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WAS FREE ENTERPRISE EVER FREEt

PART II -- THE RISE AND .FALL OF LAISSEZ·FAIRE IDEALS

In the JuJ.y issue of Persuasion, Part I of this study. I traced the in
fiuenae of the coloniaJ. mercantilist heritage. I further suggested that
laiesez-.fay:! economic principles were beginning to i.n£luence the colonists
at the end of the eighteenth cent~. It was inevitable that the ideas of
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mercantilism (advocating government supervision of economic affairs) and
laissez-faire (advooating total economic freedom) would clash. The Founding
Fathers attempted to blend the two diametrically opposed economic doctrines
at the Constitutional Convention in 1787. '

Bu.t first, let' s exa.m1ne what laissez-taire is and where the idea originated.
It 1s the theory ot noninterference by government in eoonomic affairs. It im-
plies phUosophically the concepts of' hwnan rights, individualism and selt-interest,
political freedom, and limited government.--phUosoph1cal ideas which can be traoed
to the seventeenth-centlU7 ph1losopher John Locke (1632-1704). Atthough spokes-
men tor ~a1s.es-.ta1re in the last two oenturies have seldom agreed about the
proper extent of the government's role in economics, they would generally agree
that lWs8i-ta1re specU1caUy means the following: Indiv1duaJ.s or voluntarUy
associated groups of individuals have the right tD seek the max1mu.m of personal.
profit by producing, buying and selling Whatever they wish and in any way they
nsh, so long a$ tbe7 do not violate the rights of others. Prices and standards
in a aarket economy are determined. by tree competition (supply and dEDand.).
BconOJl1c activities should go on with 11tt1.e or no interferenoe from government
authorities, in the torm of eitber restraints or tavors. John Taylor, the out
spoken defender of Jeffersonian economic ideas (175.3-1824). expressed th18
point Welll ftThe utmost favor which it 1s possible tor a government to do tor us
farmers and mechanics is neither to help U8 nor hurtus. 1t1

The term "lQfsea:ta1refl was first .used. 1n eighteenth-cent.ury France by the
Pb781ocrats. a group of Frenoh economists (1Dcluding Quesnq. Gournay. Turgot,
Mirabeal1. Dlpont de NemoUrs and others) who &clopted the mOtto "laissez taire,
l'3-8el passer" ("let do, let pass"). The Physiocrats were reacting strongly
against lIercantU1sm. which had been particularly oppressive 1n France under
Colbert.

The Physiocrats emphasized private property rights and they generally ag:reed
that the only purpose of t;1E~ government is to protect lite, liberty and property•
so that men can be tree to pursue their economic self-interest. They demon
strated.that the FrenQh government's restrictions ot economic enterprises
aotually retarded production and contribu.ted to gr~t inefficiency. ,Fa.m:Uiar
with LOcke (Who is sometimes cal,led the Fa.ther of the Physiocrats), they cam
paigned tor tree trade and .the libera.tion ot prodllctive forces, particularly
in agriculture. Their ideas are sometimes referred to as the· Agricultural System,
since they ID.1.stakenly tho·u.ght that on1.y agriQul,.ture was able to increase Itreal "
national weal th; they considered commerce and manufacturing non-productive.
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While the Physiocrats were active in Franoe, Adam Smith (1723-1790), a
Scotchman of their acquaintance, was writing Wealth of ..Nations. In general,
Smith espo'used J&issez-faire prinoiples as the surest road to prosperity,
but he was not an advocate of what I shall call Qpure ll laissez-faire, that is,
total ecooomic freedom. 2 His economic theories should be considered an admixture
of laissez-faire and mercantilism.

For example, Adam Smith thought that the government's fWlctions should
include, in addition to defense, administration of justice, enforcement of
contraots and the administration of patents and copyrights, the following:
the post office, public education and the erec.!:,ion and maintenance of "certain
public works and certain public institutions LParticularly roads, highways,
bridges, oanals and harbor~ which it can never be for the interest of ~
individual, or smaJ.J. group of individuals, to erect and maintain. 11) He aJ.so
believed that a government might properly interfere in foreign commerc~ and
banking; legaJ.ly fix interest rates; and tax rent, profits, and wages. Ad
vocates of a strict, literal interpretationol laissez-faira, however, would
limit the sphere of the government~s activities to the protection of rights
(including patents, copyrights and contracts), by means of the armed forces,
the law courts. and the police. All of' the other .t'u.nctions of government
Which Smith advocated wouJ.d be privately created, owned and maintained under
pure 1aissez-£aire.

The followers of Adam Smith are usually called the Classical School. It
includes such well-known economic theorists as Ricardo and Mal thus and the
Manchester School. The latter was a group or men centered aroWld the Man
chester Chamber of Commerce in England, who staunchly advocated free trade
and a practricaJ. application of Smith ,·s ideas. The school :i.n.fluenced Bastiat,
who helped spread Smith's ideas in France.

The term "liberalism" originated in reference to Smith's &1ropean dis
ciples, particularly French Classicists such as Jean Baptiste Say (1767-1832).
an eloquent defender of economic freedom • .5 The term "classical liberaJ.
philosophy" is u.sed loosely today to describe the ideas of all. those who
advocate, to one degree or aoother, economic and po11ticaJ. freedom,parlia
mentary systems of governm~nt. and governmentaJ. guarantees of individual rights.

Laissez-faire found a champion in Jeremy Bentham (1748-1832), author of
A Fr~me~LQ,n Oovernment (1776). He was a philosopher vlho espoused a hedonistic
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utllitarianism (-the greatest happiness for the greatest number fl ) as the jus
tification for his advocacy of econom.1c freedom.. Bentham argued that govern
ment interference in economic atfairsis neecD.ess and pernicious; he thought
that competition should be allowed almost unlimited freedom. Unlike defenders
of capitalism in the Lockean tradition, however, Bentham declared that the con
·cept of indivicluaJ. rights is a fiction.

It is one of the most striking coincidences of history that the world t s
first oomprehensive and scientific treatise in the newly emerging soience or
economics, Smith's Wealth or Nations, appeared in the same year that Bentham
published A Fra.gmAAt on Cbvernp1ent. that Watt invented the steam engine, and
that the DeClaration of Ind~aDdencewas signed in the United States--1776.
Smith's book laid the groundwork tor the science ot economics. B.entham l s
work contained a jusW1cation tor capitalism. that was unfortunately to replace
the phiJ.osophy or rights. Watt gave an enomous impetus to the Industrial
Revolution in England and .America. The Declaration or Independence made possible
the creation of a nation tlla:t sbraced the aclLbavem.ents and ideas of all three
men.

Classical theories of ecolJOmcs· were Dot long in finding their way to the
United Statas. Thei.r ch:Lef' exponent was ThOm.as J etterson. J efrerson was
faai.liar with the Wealth of lations and praised its ideas. He was personally
a.qllainted with some of ~e Ph1s1Dcrats and carried on an extensive correspond
ence with ~nt de Nemours6 and Jean Baptiste Say. author of A. Treatise on
Political EcOnoDlV (1820).7 Benjamin Franklin's early mercantilist ideas
altered a.t'ter the influenoe of the Pbysiocrats en his visit to France in 1767.
In tact, C.C. Biddl.e, editor of an 1836 edition of Say's book, points out that
the expression nlaisse~.:raire" became widely circulated in the United states
through the/efforts otrranklin. 8 James Madison. John Jay and Alexander
H.amilton stated in The Fe<ieraJ.ist9 that the ideal systsn. '"1ouJ.d be complete
.freedom or trade, but they were afraid that America would jeopardize both her
independence and her profits 11' she advocated tree international trade, while
other oOWltries imposed tariffs o·n American ships.

When. the Founding Fathers met to dratt the Constitution in 1787, they
brought political theories intluenced by Locke's concepts or rights, self
govemILent and equality. In addition, they espoused e~onomic principles that
were a curious mixture of laissez-faire and mercantilism. As we saw in Part
I of this article, their colonial eJq;>erieno8s had made them very £amlliar ldth
m.ereantiJ.1sm and its tariffs, reguJ.atiDns, price-.f'ix:i.ng, subsidies, bounties,
:'.DOmpolles and taxes.
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The ideas of 1a1ssez-f'aire and the economic principles wlderlying tree
market economies, however, were new and had barely had an opportun1tq to
becom.e widely klX>W11 and understood. (Economics as a science was not founded
tmtU the Physiocrats devaloped the first comprehensive body of economic prin
ciples.10) Nevertheless, man;r of the delegates to the Federal Convention were
attracted to the ideas of economic freedom because they -were logicaJ.ly compatible
With a pollticaJ. philosophy of rights and liberty. The ideas ot Smith and the
PhTsiocrats were particularly innuential; many ot smith's econom1c principles
were incorporated into the Constitution of the United States.

Regardless of ,their specific disagreements about the role ot government
in eoo:oomio affairs, however, it is important U> bear in mind that the FOWld
:Lng Fathers all agreed on one basic principle: They ag~eed that their job was
to preserve libertg. '

Frederick K. Henri.oh i.n the Journal. of Economic Histor.yll describes the
types of economic freedom that llere being defended in this era and states that
"every single laissez-faire theorist wasaJ.so an advocate ot ,some kind of
intervention." Henrioh points out that there were four types of economic
freedom being advocated at the end of the eighteenth century: (1) laissez passer-
tree international. trade, which agricuJ.tural1sts such as Jefferson defended be
cause it encouraged the tree exchange 0:£ agriculturaJ. surpluses for foreign
manufactures; (2) laissez taire--a free domestic market, which was the ~ec1al

concern ot the commercial interests who tought price-fixing, paper money. 'and
interference with production and consumption; (;) laissez travalller (Henrich's

, term)--freedom of occupational choice and the right to reap the benefits ot
one's own labor. Almost all of the colonists favored this liberty; (4) laissez
flacer (also Henrich's term)-the right to speculate and to make :inves"buents
in land, stocks or bonds) with the hope of making a profit. fostered by finan

cial interests. Since there were agrarian gro'ups with a strong physiocratic
distrust of moneyed interests, this torm of economio freedom was the subj act of
great controversy. Henrich suggests that each prominent economic group defended
"that type of economic libertq which promised to advance the well-being of its
consti.tuents. 1t

Alexander HamUton, who was to have a daoisive inf'l.uence on the future
direction ot eoonomio life ill the United states, was primarily a mercantilist-
an ardent nationaJ.ist and a staunch defender of encouragemant&L4d protection
ot infant industries by bounties and tariffs. He revealed his at,';~1tude toward
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total economic freedom in a speeoh at the Federal Convention on JWle 18. 1187:
lIn matters of industry'.· he commented. "human enterprise ought, doUbtless, .to
be left tree in the main. not fettered bY' too much regulation; but practical
pollticians know that 1t ma;r be beneticiall.7 st1Dm.lated by prudent aids and
encouragements on the part ot the government. "12

As the author of the lederaJ.1st Party's eoonomic program, Hamilton estab
lished the precedent for tariffs and economic assistance to industry. He was
able to defend h1s pollOie. on constitutional grounds because of the mercantUist
clauses in the U.S. Constitution. These clauses, aroWld which the controversy
over strict VB. 1oo88.ConstructiDn of the Constitution centered, permit the
federal goverraent to: regulate foreign and interstate commerce,operate the
postal system, construot post roads. coin money and regulate its value. grant
the power of eminent domain, levy tar1t1's and other duties, eta. These cJ.auses,
oombined. nth the "seneraJ. waU'are" c1.ause and Chief Justice Marshall's doctrine
of implied powers,l; have reSulted in. an e:rer-expanding national goverrment.

Immediatel7 atter the Constitution was ratified, however, lolhat happened
to laissez-twa in theory and in practicet

In theory, laisseZ-faire gathered more and lJ¥)re adherents, particuJ.arJ.y
after 1820, when the writings ot Jean Bapt1.ste Sq and Harriet Martineau became
popular. Sidney Fine states that "Say's Treatise on Political EoonoDtY. a restate
ment in polished form of the laissez-faire creed, was the most widely used
economics textbook 1n .America's colleges up to the Civ1J. War•••• Insofar as
poJ.iticaJ. economy was offered as a college subject before the Civ~4War, it was
taught in strict conformity with the pr1ncipJ.es ot J.aissez..taire.· ';,.D.1ustrations
Rt PoJ,itical. Eoonomt, by Hiss Hartineau. presented the principles ot l§1ssez-
taire in stOry torm; the authoress ."extends a ~ea for the 'unimpeded operation'
ol the'entire system or commercial. exchanges.' ttl" Another 1nC.uentJ.al defender
ot laissez:=taire 1n this period was F.rancis Wayland. President ot Brown Univer
sity and author ot Elements ot Political Econo& (1837). who attacked poor laws
as destru.ctive of property rights, and internaJ. improvements and'banldng .regu-
lations as improper functions ot government. .

In theory,. the followers of the liberal tradition in America (particularly
the Je.t.tersonians 'and Jacksonians) were generaJ.ly opposed to goverment interven
tion in the economic lite of the country. They favored a strict construct~..~n
.of the Constitution, and usually .teared the federal. government's potentia1.



-124 -

oppressive power. The Jackson1ans adopted Adam Smith's attitude toward' the
d.angers and 1n.1ut1oes 1mpl1c1t in the alliance ot government and bu.s1ness,
part1cniLarJ.y in the fermot ,government-created mooopo11es.J.6 They un~ubtedJ.y
saw that they could not exercise equal r1ghts 1n a society' in "Which monopoly
and special pr1vUeges prevented :tree and fair comp.~t.ion among prodl1.cers..

Har~ Van Baren, Jackson's sucoessor, echoed the Jacksonian v1fJ1fl, "It's
not its LVie f,Oyerraent'i!leg1tJ.aate object to make lien rich or to repair by .
~ot grants ot .,ney or 18g1alat~n in favor of particular pursuits losses
not 1Acurred in the public servi08. Th1s would be substant1aJ1 y to us,o the
properv of SOlIe tor the benefit of ot,bers. -17 .

In the period. between the C1vU War and 1900. the dootrine ot lGgserct"a
reached 1ts he1.ght of pepul.arit,... , It was championed b7 prot.anoDal and .POP'"
lar economists, polltical sc1entiatsi clerpeni Herbert Spencer and his
followers. the Soc1al narw1n1st.s; ba.s1nessaeni but most ot all b7 the. legal

. fraternit7 and mcbers of the Sup~e Court. It was in the courts that
l.AASSS-"1 re 1IOn its most .1,gnitioant victories in the mneteenth oentury.
In 18 ,Judge 1'bomas K. Coole7 published Const.1,tuYRna1 x".'ta1;iaDIJ lin that
Tear la1ssez-ta1re oap1tal1sll was npJiL1ed. with a lesal ideology. -15

.
Cool81 developed a qat.. ot law based on the protection of property rights

and libertir. of oontraot. . .Also in 1868, the Fourteenth .blfBdlllent, was rat1t1ed.
The Supreme Court event.u.a:l.l1' used. the Idlle process- clause ot this 8.Il~dment as
the oh1e.t defense of propertT and business operations aga1nst interterenoe b7
.tate leg1slatures. ItThere is a general consensus that. tor a long per1Dd
starting in the 1880 I s [With Justices r1a1d, HcKenna, Brewer and Sutherland, in
part1culail. la18sez fair. vas given a c»ctr1Da1re interpretat.1.on by the Suprfae
Court•••• "19

But, and it is a big bu.1i, the purpo8' of the Supreme Court is to~c1de on
the oonst1tutiDDal1t7 of laws. The aeroantU1.tprov1s1ons 1n the Constitution
1tselt could not be 19Dorecl. tis meant that lIhUe la+ssez-ta1re wastlowering
in theo17 be.tore the C1vll War, in practice it never totaJJ.y· got. started.. _La;Lssez
fe i re advocates a tree market. As I have deaonstrated., the market eoo:rio~ of
the early Repuh1.1c was never reall.7 tree. To one extent or another economic
aftairs in this ooun1a7 have 81...,.. been :1ntluenced 'b7 IOV8rIIIlent aot.1on. The
federal goverment, priDr to the C1vU War, tor example, in the Daa8 of const1
tut.1.onal provisions, was able to toster the t'OUov1ng1 tar1tfs and du;t..1.es.
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taxation. subsidies and bounties to industry t grants ot monopoly privUeges
and other torms of "government patronage (e. g.. land grants), government-owned
business enterprises, intemal improvements (canals, rallroads, turnpikes)
and regulator.r measures.. In 1863, the federal goverment tormed and regulated.
the national banking sy'stem.

State governments were evan more active during the first sixty years ot
the Republic. There was otten a direct continuation ot mercantUist policies
trom the co:Lon1aJ. period to statehood. The states provided licensing services,
regul.atedbaDks and insurance companies. inspected and regulated the qualltvr
of ezported goods t and granted charters ot incorporation (som.etimes with
monopolistic privUeges). They subsidized agricuJ.turaJ. and 1naustr1a1 fairs.
gave bounties tor certain crops, and extended special loan priviJ.eges to
farmers.

sta.te governments were also very active in busiiless enterprises of their
own. Louis Hartz notes that the state of PeMsyivan1a. was involved in "business
li.fe to. a degree unprecedented in the eighteenth oentury. Profits were l1m1ted,
prices rixed, monopolistic practices among m~rchants prohibited•••• In some
ot the corporations it charter3d it subscribed and, owned as much as batt of the
stock. A ld.nd of mixed corporation developed."2O Some states, however, did
not allow tampering nth prices. In general, the states aJ.so did not interfere
w:tth contracts, oocupational. choices or the activities of speculators.

~e states also were actiVely engaged in promofD.ng internaJ. improvements.
Many ot them saw their programs- end in total disaster, and as a result several
states passed constitutional.. a.~endments in the 18lK>'s prohibiting such activity.
In the decades following the C1vll War, 1I1aJV states were forced to give up
their business aotivities, because it became clear that private enterprise was
more efficient.

Nothing, however, seemed to prevent· state governments from jo1Jlingthe
federal government in an unprecedented program of assistance toone industry: the
raUroads. "RaUways reoeived support in the form ot :teder~.loans, liberal. land
grants and indirect aid in the form of a remission or tee tariff' on imported
rallroad ralls. At first the federal government made land grants to the states
which were turned over to rallroad corporations. In l862 the policy ot giving
federal land grants directly to the rail~ companies began. State and town
governments often paid rallway survey expenses, subsoribed to raUroad stock, 2t
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floated bond issues 011 behalf of the railroads. n2J. The railroads Nith the
most financial difficulty and the 'tvorst history of soandaJ. "Were the Union
Pacific and the Central Pacific; they went into bankrtlptcy. T~ley v!ere also
the ra1lroacls v~hichhad received the greatest amoW1t of federal assistHnce.

Despite this array of government intervention, it is inrportant to remember
that the U.S. economy of this period was the freest in the bistor"J of the
entire world. Compared to government regulation today, the early dasrsof
the Republic" in retrospect. are indeed enviable. fl... governrllental
activities that a t:ypicaJ. Amerioan a'! the pre-Civil War period vlould have
considered a serionsdeparture from his conception of a laissez-fair'=
policy might be received as a very minor raatter b:r the American brought up

.\Ulder the social. attitud.es of tDday. 'IZ2

Unf'ortw1.ately, those people who defended ~aiss.:~z~.fail"~ in early Ara.erica
did not advocate pure laissez-faire. The Fow1ding Fathers pro\lided for an
economio order based on the foundation of freedom and rights, but gnawing away

. at this foundation were the provisions of federal and state constitutions pro
viding for go""ernment ll1tervent10n in the economy. Freedom toppled, particu
larly atter 186.5 vmen the scope ot the activ'ities of federal, sta-te and local
governments steadiJ.y increased. But before economic freedom 't'las aD. but des
troyed by a wave· or collectivism, itwiLeased a burst of industrioJ. production
vrhich in one hundred years blrned an agrarian oOW1trJ of four miD.ion peopJ.e
into an industriaJ. nation ot 63 miJJ.ion ~J1th the hi];hest standt'll"d of living
in the history of the world.

GradualJ..y J as governLlent intervention increased, the ideas of laisse~

faira, once so respectab~e and popuJ.ar, decl.ined in innuence. Those who no'trl

attack 1a;).ssez-.ta?re capitalism claim. that it had its chcUlce and it failed,
because it allegedly vIas either responsible for or could not provide solutions
tor the undesirable soci~ and economic problems of the ne1'1 inchlstrial age.

In fact, however, lQssez-tajre capitalis~n never:,.erlsted ~ tIle United
States. As Ayn Rand has identified. "\~hat existed in practice, in the 19th
century, irlaS not pure capitalisn, but variously mixed economies. Since con
trols necessitate and breed further controls~ it l'las the statist, eleLlent of
the mixtures that wreaked them; it was the tree, capitaJ.ist, element that took
the blame. tt2J To accuse laissez-faire is to accuse e.. stJ.1a:~·1 man, erected Co ~.~.

a smoke-screen over .the real causes of the problems of this era.
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Specifioall.y, tor example, laissez-faire. took the bJ.am.e for labor prob
lems, depressions and the rise of coercive monopolies, all of which were the
result of the mercantUist principles and practices ot state and federal
governments. The following quotation is an example of what I mean: "In the
faoe of such great question's as the growing labor problEm, raUwlay disorimina
tion, and monetary difficulties, all accentuated by the crises ot 1873 and 1884,
the old polley of laissez faire was prov~g inadequate. ff24 '

The anti-capitaJ.1st myth accuses capitalism ot being the creator of in
tolerable 't'lorking conditions for laborers. "The common oharge of inhumanity
against the nineteenth century--for that is the popULar reading pi the policy
of laissez faire, is it rx>t?--would be an idle slander if' it were no't so gross. ,,2.5
Histor~s' and economists have given ample evidence to prove 9thenlise.

"The truth is that. tor the greater part ot history. for most men the
possession of the tools for their work was an essential condition tor survi
val or at 1east tor being able to rea': a famlly•••• To be lett without
thEJ:rllleant in most instances death by starvatiOn o~ at least the impossibUity
of procreation•••• It was only when the larger gain from the employment of
maohin8r7"'pI'OV,ided both the means and the opportunity f'or [J;he investment of"
the tool§} that what in the past had been a recurring surplus or population doomed
to early <1eath l rlas in an inoreasing mea,sure given the possib:Uity of survival •
• • • 'lhe proletariat which capitalism can be said 1:4 have 'created' was thus
not a proportion of the population which would have extsted'tdthout it or whioh
it had degraded t.D a lower level. ,,26

Under especially heavy attack have been the so-called evils pex:taining to
working conditions, llages, and the employment of women and children. Robert
W.Smuts, in Women and \~ork in America, documents the reason l-lhy" children and.
women 't'lorked in facoories--to aUfgIlent famlly incomes vdth 1~ages that were often
necessafY for survival.. uTo people 'tmo had never before e;;q;>erienced the advan
ta~es of having money. the lure of regular wages was often irresistible. • • •
The textile towns were inhabited largely by fa.mllies who walcomed the abWldant
employment opportunities for women and children. "27 As llr. Smuts points out,
what by our standards 't'lere harsh conditions, 't-Jere ilelcomed by laborers as
infinitely preferable to the back-breald.ng agricultaraJ. labor, long v10rking hours,
and low incomes prevalent in the pre-capitalist era. Il1i'ant Lilortality declined
sharply and popu.laQ-ol1s doubled and trebled during the Industrial Ravo~ution. It
is indeed tragic that capitaJ.ism., the true benefactor to human lite, is stlll
popularly believed to be inhuman.
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Depression~ are also alleged to be an inevitable result of laissez-fairs.
But depressions are not inherent in.a free economy. They are the result"of

. the govermentt:p manipulation of the money supply, destruction or the gold
standard. creating :tn.t:Lation with iSSll9S of paper mone:)', cheap-money policies
leading to an over-extension of credit, artificial lo't-lering of interest rates,
etc. Business cycles are "the consequences or poli"t,iaa;L inter£erenc~ with .tha
free-market eoonom;y:. II states the 1ate Professor Fal1stiI}.o Ball.ve, who present·ed
an analysis of this principle. 28

Without fail, those llho attack cap1tal1sn claim tliat an 1.U1regulated:"
economy aJ.l·myS =rosters coercive monopolies. "Bat it is impossible to find a
single e nl1 era mono that has ever existed 'tdthol1t official rotection. n
statesPro£essor Ba1lve.2 proressor BaJ.lve d~monst.rates, in fact, that' .
monopolies are:iJJlposs1hte Wlder totaJ. free enterprise, beca.use entrepreneurs
will. a1l'mys ri.Se t.o compete wi.th other entrepreneurs. No one in a .rree~conomy

would have the right to forbid others to compete l'\lith hiJil. Coercion of this .
sort is possible only With government protection by law, by special franchises.
subsidies or other privileges. Nineteenth-century railroad monopolies. cited by
Professor HaneY' in his indiotlnen'(j of J,aissez:-!aire, lfere b~atant examp1.es of
government intervention.JO

It seem.s abundantly clear that the attacks on laissaz-f'aire were often
aimed at areas of the economy where government inter'ientiol1 had been firmly
entrenche~ Or laissez-~aire was attacked by ~~se who failed to remind.them
selves of the reJ.evanc~r of considering historicaJ. context. ~'lhy. one might ask.
did the laissez-faire doctrine fall into disrepute and take the blametlt was
destroyed because. as Ayn Rand has identified, it 'VIas phllosophically.de.t'ended
as a system that served group interests rather than as a system that defended
indi.tidual rights.J1 Hiss Rand points out that the Founding Fathers acoepted
and proclaimed man's right to life, liberty and the pursuit of. happiness~

Capitalism. however, has aJ.ways been defended on a.ltruistic grounds: by 'utui-
.tarians. who considered rights a fiction (Jeremy Bentl-u:uu). or by Soc1a.lDarwinists.
who considered that capiu~ism aided the race by destroying the unfit (Herbert
Spencer) •

Hiss Rand ShO'tfS hO~'1 capitalism, without a clearly defined moraJ. basis and
defense, l-laB helpless 1lllder the vigorous attack of collectivists. and statists. ,
She points out that it is impossible to defend the doctrines of politicaJ. and
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eCODOmo tre.doII, UDept with "a nft lIIOrallt7 ot rational .e.1t-bterut.")2

lortUDatel7, hture spoke.en tor oapltal1aS datend the pr1Do1plea
ot pure lda••"""" oapitallsm, beou.. A;rDland has tonmlat.d aaorl11t7
ot rational. selt-interestl Objectivism. With this new zmral1t7. perhaps

, AIIerlca v1ll •••da1' have a la1lsez-ta1re econoll1c I78te11--coapleW7 unreC
ulat~ tree .nt.rpris.... tor the t1rsttlae 1n 1t8 h18tory.

--10101 ,. Jonl.

* •••••
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REVIIWS

EXPLODING EXPLOITATION

The hplo1tat4Dn Theory. by Bbgen von Bt.'hm-Bawerk. trans
lated by GeorgeD. Huneke and Hans F. Sennholz. Libertarian
Press, South Holland, D.linois; 1960.

This book, which is an excerpt or 80 pages (P. 241-J2J.) trom a three-
volume work which appeared at the turn of the Qentury in Germany (Capital,
and Interest, by Phgen von B5bm-Baver,,) is valuable to every defender of cap
itaJ.ism. for two reasons. It gives a clear statement of the background and argu
mentative force of tllO related theories which are' the central prop or the social-,
1st-communist economic approach: the labor theory ot, value and its logical. con- '
sequence, which Protessor von BlJhm-Bawerk Dames 'the exploitation theory." And
it demo~ishes these theOries.

The labor theory ot vaJ.ue is, as the name implies. the principle that it is
only man's labor which gives value to the things of nature. This idea has a
history as long as that ot the science of economics itself'; and like the science
ot ecooomios, it might be said to have its ultimate origin in the 'Works ot JOM
Locke. "For it is labour indeed that puts the d.1.tferenoe ot value on everything,"
said Locke in On the History or England's Political Econom,.y. "and letan;yone
consider what the difference is between an acre of land planted with tobacco or
sugar, sown with wheat or barley, and an acre of' the same land lying in common
without a:ny husbandry upon it, and he will find that the improvement o£labour
makes the far greater part ot the value. II (quoted in footnote 2)

This, idea was fonnally stated by Adam Sm1th in his WeaJ.th of NatJ..o..a.e, and
was "adopted word for word" by Ricardo. "The real price of every artiole, what
every artiole reaJJ.y oosts ~ who wishes to aoquire it, is the etfort and ditfi
cuJ.ty of acquisition. What eT/ery article is really 'Worth to the man who acquired.
it and wishes to sell it or to exchange it for something el·5e, is the effort and
diffic'ulty which1t enables him to avoid and to unload on others." (Smith's
Wealth of Nations; Ricardo's Principles, quoted p. 288)

If' this statement is true, says~hm-Bawerk. then what he dubs "the exploita
tion theory of interest" of the socialists is its logical consequence. For the
obVious question that fo~lows is: If the real vaJ.ue of any article is the labor
that went into it, then why doesn't in fact the man who performed this labor get
~ the money from the article I s sale? The buyer is not going to pay more for an
article than it is worth -00 him--a sum equal. to the arrJOWlt or work which he is
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avoiding by making the purchase. Therefore, when a fac-oory owner gets part
of the purchase price or a manuractured article, what is the source of his
income? It is interest on his capital investment. But this must be part ·0£
what the laborer should get, because it has tD be deducted frotrl the price, which
represents only labor. How can this be?

The socialist an3'Jer is ~,;;eniOtl.s. J~ though the worker does in fact produce
the entire value of the product, and so is entitled to all of the income, he has
bargained 'Vlith the faotory owner and agreed to take less thall his rightful share
of the factory's total earnings in exchange for a regular tolage. nThe capitalist
exercises the control ov~r the indispensable means of production which the insti
tution or private property guarantees him, and he uses such Qontrol to secure for
himself a part of the worker's product." (p. 241) Why did the worker·make such a
bad bargain? He was forced to, by hunger, because he could not postpone eating
Wltll the pI'oduct li"aS finished and sold. This is the origin of the term "economic
force" which one encoWlters so orten in liberal arguments against 'big business.
It is ftthe situation whioh places the worker under ooercion."· (P. 241)

One can easily see that this theory is a powerful justification for all
stri.kes, all. business reguJ.ation, and all schemes for the rtredistribution" of
income. These are all, according to the eJq)loitation theory, ways of righting
wrongs which have been initiated by the industrialists in the first place. And
even i.t the exploitation theory has been forgotten by those 'Who now mouth the
slogans which spring from. it, it is important for defenders of capitallsm to
familiarize thelnselves with the best intellectual. defense of their opponents and
to be prepared to anm~er it. .

I have attempted to reproduce here Mhm-Bawerk's swnmary of the main factors
of the exploitation theo~. as they appeared in the works of several writers. He
makes the point that Sm.ith and Ricardo did not consider that the worker "'las ex
ploited by the wage contract, but they ·'may be considered the unwilling godfathers
of the e~~oitat.i.on theory, f1 which 'Was .formulated in a later period.. .Al though
today the exploitation theory (and indeed, the labor theory of val.ue itself') is
most closely associated with Karl Harx, B8hm-Bavlerk disousses rel.~ted theories
of early non-socialist economists (William Thompson and Sismondi) and of the
socialist theorists Proudhon and Rodbertus, giv1ng most of his attention to the
exploitation theories of' R.odbertus and Marx.

His method is to reproduce the theory of eachuncr1tioally, subsequently
criticizing it in detail. This results in a division of the points he raises
against the basic theo~, which I will t~ to briefly indicate hera.

In criticizing Rodbertus, BBbm-Bawerk begins with the observation that Rod
bertus considers only certain goods--those which are the products or labor-
although he ooncedes that all goods are also the product of nature {i.e.• raw
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materials). But he states that "ecooo1ll1cs has no conoernl (Soz1a'. lEage, quoted
p- 2.57) with goods which areon1.7 the products ot nature and not or labor. This
point ot view Bam-Bawerk labels as -just downright nonc.' '

His .econd criticism or BodbertU81s a detalled discussion ot the tact that
111 all socialist exploitation theories, the issue of tJae is not taken into account.
It is pertectJ.y just, sars Bahm-Bawerk, that the worker soould get paid tor what
he produces.B\1t even suppose tor the moment that he had in tact produced the en
tire product, as tbesoc1al1sts claim. What that 'WOuld mean i.that the worker
would be entitJ.ed to the Rreseptvalue ot 111s product1Dnoow,or the future value
ot his work (when the product is finished and offered for sale) 1n the future.
But although the worker would complain it he were told that it should be a matter
of 1nditference tD him whether he gets paid at the end of the week or has to wait
five years for the same· amount of moneY'. the entrepreneur is supposed not to care
about this issue, and be villing to distribu.te among his workers DOW the entire
tu.ture value of t:1.8 product. However, since :Lt :La an econom1.c J.aw that present
goods are more va1uab1.e "than idmtical future goods," what this alDOWlts to is
that the socia.l1sts want the worker to have!l!.I! than he has produced--the future
valueot the t1n1shed product (or a proportional share thereof) before the produot
is finished.

When he turns his attention to Karl Marx, a!hm-Bawerk notes that Marx has a
certain ~ight to the assooiAtion that the labor theorr of vaJ.ue now bas with his
name. Marx, he sqs, was the .first writer to try to prove the theory and hot
simply to assert it. "From Ricardo to Rodbertus, trom Sismondi to Lasalle. no
one has deemed it necessary tD bolster the principle with any t'urther support than
the name of Adam Smith alone•••• Only very- few at the advocates of the labor
theory ot value are exceptions to that oharge, and one of those few is l~arx. "(P. 290)

Marx's theory of vaJ.ue and of the nature of interest, according to ~bm-Bawerk,

starts with an analysis of the nature of commodities, "by which we must understand
that he means, not all ecooomic ~ods, but only' thoset,hat are prodnoed by labor
for disposition on the market." (PP. 281-2) A commodity. says Marx, represents
two sorts ot value-it has use value, that is,it satisties needs ot some sort, and
it is a 'material carrier of exchange value, n (p. 282) which is "the ratlo in which
use "alues (Jf one kind are exchanged for use values ot another kind. n Th1s ratio
is ditf'eren"t in di£terent times and places, but Marx was looking tor lome constant
behind it.

What he proceeded to do. and l-That Bahm-Bawerk eJq>1a1ns in detail, is to set
up a mathematicization of the problElll. J. ratio can be written as an equation,
says }larx. An equation means that someth1ng is identical on both sides of the
equals sign, ilhioh means that each of the two use values being considered "must
be reducible to this third something." (Das Kapital, quoted by BtJhm-Bawerk, p. 282)
Harx then proceeds to seek the factor tv which oommodittes in such an equation can
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be reduced, and oonsiders only two: that they have use vaJ.ue and that they are
products of lal:::or. He eliminates use value as a possibUity, on the groWld that
produots are traded for each other which are to be put to very different "Uses.
By this process of elimination he arrives at labor as the constant he was seeking:
ltil lie disregard the use value of objects that can be classified as oommodities,
then they retain only a single quality, that of being products of labor'. II (~

Kapital, quoted by Bdhm-Bal'lerk, p. 282)

Now we must disregard the specific~ of labor that went into the production
of eaoh commodity and arrive at the idea of abstract nlabor time, It and we ca.n mea
sure the value of all goods in W1its of this abstraction.

When 't-Je say that goods are valued according to labor time, this does not
mean the time it took to produce the goods. It means what Marx called the
"socially necessa.r:;{ labor time. II Mhm-Bawerk quotes Marx as defining this as
"the time required to produce any use vcUue when operating tmder the conditions of
production norm.a.lly prevaUing in agi\7en society, and lihen utilizing the degree
of skill and application norm.a.lly available there. It (Das Kapital, quoted by B"hm
Bawerk, p.283) In other vJords, the market is not going to pay you for the year
it took you to produce an electric stove by hand when others as good came out of
the factory, 'Vl0rked on by 20 people for an average time of an hour per person.

How does the interest t-lhichthe capitaJ.ist gets raJ.ate to the problems we
have been discussing? Well, now ~'le pres"Ull1abJ.y knol'l that i-lhen conllllodities are
exchanged, they are exchanged on the basis of the usociaJ.ly necessary labor timan
which each represents--that tI1is is 'tvhat is refiectedin their price, vlhen goods
are exchanged tor mon~J. But the capitalist takes money, in~lests it in such a way
as to turn it 1n:oo commodities, and then salls thecol1JIlX)dities at a profit, as in
terest on the use of his 11loney. How' can he do this? The cap!talist did 110 labor-
what created his profit? Or as I~larx terms it, where does the "surplus value" oome
from? The aIlSVler is that, since it must have been produced by the laoor of the
workers, the capitalist gets Ius profit by only paying the worker for part of the
time he works. "Capital is therefore not only, as Adam Smith says, control over
labor. It isessent1ally oontrol: over 'Wlpaid labor. .All. surplUS vaJ.ue. in no
matter what specialized form it is later crystaJ.1ized. whether profit. interest,
rent or the like, is by its nat'ure something which has materialized out of Wlpaid
labor time." (Dc.\s K?pitaJ., quoted by Bahm-Bawerk, p. 286)

Notice that the "sociaJ.ly necessary labor time, n which is determined by l'1hat
equipment, tools, and factories are available in a society, is the standard by
't>Jhich it is decided vlhat 'tiage a l'lorker should receive, a.nd that the factory ovmer
is not entitJ.ed to aJ.1Y" return 011 his investment. This can only mean tha t a factory
is considered b"rJ l~Iar.X: to be l'lhat is termed in econolllcs a "free gift of nature, It

along 'Hith air, sunlight and 't'Jater, which therefore is not to be t2Jcen into economic
considerati·on.
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Bahm..Bawerkl1kens Marx to. ·one whQ has a .trong desire to demonstrate that
a 1ihite ball can be drawn out of an urn. and takes the precaution to insure that

, result by placing mthing blt white balls in the 'urn. n (p. 292) He points out in
essence that Marx has presented a forced card in 11m1tLng his discussion to com.
modities in the first place. He catches Marx equivocating on the term "commodities"--
at one time us1J1g it to bJply a.nything which is the subject ot an economic trans-
action, and at another t1m.e limit.1.ng it to a much narrower rei'erence. Marx ex..
cludes from consideration all natural resources, including land, in his search for
the nature ot vaJ..ue. Bu.t wen he 4lnds his principle.heimmediate.ty assumes
that it applies to eve~g which 18 traded or tradeable, including those same
na'blral resources.

Not only does Marx thus WlfairlY' limit his consideration to oomnodi.ties;
he al~m.1nates use vaJ.ue ;trom his equation by confusing 'use-vaJ.ue-in-general with
speoitic uses to which commodities are put: he assumes erroneously that, having
done this, he has eJ ~m1nated all possibledet8rminants or value e:xcept labor
(igaoring Bach ta.ctorsas saarc114.v, being objects of supply and demand, and. being
made ot 'natural. mater1a1s) i and immediately atter he has implied that the abstraot
coucept of use value aould have to place 1n his search tor value, he arrives at
the abstract oonoept ot labor t1lIle-so that, as. ~l:m..Bawerk puts it, "If' Marx had
happened to reverse the order ot h1s1nq~, he could have eliminated labor by
the very same logioal succession wb1ch led him to the el:tm1na.t1on or use v:alue."

'(p.297)

BlhIJI,..Bawerk states that the structural weakneaa or this presentation makes
it 1mpolsible that it represents the wq Marx hiJuelt arrived at the conclusion
that labor 1s the 'source ot all value. He theref.en concludes that Marx con..
structed. the theory' to prove a preconceived notion: I •••he tinkered and Pllttered
around, m.an1pulating the compliant concepts and premises ot his thesis, untU at
long last the predetermined and pr.ed1tated resu!t was finallY' produced in a
torm that vas to all outward appearances reputable and conclusive.' (P. 298)

A.s a final nan in the oof.thl of th1a theory, Bahm-Bawerk lists the cats-
, gones otgoods whose market value 18 not in proport1on to t.be quantity ot labor
necessary tor their producti~n. These include (1) rare goods. a class ot goods
Which Mhm-Bawerk points out i.not llmited to statues, paintings, rare books and
vintage w1nes, but "this class at goods also includes all real estate, plus the
myriad gooc1lJ involving patents, coP7rlghts and trade secrets." (p. 298) (2) all
goods produced by skllled rather than unskilled labor. "Almost every cODUDOdity
will. require, somewhere in the course ot its production, specialized labor of
some ldnd--that ot an inventor, a aanager, a toreman and the l1ke. And that--
in terms ot 'the labor theory of value-raises the value or that commodity somewhat
above the level that it lIOuld have attained on the basis ot the quantity .r labor
al.one. "(3) "handwork done by women,· whioh sold at the turn of the century tor
less than the market prioe or labor. (4) nuctuat10ns in exchange value which
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reflect nuotuations in supply and demand. "To my wa:y or thinking the socialist
adherents of the labor principle are tar too ready to shrug orf this exception
nonchalantly•••• It canoot be denied that all these irregularities constitute
just that many examples or exchange vaJ.ues which are the resul t of factors other
than the qua.nti ty ot labor costs. At the least, this should have started an
investigation into the question as to whether there might r¥)t be some other prin
ciple of exchange value." (p. 300) (.5) goods which require "the greater advance
ouUay or 'preliminary' labor." e. g., a lOO-year-old oak tree Uhas a higher price
than can, correspond to the, half ~nute it takes to plant the acorn. II

lX'hm-Bawerk summarizes in the follot'ling way: ltiThe aJJ.eged 'law' provides
that the exchange val'ue of goods is determined by the quantity of labor embodied
in them. It is a lair whioh a considerable proportion of goods does rot obey at
~t and the rest not alliays, and never exactJ.:v. Such is the empirical material
with which he must deal. l-Jho would formu.late a theory of value. What conclusions
can the impartiaJ. theorist draw from such material? Surely not that the origin
and determinant of all flalue is to be found solely in labor." (p. ;01, ItaJ.ics
his)

Bc!thm-Bawerk thought, as he worked on the third edition of his text shortly
before his death in 1914, that the influence ot the exploitation theory was on
the wane t but that he should take it seriously enough to ans\-Jer it in detail in
case there shouJ.d be, some time in the future, "renewed controversy. ,t The rest
of this century has been the history o:r that renewedcontrov"ersy.Wby' shoul.d
this be? W'ny is ~hm-Bawerk reprinted as recentJ.y as 1960 and recircuJ.ated as
a new idea?

The complete answer would be a complicated socio-political.~philosophi.cal

one, involving factors of· history as well as ideas. But even in these few pages
'in which Professor ~hm-Bawerk so brllliantly demolishes the most fundamental
Marxist economiodoctrine, he indicates an alternative conclusion with which it
is impossible for any consistent defender of capitalism to agree. In speaking
of the fact that hellad not specifioally discussed the role of "the rest of the
participants in production, n Mhm-Bawerk says. "The correctness or incorrect
ness of the exploitation theory does· not depend on whether or not those parts
of the na tional product which are not expended as 1'lages are dispensed on an
accurately graded scale which is in accordance with the true deserts of tl1e
participating parties. It depends solely and only on ~'lhether it can be proved
that what the workers ~ave earned constitutes an unqualified claim to an arti
ficialJ.y premature pa.J7!ilent to them of the total. product. If that cannot be
proved, then the eJql1.oitation theory is lirong. Then part of the product remail;.s,
and other claimants may then urge their legal or just pretensions to i t. I~ the
absence of such claims let an enlightened system of la1~ dispose of it in accord
ance with such considerations of' e.iq)ediency as give due regard to the permanent
advancement of the corlltuon good. Such might be quite possible, and indeed there
seerilS to be a strone tendency in that direction in the development of Qur system
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of jurisprudence as evidenced by !IlOdern sociaJ. seourity, graduated inoome
taxes, increasing government ownership and controls and so on. Yes, it~,isquite

poss.ible, I say, that the share of the workers, based on naturally justified .
claims, will be increased temporarily by our lavJS through artificial measures
based on considerations of eJq)ediency in the best sense of the word. And the
increase woUld come out of that part of "~he national product still available
after lJages. .And so. direcUy or indirecUy, there would be a l:iJni ta.tion of the
income that is derived solely by virtue of possession. rr (p. 319)

And so the same man who was so rigouro'usly just 't'Jhen it came to examJJlJ.ng
the claims of the workers 'to the total product, 't-J'ho in his discussion of Rodbertus
stated unequivocaJ..ly that ~ the labor theory of value l~ere 'correct, then the
claim of the worker to the entire vaJ.ue of the product~ follow ( I1 there can be
no question of its correctness and its fairnessn)--this same man, now that he has
sho'WIl unequivocally that the interest which the capitalist gains is ll2! exploited
from the worl~ert asks for additionil. "legal or just pretensions" to show that
the capitalist is entitled 1:0 it •

.If aJ\VOne stiJ.J. wonders why lie consider tha.tcapita1.isl11 must not be defended
on any grounds other -than the rights ot:iridividuals, let him analyze the state
ment cited above, carefully, and notice the failure of politicaJ.phUosophy
inherent in it. Why does the worker have a "natural.1y justified claim" to an
increased share of the mcoIae which, ·'solely by virtue of possession" remains in
the hands of the capitalist? In what way do tlincreasing government olmership and
oontrols n give "dtle regard to the permanent a.d.vancement of' the common good"? ~~hat

happened to private property?

In spite 01' the .fact that Bdhlil-Ba-;'1erk has bril1iantJ.y and detalledly shown
that, in fact, the interest which the capitalist obtains is the result of his con
trol of capitaJ. and not of -the eJq?loitation of' anybod;r, he s'cill does not consider
that proper-~y is a right;~.. The exploitat:O.on theory tlu'ned. utilitarian defenders
of laissez-faire, t'Jho considered rights a fiction and sought lithe greatest good for
the greatest l1Ul1lber. If in'oo u.t.Uitarian defenders of socialism. In reading B8hnl
Ba'i~erk we see t,h2.t e'len all intellectual opponent of the exploitation theory could
find no 'just basis for pl~ivate propert,if it was a large amoLU~tof private property,
that is, if' it vIas tlthc~t put of the national product stlll a7C'ilable after' l"lages. rt

It is not reaJJ.y so sur~Jrising that the controversy bet1'leen individual. rights
and nthe com.mon good" continues mday.

--J0211 Kermedy Taylor
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