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Introduction

Purpose, scope, and procedure

The socialist calculation debate of the 1930s is widely acknowledged
to have been the most important theoretical controversy in the his-
tory of the field of comparative economics. Alexander Eckstein
(1971, p. 2) was not exaggerating when he referred to the debate as
a ‘“theoretical controversy ... of far-reaching importance in the
study of comparative economics” that “focused on a range of prob-
lems that had a profound impact on the development of the field.”'

References to the debate (or at least to some of the writings of
which it is composed) can be found not only in most texts in compar-
ative economtics but also in many treatments of socialist economics,
welfare economics, and general histories of economic thought. Sig-
nificantly, many of these works take the debate as their theoretical
starting point, and even those discussions of socialist economics that
fail to refer to the debate explicitly nonetheless focus on issues that
were hrst systematically examined in the calculation debate. Oskar
[.ange's famous contribution to the debate is considered the defini-
tive precursor of “market socialism,” the dominant trend in modern
central planning theory. The whole character of socialist economics
has changed dramatically since the time of the controversy, largely,
to be sure, because of subsequent practical experience with central
planning but also because of the impact of this theoretical exchange.
Thus it may well be that a clearer understanding of this controversy
could prove an invaluable aid in explaining, and possibly correcting,
the problems encountered in socialist practice today.

Moreover, it can be argued that this debate has an importance that

John Elliot (1973, pp. 232--3) calls the Mises-Hayek argument “probably the most
predominent and ‘fundamental’ of the post-Marxist critiques of the economic theory
of socialism” and stresses the important effect that contributions to the debate such as
that of Oskar lLange had on later theories of socialisin. Loucks (1957, pp. 257-8) says
that the debate raised “theoretical problems involved in the operation of a socialized
urder which go to the very heart of economic process, and which up to the present
time have not been solved satisfactorily by the proponents of socialista.”

1



2 Rivalry and central planning

transceneds the issues that were consciously in dispute. A better under-
standing of the controversy could lead to a substantial advance in our
investigation into the proper role of and methods foreconomic theory
in general. Despite the indisputable impact of the calculation debate,
some of the lessons to be learned from it have yet 10 be incorporated
into the body of what could be called the modern mainstream of
economic thought. The reason for the debate’s incomplete influence
may be rooted in an inadequate understanding, by the participants as
well as by later historians of thought, of the original arguments.

The purpose of this book is to make a contribution to the history
of thought in economics by reexamining this classic debate. I will
concentrate on the articles and books that are widely agreed to be
the major primary sources in the controversy. On the critical side,
arguing that there is a fundamental flaw in the economics of central
planning, were the Austrians Ludwig von Mises ([1929] 1935; [1922]
1936), Friedrich A. Hayek ({1935] 1948e; [1935] 1948(;, [1940]
1948a), and Lionel Robbins (1934a).* Defending one variety of eco-
nomic planning or another from this challenge werc the “market
socialists,” Oskar Lange ([1936] 1964), H. D. Dickinson (1933; 1939),
Fred M. Taylor ({1929] 1964), Abba P. Lerner (1934b; 1936; 1937;
1944), and E. F. M. Durbin ({1936] 1968).> The most commonly
referenced secondary sources in this important episode in the his-
tory ol economic thought have beeu the discussions by Joseph
Schumpeter ([1942] 1950@; 1954) and Abram Bergsos: (1948 1967).
Leading scholars such as Frank Knight (1936) and Benjamin N.
Ward (1967b) have endorsed this standard interpretation.

It is the main thesis of this study that these standard accounts of
the debate have been profoundly mistaken.' The debate as well as its
implications for comparative economic systems have been, | believe,
almost completely misunderstood. Although this book cannot at-
tempt to offer the final word on this complex controversy, my hope
is that it will clarity many of the confusions in the debate and per-
haps even serve as a stimulus for its rekindting.

Why is it, then, that historians of thought of the stature of Schum-
peter and Knight, and esteemed economic theorists in the compara-

£ Other early contributions that made arguments similar to*Mises’s include Pierson
([1902] 1935), Weber ([1921] 1978), and Brutzkus ({1922] 1935). This study concen-
trates mainly on the central Austrian conuributions, both because the market socialist
, esponses did so and because | find them to represent a more complete argument.
‘Fhe related literature on market socialism that has emetged since the debate will be
, ¢xamined briefly, but the central focus will be ou these pioneering works.
* I have tried elsewhere (1981) to explain just how this standard account came to
dominate secondary sources in the history of thought of the debate.
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iive study of economic systems such as Ward and Bergson, have all
failed to comprehend the essential nature of this controversy? It is
indeed significant that so many interpreters seem to have indepen-
dently come to the same views upon reading the primary sources, a
fact that lends great plausibility 1o the standard view. One might not
expect the coincidence of numerous respected minds erring in pre-
visely the same way.

But it should also be noted that these interpreters share a very
sunilar training in econornics within the neoclassical tradition of Wal-
ras and Marshall and that the intellectual background of Mises,
Hayek, and Robbins is substantially different.” No economist can
expect to be able to set down his whole theoretical world view unam-
biguously. The economist, rather, depends on the reader to relate
the specific ideas expressed to his or her implicit understanding of
cconomic theory in general. Each analytic statement, 1o be rendered
coinplete, must be integrated within the wider framework of eco-
nomic theory to which it is intended to be a contribution. The fact
that the neoclassical interpreters of the calculation debate shared this
essential analytic background only with the economists on one side
of the debate may be sufficient reason to suspect that the other side
has yet to have been adequately understood. Differences between
the neoclassical and Austrian interpretation of such key concepts as
“economic theory,” “equilibrium,” “competition,” “rational economic
calculation,” “efficiency,” “ewnership,” and “price” led the neoclassi-
cal chroniclers of the debate to consistently misinterpret the argu-
ments that the Austrian economists were trying to make, and to do
so in remarkably similar ways.

Lo be sure, the Austrians must accept part of the responsibility for
tailing to make themselves understood. A more critical attitude to-
ward the neoclassical approach early in the debate could have pre-
vented much of the confusion that developed later on. The early
Austrian theorists were too eager, in my view, to embrace neoclassi-
cal economists as marginalist allies against the threat of resurgent
classical value theory in the form of Marxism. This kept them from
realizing that on some issues they and the Marxists had more in
common than either did with the sort of neoclassical economics that
underlies the market socialist proposals.

Another reason why the debate has been so widely misunderstood

”

" s

” Actually the case of Lord Robbins is less clear-cut. He initially received a somewhat
classical economic training under Edwin Caanan at the London School of Econom-
ics but was profoundly influenced by the Austrian economists early in his career
and for the most part took a thoroughly Austrian position in the debate.
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is that the opponents seemed to change their arguments significantly
in the course of the debate. This contributed to the confusion of the
debate since neither side believed that the other was maintaining a
logically coherent position.. The debate evolved gradually, over the
course of time, as the central points of contention shifted. Misunder-
standings and lack of clarity on both sides characterized the initial
confrontation, and this led to some revisions in at least the expression,
if not the substance, of the arguments. Each side perceived its own
evolution as a theoretical advance or clarification and its opponents’
as a retreat, but whatever viewpoint one adopts the changes them-
selves have made the debate complex and its essential nature difticult
to unravel. With each side aiming at what it believed to be a moving
target, it is not surprising that in many respects the arguments missed.

But the primary reason for the confusion that surrounds the con-
troversy lies not so much in the fact that the opponents moved as in
their divergent perspectives. Neither advocates nor critics of central
planning seemed to comprehend the fundamental paradigm of their
adversaries, and both consequently walked away {rom the exchange
quite convinced that they had won.

That historians of thought have not yet sutcceeded in understand-
ing this debate is best illustrated by the fact that both sides stil claim
to have won. There are highly respécted contemporary protagonists
of each position who to this day refer to the debate as an unambig-
uous theoretical victory for their side — that is, a victory for or
against central planning. It would be ditficult to imagine two more
divergent interpretations of a controversy than those implicit in the
following statements by Hayek (1978b, p. 235) and Drewnowski
(1961, p. 341). According to Hayek,

the great debate of the 19205 and 1930s turned mainly on the question of the
justification of the socialist hopes of increasing productivity by substituting
central planning for marketplace competition as the instrument for guiding
economic activity. I don't think it tan new be gainsaid by anybody who has
studied these discussions that those hopes were shaticred and that it came to
be recognized that an attempt at centralized collectivist planning of a large
economit systenn was on the contrary bound greatly to decrease productivity.

But in Drewnowski'’s view,

Mises, as everybody agrees unow, was wrong in his main contention that
economic calculation under socialism is theoretically impossible.

And each of these comments is immediately followed by an indica-
tion that later events in central planning practice have further cor-
roborated each theoretical position. Thus Drewnowski says we can
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forgive Mises for his lack of faith in central planning because he
lacked sufficient data about the Soviet Union to see that central
planning is now working there in practice, but Hayek points to the
reintroduction of competition in socialist countries as evidence that
Mises was correct. What is most striking about these assessments of
the debate is not just that they are diametrically opposed but that
cach discussant believes that he can cite overwhelming scholarly sup-
port for his statement and that each is in a sense correct about the
consensus in the scholarly community that he confidently refers to.*
The resolution of this paradox will require a careful examination of
both the way in which the debators are alleged to have “retreated” as
well as of the underlying differences in paradigms that concealed
some of the basic disagreements.

As Thomas Kuhn has shown, in his Structure of Scientific Revolutions
(1962), often in the history of ideas a controversy emerges that is
belatedly found to represent a clash of basic paradigms. Each side
makes interesting points, but since it tries to translate its adversaries’
arguments into the framework of its own system, each side fails to
come to grips with those arguments effectively and convincingly. In
the calculation dehate, the failure to comprehend opposing positions
was especially striking, for here there were not twe but three funda-
wentally difterent paradigms —which [ will loosely designate “Marx-
tan,” “Austrian,” and “neoclassical”— none of which successfully en-
gaged in critical confrontation with its opponents.”

Of the three possible confrontations among these paradigms, this
study will limit its scope primarily to the clash between the Austrian
perspective {rom which Mises’s challenge was born and the neoclassi-
cal perspective from which the market socialist responses were for-
mulated. In addition, some of the issues that the calculation debate
raises concerning the debate’s potential as an Austrian critique of the
Marxian paradigm will be discussed. (Unfortunately, in the debate

* To avoid awkward wording, the masculine proneun “he" will often be used in the
generic sense to mean “he or she.”

* {t should be made clear at the outset that these cditegorics are not completely
consistent with common usage. For example, Schumpeter is not cousidered an
Austrian for the purpouses of this study, despite the Austrian Havor of much of his
work, since on the issue of the calculatien debate he adopts what 1 call a “neoclassi-
cal” view. Similarly the “flaws” in the neoclassical perspective cannot be attributed to
every contemporary theorist who considevs himself an heir to Walras and Marshall
and indeed may nol have been contained in the original neoclassical theorists either.
Rather 1 am referring to a tendency of many economists, notably the market social-
ists themselves, to, in a sense, take the formal equilibrium theory too seriously.
Those neoclassical economists who see this fermal theory as providing only heuristic
aids to economics may be closer to what is being called the " Ausitian™ point of view,
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itself these research programs never came into any fruitful confron-
tation.) Little will be said directly about the differences between the
Marxian and neoclassical perspectives.

I am primarily concerned with examining the underlying differ-
ences between the positions of the Austrian and neoclassical partici-
pants in the debate. Most histories of thought treat the Austrian
tradition of economics, including the work of Menger, Wieser, and
Bohm-Bawerk, as a branch of neeclassical economics parallel to the
Marshallian and Walrasian branches, and it seems that this was the
view of the Austrian economists themselves at the time of the de-
bate. I will argue, however, that what appeared to be subtte differ-
ences ol expression within one school have evolved into major
issues of contention between distinct Austrian and neoclassical per-
spectives. Theoretical developments in both academic traditions
that have taken place since the debate will be used on occasion to
help clarify some of these differences, but the central subject of
research will be the articles and books, already cited, that comprise
the initial debate.

Although a closely parallel debate in German in the 1920s and
1930s” and somewhat related controversies in Russian over the appli-
cability of the “law of value” to socialism are of interest, this study
will concentrate alnwst exclusively on the English-language contro-
versy. The German debate in almost all respects involves the same
arguments that ha.c reappeared in the later English discussions, and
the Russian debates (for example, Felker 1966), although fascinating
nn their own right, have rarely focused on the central issues of the
calculation argument as set out here.

This study’s scope will also be limited in that it will refer almest
exclusively to economic theories of socialism and very little to socialist

“ 1 have had (o rely on the English-language account of this literature that is found in
Baldwin (1942), Hayek ([1935] 1948e, pp. 119~147), italin (1935), and HofT {1919).
Before Mises's challenge, several Marxisis proposed moneyless plunning schemes:
¢.g., Bukharin and Preobrazhensky ([1919] 1966) and Neurath (1919), and at least
one socialist, Eduard Heimann (1918) began 10 take up the question of price fixa-
tan under socialism. Many of the earliest responses to Mises attempted at frst to
salvage the Marxian moneyless econemy by arguing for “calculation in kind"—e.g.
Tschayanoff {1923)— whereas others rejected this but propesed some formn of calcu-
ladion on the basis of labor hours—e.g., Leichter ((1923] 1932). These positions were
soon abandoned, in sotue cases,~ for example, in Marschak (1923) and Karl Polanyi
(1922; 1924), in favor of a rather vague derentralized syndicalism, but in most
cases—e.g., tHimann (1922), Tisch (1932), and Zassenhaus ([1934] [956) in favor
of-a neoclassial market sacialist position closely resembling that of Lange. Re-
joinders defending Mises’s argument were submitted by Weil (1924) and by Mises
himself (1923; 1928). See also Landauer (1923; 1931) and Kaldor {1932).

Introduction 7

practice. Even where real-world socialism is examined,? the purpose
will be primarily to develop an appropriate theoretical {framework
for (rather than to offer any particular historical evidence about)
socialist experience. The prevailing view in comparative economics
today —and in many ways this reflects an attitude of modern eco-
nomics in general— is that the kind of “theoretical” disputes of which
the calculation debate is a prime example are necessarily stevile. 1f
we wish to learn something significant about the relative strengths
and weaknesses of socialism and capitalism, it is argued, the thing to
do is conduct empirical investigations ot each, rather than postulate
and compare unrealistic models of hypothetical systems.

But although the importance ol empirical work cannot be
doubted, in order for such investigations into the facts to be pro-
ductive some essential theoretical issues must first be clarified. "The
most vbvious of these is the question, Just what is meant by capitul-
tsm and socialism? As [ have indicated in my references to Hayek
and Drewnowski, each side of this controversy believes that the
empirical evidence is consistent with its viewpoint. In my view,
these different assessments of empirical evidence are not rooted in
either side’s reluctance to consider the real world but their diver-
gent interpretations of facts that in themselves are not disputed, As
the famous philosopher of science Sir Karl Popper has ably demon-
strated (1972), all facts are to one degree or another theory-laden
and must be placed into a conceptual framework to be rendered
meaningful. Many of the fundamental issues of contention in com-
parative economics arc more matters ol alternative theoretical ana-
lyses of facts than disputes over the facts themselves.

Moreover, the common conclusion that economic theory is barren
is itself a reaction to a particular concept of economic theory —that of
veoclassical economics - which is not shared by Marxian and Austrian
approaches. Neoclassical economic theory may indeed be sterile, but
other theoretical frameworks may be able to go further than neoclas-
sical theory can go in yielding substantive conclusions about the real
world. When “economic theory” appears barren, perhaps our re-
sponse ought not to be te abandon explicit theorizing in order to
study the facts (thereby necessarily relying on unexamined implicit
theoretical concepts) but rather to develop better econoinic theories
that may be more useful in equipping empirical rescarchers with the
conceptual tools that they require for their important studies.

* See Chapter 6 for some discussion of the relationship between the calculation argu.
ment and the historical experience of central planning.
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This book is exclusively concerned with the microeconomic rather
than macroeconomic aspects of central planning theory. Although
during the calculation debate itself very little was said abou macro-
economic planning (the main exception being some contributions of
Maurice Dobb), subsequently macrocconomic planning has become a
substantial it not the dominant part of the theory of central eco-
nomic planning. But since this study must confine itself to the main
arguments of the rtvals in the calculation debate, space will not per-
mit an examination of the suhsequent flourishing of macroeconomic
themes in the literature. Enough will be said, however, to suggest
that recourse to macroeconomic arguments will not leave central
planning advocates completely immune to the Misesian challenge.”

Although participants on both sides of the controversy repeatedly
introcluced issties that had little to do with the calcutation arguments
per se, this study will concentrate on the central issue raised in
Mises's challenge in 1920. Thus little will be said here abow the
controversy between Dobb and Lerner over the extent to which a
free market in consumer goods is desirable or about the claims by
Mises and Hayek that attempts to bring about socialism necessarily
lead to political tyranpy. Only issues that bear directly on the calcula-
tion argument will he addressed.

The outline of the standard account of the debate that is pre-
sented in the next section of this chapter (followed by a summary of
my “aliernarive” account of the debare) serves as the point of depar-
ture for the rest of the study. In my analysis of the standard account,
I emphasize six spedific elements that are of special importance for
understanding the debate. The selection of topics and the placement
of emphasis in the entire book is shaped by the discussion here of
the standard account. The last section of this chapter will tie these
various points of criticism together under a single theme concerning
the nature of economic rivalry.

‘T'here is one aspect of the standard account with which I have no
quarrel. Thts is the assumption that all of the contributions to the
debate were intended as either answers to or defenses of the argu-
ment that Ludwig von Mises articulated in his 1920 essay entitled
“Economic Galculation in the Socialist Commonwealth” ({1920],
1935). Thus it is necessary to begin by examining the concept of
economic planning that dominated economic thinking at the time

“ In chapter 4 of my forthcoming book on national economic planning (1985), 1
apply the central argument of 1his book to the notion of aggregative er macroeco-
notic planning.

Introduction 4

when Mises’s challenge was f{irst issued and toward which it was
primarily aimed —that is, the notion of central planniug that is con-
tained in Karl Marx’s critique of capitalism. Chapter 2 is therefore
an examination of the concept of the socialist economy that is im-
plicit in Marx’s critique of capitalism.

Chapter 3 describes Mises’s original challenge, mainly as it per-
tains to Marx’s system. Although the Marxist notion of planning is
drastically different from the market socialism that emerged in the
course of the debate, Mises'’s initial statement of the “calculation
problem” can be seen as posing a serious challenge to all proposals
for planning.

According to the standard account, Mises denied that socialism
could allocate resources rationally, even under the assumption of
static econoinic conditions. "This, 1 contend, has been a complete mis-
understanding. Chapter 4 takes up arguments for, against, and irrele-
vant to the guestion of the practicality of central pianning that
emerged during the debate and that, by making certain basicassump-
tions about the “data” being “given” for the use of central planners,
essentially begged the question raised by Mises’s challenge. Whereas
the standard account of the debate views these arguments that assume
static economic conditions as either unheralded precursors of or ef-
fective responses to Mises’s challenge, 1 regard them as an unfortu-
nate detour from the main issue at hand. Besides ditferenmniating the
various “static” arguments that have been associated with the debate
in Chapter 4, 1 discuss the reasons why none of these approaches
captures the essence of Mises’s calculation argument.

According to the standard account, the main advocates of Mises’s
position, F. A. Hayek and Lionel Robbins, faced with the unassail-
able logic of some of 1he static arguments, retreated to a less extreme
formulation, which in turn was answered by the market socialists,
notably Oskar Lange in his famous 1936 essay, “On the Economic
Theory of Socialism” ([1936] 1964). In Chapter 5 1 argue that on the
contrary it was Lange and his school who retreated, and that al-
though many tried, they did not succeed in extricating themselves
from the constraints of static analysis.

All of this is not to say that the complete argument against ceotral
econumic planning was contained in that original 1420 essay. Later
participants in the controversy benefited from having to answer a
variety of proposals for planning that were far more fully developed
than the proposals that Mises was evaluating. As a result, the calcula-

tion argument has undergone some very important elaboration since
its first articulation. Chapter 6 will take up the attempt by the Aus-
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trian economists — Mises, Robbins, and Hayek —10 direct the argu-
ment at the “competitive” solution. This work inspired some of the
most important analyses of the nature and function of economic

competition, viewed as a dynamic process. Unfortunately some of

the dearest articulations of this dynamic perspective, although con-
tained in embryo in earlier writings, were clarified by Hayek only
later in his seminal work on knowledge in the 1940s and 1960s and
have not yet had much impact on the economic profession’s view of
the calculation debate.

The final chapter briefly summarizes the results of this reexamina-
tion, concluding that although the calculation debate raised many
important issues, its participants tended to talk past each other.
Since, by all accounts, the debators were focusing upon the initial
challenge to central planning by Mises, and since, by my account, his
challenge has been fundamentally misunderstood, my conclusion is
that the Mises’s argument should be seriously veconsidered.

The standard account of the debate
Central planwing theory before 1920

Before the debate, it is generally agreed, very little attention had
been paid to the economics of socialism." Much of what did exist in
such literature failed to take into account the fact that some form of
market prices and some use of money were indispensable for ra-
tional planning. The failure of the War Communism period in the
Soviet Union (1918-21) is often cited as evidence that many early
socialists erred by underestimating the importance of prices for cen-
tral planning. Although the fact that War Communism failed is
rarely denied, many accounts blame this on exogenous causes rather
than on the deliberate policy of the Lenin regime to destroy market
relations and the usé of money. Kohler, for example, refers to War
Communism as “a period of general confusion, civil war, and popu-
lar unrest about the widespread use of brual force” (1966, p. 124).
But the view that is more often expressed is that at least with respect
to the anempt to abolish money, the Soviet regnne was in error.
Thus in Dobb’s view “it can be taken as tolerably certain that the
dithiculties of ‘war communism,” amounting in some cases almost to
disaster, which were so vividly in evidence in 1920, were not merely

" Lekachwian's comment that early Marxism “gave no notion of how the future

seaalist society would be organized” (1959, p. 394) reflects the standard view on
this issue.

imbihatls i s gt
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incidental to the system.” He regards the destruction of money as a
key factor in this failure (1928, pp. 130-1)." The view is occasionally
expressed that the concept of socialism without prices was a straw
man fabricated by Mises and Hayek and never seriously held by
socialists. Lavigne, for example, contends that the idea that “plan
and markel are mutually exclusive . . . was developed mainly by con-
temporary liberal economists during the early period of socialism in
Soviet Russia” and refers to Mises and Hayek in this regard (1974,
pp- xii, 377)."” The more common view, however, is that at least
some early socialists had to be taught their economics by neoclassical
cconomists. {n any case, few modern socialists believe that prices,
money, and inarkets for at least consumer goods and labor can be
dispensed with until scarcity itself is eliminated.

Mises’s critique of central plunning

Mises’s calculation argument is generally credited with having
shaken socialists out of their neglect of the economics of planning,
but few commemators on the debate are willing to grant him much
more than this stimulative accomplishment."* His argument is usually
interpreted in neoclassical terms, as a denial of what Schumpeter
([1942] 1950, p. 185) calls the “logical credentials™ ol soctalism. The
usital method of interpreting Mises's argument is (irst v summarize
it and then t offer a detailed digression on equilibtii 1 theory and
welfare econamics to explain what he meant. Thus Shetman (1969b,
pp. 262-3, 268) writes:

An evaluation of Mises' objection requires a brief cxplanation of how
cconomists define “rational” prices and “rational” planning. Rational prices
are defined as those which lead to an “optimal” pattern of outputs and
atility of each output and the marginal cost of each input. As early as 1897
the economist Pareto made explicit the conditions necessary to obtain an

"' Other writers whn were not at all sympathetic to the Mises-Hayek. argument nev-
ertheless admit that a completely moneyless economy cannot work and cite this
period in Russian history to illustrate the point. See for example, Wootton {1935)
and Misra (1972, p. 139).

Lavigne, Mandel (1970, pp. 632-3), Lange (1934: 1945), Sweczy (1936, p. 423},
and others have denied that this model of sociatism is implicit in Marx, but the next
chapter will suggest that their arguments are not very convincing.

An exception to this common view is Blodgett (1979, pp. 133-47), who argues that
Mises's claim that planning without a market would he arbitrary has become ac-
cepted by “ever so many economists.” It seems that Blodgett has in mind one
retreat— from Marxism to market socialism ~whereas most commentators on the
controversy are referring to a second retreat—from Mises’s “theoretical” to Hayek’s
“practical” argument against socialism —when they say Mises was wrong.



12 Rivalry and central planning

optimum welfare situation for all individuals, given the existing technology
and the existing distribution ot income.

We should be aware that Mises and Hayck attack the actual or realized
opceration of an imperfect planned socialist system from the viewpoint of a
pure and perfect competitive private enterprise systenw

Lerner similarly asserts that “Mises . .. assumes the pricing system
transformed unaltered from a perfectly competitive economy” and
contends that this “dogmatic” viewpoint considers “sacrilegious” any
attempt to “itnprove on a ‘perfect’ price mechanism” (1934b, p. 55).
Bliss (1972, p. 91), Landauer (1947, pp. 56—7), and Sweezy (1936, p.
423) translate Mises’s argument into Walrasian-Paretian terms,
whereas the perfect competition assumption that all agents are price
takers is attributed to the Mises-Hayek position by Kéhler (1966, p.
72) and Misra (1972, pp. 140-5). The word efficiency is invariably
understood by neoclassical theorists to mean “Pareto-optimality,” for
example in Eidem and Viotti (1978, p. 96), Koopmans and Montias
(1971, p. 44), and in Tangri (1967, pp. vi-vii). Thus Mises’s argu-
ment is read as an assertion that rational economic calculation with-
out private ownership of the means of production is not only “im-
practicable” but is “theoretically” impossible even under static
conditions." "The impulse to interpret Mises in this way is so strong
that it sometimes persists alongside powerful contradictory evidence.
Thus Snavely includes in his fine textbook on comparative systems a
clear essay by Armentano (1969, p. 134) that contains an accurate
description of Mises’s position: “Mises notes . . . that economic calcu-
lation ceases to be a problem in the stationary state or in equilibrium.
But he considers this fact to be quite irrelevant to the problem of
economic calculation under socialism, since ‘equilibrium’ is an imagi-
nary construct and certainly not obtainable in a real world where
economic data change and uncertainty exists.” Nonetheless Snavely
proceeds 10 repeat the same neoclassical version of Mises's position
ten pages later in the book: “L.ange next turned his attention to the
arguments of Hayek and Robbins who, unlike Mises, accepted the
theoretical possibility of Barone's approach.”

Similarly Goldman (1971, p. 11) repeats the standard account,
despite his inclusion four pages later of an excerpt from Mises
((1922] 1936, pp. 119-22, 137-42) in which the latter expressly
states that socialism could work in theory under static conditions.

"' See. (or example, Bergson (1948), Dahl and Lindblon: (1953, pp. 210-11), Dobb
(1955, p. 74), Drewnowski (1961), Elliot (1973, p. 243), Knight (1936, p. 263),
Kéhler (1966, p. 68), Landauer (1947, p. 52), Schumpeter ([1942] 195, pp. 172-
86). und Tangri (1967, p. vi).

By —
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Some discussants say that the practical experience of socialist plan-
ning in the USSR refutes Mises's claim;'® many contend that either
Lange's or Barone’s argument answers Mises; but there is a remark-
ably wide consensus that Mises was wrong. Elliot (1973, p. 293), for
example, refers to this consensus, citing Schumpeter (1942} 1950),
and concludes: “Private ownership is not now regarded as a logically
necessary system as a social process for economic calculation.” Refer-
ring to Lange's model, Dahl and Lindblom (1953, p. 211) say that
“as an analytical model in economic theory, this picture of a socialist
price system is valid; the consensus of economists is that Von Mises
was wrong in not granting at least this much.” Kéhler (1966, p. 69)
agrees, asserting that “clearly ... Von Mises had gone too far.” In
fact it is generally stated that Lange and his school not only
answered Mises but answered him en his own terms' and thor-
oughly proved that Mises's argument was invalid. Harris (1949, p.
4), and Pickersgill and Pickersgill (1974, p. 306), use the word demon-
strated to describe Lange's answer to Mises's argument; Seligman
(1971, p. 109) calls the market socialist approach “the definitive re-
sponse”; and Rima (1972, pp. 350-1) refers to Lange's “proof.”
Little (1950, p. 253) contends that “at a logical level Mises's challenge
was completely answered by socialist economists, principally Mr.
Lange and Professor Lerner.”
Lekachman (1959, pp. 396-7) writes:

Oskar Lange . .. proved that a Central Planning Board could impose rules
upon socialist managers which allocated resources and set prices as eff:-
ciently as a capitalist society of the purest stripe, and much more efficiently
than the capitalist commnunities of experience.

L.andauer (1947, p. 51) asserts:

These socialist authors, primarily Oskar Lange and H. B. Bickinson, have
done an excellent job in refuting seme of the arguments by which the
possibility of value calculation withoul the instiwution of a market had been
denied. They showed cleatly that the ‘real’ process through which the mar-
ket arrives at an equilibrium price and the calculating pracess which a cen-
tral agency must apply for the same purpose have traits in common which
make it impaossible to question the practicability of advance calculation of
values by a planning board.

' Sec, [or example, Misra (1972, p. 188) and Tangri (1967, pp. vii--viti).

" (Geldman (1971, p. 10) argues that Lange and Lerner provided “an answer accept-
able to economists” when they “decided to meet von Mises on his own terms.” Litle
{1950, p. 254) concurs: "Thus, and with somc irony, the static welfare-theory arma-
ment of the supporters of laissez-faire was seized by their opponents, and effec-
tively used against them.”
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Heilbroner (1970, p. 88), after summarizing the Mises-Hayek ar-
gument, concludes that

this line of attack against socialism did not fare very well. In the mid-1930s it

was effectively demolished by Oscar f.ange. the britliasie Polish econosmist
then at Harvard.

l.ange demonstrated . . . that a Central Planning Boa { ould indeed plan
rationally for the simple reason that it would reccive exadily the same infor-

mauon from 3 socalized economic system as did entrepreneurs under a
market sysiem.

Equation soluing

It is generally held that Enrico Barone’s formal equilibrium argu-
ment had already established the "theoretical” possibility of socialisin
in 1908, long before Mises had issued his challenge, by showing that
in principle the central planning board could determine prices by
solving a sct ol simultaneous equations, much as this is done in
practice by the market. Such early market socialsts as Dickinson
(1933) merely reitecrated Barone’s demonstration that the same gen-
eral equilibrium logic of choice that Walras had develeped to analyze
capitalism could be applied to socialistn.”’

The issue of impracticability

The view is common thai. Hayek’s and Robbins’s arguments were
substantially different from Mises's, constituting a retreat to the ac-
ceptauce of the “theoretical possibility” but a denial of the “practica-
bility" of socialism. The essence of their argument is taken to be that
solving Barone’s equations was not, in 1935, feasible as a method of
central planning. Goldman (1971, p. 11) describes this “retreat™

lnitially the argument focused around the feasibility of one system versus
another. 1t was eventually accepted that both the Lange-l.erner and input-
output systemns could theoretically answer the economic question about the
allocation of resources and manpower. Then the debate shifted to a dispute
over which solution would be the most efficient one.

Misra (1972, pp. 131, 140) is unclear in his interpretation of Mises, but
accepts the standard view when he says that Hayek and Robbins have
pointed out that although a mathematical solution is theoretically

" The standard view of the significance of Barone's argument is contained in such
works as Kéhler (1966, p. 69), Lekachman (1959, pp. 394-5) Scligman (1971, pp.
t07-8), Schumpeter ([1942] 1950, p. 173), and Sherman (1969, p. 264).
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correct, it does not provide a practical method of deciding how to
use capital equipment. Landauer (1947, p. 57) puts the point clearly:

Hayck, relinquishing the old Mises position, couceded the formal possibility
of planning, but maintained that the planning board would never tinish
solving thie innumerable equadons through which the value of individua!
commodities would have to be calculated.

Sherman (1969b, p. 265) agrees:

In the next stage of the debate, Hayek admits that in theory the p'lanners
might accumulate all the millions of pieces of necessary information .an(,l
might then solve all the millions of equations necessary to make an optimal
decision. Iu practice, Hayek argues, no conceivable force of planners could
actually gather all of the various kinds of information from every faclor'y
and farm, and from every private and public consumer. Furthermore,
frractice, even with alt of the information, it would take hundreds of years to
solve correctly all of the equations for just one year’s plan.'

Thus, advauces in mathematics and computer science since the
thirties are presumed to render this Hayek-Robbins argument obso-
lete. Cave (1980, p. vii), for example, writes:

The potential impact of computers on economic planuing is enormous. To
appreciate this one only has 10 recall one of the arguments made in the
debate in the 1930s on the feasibility of central planning. It was asserted
then that an etficient allocation of resources in a centvally planued economy
was inconceivable because such an allocation would require the solution of
“millions of equations.” At that tme, of course, no electronic computers
were available. Today the situation is quite different and the computational
objection would have much less force,

Ames and Neuberger (1977, p. 209) take seriously the idea that “it will
hecome possible toreplace inefficient administrators by computers, to
mprove the knowledge of production processes by using economists,
and to reatlocate resources so as to improve the workings ef the econ-
omy without introducing (uncontroiled) market processes.”

Hayek is sometimes also credited with having raised some impor-
tant issues concerning the centrabzation of knowledge, risk, and
managerial incentives, though these are generally regarded as addi-
onal and rather ad hoc considerations to be taken into account by
central planners, rather than as extensions of Mises’s arguments
against central planning.'

" Sce also Elliot (1973, p. 243), Harris (1949, p. 5). Kohler (1966, p. 79), Schumpeter
(11942} 1950, p. 185), and Tangr (1967, p. vi). ’

" For example. Ward (1967b, p. 25) acknowleclges the seminal importance of Hayek's
contributions on knowledge without recognizing either the roots of these contribu-
tions in Mises or their profound significance in support of the calculanon argu-
ment. See atso Chupter 6 of this stuely.
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Trial and error

l.ange and Fred M. Taylor are credited with having demonstrated
not only that, as Barone had shown, a determinate equilibrium can
be defined for socialism, but also, contrary to Hayek and Robbins,
that the central planning beard could “find” the set of prices needed
for equilibrium by a process of triat and error. Thus it is claimed
that socialism is practicable in principle. Although confident asser-
tions that the Lange model is valid “in theory” or “as a model”—such
as are made by Dahl and Lindblom (1953, p. 211) and by Kohler
(1966, pp. 69, 71)—abound in comparative econamics texts, it is
frequently admitted that this model may not be workable in reality.
Sikes (1940, p. 280) remarks that Lange’s solution “may he a basis
for economic calculation, but it is scarcely a basis for effective cco-
nomic planning.” Lekachman (1959, p. 397), atter stating that Mises
has been proven wrong, goes on to assert: “It need scarcely be said
that economic planning in Russia, or anywhere else, fails rather com-
pletely to conforin to Lange’s model.” It is taken for granted that the
evident impracticability of this solution is irrelevant to its potency
against Mises’s “theoretical” critique.

Conclusion

The implication that is usually drawn from the debate is that eco-
nomic theory per se cannot decide the great controversy between
capitalism and socialism. Neither system is as praiseworthy in prac-
tice as the debators depicted them in theory. Because the standard
view of the debate stresses the formal similarity of capitalism and
socialism under static assumptions and believes this to have been the
analytic framework of the whole controversy, the conclusion is usu-
ally expressed that both economic systems are equally valid “in the-
ory.” Thus Liebhafsky (1963) emphasizes the idea that exactly the
same (static) weltare conditions apply to each, and Dalton (1974, p.
135) says that Lange, Lerner, and Taylor showed that the rules for
optimization are general.

Sherman (1969b, pp. 267-8) summarizes the conclusion of the
debate: '

If there is pure and perfect competition under market socialisn, it turns
out that the resulting allocation of resources is exactly as efficient as under
pure and perfect competition in private enterprise.

When we examine the pureand perfectformofeach ofthese, we find thatin
theery they are equally capable of reaching a Pareto optimum condition.

Introduction 17

Jesse Markham, in his “editor’s introduction” to Gruchy’s Compara-
trve Economic Systems (1966, p. v) and in that book’s only reference to
the calculation debate, can find little of value in the controversy's
“rather bland intellectual diet of ‘theoretical’ capitalism and social-
isuy,” and he summarizes the debate in these terms:

Advocates of private enterprise typically argued that, in theory, a freely
tuuctioning market economy could assure society of economic efficiency
without exacting the price of bureaucratic bungling, caprice, or plain stupid-
iy, the inevitable concomitants of socialistic central planning. Proponents of
socialism with equal irrelevance, argued that the smoothly [unctioning blue-
print of central planning boards eliminated the injustices and inefficiencies
of private monopoly power and restraints on trade, the inescapable features
of capitalistic economies. Since almost any system in theory can be made to
appear superior to another system in practice, the debate was at best unre-
warding and at worst misleading.

Suranyi-Unger (1952, p. 40) remarks that in the debate “some of
the abstract results have been splendid. Yet they have been largely
vonfined to the realm of economic theory.”* Some critics point out
that the efficiency criteria of the debate were developed under
strictly static welfare assumptions, whereas under more realistic,
nonstatic assumptions neither system can boast the virtues of
Pareto-optimality.?’ Most economists agree that there are strengths
and weaknesses in each system, some stressing that market social-
ism has the potential of improving upon capitalism, others emphas-
izing that although socialism is theoretically unassailable, it still has
other major deficiencies, notably the danger of bureaucratization,
that are deemed to be outside the province of economic theory and
belong either to other disciplines or to empirical rather than theo-
retical economics.”

For example, Sikes (1940, p. 281) asserts that “planning . .. has

" Similar comments that pure theory is sterile can be found in the accounts of the

debate by Blodgett (1979, p. 147). Dahl and Lindblom (1953, p. 20), Eidem and
Viotti (1978, pp. 92--3), Elliet (1973, p. 233), and Kohler (1966, pp. 4-5).

See Baran (1952, p. 386), Bliss (1972, pp. 95-9). Dahl and Lindblom (1953, p.
211), Dobb (1955, p. 60, pp. 241-3), Huntand Schwartz (1972), Kohler (1966, p.
78). Loucks (1957, p. 263), Radner (1968), Shackle (1972, p. 270), and Sweezy
(1936). See also Veblen (1919).

Fer example, when Balassa (1965, p. 17) concludes that “economic arguments are
not sufficient to tnake a choice between economic systems,” he suggests that we
study the facts instead. One can agree with the spirit of this remark. but when
theoretical confusion runs as deep as it does in the calculation debate, there is net
the barest anatytic framework with which to begin a study of the facts. The result in
practice is that empirical researchers smuggle implicit theoretical assumptions into
their work,
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possibilities of regularizing production not present under capital-
ism." and Misra (1972, p. 151) claims more specifically that the
socialist state “has greater capacity to forecast” and “control un-
certainty.” Neuberger and Duffy (1976, p, 96) argue that the ad-
vantage of more centralized over less centralized systems is that in
the former “the optimal solution can be reached more rapidly,
thereby avoiding a waste of resources and the possibifity of dis-
equilibrating dynamic processes leading to divergence rither than
convergence.”

Landauer (1947, pp. 62-3) has a similar idea in mind when he
contends that “it is a crude method to search for an equilibrium by
experimentally varying all the determinants until they fit together,
and . . . it is infinitely more economical Lo carry out these variations
on paper than inreality.” He argues that “in an unplanned economy
we cannot get very far by paper calculation, because we know 100
lile about the reactions of others to the same problems’ (1947, p-
60). Only when these reactions are constrained by a preconceived,
conscious plan can such “internal uncertainties” be eliminated. Dobb
(1935b, p. 535) similarly contends that “the advantage of a planned
economy per se consists in rernoving the uncertainties injicrent in a
market with diffused and autonomous decisions, or it consists in
nothing at all.” Solo (1967, p. 48) makes the same point but goes on
to argue that there are other kinds of uncertainty that cannot be
eliminated under central planning. o

Baldwin's summary of the debate typifies the standard view 1n its
statemnent that before the calculation debate, the controversy over
socialism versus capitalism was carried out in the fields of cthics and
politics and that it returned to these fields after the brief foray into
economics proved that from the standpoint of econcmic theory
there is nothing 1o favor one system over the other. “The blow by
Mises, Hayek, and Robbins seems to have been parried by the oppo-
sition, and once again the war rages on its original front—the politi-
cal and ethical” (1942, p. 115).

Many discussions, after pronouncing economic theory incapable of
judging between capitalism and socialism, resort to cthical and psy-
chological issues such as whether bureaucrats will be given enough
“incentives” or “motivation” to fulfill the rule-following tasks Lange
assigns them; examples of this approach are Kohler (1966, pp. 78—
9), Pickersgill and Pickersgill (1974, p. 310), and Schumpeter ([1942]
1950, pp. 205-10). Although the question of incentives is closely
connected to the calculation argument, it will be argued in Chapter 6
that it is related in a way that is quite distinct from matters of psy-
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«bology and more appiopriately considered a matter of the theory
ol ownership in economics and law.

But most economists criticize theorists on both sides of the contro-
versy for dealing on too abstract a level and tor illogically comparing
wlealized versions of one system with the practical weaknesses of its
opposite. A related reaction 10 the debate is the assumption that the
participants tocused too much en alternative isms, that the contro-
versy was a stale quarrel over unworkable extremes (plan versus
market), whereas contemporary economists agree that both institu-
1wsns are indispensable and that the modern dispute is only over the
proper mix of the two.” Eckstein (1971, p. 3) concludes that the
valculation dehiete “led to an increasing recognition that the preoccu-
paion with coparisons based on ‘isms’ were likely to yield over
sunple and sinplistic insights into the character of economic systems.
In contrast, comparisons of models and realities tended to focus on
the complexity and variety of living systems and their departure
lvom the theoretical ideal.” Suranyi-Unger (1952) goes so far as to
call for “A Crusade against ‘Isms. ***

A very diverse group ol modern economists — including transitien
Marxists, post-Keynesians, and neoclassical welfare economists —
apree that central planning should cousist of a judicious mixture of
«entralized decision rnaking and semiautonomous market institu-
nons.? Kornai's (1959, p. 225) cotnment is typical:

In principle it is possible to sketch out a system in which all economic
v hoices, including even the distribution of consumer goods to individuals
and peoples’ choices of occupation, are governed by instructions from the
ceutre. It is also possible to imagine a system in which the central authorities
ot the State 1efrain completely from all interference in ecenomic life, every-
thing heing governed by the market mechunism, In practice, some mixture
of these two is the inevitable rule . . . This is also truc in regard to socialist
cconomies based on public ownership of the means of production.

Although an explicit critique of this body of contemporary market
socialist thcory would take us beyond the scope of this study, my

“ “I'he tollowing corumernt by Bliss (1972, p. 92) is typical: “The protagonists un both
sides were debating, without realizing it, about the Economics of Fairyland, and
different Fairylands a1 that.”

' This is the titte of the first section of Chapter 5.in his 1952 book. See also Dahl and
Lindblom (1953, p. 4), Dalten (1974, p. 112), and Golob (1954).

" See, for example, Beckwith (1949; 1955), Bornstein (1973), Brus (1972; 3197%),
Dunlop and Federenko (1969), Hall (1937), Heimann (1937), Kaser and Portes
(1971), RKonnik {1966), Landauer (1947, pp. 36-40; 1964), Lange (1962), Leeman
(1963), Mande! (1970, p. 636), Marcuse (1961, p. 151), Meade (1976), Mentias
(1963), Myrdal (1960, p. 15), Perwit (1967), Sik (1967a; 1967b; 1976, pp. 193-5),
Turetskii (1967), Wakar and Zielinsky (1963), and Wootton (1945, pp. 127-8).
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alternative interpretation of the calculation debate contains the basis
for a substantial argument against this modern view.*®

An alternative account of the debate
Central planming theory before 1920

The standard view is not sufhciently cognizant of the extent to
which the Marxian model of central planning was dominant —if not
particularly explicit—in socialist economics before 1920. It is true
that most Marxian socialists avoided any direct discussion of the
workings of proposed socialist institutions, but a very definite idea of
their concept of central planning is nonetheless evident from their
critique of the “anarchy” of capitalist production. Both the dismal
failure of the attempt to abolish markets and money during the War
Communism period in the USSR and the arguments of Mises and
Hayek make this early socialist concept of central planning very
difficult 10 detend today. But this largely rejected early vision of
central planning is the most consistent and important of any that
have been developed. and therefore its abandonment marks a far
more serious retreat by socialists than the standard view suggests.

Mises's critique of central planming

In my view, Mises was not denying the validity of the “pure logic of
choice” for socialism; he was, on the contrary, insisting that central
planners must find a way to apply this kind of logic to socialism or
they will be doomed to calculational chaos and be unable to use
resources efficiently. In addition, Mises was definitely not making an
equilibrium argument and was aware that there is no calculation
problem under static assumptions. His argument was primarily di-
rected at proponents of Marxian socialism and thus he was primarily
voncerned to argue that money prices (not some objective measure

“ To date, the best everall summary in English of the debate from this alternative
perspective is Hoff (1949). Elements of this interpretation can be feund in Armen-
tano (1969), Bradley (J98 1), Buchanan (1969), Eman (1978; 1979), Eucken (1950,
pp. 333-4), Gregory (1933), Halw (1935; 1951), Hayek (1935; 1948f; 1978, pp.
232-46), Hutt (1940), Kirzner (1978), Knight (1940), Murrell (1983). Nutter
(1974), O'Driscoll (1977), Ostrom (1976), Pejovich (1976), Plant ([ 1937] 1974), Pola-
nyi (1951), Reese (1980), Reberts (1971). Rothbard (1962; 1976), Sirkin (1968),
Steele (1978), Thirlby (1973a; 1973b;), Vaughn (1980b), and Wiseman (1973a;
1973b).
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ot value such as labor hours) are necessary for rational calculation.
Ilowever, contrary te the standard view, [ believe that Mises's argu-
ment is fully applicable to all forms of socialism that advocate com-
mon or state ownership of the means of production. Properly inter-
preted, his challenge has yet to be adequately answered by advocates
ol central planning.

Equation solving

‘The alternative account views Barone’s argument as fully consistent
with, but much less complete than, Mises's challenge. Barone simply
established the formal similarity between socialism and capitalism
under static conditions: If the number of (independent) equations
vqual the number of unknowns, the system is determinate. Mises
maintained that such equatiens were inapplicable to the real world
of continuous change. The early market socialists such as Dickinson
(1933) did not merely reiterate Barone’s formal argument but pro-
mnoted equation solving as a practicable procedure for central plan-
ning, which Barone had argued was impossible.

The 1ssue of impracticability

[n my view, the central arguments advanced by Hayek and Robbins
did not constitute a retreat from Mises’s position but rather a clari-
fication, redirecting the challenge to the later versions of central
planning that had introduced the ideas of “equation solving™ and
“trial and error” as methods of establishing prices. Although com-
ments by both Hayek and Robbins about the computational dith-
culties of the equation-solving approach were responsible for mus-
tcading interpretations of their arguments, in fact thewr mam
contributions were fully consistent with Mises’s challenge and were
similarly unanswered.

Trial and error

According to the alternative account, the “trial and error” response
to Hayek and Robbins was based on a close analogy with the “perfect
competition” model, which itself does net explain dynamic price
adjustment under realistic conditions of change. Thus, contrary to
the standard view, Lange’s model does not constitute an answer o
the Hayek-Robbins argument.
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Conclusion

The usual conclusion that economic theory cannot decide any im-
portant issues in comparative economics is valid only if by “economic
theory” is meant strictly static equilibrium analysis. It is possible that
the broader Austrian concept of an economic theory that deals with
change can shed considerable light on issues in comparative econom-
ics and can help us to understand many of the practical problems of
the mixed economies of both the East and the West. The Austrians
did not limit discussion to the extreme isms. They provided informa-
tive theoretical contrasts between mixed economy models and both
“pure” extremes—free-market capitalism and socialism.

Rivalry and central planning

The central focus of this reinterpretation of the debate will be the
notion of economic rivalry. Economic rivalry is the clash of human
purposes. It is that aspect of market relations that is revealed, for
example, every time one market participant bids away resources
trom another. When one competitor undercuts the price of a rival;
when one consumer buys the last retail item in stock before another
consumer gets there; when one inventor beats another to the punch
on a profitable innovation—that is economic rivalry, It represents a
struggle of some members of society against others, a struggle in
which one person’s gain in some sense represents the other’s loss.
Not all rivalrous struggle leads to beneficial consequences in society.
The rivalry between a murderer or thief and the rest of society, for
example, does harm not only to the immediate victims but to the
overall social order as well. But the Austrian school contended that
the specific form of rivalry that is a necessary component of tle
entrepreneurial market process leads to a beneficial coordinating
process that makes complex capitalist production in a monetary sys-
tem possible.

At the heart of the debate is a confusion between two fundumen-
tally divergent views of “‘competition™ (1) the rivalrous compctitive
process of the Austrians (similar to the classical notion), and (2) the
neoclassical notion of a nonrivalrous, static, competitive equilibrium.”’
In contrast to the heavy stress in classical economics on the harmony
of the market in which the pursuit of one’s self-interest leads

*7 See Kirzner (1973: 1979), Armentano (1978), Lachmann (1977), McNulty (1967;
1968), Reekie (1979), Recktenwaid (1978, p. 68), and Brozen (1975).
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w the benefit of his fellows, the Austrian idea of rivalry - especially
as developed by Mises’s student Israel Kirzner in his theory of
entrepreneurship —represents explicit acknowledgmert  of the
rather unharmonious element in competition. Some ¢ npetitors
are squeezed out by their rivals, some consumers get priced out of
certain markets by rival buyers: In short, some plans are necessarily
disappointed by the carrying out of rival plans by others. The Aus-
(rians agree with the classical economists that the rivalrous market
process leads to beneficial results in the form of a spontaneous
order of plan coordination, but they do not claim that this process
achieves anything like the perfect coordination that scems to be
mnplicit. in the classical “long-run” equilibrium model or more ex-
plicit in modern equilibrium models.

The original Marxian paradigm saw rivalry as an inberent aspect
of a market economy and the price system, condemnext rapitalism
for having this rivalrous attribute, and proposed central planning as
a nonrivalrous remedy. This view sees rivalry as the consequence of
mdependesntly devised production and consumption plans that are
less than fully coordinated with each other, so that seme individuals
or firms discover, after the fact, that the project on which they have
been working turns out to have been a mistake. Rather than permit
this “antisocial” struggle among members of society for shares of the
social product, a struggle in which the wealthy have an unfair ad-
vantage, Marx conceived of central planning as a way of precoordi-
nating productive plans in society. One of the fundamental “contra-
dlictions” that Marx found in the capitalist mode of production was
the fact that although on the one hand it makes members of society
increasingly dependent on one another in a complex world system
of production, on the other hand it leaves the crucial production
decisions to independent and thus contending intcrests. Under capi-
talism, people are in perpetual “battle” with one another in an activ-
ity—social production—upon which it would seem we ought to be
able to cooperate nonrivalrously. Marx believed that the natural evo-
lution of capitalism, with a gradually increasing concentration of
capital into larger and fewer separate planning entities, would pave
the way for the expropriation of the means of production by “the
associated workers,” to then be employed cooperatively according to
a single, unified plan.

Mises's challenge can be seen as an argument for the necessity of a
particular kind of rivalry in order to achieve complex social produc-
tion. Essentially agreeing with Marxism that markets are intrinsically
rivalrous, Mises and the Austrians assert that this (or some other less
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benehaal) form of rivalry is an ineradicable element of social coopera-
tion with advanced production. The nature of decision making in
economic production is complex in the Hayekian sense of being a
spontaneous order more intricate than any of its constituent minds
could possibly design. Thus numerous plans have to be made sunula-
neously, and, heing necessarily interdependent, have to be in conten-
tion with one another to some degree. If this is true, then the funda-
mental question becomes not whether to permit rivalry or not but
rather what forms of rivalry can be prohibited with heneficial results,
and how. The entrepreneurial market process requires certain forms
of rivalrous activity, such as outbidding one's competitor, but yields
extremely beneficial results: 1t generates the continuously changing
structure of knowledge about the more cffective waysof combining the
tactors of production. This knowledge is created in decentralized form
and dispersed through the price system to coordinate the market’s
diverse and independent decision makers. There is no way, Mises
claimed, in which this knowledge can be generated without rivalry —
that is, if all production plans are constrained in advance by being
precoordinated under a single plan. Market prices are scenasboth the
conscquences of this entrepreneurial rivalry and as the guides,
through economic calculation in profit/loss accounting, for decisions
that are made to achieve a more rational use of scarce resources.

The necoclassical paradigm, represented by the market socialists in
the debate, has recognized and elaborated upon this latter guiding
rofe of prices but has largely ignored their rivalrous underpinning.
Models of static competitive equilibrium banish economic rivalry
from the scene and employ the construct of a (centralized) Walrasian
auctioneer to adjust the prices that the actual participants passively
accept as “parametric.” Within this essentially static framewaork it
seems quite plausible to imagine a central planning bureau fulfilling
the auctioneer’s duties. But, as is being increasingly recognized today,
this neoclassical price adjustment model is madequate for dealing
with actual market behavior, and many of the same criticisms that
present-day Austrian economists are leveling against this model can
be leveled with equal force against modern central planning theory.*

* For example, see High (1980), Kirzner (1973; 1979), Rizzo (1978; 1979), Shackle
(1972), and White (1978). The usual neoclassical procedure of coping with uncer-
tainty by reducing it to risk is evident in such contributions as Eidem and Viotti
(1978, p. 47), Roruai (1974), Luch (1959). Mack (1971, pp. 30, 51), Morgan (1964),
and Sengupta (1972} in fact even risk is ignored in most planning models that
have been developed to date. Sce Blitzer, Clark, and Tayler (1975, pp- 35, 81,218,
231, 304-5).
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But the market socialists did not clearly discuss whether and to
what extent rivalry would be permitted in their models, and indeed
m places contradicted themselves on the issue. This crucial ambi-
guity has seriously hampered most efforis to understand and re-
spond to their arguments. This study will try to alleviate this prob-
lem by sharply distinguishing between two fundamentally different
but ecqually plausible interpretations of the market socialist position
in the debate.

The first interpretation, the “mathematical solution” (described
mainly in Chapter 4), views the market socialists as assuming away
the problem of rivalry and proposing a nonrivalrous static price
system in the hopes of simulating a competitive equilibrium. The
second interpretation® (discussed in Chapter 5), views the market
socialists as introducing genuinely rivah-ous competition into their
models without, however, being aware of the serious implications of
this, particularly with respect te the question of what “common
ownership of the means of production” means it rivalrous competi-
tion is permitted. Each of these alternative interpretations fails, in its
own way, to appreciate the rivalrous basis of the market process.

Thus the Marxists condemned rivalry, the Austrians asserted its
necessity, and the neoclassical market socialists either assumed it
away or failed to recognize the consequences of its introduction
nto their models. The reinterpretation of the calculation debate
that is offered in this study will attempt to locate the fundamental
difference among these paradigms in their disparate views of ri-
valry and try in that way to explain what the controversy was
essentially about. My overall approach in this study will be to
cxamine the original arguments of the participants in the debate
in the light of the paradigmatic differences among them that have
subsequently been elaborated. Some of these underlying differ-
ences have become clarified and explicit only in more recent con-
tribuions from representatives of the various relevant schools of
thought. For example, modern central planning theory in the neo-
classical tradition extends Lange’s argument, just as modern Aus-

* This interpretation of the market socialists may acwally bear more resemblance to
the liberal reformists in Soviet and Eastern European economiics, associaied with
the name of Liberman (1966a; 1966b; 1967; 1968; 1972), than it does to any of the
participants in the calculation debate. See Balassa (1959), Brus (1972; 1975), Felker
(1966), Gamarnikow (1968), Gatovsky (1962), Goldman (i858; 1960), Grossinan
(1960b), Holesevsky (1968), Kaser (1965), Kornai (1959), Liberman and Zhinitskn
(1968), McFarlane and Gordijew (1964), Neuberger (1966), Nove (31958a; 1958b;
1966), Revesz (1968), Shaipe (1965), Sherman (1969a), Sik (1967a; 1967b; 1976),
Wilczynski (1970; 1973), and Zaleski (1967).
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rian analysis of the entrepreneur clarifies Mises’s. My hope is to
improve our understanding of the earlier arguments in the light of
their subsequent evolution without doing violence to the meaning of
those original arguments.

There is always, of course, the potential danger that I have ille-
gitimately read modern Austrian notions into the earlier Austrian
contributions. Could not the changes in the later Austrians’ argu-
ments that [ call “improveme:uts” be interpreted as “retreats” from
indefensible positions? Perhaps. But although 1§ contend that
Hayek's later contributions have altered and indeed immeasurably
improved Mises’s argument, I am also convinced that this irnprove-
ment should be understood as essentially an elaboration of the
meaning that Mises originally attached to his own words In any
case, | will offer textual evidence from the original essays (v sup-
port this view.

The history of thought has proven itself capable of attaining the
goal that modern philosophers of science (from Kuhnians to Lakato-
sians) all agree is the mark of a progressive research progran: a new
theory's capacity to explain the phenomena that the older theory
could not. We can understand the frurns of past conwroversies n
ways that their participants could not possibly have understood. We
can take advantage of clarifications that only emerge in the rebuttal
process,

It is one of the main themes of this study that economic rivalry
among competitors in the market generates knowledge that no rival
on his own could have possessed in the absence of that rivalry. This,
as I think Michael Polanyi has shown, is but a special case of the way
that knowledge in general grows, the way that progress is attained
within the "Republic of Science” (1969, pp. 49--71). Scientific discov-
ery is a process that fundamentally depends on conicntion among
separate rivals (paradigms or research programs, [or example). This
process involves a balancing between the tugs and pulls of partici-
pants, a kind of “mutual authority” that within science is based on
academic gualifications and in market processes is based on money-
bidding power. The outcomes of such precesses are necessarily un-
predictable in advance of their actual working out or living through.
They are what Hayek calls discovery processes, processes that can re-
veal iw«w knowledge that the rivals who created it ould not have
had.

In applying this view of discovery processes to the debate itself, 1
have concluded that the Austrian economists have learned much by
“living through” the calculation debate. Because they have had to
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cope with criticisms in past debates, they now have much better,
clearer ways of pulting their arguments, In short, reviewing the very
provess of this debate may, it is hoped, shed more light on its topics
than any of its individual contributors could have.



CHAPTER 2

Marx’s socialism: the critique of rivalry

The standard account of the calculation debate deprecates the first
stage of the controversy (Marx versus Mises) relative to the second
stage (Lange versus Hayek), arguing that the two initial positions
were too extreme and unsystematic and were happily abandoned by
the less “"dogmatic” and more “rigorous” later participants. By the
alternative view of the debate, the second stage, though instructive,
was marked by much confusion, inconsistency, and irrelevance,
whereas the first stage was the dramatic scene of the most important
controntation of the entire debate between two of its penetrating
thinkers.'

The aim of this chapter is to reconstruct the context ol socialist
theory in which the calculation argument was born. This will require
a substantial excursion into the Marxian perspective, but it will be a
journey wirh a highly reswricted purpose. Clearly no claim te an
exhaustive survey of Marx’s complex concept of socialism can be
made here. Little will be said about his psychological, sociological, or
philosophical case for or description of the socialist society. I am
concerned here exclusively with some particular aspects of his “ex-
treme” view of central economic planning, a view to which few con-
temporary socialists would subscribe in full. Since Mises directed his
challenge primarily at Marx's concept (which at the time was still the
dominaut concept), its main outlines will have to be clarified before
the challenge to it can be appreciated.

Marx's concept of sacialist central planning, however, has an un-
portance that transcends its role in the calculation debate. In an
nmportant sense Marx's concept of central planning has never actu-
ally been abandoned by most socialists. In its broad outlines, Marx's
idea of bringing soaial production under “conscious control,” rather
than leaving it to the whims of the “anarchic” forces ot capitalism, is
still the primary economic raison d'gtre of socialism. Aithough most
conlemporary socialists have forsaken Marx's particular concept of

' For a fascinating comparison of some of the economic ideas of these two thinkers,
see Vorhies (1982).

28

Marx’s socialismn 29

planning, they have retained his critical attitude toward the uncon-
scious mode of social production of capitalism and his goal of sub-
suming all of social production under a single, scientifically struc-
wred plan. It is over the implications of this conscious planning (for
exainple, with respect te a price system and money) that contempo-
rary socialists disagree with Marx, not over the desirability of con-
scious planning itself.

Beyond utopian socialism

Before beginning an examination of what Marx’s concept of social-
isi is, we first need to establish that he had a definite idea of at least
the main features of socialist society. Marx explicitly said a great deal
about the capitalist society of his and earlier times and ridiculed
those soctalists who spent their time spinning ideal future utopias
out of their heads. Both his advocates and critics have often inter-
preted Marx's condemnation of “utopian socialists” as a proscription
of any systematic analysis of socialism and thus as a convenient de-
vice for avoiding difficult questions about its workability. “Scientific
socialism,” it is claimed, contents itself with a critique of historical
capitalism and does not speculate about future societies. Thus Marx-
ism is seen as exclusively a critique of capitalism, as it it said nothing
about the nature of socialist society, as if Marx had left us a pro-
grammatic tabula rasa upon which the later market socialists could
inscribe their schema without fear of contradicting the great critic of
capitalism.

This view of Marxism fails to appreciate the essence of Marx's
critique of capitalism and of his disagreement with utopian socialists.
He did not blame the latter so much for discussing socialist society as
for the way in which they discussed it and for the contradictions
within their descriptions. Marx’s scientific socialism was not merely
an excuse for avoiding any examination of socialist society. It was a
recommendation of a particular method for the conduct of such an
examination —that is, that socialism be described through a system-
atic critique of capitalism.?

For Marx, studying capitalism and developing a positive theory of
socialism are two aspects of the same endeavor. Marx conducted a
critigue of capitalist society from the standpoint of socialism, intend-
ing to reveal by this study the main features of the future socalist

* There is a danger, however, in examining socialism only indirectly through a study
of capitalism: Potential problems of socialist organization are apt to be ignored,
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society. Not only is socialism, for Marx, expected to emerge from the
womb of advanced capitalism (and thus inherit many of its develop-
mental characteristics), but many of the features of socialism can be
inferred (rom the critique of certain inherent characteristics of capi-
talism. Marx said litite directly about the natuve of socialism, but in
Das Kapital he described its fundamental attributes over and over
again by claril'ying its antithesis. In many respects, where Das Kapital
offers us a theoretical “photograph” of capitalism, its "negative” in-
forms us about Marx’s view of socialism. Thus, contrary to the stan-
dard idea that Marx only talked about capitalism, 1 am arguing that
there is implicit throughout Marx’s writings a single, coherent, and
remarkably consistent view of socialism.

Similar to the misconception that Marx had no view of socialist
society is the idea that whatever view he did have, if found wanting,
can be freely modihed independently from his critique of capitalism.,
Both of these errors arise from the artificial separation of issues into
two hermetically sealed theoreucal topics, capitalism and socialism,
as if our understanding of the one were irrclevant 10 our under-
standing of the other. On the contrary, Marx taught that implicit in
his negative critique of capitalism are ail the essentials of his positive
theory of socialism.?

Marx’s early writings were largely directed against “utopian social-
ism,” the predominant form of pre-Marxian socialisin. Broadly
speaking, utopian socialism is the view that the sodialist future can be
imagined in advance in detail; that this itnage can be used to convert
workers and capitalists alike; and that it can be achieverl regardless
of the current material conditions of social production. In contrast,
Marx claimesl that socialism was the future society that was indicated
by the “laws of motion” of capitalism. Socialism becomes possihle
with the progression of capitalism; hence it cannot he achieved, [or
example, before the workers are numerous and unified enough to
take common control of the means of production, or before the
centralization of capital has proceeded far enough to make these
means of production accessible to such centralized control.

Marx's critique of his utopian-socialist predeces<ors consisis of
three related theses: (1) that detailed speculation about the specific
features of a socialist future is unscientific; (2) that the general char-
acteristics of socialism can be scientifically established through a sys-

¥ An implication of this theoretical connection between the theories of capitalism and
socialism is that if. as Mises's calculation argument centends, there is a fundamental
faw in Marx’s socialism, this error inust also be reflected soimewhere in the Marxian
analysis of capitalism. See n. 13 inn the next chapter.
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rematic critique of capitalism, and thus that utopian schemes that
contradict these general characteristics are misconceived; and (3)
that the likelihood and timing of the emergence of the new socialist
mode ol production can be gleaned from a dynainic study of the
motion of capitalist development.*

There would be little disagreement frem Mises over the first
point. Details of future social life are not the province of economic
wwience but of speculative literature. Nonetheless, ®oth Marx and
Mises treat the general characteristics of socialism (point 2), such as
whether money is used or whether advanced technology is employed
i production, as matters subject to systematic inquiry, that, inciden-
tally, led the two thinkers to some interesting and subsiantial dis-
agreement. But before describing Marx's view of the general charac-
teristics of socialism, something should be said about the third poin,
the question of the evolutionary development of capitalism toward
socialism.

If, as many Marxists contend, socialism is not merely a human goal
but also an mevitable result of social evolution, then the issue raised
by Mises as to whether socialism is possible seems misplaced. But one
should be wary of attemnpts to dismiss all critictsm of the socialist
program in this manner. First, it should be emphasized that the
Marxian theory of evolution of modes of production was never in-
iended as a Hegelian script with which future history must invaria-
bly conform. The materialist historian uses tendencies of the: past to
make judgments about the present and future, but past tendencies
are not necessarily future tendencies, and new “laws of motion™ may
today interfere with the evolutionary direction discovered yesterday.
Second, the fact that the actual development of capitalism since
Marx’s time has not proceeded along the lines he “predicted” should

' in my view, Marx’s “socialism™ has definite theoretical contentin itselfand is nor the
same as “whatever comes after capitalism.” Many Murxists have robbed the idex of
socialism of all content by trying to make it look like whutever current economic
irends suggest the fuune may be like. Thus we find early twentieth-cenniy Maix-
ists altempting 0 modct socialism after the giant capitalist wusis. This approach to
Marxisin takes the novon of socialism to be crudely derivative {rem historical
wends. Jessie Hughan (1932, p. 119), fer exaniple, seems t> tirnn Marx’s scientitic
socialism into a meanmgless pursuit of the zeitgeist: “Scientific Socialism is clearly
not synenymous with :i¢:fuced from Marx' and Utopian with ‘not deduced from
Marx’; but scientific Soctaiism now means to use those conclusions which are drawn
from the economic tendencies of the tirne; Utopian, those which are based upun the
mere plans or preferences of the thinker. For example, the expectation that the
future organization of society will be based on the 1rust is scientitic, if arising from a
present coonorsic tendency.” If present trends indicated economic collapse. a war
economy, or a return to slavery, would we attribute such features to socialism?
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teach us to avoid muaking conlident pronouncements of the inevi-
tability of socialism.?

For too long most Marxists have been content to develop a critique
ol capitalism and leave all discussions of the workings and workabil-
ity of socialism to others. As Mises remarked, “They are for ever
drawing up programmes of the path to Socialism and not of Social-
ism atself™ ([1920] 1935, p. 122). Marx’s antiutopian method, what-
ever its legitimate purposes may have been for Marx himseif, has
served Marxians largely as an unscientific shield for deflecting criti-
cisms of the practicability of the socialist economic order.

In my view, Marx did not devote his life to devising a dogma that
would be immune to criticism, despite the misguided efforts of so
many of his followers to do so. Marx accepted the prevailing scien-
tibic autitude of his time that all argwinent is susceptible to rational
criticism and indeed that virtually all scientific progress occurs as a
result ot the rejection of dogma and the critique of earlier *knowl-
cdge” by later skeptics. Whatever one may think ot the cogency of
Mises’s calculation argument, true followers of Marx should have
welcomed this challenge and vigorously responded to it. Instead
Marx’s followers have almost completely ignored it, and when neo-
classical theorists had to take up the defense of socialism against this
challenge, the influence of Marxism in economics suffered a severe
blow from which i is still trying to recover.

[f Marxism is to shed its image as a rigid dogma that is immune to
criticism, Marxists will have to take the initiative in specifying what
would constitute a legitimate attempt to criticize Marxism. In par-
ticular it will have to be conceded that not all discussions of the
practicability of socialism can be rejected out of hand as utopian.
They may all turn out to be unsuccessful, but at least some of them
are worthy of careful consideration. Marx’s own idea of socialism
should be subjecied to the same scrutiny to which Marx subjected his
utopian competitors.

As Mises pointed out at the beginning of his 1920 essay (quoting
Kautsky, 1907, p. 1), “Investigation into the conditions of society
organized upon a socialist basis is of value as something more than ‘a
good mental exercise and a means of promoting political clearness
and consistency of thought’ ™ ({1920] 1935, p. 88). The entire social-

* Many modern cconomists dismiss Marx’s entire analytic framework because his
“predictions™ have not been very accurate. Those who do not follow the “positive”
economic methodology of Friedman, however, believe that there is more to “expla-
nation” in the sciences than the testing of predictions. See Coddington (1972) and
McCloskey (1983).
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wt movement to which Marx devoted his life aims at a revolution in
vider to realize a socialist organization of society, yet it is at least
tonceivable that such a society can never be achieved. The urgency
ol a careful and honest discussion of this question among advocates
ol socialism is even greater today, now that the failure of numerous
atiempts to institute socialism is available for historical examination.
lvery socialist revolution to date has, of course, been “premature”
Ivom the standpoint of Marx’s analysis. Nonetheless, to put the ques-
fion in a Marxian way, we need to ask whether capitalist society can
cver mature in such a way as to make socialism possible.

[ will, however, take a more sympathetic view of Marx’s approach
thann did Mises, who said, for example, that “Marxism solemnly for-
hids its adherents to concern themselves with economic problems
heyond the expropriation of the expropriators” ([1920] 1935, p.
RR)." Indeed most neoclassical as well as Austrian critics have inter-
preted Marx’s thesis that the law of value does not apply to socialism
as a denial that socialist society conforms to any economic laws at
all—a serious misunderstanding of Marxian theory.

For Marx, economic “laws” are not necessarily universal for all
societies but are specific to each particular mode of production. Ac-
tording to the Japanese economist K6z6 Uno, Marx believed that
one must distinguish between the “specific laws of a commodity
cconomy” and the “general norms of economic life.”” The “law of
value,” tor example, represents a specific law of commodity econ-
omy, whereas the requirement that every society regulate its use of
resources in the service of economic reproduction represents a gen-
¢ral norm of economiic life. Thus the law of value is a specific mani-
lestation under capitalism of a general norm to which all societies,
including socialism, must conform. Although the law of value itself
does not directly apply either to precommodity or postcommodity
modes of production, it has been only through the systematic study
ol this and other features of commodity economy that the laws of
other modes of production have been revealed. Thus for Marx a
study of the laws of capitalism can yield an understanding of the
general norms of economic lifte from which the laws of other modes
of production can then be distilled.

The general norms of economic life limit the possibilities from

" Mises went so far as to characterize Marxism as “against logic, against Science, and
against the activity of thought itself™” {{1922] 1936, p. 12).

! T'he distinction is Una's. His careful study of Marx (mainly as explained to me
personally by Makoto [toh) has significantly informed many parts of this chapter.
See Itoh (1980) and Uno (1980).
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which visions of socialism can be devised. The limirations can be
discovered by realizing that some of the features of capitalism neces-
sarily imply the existence of other features of capitalism: one cannot
exist without the other. The utopian socialists wanted to put to-
gether various features of their ideal systemns withoit regard to the
implications from the study of economics as to whether these various
features were compatible with one another. Thus Providhon wanted
an economy with exchange relations, money, and banks but without
profit or interest. Marx’s critique deftly revealed why abolishing
capitalist forms of distribution also implies abolishing the anarchic
organization of capitalist production. One cannot. arbitrarily choose
the attributes of capitalism that one wishes to retain and set. aside the
attributes that one does not like.

Surely, then, it is conceivable that among the broad features that
Marx attributed to socialism are two that are incompatible with one
another. In particular, the conscious central planning that will he
discussed in the next section just might be incompa‘bie with a tech-
nologically advanced, world-integrated, and highly productive eco-
nomic system. The lLitter, Marx believed, wouldt ix: retained from
capttalism; the forimer he thought would be introdiced through a
proletarian revolution. But if it could be shown th:t v unconscious
organization of capitalist production is necessarily hound up with its
advanced technology and high productivity, then Maix's socialism
too would have to be abandone:{ as utopian.

At this point we nced to look closely at. Marx’s criticisms of the
utopian socialists, in order to clarify the intimate connection between
his explicit analysis of capitalism and his implicit theory of socialissn.
The utopian socialists, according to Marx, can be divided into two
major branches (corresponding to what Mises was later to refer to as
nterventionism and syndicalism), each of which, Marx argued, failed to
appreciate the economic implications of socialism. Interventionism,
which Marx generally referred to as “petty bourgeois socialism™ (the
approach used by Pierre- Joseph Proudhon, johin Gray, and John
Bray, for example), seeks to retain the fundamentally anarchic form
of organization of small-scale commodity production while at the
same: time using the state to intervene in this order Lo atiain socialist
goals (Marx [1902] 1971, pp. 467-8; {1847]1963; [1859}1970). The
syndicalist program, on the other hand (represented, for example,
by the views of Louis Blanc and Michael Bakunin) would abandon
the imperfect organization of anarchic production that is enforced
by the profit and loss system and replace it with no social organiza-
tion of production at all (Marx, Engels, and Lenin, 1972).
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'The syndicalists wanted workers' control of each factory and
control of separate industries by democratic syndicates such as
Blanc’s “nadonal workshops,” but they never formulated a proce-
lure through which these various independent factories and syndi-
cates could have their activities coordinated and radonalized from
the point of view of society as a whole. They did not scalize that
cvery society requires an ordering mechanism of some kind for eco-
nomic production. Some process must ensure that society's scarce
resources are used in such a manner that the means of production
are reproduced and, preferably, expanded.

Now it is true that to some extent both classical long-run analysis
and neoclassical general equilibrium theory have substantially exag-
gerated the degree of efficiency of the capitalist system’s ordering
mechanism, often depicting it as a smoothly operating clockwork, a
lully harmonious system of perfect coordination. And surely it is a
great merit of Marxian~—and Austrian—analysis that capitalism is
understood to be always in disequilibrium; but it must not be forgot-
ent that capitalismm does ac least roughly coordinate its competing
producers. Capitalism is plagued with recurrent unemployment and
(vises,” it permits waste, and it proceeds blindly in undesigned direc-
rions, sometimes yielding results that none of its participants desired,
but it is, after all, capable of pushing resources toward their more
Inghly valued uses, of expanding the total wealth of society, and of
continually revolutionizing the technology of production. Syndical-
isin represents a step backwards from the anarchy of production to
utter chaos.?

Marx (and Mises) understood that there is, even in the anarchic
capitalist world, an-element of order as well as an element of chaos.
There are elements of discoordination diffused throughout any
market economy. Not all entrepreneurs recoup their investments;
not every realized selling price covers the entrepreneur’s costs of
production. Because production plans take time to complete, even if
a1 business venture seems profitable at its inception, thereis no guar-
antee that it will still do well by the time the products reach the
market. But there are also the well-known general regularities, such
as those berween prices and costs of producuon, that are refiected in
Luth the classical tabor theory of value as well as the modern subjec-
tvist theories of marginal utility and :mputation.

" For Marx the trade cycle is inherent in the capitalist mode of production, but many
of the Austrian economists believe that certain (fairly radical) veforms of the bank-
ing system could eliminate this problem. See White (1984).

" Some of what follews is revised from Lavoie (1983).
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Marx saw the market as a system of partial coordination of sepa-
rate decision makers and saw the alienation of these decision makers
from one another as the source of the discoordination that always
persists in markets. The producers’ production plans are devised
independently from one another and also from the consumers
whose separate choices can make or break the producers’ plans.
Competitors struggle with one another under disequilibrium condi-
tions to bid prices up and down in a continual Hux of disappointed
plans and windfall gains. But it would be a caricature to refer to
Marx’s “anarchy of production” as mere chaos," for the law of value
enforces a regularity on the market for Marx just as it does in the
classical tradition from which his theories stem. Whereas such
writers as Adam Smith placed greater emphasis on the long-run
harmony of the market, on the eventual elimination of pure profit,
on the order and regularity that market processes tend to engender,
Marx stressed the continuous short-run discoordination that no
market institutions can ever, by their very nature, entirely eliminate.
Just from the fact that thousands of separate private-property
owners independently direct their resources toward various projects
through time, quite unaware ex ante of the many inevitable conflicts
among their plans, we see that there necessarily must be disequilib-
rium. For Marx it is this alienation of producers from each other
that makes any complete coordination inherently impossible. This
does not, however, mean that there is only chaos, as would be the
case with syndicalism.

Together with the development of this alienation, and on the same basis,
efforts are made to overcome it: institutions emerge wherehy each individ-
ual can acquire information about the activity of all others and attempt to
adjust. his own accordingly, e.g. lists of current prices, rates of exchange,
interconnections between those active in commerce through the mails, tele-
graphs etc.. .. [Allthough the total supply and demand are independent of
the actions of each individual, everyone attempts to inform himself about

them, and this knowledge then reacts back in practice on the total supply
and demand ([1953) 1973, p. 161).

Alienation is not entirely overcome by these means, but its eftects
are mitigated to some degree. Market processes operating through
the law of value and the equalization of profit rates guide produc-
tion well enough to permit a complex network of interdependent
production plans to develop. Marx does not deny this coordinating
role of the market but argues that mankind can do this system one

" See, for example, Hayck, who interprets Marxism in this way (1979, pp. 169-70).
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Lietter, that central planning can enable us to adopt a much more
vomplete coordination of productive activities. He argues not that
capitalism is completely chaotic but that its coordination is crude and
only operates ex post; plan mismatching is discovered too late in the
“higgling of the market” when producers have already made their
mvestments and are struggling, in the face of changing prices, to
ninimize their losses or reap their windfall gains. The question of
whether there is a workable alternative to this imperfect narket
coordination will be explored in the next chapter; the point here is
that Marx, in recognizing (and sometimes exaggerating) these im-
perfections, was highlighting an aspect of the real market that is
often ignored in contemporary economic literature. Marx’s idea of
the anarchy of capitalist production does not reveal an ignorance of
the coordinating function of markets but reflects a (perhaps itself
utopian) desire to go beyond this undeniably imperfect system of
coordination.

It has been said and may be said that this is precisely the beauty and the
greatness of it, this spontaneous interconnection, this material and mental
metabolistm which is independent of the knowing and willing of individuals,
ancl which presupposes their reciprocal independence and indifterence.
And certainly, this objective connection is preferable to the lack of any
connection, or to a merely local connection resting on blood ties, or on
primeval, natural or master—servant relations([1953] 1973, p. 161).

Marx condemns the market order only by contrasting this system
with an ideal economic system (to this day unrealized anywhere)
where individuals can “gain mastery over their own social intercon-
nections” and subordinate their social relations “to their own com-
munal control” ({1953] 1973, pp. 161-2). 1t is precisely because of
the fact that the market is neither an utter chaos nor an equilibrium
of complete coordination but rather what Hayek calls a “spontane-
ous order” (a resultant of, but not a design made by, conscious
choices) that Marx criticizes it. “The totality of the process [arises]
from the mutual inAuence of conscious individuals on one another,
but neither located in their consciousness, nor subsumed under
them as a whole. Their own collisions with one another produce an
alien social power standing above them, produce their mutual inter-
action as a process and power independent of them” (pp. 196-7). A
nonutopian socialism must be able to supplant the imperfect coordi-
nation of the law of value with some other ordering mechanism. In
the case of Marxism, the conscious central plan isto function as such
a mechanism.

If the syndicalists failed to understand why the ordering aspect of
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the market’s partial ordering mechanism had to be replaced by a
ceniral planning ordering mechanism, the “interventionists” failed
to understand why the features of disorder that are iuherent in
markets preciude their combination with central planning. The in-
terventionist utopians never realized that certain specific historical
conditions are necessary for the abolition of capitalist “exploitation.”

All socialists of Marx’s time shared a common desire to eradicate
the “unearned incomes” that were characteristic of capitalist society.
Mai x, however, recognized that the appropriation of surplus value
by private owners of capital is necessitated by the very nature of an
exchange economy. Utopian socialists who sought to abolish interest,
rent, and profit while retaining the anarchic capitalist organization
of production failed 10 appreciate the role of these forms of distri!u-
tion of wealth in the capitalist order. The interventionists who
thought that they could eliminate unearned incomes by legislanve
edicts without first transforming at its roots the fundamental orga-
nization of capitalist society were simply ignorant of the operation of
that society. Wages cannot be substantially increased relative to prot-
its by the official decrees of a capitalist state, even if one supposes
the state to sincerely wish to increase them. Private appropriation of
profit is necessary for the capitalist mode of production, and legisla-
tive tmkering with prices and wages can no more alter this fact than
they could repeal the law of gravity. To this extent Marx accepted
the arguments against “interventionism” of the classical school frivm
whom he adopted most ot his tools of economic analysis. Under
commodity production, the laws of economics that were systemati-
cally elaborated by Ricardo are unalterable.

Marx’s critique of his classical predecessors begins with the obser -
vation that these laws of economics are not universal but hold only
lor the commodity mode of production. It was the permanence of
this mode of production that he doubted. Before the appearance of
a money econowmy, the nature of social production was subject to
very different laws, and atter the demise of commodity production,
Marx contended, society would be subject to difterent laws again.
But as long as economic productien is organized awarchically--that
is, according to the law of value~it is utopian to Lupe for any gov-
ernment policy that can achieve the aims of the socialist movement.

Those who would employ the elaborate Marxian criticism of capi-
talist society while trying to devise their own schemes of socialism are
likely not only to contort Marx’s ideas beyond recognition (a conse-
quence, after all, with which these socialists may be quite willing to
live), but they are also likely to deceive and contradict themselves.
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M.wx’s criticism of capitalism is inextricably intertwined with his con-
cept of central economic planning. Modern socialists need to realize
that if they condemn capitalism they must either offer an alternative
ihal climinates this aspect of social production, or the condemnation
will be empty.

Conscinusly ordered versus anarchic social production

lor Marx, the aspect of human fabor that distinguishes it from ani-
mal production is the purposive planning of human producers.
:uided by instincts, bees may construct elaborate cells, but “what
(stinguishes the worst architect from the best of bees is this, that the
architect taises his structure in imagination before he erects it in
eality” ([1867]1967a. p. 178)." _
‘I'he’ central idea in Marx’s concept of the conscious ordering of
wacial production is contained in the last phrase. Rational human
production consists in the construction of a plan in the mind in
advance, before the steps of a plan are implemented in the material
waorld. The essence of Marx's critique of capitalism is that the capi-
talist mode of production does not permit all of social production to
be rationally planned in advance, because capitalism involves the
siultaneons design of conflicting plans by separate, "z‘ilienated"
producers. The resuit of this anarchic clash of many conscious plans
i an unplarncd, unconscious mode of social production. Thus
Muarx’s ide2 1 ceutral planning entails the unitication of social plan-
ning iNto one wohsistent, conscious plan, one complex structure t!lat
is coherently raised in the minds of socialist “architects™ before being
systematically implemented. B
Capitalist production has led to the constructiqn of .commod.mes as
complex as a computer or as large as an ocean liner in the minds of

"' Marx centinues: “At the end of every labour-process we get a result that alrcady
existed in the: tmagination of the labourer at its commencement. Ite not only
effects a chanie of form in the material oo which he waorks, but he also realises a
purpose of his own that gives the law 1o his modus operandi, and to which he
must sub-ordinate his will” ([1867) 19674, p. 178). Hayek has this "conscious
planning” idea in wmiud when he refers, in the opening paragraph of his first
major contribution 10 the calculation debate, 10 “the belief that deliberate regula-
tion of all social affairs must necessarily be more successful than the apparently
haphazard interplay of independent individuals.™ Indeed he even manages 1o
evoke the motivaling spirit behind this Marxian vision of advancing beyond the
anarchy of capitalism when he writes: “To bring order to such a chaos, to apply
reason ta the organizaton of society, and to shape it deliberately in every detail
according to human wishes and the common ideas of justice seemed the only
course of action worthy ot a rational being” ([1935] 1948e, p. 119).
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competing capitalist architects. Marx believed that capitalist produc-
tion would continue to become centralized, so that larger enterprises
would subsume more and more ol social production under the con-
scious guidance of fewer and fewer wills. Socialism, for Marx, seeks
to replace those few capitalist producers with the single common will
of all producers; it secks to eliminate the last vestiges of commodity
production and to build what Bukharin was to call a "new society
which is consciously planned and comnsciously executed” ([1920]
1971, pp. 68-9)."" Anarchic commodity production is guided, again
in Bukharin’s words, “not by a conscious calculation by the cominu-
nity but by the blind power of the social element, evidencing itself in
a whole chain of social-economic phenomena, particularly in the
market price” ([1917] 1972, p. 49). Capitalism is seen by Marx
(11953] 1973, p. 158) as that mode of production in which “individu-
als . .. produce only for society and in society” but where “produc-
tion is not directly social, is not ‘the offspring of association’ which
disiributes labour internaily. Individuals are subsumed under social
production; social production exists outside them as their fate; but
social production is not subsumed under individuals, manageable by
them as their common wealth.”

Bukharin ([1921] 1969, pp. 41-2) says that under central plan-
ning, workers “make resolutions in common and carry them out in
common.” No longer subject to the forces of price movements, “men
control their own decisions and do not feel any pressure of blind
social forces upon them, since these forces have been replaced by a
national social organization.”

Marx ({1871] 1974a, p. 213) expected central planning to stabilize
cconomic activity: “United cooperative societies are to regulate na-
tional production upon a common plan, thus taking it under their
own control and putting an end to the constant anarchy and periodi-
cal convulsions which are the fatality of capitalist production.” In
communist society, “The question then comes down to the need of
soctety to calculate beforehand how much labour, means of produc-
tion, and means of subsistence it can invest” in the planned direc-
tions. “In capitalist society however where social reason always as-

" In the following discussion, | occasionally supplement Matx's words with quota-
tions from Nicolai Bukharin to illustrate Marx's ideas, not only because Bukharin
agrees in most respects with Marx but also because he devoted a great deal of
attention to the direct.implications of Marx's critique of capitalisin for the econom-
ics of socialism. At the time when Mises launched his critique of socialism, Bukha-
rin was arguably the leading Marxian theoretician in the world.
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serts itself only post festum great disturbances may and must con-
stantly occur” ([1885] 1967b, p. 315).

In the contemporary theory of the firm, a profit-making enterprise
v sometimes referred to as an island of planning in a sea of anarchy.
Within the enterprise, production takes place ratienally according to
the single conscious will of the capitalist owner. Means of production
wre coordinated from a decision-making center and moved from de-
partment to department, but unfinished goods, machines, and labor
within the enterprise are not exchanged. The shipping department
does not buy the product from the workers of the assembly depart-
ment; there is a prearranged plan by which the different complex
steps required in the production process are set out and according to
which organized production takes place. This distinction between the
division of labor within the enterprise by conscious planning and the
spontaneous and unplanned division of labor in society as a whole is
central to Marx's view of planning: “Division of labor in the interior of
. society, and that in the intertor of a workshop, differ not only in
degree, but also in kind” ([1867] 19674, p. 354).

The fundamental difference is that the division of labor among
mdependent producers is conditioned by their buying and selling of
«vmmodities from or to one another, whereas the division of labor
within an enterprise is characterized by the fact that “the detail la-
bourer produces no commodities. It is only the common product of
all the detail labourers that becomes a commodity” ([1867] 19674, p.
365). Marx stressed that “in every factory the labour is divided ac-
cording to a system, but this division is not brought about by the
operatives mutually exchanging their individual products” (p. 42).

Marx favored the deliberate ordering mechanism of the intrafirm
division of labor over the rough “tendency-to-equilibrium” ordering
iechanisms of the interfirm division of labor in society as a whole:

I'his constant tendency to equilibrium, of the various spheres of pm(lu.ui‘(m,
is exercised only in the shape of a reaction against the constant upsctting (_)f
this equilibrium. The a prior: system on which the division of lflbour, within
ihe workshop, is regularly carried out, becomes in the ’dlvmon of'labour.
within the seciety, an a posteriori, nature—impose(.i necessity, conﬁol!mg the
lawless caprice of the producers, and perceptible in the barometrical fluctua-
tions of the market-prices (p. 356).

Thus Marx could remark that

the enthusiastic apologists of the factory systein have nothing more damning
1 urge against a general organization of the labour of society, than that it
would turn all society into one immense factory (p. 356).
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As contrasted with the “undisputed authority” of the capitalist
over his deliberately organized division of labor, “The division of
!abonr within the society brings into contact independent commod-
|ty-pr0ducers, who acknowledge no other authority but that of com-
petition, of the coercion exerted by the pressure ot their mutual
interest.” (p. 356)."

Individual capitalists set out on their own initiative, at their own
risk, with their own means of production, secured in exchange rela-
tions with other capitalists, and with their own individual conscious
plans for making profits. Froduction is integrated through markets
over a vast geographic area, and all individuals become interdepen-
dent while maintaining independence in production decisions. Indi-
vidual capitalists compete with one another, clash in a race for
profit, and are in this respect in an antagonistic relationship with
one another. Yet although they are rivals in profit making, or in the
struggle to make a living, producers come to depend more and more
on one another’s efforts."*

Capitalism thus expresses what Marx refers to as an internal contra-
diction between, on the one hand, the widening and deepening inter-
dependence of producers upon one another and, on the other, their
antagonistic struggle in the market. As Bukharin put it, commaodity
production is “an unorganized unity” in which “capitalist enterprises,
which are ‘independent’ from each other, must nevertheless rely on
each other because one branch of production supplies raw materials,
parts, etc., for the other” ([1920] 1971, pp. 13-15).

In every mode of production social phennomena are the conse-
quences of human action, but in commodity production - that is, in
unorganized production—the end result is not the conscious aim of
the producer. Market phenomena are what Bukharin called a “resul-
tant of the individual wills in unorganized society”:

Prices are an excellent example. Buyers and sellers go to the market. The
selters have the goods, the buyers have the money. Each of the sellers and
buyers is aiming at a certain object: each of them makes a certain estimate of
goods and money, ponders, calculates, scratches and bites. The result of all
this commotion in the market is the market price. This price may not repre-

1t will be argued in the next chapter that the specitic “pressures of their rnutual
interest” that “coerces” independent producers to adept some methods of produc-
tion and abandon others is the very element of rivalry whose absence makes central
planning unworkable.

in their influential “textbook™ of communism, Bukharin and Preobrazhensky
(11919] 1966, p. 13) wrote that “the turmoil of the market place conceals from
people that in actuat fact they work for one another and cannot live without one
anothcr.”

-
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sent the idea of any individual buyer or seller; it is a social phenomenon
arising as a result ol a struggle of the various wills."®

It is seen as an essential characteristic of the capitalist mode of pro-
duction that men are independent rivals in an anarchy of produc-
ton and are thereby subject to the “blind forces™” of the market.

Thus, the rapidly increasing material productive capacity of the
¢xpanding capitalist. system is accompanied by a definite disadvan-
tuge. Individuals throw their fate onto the impersonal market. and
have to succumb to these “blind forces” just as if they were laws
imposed by nature.

Individuals in a market economy take actions thatlead to (but are not
designed to lead to) a particular constellation of prices, which in turn
influence the choices made. A price is a reflection of what i1s to Marx a
contradiction of capitalism: 1t is both the organizing and rationalizing
guide for production decisions and at the saine time a reflection of the
antagonistic social relations among buyers and sellers. On the one
hand, prices guide calculations and determine the profits of producers
in their expansion of the productive powers of socicty, and on the other
hand prices are the stark reflection of competition among independent
producers, of their unending struggle with one another for profits.

In the act of bidding up or bickering down a price on a market is
contained the essentially rivalrous character of the capitalist order.
‘I'he movement of any price by such an act reflects the gain to one
«ompetitor and the loss to another. Thus the planned production that
tukes place by firms (or governinents) under capitalism is the con-
stious planning of necessarily only a portion of secial production,
because they must buy from or sell to other independent “islands” of
planning. The portion in which market rivalry prevails (and that thus
remains unplanned) leaves the possibility of overproduction of some
commodities and underproduction of others. Production is guided by
profit opportunities that can either be simultaneously perceived by
numerous produccrs (leading to overproduction of that product) or
«an be unnoticed by any producers (leading to underproduction).
1'hus unconscious prwduction can result in duplication and squander-

ing of resources, rejative to that which could conceivably be attained
by complete central pimnning (if this is workable).

" Bukharin ([1921] 1969, pp. 37-8). Sec also his comment that: "50(jrll phenomepa
do not express the will of individual persons but frequently are a direct contradic-
tion of this will; they prevail over it by force, with the result that the individual
often feels the pressure of social forces on his actions" (p. 40). This Marxian idea
bears remarkable similarity to the Hayekian notion ef “spontintsus order,” and
both can be traced to Thomas Hobbes. Bernard Mundeville, and Adam Smith,
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In the productive process that Marx designates by
M-C..P..C ~-M,

he distinguishes between production time (C ... P ... C': the transforma-
tion of inputs into outputs) and circulation ime (M — C [buying mputsj
and C’ = M’ [sclling outputs)). Production time represents actual time
spent producing the commodity that the capitalist intends to make
from the inputs he bought. Circulation time represents the time spent
transforming money into commodities (buying) and commodities into
mouey (selling). Production time can, for the most part, be con-
sciously planned in advance by the capitalist, since he controls all the
factors necessary for its completion. The circulation activity, however,
cannot be consciously planned in advance, since the capitalist cannot
know tor sure either how many of his desired inputs he can buy and
at what price or how much of his own outputs he can sell and at what
price. These uncertain quantitics and prices depend on the plans of
other independent capitalists. In the competitive battles that are
tought every day on the market, prices of commodities are the un-
plauncd results of their clashing at any moment of time. The outcome
of these confrontations of offers and bids is a resultant, not a design,
of thesc independent decision makers and thus cannot be predicted
by any of them in advance. In the sphere of circulation —that is, in the
acts of buying and selling in a monetary economy, is to be found the
unorganized or anarchic character of commodity production. For
Marx, and, as we shall see, for Mises as well, the use of money as such
precludes the world of perfect coordination depicted in neoclassical
equilibriutu constructions.

It is also precisely this aspect of the production process —circula-
tion time —that is claimed to be unnecessary under Marxian social-
ism. From the point of view of society, resources in the sphere of
circulation appear to Marx as a deduction from the social product,
to be subtracted from the capitalist’s surplus value. “Time of circu-
lation and tise of production mutually exclude each other. During
its time of circulation capital does not perform the functions of
productive capital and therefore produces ncither commodities nor
surplus-value™ ([1885] 1967b, p. 124). Marx distinguishes between
those circulation costs that are specific to commodity production
(buying and selling, and much of capitalist accounting) and those
that are nccessary, though changed, under planned production.
“Bookkeeping, as the control and ideal synthesis of process, be-
comes the more necessary the more the process assumes a social
scale and loses its purely individual character” (p. 135).
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The costs spent in circulation, such as expenses, tor sales, adver-
tising, a large part of inventories, and purchasing, can be avoided
only if Marx’s concept of central planning can be implemented. If
all of society can be organized as “one immense factory,” with the
movement and processing of intermediate products performed ac-
cording to a single conscious plan, then buying and selling are
superfluous. But if, as many contemporary socialists contend, plan-
ning cannot do without and can only proceed by means of the
market, then they are in fact advocating a formm of commodity
production within which, Marx explicitly argued, costs of circula-
tion are absolutely necessary. “In the production of commodities,
circulation is as necessary as production itself” (p. 126). It is only
{from the specific perspective of contrasting the anarchy of com-
modity production with complete central planning that competitive
ciforts can be called “wasteful.” “The capitalist mode of produc-
tion, while on the one hand, enforcing economy in each individual
husiness, on the other hand, begets by its anarchical system of
competition, the most outrageous squandering of labour-power and
of the social means of production, not to mention the creation of a
vast nuibber of employments, at present indispensable, but in
themseives superfluous” ([1867] 1967a, p. 530).

Despite its increasingly rational organization of production accord-
ing to a sei plan within a capitalist enterprise, the antagonistic rela-
tivnship among competing enterprises under capitalism seemed to
Marx an unnecessary waste. If it is possible to direct all social pro-
duction according to a single precoordinated plan, then innumera-
ble features of capitalist production can, from this point of view, be
secn as wasteful.

But. if this complete central planning must be discarded as impos-
sible, as the calculation argument claims, then the criticism of capi-
talist anarchy must be reexamined in this light. Thus he who would
disparage the wastes of circulation under capitalism cannot also ad-
vocate a “socialism” that retains market relations. Where there are
markets, there are unplannable exchanges of commodities for
money, and of money for commodities. Wherc these persist, there is
every bit as much need for producers to spend resources searching
for a good price, informing potential buyers of their commodities
and prices through advertising, stocking up cxtra inventories for
possible variations in demand, and so forth, as there is under the
form of commodity production that Marx analyzed.

Marx explicitly said that his view of central planning as “directly
associated labour” i1s “a form of production that is entirely inconsis-
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tent with the production of commodities” ([1867] 1967a, p. 94). For
Marx, socialism means first and foremost the abolition of all market
relations, the relegation of the entire social production process to
the conscious design of the workers in common. By expropriating
the expropriators, the proletariat is supposed simultaneously to ter-
minate the anarchic and rivalrous aspects of private production and
to reestablish the bond between the producers and their means of
production.

It should be clear by now that in my view Marx’s concept of cen-
tral planning constitutes an extreme among socialists. But there is a
common belief among many Marxists that this extreme description
applies only to the “second phase” of connnunism discussed by Marx
([1891] 1974b) in which scarcity has been vanquished. The extreme
vicw of central planning is relegated to the distant future, whereas
the “first phase™ of communist socicty, or in many cases an intcrme-
diate “transitional” stage following capitalism and preceding the first
phase, is depicted as a more moderate form of “central planning” in
which market forms are allowed to cocxist with a planning appara-
tus. Marx’s mention of the possible use of lahor coupons is often
cited as an admission that a form of money may be compatible with
central planning.

This interpretation of Marx, cannot, however, be sustained. Marx
repeatedly and explicitly rejected what .« called “the Utopian idea
of ‘labour money’ in a society founded on the production of com-
modities” ([1867] 1967a, p. 94; see also {1847} 1963 and [1859]
1970). The idea of labor coupons that Mut x 1eferred to in 1891 was
borrowed from Owen, and, he said, “is no more ‘money’ than a
ticket for the theater” ([1867] 1967a, p. 94). See also Marx ([1885]
1967b, p. 358): “In the case of socialised production the money
capital is eliminated. Society distributes lahour-power and means of
production to the different branches of production. The producers
may, for all it matters, receive paper vouchers entitling them to
withdraw from the social supplies of consumer goods a quantity
corresponding to their labour-time. These vouchers are not money.
They do not circulate.”

The interpretation of Marxian centrai planning as employing
money has by now been so conclusively refuted .by others, especially
Buick (1975). Reese (1980), Roberts (1971), Roberts and Stephenson
(1973), amd Steele (1978), that a further meticulous exegetical study
of this issue is no longer required. From what has already been said
it should be clear that the notion of a centrally planned society that
retains the anarchic market institutions from capitalism renders the
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entire corpus of Marx’s critique of capitalism nonsensical. As Buick
(1975, p. 68) has noted, the contemporary Marxists’ netion of a
“\ransitional society” that reconciles central planning with conlnlo(!~
ity production not only will not be found anywere in Marx‘s\voluml-
nous writings but furthermore “is based on a complete misunder-
standing of the Marxian theory of money.” .

It is in monetary theory that the limitations of neoclassical equilib-
num theorizing are most evident, and it is here that the strengths of
the Marxian (and Austrian) disequilibrium approaches are the most
apparent. @nce Marx’s theory of money is clearly understood, th.e
absurdity of the notion of a centrally planned monetary economy is
plain. Money economy, depicted as C = M — C, the exchange of
commodities necessarily through the intermediary of the medium of
cxchange, was being criticized precisely because it separates those
acts of purchase and sale. These separate, rivalrous acts of huying
and selling lie at the root of Marx’s disequilibrium critique of cap.ital-
ism and thus cannot be sensibly joined to his concept of conscious
planning.



CHAPTER 3

Mises’s challenge: the informational
function of rivalry

Against the analytic background provided in Chapter 2, my purpose
in this chapter is to show that Mises’s argument against Marx's social-
ism is not a utopian exercise in speculation about the unknowable
future but rather a legitimate contribution to economic science,
rooted in a sound theoretical understanding of the economics of
capitalist society. I will offer a detailed exposition of the argument as
it appeared in the 1920 essay, “Bie Wirtschaftsrechnung im soziais-
tischen Gemeinwesen” (“Economic calculation in the socialist com-
monwealth”) ({1920] 1935) and reappeared almost verbatim as the
central argument of his hook Die Gemeinwirtschaft ([1922] 1936, pp.
114-22, 131-5). The discussion will examine (1) Mises’s analysis of
the function of economic calculation under capitalism; (2) his claim
that this function cannot be performed under a centratly planned
economy and that without it rational economic planmng is impossi-
ble; (3) his case against the feasibility of using labor time as a unit for
economic calculation under socialism; and (4) his brief anticipatory
remarks criticizing market socialism.,

The nature of economic calculation under capitalism

Mises is typically understood to have put forward in 1920 an abstract
argument about the detached “logic” of the theory of socialism, and
it is on this level that virtually all of the English-language responses
in the 1930s were formulated. Mises is thought to have denied the
determinateness of equilibrium for a socialist organization of pro-
duction, to which the market socialists retorted that as Pareto, Ba-
rone, and Wieser had shown there is a “formal similarity” in the
general logic of choice that applies to either capitalism or socialism
(see Chapter 4). It is only with Hayek's rejoinders_that the debate is
believed to have shifted to more practical questions, and even then
the emphasis is said to have been on “practicability in principle” —
whatever that may be.

In my view, the challenge by Mises was an eminently practical
issue from the outset, concerned with the workability of widcly pro-
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posed socialist programs and with the attempts prior to and during
1920 to actually implement such proposals. Mises was taking as his
«uc not the abstract controversies of theoretical economics but the
stempts at “war planning” in Austria and Germany through which
I had just lived and. even more directly, the ongoing collapse of
the Russian economy of the Bolsheviks. In particular, Mises's argu-
ment can be seen as a theoretical explanation of why Lenin's attempt
to abolish markets and money during the so-called War Communism
period resulted in such unmitigated disaster.!

This is not to say that the essay contained any specific historical
analysis of these programs. Instead Mises offered a theoreucal
framework that could explain the varying degrees of failure of the
«ocialist programs being implemented around him. His essay is
“theoretical” in the broad sense; it is a general analysis of the impii-
ations of centralized ownership of the means of production for a
mwodern economy. It was not theoretical in the narrower, neoclassical
scnse of an abstract exercise in the pure logic of choice.

In what follows, Mises’s specific argument for the necessity of
money prices will be explained in some detail, despite the fact that it
Iwars superficial similarity to the familiar neoclassical thesis that
“prices” are required for the efficicnt allocation of resources; my
purpose is to show that these two arguments for the necessity of
“prices” differ. When, in his response to Mises, Oskar Lange con-
reded that “prices” are necessary, he was not discussing genuine
money prices emerging from the competitive process but simply
numerical “terms on which alternatives are offered.”

It is also important to note that Mises’s use of the word competition
has virtually the opposite meaning of the term as it is used by the
ncoclassical participants in the debate. Whereas for the latter “com-
petition” refers to a certain kind of optimal state in which all partici-
pants are viewed as passive “price takers,” for Mises the term de-
scribes @ dynamic struggle among active entrepreneurs seen as
“price makers."”

Such differences between the neoclassical and Austrian arguments
lur the “price system™ are stressed for two reasons. First, many critics
oi the price system (for example, Maurice Dobb) reject the neoclassi-
«al argument for the importance of prices because of the aspects of
this argument (such as its emphasis on static conditions) that cannot

' Mises describes “what is happening under the rule of Lenin and Trotsky” as
“merely destruction and annihilation” in which “all branches of production depend-
ing on social division of labour are in a state of entire dissolution” ([1920] 1935, p.
125).
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be artributed to its Mises-Hayck version. Second, many advocates of
the “price system” (Lange. for example), who concur with the neo-
classical argument have failed to grasp tiic way in which prices
convey the information that, they agree, is indispensable for rational
planning,

I'n nyv view the calculation argument as explained by Mises is sub-
stantially the same as that subsequently argued by Hayek, in contrast
to the standard view, which, we have seen, liolds that Hayek retreated
from a more extreme Misesian position. The similarity of their posi-
tions is somewhat hidden by the fact that Mises focused his challenge
on the Marxian view of central planning, whereas Hayek redirceted
the argument to market socialism. Since Marxian socialism specifically
denies itself any use of money prices, Mises naturally placed greater
emphasis on the (now generally acknowledged) need for price infor-
mation per se than on the related argument, later stressed by Hayek,
that prices presuppose competitive markets and private ownership if
they are to be able to serve their informational lunction. Nonetheless,
many elements of Hayek's later contributions on knowledge and com-
petition can be found in embryonic state in Mises's original statement
of the problem of calculation under socialisim.

Mises begins Section 2, entitled “The Nature of Economic Calcula-
tion,” by distinguishing among three kinds of judgments of value.
These will be referred to here to as primary evaluations, consumer eval-
uations, and producer evaluations, each of which pertains to a particular
category of ends/means framework.

P’rimary evaluations refer to subjective rankings of wants in utility
space and neither require nor permitany form of numerical calcula-
tion.

Consumer evaluations are the judgments of the efficacy of certain
means— consumption goods (the end pinducts of social produc-
tion)~for facilitating the pursuit of primary wants (the ends). Like
the primary evaluations from which they derive. the consumer evai-
uations of an individual need not be reduced to numerical terms to
be made intelligently. Whether the cost of a consumer good is reck-
oned 1u terms of dollars, a collection of bartered commodities, or
labor hour coupons, the consumer merely lias to directly compare
the relative merits to him of the thing to be gofien with those of the
thing to be given up. For “the man who kiiows his own mind”
([1920] 1935, p. 96) 1t is a simple matter to judge the relative satisfac-
tion he can expect to derive from theimmediate use of consumption
goods. Neither an individual’s primary evaluations nor his consumer
evaluations contain even the potential of a “calculation problem”

|
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wulder any mode of production, because they are made in ordinal
t1ns and depend only on the subjectively perceived use vidue of the
cvaluated items, which can be directly assessed by the evaluator. For
consuumer evaluations, Mises wrote, “calculation in netura” - that is,
calculation in kind, without a standard of value—is sufficient, for
here the “apples and oranges” can be compared ordinally by the
midividual human mind, even if the mind cannot add quantities ot
vme to the other (p. 104).

Mises points out that “it is impossible that there should ever be a
wint of subjedtive use-value for goods. Marginal utility does not posit
sy unit of value... Judgments of value do not measure; they
mevely establish grades and scales” (pp. 96--7).

Producer evaluations pertain to the judgment of the efficacy of
“higher order” goods as means for the production of consumption
poods. Just &s consumer evaluations, beig based divectly on a judg-
went of the erhicacy of consumption goods to Facilitate the satisfying
ol primary wants, are derived from primary evaluations, so pro-
ducer evaluations are derived, although sometimes only remotely,
from conswmer evaluations, In a complex, multistage production
structure, these evaluations of higher order goods are “derived” or
“unputed” from the producer evaluations at the next lower stage of
roducer goods and ultimately from the consumers’ demands for
ihe lowest order of goods.” Were anything to sever this connection of
value impuiaton between lower and higher stages of production, a
potential Mcataitlation prohlem” —that is, a difficulty in making a ra-
tional producer evaluation —could emerge,

Any p.rticulin® consumer or producer evaluation can be meaning-
lully criticized as an inaccurate reflection of the “true” efficacy of a
particular means for the attainment of the ends sought. Consumer
evaluations may be inaccurate in the sense that consumption goods
may fail to meet expectations, but producer evaluations that com-
hine complex technological questions with value questions are far
more susceptible to error, and the error that results is more likely to
liuve serious social consequences. Mises’s calculation argument con-
cerns the question of whether accurate producer evaluations will be
possible under common ownership of the means of production.

* The idea of such "“imputation” as a link between consumer and praducer evalua-
tions is seen very differently by the Austrians from the way it is described by some
neoclassical theorists. lImputation is seen by the Austrians as a dynamic process, nol
as a static, logical derivation as Schumpeter trears it. (Note that for our purposes
“unputation” 1s understood in the later-Austrian and Clarkian sense of estimates of
marginal value products, not in the early-Austrian sense of the “imputation prob-
lem™ as in Wieser.)
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Mises admits that “under simple conditions” it is possible for a
decision maker to directly “form judgments of the significance to
him of goods of a higher order” without numerical calculation. Thus
“a farmer in economic isolation” or Robinson Crusoe may be able to
Judge how to allocate the hours of each day to the “relatively short”
production processes with which he is concerned. Crusoe’s “expense
and income” can be “easily gauged” (p. 96)—that is, it can be judged
qualitatively, without the use of quantitative calculation.

But as both Marx and Mises repeatedly warned, it is often hazard-
ous to equate the economics of advanced capitalist production to the
simple economics of the imaginary world of Robinson Crusoe. Al-
though Crusoe economics may be heuristically useful at an introduc-
tory stage of analysis, conclusions that might be valid for the Crusoe
world may not be for the modern capitalist world.*

Speaking of the primitive economies of the ancient world, Marx
([1867]) 1967a, p. 79) points out that “those ancient social organisms
of production are, as compared with bourgeois society, extremely
simple and transparent.” Similarly with Crusoe and his elementary
means of production: “All the relations between Robinson and the
objects that form [the] wealth of his own creation, are here so simple
and clear as to be intelligible without exertion ... And yet those
relations contain all that is essential to the determination of value”
(p- 77). The producer evaluation for Crusoe, Marx argues, is
straightforward and direct. “In spite of the variety of his work, he
knows that his labour, whatever its form, is but the activity of one
and the same Robinson, and consequently, that it consists of nothing
but different modes of human labour. Necessity itself cempels him
to apportion his time accurately between his difterent kinds of work.
Whether one kind occupies a greater space in his general activity

% Marx's strictures against applying “bourgeois” categories such as capital to noncapi-
talist modes of production are well known. The following statement by Mises indi-
cates a measure of agreement with Marx on this point: “Looking backward from the
cognition provided by modern accountancy to the conditions of the savage ancesters
ol the human race, we may say metaphorically that they too used “capital.” A
contemporary accountant could apply all the methods of his profession to their
primitive tools of hunting and fishing, to their cattle breeding and their tilling of
the soil, if he knew what prices to assign to the various items concerned. Some
economists concluded therefrom that ‘capital’ is a category of all human production,
that it is present in every thinkable system of the conduct of production processes—
Le., no less in Robinson Crusoe’s involuntary hermitage than in a socialist society~
and that it does not depend upon the practice of monetary calculation, This is,
however, a confusion. The concept of capital cannot be separated from the context
of monetary calculation and from the social structure of a market economy in which
alone monetary calculation is possible” (1949, pp. 261-2).
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than another, depends on the difficulties, greater or less as the case
may be, to overcome in attaining the useful effect aimed at. This our
inend Robinson soon learns by experience” (pp. 76-7).

Capitalist relations of production considerably complicate this sit-
uation. Unlike Crusoe, who directly assesses his means of production
v relation to the consumption goods he subjectively wants to have
ywoduced, the capitalist decides what to produce largely on the basis
of what his profit/loss calculations tell him. Before choosing a plan of
action he must first calculate the revenue expected from the sale of
the commodity whose production he is contemplating and compare
this with an estimate of the costs expected to be expended in this
production. A numerical calculation of expected profit or loss pre-
cvdes his decisions over what to produce as well as how to produce
1.

Marx and Mises agree that it has always been this accounting prac-
1ice of calculating profit and loss that has guided capitalist produc-
tion and that this capitalist form of production has made possible an
unprecedented revolution in technology. To be sure, important dif-
terences arise between them over whether there might be a neces-
sary and not just a historical connection hetween economic calcula-
tion and technological advance® and whether the “complication”
mtroduced by capitalism is genuine or essentially a “mystical veil”
that makes things appear more complex than they really are® But
Marx and Mises both would insist that under the commodity mode
of production, economic calculation of profit and loss is absolutely
indispensable. A further examination of Mises’s description of the
positive function that economic calculation performs under capital-
s should help to elucidate his contention that rational economic
calculation would be both necessary to, and yet impossible for,

Marx’s socialism.

Mises cites three advantages of economic calculation under capital-
ism. First, calculation in terms of prices makes it possible “to base the

' Marx believed that it would onc day be possible to sever this connection, 1o continue

the technological progress while abandoning the anarchic mode of production from
which modern technology was born. Mises argued that these advanced production
processes depend on that very anarchic organization that Marx had sought to re-
place with central planning.
See Marx ({1867} 1967a, p. 80). The main point of Marx’sidea of the “fetishism of
commodities” is that capitalism disguises relations among people as relations among
things, that it “conceals, instead of disclosing, the social character of private labour
and the social relations between the individual producers” {p. 76). Mises, on the
other hand, sees the complex price system as a genuine reflection of an even more
complex network of production processes.
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calculatior: upon the valuations of all participants in trade,” whereas
such interpersonal valuation comparisons would not be possihle on
the level of subjective assessments of use value. Thus “exchange-
value, which arises out of the interplay of the subjective valuations of
all who take part in exchange” (p. 97) represents a social institution
that reflects in some way the valuations of the various individuals
engaged in exchange relations.

Where production decisions are not precoordinated but are made
independently by contending private owners of resources, some
mechanism is required by which each individual’s plans can be at
least roughly meshed with the needs of society as a whole. Prices
thus wi as guide posts in the imperfect coordination of anarchic
produsciion, permitting the integration of separately made decisions
across the entire society. When any one decision maker uses a price
mn his accounting calculations, he is unconsciously taking into ac-
count the entire complex of consumer and producer evaluations that
resulted in that price being what it is. Without some social institution
such as prices to connect the separate production decisions, the par-
tially coordinated anarchy of production would degenerate into tetal
chaos.

The second advantage of calculation, according to Mises, is that
since prices reflect the economic activities of all market participants,
“calculation by exchange-value furnishes a control over the appro-
priate employment of goods.” That is, accounting practices can re-
veal whether a particular expenditure of money has been profitable,
and this profit/loss signal can guide resources toward more valuable
uses.

No claim need be made here either for an ethical Justification of
the manner in which distribution of social wealth takes place
through_ the price system or for the optimal efficiency of this sys-
tem. Mises is not arguing that the price system offers the best
among a variety of possible methods of allocating the scarce goods
of an advanced technological society. He is saying that the price
system is the only possible way. Contrary to many accounts of the
calculation debate, Mises never claimed that a free competitive mar-
ket achieves that Pareto-optimal level of efficiency that is discussed
by neoclassical theorists.® ;

In Mises’s view, economic calculation does, however, promote effi-
ciency, since it eliminates from consideration a plethora of techno-
logically feasible but economically infeasible ways of combining soci-

& See Chapter 4 on this point.
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¢ty's means of production.” The economic problem is not mercly the
e hnological one of applying given means to the pursuit of given
ends.

Mises points out that “technical calculation is not enough to realize
the ‘degree of general and teleological expediency’ of an event; . . . it
tan only grade individual events according to their significance;
bt ... it can never guide us in those judgments which are de-
manded by the economic complex as a whole” (p. 129).°

'Ihe choice of which ends to pursue and of which means to
«mploy for the various ends is not simply a problemn of engineering
hut is a problem of valuation. When deciding what industrial use to
mike of, say, a gasoline engine, it is not. enough to learn that the
sugine yields so many ergs of physical energy from the burning of
<o many liters of gasoline. We also have to know whether to use the
engine to pump water from a well or to propel a car that can
vansport workers to a coal mine. This decision depends on our
prior assessment of the value of coal and water, which in turn
lcpends on our need for each of these for other productive
purposes.” Consumer evaluations are imputed, via the price system,
iirough a complex and continually changing structure of produc-
‘ion, to producer evaluations of each higher order good. This ex-
wension of consumer evaluastion into the capital structure is per-

‘The word effictency has, since 1920, come to imply the neoclassical notion of a
static, Pareto-optimal allocation of “given” resources according to “given” technol-
opy and tastes and it would therefore probably be best to avoid it altogether in
discussing Mises's argument. Since Mises is concerned to show the very process by
which these “givens™ come to be “known” by decentralized decision makers, the
ncoclassical etficiency criterion teally begs the impartant question. Today, Hayek’s
terminology, hy which the market promotes “plan coordination” rather than “eff-
viency,” is preferable.

Mises refers 10 a discussion by Gottl-@ttlilienfeld (1914, p. 219), whose phrase is
quoted. Hayek's concise discussion of the difference between technological Feasibility
and economic feasibility (j1935] 1948e, pp. 120-4) remains among the best in eco-
nomic literature. Technological prohlems assume a given cnd and permit the use of
any means to achieve that end, whereas “the economic problem ariscs . . . as seon as
different purposes compete for the available resources.” The engineer, in practice,
must work within a Hudget, and the costs of the factors of production that he can
design into a project are outside of his control. Bitt Hayek argues that “the spontane-
ous forces which limit the ambitions of the engineer themselves provide a way of
solving a prohlem which otherwise would have to be solved deliberately” (p. 124).
When we consider that some higher order goods are used in virtually every stage of
production—that steel is used to produce steel and that, as Leoutief’s work (1966)
has shown, it is extremely difficult to master the interrelationships of even broad
industry aggregates—the enormous complexity ot a modern econemy can be appre-
ciated. It is important to recognize that the interconnections among the faciors of
production make it impossible to delegate authority in the central plan to subordi-
nate departments. See Plant ({1937] 1974).
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tormed adequately ~though certainly not perfectly - by the price sys-
tem and with the guidance of profit and loss calculations: “Anyone
who wishes to make calculations in regard to a complicated process
of production will immediately notice whether he has worked more
¢conomically than others or nog; if he linds, from reference to the
exchange-relations obtaining in the market, that he will not be able
to produce profitably, this shows that others understand how to
make a better use of the goods of a higher order in question” (pp.
97-8).

It should be noticed that Mises is not claiming that money prices
under capitalism are at equilibrium values, as he has often been
interpreted as saying. On the contrary, Mises argued that a complete
equilibrium configuration of prices is in principle unattainable by
any real, changing cconomic system and that il the swtic assump-
tions necessary for such an equilibrium did ever obtain. there would
be no calculation problem requiring a solution in the first place.

Thus, in centrast to the neoclassical emphasis on the state of com-
petitive equilibrium in which the correct substitution relations among
commodities are already established, Mises is concerned with the
competitive process hy which these relations tend to be rvealized. As
subsequent contributions in the Austrian tradition have cmphasized,
prices can provide a framework for the rational guiding of those who
calculate with them only because of the rivalrous struggle among
competitors under disequilibrium conditions to bid prices up when
the demand exceeds the supply or down when the supply exceeds the
demand. An entreprencur who notices a better use of the gasoline
engine than his rivals have noticed bids its price above what existing
users have been willing to pay, thereby tending to draw resources
toward their more highly valued uses. Profits are continually made
from noticing particular “gaps” in the price system (as seen, for ex-
ample, in buying low and selling high) and by tending to climinate
these gaps through such activity. As Mises expressed it, “I'he higgling
of the market establishes substitution relations between commodities™
([1922] 1936, p. 115). 1tis this equilibrating or coordinating tendency,
not any alleged achicvement of an equilibrium state, that is being
claimed as the indispensable advantage of the price system.

The rivalrous “higgling” among entrepreneurs supplies the equili-
brating pressures on the network of relative prices, and it is this
constantly changing configuration ol relative prices that in turn en-
ables economic calculation to perform its control function. Each par-
ticular configuration of prices permits some potential production
plans (that are calculated to “promise” profitability) but eliminates
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{rom consideration the infinite variety of uneconoimic thougy, tech-
nologically feasible production plans. '

Neither calculations of past profit nor estimates of future o
we guarantees of future realize_d profit. Many aspects of A count.
ing calculation are necessarily formulated on the basis of Darticu-
lar expectations about the future, .ralllt?r than on th_e basis ofsany,
“tigorously ascertainable data.” Asnde. from the obvious POsibility
that the prices used in the calculation may change dury, the
production process, Mises offers the.example of th; Praty e of
estimating the amortization of machmes by assunung a ...
durability for the machines. Such elements {)f Uncertam e, .,
tions of the future can never be eradicated {rom profilosy -
(ations. Since all human action is directed at improving . ...
siates of affairs, an element of uncertainty is'ior Mlses a werm-
nent and necessary attribute of every decision, |11(1ludm;§ those
based on cardinal calculations of profitability. The apparvany . .
ness of accounting practices disguises an nherent elem of
puesswork ({19203 1935, p. 1. .

Mistakes will be made, but “all such nustakes can be Gnfined
within certain narrow limits, so that they do not dxstu.rb the net
result of the calculation” (p. 111). ‘The inevitahle uncertainty -\
ceduced or “confined” by the knowledge generale(l' by € nomic
«alculation, until “what remains of uncertaunty comes into l‘hQ el
Iation of the uncertainty of future conditions, wh}gh is an m?vitable
concomitant of the dynamic nature of econorqic life” (p. 111j 5 in
(his statement makes clear the gulf between Mises’s argumeny g Z o
necessity of prices to reduce uncertainty and the neoclassicy Argu-
nent in which uncertainty is simply assumed away.

The fact that estimates of prospective profit dg not ensury .o
optimal social use of resources or profit for the mdw:@ual Yoes not
mean that such estimates serve no purpose. Economic c.‘fll“hlation,
despite its imperfect configuration of disequilibrium relativy iy
«lill, as we have seen, enables entrepreneurs to ellmlm.ile h")m con.
sideration the innumerable possibilities of lechpologlcally feasible
hut uneconomic production processes. By reducing the posg}iities
under consideration to the handful that appear ln.a.dvante 1@ B
profitable, economic calculation greatly simplifies decision n'aking i
the production process (pp. 103, 110). - '

The third advantage of economic calculation 1s that i permits
production evaluations to be reduced to a common denoniry, -
arrive at a quantitative profit/loss assessment of any particu, proj-
ect, it is of course necessary to reduce the exchange value ¢ oo
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of inputs to a single value whose arithmetic subtraction from the
estimated exchange value of the output can serve the control func-
tion referred to previously. Under capitalism, it is money that serves
as the common denominator of economic calculation.

Mises admits that money is not perfect, but only serviceable, in
its function as the unit for economic calculation.'” The value of
the money unit itself is unstable, as Mises had argued at length in
1912 ([1912] 1980), and is “subjected to constant, if (as a rule) not
too violent fluctuations originating not only from the side ot other
economic goods, but also from the side of money” {!1920] 1935,
p- 89). However, such fluctuations normally do not seriously dis-
turb value calculations. The more fundamental shortcoming of
monetary calculation is that it takes into account only those ele-
ments that are within the domain of exchange transactions. Such
“ideal goods” as “honour” or “the beauty of a wateirfall” (pp. 99—~
100) that are the object of no exchange transactions have no mar-
ket price associated with them and thus cannot enter directly into
monetary calculation, even though such considerations “can
scarcely be termed irrational” and are “just as much motive-forces
of rational conduct” as are commodities that are exchanged. Yet
“this does not detract iicin the significance of monetary calcula-
tion,” which is needed to facilitate producer evaluations because
all such ideal goods aie cunsumption goods and thus lie directly
“within the ambit of own judgment of values” (p. 99, emphasis
added). Mises concludes, “Admittedly monetary calculation has its
inconveniences and serious defects, but we have certainly nothing
better to put in its place, and for the practical purposes of life
monetary calculation as it exists under a sound monetary. system
always suffices” (p. 109).

Within its limits, “monetary calculation. .. affords us a guide
through the oppressive plenitude of economic potentialities” by en-
abling us “to extend to all goods of a higher order the judgment of
value, which 1s bound up with and clearly evident in, the case of
goods ready for consumption.” The exchange value that is attached
to higher order goods gives us “the primary basis for all economic
operations” with these goods, without which, he says, complex pro-
duction processes would be mere “gropings in. the dark” (p. 101).

Mises mentions two related conditions as necessary for the success-
ful functioning of money as the unit of economic calculation. First,

' In times of rampant inflation, this variation in the value of moncy will seriously
interfere with the informational function of money prices.
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thie higher order goods, as well as consumption goods, must all
“rome within the ambit of exchange.” Second, therc must be “a
universally employed medium of exchange... which plays the
sune part as a medium, in the exchange of production-goods also”
{pp. 101-2). 'That is, the common denominator that is to serve as
the unit for calculating the value of higher order goods must in
tact be vegularly used in exchange with those goods as well as with
consumption goods. It is the myriad underlying subjective judg-
ments of value that apply differential pressure on each price to rise
and fall and thus to reflect increasing or decreasing scarcity relative
1o other goods. The money price is functional as a guide to the
valuation of any one good only to the extent that money can serve
as a genuine cominon denominator for the exchange transactions
ol all goods."

[t mustbe emphasized that Mises is explicitly and consciously talk-
ing about money prices as resultants of the bidding activities of
competitive private owners, not about abstract accounting prices that
«ould conceivably be set by a central planning board and expressed
in terms of a numeraire. Mises viewed such abstract accounting prices
as imaginary constructs for the equilibrium world of an “evenly ro-
tating economy.” not to be confused with money prices that pertain
to the real world of continuous change. For Mises, as his other
writings made more explicit, “money is necessarily a ‘dynamic fac-
tor’; there is no room left for money in a ‘static’ system” (1949, p.
249), or again,

Where there is no uncertainty concerning the future, there is no need for
any cash holding. As money must necess:rily be kept by people- i their cash
lLinldings, there cannot be any money. The use of media of exchange and
the keeping of cash holdings are conditioned by the changeability of eco-
nomic data. Money in itself is an element of change; its existence is incom-

patible with the idea of a regular flow of events in an evenly rotating econ-
omy (1949, p. 417).

All market participants play a role in the emergence of monetary
talculation in a twofold way —as consumers evaluating the end prod-
ucts and as producers putting higher order goods to the uses that
yield the greatest return. “Through the interplay of these two pro-
cesses of valuation, means will be afforded for governing both con-
sumption and production by the economic principle throughout”

" This point bears more on models of market socialism than it does on Marx's
socialism.
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(19203 1935, p. 107)."? This “interplay” consists of rivalrous compe-
tition among entrepreneurs to direct production activities in accor-
dance with consumer evaluations by struggling to bid away from one
another the means of production necessary for such production.
Given the anarchic organization of capitalism, posted market prices
of capital goods are a necessary means of orientation for making
such producer evaluations.

Economic calculation under socialism

My main purpose in this section is to examine Mises’s argument that
Marx's concept of central planning is “utopian” in Marx’s own sense
of the word--that is, is demonstrably unworkable, as is revealed
through an analysis of the way the existing capitalist economy works,
Mises contends that advanced technological production is too com-
plex to be subsumed under a conscious plan and therefore must be
broken up into subplans that require coordination. But since Marx-
ian socialism eschews the use of money, there is no suitable conumon
denominator for the quantitative calculations that decentralized co-
ordination requires.

What has been said about the functioning of monetary calculation
under capitalism does not necessarily preclude the possibility that
the nonanarchi¢, moneyless central planning advocated by Marx
could consciously allocate society’s means of production directly, as
Mises admits can be done under primitive conditions. It might be
argued that the necessity of prices for orienting separate decision
makers under capitalism does not imply the necessity of any such
orientation when all of social production is consciously planned.

The basis of Mises’s contention that. moneyless central planning
would 1ot be possible rests on a fundamental distinction between
simple producer evaluations and complex producer evaluations.
Marx, in a passage that immediately follows his discussion of the
" Miscs offers little explanation of this “economic principle,” though he must, of
course, have had in mind the value theory of the marginalist/subjectivist economics
rather than the objective value theory of Marx. This might be thought to be an
underlying difference about which there is little likelihood of resolution and upon
which the whole force of the calculation argument rests. Contemporary Marxists
are divided on the question of whether the labor theory of value can only be
justified as an analytic framework for understanding capitalism or whether it can
also be justified as a practical basis for planning a socialist economy. See, e.g.,
Becker (1977, pp. 111:-29) and Bettelheim (1975). But 1 will argue that the labor

theory of value, whateverits “value” for economic theory, cannot answer the practi-
cal objcction that Mises was raising to socialistn.
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sunplicity of Robinson Crusoe’s productive evaluation, asserts that
m a socialist society “all the characteristics of Robinson’s labour
me ... repeated, but with this difference, that they are social,
mstead of individual” ([1867] 1967a, p. 78). Mises, however,
argues that another difference, the complexity of the decision be-
ing made, sharply distinguishes Crusoe's problem firom that which
would be before the central planning board. Marx’s assertion that
“the social relations of the individual producers, with regard both
10 their labour and to its products, are [under socialism] perfectly
simple and intelligible” (p. 79), Mises asserts, is not supported by
any specific argument.

Whereas Crusoe can easily survey the whole production process,
Mises argues that no single person could survey the production pro-
cess of the modern economy. “Within the narrow confines of house-
hold economy ... where the (ather can supervise the entire eco-
nomic management, it is possible to determine the significance of
changes in the process of production,” and “itis possible throughout
to review the process of production from beginning to end, and to

judge all the time whether one or another mode of procedure yields

more consumable goods” ([1920] 1935, pp. 102--3).

So long as the division of labor is in its “rudimentary stages,” so
that the whole production process can be surveyed by a single
decision maker, the immediate evaluation of consumption goods
can be extended, in the mind of this decision maker, to each stage
of the production process. In this way the higher order goods can
receive their “derived demand” {rom the direct, subjective valua-
tion of the consumption goods to the production of which they
contribute.

But the evolution of commodity production has led to the adoption
of increasingly complex and. time-consuming processes of production
that integrate the whole world into a giant system of advanced techno-
logical production. As these complex production processes are under-
taken with an increasingly intricate division of labor, no such survey by
asingle person of the entire production process frombeginningtoend
takes place any longer. Instead the separate decision makers of an ex-
change economy have come to rely on prices to help them evaluate the
numerous components of the production process. Mises argued that
the use of the unconscious ordering mechanism of the price system and
money calculations has led to such an advance in the complexity of the
social production process as a whole that it is no longer possible for the
human mind to directly subsume this process under conscious control.
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Itis no longer possible to inake rational decisions without the interven-
tion of more exact cardinal calculations."

Those economically feasible production processes that survive the
rivalrous struggle for profit could never have been discovered if
economic calculations did not first eliminate from consideraton in-
numerable infeasihle processes that need never be attempted. With-
out such aid from profi/loss calculations, “The human mind cannot
orientate itsclf properly among the bewildering mass of intermediate
products and potentialities of production” and thus “would simply
stand perplexed before the problems of management and location”
(p. 103).

The problem that Mises was addressing was not the neoclassical
one of how o best allocate “given” resources to the ends that ave
implicit in consumer demand according to a “given” technology of
production. The basic issue is rather the question that Hayek was
later o call the "central question of all social sciences: tHow can the
combination of fragments of knowledge existing in diff erent minds
bring ahout results which, if they were to be brought about deliber-
ately, would require a knowledge on the part of the directing mind
which no single person can possess?” ([1937] 1948b, p. 54).

As Mises put i, “The mind of one man ualone . . . is 100 weak to
grasp the importance of any single one among the countlessly many
goods of a higher order.” There are limits to the knowledge of each
member of society, but prices serve as “aids to the mind” that enable
society as a whole to engage in production processes that would be

" Mises's argument, if valid, implies thzt the tendencies toward concentration and
cettralization that Marx helieved would proteed unntilic was possible 10 subsime all
of production under a central plan have in fact a logical lintit. Ceutralization of any
given firm cannot continue beyond the point where the knowledge generated by
the rivalrous bidding of its competitors is sufficient to rationally guide its economic
calculation, Were thi¢ firm to centralize any further it would increasingly find icself
“in the dark™ coucerning the proper productive e¢valuations it should attach to the
factors of production under its control. Unaided by the knuwledge generated by its
rivals. it would begin to lose to those less centralized rivals who could still benefit
trom such knoswledge. Thus a possible flaw may be identified in the Marxian
critique of capitalism that reflects Marx’s Failure to anticipate the caleulation prob-
lein for socialism. Marx seught to bring the division of labor of socicty as a whole
under what he calicd the “pre-determining control of society” ([1894] 1967¢, p.
187), analogeus to the conscious direction of pro uction within a capitalist firm.
What he seems to have failed to notice is thal the technologically advanced plan-
ning of production thai 1akes place within a profit-making firm fundamemnaily
depends on the firm's position in an anarchic, rivalrous price system. The evolu-
tionary implication of this argument is that central planning cannot be the future
product of capitalist development because capitalist firms have a necessary limit to
their possible centralization. See Rothbard (1962, pp. 544-9) and Machlup (1976,
p- L4y,

ol
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beyond our mental capacities were any of us to have to consciously
prlan them in their entirety (p. 102). Each participant can focus his or
het limited mental powers on particular portions of a larger produc-
won process that is coordinated as a whole unconsciously through
the price system, thus enabling society to be more productive than
the sum of its parts.

No single man can ever master all the possibilities of production, innumer-
able as they are, as to be in a positien to make straightway evident judg-
ients of value without the aid of some system of computation. The distribu-
vion among a number of individuals of administrative control over economic
poods ina community of men who take part in the labour of producing
them .., entails a kind of intellectual division of labour, which would not be
possible without some system of calculating production and without econ-
oy (p. 102).

‘The “intellectual division of labour” that the unconscious ordering
wechanism of the price system makes possible frees market partici-
pants from having to concern themsclves with tracing out the com-
plex social imphications of their productive activities. Instead each
can simply orient himself to others anarchically through the price
system and concentrate on the development of better production
processes within his own field of expertise.

Suppose, for example, that the minisier of transportation in a
Marxian soctahst society is trying to decide the value of a proposed
project to construct a railroad line between wwo cities. To know
whether the anticipated benefits of this plan exceed the costs, the
tminister will have to take into account the multitude of aliernative
wses for each of the factors of production that the plan calls for. The
non, for example, could have gone for cars, whose production is
supervised hy his own ministry, or tor factories and tools that are
supervised by other ministries. And the value of cach of these facto-
vies and tools depends on the value of the products it produces.
I'nless one conld make a numerical calculation of the costs and
lienefits of this particular-plan to build a railroad, ene would need to
live knowledge of all the other plans that “cempete” in any way for
the required resources. “Where one cannot express hours of labour,
uon, coal, all kinds of building materials, machines and other things
necessary for the construction and upkeep of the railioad in a com-
mon unit it is not possible to make calculations at all” (p. 108).

To grasp what Mises meant by the “complexity™ of production
jrocesses (about which he had very little to say in the 1920 essay), it
15 necessary to vefer to the wider intellectual tradition from which
Mises's ideas emerged, and in particular to Austrian capital theory.
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Indeed one could almost say that the major theme of Austrian capi-
tal theory, both before and since 1920, has been the idea that the
capital structure is intricate and composed of innumerable relations
among heterogeneous capital goods.'"* Each relation may be one of
substitutability, or of c'omplemenlarity,” or some mix of these, and
in each case not only the presence of each attribute but also the
degree of substitutability or complementarity has to be taken into
account.

We can again see a sharp difference between the Austrian and
neoclassical approaches in their respective analyses of the way in
which the producer evaluations are ultimately “derived” from con-
sumer evaluations. For the neoclassical theorist who takes the tech-
nology as “given,” once the central planning board learns the sup-
plies and demands of all relevant consumption goods, the value of
capital goods can be directly solved for. Producer evaluations are
treated as logically implicit in the consumer evaluations. The Aus-
trian, however, views the derivation of producer evaluations from
consumer evaluations as a complex practical problem continuously
facing entrepreneurs, which is solved only by approximation and
largely unconsciously by a competitive process. The neoclassical
theorist treats this as a mathematical solution to a maximization
problem in which all of the necessary knowledge is given and which
therefore has a determinate solution. The Austrian views it as an
“imputation process” in which no evident solution is given to the
entrepreneurs who must nonetheless make reasonable judgments
and who vie with one another to make more accurate guesses about
the “true” value of each capital good. To the Austrian it is only
through a competitive clash of many divergent estimates of pro-
ducer evaluations that those entrepreneurs that survive can approxi-
mate the “correct” imputed value that the neoclassical economist
assumes is known by each market participant.

The price knowledge generated by rivals in this competitive pro-
cess is what enables any particular entrepreneur to assign roughly
appropriate values to the factors of production under his control.
Removed from this competitive environment, the entrepreneur
would not be able to intelligently attach value to his factors.

" Bshrn-Bawerk ([1888] 1959), although in some passages he evokes the image of
capital heterogeneity as eloquently as anyone in this tradition, has been criticized by
other Austrians for sometimes oversimplif ying capital. Menger, Mises (1949, chap,
18), Hayek (1941), Lachmann ({1956] 1978), and Kirzner (1966) have all stressed
the complexity of the capital structure.

£ Menger has been credited (by Bohm-Bawerk, [1888] 1959, p. 161) with having
coined the term complementary goods.
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Another important feature of the Austrian paradigm that under-
hes Mises’s argument is the particular stress of these writers on the
inportance of time and change in economics. Competition is seen as
4 dynamic process, relative prices are seen as continually in motion,
plans as repeatedly in need of revision, and the future as imaginable
hut not knowable. In the 1920 essay, unfortunately, Mises had very
lntle to say explicitly about the Austrian theory of capital and time
upon which much of the force of his argument rested.'

I'he underlying notion that the economy is never static but con-
tinuously changing is central to Mises’s whole argument. Were the
entire network of capitalist production processes, however complex,
1o cease its turbulent movement it might seem entirely plausible that
the multitude of activities could be set to memory or laboriously
<ocumented and, after the revolution, continued by decree of the
sucialist planning board. Mises apparently did not take seriously the
notion of an unchanging world with an economy in general equilib-
tum and in which the structure of technological knowledge, con-
sumer desires, relative scarcities of labor, and all other factors are
constant; to Mises this was only a “theoretical assumption” that may
he necessary “for our thinking and for the perfection of our
knowledge of economics” but is simply “impossible in real life” (p.
109).

The neoclassical participants in and the early commentators on the
debate seemed to presume that the economy is normally in general
cquilibrium, from which it is occasionally disturbed by changes and
to which it rapidly returns by “adjusting supplies to equal demands."”
I'o Mises and Hayek, any sensible meaning of “equilibrium” suggests
that it is a totally fictitious state of affairs that is never attained. To
the neoclassical theorists it seems that one merely has to observe
current markets to see if they have “cleared” —that is, whether they
Bave matched quantitative “demands” to “supplies”—in order to es-
tiblish whether the economy is in equilibrium. To the Austrians,
cquilibrium implies the complete compatibility of separately made
plans_ with one another through time, evidently a situation that
would be a miraculous coincidence in the real world.

If society’s production processes, as seen from the Austrian per-
spective, are understood to be both extremely complex and in con-
tinuous motion, the enormous difficulty facing the central planning

" That neither of these two themes of the Austrian school have been well preserved
in the subsequent evolution of mainstream economic theory may help to explain
why Mises's argument was so widely misunderstood.
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board can be appreciated. Under such conditions of complexity,
Mises points out, “the roundabout processes of production are many
and each is very lengthy; here the conditions necessary for the suc-
cess of the enterprises which are to be initiated are diverse, so that
one cannot apply merely vague valuations. but requires rather more
exact estimates and some judgment of the economic issues actually
involved” (p. Y6).

How, Mises was asking, under such complex conditions could the
consumer evaluations—whether originatiug froni a competitive con-
sumer market or from the government—be passed on appropriately
to the producer evaluations of the various factors of" production?
The whole of a static complex production process could conceivably
be surveyed “from beginning to end” because the time and effort
necessary for the survey would not render the gathered information
obsolete. In such a world, producer evaluations—indeed genuine
choice of any kind-would no longer be necessary. Dut in order for
conscious central planning of a real economy to be rationally based
on the “econamic imputation of the yield to the particular tactors of
production,” the planners would have to grasp the whole of a com-
plex and changing production process. This, Mises argued, is a task
far more complicated than the human mind is capable of consciously
undertaking. Instcad of the rauonalization of anarchic production,
central planning would offer “the spectacle of a socialist economic
order floundering in the ocean of possible and conceivable economic
combinations without the compass of economic calculation™ (p. 110).

But could not siich a conscious grasp of the entire production
process of a modern society, even though beyond human capacities,
be within reach of sophisticated electronic computers? Although we
have seen Mises refer to the limits of the human mind-—limits that
evidently have been extended by computers—the calculation diff3-
culty he described is even more difficult a hurdle in our computer-
ized era than it was in his day.”” To preserve the advanced level of
modern technology, the central planning board’s computers would
have to consciously control the detailed operation of the hundreds
of thousands of computers that are already employed in production
processes.

Whether the mind’s power is extended by having access to com-
puters or not. the advantage of concentrating on various production

¥ To date, the “mental capacity" of computers in some ways exceeds that ef the
human mind (e.g., computational speed) and in some ways still falls far short of it
(e.g., concept. formation and manipulation).
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pnoblems rather than being saddled with the task of consciously
vourdinating all production still holds. Were society to try to sub-
«wme all production under the guidance of a computer, social pro-
Jduction: would be constrained by the limits of that computer's ca-
pabilines (which, it 1s assumed, are finite). If, on the other hand,
wacial production is anarchically organized, each computer can be
employed in competing ways to expand the productivity of society.
Y hus it appears that whether the intelligence that consciously con-
nols production is human or artificial, it is aided in its task by the
vnordination function performed by economic calculation and would
landicap itself if it were to abandon this aid.

Difficulties with the labor time solution

I'he usefulness of the labor theory of value as an analyiic tool for
examining capitalism has to be distinguished from the usefulness of
Libor hours as units for economic calculation under socialism. The
lormer is a methodological question for economic theory; the latterisa
pracucal question of the administration ot a socialist economy. @ne
may believe the objective fabor theory of value to be helplul in explain-
mys the operation of capitalism without believing that labor hours can
ever serve as the unitof account for economiccalculation undersocial-
ism. It is only the second question that will be addressed here.

Although Mises states that for those who adopt the labor theory of
value his calculation problem seems to admit of a “simple” solution,
he raises two objections to the practicability of such a solution—the
heterogeneity of labor, and its unsuitability in accounting for nonre-
imoducible, nature-given factors of production—objections that do
not in themselves depend on deciding between the subjective and
objective theories of value ([1920] 1935, pp. 35, 112).

Each of these objections has its counterpart in the sub jective value
heory's critique of the labor theory of value (as in the famous trans-
lormation problem controversy between the Austrtan Bohm-Bawerk
and the Marxian Hilferding; see Béhm-Bawerk {1896] 1973). But
what might have sufficed in the value theory debates as an answer to
these two objections will not necessarily suffice in the context of the
valculation debate. Thus although Mises's objections may look to
Marxists like fainibar arguments that have already been answered
.nd may look to neoclassical theorists like elementary principles of
value theory that are now accepted by most of the economics profes-
sion, they should be reexamined within the specific context of the
calculation debate.
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Mises considers a socialist society that keeps track of the labor hours
expended by each worker under centrally planned production and
that issues labor coupons, corresponding to hours worked, that are
redeemable for a certain proportion of consumer goods. This proce-
dure would try to regulate distribution of the social product by deter-
mining the labor hour content of each product and by allocating
products to those workers who redeem coupons for them. “In that
way every hour of work put in would carry with it the right of taking
{or oneself such amount of goods as entailed an hour's work” (p. 94).

This is essentially the scheme that Marx, in his “Critique of the
Gotha Programme” ([1891] 1974b) somewhat tentatively suggested
as a possible planning procedure for the first phase of communism.
It should be noted that this coupon scheme is consistent with Marx’s
critique of the anarchy of capitalist production. The coupons are not
woney. They do not bid up or down “prices™ of goods, since these
so-called prices are fixed in advance by their labor content rather
than by the anarchic Auctuations of supply and demand. Marx de-
scribed the same idea in Das Kapital:

We will assume; but merely for the sake of a parallel with the production of
commodities, that the share of each individual producer in the means of
subsistence is determined by his labour-time. Labour-time would. in that
case, play a double part. Its apportionment in accordance with 4 definite
social plan maintains the proper proportion between the different kinds of
work to be done and the various wants of the community. On the other
hand, it serves as a measure of the portion of the common labour borne by
cach individual, and of his share in the part of the total product destined for
individual consumption ([1867] 1967a, pp. 78-9).

Mises argues that this procedure would be unworkable both be-
cause “labour is not a uniform and homogeneous quantity” (p. 94)
and because calculating in terms of labor does not properly account
tor “the cost of materials” (p. 95).

Mises admits that labor calculations seem to explicitly take into
account the natural nonhuman conditions of production:

The law of diminishing returns is already allowed for in the concept of the
socially necessary average labour-time 1o the extent that its operation is due
to the variety of the natural conditions of production. If the demand for a
commodity increases and worse natural resourcés must be exploited, then
the average socially necessary labour-time required for the production of a
unit increases too. If more favorable natural resources are discovered the
amount of socially necessary labour diminishes (p. 113).

Thus when some material resources become more scarce, this is
taken into account in the labor calculation theory by the fact that
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more labor will have to be expended in replenishing those resources.
yer Mises insists that “valuation in terms of labour ... leaves the
cmployment of material factors of production out of account” (p.
113). He illustrates this point by contrasting two production pro-
sses that would be assessed differently by labor accounting than he
thiinks they ought to be:

" houry <———>> nature I hour <——> nature

23 <———> & hours a <-=-> 9 hours

r Q
tlere Mises is contrasting two production processes, both of which
cmploy the raw material a in the production of final products P and
. For example, we could imagine P to represent a table and Q a
hair, where to produce either requires first producing intermediate
ypoods, say, logs (a). The production of the table requires 2 logs com-
limcd with 8 hours et carving, whereas the production of the chair
requires 1 log and an extra hour of carving. Assuming that it takes |
hout of cutting to produce a log, is it more costly to produce the chair
ot the table? Since each process uses up a total of 10 hours of socially
necessary labor time, labor calculation would treat them as equivalent,
It Mises shows that in fact P is more costly than Q (p. 113). Mises
argues that what is missing from labor calculations is a “material sub-
siratum,” by which he mcans those nonreproducible resources that,
although givenby nature, are only present in such quantities that they
lecome subject to “economizing” and therefore “must be taken into
account in some form or other in value-calculation” (p. 114). In our
¢xample, the table uses up more wood and thus mustbe judged more
[ ()Sle.

Although labor calculation can try to account for the scarcity of
some “raw materials” such as trees by reducing them to the labor
e necessary for their production,'® there is no direct way such
¢atculation can cope with nonreproducible natural conditions of pro-
duction. If coal cannot be manufactured, then the gradual depletion
ol coal reserves clearly cannot be properly accounted for by a calcu-
Liion of the labor that would be necessary for reproducing coal.

in the value theory dehates, it may have sufficed for Marxists to

end produt

™ {1 is legitimute to refer 10 the reproduction cost of trees only if the time horizon of
the decision makers in question is such as to include replanting as a viable option.
The scarcity of trees today may so impinge on ouc's options that the possibility of
future trees may be, practically speaking, completely jrrelevant. This, of course,
brings up the significance of time for valuation, which is discussed below.
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respond that their theory is not intended to analyze the “value” of
nonreproducible goods such as coal (or, one might add, paintings
by Rembrandt). Marxian theory is only postulated as an explana-
tion of the value of produced commodities, which, it can be ad-
mitted, comprise the bulk of traded goods under capitalism. In
this context Marxists could contend that they are not trying to
explain the prices of the “material substratum” that is furnished
by nature.

But such a response does not answer Mises’s criticism. The labor
theory approach essentially reduces all scarcities to scarcity of la-
bor tirne, but the practical task before the central planners is to
husband all scarce goods. As Mises put it in his book Soctalism,
“Computation of changes in marginal labour costs only take ac-
count of natural conditions in so far as they influence labour
costs” ([1922] 1936, p. 133). One can, for example, hragine a
situation in which a natural resource is being exhausted while the
labor costs for its extraction are diminishing. Labor calculation
under such crcumstances would undervalue, and thus overuse,
the scarce resource in jsiestion.

Thus the central planners presumnably would have to develop
some kind of proxy for the value of nonreproducible goods in units
of labor hours. It is diificult to imagine how this could be done in a
way that would not be completely arbitrary.

The other and equally serious defect of the labor hour as a unit
for economic calculation is that it “is not a uniform and homogene-
ous quantity.” There are qualitative differences among hours of la-
bor that, Mises contends, render it “utterly impossible in any socialist
community to posit a connection between the significance to the
community of any type of labour and the apportionment of the yield
of the communal process of production” (p. 94).

Among the important factors that render labor inputs heterogene-
ous but that Mises fails to mention is the time that elapses between
their insertion into the production process and the moment when
they bear fruit in useful products. The “waiting time” —that is, the
extent of time separating a consumer evaluation from a producer
evaluation that “derives” from it—is often economically significant.
If we take the example of the chair and table, the cost of producing
the table could easily be greater than the cost of producing the chair,
even if we disregard the missing “material substratum,” since the
table requires 2 hours of initial investment compared with 1 hour
for the chair, and the table thus requires longer average waiting
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wme.'? Undated labor hours cannot account for a “temporal substra-
nun” reflected in the fact that, even for socialist planners, there is
«hsatility in waiting. The extent to which the value of future goods is
10 be discounted with respect to present goods (that is, the interest
ra1¢) has to be taken into consideration. Thus the value (in the sense
ol the producer evaluation) of an already produced capital good is
not equivalent to the value of the total labor hours necessary to
teproduce it, since the former can more quickly yield its product
and thus contains a “time premium” of value.

Again, in the debates over value theory the Marxist could admit
that his theoretical apparatus is readily applicable only to cases
where labor is relatively homogeneous and could deny that he is
nying to account for the “value” of time. But the central planner
who is trying to make a producer evaluation of a particular factor of
production cannot let his fundamental unit of account be limited to
cases where labor homogeneity can be assuined, nor can he dispense
with considerations of waiting time.

The major difficulty with using labor time as a calculating unit is
the fact that qualitatively and temporally heterogeneous labor hours
are incommensurable. Clearly, in order for this claim to be sustained
it will have to he shown that “advanced” types of labor cannot he
reduced to “simple” labor and that separately dated hours cannot be
weighted according to waiting time in order to reduce this great
variety of labor to a common denominator. Most advocates of labor
calculation have been aware of the fact that labor hours are not all
identical, but they have claimed that labor hours could be reduced to
a homogeneous unit. Mises {(p. 114) quotes Marx’s arguinent that

skilled labour counts only as intensified, or rather multiplied, simple labour,
so that a smaller quantity of skilled labour is equal to a larger quantity of
simple labour. Experience shows that skilled labour can always be reduced
in this way to the terms of simple laboir. No matter that a commodity be the
product of the most highly skilled labour, its value can be equated with that
of the product of simple labour, so that it represents merely a definite
amount of simple labour ([1867] 1967a, p. 44).

Marx was not explicitly aiming here at establishing the possibility of
using labor hours for economic calculation under socialism. He was

“ For example, if we assumc that the two production processes take place in two
stages, on day 1 and day 2, and apply a rate of time discount per day (r). then the
value of P (the table) would be 8 (1+r) + 2 (1+r)% whereas the value of Q, the
chair, wouhl be 9 (1+7) + (1 + r)2. Simple algebra shows that the table would be
more costly than the chair for any positive rate of time discount.
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only seiting up a framework. by means of certain simplitying ab-
stractons, for using the labor theory of value in his analysis of capi-
talism. For that purpose Marx's argument may be acceptable.

However, Mises argues that there is no way in practice to translate
labor hours contributed by clectrical engineers, janitors, and profes-
sional athletes into a common unit called a simple labor hour. It is
not just that some laborers are better educated or more skilled,
energetic, dexterous, or physically strong than others. If the prob-
lem were merely one of physical productivity, then in many cases, at
least, tests could be conducted to determine degrees of ability. But,
as has been argued, the serious difficulty in making producer eval-
uations is not in determining technical productivity but in determin-
ing value producivity. ‘I'he question of whether electrical engincer-
ing labor hours are more valuable than janitorial ones, and, it so,
how mwuch more valuable they are, can be answered only by imput-
ing consumer evaluations through many stages of the structure of
production in order to attribute to each factor its part in producing
the final product.

No doubt, as Marx says, “experience” under capitalism shows how
this reduction of skilled to simple labor should proceed. But this is
done within the context of a price system in which relative wage
rates are unconsciously (competitively) determined. In the very next
sentence after the ones that Mises quotes, Marx says that “the differ-
ent proportions in which different sorts of labour are reduced to
unskilled labous as their standard, are established by a social process
that goes en behind the backs of the producers, and, consequently,
appear to be lixed by custom” (p. 44). This process that goes on
unconsciously “behind the backs" of producers, Mises argues, is “a
result of market transactions and not its antecedent” ({1920} 1935, p.
115). As with material factors of production, without the guwle of
prices (wages) there is no way of selecting, from among the myriad
alternatives presented by a complex economy, those that are eco-
nomically more efficient. The relative value of different grades of
labor would have to be assessed without the aid of this market pro-
cess. Thus Mises concludes that “calculation in terms of labour
would have to set up an arbitrary proportion for the substitution of
complex by simple labour,” and this would render labor units useless
“for purposes of economic administration” (p. 115).

In fact for Mises the problem ofreducing heterogeneous labor hours
to a common labor unit is only a subset, and a particularly large subset,
of the general problem discussed in the last section of reducing hetero-
geneous factors of production to a common unit. The two main condi-
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uons of a calculating unit are that it be universal in the entire produc-
non process and that it be homogeneous. Labor hours satisfy the first
condition reasonably well, being ubiquitous throughout the complex
~nucture of procluction, but the diversity of labor makes the second
condition—finding a cemmon unit for labor— virtually as difficult as
di¢ original and more general problem was. Since labor participates in
production in so many ways, at so many stages of production, and
varics in its relations te other labor it both substiturability and comple-
mntarity in such a plethora of possible combinations, labar “hours”
s scarcely any better a measuring rod for calculation than “pounds”
of material factors of production would be.

Yet perhaps the most serious difficulty with using labor hours as
the unit for economic calculation is the fact that the relevant unit for
vational producer evaluations is not historical labor tme, which
vould at least conceivably be recorded. Rather the relevant unit is
average, forward-looking, socially necessary labor ume, a much
more abstract and ephemeral concept. Under capitalism, competi-
non for profit regulates the labor time that is employed in various
projects, eliminating wasteful techniques and encouraging innova-
tions. Without this selection process, would the soctalist plant man-
aer even know whether his factory's performance in labor time is
above the average that is socially necessary? The central planners
would have to provide projections of the labor tune necessary to
reproduce each capital good currently in use in the economy, many
ol which are no longer being reproduced at all. And each such
estimate itself depends on a consideration of a long sequence of
stages of production, at each stage of which a whole set of socially
necessary labor times have to be estimated and factored mto the
<omputation. From the Austrian’s view of a centinuously changing
aml complex structure of production, such estimates of necessary
labor time would appear to be little more than guesses.

Similarly, the possibility of using dated labor hours (continuously
adjusted for changing plans) to keep track of the time component of
labor’ inputs is no simple matter in a complex and continuously
changing capital structure.?’ How would one date the labor hour of a
steelworker when the steel is dispersed to every stage of production
and the proportions dispersed in different stages vary over time?

" In examples more complicated than our simple table and chair exaniple, it is not
always so evident which of two processes requires mere waiting ume:, The recent
debates on “reswitching” hase shown that for certain technologies that have three
or more stages. the cheaper process depends on the rate of interest and cannot be
solved for algebraically in the abstract, as was done with the example in n. 19,
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Of course the method by which waiting time is accounted for
under capitalism is imperfect. But the advantage is that no one has
to consciously place any factor into the time structure of production.
‘The interest rate is reflecied in all factor prices and is bid up and
down through entrepreneurial adjustments. Time is uniconsciously
factored into monetary calculation i a way that tends to coordinate
consumption, saving, and investment without the necessity that any-
one grasp the intricate network of social relations that comprise the
tine structure of production,

Ti.te Marxian scheme for abolishing the rivalry of capitalist pro-
duction appears, then, o be subject to serious objections. ‘The com-
plexity of advanced technological production seems to be too great
o permit vague in natira calculation and so demands quantitative
cconomic calculation. But without money, and with labor units un-
workable, no suitable unit for such calculation is readily available for
the cenral planners © use.

Mises’s anticipatory critique of market socialism

Most contemporary advocates of central planning have reverted (o a
less extreme model of socialism that permits monetiy calculation.
But even in Mises’s initial challenge, this market socialism was ad-
dressed, it only very briefly. Although the challenge was directed at
Marxism, its potency is not limited to this original view of planning
but pusces a problem tor all proposals for economic phuning.

Mises’s socialism is a nore inclusive classification (¢ w1 Marx's so-
cialisin, but the fermer includes the latier as a sy il case. The
essenual clistinguishing characteristic of a sociali ~conomy, for
Mises, is that “production goods . . . are exclusively comunal; they
are an inalienable property of the community, and thus res extra
commercium ([1920] 1935, p- 91; see also p- 89). Higlu ¢ order goods
are not subject to competitive exchange relations but are the com-
mon property of the associated producers. Whethe: there are ex-
change relations for consumer goods or whether theie are markets
for labor is, however, a “consideration of more or less secondary
umportance” (p. 90). Muarx’s view of socialism would abolish ex-
change relations per se, including consumer and. wage markets, but
Mises's argument can be applied 10 any “socialism” that eliminates
exchange relations for the means of production.

Mises's brief discussion of the possibility of salvaging money under
less extreme, non-Marxian concepts of socialism anlic\ipaled the sub-
sequent evolution of socialist economics. Certainly a socialism that
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rettins some exchange relations — tor consumer goods and labor, for
example —while taking conscious control of the means of produc-
non s conceivable. Although this hybrid “market socialism” was not
ver popular in 1920, it was to become the dominant view in the
caleulation debate; thus Mises’s comments on this are of particular
mierest. Since this scheme would have money and prices from genu-
icly cemperitive markets in consumption goods, and wages from
libor markets, could not the central planning ®oard use the money.
jprices, and vwages from the competitive spheres as the basis for eco-
namic calculation within the centrally planned sphere of production
poods?

Mises argued that a money whose circulation is limited to the sale
And purchase of consumption goods would not be suitable as the unit
lor economic calculation in producer evaluations, even though its role
“as the universal medium of exchange™ would be “fundamentally the
sanie in a secialist as in a competitive society” (p. 92). The “signifi-
ace” of such a money would be “incomparably narrower.” Since no
vivalrous coinpetitton over alternative uses of production goods
would tabe i, the knowledge dispersal function of money prices
would id <« v censumer evaluations and would do little for the cru-
vial prodiis .+ rvaliations upon which auy rattonal use of higher order
poods depei-is Poices are guides For productive coordination only to
the extent ! ut 1ivalrous entreprencurs actively bid them in equili-
hrating divevioms; thus, “Just because no production-good will ever
become the hiect of exchange, it will be impossible to determine irs
mwonetary value” (p. 92).

Establishing competitive prices for consumer goods is “but one !
the two necessary prerequisites for economic calculation.” Withow
markets in production goods there would be no way to ascertain the
rclative value of the individual means of production. The central
planning board “may establish the value attained by the totality of
the means of production; this is obviously identical with that of all
the needs thereby satisfied.” But the board could not “reduce this
value 10 the unilorin expression of a money price” for each factor of
production (pp. '07-8). T'he board would have no way of estimating
the marginal value of productivity of the various components of the
commuonly owned means of production.

But if relaxing the Marxian prohibition of exchange relations for
consumer goods and labor does not necessarily circumvent the calcu-
lation problem, perhaps we might imagine what later came to be
called a “compelsttve” socialism in which “exchange between particu-
lar branches of business is permitted, so as to obtain the mechanisin
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of exchange relations (prices) and thus create a hasis for economic
calculation” (p. 111). Thus we could imagine “independent and au-
thoritative™ labor collectives that “assign each other material goods
and services only against a payment” made in money, while still
behaving “in accordance with the directions of the supreme eco-
nomic council” that owns the means of production. Mises’s response
to this is that genuine exchange relations can take place only among
separate private owners of the objects being traded. “When the ‘coal
syndicate’ provides the ‘iron syndicate’ with coal, no price can be
formed, except when both syndicates are the owners of the means of
production employed in their business” (p. 112).

To Mises, the stand point of a manager of a privately owned concern
and that of a plant manager under socialism are fundamentally differ-
ent. [t is not a question of training plant managers to “think less
bureaucratically and more commerecially,” because “commercial-mind-
edness is not something external, which can bearbitrarily transferred”
(p- 120). “lt is not a knowledge of bookkeeping, of business organiza-
tion, or of the style of commercial correspondence, or even adispensa-
tion trom a commercial highschool, which makes the merchant, but his
characteristic posttion in the production process, which allows of the
wentificarion of the firm’s and his own interests” (p. 121).

The plant manager’s attitude with respect to the socially owned
means of production cannot be made identical to the attitude of a
private owner because “in practice the propertyless manager can
only be held morally responsible for losses incurred” (p. 122). Thus
Mises contends that “the entrepreneur's commercial attitude and
activity arises from his position in the economic process and is lost
with its disappearance” (p. 120).

Allowing separate syndicates to actually own their means of pro-
duction, however, would abandon the distinguishing feature of so-
cialism—common ownership of higher order goods-and constitute
a retreat to a workers’ capitalism or a syndicalist position. As such it
can hardly serve as an answer to Mises’s critique of socialism.

Amaong modern socialists today, many in fact no longer advocate
collective ownership of the means of production but merely advo-
cate nationalizing a few key industries. Mises had made it clear that
his argument was strictly applicable only to a Socialist economy-
that is, one in which there is common ownership of the means of
production.”* It is evidently possible for a few nationalized indus-

*1 However, Mises’s argument will be reformulated in Chapter 6 in such a way as to
represent a direct argutnent against what he called “intervenuonist policies.”
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nies to calculate on the basis of the prices generated by the capitalist
miarket in which they are imbedded, since they “operate within the
sphiere of a society based upon . . . the system of monetary exchange,
hwing thus capable of computation and account” (pp. 104-5). Thus
Mises agrees with the more extreme (e.g., Marxian) socialists that
“1he nationalization and municipalization of enterprise is not really
socialism, since these concerns in their business organizations are so
wmuch dependent upon the environing economic system with its free
commerce that they cannot be said to partake . . . of the really essen-
nal nature of a socialist economy” (p. 104). A bureau of government
m a commodity economy is not “socialism” but “only a socialistic
vasis in a society with monetary exchange”: “In state and municipal
undertakings technical improvements are introduced because their
cftect in similar private enterprises, domestic or foreign, can be no-
ticed, and because those private industries which produce the mate-
vials for these improvements give the impulse for their introduction”
(p. 104).%

Mises's comments on these hybrid socialisms seem extremely terse
it the context of today’s socialist theory. Elaborate methods of im-
puting value from consumer goods to producer goods, as well as
schemes of “socialist competition,” have subsequently becn devised
that require more careful analysis than has been offered here. But,
as the next three chapters will show, the essential arguments that
Mises briefly sketched in 1920 anticipate those later developments
and, when complemented by his, Robbins's and Hayek's more de-
tailed rejoinders, constitute a powerful critique of “market socialism”
even today.

™ Mises does not say when a mere “oasis” turns into a large enough unit to constitute
socialism. Presumably an economy that was 80-percent government run and that
had lictle foreign trade would not be considered an oasis. Mises merely says the
society must be “free . . . to a certain degree” (p. 104),



CHAPTER 4

The diversion of the debate into statics:
rivalry assumed away

This chapter represents a detour from the central issue raised in the
previous chapter of how the relevant knowledge necessary for mod-
ern technological production can be conveyed without rivalrous com-
petition among private owners. Most of the contributions to the de-
hate thaw are considered here either explicitly or implicitly assumed
this knowledge to be available by restricting the analysis to a world of
unchanging equilibrium. Although the standard account of the de-
bate contends that the entire controversy suffered from an inordinate
attenticn to such “static” issuies, in niy view the controversy began with
“dynamic” issues and was diverted to “statics” by the market socialists.
The use of two such commonly abused words as these undoubtedly
invites some confusion; however, there appears to be no readily avail-
able pair of words that can as naturally contrast an approach that is
essentially timeless with one in which time and change are ot the
essence. Of the dozens of distinctions between statics and dynamics
enumerated by Machlup (1959), perhaps the one attributed to
Shackle comes closest to the sense in which I will use the terms.
Shackle (1955, p. 218) describes “statics” as “economics of perfect
adjustment” in which “time has no significant place, and uncertainty
no place,” and his “expectational dynamics” in which time and uncer-
tainty are vital comes closest to the meaning of “dynaniic” as used in
this study. I agree with Shackle in regarding the mere dating of com-
modities without the introduction of true uncertainty (as occurs in
Hicksian dynamics) as a species of statics.'

The significance of static analysis for Mises's calculation argument
has been assessed quite differently by various participants in the
debate: For example, to Lange a staric demonstration (such as those

! For the purposes of this study, the adjective static will be used to describe (1) all
analyses of the formal properties or conditions of the state of general equilibrium,
and (2) any analyses that seem to treat the real world as if it were usually in or very
near such an equilibrium, The static analyses of the first type are legitimate in
principle, but, it will be argued, are largely irrelevant to the calculation argument,
whereas those of the second type are erroneous and a perversion of the legitimate
uses of static analysis.
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v! Wieser and Barone) answered Mises’s challenge whereas to Hayek
« comprised a necessary part of Mises’s challenge. Further confusion
aises from the fact that several different static arguments that have
heen associated with the debate have often been conflated. Hence,
although this chapter is a detour from the original theme of the
calculation argument, it is a necessary route to take if we hope to
mitigate the confusions of the debate.

From “formal similarity” to “theoretical possibility”

Fwve distinct static issues will be examined in this section in roughly
«hronological order. These include a “formal similarity” argument
(in two diff'erent variants: Wieser’s and Barone's); a “mathematical
solution” (also in two different variants: “equation solving” and “trial
.nd error”); and a “computation” argument. Some of these are neu-
nal with respect Lo the practicability of socialism, some are prosocial-
i, and some are con, but all of them assume that the dynamic
problem of knowledge dispersal can be solved. The latter part of this
chapter will explore some underlying ditferences between the neo-
classical and Austrian paradigms that help to explain why the vari-
ous participants had such completely divergent views of the signifi-
«ance of these static issues. Discussion here of these paradigmatic
dilferences is intended not only to help to clarify the significance of
the staticissues themselves but also to serve as an analytic preface for
our return to dynamics in the next chapter by indicating what the
imtroduction of continuous change entails,

The standard view of the debate as the reader may recall from
Chapter 1, contends that Mises (in 1920) denied the “theoretical
possibility” of socialism even under static assumptions; this was a
position that Barone (in 1908) and, some argue, Wieser (in 1889 or
1914) had already refuted and that the early market socialists such
as Taylor (in 1929) and Dickinson (in 1933) merely reiterated by
showing the formal similarity of socialism to capitalism; whereupon
Robbins (in 1934) and Hayek (in 1935) retreated from Mises’s
“theoretical” argument to a mere denial of the practicability of
socialism (which was itself said to have been answered by Lange in
1936).

The following discussion will offer a completely different picture
of this piece of intellectual history. First [ will describe the “formal
similarity” arguments of Wieser and Barone, which, according to
l.ange and the standard view, proved' (contra Mises) that rational
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central planning was “theoretically possible.” However, these argu-
ments will be found to be consistent with, and definitely not refuta-
tions of, Mises’s argument. In addition to establishing that these two
versions of the formal similarity argument have similar aims (to criti-
cize the labor theory of value as a basis for central planning), some
subtle differences between them will prove important for the elabo-
ration later of the contrast between the Austrian and neoclassical
paradigms.

I will then show that the “mathematical solution “ of Taylor (1929)
and Dickinson (1933), unlike the “formal similarity” arguments of
Wieser and Barone, was an attempt to build a workable model of
socialism on the foundation of the theory of the formal similarity
of socialism to capitalism. One variation of this mathematical solu-
tion, the “equation-solving” argument, proposes to fiterally solve Wal-
rasian general equilibrium equations (for example, through matrix
mversion) as a method of central planning. When Hayek and Rob-
bins responded to this equation-solving argument, besides reiterat-
ing Mises’s argument they employed an additional “computation”
argument that denied that any known mathematical procedure
could feasibly solve the hundreds of thousands or millions of equa-
tions that would be required.’

Hayek doubted in 1935 that this literal equation-solving procedure
could have really been what Taylor and Dickinson had in mind. He
assumed instead that the mathematical argument meant to propose
that the general equilibrium solution to the Walrasian equations is to
be discovered by means of some kind of iterative procedure of
searching for the solution by “trial and error.” This variant of the
mathematical solution has been developed in more sophisticated
form in recent literature, but I will argue that whatever its theoreti-
cal value, it is inherently impracticable as a central planning proce-
dure, for reasons cited by Hayek in the 1930s.

Two versions of the “formal similarity” argument

In classical economics it had been an established practice to postulate
an 1deal communist society as an abstract theoretical procedure,
analogous to Crusoe economics, to aid in the explication of the labor
theory of value. When value theory underwent a revolution after the
1870s, Friedrich von Wieser continued the classical practice by using
the imaginary construction of an ideal communist world to explain

? See Robbins (1934a, p. 151) and Hayek ([1935] 1948, p. 156).
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the basic principles of the new marginalist value theory and to refute
the labor value theory. One of the primary objectives of Wieser’s
1889 book Der natiirliche Werth (Natural value) was to show that
“even in a community or state whose economic affairs were ordered
on communistic principles, goods would not cease to have value”
(11899] 1956, p. 60). Wieser sought to demonstrate that “the elemen-
tuy laws of valuation” are independent of the institutional frame-
work of society and hence would have to be taken into account by
the socialist community. Contrary to the views of many socialists of
the time, even under communism “labour is valued according to its
utility, value attaches to land and capital, and land rent, as well as
interest on capital, is calculated among costs. If this were to be ne-
plected, production would become chaos” (p. 66).

The imagined communist society plays the role in Wieser's analysis
ol an equilibrium state, and “natural value” is taken to be “value as it
would exist in the communist state,” or the equilibrium price (p. 60).

In his 1914 work, Theorie der gesellscha ftlichen Wirtschaft, Wieser con-
trasts the “simple economy,” which is the imaginary construction of
“the economy of a single subject guided by a single mind" ([1914]
1927, p. 19), with the “social economy” in which “only a relatively
small part of the [economic] process is carried forward under unified
direction,” but instead the “largest part by far is carried out indepen-
dently by the private economies” (p. 149). Again, the simple economy
with its single, conscious plan is used to demonstrate the logical skele-
ton of choice theory that Wieser treats as “an essential prerequisite” to
the description of the “social economic process” of the real world.
Wieser frequently criticizes classical economists for their occasional
propensity to treat this simple economy as directly descriptive of the
world rather than as merely a preliminary step in an abstract argu-
ment. “For the theory of the simple economy only explains the condi-
tion of the isolated and idealized individual economy that follows its
laws of motion without restraint. But in the social economy these
ndividual units meet from all directions. Indeed they clash with great
torce. We must, therefore, ascertain whether their conjunction does
not alter their law of motion” (p. 151).

In the terminology of modern Austrian economics, one might say
that Wieser’s simple or natural economy abstracts from rivalry. Per-
fect consistency of plans is first assumed in order to show what basic
clements of choice have to be taken into account even in a friction-
less equilibrium world: “In its simplicity, purity, and originality it is
so attractive, and at the same time so contradictory to all experience,
that it is doubtful whether it can ever be more than a dream. So too
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we shall think of the communistic state as the perfect state. Every-
thing will be ordered in the best pessible way; . .
other kind of friction will ever occur” (p. 61).

Despite its-unreality, Wieser uses this imaginary world as an ana-
Iytic tool for studying exchange valuce in the real world. Although
exchange value is “disturbed by human imperfection, by error,
fraud, force, chance” and so is not identical to “natural value,” none-
theless the latter “is not entirely foreign to that value which is re-
cognized by the society of today” (pp. 61-2). Thus Wieser seeks to
“investigate closely to what extent the phenomena of exchange value
are of natural origin” and finds that such categories as rent and
interest are “of natural origin” and not due merely to the distur-
bances of a decentralized market order.

"This demonstration of the universality of choice theory, abstracting
from disturbances, is the “formal similarity” argument. All that follows
from it is that under any economic system, decision making must take
into account such categories as rent and interest because these reflect
genuine scarcities.” It does not necessarily imply that private rentiers or
bankers would have to collect these as incomes under socialism, nor
does it say anything whatsoever about whether it will be possible to
implement a socialist society. Wieser explicitly admits that “the ques-
tion whether such a community can or ever will exist is one which does
not in the least concern us” and that “natural value is a neutral phe-
nomenon, the examination of which, whatever may come of it, can
prove nothing for and nothing against socialism” (pp- 61, 63).

Reacting to the prevailing view among socialists of the time that
the new marginalist/subjectivist economics was merely bourgeois
apologia, Wieser stressed that “so little is natural value a weapon
against socialism, that socialists could scarcely make use of a better
witness in favour of it. Exchange value can have no severer criticism
than that which exposes its divergences from the natural measure-
ment, although, indeed, this forms no particular proof for the es-
sence of socialism” (p. 63).*

- NO error or aiy

* It may be recalled from the previous chapter that this is the same point that Mises
made in his critique of labor hours as units of economic calculation when he argued
that nature-given resources are genuinely scarce and that their producer evalua-
tions cannot be directly calculated in units of labor time.

' Marx's condemnation of the. anarchy of capitalist production, discussed in Chapter
2, bears a similarity to Wieser’s point here. That capitalism is anarchically or sponta-
neously organized rather than consciously organized implies that it is always in
disequilibrium, or, in Wieser's language, necessarily departs from the “natural mea-
surement,” but the question remains as to whether conscious planning can better
approximate equilibrium,
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Although Wieser left open the possibility (and possible virtue) of
4 hieving this communist equilibrium world, some ot his remarks
«oune very close to anticipating Mises’s argument that the competi-
uve order is the only practicable way to approximate to any degree
the order that is perfectly achieved in this imaginary world:

e private economic system is the only historically tried form of a large
“wicty economic combination. The experience of thousands of years fur-
mshies proof that, by this very system, a more successful social joint action is
hemg secured, than by universal submission to one single command. The
oue will and command which, in war and for legal wnity, is essential and
mulispensable as the connecting tie of thie common lorces, detracts in eco-
nomic joint action from the efficacy of the agency. In tl.}e economy, though
it Lave become social, work is always to be performed fracuonally . .. Part-
i formances of this sort will be executed [ar more of fectively by thousands and
nullions of eyes, exerting as many wills: they will be balanced, one against the
wher, far more accurately than if all these actions, like some complex mech-
anism, had to be guited and directed by some superior control. A central
[rompter of this sort could vever be informed of countless possibilities, 1o be met with
m every individual case, as regards the utmost utlity to be derived fitnm
piven circumstances or the best steps to be taken for turther advancement
and progress ([1914] 1927, pp. 396-7; emphasis added).

Lnrico Barone’s 1908 article, “Il ministro della produzione nello
stato collettivista” [The ministry of production in the collectivist
state] ([1908] 1935), was in the sanie vein as Wieser’s formal similar-
ity demonstration, being mainly directed at the labor theory of value
and not at the possibility of realizing socialism. Like Wieser’s article,
1t was intended to establish a revised formulation of the value prab-
lemy that the central planning authorities would face, not 2 real
mechanism by which this problem could be solved. The first part of
Barone’s article explains the formal logic of choice under the “indi-
vidualist regime,” after which a parallel formal case i1s made for the
“collectivist regime.” 1ike Wieser, Barone both makes it clear that he
does “not write for or against Collectivism” (p. 245) and expresses
serious doubts about the workability of a socialist system. His main
aim is simply to eliminate certain “errors and contradictions” in the
theoretical depiction of the collectivist regime.

Barone does consider it one of his main goals to differentiate his
Walrasian/Paretian argument from that of Wieser’s Austrian school.
lie proposes to prove “that to define the economic equilibriuin —be
it in a regime of free competition, in one of monopoly, or in the
Collectivist State —there is no need to have recourse to the concepts
of utlity, of the final degree of utility, and the like,” which he considers
“metaphysical.” Instead he employs the “old and simple tdeas of
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demand, supply and cost of production .. . to construct into a sys.
tem of equations the most important interrelations of economic
quantities” (p. 246). He repeatedly denigrates the “vague” and
“clumsy” arguments of his predecessors, who merely “perceived by
intuition” the conclusions at which he has arrived by way of a “thor-
ough demonstration . . . using mathematical analysis” (pp. 257-8).
But despite his criticisms, he comes to substantially the same conclu-
sions as his presumably less scientific Austrian precursors, asserting
that “the system of the equations of the collectivist equilibrium is no
other than that of the free competition” (p. 274). And like Wieser,
Barone recognizes that one cannot conclude from this formal resem-
blance anything about the possible practicability of the collectivist
program. Indeed Barone’s own view that central planning cannot
work in practice is even more emphatic than Wieser’s. “It is obvi-
ous,” Barone asserts, “how fantastic those doctrines are which imag-
ine that production in the collectivist regime would be ordered in a
manner substantially different from that of ‘anarchist' production”
(p. 289).

Bavone believes that his approach to the “formal similarity”
argument is more potent than the Austrian approach because it
can concern itself only with the formal mathematical proof of the
determinateness of equilibriums under the two social systems. He
considers it an advantage of his argument that “all this theory of
the economic equilibrium, in which we have compressed into a
system of equations many varied circumstances, of which we take
account at one moment-all this theory, we say, we have ex-
pounded without it being necessary to refer to any concept of
utility” (p. 265).

In my view this exclusive concern with the rigorously mathemati-
cal aspects of value theory is a weakness rather than a strength of
Barone’s argument. His “precision” has been purchased at the ex-
pense of considerable explanatory power and relevance. The conclu-
siveness of his proof applies only to a formal equilibrium world —to
an imaginary construct that is, as Wieser had put it, “so contradic-
tory to all experience, that it is doubtful whether it can ever be more
than a dream.” Barone was far less clear about the divergence be-
tween his equilibrium world and the real world.?

Y For cxample, whereas Wieser makes it clear that therc¢ could be no mency in the
simple econemy ([1914] 1927, p. 49), Barone seems to believe that he can introduce
meney into his static werld by simply adding an additienal goed with its cerre-
spending equatien (pp. 263—4). Barene neglects to explain hew a werld of cemplete
plan coerdination would find any peint in the helding ol cash balances.
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l'urthermore, by “compressing into equations” the complex of hu-
wean interactions that underlie the phenomena of supply and de-
w.and, Barone has not merely made an economy of words; he has

shso diverted attention from some important issues. The economy is

m.ude to appear like a quantitative balance among things rather than
a2 relationship among conscious, competing plans. Instead of causa-
hon in time, we seem to be talking about the timeless functional
velationships among the variables of a system of simultaneous equa-
uons. Instead of inquiring into the causal processes by which real
money prices are bid up or down, we find ourselves counting equa-
uons and unknowns in a mathematical problem in which “prices” are
merely numerical solutions. The first forty pages of the article main-
tain that the necessary “data” concerning matters such as “the quan-
uiy of capital,” “the relations in a given state of technique between
tlie quantity produced and the factors of production,” and “tastes”
a1e available (p. 247). Only the last four pages discuss, in very vague
revms, the question of how some of this data can come to be knewn.
lut Barone's conclusion that socialism is impracticable rests enurely
wpon this inadequacely defended assertion that knowledge of these
“pivens” will be available 1o capitalist entrepreneurs but not to social-
I\f managers.

If Barone were to resort to the device ot the auctioneer, as did
Walras, 10 explain how prices change and thus how knowledge is
dispersed in his model, then his argument against socialism would be
subject 1o the very reversal that Lange is thought to have accom-
plished against Mises. The Walrasian auctioneer can simply be re-
placed with a central planning board, and the socialists will have
answered Barone'’s critique of socialism. Wieser's argument, on the
other hand, which emphasizes the informational function of rivalry
that is performed “by thousands and millions of eyes, exerting as
many wills,” is not so obviously susceptible to this Langeanargument.

The mathematical solution and the computation argument

‘T'he contributions by Wieser and Barone, written before Mises's
challenge, were considered abstiract arguments that did not repre-
sent claims for the workability of central planning. The so-called
mathematical solution, however, contends that the formal similarity
demonstration can be fashioned into a practicable scheme of central
planning and hence into an effective answer to Mises's challenge.
Just as Walras and Pareto represented the interdependence of sup-
plies and demands in the economy by means of the famliar simulta-
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neous equations, so would the central planning board actually for-
mulate and solve such equations as a method of central planning.
This view holds that, as Hayek ([1935] 1948, p- 152) phrased it,
under the (question-begging) “assumption of a complete knowledge
of all relevant data, the values and quantities of the different com-
modities to be produced might be determined by the application of
the apparatus by which theoretical economics explains the formation
of prices and the direction of production in a competitive system.”

The standard view of the debate suggests that those early market
socialists who discussed 1his mathematical solution were actually only
restating the formal similarity argument and not proposing i as a
serious method of planning.® The evidence shows, however, that at
least some of the early market socialists were unquestionably advo-
cating a central planning procedure, although some were not advo-
cating the precise solving of equations, but rather the discovery of
solutiens to equations by some kind of trial and error procedure.

It is important to note that the mathematical solution in either
variant may be seen as a plausible line of defense for the socialists to
have tried to hold, although on close inspection it may prove un-
workable. The reader may recall from the preceding chapters that
the major economic reason for being of the central planning idea
had been the subsuming of production under conscious, unified,
nonrivalrous control. 1f a system ot prices is to be reconciled with
conscious planning, it would appear that the equilibrating process
required to ceordinate thuse who calculate with these prices would
necessarily have to be carried out, as it were, on paper, or, as some
contemporary theorists might say, in the computer. Plant managers
would have to submit data e a central body that precoordinates their
plans in advance of all economic activity. If this coordination is left
to the a posteriori equilibrating process of rivalrous competition in
markets instead of to the a priori process of formulating a conscious
plan, an essential component of the original central plunning pro-
gram will have been abandoned.

One of the first English-language attempts to employ the mathe-
matical solution as a central planning scheme (presumably as an
answer to Mises) was Fred M. Taylor's December 1928 presidential
address to the Amertcan Economic Association entitled “The Guid-
ance of Production in a Socialist State” ([1929] 1964). Although it
was published the next year in the American Economic Review it seems

® Hayek cites Taylor’s article ({1929] 196-1), as well as Tisch (1932), Dickinson (1933),
and Roper (1931) as expositions of the mathemnatical soluion,
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1o have been ignored at the time. But Taylor's brief statement was to
«et an important (and regrettable) precedent for most of the market
wocialist litevature that followed in the thirties. Taylor divided the
«alculation problem into two parts and then paid almost exclusive
atiention to the first (in whichh he explicitly assumes the relevant
knowledge to be available) at the expense of the second, in which he
pmoposcs little more than pure guesswork (trial and error) as a
procedure for discovering such knowledge. Thus the precedent was
established for the market socialists to minimize or ignore the dy-
namic aspects of the calculation argument and pay inosdinate atten-
ol to the static aspects.

In the first part of Taylor’s discussion, he poses the problem, How
should socialist decision makers allocate resources? Uinder the as-
ssunption that they are able to make rational judgments of the “el-
fective importance” (or the producer and consumer evaluations) of
the resources in question. The effective importance of any factor is
to be “derived {rom and determined by the importancr »i the innu-
mcrable comnuodities which emerge™ from “the vast compiex of pro-
ductive processes in which it participates” and is to be “ewbodied . . .
i arithmetic tables” that Taylor calls “factor-valuation tables™ (p.
16). These tables are supposed to take the place of money prices
onder capitalism in supplying quantitative information concerning
the relative “effective importances™ of the various factors ol produc-
non. For the first 1wu thirds of his paper, Taylor explicitly assumes
“that the authorities of our socialist state will have proved able to
ascertain with a suftici#ot degree of accuracy these effective impor-
tances or values ol all the different kinds of primary factors” (p. 46),
but the (dynamic) question of how to ascertain these values —that is,
of how to fill in the fact:n-valuation tables with the right numbers-
is taken up in fewer than five pages at the end of his paper.

It should be evident, in the light of the preceding chapter, that
Taylor’s first problem begs the question of the calculation difficulty
that had been raised by Mises, whose argument was that money
prices are the only workable indicators of the relative “effective im-
portances™ that Taylor assumes are already embodied in factor-
valuation tables. It would surely not have surprised Mises that if one
assumes that these tables contain the same knowledge that competi-
tive bidding imparts to prices under capitalism, the calculation prob-
lem is easily solved. A similar assumption about knowledge per-
meates ahnost all of the market socialist literature, and those market
soctalists who venture beyond this question into the “dynamic” issues
nunetheless devote the bulk of their analyses to these static prob-
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lems. Despite the fame that Taylor has been accorded for his “trial
and error” contribution to the dynamic issues, he considered the
static part of his discussion to have been his “main task” (p- 50), and
if the proportion of space allotted to an issue is any indication of the
importance the writer attaches to it, then it seems that most market
socialists agreed.’

Although Taylor’s first problem may be considered merely an
abstract “formal similarity” argument along the lines of Barone's,
Taylor’s second problem is undoubtedly intended to show the practi-
cability of his scheme as an actual procedure for planning. It is
difficult to see how otherwise to interpret Taylor’s specific five-step
procedure (p. 52) for discovering the correct values of his factor-
valuation tables or his explicit remark (directed against those un-
naimed opponents who might “question the possibility of solving that
problem at all under the conditions necessarily prevailing in a social-
ist state”) that "in fact, the secialist autherities would find themselves
quite equal to this task” (p. 51).

‘The brevity of Taylor's paper and the ambiguity of his remarks
about “trial and error” make any clear-cut assessment of his proposal
difficult. A more. detailed and explicit proposal appeared in 1933
with H. D. Dickinson's “Price Formation in a Socialist Community.”
Unlike Taylor’s centribution, Dickinson’s immediately sparked a
heated debate (in which Dobb and Lerner participated) and indeed
can be considered the event that ignited the English-language calcu-
lation debate.

Although Dickinson said he was trying “to show that a rational
pricmg of instrumental goods is at least theoretically possible‘in a
sociahistic economy” (1933, p- 238), there is no evidence that by
“theoretical” he meant what Lange meant: an abstract description
strictly confined to the assumptions of static equilibrium analysis.
There is every indication that Bickinson was, on the contrary, talk-
ing abeut the real world and using the term theoretical in the broader
sense in which it had been used by Mises. The static assumption is
conspicuously absent from a prelirnmary section in which Dickinson

7 Indeed the market socialist contributors were quite explicit about the fact that they
viewed the formal, static, logical aspects of the issue as being of paramount impor-
tance. In his exchange with Lerner, Burbin concludes his discussion by saying, “Mr.
Lemer and I are agreed upon the most important point of all—the applicability of
the legic of the theory of value to the circumstances of the Planned Economy”
(1937, p. 581). Lange (1987, p. 144) also expressed “perfect agreement” with
Lerner that “the principle of equalizing marginat cost and the price of the product

may be taken . . . as the most general rule ensuring the consistency of the decistons
with the aims of the plan.”
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proposes to “first make clear the assumptions on which we shall base
our argument” (p. 238). In fact, Dickinson makes his own distinction
hetween theory and practice when he suggests that although social-
ism may be difficult in theory it will be much easier in practice:

I'heorctically the task [of drawing up demand schedules for cunsu_mption
and production goods] is a very difficult one, since the d?mand for one
commodity is not a function ef its price alone but of the prices of all other
commedities. Practically, the task could be solved taan approximation suf fi-
ciently close for the guidance of the managers of industry, by taking groups
of more closely related commodities (composite supply or joint demand) in
isolation from other groups (p. 240).

Evidently Dickinson is not merely proposing a central planning
scheme that is conceivable under unrealistic “theoretical” assump-
tions but one that he thinks will be workable in practice. The su-
preme economic council gathers statistics from which it constructs a
Walrasian system of simultaneous cquations, which it then solves.
Dickinson makes it plain that he does not mean that these equations
are 10 be “solved” metaphorically, the way consumers and entrepre-
ncurs in a market “solve” them. He is not proposing a simulated
market in production goods; he is really saying that the equations
could be solved mathematically.

Once the system has got going it will probably be unneccessary to create . . .
within the framework of the socialist community a sort of working model of
capitalist production. It would be possible to deal with the problems mathe-
matically, on the basis of the full statistical information that would be at the
disposal of the {supreme economic council} (p. 242).

After describing “four kinds of functions” that the coeuncil would
require to perform its computation, Dickinson concludes that “the
whaele thing could be resolved into a set of simultaneous equations,
or, since only small deviations from an already established equilib-
rium need be considered, into a problem in calculus of variations”
(p- 242). Other remarks in the article clearly imply that he believes
his scheme will achieve equilibrium by solving these equations not
simply under abstract theoretical assumptions but in actuality.

Dickinson relies heavily on the view that mostif not all “ignorance
of economic opportunities would be eliminated by the publicity of a
planned economic system” (p. 245). He apparently believes that the
problem of the dispersal of knowledge that Mises and Hayek de-
scribed could be resolved simply by allowing for the “fullest publica-
tion of output, costs, sales, stocks, and other relevant statistical data,”
so that “all enterprises work as it were within glass walls” (p. 239). At
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this time Dickinson did not realize that the fullest publication of
statistics cannot help if changes occur to render the data obsolete,
but, conivary to Lange’s view, he did not deliberately assume a static
world. I it he later (1939, p. 104) admitted that although he had
believed 1 1933 that this equation-solving solution represented a
practicable procedure for planning, he had since abandoned this
view because “the data themselves, which would have to be fed into
the equation-machine, are continuously changing” - which was pre-
cisely the reason the Austrians rejected the mathematical solution.®

Hayek found this equation-solving interpretation of the mathe-
matical solution so absurd that he doubted that it could have been
what Taylor and Dickinson had in mind,” but he (and Robbins)
nevertheless offered an additional argument against it. Their “com-
putationr argument” says that even if we presume that all of the
relevant knowledge could somehow be gathered and continuously
updated by the central planners, it would be practically impossible,
given the computational methods available in 1935, for the hun-
dreds of thousands or millions ol simultimeous equations to be
solved. The sheer complexity of the computation of such an enor-
mous mathematical problem would bar the equation-solving solution
from workahility, even if all its other difficulties could be resolved.

In my next two chapters 1 will furthier substantiate my denial that
there ever was a “retrcat” from Mises to Hayek and Robbins, as the
standard account contends. I will, however, suggest that Hayek and
Robbins may have helped to cause the confusion that surrounds this
issue when they hyporhetically conceded a point that constitutes an
esseatial pillar of their primary argument in order to advance a
secondary cemputation argument against the equation-solving posi-
tion. Only m this very restricted sense can thcy be said 1e have
retreated. The arguments that they stressed however, were elabora-

* The Austrians were not the first to formulate this objection to the mathematical
solution. As early as 1902, N. (.. Pierson had offered a sitnilar objection: “And as
regards the fixing of prices. the sodialistic State would soun find that no mathemati-
cal formula was of any avail, and that the only means by which it could hope Lo solve
the problem were exact and repeated comparisons between present and fuwre
stocks and present and future demand; it would find that prices could not be fixed
once and for all, but would have to be alicred frequently. Not the theory of aver-
ages, but the value of things in exchange would, in maost cases, have to serve as its
guide in fixing prices; and why should it reject the services of thiit guide?” ([1902]
1912, p. 94).

See Hayek [1935] 1948f, p. 157. Since the “computation™ argument was directed at
only this less plausible variant of the mathematical solution, the equation-solviny
argument, the computation argusment clearly cannot have been the main point of
Hayek's critique of central planning as the standard account of the de¢bate suggests.

— -
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nons of the issue of the dispersal of knowledge that had been con-
ramed n the original Misesian challenge. .

I'he fact that the response to Hayek and Robbins fu-cused on
this computation argument (which assumes the problem is merely
e of solving fully formulated equations) rather than on the
more fundamental calculation argument (which make§ no §uch
assumption) is probably due not so much to anything either
~conomist wrote. Rather it is attributable to the fact that Hayek
vather uncritically included in his Collectivist Lconomic I’I(mnir_zg:
(vitical Studies on the Possibilities of Sociafism (1935) his English
(anslation of Barone's 1908 article. Barone does argue that p!an-
ning on the basis of Walrasian equations 1s unw.forkabl‘e.r.namly.
because of “the difficulties—or more frankly, the impossibility — of
solving such equations a priori ... For the soluti.()n of the p'roblem
t is not enough that the Ministry of Production has H“;'qu at
wacing out for itself the system of equations pf the .eq"lhbnum
hest adapted for obtaining the collective maximum in the well-
known sense . .. It is necessary to solve the equations afterwards,
Aud that is the problem” (L1908] 1935, pp. 286-7). ‘

However, to at least Mises and Hayek, it not also Robbins, the
problem was forrulating the equations — not solving them. [n a world
of complexity and continuous change, the cen(r.al planners wpnld
lack the knowledge of the coefficients that go into the equations.
tnlike the “computation” argument, this more fundam.emal critique
is applicable to both variants of the mathematical solution. Whe.ther
the solutions to general equilibrium equations are to be p_reusely
computed or simply found by trial an.d error, a necessary prior step
must be the formulation of the equations. .

In Mises’s own response to the equation-solving solution (1949,
pp. 710-15), he emphasized that Walrasian equations can ()'nly de-
scribe the unrealizable state of equilibrium and cannot guide th.e
decisions of real producers who are necessarily outside of tl)is static
world. Thus he argued that “for a utilization of the equz.mons'de-
scribing the state of equilibrium, a knowledge "f.l?le _gracifxllon ol the
values of consumers' goods in this state of equnllbn}lm is required.
This gradation is one of the elements «i these equations assumed as
known. Yet the director knows only his present valuations, not also

his valuations under the hypothetical state of equilibrium” (p.'7.l 1).
Mises treated the computation argument as merely a subsidiary
point appended to his primary contention that the kl\({\ﬂ«:dgC re-
quired to formulate the Walrasian equatinns 1s ‘L‘mavallal'Jl.f'r. The
computation argument, which he refers to s an “algebraic” prob-
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lem, is mentioned only once in his 1949 book, and in a manner that
cledlly signities its secondary importance in his analysis: “There
is ... no need to stress the point that the fabulous number of equa-
tions which one would have to solve each day anew for a practical

utilization of the method would make the whole idea absurd even if

it were really a reasonable substitute for the market’s economic cal-
culation” (p. 715),

Although Robbins was not very clear on this issue, Chapter 6 will
show that Hayek, like Mises, clearly treated the computation argu-
ment as subsidiary to the major point about the absence of the
knowledge required to formulate the equations of general equilib-
rium. Unfortunately, Hayek muddied the waters when he said that
he was relegating Barone's essay to the appendix of his 1935 collec-
tion of essays on economic planning “only because it is decidedly
more technical than the rest of the book™ (1935, p. 40) and not,
presumably, because it represented what is in fact a substantially
different point of view from the other contributions in the volume."
By not sharply ditferentiating the Austrian argument from Ba-
rone's, Hayek appears to have invited responses that, although they
did not deal with the fundamental problem of formulating the equa-
tions, appeared to circumvent the lesser problem of solving them
once they were formulated. Given both the secondary role that the
computation argument played in Mises’s and Hayek’s critiques of
socialism and the way the subsequent responses became preoccupied
with this issue of solving equations, it is probably regrettable that the
point was ever introduced.

“Trial and exror” as a variant of the mathematical solution

Immediately atter offering his computation argument against the
equation-solving solution, Hayek goes on to say that it is “improbable
that anyone who has realized the magnitude of the task involved has

" However, some of Barone’s arguments against equation solving as a method of
planning are very similar to the Austrian position and despite Barone's own quoted
remarks to the contrary imply that the Walrasian equations are not merely insolu-
able but cannot be formulated at all. See, for example, his comments on the “eco-
nomic variability of the technical coefficients” ([1908] 1935, pp. 287~8). Although
Hayek later said that Barone “at least approached the problem” ({[1435] 1948e, p.
140)), Mises ([1922] 1936, p. 135) emphasized that Barone “did not penetrate tothe
core of the problem” as did Pierson ([1902} 1935).
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weriously proposed a system of planning based on comprehensive
systems of equations” ({1935] 1948f, p. 157). Rather they must have
1eally believed that starting from a price system evolved from capi-
talism, only minor changes at the margin would be required to ad-
jsi, prices to their equilibrium levels. Thus Bickinson (1933, p. 241)
1clers to “a process of successive approximation” and Taylor ([1929]
1464, p. 51) to a “method of trial and error . .. which consists of
nying out a series of hypothetical solutions till one is found which
proves. a success.”

Hayek interpreted Taylor's “trial and error” procedure as a nonri-
valrous a priori process of first linding a full set of equilibrium
prices that could then be used to implement the plan; hence to
tlayek this amounts to only another species of the mathematical
solution. Qther interpretations of trial and error will be discussed in
the next chapter, but here this rather literal interpretation will be
vxamined, according to which the prices necessary to establish an
cconomy-wide general equilibrium are supposed to actually be
“lound” by trial and error."’

Hayek’s primary argument against the mathematical solution
was not the computation argument but the more fundamental
point that the relevant detailed knowledge of production processes
cannot be considered “given” to the central planning board but
rather resides and is continually regenerated in decentralized form
throughout the economy. A plausible response to this argument
might be that the plant managers in a decentralized production
system could continually communicate with the planning board
and somehow impart their knowledge of feasible tactor combina-
tions to the price-fixing planners. Tentative prices could be pro-
posed by the board as a “trial,” and plant managers could respond
with tentative estimates of the quantities they would be able to
produce at these prices, leading to “error” whenever supplies ex-
ceeded or fell short of demands. The board could then try
another configuration of prices, and the cycle would be repeated
until an equilibrium was “found.”

This approach has been explored more deeply since the debate in
a body of abstract theoretical central planning literature that has

" One immediate objection to this method is that, at least {rom the Austrian view-
point, there is no way of knowing whether one has “found™ an cquilihrium, even if
one supposes it could ever be attamed. A subjectively defined equilibrium is not
objectively verifiable. See Machlup (1958). For a systematic discussion of the limita-
tions of equilihrium theory, see Kornai (1971, pp. 3-31).
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been termed planometrics.'™ This approach includes a variety of so-
phisticated mathematical techniques (including finear and nonlinear
programming, integer programming, much cybernetic deciston
analysis, and vartous computer-aided wterative approximation tech-
niques) for ndiag an equilibrium set of prices, conceived as a4 sub-
stitute for a market's equilibrating process. In spite of very ambitious
efforts of planometricians, even the most sophisticated models that
have been developed so far have come nowhere near implementa-
tion. There has emerged a sharp dichotomy between central plan-
ning “theory,” involving such planometric modeling, and central
planning “practice,” involving studies of the actual implementation
of five-year, annual, and short-term plans.“ As Martin Cave put it in
his informative survey of the use ot computers in Soviet planning:
“Several writers have noted and regretted the gulf existing between
two groups of investigators of economic mechanisms, the one group
formulating abstrace models of economic systems, the other studying
existing systems” (1980, p. 26).

Although some Soviet models still propose to treat the planning
process as a gigantic optimization problem 1o be solved by the cen-
tral planning board, theve ts an increasing realization that snch com-
prehensive modeling is, as Kornai once pat i, “science fiction.” Cave
concludes that the “most fundamental” reason for the growing skep-
ticism ahout planometric models as a substitute for markets is that
“they do not, nor are they intended to, do justice to the complexities
of a centrally-planmed economy” (1980, p. 38)

Many enthusiasts of mathematical econouics had conflidently

% A volumiinous literature in both the East and West has grown up on this subject.
See Ames (1967), Arrow, Hurwicz and Uzawa (1998), Baumol (1958: 1972, pp. 70~
190, 204--318, 515--353), Blaug (1968, pp. 410-12), Campbell (1961), Chenery and
Kretschmer (199%), Dantzig (1963), Dantzig and Wolfe (19605 1961), Dortman
(1953), Dorfman, Sumuelson, and Solow (1958), Fadeeva (1954, pp. 99-102), Fedo-
renko (1974), Felker (1966), Fellner (1960), Gale {1960), Hatin and Negishi (1962),
Llurwicz (1960: 1969; 1971 1972), Kantorovich (1965), Kohler (1966, pp. 106-22),
Koopmans (1951), Kornai (1974), Kornat and Liptak (1965), Lange (1970 1471),
Makower (1957). Malinvaud (1961; 1967), Mairglin (1963), Marschak (1937), Mon-
tias (1967), Negishi {1962), Nemchinov (1964), Novochiloyv (1969), Parker (1963),
Rakovskii (1968), Scarf (1960), Sengupta (1972), Shernrm (1969, pp. 280-302),
Sik (1976, p. 200), Swarmny (1975), Ward (1960: 1967.4; 1971, p. 132), Weitzinan
(1970), Wilezynski (1970, pp. 24, 41), Zavberman (1976), and Zaubermam. Berg-
stroal, Kronsjo. and Mishan (1967).

See Grossmian (1960a). Although the unrealism of much of planning "iheory” is
widely admitted, few realize that much of what constitutes the analysis of central
planning “practice™ is also far removed from the acmal economic processes in
sockalist countries, Kornai (1959, pp. viii—ix) notes that most works on socialist
praciice, “instead of telling us how our economic mechanism really works, ., .
merely describe how it would work if it worked as their anthots would wish.”

11
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licralded the development of computers as the beginning of a new
ape for planning in which a comprehensive network of computers
would replace the market as the equilibrating mechanism. Lange
lmnsell, in a rewospective on the calculation debate published in
1967, remarked that had computers been available in the 1930s he
could have employed a much easier solution to Hayek's challenge
1han the "competitive solution” he offered then. By contrast with the
exact procedures of computer-aided planometrics, Lunige considers
the market a crude and soon to be obsolete computing machine:
“I'he market process with its cumbersome tdtonnements appears old-
fashioned. Indeed, it may be considered as a computing device of
the pre-electronic age” (1967, p. 158).

Yet after o few decades of planometric refinement, the idea of
veplacing markets with an all-encompassing, computerized central
plan has been increasingly abandoned in the platnning literature,
lustead, planometrics is defended ecither as an intellectual pursuit
mreresting for its own sake or as a uscbul first stage (that of plan
“formulation”) to be combined with a later (“implementaion”) stage
that relies on spontaneous market forces. Yet even those (For ex-
.aple, Hurwicz [1971, p. 81]) who offer the later justuhicaaon admit
that the implementation stage consists primarily in adjusting the
“plan” 10 market realities, rather than in shaping those reahties to
the elaborate planometric model. Belkin (1961, pp. 185-202) com-
pures Soviet planning to an unguided missile that can only be
pointed in the right direction but, once launched, s on its own.

The consensus in the planning literature seems to be that the
computer plan should be, as Cave put it, "complementary to the
extension of ... independent accounting at the enterprise level”
(1980, p. 5). Such independent profit and loss accounting, or Khoz-
rvaschet, has been universal in the “central planning” systems of East-
cin Europe since the failure of War Communisin, ‘the central
“plan,” as Roberts and Polanyi argue, seems to be more an ex fost
adaptation (o the regulated market process of competition among
plant managers for profit (among other goals) than it is an ex arnte
formulation and implementation of a true plan. Richard Judy (1967,
p. 29) contends, as have many observers, that “so great is wstability
and so frequent the chianges of the plan thar by the end ol the
planned period, the plan is a document of only historical curiosity.”
Uhus it can e argued that notwithstanding the rema kable advances
in computer technology, the hopes of replacing the “cumbersome”
market process with “exact” planometric procedures are no closer to
realization today than they were in the 1930s.
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The chiet positive outcome of these modern explorations has been
that they have established the extremely restrictive assumptions re-
quired to get a system to converge to a complete general equilib-
rium. Lange ({1936] 1964, pp. 70, 86) and Dickinson (1939, p. 103)
presumed that even if one started with random prices the system
would, after a few iterations, soon settle upon the “correct” prices.
By contrast, even under very unrealistic simplifying assumptions,
modern planometricians are much more hesitant to conclude that
their models provide for convergence of prices toward equilibrium.

However, some practitioners of planometrics still claim that de-
spite the failures so far, refinements of these procedures will one
day make them workable as substitutes tor a market.'"* Thus a few
more comments about the inherent limitations of this approach are
in order. An awareness of these limitations is implicit not only in
Cave's recent assessment of planometrics but also in Hayek's 1935
response to Taylorian “trial and error.”

As contrasted with its somewhat more sophisticated later develop-
ments in planometrics, the trial and error process that Taylor pro-
posed in 1929 even more severely underestimated the extent and
complexity of market change. Taylor (and, the next chapter will
argue, Lange) seemed to think that upon the adoption of a central
planning system, only small changes at the margin would be re-
quired to return the economy to and maintain it at the competitive
equilibrium inherited from capitalism. Hence, it is suggested, no
complete equation-solving procedure need ever be performed.

Hayek proposed two counterarguments. First, he doubted that the
transition to socialism could be so moderate as to preserve the rele-
vance of the price system that had been left by capitalism, To most
adherents, then as now, market socialist or orthodox, socialism en-
tails at the very least a massive redistribution of wealth that would
inevitably have a drastic effect on prices ([1935] 1948f, p. 157).”

In addition, Hayek argued that the proposed method would be
unworkable in a real world of continuous change. Each individual
price change carries with it implications for innumerable other price

"' See, for example, the comments by Wilczynski (1970, p. 24), who. while admitting
that the “planometric centralist” model is "'still beyond praciical possibility,” blames
this on an “insufficiently developed network of computers™ and a “shortage of
traimed personnel.”

" Mises ([1920] 1935, pp. 1019-10) had made the same point when he wrote that “the
transition to socialism must, as a consequence of the levelling out of the difterences
in mcome and the resultant readjustments in consumption, and theretore produc-
tion, change all economic data in such way that a connecting link with the final state
of affairs in the previously existing competitive economy becomes impossible.”
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hanges, all of which would have to be consciously adjusted by the
ventral planners. “Almost every change of any single price would
mike changes of hundreds of other prices necessary, and most of
these other changes would by no means be proportional but would
lie affected by the different degrees ot elasticity ot demand, by the
possibilities of substitution and other changes in the method of pro-
duction” ([1935] 1948f, p. 157). Given that detailed price fixing
“would have to bring about as frequent and as varied price changes
as those which occur in a capitalistic society every day and every
hour,” there is no likelihood of convergence toward a fnst equilib-
1ium solution before new changes render this solution obsolete.

In his 1940 answer to Lange (to be examined in Chapter 6), Hayek
wiote:

If in the real world we had to deal with approximately constant data, that s,
il the problem were to hind a price system which then could be left more or
less unchanged for long periods, then the proposal under consideration
would not be so entirely unreasonable. With given and constant data such a
otute of equilibrium could indeed be approached by the method of trial and
crror. But this is tar from being the situation in the real world, where
constant change is the rule ({19407 1948a, p. 188).'"

I{ the method is to actually “find” a configuration of prices that clears
all markets, it would have to be modeled rather closely on the Walra-
sian auctioneer who calls out tentative prices and receives conditional
answers from plant managers as to what they would supply and de-
mand at these prices, until the equilibrium prices are discovered that
will clear all markets. Then and only then can production on the basis
ol these equilibrium prices commence, and during the production
period no changes of plan can be permitted. It was only under such
stringent assumptions as these that Walras was able to prove that his
model would achieve a complete general equilibrium.

Perhaps the most crucial difference between this imaginary auc-
tioneer adjustment model and the real world has to do with the ques-
tion of trading at “false prices.” Contrary to the assumptions of the
Wabhrasian approach, in actual market exchanges there is no way to
prevent the data from changing before an equilibrium constellation
" In “The Use of Knowledge in Society” Hayek made this point even more emphati-
cally when he indicated that “there are few points on which the assumptions made
(usually only implicitly) by the ‘planners’ difter trom those of their opponents as
much as with regard to the significance and trequency of changes which will make
substantial alterations of production plans necessary.” Under conditions of minimal

change the task of comprehensive planning “would be nuch less formidable™
(11945] 1948a, pp. 81-2).
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of prices can he tound. But this means that tracing in the market

will invariably take place at disequilibrium prices. and this is itselt a

disequilibrating force.

[ronically, tmany of the same theorists who explicitly recognize that
the auctioneer model is unlike real market processes nonetheless
endeavor o model central planning schemes after the Walrasian
procedure. Indeed many advacares of plannometrics insist that it is a
strength of their approach that they can, by using an auctioneerlike
approach, attain equilibrium more easily than real markets with
their problems of “false trading.” Thus Benjamin Ward, when he
contrasts centralized and decentralized models of socialisn, seems 10
considler it an advantage of centralized models that “no goods would
be traded until the adjustment process, carried out by paper and
pencil, or rather computer, had arrived at the optimal plan for
quantities and prices” (1967b, pp. 32-3), whereas decentralized mod-
els have to contend with the “problem” of allowing wrreversible ex-
chianges to take place at disequilibratung prices.

But this is a peculiar way of looking at the issue ot trading at false
prices. Actually such trading, theugh perhaps a liability for formal
geneval equilibrium analysis, s a delinite advantage of rcal market
processes over planometric models, and the fact that the later have
never proved practicable can largely be explamed by the fact that
they lack this “problem” of disequilibrium wvansactions. The chief
sirength of the real equilibrating process, as contrasied with the
auctioneer models, is that 1t works tolerably well without eliminating
exchanges at false prices and works in particular by taking advan-
tage of the knowledge that is actively generated by the competitive
process in disequilibrium.

If they are to avoid false prices, planometric price adjustment
models must require that trading and production cease while sup-
ply and demand information throughout the structure of produc-
tion is communicated to the ministry of production, The advantage
of these schemes is supposed to be that the technological knowl-
edge (the coefficients of production) need unot be known by the
central planners, this feature allegedly insulating them from
Hayek’s critique."’

'" Chapter 6 will show that Hayek was more deeply dissatistied with the assumption
that such knowledge is objectively “given™ to the cenral plunning bureat than is
generally supposed. Hayek was in fact denying that this knowledge Is objectively
given even to the decenualized decision makers. Rather. the refevant knowledge
exists for the entrepreneur in an inarticulate lotm, as a “technique ol thought”

whose application fundamentally depends on one’s being sittrated m @ competitive
market environment ({1935] 1948f, p. 155).

AR, g g
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lhe difficulties that these schemes raise for any real-world im-
plementation of central planning are often minimized. For example,
athough Benjamin Ward makes some brief references to the mathe-
matical “oversimplifications” of these schemes—for example, he
notes that they are static and usually linear (1967b, pp. 58-9) —he
underestimates some other potential difficulties. Ward claims that
the “eommmiunication between sectors and plan bureau . . . cannot be
a hottleneck to extension of the schemes” (p. 61). Such cemmunica-
non, he says, “involves at each round sets of numbers that should
not exceed n? for any one unit, where n is the number of sectors,
and s generally much less."™ But if, as seems quite likely, “time
prevents completion of the iterations needed to generate an opti-
nntm,” for the more sophisticated of these schemes *the process can
he stopped at an intermediate round and will produce a plan which
w consistent and an improvement over the startmg feasible plan” (p.
t61). With this comment Ward is abandoning the major raison d'étre
vl the auctioneer process. 1{ producers are to hold up all economic
activity while the linear programming experts compute an equilib-
v, only to achieve a “feasible” but nonoptimal conhguration of
prices, why wait tor such costly computation in the hrst place? The
non-talvnnement processes of a decentralized market under an appro-
priate legal system can accomplish this imperfect result without the
mtervention of planometricians.

But aside from the practical difficulties, one of the fundamental
jnublems with these models is that they, like the Walrasian approaches
from which they stemn, trivialize the problem ol market change in a
realistically complex economy.'? Real-world production cannot afford
io await the incredibly complex discovery of the economy-wide impli-
cations ot each step of production before embarking ou it It is easy
enough for theoretical planometrics to proceed as if all further
changes in the data can cease unul the equilibrium is “found,” but if
production were actually conducted m this manner it is doubttul that
cven the first step of asingleproductionprojectcould evercommence.
"anometricians in 4 truly dynamic world would be perpetually chasing
alter a continuously changing equilibrium solution.

" Ahhough Ward speaks here of “sectors,” for this to be a workable procedure »
would have to be the number eof separately priced items in the cconorny, a number
that when squared and then multiplied by the number of necessary rounds could
constitute a considerable botuteneck for even the most advanced communication
systern, .

A related and also fundamental problem with this approach is that it assumes thit
some of the “daa” that are actually generaled by competitive activity—i.e.,
knowledge of “technology™—are at the outset available to socialist plant managers.
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The limitations of static analysis

The “formal similarity argument,” or the argument that the “formal
analogy” between socialism and capitalism “makes the scientific tech-
nique of the theory of economic equilibrium which has been worked
out for the latter also applicable to the former™ was, in Lange’s view,
completely adequate to refute Mises’s challenge ([1936] 1964, pp.
107-8). Lange and the other market socialists devoted the bulk of
their analyses to demonstrating that the determination of an equilib-
rium configuration of prices is possible under socialism. Yet Mises
seemed unconcerned with the static world of this formal argument®
and explicitly acknowledged that under static assumptions there
would be no calculation problem. A similar divergence over the sig-
nificance of the static issues separates Barone’s version of the formal
similarity argument from Wieser’s, and Dickinson’s view of Walras-
ian equations from Hayek’s view of them.

The gulf that separates these views on the significance of the “for-
mal similarity” argument can be explained only by exploring the
implicit differences between the Austrian and neoclassical para-
digms. Since neoclassical theory is more familiar, this discussion will
focus on certain features of the Austrian approach that differentiate
it from the neoclassical approach.

Subjectivism
Mises and Hayek tended to take it for granted that ever since the
completion of the marginalist revolution of the 1870s, all trained
economists had been as subjectivistic as they themselves were. The
primacy of “choice theory” in modern economics was understood to
imply that economics is about ends and means strictly as they are

* It would be incorrect to infer that Mises found equilibrium theory unimportant,
For Mises the static formulation establishes the logic of the equilibrium toward
which market forces tend. If this equilibrium is inadequately described, systematic
divergences bctween the real world and the theorists’ equilibrium would persist.
For example, if interest is.not properly accounted for, as it had not been by the
classical equilibrium theory, it will appear as an inexplicable regular income, which,
despite competition for profit, never seems to get bid down to zero. If interest is
understood as an explicable element of value theory involving the, discounting of
the future, then the systematic divergence of the equilibrium from reality disap-
pears. Hence the internal details of the equilibrium state are important for Mises'’s
or Wieser's rejection of the labor vatue theory or for any other approach that fails
to properly account for all aspects of scarcity, Economic statics is necessary for the
formulation of the value problem, which the calculation argument contends cannot
be solved under central planning in a real—that is, nonstatic— world.
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pereeived by individual human minds and that the fundamental
concepts of choice theory (such as cost) must therefore be under-
<tood in relation to the perceived alternatives to the particular choice
being examined. Mises and Hayek seemed to think that with the
peneral defeat of the classical value theory, the subjectivistic view-
point had trimmphed, and many contemporary neoclassical theorists
would concur. But the modern Austrian school contends that a spu-
1ious objectivism has crept back into neoclassical economics and in-
deed that this counterrevolution had begun long before it became
manifest in Lange’s 1936 response to the calculation debate.

Although the concept of opportunity cost is considered a basic
icnet of neoclassical economics, opportunity cost has come to mean
objective opportunities displaced by a course of action, rather Fban
the subjective alternatives perceived but forgone by the decision
maker at the instant of his choice.?' It is commonly presumed that
money outlays correspond to the subjective value of all physically
displaced alternatives, that these alternatives are equally known to all
market participants, and that each decision maker has a predeter-
mined indifference map that anticipates all conceivable options and
mechanically yields the optimal among them whenever a choice must
be made. Technological knowledge is distilled into objectiv.ely known
production functions, equally “given” to all market participants and
instantaneously revised with every technological advance.

This objectivization of choice can, of course, be thought of as
purely an expository device and is so considered by many who em-
ploy it. But its serious limitations for the analysis of market processes
are being increasingly recognized today, and it has undoubtedly led
1o many errors. The depiction of costs in terms of marginal and
average cost curves for heuristic purposes has led many to presume
that costs are objectively knowable, that from a systematic observa-
lion of economic phenomena the observer can somehow actually
plot costs on graphs as a meteorologist plots cloud patterns. The
essential insight of economic subjectivism—that costs are no more
observable than the contents of the individual minds who incur
them - has been forgotten by many economists who were trained in
the neoclassical tradition.

Although the subjectivistic outlook is closely related to the calcula-
tion' argument, the central problem that the calculation argument
raises is not the subjectivistic insight that choice is always filtered

* See Thirlby (1973c) and Vaughn (1980a).
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through individual minds.** The advocate of planning could readily
concede that the central planning board's choice will also have to be
hltered through the individual minds of the planners but could still
contend that the central plan should concern itself as much as possi-
ble with production functions— that is, with the underlying objective
possibilities of the transformation ef resources into valuable com-
modities. As the example of Abba Lerner, a subjectivistic market
sociahist, should suggest, subjectivism per se, narrowly conceived as
the approach that focuses on perceptions of reality by individual
minds rather than directly on reality itself, does not constitute the
primary issue of the calculation argument.

Rather, the key point of the calculation argument is that the re-
quired knowledge of objective production possiiriiici.. would be una-
vailable without the competitive market proce: . I central plan-
ning to be practicable, it is not enough that ri.iiz ! choices about
produciion techniques be objectively measuralile (1 e sense; un-
realized alternatives that are forgone by such choices - thai is, oppor-
tunity costs—must also be known. Implicit in the objective value
theorists’ outlook can usually be found the hidden assumption that
technological and economic knowledge of the real production func-
tions is “given.” Thus it is not the subjectivity of value as such that
undermines the hopes of central planning advocates; it is the fact
that the requisite knowledge of the objective possibilities of procluc-
tion can only be generated by a rivalrous process that pits different
plans against one another. Although it is true that this competitive
market process cannot be understood without reference to the sub-
Jective perceptions of its contending participants, and thus that sub-
Jectivisin is related to the calculation argument, the kernel of this

** James Buchauan, in his excellent study of subjectivism entitled Cost and Chuice,
contends that the Austrians in the debate overemphasized the “information prob-
lems” of central planning instcad of the problent of subjective choice, which he
considers “relatively . . . more significant." "Thus, he argues, “Even if the socialist
state should somehow discover an oracle that would allow all calculation to be made
perfectly, even if all preference tunctions are revealed, and even if all production
functions are known with certainty, efficiency in allocation wilt emerge only if . . .
men can be motivated” or “wained” to “make choices that do not embody the
opportunity costs that they, individually and personally, confroni® (1969, pp. 96—
7). Although I would agree that even if the problem of knowledge were overcome
the problim of motivation would remain, it seems to me that it is the former that is
the more I'undamental. One could reverse Buchanan's argument and say that even
if socialist managers could somehow, as he puts it, be “converted into economic
eunuchs. . to make decisions in accordance with cost criteria that are different
from their bwn,” the centra) difficulty of obtaining the relevant information would
still remais.. Even fully motivated planners would not know how to plan rationally.

———
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argument is the issue of the generation and dispersal of knowledge
about objective production possibilities.

Michael Polanyi’s contributions to epistemology and the philoso-
phy of science: are extremely valuable in this context (1951; I 958).
folanyi pomts out that a great deal of the knowle-lge with which we
live and work is inarticulate. We know how to do various things
without knowing enough to objectively represent this knowledge in a
forinal, determinate system. Without denying that formalization rep-
resents an important step in the refinement of science, he stresses
that any [ormal moclel necessarily stands on a foundation of inar.
ficulate assumptions about what the model means and how it might
be used. Polavyi distinguishes among three degrees of formalisin -
the “completely unformalized,” the “completely formalized.” and the
“theoretically formalized.” He places economics in the third cate-
gory. The equations of formal economic theory, he says, “are valu-
able in exhibiting certain logical features of the problem to which
they refer, but cannot be used for solving these problems.” Among
the basic reason; why economics is formalizable only “in theory,” he
cites the fact th.~ wost of the data on which the decision maker has
10 rely “can ohvinusly not be given numerical values, or bronght into
mathematically specifiable relations to each other™ (1951, p. 179).

Furthermors, Polanyi contends that much of our practical knowl-
edge is embordied in skills that cannot be represented formal!\. b
can only be leavned through apprenticeship, through practice in the
proper conwxt. For example, when one learns to ski or to play the
piano one is nut learning objective, articulated rules about \«{hen ‘f)
lean uphill or how to apply the sustaining pedal. Rather one is culti-
vating unconscious habits threugh practice, by learning to use cer-
tain keys to adjust one’s habits until the skill is mastered. Polanyi
cites the example of the beginniug cyclist who learns to keep his
balance by turning in the direction toward which he starts tn {all,
thereby causing a centrifugal force that rights the bicycle, ¢ven
though few cyclists are consciously aware of the principlt?s upderly-
ing their skill. The key that the cyclist uses as he praciices is his sense
of balance that “tells” him which way he is tiking and thus which way
to turm.

The practical use of cost accounting by an entrepreneur to g}lirle
production activity can be usefully viewed as the kind of sk_lll.ful
knowing that Polanyi describes. Only in the context of practicing
within a compctitive price system are “costs” meaningful keys that
serve as “aids to the mind” in the entrepreneur's skilled direction of
production toward more profitable undertakings. If costs were ob-
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jective and universally known, choice could be reduced to obedience
to specifinble, articulated rules, but since costs are subjective and
strictly contextual, the skillful functioning of the entrepreneur can-
not bhe replaced with objective criteria.

Aspects of choice

At the heart of this difference between neoclassical and Austrian
views of cost is a fundamental ditference in their respective theories
of choice, a difference that has been sharply revealed only in rela-
tively recent contrihutions of the Austrian school.

Both Austrian and neoclassical economics would agree with
Lange's statement that “the economic problem is the problem of
choice between alternatives” ([1936] 1964, p. 60) but there are subtle
differences in what ts meant by “choosing.” This section will list
three aspects of choice, only the first of which has been successfully
incorporated in neoclassical analysis.

Mavimization: The idea ot maximizing choice is central to the ques-
tion of rational economic calculation, for the purpose of accounting
calculation is to aid the chooser in making the best possible, or opti-
mal, choice ~that is, to act economically. As Shackle (1972, p. 82) put
it: “To be anti-economical is to be inconsistent, it is to engage in
actions which are at odds with each other, it is to be less effective
than one could be. The detail of a formal consistency ... can be
subtle and complex. It is this formal guidance that economics, in the
sensc of ‘the pure logic of choice,” can give.”

The pure logic of choice, that which underlies perfect competi-
tion, sees choice as the mechanical computation of the best among
the known means for achieving a given end. But there is more to
choice than this concept of pure optimization. Three major works
in modern subjectivist economics— Mises's Human Action (1949),
Shackle’s Epistemics and Economics (1972), and Kirzner’s Competition
and Entrepreneurship (1973)—emphasize two other aspects of choice:
futurity and alertness.

Futurity: “Action is always directed toward the future,” Mises in-
sisted, and the future is uncertain (1949, pp. 100). “Our knowledge.”
says Shackle, “is knowledge about the present, but choice s choice of
what we hope for. We cannot choose the present: it is too late” (1972,
p- 122).

L
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I'he aim of all action, according to Mises, is “to render tuture
«onditions more satisfactory than they would be without the interfer-
«nce of action. The uneasiness that impels a man to act is caused by
+ dissatisfaction with expected future conditions as they would prob-
ably develop if nothing were done to alter them™ (1949, p. 100). The
actor forms alternative expectations of what the future will hold with
1espect to some end he values if he takes various imagined courses
ol action. From an inspection of these mental images of the future,
the actor selects the course that he envisions will lead to the most
desired futuve state of affairs. For example, the manager of a firm
might 1nagine a causal stream of events likely to follow each of
scveral possible decisions. He might, for instance, anticipate (1)
yreater demand and a depletion of his inventory, if he takes no
action; (2) greater demand and a sufficient quantity of goods sup-
plied, if he acts in an effort to expand output; or (3) unchanging
Jdemand and sufficient stocks, if he acts in an effort to raise his
sclling price to the right degree. Obviously, in any real-world case
the number of such possible scenarios could be enormous. But ac-
wal decision makers must select a manageahle sample ol scenarios in
order to compare ex ante the costs and advantages ot each of the
imagined causal streams—that is, in order to estimate through eco-
nomic calculation the relative profitability of several possible choices.
‘The degree of rationality of this calculation varies with (among other
lactors) the extent to which these expectauonal scenarios accurately
conform to the evolving reality of history. Mere accurate expecta-
tional scenarios lead to a more rational allocation of resources
through time.

Alertness: An optimization problem circumscribes the possible alterna-
tives that are given to a decision maker but leaves unanswered the
question of how these alternatives were noticed and not others. To
the extent, then, that one works withm a given ends/means frame-
work, any other previously unnoticed alternatives are necessarily
excluded.

Kirzner (1973, pp. 36-7) contrasts the Robbinsian optimizer with
the alert actor. The pure theory of choice distills from the idea of a
deciston all such “impurities” as the imperfect knowledge of the
relevant resources, techniques, and constraints. “Where a clearly
identifiable framework of ends and means is held relevant by a
decision-maker before his decision, we may explain his decision
yuite satisfactorily as yielded mechanically by calculation with the
ends—means data.” But there is nothmg im this pure logic of choice
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that can tcll us “how . .. one pattern of relevant ends--means comes
to be replaced by anether.” Acting man must be uot only an opti-
mizer but also an alert noticer—or one might say creator—of opti-
mizablc alternatives.

The concept of the entreprenear embodies these latter two aspects
of choice that are missing from the purc logic of choice, The Aus-
trian view of choice includes and emphasizes this entrepreneurial
role. Actors formulate plans for future cheices on the basis of their
expectations of tuture circumstances.

The fact that both of these latter aspects of choice, so often ne-
glected by econormnists, have been emphasized by the Austrians un-
derscerc:s the open-endedness and creativity of the Austrian view of
choice, Economists have tended to overemphasize the aspect of
choice that involves maximizing from given alteriatives, as if every
actor had at hand a complete list of options from which he or she
merely hus to select the optimal one. Shackle has perhaps been the
most ¢loguent critic of this narrow notion of action.

In geneval. in life au large, in history, business, politics, diplomacy and
public atfairs, where can any list be found, of detailed answers giving all
relevant particulars? Therc is no source of such a list, except what the
cxpectation-foimer can cenceive in his own mind. The list, it we allow
ourselves to call it such, is the work of his own thought, unbounded in its
scope except by what experience or formal instruction or logic tell him is
outside the principles of Nature or the Scheme of Things. Since there is
nothing in principle to limit the length of future time whose situatiens or
events may seem relevant, the diversity of the sequels he is free to conceive
of seems on this ground to be beyond all reckoning ... The expectation-
former is provided with no given and rcady-made list of relevani sequels to
any one of the rival courses open to him. Such sequels are for him to
conceive, to invent. He has no grounds for supposing that the process ef
conceiving ever-difterent sequels will be brought to an end by their ex-
haustion. May not the process of inventive thought be inexhaustible? Ex-
pectation is not a passive, finished and setded state of thought but.an
activity of mind which can at no time say that it has completed the imagi-
native exploitation of its data; for these data are ere tragmentary sugges-
tions in a paradoxically fertile void (1972, p. 366).

Neoclassical equilibrium models, of which the. perfect competi-
ton model is one variety, are attempts to include all alternatives
in a given framework—that is, they presuppose a world of Robbin-
sian eptimizers who have preset adjustment ready to meet any
change that is anucipated under a given framework. There are no
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lundamental surprises, no genuinely new ideas, n alertness to
unimagined alternatives—in short, no genuine changes. The only
adjustments are adjustments in price or quantity within the limits
estabhished by the original decision matrix. Consiraints  may
«hange, and so may the optimal choice, but the framework of
sernatives itself is rigid. Given the available options, the model
specifies which options are chosen under which circumstances. But
the question of which options are to be considered in the first
place is never raised.

The neoclassical world of general equilibrium is populated with
autotnatons who are programmed by the standard of profit maxi-
mization to respond 1n price changes in such a way as to make
MC = MR, or, in the case of perfect competition, MC = P. In
Chapter 5 I argue that Lange’s world is populated by similar
automatons who are instructed to produce at the quantity where
MC = P. Potential opportunities for prolit have all been mapped
out clearly ahead of time, and the Robbinsian optimizers merely
produce the quantity at which marginal costs cqual price. Profit
isn't found —it's maximized. The elcment of entrepreneurship is
absent not only from the end state of equilibrium itsell - as it st
he—but also from the proposed process of adjusument toward
that equilibrium,

But the market society envisioned by the Austrians is populated
with human actors. They. first of all, do not merely respond. Their
alternatives have not all been given them from day one. The prod-
ucts themselves, and not just their prices and quantities, are subject
to change. Future demand must continuously be estimated ahead of
time. The entrepreneur does not simply react to exogenous demand
changes; he anticipates changes by taking action himself. He does
not adjust only to actual surpluses and shortages; he adjusts to antici-
pated surpluses and shortages en the basis of his comprehension of
other actors’ plans.

The pure logic of choice makes sense only in an imaginary world
from which genuine change has been abstracted, a world of “equilib-
vium.” If the means/ends framework employed by decision makers
covers all contingencies, if ne true surprises confront anyone, then
“choice” may be modeled in terms of the mechanistic constrained-
optimization problems familiar from intermediate microeconomics
texts or planometric exercises. But if, as the Austrians maintain, the
real world never reaches equilibrium, the explanatory power of the
“pure” aspects of choice theory is necessarily diminished, and that of
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the disequilibrium aspects of choice-futurity and alertness—is cor-
respondingly enhanced.”

Lquilibrium and equilibration

A great deal of the confusion that prevented the opponents in the
debate from understanding one another can be traced to their dif-
ferent ways of looking at equilibrium. In the more neoclassical con-
tributions such as Barone's ([1908] 1935) and Lange’s ([1936] 1964),
equilibrium is presented as an objectively observable, quantitative
matching of current “supplies” to current “demands” and seems to
be thought of as the usual condition of an economy, from which it is
only occasionally and temporarily disturbed. The paradigm case
seems to be the kind of pure-exchange Marshallian fish market from
which time and its associated complications have been abstracted.
Prices are simply adjusted until supply equals demand and that is
the end of it. The only idea of any sort of “equilibration” process is
the instantaneous adjustment of a price until the market is cleared.

By contrast, the Austrian view of equilibration or coordination is
concerned with “approaching” an equilibrium in the sense of devel-
oping production plans that prove, over the course of time, to be
compatible. Its paradigm case of an equilibrium would be time-
consuming production activities that prove, upon completion, to
have been consistent with one another, as if all market participants
had correctly anticipated the independent projects of their fellows.
As Hayek put it in his essay “Economics and Knowledge,”

# Most contemporary advocates of planning have not yet realized the significance,
for the Austrian critique of planning, of the distinctively Austrian view of choice as
involving alertness and futurity. A notable exception is the book by Estrin and
Holmes (1983, pp. 38-9) on French economic planning. The authors recognize
that “writers in the Austrian tradition have always been dissatisfied with static
equilibria and the treatment of uncertainty as a special case of certainty through
the use of certainty equivalents. They focus on the consistent uncertainty and
disappointment of agents who are driven to make entrepreneurial profits by out-
guessing each other in the market place.” Unfortunately, the only response these
writers make to this distinctively Austrian critique of planning is the comment that
because of “economies of scale in the gathering and processing of information,” we
need indicative planning by the state “to make useful suggestions in an informa-
tionally impcrtect world.” Making “useful suggestions” is a far cry from the tradi-
tional ambitions of national economic planning, but it is also not clear why, if such
informational economies of scale really exist, large corporations fail to take advant-
age of them and profit by supplying the needed information. 1n any case, as Vera
Lutz (1969) has shown, the usefulness of the suggestions made by the French
planning bureau has been highly questionable.
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Il appears that the concept of equilibrium merely means that the foresight
ol the different members of the society is in a special sense correct. It must
b correct in the sense that every person’s plan is based on the expectation
ot just those actions of other people which those other people intend to
perform and that all these plans are based on the expectation of the same
et of external facts, so that under certain conditions nobody will have any
teuson to change his plans ([1937] 1948b, p. 42).

‘Thus to the Austrians equilibrium should not be confused with
th¢ mere matching of quantities currently supplied with those de-
mianded. The Marshallian market-clearing price can often be
1cached, whereas the price needed for general equilibrium, Mises
mgued, “will never be attained” (1949, pp. 244-5), since its attain-
ment would imply the miraculous coincidence of the perfect com-
patibility of plans that Hayek was talking about. For the Austrians,
that world where no opportunities for profit lurk around an uncer-
tain corner, where there is a perfect coordination of plans, and
where all expectations prove correct, will never arrive.

Most modern general equilibrium theorists such as Debreu (1959)
recognize this disparity between the world they occupy and the one
they formalize. Certainly any theory must abstract from aspects of
reality that are irrelevant in order to examine in isolation those
aspects under investigation. The real world is a bewildering network
vl simultaneous causal strands running through historical phenom-
¢na. No theory could ever get off the ground unless one selected
particular causal sequences to analyze, ceteris paribus. “Other things
heing equal” is a meaningful and indispensable theoretical step in all
of those sciences, including economics, whose purpose is to compre-
hend a single causal sequence within a multicausal complex.

In any science one can imagine “what would happen if,” even
when one cannot conduct empirical tests. In economics we can hy-
pothesize specific economic circumstances in order to decide the
implications of those circumstances, ceteris paribus. By examining in-
dividual strands of causal forces mentally, we can learn what makes
an economy tick. For example, by imagining a world in which the
future is certain, we can better elucidate those aspects of the real
world that differ from that imagined world, and we will thereby
have isolated the specific aspects of our world that are implied by the
existence of an uncertain future.

Mises was to set forth this method briefly in Human Action:

The specific method of economics is the method of imaginary construc-
tions . . . An imaginary construction is a conceptual image of a sequence of
events logically evolved from the elements of action employed in its forma-
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tion ... The main formula for designing of imaginary constructions is to
abstract from the operation ot some conditions present in actual action.
Then we are in a position to grasp the hypothetical consequences of the

absence of these conditions and to conceive the effects of their existence
(1949, pp. 236-7).

[n this method it is no criticism to say that the imaginary construc-
tion is unrealistic: the construction is usually intended to be unrealis-
tic, since it is by its usefulness as a contrast to reality that it renders
services to the economic theorist. The state of economic equilibrium
is a very commonly used imaginary construction, and, like most, it is
not realistic. What we imagine happens in this unreal world does not
directly tell us anything about what would happen in the real world.

With the use of these mental tools the economist investigates the
different functional aspects of action. Mises writes in Human Action
that the central concept of his theory, the entrepreneur, “means
acting man in regard 1o the changes occurring in the data of the
market” (p. 254). ‘t'here is an entrepreneunial aspect to all real-world
action, but the economist, in order to isolate the specific real-world
resultants of this aspect of all action, postulates a world in which just
this element of action is missing (Mises calls this world the “evenly
rotating economy”). This unreal construct is contrasted with the real
world, where, we know, entrepreneurship is present, arcl in this
manner the entrepreneurship function is elucidated. In the evenly
rotating economy there is no change n the data; there is no uncer-
tainty; prices are all at rthe level where supply equals demand; plans
are perfectly counsistent.

As Robbins (1934b, p. 466) once remarked parenthetically in de-
scribing the limited role and purpose of the theory of equilibrium,
“No assumption is made that this condition is necessavily achieved in
any existing econornic system or that the tendencies : jerative would
necessarily achieve it if undisturbed. The sole purposc of the inquiry
1s to illuminate, by contrast, certain problems of movement.” To the
extent that the evenly rotating economy is different from the econ-
omy in the real world (where changes do occur; where all prices are
not clearing prices; where expectations are frequently mistaken),
there is scope for entrepreneurial action, and, if it is successful, for
entrepreneurial profit. In the real world there is always scope for
entrepreneurial action—that is, in the real world we are never in
equilibrium.

Equilibrating forces, all driven by entrepreneurial action, never
actually work to their completion before changes in the daia (some
of which these forces themselves have caused) disrupt the situation.
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. onomiv theory conceives of the operation of these equilibrating
lorces by formulating mental constructs. In the real world, Shackle
veminds us, “The parameters of any model are inevitably permealeq
by noneconomic influences of commanding importance, from poli-
wes, diplomacy and power-hunger in general; from demagogic ri-
valry; from the intense pursuit of technological improv.em-ent. Cet-
ris paribus is a mere pedagogic device or means to insight, and
vannot be turned into practical experimental insulation” (1972, p.
5).

Equilibrium, to the Ausirian economist, is an intermediate Lool. of
thought used in extracting from our understanding of human action
certain of its functional aspects (such as time prelerence, resource
ownership, and entrepreneurship) and in analyzing the way in which
these aspects of action are reflected in a market order in corre-
sponding categories of returns (such as interest, rent, and pr'oht).
‘This whole analytic process of category formation and functional
Jetimitation is the essence of the Austrian theoretical method. To
the Austrian economist the “theory” is not confined to the analytics
ot an equilibrium model, although theory may employ such a model;
rather “theory” is the collection of concepts that are both abstrac-
ons from and descriptions of the real world.

The virtue of the market economy as opposed to a centrally
planned economy, according to Mises’s calculation argument, is that it
has an equilibrating process that is driven by the struggle among
entrepreneurs for profit. The virtue is not claimed to be that a market
cconomy can achieve a competitive equilibrium thatis Pareto-optimal
whereas a planned economy cannot. Although the market socialists
helieved that they had answered Mises by offering a socialist equilib-
rium to supplant the “competitive” equilibrium of capitalism, what was
required was to show a socialist process of cvordination to supplant the
competitive economy'’s entrepreneurial equilibration process.

Institutions and institutionalism

‘The market soacialists took it for granted that knowledge of “pro-
duction functions” (the specific knowledge necessary for economic
production) is equally available to producers regardless of the insti-
tutional setting in which they find themselves. The Austrian school,
on the other hand, is noted for its attention to the role that institu-
tions play in the economy. However, when lLange called Mises an
“institutionalist,” lumping him in this regard with Marx and the
historical school, Lange was criticizing rather than praising. Mises,
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according to Lange, thought that “the economic principles of
choice between difterent alternatives are applicable only to a special
institutional set-up, i.e., to a society which recognizes private owner-
ship of the means of production.” This, Lange argues, represents a
“spectacular contradiction” of both Mises’s own avowal of “the uni-
versal validity of economic theory” and also of the arguments of
the entire “Austrian school, which did so much to emphasize the
universal validity of the fundamental principles of economic the-
ory” ([1936] 1964, p. 62).

Butto read Mises's calculation argument as a denial of “the univer-
sal validity of the fundamental principles of economic theory” is to
completely reverse his point.”* Mises, on the contrary, was contending
that the principles of choice theory —the abstract logic concerning the
application of means to achieve ends—must find application in any
mode of production if that production is to be rational and to attain a
sophisticated technological level. This, however, is only to restate the
problem of economic calculation. The question remains whether a
society in which the socialist institution of common ownership of the
means of production is established has the capacity to solve this prob-
lem. Postulating an equilibrium formulation along the lines of Bar-
one's, in which the problem is assumed away, does little to aid the
search for a solution in a real, disequilibrium world.

If, as Lange seems to imply, anyone who holds that institutions
(such as private capital markets) matter is an institutionalist, then
Mises (along with the entire Austrian, Marxian, historicist and, no
doubt, other schools) is an institutionalist. The Austrian school is not
only noted for its explication of the universality of certain basic
propositions of choice theory; it has also made seminal contributions
to our understanding of the evolution, nature, and importance of
social institutions. Menger’s idea of “organic” institutions and his
specific analysis of the origin of money; Hayek's work on the signifi-

“ Hayek (|1940] 1948a, pp. 182-3) was astonished at this reversal of Mises's argu-
ment, which has become a commonplace in the standard account of the debate,
despite Hayek’s criticism of it. It was Mises, Hayek wrote, who had “pointed out
that if the socialist community wanted to act rationally its calculation would have to
be guided by the same formal laws which applied (o a capitalist society. It seems
necessary especially to underline the fact that this was a point made by the critics of
the socialist plans, since Professor Lange and particularly his editor (Lippincott,
{1938) 1964, p. 7) now seem inclined to suggest that the demonstration thai the
formal principles of economic theory apply to a socialist economy provides an
answer to these critics. The fact is that it has never been denied by anybody, except
socialists, that these formal principles ought to apply to a socialist soctety, and the
question raised by Mises and others was not whether they vught to apply but
whether they could in practice be applied in the absence of a market.”
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r.nce of legal institutions as a framework for a market order; and
Mises’s analysis of the informational role of the institution of profit/
loss accounting procedures—these are but a few instances of this
Austrian “institutionalism.” In fact all three of these institu-
nons—money, law, and economic calculation through accounting
wicthods— are depicted by the Austrians as mutually reinforcing one
another and thereby contributing to the “equilibration” or coordina-
tion of the economic choices involved. The Austrian notion of equili-
bration, unlike the idea of equilibrium, presupposes a particular
kind of institutional environment.

Austrians, however, differ from other “institutionalists” precisely
i that they try to explain the emergence and survival of any social
mstitution by refererice to the purposes of the individuals whose
interactions sustain it. Institutions are seen as “guide posts” that help
individuals to orient themselves with others—that is, institutions are
regarded as indispensable components of a coordination process. To
the Austrian economists, as contrasted with “institutionalists” in the
usual sense of the word, identifying specific historical institutions is
not the end of an analysis but only the beginning. These institutions
are themselves explicable in terms of the interacting purposes of
those individuals who use them. Thus Austrian choice theory is seen
as a tool for the study of social institutions.

By contrast, the neoclassical choice theory that Lange employs
completely ignores institutions. In a static equilibrium world, such
guide posts for coordination are redundant, since the coordination
problem is assumed to have been solved. Little wonder, then, that
Lange sees no calculation problem for socialism, since in his model
all of the significant institutional differences between capitalism and
socialism have been abstracted away. As Dobb pointed out,

Naturally, if matters are formulated in a sufficiently formal way, the ‘simi-
larities’ between one economic system and another will be paramount and
the contrasting ‘differences’ will disappear. It is the fashion in economic
theory today for propositions to be cast in such a formal mould, and so
devoid of realistic content, that essential differences. .. disappear ... The
distinctive qualities of the laws of a socialist economy and of a capitalist
economy . .. are not, of course, given in the rules of algebra, but in as-

sumptions depending on differences existing in the real world (1935a, pp.
144-5).%

 Similarly, Dobb had remarked in 1933, in responding to Dickinson, that to apply
“the postulates of a static equilibrium” to a changing world is a “barren feat of
abstraction.” Economics, he argued, should be seen as more than “a formal tech-
nique ..., a system of functional equations, a branch of applied mathematics,
postulating a formal relationship between certain quantities” (1963, p. 589).
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The static answer to Mises reconsidered

Mises’s basic error, according to Lange, was “a confusion concerning
the nature of prices” ([1936] 1964, p. 59). Referring to one of the
most subjectivistic price theorists in economics, Philip H. Wicksteed
([1910] 1933, p. 28), Lange distinguishes between a narrow and a
broad meaning of “price.” According to Lange, Mises asserted that
motiey prices “in the ordinary sense, i.e., the exchange ratio of two
commodities on a market” are necessary. Lange contends that only
prices in the broader semse of “terms on which alternatives are
oifered” (that is, abstract accounting prices, or the prices arrived at
by using Taylor’s factor-valuation tables) are “indispensable to solv-
ing the problem of allocation of resources” ([1936] 1964, pp. 59-60).
Lange then proceeds to point out how “prices” in this wider sense
would be available to socialist producers and could supplant the
function of money prices under capitalism.

The economic problem is a problem of chaice between alternatives. To solve
the problem three data are needed: (1) a preference scale which guides ihe
acts of choice; (2) knowledge of the “terms on which alternatives are
offered”; and (3) knowledge of the amount of resources avaitable. Those
three data heing given. the problem of choice is soluble ([1936] 1964, p. 60).

Aside from the semantic redundancy of speaking of “data” being
“given,” note the more important analytic redundancy of posing
“the cconomic problem' as a maximization exercise in which the
knowledge that Mises had argued could not be generated and dis-
persed is sitnply assumed to be available. “It is obvious,” Lange as-
serts, “that a socialist economy may regard the data under 1 and 3 as
given, at least in as great a degree as they are given in a capitalist
economy.”® As for the data described in item 2, Lange alleges that

a careful study of price theory and of the theory of production convinces us
that. the data under 1 and under 3 being given, the “terms on which alter-
natives are offered” are determined ultimately by the technical possibilities
of transformation of one commodity into another, i.e., by the production
functions. The administrators of a socialist economy will have exactly the
same knowledge, or lack of knowledge, of the production functions as the
capitalist entrepreneurs have (pp. 60-1).

* Since Lange concedes the need for a genuine market for consumer goods, the data
described nitemn | would be as available under his scheme as it is under capitalism,
but the data described in item 3 is far more problematic than he suggests. Deter-
mining what is and what is not a “resource” itself depends on having an adequate
procedure of value imputation.
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But this last assertion is precisely what Mises and Hayek repeat-
«dly demied. To the neoclassical participants in the debate, the rele-
vant knowledge is assumed to be given to market participants, and
the: main analytic conclusion is that under certain static assumptions
e capitalist equilibrium is determinate. It is a stnall step from this
analysis to the adoption of similar assumptions and the arrival at
wunilar conclusions for socialism.

However, as my last chapteir showed, Mises’s calculation argu-
ment was not about the determinateness of equilibrium “under
socialism;™®? it was about real social institutions and their causal
mterconnectedness under disequilibrium conditions. Mises was not
confusing money prices with abstract accounting prices in terms of
« numeraire; he was expressly contending that only money prices
can serwe as “aids 1o the mind” or disperse knowledge in such a
way as (o enable the extension of technology to proceed to its
modein level of complexity, a level far beyond that possible for a
single mind. Abstract accounting prices can of course be imagmed
1 be ar general equilibrium leve s, but only by assuming a perfect
compaibility of all plans—that is, by assummg away the problem of
knowledge dispersal. Since Mises maintamned that it was by their
active bidding against one another that entrepreneurs push money
prices in equilibrating directivas, this coordinating process would
have to be replaced by something if the means of production are
commonly owned. To simply assume from the owtset that all of the
relevant knowledge is somehow “given” to the central planners is o
profoundly miss the point.

A pussibie reason why Lange misunderstood Mises’s challenge that
rational calculation is “theoretically impossible” under socialism is
that theoretical, to Laange, may have suggested the pure, institutionless
logic of choice of neoclassical theory. Certainly if Mises had denied
the universality of choice theory, his argument would already have
been refuted, in essence, by the arguments of Wieser and Barone.?®

Mises's remarks about the static world, added in 1936 to the English

7 Indeed, what it means for a static world to be “under socialism™ or “under capital-
ism” is not at all clear. In a world where production plans are perfectly coord:-
nated, it would seem that neither a central planning bureau nor a private property
fegal framework bas any function. It is very difficuit to imagine what laws, con-
tracts, prices, or money would be like in a world where all plans are perfecily
compatible. Any meaningful contrast between economic systems will have to take
place outside the confines of equilibrium theory,

™ The static argument was not conceded by all participants m the debate, however.
Dobb, in his response to Dickinson, denied “that the categories of economic theory
are equally valid in a socialist as in an individualist order” (1933, p. 589), although
he later secmed to withdraw this denial (1955).
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translation of his 1922 book, leave no doubt that his “theoretical”
case against socialism involves the question of the practicability of
central planning in the real, continually changing world:

Itis clear that under stationary conditions the problem of economic calcuia-
tion does not really arise. When we think of the stationary society, we think
of an economy in which all the factors of production are already used in
such a way as, under the given conditions, to provide the maximum of the
things which are demanded by consumers. That is to say, under stationary
conditions there no longer exists a problem for economic calculation to
solve . .. To use a popular but not altogether satisfactory terminology we
can say that the problem of economic calculation is of economic dynamics: it
is no problem of economic statics ([1922] 1936, p. 139).

CHAPTER 5

The market socialists’ “competitive”
response: rivalry ignored

As the standard account of the calculation debate describés their
awrguments, Hayek and Robbins retreated in the face of the early
market socialist responses to Mises by conceding that a rational cen-
nal planning systemn is conceivable but contending that it is impracti-
cable because of the complexity of the equations it would have to
solve. The famous “competitive” solution of Oskar Lange and others
15 generally described as an effective demonstration of a workable
wystem of planning under which such equations need not be solved
by a central planning bureau, thus answering Hayek and Robbins.

T'he next two chapters will present an alternative version of this
stage of the debate, according to which it will be argued first (in this
chapter) that the market socialists posed and attempted to solve a
substantially ditfferent problem from the one posed by Mises, and
then (in the next chapter) that the contributions of Hayek and Rob-
bins constitute effective rejoinders to the type of solution the market
socialists offered. It should be noted that in these chapters many
contributions by Mises, Hayek, and Robbins that preceded l.ange's
1936 essay {“On the Economic Theory of Socialism,” [1936]), and
that the latter is thought to have answered, are not described until
after the Lange solution. 'The reason for this departurc from strict
chronology is that the competitive solution is being interpreted here
as an answer to the static “computation” argument described in the
preceding chapter rather than as an answer to the main arguments
of the Austrians, which will be discussed later. In other words,
Mises's, Hayek’s, and Robbins’s discussions will all be treated as (in
some cases anticipatory) answers to the competitive solution.'

The market socialists, I suggest, never grasped the essence of the

' For Hayek and Robbins to have effectively anticipated the Lange solution did not
require any feats of intellectual prophecy. In the German-language debate in the
1930s, somewhat vague proposals for introducing pseudocompetition into central
planning had already been made, and by 1934 and 1935, when Hayek and Robbins
joined the English-language debate, such ideas were, so to speak, “in the air.”

117
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Misesian challenge. They proposed a competitive solution that, on
the strength of its own ambiguity, appears to successfully steer a
patl.l between a centralized, nonrivalrous planning that would be
subject to the Austrian critique of statics and a decentralized market
that would circumvent this critique only to abandon all vestiges of
genuine planning.

I will describe this competitive solution primarily by reference to
Langf}’s classic exposition but will also refer to related arguments of
Durbin, Dickinson, and Lerner. The purposes of this description will
be to illummate the general structure of the market socialist argu-
ment, to suggest its possible relevance to the computation argument,
and o pomt out that as an answer to the calculation argument it is
ambiguous and question-begging. This task is somewhat complicated
hy 'th.e fact that in my view the contributions of these four market
socialists contain fundamental contradictions, not only among one
another but also within each of their expositions. The interpretation
presented here will represent only the most plausible resolutions of
such contradictions that I have been able 1o achieve, but articulating
the specific distinctive features of these proposals is not the central
concern of this examination. These proposals are more important,
from the point of view of this study, for what they all assume with-

out argument and for the substantive issues that they all manage to
avoid.

I.ange’s extension of the “formal simiilarity” argument
g g

We saw in the previous chapter that the Wieser and Barone versions
of the “formal similarity” argument contended that the same princi-
ples of choice should govern socialist decision making as govern this
process under capitalism. It was taken for granted that what distin-
guishes socialisyn from capitalism is not the choice problem that each
faces in the abstract but rather the practical method by which each
proposes to sulve this problem: for socialism by deliberate planning,
for capitalism hy a competitive market. In other words, it was held
that the sarn: equilibrium theory would pertain to socialism as to
capitalism but that their respective equilibrating processes—con-
scious planning or spontaneous competition— would differ.

By contrast, we saw that Taylor’s 1929 planning model, described
in “The Guidance of Production in a Socialist State,” was advanced
as a practical solution on the grounds that its equilibrating process,
characterized as “trial and error,” is analogous to that of capitalism.
Soctalism and capitalism apparently not only face a similar problem

LAe
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m the abstract; they can also employ similar practical solutions. Be-
cause of the brevity of Taylor’s discussion it was difficult to deter-
mine precisely how closely analogous this trial and error process was
supposed to he to competition under private ownership, and we will
sce in the following section that a similar ambiguity plagues Lange’s
more lengthy treatment. Hayek was to interpret these two versions
of trial and error differently, calling the earlier one a mathematical
solution and the later a competitive solution, although Lange be-
lieved himself to be simply elaborating on Taylor’s innovation.

Of more direct interest here is the specific form of the Lange-
Taylor argument. As was mentioited in the last chapter, the argu-
ment proceeds by breaking the calculation problem into two sepa-
rate parts. In the static part it is assumed that all of the specitic
decentralized knowledge of production processes, tastes, and the
availability of resources, as well as all equilibrium prices, are “given”
to plant managers. It is then meticulously demonstrated that under
these knowledge assumptions there is no difficulty in performing
economic calculation. Part two, the presumably dynamic part, then
relaxes only one of these knowledge assumptions --the correct prices
are no longer assumed given—and the trial and error process is
advanced as a procedure by which these prices arc “found.”

But the Lange-Taylor procedure of breaking the calculation
problem into these two issues amounts Lo a significant reformula-
tion of the problem that they were trying to solve. In effect, the
market socialists never properly formulated the original calculation
problem and for this reason never answered it either. By relaxing
only the one datum, prices, and retaining the assumption that all of
the other data were available, this approach reduces the problem of
knowledge dispersal to one of computing the equilibrium prices for
a set of fully specified Wahasian equations. In other words, Lange
and Taylor offered answers to the computation argument rather
than the calculation argument. Although their demonstration may
be considered relevant to Barone’s neoclassical critique of socialism,
in which the difficulty of solving such equations constituted the
central problem, it necessarily fails to provide an answer to Mises
and Hayek, for whom this computation argument was merely a
secondary point.

Larnige, in his 1936 article, “On the Economic Theory of Social-
ism,” begins his “formal analogy” between capitalism and socialism
by recounting what he calls the “textbook exposition of the elements
of the theory of economic equilibrium,” which shows how a determi-
nate equilibrium is computed in a perfect competition world ([1936]
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1964, p. 72). He cites three conditions for reaching this optimal
state: “(A) alt individuals participating in the economic system must
attain their maximum position on the basis ol equilibrium prices;
and (B) the equilibrium prices are determined by the condition that
the demand for each commodity is equal to its supply. We may call
the first the subjective, and the latter the objective condition.” The
third condition “expresses the social organization of the economic
system,” which in this case states that “(C) the incomes of the con-
sumers are equal to their receipts from selling the services of the
productive resources they own, plus entrepreneurs’ profits (which
are zero in equilibrium)” (pp. 65-6).

In standard neoclassical fashion, L.ange shows how in perfect com-
petition the subjective condition of equilibrium A is achieved when
consumers maximize their utility and producers maximize their
prohit. The former case leads consumers to equate the ratios of their
marginal utilities to prices for all commodities, whereas the latter
leads producers to equate the ratios of the marginal productivities to
the prices of each factor and to produce at the scale of output where
marginal cost equals the price of the product. Total industry output
is based on free entry and exit, which “makes the total output of an
industry such that the price of the product is equal to the average
cost of production” (pp. 66-8). This gives us the total output and
demand for the commodities and factors on the market as a deter-
minate solution.?

L.ange then shows how condition C tells us that “incomes of con-
sumers are determined by prices of the services of ultimate produc-
tive resources and by profits so that, finally, prices alone remain as
the variables determining demand and supply of commodities” (p.
69). Using the objective condition B, which says that demand equals
supply, we can determine the set of prices that equilibrates the mar-
ket. “As Walras has brilbantly shown,” Lange concludes, “this is done
by a series of successive trials (tatonnements)” (p. 70). For Lange, “the
theoretical solution of the problem of equilibrium on a competitive
market” consists of a proot of the determinateness of equilibrium
“under capitalism,” but the actual solution to the problem, he
argues, is achieved by Walrasian ttonnements — that ts, by a kind of
trial and error where, “if ... the quantiies demanded and the
quantities supplied diverge, the competition of the buyers and sellers

? I should note in passing that Lange jumps casuaily from a tautological condition of
incomes (C) to a causal determination of incomes. The difference betweena mathe-
matical determination, as in y = f{x), and causal determination - x causes y~is often
obscured tn the market socialist discussions.
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will alter the prices .. . And so the process goes on until the objective
cquilibrium condition is satisfied and equilibrium finally reached”
p.71).°

Having shown how an equilihrim “for capitalism™ is both deter-
aunate “theoretically” and, at least to Lange’s satisfaction, actually
altained in practice, Lange proceeds to show how in a socialist com-
munity the equilibrium can also be determinate “theoretically” and
how a similar process of trial and error can find this equihbrium.

The subjective equilibrium condition is met, Lange asserts, by per-
mitting consumers to maximize their utility in the market tor con-
sumer goods, as with capitalism, and by having producers, no longer
puided by the standard of profit maxiinization, obey two rules im-
posed upon them by the central planning board. Rule 1 must sup-
plant the perfect competition model’s characteristic that profit max-
imization leads producers to equalize their marginal products for
cach factor, so here the central planning board instructs the pro-
ducers to choose the combination of facters that minimizes the aver-
age cost. of production. Rule 2, Lange says, must replace the perfect
competition model’s characteristic that the optimal scale of output is
brought about by means of profit maximization such that margmal
cost equals the price of the product. Thus rule 2, addressed to the
managers of plants, instructs them to produce at that level where
marginal cost equals price (pp. 75-6).

Total industry productien is then set “by addressing the second
rule also to the managers of a whole industry ... as a principle to
guide them in deciding whether an industry ought 10 be ex-
panded ... or contracted” This “performs the function which
under free competition is carried out by the free entry of firms mto
an industry or their exodus from it” (pp. 76-7).

These rules are then to be interpreted by the decision makers on
the basis of the prices given to them tor their relevant costs of
production and output prices. In this model, the prices of consumer
goods and wages are determined by a market, whereas the factor
prices are fixed by the central plannmg board. The decision makers
are to be instructed to use these prices in their accounting, thus

3 Mere will be said fater about Lange’s implicit assumptions here both that an equilib-
riwn can be “reached” and that it could be recognized as such if i were ever
attained.

Both the extent to which Lange’s rules represent a fundamental retreat from the
traditional concept of planning, as well as the argument that rhe rules would be
unenforceable, will be addressed in Lhe next chapter. This section is strictly con-
cerned with the role of the rules in Lange's extension of the formal similarity
argument.
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establishing the “parametric” function of prices~ that is, the prices
are “parameters detcrmining the behavior of the individuals,” and to
the extent that these prices represent true relative scarcities they will
guide choices toward the optimal allocative-productive arrangement
(p. 70).

Lange finishes the analogy by arguing that the objective equilib-
rium condition —supply equals demand —is met by “trial and error”
price corrections by the central planning board when surpluses or
shortages appear.” Here the planning board supplants the market
for capital goods in the function of clearing markets. Thus the so-
ctalist community has formally the same deterniinate equilibrium as
the perfectly competitive model and discovers this equilibrium by
the same Walrasian trial and ervor process.

In perfect competition, Lange argued, the conditions of equilib-
rium are met through consumers’ utility maximization, producers’
profit maximization, and free entry and exit, giving the equilibrium
set of prices when, by Walrasi.un trial and error, supply equals de-
mand. In socialismn, 1.ange asserted, the same conditions can be met
by consumers’ utility maximization and by imposing the two rules for
producers (minimize average cost. and produce at the level where MC
= P) and by instructing plant managers 10 use the planning hoard’s
prices in their accounting. The equilibrium set of prices is achieved
when, by Taylorian trial and error, supply equals demand.

It cannot be denied that as an answer to the computation argu-
ment, Lange’s detnonstration is an impressive accomplishment, and
indeed it would seem that neoclassical economists who doubt the
workability of socialism face a difficult task in responding to this
demonstration. If the equilibrating process of real-world capitalism
is explained by recourse to a Walrasian auctioneer, it is not clear why
a plannmg bureau could not similarly function as a coordinating
agent. 1f there is u satisfactory refutation of Lange, it must be one
that is as critical of this “auctioneer” equilibrating mechanism as it is
of the central planning board, and for essentially the same reason.
Neither auctioneer nor planning board could have the requisite
knowledge.

Throughout his demonstration, Lange retains the assumption that

* Although all of the market socialists casually empiey the terminology of “supply and
demand,” none of them explicitly offers any explanation of the basis upon which
inclividuals who own no title to the means of production are supposed to express
"demand” for factors. T'o simply asser( that soctalist managers should act se as to
equate supplics and demands is to gloss over the underlying legal framework within
which supply and demand have meaning.
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alternative production techniques and data on the availability of re-
sources, as well as on the set ol tradable commodities, are known by
cither capitalist entrepreneurs or socialist plant managers. The only
ignorance built into this neoclassical formulation of the problem is a
temporary ignorance of the “correct”™ prices, which, it is argued, may
he obviated by a process of trial and error. For any conceivable
conhguration of relative prices it is assumed that cach plant man-
ager can simply read from known cost curves the optimal quantities
he has to produce in order to equate his marginal costs to the selling
price of his product.

It is only by assuming objectively known costs that the function
that profit maximization fulfills under capitalism can plausibly be
replaced with a pair of rules issued by the central planning board to
plant tnanagers. If costs are unknown to the planning board, it
would be impossible for it to tell whether or not plant managers are
obeying the rules.

Thus the problem of knowledge dispersal that Lange proposes to
solve by trial and error is a much narrower problem than that which
Mises raised. By assuming that all of the information required for
peneral equilibrium except the correct prices is given, Lange and his
school trivialize the complex process by which the dispersion and
acquisition ol knowledge takes place. Each producer is assumed to
already have at his disposal a complete set of technologically feasible
production methods into which he need only plug the planning
board’s computed prices in order to decide the best combinations of
resources.

In the Austrian view, by contrast, procducers discover feasible and
more efficient methods of production only by trying different ones
and by either failing or succeeding, success being revealed only in pro-
fit and loss figures. The advantages of the non-tdtonnement equilibrat-
ing process is that it depends on the competition of separate private
owners who disagree about which techniques are better. This competi-
tion permits differententrepreneursto try their hands at proving their
views on the market by making a profit. Those with more accurate ex-
pectations and more efficient technological methods struggle rival-
rously against those with less. Market competition is thus what Hayek
calls a “discovery procedure” in which the extensive knowledge that
neoclassical economists graphically depict in production possibility
surfaces is not in fact inherently in the mind of the plant manager any
more than it could be at the disposal of the central planning board.
Without an ongoing competitive discovery process, the manager too
would be ignorant about what methods are more efficient.
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Hayek’s discussion of the difficulties of centralizing the dispersed
knowledge of an econorny has frequently been interpreted as mean-
ing only that the producers’ choices of optimal production tech-
niques must be decentralized but that the adjustment of prices could
still be performed by a central planning board equipped with a
suf ficiently powerful computer. This dichotomy between the discov-
ery of correct prices and the discovery of efficient production tech-
niques is an artificial theoretical procedure that begs the essential
questions of the calculation debate. In the real world’s market pro-
cess, the trial-and-error testing of techniques and of prices are inex-
tricably bound together. Actual producers simultaneously bid prices
up and down as part of their experiments with production tech-
niques, and without this competitive process they would not know
what techniques are better. But, it might be argued, if one does not
assunie that the entrepreneur has this knowledge under capitalism,
then how does a capitalist price system offer him the knowledge he
rcquires to make rational decisions? The point is that apart from
what he has learned from the competitive process, the entrepreneur
has very little technological knowledge. He gradually learns that
which is relevant to a limited range of rclative prices by experiment-
ing and revising his plans in accordance with profit and loss infor-
mation. It is ounly through a process of interacting with the price
systemn that an entrepreneur gains a technological knowledge of
prices, a knowledge that pertains to the limited range of relative
prices he has experienced. This learning process is missed by a mode
of analysis that assumes that enough knowledge is available initially
to yield a detertninate solution of simultaneous equations.

Thus Lange and his school offer a discovery process for only a
small segment of the knowledge that the Austrians hold is dispersed
throughout the price system-—that is, knowledge needed to set the
correct prices themselves. The next section will further examine
Lange’s conflicting remarks about this notion of trial and error, but
my aim in this section has been to show the important role that the
trial and error process plays in Lange’s overall argument. For him,
socialistn does not simply face the same equilibrium logic of choice as
capitalism; socialism is to employ a procedure for equilibration simi-
lar to that ostensibly employed under capitalism, a Wahasian
tatennement process. Thus the formal analogy of socialism to capital-
ism that led Wieser and Barone to doubt that socialistn was practical
is extended by Lange to a practical analogy used to show that social-
istn is as practicable as capitalismn.
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The crucial ambiguity of “trial and error”
guity

Any assessment of the significance of Lange’s version of the formgl
«imilarity argument depends on how this trial and error process Is
mterpreted with respect to the issue of rivalry.® Buton this cruc1.al issue
I.ange and the other market socialists are surprisingly amb'lguous.
Although some passages lend themselves to the interpretation that
Hayek called the mathematical solution, the general thrust of other
arguments seems more consistent with what Hayek called the “com-
petitive solution.” Underlying this ambiguity is failure (duetoan ove.rly
narrow formulation of the knowledge dispersal problem) to recognize
the disequilibriiim aspects of choice. By considering only the optimiza-
lion aspect of choice, Lange failed to recognize that his own scheme,
like capitalism, would inevitably always be in disequilibriumand conse-
quently that production plans would be in a continuous state of rivalry
among one another. But this unrecognized necessity of rlvalry'und'e;r—
mines the “competitive” solution with respect to both its practicability
and its presumed status as a species of central planning. .
Lange variously refers to this process as “the same process of trial
and error by which prices on a competitive market are determined”
([1936] 1964, p. 87) and as “a method of trial and error similar to
that in a competitive market” (p. 86). 1f trial and error is exactly the
same process as competition among private owners, then it does not
constitute a socialist model at all, and if it is different but similar
then it would seem incumbent upon Lange to specify the differ-
ences. If, as his argument entails, his model of socialism is to l?e
rendered plausible on the basis of its similarity to capitalism, we WI'"
have to know which aspects of capitalism are to be retained. Only if
these retained aspects are sufficient to generate a coordinating pro-
cess in the face of continuous, unexpected change can the model be
accepted as an answer to the Mises-Hayek challenge.

* Both E. F. M. Durbin ([1936] 1968, p. 151; 1937, pp. 580—1) and Dickinson (1939,
p- 213) argued for “financial independence” and profit/loss accounting on the part
of plant managers under socialism without recognizing that this contradicts the
principle of common ownership of the means of production. Dobb had good reason
for remarking that in debating with the “elusive” Lerner he was “embarrassed by a
sense of battling with an invisible opponent™ (1935a, p. 144). Such comments as the
following by Lerner hardly help to dispel the confusion: “*And by a price system I
do mean a pricc system. Not a mere a posteriori juggling with figures by auditors, but
prices which will have to be taken into consideration by managers of factories in
organizing production” (1935, p. 152). “The competitive price system has to be
adapted to a socialist society. If it is applied in toto we have not a socialist but a
competitive society” (1934b, p. 55).



126 Rivalry and central planning

As Hayek points eut, in order tor central planning to work, the
knowledge that is dispersed in a decentralized system would have to
be “concenirated in the heads of one or at best a very few people
who actually formuiate the equations to be worked out” ({1935]
1948, p. 155). Both Hayek and Robbins ridicule the notion of cen-
tralizing all the knowledge of technological processes in the ministry
of production. The main purpose of Lange’s essay was to deny that
such centralized knowledge would be required for a socialist system.
tiowever, it should be noted that Lange was not able to entirely free
himsell from the assumption of most socialists of his time that the
central planning board would have vast reserves of knowledge at its
disposal. Although Lange clearly intended to develop a scheme that
would be immune from Hayek’s charge ({1935 ] 1948f, p. 155) that
the central planning board would have 1o mainrain “complete lists of
the different quantities of all commodities which would be bought at
any possible combination of prices of the different commodities
which might be available,” nonetheless much of Lange’s discussion
appears to assume that such knowledge is available to the planning
board.

For example, when arguing that his scheme would be free of
business cycles, Lange contends that whereas a business failure
under capitalism may lead to a chain reaction of failures, socialism
can localize mistakes. In making a correction for one mistake, “All
the alternatives gained and sacrificed can be taken into account,”
and the “secondary effect of a cumulative shrinkage of demand and
of unemployment of factors of production” can be avoided ([1936)
1964, p. 106). Underlying this suggestion must be the assumption
that the central planning board will somehow possess such intricate
knowledge of the structure of production that it can weigh !/ (the
emphasis was Lange’s) the cowmplex alternative sequences of events
ymplicit in each mistake. Yet if the planning board is presumed 10
have such knowledge, why should it allow discretion on the part of
mistake-prone plant managers in the first place? Surely the reason
that Lange’s model permits such discretion and individual mis-
takes—that is, the impossibility ot centralized knowledge-—also
argues for the inability of the planning board to foresee the com-
plex, rippling implications of such mistakes throughout the structre
of production.

Dickinson (1933) had based his whole adjustment process on this
assumption of the availability of complete knowledge, contending
that since production would no longer be private and secret hut
would take place behind what he called the “glass walls” of socialism,
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s would be easy, through empirical estimation of supply and de-
mand curves, to tind the equilibrium configuration of prices. Al-
Mough Lange di¢ not adopt this position, he was apparently not
cutirely disabused ot the assumption that the relevant .knowledge 15
somehow available to the planning board. Lange and Dickmson both
refer to the deliberate construction and use of demand and supply
schedules derived from statistics by the planning board as if such
devices were practical tools of discerning stable empirical conditions
rather than mere heuristic tools of analysis. Although Lange (pp.
K9—90) does not believe that “a knowledge of the dema.nd- and
supply schedules derived from statistics” is necessary, as chkl'nson
(1933) believed, he contends that such knowledge would be available
and “may be of great service.” .

Indeed Lange eventually arrives at the confident conclusion Lh:}l
“ihe Central Planning Board has a much wider knowledge of what is
going on in the whole economic system than any private entrepre-
neur can ever have and, consequently, may be able to reach the right
equilibrium prices by a much shorter series of successive trials than a
competitive market actually does” (p. 89).

But this comparison between the central plannmng board and“lhe
competitive market is improperly formulated n two respects. First,
Lange’s comparison should not be between the knowledge possessed
by the planning board and that of a single private entrepreneur. No
one ever suggested that a single participant in the market knows
how to set equilibrium prices in an entire economic system. The
relevant comparison would have to be between the knpwlgdge con-
sciously possessed by the planning board and that which is uncon-
sciously retlected in a competitive price system. Th.e' calculation
argument contends that a competitive price system utl.llges lhe’(‘lls-
persed particular knowledge of all of its numerous participants. I'he
issue depends on whether the planning board could ever cppscnou;ly
master all of the knowledge that is contained in a competitive price
system but that is not mastered by any individual entreprencur.

Second, Lange is comparing the speed with which lhe_lwo systems
are supposed to be able to “reach the right equilibrium prices,”
whereas under realistic assumptions of continuous change, neither
can ever reach equilibrium. Lange’s failure to realize that any.real
economy would invariably find itself in disequilibrium at all times
leads him to disregard the crucial disequilibriuim aspects qf choice
(futurity and alertness) and thus to trivialize the equ‘ilibrauo? pro-
cess. In place of profit-seeking entrepreneurs unconsciously bidding
prices toward an equilibrium that none of them knows how to find,
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we have rule-following plant mnanagers consciously equating margi-
nal cosis to the equilibrium selling prices that are deliberately
“found” and given to them by the central planning board.

Compared to his predecessors, however, Lange does seem sensi-
tive to Hayek’s charge that the crucial knowledge about the techno-
logical transformation of some commodities into others cannot real-
istically be assumed to be available to the central planning office.
Lange concedes that the full centralization of all such knowledge as
would be required for the equation-solving model of central plan-
ning may be, if not inconceivable, at least impracticable. Lange’s rial
and error solution appears to be offered primarily as an effort to
develop a theory of partially decentralized planning according to
which prices of capital goods are set by the board but factor combi-
nations on the basis of these prices are chosen by decentralized plant
managers, using their special technological knowledge.’

Lange rests his whole justification for the workability of this trial
and error method on its similarity to the spontaneous price adjust-
ment that regularly occurs under capitalism. He responds to the
computation argument that the planning board would be unable to
solve millions of equations by denying that the board would have to
perform this task at all. “Exactly the same kind and number of
‘equations,’ no less and no more, have to be ‘solved' in a socalist as in
a capitalist economy, and exactly the same persons, the consumers
and managers of production plants have to ‘solve’ them” (pp. 88-9).

Apparently Lange wants to rely on a spontaneous, decentralized
solution to the Walrasian equations rather than a deliberate mathe-
matical solution. Market-clearing prices will be found by observing
the fluctuations of supply and demand. However, to preserve at
least some vestige of “planning,” Lange proposes that, as in the
neoclassical model of perfect competition, all market participants are
to be pure price takers, while all price adjustment is to be carried out
by the planning board instead of the auctioneer.

As Lange explicitly points out, “This method of trial and error is
based on the parametric function of prices” (p. 86) according to which

" Lerner (1935, p. 153) appears to take a similar view when, in arguing against Dobb’s
apparent assumption of a supertechaician who can subsume all production under a
single ptan, he argues that “it is possible to enlist each producer’s separate
knowledge of the ratio between marginal productivities of factors in his own work-
shop, and to integrate this knowledge in the service of society by the use of the price
mechanism. If every producer so regulates his production as to make the marginal
productivities of factors proportional to their prices on a market, and il the prices
are moved so as to equate the producer’s demands to the supply, the problem can
be solved without waiting for the supertechnician.”
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all decision makers are assumed to be pure price takers. “All ac-
rounting has to be done as ¢f prices were independent of the decision
tuken. For purposes of accounting, prices must be treated as con-
stant, as they are treated by entrepreneurs on a competitive market”
(p. 81).

But this is precisely what real entrepreneurs do not do. As Kirzner
has shown, the reason that the perfect competition model fails is
hecause within it there is no procedure by which prices can ever
+hange. The “entrepreneur,” in this view, does not treat prices as
parameters out of his control but, on the contrary, represents the very
causal force that moves prices in coordinating directions. In other
words, Lange claims that his trial and error process will work on the
grounds that it at least resembles, if not duplicates, the equilibrating
process of capitalism. FThis he represents as a Walrasian auctioneer
trying prices until a configuration is found that equilibrates all mar-
kets. From the point of view of the Austrian economists, this very
similarity of Lange’s model to Walras’s establishes its unworkability.

l.ange seems to admit that the real capitalist world bears little
resemblance to the perfect competition equilibrium model: “The
capitalist system is far removed from the model of a competitive
cconomy as elaborated by economic theory” (p. 107). But he rejects
this equilibrium as descriptive of reality only to supplant it with
other equilibrium constructs, those of Robinson and Chamberlin,
which employ a notion of choice that is equally restricted.®* Thus his
argument against capitalism is that it attains the wrong equilibrium,
but he nevertheless is assuming that an equilibrium can be attained.

He deems it a virtue of his model that unlike under capitalism,
where monopolists frequently can have an effect on prices to their
own advantage, plant managers under his scheme will have to act as
pure price takers. But this supposed virtue would be seen from the
Austrian perspective as a serious defect. Precisely because all initia-
tive for price changes must come from the planning board, the
equilibration process of Lange's model would be at best extremely
cumbersome. In contrast to a market, where a multitude of entre-
preneurs, situated in the interstices of the capital structure, can con-
tinuously bid prices up and down on the basis of their specialized

* Other participants in the debate, such as Lerner (1934a) also seemed to view the
fact that the real world differs from perfect competition as a defect of capitalism
that socialism can at least potentially correct, rather than a defect of the model. For
the argument that monopolistic and imperfect competition theories preserve the
static limttations of perfect competition theories and add some additional limitations
of their own, see Kirzner (1973, pp. 112-19).
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knowledge and expectations, the prices in Lange’s model can be
changed only when the planning board notices observable shortages
or surpluses of stocks.

Let the Central Planning Board start with a given set of prices chesen af
randem. All decisions of the managers of production and of the productive
resources in public ownership and also all decisions of individuals as con-
sumers and as suppliers of labor are made on the basis of these prices. Asa
result of these decisions the quantity demanded and supplied of each com-
modity is determined. If the quantity demanded of a commodity is not equal
to the quantity supplied, the price of that commodity has to be changed (p.
86).

This process of trial and error, we are told, is repeated until “equi-
librium prices are finally determined” (p. 86).

What remains unclear in this discussion is just what is supposed to
be happening while the planning board is conducting its trials and
somehow identifying its errors. Depending on the answer to this
question, two fundamentally different kinds of trial and error nod-
els can be reconciled with Lange’s presentation. If, as in the Walras-
ian auctioneer model, no activity begins until the full implications of
tentative demands and supplies are worked out, then we would have
a nonrivalrous “planometric™ model that would involve the mislead-
ing “static” assumptions that were examined in the preceding
chapter. If, on the other hand, production activity proceeds during a
rivalrous trial and error process, then we would have trading at faise
prices, which would, as it does under capitalism, prevent the system
from ever attaining general equilibrium.

The failure of the capitalist system to ever reach equilibrium is not
fatal for its trial and error process of equilibration, since decision
makers can orient themselves to one another by using the decentral-
ized guide of money profits or losses, but the corresponding failure
of Lange’s socialist system would seem to be more serious. Having
rejected profits as a signal, the market socialists have not shown how
they could differentiate a successful from an erroneous “trial” in
their trial and error process once a system-wide equilibrium is ac-
knowledged to be unattainable.

Lange’s trial and error procedure of reaching equilibriurn may be
plausible for a virtually static world in which economic changes are
assumed to be occasional disturbances to an equilibriurn that nor-
mally exists. Where only “small variations at the margin” are neces-
sary to maintain this equilibrium (p. 88), these adjustments could be

The market socialists’ “competitive’” response 131

made by the planning board and the economy could quickly be
icturned to equilibrium.’

In Lange’s presentation the process of [inding equilibrium prices
appears Lo be a simple matter of observing the inventories of fin-
ished goods. “The right prices are simply found out by watching the
«uantities demanded and the quantities supplied and by 1aising the
price of a commodity or service whenever there is an excess of
demand over supply and lowering it whenever the reverse is the
case, until, by trial and error, the price is found at which demand
and supply are in balance” (p. 89).

Thus Lange seems to believe that all that is needed to ad just prices is
the observation of certain objective and verifiable facts concerning the
levels of stocks, apparently a task that either plant managers or bureau-
crats in the planning board could undertake and that higher authori-
ties could continually monitor. He believes that it will be a relatively
easy matter to “find” an economy-wide general equilibriutn by having
the planning board adjust prices on the basis of observed supplies and
demands. Yet this proposition is nowhere defended explicitly, and
L.ange seems to think it follows from the fact thata “similar” process of
wrial and error takes place in existing capitalist markets.

Now in a static mode! such as a pure Marshallian fish market, one
may imagine the equilibration process to be this simple a marter of
equating current supply and demand. In such a world, by construc-
tion, only the present matters, because the fish will soon spoil. As
with the Walrasian auctioneer, the market-clearing price can be
found by calling out either prices or quantities until no excess sup-
plies or demands are being expressed.

Such highly simplified market models may be useful heuristically
precisely because of their simplicity, but their equilibration process
cannot be considered representative of those of real-world markets,
tor at least two reasons. First, the ends/means tramework within
which decisions are made, involving the complete definition of all
products (and product quality) and the full specification of adminis-
trative units assigned to produce them, is assumed given. Choice is
viewed as purely routine optimization within this given framework,
thus excluding any possible alertness to innovations in product defi-
niton or institutional organization.

¥ Dickinson (1939, p. 183) also seems to believe that an economic system can be
expected to actually “converge to a definite end position,” after which “small ad just-
ments will be sufficient to keep the system in equilibrium.”
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Second, in the real world, where production takes place through
time, supplies and demands are not simply observed as objective
data such as inventory stocks; they have to be anticipated. The eval-
uation of means of production must be made on the basis of expec-
tations of future conditions. It will not suffice for a producer who is
now launching a ten-year project—say, building a factory —to be told
to observe whether the stock of similar factories that are unsold is
vising or falling. If he waits until excess supplies and demands are
manifest in actual stocks before acting on them he will be forever too
late.

Thus the essential weakness of Lange’s approach is the very weak-
ness that was found in the arguments of ‘the earlier market socialists:
The analytic frarnework for studying “choice’ is too narrow for the
problem at hand. The Lange scheme could work only in a world
populated by pure mechanistic optimizers, selecting the best among
known alternatives, but could not work to the degree that choice is a
matter of entrepreneurial alertness to new opportunities or a matter
of making judgments about possible future opportunities.

Variations on the Lange theme

This chapter has concentrated on Oskar Lange's presentation be-
cause of its prominence in the standard account of the debate as the
definitive answer to Mises and Hayek. Relatively little has been said
about the other market socialists whose arguments appeared at
about the same time and in most respects duplicate points made by
Lange. The main criticisms that 1 have made of Lange’s formulation
of the problem and of his trial and error solution also apply to the
contributions that will be discussed in this section. But rather than
reiterate these points it might be more fruitful to examine these
variants of Lange’s response to Mises in order to see if we can find in
their underlying notions of choice those specific elements of alert-
ness or futurity whose absence constituted the most serious defect of
Lange’s scheme. We will look, in the contributions of Durbin,
Lerner, and Dickinson, for any clues that they could be found inno-
cent of the charges the Austrians leveled against Lange. We might,
indeed have hopes for finding such clues, since there were definite
“Austrian” influences on all of these writers. E. F. M. Durbin (1934),
for example, made an important contribution to the exposition of
the Austrian theory of the trade cycle, and many elements of this
theory, such as that concerning the time structure of production, can
be found in the books by Lerner (1944) and Dickinson (1939) as
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well. But in terms of the specific meaning that I attach to “Austrian”
as opposed to neoclassical economics in this study, 1 conclude that
despite these influences the essential perspective of the Austrian
school was absent from the contributions of these writers to the
calculation debate.'

Durbin

The contribution of E. F. M. Durbin ([1936] 1968) may appear
superior to Lange’s in certain respects; Durbin differentiates
among the three branches of marginalist economics, acknowledges
the unworkabulity of socialist schemes constructed on the basis of
the Walrasian, general equilibrium analytic framework, and pro-
poses one or both of the other approaches as alternatives. In light
of the central part that the distinctiveness of the Austrian branch of
marginalism plays in this study, Durbin’s approach may seem more
congenial than the standard procedure of viewing the three margi-
nalist schools as identical. However, we will see that on the crucial
question of the assumption made about knowledge, Durbin too fails
to discern those distinctive features of the Austrian approach that I
have stressed.

Durbin answered Hayek’s and Robbins’s computation argument
by contending that it constitutes an argument only against the Wal-
rasian-Paretian analytic apparatus. However, he believed that either
a “solution by way of marginal products” along the lines of the
theories of Cannan, Pigou, and Beéhm-Bawerk, or a solution con-
structed in terms of Marshallian supply and demand curves would
be immune from Hayek’s and Robbins’s charge ({1936] 1968, p.
141). As Durbin pointed out, “the whole point” of his 1936 article
was “to try to suggest a more practicable method of calculus than Dr.
Dickinson’s simultaneous equations” (1937, p. 578)."

Like Lange, Durbin proposed two “rules” to guide plant managers
under socialism to get them to take the kind of actions that would

" For an in-depth discussion of the intellectual context of the early English demo-
cratic socialists (Durbin, Lerner, and Dickinson) see Elizabeth Durbin (1984). As
she stresses, these writers were, at the time of the debate, groping for solutions to
the serious depression that was plaguing the world's economy. Although there are
few hints in their contributions to the debate, they were all soon to opt for Keynes-
ian macroeconomic policy as their primary tool for economic planning.

Evidently, contrary to L.ange's view of Dickinson's 1933 essay, Durbin saw this essay
as an attempt at a practical solution upon which Durbin was trying to improve, and
not as merely an abstract “formal similarity™ argument.
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result in an approximation of competitive equilibrium.” Yet the
chief component parts of these rules—average or marginal costs—
are themselves resultants under capitalisn of a process of active
competition for profit among private owners. To siinply assume that
knowledge of these costs would be equally available to the passive
recipients of the central planner’s rules is to continue to beg the
important question. Thus Durbin’s proposal assumes explicitly that
“the ability to discover marginal products is not dependent upon the
existence of any particular set of social institutions” (p. 143) and
implicitly that the demand curves are known (pp. 145--50). Like
Taylor and Dickinson, Durbin has glossed over the essential question
concerning how the knowledge of marginal costs can be acquired.
Once this knowledge has been assumed it is not clear why the Aus-
trian or Marshallian method is any more (or less) capable of reveal-
ing the implications of this knowledge in an equilibrium set of prices
than the Walrasian method of solving equations would be. Under
perfect-knowledge assuinptions, little but style of exposition differ-
entiates the three marginalist schools,

Durbin’s refusal to extend his analysis beyond this assumption of
objectively known costs is quite deliberate. He considers such ques-
tions (for example, the question of how decision makers could in
practice discover such bits of knowledge under socialist institutions)
to be beyond the realm of economic theory. Durbin explicitly admits,
“It may be very difficult to calculate marginal products. But the
technical difficulties are the same for capitalist and planned econo-
mies alike. All difficulties that are not accountancy difficulties are
not susceptible to theoretical dogmatism” (p. 143)."” Thus all ques-
tions concerning how knowledge is to be dispersed without the com-
petition of private owners are deemed “practical questions” upon
which the theorist cannot pronounce judgment. “In the realm of
economic theory, then, the marginal productivity solution seermns
adequate. As long as the socialised factories calculate marginal pro-
ducts, and mobile resources continuously move to the highest mar-
gins, the problem of calculus will be solved” (p. 143).

2 Durbin’s rules are not quite the same as Lange’s: They are “(a) that [plant man-
agers} shall calculate the marginal productivity to them of all mobile resources; (b)
that mobile resources shall everywhere be moved to the positions of highest calcu-
lated product” (pp. 142~3). He then moditied these marginal cost instructions with
average cost criteria, for which Lerner severely criticized him.
This, as well as Chapter 1 of Lerner’s Economics of Control (1944), suggests that any
point of view that rejects the mixed economy in favor of laissez faire capitalisut or
complete central planning must ipso facto be “dogmatic.” This idea is often itself
asserted without supportive argument—that is, dogmatically.

=
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This procedure of refusing to discuss practical issues, such as the
specific institut s by which central planning is supposed to oper-
e, the nature o+ property rights under socialism, or the dispersal of
knowledge in th: absence of competition, reflects a consistent pat-
tern in all the market socialist arguments. Indeed this relegation of
all discussion > he abstract: formulation of the optimum at which
planning should aim, at the expense of any consideration of the
mechanism by which this aim might be realized, only became intensi-
lied in the subsequent development of market socialistn. What began
as the question of ¢jie workability of socialist institutions ended as the
rvefinement of the welfare economic guidelines toward which social-
ists should stvive, regardless of any “mere” practical question of how
this might be brought about.

Dickinson

‘The systematic book by H. D. Dickinson (1439) might he thought a
likely candidate for an exposition of market socialism that extends the
argument beyond the pure static logic of choice into the sphere of dy-
namic issues. Bevond the. sheer size and comprehensiveness ofthe vol-
ume, which sugisests that more topics may be covered than in the
briefer discussiens of Lange and Durbin, there is the hopeful sign of
some specific grappling with sub jects such as risk and entrepreneur-
ship. Furthermor, recalling from the: previous chapter that Dickin-
son, on the basis of dynamic considerations, abandoned his earlier be-
lief in an equation-solving solution to the calculation problem, we have
some reason to expect him to take up such matters in this book.

However it appears that Dickinson’s retreat was not as complete as
it might have seemed and that even this modified presentation re-
tains a basically static perspective. His discussions of risk and entre-
preneurship will serve to illustrate that although he tries to cope
with these essentially dynamic issues, he leaves off his discussion at
just the point where they begin to become interesting.

On the issue of risk, the Austrians have often cited Frank Knight’s
classic book Risk, Uncertainty and Profit ([1921] 1971) in support of
their distinction between risk and uncertainty. Many neoclassical
economists would doubt the value of this distinction, but interest-
ingly enough Dickinson begins his discussion by citing Knight (in a
footnote) and pointing out that some risks are “uninsurable” and so
“constitute true economic uncertainty.” Once this is admitted, Mises
and Hayek would contend, it follows that socialist institutions would
be unable to cope adequately with such true uncertainty.
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But Dickinson (1939, pp. 93--8) goes on to argue that planning
can eliminate some of these uninsurable risks outright and can cover
the rest by adding a special “uncertainty-surcharge” to the usual
elements of cost such as wages, rent, and interest. The uncertainty
that he believes planning can completely eliminate includes all of
those risks that are “duc to the simultaneous action of a number of
entrepreneurs ignorant of each other’s decisions” (p. 93). Still refer-
ring to the “glass walls” of socialism, Dickinson seems to believe that
tracing eut and reconciling the detailed implications of producers’
plans in advance of their execution is not only a practicable goal but
one of the chief virtues of the planned economy. “The object of
genuine economic planning . . . is to substitute a conscious and direct
relation of production to human needs for a relation arrived at by
an indirect mechanism through the unconscious pushes and pulls of
innumerable private interests in the market.” Dickinson offers no
argument to support his contention that this uncertainty that is due
to the simultaneous construction of rivalrous plans can be eliminated
under socialism (p. [0). Surely the fact that each decision maker is
ignorant of the detailed plans of his rivals is not, as Dickinson im-
plies, essentially a result of industrial secrets kept behind the
“opaque walls” of capitalism."* Each producer could inundate his
rivals with information about his plans without significantly reducing
their ignorance about the concrete implications of his plans for the
tfeasibiliy of theirs. It is only when they actally clash in competition
and the economically stronger rivals succeed in winning profits that
anyhody learns about these concrete implications. T'o assume they
could be learned without the aid of this rivalrous pursuit of profit by
the relative degrees of the various “pushes and pulls of innumerable
private interests in the market” is again to beg the question.

But, Dickinson concedes, there are some uninsurable risks that are
“inherent in all production in anticipation of demand,” both because
theve may be changes in “the method of production” and because
there may be “new needs or changes in the relative order of urgency
of old needs” that require adjustment. In these cases, he says, unin-
surable risks would be accounted for by attaching a surcharge 1o the
piice of the commodity whose production involves uncertainty. “The
calculation of a surcharge for uncertainty is,” Dickinson says, “a
more diffcult task than the determination of a rate of interest” (p.

' See Dickinson (p. 9). Of course individuals er carporations may and do keep secrets
under capitalism, and in particular instances this may be considered an antisocial
act. But 1o prohibit such secrecy would not only fail to solve the calculation prob-
lem; it would also intrude unnecessarily on the privacy of innocent persons.
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97). But since “in the individualist community it is largely a matter of
guesswork,” he contends that uncertainty should present no spgci;nl
problem for socialist costing that is not already problem fOr.Capllal-
ism. He concludes his treatment of uncertainty by speculating that
the socialist community “might in time evolve a statistical treatment
of uncertainty based on the frequency distribution of sales and of
price changes” (pp. 97-8). ) '

But as Knight's distinction between insurable and uninsurable risk

was intended to show, it is in the very nature of uninsurable risk that
its cost cannot be reduced to a specific value based on a frequency
distribution. It is hardly a satisfactory answer to problems of true
certainty (o end up assigning just such a value to uninsurable risk.

However, the clue to the limitation of Dickinson’s treatmeut of
uncertainty lies in his remark that coping with uncertainty, even
under capitalism, is merely a matter of “guesswork,” under wh.lch
category he includes "unconscious judgment, based on ol.d-slandmg
habit and a mass of assimilated experience” (p. 97). Such “judgment”
represents what Michael Polanyi called “inarticulate knowledge,”
and its skillful exercise depends on the context within which the
decision maker acts. This context includes the “assimilated experi-
ence” of relative prices and their implications for profitable produc-
tion methods. Thus, to the Austrian economists, this is precisely the
kind of choice that stimulates the competitive discovery process and
that socialist institutions would be hard pressed to replicate, whereas
to Dickinson this kind of choice is dismissed as arbitrary guesswork.

Section 3 of Chapter 9 in Dickinson’s book, entitled “The Er}tre*
preneur in a Planned Socialist Economy,” is the only part of the
book that deals with the important question of the locus of owner-
ship and responsibility in the market socizalist soci‘e.L)n. Here the
reader might expect to be offered an explicit reconciliation, on the
basis of the delegation of responsibility for decision mak?ng, gf the
apparently contradictory goals of centralized conscious dn-.ccuon of
production and decentralized choice according to !he gtludance of
prices. Unfortunately Dickinson again cuts otf his discussion at pre-
cisely the point in his argument when it comes closest to the crucial
question.

He begins the section by admitting that he has borrowed substan-
tially from elements of capitalism, including the use of '(but not the
exclusive reliance upon) profit and loss accounting, in terms of
money prices, by decentralized and financially independent enter-
prises. This, he points out, “raises the problem of the powers and
remuneration of the individuals who are to manage” these enter-
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prises (p. 213)." His answer to this pertinent question is that if the
cconomic system is to “realize its economic advantages to the full, a
very large degree of independence must be given to the managers”
and that they “must he free to experiment with ncw products, with
alternative methods of production, and with the substitution of one
kind of material, machine, or labour for another” (pp. 213-14).
Further, Dickinson admits that “independence: involves responsibil-
ity,” and thus that the “manager’s personal remuneration must in
some way reflect his success or failure as a manager.” Without this
correspondence between the manager’s payment and his firm’s pros-
pects, Dickinson points out, the manager would either be “tempted
to embark on all sorts of risky experiments on the bare chance that
one of them will turn out successful,” or else “the attempt to check
irresponsibility will tie up the managers of socialist enterprises with
so much red-tape and bureaucratic regulation that they will lose all
initiative and independence” (p. 214).

One could not find a more forthright argument in defense of
private ownership in the writings of Mises or Hayek. If managers
must be free to exercise initiative, bearing the burdens and reaping
the benelus of their own risk judgments, then what is lett of the
professed goal of planning, which was to create “a deliberate, con-
scious control of economic life” (p. 16)? It seems that Dickinson has
deflected this argument by conceding the need tor the very feature
of capitalism he had set out to prove unnecessary: independent,
private decision making.

The only ditference between Dickinson's scheme and capitalism
seems to be that in the former the manager’s “"bonus” should not, in
general, be equal to profit, since “the emergence of profit is not
necessarily a sign of efficiency, but may denote a laiture to expand
output” (p. 219). This implies that the planning board that examines
the individual prolit and loss acceunt. .isuist be it a position to distin-
guish genuine profit from monopul, gain in the standard sense.
However, this evades the question uuder consideration, since the
calculation argument contends that the planning board would lack
the knowledge that decentralized initiative generates and that this

" It is significant that Dickinson equates the “entrepreneur” with the "manager”
throughout his discussion. In fact he uwributes to Mises the view that modern
capitalism is still typified by small firms in which the tunctions of manager, owner,
and entreprencur are combined in a single individual. However, this is a serious
misreading of Mises. For Miscs, entrepreneurship is embodied in all uction to
varying degrees, including action that takes place within a large modern corpora-
tion, See also Kirzner (1979, pp. 91-106).
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knowledge is revealed only in profit and loss accounts. There is no
superior store: of knowledge against which profit figures can be comn-
pared, so that the manager’s remuneration can be correspondingly
altered.

Similarly, Dickinson’s suggestions that the planning board ofter “an
incentive to expetriment” (p. 219) i order to preserve decentralized
initiative presupposes that the bureau knows what kinds of cxperi-
ments it ought to encourage with incentives. The idea of specified
incentives as a deliberare planning device is contradictory to the idea
of experimentation as a genuinely decentralized discovery procedure.
[f the central planning board does not have the knowledge necessary
to differentiate bold initiative from reckless gambling, it could not
allocate incentives among nanagers to encourage the one and dis-
courage the other,

As with his discussion of risk, Dickinson'’s treatment of the entre-
preneur slips into the assumption of complete knowledge just «ut the
point in the argument when he takes up the question of uncertainty.

Lerner

Abba ILerner’s contribution to the debate did not take the form of
direct responses to the Mises-Hayek challenge. Rather, it consisted of
articles publishcd in the 1930s in which Lerner commented on the
responses made by Dickinson, Durbin, Dobb, and Lange ai«l of fur-
ther comments that he made in his systematic book on welfare eco-
nomics, The Economics of Control, published in 1944. His arguments
are no less confined to static issues, or, as he puts it, to “pure economic
theory,” than the other market socialist formulations, although he was
perhaps more careful and systematic. His dissatistaction with Dickin-
son's article (1933) was only that the argument was "not sufficiently
refined,” and he cited minor errors and weaknesses that, he said, “do
not seriously detract from the merit of Mr. Dickinson’s work” (1934b,
p- 52). Against Durbin’s and Lange's two rules forapproximating the
conditions of a perfect competition equilibrium, Lerner insisted that
the planning board go “direct to the more fundameutal principle of
marginal opportunity cost” that is supposed to be the virtue of the
competitive equilibrium (1937, p. 253). In fact, notonly was Lerner as
guilty of making the assumption of complete knowledge as those
market socialists he debated, but he can be seen as the most explicit
advocate of retaining this assumption.

For example, Lerner concluded his critique of Durbin with the
simple statement that “price must be made equal to marginal cost.
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This is the contribution that pure economic theory has to make to
the building up ol a socialist economy” (1937, p. 270). In that essay
Lerner’s main difticulty with Durbin was that Durbin had ventured
beyond this “pure” question into the entirely different matter of
motivation, that is. the problem of getting producers to comply with
the planner's rule(s). Durhin (1937, p. 579) had argued, in support
of his “averuge cost” rule, that it would be more likely to be complied
with than the theoretically more desirable “marginal cost rules” ad-
vanced by Lange and Lerner. Lerner’s cryptic rejoinder to Durhin in
1938 cornparcd him with “the schoolboy in the examination room
who wrote ‘I do not know the social effects of the French Revolu-
tion, hut the lollowing were the Kings of England’ ™ (1938, p. 75). In
other words, by dealing with what he called “the practical problem,”
Durbin was answering the wrong question. But surely if it was
Mises’s challenge that the market socialists were trying to answer,
then it was Lerner who was answering the wrong question.

In the same vein Lerner criticized Lange tor trying too hard to
replicate the mechanism of competition, when the proper question
was rather to articulate the welfare conditions defining the ideal,
regardless of the method by which this ideal is to be realized.

Mcthodologically my objection is that Dr. Lange takes the state of competi-
tive equilibrium as his end while in reality it is only a means te the end. He
fails 10 go behind perfect competitive equilibrium and to aim at what is really
wanted. Even though it be truc that if the state of classical static perfectly
competitive equilibrium were reached and maintained in its entirety the
social uptimum which is the real end would thereby be attained, it does not
follow thar it is by aiming at this equilibrium that one can approach most
nearly the social optimum that is desired (1936, p. 74).

For various rather convincing reasons, Lerner doubts that aiming
at the “perfectly competitive equilibrium” will result in actually ap-
proaching the “social optimum that is desired.” Thus whereas Lange
had sought to duplicate the perfect competition equilibrium, Lerner
instead emphasized going directly 1o the principle of marginal op-
portunity cost. “If we so order the economic activity of the society
that no commodity is produced unless its importance is greater than
that of the alternative that is sacrificed, we shall have completely
achieved the ideal that the economic calculus of a socialist state sets
before itself” (1937, p. 253). Even though Lerner entitled the essay
in which this sentence appeared “Statics and Dynamics in Socialist
Economics,” Lerner’s solution is just as “static” (in the sense used in
this study) as Durbin’s, Lange’s, and Dickinson’s had been. That
sentence clearly states the basic economic allocative problem: in static
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terms. We should indeed produce the commodities that we find
most important. But production, like all action, takes time, and
changes occur as time passes. The product that is considered more
important today may no longer be by the time it is produced. The
MC = P rule will optimize allocation within a given framework of
means and ends as long as future costs are expected to be the same
as current costs. This is a world of static expectations, which are
reasonable in a static world. In a world of continuous change, how-
ever, an entrepreneur must try to anticipate demand, to form expec-
tations, and to act on them. He should view his costs on the basis of
the specific alternatives that appear available to him at the time of
his choice. Both his estimate of revenue and his estimate of costs
depend on his expectations at the time of decision.

I.erner had tried to simplify Lange’s rules to the one “marginal
cost principle,” but the “rule” for achieving rational economic calcu-
lation, if there is such a thing, would have to read something like
this: Set expected marginal costs for sonie period equal to expected
price. But of course, such a rule could never be put into practice.
What bureaucratic inspector can observe a decision mnaker and verify
whether he is, in good faith, acting optimally according to his own
expectations?

Ironically, Lerner himselt had raised the issue of expectatiens
against Hayek in a different context when Lerner remarked that the
cost of capital goods “depends not on the present price” of the
products for the production of which the capital goods are em-
ployed “but on the expected future price” (1937, p. 269). This is indeed
true and significant, but it raises all of the thorny questiens about
futurity that Lerner’s own marginal cost rule evades. These ques-
tions are again dismissed as outside the province of economic theory.
“The question is then the sociological one, whether the Socialist
Trust is able to estimate this tuture value more accurately or less
accurately then the competitive owner of the hired instrument, and
here we leave pure economic theory” (p. 269).

Lerner briefly takes up the issue of expectations again in his book,
where he distinguishes the “productive speculator,” whose function
is beneficial and is to be preserved in the controlled economy, from
the aggressive or monopolistic speculator (1944, pp. 69-70). The
difference is entirely a matter of the motives for which the specula-
tive activity is undertaken, and Lerner offers no guidance as to how
the ofticials in control would be able to ascertain such motives. But a
more important problem with Lerner’s exposition is the fact that in
his entire discussion of speculation he does not address the problems
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arising from the fact that people will be taking risks with other
peopic’s money. Without private ownership, what will prevent the
speculator from undertaking either too timid or too adventurous
projects? Since speculative activity by its very nature involves the
unknown (uture, the planning bureau cannot be presumed to know
whether its subordinates are being too careful or not careful enough
with society’s resources. All of the advantages to be gained from
speculation —-even from incorrect speculation —thiat Lerner describes
in Chapter 8 of his book depend on private ownership of the re-
sources that are being risked. Yet Lerner has nothing to say about
the legal property rights institutions underlying his model.

It is common in market socialist literature to segregate the strictly
short-run “MC = P” rule, in which capital is assumed to be constant,
from the long-run optimal investment theory, in which additions to
or deletions from capital are considered. Thus expectational compli-
cations are relegated to the latter (and even there are treated only in
aggregate) and are conveniently avoided in the analysis of marginal
cost pricing. This method, however, depends on drawing a sharp
distinction between a producer’s day-to-day market activities and
industry investment activities.

But for Mises (1949, p. 296), “What happens in the short run is
precisely the first stages of the chain of successive transformations
which tend to bring about the long run effects.” The decision maker
surveys a different time horizon for different actions, but he ignores
futurity at his peril. Abram Bergson noted the essential ambiguity of
marginal cost pricing in this regard: “In practice what we have to
reckon with is not a unique marginal cost for a given level of output,
but a complex of marginal costs, each of which is pertinent to a
particular period of time. As a longer period of time is considered,
more of the ‘fixed factors’ become variable” (1948, p. 427).

Surely a rule that includes such an ephemeral, subjective phe-
nomenon as marginal cost as its major element is unenforceable, and
not merely because there may be a lack of the desired motivation on
the part of the rule followers. The relevant expectations of future
costs are both necessary for rational choices and necessarily must
also be in the minds of the individual users of resources, rather than
centralized in a central planning board. .

In all of these models, rules in the socialist economy are supposed
to supplant the role of profit maximizing in the market economy.
But this is the replacement of a dynamic and active force by a static
commandment to passively obey certain price signals. In a market
firm, expected demand guides producers to bid for factors—that is,

The market socialists’ ““‘competitive” response 143

the producers' collective actions bring about the coordinative prices
of factors. In the socialist scheme, the plant manager must take as
given the prices of all factors as well as the price of the product, and
is told to produce at least cost under these static assumptions.

Since rule-following behavior cannot legitimately be inferred from
the existence of a published rule, the analyst must apply choice
theory to explain the self-motivated actions that people are likely to
take when confronted with the rules under consideration. As soon as
a rule is proposed as a substitute for directly selt-motivated action,
such issues as how to distinguish compliance from disobedience, how
to provide sanctions for disobedience and rewards for compliance,
aud the extent to which the desired actions can be articulated in,
explicit rules must be examined.

The fundamental difference between the self-directed action of
profit seeking and the other-directed action of rule obedience is
completely overlooked in the market socialists’ discussion. Nothing is
said of the allocation of responsibility that would have to suppiant
the legal institutions of private ownership. No justification is made
for the implicit claim that this ruled behavior will conform to the
intentions of the rule makers.

The reason such issues were avoided has to be traced to the fact
that they were deemed to be outside the legitimate province of eco-
nomic theory. The job of the economist was only to state the priuci-
ple that, if followed, would produce the optimal result, and it was a
matter for political, sociological, and psychological debate to resolve
how to properly motivate people to obey the principle.

®f the market socialists, Lerner was the most explicit and consis-
tent advocate of this view, but they all insisted that the economist’s
attention be confined to the problem of formulating a precise princi-
ple by which socialist planners ought to guide production. The
“practical” problem of how the plant managers can be gotten to act
in accordance with this principle was consciously excluded from dis-
cussion as but a matter of “incentives,” which reduces to sociological
and psychological issues beyond the expertise of the economist. All
the economist can do is insist that plant managers be instructed to
follow the dictates of welfare economics.

But there are two entirely different kinds of “incentives,” corre-
sponding to different kinds of obstacles that might prevent a plant
manager from obeying such a rule. He may simply lack the motiva-
tion, but he may also lack the knowledge necessary to carry out the
directive. The first obstacle has been widely discussed in central
planning literature, but very little has been said about the second.
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Consciously devised “incentives” to get plant managers to do explicit,
known, perfectly describable tasks are not the same as the profit
“incentives” that spontaneously inform market participants of which
tasks ought to be tried.

The market socialists offered a response to the wrong argument.
Lange's response is incisive for those neoclassical economists who are
content to represent the coordinating function of the capitalist price
system solely by reference to the Walrasian auctioneer and who see
the auctioneer as merely removing the agents’ ignorance about
prices, in a system from which all other ignorance is assumed away.
Replace the auctioneer with a central planning board, and the prob-
lem is solved. But this response does not at all answer the Misesian
challenge. The calculation problem, as we have seen, is not merely
the static computational difficulty of solving Walrasian equations to
obtain the equilibriumn values of the prices; it involves the deeper
problem of the rivalrous dissemination of knowledge, including, but
not limited to, the knowledge of prices. Even where the market
socialists expressly tried to get beyond statics in some of their discus-
sions of trial and error, risk, and entrepreneurship, they ultimately
failed to equip the agents of their models with the nonstatic aspects
of choice—alertness and futurity—that agents in a truly dynamic
world require. Indeed they by and large agreed that we should not
let such practical questions, which they took to lie outside the proper
realm of economics, intrude on the analytical elegance of their static
proofs.

CHAPTERG

The Austrian rejoinder:
learning from rivalry

The purpose of this chapter will be to show that the contributions by
Mises, Robbins, and Hayek to the calculation debate constitute a
single coherent argument that underwent iinportant refinement and
clarification as it was redirected at the competitive solution but was
not fundamentally changed during the course of the debate. Rob-
bins and Hayek did not say the same thing that Mises had said, but
what changes there were are misrepresented in the standard account
when they are called a “retreat.” It makes more sense to say that
Robbins, and especially Hayek, expanded on the Misesian argument.
The first section of the chapter examines the main statements that
Robbins and Hayek made concerning the nature of the calculation
problem and its relationship to the empirical evidence of planning in
the Soviet Union. The second section discusses their early reactions
to the embryonic suggestions for a “competitive solution™ to the
calculation problem. Hayek’s later, more complete critique of the
competitive solution as it had been articulated by Lange and Dickin-
son is described in the next section, as well as some of his important
essays on knowledge and competition that significantly clarify his
meaning. 1 conclude by describing Mises’s own reaction to the com-
petitive solution, both before and after Lange’s and Dickinson’s ex-
plicit formulations of it appeared.

Robbins and Hayek: retreat or restatement?
Robbins’s alleged retreat

At the beginning of his discussion of the calculation argument (sec-
tion 7 of Chapter 7 of The Great Depression, 1934a, pp. 148-56),
Robbins tndicated in a footnote that in his own opinion he was
primarily restating Mises's arguments ([1922] 1936)- with which he
was intimately familiar-and certainly made no concession that he

145
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was “retreating” in any way (1934a, p. 148)." The following examina-
tion of Robbins’s arguments wiil find them to closely paralici, not
retreat from, those that Mises had einployed fourteen years eariier.
They differed mainly in the fact that Mises's major opponents in the
debate, whose arguments Robbins wished to meet, had retreated in
the interim, moving from a largely implicit Marxian central planning
theory to two new market socialist positions, the “mathematical” and
“competitive” solutions.’

Robbins begins his section entitled “T’he Central Difficulty of a
Planned Society” by asking “On what basis is planning to rake
place?” and “Whose preferences are to govern the organization of
production?” His answer—and most socialist economists had already
conceded the point by this time — was that for a “democratic cerrunu-
nity,” the “preferences of consumers” must guide social production.
The only “mechanism . . . available for ascertaining the complex and
changing tastes of the millions of different individuals constituting
the communiry” is a market for consumer goods (1934a, pp. 148-
50). At the outset Robbins considers not Marxian socialism but a
market socialism in which there is common ownership of the means
of production, with centralized direction aimed at supplying a genu-
inely competitive market for consumer goods. Consumers can be
“given sums of money” and be “left free to bid for the various
commodities available,” and the planning board, guided by these
market-revealed preferences, “would seek so to distribute its produc-
tive resources that the demand for all commodities was satisfied to
the same level of urgency” (p. 150).

However, although imaginable, such a procedure may be entirely
unworkable, Robbins points out that “it is one thing to sketch the
requirement of the plan” but “it is another thing to conceive of its
execution.” Although no doubt some market socialists took this as a
retreat from Mises’s position, Robbins is in fact simply restating
Mises’s argument that although the planning authority may perhaps

Robbins had translated the parts of Mises’s 1922 book that pertain to the central
calculation argument (i.e., essentially the 1920 essay discussed in Chapter 3, only
slightly reViseg) and had supplied a draft of this to his friend |. Kahane, who then
completed the transiation, cited in this work as Mises ({1822} 19361}). The histovy of
the translation is recounted in an unpublished interview conducted by Richard M.
Ebeling for the Austrian Economics Newsletter.

Strictly speaking, one should refer to the socialist *rrovement as a whole as having
retreated from Marxism to the new market socialist. positions. As Elizabeth Durbin
has pointed out to me, the English market socialists were never Marxists, and to the
best of my knowledge Lange, although sympathetic to much of Marxism, never
endorsed the Marxian theory of planning.

~»
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be able to discover consumer evaluations by permitting a free mar-
ket 10 operate in that scctor, “this is not enough” (p. 150). Mises had
argued that even if we assume that consumer evajuations are de-
cided upon, either by authoritarian dictate or through the operation
ol the consumer market, “once this decision has been taken, the real
task of rational economic direction only commences, i.e. economi-
cally, to place the means at the service of the end” (11920] 1935, p.
103). In other words, the planning board must also estimate the
producer evaluations or “the relative efficiencies of the factors of
production in producing all the possible alternatives” (Robbins,
1934a, pp. 150-1). Both Mises and Robbins argue that for rational
producer evaluations to be possible there must be a capital market, a
competitive market in faciors of production among private owners.
Yet this would be incompatible with the notion of centrally planned
production,

At this point in his argument, Robbins pauses to dismiss the
mathematical solution, which, although it may offer a solution “on
paper,” offers in practice “no hope ... of discovering the relative
sacrifices of alternative kinds of investment” (p. 151). Next Robbins
explains how the calculation problem is solved in a decentralized
manner under capitalism, or “under competitive conditions” —that
1s, “by comparison of costs and prices.” Each individual capitalist
compares his “expectations of price” with his “expectations of cost”
in order 1o decide “in what line to extend his enterprise” (pp. 151~
2). The money prices he uses in such decentralized calculations em-
body more information than is consciously possessed by anyone and
thus enable him to engage in far more complex production plans
than could be designed under a centrally planned system. These
prices contain such information because of the rivalrous pressures
generated by the competing bids for resources by entrepreneurs.
Robbins argues that “the prices of the various factors of production,
which are the resultant of the competitive bidding of the different
entrepreneurs, tend to reflect the value of their contribution to the
production of different products. .. Computations of costs and
prices under competitive conditions are, as it were, a short cut to the
solution of the millions of equations” (p. 152). Thus Robbins con-
tends that the accounting practice of estimating prohts and losses
serves as a guide to decentralized decision makers, directing them to
“better” avenues of investment.

By “better,” Robbins of course meant “better” from an economic
as opposed to a “technical” (or technologically feasible) point of view.
In the absence of a price system, the planning board “could no
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doubt erect an apparatus which, from the technical point of view,
would be very imposing,” but it could not ascertain “at what sacrifice
of other goods its products would be secured, at what economic, as
distinct from technical, efficiency, it functioned.” In other words, the
economic costs of its projects could not be known. Like Mises, Rob-
bins attached great significance to this distinction “between the tech-
nical and the economic” and asserted that the conflation of these
concepts “lies at the root of nearly all the major confusions of con-
temporary economic discussion” (p. 155).

Robbins does not elaborate on this distinction here but refers the
reader to discussions in the second chapter of his famous Essay on the
Nature and Significance of Economic Science ([1932] 1935), as well as in
a note on “production” that he had contributed to the Encyclopedia of
the Social Sciences (1934b). In the latter he explains that “if there is
only one end —then the problem of activity is entirely technical. Or if
there are many wants but the means for satisfying them are com-
pletely specialized, again the problems of satisfying them are techni-
cal problems. But as soon as the means are capable of various uses,
then a problem which is not technical-an economic problem —
arises” (1934b, p. 465).

Hence it is not enough to establish the technological feasibility of a
production plan; it is also necessary to determine its economic cost—
that is, the value of the opportunities forgone by this plan. The
complexity of deliberately tracing out such cost implications of each
plan necessitates that this be done unconsciously by relying on the
information supplied by a price system.

This comprises Robbins’s restatement of the Misesian critique of
centralized planning. There are no grounds for characterizing this
as a retreat from Mises's argument. Indeed, although in his later
years Robbins was to distance himself from the Austrian school in
many respects, ultimately renouncing most of the 1934 book in
which his contributions to the debate appeared, he never substan-
tially altered his Austrian perspective on the calculation problem. 1n
his autobiography, which hints strongly at the importance of the’

3 Compare with Mises (1949, pp. 286-7): “The mere information conveyed by tech-
nology would suffice for the performance of calculation ouly if all means of produc-
tion—both naterial and human-could be perfectly substituted for one another
according to definite ratios, or if they were all absolutely spccific.” I understand that
this distinction is due to Hans Mayer. The criticisms of this distinction by Kirzner
(1967, pp. 127-37) and Rivett (1955, pp. 217-19) are aimed largely at demonstrat-
ing that there are no purely technological choices in the real world and that this
distinction cannot be used to scparate economic science from other disciplines. This,
however, does not deny the analytic value of the distinction.
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Misesian calculation argument in the development of his general
point of view in economics, he writes:

[Mises’s) main contentions thiat without a price system of some sort, a com-
plex collectivist socicty is witheut the necessary guidance and that, within the
general framework of such a soc1ely attempts to institute price systoms
which have meamng and incentive in a dynamic context are liable to conflict
with the main intention of collectivism — thesc still seem to me to be true and
to be borne out by the whole history of tetalitarian societies since they were
propounded (1971, p. 107; see also 1976, pp. 135-50).

Hayek’s “retreat” and the question of the Soviet economy

Hayek begins the first of his two 1935 essays on the calculation
debate, “The Nature and History of the Problem” ([1935] 1948e, pp.
119-47), with a clarification of the difference between the economic
and the technological problems of choice that Mises and Robbins
had stressed. “The common character” of the latter is “the singleness
of their purpose in every case, the absolutely determined nature of
the ends to which the available means are to be devoted” (p. 121). By
contrast, “I'he economic problem arises . . . as soon as ditferent pur-
poses compete for the available resources.” The “criterion” of the
presence of an economic as opposed to a technological problem is
that for the former, “costs” in the sense of “the advantages to be
derived from the use of given resources in other directions” have to
be “taken into account” (p. 123).

After a digression on what he calls a “Decay of Economic Insight”
in the historical school and in Marxism that he believes has diverted
attention from economic issues, Hayek proceeds to outline the na-
ture of the calculation problem. Like Mises and Robbins, he places
primary emphasis on the distinction between the ends and the
means of the socialist program and stresses that however the ulti-
mate ends of the socialist society (in terms of a scale of consumer
evaluations) are decided upon, the crucial problem is whether plan-
ning can constitute a workable means for the achievement of those
ends.

Thus Hayek sums up the calculation problem:

[The}fact that one central authority has to solve the economic problem of dis-
tributing a limited amount of resources between a practically infinite number
of competing purposes . . . constitutes the problem of socialism as a method.
The fundamental question is whether it is possible under the complex condi-
tions of a large modern sociéty for such a central authority to carry out the im-
plications of any such scale of values . . . with a degree of success equaling or
approaching the results of competitive capitalism (pp. 130-1).
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Ha. i1:p stated the basic problem in general terms, Hayek then de-
scribes various “types of socialism™ to which this prohtem applies.
Here hu points out that the “most widely advocated” variety of social-
ism at this time had already conceded the need for a market in con-
sumer goods and labor but retained the requirement of collective
ownership of and control over the means of production. However,
Hayek notes that “recently . . . there has arisen . . . a tendency among
socialist thinkers to reintroduce a certain degree of competition into
their schemes,” even in the sphere of factors of production. He re-
solves to take these up later, noting that a certain "minimum assurnp-
tion consistent with the idea of collective ownership” must be retained
if the competitive socialism is to be regarded as a species of planning
rather than a full concession to Mises’s critique. The minimum as-
sumption, he asserts, is that the question of who is to exercise com-
mand over a given quantity of resources for the community or of
what amount of resources is to be entrusted to “entrepreneurs” will
have to be decided by one central authority (pp. 133~34).

If even this “smallest degree of central control” consistent with the
community’s “command over the income derived from the material
means of production” were relinquished, then “planning . . . ceases
to be a problem. It becomes unthinkable.” Instead we would have
the “separate problem of state intervention in a capitalist society.”
Concerning this policy, Hayek only remarks, citing Mises's 1929
book on interventionism, that “it can be easily shown, not thatsuch a
thing is impossible, but that any isolated measure of this sor will
cause reactions which will defeat its own end” since “well accepted
analysis” has shown that authoritative fixing of minimum or maxi-
mum prices leads to surpluses or shortages, and since intervention-
ism cannot in any case sensibly be considered a variety of central
planning, such “partial planning” is “excluded from our considera-
tions” (p. 134).

Hayek then warns against interpreting his dismissal of interven-
tionism as a defense of “complete laissez-faire in the old sense” or of
“the historically given legal institutions.” He differentiates between
interventionism and those changes that seek to find “the most ap-
propriate permanent framework which will secure the smoothest
and most efficient working of competition,” 1oting that the latter
issue has been “sadly neglected by economists” (pp. 134--5). The
“essential distinction” he describes in this context represents what he
later was to refer to as the difference between numos and thesis ap-
proaches to law (see especially his 1973 and 1976 baoks). Nomos
describes “a permanent legal framework so devised as to provide all
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the necessary incentives to private initiative to bring about the adap-
tations required by any change”; thess involves “a system where such
adaptations are brought about by central direction™ (p. 135).

Thus Hayek contrasts two kinds of “rules” that may guid¢ produc-
tion decisions (which have been confused with one another in
Lange’s competitive solution): there may be thesis “rules” in the form
of specific commands transmitted down a decision-making hicrarchy
in which genuine initiative must reside at the top, or there mauy be a
general framework of nomos “rules” as constraints within which de-
centralized initiative can operate smoothly.

As Hayek’s later elaborations of this distinction emphasize, rules in
the sense of nomos law are not and cannot be employed to serve
specific purposes, since they provide only an ordering framework
for a multiplicity of conflicting purposes, the resultant of which is in
principle unpredictable in advance. The virtue of such abstract rules
is their flexibility in coping—or rather in permitting thos» who oper-
ate under them to cope—with unforeseen changes. By cotrast, rules
of an organization, or thesis law, must consist of specific commands
chosen to advance known purposes and thus can only permit 2 li-
mited degree of discretion on the part of those who are supposed to
obey them.

The market sociabsts’ marginal cost rules can be 1e¢xamined in
the light of this distinction. They seem to be defenii«:! as compo-
nents of a central planning system—that is, as thesis vules of orga-
nization, in accordance with conscious, centralized 1 i.ion making.
Yet they also are intended as functional replacements o the uncon-
scious operation of private owners competing for profit under a
nomos legal system ot rules concerning property titles. I'he only way
in which this substitution of thesis for nomos rules can be considered
plausible is if the choices being examined can be reduced to purely
routine optimization under a completely specified ends/means
framework, in which case genuine initiative on the part of the rule
followers is unnecessary.

The remainder of this first essay by Hayek is concerned with the
historical development of the calculation argument culminating in
Mises’s “complete and systematic exposition” in 1922. Nowhere in
Hayek’s essay can there be found any indication that he is retreating
from this Misesian formulation, which he says “represents the start-
ing-point from which all the discussions of the economic problems of
socialism, whether constructive or critical, which aspire to be taken
seriously must necessarily proceed” (p. 143).

Such effusive praise is hardly indicative of a retreat, but two of
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Hayek's remarks, one of which was later quoted by Lange ([1936]

1964, pp. 62-3) as evidence of a retreat, require explanation. Hayek
said, “It must be admitted that [Taylor and Dickinson's model of
suctalism}] is not an impossibility in the sense that it is logically con-
tradictory” ({1935] 1948f, pp. 152-3) and explicitly chided Mises for
having “occasionally used the somewhat loose statement that social-
istn was ‘impossible’ while what he meant was that socialism made
rational calculation impossible.” Hayek then concedes, “Of course
any proposed course of action . . . is possible in the strict sense of the
word, i.e., it may be tried” (pp. 145-6).

These staterncents have been interpreted as indicating a substantive
retreat from Mises’s more extreme position and as a concession that
socialism is possible in theory but not in practice. It is assumed that
Hayek was covering up his retreat by suggesting that Mises had only
been careless with words, rather than wrong, in asserting that social-
ism was “itmpossible.”

‘I'wo different (and incompatible) versions of this story of Hayek's
alleged retreat from Mises can be found in the literature, reflecting
two meanings of the word wnpossible. One version (for example,
Kohler 1966, p. 69 and Seligman 1971, pp. 107--8) says that Mises
denied the “logical credentials” of socialism (to use Schumnpeter’s
phrase), after which Hayek and Robbins, convinced by Barone's
“formal similanity” arguinent. retreated to a “practicability” position.
More will be said shortly about this “theoretical” controversy, but
since, as we have already seen, Mises never took the position that this
version attributes to him, Hayek and Robbins could hardly have
“retreated” from it.

The other version of this retreat story, more often hinted at than
clearly articulated, suggests that Mises denied the practicability of
socialism whereas Hayek and Robbins, convinced by Seviet experi-
ence, admitted in principle the practicability of socialism but simply
contended that it would result in waste and other problems (see, for
example, Misra 1972, p. 188, and Tangri 1967, pp. vii-viii). To
answer this charge will require an examination of the meaning of
“socialism™ and the extent to which Soviet experience constitutes a
genuine instance of a socialist economy.

Let us assume for a moment that Mises ‘'was not careless with
words but really meant that socialism is impossible. Even in this case,
there would be no substantive difference between his and Hayek’s
positions. Mises (and most socialists of the time) otten included in
the notion of “socialism™ the goat of improving or at feast retaining
the technological productivity of capitalism, whereas Hayek meant
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by “socialism” only the method of planning, regardless of its
consequences.® Hence, although Mises said that “socialism” is impos-
sible and Hayek said that “rational calculation under socialism” is
impossible, both were making the same point: that attempts to re-
place market institutions with the central direction of production
would lead to a significant drop in standards of living, and that if the
use of prices in economic decision making both internally and inter-
nationally were permanently and completely abandoned, nothing
short of complete economic collapse and reversion (o the conditions
of a primitive peasant economy would eventually result. In this sense
an economy that is both genuinely centrally planned and technologi-
cally advanced is, according to Mises, Hayek, and Robbins, truly
impossible.

®ne can nevertheless agree with Hayek that Mises’s choice of words
was in some respects most unfortunate. Many assumed that he was
doubting the possibility of something that has, since 1920, been
etched in history, and some critics consequently dismissed his argu-
ment without giving it the serious examination it deserved. It is incor-
rect but understandable to interpret Mises's “impossible” (unmiglich)
as a prediction that any attempt to realize “central planning” is beund
to immediately usher in complete economic ruin. Comparative eco-
nomics texts frequently cite Soviet experience as a refutation of
Mises’s view that rational economic calculation under socialism is im-
possible. Surely, it is argued, if this theory predicts complete eco-
nomic collapse, then it does not stand up to historical evidence.

At the time when Mises's statement was first published, this ex-
treme interpretation of his views may have actually lent support to
his position, since the failure of the Lenin regime (1919-22) was as
complete a collapse as any in economic history, and it seemed to be
further corroborated by the explicit reversion to market institutions
in the period of the New Economic Policy. However, the at least
ostensible return to central planning in Russia in the early 1930s
with the introduction of Stalinist-style five-year plans, seemed to
weigh against this extreme interpretation. Although modern eco-
nomic historians acknowledge that the Soviet economy has produced
waste on a far greater scale than was generally thought Afty years
ago, it cannot, however inefficient, be said to have produced the
utter “destruction and annihilation™” that the Soviet economy suf-
fered in the early 1920s.” It seems likely that the limited success and

f 1 owe this observation to David Ramsey Steele (see Steele 1978).
® These were the woids Mises ((1920] 1935, p. 125) used te describe the ongoing
performance of the Soviet economy under Lenin.
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gradual development of the Soviet economy has suggested to many
observers of the theoretical debate that central planning is, if not
efficient, at least possible, and that Mises’s poyition must therefore
have been too extreme.

But neither Mises nor Hayek ever asserted that all attempts to insti-
tute a system of “planning” would necessarily psoduce total eco-
nomic collapse. Both argued only that such attcmpts would decrease
the standard of living of the people below thuat which they could
achteve by relying on competitive forces, whercas advocates ot plan-
mng had made confident claims for its greater productivity over the
wastefulness of anarchic production. Attempts to realize the socialist
program, Mises wrote, would result in a society in which “the provi-
sion of goods of a lower order [consumer goouds] for human be-
mgs . .. is diminished” ([1920] 1935, p. 130); in Hayek’s view, such
attempts would result in a “decline in general wealth” (Hayek [1935]
1948e, p. 146). Both llayek and Mises explicitly stated that an advo-
cate of socialism who is willing to acknowledge the tact that socialism
will reduce the general level of wealth is immune from their
critique.’

It is one thing to argue that the persistent pursuit of a particular
goal will inevitably lead to disaster and quite another to contend that
actual advocates of this goal will be persistent enough, in the face of
mounting dif iculties, to bring about such a disaster. To say that
genuine central planning (the complete substitution of defiberate
conwol tor market institutions as the ordering mechanism of the
cconomy}) is “impossible” is not to say that attempts in practice, such
as in the Soviet Union, to establish something called “central plan-
mng” will necessaitly lead 1o immediate economic catastrophe. It
depends on the cxtent to which such economies consistently adhere
to central planning by abolishing all remnants ol the price system.
Indeed the very ifficulties of a consistent pursuit of central plan-
ning make it imprabable that any regime would persist very long in
this direction; it is more hkely that such a regime would instead
radically modify its “central planning” to make it more compatible
with a price system.

® Mises had admitted that “whoever is prepared himsell to enter upon socialism on
ethical grounds” despite its diminished productivity “or whoever is guided by ascetic
ideals in his desire for socialism, will not allow himself 1o be influenced i bis
endeavors Ly what we have said” ({1920] 1935, p. 130). And Hayek agreed that if
these who advocate socialism are willing to suffer such a reduction of wealth in
order to achieve ether goals and “if this attitude is based on a clear realization of
what this choice implies,” then “there is no more to be said about it” ([1935) 1948e,
p. 146).
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In his second calculation debate essay, “The Present State of the
Debate” ([1935] 1948f, pp. 148—-80), Hayek further clarifies the rele-
vance of the Russian experiment to the calculation argument. He
remarks that although “the actual existence in Russia of a system
which professes to be planned has led many of those who know
nothing of its development to suppose that the main problems are
solved,” n fact this experience "provides abundant confirmation” of
the calculation argument (p. 148).

Hayek refers to the study by Boris Brutzkus ([1922] 1935), that
explains the unmitigated failure of the “War Commuuism” period as
a necessary consequence of the deliberate attempt on the part of the
Bolsheviks to abolish the market and the price system.” Early Soviet
history bears out Mises’s contention that such market institutions as
money, prices, capital accounting, and profits are indispensable for
advanced technological production, for, as Brutzkus shows, the con-
scious attempt to eradicate these institutions produced “catastrophe”
(pp- 101-9)°

It is well known that the New Economic Policy that followed War
Communism involved a “restoration of the market” (Brutzkus, pp.
109-22), but it is usually argued that with the inauguration of the
Stalinist-style five-year plans the centralized plauning of the early years
was reintroduced. 'This second attempt at “central planning” did not
result in catastrophe and despite its problems has been used by many
students ol the Soviet economy as “proof” that Mises was mistaken.

Burt, as Brutzkus had pointed out, the “fundamental difference
between this second [Stalinistj scheme and the first [Leninist] lay in
the fact that [the second] was planned on the lines of a money
economy and not those of natural socialism” (p. 97). In other words,
although the Stalinist economy “professes to be planned,” to use
Hayek’s phrase, it in fact relics on the outcome «f the clash among
rivalrous, decentralized decision makers— that is, it is anarchically
rather than consciously organized.

7 As Brutzkus ([1922] 1935, p- 102) pointed out, the tabel of “War Communism” and
its description as a series of lemporary emergency measures were only applied later,
Al the time, the methods of this period were advanced as dcliberate policies for
hastening the arrival of communism. Polanyi (1951), Roberts (1971), and Steele
(1978) have now demonstrated this beyond any rcasonable doubt.

® Brutzkus summarizes the results of Lenin’s policies: “In 1920 production is said 10
have fallen to 13 percent of that of the pre-war periud. The cause of this dectine
was not only the war, but also, 1o a large extent, theusterly def ective distribution of
the means of production under the system of natural [i.e. Marxian) socialism . . . It
almost never happened that production goods allotted to an undertaking by various
Governing Boards were matched in quantity er quality” ([1922) 1935, pp. 106--7).
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The point is not only that the Soviet model has performed. badly
but also that the extent to which the Soviet econorny has managed to
muddle through corresponds to the degree to which its planning
agencies have relinquished eftective control over economic decisions
to the plant managers. In a very important sense the Soviet economy
is not really a centrally planned economy at all.? As Eugene Zaleski
concluded in his monumental study of the Soviet economy, “The
centralization of power does not imply an equal concentration of
decision-naking authority, and the formal appropriation of all
power does not carry with it the ability to exercise that power.” As
his research shows, “The existence of . .. a central national plan,
coherent and perfect, to be subxlivided and implemented at all lev-
els, is only a myth. What actually exists, as in any centrally adminis-
tered economy, is an endless number of plans, constantly evolving,
that are coordinated ex pust after they have been put into operation”
(1980, pp. 484-5). In short, what exists is not planning but economic
rivalry.

Of course the fact that the Soviet economy has not been an ex-
ample of true central planning does not imply that it is identical to a
frece-market economy. Although the government has withdrawn
from the early attempts to completely eradicate market institutions,
it has not withdrawn from attempts to direct production from the
center. T'hus, paradoxically, both the limited success of the Soviet
economy since the New Economic Policy and that economy’s failures
are consistent with, and can helpfully be explained by, the calcula-
tion argument. The ultimate reliance on money prices for economic
calculation illustrates Mises’s argument that this element is indis-
pensable, just as the numerous obstacles in the USSR to fluid
changes of prices and to decentralized control over resources (espe-
cially the absence of an opean stock market and financial market)
prevents the system from working as well as a system that more
closely resembled the free market would.

Hayek tries to clarify the relationship between the theoretical ar-
gument concerning planning and the assessment of practical experi-
ments with planning, by noting that “it was not the possibility of
planning as such which has been questioned . . . but the possibility of
successful planning, of achieving the ends for which planning was
undertaken” (1948f, p. 149). The criteria for judging success or
failure are not as simple as sheer survival versus utter breakdown.

* This claim was first made by Michael Polanyi during the Stalinist years and has since
been supported by the research of Nutter (1983), Reberts (1971), Besancost {1978;
1980), and Zaleski (1971; 1980).
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“There is no reason to expect that production would stop, or that
the authorities would find difficulty in using all the available re-
sources somehow, or even that output would be permanently lower
than it had been before planning started” (p. 150).

Rather, in such a restricted price system we would find output to
be lower than it would have been if the price system had been
allowed to operate freely. Some lines of production would be over-
developed at the expense of others, “at a cost which was not justified
by the importance of their increased output.” Thus technological
excellence may be in evidence for certain specific products, but eco-
nomic ef ficiency on the whole will be greatly diminished.

By the “only two legitimate tests of success” that Hayek considers
appropriate to use in judging the Soviet system—the ability to pro-
duce consumer goods and the degree of “rationality .. . of the deci-
sions of the central authority”—he concludes that the system has
failed (pp. 150-1). Judging the experience both before and after the
Soviet retreat to the use of money and prices, Hayek concludes that

the anticipations based on general reasoning have been thoroughly cen-
firmed. The breakdown of “war communism” occurred for exactly the same
reasons, the impossibility of rational calculation in a moneyless economy,
which Professors Mises and Brutzkus had foreseen. The development since,
with its repeated reversals of policy, has only shown that the rulers of Russia
had to learn by experience all the obstacles which a systematic analysis of the
problem had revealed (p. 151).

Today there is a growing consensus that the contemporary Soviet
economy serves the consumer very poorly (e.g., see Goldman 1983),
but this criticism is often accompanied by a concession that the Sta-
linist model is suitable for rapid development and fails today only
because it lacks the flexibility to foster continued growth in a techno-
logically advanced economy. We should recall, however, that a gen-
eration ago economists were apologizing for the low standard of
living of the Soviet population by contending that the economy was
building up productive capacity for the future. Now that the future
has arrived and the standard of living remains embarrassingly low,
we are told that the great gains of the Stalinist model were in the
past. It'seems that the only accomplishments that this model can
boast about are statistics on certain investment goods such as steel
production, which were achieved at the long-run expense, rather
than for the promised long-run benefit, of the Soviet citizen.

Thus one would be hard pressed to try to draw a distinction be-
tween the viewpoints of Hayek and Mises on the basis of their reac-
tions to the empirical evidence. Both theorists argued that wherever
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and to the extent that central direction of economic life is tried it will
lead to results that are contrary to the intentions of its own advo-
cates: It will cause a substantial reduction of the general wealth of
society, and, if this attempt is uncompromisingly pursued, will result
in serious economic collapse.

Robbins’s and Hayek’s early critique of the competitive
solution

Robbins (in 1934) and Hayek (in 1935) did not only restate the
Misesian challenge to céntral planning and explain its relevance to
Soviet experience. They also offered elaborations of the argument
against the newer proposals for a “competitive” scheme of planning
such as was to be articulated at length by Lange (in 1936). Robbins,
after having argued that the complex determination of the economic
costs of a production plan exceeds the capacity of the human mind
and thus requires the aid of separate profit/loss calculations, explic-
itly considers the competitive solution—the possibility that a plan-
ning authority might also rely on such decentralized “computations
of costs and prices.” This too must be rejected, says Robbins, because

the possibility of computations relative to profitability of this sort involves
the existence, not merely of a market for final products but also of markets
for all the multitudinous elcments entering into costs: raw matevials, ma-
chines, serni-manufactures, different kinds of land, kabour, expert guidance
and, last but not least, free capital—with the entrepreneurs constituting the
sellers and buyers, each acting according to his anticipation of the prices in
the various markets in which they operate (1934a, pp. 152-3).

That is, for Robbins as for Mises, rational calculation of the rela-
tive profitability of various productive alternatives presupposes mar-
kets for intermediate goods, and such markets presuppose rivalrous
bidding among private owners of resources whose bidding intensi-
ties reflect the value of alternative uses. “But,” Robbins comments,
“by definition, the central planning authority has abolished all that™;
therefore “it does not seem to be in a position to kecp accurate
accounts” (p. 153). '

It is not enough for socialist managers to “play at competition,” to
“bid against each other for factors of production, sell their products
competitively, in short behave as if they were competitive capitalists.”
Robbins points out that “the propounders of such schemes conceive
of the problem in altogether too static and simpliste a manner. They
conceive of competitive prices as springing from the demands of
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clearly demarcated administrative units whose continuity can be pos-
tulated without destroying the hypothesis that competitive prices are
realised” (pp. 153—4).

In other words, the “fictitious markets” solution necessarily de-
pends on a given framework of ends and means within which each
manager merely optimizes. It retains a static conception of choice
that, as was argued in Chapter 4, excludes the disequilibrium aspects
of alertness and futurity relevant to a world of continuous change.'’
Only by abstracting from genuinely unexpected change are the mar-
ket. socialists able to plausibly replace capitalist entrepreneurs with
socialist managers who routinely obey marginalist rules passed down
to them.

Contrary to this static view, Robbins points out that in the real
world tastes, technology, the availability of resources, and supplies of
labor and capital are “in process of continual alteration.” As a result
of this, “The entrepreneur must be at liberty to withdraw his capital
altogether from one line of production, sell his plant and his stocks
and go into other lines. He must be at liberty to break up the admin-
istrative unit.” Such freedom to dispose of property “is necessary if
the market is to be the register of the varying pulls of all the changes
in the data,” and yet it is clearly incompatible with “ownership and
control at the center” (p. 154).

If economic choice is reduced to pure optimization, then the dif-
ference between a private owner’s and a civil servant’s choice disap-
pears. All is merely routine behavior, and the best alternative need
only be read off the appropriate cost curves. It would seem in this
case to be of little consequence whether the producer is motivated to
select the optimal factor combination by private profit or by public
conscience.

But if we acknowledge that in the real world choice always involves
uncertainty and requires the specification of ends/means frame-
works, this difference between the private owner and the socialist
plant manager correspondingly grows in significance. ‘The “best”
factor combination for any particular constellation of prices is no
longer a given datum hut has to be treated as an educated guess in
which someone has to invest some degree of confidence and some

1% It is interesting to note that by this interpretation of Robbins he himself is offering
a critique of what Kirzner calls the narrew “Robbinsian” notion of choice. Although
Robbins’s more general statement of “the economic problem” in his Nature and
Significance may lend itself to Kirzner's interpretation, many of Robbins’s specific
uses of choice theory place him closer to the Austrian than the neoclassical view of
choice.
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amount of risk capital. Rival producers under capitalism may con-
tend with one another about what factor combination is more likely
to promise success. Where capital ownership is dispersed, the accrual
of money profits acts as a signal to guide production toward “better”
factor combinations. Where capital ownership is common, all deci-
sion makers are part of a joint project and thus cannot contend with
one another in this manner. In such a case there can be no struggle
among decision makers in their willingness to risk “their” capital in
various uncertain avenues, but rather “society’s” capital has to be
consciously allocated in the “better” ways. Lacking profit and loss
signals, these “better” ways would simply be unknown.

Although Robbins also employed the “computation” argument
against the mathematical solution—an argument that the competitive
solution can be said to have answered—his comments about artificial
competition are more potent and were left unanswered by the mar-
ket socialists. The profit and loss system, driven by the rivalrous
bidding of entrepreneurs, continually generates the knowledge with-
out which a dynamic system could not be coordinated. This very
knowledge that Robbins coniends is a resultant of competition is, in
the market socialist schemes, simply assumed te be “given” to plant
managers. Thus the market socialists failed to recognize the essential
problem ot knowledge dispersal to which Robbins, following Mises,
had drawn attention.

This contrast between the Austrian view of a process of knowledge
dispersal and the neoclassical market socialist assumption of “given”
darta was clarified furthernotonlyin Hayek’s three contributions to the
debate but also in much of his subsequent work. Unlike Robbins,
Hayek had clearly used the computation argument as only a subsidiary
argument against the mathematical solution. His major argument was
a fundamental critique of the idea that the knowledge necessary for
economic production can be formulated into Paretian equations. This
more fundamental issue is as relevant to the competitive solution as it is
to the mathematical solution at which it was mainly directed.

Although we have seen that the later market socialists conceded
the need for at least some decentralization in their competitive solu-
tion, Hayek’s specific grounds for asserting the impossibility of cen-
tralizing the knowledge necessary for production is pertinent to
their solution. Responding to Hayek’s argument that the relevant
data cannot be considered objectively “given” to the central plan-
ners, they had proposed a solution that assumes such data to be
objectively given to the decentralized plant managers instead. But
Hayek’s critique of the assumption of “givens” goes deeper than the
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market socialists realized, although his most persuasive presentations
of this viewpoint were only to emerge in a series of subsequent
essays on knowledge and competition (to be discussed in the next
section). As a result of their misreading of Hayek’s critique of “giv-
ens,” the market socialists never properly formulated the Misesian
problem of knowledge dispersal that their competitive solution was
invented to resolve.

When Hayek considers the mathematical solution, he notes that
many of these mathematical schemes are defended only as a kind of
“rear-guard action where all that is attempted is to prove that ‘in
principle’ a solution is conceivable,” with “little or no claim™ being
advanced that it would be “practicable” (1948f, p. 149). Hayek thus
adopted the same position as Mises had, but his statements were
taken by Lange ([1936] 1964, pp. 62-3) and the standard view as
evidence of a retreat from Mises's position.

We have already seen that this standard interpretation represents
a serious misreading of Mises, but Lange also misinterprets Hayek’s
position. Lange describes Hayek’s (and Robbins’s) position as the
view that “theoretjically prices in the generalized sense of ‘terms on
which alternatives are offered’ are admitted to be given . . . without
an actual market” and the problem is reduced to providing “a
method of allocating resources by trial and error” ([1936] 1964, p.
64). Lange then shows the parallels, in both the formal conditions
for a determinate equilibrium and in the trial and error procedures
for “hinding” equilibrium, between the neoclassical perfect competi-
tion model and his market socialist scheme and concludes on this
basis that the Hayek-Robbins thesis is refuted. Thus Lange read the
Hayek-Robbins “theoretical” concession as more than an admission
that one can imagine a static world; he read it as an acceptance of
the neoclassical formulation of the problem. However, that was not
Hayek’s meaning. In the very section in which he admits that the
mathematical solution is conceivable, he offers an argument against
this neoclassical formulation of the problem.

Hayek first points out that an immense amount of knowledge of
specific resources, production techniques, and other factors would
somehow have to be made available to the planning bureau for it to
successfully plan. He then proceeds-to what he calls “another problem
of even greater importance,” the question of whether the necessary
knowledge can be considered “given” even to decentralized decision
makers. “The usual theoretical abstractions used in the explanation of
equilibriuni in a competitive system include the assumption that a
certain range of technical knowledge is ‘given’ ” (1948f, p. 154).
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The idea that this knowledge could be “concentrated in thc heads”
of the few people who devise a central plan “is an absurd idea even
in so far as that knowledge is concerned which can properly be said
to ‘exist’ at any .moment of time” (p. 155). Such general scientihc
knowledge, for example, which is comained in libraries or taught in
the academic community, would, in a truly cenwralized scheme of
planning, have to be concentrated in the offices of the planning
board. Although this may prove an insurmountable problem in it-
self, it does not seem inconceivable that, perhaps with a sophisticated
communicatious network, such existing knowledge could be put at
the disposatl of the planners.

“But,” Hayek continues, “much of the knowledgt that is actually
utilized is by no means ‘in existence’ in this reariy-ruade form.”
Rather, “Most of it consists in a technique of thoughi which enables
the individual engineer to find new solutions rapidly as soon as he is
confronted with new constellations of circumstances” (p. 155). In
such cases it is virtually impossible that those who possess such
knowledge would be able to communicate it to the central planning
board.

Although directed at the ‘mathematical solution, this argument
against the assumption of given data is equally potent against
Lange’s competitive solution and was so employed by Hayek. In
1935, Hayek, like Robbins the year before. specifically considered
proposed solutions to the calculation problem that revert to a “rein-
troduction of competition.” At this time some explicit formulations
of such competitive schemes had appeared in (erman, whereas in
English, “thougit on these lines” was “still in an embryonic stage.”
But Hayek's comments were not directed only at the German vari-
ants of the competitive solution. Hayek also had in mind those em-
bryonic Fnghsh proposals that had already been circulating in Lon-
don amang “some of the younger economists” and to which lie had
been exposed “in conversations and discussion™ (pp. 160~1).

Hayek summarized these schemes as follows:

The common fundamental idea is that there should be markets and compe-
tition between independent entrepreneurs or managers of individual firms
and that in consequence there should be money prices. as in the present
society, for all goods, intermediate or finished, but that these entrepreneurs
should not be awners of the means of production used hy them but salaried
officials of the state, acting under state instructions and producing, not fer
profit, but so as to be able to sell at prices which will just cover costs (p. 161).

Hayek’s first reaction to these proposals is to doubt that they can
be legitimately considered species of planning at all. In terms of his
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distinction between nomos and thesis approaches to rules, the com-
petitive solution appears to fit into the category of nomos and “not to
mvolve much more ptanning than the construction of a rational legal
Iramework for capitalism . . . within which concrete action would be
teft to individual initiative™ (p. 161). If this is a fair assessment of the
competitive solution, then it would not constitute an answer but
rather a complete concession to the Misesian challenge. But in
Hayck’s more detailed look at two possible variants of the «onpeti-
tive solution, he finds their problems to be “not so very different”
from those of the more traditional central planning models p. 172).

The two models of what he calls “pseudocompetition” that Hayek
examined in 1935 were similar to, but not quite the same as, Lange’s
1936 model. In the first, which Hayek calls the “World of' Compet-
ing Monopolies,” he considers the possibility of going “halfway” and
permitting “competition between industries only” (p. 162) and not
within any industry. This model is based on a scheme for “compet-
ing trusts” that had appeared in the German lierature (see Hoff
{1949, pp. 1563-65}). In this model, individual plants within each
industry are 1o be guided not by profit and loss but by rules that
instruct them to produce at that quantity where their marginal costs
of production equal their selling price.

In the second model. profit and loss are viewed as the guiding
criteria, and competition is extended to the intraindustry as well as
interindustry level. I this proposal, the planning agency is viewed
as a kind of superbank to which privately earned profits trom each
plant are passed and from which funds for capital investment flow.
Public ownership of capital goods is still to be retatned, but the
conduct of individual plants is to be guided largely by prohfit and loss
considerations.'!

The market socialist proposals examined in the preceding chapter
do not fit neatly into either of these classifications but seem rather to
borrow features trom each. Marginal cost rules like those depicted in
Hayek'’s first scheme are retained, but not the sharp distinction be-
tween industry and plant competition, whereas the supcrbank no-
tion finds some support, especially in scattered remarks of Lerner
and Dickinson. Nonetheless, some of Hayek’s responses to these two
versions of the competitive solution are applicable to the English
variations that appeared subsequently.

Hayek’s primary objection to the first of these schemcs is that its

! This model bears more similarity te contemperary market socialist schemes than it
does to the market socialist theory ef the 1930s.
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marginal cost “rule” is impracticable, an objection that applies with
full force to the rules of Lange and the English market socialists.
Hayek argues that marginal cost vules cannot in principle replace
profits, which “under dynamic conditions . . . serve a necessary func-
tion, and . .. are ... the main equilibrating force which brings about
the adaptation to any change” (p. 170). Hayek asks, “Does the in-
struction that {managers] should aim at prices which will just cover
their (marginal) cost really provide a clear criterion of action?”
Those who propose such marginal cost rules, he says, “attribute to
the notion of costs in general a much greater precision and definite-
ness than can be attached to any cost phenomenon in real life” (p.
167).

This assumption of objectively given costs, as has been argued in
Chapter 4, seems to result from an exclusive concentration on the
static world of equilibrium. “But as soon as we leave the realm . . . of
a stationary state . .. the question of what exactly are the costs of
production of a given product is a question of extreme difficulty
which cannot be answered defnitely on the basis of any processes
which take place inside the individual firm or industry” (p. 168).
Hayek goes on to argue that costs depend on expectations of future
conditions and on the plans of competitors for alternative uses of the
factors in question. In other words, it is only the context of a rival-
rous struggle among different owners to employ factors in a variety
of ways that gives any concrete meaning to “costs.” In short, “The
competitive or necessary cost cannot be known unless there is com-
petition,” and that must mean competition not only among but also
within industries (p. 170).

A basic problem, then, with marginal cost rules is that they depend
on costs being objectively known, whereas when property is privately
held, costs are estimates that are “verified” only by the earning of
profits. Thus there is a fundamental difference between, on the one
hand, the tendency for producers, impelled by competitive profit
seeking, to equate price to marginal cost and on the other the ex-
plicit instruction to directly attain this marginal “cost equals price”
result.

[t might be thought that Hayek’s second scheme, in which more
competition is permitted and in which profits are employed as a
guide for decision making, represents a total capitulation to capital-
ism. But even those who would be “prepared to go the whole hog
and to restore competition completely” would not necessarily be con-
ceding the need for private ownership of capital. They are inter-
ested in restoring competition only “so far as in their view this is
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compatible with the state retaining the ownership of all the material
means of production™ (p. 161). This, Hayek says, “evades most of
the objections to central planning as such” but raises “extremely
interesung” problems of its own concerning “the rationale of private
property in its most general and fundamental aspect” (p. 162).
Thus the question is no longer whether a nonrivalrous conscious
plan can supplant the coordinating function of rivalrous competition
among private owners but the related question of whether rivalrous
competition can perform its function when the competitors are not
private owners. The basic issue in dispute no longer directly con-
cerns whether knowledge can be centralized but concerns “whether
decisions and responsibility can be successfully left to competing
individuals who are not owners or are not otherwise directly inter-
ested in the means of production under their charge” (p. 162).
Specific directives from a central planning office are no longer to
be the regulators of production decisions; instead. investment capital
is to be issued by the central planning board to subordinate plant
managers who are to use their specialized knowledge to transform
these general resources into concrete production projects. Ultimate
responsibility over the use of existing capital goods and the flow of
new investment is supposed to rest with a central body, but control
over the-details of production is to be delegated to plant managers.
Clearly, wherever responsibility for decisions is delegated to man-
agers in the lower levels of the hierarchy of an organization, there must
be some procedure for monitoring their performance. If plant man-
agers were given [ree rein, there would be no validity to the claim that
ownership of the means of production is common, but if their every
move were determined by central decree we would be back 10 a non-
competitive, centralized model. If the competitive solution is to be
Jjudged according to its own advocates’ aims, it will have to lie some-
where between these extremes. Plant managers must be given author-
ity to decide the details of production, but ultimate responsibility for
the performance of managers must be retained by the central office.
For this to work there nust be some way for the planning board to
determine who can be entrusted with society’s resources. Hayek sug-
gests that the board cannot simply lend funds to the highest bidder,
since “it would lend to persons who have no property of their own,”
and thus the board would have to “bear all the risk” (p. 172). But if
the risk bearing is centralized, he asserts, then so must be the func-
tion of Forming the expectations on the basis of which risks are to be
borne (pp. 173-4)-and hence we are back at the problem of the
centralization of knowledge.
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Hayek, in 1935, focused primarily on the question of who is to
decide haw to allocate investment resources in the absence of private
owuership, and on what basis. Perhaps his argument ight have
been nv..re powerful had he tried to explain in more detail how such
decisions are made under private ownership, rather than denying
that tlsty could be made under competitive schemes of socialism. But
considering the fact that Hayek was writing before the English mar-
ket secialist models were described in print, it is striking how few of
the questions he raised were ever answered. When Hayek returned
to the debate in 1940, so little attention had been paid to what he
had said in 1935 about these issues of risk and expectations in the
absence of private ownership that he felt compelled to quote his
earlier remarks, including his conclusion:

To assume that it is possible to create conditions of full competition without
making those who are responsible for the decisions pay for their mistakes
scems to be pure illusion. It will at best be a system of quasi-competition
where the person really responsible will not be the entrepreneur but the
official who approves his decisions and where in consequence all the diffi-
culties will arise in connection with freedom of initiative and the assessment
ot responsibility which are usually associated with burcaucracy. ({1935]
1948f, p. 176, and {1940] 1948a, p. 203).

Hayek’s later rejoinders to the market socialists

The standard account of the debate rarely even mentions the fact
that Hayek rejoined the debate in 1940, after Lange’s response had
been published. This section will describe the essay in which Hayek
answered Lange and Dickinson, as well as the series of essays on
knowledge and competition in which Hayek substantially clarified
his position.

Hayek begins his rejoinder to Lange and Dickinson, “The Com-
petitive ‘Solution’” ([1940] 1948a, pp. 181-208), by assessing the
development of the calculation debate up to this time. The first two
stages of the debate, representing the Marxian and mathematical
models of planning, he says, “may now be regarded as closed” (p.
181). The controversy has now shifted to a third stage, the proposal
“to solve the problems of determining values by the reintroduction
of competition” that he had tentatively examined five years earlier,
before any “systematic exposition of the theoretical bases of competi-
uve socialism” had been available (p. t84). But, lie says, the solutious
proposed by l.ange in 1936 and by Dickinson in 1939 finally offer
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such a systematic exposition, which can now be critically examined
on its merits. Hayek summarizes the two positions as follows:

They both rely to some extent on the compctitive mechanism for the deter-
mination of relative prices. But they both refuse to let prices be determined
directly in the market and propose instead a system of price-fixing by a
central authority, where the state of the market of a particular commodity,
i.e, the relation of demand to supply, mcrely serves as an indtcation to the
authority whether the prescribed prices ought to be raised or lowered (p.
185).

Hayek proposes to consider three issues concerning this centrally
dirccted competitive price system: (1) “how far this kind of socialist
system still conforms te the hopes that were placed on the substitution
of a planned socialist system for the chaos of competition” (p. 186); (2)
“how far the proposed method of central price-fixing, while leaving it
to individual firms and consumers to adjust demand and supply to
given prices, is likely to solve the problem which admittedly cannot be
solved hy mathematical calculation” (pp. 186~7); and (3) “how far” the
specific proposals are “applicable” to a real economy (p. 186).

Hayek’s answer to the first question is brief and definite. Clearly
the oviginal aim of replacing the anarchy of capitalism wit!. a con-
sciously planned social order has, at this third stage of the <lcbate,
been abandoned. The reintroduction of competition, which to
Hayek implies a rivalrous struggle among counflicting plans, consti-
tntes a very significant concession, as indeed many socialist critics of
these competitive schemes have pointed out. Most of Hayck’s essay ts
devoled to the latter two questions, which in effect ask wheths:r the
Lange-Dickinson solution can work, even on its own terms, it what-
ever realm it may be found applicable, and whether that vealm is
comncident with or even close to the real world.

Hayek's second peint concerns the question of whether it s possi-
ble to use a centrally directed trial and error procedure as an «qjuiti-
brating process for discovering the prices that will solve the equa-
tions which cannot be solved by direct mathematical methods. Hayek
says that he cannot understand how trial and error could begin to
address the problem at hand. “This seems to be much the same
thing as if it were suggested that a system of equations, which was
100 complex to be solved by calculation within reasonable time and
whose values were constantly changing, could be effectively tackled
by arbitrarily inserting tentative values and then trying about until
the proper solution was found” (p. 187). Surely, Hayek reasons. if
the equations were too complex and the changes in the data too
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frequent for a mathematical solution to be practicable, these same:

considerations apply to the likelihood of guessing the correct
solutions "

Hayck points out that Lange and Dickinson are quite unclear and
inconsistent in their expianations of how this price fixing by the
planning board is supposed to proceed (as 1 also argued in the last

chapter). For example, are price changes to be made “at the end of

the accounting period.,” as Lange said, or “constantly”-as he also
said ({1936] 1964, pp. 82, 86)? That is, what is the period for which
prices are to be treated by market participants as parameters? The
inconsistency of Lange and Dickinson on such central questions,
Hayek suggests, “makes one almost doubt whether they have made a
real effort to visualize their system at work™” (p. 191).

With respect to the third of Hayek’s questions, involving how far
the proposed model is applicable to the real world, the Lange-
Dickinson model does not fare much better. Both authors “overlook
a very important field to which their method appears to be simply
inapplicable” — that is, those cases in which we are concerned with
“commodities which cannot be standardized.” In those industries
whose products are “produced on individual orders, perhaps after
wyvitation for tenders,” {or example, “identical products are rarely
produced twice in short intervals™ {(pp. 188-9).

In such cases the market socialists’ instruction to the planning
board to tix prices so as to equalize supply and demand has no
meaning. I[ prices for unique products are to be centrally fixed, the
authorities would have 1o examine the entire production process to
ensure that all the costs borne were necessary. They would need to
inspect the plans of all potential suppliers and purchasers, none of
whom have objective, realized accounting records that are directly
relevant to the price in question.

If a society’s matrix of products and production techniques were
fully standardized, Hayek admits, one can conceive that prices could

*? Some might argue here (contrary to the conclusion of Chapter 5) that Hayek is
showing that Lange’s answer was ineffective not only against the calculation argu-
ment but also against the computation argument. However, Hayek's objection
holds only if one rejecis (as I believe Hayek did, at least. implicitly) the Walrasian
explanation of how capitalism works. For any neoclassical theorist who takes his
Walrasian auctioneer seriously, Lange’s formal analogy argument shows quite plau-
sibly that his central planning board can do as well at finding a general equilibrium
configuration of prices as the auctioneer could. Thus no doubt Lange would have
responded to Hayek that if the planning board could not find the right prices, then
neither could capitalists. Within what I have called the “neoclassical” perspective,
this response would be unanswerable.
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be decreed from above. But, it has been argued. such cases involve a
narrow optimizing notion of choice in which the framewaork of ends
and means is given in advance. In this realm, choice is a mechanical
solution to a constrained optimization problem for the exercise of
which the central planning board may be as well equipped as an
entrepreneur/capitalist could be. But, Hayek contends, such prob-
lems constitute only a fraction of the choices that would have to be
made by a planning board.” In all decisions concerning nonstan-
dardized products, the planning board would have (¢ make entre-
preneurial judgments itself (thereby returning to the problems of
centralized knowledge for which the competitive solution was pro-
posed) or else simply offer official sanction for private entrepre-
neurs to make the judgments, in which case “the process ot price-
fixing would become either exceedingly cumbersome and the cause
of infinite delay or a pure formality” (p. 189).

Underlying both of these issues—the limitation of trial and error
tor finding prices even for standardized products and its complete
inapplicability for nonstandardized commodities—is what Hayek
calls "the modern preoccupation with stationary equilibrium” (p.
191). Unfortunately, Hayek devotes very little effort here 1o a direct
criique of this preoccupation with “statics” and instead tries to ana-
lyze the practicability of the Lange-Dickinson model in the dynamic
context.'"® In other words, he does not elaborate why he has posed
“the problem™ as necessarily one of disequilibrium but simply exa-
mines the model in terms of the problem as he understands it. He
asserts, for example, that “the practical problem is not whether a
particular method would eventually lead to a hypothetical equilib-
rium, but which method will secure the more rapid and complete
adjustment to the daily changing conditions in different places and
different industries” (p. 188).

Given that this is the problem to be solved, the Lange-Dickinson
model is then shown to be inadequate. But, as we have seen, this

¥ Hayek points out that “much machinery, most buildings and ships, and many parts
of other products are hardly ever produced for a masket, but only on special
contract” ({1940] 1948a, p. 189). Today probably an even greater proportion of
economic production is nonstandardized than was the case forty years ago. Even
more fundamentally, the question of which standards ought 10 become dominant is
itself decided through a rivalrous process during which a multipliciy of “stan-
dards” compete for the privilege of becoming widely adopted. Without this process,
imposed standards that did not have to win acceptance in a prior competitive
struggle would tend to be inferior to those that competition would discover.

He does, however, refer in footnote to his paper “Economics and Knowledge”
([1937] 1948b) in which he had discussed the nonstatic nature of "the econnmic
problem.”
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does not appear to be the problem that Lange and Dickinson were
trying to solve. It would seem, then, that a more fundamental ap-
proach on Hayek’s part, a clearer articulation of the problem and
how it is solved under capitalism, rather than a detailed discussion of
how poorly the proposed socialist solution would work, would have
been more effective.

Nevertheless, although Hayek does not specifically refer 1o the
methodological differences between the Austrian (di-.cquilibrium)
and neoclassical (equilibriuny) approaches as such, most of the essen-
tit]l elements of an Austrian methodological critique of Lange and
Dickinson are presented in various parts of his essay. Iii the process
of examining various aspects of the competitive solutiu.;, he repeat-
edly raises issues that are far more general than the question of the
workability of these particular schemes.

For example, while discussing the specific procedures by which the
central planning board would change prices, Hayek points out that
in any practical implementation of the program the board would not
only be slower in responding to changes, as has been mentioned, but
its recommendations would al.o be less refined. Implicit in Hayck’s
comments here is the Austrians’ methodological distrust of aggre-
gates. Given the practical limits of information gathering, the board
would have to aggregate the huge mass of particular data into
broader, more manageable categories, so that there would be “less
differentiation between' prices of commodities according to differ-
ences of quality and the circumstances of tine and place” (p. 192).
Therctore those details that are based on “special circumstances of
time, pl..¢ and quality” would “find no expression” in the price-
fixing process. “This means . . . that the managers of production will
have no inducement, and even no real possibility, to make use of
speciii upportunities, special bargains, and all the little advantages
offered by their special local conditions, since all these things could
not enter into their calculations” (p. 193).

Another example of a fundamental methodslogical issue that
Hayek raises almost incidentally in the course of his argument is his
remark that the Lange-Dickinson argument seems to proceed “as if
the cost curves were objectively given facts.” By contrast, from the
radically subjectivistic perspective of the Austrian school, costs are
not objectively given but subjectively estimated and continually being
discovered. “What is forgotten is that the method which under given
conditions is the cheapest is a thing which has to be discovered, and
to be discovered anew, sometimes almost from day to day, by the
entrepreneur” (p. 196).
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Thus the basic problem with marginal cost pricing rules is not
merely a matter of the “loyalty or capacity” of the managers, whom
both Mises and Hayek explicitly assumed to be capable and mot-
vated. The basic problem is whether the manager will have at his
disposal the requisite knowledge when he does not face competitive
rivals who are trying to outbid him for resources. He may sincerely
want to procduce at minimum cost but he may simply not know what
the minimum cost is if he is not involved in a rivalrous, competitive
discovery process. “The force which in a competitive society brings
about the reduction of price to the lowest cos: at which the quantity
salable at that cost can be produced is the opportunity for anybody
who knows a chesper method to come in at his own risk and to
attract customers by underbidding the other producers” (p. 196).

T'o assume that the knowledge of the relative costs of alternative
projects is available is, as Hayek says, to miss the whole point. Hayek
admits that in some sense, all the knowledge that is dispersed
throughout the economy, “taken together” is equally “given” to the
participants in a socialist or capitalist society. But the question is,
How can this dispersed knowledge be “effeciively used by the plan-
ning authority” in the absence of a competitive process? “It is the
main merit of real competition that through it use is made of
knowledge divided between many persons which, if it were to be
used in a centrally directed economy, would all have to enter the
single plan” (p. 202).

Hayek elaborated further on this critique of the assumption of
“given” knowledge in some of his other essays. In his 1937 Economica
paper, “Economics and Knowledge,” for ¢xample, he refers to an
equivocal use of the term datum in much economic theorizing, ac-
cording to which those data that “are supposed to be objective facts
and the same for all people” are confused with “those facts and only
those facts, which are present in the mind of the acting person”
(11937] 1948b, pp. 38-9). This confusion comes from the un-
answered question of whom the facts are supposed to be given to—
whether to "the observing economist” or to “the persons whose ac-
tions he wants to explain” (p.. 39). This same confusion between
objective and subjective knowledge appears to underlie the market
socialists’ solutions.

In Hayek’s best-known paper on knowledge, the 1945 American
Economic Review article “The Use of Knowledge in Society,” he clari-
fied the distinction between his concept of “the economic problem”
and that of the market socialists. The latter pose the problem in
these terms: “If we possess all the relevant information, if we can
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start out from a given system of preferences, and if we command
complete knowledge of available means, the problem which remains
is purely one of logic” ([1945] 1948g, p. 77). In other words, in this
formulation “the answer. .. is implicit in our assumptions.” This
formal exercise establishes the equilibrium conditions for economic
optimality and as such comprises “an important step toward the
solution of the economic problem of society.” “The conditions which
the solution of this optimum problem must satisfy . .. are that the
marginal rates of substitution between any two commodities or fac-
tors must be the same in all their different uses” (p. 77).

This optimality problem, to which we have seen that Lerner ex-
plicitly and the other market socialists implicitly reduced the
Misesian challange, “is emphatically not the economic problem
which society faces,” according to Hayek, because “the ‘data’ from
which the economic calculus starts are never for the whole society
‘given’ to a single mind which would work out the implications and
can never be so given” (p. 77).

The crucial distinction that Hayek introduces in this regard is
between “scientific knowledge” and “unorganized knowledge,” or
“the knowledge of the particular circumstances of time and place.”
The latter, he insists, cannot be available except to the “man on the
spot” (pp. 80-3). It is only by employing such particular knowledge
in conjunction with the “telecommunications” system of prices (p.
87) that rational economic decisions can be made, and only a price
system that is driven by the forces of competition can facilitate this
dispersal of knowledge.

Hayek’s views on the function of competition in this process of
knowledge dispersal and his critique of perfect competition models
were further developed the following year in “The Meaning of
Competition.” There he concludes with the succinct statement that
“competition is essentially a process of the formation of opinion: by
spreading information, it creates that unity and coherence of the
economic system which we presuppose when we think of it as one
market” (1948d, p. 106).

One more contribution by Hayek that crystalizes his approach to
these issues has to be mentioned: his “Competition as a Discovery
Procedure.” There, more clearly than ever before; he describes rival-
rous competition as “a procedure for the discovery of such facts as,
without resort to it, would not be known to anyone, or at least would
not be utilised” (1978a, p. 179).

In all of these essays, Hayek was elaborating an approach te eco-
nomics that seeks to replace the neoclassical welfare criteria of
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Pareto-optimality or efficiency with the criterion of plan coordina-
tion. Had this distinction been articulated at the time of the calcula-
tion debate, much of the debate’s confusion might have been
avoided. Hayek explains that one cannot in principle judge the effi-
ciency of the competitive process, because “if we do not know the
facts we hope to discover by means of competition, we can never
ascertain how effective it has been in discovering those facts that
might be discovered” (1978a, p. 180)."

Mises’s own rejoinder

Chapter 3 described the anticipatory remarks with which Mises criti-
cized market socialism in 1920 before any detailed schemes had been
formulated. Three brief subsequent statements by Mises on this
topic will be examined here. Two responses to Mises’s original chal-
lenge appeared in German in 1922, to which Mises offered a re-
joinder the next year in the same journal in which the 1920 chal-
lenge was published (translated in 1936 as the appendix to Secialism):
In 1936 Mises added to the English translation of Socialism a section
on “the artificial market” that apparently refers to the same “oral
tradition” of “younger socialists” in England to which Hayek had
responded in 1935. Finally, a section of Mises's Human Action (1949)
on “Recent Suggestions for Socialist Economic Calculation” responds
to the explicit schemes of the later market socialists such as Lange
and Dickinson.

In all of these reactions to various proposals for market socialism,
Mises maintained the position that there is no way to reconcile social-

'* The noted philosopher Saul Kripke, in his book Witigenstein: On Rules and Private
Language (1982, pp. 112—3) has pointed out that “there is perhaps a certain analogy
between Wittgenstein's private language argument and Ludwig von Mises's cele-
brated argument concerning economic cafculation under socialism.” Kripke's sum-
mary of Mises’s argument stresses the very features of knowledge as a social process
that have been emphasized in this book: “According to Mises, a rational economic
calculator (say, the manager of an industrial plant) who wishes to choose the most

- efficient means to achieve given ends must compare alternative courses of action
for cost eflectiveness. To do this, he needs an array of prices (e.g. of raw materials,
or machinery) set by others. If orie agency set all prices, it could have no rational
basis to choose between alternative courses of action. (Whatever seemed to it to be
right would be right, so one cannot talk about right)” Particularly in view of
Hayek’s development of Mises's argument in terms of a “discovery procedure,”
there seems 10 be a very close analogy here indeed. Kripke correctly notes that
Mises’s argument “is now almost universally rejected as a theoretical proposition”
and wonders “whether the fact bodes ill for the private language argument.” |
would argue that on the contrary this fact bodes il for the standard account of the
debate and for some critics of Wittgenstein,
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tsm (meaning common ownership of the means of production) with
the market and the price system. Although very brief, his arguments
are broadly consistent with those by Hayek and Robbins, thus lend-
ing support to the interpretation presented here that the latter were
ouly restating, not retreating from, Mises’s positien.

Two of the earliest attempts to answer Mises's challenge by pro-
posing a combination of planning with competition were Karl Pol-
anyi’s “Sozialistische Rechnungslegung" [Socialist calculation] (1922)
and Eduard Heimann's Mekrwehrt und Gemeinwirtschaft. Knitische und
positive Beitrige zur Theorie des Sozialismus [Surplus value and collec-
tive economy: critical and positive contributions to the thcory of
sociatism] (1922). Mises descrihes the error of the first as its ambig-
uity over the assignment of property rights and the error of the
second as ifs assumption "that economic data do not change” (]1923]
1936, p. 516). Both of these errors were to be cited by Robbins and
Hayck in their later criticisms of the English market socialists.

Karl Polanyi’s scheme admits the difficulty of a truly centralized
model and tries to avoil this by relegating the “right of disposing of
production” to “associatinns of producers.” At the same tiime he
assigns to the central body, the commune, “ownership™ of the means
of production. Mises’s vesponse is that “ownership is the right of
disposal,” so that either the commune or the associations must be the
ultimate decision makers. If it is the former, we again have the
problem of knowledge dispersal under centralized coordination, and
if it 1s the latter we have a syndicalist program that lacks any coordi-
nation mechanism at all (pp. 517-18).

Heimann’s arguments, Miscs says, “resemble Polanyi's on the only
point that matters: they are regretiably vague just where they ought
to he explicit about the relationship between the individual pro-
ductive groups. .. and society as a whole” (p. 519). In both of these
schemes, production groups are depicted as trading with one
another at the same time as they are described as departiments
within a central planning organization that owns all of the means of
production. Mises argues that although such departments may “re-
ceive and give as i they were owners” (p. 518), they cannot replicate
the function of rivalrous bidding by genuine owners.

The competition of entreprenents who, in a social order based on private
property, try to use goods and services most profitably, is replaced in the
planned economy . . . by actions-according-to-plan of the supreme authority.
Now it is only by this competition between enirepreneurs, trying to wrest
from each other the material means of production and the services of la-
bour, that the prices of the factors of production are formned (p. 52¢}).
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Polanyi’s problem was a confusion over the locuss of ownership,
but Mises attributes Heimann’s error to an exclusive concern with
the state of equilibrium. Like Lange and Taylor, Heimann believed
that a simple instruction 1o observe and adjust current inventory
levels would be sufficient to equilibrate the economy. Mises objects
to this that “the central problem of economic calculation™ is “the
renewal of capital and the investment of newly-formed capital”—in
other words, what is important is the dynamic aspect of choice, not
static problems concerning the optimization of the use of existing
capital.

T'his same attention to dynamic issues underlies Mises’s remarks in
1936 about the “artificial market.” He argues that “it is not possible
to divorce the market and its functions in regard to the formation of
prices from the working of a society which is based on private prop-
erty in the means of production.” This, he argues, is because “the
motive force of the whole process which gives rise to market prices
for the factors of production is the ceaseless search on the part of
capitalists and entrepreneurs to maximize their profits by serving
the consumers’ wishes” (pp. 137-8). Without this “striving” with the
prospect of future profit, “the mechanisin of the market loses its
mainspring, for it is only this prospect which sets it in motion and
maintains it in operation” (p. 138).

Thus, to simulate the working of the market process it is not
enough to replicate the decisions about matters of *“daily business
rowtine,” as might appear from “exclusive concentration on the idea
of a stationary economic system.” One must show how choices are to
be made “in an economy which is perpetually subject to change.” In
order to solve such problems as arise in a changing world, “It is
abeve all necessary that capital should be withdrawn from particular
lines of production . .. and should be applied in other lines . . . This
is ... essentially a matter for the capitalists ... who buy and seil
stocks and shares, who make loans and recover them, who make
deposits in the banks and draw them out of the banks again, who
speculate in all kinds of commodities” (p. 139).

In contrast to the market socialist schemes that assume the data to
be available, Mises siresses that “it is the speculative capitalists who
create the data” to which the manager has to adjust his business (p.
140).

Moreover, Mises points out that it is not merely a matter of letting
the central planning board act as a bank that lends capital to those
undertakings that offer the highest return, since, as Hayek had
pointed out, the planning board would have to lend to people who
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have no property of their own, and it would bear all the risk. Mises
emphasizes that “the capitalist does not just invest his capital in those
undertakings which offer high ... profit; he attempts rather to
strike a balance between his desire for profit and his estimate of the
risk of loss. He must exercise foresight” (p. 140).

‘The function that is performed by the profit and loss system
cannot be performed by the single will of a central planning bu-
reau but necessarily depends on a divergence of expectations
among risk-bearing entrepreneurs who vie with one another for
command over resources. When separate owners pit their resources
against one another in the pursuit of profit, knowledge is gener-
ated without which complex production processes could not be car-
ried out.

These arguments reappear in a section on “The Quasi-market” in
Mises’s Hwman Action (1949).'" Again he argues that the “cardinal
fallacy” in proposals to simulate competition in the absence of pri-
vate ownership is their static outlook in which choice is reduced to
routine behavior. Such schemes, he says, “consider the structure of
industrial production and the allocation of capital to the various
branches and production aggregates as rigid, and do not take into
account the necessity of altering this structure in order to adjust it to
changes in conditions” (1949, p. 707).

Central to Mises's point is his contention that “the capitalist system
is not a managerial system; it is an entrepreneurial system” (p. 708).
Some socialists contend that because the evolution of large joint
stock corporations has separated the functions of ownership and
day-to-day control, there would be no difference if all of society
were to become the “stockholders,” but, in Mises’s view, such social-
ists fail to see the important function of owners behind the scenes.
Mises argues that “the speculators, promoters, investors and money-
lenders, in determining the structure of the stock and commodity
exchanges and of the money market, circumscribe the orbit within
which definite minor tasks can be entrusted to the manager’s discre-
tion” (p. 708). Although one might imagine the routine tasks of a
manager to be reproducible under socialism, the roles of the entre-
preneur and speculator are inherently inseparable from the institu-
tion of private ownership: “One cannot play speculation and invest-
ment. The speculators and investors expose their own weaith, their

' This section of Human Action {1949) is substantially the seme as had appeared in the
1948 German book Natwnatikenomie except that Human Action includes foatnote
references to Lange and Dickinson.
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own destiny . .. If one relieves them of this responsibility, one de-
prives them of their very character” (p. 709).

Mises concurs with Hayek’s point that it is not possible for the
planning board to act as a superbank lending funds to the highest
bidder, and indeed states this point in almost the same words: “All
those who can bid for these funds have, as is self-evident in a social-
ist order of society, no property of their own. In bidding they are
not restrained by any financial dangers they themselves run in prom-
ising too high a rate of interest for the funds borrowed” (p. 709).

This does not, however, reduce to the mere question of “incen-
tives” in the narrow sense of psychological motivation. The “incen-
tives” of the profit and loss system do not merely motivate action;
they inform it.

In his critique of trial and error as a solution te the calculation
problem, Mises emphasizes this function of profit and loss calculation
in dispersing knowledge. He points out that “the method of trial and
error is applicable in all cases in which the correct solution is recogniz-
able as such by unmistakable marks not dependent on the method of
trial and error itself” (p. 704). Thus Mises contrasts the trial and error
of an entrepreneur under capitalism with that attempted by a socialist
manager. The former relies on profit and loss statements to inform
him whether he is succeeding or not, but the latter, lacking true rivals,
also lacks this information. The fundamental issue for Mises, and one,
as we have seen, that is almost completely ignored by the market
socialists, is the function of economic calculation and the price system
as a knowledge dispersal mechanism.”

Nowhere in this survey of the responses by Robbins, Hayek, and
Mises to the rnarket socialists has there been found any clear evi-
dence of substantive differences among the Austrians in the debate.
Although the points of emphasis had changed from those issues
stressed in the original Misesian challenge, the leading advocates of
socialism at whom the Austrians directed their arguments had also
significantly changed their concept of planning. Later writers of the
Austrian school may well have learned from the controversy, en-

"7 This section was absent from the 1940 book Nationalskonomie.

" The only reference to the calcuation debate in Mises’s Theory of Maney and Credit
(added to the 1924 edition) contains a concise summary of the calculation argu-
ment, describing it as essentially a problem of knowledge: “The whole structure of
the calculations of the entrepreneur and the consumer rests on the process of
valuing commodities in money. Money has thus become an aid that the human
mind is no lorger able to dispense with in making economic calculations” {({1912]
1980, p. 62).
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abling them to clarify their ideas, but contrary to the standard ac-
count they were making a single sustained argument. And it was an

argument that was never understood or answered by Lange and his
school.

CHAPTER 7

Conclusion

The main purpose of this study has been to rekindle the fires of the
calculation debate by showing that the standard history of the con-
troversy is seriously flawed. According to this standard account, the
extreme Misesian challenge in 1920 that planning is “theoretically”
impossible stimulated socialists to abandon their Marxian prohibi-
tions and for the first time say something about how planning would
work. After the market socialists presented a rigorous theoretical
model, Hayek and Robbins are said to have retreated to an “imprac-
ticability” argument. Thus, as Abba Lerner put it, the Marxian “the-
sis” that planning should involve the complete abolition of the mar-
ket and the price system was met by the Misesian “antithesis” that
the market ar:d the price system are indispensable, thus leading to
the “synthesis” of market socialism, the combination of planning
with the price system, that botb sides agreed is workable at least in
principle (1.c2ner 1934b, p. 51). According to this version of the
debate, there is little to learn from the controversy, since modern
thought has risen above its degmatic extremes trom which each side
has retreated and has comfortably reconciled planning with the
price system.

Virtually every step of this standard account has been challenged.
Although one can locate two “retreats” in the course of tbe contro-
versy, they were both on the part of the advocates of planning, from
the Marxian socialism (discussed in Chapter 2) to the “rnathematical”
solution (described in Chapter 4), and then to the “competitive”
solution (analyzed in Chapter 5). The critics of planning, on the
other hand, inaintained a single coherent argument that improved
with added clarification but changed only in its emphasis, as re-
quired by its redirection at the different proposed models of plan-
ning. The up.-1et of the controversy is not a consensus around an
intermediate “synthesis” position to which each side retreated, as the
standard account would have it, but rather a decidedly unresolved
conflict between the advocates and critics of planning, who never
saw eye to eye on any of the major issues of contention.

Chapter 2 argued that contrary to the standard account the Marx-
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lan perspective on planning amounted to more than a simple prohi-
bition of discussion of the matter. Implicit in Marx’s critique of
capitalism and in his disputes with the “utopian socialists” is a defi-
nite view about certain general characteristics of the socialist econ-
omy, a view that is legitimately subject to criticism, even within the
Marxian approach. Marx’s socialism is an extreme but consistent
view that central planning is totally irreconcilable with market insti-
tutions of any kind, which are necessarily rivalrous or “anarchic.”
The fact that this rivalrous or disequilibrium aspect of markets was
to become obscured in later contributions to the debate warranted
an emphasis on this feature of Marx’s analysis.

The third chapter then outlined Mises’s initial challenge to central
planning. Here it is argued, in effect, that Mises agreed with Marx
that markets are inherently rivalrous, that they work only as a conse-
quence of a competitive struggle among incompatible plans. How-
ever, Mises went further to point out that the function of this rivalry
is to disperse decentralized information in such a way as to bringa
degree of coordination to this “anarchy.” There is, he argued, no
way other than through market prices by which this decentralized
information can be marshalled for the purpose of such overall eco-
nomic coordination. Prices thus act as “aids to the mind” that enable
society to engage in tar more complex methods of production than
could be deliberately planned by a single mind. The specific tool of
this market coordination is the orientation of individual entrepre-
neurs to their profit and loss accounts in terms of money prices.
Profit opportunities tend to encourage a more sodially coordinated
use of resources without requiring any market participant to know
more than the information required within his own particular
sphere of specialization. Thus economic calculation ot profit and loss
serves as an unconscious coordinating mechanism for society as a
whole, thereby performing a task that is beyond the cognitive ability
of any member of society.

Mises was necessarily directing his critique at the dominant form
of socialism of the day, Marxism, and thus devoted much of his
argument to the point that the price system is necessary for rational
calculation and cannot, for example, be supplanted by calculation in
units of labor hours. Nevertheless, his critique contains the essential
elements of the subsequent critiques of market socialism by Hayek
and Robbins. Mises anticipated both the view that the problems
could be handled “mathematically” and the attempt to reconcile a
“competitive” exchange economy with common ownership of the
means of production. The former misunderstands the dynamic na-
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ture of the problem, and the latter neglects the fact that it is only
through the rivalrous bidding of independent owners of the means
of production that prices tend to have the coordinative “meaning”
necessary for their function in economic calculation,

The standard account has so thoroughly misunderstood Mises's
argument that it has him saying virtually the opposite of what he
really said. For Mises, the “static” analysis of equilibrium theory is an
important theoretical exercise for showing the nature of the choice
problem that must be faced by any economic system, and as such
comprises an important part of his own critique of labor hours as the
unit of calculation. The depiction of this imaginary world from
which all changes have been abstracted is a necessary step toward the
demonstration that labor units cannot capture all of the scarcities
that have to be taken into account by economic calculation.

However, in the standard account Mises's argument is presented
as a denial of this static argument that the same abstract choice
problem faces sacialist planners as face capitalists. Hence many ac-
counts treat the static “formal similarity” arguments of Wieser and
Barone as anticipatory answers to Mises. Chapter 4 began by de-
scribing this formal similarity argument, showing that it in no way
contradicts Mises’s view. The fact that the same logic of choice must
apply to socialism as applies to capitalism is not an answer to Mises;
it is a partial statement of Mises’s challenge that socialist institutions
of common ownership in the means of production would preclude a
practicable solution to this choice problem.

The early market socialists responded to Mises’s challenge with a
mathematical solution that takes recourse to the formal similarity
argument, as if that argument showed not only the nature of the
choice problem to be solved but how it could be solved in practice as
well. Chapter 4 described this mathematical solution in two alterna-
tive variants: the equation-solving solution and the trial and error
solution ~as well as a counterargument to one of these, the compu-
tation argument. All of these arguments are essentially “static” in the
sense that they completely abstract from any complications entailed
in the existence of continuous unexpected change. in all three argu-
ments it was assumed that the knowledge necessary for the formula-
tion of the Walrasian equations is available and that the only prob-
lem remaining is that of finding, whether by algebra or guesswork,
the equilibrium set of prices. Thus the statement of the problem to
be solved was significantly modified. An examination of some fur-
ther work in this direction (“planometrics”) concluded that it too
suffers from an excessively static formulation of the problem.
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The latter part of Chapter 4 presented a critique of this preoccu-
pation with statics by outlining some distinctive features of the Aus-
trian approach. Static analysis plays a secondary role in the analyses
of Austrian economists, and their primary interest lies in the institu-
tional environment within which the market process can best func-
tion to coordinate the plans of its participants. This view was then
used to argue that Lange's celebrated answer to Mises was funda-
mentally misconceived.

The later market socialists abandoned the mathematical solution
and took up the competitive solution. However, Chapter 5 contends
that they retained the essentially static formulation of the problem
that had characterized their predecessors’ arguments. They still as-
sumed that the knowledge that would be necessary to formulate the
Walrasian equations was available, if not to the central planning
board then at least to the decentralized plant managers. The only
discovery they thought it necessary to explain was that of the correct
prices, which they presumed could be found by observing the levels
of inventory stocks of the various producis, adjusting the price up if
the stocks were being depleted or down if they were accumulating.
This “trial and error” procedure reduces the choice problem to
purely routine behavior, avoiding all the problems of alertness to
new opportunities, of futurity, and of knowledge dispersal that 1
argued in Chapter 4 are crucial to any analysis of choice in the real
world. Furthermore, despite the fact that this competitive solution
relies on decentralized decision making, no discussion was offered
about the apparent conflict between this and the idea of common
ownership of the means of production. This avoidance of the issues
of property rights and of limited knowledge wus attributed to an
insistence by the market socialists on exclusively describing the opti-
mality conditions that central planning should strive to achieve,
rather than any practical, presumably noneconomic issues about the
institutional mechanisms by which this ideal might be attained.

The rejoinders by the Austrians to this competitive solution were
described in Chapter 6. First, the general statements of the problem
to be solved and its relevance to Soviet experience that were pre-
sented by Hayek and Robbins were shown to be consistent with
Mises’s views on these issues. The problem is not one of computing
the optimal quantities to produce under the assumption of a com-
plete objective knowledge of the opportunity costs of all options. It is
one of dispersing the relevant knowledge in the absence of the pro-
cess of rivalrous bidding through which :he market disperses such
information. This conception of the problem also underlies the com-
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ments that Robbins and Hayek made in 1934 and 1935 about the
possibility of reconciling planning with competition, as well as the
criticisms of the competitive solution that Hayek offered latcr on,
Competition necessarily requires private ownership in the means of
production in order for it to serve its function as a discevery proce-
dure. The only way in which the market socialists were able to recon-
cile planning with competition was by reducing the latter to the
nonrivalrous state of perfect competition.

The final section ol Chapter 6 closed the argument by showing that
Mises’s own reactions to market socialism are consistent with the
Hayek-Robbins critique. Thus there is no basis for the standard view
that Hayek and Robbins retreated from Mises’s view to a “second line
of defense” or that Hayek and Robbins met the market socialists in an
intermediate, Lernerian “synthesis” position somewhere heiween the
Marxian anl Misesian extremes. If Mises's view that “a socialist system
with a market and market prices is as self-contradictory as is the
notion of a triangular square” (1949, p. 710) is considerel ¢xireme,
then so is Hayek’s view that “nobody has yet demonstrated hnow plan-
ning and competition can be tationally combined” ([1935] 1948, p.
179). If anything distinguishes these statements, it is merely their
characteristic styles of expression, but neither is reconcilable with the
synthesis known as market socialism.

The calculation debate, which is generally treated as a dated clash
between extremes that fortunately settled down te a kind of quiet
“equilibrium” of consensus, has been seen in this study as a highly
relevant confrontation between extremes that unfortunately became
diverted into static issues and thus never came to any resolution. It
remains in “disequilibrium” today. The initial rivalry between the
advocates and critics of central planning was never resolved; it was
simply dissipated in confusion. But since the whole controversy re-
volved around the original challenge by Mises, and since by my
interpretation this challenge was never met, it is evident that advo-
cates of economic planning need to address themselves to the central
issues raised by the Austrian economists. Despite its confusion, this
controversy spawned the discovery of many important ideas by both
sides and has raised many fascinating questions for future research.
My hope.is that this study may help to stimulate contemporary advo-
cates and critics of central planning to return to this intellectual
rivalry that so enriched the profession of economics in the 1930s.
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