’ conditions), as if Mises argument were a mere com-
putational problem inside the static framework of the pure logic of choice. See
Joseph T. Salerno, ‘Ludwig von Mises as Social Rationalist’, Review of Austrian
Economics, no. 4, 1990, pp. 36-41; idem, ‘Postscript: Why a Socialist Economy Is
‘Impossible”, in Ludwig von Mises, Economic Calculation in the Socialist Com-
monwealth, Auburn, AL: Praxeology Press, 1990, pp. 51-71; idem, ‘Mises and
Hayek Dehomogenized’, Review of Austrian Economics, vol. 6, no. 2, 1993, pp.
113-146; Murray N. Rothbard, ‘The End of Socialism and the Calculation
Debate Revisited’, Review of Austrian Economics, vol. 5, no. 2, 1991, pp. 51-76;
idem, The Present State of Austrian Economics, working paper from the Ludwig
von Mises Institute, Auburn, Alabama, November 1992, pp. 4-5.

For Mises, ‘The essence of socialism is this: all the means of production are in the
exclusive control of the organized community. This and this alone is socialism. All
other definitions are misleading’. Ludwig von Mises, Socialism, New York: New
York University Press, 1983, p. 211. And three years earlier (1919), we can read
almost exactly the same definition in Nation, State and Economy, op. cit., p. 172.
For the reasons put forward in the text, we believe that Mises was mistaken to
make such an emphatic statement.

Hans-Hermann Hoppe, 4 Theory of Socialism and Capitalism, Boston, MA:
Kluwer Academic Publishers, 1989, p. 2. Hoppe states that ‘Socialism, by no
means an invention of XIX century Marxism but much older, must be con-
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ceptualized as an institutionalized interference with or aggression against private
property and private property claims’.

The first one to use the term ‘interventionism’ in its economic sense was Ludwig
von Mises in his book Kritik des Interventionismus, published in 1925 by Gustav
Fischer Verlag in Jena (translated into English and published by Arlington House
under the title A Critique of Interventionism, New York, 1976). See also Don
Lavoie’s article on ‘The Development of the Misesian Theory of Interventionism’,
Method, Process and Austrian Economics: Essays in Honor of Ludwig von Mises,
.M. Kirzner (ed.), Lanham, MD: Lexington Books, 1982, pp. 169-193.

Thus, for example, Don Lavoie concludes that ‘interventionism’

can be shown to be self-defeating and irrational on much the same grounds on
which Mises pronounced complete central planning impossible ... piecemeal
government interference into the price system must be seen as similarly
obstructive of this same necessary discovery procedure, and therefore as dis-
tortive of the knowledge which it generates. Thus the calculation argument
may be used to explain many of the less-than-total failures resulting from
government tinkering with the price system, in fundamentally the same way
that it explains the utter economic ruin inevitably resulting from the attemp-
ted abolition of the price system.

See ‘Introduction’, Journal of Libertarian Studies, vol., no. 1, Winter 1981, p. 5.
Israel Kirzner, on his part, has referred on several occasions to the parallelism
between ‘socialism’ and ‘interventionism’. See his ‘Interventionism and Socialism:
A Parallel’, in ‘The Perils of Regulation: A Market-Process Approach’, Chapter 6
of Discovery and the Capitalist Process, op. cit., p. 121 onwards. We must criticize
the idea, even defended by Mises on occasions, that economic calculation is pos-
sible in interventionist systems, as such calculation is impossible precisely in the
areas where intervention takes place and, if, in general, some calculations may be
made, it is because the system does not extend its intervention to the whole
society (at least to the degree which characterizes real socialism).

5 The crisis of socialism

1

Professor Pascal Salin has dedicated his long academic career to the analysis and
defence of free market and libertarian principles. This note on the Crisis of Soci-
alism was written in his honour.

6 Entrepreneurship and the theory of free market environmentalism

1

2

Included in Festschrift in Honour of Jacques Garello, Kurt R. Leube, Angelo M.
Petroni and James Sadowsky (eds), Turin: La Rosa Editrice, 1997, pp. 175-188.
This seminar was organized by Liberty Fund within the scope of the Huitiéme
Universit¢ d’Eté de la Nouveelle Economie, which took place from 5-14
September 1985 in Aix-en-Provence (School of Law of the University of Aix-
Marseille). In addition to the author, the following professors took part in this seminar:
John Baden (University of Montana); Baudouin Bouckaert (University of Gante);
Jean-Pierre Centi (University of Aix-Marseille); Jacques Garello (University of
Aix-Marseille); Michel Glais (University of Rennes); Jean-Louis Harouel (Uni-
versity de Poitiers); Jean-Dominique Lafay (University of Poitiers); Henri Lepage
(Paris Business Institute); Leonard P. Liggio (Institute for Humane Studies); Jean-
Philippe Mangin (RIP) (University of Nice); Christian Mouly (Uncitral Interna-
tional Centre of Vienna); Pascal Salin (University of Paris Dauphine); Alain
Siaens (University of Louvaine) and Richard Stroup (University of Montana).
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3 Corresponds to the original title of the work on this subject by Anderson and
Leal (Terry L. Anderson and Donald R. Leal, Free Market Environmentalism,
San Francisco, CA: Pacific Research Institute for Public Policy, 1991). These
authors consider free market environmentalism as a ‘new socio-political movement
which advocates the defence of nature’ through the market and free enterprise.

4 In fact, as Richard Stroup points out, the intellectual movement in favour of free
market environmentalism starts to be conceived in the second half of the 1970s by
a group of young nature-loving economists concerned about the environment,
grouped around the University of Montana, the University of California in Los
Angeles (UCLA) and the Public Choice Center. This group of economists gra-
dually gave rise to a new discipline which, under the name of ‘New Natural
Resource Economics’, is based on three theoretical bodies which are different but
complementary: first, the theory of the Austrian School of Economics based on
the study of the processes of social interaction which result from the creative force
of entrepreneurship; second, the School of Public Choice, which makes theoretical
analyses of the incentives, conditioning factors and results of the combined action
of politicians, bureaucrats and voters; and, third, the evolution, development and
basis of the economic theory of property rights. See Richard Stroup’s work ‘Nat-
ural Resource Scarcity and the Economics of Hope’, published in Economics and
the Environment: A Reconciliation, Walter E. Block (ed.), Canada: The Fraser
Institute, 1990, p. 132. These ideas reached Europe at the now historic seminar
organized by Liberty Fund in Aix-en-Provence in September 1985, cited in note 2.

5 See Jesus Huerta de Soto, Socialismo, cdlculo econémico y funcion empresarial,
Madrid: Unién Editorial, pp. 45, 54 and, above all, 84-85.

6 First definition of the term ‘ecologia’ in the Diccionario of the Spanish Royal
Academy, Madrid: Espasa Calpe, 1992 edition, p. 555.

7 What is more, as Walter Block states, it is not that there is a simple analogy
between the market and the ecosystems, but that the laws of evolution and inter-
action in the two processes are very similar and, therefore, it could be said that
environmentalism is simply a part of economic science (giving rise to the term
‘free market environmentalism’), or, if one prefers, that economics itself would be
a discipline included in another broader discipline, environmentalism. See Walter
Block’s article ‘Environmental Problems, Private Rights Solutions’, in Economics
and the Environment: A Reconciliation, op. cit., p. 289.

8 Elsewhere I have defended the thesis that socialism should be defined as ‘any
system of institutional aggression against the free practice of entrepreneurship’
and have tried to demonstrate that such an aggression has the effect of preventing
the creation and discovery of the practical information necessary to adjust and
coordinate the behaviour of human beings, thus making the development of civi-
lization impossible. When, in any social area, specifically in those related to the
natural environment, freedom of human action is prevented, there is the para-
doxical result that human beings are unable to realize that they are acting ineffi-
ciently and uncoordinatedly, meaning that numerous social adjustments are not
discovered and the most flagrant cases of environmental aggression are neither
discovered nor remedied. In this respect, see Jesis Huerta de Soto, Socialismo,
calculo econémico y funcion empresarial, op. cit., Chapters II and III, especially
pp. 117-118.

9 The theory of the evolutionary development of institutions originates from Carl
Menger, Untersuchungen iiber die Methode der Socialwissenschaften und der
polistichen Okonomie insbesondere, Leipzig: Duncker Humblot, 1883, p. 182, and
Jesus Huerta de Soto, Socialism, cdalculo economico y funcion empresarial, op. cit.,
pp. 68-73.

10 See, especially, Ludwig von Mises’ judicious pioneer considerations in this respect
in “The Limits of Property Rights and the Problem of External Costs and Exter-
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12

13

14

nal Economies’, heading 6 of Chapter XXIII of Human Action: A Treatise on
Economics, Chicago: Henry Regnery, third edition, 1966 (the first edition was
published in 1949), pp. 614-663.

With regard to the basic principles of property law which are necessary for a free
enterprise economy to function and their specific application to the case of
environmental problems, see Murray N. Rothbard’s thought-provoking article
entitled ‘Law, Property Rights and Air Pollution’, included in Economics and the
Environment: A Reconciliation, Walter Block (ed.), op. cit., pp. 233-279. In this
article Rothbard defends and develops the application of the traditional principles
of property law, which emerged through evolution and entrepreneurship in the
way explained in the main text, to the new circumstances which unpredictably
arise, refining their historical impurities and logical errors and proposing their
application to the new realities which emerge as a result of the evolution of civi-
lization. In this way, Rothbard explains the great advantages of, for example, the
privatization of roads, air corridors, the different uses of the sea, air and subsoil,
also indicating, with a great deal of ingenuity and imagination, how this could
and should be put into practice technically and legally.

Although the literal expression was created by Garrett Hardin, the first analysis of
the ‘tragedy of the commons’ was made by Mises in 1940 in his ‘Die Grenzen des
Sondereigentums und das Problem der external costs und external economies’,
heading VI of Chapter 10 of part IV of Nationalékonomie: Theorie des Handelns
und Wirtschaftens, Geneva: Editions Union, 1940, 2nd edition Munich: Philoso-
phia Verlag, 1980, pp. 599-605. Garrett Hardin’s contribution, ‘The Tragedy of
the Commons’, was published almost thirty years later, Science, December 1968,
republished on pp. 16-30 of the book Managing the Commons, Garrett Hardin
and John Baden (eds), San Francisco, CA: Freeman & Co., 1970. Hardin’s ana-
lysis offers little more than Mises’ and, moreover, reaches certain neo-Malthusian
conclusions which we cannot share and which show that Hardin is a biologist
rather than an economist. In particular, Hardin ignores the fact that having more
children does imply a cost which is discounted « priori by the parents more or less
explicitly. Moreover I have defended elsewhere the idea that the increase in the
population is a necessary condition for all economic and social development and
that the problem of the current underdeveloped societies is derived, rather than
from the population, from the coercive imposition of institutions and economic
systems which do not permit the creative practice of entrepreneurial capacity or
the coordinated development of free and efficient markets (socialism and inter-
ventionism). See Jesus Huerta de Soto, Socialismo, cdalculo economico y funcion
empresarial, op. cit., pp. 80-83.

As Mises rightly points out (Human Action, op. cit., p. 917), the problem of public
goods emerges from the existence of external positive effects with regard to the
resources where there is a joint offer and no rivalry in their consumption and has,
therefore, an intrinsic entity, completely different from the cases of external costs
which arise whenever the definition and/or defence of property rights over natural
resources is prevented, giving rise to the ‘tragedy of the commons’. It is, therefore,
analytically erroneous to apply the concept of ‘public good’ to the problem of the
deterioration of the environment with which we are dealing. Incidentally, I have
argued elsewhere that public goods as a whole tends to become empty of content
in a non-intervened economy and that, therefore, the static analysis of its sup-
posed existence cannot be used to justify the existence of the state. See Jesus
Huerta de Soto, Socialismo, cdlculo economico y funcion empresarial, op. cit., pp.
36-37.

‘It is true that where a considerable part of the costs incurred are external costs
from the point of view of the acting individuals or firms, the economic calculation
established by them is manifestly defective and their results deceptive. But this is
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not the outcome of alleged deficiencies inherent in the system of private owner-
ship of the means of production. It is on the contrary a consequence of loopholes
left in this system. It could be removed by a reform of the laws concerning liabi-
lity for damages inflicted and by rescinding the institutional barriers preventing
the full operation of private ownership’. Ludwig von Mises, Human Action: A
Treatise on Economics, op. cit., pp. 657-658.

Moreover, those who defend the theory of public property commit an irresolvable
logical contradiction when they try to resolve the management thereof through
the democratic political system. This is the case because they try to solve a pro-
blem of ‘external effects’ by creating another similar problem which is much
greater. In fact, given that the effort of obtaining information on political matters
and acting and voting thereon on the basis of sound knowledge benefits the whole
community, implying a high individual cost for each actor, a typical case of posi-
tive external effects is generated, which leads human beings to, in general, ignore
the democratic processes, tending not to obtain adequate information or partici-
pate. How will the democrats resolve this contradiction inherent in their system?
By justifying institutional coercion on the citizens so that they obtain the infor-
mation necessary and vote in the democratic system? Would this not mean the
death of the democratic system and the emergence of an iron dictatorship? It is
evident, therefore, that the attempt to define and manage public property through
political processes generates a much greater public good problem, which cannot
be solved by political means.

Effectively, according to Israel M. Kirzner, we cannot have today the knowledge
which will only be created tomorrow by entrepreneurs acting in an appropriate
institutional environment and trying to solve the problems and face the challenges
related to the environment. But precisely what prevents us from knowing the
specific solutions to be adopted (entrepreneurship) is what paradoxically allows us
to feel secure and confident that the most appropriate solutions to the environ-
mental problems will be adopted at any given moment. See Israel M. Kirzner,
Discovery and the Capitalist Process, Chicago, IL: The University of Chicago
Press, 1985, p. 168.

Second-best solutions, of a temporary and subsidiary nature, have also been con-
sidered for the areas in which the immediate privatization appears less viable and,
in general, are based on the creation of ‘markets’ of permits or rights to pollute,
capture certain species, etc. This system could, in some cases, be somewhat more
efficient than those currently employed, although it leaves a great weight on
bureaucratic intervention to fix, for example prices and the total amount of pol-
lution or fishing which can be carried out. It should be reiterated that second-best
solutions must always be put into practice on a temporary and subsidiary basis,
without losing sight of the fact that the fundamental goal must be to make the
free practice of entrepreneurship possible and that the latter should creatively discover
the technical innovations and solutions which are necessary to define and defend
appropriately the corresponding property rights. Second-best solutions are parallel
to those ‘market socialism’ reforms that were so deep a failure in the former
communist countries of Eastern Europe. The theoretical reasons for the failure of
second-best solutions and market socialism can be found in Jesus Huerta de Soto,
Socialismo, calculo economico y funcion empresarial, op. cit., pp. 365-386.

It is disheartening that, up to now, the tendency in Spain has been the exact
opposite of the tendency indicated by the conclusions of free market envir-
onmentalism. It is enough to remember the Water Act promulgated by the socia-
list government which eliminated the existing property rights over subsoil water.
We hope that this tendency will change in the future, above all in the non-socialist
local or regional administrations which study the environmental problems less
dogmatically. Thus, it would be very easy to start by privatizing numerous items
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of public property (zoos, natural parks, garbage collection services, etc.) and
equally easy, in relative terms, to introduce second-best solutions in relation, for
example, to the pollution rights of heating fuelled by coal and gas-oil in the
buildings of the major Spanish cities, specifically Madrid. They are measures with
a low political cost which could be taken quickly, the benefits of which would
make it easier to take the subsequent steps ahead in the reform process tending
towards the privatization of other natural resources and environmental areas
which, today, appear more problematic.

19 The essential political principle which must be defended is not, therefore, ‘he who
pollutes pays’, as has been clumsily established in the political programmes of the
Spanish centre-right politicians, but rather the principle that ‘he who pollutes
indemnifies those who are polluted and, possibly, is penalized through a criminal
process if there is culpability or negligence in the damage and no voluntary
agreement is reached with the prejudiced parties’.

20 Another of the great advantages of the free market environmentalism theory is
that it demolishes the entire analysis based on sustained development, which has
been prevalent to date due to the support of many ingenuous environmentalists
and natural scientists who are not familiar with economic theory.

7 A theory of liberal nationalism

1 I use the term /iberal in its traditional Spanish sense.

2 Published in 1/ Politico, Pavia: University of Pavia, Year LX, no. 4 (175), Octo-
ber—December 1995, pp. 583-598.

3 Thus, as an example, it may be seen how the autonomous Treasury of the Basque
Country, following the example of the local legislation of Navarra, has eliminated
de facto inheritance tax between relatives for the Basques, which means a very
important improvement in comparison with the citizens of the rest of Spain.

4 On the Austrian theory of social institutions and the concept of society, under-
stood as a spontaneous process, see Carl Menger, Investigations into the Method
of the Social Sciences with Special Reference to Economics, New York: New York
University Press, 1985, p. 158.

5 On the consideration of nations as spontaneous orders or subgroups of civil
society which compete in the social process with other national orders, see Ludwig
von Mises’ book Nation, State and Economy: Contributions to the Politics and
History of our Time, New York and London: New York University Press, 1983.
This book is the English translation of the book originally published by Ludwig
von Mises just after the First World War with the title Nation, Staat und Wirt-
schaft: Beitrdge zur Politik und Geschichte der Zeit, Vienna and Leipzig: Man-
zsche Verlags-und Universitats-Buchhandlung, 1919. It is very significant that this
important book has also been very recently published in Italian with the title
Stato, Nazione ed Economia, Turin: Bollati Boringheri, 1994. Mises’ suggestive
ideas on nationalism were subsequently developed in his outstanding book
Ommnipotent Government.: The Rise of the Total State and Total War, New York:
Arlington House, 1969 (the first edition was published in 1944 by Yale University
Press). Ludwig von Mises was a unique and specially qualified witness of the ser-
ious events which resulted in the two world wars of the last century and which,
with his normal discernment, he explains and comments in great depth in the two
books mentioned above.

6 See my article ‘Entreprencurship and the Economic Analysis of Socialism’,
included in Gerrit Meijer (ed.), New Perspectives on Austrian Economics, London
and New York: Routledge, 1995, pp. 228-253 (Chapter 4 of this book).

7 Perhaps the diagnosis of Fernando Pessoa is more exact, when he considers that
there are three different nations in Iberia, Castilian, Catalonian and the Galician-
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Portuguese nation, included in two different states: Spain and Portugal. Pessoa
does not refer to the Basque nation, perhaps because he considers it a nation in
regression which has almost completely disappeared and been included in others.
See his articles ‘Para o Ensaio “Iberia” and ‘Principios do Nacionalismo Lib-
eral’, included in Fernando Pessoa, Obra Poética e em Prosa, vol. 111, Lello &
Oporto: Irmao editores, 1986, pp. 979-1,009 and 1,125-1,136.

See, in this respect, the interesting article by Hans-Hermann Hoppe, ‘Against
Centralization’, published in Salisbury Review, June 1993, pp. 26-28. And also
Murray N. Rothbard, ‘Nations by Consent: Decomposing the Nation State’,
Journal of Libertarian Studies, vol. 11, no. 1, Fall 1994, pp. 1-10.

On the beneficial consequences of the population increase and immigration, see
the works of Julian L. Simon, especially his Population Matters: People, Resour-
ces, Environment and Immigration, London: Transaction Publishers, 1990, and
also The Economic Consequences of Immigration, Oxford: Basil Blackwell, 1989.

This is the position of most of the population of Catalonia and, above all, of the
Basque Country, whose nationality is basically Castilian and whose political
rights are indisputable, as they have resided in these geographical regions for
many years, or even generations.

This phenomenon is precisely what the European socialist leaders aim to avoid
when they aspire to create a social and interventionist European state, for exam-
ple Felipe Gonzalez when he negatively criticises ‘the Europe of the merchants’
designed in the Treaty of Rome.

This mission, therefore, of the states, included exclusively within the jurisdictional
field of defence of personal rights and freedom of trade, is to prohibit, for exam-
ple, limitations on commercial hours and other measures of coercive intervention
which have recently been taken in Catalonia and other Spanish regions and
which, in view of their special nature, are more defended against the beneficial
effects of inter-regional competition.

In the words of Mises:

The way to eternal peace does not lead through strengthening state and
central power, as socialism strives for. The greater the scope the state claims
in the life of the individual and the more important politics becomes for him,
the more areas of friction are thereby created in territories with mixed
population. Limiting state power to a minimum, as liberalism sought, would
considerably soften the antagonisms between different nations that live side by
side in the same territory. The only true national autonomy is the freedom of
the individual against state and society. The ‘statification’ of life and of the
economy leads with necessity to the struggle of nations.

See Nation, State and Economy, op. cit., p. 96.

This is what happened historically when Catalonian protectionism was imposed
on the free trading Castile, or in the case of the promulgation of the bankruptcy
law, made to measure to meet the requirements of Catalonia after the bankruptcy
of the Bank of Barcelona, or, more recently, in the political support provided to
the interventionist and corrupt regime which is currently in power in Madrid to
the detriment of the rest of Spain, thanks to the support received from Catalonian
nationalism.

As Ludwig von Mises has correctly shown, ‘within a system of interventionism
the absence of inter-state trade barriers shifts the political centre of gravity to the
federal government’. See Ommnipotent Government, op. cit., p. 268 onwards, which
sets out the reasons why, from the point of view of economic theory, measures of
intervention and socialisation in a free trade environment are always detrimental
to the nations which constitute the state and favour the political centre of the latter.
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16 ‘A nation that believes in itself and its future, a nation that means to stress the

sure feeling that its members are bound to one another not merely by accident of
birth but also by the common possession of a culture that is valuable above all to
each of them, would necessarily be able to remain unperturbed when it saw indi-
vidual persons shift to other nations. A people conscious of its own worth would
refrain from forcibly retaining those who wanted to move away and from forcibly
incorporating into the national community those who were not joining it of their
own free will. To let the attractive force of its own culture prove itself in free
competition with other peoples — that alone is worthy of a proud nation, that
alone would be true national and cultural policy. The means of power and of
political rule were in no way necessary for that’. Ludwig von Mises, Nation, State
and Economy, op. cit., p. 76. Rarely have words of greater content, courage and
exactitude been written than these of Ludwig von Mises in relation to the concept
and ideal of liberal nationalism.

8 A libertarian theory of free immigration

1

3

This article originally appeared in English under the title ‘A Libertarian Theory of
Free Immigration’, in the Journal of Libertarian Studies, vol. 13, no. 2, Summer
1998, pp. 187-197. It was my contribution to the immigration symposium which
this journal published and in which Ralph Raico, Julian Simon, John Hospers,
Tibor Machan, Gary North and Hans-Hermann Hoppe also participated.
Murray N. Rothbard himself became aware of the problem posed by forced
immigration at international level as follows: ‘I began to rethink my views on
immigration when, as the Soviet Union collapsed, it became clear that ethnic
Russians had been encouraged to flood into Estonia and Latvia in order to
destroy the cultures and languages of these people’. See Murray N. Rothbard,
‘Nations by Consent: Decomposing the Nation-State’, Journal of Libertarian
Studies, vol. 11, no. 1, Fall 1994, p. 7.

Rothbard, ‘Nations by Consent’, op. cit., p. 6.

4 This process is explained in detail in Jesus Huerta Soto, Socialismo, cdlculo eco-

5

nomico y funcion empresarial, Madrid: Union Editorial, 1992, pp. 80-83.
F.A. Hayek, The Fatal Conceit: The Errors of Socialism, Chicago, IL: University
of Chicago Press, 1988, p. 133.

6 It should be recognized, however, that the technological revolution in the com-

7

puter communications field (Internet etc.) means that geographical movements are
becoming increasingly unnecessary in order to achieve the ends pursued by
human action. A good summary of other advantages of emigration and immi-
gration, which acknowledges the importance of the entrepreneurial capacity of
emigrants but which, in my opinion, is too much rooted in neoclassical economic
analysis, may be found in Julian L. Simon, Population Matters: People, Resour-
ces, Environment and Immigration, New Brunswick, NJ: Transaction Publishers,
1996, pp. 263-303.

We can, however, imagine many of the entrepreneurial solutions that would
emerge spontaneously by simply observing, as a point of comparison, how the
great problems that were initially posed by the huge flows of tourists that are
today so common all over the world were solved. The development of means of
transport, the hotel, tourist and leisure industries, the proliferation of travel
agencies, and all kinds of intermediaries that organize and guarantee the trips
from start to finish are all institutions which, in a much broader field, would
emerge in an anarcho-capitalist state. We should remember that the volume of
movements for tourist or business reasons is enormous. Thus, for example, my
own country, Spain, receives more than 40 million tourists each year — more than
the number of inhabitants of the country!
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8 Hans-Hermann Hoppe, ‘Small Is Beautiful and Efficient: The Case for Secession’,
Telos 107, Spring 1996, p. 101. On the same issue, see Rothbard, ‘Nations by
Consent’, op. cit.; also Jesus Huerta de Soto, ‘A Theory of Liberal Nationalism’,
11 Politico, vol. 60, no. 4, pp. 583-598 (Chapter 7 of this book).

9 Hoppe, ‘Small Is Beautiful and Efficient’, op. cit., p. 101.

10 It is paradoxical to note how Julian Simon, in his enthusiasm to justify free emi-
gration and highlight its positive effects, is willing for significant economic
damage to be inflicted on emigrants, not only in cases where the value of their
contributions to the public social security system is much higher than the benefits
they receive, but also when he defends an auction system for immigration rights
which, in his own words, ‘will transfer a considerable part of the ‘profit’ from the
pocket of the immigrants to the pockets of the natives’. Julian L. Simon, Popu-
lation Matters, op. cit., p. 293.

11 The above principles should be applied today to both intranational and interna-
tional emigration. Although it is true that, within the borders of the present-day
nation-states, the greater cultural and economic uniformity means that, in general,
the problems are not so serious, many external cost problems (for example pro-
blems of beggars and tramps) would be solved by consistently applying the men-
tioned principles. It is, however, in relation to international emigration that the
need to apply these principles is most urgent. In any event, other measures that
have sometimes been proposed — even by supposedly libertarian theorists — such
as immigration quotas or auction systems for the right to be an immigrant,
should be ruled out, since they conflict with libertarian ideals.

9 The crisis and reform of social security

1 Paper presented at the Mont Pélerin Society Regional Meeting, Rio de Janeiro, 5—
9 September 1993 and published in the Journal des économistes et des études
humaines, Bilingual Journal of Interdisciplinary Studies, Paris and Aix-en-Prov-
ence, vol. 5, no. 1, March 1994, pp. 127-155.

2 This theoretical principle was empirically illustrated with the historical case of the
United States social security system in 1971 by Martin Feldstein in ‘Social
Security, Induced Retirement and Aggregate Capital Accumulation’, Journal of
Political Economy, vol. 82, September—October 1974. Furthermore, some simula-
tion studies suggest that unfunded social security systems of the scale observed in
the 1980s in many developed economies could reduce the long-run capital stock of
these economies by 20-30 per cent (see, for example, Laurence J. Kotlikoff, ‘Social
Security and Equilibrium Capital Intensity’, Quarterly Journal of Economics, vol.
93, no. 2, May 1979, pp. 183-207; and A.J. Auerbach and L. J. Kotlikoff,
Dynamic Fiscal Policy, Cambridge: Cambridge University Press, 1987). In addi-
tion, Gary Becker doubts that social security reduces the rate of private savings
(see ‘The Family, Altruism and Public Policy’, Mont Pélerin Society Meeting, St
Vincent, Italy, September 1986, p. 9). In note 14 we will criticize Becker’s neo-
classical rationalization of public social security systems.

3 See my article ‘Experiencias Internacionales sobre la Crisis de la Seguridad
Social’, Boletin de Estudios Econémicos, vol. XL, Bilbao, August 1985, pp. 327-
378, in which I also refer to the bibliography corresponding to the cases of Swit-
zerland, France and Japan (p. 328).

4 T have attempted elsewhere to integrate the effects of savings from pension plan-
ning with the Austrian theory of economic cycles, as it has been developed by
Ludwig von Mises and F.A. Hayek. See my article ‘Interés, Ciclos Economicos y
Planes de Pensiones’, International Congress of Pension Funds, Madrid, 1984, pp.
458-468, together with my ‘La Teoria Austriaca del Ciclo Econémico’, Moneda y
Crédito, no. 152, Madrid, March 1980.
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5 ‘Denn die Versicherungsbeitrige gehen immer zu Lasten des Lohnes, gleichviel,
ob sie von den Unternehmern oder von den Arbeitern eingehoben werden. Auch
das, was der Unternehmern fiir die Versicherung aufwenden muB, belastet die
Grenzproduktivitit der Arbeit und schmaélert damit den Arbeitslohn.” See Ludwig
von Mises, Die Gemeinwirtschaft;, Untersuchungen iiber den Sozialismus, Gustav
Fischer, Jena, 1922 and 1932, Munich: Philosophia Verlag, 1981, p. 442. The
English translation can be found, for instance, on p. 430 of the best English
edition, Socialism: An Economic and Sociological Analysis, translated by J.
Kahane, Indianapolis, IN: Liberty Classics, 1981. Almost thirty years later, von
Mises developed this same idea in much more detail, not only in a more general-
ized way, referring it to all ‘social gains’ (see Human Action, third edition, Henry
Regnery, 1966, p. 617), but also specifically elaborating on the question of upon
whom the incidence of the cost of public social security systems falls. See Ludwig
von Mises, ‘Economic Aspects of the Pension Problem’, Chapter VII of Planning
for Freedom and Twelve Other Essays and Addresses, South Holland, IL: Liber-
tarian Press, first edition 1952, third memorial edition 1974, pp. 83-86. Finally,
we should mention an interesting empirical illustration of this important argu-
ment that has been prepared with the historical data of several countries by John
A. Prittain, in ‘The Incidence of Social Security Payroll Taxes’, American Eco-
nomic Review, March 1971.

6 This trend is similar to that in other developed countries, although there are some

differences. For example, in France, there were 4 contributors per pensioner in
1974 and, only ten years later, in 1984, this ratio had been reduced to 3.4 con-
tributors per pensioner. An accelerated decrease in this ratio continues at present.
In the United States, there were 17 workers for each pensioner in 1950; in 1970,
there were only 3 persons working per pensioner and it is estimated that, at the
beginning of the next century, the ratio will have been reduced to 2 active persons
for each pensioner. By the year 2040, it is expected that two-fifths of the total
population of the USA will be over 64. See Laurence J. Kotlikoff, ‘Social Secur-
ity’, The New Palgrave Dictionary of Economics, John Eatwell, Murray Milgate
and Peter Newman (eds), London: Macmillan, 1987, vol. 1V, p. 415. This trend is
also reproduced in the less developed countries in accordance with their economic
and cultural growth, the standard of living and health care improving and the
birth rate subsequently decreasing. The increase in the lifespan and the gradual
aging of the population appear, historically, to accompany the maturing stages in
the economic development process. See my ‘Crisis de la Seguridad Social y el
Papel de los Planes de Pensiones Privados en su Reforma’, in Prospects for Social
Insurance and Private Employee Benefit Plans, Transactions of the 23rd Interna-
tional Congress of Actuaries, vol. II, Helsinki, 1988, pp. 477-498.
Finally, it should be pointed out that the social security always originated from
the wish to favour groups near to retirement who, without having made any con-
tribution, acquired the right to receive a life pension at moments in history when
the aging of the population which we describe above had not been felt. This
demagogic utilization of social security, at an initial cost which was apparently
easy to support, together with the destruction of people’s savings habits as a result
of inflation and the Keynesian economic policy are the main reasons which
explain the emergence of the public social security in almost all countries (see
Ludwig von Mises, ‘Pensions, the Purchasing Power of the Dollar and the New
Economics’, in Planning for Freedom, op. cit., pp. 86-93).

7 See my book Socialismo, Cdlculo Econémico y Funcion Empresarial, Madrid:
Unioén Editorial, 1992, in which, after proposing a new definition of socialism as
‘any system of institutionalized aggression against human action or entrepre-
neurship’, I develop a joint integrated theory on the theoretical impossibility of
socialism and interventionism, together with its inevitable secondary effects of
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lack of creativity and coordination, corruption and moral destruction. An English
version of Chapter 3 of this book has been written under the title ‘Economic
Analysis of Socialism’ and was presented in the First European Conference on
Austrian Economics, Maastricht, 9-11 April 1992 (Chapter 4 of this book). My
theory of socialism is the natural result of putting together the Austrian analysis
of entrepreneurship, developed mainly within the framework of Israel M. Kirzner,
with the theory of coercion as the main defining characteristic of socialism, which
we owe to Murray N. Rothbard and Hans H. Hoppe (see his A Theory of Soci-
alism and Capitalism, Amsterdam: Kluwer Academic Publishers, 1989, p. 2).
Incidentally, it is very easy to realize that, within the well-known classification of
types of intervention owed to Rothbard, social security systems are a typical case
of binary coercion, in which the state ‘enforces a coerced exchange between the
individual subject and himself” (M.N. Rothbard, Power and Market; Government
and the Economy, Menlo Park, CA: Institute for Humane Studies, 1970, pp. 9 and
135-136).

8 Social security ‘is the target of complaints from all sides. Persons securing pay-
ments complain that the sums are inadequate to maintain the standard of life they
had been led to expect. Persons paying social security taxes complain that they
are a heavy burden. Employers complain that the wedge introduced by the taxes
between the cost to the employer of adding a worker to his payroll and the net
gain to the worker of taking a job creates unemployment. Taxpayers complain
that the unfunded obligations of the social security system total many trillions of
dollars, and that not even the present high taxes will keep it solvent for long. And
all complaints are justified’. Milton and Rose Friedman, Free to Choose; A Per-
sonal Statement, New York: Harcourt Brace Jovanovich, 1980, p. 102. On p. 106
of the same book, Friedman, moving away from Becker’s analysis which we will
criticize in note 14, indicates the fundamental problem when he states that

The difference between Social Security and earlier arrangements is that
Social Security is compulsory and impersonal — earlier arrangements were
voluntary and personal. Moral responsibility is an individual matter, not a
social matter. Children helped their parents out of love and duty. They now
contribute to the support of someone else’s parents out of compulsion and
fear. The earlier transfers strengthened the bonds of the family; the compul-
sory transfers weaken them.

9 See the Austrian analysis of the effects of social security on the allocation of
capital and labour produced by Roger W. Garrison, ‘Misdirection of Labor and
Capital under Social Security’, Cato Journal, vol. 3, no. 2, Fall 1983, pp. 513-529.

10 See Chapter 19, on ‘Social Security’, of F.A. Hayek’s The Constitution of Liberty,
Chicago, IL: The University of Chicago Press, 1960, pp. 285-323 and 509-515.
Hayek concludes that

there can be little doubt, indeed, that for the tasks of the magnitude of, say,
the provision of Social Security services for the whole nation, the single
comprehensive organization is not the most efficient method, even for utiliz-
ing all the knowledge already available, and still less the method most con-
ducive to a rapid development and spreading of new knowledge. As in many
other fields, the very complexity of the task requires a technique of coordi-
nation which does not rely on the conscious mastery and control of the parts
by a directing authority but is guided by an impersonal mechanism.

(p- 511). Along the same line of reasoning, see the even more developed and deep
analysis of Israel M. Kirzner included in his “The Perils of Regulation: A Market
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Process Approach’, Discovery and the Capitalist Process, London: Routledge,
1991, pp. 136-145.

This idea was first written by Ludwig von Mises in 1949, Human Action, first
edition, Yale University Press, p. 613. F.A. Hayek endorsed it entirely when he
stated eleven years later that the social security system ‘produces the paradox that
the same majority of the people whose assumed inability to choose wisely for
themselves is made the pretext for administering a large part of their income for
them is, in its collective capacity, called upon to determine how the individual
incomes are to be spent’. See Chapter 19 on ‘Social Security’, The Constitution of
Liberty, op. cit., p. 290.

Ludwig von Mises concludes that ‘Social Security does not enjoin upon the employers
the obligation to expend more in buying Labor. It imposes upon the wage earners
a restriction concerning the spending of their income. It curtails the worker’s
freedom to arrange his household according to his own decisions’ (emphasis added).
Human Action, third revised edition, Chicago, IL: Henry Regnery, 1966, p. 617.
I cannot agree with Gary Becker’s neoclassical rationalization of public social
security systems. According to Becker, referring to public social security, ‘children
would be happy (!) to enter into a social compact with their parents whereby the
children support their parents when old at current levels in return for a commit-
ment to the current level of public support for children’ (A4 Treatise on the Family,
Cambridge, MA: Harvard University Press, 1991, p. 373). In our opinion, Beck-
er’s analysis is methodologically misguided, precisely for the same reasons as
explained by the theorists of the Austrian School of Economics in the critical
analysis of the Neoclassical-Walrasian School which they developed in the course
of the debate on the impossibility of economic calculation under socialism. Spe-
cifically, we should criticize the too short-sighted static equilibrium analysis and
concept of ‘rationality’ used by Becker, together with the pure Robbinsian max-
imizer approach that agents follow in Becker’s well-known economic analysis of
the family. This typical methodological approach of the Chicago School of Eco-
nomics has been brilliantly criticized by Israel M. Kirzner in his ‘Self-Interest and
the New Bashing of Economics’ (Critical Review, vol. 4, nos. 1-2, Winter—Spring
1990, pp. 38-39, republished in The Meaning of Market Process, London: Rou-
tledge, 1992, pp. 207-208). Becker’s analysis seems to be a mere ad hoc rationali-
zation of aggregative phenomena, simply rooted in the view that ‘people get what
they want’. A dynamic theory of social process moved by the entrepreneurial
creativity and coordinative efforts of real human beings, with an open universe of
feelings, beliefs, goals and valuations, is completely lacking in Becker’s analysis.
This explains that, in the typical scientistic Chicagoan tradition, the institutiona-
lized aggression upon which social security is based is not even mentioned by
Becker and in no way seems to worry him. Furthermore, he considers himself to
have helped to ‘understand the widespread government interventions into family
arrangements’ (ibidem, p. 379), as well as the way in which ‘public expenditures
on the elderly, together with public expenditures on children’s education and other
human capital, can fill the void left by the breakdown in the social norms’
(ibidem, p. 370). Becker seems to confuse the crucial Hayekian distinction
between family law in its material sense, which has been formed by evolution,
well-known since the development of Carl Menger’s theory of institutions, with
the legislation of state commands enacted to establish public social security sys-
tems. The former is an unintended and spontaneous product of social interaction,
and the latter a typical manifestation of institutionalized and deliberate aggression
(i.e. socialism) on a specific area of the social body, with all the standard effects of
the theoretical impossibility of reaching certain goals, lack of coordination and
the creative trial of new solutions, and systematic moral corruption. For this
reason we should maintain that the reality seems to be exactly the opposite to the
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one mentioned before by Becker: social security, far from ‘filling the void left by
the breakdown of social norms’, has been one of the main forces leading to the
corruption and destruction of moral values and social norms. The explanation of
social security, together with socialism in its different brands and manifestations,
seems to be much more closely related to the scientistic error of constructivism
and the historical political pressure of well-known privileged groups than with the
spontaneous disappearance of traditional family values (see especially the last
paragraph of note 8).

F.A. Hayek, ‘Social Security’, Chapter 19 of The Constitution of Liberty, op. cit.,
p- 292.

F.A. Hayek, ‘The Mirage of Social Justice’, vol. II of Law, Legislation and Lib-
erty, Chicago, IL and London: The University of Chicago Press, 1976.

This is almost the title of the book by Peter J. Ferrara from which we draw
extensively in this section. See Peter J. Ferrara, Social Security; The Inherent
Contradiction, San Francisco, CA: Cato Institute, 1980.

This theoretical principle is illustrated by Peter J. Ferrara and John R. Lott, Jr in
‘Rates of Return Promised by Social Security to Today’s Young Workers’, in
Social Security: Prospects for Reform, ed. Peter J. Ferrara, Washington, DC: Cato
Institute, 1985, pp. 13-32.

According to Hayek, ‘It is easy to see how such a complete abandonment of the
insurance character of the arrangement, with the recognition of the right of all
over a certain age (and all the dependents or incapacitated) to an ‘adequate’
income that is currently determined by the majority (of which the beneficiaries
form a substantial part), must turn the whole system into a tool of politics, a play
ball for vote-catching demagogues’. ‘Social Security’, Chapter 19 of The Constitu-
tion of Liberty, op. cit., p. 296 (emphasis added).

Or, as Milton and Rose Friedman have graphically set out, ‘In addition to the
transfer from young to old, Social Security also involves a transfer from the less
well-off to the better-off. True, the benefit schedule is biased in favour of persons
with lower wages, but this effect is much more than offset by another. Children
from poor families tend to start work — and start paying employment taxes — at a
relatively early age; children from higher income families at a much later age. At
the other end of the life cycle, persons with lower incomes on the average have a
shorter lifespan than persons with higher incomes. The net result is that the poor
tend to pay taxes for more years and receive benefits for fewer years than the
rich — all in the name of helping the poor!” Free to Choose, op. cit., pp. 106-107.
I say ‘initially’ because the government is also very inefficient in providing help to
needy people, and cannot compete technically and economically in this task with
an army of competitive entrepreneurs who devote their efforts and ingenuity to
discovering the actual needs of the poor, constantly finding and trying out new
ways to resolve them in any specific circumstance of time and space. In the
specific area of human solidarity, free human interaction and entrepreneurship, i.e.
private charity, is much more efficient and ethical than governmental and
systematic coercion (i.e. socialism).

‘It is something of a paradox that the state should today advance its claims for the
superiority of the exclusive single-track development by authority in a field that
illustrates perhaps more clearly than any other how new institutions emerge not
from design but by a gradual evolutionary process. Our modern conception of
providing against risk by insurance is not the result of anyone’s ever having seen
the need and devising a rational solution. It has been well said that we owe our
present life insurance techniques to a gradual growth in which the successive steps
due to the uncounted contributions of anonymous or historical individuals have in
the end created a work of such perfection that, in comparison with the whole, all
clever conception due to single creative intelligences must seem very primitive.’
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F A. Hayek, ‘Social Security’, Chapter 19 of The Constitution of Liberty, op. cit.,
p. 291.

22 ‘A man who is forced to provide of his own account for his old age must save a
part of his income or take out an insurance policy. A nation cannot prosper if its
members are not fully aware of the fact that what alone can improve their con-
dition is more and better production. And this can only be brought about by
increased saving and capital accumulation.” Ludwig von Mises, ‘Economic
Aspects of the Pension Problem’, Planning for Freedom, op. cit., pp. 92-93.

23 Of course, we cannot know today the knowledge that will be created by the
entrepreneurs in the future to solve all the problems and challenges related to
the proposed privatization of social security. However, in this specific field, we are
particularly lucky, as we can grasp very important hints simply by observing the
past evolution of the life insurance and private pension plan institutions. As
Kirzner has clearly stated, ‘The circumstance that precludes our viewing the
future of capitalism as a determinate one is the very circumstance in which, with
entrepreneurship at work, we are no longer confined by any scarcity framework.
It is therefore the very absence of this element of determinacy and predictability
that, paradoxically, permits us to feel confidence in the long run vitality and pro-
gress of the economy under capitalism’. Israel M. Kirzner, Discovery and the
Capitalist Process, Chicago, IL: The University of Chicago Press, 1985, p. 168.

24 Incidentally, the traditional institution of life insurance can also be corrupted,
especially when its principles are more or less abandoned under the pretext of
‘financial deregulation’ or the mixture with the alien banking institution. A his-
torical example of this corruption effect on the life insurance industry is the one
protagonized by John Maynard Keynes during the years that he was chairman of
the National Mutual Life Assurance Society of London. Under his chairmanship,
he promoted not only ad hoc equity investments against the traditional fixed rate
bond investments, but also non-orthodox accounting principles at market value
and even the distribution of dividends to policy-holders against unrealized gains.
All these typical Keynesian aggressions against the traditional principles almost
cost him the insolvency of his company when the Great Depression arrived. The
negative influence of Keynes on the British life insurance sector can still be felt
and, to some extent, has also affected the US market. The return to the basic
traditional principles of the life insurance industry is a prerequisite for any serious
reform based on the privatization of the public social security system. See
Nicholas Davenport, ‘Keynes in the City’, in Essays on John Maynard Keynes,
Milo Keynes (ed.), Cambridge: Cambridge University Press, 1975, pp. 224-225.

25 The standard work on this line of reasoning is the outstanding book by the late
William H. Hutt, Politically Impossible ... ?, London: Institute of Economic
Affairs, 1971.

26 A fifth stage could be envisaged, in which even the help to the poor with
demonstrated need would be privatized and would be in the hands of private
charity. For the reasons given in note 21, this entirely private system would be
much more ethical and efficient than the intervention of the government, even if it
acted in a very limited and purely subsidiary role.

27 This is the most urgent reform for many countries of continental Europe and
South America. For those countries like Switzerland, the US, Chile, etc. which are
much more advanced in the necessary reforms, the final jump to the fourth and
fifth stages should also be planned.

28 1 entirely agree with Roger Garrison when he states that ‘Politically viable reforms
may involve distortions of their own, such as the distortions associated with the
tax-exempt status of retirement savings. These distortions, though lamentable,
may be an unavoidable feature of any successful strategy designed to hasten the
end of the coercive and inefficient Social Security program’. See his ‘Misdirection
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of Labor and Capital under Social Security’, Cato Journal, vol. 3, no. 2, Fall
1983, p. 529.

We will now summarize the characteristics of these two models for the reform of
social security which show the right direction and which may be a guide for the reform
of many European and Latin-American countries in the near or more distant future.
The most important feature of the reform of British social security is that it
allowed a large part of the benefits to be contracted privately, outside the social
security system. The history of the political struggle in favour of private
contracting of social benefits began in 1960. Initially, the Conservative Party was
in favour of the privatization system and the Labour Party opposed it. Whenever
one of the parties came into power, it established its own programme for the
reform of social security, modifying the system which had been established by the
other party in the previous legislature. This continued until, in 1978, the most
extensive system which exists to date of private contracting out of social security
benefits was established in Great Britain as a result of a consensus between the
Conservative and Labour Parties.

Essentially, Great Britain has two types of social security benefits. The first level,
which is compulsory, pays a minimum pension which is received by all workers
upon retirement, regardless of their income and the contributions they have paid.
The second level, however, is calculated according to the income. The most
important feature of the British system is that it allowed companies to contract
the second level of pensions outside the state social security system, through a
private instrument for financing pension schemes. This possibility was allowed on
the condition that the company’s private pension scheme provided benefits which
were at least equally as good as those which the workers would have received if
they had remained within the state social security system.

In the British system, each worker who, through his company, contracted out the
second level of the social security through a private system received an annual
reduction of £227 in his contributions, in exchange for repudiating the right to
obtain an annual pension from the state social security system of £40.63 (all these
data are calculated in accordance with the average salary earned in April 1978).
In April 1983, after five years, more than 45 per cent of British workers had con-
tracted the second level of the social security through private pension schemes. And,
even more important, the British state had reduced the future liabilities repre-
sented by the pensions corresponding to the second level of the social security, to
which it was already committed, to half their current value. Overall, the decrease in
the current value of the future liabilities of all the benefits of the British social
security may be estimated at 30 per cent over a period of only five years, thanks to
the adoption of the system of private contracting. The results are highly
encouraging, as they show to be untrue what many voices say when they consider
themselves sufficiently authorized to affirm the impossibility of establishing a
system based on capitalization due to its high cost, unless it is over a period of
several generations (see, for instance, Michael T. Boskin, ‘Alternative Social
Security Reform Proposals’, statement prepared for the National Commission of
Social Security Reform, 20 August 1982).

It must be emphasized that, originally, the choice to contract social security ben-
efits outside the social security was not an individual choice, but was an option
granted only to the employers. That is to say, it was the employers who could
contract the second level of social security benefits through a private pension
scheme. However, in many cases, the contracting was the result of collective
negotiation between employers and workers. The employers could not contract
through private pensions schemes for part of their workers and leave the other
part in the state social security system. If they took the decision to establish a
private pension scheme system, they had to do so for all their workers, including
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those who would benefit most from the change, as they were closer to retirement,
the cost for whom is very high through private pension schemes. Finally, it should
be mentioned that the reduction in contributions arising from contracting the
second level of benefits outside the social security is identical for all the workers,
regardless of their age and income level.

The main differences between the Chilean and the British systems were the
following: in the first place, to the contrary of Great Britain, the choice as to
whether or not to contract social benefits privately was made at an individual
level by each worker, not at company level as the result of the employer’s decision.
In this respect, the Chilean system was socially much more advanced than the
British one; in the second place, the reduction in social security contributions for
the workers who decide to contract the benefits outside it is 10 per cent. That is to
say, the workers who remain within the system will pay a total contribution of 27
per cent of their salary; those who decide to contract the benefits outside the state
system will pay a contribution of 17 per cent. This means that the 10 per cent
difference is, theoretically, used to constitute the funds of the private pension
schemes. Another distinctive feature of the Chilean system is that the administra-
tion has issued vouchers to cover the value of the contributions made up to the
date of the reform of social security. These vouchers will lead to retirement pen-
sions which will increase those obtained from the private system. The reform of
the Chilean social security has met with enormous success, as in only one year
more than 50 per cent of Chilean workers decided to contract their social security
through private systems.

It must be pointed out that, in the Chilean and British models, there is a sig-
nificant reduction in the contribution of the workers who, through their compa-
nies or for themselves, decide to contract the second level of social security
benefits through private systems. However, in spite of the reduction, the con-
tributions to the state social security systems continue to be very high. These
contributions are necessary for the system to be able to continue to pay out
the pensions currently payable to workers who are near retirement age and
have not opted to transfer to the private social security system. The fact that the
reduction in the contributions is considerably less than would correspond from
an actuarial viewpoint shows that the majority of the public, both in Chile and
Great Britain, have been willing to pay a greater amount in contributions in
exchange for contracting out a significant part of the social benefits through private
systems. That is to say, people are prepared and willing to pay to ‘get out of’
the state social security system and this is very favourable, as it allows the
incentivation of the greater financing of the transitional reform process of the
social security and, above all, the continuance of the financing of the pensions
currently being paid to all those for whom the necessary reform has arrived
too late.

30 See James Buchanan, ‘Dismantling the Welfare State’, Chapter 16 of Liberty,
Market and State; Political Economy in the 1980’s, Brighton: Harvester Press,
1986, pp. 178-185. 1 agree with Buchanan that any successful programme to
reform the social security must be based on making it clear to the public that
changing the current structure will benefit everyone (or at least that no one will
lose), although I think that the contracting out mechanism which I propose is
simpler than his proposal to ‘pay off” individually in capital sums all the out-
standing liabilities, financing those payments through the issue of additional
public debt (ibidem, p. 182). Furthermore, the contracting out system seems to be
the best mechanism to reveal social preferences on the reform of social security,
and especially if the public at large is willing to pay voluntarily a greater overall
amount in contributions in exchange for contracting out a significant part of the
social benefits through private systems, as happened in the cases of England and
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Chile, where a majority of the population showed that they were willing to pay to
‘get out of” the public social security system.

‘Political economists fulfil their proper role when they can show politicians that
there do exist ways to close down the excesses of the welfare sate without invol-
ving default on the contracts that this state has obliged itself to. This approach to
reform not only meets ordinary precepts of fairness; it also facilitates the political
leader’s task of organizing the consensus necessary to allow any institutional
changes to be made at all.” James M. Buchanan, ‘Dismantling the Welfare State’,
Chapter 16 of Liberty, Market and State, op. cit., p. 184.

See, for instance, the following example prepared with real data in Spain (US
$1:100 Spanish pesetas (Ptas)).

Let us take the employer and employee’s social security contribution figures of a
bank clerk, single, with the grade of second administrative official and three years
in the post. This person costs the company 1,080,060 Ptas, which he receives in 16
payments of 41,231 Ptas and the regularizations of the extra payments which
amount to 673,522 Ptas. The worker also pays 45,500 Ptas to the social security
and there is a withholding tax on his earnings of 88,880. This gives him a gross
annual salary of 807,952 Ptas, the difference up to 1,080,060 Ptas (272,108 Ptas)
being the employer’s social security contribution.

From this starting point, making the simple assumption that the worker continues
to work until he is 65 (45 more years), with the investment of his contributions
(made by himself and the company) at an accumulative rate of 10 per cent,
assuming that such contributions show an annual increase of 10 per cent, so that
his contributions over the remaining years of his working life can be totalled, and
placing them at the same compound interest rate of 10 per cent until the moment
of his retirement, the result would be that the capital so formed would amount to
574.9 million pesetas, a figure which is reached thanks to the compound interest
rate which should be applied. It is clear that if the workers knew these kinds of
figures, they would exert very strong pressure in favour of the privatization of
social security (this example has been taken literally from the book by Joaquin
Trigo Portela and Carmen Vazquez Arango, La Economia Irregular, published in
Barcelona in 1983 by the Servicio Central de Publicaciones de la Generalitat de
Catalufia, pp. 181-190).

See the interesting article by Stuart Butler and Peter Germanis, ‘Achieving Social
Security Reform: A “Leninist” Strategy’, Cato Journal, vol. 3, no. 2, Fall 1983,
pp. 547-556.

The book edited by Peter J. Ferrara, Social Security;, Prospects for Reform,
Washington, DC: Cato Institute, 1985, must be strongly recommended with
regard to all this section.

Again, the first economist to assert this fact was Ludwig von Mises, when he
stated that ‘there is no clearly defined frontier between health and illness. Being
ill is not a phenomenon independent of conscious will and of psychic forces
working in the subconscious’. And he concludes that ‘by weakening or completely
destroying the will to work, social insurance creates illness and inability to
work. In short, it is an institution which tends to encourage disease and to inten-
sify considerably the physical and psychic results of accidents and illnesses’.
Ludwig von Mises, Socialism; An Economic and Sociological Analysis, op. cit., pp.
431-432.

‘In a field that is undergoing as rapid change as medicine is today, it can, at most,
be the bad average standard of service that can be provided equally for all. Where sys-
tems of state medicine operate, we generally find that those who could be
promptly restored to full activity have to wait for long periods because all the hospital
facilities are taken up by people who will never again contribute to the needs of
the rest.” F.A. Hayek, The Constitution of Liberty, op. cit., pp. 299-300.
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A voucher system or, even better, a mixed voucher/contracting out system could
very easily be developed to privatize the public health insurance system, without
harming anybody and significantly reducing the current excessive costs and inef-
ficiencies. Among the ample literature that has been appearing in this field, we
could mention the following: J.C. Goodman and G.L. Musgrave, Patient Power;
Solving America’s Health Care Crisis, Washington, DC: Cato Institute, 1992;
Health Care in America; The Political Economy of Hospitals and Health Insur-
ance, H.E. Frech III (ed.), San Francisco, CA: Pacific Research Institute for
Public Policy, 1988; J.L. Bast, R.C. Rue and S.A. Wesburg, Why We Spend too
Much on Health Care, Chicago, IL: The Heartland Institute, 1992; and regarding
the situation in the United Kingdom all the publications of the Health and Wel-
fare Unit of the Institute of Economic Affairs are very valuable.

A critical analysis of central banks and fractional-reserve free banking from the
Austrian School perspective

Originally published in the Review of Austrian Economics, vol. 8, no. 2 (1995), pp.
25-38. The author dedicates this article to James M. Buchanan, in gratitude for
his having publicly defended and supported the author when he put forward the
most important ideas contained herein at the regional meeting of the Mont
Pelerin Society, which took place in Rio de Janeiro, September 1993. The author
would also especially like to give his thanks to the late Professor Murray N.
Rothbard, who took great trouble to make the exposition more readable.

F.A. Hayek, The Fatal Conceit: The Errors of Socialism, Chicago, IL: University
of Chicago Press, 1989, pp. 102-104.

Vera C. Smith, The Rationale of Central Banking and the Free Banking Alter-
native, Indianapolis, IN: Liberty Press, 1990, Chapter 12, p. 169.

Israel M. Kirzner, Discovery and the Capitalist Process, Chicago, IL: University of
Chicago, 1985, p. 168.

F.A. Hayek, Denationalization of Money: The Argument Refined, second edition,
London: Institute of Economic Affairs, 1978, pp. 119-120. Hayek concludes: ‘I
expect that it will soon be discovered that the business of creating money does not
go along well with the control of large investment portfolios or even control of
large parts of industry’. I am afraid, however, that Hayek gives insufficient
recognition of the fact — central to Mises’s theory of money — that free market
money must be a commodity money, and that competing kinds of money are
dysfunctional of the very purpose of a medium of exchange, as the free market
always generates a tendency of the convergence toward one, universally employed
commodity money.

Before Mises, the most distinguished author who defended the 100 per cent
reserve requirement was David Hume in his essay ‘Of Money’ (1752), where he
states that ‘no bank could be more advantageous, than such a one as locked up all
the money it received, and never augmented the circulating coin, as is usual, by
returning part of its treasure into commerce’. David Hume, Essays. Moral, Poli-
tical and Literary, Indianapolis, IN: Liberty Classics, 1985, pp. 284-285.

On juridical considerations of the traditional legal principle in question, see not
only all Title 3, Book 16 of the Digest, especially sections 7 and 8 on the bank-
ruptcy of bankers (E/ Digesto de Justiniano, vol. 1, pp. 606-617, especially p. 112,
published by Aranzadi, Pamplona, 1968), but also the fine argument by the
Spanish Jesuit Luis de Molina, for whom the banker with a fractional reserve ‘sins
by endangering his own capacity to meet his debts, even if in the long run he
suffers no legal difficulties because his speculations with the clients’ funds turned
out well (quoted from De lustitia et Iure, Maguntiae [1614], in Alejandro Cha-
fuen, Christians for Freedom: Late Scholastic Economics, San Francisco, CA:
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Ignatius Press, 1986, p. 146, notes 1-7). See also the refined conclusions of Pas-
quale Coppa-Zuccari included in his definitive work I/ Deposito Irregolare
(Modena, 1901), quoted by, among others, Joaquin Garrigues in his Contratos
Bancarios, second edition, Madrid, 1975, p. 365. All these considerations are also
applicable to so-called financial operations with repurchase agreements at any
moment and at face value (and not at a fluctuating secondary market price), since
they disguise, by fraudulently using the law for a purpose for which it was not
intended, what are really deposit contracts.

Ibid., pp. 367-368.

With regard to the class probability (objective), which is insurable, and the single
event probability, influenced and determined by human action (not insurable), see
Ludwig von Mises, Human Action: A Treatise on Economics, third revised edition,
Chicago, IL: Henry Regnery, 1966, pp. 106-115; and also Jestis Huerta de Soto,
Socialismo, Cdalculo Econémico y Funcion Empresarial, Madrid: Union Editorial,
1992, pp. 46-48.

The temptation was enormous and almost irresistible, given how lucrative it was.
We must remember that, in the final analysis, the system of fractional-reserve
banking consists of creating loans from nothing and requiring that the borrowers
return them in real money and with interest, too!

Sir James Steuart, An Inquiry into the Principles of Political Economy. Being an
Essay on the Science of Domestic Policy in Free Nations, London: A. Miller and
T. Caddell in the Strand, 1767, vol. 2, p. 301.

David Hume, ‘Of Money’, p. 284.

‘The Bank of Amsterdam professes to lend out no part of what is deposited with
it, but for every gilder which it gives credit in its books, to keep in its repositories
the value of a gilder, either in money or bullion’. Adam Smith, The Wealth of
Nations, London: W. Strahan and T. Caddell in the Strand, 1776, vol. 2, book 4,
chapter 3, p. 72).

It is curious to observe how the bankers used all their influence and social power
(enormous, in view of the large numbers of the public who received loans from
them or were their shareholders) to impede and discourage the depositors from
withdrawing their deposits, in the vain hope of avoiding the crisis. Thus, State
Senator Condy Raguet of Pennsylvania concluded that the pressure was almost
irresistible and that ‘an independent man, who was neither a stockholder nor a
debtor, who would have ventured to compel the banks to do justice, would have
been persecuted as an enemy of society’. Letter from Raguet to Ricardo dated 18
April 1821, published in David Ricardo, Minor Papers on the Curreney Question
1805-1823, Jacob Hollander (ed.), Baltimore, MD: The Johns Hopkins University
Press, 1932, pp. 199-201); quoted in Murray N. Rothbard, The Panic of 1819:
Reactions and Policies, New York: Columbia University Press, 1962, pp. 10-11.
A brief explanation of the Austrian theory of economic cycles, together with the
most significant bibliography on the topic, may be found in my article ‘The Austrian
Theory of Economic Cycles’, originally published in Moneda y Crédito, no. 152,
Madrid, March 1980, and republished in vol. 1 of my Lecturas de Economia Poliitica,
Madrid: Union Editorial, 1986, pp. 241-256. And also my book Money, Bank
Credit, amd Economic Cycles, Auburn, AL: Ludwig von Mises Institute, 2006.
See her article ‘The Theory of Free Banking,” presented at the regional meeting of
the Mont Pe¢lerin Society in Rio de Janeiro from September 1993, especially p. 5.
Mises, Human Action, pp. 648-88.

Ludwig von Mises, The Theory of Money and Credit, Indianapolis, IN: Liberty
Press, 1980, p. 447.

Ludwig von Mises, ‘Monetary Stabilization and Cyclical Policy’, in On the
Manipulation of Money and Credit, Irvington-on-Hudson, NY: Free Market
Books, 1978, pp. 167-168.



310 Notes

20 Mises, The Theory of Money and Credit, p. 481.
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28 Quoted by Mises in Human Action, p. 446.
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analysed and solved by, among others, Murray N. Rothbard in his Mystery of
Banking, pp. 249-269.

11 A critical note on fractional-reserve free banking

—_

Originally published in the Quarterly Journal of Austrian Economics, vol. 1, no. 4,
Winter 1998, pp. 25-49. I wrote it in response to the doctrinal controversy
aroused in the US by my paper ‘A Critical Analysis of Central Banks and Frac-
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tional-Reserve Free Banking from the Austrian Perspective’, which appeared in
the Review of Austrian Economics, vol. 8, no. 2, 1995, pp. 25-38. This article, in
which I criticized the modern economists who favour fractional-reserve free
banking, was challenged by George A. Selgin and Lawrence H. White in their
paper ‘In Defence of Fiduciary Media — or, We Are Not Devo(lutionists), We Are
Misesians!” which also appeared in the Review of Austrian Economics, vol. 9, no.
2, 1996, pp. 83-107. Before I had had a chance to reply to Selgin and White’s
criticism of my analysis, Professors Hans-Hermann Hoppe, Jorg Guido Hiilsmann
and Walter Block defended my position in their article ‘Against Fiduciary Media’,
also printed in the Review of Austrian Economics, vol. 10, no. 2, 1997, pp. 125—
163. Finally, I published this ‘critical note’ to sum up the key points in the debate
and especially to show that even under the conditions Selgin and White regard as
most favourable, fractional-reserve free banking can generate economic cycles.

2 We consider that the classification into four schools included by Vera C. Smith in
the double-entry table in her well-known book (Banking School — Free or Cen-
tral — and Currency School — Free or Central) is more accurate and provides
greater clarification than the classification into only three schools proposed by
Anna J. Schwartz. See Vera C. Smith The Rationale of Central Banking and the
Free Banking Alternative, Indianapolis, IN: Liberty Press, 1990, pp. 144-145; and
Anna J. Schwartz, ‘Banking School, Currency School, Free Banking School’, The
New Palgrave: A Dictionary of Money and Finance, vol. 1, London and New
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nesians might accept the prescription for monetary equilibrium offered’ in his
book. See Selgin, The Theory of Free Banking: Money Supply under Competitive
Note Issue, op. cit., pp. 56 and 59.

George A. Selgin, The Theory of Free Banking: Money Supply under Competitive
Note Issue, op. cit., p. 34. The detailed analysis of this theory can be found in
Chapters IV, V and VI of this book, and especially on pp. 64-69.
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According to Stephen Horwitz, Lawrence White ‘expressly rejects the real-bills
doctrine and endorses a different version of the ‘needs of trade’ idea. For him
the ‘needs of trade’ means the demand to hold bank notes. On this interpretation,
the doctrine states that the supply of bank notes should vary in accordance with
the demand to hold notes. As I shall argue, this is just as acceptable as the view
that the supply of shoes should vary to meet the demand for them’. Stephen
Horwitz, ‘Misreading the Myth: Rothbard on the Theory and History of Free
Banking’, op. cit., p. 169.

‘Free banking thus works against short-run monetary disequilibrium and its
business cycle consequences.” George A. Selgin and Lawrence H. White, ‘In
Defense of Fiduciary Media — or, We are Not Devo(lutionists), We are Mis-
esians!’, op. cit., pp. 101-102.

It is curious to observe how the modern theorists of the Free Banking School, like
the Keynesians and the monetarists, seem obsessed by short-term unilateral
mutations in the demand for money. However, such mutations historically have
been produced over an economic cycle (during the last stages of booms and in
crises) which almost always begins as the result of previous mutations in the
supply of new money created by the banking system. Apart from this, only
exceptional disasters like wars and other catastrophes (natural or otherwise) could
explain a sudden increase in the demand for money. Seasonal variations in the
demand for money are of comparatively minor importance and a 100 per cent
free banking system could easily adjust to them through some seasonal move-
ments of gold and variation of prices. Moreover, for Mises, increases in the
demand for money do not pose any problem of coordination, even if the banks do
not try to adapt themselves to them by creating new credits. Thus, even in the
event of an increase in savings (in other words, a decrease in consumption) which
materializes entirely in an increase in cash balances (hoarding) and not in direct
loans in the form of capital goods expenditure, there will be effective saving of the
community’s goods and services and a process whereby the productive structure
will lengthen and become more capital intensive. If this occurs, the increase in
cash balances will simply give rise to an increase in the purchasing power of
money and, therefore, to a decrease in the nominal prices of consumer goods and
the services of the different production factors which, however, will generate
among themselves, in relative terms, the price disparities which are typical of a
period in which savings grow and the structure of production becomes more
capital intensive. See Ludwig von Mises, Human Action: A Treatise on Economics,
Chicago, IL: Henry Regnery, 1966, pp. 520-523; and also the corresponding
comment of Joseph T. Salerno included in ‘Mises and Hayek De-Homogenized’,
Review of Austrian Economics, vol. VI, no. 2, 1993, especially pp. 144 onwards.
Hayek wrote that, in order to be neutral, ‘the supply of money should be invari-
able’. F.A. Hayek, Prices and Production, London: Routledge, 1935, and New
York: Augustus M. Kelley, 1967, p. 108. Remember also that Hayek’s goal in
Prices and Production was ‘to demonstrate that the cry for an “elastic” currency
which expands or contracts with every fluctuation of “demand” is based on a
serious error of reasoning’. See p. xiii of Hayek's preface to the first edition,
Prices and Production, London: Routledge, 1931.

Mark Skousen notes how a 100 per cent free banking system and pure gold
standard is more elastic than Hayek’s proposal and does respond to the ‘needs of
business’: price deflation would stimulate new gold discoveries and would even-
tually cause an expansion in the gold-money supply without creating a boom-bust
cycle. Skousen concludes that, ‘Based on historical evidence, the money supply
(the stock of gold) under a pure gold standard would expand between 1 to S per
cent. And, most importantly, there would be virtually no chance of a monetary
deflation under 100 per cent gold backing of the currency’. Mark Skousen, The
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1990, p. 359.
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Banking: Money Supply under Competitive Note Issue, op. cit, p. 62; and also p.
164, where Selgin says that Mises ‘believed that free banking will somehow lead
to the suppression of fractionally-based inside monies’. A different interpretation
of Mises’ position has been given by Lawrence H. White, ‘Mises on Free Banking
and Fractional Reserves’, 4 Man of Principle: Essays in Honor of Hans F. Senn-
holz, John W. Robbins and Mark Spangler (eds), Grove City, PA: Grove City
College Press, 1992, pp. 517-533. Salerno criticizes White for defending the thesis that
Mises was the prototype of the modern Fractional-Reserve Free Banking School
theorists without realizing that Mises always criticized the essential positions of
the Banking School and that, if he defended free banking, it was as an indirect
procedure for attaining the final goal of a banking system with a 100 per cent
reserve requirement. Salerno concludes that ‘To the extent that Mises advocated
the freedom of banks to issue fiduciary media, he did so only because his analysis
led him to the conclusion that this policy would result in a money supply strictly
regulated according to the Currency Principle. Mises’ desideratum was to com-
pletely eliminate the destructive influences of fiduciary media on monetary calcu-
lation and the dynamic market process’. Joseph T. Salerno, ‘Mises and Hayek De-
Homogenized’, Review of Austrian Economics, op. cit., p. 137 onwards and p. 146.
Ludwig von Mises, Human Action, p. 442 (emphasis added). A little later Mises
adds that ‘Free banking ... would not hinder a slow credit expansion’ (ibid., p.
443). 1 think that Mises was, in Human Action, probably too optimistic when
evaluating the role of free banking in limiting credit expansion. However, Ludwig
von Mises from the second German edition of his book The Theory of Money and
Credit (1924) had already stated that ‘It is clear that banking freedom per se
cannot be said to make a return to gross inflationary policy impossible’. Ludwig
von Mises, Theory of Money and Credit, Indianapolis, IN: Liberty Fund, 1981, p.
436. (Ludwig von Mises, Theorie des Geldes und der Umlaufsmittel, Munich and
Leipzig: Verlag von Duncker & Humblot, 1924, p. 408).

‘The Banking School failed entirely in dealing with these problems. It was con-
fused by a spurious idea according to which the requirements of business rigidly
limit the maximum amount of convertible banknotes that the bank can issue.
They did not see that the demand of the public for credit is a magnitude depen-
dent on the banks’ readiness to lend, and that the banks which do not bother
about their own solvency are in a position to expand circulation credit by low-
ering the rate of interest below the market rate. ... Lowering the rate of interest is
tantamount to increasing the quantity of what is mistakenly considered as the fair
and normal requirements of business.” Ludwig von Mises, Human Action, op. cit.,
pp. 439-440.

Ludwig von Mises, Human Action, op. cit., pp. 427-428.

See Jorge Guido Hiilsmann, ‘Free Banking and Free Bankers’, Review of Austrian
Economics, vol. 9, no. 1, 1996, especially pp. 40-41.

See David Laidler, ‘Free Banking Theory’, The New Palgrave Dictionary of
Money and Finance, op. cit., vol. 11, pp. 197.

George A. Selgin, The Theory of Free Banking: Money Supply under Competitive
Note Issue, op. cit., p. 82.

See, for example, Anna J. Schwartz, ‘The Theory of Free Banking’, manuscript
presented at the 1993 Regional Meeting of the Mont Pélerin Society, p. 3.

See Mark Skousen, The Structure of Production, op. cit., Chapter 8, pp. 269
and 359.
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The possibility of greater credit expansions induced by commodity-money supply
shocks should not either be discarded, although Selgin tends to minimize its
importance. See George A. Selgin, The Theory of Free Banking: Money Supply
under Competitive Note Issue, op. cit., pp. 129-133.

We should remember (note 21) that, for Mises, ‘It is clear that banking freedom
per se cannot be said to make a return to gross inflationary policy impossible’,
especially if an inflationary ideology prevails in the economic world:

Many authors believe that the instigation of the banks’ behaviour comes
from outside, that certain events induce them to pump more fiduciary media
into circulation and that they would behave differently if these circumstances
fail to appear. I was also inclined to this view in the first edition of my book
on monetary theory. I could not understand why the banks didn’t learn from
experience. I thought they would certainly persist in a policy of caution and
restraint, if they were not led by outside circumstances to abandon it. Only
later did I become convinced that it was useless to look for an outside sti-
mulus for the change in the conduct of the banks. ... We can readily under-
stand that the banks issuing fiduciary media, in order to improve their
chances for profit, may be ready to expand the volume of credit granted and
the number of notes issued. What calls for special explanation is why
attempts are made again and again to improve general economic conditions
by the expansion of circulation credit in spite of the spectacular failure of
such efforts in the past. The answer must run as follows: according to the
prevailing ideology of businessman and economist-politician, the reduction
of the interest rate is considered an essential goal of economic policy. More-
over, the expansion of circulation credit is assumed to be the appropriate
means to achieve this goal.

Ludwig von Mises, On the Manipulation of Money and Credit, Percy L. Greaves,
Jr (ed.), New York: Free Market Books, 1978, pp. 135-136.

‘Crises have reappeared every few years since banks began to play an important
role in the economic life of people.” Ludwig von Mises, On the Manipulation of
Money and Credit, Percy L. Greaves, Jr (ed.), op. cit., p. 134.

F.A. Hayek, The Pure Theory of Capital, London: Routledge & Kegan Paul, 1941
and 1976, p. 378.

F.A. Hayek, The Pure Theory of Capital, op. cit., p. 394. This seems to be the
extreme case of the increase in saving all of which materializes in new holdings of
bank money used by Selgin and White to illustrate their theory. See George A.
Selgin and Lawrence H. White, ‘In Defense of Fiduciary Media — or, We are Not
Devo(lutionists), We are Misesians!’, op. cit., pp. 104-105.

This hypothesis is perfectly possible, as Selgin and White themselves recognize
when they say that ‘An increase in savings is neither necessary nor sufficient to
warrant an increase in fiduciary media’. George A. Selgin and Lawrence H.
White, ‘In Defense of Fiduciary Media — or, We are Not Devo(lutionists), We are
Misesians!’, op. cit., p. 104.

See F.A. Hayek, Prices and Production, op. cit., Lecture II, pp. 32-62; and Mark
Skousen, The Structure of Production, op. cit., Chapters 5-6, pp. 133-214.

Selgin and White implicitly acknowledge this when they say that ‘Benefits accrue
to bank borrowers who enjoy a more ample supply of intermediated credit, and to
everyone who works with the economy’s consequently larger stock of capital
equipment’. George A. Selgin and Lawrence H. White, ‘In Defense of Fiduciary
Media — or, We are Not Devo(lutionists), We are Misesians!’, op. cit., p. 94.

‘We deny that an increase in fiduciary media matched by an increased demand to
hold fiduciary media is disequilibrating or sets in motion the Austrian business
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cycle.” George A. Selgin and Lawrence H. White, ‘In Defense of Fiduciary
Media — or, We are Not Devo(lutionists), We are Misesians!’, op. cit., p. 102-103.

38 John Maynard Keynes, The General Theory of Employment, Interest and Money.
London: Macmillan, 1936, p. 83.

39 George A. Selgin, The Theory of Free Banking: Money Supply under Competitive
Note Issue, op. cit., p. 54.

40 George A. Selgin, The Theory of Free Banking: Money Supply under Free Note
Issue, op. cit., pp. 54-55. Selgin’s thesis reminds us of the tautological identification
of investment and savings which underlies Keynes’ works and, according to Ben-
jamin Anderson, is the equivalent of considering inflation identical to savings:

One must here protest against the dangerous identification of bank expansion
with savings, which is part of Keynesian doctrine. This doctrine is particu-
larly dangerous today, when we find our vast increase in money and bank
deposits growing out of war finance described as ‘savings’, just because
somebody happens to hold them at a given moment of time. From this doc-
trine, the greater the inflation, the greater the savings!

Benjamin M. Anderson, Economics and the Public Welfare: A Financial and
Economic History of the United States, 1914-1946, Indianapolis, IN: Liberty
Press, 1979, pp. 391-392 (first edition, Van Nostrand, 1949). Selgin himself
acknowledges that Keynesians ‘who do not regard the liquidity trap as an
important factual possibility would probably accept it [Selgin’s framework of
monetary equilibrium] as entirely adequate’. Ibidem, p. 59.

41 George A. Selgin, ‘The Stability and Efficiency of Money Supply under Free
Banking’, op. cit., p. 440.

42 How can it be conceived that a banknote or bank deposit, which are money,
constitute a financial asset and, therefore, represent, in turn, for the holder, the
delivery of present money to a third party in exchange for future money? The
conception of bank money as a financial asset clearly shows that duplicate pay-
ment means are created from nowhere: the money which is lent to, enjoyed and
held by a third party, and the financial asset that the loan represents and which, in
turn, is also said to be money.

43 Gerald P. O’Driscoll, ‘Money: Menger’s Evolutionary Theory’, History of Poli-
tical Economy, no. 18, 4, 1986, pp. 601-616.

44 George A. Selgin, The Theory of Free Banking: Money Supply under Competitive
Note Issue, op. cit., p. 184, no. 20. In the example of our diagrams, for Selgin, the
entire surface A of our triangles would be ‘transfer credit’ because it is ‘credit
granted by banks in recognition of people’s desire to abstain from spending by
holding balances of inside money’ (ibidem, p. 60), whereas, for me (and Machlup)
at least surface B would represent ‘created credit’ as the economic agents have not
restrained their consumption by the volume represented by surface C.

45 See Kevin Dowd (ed.), The Experience of Free Banking, op. cit., pp. 39-46.

46 Kurt Schuler and Lawrence H. White, ‘Free Banking History’, The New Palgrave
Dictionary of Money and Finance, op. cit., vol. 11, p. 198.

47 See Jesus Huerta de Soto, ‘New Light on the Prehistory of the Theory of Banking
and the School of Salamanca’, Review of Austrian Economics, vol. 9, no. 2, 1996,
pp. 62-63; and Carlo M. Cipolla, Il Governo della Moneta: La Moneta a Firenze
nel Cinquecento, Bologna: Societa editrice I1 Mulino, 1990.

48 Sidney J. Checkland, Scottish Banking: A History, 1695-1973, Glasgow: Collins,
1973.

49 Thus, for example, George A. Selgin, discussing the period of fractional-reserve
free banking in Chile from 1866 to 1874, states how it gave rise to an ‘era of
remarkable growth and progress, free of monetary crisis’. And he adds that,
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during this period, ‘Chile’s railroad and telegraph systems were developed, the
port of Valparaiso was enlarged and improved, and fiscal revenues increased by
one-quarter’. All these phenomena suggest, according to the Austrian theory of
economic cycles, that, during these eight years, there was a period of acute credit
expansion, as Murray N. Rothbard points out in ‘The Other Side of the Coin:
Free Banking in Chile’, Austrian Economics Newsletter, Winter 1989, pp. 1-4.
Selgin, however, considers that the subsequent serious bank crisis was not due to
the fractional-reserve free banking system but to the fact that the government
maintained an artificial parity between gold and silver which, as gold was under-
valued, meant a massive exit of the gold reserves from the country. See George A.
Selgin, ‘Short-Changed in Chile: The Truth about the Free Banking Episode’,
Austrian Economics Newsletter, Spring—Summer 1990, pp. 5 and 6 and note 3 of p. 7.

50 George A. Selgin, ‘Are Banking Crises a Free-Market Phenomenon?’, paper pre-

51

sented at the 1993 Mont Pelerin Society Regional Meeting, Rio de Janeiro, Table
1(b), p. 27.

Murray N. Rothbard, Classical Economics: An Austrian Perspective on the History
of Economic Thought, op. cit., vol. 11, p. 491. Elsewhere, Murray N. Rothbard
also argued that the fact that, in relative terms, there were fewer bankruptcies of
banks in the supposedly free Scottish fractional-reserve banking system than in
the English system does not in any way mean that the Scottish system was
superior. In fact, bankruptcies of banks have been almost completely eliminated
under the present systems based on a central bank and this does not mean that
they are superior to a free banking system subject to the law, but rather the con-
trary. The existence of bank bankruptcies, far from indicating that the system
works badly, may be a sign of the healthy social process of economic reaction that
takes place in the market against the aggression implied by the privileged practice
of banking with a fractional reserve. Thus, where there is a fractional-reserve free
banking system and bank bankruptcies and suspensions of payments do not occur
regularly, it is inevitable to suspect that there are institutional reasons which defend
the banks from the normal consequences of practising their activity with a fractional
reserve and which are able to play a role similar to the one currently played by a
modern central bank. In short, the alleged historical case would not be a truly free
banking system and, therefore, its supposed greater stability could not be con-
sidered as a historical illustration to support the conclusions of the theory of
monetary equilibrium under free banking. Murray N. Rothbard, ‘The Myth of
Free Banking in Scotland’, Review of Austrian Economics, vol. 11, Lanham, MD:
Lexington Books, 1988, pp. 229-245. Rothbard’s thesis appears to be confirmed
by Raymond Bogaert when he points out how, of the 163 banks known to have
emerged in Venice since the end of the Middle Ages, there is documentary proof
that at least 93 of them went bankrupt. Raymond Bogaert, Banques et banquiers
dans les cités grecques, Leyden, Holland: A.W. Sijthoft, 1968, footnote 513 on p.
392.

52 George A. Selgin, ‘Are Banking Crises a Free-Market Phenomenon?’, op. cit., p. 2.
53 Kevin Dowd (ed.), The Experience of Free Banking, op. cit., pp. 4045 and 46. It

must be acknowledged that, in most cases, all these causes have coincided. This
was the case, for example, in Chile, where the ‘bad apples’ or unscrupulous
bankers went into alliance with the politicians and the latter, in turn, exploited the
system for fiscal purposes. See George A. Selgin, ‘Short-Changed in Chile: The
Truth about the Free-Banking Episode’, op. cit., pp. 5-7.

54 The multidisciplinary nature of the critical analysis of the fractional-reserve free

banking system and, therefore, the importance of the juridical considerations,
together with the economic ones, have also been brought into relief by Walter
Block in his article ‘Fractional Reserve Banking: An Interdisciplinary Perspec-
tive’, published as Chapter III of the book Man, Economy and Liberty: Essays in
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Honour of Murray N. Rothbard, Walter Block and Llewellyn H. Rockwell (eds),
Auburn, AL: The Ludwig von Mises Institute, Auburn University, 1988, pp. 24—
32. Walter Block also points out that it is very curious to note that none of the
theorists of the modern Free Banking School have made any systematic critical
analysis against the proposal to establish a banking system with a 100 per cent
reserve. In fact, apart from some isolated comments by Horwitz, the Fractional-
Reserve Free Banking School theorists still have not tried to show why a banking
system with a 100 per cent reserve would not guarantee ‘monetary equilibrium’
free from economic cycles. See Stephen Horwitz, ‘Keynes’ Special Theory’,
Critical Review, vol. 111, nos. 3-4, Summer—Autumn 1989, footnote 18 on pp.
431-432. The possible criticisms of a 100 per cent reserve free banking system
have been handled systematically and refuted by Jorg Guido Hiilsmann, ‘Free
Banking and Free Bankers’, Review of Austrian Economics, op. cit., pp. 10-17.
Juan Iglesias, Derecho Romano: Instituciones de Derecho Privado, Barcelona:
Ediciones Ariel, 1972.

Furthermore, the mere fact that the whole of this controversy on fractional-
reserve free banking is taking place is also an indication that something strange is
happening to the juridical foundation of this institution.

These problems have even been handled by European case law on several occa-
sions during the last century. See the rulings cited in Jesus Huerta de Soto, ‘A
Critical Analysis of Central Banks and Fractional-Reserve Free Banking from the
Austrian Perspective’, Review of Austrian Economics, vol. 8, no. 2, 1995, pp. 29-32.
The legally-invalid (i.e. criminal) historical origin of fractional-reserve banking seems
to me to be unquestionable. With regard to the dual economic availability of the
same amount of money generated from nowhere by fractional-reserve free banking,
see Hans-Hermann Hoppe, ‘How Is Fiat Money Possible? — or, The Devolution
of Money and Credit’, Review of Austrian Economics, vol. VII, no. 2, 1994, p. 67.
The subjectivist conception on which Austrian economic theory is based is com-
pletely parallel to the legal point of view set forth, which considers, above all, the
different causes or purposes of the parties in order to make one kind of contract
or the other. This subjectivist approach (typically Austrian) is neglected by Selgin
when he criticizes Mises’ distinction between time liabilities and demand deposits
because, according to Selgin, ‘Mises confuses a difference of degree [the duration
of ‘call loans’ is unspecified] with one of substance’. However, Mises’ distinction is
entirely correct because from the subjective point of view of bank clients, there is
an extremely important difference of substance: whereas demand deposits are
considered as perfect money substitutes, time liabilities are true loans that imply
the loss of money available to the clients during its maturation period. See George
A. Selgin, The Theory of Free Banking: Money Supply under Competitive Note
Issue, op. cit., p. 62.

The great Spanish jurist Felipe Clemente de Diego described this type of contract
as monstrous or a juridical abortion, since it includes causes or purposes of the
parties which essentially contradict each other. See La cuenta corriente de efectos
de un sector de la banca catalana, Madrid, 1936, pp. 370-371.

As a general rule, the bankers, in the contracts, general conditions and forms of
the transactions they enter into, never explain the exact nature of the contract, the
obligation of holding and custody that they acquire, or whether or not the
depositor has authorized them to invest the funds deposited. Everything is usually
expressed vaguely and confusedly and, therefore, it is no rash allegation to suggest
that the real contractual consent of the depositors is lacking.

The fact that the depositors sometimes receive interest does not in any way
change the essential purpose of the deposit (holding or custody of the money).
‘Nobody says no to a bit of luck’ and, therefore, the ingenuous depositor to whom
interest is offered will accept it immediately if his trust in the banker is main-
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tained. The receipt of interest contra naturam does not detract from the basic
cause of the contract (continous availability of the cash balance) or convert it into
a loan. It merely shows that the banker is making undue use of the money
deposited with him. The interest on deposit contracts is an advantage contra nat-
uram which greatly reminds us of the advantages contra naturam which con-
fidence tricksters use to tempt the victims of their confidence tricks, who always
fall into the trap as a result of their illegitimate desire to obtain something extra-
ordinary that does not correspond to them.

Few criminal acts of negligent driving cause accidents or damages to third parties
but, however, all of them are offences since they imply a breach of public order.
Thus, similarly, a contract between a member of the Mafia and a professional
killer can be: (1) completely voluntary; and (2) based on a perfect agreement in
relation to the legal nature of the covenant. However, even in an entirely free lib-
ertarian society, it is a contract totally null and void because it is damaging to a
third party (the potential victim).

Hans-Hermann Hoppe, ‘How Is Fiat Money Possible? — or, The Devolution of
Money and Credit’, Review of Austrian Economics, op. cit., pp. 70-71.

We do not agree, therefore, with White and Selgin’s comments in this respect. See
‘In Defense of Fiduciary Media — or, We are Not Devo(lutionists), We are Mis-
esians!’, op. cit., pp. 92-93.

‘The following will be sentenced to imprisonment for a period between twelve
years and a day and twenty years, with loss of civil rights for the duration of the
sentence: 1) Those who manufacture false money’, art. 283 of the Spanish Crim-
inal Code. It should be noted that, in a credit expansion, as in the case of the
forgery of money, the social damage is very much diluted and, therefore, it will be
very difficult for this offence to be prosecuted as a result of evidence brought at
the request of the damaged party. For this reason, the offence is described in
terms of the conduct (forgery of banknotes) and not in terms of the identification
of the specific personal damages to which it leads. The same procedure will have
to be followed if, at any time, it is decided to apply the same treatment as a
criminal offence to the creation of money by the banks.

These ‘option clauses’ were already in force in the Scottish banks from 1730 to
1765 and reserved the right to temporarily suspend cash payment of the notes
they had issued. Thus, referring to bank panics, Selgin says that ‘Banks in a free
banking system might however avoid such a fate by issuing liabilities con-
tractually subject to a “restriction” of base money payments. By restricting pay-
ments banks can insulate the money stock and other nominal magnitudes from
panic-related effects’. George A. Selgin, ‘Free Banking and Monetary Control’,
Economic Journal, November 1994, p. 1455.

A similar conclusion is reached by Murray N. Rothbard, ‘The Present State of
Austrian Economics’, Journal des économistes et des études humaines, vol. VI, no.
1, March 1995, pp. 80-81.

The ethics of capitalism

Originally published in Journal of Markets & Morality, vol. 2, no. 2, Fall 1999,
pp- 150-163.

John Paul II, Encyclical Letter Veritatis Splendor, 6 August 1993, pp. 97-98. In
his criticism of consequentialism, John Paul II states that ‘each person knows the
difficulties, or rather, the impossibility of evaluating all the good or evil effects of
his own actions: an exhaustive rational calculation is not possible. Therefore, what
should be done in order to establish proportions that depend on an evaluation the
criteria of which remain in the dark? How could an absolute obligation resulting
from such debatable calculations be justified?’
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This theorem was discovered by theorists of the Austrian School of Economics (i.
e. Ludwig von Mises and Friedrich A. Hayek) and has been articulated and
refined in the course of the long polemic on the impossibility of socialism, which
took place in the last century. The Austrians also made the crisis of the neoclassical-
Walrasian paradigm evident, together with the static concept of economics, which
presupposes that the ends and means are known and given and that the economic
problem is merely a technical question of maximization. See D. Lavoie, Rivalry
and Central Planning: The Socialist Calculation Debate Reconsidered, Cambridge
and New York: Cambridge University Press, 1985; Jesus Huerta de Soto, “The
Ongoing Methodenstreit of the Austrian School’, Journal des économistes et des
études humaines, vol. VIII, no. 1, March 1998, pp. 75-113.

These are basically the arguments employed by Murray N. Rothbard, The Ethics
of Liberty, Atlantic Highlands, NJ: Humanities Press, 1982, pp. 201-213, in his
critical analysis of the position of Ludwig von Mises.

‘Economics does currently inform us, not that moral principles are subjective, but
that utilities and costs are indeed subjective.” Ibid., 202.

However, economic theory alone is not considered to be capable of determining
moral issues and, therefore, there are no grounds for Roland Kley’s criticism of
Israel Kirzner. Hayek’s Social and Political Thought, Oxford: Clarendon Press,
1994, p. 228, note 9.

Therefore, the trade-off would exist, at most, between one binomial constituted by
what is just and efficient and another arising from an inefficient and unjust action
(in which the free practice of entreprencurship is systematically coerced and the
total appropriation of the results of human creativity is prevented). In addition,
the inefficiency arising from the immoral systematic coercion that the state exer-
cises over the economy is very different from that which the neoclassical econo-
mists think they identify within the static paradigm of the so-called ‘welfare
economics’. Ultimately for these economists, measures of institutional coercion (e.g.
the forced redistribution of income) give rise to the effects of distortion that dis-
tance the economic system from the points of the maximum production possibi-
lities frontier of the economy without realizing that the damage caused by these
measures is much deeper. This occurs because these measures dynamically prevent
entrepreneurs from coordinating and discovering new opportunities that con-
tinually move the society’s production possibilities curve toward the right.

See Friedrich von Hayek, ‘The Mirage of Social Justice’, in Law, Legislation and
Liberty, vol. 2, The Mirage of Social Justice, Chicago, IL and London: University
of Chicago Press, 1976.

The ideas of Israel Kirzner on social ethics began to be forged in section 4
(Chapters 11-13) of his book Perception, Opportunity and Profit, University of
Chicago Press, Chicago and London, 1979, concerning ‘Entrepreneurship, Justice
and Freedom’, were even more clearly profiled in his article ‘Some Ethical Impli-
cations for Capitalism of the Socialist Calculation Debate’, in Capitalism, Ellen
Frankel Paul, Fred D. Miller, Jr, Jeffrey Paul and John Ahrens (eds), Basil
Blackwell, Oxford, 1989, which culminated in his book Discovery, Capitalism and
Distributive Justice, Oxford and New York: Basil Blackwell, 1989.

See John Rawls, A Theory of Justice, Cambridge, MA: Harvard University Press,
1972.

This impetus and entrepreneurial creativity also appears in the field of aid to the
needy and the prior search for and systematic detection of situations of need.
Thus, state coercion or intervention through the mechanisms of the welfare state
neutralizes and, to a great extent, makes impossible the entrepreneurial search for
urgent human need and the possibility of aid to others, thus stifling the natural
aspirations of solidarity and collaboration that are so important to most persons.
This idea has been well understood by John Paul II, who has stated that ‘by
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intervening directly and depriving Society of its responsibility, the Social Assis-
tance State leads to a loss of human energies and an inordinate increase of public
agencies, which are dominated more by bureaucratic ways of thinking than by
concern for serving their clients, and which are accompanied by an enormous
increase in spending. In fact, it would appear that those needs are best understood
and satisfied by people who are closest to them and who act as neighbours to
those in need’. John Paul II, Encyclical Letter Centesimus Annus (1 May 1991),
no. 48.

‘During the last months of his life, Hayek had the opportunity for a long con-
versation with Pope John Paul II. There are signs of Hayek’s influence in certain
portions of the Pope’s encyclical Centesimus Annus. In paragraphs 31 and 32, in
particular, Centesimus Annus employs unmistakably Hayekian insights.” Michael
Novak, “Two Moral Ideas for Business’, Economic Affairs, September—October
1993, p. 7.

Michael Novak, The Catholic Ethic and the Spirit of Capitalism, The Free Press,
New York, 1993, p. 117; Karol Wojtyla, The Acting Person, Boston, MA: D.
Reidel, 1979.

See Centesimus Annus, 1991, 25, ch. IV, nos. 32-33.

See Kirzner, Discovery, Capitalism and Distributive Justice, pp. 126-127, 176-177.
Ibid., p. 176.

See Israel Kirzner, ‘Knowledge Problems and Their Solutions: Some Relevant
Distinctions’, in The Meaning of Market Process: Essays in the Development of
Modern Austrian Economics, London and New York: Routledge, 1992, pp. 163—
179; The Limits of the Market: The Real and the Imagined, Proceedings of the
Regional Meeting of the Mont Pélerin Society, Rio de Janeiro, 5-8 September
1993.

‘There appears to be no obvious way in which any private entrepreneur could be
attracted to notice the superiority of the metric system — let alone any chance of it
being within his power to affect its adoption. The externality of the relevant ben-
efit to society arising from a change in the metric system appears to block the
translation of this unexploited opportunity, jointly available to members of
society, into concrete, privately attractive opportunities capable of alerting entre-
preneurial discovery.” Kirzner, ‘Knowledge Problems and Their Solutions’, op.
cit., p. 174.

‘The happy idea of proceeding in this way could strike the shrewdest individuals,
and the less resourceful could imitate the former’s method.” Mises, Human Action,
third revised edition, Regnery, Chicago, 1966, p. 406. Perhaps there is no more
concise or precise way of referring to the dominant role played by entrepreneurial
alertness and creativity in the emergence of institutions than these words written
by Mises in his comment praising Menger’s contribution.

This consideration does not legitimate the neoclassical analysis of law and jur-
idical institutions — which it has been used for — by assuming a context of con-
stancy, equilibrium and the strict rationality of the economic agents based on the
principle of profit maximization. The contradiction contained in the economic
analysis of law is obvious since, in the static framework described, laws and
institutions would not be necessary: simple commands that included the full
information assumed to be available would be sufficient to coordinate society.
Over against this paradigm, we urge that juridical rules and institutions should
not be judged in the narrow terms of static efficiency that originate from Pareto,
comparing costs with supposedly known profits, but rather should be judged by a
criterion of dynamic efficiency. In other words, depending on whether they pro-
mote and encourage the entreprencurial creativity and coordination of the
market. Therefore, rather than ‘optimal’ case-law rules and decisions from the
Paretian point of view, what should be sought after are just case-law rules and
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decisions which, from the point of view of the dynamic efficiency of the entre-
preneurial market processes, drive the coordination therein.

13 A Hayekian strategy to implement free market reforms

—_

Originally published in J. Backhaus, W. Heijmann, A. Nantjes and J. Van Ophem
(eds), Economic Policy in an Orderly Framework: Liber Amicorum for Gerrit
Meijer, Minster: LIT Verlag, 2003, pp. 231-254.

2 Jesus Huerta de Soto, Socialismo, cdlculo econémico y funcion empresarial,
Madrid: Unidén Editorial, 1992.

3 In other words, the democratic system generates, in neoclassical terminology, a giant
insoluble problem of ‘public good’ or ‘free rider’, as each voter fully internalizes the
high cost of voting responsibly with the necessary information, while almost all
the benefits of his or her action are diluted among the rest of his fellow citizens, thus
making it practically impossible that each individual voter can take advantage of
the benefits of his or her action in acting as an informed and responsible voter.

4 We could enumerate many other previous liberalizing reforms and even go back
to the failed reform attempted by Turgot in the eighteenth century. However, for
our purposes, we feel the examples we put forward in the main text to be sufficient.

5 On Erhard’s reform, see the book by Ludwig Erhard himself, Wohlstand fiir alle,
Econ-Verlag, Diissledorf, 1957, together with the compilation of his works inclu-
ded in Ludwig Erhard, Deutsche Wirtschaftspolitik: Der Weg der sozialen
Marktwirtschaft, published by Econ-Verlag, Diisseldorf and Vienna, 1992; and,
likewise, the work by Samuel Brittan and Peter Lilley, The Delusion of Income
Policy, London: Temple Smith, 1977, Chapter IV.

6 On Reagan’s reforms and their philosophical foundations, see Martin Anderson,
Revolution, New York and London: Harcourt Brace Jovanovich, 1988; and Bruce
Bartlett, Reaganomics, Westpool, CT: Arlington House, 1981.

7 On the meaning and impact of the Thatcherist revolution, see, above all, Mar-
garet Thatcher’s own books The Downing Street Years, London: HarperCollins,
1993, and The Path to Power, London: HarperCollins, 1995.

8 This is the case, for example, of Carlos Menem in Argentina. The liberalizing
measures in Chile have been very successful and served as a model for the rest of
the Latin-American countries, even though they were initiated under the dicta-
torship of General Pinochet. The Chileans, however, have been wise enough to
maintain and even reinforce the liberalizing reforms initially promoted by Pino-
chet, now that democracy has been re-established in their country.

9 Jesus Huerta de Soto, ‘Conjectural History and Beyond’, Humane Studies Review,
vol. 6, no. 2, Winter 1988-1989, p. 10 (Chapter 3 of this book).

10 This is the case, for example, of the Marxist theory of exploitation, invented by
Karl Marx to justify his previously existing revolutionary position, and, more
recently, of Keynes’ General Theory, which owed its great popularity precisely to
the fact that it seemed to provide theoretical support and scientific respectability
to the interventionism which had always been applied by governments in the fiscal,
monetary and credit fields, against the principles of correct economic theory.

11 Tt is exciting to read how the most conspicuous former socialist theorists, such as

Robert L. Heilbroner, acknowledge the failure of socialism and the triumph of the

theories of the Austrian School, concluding that ‘“Mises was right ... socialism has

been the great tragedy of this century’. Robert L. Heilbroner, ‘Analysis and Vision
in the History of Modern Economic Thought’, Journal of Economic Literature,
vol. 28, September 1990, pp. 1097 and 1010-1011. See also his articles published
in the New Yorker, ‘The Triumph of Capitalism’, 23 January 1989, and ‘Reflec-
tions after Communism’, 10 September 1990, pp. 91-100. A detailed analysis of
the controversy on the theoretical impossibility of socialism may be found in Jesus
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Huerta de Soto, Socialismo, cdalculo econémico y funcion empresarial, Madrid:
Union Editorial, 1992. In this book, I also explain the theory that the fall of the
Berlin Wall and of real socialism will have a strong impact on the way in which
economics is carried out, which, to date, has been dominated by the scientistic
neoclassical paradigm, the models and theoretical developments of which have
often been used to justify interventionist economic policies and to argue that
socialism, as a system, could work. Also see in this respect J.E. Stiglitz, Whither
Socialism?, Cambridge, MA: The MIT Press, 1994, pp. xi—xii.

F.A. Hayek, ‘On Being an Economist’, Chapter 2 of The Trend of Economic
Thinking: Essays on Political Economists and Economic History, vol. III of The
Collected Works of F.A. Hayek, W.W. Bartley III and Stephen Kresge (eds),
London: Routledge, 1991, pp. 45-46.

Very recently, one of the distinguished members of the Mont Pélerin Society
regretted that ‘it is frustrating when our Chicago allies employ their manifest
talents in helping the state to do more efficiently that which it either shouldn’t be
doing or of which it should be doing much less’. Edward H. Crane, ‘A Property
Rights Approach to Social Security and Immigration Reform’, comment on Gary
S. Becker’s paper ‘An Open Door for Immigrants’, presented at the Mont Pélerin
Society Regional Meeting, Cancun, Mexico, January 1996, p. 6.

William H. Hutt, Politically Impossible ... ?, The Institute of Economic Affairs,
London, 1971. I have tried to apply the principles of this dual strategy in the
specific field of the analysis of the crisis and reform of the social security in my
article “The Crisis and Reform of Social Security: An Economic Analysis from the
Austrian Perspective’, Journal des économistes et des études humaines, vol. V., no.
1, Paris and Aix-en-Provence, March 1994, pp. 127-155 (Chapter 9 of this book).
In a similar way many libertarian theorists of the School of Chicago often fell
victims of what we could call the ‘paradox of libertarian “social engineer””. In
fact, they fully share the scientistic arrogance of the neoclassical social engineers,
pretending, in turn, to justify, with the analytical outlook and tools described,
supposedly ‘libertarian’ policies which often contradict the essential principles of
freedom. Thus, in the long run, they end up by encouraging the institutional
coercion typical of interventionism without realizing it.

See Jesus Huerta de Soto, ‘The Ongoing Methodenstreit of the Austrian School’,
Journal des économistes et des études humaines, vol. 8, no. 1, March 1998, pp. 75-113
(Chapter 2 of this book).

The static concept of Paretian efficiency should be abandoned and replaced by a
‘dynamic’ concept based on the creative capacity of entrepreneurship. According
to the dynamic criterion we propose, the most important thing is to promote
entrepreneurial creativity and constantly move the ‘maximum production pos-
sibilities curve’ towards the right (alternative criterion of ‘dynamic efficiency’),
rather than merely to avoid waste and place the system at any point of said curve
(Paretian criterion). As is logical, when we refer to the ‘maximum production
possibilities curve’, we are merely using a metaphor to enable our readers from
the neoclassical tradition to understand us, without forgetting that this curve
does not exist, as its points are not given (they constantly vary) and can never
be known.

This seems to be the opinion of Pope John Paul II, who, on wondering whether
capitalism is the path to economic and social progress, unambiguously concludes
the following:

If by ‘capitalism’ is meant an economic system which reorganizes the fun-
damental and positive role of business, the market, private property and the
resulting responsibility for the means of production, as well as free human
creativity in the economic sector, then the answer is certainly in the affirma-
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tive, even though it would perhaps be more appropriate to speak of a ‘busi-
ness economy’, ‘market economy’ or simply ‘free economy’.

See John Paul II, Centessimus Annus, London: Catholic Truth Society, 1991,
Chapter IV, no. 42, p. 31.

19 See Jesus Huerta de Soto, ‘Entrepreneurship and the Economic Analysis of Soci-

alism’, in New Perspectives on Austrian Economics, Gerrit Meijer (ed.), London
and New York: Routledge, 1995, Chapter 14, pp. 228-253 (Chapter 4 of this
book).

20 See Murray N. Rothbard, The Ethics of Liberty, Atlantic Highlands, NJ: Huma-

21

nities Press, 1982, pp. 207-208.

‘The supremacy of public opinion determines not only the singular role that eco-
nomics occupies in the complex of thought and knowledge. It determines the
whole process of human history. The flowering of human society depends on two
factors: the intellectual power of outstanding men to conceive sound social and
economic theories, and the ability of these or other men to make these ideologies
palatable to the majority.” Ludwig von Mises, Human Action: A Treatise on Eco-
nomics, fourth revised edition, New York: The Foundation for Economic Educa-
tion, 1996, pp. 863-864.

22 For example, we cannot minimize the harmful effect of the novels of Dickens in

spreading the erroneous idea that the Industrial Revolution was seriously damaging
to ordinary people when, in fact, it has been demonstrated that the exact opposite
occurred. Unfortunately, for every novelist who, like Ayn Rand, interprets reality
in accordance with an adequate theory and morality based on libertarian princi-
ples, there are many others who, like Dickens, reflect only a partial reality or even
declare themselves to be against the essential principles of the capitalist economic
system, doing incalculable social damage to civilization in the long run and
becoming directly (although ‘diffusely’) responsible for the most serious social
conflicts and violence. See F.A. Hayek (ed.), Capitalism and the Historians, Chi-
cago, IL: The University of Chicago Press, 1954. With regard to Ayn Rand,
author of, among others, the novels The Fountainhead and Atlas Shrugged, and
her influence on the American libertarian movement, see D.M. Sciabarra, Ayn
Rand: The Russian Radical, University Park, PA: The Pennsylvania State Uni-
versity Press, 1995.

23 A detailed analysis of the history and importance of this type of institute and

foundation in the libertarian revolution of recent decades can be found in Richard
Cockett’s book Thinking the Unthinkable: Think-Tanks in the Economic Counter-
Revolution, 1931-1983, London: HarperCollins Publishers, 1994, especially pp.
123-124, in which Anthony Fisher explains how F.A. Hayek was determinant in
his decision to found the Institute of Economic Affairs (IEA):

Hayek first warned against wasting time — as I was then tempted — by taking
up a political career. He explained his view that the decisive influence in the
battle of ideas and policy was wielded by intellectuals whom he characterised
as the ‘second hand dealers of ideas’. ... If I shared the view that better ideas
were not getting a fair hearing, his counsel was that I should join with others
in forming a scholarly research organization to supply intellectuals in uni-
versities, schools, journalism and broadcasting with authoritative studies of
the economic theory of markets and its application to practical affairs.

24 With regard to the Mont Pélerin Society, see R.M. Hartwell, A History of the

Mont Pélerin Society, Indianapolis, IN: Liberty Press, 1995.

25 ‘The best theories are useless if not supported by public opinion. They cannot

work if not accepted by a majority of the people. Whatever the system of gov-
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ernment may be, there cannot be any question of ruling a nation lastingly on the
ground of doctrines at variance with public opinion. In the end the philosophy of
majority prevails. In the long run there cannot be any such thing as an unpopular
system of government. The difference between democracy and despotism does not
affect the final outcome.” Ludwig von Mises, Human Action, op. cit., p. 863.
Quoted by Lucas Beltran in his article ‘Seis nombres para una vision de Cata-
luiia’, La Vanguardia Espariola, Barcelona, 2 September 1976, p. 15.

On the origin and role of the professional politician as a diffuser of second-hand
ideas, see Max Weber’s classic work Politik als Beruf, Wissenschaft als Beruf,
Berlin and Munich: Dunker & Humblot, 1926.

This group should also include the politicians who, rightly or wrongly, believe that
the political circumstances do not allow them to go any further and await a
change in circumstances in order to become politicians belonging to the fourth
group, able to drive forward more radical reforms. Whether this is true or whether
it is merely an illusion in order to justify their own shortcomings is something
which will have to be evaluated in each specific case.

Following the English example, it would be helpful for a committee of libertarian
observers, who published their results regularly, to classify the politicians existing
at any given moment into one of these four groups, in order to make it clear
which of them followed the most contradictory and/or harmful courses of action,
while, at the same time, encouraging healthy competition between libertarian
politicians to move up the scale of classification, increase their knowledge and try
to improve their professional behaviour.

A paradigmatic example of irreversible reform was the privatization of the Eng-
lish council houses that Thatcher’s government sold to their tenants (mostly mil-
lions of modest workers), who thus became owners from whom no party, not even
one belonging to the left, will dare expropriate their property in the future.

In any case, the interventionist parties should not be allowed to have a monopoly
on demagoguery and, although we must acknowledge that it is more difficult for a
free market politician to have recourse to it, this does not mean that there do not
exist important libertarian recommendations the demagogic content of which
may, on occasions, be exploited advantageously.

This is, for example, the name given by S. Butler and P. Germanis to the strategy
they propose for libertarian reforms in their article ‘Achieving Social Security
Reform: A Leninist Strategy’, Cato Journal, vol. 3, no. 2, Autumn 1983, pp. 547—
556. On the most fitting strategy in order to achieve the triumph of freedom, see
Murray N. Rothbard’s suggestive remarks on ‘A Theory of the Struggle for Lib-
erty’ in The Ethics of Liberty, op. cit., pp. 253-268.

‘When the politician has reflected on the reform he is preparing; when it is agreed
that it is opportune and beneficial, then he should throw it out into the world and
make it prosper with all his force. Tenacity should be one of the first qualities of
the politician. He should never abandon the work he began certain that it was
pertinent and useful. He should work earnestly for it; devote all his time and
energy to it. If his efforts do not attain the gratification of success, the time will
come when his good will be recognized, when all eyes will look towards him to
seek his initiatives’. Jos¢ Martinez Ruiz (Azorin), El politico (con un epilogo

futurista), Obras completas, vol. VIII, Madrid: Rafael Caro Raggio, Editor, 1919,

pp. 194-195.

This is one of the aspects that had the greatest influence on the people’s accep-
tance of the Liberalization Plan carried out by Erhard in Federal Germany in
1948, which, to the contrary of all the predictions of the occupying powers, gave
rise to the Wirtschaftswunder, or ‘German economic miracle’.

Furthermore, in these periods when the more ‘tepid’ politicians (groups 1, 2 and
3) are in control, it is nevertheless advisable not to break all links with the party,
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in order to continue to play a necessary role as the critical libertarian conscience
that constantly draws attention to the contradictions and errors of those in power.

36 We should remember, among other cases, the unsuccessful libertarian reform
attempted by Jacques Turgot in eighteenth century France and, in the twentieth
century, the presidential candidatures of Barry Goldwater in the United States
and Mario Vargas Llosa in Peru, together with the failure of the libertarian pro-
gramme of Forza Italia designed for Italy by Antonio Martino.

14 The future of liberalism

—_

This is the article I presented at the general meeting of the Mont Pélerin Society

held in Santiago, Chile, 24-27 November 2000. I made a joint presentation with

James M. Buchanan and Bruno S. Frey on the future of democracy, and my part

was to comment on Frey’s papaer, ‘The Future of Democracy: In Search of

Greater Citizen Participation through Direct Democracy’, in which Frey calls for

the spread of the Swiss referendum system to all countries.

2 Hans-Hermann Hoppe, ‘Small is beautiful and efficient: the case for secession’,
Telos, no 107, 1996, p. 107.

3 J. Huerta de Soto, ‘A theory of liberal nationalism’ and ‘A libertarian theory of
free immigration’, chapter 7 and 8 of this book.

4 Hoppe, op.cit., p. 101.

5 Bruno Frey, ‘A Utopia? Government without territorial monopoly’, The Indepen-
dent Review, VI, no 1, Summer 2001, pp. 92-112.

6 Frank A. Fetter, The Principles of Economics, New York, 1913, pp. 394 and 410.

7 William Hutt, “The concept of consumer’s sovereignty’, Economic Journal, March
1940, pp. 66-77; Murray N. Rothbard, Man, Economy, and State, Los Angeles,
CA: Nash Publishing, 1970, pp. 561-566.

8 Mises, Human Action, op. cit., p. 471.

9 Murray, N. Rothbard, For a New Liberty, New York: Macmillan, 1973; David

Friedman, The Machinery of Freedom, Illinois: Open Court, 1989.

15 Juan de Mariana and the Spanish scholastics

1 Published as chapter 1 of the Book 15 Great Austrian Economists, Randall G.
Holcombe (ed.), Auburn, AL: Ludwig von Mises Institute, 1999, pp. 1-11.

2 In the paper entitled ‘New Light on the Prehistory of the Austrian School” which
Rothbard presented at the conference held in South Royalton and which marked
the beginning of the notable re-emergence of the Austrian School over recent
decades. This paper was published two years later in The Foundations of Modern
Austrian Economics, Edwin Dolan (ed.), Kansas City, MO: Sheed & Ward, 1976,
pp. 52-74.

3 Murray N. Rothbard, Economic Thought before Adam Smith: An Austrian Per-
spective on the History of Economics Thought, vol. 1, Adershot: Edward Elgar,
1995, pp. 97-133.

4 Bruno Leoni, Freedom and the Law, Indianapolis, IN: Liberty Fund, 1991.

5 One of the Hayek’s best pupils, Marjorie Grice-Hutchinson, specialized in Span-
ish literature and translated the main texts of the Spanish scholastics into English
in what is now considered a short classic, The School of Salamanca: Readings in
Spanish Monetary Theory, 15441605, Oxford: Clarendon Press, 1952, together
with Economic Thought in Spain, Laurence Moss and Christopher Ryan (eds),
Adershot: Edward Elgar, 1993. I even have a letter from Hayek, dated 7 January
1979, in which he asked me to read Murray Rothbard’s article on “The Prehistory
of the Austrian School’ because he and Grice-Hutchinson ‘demonstrate that the
basic principles of the theory of the competitive market were worked out by the
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Spanish Scholastics of the 16th century and that economic liberalism was not
designed by the Calvinists but by the Spanish Jesuits’. Hayek concludes his letter
saying that ‘I can assure you from my personal knowledge of the sources that
Rothbard’s case is extremely strong’.

The most up to date work on the Spanish scholastics is the book by Alejandro
Chafuen, Christians for Freedom: Late Scholastics Economics, San Francisco, CA:
Ignatius Press, 1986.

Mariana describes the tyrant as follows:

He seizes the property of individuals and squanders it, impelled as he is by
the unkingly vices of lust, avarice, cruelty, and fraud. ... Tyrants, indeed, try
to injure and ruin everybody, but they direct their attack especially against
rich and upright men throughout the realm. They consider the good more
suspect than the evil; and the virtue which they themselves lack is most for-
midable to them. ... They expel the better men from the commonwealth on
the principle that whatever is exalted in the kingdom should be laid low. ...
They exhaust all the rest so that they can not unite by demanding new tri-
butes from them daily, by stirring up quarrels among the citizens, and by
joining war to war. They build huge works at the expense and the suffering of
the citizens. Whence the pyramids of Egypt were born. ... The tyrant neces-
sarily fears that those whom he terrorizes and holds as slaves will attempt to
overthrow him. ... Thus he forbids the citizens to congregate together, to
meet in assemblies, and to discuss the commonwealth altogether, taking from
them by secret-police methods the opportunity of free speaking and freely
listening so that they are not even allowed to complain freely.

Murray N. Rothbard, Economic Thought before Adam Smith, op. cit., pp. 118-119.
See Juan de Mariana, Discurso de las enfermedades de la Compaiiia, printed by
Don Gabriel Ramirez, calle de Barrionuevo, Madrid, 1768, ‘Dissertation on the
author, and the legitimacy of this discourse’, p. 53.

I will be quoting in extenso from the latest Spanish edition of this book, which
was published with the title of Tratado y discurso sobre la moneda de vellon, with
an introduction by Lucas Beltran, Instituto de Estudios Fiscales, Madrid, 1987.
Murray N. Rothbard, Economic Thought before Adam Smith, op. cit., p. 120.

I quote from Covarrubias, Omnia Opera, published in Venice in 1604, vol. II,
Book 2, Chapter 4, p. 131.

Luis Saravia de la Calle, Instruccion de mercaderes, Pedro de Castro, Medina del
Campo, 1544; republished in Coleccion de Joyas Bibliogrdficas, Madrid, 1949, p.
53. All the content of Saravia’s book is addressed to business entrepreneurs (in
Spanish ‘mercaderes’), following a continental Catholic tradition that can be
traced back to San Bernardino da Siena (1380-1444). See Murray N. Rothbard,
Economic Thought Before Adam Smith, op. cit., pp. 81-85.

Juan de Lugo (1583-1660), Disputationes de iustitia et iure, Lyon: Sumptibus Petri
Prost, 1642, vol. II, D. 26, S. 4, N. 40, p. 312.

Juan de Salas, Commentarii in secundam secundae D. Thomae de contractibus,
Lyon: Sumptibus Horatij Lardon, 1617, IV, no. 6, p. 9.

Jeronimo Castillo de Bovadilla, Politica para corregidores, Salamanca, 1585, 11,
Chapter 1V, no. 49. See also the important comments on the scholastics and their
dynamic concept of competition written by Oreste Popescu, Estudios en la historia
del pensamiento econémico latinoamericano, Buenos Aires: Plaza & Janés, 1987,
pp- 141-159.

Luis de Molina, De iustitia et iure, Cuenca, 1597, 11, disp. 348, no. 4, and La teoria
del justo precio, Francisco Gémez Camacho (ed.), Madrid: Editora Nacional,
1981, p. 169. Raymond de Roover, ignoring the work of Castillo de Bovadilla,
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refers how ‘Molina even introduces the concept of competition by stating that
concurrence or rivalry among buyers will enhance prices’. See his article ‘Scho-
lastic Economics: Survival and Lasting Influence from the Sixteenth Century to
Adam Smith’, Quarterly Journal of Economics, vol. LXIX, no. 2, May 1955, p. 169.
Included in Covarrubias, Omnia Opera, op. cit., vol. I, pp. 669-710.

Carl Menger, Principles of Economics, New York and London: New York Uni-
versity Press, 1981, p. 317.

Martin Azpilcueta Navarro, Comentario resolutorio de cambios, Madrid: Consejo
Superior de Investigaciones Cientificas, 1965, pp. 74-75.

See Jestis Huerta de Soto, ‘New Light on the Prehistory of the Theory of Banking
and the School of Salamanca’, Review of Austrian Economics, vol. 9, no. 2, 1996,
pp- 59-81 (Chapter 16 of this book).

Luis de Molina, Tratado sobre los cambios, with an introduction by Francisco
Goémez Camacho, Instituto de Estudios Fiscales, Madrid, 1990, p. 146. Also
James Pennington’s memo dated 13 February 1826 ‘On the Private Banking
Establishments of the Metropolis’, included as an Appendix in Thomas Tooke, A4
Letter to Lord Grenville; On the Effects Ascribed to the Resumption of Cash Pay-
ments on the Value of the Currency, London: John Murray, 1826.

However, according to Father Bernard W. Dempsey, if the members of this second
group of the School of Salamanca had had a detailed theoretical knowledge of
the functioning and implications of the economic process to which fractional-
reserve banking gives rise, it would have been described as a perverse, vast and
illegitimate process of institutional usury, even by Molina, Lessius and Lugo
themselves. See Father Bernard W. Dempsey, Interest and Usury, Washington,
DC: American Council of Public Affairs, 1943, p. 210.

Quoted by Bernard W. Dempsey, Interest and Usury, op. cit., footnote 31 on p. 214.
Juan de Mariana, Discurso de las enfermedades de la Compariia, op. cit., pp. 151—
155 and 216.

‘Adam Smith dropped earlier contributions about subjective value, entrepreneur-
ship and emphasis on real-world markets and pricing and replaced it all with a
labour theory of value and a dominant focus on the long run “natural price”
equilibrium, a world where entrepreneurship was assumed out of existence. He
mixed up Calvinism with economics, as in supporting usury prohibition and dis-
tinguishing between productive and unproductive occupations. He lapsed from the
laissez-faire of several eighteenth-century French and Italian economists, intro-
ducing many waffles and qualifications. His work was unsystematic and plagued
by contradictions’. See Leland B. Yeager, ‘Book Review’, Review of Austrian
Economics, vol. 9, no. 1, 1996, p. 183.

Jaime Balmes, ‘Verdadera idea del valor o reflexiones sobre el origen, naturaleza y
variedad de los precios’, in Obras Completas, vol. 5, BAC, Madrid, 1949, pp. 615—
624. Balmes also described the personality of Juan de Mariana with the following
graphic words:

The overall impression that Mariana offers is unique: an accomplished
theologian, a perfect Latin scholar, a deep knowledge of Greek and the
eastern languages, a brilliant man of letters, an estimable economist, a poli-
tician with great foresight; that is his head; add an irreproachable life, strict
morality, a heart which does not know untruth, incapable of flattery, which
beats strongly at the mere name of freedom, like that of the fierce republicans
of Greece and Rome; a firm, intrepid voice, that is raised against all types of
abuse, with no consideration for the great, without trembling when it
addressed kings, and consider that all this has come together in a man who
lives in a small cell of the Jesuits of Toledo, and you will certainly find a set
of virtues and circumstances that seldom coincide in a single person.



16

—

Notes 329

See the article ‘Mariana’, in Obras Completas, op. cit., vol. 12, pp. 78-79.

New light on the prehistory of the theory of banking and the School of Salamanca

The idea for this article arose from a conversation with Murray N. Rothbard at
the regional meeting of the Mont Peélerin Society held in Rio de Janeiro in Sep-
tember 1993. The original English version of the article appeared in Review of
Austrian Economics, vol. 9, no. 2, 1996, pp. 59-81. This issue was actually a tri-
bute to the memory of Murray N. Rothbard, who had passed away on 7 January
1995.

See Murray N. Rothbard, ‘New Light on the Prehistory of the Austrian School’,
The Foundations of Modern Austrian Economics, E.G. Dolan (ed.), Kansas City,
MO: Sheed and Ward, 1976, pp. 52-74. 1 have a letter from F.A. Hayek dated 7
January 1979, in which he states that, apart from Raymond de Roover, the
researchers to whom we owe the establishment of the link between the School of
Salamanca and the Austrian School are, chronologically, H.M. Robertson
(Aspects of the Rise of Economic Individualism, Cambridge: Cambridge University
Press, 1933), Marjorie Grice-Hutchinson (The School of Salamanca, Oxford:
Clarendon Press, 1952) and, especially, Murray N. Rothbard in his above-
mentioned article.

Ramén Carande, Carlos V y sus Banqueros, three volumes, Barcelona and
Madrid: Editorial Critica, 1987.

Finally, with a great deal of effort, he managed to obtain 200,000 ducats, but, as
he wrote, ‘I am afraid of causing the bankruptcy of all the banks of Seville’. See
Ramén Carande, Carlos V' y sus Banqueros, Barcelona and Madrid: Editorial
Critica, 1987, vol. I, pp. 299-323, especially pp. 315-316, which deal with
Gresham’s visit to Seville.

See Carlo M. Cipolla’s important article ‘La moneda en Florencia en el Siglo
XVI’, published in El Gobierno y la Moneda.: Ensayos de Historia Monetaria,
Barcelona: Editorial Critica, 1994, pp. 11-142, especially p. 96 onwards. This
book is the Spanish edition of the work originally published in Italian with the
title Il Governo della Moneta: La Moneta a Firenze nel Cinquecento, Bologna:
Societa editrice 11 Mulino, 1990.

Cipolla tells us how the Ricci Bank, from the 1970s onwards, was not able to
meet the demand for payments in cash and, de facto, suspended payments, as it
paid simply ‘with ink’ or ‘with bank policies’. The authorities of Florence, look-
ing only at the symptoms and trying, with typical good intentions, to resolve this
worrying situation merely by decrees, imposed on the bankers the obligation to
pay their creditors in cash without any delay, but did not attack the fundamental
causes of the phenomenon (the undue appropriation of the deposits as loans and
failure to hold a 100 per cent cash ratio). This meant that the successive decrees
issued met with inevitable failure and the crisis became gradually more serious
until it broke out with its full virulence in the mid-1570s. See Carlo M. Cipolla,
‘La Moneda en Florencia en el Siglo XVI’, op. cit., pp. 102-103.

Among others, the following have recently studied the contribution of the Spanish
scholastics to economic theory: Lucas Beltran in his ‘Sobre los origenes hispanos
de la economia de mercado’, published in Cuadernos del Pensamiento Liberal, no.
10 (1), 1989, pp. 5-38; Marjorie Grice-Hutchinson, Economic Thought in Spain:
Selected Essays of Marjorie Grice-Hutchinson, Laurence S. Moss and Christopher
K. Ryan (eds), Edward Elgar, Aldershot, England, 1993; Jesus Huerta de Soto,
‘Génesis, esencia y evolucion de la Escuela Austriaca de Economia’, Estudios de
Economia Politica, Unién Editorial, Madrid, 1994, pp. 17-55; and especially, and
most recently, Murray N. Rothbard, Economic Thought before Adam Smith: An
Austrian Perspective on the History of Economic Thought, vol. 1, Edward Elgar,
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Aldershot, England 1995, pp. 101-127. The intellectual influence of the Spanish
theorists of the School of Salamanca on the Austrian School is not, however, a
pure coincidence or a mere whim of history. It originates from and exists because
of the intimate historical, political and cultural relations which, as from the reigns
of Carlos V and his brother Fernando I, arose between Spain and Austria and
which were to continue for several centuries. In addition, Italy also played an
important role in these relations, acting as an authentic cultural, economic and
financial bridge over which the relations between the two furthest points of the
Empire (Spain and Vienna) flowed. In this respect, Jean Berenguer’s book E/
Imperio de los Habsburgos, Editorial Critica, Barcelona, 1993, should be con-
sulted, particularly pp. 133-335. This book is the Spanish edition of the French
original, which was entitled Histoire de I"empire des Habsbourg 1273-1918, Paris:
Librairie Arthéme, Fayard, 1990.

Luis Saravia de la Calle, Instruccion de Mercaderes, Pedro de Castro, Medina del
Campo, 1544; republished in Coleccion de Joyas Bibliogrdficas, Madrid, 1949.
Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 180.

Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 181.

Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 195.

Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 196.

Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 197.

Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 197.

See Jestis Huerta de Soto, ‘A Critical Analysis of Central Banks and Fractional-
Reserve Free Banking from the Austrian School Perspective’, Review of Austrian
Economics, vol. 8, no. 2, pp. 25-38, especially pp. 29-30 (footnote 6) (Chapter 10
of this book).

Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 186.

Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 190 (emphasis added).
Saravia de la Calle, Instruccion de Mercaderes, op. cit., p. 198.

Martin de Azpilcueta, Comentario Resolutorio de Cambios, Consejo Superior de
Investigaciones Cientificas, Madrid, 1965, pp. 57-58. When studying the position
of Doctor Navarro, I have worked with the first Spanish edition published by
Andrés de Portonarijs in Salamanca in 1556, and also with the first Portuguese
edition published by Ioam de Barreyra in Coimbra in 1560 with the title Comen-
tario Resolutorio de Onzenas. The quotations contained in the main text appear in
Portuguese on pp. 77-80 of this edition.

Martin de Azpilcueta, Comentario Resolutorio de Cambios, op. cit., pp. 60—61.
Ibid., p. 61.

I quote the edition of the Instituto de Estudios Fiscales published in Madrid in
1977, edited and introduced by Nicolas Sanchez Albornoz, vol. 11, p. 479. There
is another edition, by Restituto Sierra Bravo, published by the Editora Nacional
in 1975, which includes the quotation given in the main text on p. 401. The ori-
ginal edition was published in Seville in 1571 ‘en casa de Hernando Diez Impre-
sor de Libros, en la calle de la Sierpe’.

Tomas de Mercado, Suma de Tratos y Contratos, op. cit., vol. 11, p. 480 of the
edition of Instituto de Estudios Fiscales and p. 401 of the edition of Restituto
Sierra Bravo.

Ibid., p. 480.

This is the quotation from Mercado that Ramén Carande includes in vol. I of
Carlos V' y sus Banqueros in the introduction to his analysis of the bankers of
Seville and the crisis which led them all into bankruptcy. See Tomas de Mercado,
Suma de Tratos y Contratos, op. cit., vol. II, pp. 381-382 of the 1977 edition of
Instituto de Estudios Fiscales and p. 321 of the edition of Restituto Sierra Bravo.
According to Restituto Sierra Bravo, E! Pensamiento Social y Economico de la
Escolastica, Consejo Superior de Investigaciones Cientificas, vol. I, Madrid, 1975,
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p. 215, this phrase of Domingo de Soto implies his acceptance of the banking
business with a fractional-reserve ratio.

27 1t is very significant that various authors, among them Marjorie Grice-Hutch-
inson, are in doubt as to whether Luis de Molina should be included among the
theorists of the School of Salamanca: ‘The inclusion of Molina in the School
seems to me now to be more dubious’. Marjorie Grice-Hutchinson, ‘The Concept of
the School of Salamanca: Its Origins and Development’, Chapter 2 of Economic
Thought in Spain: Selected Essays of Marjorie Grice-Hutchinson, op. cit., p. 25.

28 Luis de Molina, Tratado sobre los Cambios, edition and introduction of Francisco
Gomez Camacho, Madrid: Instituto de Estudios Fiscales, 1990, pp. 137-140.

29 Luis de Molina, Tratado sobre los Préstamos y la Usura, edition and introduction
of Francisco Goémez Camacho, Madrid: Instituto de Estudios Fiscales, 1989, p. 13.

30 Luis de Molina, Tratado sobre los Cambios, op. cit., p. 137.

31 Luis de Molina, Tratado sobre los Cambios, op. cit., p. 138-139 (the emphasis is
not in the original).

32 R.P. Joannis de Lugo Hispalensis, S.I., Disputationum de lustitia et Iure, Tomus
Secundus, Lugduni, 1642, Disp. XXVIII, Sec. V, pp. 406-407. 1T would like to
thank the Jesuit father Professor Enrique M. Urefia and the Dominican father
Rodrigo T. Hidalgo who provided me with different copies of de Lugo’s original
book.

33 See, above all, the doctoral thesis which Marjorie Grice-Hutchinson published
under the direction of F.A. Hayek with the title of The School of Salamanca:
Readings in Spanish Monetary Theory, 1544—-1605, Oxford: Clarendon Press,
1952; Murray N. Rothbard, ‘New Light on the Prehistory of the Austrian School’,
published in The Foundations of Modern Austrian Economics, op. cit., pp. 52-74;
Alejandro A. Chafuen, Christians for Freedom: Late-Scholastics Economics, San
Francisco, CA: Ignatius Press, 1986, pp. 74-86; and Murray N. Rothbard, Eco-
nomic Thought before Adam Smith: An Austrian Perspective on the History of
Economic Thought, vol. 1, op. cit., pp. 101-127.

34 The edition which I have used is the Omnia Opera, published in Venice in 1604,
which includes the treaty on money by Diego de Covarrubias in volume I, under
the full title of Veterum Collatio Numismatum, cum his, quae modo expenduntur,
publica, et Regia authoritate perpensa, pp. 669-710. This work by Diego de Cov-
arrubias is often quoted by Davanzati and, at least once, in Chapter 2 of Galiani’s
famous Della Moneta, written in 1750.

35 Martin de Azpilcueta, Comentario Resolutorio de Cambios, edition of Consejo
Superior de Investigaciones Cientificas, Madrid, 1965, pp. 74-75 (the emphasis is
not in the original).

36 Not even in the most brilliant and recent work by Murray N. Rothbard, Eco-
nomic Thought before Adam Smith: An Austrian Perspective on the History of
Economic Thought, vol. 1, op. cit., to which the present article should be con-
sidered a humble addendum.

37 Luis de Molina, Tratado sobre los Cambios, op. cit., p. 145.

38 Ibid., p. 146.

39 See James Pennington’s memo dated 13 February 1826, ‘On the Private Banking
Establishments of the Metropolis’, included as an Appendix in Thomas Tooke, 4
Letter to Lord Grenville; On the Effects Ascribed to the Resumption of Cash Pay-
ments on the Value of the Currency, London: John Murray, 1826; Murray N.
Rothbard, Classical Economics: An Austrian Perspective on the History of Eco-
nomic Thought, vol. 11, Aldershot: Edward Elgar, 1995, pp. 230-233; and FA.
Hayek, ‘The Dispute between the Currency School and the Banking School,
1821-1848’, Chapter 12 of The Trend of Economic Thinking: Essays on Political
Economists and Economic History, W.W. Bartley III and Stephen Kresge (eds),
vol. III of The Collected Works of F.A. Hayek, London: Routledge, 1991, p. 224.
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Luis de Molina, Tratado sobre los Cambios, op. cit., p. 147.

Luis de Molina, Tratado sobre los Cambios, op. cit., p. 149.

‘Quare magis videntur pecuniam precario mutuo accipere, reddituri quotiscumque
exigetur a deponente. Communiter tamen, pecunia illa interim negotiantur, et
lucrantur, sine ad cambium dando, sine aliud negotiationis genus exercendo.” I
quote literally from p. 406, Section 5, no. 60, ‘De Cambiis’, Joannis de Lugo
Hispalensis, Societatis lesu, Disputationum de lustitia et Iure, Tomus Secundus,
Lugduni 1642.

Perhaps Juan de Lugo is the person who best summarizes and expresses this
principle: ‘Qui bene advertit, eiusmodi bancarios depositarios peccare graviter, &
damno subsequuto, cum obligatione restituendi pro damno, quoties ex pecuniis
apud sed depositis tantam summan ad suas negotationes exponunt, ut inhabiles
maneant ad solvendum deposentibus, quando suo tempore exigent. Et idem est, si
negotiationes tales aggrediantur, ex quibus periculum sit, ne postea ad pauperta-
tem redacti pecunias acceptas reddere non possint, v.g. si euenrus ex navigatione
periculosa dependeat, in qua navis hostium, vel naufragij periculo exposita sit,
qua iactura sequnta, ne ex propio quidem patrimonio solvere possint, sed in
creditorum, vel fideiussorum damnum cedere debet’. R.P. Joannis de Lugo His-
palensis, S.I., Disputationum de lustitia et Iure, Tomus Secundus, Lugduni, 1642,
Disp. XXVIII, Sec. V, pp. 406-407.

That is to say, in the terminology of Israel M. Kirzner (‘Economics and Error’,
Perception, Opportunity and Profit, Chicago, IL: The University of Chicago Press,
1979, pp. 120-136), committing sheer or pure entrepreneurial error (which cannot
be insured by the law of large numbers) which causes serious entrepreneurial
losses, regardless of the degree of prudence with which one has acted.

Published by the journal Pensamiento: revista trimestral de investigacion e infor-
macion filosofica publicada por las Facultades de Filosofia de las Compariias de
Jesuis en Espaiia, no. 73, vol. 19, January—March 1963, Madrid, pp. 64-89.
Father Francisco Belda, op. cit., pp. 63 and 69.

Ibid., p. 87. The reference to Juan de Lugo corresponds to vol. 2, Disp. XXVIII,
Section V, nos. 60-62 of the aforementioned work by Juan de Lugo.

Bernard W. Dempsey, Interest and Usury, published with an introduction by
Joseph A. Schumpeter by the American Council of Public Affairs, Washington,
DC, 1943. Attention should be drawn to the fact that Father Belda’s article arose
as a criticism, from the Keynesian point of view, of the theses upheld by Dempsey in
this book. I would like to thank Professor James Sadowsky of Fordham University,
who provided me with a copy of Dempsey’s book, which was not available in Spain.
Father Dempsey’s broad theoretical knowledge and familiarity with the economic
doctrines of Ludwig von Mises, Friedrich A. Hayek, Wicksell, Keynes and others
is very much emphasized in Schumpeter’s ‘Introduction’ to his book. Moreover,
Schumpeter quotes and praises Dempsey in his History of Economic Analysis,
New York: Oxford University Press, 1980, pp. 95-96 and 104.

‘The credit expansion results in the depreciation of whatever circulating medium
the bank deals in. Prices rise; the asset appreciates. The bank absolves its debt by
paying out on the deposit a currency of lesser value. ... No single person perhaps
would be convinced by a Scholastic author of the sin of usury. But the process has
operated usuriously; again we meet systematic or institutional usury. ... The
modern situation to which theorists have applied the concepts of divergence of
natural and money interest, divergences of saving an investment, divergences of
income disposition from tenable patterns by involuntary displacements, all these
have a sufficient common ground with late medieval analysis to warrant the
expression ‘institutional usury’ for the movement heretofore described in the
above expressions’. Father Bernard W. Dempsey, Interest and Usury, op. cit., pp.
225 and 227-228.
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51 Bernard W. Dempsey, Interest and Usury, op. cit., p. 210. Incidentally, Father
Dempsey points out that the theory of time preference may even date from Saint
Thomas Aquinas, as it was expressly stated by one of the latter’s most brilliant
pupils, Giles Lessines, for whom ‘res futurae per tempora non sunt tantae existi-
mationis, sicut eaedem collectae in instanti nec tantam utilitatem inferunt possi-
dentibus, propter quod oportet quod sint minoris existimationis secundum
iustitiam’, i.e. ‘future goods are not valued so highly as the same goods available
at an immediate moment of time, nor do they allow their owners to achieve the
same utility. For this reason, it must be considered that they have a more reduced
value in accordance with justice’. See p. 426 of Opusculum LXVI, De usuris in
communi et de usurarum contractibus, written by Aegidius Lessines in 1285
(quoted by Bernard Dempsey in note 31 of p. 214). Dempsey’s discovery of Les-
sines exposition of time preference was not included in Murray N. Rothbard’s
cited book on Economic Thought before Adam Smith, in which Rothbard con-
siders San Bernardino of Siena and Conrad Summenhart to have been in 1431
and 1499 the first expositors of time preference theory (pp. 85 and 92).

52 This is the same argument given by the great libertarian Jesuit Juan de Mariana
in his book De monetae mutatione (‘On the Alteration of Money’) published in
1609. Mariana condemns as robbery any government debasement of coins,
whereas Dempsey follows the same reasoning in relation to the even more dis-
turbing credit inflation created by banks. On Juan de Mariana, see the most bril-
liant analysis of Murray N. Rothbard, Economic Thought before Adam Smith: An
Austrian Perspective on the History of Economic Thought, vol. 1, op. cit., p. 119.

17 Ludwig von Mises’ Human Action as a textbook of economics

1 Originally published in Journal for the New Europe, vol. 1, no. 1, 2004, pp. 5-62.

2 See Jesus Huerta de Soto, ‘La crisis del paradigma walrasiano’ and ‘Método y
crisis en la Ciencia Econdémica’, in Estudios de Economia Politica, Madrid:
Unién Editorial, 1994, pp. 56-82.

3 All those who ingenuously believe that ‘scientific meliorism’ applies to economics
fall into the trap of what Murray N. Rothbard appropriately called the “Whig
theory of the history of science’. According to this viewpoint, ‘the latest is always
the best’ in any scientific discipline and, consequently, also in economics. This
belief assumes that everything constructed scientifically at any given time is correct
or, at least, ‘better’ than what had been constructed previously. This inevitably
leads to the self-complacence and unjustified optimism which are so dangerous
in the search for and preservation of the scientific truth. In fact, the ‘scientific
meliorism’ position is merely an artificial ‘safety belt” which the different para-
digms implicitly and surreptitiously create in order to invalidate from the outset
any possibility that a whole school of economic thought may be based on error, or
that the evolution of Economic Science itself may stagnate or, as has often been
the case, undergo phases of evident regression over determined time periods.
Against this doctrine, Rothbard maintains that

There can be therefore no presumption whatever in economics that later
thought is better than earlier, or even that all well-known economists have
contributed their sturdy mite to the developing discipline. For it becomes
very likely that, rather than everyone contributing to an ever-progressing
edifice, economics can and has proceeded in contentious, even zig-zag fash-
ion, with later systemic fallacy sometimes elbowing aside earlier but sounder
paradigms, thereby redirecting economic thought down a total erroneous or
even tragic path. The overall path of economics may be up, or it may be
down, over any give time period.
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Murray N. Rothbard, Economic Thought before Adam Smith: An Austrian Per-
spective of the History of Economic Thought, Aldershot: Edward Elgar, 1995, vol.
I, p. x. Illustrations of regression in the evolution of economic thought would be,
for example, the revival of the objective theory of value by the Neo-Ricardian
School, Keynesian economic analysis, the abandonment of the time dimension
and the theory of capital in modern macroeconomic thought and the narrow
concepts of rationality, maximization and equilibrium upon which neoclassical
analysis is constructed.

4 Joseph E. Stiglitz, Economics, W.W. Norton & Company, 1993, Chapter 4, p. 84.
As Mises rightly explains, ‘acting man does not measure utility. He arranges it in
scales of gradation. Market prices are not expressive of equivalence, but of a
divergence in the valuation of the two exchanging parties’. Human Action, Chi-
cago, IL: Henry Regnery, 1966, p. 703. (From now onwards, unless otherwise
stated, all the quotations from Human Action will refer to the aforementioned
third English edition of 1966.)

5 With regard to the possibility of using the rule ‘price equals marginal cost’ to
organize a socialist economy ‘optimally’, it is, for example, set out categorically,
among other places, in the well-known textbook by J.C. Gould and C.E. Fergu-
son, Microeconomic Theory, Richard D. Irwin, Illinois, 1980, p. 445. The serious
fallacies contained in this idea are demonstrated in detail in Jesus Huerta de
Soto, Socialismo, cdlculo economico y funcion empresarial, Uniéon Editorial,
Madrid, 1992, pp. 319 onwards.

6 It is not, therefore, surprising that concepts are constantly used which, like
‘elasticity’, are merely unfortunate transpositions (in this case, by Alfred Mar-
shall) to the economics field of concepts which belong to the world of physics.
This has been recently shown by authors who, like Philip Mirowski, have
demonstrated that the neoclassical paradigm is simply a bad copy of the (now
obsolete) conception of energy in nineteenth century physics. See Philip Mir-
owski, More Heat than Light: Economics as Social Physics, Physics as Nature’s
Economics, Cambridge: Cambridge University Press, 1991.

7 Mises refers to the damage that this scientistic conception of economics does to
the students as follows:

The students are bewildered. In the courses of the mathematical econo-
mists they are fed formulas describing hypothetical states of equilibrium in
which there is no longer any action. They easily conclude that these equa-
tions are of no use whatever for the comprehension of economic activities.
In the lectures of the specialists they hear a mass of detail concerning
interventionist measures. They must infer that conditions are paradoxical
indeed, because there is never equilibrium, and wage rates and the prices of
farm products are not so high as the unions or the farmers want them to
be. It is obvious, they conclude, that a radical reform is indispensable. But
what kind of reform? The majority of the students espouse without any
inhibitions the interventionist panaceas recommended by their professors.
Social conditions will be perfectly satisfactory when the government
enforces minimum wage rates and provides everybody with adequate food
and housing, or when the sale of margarine and the importation of foreign
sugar are prohibited. They do not see the contradictions in the words of
their teachers, who one day lament the madness of competition and the
next day the evils of monopoly, who one day complain about falling prices
and the next day about rising living costs. They take their degrees and try as
soon as possible to get a job with the government or a powerful pressure
group.

Human Action, op. cit., p. 875.
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8 Compare, for example, Paul A. Samuelson and William N. Nordhaus, Economics,
twelfth edition, New York: McGraw Hill, 1986, with Paul A. Samuelson and
William N. Nordhaus, Economics, fourteenth edition, New York: McGraw-Hill,
1992. Also in the fourteenth edition of Samuelson’s manual the disgraceful treat-
ment (at least from the standpoint of the events that have taken place in Eastern
European countries, which have fully confirmed Mises’ theoretical analysis of
socialism) which Samuelson had traditionally given to this subject, according to
which ‘the Soviet economy is proof that, contrary to what many sceptics had
earlier believed, a socialist command economy can function and even thrive’ (Paul
A. Samuelson, Economics, thirteenth edition, New York: McGraw-Hill, 1989, p.
837), has disappeared without any explanation.

9 The only examples I know of intellectual honesty in this field are the manuals of
Bresciani-Turroni and Ropke, both of whom at least mention the important
critical works of Hans Mayer on the neoclassical functional theory of price
determination. See C. Bresciani-Turroni, Corso di Economia Politica, Milan: A.
Guiftre Editore, 1960, Chapter 2, and Wilhelm Roépke, Die Lehre von der Wirtschaft,
Zurich: Eugen Rentsch, 1968, note 2 of Chapter 1. With regard to Hans Mayer’s
work, originally published under the title ‘Der Erkenntniswert der funktionellen
Preistheorien: kritische und positive Untersuchungen zum Preisproblem’, in Die
Wirtschaftstheorie der Gegenwart, Hans Mayer (ed.), Verlag von Julius Springer,
vol. II, Vienna, 1932, pp. 147-239b, it has fortunately recently been translated and
published in English under the title “The Cognitive Value of Functional Theories
of Price: Critical and Positive Investigations Concerning the Price Problem’, in
Classics in Austrian Economics: A Sampling in the History of a Tradition, Israel
M. Kirzner (ed.), London: William Pickering, 1994, vol. II, pp. 55-168.

10 As Mises rightly states in his criticism of Samuelson’s ‘revealed preference’

theory which appears on page 103 of Human Action,

The attempt has been made to attain the notion of a nonrational action by
this reasoning: If a is preferred to b and b to ¢, logically a should be preferred
to ¢. But if actually c is preferred to a, we are faced with a mode of acting to
which we cannot ascribe consistency and rationality. This reasoning dis-
regards the fact that two acts of an individual can never be synchronous. If in
one action « is preferred to b and in another action b to ¢, it is, however short
the interval between the two actions may be, not permissible to construct a
uniform scale of value in which «a precedes b and b precedes c. Nor is it per-
missible to consider a later third action as coincident with the two previous
actions.

See also Murray N. Rothbard, “Toward a Reconstruction of Unity and Welfare
Economics’, in Austrian Economics, Stephen Littlechild, Aldershot: Edward
Elgar, 1990, vol. 111, pp. 228 onwards. Also see note 40.

11 The only exception I am aware of where reference is made to methodological
positions other than positivist ones is Richard G. Lipsey, who, at least up to the
eighth edition of his well-known manual An Introduction to Positive Economics,
said the following with regard to Mises’ Human Action and Robbins’ An Essay
on the Nature and Significance of Economic Science: ‘All specialists in economics
should read this interesting book. It sets out a conception of the nature of eco-
nomic theory and its relationship with empirical observations which directly
contradicts the one presented in our book’. Richard G. Lipsey, An Introduction
to Positive Economics, London: Weidenfeld and Nicolson, 1967, footnote 19 of
Chapter 16.

12 Thus, for example, in Chapters XXIX-XXXI of Human Action, Mises presents a
theoretical analysis of the logic of the concatenation of events in relation to
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protectionism, interventionist measures and exchange controls which is especially
brilliant and shows a great capacity for reflection, wisdom and practical experience.

13 Friedrich A. Hayek, winner of the Nobel Prize for Economics in 1974, specifi-
cally referred to these characteristics of Mises’ book in one of the first reviews he
made of the first edition published in German, reaching the conclusion that
‘there appears to be a width of view and an intellectual spaciousness about the
whole book which are much more like that of an eighteenth-century philosopher
than of a modern specialist’. F.A. Hayek, The Economic Journal, April 1941, pp.
124-127. In fact, Mises, with his general treatise on economics Human Action
aims, among other things, to respond to the intellectual challenge originally
launched by Max Weber relating to the need to prepare an integrated theoretical
corpus which would permit history to be interpreted and made; in other words, a
whole unified social theory which would make the interpretation of historical
reality possible. In the neoclassical field, there have been some attempts to draw
up this unified scientific corpus, such as, for example, James Coleman’s book The
Foundations of Social Theory (Cambridge, MA: Harvard University Press, 1990).
However, as Coleman works on the basis of the neoclassical paradigm in its
School of Chicago version, his book has not only the virtues, but also all the
defects and insufficiencies which are typical of this paradigm and which, in our
opinion, have been adequately eliminated and overcome by Mises in his Treatise.

14 Thus, for example, Toshio Murata, professor of economics at the University of
Yokohama in Japan, recently referred to how ‘Mises’ Human Action is filled with
his precious wisdom, written in a very concise style, extending into many spheres.
It is a treasury of thoughts and ideas, any one of which may be explored further
and developed into a new thesis or a new book’. Toshio Murata, ‘Fascinated by
Mises for Thirty-Five Years’, Shunjo (Shunjo-sha), no. 330, July 1991, p. 4.

15 ‘Around Christmas, 1903, I read Menger’s Grundsdtze der Volkswirtschaftslehre
for the first time. It was the reading of this book that made an “economist” of
me.” Ludwig von Mises, Notes and Recollections, South Holland, IL: Libertarian
Press, 1978, p. 33. See Carl Menger, Grundsditze der Volkswirthschaftslehre,
Vienna: Wilhelm Braumidiller, 1871; translated by James Dingwall and Bert F.
Hoselitz, with an introduction by F.A. Hayek, New York and London: New
York University Press, 1981.

16 The connections between theories of the Austrian School and those of the
Spanish scholastics have been studied in detail by two of Mises’ students, F.A.
Hayek and, particularly, Murray N. Rothbard. See, above all, the latter’s article
‘New Light on the Prehistory of the Austrian School’, published in The Foun-
dations of Modern Austrian Economics, Kansas City, MO: Sheed & Ward, 1976,
pp. 52-74 and, more recently, volume I of his posthumous work FEconomic
Thought before Adam Smith: An Austrian Perspective on the History of Economic
Thought, op. cit., pp. 97-177. Curiously, this intimate relationship between the
members of the School of Salamanca and the Austrian School theorists is not
expressly mentioned by Mises in the reference which he makes, in passing, to the
predecessors of the subjective theory of value at the end of point 3 of Chapter
XII of Human Action (p. 219).

17 F.A. Hayek stated that ‘it is probably no exaggeration to say that every impor-
tant advance in economic theory during the last hundred years was a further step
in the consistent application of subjectivism’. The Counter-Revolution of Science,
New York: Free Press of Glencoe, 1955, p. 31. Hayek adds, referring to Mises
(note 24, pp. 209-210), that subjectivism

has probably been carried out most consistently by Ludwig von Mises and |
believe that most peculiarities of his views which at first strike many readers
as strange and unacceptable are due to the fact that in the consistent devel-
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opment of the subjectivist approach he has for a long time moved ahead of his
contemporaries. Probably all the characteristic features of his theories, from
his theory of money to what he calls his apriorism, his views about mathe-
matical economics in general, and the measurement of economic phenomena
in particular, and his criticism of planning all follow directly from his central
position.

(The italics are mine.) This subjectivist conception is the most typical stamp of
Mises and is the main element which differentiates the Austrian School from the
other marginalist schools of Walras and Jevons. See William J. Jaffé, ‘Menger,
Jevons and Walras De-Homogenized’, Economic Enquiry, no. 14 (4), December
1976, pp. 511-524. Also see note 36.

Boéhm-Bawerk’s magnum opus which is, in spite of its title, an economic treatise
in the true sense of the term, is Kapital und Kapitalzins, Wagner, Insbruck, 1884—
1903. There is an English translation by Hans Sennholz, published under the
title Capital and Interest, South Holland, IL: Libertarian Press, 1959.

Ludwig von Mises, Theorie des Geldes und der Umlaufsmittel, Munich and
Leipzig: Duncker & Humblot, 1912 (second edition in 1924). The best English
edition (translated from German by H.E. Batson) was published, with a fore-
word by Murray N. Rothbard, Indianapolis, IN: Liberty Classics, 1981.
Unfortunately, an author of the prestige of John Maynard Keynes could not
extract sufficient meaning out of Mises’ work because, as he himself confesses,
‘In German I can only clearly understand what I already know — so that new
ideas are apt to be veiled from me by the difficulties of the language’. John
Maynard Keynes, A Treatise on Money, London, 1930, vol. I, p. 199, note 2.
Neither could Paul A. Samuelson take advantage of Mises’ contribution, as
shown by the comments he makes on Mises’ monetary theory in his Foundations
of Economic Analysis, Cambridge, MA: Harvard University Press, 1947, pp.
117-118.

The radical separation between the ‘micro’ and ‘macro’ aspects of Economic
Science is another of the insufficiencies characteristic of modern introductory
manuals and textbooks on political economy. Instead of providing a unified
treatment of economic problems, as Mises does, they always present Economic
Science as divided into two different disciplines (‘microeconomics’ and ‘macro-
economics’) with no connection between them and which, therefore, can be stu-
died separately. As Mises rightly says, this separation originates from the use of
concepts which, like the general price level, ignore the application of the sub-
jective theory of the value of money and continue to be anchored in the pre-sci-
entific stage of economics, when it was still attempted to make analyses in terms
of global classes or aggregates of goods, rather than in terms of incremental or
marginal units of them. This explains the fact that, to date, a whole ‘discipline’
based on the study of the mechanical relationships which supposedly exist
between macroeconomic aggregates has been developed, the connection of which
with individual human action is difficult, if not impossible, to understand.

See Mark Skousen, “‘Who Predicted the 1929 Crash?’, included in The Meaning
of Ludwig von Mises, Jeffrey M. Herbener (ed.), Amsterdam: Kluwer Academic
Publishers, 1993, pp. 247-284. Lionel Robbins, in his ‘Introduction’ to the first
edition of F.A. Hayek’s Prices and Production (London: Routledge, 1931, p. xii),
also referred to this prediction made by Mises and Hayek of the inexorable
advent of the Great Depression, which had appeared expressly in an article by
Hayek which was published in 1929 in Monatsberichte des Osterreichischen
Instituts fiir Konjunkturforschung.

‘The illusion that a rational order of economic management is possible in a
society based on public ownership of the means of production owed its origin to
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the value theory of the classical economists and its tenacity to the failure of
many modern economists to think through consistently to its ultimate conclu-
sions the fundamental theorem of the subjectivist theory. ... In truth it was the
errors of these schools that made socialist ideas thrive.” Ludwig von Mises,
Human Action, p. 206. More recently, Joseph E. Stiglitz has also expressed his
opinion that the neoclassical paradigm which has prevailed to date has been, to
a great extent, the cause for maintaining the erroneous belief that the socialist
economic system could work. He concludes that ‘the standard (neoclassical)
models were partly to blame for the disastrous situation in which so many East-
ern European countries found themselves. A strong case could be made for the
proposition that ideas about economics have led close to half the world’s popu-
lation to untold suffering’. J.E. Stiglitz, Whither Socialism?, Cambridge, MA:
The MIT Press, 1994, pp. ix—xii. Along the same lines, see the declarations made
two years earlier by Jesus Huerta de Soto, Socialismo, cdlculo econémico y fun-
cion empresarial, op. cit., pp. 33 onwards.

24 The concept and analysis of economic calculation and its importance for human
action and interaction constitute one of the most essential aspects of Misesian
thought and Mises devotes the whole of the Third Part (Chapters XI-XIII) of
Human Action to studying it. Perhaps the merit of Mises stems from the fact that
he knew how to establish in theoretical terms the connection which exists between
the subjective world of individual valuations (ordinal) and the external world of
market price estimations fixed in monetary units (cardinal world typical of eco-
nomic calculation). The bridge between the two worlds is made possible whenever
an act of interpersonal exchange takes place and, driven by the different sub-
jective valuations of the parties, is set forth in a monetary market price or histor-
ical exchange relationship in monetary units with a real determined quantitative
existence, which can be subsequently used by the entrepreneur as valuable infor-
mation to estimate the future evolution of events and take decisions (economic
calculation). It becomes, therefore, evident that, if free human action is impeded
by force, voluntary interpersonal exchanges will not take place, thus destroying
the bridge or connection which they represent between the subjective world of
the creation of information and direct valuations (ordinal) and the external
world of prices (cardinal). This makes economic calculation totally impossible.
See especially Murray N. Rothbard, ‘The End of Socialism and the Calculation
Debate Revisited’, Review of Austrian Economics, vol. 5, no. 3, 1991, pp. 64-65.

25 Ludwig von Mises, Die Gemeinwirtschaft: Untersuchungen tiber den Sozialismus,
Gustav Fischer, Jena, 1922. Translated into English by J. Kahane and published
with a foreword by F.A. Hayek under the title Socialism: An Economic and
Sociological Analysis, Indianapolis, IN: Liberty Classics, 1981. This treatise
includes almost literally Mises’ first seminal contribution on socialism, which
appeared in his article ‘Die Wirtschaftsrechnung im Sozialistischen Gemeinwe-
sen’, published in Archiv fiir Sozialwissenschaft und Sozialpolitik, no. 47, 1920,
pp. 106-121. It was translated into English by S. Adler under the title ‘Economic
Calculation in the Socialist Commonwealth’ and included in Collectivist Eco-
nomic Planning, F.A. Hayek (ed.), Clifton: Augustus M. Kelley, 1975.

26 See the ‘Foreword” written by F.A. Hayek for the fourth English edition of
Mises’ Socialism, published in 1981 (Socialism: An Economic and Sociological
Analysis, op. cit., p. xix). Mises, in turn, acknowledges that, when he started
university, he was ideologically a great statist and only slowly did his studies in
political economy make him change his mind:

When I entered the university, I, too, was a thorough statist (interventionist).
But in contrast to my fellow students I was consciously anti-Marxian. My
first doubts about the excellence of interventionism came to me when, in my



Notes 339

fifth semester, Professor Philippovich induced me to research housing condi-
tions and when, in the following semester in the Seminar on Criminal Law,
Professor Loffler asked me to research the changes in law regarding domestic
servants, who at that time were still subject to corporal punishment by their
employers. It then dawned on me that all real improvements in the conditions
of the working classes were the result of capitalism; and that social laws fre-
quently brought about the very opposite of what the legislation was intended
to achieve.

Ludwig von Mises, Notes and Recollections, op. cit., pp. 16 and 19-20.

27 The other three controversies are, chronologically, the Methodenstreit, in which

Menger confronted the German Historicist School in the nineteenth century;
second, the controversy on the concept of capital and the theory of interest,
which was originally maintained between Bohm-Bawerk and J.B. Clark and
subsequently between Mises, Hayek and Machlup, on one side, and Frank H.
Knight and the School of Chicago, on the other; the third is the well-known
controversy of Hayek against Keynes during the 1930s (see F.A. Hayek, Contra
Keynes and Cambridge: Essays, Correspondence, vol. 9 of The Collected Works
of F.A. Hayek, Bruce Caldwell (ed.), London: Routledge, 1995). The evolution
of historical events (the fall of real socialism) and economic thought (crisis of
Keynesian economics) are demonstrating how the Austrian theorists were right
in these four doctrinal controversies.

28 Jesus Huerta de Soto, Socialismo, calculo economico y funcion empresarial, op.

cit. Likewise, see Donald A. Lavoie, Rivalry and Central Planning, Cambridge:
Cambridge University Press, 1985.

29 ‘Mises was right. ... Socialism has been the great tragedy of this century.” Robert

L. Heilbroner, ‘“The Triumph of Capitalism’, New Yorker, January 23, 1989, and
‘Analysis and Vision in the History of Modern Economic Thought’, Journal of
Economic Literature, vol. 28, September 1990, pp. 1097 and 1110-1111. The
economists Wlodzmierz Brus and Kazimierz Laski also conclude that Oskar
Lange and the socialist theorists ‘never succeeded in confronting the Austrian
challenge’. From Marx to the Market: Socialism in Search of an Economic
System, Oxford: Clarendon Press, 1985, p. 60. Mises summarizes, re-evaluates
and gives his final opinion on the impossibility of socialist calculation in the
Fifth Part of Human Action, Chapters XXV and XXVI.

30 Mises’ great merit is that he was the first person to tackle the problem of the

31

theoretical impossibility of socialism, which nobody before him (from 1848 to
1920) had dared to touch and that he showed that, if it was possible to maintain
the socialist idea for so long a period of time, it was the result of the errors of the
neoclassical paradigm (see heading 2 of Chapter XXVI) and constructivist
rationalism (which Mises calls ‘rationalistic romanticism’). See Human Action,
pp. 507 and 702.

As Tullio Bagiotti, who was professor of economics at the Bocconi University of
Milan, rightly said, ‘Il titolo non manchera di sorprendere un poco. Nessun
economista prima di lui I'aveva usato, anche se ’economia spesso forzava i suoi
canoni presentandosi com norma all’azione’. Tullio Bagiotti, ‘Presentazione’ to
the Italian edition of L’Azione Umana: Trattato di Economia, Turin: Unione
Tipografico-Editrice Torinese, 1959, p. vi.

32 Mises expressly states that the essential element of entrepreneurship is its creative

capacity (‘Only the human mind that directs action and production is creative’,
p- 141). Likewise, he strongly criticizes the popular fallacies that consider that
profit is derived from simply assuming risks (when risk only gives rise to an
additional cost of the production process, which has nothing to do with entre-
preneurial profit, pp. 809-810) and the essentially erroneous idea that entrepre-
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neurship is a management production factor which can be bought and sold on
the market. On the contrary, says Mises, ‘In order to succeed in business a man
does not need a degree from a school of business administration. These schools
train the subalterns for routine jobs. They certainly do not train entrepreneurs.
An entrepreneur cannot be trained. A man becomes an entrepreneur in seizing
an opportunity and filling the gap. No special education is required for such a
display of keen judgement, foresight and judgement’ (p. 314).

Kirzner has told me that his whole academic career was due to the historical
accident of having chosen, in order to complete some credits which he needed, to
attend the seminar on economics which Mises held at the University of New
York from 1949 to 1969, applying the decisive criterion of the number of works
published by each lecturer. The basic works of Israel M. Kirzner are the following:
Competition and Entrepreneurship, Chicago, IL: Chicago University Press, 1973;
Perception, Opportunity and Profit, Chicago, IL: Chicago University Press, 1979;
Discovery and the Capitalist Process, Chicago, IL: Chicago University Press,
1985; Discovery, Capitalism and Distributive Justice, Oxford: Basil Blackwell,
1989; and The Meaning of the Market Process, London: Routledge, 1992.
Mises’ emphatic affirmations that economics is a science which deals with means
and not ends (p. 15) should be understood to mean that economics never ana-
lyses the specific content or makes value judgements on the ends desired by
human beings when they act. However, in economic analysis, the ends, like the
means, are taken into account, always in strictly formal terms, as a result of the
continuous flow of creation of information which arises from the entrepreneurial
process of human interactions. Moreover, economics also studies which established
rules or precepts of behaviour are in accordance with the spontaneous process of
human coordination driven by the force of entrepreneurship and which, on the
contrary, make it difficult or impossible. We are, therefore, in complete agree-
ment with the position of Murray N. Rothbard (The Ethics of Liberty, Atlantic
Highlands, NJ: Humanities Press, 1982, p. 202) when he criticizes Mises because
the latter considers that the ethical principles of behaviour are also purely sub-
jective (see note 73). In addition, it was a reductionist and narrow interpretation
of Mises’ clear position on the role of ends and means in economic analysis
which induced Lionel Robbins to commit the error of considering that the ends
are ‘given’ (not in the sense that they should not be judged, but in the sense that
they are known and constant) and, therefore, economic behaviour should be
reduced to a simple optimization or maximization aimed at getting the max-
imum of previously fixed ends using means which are also known (p. 21).

Jesus Huerta de Soto, Socialismo, cdlculo economico y funcion empresarial, op.
cit., pp. 150 and 406-407. As Mises states, theory comes before empirical facts
and is indispensable in interpreting the social reality that constitutes history. The
latter, in order to be formed as a discipline, also requires a non-scientific judge-
ment of relevance (Verstehen, or understanding) which, as it is not objective,
varies from one historian to another (Chapter II of Human Action).

‘Economics is not about things and tangible material objects; it is about men,
their meanings and actions. Goods, commodities and wealth and all other notions
of conduct are not elements of nature; they are elements of human meaning and
conduct. He who wants to deal with them must not look at the external world; he
must search for them in the meaning of acting men. ... Production is not some-
thing physical, material and external; it is a spiritual and intellectual phenomenon’
(pp. 92 and 141). Therefore, in economics, the ‘restrictions’ are not imposed by
the material factors of the external world (for example, in the energy field, by the
oil reserves), but by entrepreneurial human knowledge (the discovery, for example,
of a carburettor which doubles the efficiency of the internal combustion engine
has the same economic effect as the duplication of the total physical oil reserves).
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37 Thus, an outstanding example is the demonstration of the Law of Diminishing

Returns which Mises sets out in exclusively logical terms (heading 2 of Chapter
VII of Human Action). This logical demonstration is based on the fact that, in
sensu contrario, if the mentioned law were not true in the world of human action,
the production factor considered as fixed would have an unlimited production
capacity and, therefore, would be a free good. Karl Menger, the son of the great
Austrian economist, has tried, in our opinion fruitlessly, to refute Mises’ theorem
on the strictly praxeological nature of the Law of Diminishing Returns. See Karl
Menger, ‘Remarks on the law of Diminishing Returns. A Study in Meta-Economics’,
Chapter 23 of Selected Papers in Logic and Foundations, Didactics, Economics,
Dordrecht, Holland: D. Reidel Publishing Co., 1979, pp. 279-302.

38 Ludwig von Mises, Human Action, p. 58. A recent, favourable and objective

explanation of the methodological paradigm of Mises is given by Bruce Caldwell,
Beyond Positivism: Economic Methodology in the Twentieth Century, second
edition, London: Routledge, 1994, pp. 117-138. On Mises’ methodology in gen-
eral and, particularly, on the relationships between theory and history, see the
thirty-six bibliographical references contained in my article on ‘Crisis y método
en la Ciencia Econémica’, Hacienda Publica Espariola, no. 74, 1982 (republished
in Jesus Huerta de Soto, Estudios de Economia Politica, Madrid: Union Editor-
ial, 1994, pp. 59-84), together with Mises’ Theory and History, New Haven, CT:
Yale University Press, 1957, and Hayek’s ‘“The Facts of the Social Sciences’, in
Individualism and Economic Order, Chicago, IL: Henry Regnery, 1972, and The
Counter-Revolution of Science, Indianapolis, IN: Liberty Press, 1979.

39 Mises calls equilibrium an ‘evenly rotating economy’ and considers it an ima-
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ginary construction with a strictly instrumental value for improving the analy-
tical comprehension of only two problems in our science: the emergence of
entrepreneurial profits in a dynamic environment and the relationship that exists
between the price of consumer goods and services and the price of the produc-
tion factors necessary to produce them (p. 248). In this specific aspect, I would
go even further than Mises himself, as I believe that it is possible to explain the
emergence of entrepreneurial profits and the trend toward fixing the prices of the
production factors in accordance with the discounted value of their marginal
productivity, without any reference to models of equilibrium (either general or
partial), but merely to the dynamic process which tends towards what Mises calls
a ‘final state of rest’ (which is never reached). In any case, it must be stressed
that, according to Mises, ‘What distinguishes the Austrian School and will lend it
immortal fame is precisely the fact that it created a theory of economic action
and not of economic equilibrium or non action’. Ludwig von Mises, Notes and
Recollections, op. cit., p. 36. Moreover, according to Mises, ‘The imaginary con-
struction of the final state of rest is marked by paying full regard to change in the
temporal succession of events (p. 246). This is what differentiates it from the
model of equilibrium or ‘evenly rotating economy’ in which the time factor is
radically eliminated (p. 247).

“There are, in the field of economics, no constant relations, and consequently no
measurement is possible’. Ludwig von Mises, Human Action, op. cit., p. 55.
Furthermore, as we have already seen in note 10, the axiomatic criteria of
rationality proposed by Samuelson and other mathematical economists do not
make sense either, as, if an actor prefers a to » and b to ¢, he may perfectly well
prefer ¢ to a, without ceasing to be ‘rational’ or consistent, if he has simply
changed his mind (although it has only occurred during the hundredth of a
second for which he has considered this problem in his own reasoning).

The critical analysis of the use of mathematics in economics is included under
heading 5 of chapter XVI of Human Action and is one of the most important
parts of the book. Mises’ contributions on this subject were, in turn, parallel to
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those which were also developed by the Austrian economist Hans Mayer, who
succeeded Menger and Wieser as professor of economics at Vienna. For Mayer,
the neoclassical theory of functional or mathematical price determination does
not make sense, as it presupposes that a system of equations should integrate,
simultaneously, information on the prices and quantities of goods and services
produced in the market. In reality, these are heterogeneous magnitudes which are
never given at the same time in society, but rather emerge sequentially through-
out a process, as a result of specific human actions driven by the force of entre-
preneurship. Hans Mayer’s essential work is the previously mentioned ‘Der
Erkenntniswert der funktionellen Preistheorien’, in Die Wirtschaftstheorie der
Gegenwart, vol. 2, Springer, Vienna, 1932, pp. 147-239b (translated into English
under the title “The Cognitive Value of Functional Theories of Price’ and pub-
lished in volume II of Classics in Austrian Economics: A Sampling in the History
of a Tradition, Israel M. Kirzner (ed.), London: William Pickering, 1994, pp. 55—
71). The mathematicians are left with the challenge of conceiving and developing
a new ‘mathematics’ capable of including and permitting the analysis of the
human being’s creative capacity and its implications, without resorting, therefore,
to the hypotheses of constancy which come from the world of physics and upon
which all the mathematical languages known to date are based. In our opinion,
however, the ideal scientific language for including this creative capacity is pre-
cisely the language that human beings have spontaneously created in their day-
to-day entrepreneurship, which materializes in the different languages and forms
of speech which prevail in the world today.

42 Economic problems would be eliminated and substituted by strictly technological
problems if, as Mises rightly states (pp. 206-207), a relationship of perfect sub-
stitution existed between all the production factors in given proportions, or if all
the production resources were completely specific. Apart from these cases, all
problems are economic according to our definition in the main text unless, as is
the case of the neoclassical economists, the functions of supply and demand and
the corresponding prices of equilibrium are presupposed. In this case, although
there are no relationships of perfect substitution in fixed proportions between the
production factors, and the latter are not completely specific, the economic pro-
blems which occur in the real world are also reduced to strictly technical problems
of maximization.

43 The conversion of Mark Blaug, who has deserted the model of general equili-
brium and the static neoclassical-Walrasian paradigm, has caused a great sensa-
tion. He concludes that ‘I have come slowly and extremely reluctantly to view
that they (the Austrian School) are right and that we have all been wrong’. See
Appraising Economic Theories, Mark Blaug and Neil de Marchi (eds), London:
Edward Elgar, 1991, p. 508. In the same respect, see also his Economics through
the Looking-Glass, Institute of Economic Affairs, Occasional Paper 78, London,
1988, p. 37. Even more recently, in the Economic Journal (November 1993, p.
157), Blaug again referred to the neoclassical paradigm in relation to its appli-
cation in order to justify the socialist system as something ‘so administratively
naive as to be positively laughable. Only those drunk on perfectly competitive
static equilibrium theory could have swallowed such nonsense. I was one of those
who swallowed it as a student in the 1950s and I can only marvel now at my own
dim-wittedness’. It is not even necessary to mention the fact that the neoclassical
analysis of ‘imperfect’ information which emerges from G.J. Stigler’s article on
‘The Economics of Information’ (Journal of Political Economy, no. 69, June
1961, pp. 213-225) is not capable of including the true creative capacity of the
human being, or the ineradicable ignorance which characterizes him in the ana-
lysis, as it considers that both the possible alternatives of future events and their
distribution of probabilities are known. In fact, in real processes of human
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interaction, not even the possible alternatives are known, and much less their
distribution of probabilities (entrepreneurial creativity continuously generates
new options). Therefore, the neoclassical theory is a caricature of the concept of
entrepreneurial information in the market and, although it claims that its models
include the ‘imperfect’ nature of the information, it continues, in fact, to be
anchored in the presupposition of constancy and complete information (even
though in probabilistic terms) in respect of the possible alternatives. See, for
example, Israel M. Kirzner, ‘Economics and Error’, Chapter 8 of Perception,
Opportunity and Profit, op. cit., pp. 120-136.

The definitive bibliographical work on Mises is by Bettina Bien Greaves and
Robert McGee, published under the title Mises: An Annotated Bibliography,
New York: The Foundation for Economic Education, 1993, 391 pp. On Mises’
life and intellectual evolution, apart from his valuable autobiography (Notes and
Recollections, op. cit.), we can read the works of Murray N. Rothbard, among
which his article ‘Ludwig Edler von Mises’, The New Palgrave: A Dictionary of
Economics, London: Macmillan, 1987, vol. III, pp. 479-480, second edition
2008, vol. 5, pp. 624-26; his monographic work Ludwig von Mises: Scholar,
Creator, Hero, Auburn, AL: The Ludwig von Mises Institute, Auburn Uni-
versity, 1988; and The Essential von Mises, Michigan: Oakler R. Bramble, 1973,
stand out. Other very interesting works include the biography written by his wife,
Margit von Mises, My Years with Ludwig von Mises, New York: Arlington
House, 1976, and the glossary on Human Action prepared by Percy L. Greaves,
entitled Mises Made Easier: A Glossary forLudwig von Mises’ Human Action,
New York: Free Market Books, 1974.

The Annals of the American Academy of Political and Social Science, no. 239,
November 1944, pp. 192-193.

The University of Chicago Magazine, no. 67, Autumn 1974, p. 16.

‘A man of an exceptional intelligence whose contributions to economic science
have all been of the first order.” See Maurice Allais, L’'Impdt sur le capital et la
réforme monétaire, Paris: Hermann Editeurs, 1989, p. 307. This praise from
Allais is of special value as it comes from a mathematical economist who is very
distant from Misesian methodology, although it should be pointed out that
Allais, from the beginning, recognized the importance of the Misesian theory on
the impossibility of socialist economic calculation and the need to develop a
dynamic theory of social processes in disequilibrium. See, for example, Maurice
Allais, Traité d’économie pure, third edition, Paris: Clément Juglar, 1994, pp. 549—
551 and 653-657 (which includes more than five literal quotations from Mises).

Lord Robbins, Autobiography of an Economist, London: Macmillan, 1971, p. 108.
This is a conservative estimate, considering an average of 3,000 copies for each
reprint in English and an average of 2,000 copies for each reprint in other languages.
Ludwig von Mises, Nationalékonomie: Theorie des Handelns und Wirtschaftens,
Geneva: Editions Union, 1940, 756 pp.

‘My objective in writing the treatise was to provide a comprehensive theory of
economic behaviour which would include not only the economics of a market econ-
omy (free-enterprise system) but no less the economics of any other thinkable system
of social cooperation, viz., socialism, interventionism, corporativism and so on.
Furthermore I deemed it necessary to deal with all those objections which, from
various points of view have been raised against the validity of economic reasoning
and the soundness of the methods hitherto applied by economists of all schools
and lines of thought. Only such an exhaustive treatment of all critical objections
can satisfy the exacting reader and convince him that economics is a science both
conveying knowledge and able to guide conduct. The treatise is purely scientific
and certainly not a popular book. However, as it does not use any technical
terms but those precisely defined and explained, it can be understood by every
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educated man.” Ludwig von Mises wrote these words in December 1944 to his
American publisher Norman V. Davidson of Yale University Press. They are
quoted by Margit von Mises, My Years with Ludwig von Mises, op. cit., pp. 105-106.

52 This appears, specifically, on pp. 439-444 of the German edition of Nationalo-
konomie, which have been translated into English by Percy L. Greaves and pub-
lished in his book Mises Made Easier: A Glossary for Ludwig von Mises’ Human
Action, op. cit., pp. 150-157.

53 Ludwig von Mises, Nationalékonomie: Theorie des Handelns und Wirtschaftens,
second edition, The International Carl Menger Library, Munich: Philosophia
Verlag, 1980.

54 See, among others, the reviews published by E. Tuchtfeldt in the Neue Ziircher
Zeitung (no. 207) on September 8, 1981; in Unsere Wirtschaft (Diisseldorf, August
1981); the review by Wilhelm Seuss in the Frankfurter Allgemeine Zeitung (9
December 1980); and the one by Karl Graber, Die Presse, Vienna (23 November
1981).

55 Ludwig von Mises, Human Action: A Treatise on Economics, New Haven, CT:
Yale University Press, 1949, 889 pp. plus the index. The British edition also
appeared in 1949 with the same title and format, published by William Hodge in
London.

56 Margit von Mises gives full details of the headaches which the errors in the
second edition of Human Action caused to Ludwig von Mises. See My Years
with Ludwig von Mises, op. cit., Chapter 8.

57 Ludwig von Mises, Human Action: A Treatise on Economics, third revised edi-
tion, Chicago, IL: Henry Regnery, 1966, 907 pp. plus the index.

58 Ludwig von Mises, Human Action: An Abridged Audiotape Version, Ashland,
OR: Classics on Tape, 1990, read by Bernard Mayes.

59 Ludwig von Mises, Human Action: A Treatise on Economics, fourth revised edi-
tion, with a foreword by Bettina Bien Greaves, Irvington-on-Hudson, NY: The
Foundation for Economic Education, 1996 (this is available on the Internet via
the Ludwig von Mises Institute website).

60 Ludwig von Mises, Human Action: A Treatise on Economics, The Scholar’s Edi-
tion, with an introduction by Jeffrey H. Herbener, Hans-Hermann Hoppe and
Joseph T. Salerno, Auburn, AL: Ludwig von Mises Institute, 1998,

61 Ludwig von Mises, L’Azione Umana: Trattato di Economia, translation and
foreword by Tullio Bagiotti, Turin: Unione Tipografico-Editrice Torinese, in the
collection Sociologi ed Economisti, 1959, 861 pp. In 1988 a book in homage to
the memory of Tullio Bagiotti was published, Studi in memoria di Tullio Bagiotti,
Padova, 1988.

62 Chinese translation of Human Action by Tao-Ping Hsia, revised by Hui-Lin Wu,
Taipei, Taiwan: Yuan Liu Publishing, 1991, nos. 1 and 2 of the series ‘Famous
Books on Libertarianism’, two volumes, the first of which includes pp. 1 to 506
and the second pp. 507-1,074.

63 Ludwig von Mises, L’Action humaine: Traité d'économie, translation by Raoul
Audouin, Paris: Presses Universitaires de France, January 1985, 942 pp. Raoul
Audouin has also translated the main works of Hayek into French, including La
Présomption fatale: Les Erreurs du socialism, Presses Universitaires de France,
Paris, 1988, and La Constitution de la liberté, Paris: Litec, 1994 (the latter was
translated into French in collaboration with professor Jacques Garello).

64 Human Action, translated into Korean and published in Seoul by Kyung Mun Sa
Publishing Co., vol. I, 1987 (Chapters 1-19, 519 pp.) and vol. II, 1988, Chapters
20-39, 459 pp.), both with forewords by Toshio Murata.

65 Ludwig von Mises, A¢cao humana: um tratado de economia, translated into Por-
tuguese by Donald Stewart, Jr, Rio de Janeiro: Instituto Liberal, 1990, 972 pp.
plus indices.
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Ludwig von Mises, Ningen-Koi-Gaku, Tokyo: Shunjii Sha, 1991, 995 pp. plus the
index.

This thesis earned a ‘cum laude’ award. Mariano Puigdoller Oliver presided over
the tribunal judging, which also included Professors Nicolas Pérez Serrano, Juan
del Rosal Fernandez, José Maria Naharro Mora and Gaspar Bayon Chacon. As
an anecdote, we should mention that the censorship which then prevailed in the
Spain of General Franco issued an official communication dated 25 April 1958
of the Directorate General of Information of the Ministry of Information and
Tourism, Inspection of Books (file 842-58) stating that, before publishing the
thesis, ‘the indicated parts of pages 13, 34-36 and 4244, the whole of page 56,
and the indicated parts of pages 62-65, 72-78, 96-125 and 142-197 should be
deleted, ordering the submission of printed galley proofs which included the
deletions ordered by the authority’.

Ludwig von Mises, La accion humana (tratado de economia), Fundacion Ignacio
Villalonga, Valencia, 1960, vols I and II. I have a copy which was revised by the
censorship authorities, in which instructions are also given to delete several
paragraphs of Mises’ work which were considered politically dangerous for the
regime of General Franco, then in power in Spain. The Foundation created by
the entrepreneur Ignacio Villalonga, who in his youth had been a deputy for
Francesc Cambo’s Lliga Regionalista, was a pioneer in the difficult task of pub-
lishing, in Franco’s Spain, a magnificent collection of books on libertarianism,
democracy and market economy, which was directed by Joaquin Reig Albiol in
the 1960s. See also ‘Ignacio Villalonga: Semblanza de un politico, banquero y
liberal’, in Jesus Huerta de Soto, Nuevos Estudios de Economia Politica, Madrid:
Unién Editorial, 2002, ch. XV, pp 379-394.

Ludwig von Mises, La accién humana (tratado de economia), second edition in
Spanish, Madrid: Editorial Sopec, 1968, translated by Joaquin Reig Albiol,
1,066 pp. This is the edition that I first read more than thirty five years ago,
when I began my studies in economics at the Complutense University of Madrid.
Other important books by Mises translated into Spanish and published by
Unién Editorial are: Burocracia, translated by Dalmacio Negro Pavon, Madrid:
Union Editorial, 1974; Teoria e Historia, translated by Rigoberto Juarez Paz,
Madrid: Uniéon Editorial, 1975 and 2003; Sobre liberalismo y capitalismo — a
collection of essays which includes Liberalism (third edition), The Anticapitalist
Mentality (second edition) and Six lessons of capitalism (second edition),
Madrid: Unién Editorial, 1995; La teoria del dinero y del crédito, Madrid: Union
Editorial, 1997; Socialismo, Andlisis economico y sociologico, Madrid: Union
Editorial, 2003; Critica del intervencionismo, translated by Jesis Gomez Ruiz,
Madrid: Unién Editorial, 2001; Autobiografia de un liberal, Madrid: Union
Editorial, 2001; and Gobierno omnipotente, translated by Pedro Elgoibar,
Madrid: Unién Editorial, 2002.

Ludwig von Mises, La accion humana: tratado de economia, Madrid: Union
Editorial, 1980, third edition, 1,302 pp.; fourth edition of 1985, 1,302 pp. These
are the editions which have basically been used as a textbook by my students
over the last fifteen academic years in which I have been teaching political
economy at the School of Law of the Complutense University of Madrid. The
subsequent editions were used at my chair at King Juan Carlos University (from
2000 onwards).

As Margit von Mises points out in her biography of her husband, ‘Ludwig’s most
ardent readers and admirers always have been in the Spanish-speaking countries.
Apparently, the more subjugated the country is, the deeper the longing for free-
dom’. Margit von Mises, My Years with Ludwig von Mises, op. cit., p. 109. The
main academic trips made by Mises to Latin America were the following: from
30 July to 28 August 1949, to the School of Economics of the University of
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Mexico; from 31 March to 16 April 1950, to the University of Peru, under the
auspices of the Peruvian Banco Central; from 19-28 September 1958, again to
Mexico, under the auspices of the Instituto de Investigaciones Sociales y Eco-
nomicas; and, lastly, the important visit made from 2 to 15 July 1959 to the
University of Buenos Aires, under the auspices of the Centro de Estudios para la
Libertad. The speeches he made on this trip were transcribed and published in
English under the title Economic Policy: Thoughts for Today and Tomorrow,
Chicago, IL: Henry Regnery, 1979. Subsequently translated into Spanish by
Joaquin Reig Albiol, they were published under the title Seis lecciones sobre el
capitalismo, Madrid: Instituto de Economia de Mercado and Unién Editorial,
1981, 107 pp. (republished in 1991 in the book Sobre liberalismo y capitalismo,
op. cit.).

73 See pp. 405-408 and, particularly, pp. 264-267, where Mises expressly states that
‘The market economy is the product of a long evolutionary process’. What is
more, on p. 33, Mises explains how the aprioristic nature of thought categories is
perfectly compatible with the theory of evolution, coinciding with the thesis that
Hayek develops in extenso in his book The Sensory Order, Chicago, IL: The
University of Chicago Press, 1976. In the light of these passages from Human Action,
perhaps Hayek’s criticism of the utilitarian rationalism of Mises in the foreword
he wrote for the latest English edition of Socialism is somewhat exaggerated. See
F. A. Hayek, ‘Foreword’, Socialism: An Economic and Sociological Analysis,
Indianapolis, IN: Liberty Classics, 1981, pp. xxiii-xxiv, and Jesus Huerta de
Soto, Estudios de Economia Politica, Madrid: Union Editorial, 1994, pp. 114-115.

74 F.A. Hayek, Law, Legislation and Liberty, Chicago, IL: The University of Chi-
cago Press, three vols, 1973, 1976 and 1979, and The Fatal Conceit: The Errors
of Socialism, London: Routledge, 1988.

75 ‘The moral precepts and the laws of the country are means by which men seek to
attain certain ends.” Human Action, op. cit., p. 761.

76 ‘Economics does currently inform us, not that moral principles are subjective, but
that utilities and costs are indeed subjective.” Murray N. Rothbard, The Ethics of
Liberty, Atlantic Highlands, NJ: Humanities Press, 1982, p. 202.

77 See Hans-Hermann Hoppe, 4 Theory of Capitalism and Socialism, Holland:
Kluwer Academic Publishers, 1989, especially Chapter 7, pp. 127-144; and The
Economics and Ethics of Private Property, Holland: Kluwer Academic Publish-
ers, 1993, Chapters 8-10, pp. 173-208.

78 See Israel M. Kirzner, Discovery, Capitalism and Distributive Justice, London:
Basil Blackwell, 1989.

79 1 set out my theory of the three levels (theoretical, historical-evolutionary and
moral) of approach to the study of the social reality in ‘Historia, ciencia eco-
némica y ética social’, Jesus Huerta de Soto, Estudios de Economia Politica,
Madrid: Unioén Editorial, 1994, Chapter VII, pp. 105-110. See also my note on
‘Conjectural History and Beyond’, “The Fatal Conceit” by F.A. Hayek. A Spe-
cial Symposium’, Humane Studies Review, vol. 6, no. 2, Winter 1988-1989, p. 10
(Chapter 3 of this book).

80 For Mises, practical knowledge as a ‘specific anticipative understanding of the
conditions of the uncertain future defies any rules and systematization. It can be
neither taught nor learned’. Human Action, op. cit., p. 585. Also see Jesus Huerta
de Soto, Socialismo, calculo economico y funcion empresarial, op. cit. pp. 52-85.

81 See Jesus Huerta de Soto, Socialismo, cdlculo econémico y funcion empresarial,
op. cit. pp. 80-82.

82 Murray N. Rothbard, ‘Monopoly and Competition’, Chapter 10 of Man, Econ-
omy, and State, Nash Publishing, Los Angeles, 1970, pp. 560-666; and Israel M.
Kirzner, ‘Competition and Monopoly’, Chapter 3 of Competition and Entrepre-
neurship, Chicago, IL and London: The University of Chicago Press, 1973, pp. 88-134.
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83 Effectively, Margit von Mises, in her biography of her husband, tells us that

in Stresa, during the 1965 Mont Pélerin meeting, Joaquin Reig once spoke to
Ludwig von Mises about monopoly and Rothbard’s Man, Economy, and
State, which had been published in 1962. Reig directed Ludwig’s attention to
the fact that Rothbard, one of Ludwig’s most able and admiring pupils, did
not completely agree with Ludwig’s analysis of monopoly. Ludwig replied: ‘I
would subscribe to every word Rothbard has written in his study’. About this
Reig told me: ‘That was such a generous statement of Ludwig von Mises to
say that one of his own students had exposed one of his own ideas better
than he himself had been able to do it, that my admiration for this man
jumped sky-high.

Margit von Mises, My Years with Ludwig von Mises, op. cit., p. 158. Another
explicit acknowledgement of having committed an error which shows Mises’
great humility and intellectual generosity, in strong contrast to the arrogance of
modern authors, appears on p. 786, where, referring to the gold standard (with a
fractional reserve and controlled by the State), Mises regrets having been unable
to see from the beginning that this system made it excessively easy for govern-
ments to manipulate the monetary supply as they wished: ‘In dealing with the
problems of the gold exchange standard all economists — including the author of
this book — failed to realize the fact that it places in the hands of governments
the power to manipulate their nation’s currency easily’.

84 See Jesus Huerta de Soto, ‘Entrepreneurship and the Economic Analysis of
Socialism’, in New Perspectives on Austrian Economics, Gerrit Meijer (ed.),
London and New York: Routledge, 1995, especially pp. 247-250 (Chapter 4 of
this book).

85 Thus, for example, in Part Four, “‘Monetary Reconstruction’, which he included
in the English republication of The Theory of Money and Credit in 1953, four
years after the publication of the first edition of Human Action, he concludes
that: “The main thing is that the government should no longer be in a position to
increase the quantity of money in circulation and the amount of chequebook
money not fully — that is, 100 percent — covered by deposits paid in by the
public’. Ludwig von Mises, The Theory of Money and Credit, Indianapolis, IN:
Liberty Classics, 1981, pp. 481 and 491.

86 The most important bibliography of the mentioned authors may be consulted in
Jests Huerta de Soto, ‘A Critical Analysis of Central Banks and Fractional-
Reserve Free Banking from the Austrian School Perspective’, Review of Austrian
Economics, vol. 8, no. 2, 1995, pp. 25-38 (Chapter 10 of this book). It is impor-
tant to clarify that Mises and the Austrian School economists who favour a free
banking system based on a 100 per cent cash ratio are really upholding a posi-
tion which is radically different to that of the School of Chicago theorists, who
also defended a 100 per cent cash ratio for demand bank deposits. In fact, the
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nently speculative and entrepreneurial nature may also be seen on pp. 624 and
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truth contained in the so-called ‘theory of rational expectations’ (Human Action,
p. 797, and also Mises’ article ‘Elastic Expectations in the Austrian Theory of the
Trade Cycle’, Economica, August 1943, pp. 251-252), the errors of which are
pointed out by Mises on p. 871 and have been subsequently clarified even further



Notes 349

by, among others, Gerald P. O’Driscoll and Mario J. Rizzo in The Economics of
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nomics, vol. VIII, no. 2, 1995, pp. 25-38 (Chapter 10 of this book).
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1 This is an interview which appeared in the 1997 summer issue (vol. 17, no. 2, pp.
1-7) of the Austrian Economics Newsletter (AEN). The occasion for the interview
was provided by my visit to the Ludwig von Mises Institute at Auburn University
in Alabama in April 1997 to present an address on the ‘Spanish Roots of the
Austrian School’. Jeff Tucker conducted the interview.
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