BACK TO THE BOG, AUSTRIAN-STYLE!

J. Robert Subrick
Center for Institutional Reform and the Informal Sector
Department of Economics
University of Maryland
Robert@iris.econ.umd.edu

Abstract: Robust political economy begins with assumptions of self-interested planners
who lack perfect information. In such aworld, the social planner does not necessarily
outperform the decentralized outcome. Crampton and Farrant (2005) argue that the
inability to engage in economic calculation reduces the ability of social planner to extract
consumer surplus. Thus, the lack of calculation improves the welfare of the median
citizenwhich contrasts with conventional wisdom. We argue that they overstate their
results. First, the calculation argument fails because of its underdevel opment, not
because of the empirical record. Second, the welfare implications cannot be adequately
addressed by assuming diminishing marginal utility of income or using the median
welfarestandard. Third, robust political economy has not developed a model that yields
meaningful welfare comparisons. Thus, robust political economy remainsin its early
stages.

Reply from Crampton and Farrant follows.
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Introduction

The positive and normative implications of the socialist calculation debate
continue to elicit discussion. A full understanding of the Austrian position continues to
emerge as scholars attempt to evaluate the strengths and weaknesses of the participant’s
arguments (Boettke 2001). On the one hand, Oskar Lange and Abba Lerner articulated a
clear plan of how asocialist economic system might work based on the simple exposition
of the emerging genera equilibrium framework. On the other hand, the Austrian position
provided a general framework that differed significantly from the general equilibrium
approach of the market socialists that offered both conflicting predictions and welfare
implications (Lavoie 1985).

Inspired by the Austrian emphasis on the division of knowledge and mixed with a
healthy dose of Virginia Political Economy, a new research agenda has emerged- robust
political economy (RPE). This research program focuses on the robustness of political
ingtitutions to changes in assumptions regarding informational constraints and agent
motivation (Boettke 2001; Levy 1990, 2002). In particular, RPE stresses the welfare
implications of altering assumptions about the political policy making process. Thus, it

offers an dternative to conventional welfare economics.

Crampton and Farrant (2005, henceforth CF) have provided an interesting and
provocative critique of the nascent RPE research program. They have challenged the
importance of the arguments put forth by Mises and Hayek as well as the recent
extensions by Peter Boettke (2001) regarding both the positive and normative
implications of the impossibility of economic calculation in the socialist commonwealth.
CF argue that

Without the assumption of benevolent public agents, however, planner
inability to engage in economic calculation ceases to be a relevant
argument against the desirability of economic planning.

Sdf-interest trumps calculation and the Austrian argument fails; it represents an
interesting but minor contribution to the study of political economy. Assuch, it belongs
as an episode in the history of economic thought not a foundational piece of RPE.
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We argue that although CF provides a provocative analysis and in some respects
correct; they overstate the implications of their results. In particular, we examine three of
their propositions. First, the positive implications of the Austrian theory have not been
refuted by the empirical record. Second, the welfare implications of the monopolist
model cannot be adequately evaluated by invoking diminishing marginal utility of
income and the use of the median as a welfare standard. Third, the stationary bandit
model put forth by Mancur Olson does not necessarily support their claims. Olson’s
bandits both have perfect information and act in their self-interest yet two different
outcomes emerge. Furthermore, the relaxation of the perfect information assumption

does not yield unambiguous welfare comparisons.

One caveat remains in order: we do not claim that CF' s analysis lacks insight or
does not rightly highlight missing aspects for a theory of robust political economy. In
fact, they push the research agenda in the correct direction. Rather we argue that their

analysis represents a special case of exposing alarger problem within attempts to develop
an RPE.

Do the Worst Get on Top?

The Austrian argument put forth during the socialist calculation debate begins
with the assumption of benevolence on the part of socia plannersin aworld of imperfect
information. The cognitive limitations of the social planner force a shift from
benevolence to self-interest. Boettke (2001, 52) summarizes Hayek’ s argument as

follows:

... Since the economic knowledge necessary to plan the economy
rationally will not be available to planners, these decision-makers will be
forced to rely on the forms of information that are readily available, which
in this context comes in the form of incentives to exercise political power.

Boettke' s and the Austrian’s point seems straightforward. Suppose that well- intentioned
people attempt to plan the entire economy at itsinitial stages. Without market prices, the
relevant opportunity costs do not emerge in order to best alocate resources. In order to
make decisions, the social planners use information that they obtain cost-effectively. The

information obtained reflects the interests of the planners which do not necessarily
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correspond to the public welfare. That is, “Hayek’s argument is an application of
comparative advantage to the selection of leaders within the system (Boettke 2001, 52).”

It would appear that no controversial claim has been made.

Y et, CF challenge the hypothesis put forth by Hayek and Boettke on empirical
grounds. They claim that

If Boettke' s account were correct, we should expect the historical record
to be replete with cases where benevolent agents institute economic
planning but are soon supplanted by those with a comparative advantage
in the use of force when planning beginsto fail. Instead, in the cases

where socialist planning was implemented in consequence of socialist
revolution, those leading the revolution were rarely benevolent (unless one
posits Lenin, Mao, Pol Pot or Ho Chi Min to be benevolent). In those
cases where democratic governments embarked upon the road towards
economic planning, as was seen in much of Western Europe in the middie

part of the last century, the planners largely retreated from planning.
Agent -type seems to have been set prior to the initiation of planning,
rather than as a result of it

Although Lenin, Mao, Pol Pot, and Ho Chi Min acted in their self- interest, this does not
negate the Austrian argument. Nor does the shift from planning to marketsin the
Western democracies invalidate the hypothesis. Public officials have always acted in the
self-interest.> Agent-type has always been set prior to planning and the agent actsin a
sdf-interested manner. The argument lacks empirical support not because it contradicts
the empirical record but rather that the conditions necessary to empirically examine the

hypothesis have not, nor will they ever, exist!

CF, to their credit, do hint at a significant problem that plagues the Austrian
theory. Problems arise because the theory does not state a clear hypothesis that, in
principle, could be tested. Although Austrians do not fully embrace the methodology of
econometric testing of hypotheses this does not excuse them from formulating ideas in a
format that could be judged against the observed outcomes. Mises-Hayek- Boettke's

conjecture is no such thing. It represents an instance of rhetoric. We do not mean to

2 This may reflect a sample-selection problem inherent to political markets that low-quality individuals
(i.e. dishonest and incompetent) enter political markets more often than high-quality individuals. See
Caselli and Morelli (2004).

4



suggest that rhetoric has no place in economics nor do we wish to endorse a view of strict
enmpirical testing of al propositions. Some propositions we know to be true for
theoretical reasons. Our position is much more modest. We do believe the success of the
Austrian approach to political economy depends on its ability to generate new and
empiricaly supported hypotheses that explain historical behavior. The Mises-Hayek-
Boettke argument, we believe, can and will be developed into aform that does lend itself

to empirical testing.

Austrian Welfare Economics?

Next, CF move from the realm of positive to normative economics. They
illustrate their normative critique by examining the welfare effects of a monopolist in the
presence of perfect and imperfect information. Asiswell-known, aperfectly price
discriminating monopolist achieves the efficient outcome whereas the monopolist
without perfect information does not. The latter outcome exhibits deadweight losses
whereas the former does not. The normative evaluation by CF of the calculation

argument proceeds in three parts, two of which we examine here. They write that

First, and most obviously, diminishing marginal utility of income suggests
that the massive weadlth transfer from citizens to planner will markedly
reduce total utility in the system even though the economy operates
efficiently. While GDP is unaffected, utility drops significantly.

Although intuitively appealing, one cannot simply assert that income exhibits
diminishing margina utility. If we assume that income exhibits diminishing marginal
utility, then we have assumed that which we need to prove. Milton Friedman and
Leonard Savage (1948), in a classic paper, argued that the willingness to gamble implies
that marginal utility rises with income over some range. But the level a which income
exhibits diminishing marginal utility remains undefined. Isit at one million dollars or a
trillion dollars? Does it depend on relative income levels? Although, criticisms have
arisen (Bailey, Olson, and Wonnocott 1980), one cannot assert that income exhibits

diminishing margina utility. One must explicitly state at the level which this occurs

The second aspect of their normative declarations pertains to whether the mean as
awelfare standard adequately serves as awelfare standard. CFwrite that
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even if we deem output the relevant norm rather than utility per se, we
have reason to question the use of a mean output norm in this context.

And thus we have arrived at the basis for the thesis of the paper. Rather than focus on the
mean, as does traditional welfare economics and most econometric research, the authors
have shifted to the median. The median, of course, does exhibit several properties that
the mean lacks. Its most important attribute is that it minimizes the problem of outliersin
thetails of adistribution. Use of the mean as a welfare standard in the case of afirst-
degree price discriminating monopolist provides avivid example of this. The median
citizen receives no consumer surplus and the monopolist capturesit al in the presence of

perfect information.

But dl is not well with the median standard. A well-known problem with the
median isthat it is not computed by incorporating al sample observations. All
information not contained in the median value does not appear in a median based welfare
approach. Suppose that we had 1001 observations. Then, when using the median, we
throw out information contained in 1000 observations. Furthermore, the median does not
offer additional insight in the event that the distribution is either normal or bimodal. ® It
suffers significant problems in cases where the central part of the distribution exhibits

significant variation.*

Finally, CF move back into the realm of positive analysisin order to use the
median as awelfare standard to evaluate the welfare implications of the Mises Hayek-
Boettke argument. They argue that the welfare of the median citizen improves when the
sdf- interested despot does not have perfect information. CF write that

We argue that, at the margin, the calculation argument makes socialism
morerather than less desirable when planners are not benevolent — when
they are chosen from among members of the human race rather than
simply given to us from the heavens. That is to say, anyone who worries
about the potential harm that can be caused by a self-interested planner has

3 Recall that the mean, median, and mode are identical in the normal distribution.

4 When we move from the median to least median squares, we have further reasons to question the median
as a useful welfare standard. See Hettmansperger and Sheather (1992) and Rousseeuw (1993) for a
rejoinder.
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less cause to worry when he knows that said planner is constrained by the

calculation problem.
The perfectly informed, self-interested despot engages in the behavior described by a
perfectly price discriminating monopolist. When we relax the assumption of perfect
information, the welfare of the median citizen improves. Thus, the inability to engage in
economic calculation improves social welfare. Unfortunately, this highly stylized
example obfuscates more than it illuminates. It does not adequately examine the
problems of imperfect information and self- interest for social welfare comparisons. The
ranking of socia welfare states requires more information than the simple monopolistic

example.

Following Olson (2000), suppose that we have a roaming and a stationary bandit
that engages in predation. The bandits act in their self-interest and have complete
information. The self-interested behavior of the stationary bandit leads to the
development of ingtitutions that raise the welfare of al, including the median citizen.
However, if we adopt the approach of the roaming bandit, we have the situation of the
perfectly price discriminating monopolist. Thus, the welfare comparisons across the
states of the world cannot be resolved so smply as comparing a world with self-
interested behavior in aworld with and without perfect information. In both of Olson’s
scenarios, the social planner has perfect information and acts in her self-interest. Yet,
two outcomes emerge because of (1) the different time horizons that the socia planner

faces and (2) the extent of the encompassing interest on the part of the socia planner.

If we move to aworld where the dictator does not have perfect information and

closer to the Austrian argument, then what occurs? CF write that

It is difficult to imagine a case in which the welfare of a representative
individual living under a non-benevolent planner is made better off by
granting the planner the ability to engage in economic calculation. If the
planner is wealth- maximizing, he will switch from Olsonian permanent
banditry to perfect extraction, transferring surplus from the citizenry to
himself. If the planner seeks to maximize personal power, he will obtain
another tool to that end; if famines serve the political ends of the despot,
he will be able to implement them even more effectively, and with fewer



repercussions on other parts of the economy, when he has greater
calculative efficacy.

Imagining such as a case with Victorian economic man isindeed difficult. But what if
we move to the realm where people engage in production, exchange, and predation, that
is, what if we examine the world of planning that includes the dark side of the force

(Hirshleifer 2001)! Then we move to the realm of robust political economy.

Allowing the citizenry to potentially engage in violence against the socia planner
changes the welfare results yet, once again, the answer remains ambiguous.® The
decision of a self-interested social planner to engage in predation depends on the
expected effects of such apolicy. For example, if the social planner, like Olson’s
stationary bandit, believes that that wealth maximization will improve their length of
tenure, then they will invest in ingtitutions that develop the rule of law and the welfare of
the median citizen rises. But if the socia planner believes that the pursuit of societal
wealth-maximization will encourage rebellion by the citizenry (through improved income
of the mean and median citizen), then they revert back to the pillaging and plundering of
the citizenry. Thus, self-interest and imperfect information do not determine

unambiguous welfare evaluations; the effects depend on the expectations of the dictator.

Once again, CF have hinted at a basic problem that underlies traditional Austrian
economics: they lack of explicit institutional foundations for their analysis. Mises's
arguments regarding economic calculation implicitly assume a specific ingtitutional form
(Subrick 2004). The development of Austrian political economy requires explicit
statements about the underlying institutional framework. If it does not, then statement
regarding the effects of planning cannot be made. Nor can the debate regarding the
proper role of government be addressed.

CF make three important points regarding the developing field of robust political
economy. First, they implicitly suggest the need for researchers within the Austrian
tradition to explicitly state their hypotheses in a format that, in principle, could be

® The following example is |oosely based on Barzel (2000).
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evaluated against historical data. Second, they rightly stress the limitations of using the
mean as the sole welfare standard to compare states of the world. The median, in some
cases, offers additional information that the mean does not. Third, they highlight the
importance of identifying the mechanism by which imperfect information exacerbates or
inhibits the self- interest of public officials.

Finally, the project of arobust political economy in order to engagein
comparisons across states of the world remainsin itsinfarcy. Attemptsto develop an
approach to evaluate the proper mix of markets and states (rather than markets or states!)
represents a potentially useful theory to better understand the comparative economic
performance of various countries as well as provide a sounder foundations for the science
of policy making. In essence, robust political economy aspires to be a new form of
welfare economics. Although the earlier attempts to build a science of policy-making

have failed, the questions raised in CF offer a useful continuation of the process.



References

Baily, Martin; Olson, Mancur; and Wonnacott, Paul. “The Marginal Utility of Income
Does Not Increase: Borrowing, Lending, and Friedman-Savage Gambles,”

American Economic Review, June 1980, 70(3), pp. 372-379.

Barzel, Yoram. “Property Rights and the Evolution of the State,” Economics of
Governance, March 2000, 1(1), pp. 26-51.

Boettke, Peter. Calculation and Coordination: Essays on Socialism and Transitional
Political Economy. New Y ork: Routledge, 2001.

Casdli, Francesco and Massimo Morelli “Bad Politicians,” Journal of Public
Economics March 2004, 88(3-4), pp. 759-782.

Crampton, Eric and Farrant, Andrew. “Relaxing Benevolence: On the Undesirability of
Socialist Calculation when Planners are Homo Economicus,” Review of Austrian
Economics 2005, 18(2), forthcoming.

Friedman, Milton and Savage, Leonard. “The Utility Analysis of Choices Involving
Risk,” Journal of Political Economy, August 1948, 56(4), pp. 279-304.

Hettmansperger, Thomas and Sheather, Simon. “A Cautionary Note on the Method of
Least Median Squares,” American Satistician, May 1992, 46(2), pp. 79-83.

Hirshleifer, Jack. The Dark Side of the Force: Economics Foundation of Conflict Theory.
New Y ork: Cambridge University Press, 2001.

Lavoie, Don. Rivary and Central Planning: The Socialist Calculation Debate Revisited.
Cambridge: Cambridge University Press, 1985.

Levy, David. “The Biasin Centrally Planned Prices,” Public Choice, December 1990,
67(3), pp. 213-226.

Levy, David. “Robust Institutions,” Review of Austrian Economics, June 2002, 15(2-3),
pp. 131-142.

Olson, Mancur. Power and Prosperity: Outgrowing Capitalist and Communist
Dictatorships. New Y ork: Basic Books, 2000.

Rousseeuw, P.J. “A Comment on Hettmansperger and Sheather, ” American Satistician,
May 1993, 47(2), pp. 162.

Subrick, J. Robert. “ After Shleifer, Who Needs Mises?” Working Paper, Center for
Institutional Reform and the Informal Sector, University of Maryland, 2004.

10



BACK TO THE BOG? SUBRICK, SELF-INTEREST, AND
SOCIALIST CALCULATION

Eric Crampton and Andrew Farrant

We welcome the opportunity to clarify our argument (CF 2004) and to respond to Bob
Subrick’s pointed queries regarding robust political economy. In particular we shall focus
on Subrick’s claim (2004, p.3) that the Austrian theory of how the worst get on top has
not been refuted by the empirical record. We will address Subrick’s claim in the
conclusion to this response. Firstly, however, we wish to clarify certain points in our
argument (CF 2004), points which Subrick argues lead us to “overstate the implications
of ... [our] results’ (Subrick 2004, p.3).

Subrick (p.6) challenges our simple perfectly-price discriminating monopolist/monopolist
planner analogy, suggesting that we smply assert diminishing marginal utility of income.
Whether or not DMU occurs at one hundred thousand, one million, or one trillion dollars
per year is largely immaterial to the intuitively plausible claim that in an economy where
one agent (our monopoly planner) extracts all surplus, the said planner places alower
marginal valuation on adollar than does a hapless citizen selected at random. Subrick
(p.7) also argues that all “is not well” with our median welfare standard. While Subrick’s
point and arguments are well taken, we are explicit that we use the median so as to avoid
the problem of outliersin the distribution (namely, the monopoly planner). While the
median is not computed by incorporating al sample observations, we argue that under the
conditions we posit — a monopoly planner able to engage in perfect inframargina surplus
or rent extraction — all sample observations bar one (the monopoly planner) enjoy epsilon
utility. Diminishing margina utility of income aside in this example, use of a mean
welfare standard would overstate the welfare of the average citizen. While the planner
allocates resources such as to replicate the first-best competitive outcome, the modal
citizen enjoys epsilon surplus. We agree with Subrick that our “highly stylized” example
is ultimately inadequate for enpirically examining problems of imperfect information
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and planner self-interest in order to make social welfare comparisons.® That said,
however, our aim was rather one of initiating — as Subrick recognizes — a discussion of
the way in which imperfect information (less than perfect calculative efficacy)
“exacerbates or inhibits the self-interest of public officials’ (Subrick 2004, p.11).

Subrick (pp.8-10) challenges our use of Olson’s roaming/stationary bandit model. We do
not — contra Subrick (p.9) — envisage our perfectly price discriminating monopolist-
planner as akin to Olson’ s roaming bandit, but rather as more akin to Olson’s model
(2000, pp.113-123) of a Soviet-type autocracy seeking to engage in inframarginal
taxation or surplus extraction. A roaming bandit smply plunders whatever thereisto
plunder while paying little attention to incentives for future production (the available
‘surplus’ is akin to a common pool resource), whereas our Stalinist planner is extremely
concerned with incentives at the margin: The greater the degree of calculative efficacy,
the more fine-tuned is inframarginal surplus extraction. We envisage our planner as
having an Olsonian “encompassing interest” — thus alowing for greater surplus to
extract. Subrick (p.10) correctly notes that the time-horizon of the bandit or planner plays
acrucia role in determining any welfare ranking deriving from Olson’s model; our
highly stylized example, however, presupposes that the planner has perfectly secure
tenurein office. Since our autocratic planner is perfectly extracting, it is unclear that
reducing his time horizons would substantially reduce citizen utility. Under shorter time
horizons, our planner still transfers everything to himself, but makes fewer capital
investments having long-run payoffs. Under still shorter time horizons, he begins selling
off the capital stock. Under al of these scenarios, citizen utility remains at epsilon. Only
under the shortest of time horizons — where the planner literally sells the seed corn prior
to absconding — will citizen utility drop from epsilon to negative: starvation soon

following.

We turn now to Subrick’s discussion of Austrian political economy and the empirical
record (pp.4-5). We wholeheartedly agree with Subrick that Austrian political economy
avoids providing explicit “institutional foundations for their analysis’ (Subrick p.10). In

® Can “social welfare states” even be ‘truly’ ranked from an Austrian perspective?
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the section of his paper ‘Do the Worst Get on Top? however, Subrick argues that while
we challenge the Austrian hypothesis (the type of argument that Hayek makes in his 1944
classic The Road to Serfdom) on empirical grounds (p.3), the evidence does not cut either
way. We disagree, however, and argue that the Austrian argument of why the worst get
on top is incoherent on its own grounds (namely, starting from a supposition of planner
benevolence conjunct with a democratic polity), and that the history of the post-war

Western democracies provide atest (albeit a rough and ready one) for Hayek’s claims.

Subrick describes Boettke’ s mechanism whereby benevolent planner inability to engage
in economic calculation leads them to self-interested behavior (Boettke, 2001, p.52).
Because planners lack the knowledge or information — the calculative efficacy —to
maximize the utility of citizens, they consequently maximize their own utility instead.
Subrick contends “that no controversial claim has been made.” (p. 4). It seems
incoherent to us, however, that planner self-interest should be viewed as coming into
effect only when the planners redlize their inability to rationally plan the economy, and
that once they discover they lack the information to implement the socially efficient plan
they pursue their private interest. We suggest that Boettke' s logic is analogous to that
which might argue that private monopolists only set price at the profit- maximizing point
because they lack the full knowledge of consumer demand schedules that would allow

them to maximize each individual consumer’s surplus.

In more nuanced versions of Boettke's argument, benevolent planners do not ssmply
become self-interested when confronted with their inability to calculate. Instead, the
economic failure resulting from attempts at planning causes a political vacuum into
which malevolent agents quickly rise. We agree that the logic Hayek sets out in chapter
10 of The Road to Serfdom applies to a polity that institutes a totalitarian political
system: The worst will get on top in a polity where those “single- minded idealists’
(Hayek 1994, p.61) united by a zedl for planning are alowed access to the levers of
power.” We suggest that neither Hayek nor Boettke (2001, p.52), however, adequately

7 Indeed, we argue (CF, p.5) that Hayek’s malign sel ection mechanism works to ensure that the worst will
get on top where planners have calcul ative efficacy.
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explain how selection effects conjunct with democratic politics work to get these “single-
minded idealists’ into the candidate pool (let alone into office). Austrian political
economy fails to provide an account (model) —implicit or otherwise — of the way in
which demoacratic constraints select candidates for office and for implemented policy.
Subrick argues (p.5) that selection effects inherent to political markets may select into
office “low-quality” (dishonest and incompetent) individuals. Presumably, however, the
selection mechanisms characterizing “political markets’ as diverse as Nazi Germany,
Saddam’s Irag, Britain circa 1945, New Zealand in 1984, and Sweden circa 2004 will not
select for a uniformly “low quality” set of candidates for office nor for uniformly “low

quality” policy.

When a democratically elected benevolent planner encounters the failure of planning, we
argue that aretreat from planning shoud prove more attractive an option than handing
the levers of power over to atyrant. Itisat this point that the empirical question becomes
directly relevant. How many Western European countries tried planning in Hayek’s
sense? How many democratic polities went totalitarian as the price of enjoying the fruits
of wholesale government planning? Plus, we remind the reader that Hayek does argue
that the welfare state leads to serfdom — simply “more slowly, indirectly, and
imperfectly” (Hayek 1994 [1976], p.xxiii). Hayek’s argument that the worst will rise to
the top in a planned economy is not intended as a purely abstract argument: The
argument provided in The Road to Serfdom is supposed to apply to the post 1945 L abour
government in Britain (Hayek 1994 [1956], pp.xxxvii-xxxviii). Despite writing that
“what the British experience convinces me ... to be true, is that the unforeseen but
inevitable consequences of socialist planning create a state of affairsin which, if the
policy isto be pursued, totalitarian forces will get the upper hand” (Hayek 1994 [1956],
p.xliii, italics added) Hayek simply does not ask whether ‘planning’ of the sort he hasin
mind (wholesale economic planning)® is even an option on the menu of policy choices
redistically available to any British government (Wiles, 1967, p.18).°

8 Hayek (1994 [1976], p.xxiii).
® Lavoie (1985, p.21, italics added) suggests that “[I]t does not matter who initially is put in charge or how
much that person and his or her employees emphasize or love democracy.” Presumably, however, the
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Finally, Subrick argues for a move away from highly stylized models (implicit or
otherwise) of the type we provide in our paper (CF 2004), and towards the “realm of
robust political economy” (Subrick p.10), an analytical realm that allows for the “dark
side of the force” (p.10). We agree with Subrick that ever greater efforts are needed to
accurately specify the planner objective function (Is the planner purely self-interested? A
pure power maximizer? Or characterized by afar more complex utility function?) Thus,
we wholeheartedly endorse Subrick’s call for political economists (Austrian or otherwise)
to make explicit the ingtitutional foundations underlying their analysis.
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