Notes for Lecture on the Use Of Knowledge in Society: 
 Link at http://econlib.org/library/Essays/hykKnw1.html


(Note, the link above is to the actual article, the link below is my rewriting of it, to ensure that I could lecture it in an understandable way.  I do this with almost every article I teach, and more than a few books.)

The Use of Knowledge in Society


H1. What is the problem we wish to solve when constructing a rational economic order?
	Assuming we posses
		All relevant information,
(everything that exists in the economy today - MRS)
		A given (set) system of preferences
 (what it is that everybody wants - MRS)
		Knowledge of the means of production
 (All the production functions in the economy - MRT)
	The rest is math – just optimize it

H.2  The above is wrong, because “we” DO NOT POSSES this information
	Rather, some of us possess small parts of it
	But no one of us does, or can, possess the whole of it

H.3  So what we are really dealing with is knowledge, where it is
		Dispersed among many actors
		Often contradictory (EE 449, EE 409)
Contains relative value judgements (I-phone or Samsung?)
	So the real trick is use the knowledge so that
		Dispersed resources (many owners), and
		Dispersed goals (many preferences), can
		Be utilized well ABSENT THE KNOWLEDGE of things in totality

H.4  The above issues have been obscured by math
	We assume the very information that does not, CAN NOT, exist
	The problem ain’t math, its information
	So Hayek is going to talk about rational economic organization, but this means
		Discussions of methodology that he thinks obscures the problem
	
Part II
	 
H.5 All economic activity is “Planning”,
I make calculations based on desires,
 and resources, that can be combined or recombined
	But if WE make plans, it becomes more complex
	Now, society has to aggregate the knowledge, from all of us
		To the one planner
	So it is important to look at how the knowledge is transmitted
	
H.6 And to whom…..
	Society does not “plan”, some individual(s) within it does
		And just as we need to see how he gets his information
	We need to understand how much he does for himself, and others
		And how others will in turn adjust themselves to the new conditions

	Restated:  Who plans for Whom? Do we funnel the knowledge to one person to then make a plan, or do we have a decentralized market system, that disseminates knowledge to many people?  How does knowledge move up (individual to planner), and how does it move sideways (individual to individual)?

H.7  So central planning or Free markets?
	Can we aggregate the knowledge of individuals to the planner,
So he can manage the system rationally?
	Can we transmit additional knowledge to individuals,
So they can self-coordinate, and adjust their individual plans?
	Which system can more efficiently transmit knowledge?

Part III

H.8  Not all knowledge is the same, it can be transmitted at different rates/ways
	Scientific (technocratic) knowledge centralizes more easily, so
	It appeals to the planner, and is gathered by the planner
		Planning today (1945) is popular, because science is popular
			This is less true today than 1945
		As far as scientific knowledge is concerned, a suitable body of experts
			Might be the way to go (Thammasat Econ, anybody?)  	
But scientific knowledge today is only a small part of knowledge
		And it too is necessarily dispersed (Physics/Economists)

H.9 Today it is almost heretical to talk about “non-scientific” knowledge
	But there is much important, unorganized, non-scientific knowledge
		As any taxi-driver navigating in Suthep’s Bangkok could tell you
	Much knowledge is time or space specific, known only locally to a few
		This knowledge can only be used by society with the co-operation
			Of its holder, his assent and participation in decision making
			(Buying/selling requires assent, and a participatory decision)

“To know of and put to use a machine not fully employed, or somebody's skill which could be better utilized, or to be aware of a surplus stock which can be drawn upon during an interruption of supplies, is socially quite as useful as the knowledge of better alternative techniques. And the shipper who earns his living from using otherwise empty or half-filled journeys of tramp-steamers, or the estate agent whose whole knowledge is almost exclusively one of temporary opportunities, or the arbitrageur who gains from local differences of commodity prices, are all performing eminently useful functions based on special knowledge of circumstances of the fleeting moment not known to others.” 

H.10  But the above knowledge is regarded contemptuously in the modern world
	 Theoretical knowledge is good, but being a middle-man? Not so much
		So if I can get more because I can produce more efficiently, good
		If I can get more because I know a cheaper supplier, not good
			The knowledge of that cheaper supplier should be universal
			And our models reflect that (production vs. distribution)
		But this misses the point – the very question to answer is
			How to produce and distribute that dispersed knowledge
	The knowledge of a cheaper supplier was produced, not “given”
		 
Most Economists, Hayek argues, devalue this knowledge
	It OUGHT to universal, they think, so they assume that it is
		If it isn’t, that is a “market failure”
		But it is precisely the gathering of this knowledge that makes markets
	Without the arbitrageur who gains from local price differences,
		The market clearing price would not exist
	So the question is, how to spread out this dispersed knowledge
		Not up, but outwards….

(Example of the DVD Tree – how is “growing” a DVD to then processing it in a factory into a finished product different from “growing” apples, and then processing them into a finished DVD player in a Cargo Vessel different?  The first example would get you a nobel prize, the second one is just a merchant trying to make money)


Part IV

H.11 It isn’t only local knowledge that planners neglect, but also change
	To the planner, the economy is a set of equations, to calibrate
		Hard, but doable, once the knowledge is gathered,
			And the plan implemented.	
But in the real economy, everything is constantly in flux
	So this knowledge, gathered and planned on, becomes obsolete
	
H.12  Indeed, economic problems are always about changes.
	How do we respond to price changes, supply disruptions, new products?
	To argue that in a modern economy, day to day is less important
		Is to argue that economic problems have become less important
	So the people who support plans also argue that we
		Can’t make our decisions on the basics of economics
	 
H.13  Is it really true that
	With the elaborate apparatus of modern production
		Economic decisions only need to be made occasionally?
	Once a plant has been built, the rest is just mechanical?
		No need to change things in the future?

H.14  If you answer yes to the above, you probably are not a businessman
	In a competitive industry, to keep costs down is a constant battle
		New workers, technology, changing tastes, etc. are all central to mngt.
	The same goods can be produced in many ways,
		Which often have widely varying costs (Camera phone vs. Kodak)
	Engineers and production managers ALLWAYS want costs to be a non-factor
		Why?  Because they are ALLWAYS so important

H 15….  Economists, with their statistical aggregates, are always forgetting this
	But these aggregates hide the movements, the shifts, the changes
		The aggregates are not stable because of the law of large numbers
	Rather, it is constant tweaking, changing, adjusting, that keep them constant
		If A fails, B steps in to deliver.
		No factory can produce all its own stuff, it needs the market to operate
	
H.16  This is NOT statistical knowledge, it is firm/individual/circumstance specific
	Thus, it cannot be transmitted to the central planner
	So a central planner will have to depend on the knowledge he CAN gather
	And will have to leave other decisions to the man on the spot

Part V

H.17  If the economy is characterized by constant, rapid change
	It follows that decisions should be made by the man on the spot
		To move the knowledge up to the central planners is to slow
			But how to give the man on the spot wider knowledge?
		A decentralized system needs to transmit knowledge across the system
			To allow ALL the local decision makers to coordinate

H.18  So what is the nature of the information that must be transmitted
		ACROSS society when decision making is local and decentralized

H.19  ANYTHING that happens in the world MIGHT be important to a producer
		(Example:  I, Pencil) 
			http://www.econlib.org/library/Essays/rdPncl1.html
	Any change to the economy elsewhere will impact his business, but
The local producer doesn’t need to know why anything happened,
	Or indeed, what precisely did happen, he only needs to know
The inputs and techniques he uses to produce his own good, and
By how much or little the relative costs of those things has changed
	(Again, mr. Pencil)
His concern is only in how the external changes affect his little world

H.20  How would a singly mind calculate all of this?
	It would do so by assigning a numeric value to each input (and potential input)
		(so that it could judge their relative values vis a vis other ones
	And would then be able to make inter-marginal comparisons
		(Oscar Lange, and the MRTS for the socialist planner)
	Note these “values”, or “MRSs”, don’t reflect the actual value of the inputs
		But rather the value of the inputs for that particular activity
	This would be necessary so as to not have to redo the whole plan to reflect
		Every change in the system as it happened.
	This is the price system…….

H.21  In a decentralized system, prices serve this coordinating role
	The price tells us everything we need to know about supply and demand…
		Which is, for the most part, ABSOLUTALY NOTHING
	The example of Tin
		Did demand for it go up?  Did the supply for it go down? 
	The end user of tin DOES NOT KNOW, NEED TO KNOW, OR CARE
		They only know that they should economize on its consumption
			Because it (the local tin) can be more profitably used elsewhere
		By local, I mean the tin needed for that person’s production
	Wherever the change first happened, producers (consumers) react
		And this spills into other markets, for tin, for substitutes,
			For its transportation, production, etc.
	In each of these overlapping markets, the information about tin is dispersed,
		THROUGH CHANGES IN THE PRICE OF TIN
	But no one individual possesses all the knowledge of what happened
	The commodity has but one price, (connected by transportation methods)

Part VI
H.22  The price system is thus a means by which INFORMATION is transmitted
		And it is a very efficient system, it ONLY transmits what is needed
		And it does so only to the people who NEED/WANT the information
	But it can only operate when prices are free to change
		(in other words, to carry the signal)
		Though even if prices don’t change, information will be disseminated
			(inefficiently, and thus non-economically)
		
H.23  Of course, it does not do so “perfectly” in the sense economists now employ
	But this is because economists always assume perfect information
		Which is what the price system is sorta providing
	The marvel of the price system is how quickly and efficiently it can operate

H.24	But because it is not a designed or planned system, we take it for granted
	We all (especially economists) 
ASSUME THE VERY THING IT PROVIDES, INFORMATION
	Thus, the economists (planners) constant desire to fix the system,
	To replace it, or guide it, through centralized control.
		Can an unplanned system work better than a planned one?
	
H.25  The problem here is not just limited to economics, but to all social issues
	
	“It is a profoundly erroneous truism, repeated by all copy-books and by eminent people when they are making speeches, that we should cultivate the habit of thinking what we are doing.  The precise opposite is the case.  Civilization advances by extending the number of important operations which we can perform without thinking about them.”

	We make constant use of things we don’t understand
		Because we don’t need to
	Modern example:  GPS vs. Maps – How many of my students can actually read a map?  Use a compass, or tell the direction from the sun?

	Many, many human institutions are like that, they are “habits”

H.26  The price system is one we stumbled onto, that stuck, because
	It works so well, since it economizes on information
	It allows for division of labor (specialization) and
		Coordination by everybody in a decentralized system
	Many make fun of the notion that just the system needed for modern civilization could have spontaneously grown up to support it.
		But they get the causality backwards, the system came first…
	And nobody has yet come up with an alternate system, that can
		Still support the current civilization, especially its
	Commitment to freedom 

Part VII
H.27  Historic detour – referencing the socialist calculation debate
	Hayek basically saying “after 25 years, we now know prices ARE necessary”

H.28  How can Schumpeter still defend a centrally planned system? 
	By asserting
		(paraphrase) when consumers demand goods, they are also implicitly also evaluating the means of production of those goods

H.29  Hayek says that consumers are most definitely NOT evaluating the various means of production
	The information is neither available or useful, or even wanted
	Schumpeter is ASSUMING they know the production functions
		
	In point of fact, neither consumes, Hayek, or Schumpeter know all this information
	AND THEY NEVER CAN

H.30  To assume consumers know this is a worse error than to assume planners do
	But it reflects the bias of modern economists

H. 31  Schumpeter’s error is a common one
	It assumes away the unavoidable limitations on man’s information
		And thus assumes away the central question
	Simultaneous equations assume we know the objective facts
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	But the whole market process is one of discovering, and constantly updating or rediscovering, those objective facts.  What the price system does is transmit the knowledge of those facts across the system.
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