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The Soul of Classical Liberalism

James M. Buchanan






…the bizarre fact that alone among the great political 
currents, liberalism has no ideology.

—Anthony de Jasay

During the ideologically dark days of the 1950s, my colleague Warren Nutter often referred to “saving the books” as the minimal objective of like-minded classical liberals. F. A. Hayek, throughout a long career, effectively broadened that objective to “saving the ideas.” In a certain sense, both of these objectives have been achieved: the books are still being read, and the ideas are more widely understood than they were a half-century ago.

My thesis here is that, despite these successes, we have, over more than a century, failed to “save the soul” of classical liberalism. Books and ideas are, of course, necessary, but alone they are not sufficient to ensure the viability of effectively free societies.

I hope that my thesis provokes interest along several dimensions. I shall try to respond in advance to the obvious questions. What do I mean by the soul of classical liberalism? And what is intended when I say that there has been a failure to save that soul during the whole socialist epoch? Most important, what can, and should, be done now by those of us who call ourselves classical liberals?

SCIENCE, SELF-INTEREST, AND SOUL

George H. W. Bush, sometime during his presidency, derisively referred to “that vision thing” when someone sought to juxtapose his position with that of his predecessor, Ronald Reagan. He meant the “shining city on a hill,” the Puritan image that Reagan invoked to call attention to the American ideal; that image, and others like it, were foreign to Bush's whole mind-set. He simply did not understand what Reagan meant and totally failed to appreciate why the image resonated so successfully in public attitudes. In a sense, we can say that Ronald Reagan was tapping into and expressing a part of the American soul beyond George Bush's ken.

The example is helpful even if it applies to a specific, politically organized, temporally restricted, and territorially defined society. The critical distinction between those whose window on reality emerges from a comprehensive vision of what might be and those whose window is pragmatically limited to current sense perceptions is made clear in the comparison. We may extend and apply a similar comparison to the attitudes of and approaches taken by various spokesmen and commentators to the ex-tended order of social interaction described under the rubric of classical liberalism.

Note that I do not go beyond those persons who profess adherence to the policy stances associated with the ideas emergent from within this framework, policy stances summarized as support for limited government, constitutional democracy, free trade, private property, rule of law, open franchise, and federalism. My focus is on the differences among these adherents, and specifically on the differences between those whose advocacy stems from an understanding of the very soul of the integrated ideational entity and those whose advocacy finds its origins primarily in the results of scientific inquiry and the dictates of enlightened self-interest.

The larger thesis is that classical liberalism, as a coherent set of principles, has not secured, and cannot secure, sufficient public acceptability when its vocal advocates are limited to the second group. Science and self-interest, especially as combined, do indeed lend force to any argument. But a vision of an ideal, over and beyond science and self-interest, is necessary, and those who profess membership in the club of classical liberals have failed singularly in their neglect of this requirement. Whether or not particular proponents find their ultimate motivations in such a vision is left for each, individually, to decide.

I have indirectly indicated the meaning of my title. Dictionary definitions of soul include “animating or vital principle” and “moving spirit,” attributes that would seem equally applicable to persons and to philosophical perspectives. Perhaps it is misleading, however, to refer to “saving” the soul so defined, whether applied to a person or a perspective. Souls are themselves created rather than saved, and the absence of an animating principle implies only the presence of some potential for such creation rather than a latent actuality or spent force.

The work of Adam Smith, along with that of his philosophical predecessors and successors, created a comprehensive and coherent vision of an order of human interaction that seemed to be potentially approachable in reality, at least sufficiently so to offer the animating principle or moving spirit for constructive institutional change. At the same time, and precisely because it is and remains potentially rather than actually attainable, this vision satisfies a generalized human yearning for a supraexistent ideal. Classical liberalism shares this quality with its archrival, socialism, which also offers a comprehensive vision that transcends both the science and self-interest that its sometime advocates claimed as characteristic features. That is to say, both classical liberalism and socialism have souls, even if those motivating spirits are categorically and dramatically different.

Few would dispute the suggestion that an animating principle is central to the whole socialist perspective. But many professing classical liberals have seemed reluctant to acknowledge the existence of what I have called the soul of their position. They seem often to seek exclusive “scientific” cover for advocacy, supplementing it occasionally by reference to enlightened self-interest. They seem somehow to be embarrassed to admit, if indeed they even recognize the presence of, the underlying ideological appeal that classical liberalism as a comprehensive weltanschauung can possess. Although this aloof stance may offer some satisfaction to the individuals who qualify as cognoscenti, there is an opportunity loss in public acceptance as the central principles are promulgated to the nonscientific community.

EVERY MAN HIS OWN ECONOMIST

In this respect, political economists are plagued by the presence of the “every man his own economist” phenomenon. Scientific evidence, on its own, cannot be made convincing; it must be supplemented by persuasive argument that comes from the genuine conviction that can be possessed only by those who do understand the soul of classical liberalism. True, every man thinks of himself as his own economist, but every man also retains an inner yearning to become a participant in the imagined community, the virtual utopia, that embodies a set of abstract principles of order.

It is critically important to understand why classical liberalism needs what I call a soul, and why science and self-interest are not, in themselves, sufficient. Hard scientists, the physicists or the biologists, need not concern themselves with the public acceptability of the findings of their analyses and experiments. The public necessarily confronts natural reality, and to deny this immediately sensed reality is to enter the room of fools. We do not observe many persons trying to walk through walls or on water.

Also, and importantly, we recognize that we can utilize modern technological devices without any understanding of their souls, the organizing principles of their operation. I do not personally know or need to know the principle on which the computer allows me to put the words on the page.

Compare this stance of ignorance and awed acceptance before the computer with that of an ordinary participant in the economic nexus. The latter may, of course, simply respond to opportunities confronted, as buyer, seller, or entrepreneur, without so much as questioning the principles of the order of interaction that generates such opportunities. At another level of consciousness, however, the participant must recognize that this order is, in itself, artifactual, that it emerges from human choices made within a structure that must somehow be subject to deliberative change through human action. And even if a person might otherwise remain quiescent about the structure within which he carries out his ordinary affairs, he will everywhere be faced with pervasive reminders offered by political agitators and entrepreneurs motivated by their own self-interest.

It is only through an understanding of and appreciation for the animating principles of the extended order of market interaction that an individual who is not directly self-interested may refrain from expressive political action that becomes the equivalent of efforts to walk through walls or on water (for example, support for minimum wage laws, rent controls, tariffs, quotas, restrictive licensing, price supports, or monetary inflation). For the scientist in the academy, understanding such principles does, or should, translate into reasoned advocacy of classical liberal policy stances. But, for the reasons noted, the economic scientists by themselves do not possess either the formal or the informal authority to impose on others what may seem to be only their own opinions. Members of the body politic, the citizenry at large, must also be brought into the ranks. And they cannot, or so it seems to me, become sophisticated economic scientists, at least in large enough numbers. The expectation that the didactic skills of the academic disciplinarians in economics would make scientists of the intelligentsia, the “great unwashed,” or all those in between was an expectation grounded in a combination of hubris and folly.

WHEN POLITICAL ECONOMY LOST ITS SOUL

What to do? This challenge remains even after the manifest collapse of socialism in our time. And it is in direct response to this challenge that I suggest invoking the soul of classical liberalism, an aesthetic-ethical-ideological potential attractor, one that stands independent of ordinary science, both below the latter's rigor and above its antiseptic neutrality.


I am admittedly in rhetorical as well as intellectual difficulty here, as I try to articulate my intuitively derived argument. Perhaps I can best proceed by historical reference. Classical political economy, in the early decades of the nineteenth century, particularly in England, did capture the minds of many persons who surely did not qualify even as amateur scientists in the still-developing science of economics. The “soul” of classical liberalism somehow came through to provide a vision of social order that was sufficient to motivate support for major institutional reform. The repeal of the Corn Laws changed the world.

After midcentury, however, the soul or spirit of the movement seems to have lost its way. The light did not fail in any manner akin to the collapse of the socialist ideal in our time. But the light of classical liberalism was dimmed, put in the shadows, by the emergent attraction of socialism. From the middle of the nineteenth century onward, classical liberals retreated into a defensive posture, struggling continuously against the reforms promulgated by utilitarian dreamers who claimed superior wisdom in discovering routes to aggregate happiness, as aided and abetted by the Hegel-inspired political idealists, who transferred personal realization to a collective psyche and away from the individual. The soul of socialism, even in contradiction to scientific evidence, was variously successful in capturing adherents to schemes for major institutional transformation.

VISION AND “SOCIAL” PURPOSE

What I have called the soul of a public philosophy is necessarily embedded in an encompassing vision of a social order of human interaction—a vision of that which might be, and which as such offers the ideal that motivates support for constructive change. The categorical difference between the soul of classical liberalism and that of socialism is located in the nature of the ideal and the relation of the individual to the collective. The encompassing vision that informs classical liberalism is described by an interaction of persons and groups within a rule-bound set of behavioral norms that allow each person or agent to achieve internally defined goals that are mutually achievable by all participants. And, precisely because those goals are internal to the consciousness of those who make choices and take actions, the outcomes produced are not either measurable or meaningful as “social” outcomes. There is, and can be, no social or collective purpose to be expected from the process of interaction; only private purposes are realized, even under the idealized operation of the structure and even if collectivized institutions may be instruments toward such achievements. To lay down a “social” purpose, even as a target, is to contradict the principle of liberalism itself, the principle that leaves each participant free to pursue whatever it is that remains feasible within the limits of the legal-institutional parameters.

The soul about which I am concerned here does involve a broad, and simple, understanding of the logic of human interaction in an interlinked chain of reciprocal exchanges among persons and groups. As noted previously, however, this logical understanding need not be scientifically sophisticated. It must, however, be basic understanding accompanied by a faith, or normative belief, in the competence of individuals to make their own choices based on their own valuation of the alternatives they confront. Can a person properly share the soul of classical liberalism without sharing the conviction that values emerge only from individuals? In some ultimate sense, is classical liberalism compatible with any transcendental ordering of values? My answer is no, but I also recognize that a reconciliation of sorts can be effected by engaging in epistemological games.

Classical liberals themselves have added confusion rather than clarity to the discussion when they have advanced the claim that the idealized and extended market order produces a larger “bundle” of valued goods than any socialist alternative. To invoke the efficiency norm in so crude a fashion as this, even conceptually, is to give away the whole game. Almost all of us are guilty of this charge, because we know, of course, that the extended market does indeed produce the relatively larger bundle, by any measure. But attention to any aggregative value scale, even as modified to Adam Smith's well-being of the poorer classes or to John Rawls's share for the least advantaged, conceals the uniqueness of the liberal order in achieving the objective of individual liberty. To be sure, we can play good defense even in the socialists' own game. But by so doing we shift our own focus to that game rather than our own, which we as classical liberals must learn to play on our own terms, as well as getting others involved. Happily, a few modern classical liberals are indeed beginning to redraw the playing fields as they introduce comparative league tables that place emphasis on measuring liberty.

HEAT AND LIGHT

As I recall, it was A. C. Pigou, the founder of neoclassical welfare economics, who remarked that the purpose of economics and economists was that of providing heat rather than light, presumably to citizens-consumers as ultimate users. What I understood Pigou to be saying was that the economist's role is strictly functional, like the roles of dentists, plumbers, or mechanics, and that we could scarcely expect either ourselves or others to derive aesthetic pleasure from what we do. He seemed to be suggesting that nothing in economics can generate the exhilaration consequent upon revelation of inner truths.

Empirically, and unfortunately, Pigou may have been correct, especially in relation to the political economy and economists of the twentieth century. The discipline as practiced and promulgated has been drained of its potential capacity to offer genuine intellectual adventure and excitement in the large. This characteristic was only partially offset during the decades of the cold war, when the continuing challenge of socialism offered Hayek and a relatively small number of his peers a motivation deeper and more comprehensive than that of the piddling puzzle-solving that economics has become. Absent the socialist challenge, what might evoke a sense of encompassing and generalized understanding? And, further, what may be required to bring forth such a sense in those who, themselves, can never be enrolled among the ranks of the professionally trained scientists?

Let me return to Ronald Reagan and his “shining city on a hill.” What was the foundational inspiration that motivated that metaphor for an idealized American society? Reagan could not solve the simultaneous equations of general-equilibrium economics. But he carried with him a vision of a social order that might be an abstraction but which embodied elements that contained more light than heat. This vision, or that of classical liberalism generally, is built on the central, and simple, notion that “we can all be free.” Adam Smith's “simple system of natural liberty,” even if only vaguely understood, can enlighten the spirit, can create a soul that generates a coherence, a unifying philosophical discipline, that brings order to an internal psyche that might otherwise remain confused.

A motivating element is, of course, the individual's desire for liberty from the coercive power of others—an element that may be almost universally shared. But a second element is critically important: the absence of desire to exert power over others. In a real sense, the classical liberal stands in opposition to Thomas Hobbes, who modeled persons as universal seekers of personal power and authority. But Hobbes failed, himself, to share the liberal vision; he failed to understand that an idealized structure of social interaction is possible in which no person exerts power over another. In the idealized operation of an extended market order, each person confronts a costless exit option in each market, thereby eliminating totally any discretionary power of anyone with whom such a person might exchange. Coercion by another person is drained out; individuals are genuinely “at liberty.”

Of course, this characterization is an idealization of any social order that might exist. But, as an ideal, such an imagined order can offer the exciting and normatively relevant prospect of a world in which all participants are free to choose.

Much has been made of the American spirit or soul as influenced by the availability of the territorial frontier during the first century of the United States' historical experience. Why was the frontier important? The proper economic interpretation of frontier lies in its guarantee of an exit option, the presence of which dramatically limits the potential for interpersonal exploitation. There has been a general failure to recognize that the effectively operating market order acts in precisely the same way as the frontier; it offers each participant exit options in each relationship.

The classical liberal can be philosophically self-satisfied, because he has seen the light, because he has come to understand the underlying principle of the social order that might be. It is not at all surprising that those who seem to express the elements of the soul of classical liberalism best are those who have experienced genuine conversion from the socialist vision. I entitled my lecture in the Trinity University series “Born Again Economist.”1 In that lecture, I tried to summarize my experience in 1946 at the University of Chicago, where exposure to the teachings of Frank Knight and Henry Simons converted me to classical liberalism from the ranks of flaming socialism, and in a hurry. For me, there was light not heat on offer at Chicago. I cannot, personally, share in an experience that does not include the creation of my classical liberal soul. I remain puzzled by how it would feel never to have seen the light, to have understood all along what the liberal vision embodies but without the excitement of the experience.

CONSTITUTIONALISM AGAIN

A necessary critical step is to draw back from a stance of active advocacy in the discussion of policy alternatives as confronted in ordinary politics. There is, of course, a liberal position on almost any of the alternatives. But classical liberals do, indeed, “get their hands dirty” when they engage with the policy wonks within the political game as played. Again, the distraction of debate works against focus on the inclusive structure—“the constitution”—within which the debates are allowed to take place and from which decisions are forthcoming.

Political “victory” on a detail of legislative policy (for example, rent control) or even electoral success by those who, to an extent, espouse the relevant principles (for example, Margaret Thatcher or Reagan) is likely to produce an illusion that classical liberalism, as an underlying philosophical basis for understanding, informs public attitudes. Classical liberals who do have an appreciation of the soul of the whole two-century enterprise quite literally went to sleep during the decade of the 1980s, especially after the death of socialism both in idea and in practice. The nanny-state, paternalist, mercantilist, rent-seeking regimes in which we now live emerged from the vacuum in political philosophy.


The task of the political economist as classical liberal is not that of demonstrating specifically to the citizenry that coercively imposed price and wage controls cause damages that exceed any possible benefits. Of course, such specific demonstration is strictly within recognized competence. But a distinction must be made between exemplary use of the analysis and its use merely as a contribution to the ongoing political argument.

I am not suggesting that attention should be limited to the design and presentation of all-inclusive political packages whose implementation would amount to major and dramatic changes in the basic constitutional structure. Politics, for the most part, proceeds in a piecemeal fashion. What I am suggesting is that the relevant arguments in support of particular proposals for change are those that emphasize conformity with the integrating philosophy of the liberal order, that locate the proposals in the larger context of the constitution of liberty rather than in some pragmatic utilitarian calculus. The italicized words, which served as the title of F. A. Hayek's magnum opus, call to mind Hayek's own behavior. To my knowledge, Hayek did not engage his intellectual enemies, whether in America, Britain, Austria, or Germany, on particular policy matters. Instead, his emphasis was always on grounding the arguments in an internally coherent philosophical position. In effect, Hayek was, from the outset, engaged in constitutional dialogue.

In establishing the Mont Pelerin Society in 1947, Hayek called for a return to first principles, for a renewed discourse in political philosophy—a discourse that would preserve and recreate what we may properly call the soul of classical liberalism.

The organizational and intellectual bankruptcy of socialism in our time has not removed the relevance of the Hayekian imperative. At a certain level, the public and the intellectual elites may indeed now possess a somewhat better abstract understanding of the organizing principles of extended market order. Hayek and other classical liberals have “saved the ideas.” But an awesome gap continues to separate such abstract and generalized understanding from philosophical coherence in practical political reform. There must emerge a public awareness of the continuing relevance of the limits of collective action, even in the absence of any integrated ideological thrust toward social control.

If politics is allowed to become little more than a commons on which competing coalitions seek mutual exploitation, potential value is destroyed and liberty is lost just as surely as in the rigidities of misguided efforts at collective command. Who, indeed, can be expected to be motivated to support such “politics as competition for the commons”? Where is the dream? Perhaps resurrection of the soul of classical liberalism is beyond realistic hopes for the twenty-first century. But those of us who think that we have glimpsed the shining city have a moral obligation to proceed as if that society, of which Adam Smith, James Madison, and F. A. Hayek (and, yes, Ronald Reagan) dreamed, can become reality.

NOTE

1 “Born Again Economist,” in Lives of the Laureates: Ten Nobel Economists, edited by William Breit (Cambridge, Mass.: MIT Press, 1990), pp. 163–80.
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The Primacy of Property in a 
Liberal Constitutional Order

Lessons for China

James A. Dorn






China's march toward a market economy, which began in 1978, has been slow but steady. In 1980, China rated very low on the Economic Freedom of the World (EFW) index, achieving a score of only a 3.7 out of 10, in contrast to Hong Kong, which scored 8.7 and was ranked number one in the world. Hong Kong has continued to be ranked the freest economy in the world, with a score of 8.8 in 2000 (the last year for which data are available), whereas China's score has increased to 5.3 (Gwartney and Lawson 2002, 83, 110). China, however, is a huge country, and its dynamic, market-oriented coastal areas, when scored separately, reflect greater economic freedom than for the country as a whole (Fan, Wang, and Zhang 2001).

The liberalization of foreign trade has helped to transform Chinese industry and has exposed China to new ideas and new markets. China's recent entry into the World Trade Organization (WTO) will deepen economic reform and strengthen civil society.

Economic freedom is multidimensional. Its basic features, as measured by the EFW index, are “personal choice, voluntary exchange, freedom to compete, and protection of person and property” (Gwartney and Lawson 2002, 5). That China ranks 101st out of 123 countries in terms of overall economic freedom reflects the lack of secure private-property rights and the strong government presence in the economy.

In the future, China will need to develop its constitutional and institutional infrastructure to protect property rights better and to limit government intervention if it is to achieve the credibility needed to comply with WTO rules and to create real capital markets. China can learn much from Hong Kong's success. If the constitutional order of freedom characteristic of Hong Kong can spread to China, then China's future will be bright.

In this chapter, I focus on the primacy of property rights for a free society. As Milton Friedman notes, “Property rights are not only a source of economic freedom. They are also a source of political freedom” (2002, xvii). I begin by defining property rights and showing their moral and practical significance for a liberal constitutional order. The legitimate function of government is to protect property and thereby to ensure justice. Once government safeguards persons and property under a rule of law, a spontaneous market-liberal order can emerge to coordinate economic activity and to create new wealth. I show how the idea of spontaneous order, which lies at the heart of a liberal constitutional order, is fully compatible with China's ancient culture, as seen in the writings of Lao Tzu. China must move from market socialism to “market Taoism”—from constitutional fiat to constitutional freedom. That is why property rights and limited government are so important for its future.

PROPERTY, FREEDOM, AND JUSTICE

Property is often thought of only in physical terms, but that conception of it is misleading. A more accurate portrayal of property is as a bundle of rights and correlative obligations that are consistent with individual freedom. Indeed, according to James Madison, the main architect of the U.S. Constitution, “In its larger and juster meaning, it [property] embraces every thing to which a man may attach a value and have a right; and which leaves to every one else the like advantage” ([1792] 1906, 101, emphasis in original).

Under the rubric of property, Madison included “a man's land, or merchandize, or money,” as well as the property a person has in “his opinions and the free communication of them” and especially the property a person has “in his religious opinions, and in the profession and practice dictated by them.” An individual also “has property very dear to him in the safety and liberty of his person” and “an equal property in the free use of his faculties and free choice of the objects on which to employ them.” In brief, “as a man is said to have a right to his property, he may be equally said to have a property in his rights” ([1792] 1906, 101).

Madison followed in the footsteps of the great classical liberal thinker John Locke. In his Second Treatise of Government, Locke defined property as “lives, liberties, and estates” ([1690] 1965, § 123). He questioned the so-called divine right of kings and argued that property is a fundamental human right—a moral or “natural right”—that exists prior to government. All individuals have the right to protect their property from aggressors and the correlative obligation to restrain from harming others, except in exercising the legitimate right to self-defense. Thus, everyone is equally free to pursue his or her happiness, provided everyone adheres to the basic principle of noninterference.1

According to Madison, the primary function of government is “to protect property of every sort; as well that which lies in the various rights of individuals, as that which the term particularly expresses. This being the end of government, that alone is a just government, which impartially secures to every man, whatever is his own” ([1792] 1906, 102, emphasis in original). Hence, just as freedom depends on the moral right to property, broadly conceived, justice depends on limiting the use of force—whether individual or collective—to the safeguarding of life, liberty, and estate. Justice does not refer to outcomes but to rules: to be just, rules must be applied equally and not violate our basic right to noninterference.

Justice is simple to understand in the liberal constitutional order: it is merely the absence of injustice, which is defined as the wrongful taking of life, liberty, or property. As the brilliant French liberal Frederic Bastiat wrote in 1850,

When law and force confine a man within the bounds of justice, they do not impose anything on him but a mere negation. They impose on him only the obligation to refrain from injuring others. They do not infringe on his personality or his liberty or his property. They merely safeguard the personality, the liberty, and the property of others. They stand on the defensive; they defend the equal right of all. They fulfill a mission whose harmlessness is evident, whose utility is palpable, and whose legitimacy is uncontested. (1964, 65)

In sum, property, freedom, and justice are inseparable in the liberal constitutional order: when private-property rights are violated, individual freedom and justice suffer.

PRIVATE-PROPERTY RIGHTS, ECONOMIC FREEDOM, AND PROSPERITY

Economic freedom depends crucially on the enforcement of private-property rights, which include the exclusive right to use one's justly (freely) acquired property and the right to sell property or to partition the bundle of rights. Free markets depend on well-defined private-property rights, which means the legal system must be based on the rule of law and on limited government (Niskanen 2002).

There can be no real competitive markets—no “marketization” or capitalization—without privatization (that is, freely transferable private-property rights).2 As Armen Alchian, a pioneer in law and economics, emphasizes, “Marketability implies capitalization of future effects on to present values. Thus, long-range effects are thrust back on to the current owner of the marketable value of the goods. He will heed the long-run effects of current decisions more carefully than if the rights were not transferable” (1967, 12).


The salability or transferability of private property (for example, land, shares of corporate stock, and other capital assets) means that owners can discover the present (capital) value of future expected net-income streams. It is possible to calculate those values because market interest rates can be used to discount future expected profits into their present values, as reflected in asset prices. Without competitive markets based on secure private-property rights, no one can know how to allocate capital efficiently to alternative uses based on consumer preferences. In the absence of real capital markets, investment decisions naturally will be politicized, as they are in China.

The attenuation of private-property rights lowers the market value of those rights and reduces individual freedom (Alchian 1977; Jensen and Meckling 1985). If the end and criterion of economic development are greater individual freedom, in the sense of an expansion of one's range of alternatives or choices, then any weakening of private-property rights reduces economic freedom and slows human development. Peter Bauer, in line with classical liberals going back to Adam Smith, has made a strong case for freedom of choice as the primary criterion of development: “I regard the extension of the range of choice, that is, an increase in the range of effective alternatives open to the people, as the principle objective and criterion of economic development; and I judge a measure principally by its probable effects on the range of alternatives open to individuals” (1957, 113–14).

Bastiat had that conception of development in mind when he wrote, “The best chance of progress lies in justice and liberty” (1964, 137). In his famous essay “The Law,” he recognized the importance of secure private-property rights, limited government, and economic freedom for personal and economic development: “It is under the law of justice, under the rule of right, under the influence of liberty, security, stability, and responsibility, that every man will attain to the full worth and dignity of his being, and that mankind will achieve, in a calm and orderly way—slowly, no doubt, but surely—the progress to which it is destined” (1964, 94).

Bastiat saw progress as an evolutionary process in which individuals learn by trial and error. That process is enhanced by a free-market system resting on private-property rights. He understood the institutional infrastructure of a market system and recognized that competition would allow people the freedom to discover new information and to learn from their mistakes. Thus, like F. A. Hayek (1978), Bastiat viewed competition as a discovery process. He also recognized that freedom would promote social development: “Social organs too are so constituted as to develop harmoniously in the open air of liberty” (1964, 95).

History has shown that the countries with the strongest protection of private-property rights and the greatest amount of economic freedom also achieve the highest standards of living. In a study of 150 countries, Lee Hoskins and Ana Eiras (2002) found that countries with secure private-property rights have created more wealth (as measured by real gross domestic product [GDP] per capita) than countries in which private-property rights are insecure and corruption is high (see figure 1). James Gwartney and Robert Lawson (2002, 20) found a strong correlation between economic freedom, as measured by the EFW index, and income per capita, the rate of economic growth, and life expectancy. Those findings point to the importance of private-property rights and limited government not only for creating a just society in the Madisonian sense but also for alleviating poverty.

THE LAW OF LIBERTY AND SPONTANEOUS ORDER

When protection of persons and property is the overriding object of government and when people are free to choose, provided they respect the equal rights of others, then markets will coordinate economic decisions and lead to mutually beneficial exchanges. Such a voluntary or spontaneous order can arise only in a liberal constitutional order of freedom, or what Hayek (1960) called a “constitution of liberty.” Equal freedom under the law of liberty is the hallmark of liberalism.

[image: images]

FIGURE 1. Stronger Property Rights Equal Greater Income


“The free society,” writes Roger Pilon,

is a society of equal rights: stated most broadly, the right to be left alone in one's person and property, the right to pursue one's ends provided the equal rights of others are respected in the process, all of which is more precisely defined by reference to the property foundations of those rights and the basic proscription against taking that property. [Moreover,] the free society is…a society of equal freedom, at least insofar as that term connotes the freedom from interference that is described by our equal rights. (1983, 175, emphasis in original)

The idea that a harmonious economic and social order can emerge spontaneously from individual action—provided government enforces just rules that protect individual rights to life, liberty, and property—is central both to liberalism and to the case for limited government. As Hayek states, “Under the enforcement of universal rules of just conduct, protecting a recognizable private domain of individuals, a spontaneous order of human activities of much greater complexity will form itself than could ever be produced by deliberate arrangement, and…in consequence the coercive activities of government should be limited to the enforcement of such rules” (1967, 162).

China's leaders need to recognize the idea of spontaneous order. Their fear of chaos in the absence of strong government guided by the Chinese Communist Party (CCP) is misplaced. They fail to recognize that freedom under the law of justice is an alternative to unlimited freedom as well as to unlimited government. Chaos is a straw man meant to subdue the Chinese people and to keep the CCP in power. China's leaders could learn much about spontaneous order by studying the work of Adam Smith and by returning to the thought of their own Lao Tzu, who discovered the principle of spontaneous order long before Smith.

The Tao of Adam Smith

In 1776, Smith argued that if “all systems either of preference or of restraint” were “completely taken away,” a “simple system of natural liberty” would evolve “of its own accord.” Each individual then would be “left perfectly free to pursue his own interest his own way, and to bring both his industry and capital into competition with those of any other man, or group of men,” provided “he does not violate the laws of justice” ([1776] 1937, 651).

In Smith's system of natural liberty, the government no longer would have the obligation of overseeing “the industry of private people, and of directing it towards the employments most suitable to the interest of the society”—an obligation “for the proper performance of which no human wisdom or knowledge could ever be sufficient” ([1776] 1937, 651).

Government would not disappear under Smith's market-liberal regime, but it would be limited narrowly to three major functions: (1) “the duty of protecting the society from the violence and invasion of other independent societies”; (2) “the duty of protecting, as far as possible, every member of society from the injustice or oppression of every other member of it”; and (3) “the duty of erecting and maintaining certain public works and certain public institutions” ([1776] 1937, 651).

In the private free-market system Smith advocated, people get rich by serving others and by respecting their property rights. Thus, the system of natural liberty has both a moral foundation and a practical outcome. Private property and free markets make people responsible and responsive. By allowing individuals the freedom to discover their comparative advantage and to trade, market liberalism has produced great wealth wherever it has been tried. There is no better example than Hong Kong.

The chief architect behind the Hong Kong economic miracle was Sir John Cowperthwaite, a Scot who admired the work of Adam Smith and other classical liberals. As Hong Kong's financial secretary from 1961 to 1971, Sir John constantly challenged attempts to increase the power and scope of government in that territory. Like Smith, he believed that free private markets would keep people alert to new opportunities by quickly penalizing mistakes and by rewarding success in the use of society's scarce resources. He understood that no system is perfect, but that, of all known economic systems, the market-price system, with its automatic feedback mechanism, has performed the best: “In the long run, the aggregate of decisions of individual businessmen, exercising individual judgment in a free economy, even if often mistaken, is less likely to do harm than the centralized decisions of a government, and certainly the harm is likely to be counteracted faster” (qtd. in N. Smith 1997, A14).

The idea that people have a natural tendency to make themselves better off if left alone to pursue their own interests and the notion that a laissez-faire system will be harmonious if government safeguards persons and property are the foundations of the West's vision of a market-liberal order, but they are also inherent in the ancient Chinese Taoist vision a self-regulating order—an order we properly might call “market Taoism” (Dorn 1997, 1998).

The Taoist system of natural liberty, like Smith's, is both moral and practical: moral because it is based on virtue, and practical because it leads to prosperity. The Chinese challenge is to discard market socialism and to institute market Taoism by shrinking the size of the state and expanding the size of the market, in the process recreating China's civil society.

Lao Tzu and the Principle of Wu Wei

China need not be confined to the ideological cage of market socialism by fear of copying Western traditions of market liberalism. The way of the market is universal. The free-market economy is, as Václav Havel has stated so elegantly, “the only natural economy, the only kind that makes sense, the only one that can lead to prosperity, because it is the only one that reflects the nature of life itself” (1992, 62). Since 1978, market liberalization has increased substantially the standard of living of millions of Chinese, and individuals are beginning to express their feeling that private property is sacred. M. Pei reports, “In a 1993 poll of 5,455 respondents in six provinces, 78 percent agreed with the statement, ‘Private property is sacred and must not be violated’” (1998b, 76).

In considering what steps to take next, China's leaders should look to their own ancient culture and rediscover the principle of spontaneous order—what Nobel laureate economist James M. Buchanan has called the “most important central principle in eco¬nomics” (1979, 81–82). In the Tao Te Ching, written more than two thousand years before The Wealth of Nations, Lao Tzu instructed the sage (ruler) to adopt the principle of wu wei (noninterference) as the best means of achieving happiness and prosperity:

Administer the empire by engaging in no activity.

The more taboos and prohibitions there are in the world,

The poorer the people will be.

The more laws and orders are made prominent,

The more thieves and robbers there will be.

Therefore, the sage [ruler] says:

I take no action and the people of themselves are transformed.

I engage in no activity and the people of themselves become prosperous.

(Chan 1963, 166–67)

The foregoing passage implies that the more the state intervenes in everyday life, the more corruption will occur. Alternatively, if people are left alone to pursue their own happiness, a spontaneous market order will arise and allow people to create prosperity for themselves and their country. Like Lao Tzu, China's leaders should realize that corruption stems not from freedom but from government's excessive constraint of freedom. As Nobel laureate economist Gary Becker notes, “Markets grow up spontaneously, they are not organized by governments, they grow on their own. If individuals are given freedom, they will help to develop markets for products that one cannot imagine in advance” (1996, 75).

Just as the principle of spontaneous order is central to economic liberalism, the principle of wu wei is fundamental to Taoism. Rulers rule best when they rule least—that is, when they take “no unnatural action.”3 Limiting government can help cultivate an environment in which individuals can pursue happiness and practice virtue (te). Thus, Lao Tzu writes in the Tao Te Ching, “No action is undertaken, and yet nothing is left undone. An empire is often brought to order by having no activity” (Chan 1963, 162).

The challenge for China is to widen the free market and to provide the institutional infrastructure necessary to support private markets (Friedman 1990, 5). The solution is to discard market socialism and to make the transition to market Taoism. As Gao Shangquan stated when he was vice minister of the State Commission for Restructuring the Economy, the challenge is to throw state-owned enterprises (SOEs) “into the sea of the market economy” (qtd. in Chang 1997, 15).

FROM MARKET SOCIALISM TO MARKET TAOISM

Although China has made significant progress in moving toward a market system, much remains to be done in terms of creating the institutional infrastructure needed for a real market economy based on private property and freedom of contract. The existence of widespread state ownership remains a major hurdle in the transition to a private free-market system. Lin, Cai, and Li have pointed to the continuing “institutional incompatibility” between plan and market and have argued that “it is essential for the continuous growth of the Chinese economy to establish a transparent legal system that protects property rights so as to encourage innovations, technological progress, and domestic as well as foreign investments in China” (1996, 226).

China needs constitutional change that enshrines the principle of freedom and depoliticizes economic life. Then real capital markets can emerge to replace centralized investment planning and government controls on capital flows. Removing government from the market will solve the problem of institutional incompatibility and reduce corruption.


A Constitution of Liberty for China

Economic and political reforms are inseparable. To depoliticize economic life, China ultimately must change its constitution from one that enshrines the CCP to one that protects persons and property. New thinking (xin si wei) will be required: the plan¬ning mentality will have to give way to the idea of freedom under the law. That idea, however, is not new, either in the West or in China. As Jixuan Hu writes, “By setting up a minimum group of constraints and letting human creativity work freely, we can create a better society without having to design it in detail. That is not a new idea, it is the idea of law, the idea of a constitution. Real constitutional government is a possible alternative to the dream of a perfectly designed society…. The idea is to apply the principle of self-organization” (1991, 44).

The recent amendment to Article 11 of China's constitution, which recognizes the importance of the nonstate sector and affords protection to private enterprise, is a step in the right direction. To move further toward a free society, however, China must continue to open its markets to the outside world and to abide by international law. In particular, as Pilon has emphasized, China needs “a constitution grounded in the rule of law, not in the rule of man;…a constitution of liberty” (1998, 352).

To accept that idea, however, means to understand and accept the notion of spontaneous order and the principle of nonintervention (wu wei) as the basis for economic, social, and political life. China's leaders and people can turn to the writings of Lao Tzu for guidance:

When taxes are too high,

people go hungry.

When the government is too intrusive,

people lose their spirit.

Act for the people's benefit.

Trust them; leave them alone.

(Mitchell 1991, 75)

Deng Xiaoping implicitly recognized Lao Tzu's way of thinking when he wrote,

Our greatest success—and it is one we had by no means anticipated—has been the emergence of a large number of enterprises run by villages and townships. They were like a new force that just came into being spontaneously…. If the Central Committee made any contribution in this respect, it was only by laying down the correct policy of invigorating the domestic economy. The fact that this policy has had such a favorable result shows that we made a good decision. But this result was not anything that I or any of the other comrades had foreseen; it just came out of the blue.4 (1987, 189)

Although China can return to its own vision of freedom by embracing and extending Lao Tzu's thought, the idea of market Taoism can be enhanced by a deeper understanding of classical liberal economic thought and a study of free-market institutions. In breaking the planning mentality, therefore, China can learn both from its own culture and from the West.

Creating Real Capital Markets in China

The goal of creating viable socialist capital markets is an illusion (Nutter 1968). Modern global capital markets presuppose a transparent legal framework that protects private-property rights and allows the free flow of information. Asset prices then reflect the capitalized value of future profits. Without the right to buy and sell shares of stock freely in organized markets, and without competitively determined market interest rates, there can be no real capital markets and no way to determine true asset values.

Hernando de Soto, the author of The Mystery of Capital, aptly says, “Capital is that value, that additional value, that comes from things that are duly titled;…capital is also law” (qtd. in Fettig 2001, 23, 26). Countries remain poor when their leaders prevent privatization and fail to abide by the rule of law. Hong Kong is rich because it adheres to the rule of law and has market-supporting institutions, not because it has abundant physical capital.

The more secure are rights to future income, the more confidence individuals have in the future, the more breadth and depth capital markets have, and the more liquidity there will be. Likewise, any attenuation or weakening of private-property rights—including the rights to use, sell, and partition property—will produce less trust, less liquidity, and less wealth.

Denying Chinese entrepreneurs the freedom to specialize in ownership and risk taking will place them at a huge disadvantage in creating a financial architecture that can rival that of the West. As long as the state has a majority stake in enterprise ownership, investment decisions and managerial appointments will be politicized.


China's inclusion in the WTO has begun a process of opening its pseudo capital markets to foreign competition and expertise. Foreign banks will have full access to the local currency market within five years. Most restrictions on foreign equity holding will be relaxed, and Western legal and accounting firms will have greater market access. Geographic limits on foreign insurance firms will be eliminated, and those firms will be allowed to offer a wider range of services, including pension annuities. Other liberalization measures, especially those that allow foreign firms direct trading and distribution rights within China, will spur competition and create an ever-larger nonstate sector (Groombridge 2000, 6–7).

To create real capital markets, China must make political reforms. The state must leave the ownership of capital to private individuals who will bear ultimate responsibility for the allocation of capital assets and who will not be subject to political control. That transformation will require major changes in the institutional infrastructure and a new way of thinking about the role of property rights in China's socialist market economy. The WTO can help push China in that direction.

Beijing has propped up SOEs and created asset-management companies to take over nonperforming loans of state banks. Those measures, however, are not sufficient to cure the institutional cancer at the core of China's ownership system. Highly inefficient SOEs are starving private firms of capital. The government—that is, the CCP—remains the dominant owner of capital, and central authorities decide which firms may float shares on the stock exchanges. Recapitalizing state banks is meaningless if those banks continue to lend to SOEs and are driven by politics, not by markets. If China is to revitalize its firms and banks and is to prevent a financial meltdown, it must restructure and open its capital markets, not simply inject more funds into dying institutions. Private owners, with exclusive claims to net income and transferable shares, must be given greater scope and access to capital.

The challenge will be for the leadership to realize that China's future as a modern financial center depends on establishing trust. Foreign and domestic investors must have clearly defined rights to enterprise profits and must be guided by competitively determined rates of return and interest rates in making their investment decisions. The political challenge is to get government out of the business of allocating capital and to allow effective private ownership—something the CCP has not been willing to do except on a small scale.

The freedom to specialize in ownership and risk taking—and thus to choose among an array of assets with varying combinations of risk and reward—is an important factor promoting wealth creation (Alchian 1977, chap. 5). As private wealth grows, people will have an incentive to protect it against the state. How can the CCP be for the people if it prevents widespread private ownership?


The difficulty is to provide an incentive for China's leaders to accept private ownership as the norm rather than as the exception. Constitutional changes to give further protection to private property would be a welcome sign and would help to stem capital outflows and to attract new capital into China. As Zhong Wei, an economist at Beijing Normal University, recently stated, “The need for a constitutional amendment that adds the principle that private properties are inviolable has become quite urgent to curb private capital outflow[s]” (qtd. in Jia 2002, 5).

LESSONS FOR CHINA

Social, economic, and political order can rest on coercion or consent. The liberal constitutional order of freedom has served the world well in bringing about peace and prosperity. The failure of central planning and the collapse of communism in eastern Europe and the Soviet Union have illustrated the futility of state control as a solution to the problem of social organization. Bastiat correctly said, “The solution of the social problem lies in liberty” (1964, 94).

China's greater reliance on markets since 1978 has transformed ethical practices gradually: voluntary exchanges are replacing state controls, and people are beginning to experience the spontaneous order of the marketplace. That cultural transformation is easily seen, especially in the coastal cities. As Jianying Zha writes, “The economic reforms have created new opportunities, new dreams, and to some extent, a new atmosphere and new mindsets. The old control system has weakened in many areas, especially in the spheres of economy and lifestyle. There is a growing sense of increased space for personal freedom” (1995, 202).5 Zhang Shuguang, an economist at the Unirule Institute in Beijing, one of China's first private think tanks, writes,

Mandatory economy and market economy belong to entirely different ideologies and different ethics…. Planned economy is based upon some idea of ideal society and beautiful imagination, but compulsory implementation has been its only means of realization. In such a system, [the] individual is but a screw in a machine, which is the state, and loses all its originality and creativeness. The basic ethics required in such a system is obedience. In the market system, which is a result of continuous development of equal exchange and division of labor, the fundamental logic is free choice and equal status of individuals. The corresponding ethics in [the] market system is mutual respect, mutual benefit, and mutual credit. (1996, 5, emphasis added)


Understanding those differences is the first step in China's long march from market socialism to market Taoism and from constitutional fiat to constitutional order under the law of liberty.

In their book China's New Political Economy, Susumu Yabuki and Stephen Harner find “a clear tendency toward higher GDP growth rates as the proportion of non-state-owned enterprise increases” (1999, 100). Provinces with greater economic freedom grew considerably faster than those with less freedom, as indicated by the size of the state sector. For example, Fujian, Guangdong, and Zhejiang—provinces where SOEs account for less than 30 percent of industrial output value—grew at rates close to 20 percent per annum on average from 1990 through 1995. In contrast, Qinghai, Heilongjiang, and the Ningxia Autonomous Region, where SOEs are the dominant producers, experienced much slower average growth rates, in the range of 7 to 8 percent per annum (Yabuki and Harner 1999, 99–100).6

The importance of foreign-funded enterprises in the coastal areas and of foreign trade in general cannot be underestimated. China has benefited tremendously from the presence of alternatives to SOEs. Experimentation with nonstate ownership forms has been highly successful. The government has recognized the importance of private ownership in creating wealth. The People's Daily recently reported, “Zhang Dejiang, secretary of the Zhejiang Provincial Committee of the Communist Party of China, said that the contribution of the private sector in pushing forward the rapid economic growth of the province can not be overlooked” (“Chinese Private Economy” 2002).7 It is now time to allow even greater freedom and to recognize not only the usefulness of private property but also its sanctity as a basic human right.

In an encouraging sign, the People's Daily also recently reported that “a new research report on China's social strata made by some scholars at the Chinese Academy of Social Sciences [CASS] says that private property will play the same role as state-owned property in forming the economic foundation and the overall national strength of socialist society” (“Chinese Private Economy” 2002). On the surface, this statement is absurd: private and state ownership are diametrically opposed—the first vests exclusive title in the individual and allows owners to sell their bundle of property rights; the second vests title in the state and its political apparatus, the CCP, and no individual has freely transferable rights. Yet, if we read between the lines, we can see that the CASS report signals that China may be ready to allow greater economic freedom by provid¬ing more security to private property. Indeed, at the 16th Party Congress, in November 2002, President Jiang Zemin boldly stated: “We need to…improve the legal system for protecting private property” (qtd. in McGregor and Kynge 2002, 3).


Five lessons should be carved in stone and constantly remembered as China moves from market socialism to market Taoism:


	Private property, freedom, and justice are inseparable.

	Justice requires limiting government to the protection of persons and property.

	Minimizing the use of force to defend life, liberty, and property maximizes freedom and creates a spontaneous market-liberal order.

	Private free markets are not only moral, but they create wealth by providing incentives to discover new ways of doing things and by increasing the range of alternatives.

	Governments rule best when they follow the rule of law and the principle of noninterference (wu wei).



The key to a successful future for China is not better government planning or more foreign aid, but rather a constitution that protects persons and property against the discretionary power of government and lays a framework for freedom under the rule of law. That is the legacy of Hong Kong and the challenge for China.

NOTES

1   On the right to noninterference as a fundamental moral right, see Pilon 1979, 1185.

2   Ludwig von Mises and F. A. Hayek were instrumental in conveying this idea. See Hayek [1935] 1975 and 1948, chaps. 7–9. On the Mises/Hayek critique of socialism, see Lavoie 1990, 76–82.

3   Wing-Tsit Chan note that the principle of wu wei does not mean “‘inactivity’ but rather ‘taking no action that is contrary to Nature’” (1963, 136). In essence, “wu wei…is the embodiment of suppleness, simplicity, and freedom” (H. Smith 1991, 208).

4   Kate Xiao Zhou describes the demise of China's collective farms and the creation of the household responsibility system (baochan daohu), with its township and village enterprises, as “a spontaneous, unorganized, leaderless, nonideological, apolitical movement” (1996, 4).

5   For a discussion of China's emerging civil society, see Pei 1998a. Kathy Chen describes the model of development in China's new urban centers, such as Shishi, as “xiao zhenfu, da shehui—small government, big society—which advocates less involvement by cash-strapped governments and more by society” (1996).

6   The 7 to 8 percent growth rates reported for SOE-dominated provinces are suspect because managers who are also CCP members have an incentive to overstate production and because inventories often have little market value. On the problem of measuring China's growth, see Rawski 2002.

7   The National Economic Research Institute (NERI) in Beijing ranked Zhejiang second in terms of its progress toward a market economy compared to other provinces in 1999. Guangdong was ranked number one. See Fan, Wang, and Zhang 2001, 10. The NERI “marketization index” recognizes the importance of secure property rights and the rule of law in creating a market system: “One of the important aspects of market-oriented reform is the development of [a] rule of law, including the setting up of [a] legal framework for property rights protection and contract enforcement” (Fan, Wang, and Zhang 2001, 4).
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‘The quest for freedom has always been as much a battle of ideas as it is a popular struggle. Seminal
classical liberal thinkers such as John Locke and Adam Smith stressed the inherent worth of the
individual, inalicnable rights, the rule of law, and the benevolent consequences of the cooperative,
peaceful pursuit of one’s own happiness. These ideas became the intellectual scaffolding for much of
humankind’s most fundamental civil institutions and achievements.

The Challenge of Liberty restores the ideas and ideals of classical liberalism as the intellectual
and cultural roots of free societies regarding individual rights, human dignity, market processes,
and the rule of law. In so doing, this unique book reveals why nationalism, burcaucracy, and de-
humanization are foils of classical liberalism, including as they affect such diverse issues as defense,
healthcare, education, and commerce.

Praise for The (hallenge of Libery

“The continuing vitality and relevance of the classical liberal tradition is on ample display in The
Challenge of Liberty, the excellent book edited by Robert Higgs and Carl Close. The voices are fresh,
insightful, and on occasion, provocative.”

—BRUCE J. CALDWELL, Professor of Economics, University of North Carolina, Greensboro

“The Challenge of Liberty deserves wide attention. The authors who have contributed to this volume
have maintained consistently high standards of scholarship, as well as a refreshing capacity to provoke
readers into a reconsideration of long-held views.”

—NATHAN ROSENBERG, Professor of Public Policy (Emeritus), Stanford University

“This splendid book will be most helpful in restoring the ideas and ideals of liberty.”
—AvLex Kozinskl, Judge, U.S. Court of Appeals, 9th Circuit

“The Challenge of Liberty is an ambitious and persuasive effort to demonstrate the relevance of
classical liberal doctrine to modern times. This liberal doctrine has little in common with what passes for
liberalism’ in the contemporary political discourse.”

—RICHARD E. Pipes, Baird Professor of History Emeritus, Harvard University

“The Challenge of Liberty follows the best tradition of classical liberal thought and, in its effort to
update the premises of classical liberalism, challenges with solid arguments many of the myths of our

times.”
—MARIO VARGAS L1L0SA, author, 7The Time of the Hero and A Fish in Water

“The marvelous book, The Challenge of Liberty, now provides probing and illuminating
examinations of the nature of the case for liberty and of its standing in the present intellectual world and
the prospects for its future influence.”

—ERIC MAcK, Professor of Philosophy, Tulane University
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