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You [Hayek] admit here and there that it is a question of knowing where to draw the
line. You agree that the line has to be drawn somewhere, and that the logical extremeis
not possible. But you give no guidance whatever asto whereto draw it.

John Maynard Keynes, Letter to F. Hayek, 1944

Our thesisisthat the idea of a self-adjusting market implied a stark utopia. Such an
institution could not exist for any length of time without annihilating the human and

natural substance of society.
Karl Polanyi, The Great Transformation, 1944

1. Introduction

F. A. Hayek is considered one of the most important intellectuas of the so-called
‘intranggent right’ in the twertieth century (Anderson, 2005). Nevertheless, it should be
noted that, as Shearmur (1996: 26-32) has argued, in his youth Hayek, perhaps under
the influence of his teacher Friedrich von Wieser, expounded “mildly socidist views'.
These views, especidly from the early twenties onwards, an epoch when he became part
of Ludwig von Mises cirde, dl but disappeared and Hayek’ sintdllectud trgectory was
then seemingly built around a“viscerd hodlility to sociaism and the need to fortify it



with intdlectud underpinnings’ (Mirowski, 2007: 358). Indeed, Hayek’ s arguments on
Issues of comparative political economy are said to be based on a*Manichean
assumption” that there can only be two antagonigtic politica doctrines— liberalism and
socidism — which provide arguments for two seemingly uncontaminated and
irreconcilable socioeconomic systems (Kley, 1994: 3). Thereis obvioudy ample
evidence to support the view, put forward, among others, by Hodgson (1999) and
loannides (2000), that Hayek was always reluctant to concede that some degree of
impurity is necessary for any viable socioeconomic systemt'. This can be seen from his
contribution to the famous socidist caculation debate up to his often repeated argument
that planning in amixed economy, which tries to combine inditutiona arrangements
from socidism and capitaliam, is an undtable and inefficient “muddle’. A “muddle’
which would, more or less rgpidly, degenerateinto atotaitarian socidist system unless
aliberd project of reconstructing the basic ingtitutions of capitalism could gain the
ideologica and politica upper hand.

Nevertheless, and according to Cadwell (2004: 288-292), Hayek wasled in his
discussonswith “socidigts of dl parties’ to the concluson that the liberd tradition that
he was arguing for was in need of a serious restatement of its principles. This led him,
or so it will be argued, to an understanding of capitaism which had to admit, and even
to argue for, important forms of impurity. This restatement had aso to supersede the
widely-shared interpretation that liberdism was nothing but the result of alaissez-faire
attitude to socioeconomic and political affairs which led to an intransgent, but
ultimately untenable, defence of the so-caled “minimd gate’. It aso had to turn what
in the forties Hayek saw asfairly generd, and exceedingly vague, liberd principles
about the nature and scope of the fundamentd ingtitutions of capitaism into a more
concrete set of guiddines capable of defining what would become for him the
fundamenta question of the palitical economy of liberdism: “to distinguish between the
agenda and nonagenda of government” (Hayek, 1948a: 17). The following quotation
nicely encapsulates both of Hayek’s (1948b: 110-111) concerns in thisarea

! Geoffrey Hodgson (1999: 126), squarely within the “original” institutionalist tradition in economics, has
put forward the “impurity principle’ to reflect the ideathat “ every socioeconomic system must rely on at
least one structurally dissimilar subsystem to function”.



Whileit would be an exaggeration, it would not be altogether untrue to say that the interpretation
of the fundamental principle of liberalism as the absence of state activity rather than a policy
which deliberately adopts competition, the market, and prices asits ordering principle and uses the
legal framework enforced by the state in order to make competition as effective and beneficial as
possible — and to supplement it where, and only where, it cannot be made effective— is as much
responsible for the decline of competition as the active support which governments have given
directly and indirectly to the growth of monopoly (...) That afunctioning market presupposes not
only the prevention of violence and fraud but also the protection of certain rights, such as property
and the enforcement of contracts, is always taken for granted. Where the traditional discussion
becomes so unsatisfactory iswhereit is suggested that, with the recognition of the principles of
private property and freedom of contract, which indeed every liberal must recognize, all issues are

settled (...) It isonly after we have agreed on these principles that the real problem begins.

This“red problem”, pointed out in the first meeting of the Mont Pelerin Society, isone
Hayek was aready aware of at least snce the end of the thirties when he wrote Freedom
and Economic System (1939), a pamphlet that anticipates many of the arguments thet he
would further develop in The Road to Serfdom (1944). It isaproblem that, in many
ways, condtitutes the bulk of The Constitution of Liberty (1960) and which dso runs
through his three-volume work Law, Legislation and Liberty (1973, 1976, 1979). Itisa
problem that led Hayek to consider that the question of the relation between the Sate

and markets in capitalismwas one which could not be framed by the dichotomy of
intervention versus non-intervention argued for by the “old formulae of laissezfaire’

gnce, anong other things, the state was an unavoidable eement in the congtitution and
protection of any viable and evolving socioeconomic system (Hayek, 1960: 202). A

letter that John Maynard Keynes (1980: 386-387) wrote to Hayek in 1944 appraising
The Road to Serfdom is sometimes used as a Sgnpost of the main chalenges that the
approach he favoured had to facein this regard®:

| comefinally to what isreally my only serious criticism of the book. Y ou admit here and there
that it isaquestion of knowing where to draw the line. Y ou agree that the line has to drawn

somewhere, and the logical extreme isnot possible. But you give no guidance whatever asto

2This letter is mentioned in the literature that purports to analysethe relation between Keynes and Hayek.
On this see Carabelli and Vecchi (1997), Shearmur (1997) and Skidelsky (2006). Furthermore, and
according to recent analy sis put forward by Burczak (2006: 39), Cadwell (2004: 289) and Shearmur

(2006: 149), Keynes's challenge, among other criticisms, is said to have played arolein Hayek’s
subsequent research agenda which led him to define the legitimate area for public policy as the one that
was compatible with therule of law. Thisis of course particularly evident in The Constitution of Liberty.



whereto draw it. In asense thisis shirking the practical issue. It istrue that you and | would
probably draw it in different places. | should guess that according to my ideas you greatly under-
estimate the practicability of the middle course. But as soon as you admit that the extremeis not
possible, and that aline has to be drawn, you are, on your own argument, done for, since you are
trying to persuade us that as soon as one moves an inch in the planned direction you are

necessarily launched on the slippery path which would lead you in due course over the precipice.

Keynes' s chalenge has the merit of calling our attention to the fact thet thereisin

Hayek (1944: 40) a“wide and unquestioned fidd for Sate activity” which is seemingly
a odds with hisintransggent arguments about the “muddle of the middle’ and the
totaitarian tendencies that loomed in the efforts to reform capitalist economies. I

Hayek was led by this challenge, asit is sometimes implied, to develop a particular new
st of arguments about the criteria of demarcation between the legitimate and nor
legitimate roles of the Stateis questionable. In fact, it can be argued that the arguments
that support Hayek’ s efforts at demarcation, although developed and expanded,
maintain, at least when one compares the Road to Serfdom with The Constitution of
Liberty, ahigh degree of constancy in their overd| nature. This means that the problems

pointed out by Keynes maintain dl their pertinence evenin Hayek’ s latter work.

The discussion about the agenda and non-agenda of government aso introduces further
and more powerful arguments for the efforts to de-homogenize the contributions of
Hayek and Mises®. The position that Mises took on the scope and functions of the
“minimd gate’ could perfectly be signaled as an example of what Hayek had in mind
when he concluded that a libera research agenda had to move beyond generd formulas
as embodied in the defense that the state should “smply” be concerned with the
“protection of life, liberty and property” (Hayek, 1948a: 17). That Hayek and Mises
have a different pogtion on this crucid issue has of course been noted. For example,
and not surprisngly given his libertarian postion, Fred Block (1996: 339-340)
consdersthat Hayek was, “at best”, a*“lukewarm” and “unprincipled” supporter of
“laissez-faire cgpitalism”. Mises, on the other hand, “made far fewer compromises with
date intervention into the economy than did Hayek” (Block, 1996: 365). This seems
non-contentious, but it o lacks a proper explanation for the differencesin both

3 This has been mainly made with regard to the arguments they developed against socialism in the context
of the socialist calculation debate. See, for example, O’ Neill (1998) and Salerno (1994).
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authors approaches. Hayek’ s conscious refusal of expressons such as “laissez-fare’
and “intervention” to describe his position on therole of the state is not a mere question
of playing withwords and has wider implications because it implies a very different
position about the nature and dynamics of capitaism and about the theoretic and
philosophical positions that could ground its defense’.

Thisatide identifies some of the areasin which Hayek considered the presence of the
state to be irreplacegble. It isthereby concentrated on the identification of the postive
agenda for government in Hayek’ s thought and not so much on his better known and
scrutinised criticisms directed at the political economy and philosophy of the “socidigts
of dl parties’. The second section presents Hayek' s criteria of expediency, which seems
to presuppose some sort of cost-benefit andysis, that underlies his evauation of public
policies within the overdl framework of the rule of law. The idea of the rule of law,
developed in The Constitution of Liberty, but aready hinted at the Road to Serfdom, is
said to fix the boundaries within which the state should operate. Thethird section
discusses Hayek’ s views on the importance of “planning for freedom” or “planning for
comptition”, expressions that he usesin Freedom and Economic System and in The
Road to Serfdom to draw a distinction between the need for the State to establish a
framework of rules and regulations that may guarantee and foster market competition
and forms of gate planning that would only thwart and eventudly destroy it. The fourth
section introduces Hayek’ s recognition of the existence of “neighborhood effects’ and
Interdependencies that seem to be one of the sources of the permanent chalengesto
exiging sysems of property rights. It also considers the problems posed by “public
goods’, discusses their inescapable politicd and mord nature and the demands that this
creates for nontmarket forms of provison The fifth section then tries to discuss what
might be cdled the “knowledge problem” in Hayek’ s agenda for government. By this
two things are meant: on the one hand, Hayek’s own admission that there are certain
forms of knowledge which require the existence and sustenance by the state of non-
market ingtitutional arrangements; on the other hand, the recognition that state
authorities must possess access to some forms of knowledge, capable of being

* Actually, both Mises and Hayek concur that the term “intervention” is best reserved to those areas of
government involvement in the economy that go beyond their desired agenda. The question isthat their
agendaisadifferent and so are some of their arguments.



centralized, about the workings of the economic system and about the expectable
consequences of certain collective decisions. The sixth section presents Hayek' s
conception of the “service sate€” and his views onthe need for a“socid safety-net” that
could provide for those who, for severd reasons, found themsdves “outsde’ the

market.

It will become clear, and thisis also a purpose of this article, that the themes devel oped
around the relation between markets and the state show, as it has been emphasized by
Shearmur (1997), amore “condructivist” and “rationaist” sde of Hayek’s thought,
which he never abandons throughout his own career®. The conclusion then tries to
systemdtize the main sources of impurity in Hayek’s model of capitaism showing thet
his own arguments not only presuppose a capitaist economy characterised by afar
degree of indtitutiond plurdity, but also open avenues through which one might argue
that the increase of the inditutiond impurity of capitalism cannot, contrary to what
might be expected, be easly blocked by the intdlectua fences that Hayek hastried to
built.

2. Drawing lines: ‘expediency’ bounded by liberal principles?

According to Hayek, the emergence of the process of market competition, asthe
dominant, but never exclusive, form of economic interaction among actors, was
dependent on the previous existence of appropriate socid rules (Fleetwood, 1996). The
rule of law not only provides aframework, an organising principle, to those rules that
are explicitly part of Hayek’s politica architecture of a market society to be guaranteed
by government, but also seemsto underpin the line that Hayek wants to draw between
the agenda and non-agenda of government itsalf (Burczak, 2006; Sheramur, 2006).
Indeed, Burczak (2006: 39) argues that Hayek conceivesthe rule of law asthe “arbiter
of the boundary between appropriate and arbitrary government action” and that as“long
as public policy is consstent with the rule of law, property rights and market exchanges

> Hayek (1944) was criticised by the conservative Michael Oakeshott (1962: 21-22) precisely for the
“rationalist” and “doctrinaire” elementsthat “infected” hiswork: “Thisis, perhaps, the main significance
of Hayek’sRoad to Serfdom — not the cogency of his doctrine, but the fact that it isadoctrine. A planto
resist all planning may be better that its opposite, but it belongsto the same style of politics’.



will be insulated from politics and discretionary public policy”. Although one of the
roles of the rule of law isindeed to reduce the encroachment of discretionary public
policies upon the functioning of markets, the agenda of government, which Hayek
thought compatible with his understanding of the rule of law, does open some avenues
which might put into cause the possibility or even the desirability of achieving thistype
of insulaion.

Therule of law, one of the main themes of The Constitution of Liberty, is then
understood by many as Hayek’ s reply to the question posed by Keynes about the crucia
issue of where to draw the line between the legitimate and the illegitimate roles of
government (Shearmur, 2006). Even if thisinterpretation is correct, two things should
be noted. Firgly, theideaof the rule of law, asthe main underpinning of aliberd
society concerned with the promotion of freedom as the abbsence of undue coercion of
an individua by another individud, group of individuas or by the Sate, is dready
present in The Road to Serfdom where Hayek tries to show its utterly incompatibility
with socidist planning. Secondly, the rule of law, given its mainly forma character,
does not seem so much to give a clear indication of where precisdy to draw theling, in
terms of the activities that a government might undertake, but mainly of how to draw it,
S0 asto assure that certain patterns of human interaction and forms of state intervention
are blocked. Its task therefore seems to be mainly a negative and procedurd one: “a
government which can gpply coercion to the individua citizen only in accordance with
pre-established long-term generd rules but not for specific, temporary endsis not
compatible with every kind of economic order. If coercionisto be used only in the
manner provided for in the generd rules, it becomesimpaossible for government to
undertake certain tasks’ (Hayek, 1960: 168).

A brief sketch of the nature of therule of law in Hayek (1944, 1960) seems to confirm
that one of its functionsisto frame the way public policies might be pursued. Hayek
concaivestherule of law as aframework of rules, which have to be enforced by the
coercive powers of the sate, itsalf clearly circumscribed by rules, endowed with certain
formal attributes. The rules have to be stable and devised, as far as possible, with the
objective of enduring for long periods of time. They have to be announced in advance
and enforced accordingly to what was previoudy established. Their evolution and



change mugt be carefully cdibrated and gradua, thereby ensuring a high degree of
predictability in order not to disturb and disappoint individuals expectations.
Furthermore, they have to be universally applied, meaning that it must be guaranteed
that the law will goply equdly to dl individuas who find themsdlves in the same
circumgtances. The rule of law is said to provide the best guarantee that individuas will
be able to pursue their own ends, using the means that are at their disposd, induding
among them an environment where uncertainty and unpredictability, about the avenues
that are legdly open and close to them and to the individuas with whom they will
directly or indirectly interact, are reduced to maximum possible extent (Tomlinson,
1990).

Therule of law, as Hayek underdandsit, dill leaves ample room for the menu of
seemingly diverse and potentialy antagonistic ddliberate public policies to whichwe
will dlude below. These am a giving a concrete form to the main task of aliberad
government: “to provide afavorable framework for individua decisons, [to] supply the
means individuas can use for their own purposes’ (Hayek, 1960: 195). Indeed, the
agenda of government that is compatible with the rule of law seems to authorize policy
initiatives thet help to create and then shape, dbait in a piece-med and incrementd
fashion, the inditutiona framework that underpins markets, thus engendering

potentialy dternative alocation of rights and obligations among different actors. But it
authorizes more than that snce the rule of law is compatible with awide array of policy
Initiatives which introduce a certain degree of impurity in Hayek’s model of capitdism.
These will have an impact, intended or unintended, on the results thus obtained and on
the resources thus controlled by individuals who occupy different socid positions, not
only indgde, but o outsde markets. Hayek tries systematicaly to underplay the
importance of these issues by reducing those public palicies, which he consdersto be
compatible with the rule of law, to amatter of expediency: “aslong asthey are
compatible with the rule of law, they cannot be rgected out of hand as government
intervention, but must be examined in each ingance from the viewpoint of expediency”
(Hayek, 1960: 194). This apped to expediency seems to square well with Hayek’ sview
of the state as “piece of utilitarian machinery” (Hayek, 1944: 80). This meansthat its
involvement in a cgpitdist economy is to be assessed by assemingly impartid
evauation of the net benefits, in terms of welfare, as foreseen by those whose task isto



decide and implement them. It is not clear, though, what criteria can be agreed upon and

used here since Hayek’ s own subjectivigt framework seem to preclude their emergence.

3. “Planning for competition” or markets as instituted processes

Already in 1939 Hayek clamed that one of the crucid tasks ahead for liberdismwasto
disinguish planning as a defining dement of socidism, to which it was vehemently
opposed on epistemologica and palitical grounds, and planning as an unavoidable
eement of any viable market society. Inorder to draw this crucid line, Hayek (1939:
193) fdt that it was “necessary to clear away the mist of confusion and ambiguity which
enshrouds the term “planning’” and to understand that the sources of its ambiguity, but
aso of itsattraction, camefrom awidely shared desire to apply reason to solve

important socia problems.

Hayek thereby uses the expression “planning for freedom” to convey the possibility of
using reason to “plan a system of generd rules, equaly applicable to dl people and
intended to be permanent (even if subject to revision with the growth of knowledge)
which provides an inditutiond framework (...) inwhich individud initigtive is given

the widest possible scope’ (Hayek, 1939: 194). The importance of the rule of law was
dready hinted at. Thisform of planning implied creating the conditions to unable
market prices to be the main mechanism of coordination, something which involved the
recognition that the market was the only device which was capable of mohilizing, and
relying on, the “knowledge of dl participants, with prices conveying to each the
information which helps him to bring his actions in relation to those of others’ (Hayek,
1939: 194).

In stark contrast with “planning for freedom” was the “planning of the planners of our
time’ or “planning for congtant interference” which involved applying reason to the
congtruction of “some preconceived blueprint” (Hayek, 1939: 144-145). This ultimatey
implied the destruction “of the only known mechanism by which the knowledge of dl
can be utilized” and its replacement by a method through which “the knowledge and the
view of afew are consstertly and exclusvely utilized” (Hayek, 1939: 196). Thiswould



have dire political consegquences since the control of resources by some centra
authority, an unavoidable festure of this version of planning according to Hayek, meant
that it had the power to determine to amuch larger extent the needs that would be
satisfied, and the ends and va ues that would ultimatdy be pursued.

If thisdiginction seems clear enough in its broad contours, it is not as clear-cut as
Hayek seems sometimesto imply. Indeed, in the very same article, Hayek offers strong
reasons for this being a matter of degree. Firdly, the line separating the “ construction of
arationd system of law” underpinning markets, which would be capable of
guaranteeing that the price system would remain intact “in its sohere’, and a*“ system of
specific orders and prohibitions’ is not easy to draw in practice (Hayek, 1939: 194).
Secondly, and relatedly, for Hayek liberdism had still not developed a proper answer to
decisve questions, which ultimately determine the fundamenta character of markets,
their extenson and dso, or so one may posit, the broad patterns of relations between
individuads and the results thet they might thereby expect to obtain: (1) What isthe
“exact content and the specific limitations of property rights’?, (2) “how and when the
State will enforce the fulfillment of contracts’ ? (Hayek, 1939: 195)°. Thirdly, Hayek
acknowledges thet in even in cgpitaism “some amount of centra planning of thiskind
[“socidig planning for interference’] is dways necessary” because there are “ needed
services which cannot be priced and therefore will not be obtainable on the market”,
which obvioudy means that they will “have to be provided in some other way” (Hayek,
1939: 197).

The evolving nature of “the spontaneous forces of society”, resulting from the
unpredictable patterns of human interaction, which liberadlism should treasure, meant

that in defining the “rules of the game’ that necessarily frame them and dso shape their
growth and direction, there could be “no hard-and-fast rules fixed once and for dl”
(Hayek, 1944: 17). Hayek (1944: 18) consders that “the attitude of the liberd towards
society islikethat of a gardener who tends a plant in order to create the conditions most
favourable to its growth”. This metaphor perfectly encapsulates his views on the crucid
role of ideas in sdecting and shaping the inditutions that guide individuas behaviours.

® These questions reappear throughout Hayek’ s work, only slightly changed, without being thoroughly
addressed. See for example Hayek (1944: 39; 1948b: 112-113; 1960: 296; 1982: 109). In section three |

will try to explore some of the reasons that might account for thisfact in relation to the crucial issue of
property-rights.



As Gray (1989: 127) notes, Hayek “seesthe principa economic functions of the State as
having to do with the maintenance and improvement of the indtitutions which sustain
market processes’. | think that this interpretation is correct if “maintenance and
Improvement” are interpreted in away that recognises that the state is prior to markets
and isacrucid dement in deliberately creeting the conditions for their emergence. If
thisis so, then one can argue that Hayek (1944) is close to consider market competition
to be aprime example of what Karl Polanyi (1991), in line with the inditutiondist
tradition in political economy, would latter cal an “indtituted process’. It is anindituted
process because, at least in societies with an advanced divison of [abour, markets seem
to be the result of a contested political process requiring the intervention of an organized
coercive power which, to a certain extent, has to define “ specific orders and
prohibitions’ indicating who can participate, and the conditionsin which it can do so,
what are the legitimate objects of exchange (i.e. what entities can actudly be consdered
as commodities), and the “rights-obligations structure” that each agent faceswhen
exchanging those commaodities (Chang, 2002). Hayek (1944: 39-40) impliatly
acknowledges this when he argues that: “The functioning of competition not only
requires adequate organisation of certain ingitutions like money, markets, and channels
of information— some of which can never be adequately provided by private enterprise
— but it depends above dl on the existence of an appropriate legd system” which hasto
be “intelligently designed and continuoudy adjusted”.

The lega foundations of markets aso involve setting of rules that must continuoudy be
created and recreated “to prohibit the use of certain poisonous substances, or to require
specid precautionsin their use, to limit working hours or to require certain sanitary
arrangements’ (Hayek, 1944: 38-39)". Thisisal part of “the most essentia prerequisite
of its proper functioning, the prevention of fraud and deception (incdluding the
exploitation of ignorance)” (Hayek, 1944: 41)8. Every functioning market is aways

" The expression “legal foundations” isan allusion to John Commons' important work The Legal
Foundations of Capitalism (1924). Despite al their differences, Hayek (1960: 200) acknowledges that
Commons was one of the few to have paid attention to the crucial issue of “the relation between the
character of thelegal order and the functioning of the market system”.
8 AsBlock (1996: 345) rightly argues, expressions such as “channels of information” “exploitation of
ignorance” are “ somewhat obscure” in their implications. Furthermore, they are apparently contradictory
with Hayek’ s argument about the “epistemic” virtues of markets. Asit will be argued bellow, Hayek
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unavoidably regulated by the State and the recognition of this particular fact is, most
evidently, one of the reasons that grounds Keynes' remarks about the difficulty of
drawing dear lines between “planning for competition” and forms of planning which

pave the “road to serfdom”. It seemsthat, at leest asfar asthe issue of regulation is
concerned, the line cannot be drawn very clearly after dl once Hayek acknowledges that
“competition can bear some admixture of regulation”, dthough he immediately adds

that there is “threshold”, which he leaves unspecified, where regulation transforms
“planning for competition” into “planning againgt competition”. Nevertheless the above
quotation seems to presuppose that regulation is some sort of optional burden which
competition hasto “bear”. Aswe have dready seen, this cannot be so given the role that
regulation, broadly understood, playsin Hayek’s (1944) own account of markets: it
legdly defines the “rules of the game” without which no market competition is possible.
There seems therefore to exigt, scattered throughout Hayek’ s work, sufficient eements
to authorize an indtitutiondist reading which points to an understanding of the market as
an “organized and inditutiondized exchange” (Hodgson, 1988: 174).

The way Hayek frames the issues of contracts that ground market transactions, thelegd
nature of the organisations, specialy corporations, that are, most of the times, interested
partsin amarket relation, or hisviews of the differences between competition and
monopoly offer further arguments to judtify this inditutiondist reading, abeit tempered
by arecognition that there isin Hayek a permanent reluctance to fully explore these

issues.

Contracts, as we have dready mentioned before, are one of the essentid elements of a
market transaction. The way contracts are antecedently framed is part of the process of
determining, among other things, the character of market relations, and the results that
individuas might expect to obtain in them (Finn, 2006). Thisinvolves a politica

decision about the type of transactions that are to be blocked by law and the typeswhich
are to be authorized and the ways by whichthey are to be so (Walzer, 1983). Hayek
(1948b: 115) implicitly concedes thiswhen he argues that the liberal dogan of “freedom
of contract” isdevoid of any practical meaning: “alega sysem which leavesthe kind

considers markets to be profoundly incompletein thisregard having to rely on, and be supported by, other
types of institutions for some forms of needed information and knowledge.
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of contractua obligations on which the order of society rests entirely to the ever new
decisions of the contracting parties has never existed and probably cannot exist”. This,
of course, seemsto give ample room for “vaue judgments’ which have to be made by
those who have the power to define the types of transactions which should be
recognized by law (Streit, 1997). Given thisview of the contractua nature of market
exchangeit is very difficult to claim, as Hayek (1944) does, that “planning for freedom”
should, among other things, be evaluated by its capacity to “keep pricesintact”, i.e. let
them amply be the result of “free exchange’ by individuds, endowed with particular
knowledge and desires. The difficulty stems precisdy from the fact that the transactions
that will determine prices are antecedently shaped by the inditutiona arrangements of
which contracts are a part (Bromley, 2006). Of course, when Hayek speaks about the
need to keep pricesintact, heisarguing againg policiesthet tried to directly control or
fix prices or dlocate resources through non-market means, but this seems to preclude
him from inquiring into the ways that dternative ingtitutional arrangements conducive

to market competition generate different congtellations of prices.

Therole that “vaue judgments’ play in framing the conditions for market competition
isaso evident in Hayek’ s view of corporations as creations of law. In fact, dthough
Hayek is rather parsmonious when talking about one of the most fundamenta non-
market organizations in cgpitaism, he does argue that its shape, nature and evolution
are basicaly aproduct of decisions taken by policy-makers. Hayek congantly links this
Issue with the nature and scope of contracts, the origins of monopoly and the nature of
competitior?. Indeed, when discussing the growth of the corporation and the
monopolization of important economic sectors, Hayek (1944) argues that these are not
the inevitable result of incontrollable and unavoidable technologica processes, but the
result, on the one hand, of policy induced “atificid” barriersto entry in an increasing
number of sectors and, on the other hand, the consequence of the way law has provided
undue advantages to corporations by giving them rights which should be reserved to the
“natural perso” (Hayek, 1948: 116). It isinthe context of a discusson about these
processes that Hayek (1944: 50) has one of its mogt idedigtic formulations. “the

® See for example Hayek (1944: 45-58, 1948b: 115-116 and 1960: 230-232)
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intellectua history of the last Sixty or eighty yearsisindeed a perfect illudtration of the
truth thet in socid evolution nothing is inevitable but thinking makes it so”.

This last formulation shows Hayek’s belief that the indtitutiond conditions of a
competitive market order can be nurtured by appropriate legidative policies, the product
of aparticular and mdleable “climate of opinion”, which itsdf is aso shaped by law. It
istherefore crucia for Hayek (1944: 204) that “the monopolistic organisation of
indudtry” ceases to be promoted and becomes instead the “whipping boy of economic

policy”.

Nevertheless, Hayek’s “optimistic’ view about the possibility of competition means that
permanent monopoly, the only cause of concern in this area, can become arare and
Innocuous Stuation, but only if avagudy defined set of inditutiona arrangements are
adopted which seem to presuppose a“ strong [and autonomous| state” capable of
blocking the potentia abuses committed by corporations which may tend to avoid
competition by demanding al sorts of particular protections. Hayek’ s view of the
conditions that must be reunited for competition to operate are in fact quite generd and
seemingly undemanding. They can only understood having his particular view of the
“market process’ inmind. Hayek (1948c) aways distanced himsdf from the “datic’
view of perfect competition focused on the conditions which guarantee that

“equilibrium” is reached at the outset — “ complete knowledge about the relevant facts’,
large number of sdlers and buyers which are assumed to be price-takers of a perfectly
homogenous commodity or “free-entry” and perfect price flexibility (Hayek, 1948c:

95). He condders that this way of thinking about market competition not only blinds
economigtsto its red features and advantages as an open-ended and dynamic process of
rivary, but aso directs them to a vain search to reengineer markets so asto try to create
those unattainable conditions, something which runsthe risk of desiroying competition

asit can exig in the real world.

Instead, Hayek (1948c: 101) considers that one should learn to judge competitionin
markets as the best way available to solve the economic problem of society which is
“dways avoyage of exploration into the unknown, an attempt to discover new way's of

doing things better than they have been done before’. If thisis so then “planning for
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competition” isless about imposing “ perfect competition”, then about pragmaticaly
guaranteaing that “there is competition a dl” (Hayek, 1948c: 105). For Hayek (1944,
1960) this seem to rely on the capacity of the state to guarantee that no individua or
organization is barred, provided that certain generd conditions are met, from entering
into a particular market. But, as Streit (1997: 43) has argued “with freedom to compete
asthe frame of reference ingtead of an ided competitive process, identifying restrains of
competition becomes more a matter of vaue judgments than it may have been before’.
Thisismainly 0 because, as Streit (1997) and Palermo and Palermo (2005) have noted,
the static conception of efficiency ceasesto be ussful to evaluate what it is essentialy

an open-ended processin which afind state never seems to be reached™®.

Barred “force or fraud”, themsalves concepts open to interpretation and dispute, Hayek
optimidicaly considers that monopoly is dways atemporary phenomena bound to be
threatened by potentiad competitors. Thisthreat isitself sad to be sufficient to prevent
al formsof “abuse”’ and to assure the existence of the indispensable “bracing air of
competition” (Hayek, 1944: 200). But snce he acknowledges that monopoly canbe a
permanent feeture of certain sectors— asin the case of “public utilities” — he hasto rely
on the aforementioned “ strong state”’ to impose forms of discipline and regulation that

curb private forms of power.

In this section, we have looked at certain features of Hayek’ s thought about markets as
inditutions structured by the power of a state which has to “plan for competition”.
Hayek’ s pogition on thisissues can summarised by Kenneth Arrow’ s dictum: “the
definition of property rights based on the price system depends precisay on the lack of
universdity of private property and of the price system” (quoted in Hirsch, 1976: 193).
Let usnow andyse Hayek’ s views of Stuations that are conventiondly, and
inaccuratdy as | shdl argue, thought under the label of “market failures’ —
“externdities’ and “public goods’.

109 This means, as we shall see bellow, that Hayek’s own views about the nature of market processes seem
to preclude the definition of any clear-cut criteriato evaluate their welfare properties. The same can be
said of other institutional arrangements.
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3. Public goods and exter nalities as sour ces of political and moral dilemmas

Hayek dways considered the market to be a necessarily incomplete mechanism of
provison. It not only needs a set of background conditions, to be assured by the State,
but it isaso incgpable of providing certain goods and services without which no viable
capitaist society can be said to exid. Inredlity, as it has been emphasised by severd
commentators™, Hayek seems implicitly to adhere to a“market-failure’ type of
reasoning Since he recognizes that there are public goods, i.e. goods, which seemingly
dueto ther intringc characteristics, cannot be provided through “the competitive
system” *2. The following formulations are representative of Hayek’s (1948b: 111)
views on thisissue and they are often repested throughout his work:

We must, of course, not forget that there arein amodern community a considerable numb er of
serviceswhich are needed (. . .) and which could not be possibly be provided by the market for the
obvious reason that no price can be charged to the beneficiaries or, rather, that it is not possible to

confine the benefits to those who are willing or able to pay for them.

In the context of this discusson, Hayek (1944: 40) frequently mobilises Adam Smith's
famous judtification for the existence of an agenda for government, to support his
argument:

To create conditions in which competition will be made as effective as possible, to supplement it
where it cannot be made effective, to provide the services which, in the words of Adam Smith,

‘though they may be in the highest degree advantageous to a great society, are, however, of such a

1 see, for example, Kley (1994: 86) and Jasay (1996: 112).
12 A public good, as conceived by conventional economic theory, is an ideal-type construction exhibiting
two main features which supposedly capture the characteristics of an important range of goods: (1) there
is‘no-rivalry’ in the consumption of the good since its use by one individual does not diminish the
quantity that is available for others; (2) thereis no possibility of excluding from the consumption of the
good those that have not paid for it. Giving the assumption that individuals are selfish and make decisions
on the basis of a computation of the costs and benefits for themselves of different courses of action, a
strategy of free-riding on others’ contributions would prevail and therefore individuals would be trapped
in asituation where the public good is not provided, or at least not in the quantities desired, if they rely on
“voluntary” mechanisms of amarket-like nature. Given this situation, there emerges a powerful argument
to use the “coercive’ apparatus of the state to oblige individuals to contribute, through the tax system, to
the provision of public goodsor, aternatively, to assure, whenever possible, the creation of a costly and
well-defined property rightsregimeto assure the possibility of exclusion which means turning the public
into aprivate good (O’ Neill, 2006).
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nature, that the profit could never repay the expense to any individual or small number of
individuals', these tasks provide indeed a wide and unguestioned filed for state activity.

The examples to which Hayek dludes also tend to repeet themselves: “such are most
sanitary and heslth services, often the congtruction and maintenance of roads, and many
of the amenities provided by municipdities for the inhabitants of cities’ (Hayek, 1960:
196)*3. Jasay (1996: 112) has criticised Hayek for acoepting “the text-book division of
the universe of goods and servicesinto two exogenoudy determined halves, public and
private’. He further argues that in redlity “there is no such exogenous divison’ because
“over the universe of goods excluson cogt is a continuous varigble. Where society
draws the dividing line between public and private goods is an endogenous decision’.
(Jasay, 1996: 112). Although these important remarks help to darify the potentia
sources of Hayek’ s ambiguity in this regard, they seem to miss his own admisson of the
impaossibility of drawing a clear-cut line between private and public goods. Indeed,
Hayek recognizes this when he argues that “we shdl find that in some measure this kind
of case shades somewhat gradudly into those in which the whole of the services
rendered can be sold to whoever wants to buy them. At some stage or other we shall
certainly have to consder which services of this kind we must dways expect
governments to provide outside the market” (Hayek, 1948b: 111-112).

Furthermore, and as his own examplesillugrate, Hayek is aware of the politica and
normétive conundrums that can be raised in this regard, dthough heis dso committed

to avoid them to the maximum extent possible. It is worth emphasizing that Hayek
seems to use expressions such as “cannot be priced” or “no price can be charged” to try
to reduce the existence of public goods to a seemingly technica problem which impars
their provision through the market. This problem of course sems from the

impossihility, or at least the difficulty, of excluding from the enjoyment of the good

those that do not have paid for it. But even if the criteria of nonexcludability could be
made somehow operationd, it is till very much dependent on a previous palitical
decison regarding which goods of this type a community decides to provide because it

13 The casefor the state-sponsored provision of some kinds of information and knowledge, which Hayek
also seems to accept, could also be considered under the heading of the public good idea, but as they also
rise particular problems of their own, it is better to treat them separately .
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understands that they “are needed” and, as importantly, what are the amounts,
digribution and particular forms that their provison should assume. Hayek uses the
rather undefined, and potentialy dastic, concepts of “collective wants’ or “highly
desirable public goods’ to dlude to this unavoidable political dement (quoted in Jasay,
1996: 112). Furthermore, and to complicate matters even more, Hayek sometimes refers
to goods and services which ought not to have a price given the prevailing

understanding, among the mgjority of the members of particular political community,
about them and about the way they should be provided (Hayek, 1939, 1960). The mere
recognition thet this may offer vaid reasons to introduce non-market dementsin their
provision process has of course huge implications for the scope and extension of
markets. Gray (1989: 112) seems therefore to be in firm ground when he claims that
Hayek is never “ pecific about whether these public goods would have to satisfy
technicd criteriajoint provison and non-excludability, but it is gpparent from his
discussion of detailed cases (. . .) that he does not intend the publicness of public goods
to be construed too grictly”.

This means thet other criteria seem to enter into Hayek’ s account of public goods. In
this context, one might refer to Anton's (2000) digtinction between the two senses that
the word public good has acquired in the literature. And both seem to be present in
Hayek’ swork. According to the first, public goods are “bound up with market society
and the indtitutiona underpinnings of such asociety” (Anton, 2000: 3). This implies

that they are smply afunctiona gppendage that assure the proper working of markets.
Thisidea of public goods seems to encapsulate most of Hayek’s concernsin this area,
dthough it is dso far from clear how to draw clear lines here. According to the second
sense, public goods are conceived as a commonstock, i.e. “socia property from which,
like a public park, we have aright not to be excluded” (Anton, 2000: 4). The examples
of public parks and other urban amenities to which Hayek (1960: 226) dludesimply a
recognition of the existence and importance of this second category.

Given thisfact, there is afurther ditinction, recently put forward by O’ Neill (2006),
which might be useful to try darify the sources of Hayek’ s dilemmeas. One canthen
conceive a public good as conventiona economic theory has done — where the

impossibility of excluson appears as more or less essential feature of the good in
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guestion— or, alternaively, one can explicitly introduce a mord dimension in this
discussion by referring to normative public goods, i.e. those goods which are
understood in such away that it isrealized that nobody should be excluded from their
use (O’ Neill, 2006). In redity, “while the senses are digtinct, arguments that a certain
good isa public good in the economic sense sometimes seem to be used as a surrogate
way of defending the public nature of the good which for quite distinct reasonsis
believed to be a normative public good which ought to be nonexcludable’ (O’ Nalll,
2006: 51). | think that Hayek sometimes uses this strategy precisdy to try to circumvent
the normative discusson But once this unavoidable eement is uncovered, then the
expressive dimension of the way certain goods are provided, regardless of the way their
particular characteristics make their excluson more or less difficult or more or less
coslly, becomes clear: “The goods that any community defines as normative public
goods from which members should not be excluded define the relationships of need and
mutud obligation that are condtitutive of that community” (O’ Neill, 2006: 52).

The aove definition is of course part and parcel of an open-ended and contested
politica process whose frontiers cannot be decided apriori by taking refuge on atype of
reasoning which triesto present this question asiif it was part of a purely technicd and
depoliticised exercise. A careful reading of Hayek makes clear that, hisfunctiondist
arguments notwithstanding, public goods are an additiona avenue contributing to blur
the clear lines he sometimes would like to draw between the “ agenda and non-agenda of
government”.

Asit iscommon in mainstream economics, Hayek’ s discussion of public goodsis
embedded in the wider problem of externdities, i.e. the consideration of the effects an
actor’ s action can have upon other actors, either detrimenta or beneficid, which, giving
the exiging inditutiond arrangements, do not seem be taken into consideration by the
actor who has generated them because there were not transmitted by the price system
(Barry, 1979; Bromley, 1989). This points precisely to the important issue of the nature
and scope of interdependencies and how the ingtitutional arrangements of a given
society are set to manage them (Samuels, 1992). Hereis how Hayek (1944: 39-40)
framesthisisue
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There are, findly, undoubted fields where no legal arrangements can create the main condition on
which the usefulness of the system of competition and private property depends: namely, that the
owner benefits from all the useful services rendered by his property and suffers from all the
damages caused to others by its use(...) In such instances we must find some substitute for the

regulation by the price mechanism.

This seemsto presuppose that externdlities, calling for some sort of state-sponsored
regulation, only arise whenever it is not possible, through a proper definition of property
rights, to corfine the costs or benefits of certain actions to the actor who is responsible
for them. Given a certain structure of incentives, “where there is a divergence between
the items which enter private cdculation and those which affect socid welfare’, and
certain assumptions about individuas motivations and knowledge of the impact that
their actions have upon others, Hayek seems to accept that “harmful effects’ like
“amoke or noise of factories’ will, in the albbsence of deliberate governmenta action,
tend to be higher than otherwise would be the case (Hayek, 1944: 40). Of course,
precisaly the contrary tends to happen when one consders beneficid effectsfor which
the actor respongble for them is not somehow compensated. Property rights, however
defined, cannot aways be expected to do the job of generating the appropriate
Incentives to make economic actors “interndize’ dl socidly rdevant externdities
Furthermore, private solutions, according to which people may be “willing to submit to
the damage for an agreed compensation” do not seem to be capable of solving most of
the problemsin thisregard (Hayek, 1944: 40).

Once again Hayek isnot a al clear about the pervasiveness of this type of phenomena
nor about the merits of the dternative forms that are available to remedy them. But he
accepts that thisis one of the main areas where the market systemfails to generate
gppropriate results. And this recognition, as Block (1996: 347) has argued, isa veritable
“Pandora s box” which “once open it islogicaly impossble to close agan” because
externdities are a ubiquitous and unavoidable feature of economic and socid life where
interdependency isrife snce every action will dways have an impact on others
(Samuds, 1992: 92). Furthermore, and to make matters still more complicated, the
patterns of externaities are themselves a function of a previous dlocation of legd rights
which by determining the legitimate avenues for human action influence the
interdependencies that will be generated (Samudls, 1992). This means that “the
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elementd questions of policy are: whose interests, whose freedom, whose capacity to
coerce, who may injure whom, whose rights and who decides? Nowhere are these
problems more obvious and important than in the matter of externdity solutions’
(Samuels, 1992: 99). Therefore, externdlities are not a mere resduum to be taken by the
date, but are part and parcel of what isinvolved in the policy-making process of
defining what costs a certain actor has to take into account in the activities he develops
and what costs he can impose on others: “This struggle between those causing costs —
and those on whom they fdl — is a the heart of conflicts of the legd foundations of a
market economy” (Bromley, 2006: 63-65).

The ubiquity of externdities broadly concelved is actualy recognised by Hayek when
discussing the problematic nature of precisely defining the contours of individuas
“private sphere’ to be protected by law and not be interfered with (Hayek, 1960). Hayek
(1960: 127) rgects John Stuart Mill’ s criteria of grounding its definition on the
digtinction between the actions that only have an impact on the individud itsdf and the
actions that have an impact upon others, precisaly because “there is hardly any action
that may not concelvably affect others’. This issue isthereby much more difficult to
seitle since “in determining where the boundaries of the protected sphere ought to be
drawn, the important question is whether the actions of other people that we wish to see
prevented would actudly interfere with the reasonable expectations of the protected
person” (Hayek, 1960: 127). Of course, the process of determining the reasonableness
of expectationsis bound to be amatter of hard to solve politica dilemmeas which cannot
be settled by any indisputable criteria

Nowhere are these problems clearer than in the area concerned with the definition of
property rights which are said to be part and parcd of the individuas' private sohere to
be protected by the state. Hayek reveds an understanding of the tremendous
implications thisissue has for the liberd case given the complex interplay between
externdities and property rights. This clearly contradicts some of his more confident
formulations about the conditions that have to be reunited for private property rights to
correctly guideindividuds decisons — that dl relevant costs and benefits of their
actions mug fal within the private boundaries defined by law —, and the extent to which
this Stuation can be in practice achieved:
21



Where the law of property is concerned, it isnot difficult to see that the simple ruleswhich are
adequate to ordinary ‘mobile’ things or ‘chattel’ are not suitable for indefinite extension. We need
only turn to the problems which arise in connection with land, particularly with regard to land in
modern large towns, in order to realize that a conception of property which is based on the
assumption that the use of aparticular item of property affects only the interests of its owner
breaks down. There can be no doubt that a good many, at least, of the problems with the modern
town planner is concerned are genuine problems with which governments and local authorities are
bound to concern themselves (Hayek, 1948b: 113).

There are at least two issues at stake here. Firdly, there is the thesis that the importance
of “neighbourhood effects’ tends to increase with the growth of cities (Hayek, 1960).
Secondly there isthe recognition that this more or less unavoidably generates new
dilemmeas for public policy. These have to do, asindicated above, with definition of the
fundamentd indtitutiona underpinnings of the economy since “the cogtsinvolved in

large numbersliving in great density not only are very high but are dso to alarge extent
commund, i.e., they do not necessarily or automaticdly fal on those who cause them
but may have to be borne by dl”. In this context, Hayek iswilling to do little more than
resffirming the chalenges that this poses for the liberal program: “The generd formulas
of private property or freedom of contract do not therefore provide an immediate answer
to the complex problems which city liferises’ (Hayek, 1960: 296). But he concedes
that the complex problems of externdities seem to cdl for some forms of town planning
which are capable of transcending the atomization created by narrowly defined private
property rights through a redlocation of some eements of “the bundle of rights we cdll
‘property’” to some planning unit, public or private, which is capable of better

managing these “neighborhood effects’.

Perhaps to avoid discussing some of the most vexing issues in this area, namely the
criteria used to define how these rights are to be alocated among the contending parties
and how to identify the nature of the cogts that the different units are able to impose on
others, Hayek seemsto retort to the above mentioned unspecified criteria of
“expediency”: “The main practicd difficulties arise from the fact that most measures of
town planning will enhance the vaue of some individud properties and reduce that of
others. If they are to be beneficid, the sum of the gains must exceed the sum of the
losses’ (Hayek, 1960: 304). Nevertheless, and as it has be emphasised by the
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inditutionalist tradition in economics, the definition of whet is a benefit and what isa
cost depends on a previous alocation of rights and cannot therefore be used to justify
them (Samuels, 1992; Bromley, 2006).

Thisonly servesto reinforce Bromley’ s point that “the bulk of what happensin
externdity policy concerns the necessary restructuring of inditutiona arrangements
(property rights)”. This process cregtes huge dilemmas for public policy because the
way economic units perceive the costs and benefits of their actionsis precisdy
dependent on a previous definition of “the rights-obligation structure” of the economy
in a context where interdependencies are bound to be rife and conflicts will abound
given theissues a stake (Chang, 2002). In the end, the way this problemwill be
approached, as Samuels (1992) clearly indicates, is very much dependent on the vaues
and ideologies that are able to shape public policy. Although, he did not directly
confronts these issues, Hayek shows a clearer awareness of the political and mord
dilemmasthey pose for his verson of liberdism and for its preferred indtitutions,
making the definition of clear lines between “the agenda and nonagenda of government”

ever more dusive in acepitdist system.

4. The epistemic role of government

This section considers what might be caled the “knowledge argument” in Hayek's
agenda for government. By this a least two things are meant: on the one hand, Hayek’s
argument that there are certain forms of knowledge which might require the existence,
and the sustenance by the State, of non-market ingtitutiona arrangements; on the other
hand, the recognition that Sate authorities are sometimes in a better position to promote
the digperson through society of forms of knowledge which can advantageoudy be
made accessible to dl. These can aso be used in the indigpensable politica regulation

of markets.

One of Hayek’s main contributions to political economy and to socid theory in generd
Isthe exploration of the systemic implications of the fragmentary, dispersed and
incomplete nature of human knowledge (Gamble, 2006). In fact, every socioeconomic

system has to be assessed according to its capacity to use, to the maximum extent
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possible, the “knowledge of circumstances’, which “never existsin concentrated or
integrated form, but soldly as the dispersed bits of incomplete and frequently
contradictory knowledge which al the separate individuals possess’ (Hayek, 1948d:
77). Hayek’ s epigemic critique of socidist proposals for planning, made within the so-
cdled socidist caculation debate, is premised upon the idea that central authorities
cannot expect to have access to, and make use of, dl the knowledge which is dispersed
through amyriad of economic actors. In particular, central authorities cannot expect to
profit from the mutable knowledge of “particular circumstances of time and place’
which, by its own nature, is only accessible to “the man on the spot” and which camat,
a least not in its entirety, be transmissible through the formaized procedures

necessarily embodied in central planning (Hayek, 1948d: 80). The economic importance
of this knowledge requires the existence of inditutiona arrangements which give anple
room for economic actors to make decisions, as producers or as consumers, based on
their own evauations of the particular context they are facing and of the opportunities
thet it may offer to them. This Smultaneoudy requires forms of decentrdization and
coordination which, according to Hayek, only the market, despite dl itsimperfections,

isableto provide.

The market is then said to be an indispensable coordination device which creates the
conditions, by generating pecuniary incentives, for economic actors to make the best use
they can of the different forms of knowledge that each one of them possesses.
Furthermore, and as result of the process of market competition, there tends to emerge a
congellation of prices which synthesize and diffuse some of the knowledge that was
previously dispersed and which dso functions as a 9gnding and informationa device
that help economic actors by giving them a condensed overview of the economic
landscape that they are facing. In this process, market prices not only help economic
actors coordinaing their individud plans, but aso to revise them and evento forge new
ones, thereby creating an adequate environment for the discovery of vauable new
knowledge. Throughout Hayek’ s work, as O’ Neill (1998: 129) has synthesized, “the
market is presented as a self-regulating economic homeodtat, providing the
informationa feedback between economic actors necessary for the mutud adjustment of
their activities’.
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Neverthdess, this “economic homeostat” requires antecedent non-market inditutiona
arrangements which, among other things, have to guarantee the existence of knowledge,
most vishly of atechnica and codifiable kind, which the market seems sometimes
incgpable of generating by itsdf. Since these forms of knowledge are helpful for
economic actors in their market activities, they should also be made widdy available.
Hayek (1944) consders that the state, as part of itsoverdl function of “planning for
competition”, might have to assure the existence of “channels of information” available
to dl agents who happen to need access to them. Hayek (1960: 195) clarifies what
might be involved here

A great many of the activities which governments have universally undertaken in thisfield and
which fall within the limits described are those which facilitate the acquisition of reliable
knowledge about facts of general significance. The most important function of thiskind isthe
provision of areliable and efficient monetary system. Others scarcely less important are the setting
of standards of weights and measures; the providing of information gathered from surveying, land

registration, statistics, etc.; and the support, if not also the organization, of some kind of education.

This means, as Greenwood (2007: 428) has recently emphasized, that “Hayek does not
entirely rgject the possibility of centralized indtitutions having access to economicaly
relevant knowledge’. Since Hayek considers that the market might not be entirdy
conducive to the emergence of some forms of “reliable knowledge”, dthough it badly
needs them for its proper functioning, the sate should step in, supporting inditutions
whaose main functionis precisaly to assure thet it is made available. The question is
thereby one of recognizing the epistemic virtues of markets and of the congtdllation of
pricesthat are generated in them, while retaining the idea that markets, and the patterns
of interaction they fogter, are not enough in terms of assuring the diversity of knowledge
that society needs. Finding the best articulation between adiverse set of ingtitutiond
arrangements is the challenge to be met. Although, as dways in Hayek, thisarticulation
Is asymmetric Snce non-market ingtitutiona arrangements should be geared and
subordinated to the need of assuring that individuals possess the best context possible to
be able to make their market decisons. This becomes very clear when, in discussing the
exploitation of natural resources, Hayek (1960: 321) clams that:



It cannot be denied that there are some facts concerning probable devel opments which the
government ismore likely to know than most of the individual owners of natural resources. Many
of the recent achievements of scienceillustrate this(...) We can bring together all the knowledge
that is relevant to particular problems only by dispersing downward the generic knowledge

available to government, not by centralizing all the special knowledge possessed by individuals.

Thisformulation complements Hayek’ s (1948d) “knowledge argument” againgt
socidig planning. It retains the idea that the function of government is not to substitute
itself to the decisons made by the “man on the spot”, whoever he or she might be, but
instead to make available knowledge that might be of vaue. This dso helpsto clarify
not only the position of the state in this area, but dso the forms of knowledge in which
it might have a comparative advantage: expert knowledge, based on scientific
invedtigation, with higher chances of being codifiable and thereby easly transmitted
throughout society. Besides dispersing this sort of knowledge, presumably through non
market means, the state can, in certain circumstances, make good use of it to regulate
markets, i.e. to shape the rights and obligations of the different parts of an economic
interaction.

The need to avoid “arbitrary discrimination between persons’, said to be present for
examplein dl effortsto directly influence prices or supply, explains Hayek’ s (1960:

199) reluctant acceptance of state-ponsored regulation of markets. This reluctance can
also be seen by Hayek’ s dams that this should be constrained by a cost- benefit exercise
presumably done by government. This reinforces the idea that the state must have

access to impartid expert knowledge not only about the workings of the sectorsto be
regulated, but dso about the likely net effects of the particular measures being

discussed. Hayek (1979: 62) gives afew examples of the type of regulations thet it

might be “expedient” for the state to enforce:

Building regulations, pure food laws, the certification of certain professions, the restrictions on the
sale of certain dangerous goods (such as arms, explosives, poisons and drugs), aswell as some
safety and health regulations for the processes of production and the provision of such public
institutions as theatres, sport grounds, etc., certainly assists intelligent choice and sometimes might
be indispensablefor it. That the goods offered for human consumption satisfy certain minimum
standards of hygiene, as for example that pork is not trichinuous or milk not tuberculous, or that

somebody who describes himself by aterm generally understood to imply a certain competence,

26



such as aphysician, really possesses that competence, will be most effectively assured by some

general rules applying to all who supply such goods and services.

Thisligt, which has the advantage of sysematizing a set of regulaions recognised as
potentially necessary for the functioning of markets at least snce The Road to Serfdom
and further discussed at length in the Constitution of Liberty, aso reveds the degree of
technical competence and expertise that might be needed to assure a proper functioning
of markets. It aso showsthat, in Hayek’ s view, markets might not automaticaly create
the right conditions for knowledge about goods and servicesto be avallable to dl who
might need it, specidly to consumers who seem to be particularly vulnerable in this
regard. By regulating markets, through the enforcement of rules and standards, the Sate
assures the community that the goods and services being provided have certain
characteristics. Mogt of the times this can only be ascertained by having accessto the
requisite expert knowledge. Giving the redlity of the divison of knowledge in society,
most people cannot expect to possess this knowledge about the variety of goods and
services that might be accessible to them. Thereby, behind Hayek’ s (1948d: 86) famous
contention that the “mogt significant fact about this system [the congtellation of prices,
permanently being generated in markets is the economy of knowledge with which it
operates, or how little individua participants need to know in order to be able to take
the right action”, lies a st of state-enforced ruleswhich contribute to assure this by
other means. Otherwise, how could Hayek claim that with the right type of regulations
in place “the choice of consumer will be greatly facilitated” (Hayek, 1979: 62)? This
squares well with Fleetwood contention: “Hayek argues that the discovery,
communication and storage of knowledge is facilitated not by the telecom system alone
but by the telecom system articulating with, and embedded within, a dense web of

socid rules of conduct”. As shown above, at least some of these rules, and the
knowledge they embody, have to be deliberatdly imposed by the state. And this process,
as Hayek (1960: 197) acknowledges, has an impact upon the structure of the costs that
corporations have to face and presumably on prices. This only means, as indtitutiona
economists have emphasized, that the rules that structure markets help to determine who
iIsmore likely to bear the costs of economic activity, regardless of these being mediated
by prices or not (Bromley, 2006).
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The articulation between expert knowledge and certain types of socid rulesdlow usto
point to some specific inditutiond arrangements which might be conducive to their
emergence and diffuson Thisis particularly important as far as scientific knowledge is
concerned. Again Hayek congders that the am of furthering the “disperson and
increase in knowledge throughout the community at large’ requires some sort of state
assstance. Thisis so because “the benefits that a community receives from its scientists
and scholars cannot be measured by the price a which these men can sdl particular
sarvices, snce much of ther contribution becomes fredy availableto dl” (Hayek, 1960:
331)*, Hayek thereby seemstto rely, to an ungpecified extent, on other indtitutional
mechanisms to assure its emergence. Thisis not only amatter of expecting the Sate to
depinto correct a“market fallure’, by assuring that public financing is available to
sugtain scientific research, but also amatter of acknowledging that the * advance of
knowledge’ requires “academic freedom” which presupposes the existence of
indtitutions organized in a particular way (Hayek, 1960: 336). Appropriate conditions
must then be created. Indeed for Hayek (1960: 338):

There should be as many independent centers of work as possible, in which at least those men who
have proved their capacity to advance knowledge and their devotion to their task can themselves
determine the problems on which they are to spend their energies and where they can expound the
conclusions they have reached, whether or not these conclusions are palatable to their employer or
to the public at large. In practice, this means that those men who have already proved themselves
in the eyes of their peers, and who, for this reason, have been given senor positionsinwhich they

can determine both their own work and that of their juniors, should be given security of tenure.

Scientific knowledge can then only flourish in an environment where researchers have
the capacity to conduct their own work with a certain degree of autonomy. Thisis
achieved, on the one hand, by processes of partia detachment from market pressures or
from the hierarchica and command structure of the capitalist firm geared towards
profit-making, and, on other hand, by assuring that the coercive apparatus of the state
does not impose some blueprint to guide the research efforts to some politicaly

14 It isworth noting that Hayek (1948b: 114), in the context of a discussion of what “the preciserights are
to be which the government ought to protect”, manifests his skepticism about the advantages of the
extension of property rightsto knowledge, through the adoption of patents, as away to create the
incentives for the promotion of scientific knowledge.
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preconceived end. Strangely, even while seemingly aware of the dangers of both these
processes for what might be called, following Macintyre (1985), the “interna goods’ of
the scientific practice, Hayek (1960: 339) seems to take for granted the existence of the
conditions that would alow them to be successfully blocked: “The need for protecting
indtitutions of learning againg the cruder kind of interference by political or economic
interests is so well recognized today that there is not much danger of its being
successfully exercised in reputable inditutions”.

Hayek’ s “agenda of government” in the area of the diffusion of knowledge adso includes
the pleafor the state to enforce “compulsory education up to a certain minimum”,
athough he does not dlearly specify what that minimum should be, and to guarantee
that everyone has access to it (Hayek, 1960: 325). Thisimplies a“ddiberate effort” to
surmount some of the obstacles that may prevent individuals to have accessto certain
forms of knowledge but aso, and perhaps more importantly, to create the conditions
that enable them to develop skills and capacities that will partidly determine their
subsequent degree of autonomy, or, as Hayek (1960: 325), the degree to which they will
“judge well for themsalves what will be useful to them”. In the context of this
discusson, Hayek not only recognizes that a market society can only function if
individuas share some “ stlandard of vaues’, which supposedly can be taught and
learned, but also that their pogition in the divison of labour and their capacity to profit
from, and to contribute to, the forms of knowledge that it involves will be somewhat
shaped by what they have previoudy learned. Once again the need to articulate market
and non-market structuresis clear inthisregard. Asit is clear in the agenda that Hayek
proposes for the organisation of the school system. Hayek (1960) fully endorses
Friedman’s (1955) famous and controversid plan to indtitute a sate-financed voucher
system that tries to combine the public financing of education withits private provison
The proclaimed objective is to retain the advantages of competition and decentraization
without the creetion of barriers, through the price system, that would exclude
individuas from the compulsory education that the community has the advantage to
guarantee to dl its members. Thisisnot only squardy in line, asit shdl be argued in the
next section, with Hayek’ s vison of what he labeled the “ service state”, but dso reveds
some of the principles that might support its deliberate organization.



6. The ‘service state’ or the palitical sustenance of a market society

Hayek was a critic not only of socidist proposds for centra planning, but o of socid
democratic efforts of “muddling through” by introducing reformsin the fundamentd
inditutions of capitalism While recognising the unavoidability of markets, socid
democracy would dill have the counterproductive am of assuring a distribution of
resources based on criteria of socid justice which would be incompetible with a market
society. It has been daimed, among others by Gray (1989: 131), that “the ground of
Hayek’ s arguments shifts and becomes less clear” as his criticisms move from centra
planning to the politica practices he associated with the “muddle of the middl€’ typica
of western post-war governments, particularly in the areas associated with the welfare
state. Burczak (2006) argues that thisis partialy because Hayek accepts the need for a
socid-safety net, but does not give clear reasons that might ground its existence nor the
correspondent obligation of governments to provide it. This sesems another instance of
what Block (1996) refers as Hayek’ s unprincipled compromises with “state
interventionism”.

In the context of the redefinition of the liberd agenda of government, Hayek accepts the
need for some form of state-sponsored support to individuds. Thereis then an effort to
put forward some generd principles that might help to assure that its more or less
unavoidable growth would be “entirdly compatible with the functiona requirements of a
market systent” (Kley, 1994 86). Inthis, asin dl other areasthat are part of the agenda
of government, Hayek arguesthat “it isthe character rather than the volume of
government activity that isimportant”.

He offers a careful formulation of the problem at hand: “we cannot argue (...) agangt
the welfare dtate, for this system does not designate a definite system”. This so because
“what goes under that name is a conglomerate of so many diverse and even
contradictory eements that, while some of them may make a free society more
atractive, others are incompatible with it or may at least condtitute potentid threatsto
its existence” (Hayek, 1960: 226). Once again, lines have to be drawn here.



The concept of the “service state” encapsulates, or so we argue, Hayek’ s efforts to
devise aviable aterrative to some facets of the welfare state that he found wanting,
while retaining others, the main aim of which would be, according to Kley (1994: 86),
to check some of the threats to the palitica legitimacy of markets seemingly caused,
among other things, by their own failures. These could lead, for example, to the
exigence of forms of intense and avoidable deprivation anong a section of the

population. “Public assstance’ might be framed as a“ duty of the community”, but

could aso be thought, perhaps more appropriately for Hayek, as away to protect society

“from the acts of desperation on the part of the needy” (Hayek, 1960: 248). This, of
course, amounts to a recognition that the market might be incapable of automaticaly
guaranteeing the minimum conditions for dl individuas sustenance. Nevertheless, he
was dways confident that its wedlth- generating prowess could make it easy and
politicaly non-contentious to publidy finance a“service state’ designed to assure,
among other things, the security of a growing “minimum income’ (Hayek, 1944: 124).

Hayek presents the role of government in this area as the continuation, dbeit by other
means, of the decentraized initiatives, the charitable efforts and the solidarities forged
in more communitarian environments, through which, or so he argues, the problems of
poverty and of extreme need have aways been tackled (Hayek, 1960: 248). Hayek
(1960) then argues that the principles which have underlined previous, and apparently
successful, efforts at guaranteeing a“minimum sustenance’ to al in need can be
replicated by formsof public assstance exclusvely channdled to those who fall below
an unspecified, and seemingly higtoricaly contingent, minimum threshold. The concept
of human need appearsin the discussion a this sage. For example, Hayek (1960: 249)
speaks of “the extreme needs of old age, unemployment, Sckness’” as issues requiring
some form of government involvement, but without giving any indication about the
sandards through which these needs might be politically ascertained or recognized. He
also takes for granted that the existence of a social-safety to be provided “outside the
market” would not have mgor implications for the relative position and decisions of
individuasin markets and, in particular, for their degree of autonomy, for example, as
labourers. Nevertheless, it is clear that the establishment of a guarantee that some, even
if unspecified, “minimum of food, shelter and clothing, sufficient to preserve hedth and
the capacity to work, can be assured to everybody” has an impact on individuas
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capacity to structure the terms of market exchanges and indirectly on the resourcesthey
are able to command as result of that (Hayek, 1944: 124). This seems yet another
example showing the problematic nature of Hayek’ s (1944) contention that the state
should not interfere with markets so that prices are kept “intact” in their sphere. In
redity, by being involved in the definition and redefinition of the contexts where
markets operate, the state has dways an impact, even if an indirect one, onthe
congtdlation of markets prices that will eventudly emerge.

Asit was dluded before, Hayek’ sred priority in these areas was actudly to define the
character and the nature of the service ate in order to establish the guidelines to what
seemed the inevitable expangon of its 9ze, seemingly as the by-product of the redlities
of socid order inan “industrid society” (Hayek, 1960: 248). Here Hayek tries to
balance the recognition that there obvious advantages to be had by using the coercive
apparatus of the state to somehow regulate and guarantee the organization and
development of certain servicesin areas such as socid insurance and public assistance
to those who are digible for it, with the liberal principles through which he tries to draw
aprincipled line between the agenda and non-agenda of the service state: “Though
government must not use its power of coercion to reserve for itsdf activities which have
nothing to do with the enforcement of the generd rules of law, thereis no violation of
principlein itsengaging in dl sorts of activities on the same term as the citizens”

(Hayek, 1960: 196). This smply meansthat the government should avoid establishing
itself asthe sole provider of the sarvices by indituting monopolies and compelling
people to use them. Nor should the government give an undue advantage to it agencies
by entirely financing their functioning, by subsidizing their operations or by giving

them other specid conditions which are not avallable, on exactly the same terms, for the
privete initiatives that may eventualy emerge and be capable of meeting the same

generd conditions that the state defines for the provision of the services concerned.

The state can then guide, nurture and accel erate the development of certain services and
of new inditutiona arrangements through which they are provided: “thereislittle

reason why the government should not so play somerole, or even take the initictive,

In such areas as socid insurance and education, or temporarily subsidize certain

experimental developments’ (Hayek, 1960: 225). The government can even useits

32



powers to compel individuas to use certain services. Thisisthe case of “socid
insurance’. It is very interesting that Hayek sees this obligation as the result of the free-
rider problems emerging from the existence of a socia-safety net that guaranteesto dl,
regardless of their contribution, a certain minimum for their sustenance when certain
conditions are met. Compulsory insurance is a way to minimize the perverse incentives
that might then be created (Hayek, 1960). Here Hayek is rehearang the famous
dippery-dope argument, formulated in the Road to Serfdom, according to which a
dynamic of ate interventions is ensued by interfering with preexistent market
arrangements, while at the same time recognizing thet if the State intervenes according
to his own advises, this dynamic can actudly lead to the virtuous emergence and
development of new markets (Ikeda, 1997). In the area of welfare services this should
clearly be the state’ s overarching god. Hayek is thereby confident that through
intelligent public policiesit is possble to creste markets for welfare services while at
the same time guarantee, for example through subsidies, that everyone has access to
them. Thisis part and parcel of Hayek’ s effort to create the conditions for market
competition to emerge in certain areas of sodid life: “the manner in which the
government provides such services should not be such that it makes it impossible for
others to provide them” because “new methods may be found for making a service
sdeable(...) and thus make the market method applicable to areas where before it could
not be applied” (Hayek, 1979: 47).

The exigence of competition between providers, the possbility of choice, the
establishment, as far as possible, of aclose relation between what is paid and what is
provided and of a clear separation between this and public assstance to those in need
are, for Hayek (1960), the best ways to create or to replicate the virtues that he
atributes, if properly supported by the state, to markets:. the capacity to dlow for
experimentation, the creation of pecuniary incentives for the discovery and diffusion of
knowledge about new, and eventudly, better methods of provision or the possihility,
given to “consumers’, of choosing anong avariety of providers of welfare services.
The service gate is then opposed by Hayek to what he cdls “the household gate’, i.e.
the welfare state as a “ coercive monopolist” of socid services financed by progressive
taxation which aimed at achieving an a preconceived pattern of resource allocation
based on some unspecified and untenable notion of social justice (Hayek, 1960:).



On the contrary, Hayek’ s (1960) service state might be understood as the embodiment
of the liberal “gardener” which aimed at cresting and recresting the right context for
markets, with varied degrees of specificity, to emerge (Hayek, 1944). Furthermore, the
internd workings of the apparatus of the service Sate should themsalves be molded at
the image of the market. This is arguably dimensionwhere Hayek anticipates and
perhaps ingpires some of the principles that would latter guide what Marquand (2004)
labdls the ddliberate process of “market mimicry” in the organization of Sate
inditutions. Indeed, Hayek (1960: 230) was convinced that it was possible, through a
process of deliberate decentralization, to organize State activities so as to creste an
environment of desirable market competition between them:

There are strong reasons why action by local authorities generally offers the next -best solution
where private initiative cannot be relied upon to provide certain services and where some sort of
collective action is therefore needed; for it has many of the advantages of private enterprise and
fewer of the dangers of the coercive action of government. Competition between local authorities
or between larger units within an areawhere there is freedom of movement providesin alarge
measure that opportunity for experimentation with alternative methods which will secure most of

the advantage of free growth.

7. Final remarks

Thisatide hastried to explore the clam that thereis an ample and ineradicable agenda
of government in Hayek’ s recongtruction of the principles of liberdisnwhich
amultaneoudy reveds his view onthe main limitations of markets. These limitations

can be understood in two complimentary ways. On the one hand, markets require
antecedent palitical preconditions which they necessarily fal to provide. On the other
hand, markets cannot or should not expand to dl areas of human lifewhich are crucid
to socia order. And even if, and when, it is desirable that they expand to some of them,
thisis sometimes not possible without direct political guidance and support.

Inasense, Hayek acknowledges the validity of Polanyi’s (1944) central dam that
sodid life cannot be organized by exdusvey reying on the idea of the sdlf-regulating
market. His account of the traits of the market society thereby accommodates a certain

degree of inditutiond impurity. This has not been fully taken into account by some of



his critics. For example, when Hodgson (1999) claims that Hayek’ s intrandgent defence
of the market does not leave any room for the fact that no viable socioeconomic system
can exist without relying on a plurdity of patterns of interaction generated by different
inditutiond arrangements, market and non-market, he seems to underestimate the extent
of Hayek’s agenda of government. Even the epistemic defence of markets, which is
conddered one of the most solid arguments developed by Hayek, when discussed in the
context of the agenda of government, alows us to see the need that he has to argue for
an aticulaion of avariety of indtitutional arrangements which are needed to generate
different forms of knowledge. Although, as aways in Hayek, this articulation seemsto
be asymmetric since non-market indtitutiond arrangements should be geared and
subordinated to the need of assuring that individuas possess the best context possible to
be able to make their market decisions. But asymmetry is not the same as gppeding to a
purified economic system. It is aso true that this agenda can be conceived as a good
example of what Leys (2001) has recently caled the phenomenon of “market driven
palitics’, in the sensethat it isidedly directed towards the cregtion of markets in dmost
al areas of soaid life. But again this overarching god is tempered by arecognition,

abet arductant and under-theorized one, that there will aways be goods which have to
be provided and/or made somehow accessible to some groups according to non-market
principles or according to market principles tempered by particular forms of public
regulation and support.

Important tensons and difficultiesin Hayek’ s political economy are thereby created by
the sources of unavoidable impurity that have been identified in this article. The idea of
planning for competition reved s that there are dear inditutiondist dementsin Hayek’'s
view of the market. Indeed, from hisinquiry into the politica preconditions of the
market there tends to emerge a view according to which this indtitution can be
gructured in different ways, partidly asthe result of decisons made in the palitica
redlm, broadly understood, which will influence the patterns of interaction and the
results that individuas, in different socid pogtions, will thereby obtain. Furthermore,
regulation, the definition of property rights or the scope of contracts are repeatedly
referred as chalenges to the liberal agendain this regard, but they are never thoroughly
confronted perhaps because doing so would reved the eminently contested and politica

nature of markets. These ideas aso do not square well with Hayek’ sindstence on the



neutrdity of both the rule of law and the idedl liberd government bounded by it and
guided in many of its activities by a seemingly vague, gpalitica and ultimatey

untenable idea of expediency. We have argued that expediency, even if it could be made
operaiond within Hayek’ s subjectivist framework, does not suffice to ded with the
mora and politica dilemmasthat arise in the provision of public goods, in the
management of externdities or in the organization of the service date. All these issues,

as Samuels (1989: 428) has argued, are findly not “a matter of having the government
intervene into a process in which it hitherto had been absent but of (re)determining the
interests to which government will lend its support”.

The discussion of the agenda of government is dso difficult to articulate with a pogtion,
a so present throughout Hayek’ s work, which tends to portrait ingtitutions as the product
of spontaneous and unguided processes of evolution or to argue that the use of reason
can only have avery limited role in shaping socid order. It isnot by chance that when
discussing the role government, there emerges what Shearmur (2006: 164) labels
“Hayekian socid engineering”, i.e. the recognition that any market society may indeed
demand a congtant ddliberate politica effort to guarantee that its fundamenta

indtitutional arrangements are “intelligently designed and continuoudy adjusted”

(Hayek, 1944: 49).

The problematic nature of drawing clear lines between the agenda and non-agenda of
government or the impaossibility of creating an indisputable compass that might orient
how they are drawn then become clear. Keynes's chdlenge to Hayek’ s version of
liberdism remains partiadly unanswered. But perhaps this chalenge can never be met in
its entirety given the dynamics a work in every capitaist sysem. Indeed, when
discussng Hayek’ s palitica economy, Gamble (1985: 370) has perceptively argued
that:

Thereisadouble process at work in capitalism; constant pressure to expand markets and
commodity production, hence ever greater individualisation of needs and penetration of capital
into new areas; but at the same time constant pressure for non-market agencies to support and
sustain the process of capital accumulation by carrying the political, ideological, administrative, as

well asideological ‘deficits' it constantly generates.
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