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t the root of the dazzling revolutionary implosion and col-

lapse of socialism and central planning in the “socialist

bloc” is what everyone concedes to be a disastrous economic
failure. The peoples and the intellectuals of Eastern Europe and the
Soviet Union are crying out not only for free speech, democratic
assembly, and glasnost, but also for private property and free mar-
kets. And yet, if I may be pardoned a moment of nostalgia, four-and
a-half-decades ago, when I entered graduate school, the economics
Establishment of that era was closing the book on what had been for
two decades the famed “socialist calculation debate.” And they had
all decided, left, right, and center, that there was not a thing eco-
nomically wrong with socialism: that socialism’s only problems, such
as they might be, were political. Economically, socialism could work
just as well as capitalism.

Mises and the Challenge of Calculation

Before Ludwig von Mises raised the calculation problem in his cele-
brated article in 1920, everyone, socialists and non-socialists alike, had
long realized that socialism suffered from an incentive problem. If, for
example, everyone under socialism were to receive an equal income, or,
in another variant, everyone was supposed to produce “according to his
ability” but receive “according to his needs,” then, to sum it up in the
famous question: Who, under socialism, will take out the garbage? That
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is, what will be the incentive to do the grubby jobs, and, furthermore,
to do them well? Or, to put it another way, what would be the incentive
to work hard and be productive at any job?

The traditional socialist answer held that the socialist society would
transform human nature, would purge it of selfishness, and remold it
to create a New Socialist Man. That new man would be devoid of any
selfish, or indeed any self-determined, goals; his only wish would be to
work as hard and as eagerly as possible to achieve the goals and obey
the orders of the socialist State. Throughout the history of socialism,
socialist ultras, such as the early Lenin and Bukharin under “War
Communism,” and later Mao Tse-tung and Che Guevara, have sought
to replace material by so-called “moral” incentives. This notion was
properly and wittily ridiculed by Alexander Gray as “the idea that the
world may find its driving force in a Birthday Honours List (giving to
the King, if necessary, 165 birthdays a year). ”* At any rate, the socialists
soon found that voluntary methods could hardly yield them the New
Socialist Man. But even the most determined and bloodthirsty methods
could not avail to create this robotic New Socialist Man. And it is a
testament to the spirit of freedom that cannot be extinguished in the
human breast that the socialists continued to fail dismally, despite
decades of systemic terror.

But the uniqueness and the crucial importance of Mises’s challenge
to socialism is that it was totally unrelated to the well-known incentive
problem. Mises in effect said: All right, suppose that the socialists have
been able to create a mighty army of citizens all eager to do the bidding
of their masters, the socialist planners. What exactly would those
planners tell this army to do? How would they know what products to
order their eager slaves to produce, at what stage of production, how
much of the product at each stage, what techniques or raw materials to
use in that production and how much of each, and where specifically to
locate all this production? How would they know their costs, or what
process of production is or is not efficient?

Mises demonstrated that, in any economy more complex than the
Crusoe or primitive family level, the socialist planning board would
simply not know what to do, or how to answer any of these vital
questions. Developing the momentous concept of calculation, Mises
pointed out that the planning board could not answer these questions
because socialism would lack the indispensable tool that private
entrepreneurs use to appraise and calculate: the existence of a mar-
ket in the means of production, a market that brings about money

Alexander Gray, The Socialist Tradition (London: Longmans, Green, 1946), p. 90.
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prices based on genuine profit-seeking exchanges by private owners
of these means of production. Since the very essence of socialism is
collective ownership of the means of production, the planning board
would not be able to plan, or to make any sort of rational economic
decisions. Its decisions would necessarily be completely arbitrary and
chaotic, and therefore the existence of a socialist planned economy is
literally “impossible” (to use a term long ridiculed by Mises’s critics).

The Lange-Lerner “Solution”

In the course of intense discussion throughout the 1920s and 1930s,
the socialist economists were honest enough to take Mises’s criticism
seriously, and to throw in the towel on most traditional socialist
programs: in particular, the original communist vision that workers,
not needing such institutions as bourgeois money fetishism, would
simply produce and place their products on some vast socialist heap,
with everyone simply taking from that heap “according to his needs.”
The socialist economists also abandoned the Marxian variant that
everyone should be paid according to the labor time embodied into
his product. In contrast, what came to be known as the Lange-Lerner
solution (or, less commonly but more accurately, the Lange-Lerner-
Taylor solution), acclaimed by virtually all economists, asserted that
the socialist planning board could easily resolve the calculation
problem by ordering its various managers to fix accounting prices.
Then, according to the contribution of Professor Fred M. Taylor, the
central planning board could find the proper prices in much the same
way as the capitalist market: trial and error. Thus, given a stock of
consumer goods, if the accounting prices are set too low, there will be
a shortage, and the planners will raise prices until the shortage
disappears and the market is cleared. If, on the other hand, prices
are set too high, there will be a surplus on the shelves, and the
planners will lower the price, until the markets are cleared. The
solution is simplicity itself®

In the course of his two-part article and subsequent book, Lange
concocted what could only be called the Mythology of the Socialist
Calculation Debate, a mythology which, aided and abetted by Joseph
Schumpeter, was accepted by virtually all economists of whatever
ideological stripe. It was this mythology which I found handed down as
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of Socialism, B. Lippincott, ed. (Minneapolis: University of Minnesota Press, 1938).
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the Orthodox Line when I entered Columbia University’s graduate
school at the end of World War II—a line promulgated in lectures by no
less an expert on the Soviet economy than Professor Abram Bergson,
then at Columbia. In 1948, indeed, Professor Bergson was selected to
hand down the Received Opinion on the subject by a committee of the
American Economic Association, and Bergson interred the' socialist
calculation question with the Orthodox Line as its burial rite.*

The Lange-Bergson Orthodox Line went about as follows: Mises,
in 1920, had done an inestimable service to socialism by raising the
problem of economic calculation, a problem of which socialists had
not generally been aware. Then Pareto and his Italian disciple Enrico
Barone had shown that Mises’s charge, that socialist calculation was
impossible, was incorrect, since the requisite number of supply,
demand, and price equations existed under socialism as under a
capitalist system. At that point, F. A, Hayek and Lionel Robbins,
abandoning Mises’s extreme position, fell back on a second line of
defense: that, while the calculation problem could be solved theoret-
ically, in practice it would be too difficult. Thereby Hayek and Rob-
bins fell back on a practical problem, or one of degree of efficiency
rather than of a drastic difference in kind. But now, happily, the day
has been saved for socialism, since Taylor-Lange-Lerner have shown
that, by jettisoning utopian ideas of a money-less or price-less social-
ism, or of pricing according to a labor theory of value, the socialist
Planning Board can solve these pesky equatlons 31mply by the good
old capitalist method of trial and error.’

Bergson, attempting to be magisterial in his view of the debate,
summed up Mises as contending that “without private ownership of,
or (what comes to the same thing for Mises) a free market for the
means of production, the rational evaluation of these goods for the
purposes of calculating costs is ruled out . . .” Bergson correctly adds
that to put Mises’s point '

somewhat more sharply than is customary, let us imagine a Board of
Supermen, with unlimited logical faculties, with a complete scale of
values for the different consumers goods’, and present and future
consumption, and detailed knowledge of production techniques. Even
such a Board would be unable to evaluate rationally the means of
. production. In the absence of a free market for these goods, decisions

Abram Bergson, “Socialist Economlcs in H. S. Ellis, ed. ,,A Survey of Contempo-
rary Economics (Philadelphia: Blakiston, 1948), pp 412-48. .

SLange was aided in this construction by being able to use Hayek’s collection of
articles on the subject, which had just been published the year before his first article,
as a useful foil. Hayek'’s volume included the seminal article by Mises, other contribu-
tions by Pierson and Halm, two articles by Hayek himself, and the alleged refutation
of Mises by Barone. See Hayek, Collectivist Economic Planning.
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on resource allocation in Mises’ view necessarily would be on a
haphazard basis.

Bergson sharply comments that this “argument is easily disposed
of.” Lange and Schumpeter both point out that, as Pareto and Barone
had shown,

once tastes and techniques are given, the values of the means of produc-
tion can be determined unambiguously by imputation without the inter-
vention of a market process. The Board of Supermen could decide readily
how to allocate resources so as to assure the optimum welfare. It would
simply have to solve the equations of Pareto and Barone.

So much for Mises. As for the Hayek-Robbins problem of practi-
cality, Bergson adds, that can be settled by the Lange-Taylor trial-
and-error method; any remaining problems are only a matter of
degree of efficiency, and political choices. The Mises problem has been
satisfactorily solved.

Some Fallacies of the Lange-Lerner Solution

The breathtaking naivete of the Orthodox Line should have been
evident even in the 1940s. As Hayek later chided Schumpeter on the
assumption of “imputation” outside the market, this formulation
“presumably means . . . that the valuation of the factors of production
is implied in, or follows necessarily from, the valuation of consumers’
goods. But . . . implication is a logical relationship which can be
meaningfully asserted only of propositions simultaneously present to
one and the same mind.””

Economists were convinced of the Lange solution because they
had already come under the sway of the Walrasian general equilib-
rium model; Schumpeter, for example, was an ardent Walrasian. In
this model, the economy is always in static general equilibrium, a
changeless world in which all “data”—tastes or value scales, alterna-
tive technologies, and lists of resources—are known to everyone, and
where costs are known and always equal to price. The Walrasian
world is also one of “perfect” competition, where prices are given to
all managers. Indeed, both Taylor and Lange make the point that the
Socialist Planning Board will be better able to calculate than capital-
ist markets, since the socialist planners can ensure “perfect competi-
tion,” whereas the real world of capitalism is shot through with
various sorts of “monopolies™ The socialist planners can act like the

®Bergson, “Socialist Economics,” p. 446.
"F. A. Hayek, “The Use of Knowledge in Society” (1945), in Hayek, Individualism
and Economic Order (Chicago: University of Chicago Press, 1948), p. 90.
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absurdly fictional Walrasian “auctioneer,” bringing about equilib-
rium rapidly by trial and error.

Set aside the obvious absurdity of trusting a coercive governmental
monopoly to act somehow as if it were in “perfect competition” with parts
of itself. Another grievous flaw in the Lange model is thinking that
general equilibrium, a world of certainty where there is no room for the
driving force of entrepreneurship, can somehow be used to depict the
real world. The actual world is one not of changeless “givens” but of
incessant change and systemic uncertainty. Because of this uncertainty,
the capitalist entrepreneur, who stakes assets and resources in attempt-
ing to achieve profits and avoid losses, becomes the crucial actor in the
economic system, an actor who can in no way be portrayed by a world
of general equilibrium. Furthermore, it is ludicrous, as Hayek pointed
out, to think of general equilibrium as the only legitimate “theory,” with
all other areas or problems dismissed as mere matters of practicality
and degree. No economic theory worth its salt can be worthwhile if it
omits the role of the entrepreneur in an uncertain world. The Pareto-
Barone-Lange, etc. “equations” is not simply excellent theory that faces
problems in practice; for in order to be “good,” a theory must be useful
in explaining real life.®

Another grave flaw in the Lange-Taylor trial-and-error approach
is that it concentrates on consumer good pricing. It is true that
retailers, given the stock of a certain type of good, can clear the
market by adjusting the prices of that good upward or downward.
But, as Mises pointed out in his original 1920 article, consumers
goods are not the real problem. Consumers, these “market socialists”
are postulating, are free to express their values by using money they
had earned on a range of consumers’ goods. Even the labor market—
at least in principle®—can be treated as a market with self-owning
suppliers who are free to accept or reject bids for their labor and to
move to different occupations. The real problem, as Mises has insisted
from the beginning, is in all the intermediate markets for land and
capital goods. Producers have to use land and capital resources to

8The silliness of hailing Barone’s essay as a refutation of Mises is highlighted by
the fact that Barone’s article was published in 1908, twelve years before Mises’s article
which it is supposed to have refuted. The date was well known to, and made no
impression upon, Ludwig von Mises. Moreover, Barone and Pareto themselves had only
scorn for any notion that their equations could aid socialist planning. See Trygve J. B.
Hoff, Economic Calculation in the Socialist Society (1949; Indianapolis, Ind.: Liberty
Press, 1981), pp. 222-23.

%Here, as in other parts of his argument—as we shall see further below—Mises is
leaning over backward to concede the market socialists their best case, and is not
considering whether such free consumer or labor markets are really likely in a world
where the state is the only seller, as well as the only purchaser, of labor.
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decide what the stocks of the various consumer goods should be. Here
there are a huge number of markets where the State monopoly can
only be both buyer and seller for each transaction, and these intra-
monopoly, intra-state transactions permeate the most vital markets
of an advanced economy—the complex lattice-work of the capital .
markets. And here is precisely where calculational chaos necessarily
reigns, and there is no way for rationality to intrude on the immense
number of decisions on the allocation of prices and factors of produc-
tion in the structure of capital goods.

Mises’s Rebuttal: The Entrepreneur

Moreover, Mises’s brilliant and devastating rebuttal to his Lange-Ler-
ner “market socialism” critics has virtually never been considered—nei-
ther by the economics establishment nor by the post-World War II
Hayekians. In both cases, the writers were eager to dispose of Mises as
having safely made his pioneering contribution in 1920, but being
superseded later, either by Lange-Lerner or by Hayek, as the case may
be. In both cases, it was inconvenient to ponder that Mises continued to
elaborate his position with a penetrating critique of his critics, or that
Mises’s “extreme” formulation may, after all, have been correct.®

Mises began his rebuttal in Human Action by discussing the “trial-
and-error” method, and pointing out that this process only works in the
capitalist market. There the entrepreneurs are strongly motivated to
make greater profits and to avoid losses, and further, such a criterion
does not apply to the capital goods or land market under socialism where
all resources are controlled by one entity, the government.

Continuing his reply, Mises pressed on to a brilliant critique, not
only of socialism, but of the entire Walrasian general equilibrium
model. The major fallacy of the “market socialists,” Mises pointed out,
is that they look at the economic problem from the point of view of

Mises's later rebuttal is in his Human Action (New Haven: Yale University Press,
1949), pp. 694-711. For the establishment, the debate was supposed to be over by 1938.
For an example of a Hayekian survey of the debate that does not bother to so much as
mention Human Action, see Karen 1. Vaughn, “Introduction,” in Hoff, Economic Calcu-
lation, pp. ix—xxxvii. Indeed, in an earlier paper, Vaughn had sneered that “Mises’
so-called final refutation in Human Action is mostly polemic and glosses over the real
problems . . .” Vaughn, “Critical Discussion of the Four Papers,” in Lawrence Moss, ed.
The Economics of Ludwig von Mises (Kansas City: Sheed and Ward, 1976), p. 107. The
Hayekian doctrine will be treated further below.

For a refreshing example of an outstanding Misesian contribution to the debate
that does not neglect or deprecate Human Action but rather builds upon it, see Joseph
T. Salerno, “Ludwig von Mises as Social Rationalist,” Review of Austrian Economics 4
(1990): 36-48. Also see Salerno, “Why Socialist Economy is Impossible,” a Postscript to
Mises, Economic Calculation in the Socialist Commonwealth (Auburn, Ala.: Ludwig
von Mises Institute, 1990).
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the manager of the individual firm, who seeks to make profits or avoid
losses within a rigid framework of a given, external allocation of capital
to each of the various branches of industry and indeed to the firm itself.
In other words, the “market socialist” manager is akin, not to the real
driving force of the capitalist market, the capitalist entrepreneur, but
rather to the relatively economically insignificant manager of the cor-
porate firm under capitalism. As Mises brilliantly puts it:

the cardinal fallacy implied in [market socialist] proposals is that
they loock at the economic problem from the perspective of the
subaltern clerk whose intellectual horizon does not extend beyond
subordinate tasks. They consider the structure of industrial produc-
tion and the allocation of capital to the various branches and
production aggregates as rigid, and do not take into account the
necessity of Ialtering this structure in order to adjust it to changes in
conditions. . . . They fail to realize that the operations of the corporate
officers consist merely in the loyal execution of the tasks entrusted
to them by their bosses, the shareholders. . . . The operations of the
managers, their buying and selling, are only a small segment of the
totality of market operations. The market of the capitalist society also
performs those operations which allocate the capital goods to the
various branches of industry. The entrepreneurs and capitalists
establish corporations and other firms, enlarge or reduce their size,
dissolve them or merge them with other enterprises; they buy and
sell the shares and bonds of already existing and of new corporations;
they grant, withdraw, and recover credits; in short they perform all
those acts the totality of which is called the capital and money
market. It is these financial transactions of promoters and specula-
tors that direct production into those channels in which it satisfies
the most urgent wants of the consumers in the best possible way.11

Mises goes'on to remind the reader that the corporate manager
performs only a “managerial function,” a subsidiary service that “can
never become a substitute for the entrepreneurial function.” Who are
the capitalist-entrepreneurs? They are “the speculators, promoters,
investors and moneylenders, [who] in determining the structure of
the stock and commodity exchanges and of the money market, cir-
cumscribe the orbit within which definite tasks can be entrusted to
the manager’s discretion.” The crucial question, Mises continues, is not
managerial activities, but: “In which branches should production be
increased or restricted, in which branches should the objective of pro-
duction be altered, what new branches should be inaugurated?” In short,
the crucial decisions in the capitalist economy are the allocation of
capital to firms and industries. “With regard to these issues,” Mises

UMises, Human Action, pp. 703-04.
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adds, “it is vain to cite the honest corporation manager and his
well-tried efficiency. Those who confuse entrepreneurship and man-
agement close their eyes to the economic problem . . . The capitalist
system is not a managerial system; it is an entrepreneurial system.”

But here, Mises triumphantly concludes, no “market socialist” has
ever suggested preserving or carrying over, much less understood the
importance of, the specifically entrepreneurial functions of capitalism:

Nobody has ever suggested that the socialist commonwealth could
invite the promoters and speculators to continue their speculations
and then deliver their profits to the common chest. Those suggesting
a quasi-market for the socialist system have never wanted to pre-
serve the stock and commodity exchanges, the trading in futures, and
the bankers and money-lenders as quasi-institutions.

Mises has been cited as stating, in Human Action, that it is
absurd for the socialist planning board to tell their managers to “play
market,” to act as if they are owners of their firms in trying to
maximize profits and avoid losses. But it is important to stress that
Mises was focusing, not so much on the individual managers of
socialist “firms,” but on the speculators and investors who decide the
crucial allocations of capital throughout the structure of industry. It
is at least conceivable that one can order a manager to play market
and act as if he were enjoying the profits and suffering losses; but it
is clearly ludicrous to ask investors and capital speculators to act as
if their fortunes were at stake. As Mises adds:

one cannot play speculation and investment. The speculators and
investors expose their own wealth, their own destiny. This fact makes
them responsible to the consumers, the ultimate bosses of the capi-
talist economy. If one relieves them of this responsibility, one deprives
them of their very character.!

One time, during Mises’s seminar at New York University, I asked
him whether, considering the broad spectrum of economies from a
purely free market economy to pure totalitarianism, he could single
out one criterion according to which he could say that an economy
was essentially “socialist” or whether it was a market economy.
Somewhat to my surprise, he replied readily: “Yes, the key is whether
the economy has a stock market.” That is, if the economy has a
full-scale market in titles to land and capital goods. In short: Is the
allocation of capital basically determined by government or by private
owners? At the time, I did not fully understand the vital importance

21hid., pp. 704-05.
131hid,, p. 705.






