CHAPTER VI

OSKAR LANGE AND THE “COMPETITIVE SOLUTION”

In this chapter and the next, we will examine the different attempts of socialist
economists at formulating a ‘“competitive solution” to the problem socialist economic
calculation poses. With this in mind, we will accomplish two goals in this chapter: first, we
will present a series of introductory considerations which place the most significant implications
of this new proposal in their proper context, and we will analyze the most important historical
precedents for the proposal; second, we will carefully study the “solution” Oskar Lange
developed. Although our focus on Lange may at times appear too meticulous and extensive, his
contribution — the best known and most often cited of those made by socialist theorists — has
been so incorrectly interpreted that it is absolutely necessary to make a close and thorough
examination of it. We will conclude our analysis of the “competitive solution” in the next
chapter, which we will devote to a study of (among other matters) the contributions made by

Dickinson, Durbin, and Lerner in this area.

1. INTRODUCTORY CONSIDERATIONS

One feature shared, to a greater or lesser extent, by all versions of the so-called
“competitive solution” is an attempt to introduce a sort of “quasi-market” (in the words of
Mises), in which the behavior of the different economic agents resembles as closely as possible
that of their counterparts in a capitalist system. When we examine the different contributions,
we will see that they are generally characterized by their ambiguity and contradictory nature,
and to the extent that the proposed systems are intended to remain socialist, i.e. to
systematically and coercively restrict the free exercise of entrepreneurship, they provide no
answer to the problem Mises and Hayek initially raised concerning the impossibility of

economic calculation wherever the necessary information is not created.
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Also, we will see that there are two major types of “competitive solution.” The first is
conceived as a simple, secondary solution to make practicable the algebraic calculation of
equilibrium prices as prescribed by the mathematical solution we analyzed in the last chapter.
The second is conceived as a completely autonomous solution aimed at achieving the best of
both worlds, socialism and capitalism, through a “market socialism” which, in its most watered-
down form, would be difficult to distinguish from democratic socialism or social democracy,
and in its most “original” form, is an attempt to “square the circle,” to solve all of society’s
problems.

At this time, in any case, we must emphasize that the widespread acceptance, among
socialist theorists, of “competitive solution” proposals quite clearly amounts to an implicit
acknowledgement on their part of the soundness of Mises’s original contribution, published in
1920, regarding the impossibility of economic calculation in socialist economies. In other
words, the Austrian attack which Mises and Hayek launched against socialism was so
devastating that in practice, socialist theorists were forced to withdraw to a weak second line of
defense, one built on precisely the essential elements of that economic system they so hated and
wished to destroy. Fritz Machlup has shown that Mises’s success has in fact been so complete
that today no one doubts that in theory and in practice, planning is impossible without a
decentralized price system. Nevertheless, most theorists are still, to say the least, inexplicably
grudging about recognizing the merit of Mises’s achievement. Furthermore, they have not yet
fully understood nor answered the fundamental elements of his challenge, which was simply to
demonstrate theoretically that in a system without private ownership of the means of production
nor freedom to exercise entrepreneurship, the practical, dispersed, subjective information which

is essential to the coordination of society cannot be created.

! See Fritz Machlup, “The Economics of Information and Human Capital,” vol. 3 of Knowledge:
Its Creation, Distribution and Economic Significance, 191: “At the present juncture of the discussion,
writers on the theory or practice of central economic planning no longer doubt that a price mechanism is
an indispensable tool of the planner’s task. The Mises challenge has definitely prevailed on this point, as
it has also on a second: ‘decentralized procedures’ are manifestly accepted by the present protagonists of
planning.” On page 190, we read: “...these discussions did not address the essence of the Mises
challenge. The issue is not whether calculations are possible and practicable with all available ‘data’ but
whether the relevant data could become available to the central planning agency. The Mises challenge
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Therefore, it is not surprising that the chief Austrian participants in the debate also
persisted in highlighting the significance of the fact that their socialist opponents abandoned
their traditional notion that a system of central planning managed by a government agency is the
only “rational” method of organizing society, that they did an about-face and began to
recommend, with differing levels of intensity, the reintroduction of competition.2 Thus, for
Mises,® the demonstration of the fact that economic calculation is impossible in a socialist
regime prevailed at a speed unprecedented in the history of economic thought, such that
socialists have been unable to avoid admitting their final defeat and have ceased to preach the
traditional Marxist doctrine that socialism is superior to capitalism precisely because socialism

permits the elimination of the market, prices, and competition. In contrast, they now strive,

was that the information necessary for rational central planning could not be obtained and that market
prices of privately owned means of production as well as products are required for a rational allocation of
resources.”

% Trygve J.B. Hoff, Economic Calculation in the Socialist Society, 238. Hoff even states that
some “competitive solution” proposals would actually fall outside the strict definition of socialism, and
that therefore, they should not even be answered. Hoff’s assertion is unjustified from the perspective of
our definition of socialism (any system of institutional aggression on the free exercise of
entrepreneurship), which is both broad and precise, and therefore allows us to apply the above criticism of
the socialist system whenever any degree of this sort of aggression is committed in any social sphere, no
matter how small.

% “It is therefore nothing short of a full acknowledgement of the correctness and irrefutability of
the economists’ analysis and devastating critique of the socialists’ plans that the intellectual leaders of
socialism are now busy designing schemes for a socialist system in which the market, market prices for
the factors of production, and catallactic competition are to be preserved. The overwhelming rapid
triumph of the demonstration that no economic calculation is possible under a socialist system is without
precedent indeed in the history of human thought. The socialists cannot help admitting their crushing
final defeat. They no longer claim that socialism is matchlessly superior to capitalism because it brushes
away market, market prices and competition. On the contrary. They are now eager to justify socialism
by pointing out that it is possible to preserve these institutions even under socialism. They are drafting
outlines for a socialism in which there are prices and competition.” Ludwig von Mises, Human Action,
706. Incidentally, this assertion of Mises’s, like many others he made, may have appeared bold when it
was written, in 1949, but it has turned out to be prophetic, and forty years later, history has proven him
absolutely right, as Robert Heilbroner, a socialist and well-known pupil of Oskar Lange, has
acknowledged. Heilbroner states: “Less than 75 years after it officially began, the contest between
capitalism and socialism is over: Capitalism has won. The Soviet Union, China and Eastern Europe have
given us the clearest possible proof that capitalism organizes the material affairs of humankind more
satisfactorily than socialism ... Indeed, it is difficult to observe the changes taking place in the world
today and not conclude that the nose of the capitalism camel has been pushed so far under the socialist
tent that the great question now seems how rapid will be the transformation of socialism into capitalism,
and not the other way around, as things looked only half a century ago.” The New Yorker (January 23,
1989). See also Heilbroner’s article, “Analysis and Vision in the History of Modern Economic Thought,”
Journal of Economic Literature 28 (September 1990): 1097-1114, esp. pp. 1097 and 1110-1111.
Heilbroner concludes that “socialism has been a great tragedy in this century” and that “Mises was right.”
See also the interview Robert Heilbroner gave Mark Skousen on April 8, 1991. The interview appears in
Liberty 4, no. 6 (July 1991): 45-50, 63. (A shorter version of this fascinating interview had appeared in
Forbes on May 27, 1991.)
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with comic insistence, to justify socialism with the argument that it permits the preservation of
the market, and they even try to show that the market and capitalism are distinct historical
categories which are not necessarily connected.*

Hayek, in his customary genteel tone, could not resist making some sarcastic comments,
both in the 1935 article in which he sums up the state of the debate® and in his 1940 work
expressly devoted to criticizing the “competitive solution.”® Hayek draws attention to the great
significance of the fact that the young socialists who have most diligently and seriously studied
the economic problems socialism poses have abandoned the idea that a centrally-planned
economy could work, and they have instead tended to argue that competition could be
maintained even when private ownership of the means of production were abolished. Thus,
they have abandoned the traditional Marxist notion that planning is not only the exact opposite
of competition, but that its main purpose is to eliminate competition, and in this way to permit

the realization of the true socialist “ideal.”

* It is in the writings of Oskar Lange that we first encounter the tragicomic efforts of “market
socialism” theorists to convince both their socialist fellow travelers and the general public that “the
market” is an institution which has nothing to do with capitalism and that it can also be successfully used
as a tool in socialism. Indeed, this author even stated that the market is a “rather old institution, an
institution which is so characteristic of capitalism that it is frequently confused with capitalism but which
actually is historically much older than capitalism” and that “prices and money are not only characteristic
of modern capitalism, but are an institution that has to be preserved in the socialist society.” (“The
Economic Operation of a Socialist Society: | & I1,” Contributions to Political Economy, no. 6 [1987]: 7,
13.) Modern “market socialists” repeat this idea ad nauseam. See, for example, Market Socialism, edited
by Julian Legrand and Saul String (Oxford: Clarendon Press, 1989). In his brilliant critical analysis of
market socialism, Market Socialism: A Scrutiny. This Square Circle (London: Institute of Economic
Affairs, Occasional Paper 84, 1990), Anthony de Jasay ironically describes the position of “market
socialists” on this point as follows: “Apologists for capitalism usurp the market, appropriating it as if the
market — an efficient institution — depended for its functioning on capitalism — repugnant and alienating
system. However, the suggestion that market and capitalism go together is but a “slight of hand.”
Traditional socialists fall for this trick, and think they dislike and mistrust markets when in fact it is
capitalism they reject. This is a confusion, a failure to see that the market can be trained to serve socialist
goals just as it now serves capitalist ones. Indeed, though the authors do not say so, they tacitly treat the
market as a neutral tool in the hands of its political master who can use it in fashioning the kind of society
he wants.”

® “So many of those of the younger socialists who have seriously studied the economic problems
involved in socialism have abandoned the belief in a centrally planned economic system and pinned their
faith on the hope that competition may be maintained even if private property is abolished.” F.A. Hayek,
“The Present State of the Debate,” in Collectivist Economic Planning, 238.

® «“The first and most general point can be dealt with fairly briefly, although it is not unimportant
if one wants to see these new proposals in their proper light. It is merely a reminder of how much of the
original claim for the superiority of planning over competition is abandoned if the planned society is now
to rely for the direction of its industries to a large extent on competition. Until quite recently, at least,
planning and competition used to be regarded as opposites, and this is unquestionably still true of nearly
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2. HISTORICAL PRECEDENTS FOR THE “COMPETITIVE SOLUTION”

Before Lange, Dickinson, Durbin, and Lerner made their polished contributions on the
“competitive solution,” theorists had been developing it, albeit in an awkward and incomplete
fashion, in writings both in German and English. In German, theoretical development began in
this field in the 1920s as a reaction against Mises’s seminal article, and Eduard Heimann and
Karl Polanyi were principally responsible. Their common denominator was to defend a solution
based on a certain degree of “competition” among a number of monopolies or “trusts” which,
with union or government supervision, would constitute the backbone of the economic
organization of socialism. In English, with the exception of some brief observations from
Roper on the topic, there were initially very few writings on the “competitive solution,” and the
fact that Mises and Hayek commented on it and critiqued it before Lange, Dickinson, Durbin,
and Lerner published their sophisticated works shows that the concept was probably forming in
seminars through oral tradition as the implications of the debate grew more serious. This also
explains the fact that many of the ideas these authors later included in their works were already

“floating around” in the academic world several years earlier.

The Contributions of Eduard Heimann and Karl Polanyi

Eduard Heimann was one of the first theorists to write about the “competitive solution”
in German and did so in his 1922 work, Mehrwert und Gemeinwirtschaft: Kritische und
Positive Beitrage zur Theorie des Sozialismus [Surplus and Collective Economics: Critical and
Positive Contributions to the Theory of Socialism].” Heimann realizes the essential importance
of prices and the market, but he wishes at all costs to establish a socialist system. He tries to
resolve this obvious dilemma by proposing what he calls freundlichen Wettbewerb [peaceful or
friendly competition]. This type of “competition” would exist, in an ordered and controlled

manner, between the managers of the different entrepreneurial and sectoral organizations into

all planners except a few economists among them.” F.A. Hayek, “Socialist Calculation Ill: The
Competitive Solution,” in Individualism and Economic Order, 186.
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which, according to Heimann, the economic system should be divided. In any case, Heimann, a
socialist with Christian roots, still expresses serious doubts about whether competition and
socialism are ultimately compatible. Furthermore, his scientific honesty is unmistakable, since
he explicitly recognizes the great advantages of capitalistic competition, and he was one of the
first theorists who, shortly after Mises himself, acknowledged the grave problem of economic
calculation which would necessarily afflict any socialist system. Nevertheless, Heimann
maintains that if the managers of the different sectoral monopolies simply had different ends,
ideals, and interests, then the result of their activity would be as “competitive” as that which is
constantly produced in a real market economy. In this way, he believes that economic
calculation problems would be avoided and that most of the advantages of the competitive
system would remain, even without private ownership of the means of production and with an
egalitarian distribution of income. Moreover, Heimann proposes the abolition of rents, interest,
and dividends, which would go directly to the central coercion agency. Finally, the managers of
the sectoral monopolies would be instructed to fix their prices at the level of their costs, and
they would never be able to use the monopolistic power their situation granted them.

George Halm has stated,® in a detailed critique of Heimann’s proposals, that the
“competition” between the managers of the sectoral monopolies would only be competition in
quotation marks. It is impossible to fathom how the managers of the sectoral monopolies could
come to know their costs, not only because free competition and entrepreneurship would be
prohibited within each sector, but also because depreciation rates are an essential factor in
determining cost, and they are calculated based on the interest rate, which would not be the
result of a competitive process, but would be set by the central authorities, and thus would be

completely arbitrary. Furthermore, Heimann does not understand that the essence of market

" Eduard Heimann, Mehrwert und Gemeinwirtschaft: Kritische und Positive Beitrage zur
Theorie des Sozialismus (Berlin: Robert Englemann, 1922).

® Halm’s critique of Eduard Heimann’s proposal appears on pp. 189-200 of the book, Collectivist
Economic Planning. These pages contain section 25 of Georg Halm’s article, which appears in the book.
The article is entitled, “Further Considerations on the Possibility of Adequate Calculation in a Socialist
Community,” and Hayek included it because he wanted Georg Halm to summarize the state of the matter,
in light of the debate in the German academic world before 1935.
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functioning is the exercise of entrepreneurship, which alone makes it possible to constantly
discover and create the practical information necessary for economic calculation in each specific
context. In Heimann’s model, the free exercise of entrepreneurship is prevented in extremely
broad spheres of economic life, and thus the model does not permit the generation of this
information, nor does it resolve the economic calculation problem. Indeed, it is unclear how the
managers of the different monopolies could act entrepreneurially, not only because they would
be unable to obtain the corresponding entrepreneurial profits (which would be eliminated by
definition, and hence would not act as an entrepreneurial incentive for the discovery and
creation of the information necessary for economic calculation), but also because they would
not have the chance to foster entrepreneurship even within their own sectors.

More than a decade before Halm, Mises himself had already pointed out® that
Heimann’s proposal is extremely vague, mainly because it does not explain the nature of the
relationship which would exist between the different industrial groups and the state or central
planning agency. For if the different monopolized sectors would act as true owners of their
respective means of production, then we are looking at a syndicalist type of system, one similar
to that tested in Yugoslavia, with all of the perverse results and lack of coordination
characteristic of such a system. At the same time, if the corresponding union organizations
would play merely a managing role, and the responsibility for overall economic coordination
would ultimately fall on a state planning center, then the typical economic-calculation problems
Mises described in detail would emerge in all of their strength. In short, it is theoretically
impossible to conceive of a sort of “controlled and peaceful” competition other than liberal
competition. Competition either exists or it does not, depending upon whether the exercise of
entrepreneurship is free or not (and, as we saw in chapter 2, always subject to the traditional
principles of private law), and Heimann’s proposals would only make sense in a static, unreal

world, in which no changes ever took place and all information necessary for economic

® Mises’s criticism of Heimann first appeared in the article, “Neue Beitrage zum Problem der
Sozialistischen Wirtschaftsrechnung,” Archiv fir Sozialwissenschaft und Sozialpolitik, no. 51 (1924):
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calculation were already available. Finally, and this critical argument of Mises’s is highly
significant and has been systematically and blatantly ignored by the “market socialism”
theorists who followed, it is absurd to believe, as Heimann proposes, that prices can be
established in terms of costs. According to Mises, this proposal is nonsensical not only because
costs are totally subjective and can only be judged tacitly and entrepreneurially in the context of
each concrete action (and therefore cannot be objectively transmitted to the planning bureau nor
generated directly by it), but also because the monetary costs which are considered in personal
economic calculation are simply estimates of productive-factor prices, and hence, any
suggestion that we turn to costs in order to set prices is invariably an example of circular
reasoning which leaves the economic-calculation problem unsolved.

Karl Polanyi,? in his 1922 article on socialist economic calculation,'* after explicitly
affirming that economic calculation is impossible in a central planning system, also makes a
nebulous proposal for “guild socialism” in which the “ownership” of the means of production
would be assigned to a central planning bureau, while the right to use production and consumer
goods and services would be assigned to the corresponding guild production associations.
Polanyi’s is an ambiguous solution similar to the one Heimann offered, and it also fails to reveal
who would ultimately possess the final decision-making power: the central coercion agency or
the guild associations. If the central planning agency wields the ultimate decision-making

power, then we again face the problem of how to acquire dispersed knowledge, which prevents

488-500. An expanded version of this article appears in the appendix of Mises’s work, Socialism, 475-
478.

19 Karl Polanyi (1886-1964) should not be confused with his brother, Michael Polanyi, who, as
we have seen, was one of the chief creators of the theory that tacit, dispersed knowledge makes economic
calculation impossible in any system in which people are not free to exercise human action or
entrepreneurship. It seems paradoxical that the two brothers held such strikingly opposing theoretical
positions, yet the same was true for Ludwig von Mises and his brother Richard, who developed a
positivist concept of probability and defended the application of mathematics and statistics to research in
the social sciences, something Ludwig von Mises always explicitly condemned. The conflict between
their respective theoretical views did influence the personal relations between both sets of brothers (the
Polanyis and the Miseses), who always maintained a rather cold and distant connection.

1 Karl Polanyi’s contribution appears in his article, “Sozialistische Rechnungslegung,” Archiv
fir Sozialwissenschaft und Sozialpolitik, no. 49 (1922): 377-420. Karl later tried to answer the criticism
he had received, mainly from Mises and Felix Weil, in another article, which he published in the same
journal, no. 52 (1924): 218-228. The article was entitled, “Die Funktionelle Theorie der Gesellschaft und
das Problem der Sozialistischen Rechnungslegung (Eine Erwiderung an Prof. Mises und Dr. Felix Weil).”
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economic calculation in centralized systems. If, in contrast, it is the professional, syndicalist
associations which ultimately and systematically coerce their members and make the decisions,

then we are looking at a sort of syndical socialism which lacks any coordinating capacity.*?

Early Criticism Leveled by Mises, Hayek, and Robbins against the “Competitive Solution™

Let us now focus on the scientific English-speaking world. Before Lange, Dickinson,
Durbin, and Lerner made their contributions, except for some brief comments W.C. Roper made
on the topic,® little had been written in English on the “competitive solution.” Nevertheless, as
we indicated previously, a relatively developed doctrine existed in academic circles and allowed
both Mises and Hayek to make a series of early critical observations about this type of proposal.

The first observations about the “competitive solution” in general came from Mises and
appear in the “artificial market” section of his work, Socialism [Die Gemeinwirtschaft], which
was published in 1922 and expanded and translated into English in 1936. Mises holds that the
market is the “focal point” and essence of the capitalist system, that it can flourish only under
capitalism, and that the market and competition can never be “artificially” imitated under
socialism. The support Mises provides for this assertion is in complete harmony with our
explanations, in chapter 2, of the coordinating nature of entrepreneurship, and it reveals that
between 1920, when he published his initial article, and the writing of his 1922 book on
socialism (revised and expanded when published in English in 1936), though Mises defended

the same ideas, his ability to articulate them in writing improved quite substantially.

2 The main criticisms of Karl Polanyi’s proposal come from Mises and appear in the same
places he criticizes Heimann’s contribution (see footnote 9). In his book, Socialism, Mises criticizes
Polanyi on pp. 473-475. See also Felix Weil’s critical article entitled, “Gildensozialistische
Rechnungslegung. Kritische Bemerkungen zu Karl Polanyi ‘Sozialistische Rechnungslegung’; in diesem
Archiv 49/2, s. 377ff,” Archiv fur Sozialwissenschaft und Sozialpolitik, no. 52 (1924): 196-217. Hoff
(Economic Calculation in the Socialist Society, 243) points out that Felix Weil termed Karl Polanyi’s
proposal “impossible and even meaningless.”

3 Willet Crosby Roper, The Problem of Pricing in a Socialist State. See pages 60 and 62, where
he dwells on the necessity of maintaining competition, and he explicitly states that the degree of
efficiency which can be expected of a socialist system will depend on the degree to which such a system
can simulate the competition which normally develops under a capitalist regime. See also footnote 30,
chap. 5.
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In fact, as we have already seen, Mises explicitly affirms that it is the entrepreneur who
creates the practical information necessary for economic calculation. In the words of Mises: “It
is the speculative capitalists [that is, entrepreneurs] who create the data to which he has to adjust

his business and which therefore gives direction to his trading operations.”**

However,
information is only created, discovered, or “seen” if the entrepreneur is pursuing an end which
acts as an incentive for him to grasp this information. Thus, the incentive is the end or profit the
entrepreneur strives to achieve with his action, and if property rights are not recognized, and
therefore the entrepreneur cannot achieve his objective, profit, or end, he will not even generate
the information necessary for economic calculation, and the entire coordinating process typical
of a market economy will not be triggered. Mises states: “Without the striving of the
entrepreneurs for profit ... the successful functioning of the whole mechanism is not to be
thought of ... The motive force of the whole process which gives rise to market process for the
factors of production is the ceaseless search on the part of the capitalists and the entrepreneurs

to maximize their profits.”®

Hence, it is impossible to divorce the market and its typical
functions — in terms of price formation and the coordinating capacity of the individual actions of
its participants — from the institution of private ownership of the means of production. In other
words, the moment private ownership of the means of production is eliminated, it becomes
useless to instruct company managers to act as if they were entrepreneurs, since they are left “in
the dark” when they lose the possibility of achieving what they subjectively estimate their
potential profits to be.*®

Furthermore, according to Mises, it is futile for a hypothetical “state bank” to auction its
resources among those managers who offer the chance to obtain a higher “rate of profit.” “Such
a state of affairs would simply mean that those managers who were less cautious and more

optimistic would receive capital to enlarge their undertakings, while more cautious and more

skeptical managers would go away empty-handed. Under capitalism, the capitalist decides to

L udwig von Mises, Socialism, 121.
5 Ludwig von Mises, Socialism, 119.

207



whom he will entrust his own capital.”’ Therefore, the process is not based on offering the
highest rate of profit, but on the practical information generated in a capitalist market when
entrepreneurs act in accordance with their speculations about the future and are driven by the
psychological tension they feel between the desire to obtain profits and their subjective estimate
of their chances of incurring losses. A manager who finds himself in conditions different from
those of an entrepreneur in a free market will never have access to the same practical
information as the entrepreneur, and therefore, in a socialist system, the final “entrepreneurial”
decision will ultimately be made by the central planning agency in charge of deciding who will
receive the corresponding funds and resources. As we already know, this central agency will
never succeed in acquiring the practical information it would need to avoid acting arbitrarily.
Mises concludes that “...the alternative is still either socialism or a market economy,” but that it
is unrealistic to conceive of “market socialism” as a possible intermediate solution.*®

In the last five sections (which cover twenty-five pages) of his 1935 article in which he
sums up the “state of the debate,” and under the heading “pseudo-competition,” Hayek criticizes
both the models which had been developed in the German literature, and which we presented in
detail when we discussed Heimann and Polanyi, as well as the other proposals for “market
socialism” which the youngest generation of socialist economists were formulating verbally in
London’s economic circles (proposals which had not yet appeared in writing).

Concerning the “German tradition” model of competition among sectoral monopolies,
each of which would follow the rule of matching prices with costs, specifically, of producing a
volume at which marginal prices and costs coincide, Hayek repeats and expands on the
arguments we offered against Heimann’s and Polanyi’s proposals, arguments which Mises,
Halm, and Weil initially raised. Hayek points out that if intrasectoral competition is prohibited,
then it becomes impossible within each sector for the price and cost information necessary for

economic calculation to emerge. In addition, he criticizes the proposal that costs be used as a

16 «If the prospect of profit disappears the mechanism of the market loses its mainspring, for it is
only this prospect which sets it in motion and maintains it in operation.” Mises, Socialism, 119.
7 Ludwig von Mises, Socialism, 121.
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guide for setting prices or determining a certain volume of production. For it is not only that
costs are subjective and can only be established in a market context in which all of the possible
opportunities given up when one acts can be properly estimated; it is also that costs invariably
depend on expectations of the future. In the words of Hayek: “The competitive or necessary

cost cannot be known unless there is competition,”19

and this means not only true competition
among the different sectors, but also, and especially, competition among the different
companies at an intrasectoral level. Hence, costs are not something which can be objectively
known by a planning bureau or by sectoral monopoly managers, but rather are subjective
valuations which are estimated according to the entrepreneurial capacity of each economic agent
who makes decisions in the market.

Furthermore, the marginal-cost criterion involves, as Mises has already shown, a sort of
circular reasoning that makes it impossible to apply. Not only are costs subjective, opportunity
costs, but when they are assessed, the numerical calculations taken into account are precisely the
estimated prices of the factors of production. Thus, prices can hardly be determined based on
costs if the latter are also simply prices. This is particularly clear when one reflects on the role
capital depreciation plays as a component of cost. Indeed, capital is simply the present value of
a future series of rents or prices which correspond to the services of a capital good, and these
rents or prices must be estimated prior to calculating the present value of such a good, and thus,
its depreciation rate as a component of the cost. Therefore, it is impossible to determine price in
terms of cost, since the depreciation component of the latter requires that future prices be
estimated first. In the words of Hayek himself: “Much of what is usually termed cost of
production is not really a cost element that is given independently of the price of the product but
a quasi-rent, or a depreciation quota which has to be allowed on the capitalized value of

expected quasi-rents, and is therefore dependent on the prices which are expected to prevail.”®

'8 | udwig von Mises, Socialism, 123.
9 F A. Hayek, “The Present State of the Debate,” Collectivist Economic Planning, 227.
2 F A. Hayek, “The Present State of the Debate,” Collectivist Economic Planning, 227.
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Moreover, Hayek emphasizes the impossibility of establishing, in any manner other
than a purely arbitrary one, which monopolized sector or industry would constitute the basis for
the socialist model we are discussing. Would each sector comprise all of the intermediate
industries or stages which give rise to a certain final consumer good or service? Or, in contrast,
would each sector include all of the industries or companies which produce the same
intermediate good? Or would a combination of these systems be used? Furthermore, it is clear
that because each final consumer service and good has a different subjective meaning for each
decision-making individual or agency, the concept of sector or industry, regardless of the
criterion adopted, would be completely arbitrary. Besides, such sectors could not remain
unaltered with the passage of time, since changes in the goods and services produced or in the
technologies or capital goods used, assuming the criterion did not change, would result in
constant variations in the companies to be included in each sector. Therefore, the concept of
industry or sector is theoretically absurd: it cannot be objectively established and can have
different forms, and it would only make sense in a static world in which all information were
given and no changes ever occurred.?

The second model Hayek analyzes and criticizes is that in which pseudo-competition is
considered desirable, not only on an intersectoral level, but on an intrasectoral level as well;
that is, among the different companies in each sector. In this second model, the central planning
bureau appears as a sort of “superbank” which appropriates the profits earned in all companies
and sectors and distributes the corresponding investment funds among them. The means of
production are publicly owned, but the different companies are intended to operate
“competitively” on an individual level; in other words, to seek “profits” and avoid “losses.”

Hayek’s critical observations about this second group of competitive-socialism
proposals, in which competition is meant to extend to the broadest sphere compatible with
public ownership of the means of production, and in which the central planning agency only

intervenes to appropriate profits and distribute the corresponding investment funds, are of a

2L E A. Hayek, “The Present State of the Debate,” Collectivist Economic Planning, 231.
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certain interest, mainly due to their implications as a precedent for the modern economic theory
of property rights and for the analysis of the public-choice school concerning the behavior of
bureaucrats and civil servants.”> Nevertheless, they do not incorporate the essential theoretical
arguments Mises had already voiced. Indeed, Hayek points out that even if “competition” is
permitted at all levels, if there is no private ownership of the means of production, it will be
necessary to develop or discover an alternative system for confirming that the corresponding
managers are acting correctly. Hayek lists and analyzes a series of possible systems which
could be devised as alternatives to the private ownership of the means of production.?® The past
successes or failures of future managers is worthless as a criterion, since it is not the past that is
of interest, but the future behavior of the corresponding manager. Furthermore, it is not
possible to objectively discern whether a manager is acting foolishly when he appears to be
incurring “losses,” because he may actually be investing properly from a longer-term
perspective, with the expectation that in the future those “losses” will turn into large “profits.”
The establishment of a system of bonuses or “monetary incentives” in favor of managers would
present the same difficulty: the distribution of the bonuses would require prior, objective, and
unequivocal knowledge of whether a course of action had succeeded or failed, and this is not
possible, given the dispersed and inarticulable quality of the information involved in the

process, as well as the uncertain nature of all future events. Moreover, a system of “bonuses”

%2 The connection with the modern public-choice school is clear in the following remark Hayek
makes regarding the problem bureaucracy poses: “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 decision and
where in consequence all the difficulties will arise in connection with freedom of initiative and the
assessment of responsibility which are usually associated with bureaucracy.” See F.A. Hayek, “The
Present State of the Debate,” Collectivist Economic Planning, 237. At this point we could repeat all of
the arguments more recently developed by the school of public choice with respect to the economic
analysis of the perverse effects of political and bureaucratic behavior, arguments we have cited elsewhere
(chap. 3, footnote 26).

8 Hayek views these different proposals for incentives or systems for monitoring managers’
success in a “socialist market economy” as a problem of great theoretical interest, since “in their pure
form they raise the question of the rationale of private property in its most general and fundamental
aspect.” See F.A. Hayek, “The Present State of the Debate,” Collectivist Economic Planning, 219. With
this statement, Hayek appears to catch a glimpse of the scientific research program of the modern
economic theory of property rights, a program which, though it is heavily restricted by the defects of the
neoclassical paradigm of complete information and equilibrium, is currently reaching a remarkable degree
of development. In the following chapter, we will conclude our critical analysis of the proposals for
establishing systems of bonuses and incentives designed to make a socialist regime possible.
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would only provoke excessively optimistic and reckless behavior if these were not
counterbalanced by “negative bonuses” in the case of losses or errors. However, the
establishment of monetary or other penalties depending on the seriousness of the losses entails
the risk of making entrepreneurial behavior too conservative. Hayek concludes that there is no
alternative system which would make it possible to reproduce or simulate, in a socialist system,
the typically competitive behaviors that derive from private ownership of the means of
production.?

None of the above possible solutions, nor any of the corresponding criticisms,
penetrates the heart of the problem, which does not arise solely from a lack of the incentives
necessary for the system to function just as market processes function in a capitalist system.
Indeed, the problem is also one of dispersed knowledge, and it cannot be eradicated, as we have
been following in Mises’s footsteps to explain. In fact, if production goods are publicly owned
and the community, through the central coercion agency, appropriates the corresponding profits,
dividends, and interest, it is clear that no individual agent can acquire those same profits, since
this would contradict the proposed model of socialism and would mean the reintroduction of the
capitalist system and of private ownership of the means of production. If each economic agent
is forcibly prevented from pursuing his own goal or profit, he will not discover the large
quantity of practical information crucial to economic calculation and to the coordination of
social processes. Moreover, even if the economic agent deceives himself and believes his

situation is “identical” to what it would be in a capitalist society, and even if he believes he has

** See F.A. Hayek, “The Present State of the Debate,” Collectivist Economic Planning, 238.
Nevertheless, we believe Hayek is excessively gracious here with his opponents, and we cannot agree
with him when he also states that although it is “illegitimate to say that these proposals are impossible in
any absolute sense, it remains not the less true that these very serious obstacles to the achievement of the
desired end exist and that there seems to be no way in which they can be overcome.” On the contrary, for
reasons given in the text, we believe that it is impossible to resolve the economic calculation problem in a
system in which competition is as extensive as possible, yet production goods are publicly owned. With
the above statement, Hayek may give the impression that such proposals are not logically impossible, and
that the problem is actually a practical one — that of finding appropriate incentives to replace those that
exist in the capitalist market. However, the problem is not finding proper substitute incentives, but the
fact that it is theoretically impossible, in the absence of private property, for the economic calculation
problem to be resolved, since agents do not generate the necessary information, nor does the central
agency in charge of distributing the corresponding funds have access to the practical information
necessary to do so in a way that is not completely arbitrary.
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his goal or profit in view (because he does not mind that once he has obtained it, he will have to
hand it over to the community, or simply because of chance, or any other reason), it is obvious
that to pursue that goal and undertake the corresponding course of action, given that by
definition he does not possess his own resources, he will have to resort to requesting them from
the corresponding central planning agency which “represents” the community. It will inevitably
be this planning agency which will ultimately decide whether or not to provide the
corresponding resources, yet as we know, this agency lacks the vital, practical (and essentially
subjective and tacit) information dispersed in the minds of economic agents, and therefore the
state agency will invariably tend to act in an arbitrary, rather than a coordinating, manner. In
other words, in the absence of private ownership of production goods (that is, if one is not free
to enjoy the profits or fruits of one’s own creativity, to build a capital base, and to draw from it
the resources necessary to pursue new actions), a forced dislocation occurs between the
individual agents who potentially possess dispersed knowledge (we say “potentially” because
knowledge is not creatively generated when individual agents are prevented from acquiring the
profits they earn) and the central planning bureau. Despite any good intentions, this agency will
never be able to access the dispersed knowledge that citizens could potentially generate, and
hence, it will have no choice but to decide in an arbitrary, and not a coordinating, manner to
whom it will supply the resources at its disposal.

Finally, we cannot overlook the fact that when Lionel Robbins was writing his 1934
book, The Great Depression, he took the opportunity, a year before Hayek wrote on the subject,
to make some brief critical comments on the proposals for “competitive socialism.” According
to Robbins, it is not enough for managers in the socialist system to try to “play” at competition
and “compete” with each other when buying and selling their products, as if they were acting in
a capitalist system. He feels that such proposals involve a simplistic conception of the
economic system, as if it were a static system in which prices and all other information were
generated ipso facto, in an objective manner, by the force of consumer demand. In contrast,
Robbins stresses that in the real world, tastes, technology, resources, and in general, all

knowledge is in a process of continual change, and therefore, “the entrepreneur must be at
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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 administrative unit.”® In
short, one must be free to sell property if the information necessary for the market to operate is
to be created, and this is clearly incompatible with public ownership of the means of production
and the centralized control of the economic system which it ultimately entails. Hence, we see
that along with the arguments against the computational, or purely algebraic, solution we
discussed earlier, Robbins offers a series of comments on “artificial competition,” and though
they are brief, they are not altogether off-base.?

This concludes our analysis of the first early criticisms Mises, Hayek, and Robbins

leveled against the so-called “competitive solution,” assessments based on the fact that the
dispersed nature of knowledge renders economic calculation impossible wherever the means of
production are not privately owned. We will now closely examine Oskar Lange’s proposal for a

“competitive solution.”

3. THE CONTRIBUTION OF OSKAR LANGE: INTRODUCTORY CONSIDERATIONS
The reason we will carefully study the contribution of the Polish economist, Oskar
Lange, lies, apart from this author’s importance to the history of the debate about socialist
economic calculation, in the need to evaluate the soundness of the most widespread version of it
printed in the textbooks which circulate as secondary sources on the debate and the authors of
most of which have until now taken for granted that Oskar Lange effectively refuted the
theoretical challenge Mises and Hayek had issued concerning socialism. We will see that this

interpretation, which had become a true myth of economic science,”” does not correspond with

% |_jonel Robbins, The Great Depression (London: Macmillan, 1934), 154.

% Don Lavoie (Rivalry and Central Planning, 159, footnote 10) points out that in this brief
analysis, Robbins paradoxically appears to stray from his own “Robbinsian” conception, in which the
economic subject is a mere maximizer. Though Lavoie seems inclined to believe Robbins was, in
practice, much more Austrian than Kirzner and other authors portray him, we personally feel that
Robbins’s dynamic, Austrian interpretation of market processes was usually very poor and confusing,
since he was unable to clearly distinguish between the two interpretations, much less guard against the
static conception’s nearly always being deduced from his work.

T «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
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reality. In fact, an increasing number of professional economists are beginning to realize that
the myth that “Lange was able to refute Mises” is completely unfounded.

In the scientific life of Oskar Ryszard Lange (1904-1965), it is possible to identify four
very distinct stages in terms of his conception of the socialist system. The first stage was
characterized by his defense of a socialist model which was tremendously influenced, in
general, by the model the Austrian Marxists developed, and in particular, by Eduard Heimann
and Karl Polanyi, whose contributions we have already had the opportunity to analyze. In the
second stage, Lange developed his “classic model,” which was firmly rooted in neoclassical
welfare theory, in the “trial and error solution,” and in the introduction of decentralized
mechanisms of “competition” in order to find the corresponding equilibrium solutions. The
third stage was an ambiguous one in which Lange, who was profoundly affected by Hayek’s
criticism of his system, criticism he never managed to answer, reached the highest level of
“liberalism” in his proposals, though he never explicitly and satisfactorily reconciled them with
his socialist ideal. The fourth and last stage, which began with his entry into the Polish
communist party and ended with his death, was characterized by a frank withdrawal from his
earlier proposals, in the sense that he ended up explicitly praising the theory and practice of the
Stalinist system, and he even eventually recanted his “competitive solutions” (which were
simply leading him to an implicit abandonment of the socialist system) and proposed a rigid,
Stalinist sort of central-planning system in which, given dramatic advances in computer science,

he believed no competitive solution was necessary. We will study each of these stages in detail.

The Lange-Breit Model
Oskar Lange’s first proposal concerning the manner in which a socialist system should
function was written jointly with Marek Breit in 1934 in the form of a chapter entitled, “The

Road to the Socialist Planned Economy,” which formed part of a collective work on Political

economists of whatever ideological stripe.” Murray N. Rothbard, “The End of Socialism and the
Calculation Debate Revisited,” The Review of Austrian Economics 5, no. 2 (1991): 53.
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Economy and Tactics for Socialist Organization, which was printed in Warsaw that same year.?®
The 1934 Lange-Breit model is practically a copy of the model of “competitive” sectoral
monopolies that Heimann and Polanyi had attempted to develop in the 1920s. Indeed, Lange
and Breit conceive the economy as a set of highly autonomous ‘“sectoral trusts,” the
management of which would be strongly influenced by union representatives. In any case, the
trusts would be “coordinated” by a central bank which, apart from controlling and monitoring
their functioning, would take care of providing them with the necessary financial resources.
Each of these sectoral monopolies would be ordered to keep rigorous accounting records and to
establish prices in terms of production costs. As is logical, all means of production would be
publicly owned, and the corresponding profits and dividends would have to be transferred to the
central bank. Lange and Breit felt it important to separate economic organizations from
political authority as far as possible, and to ensure that the corresponding sectors did not end up
as consumer-exploiting monopolies, they believed it would be necessary to establish a legal
obligation to require the sectors to offer a job to any worker who requested one in any sector.
Clearly, as we have stated, the proposals of Lange and Breit coincide almost exactly
with those Heimann and Polanyi developed in the 1920s, and therefore, all the criticisms we
studied in earlier sections, which were mainly formulated by Mises and Hayek, apply to the
proposals of Lange and Breit as well. Though we will not repeat here all of the arguments
against this sort of model, its naive, ambiguous nature is obvious, especially because it takes no
account of the fact that the lack of real competition on an intrasectoral level renders economic
calculation utterly impossible. The same is true regarding the insurmountable problem of
objectively defining the monopolistic industrial sectors in a manner other than a purely arbitrary
one. Moreover, the managers responsible for the corresponding sectors would lack the

entrepreneurial freedom necessary to discover and create the information essential for economic

%8 Oskar Lange and Marek Breit, “Droga do Socjalistycznej Gospodarki Planowej” [The Road to
the Socialist Planned Economy], in Gospodarka-Polityka-Taktyka-Organizacja Socjalizmu [Political
Economy and Tactics for Socialist Organization], Warsaw, 1934. A second edition of this work appeared
in 1973 in volume 1 of the Dziela [Works] of Oskar Lange, ed. Polski Wydawnictwo Economiczne,
Warsaw, 1973.
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calculation. This fact is particularly grave. It makes the order to “produce at prices which cover
costs” completely unrealistic, given that costs are not objective and are ultimately simply prices
rendered intangible by the rule itself, which involves inescapable circular reasoning (especially
considering the impossibility of calculating the component of the costs represented by
depreciation rates). Last, the central bank authority responsible for supplying funds to
companies and sectors would, due to the insoluble problem posed by the dispersed, subjective
nature of knowledge, lack the information necessary to carry out its duties in a coordinating, and
not purely arbitrary, manner.

In short, neither Lange nor Breit took into account nor answered any of the criticisms
Mises had expressed over ten years earlier regarding Heimann and Polanyi’s models of
“competitive” monopolies. Clearly, Lange and Breit had not read the works Mises published
between 1920 and 1928, and as a result, they were unaware of the problems which beset their
proposal due to their ideological blindness and the fact that they had not given their ideas the
necessary careful reflection. It is also possible that they conveniently concealed Mises’s
criticisms, which they neglected to mention and left unanswered, for ideological or political

reasons.

4. OSKAR LANGE AND HIS CLASSIC MODEL OF “MARKET SOCIALISM”

We will follow Tadeusz Kowalik’s example® and refer to the second stage in Lange’s
scientific life as that of his classic model of “market socialism.” This stage began when, in
October 1936 and February 1937, he published the two-part article, “On the Economic Theory
of Socialism.” The article was republished in 1938 in the book with the same title, in which
Fred M. Taylor’s paper on socialism also appeared. Benjamin Lippincott wrote the introduction

to the book.*® After receiving a scholarship from the Rockefeller Foundation, Lange studied at

%% See Tadeusz Kowalik’s article, “Oskar Ryszard Lange,” in The New Palgrave: A Dictionary
of Economics, 3:126.

%0 part 1 of “On the Economic Theory of Socialism” was published in the Review of Economic
Studies 4, no. 1 (October 1936): 53-71. Part 2 also appeared in the Review of Economic Studies 4, no. 2
(February 1937): 123-142. Both parts are printed in On the Economic Theory of Socialism, ed. with an

217



the London School of Economics, and also at Chicago, Berkeley, and especially, Harvard,
where he completed two academic years and was heavily influenced by Schumpeter, with whom
he exchanged ideas at length. In addition, Lange had the opportunity to talk and work with the
socialist economists and brothers, Alan and Paul Sweezy, as well as with Wassily Leontief.
One outcome of this “intellectual atmosphere” was the paper, “On the Economic Theory of
Socialism,” in which Lange sought to express his conviction that neoclassical equilibrium
theory, and specifically “welfare economics,” provided, without a doubt, the strongest
theoretical foundation for the socialist system. Lange also intended his paper to refute, based on
this idea, Mises’s argument on the theoretical and practical impossibility of rational economic
calculation in a socialist system. Let us consider how Lange developed his arguments and

whether or not he successfully refuted Mises.

Market Prices versus “Parametric Prices”

Lange’s big dream was that it would be possible to simulate the final state toward which
the market process and competitive economics tend, but without a capitalist market; that is,
without private ownership of the means of production nor the free exercise of entrepreneurship.
This hope was based on the belief that it would be possible to arrive at a list of “parametric
prices,” which, although not determined in a free market, would nevertheless permit rational
economic calculation by incorporating the vital information essential for it, and would thus
enable society’s different economic agents to act in a coordinated manner. We will see that
Lange’s contribution is built on a mistaken conception of how market processes work (or more
accurately, on his total ignorance of such processes, since Lange focuses solely on the
neoclassical paradigm of equilibrium, on economic welfare theory, and on the model of “perfect
competition”). Moreover, we will be able to confirm that the procedure he proposes does not in
any way resolve the problem of coordination nor that of rational economic calculation in a

socialist economy, just as Mises had discovered and asserted fifteen years earlier.

introduction by Benjamin M. Lippincott (Minneapolis: University of Minnesota Press, 1938) and
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By “parametric prices” we should understand the various terms on which different
goods and services are offered, terms which prompt purely passive or adaptive behavior in
economic agents. In fact, Oskar Lange considers the essential function of prices to be merely
parametric; in other words, each economic agent “separately regards the actual prices as given

data to which he has to adjust himself.”*!

Hence, parametric prices are ratios of a sort, or
abstract “terms of trade” which, in principle, can be arrived at by any procedure, arbitrary or
not. Moreover, with parametric prices it is possible to keep “accounting” records, though only
in the simplest formal or instrumental sense. Nevertheless, as is logical, parametric prices alone
do not guarantee one the ability to make a “rational” economic calculation; that is, one which
serves a coordinating function with respect to the behavior of the different economic agents.
This will only be feasible if the above prices incorporate the information or knowledge
necessary for the coordinating function or economic calculation to be performed.

Mises’s fundamental argument had nothing to do with this “parametric” concept of
prices, but instead was based on the concept of market prices, i.e. those established through the
free exercise of entrepreneurship, and without which the information necessary to coordinate the
behavior of economic agents and make their economic calculation rational is not generated. In
contrast, Lange holds that Mises’s market prices are not necessary for economic calculation, and
that via merely parametric prices, which are not determined in a competitive market where the
means of production are privately owned and entrepreneurship is freely exercised, rational
calculation would nonetheless be possible. That is, he believes the information necessary to

perform it would be available, and that this calculation would properly coordinate the behavior

of the different agents. Let us now analyze Lange’s argument paragraph by paragraph.

Lange’s First Paragraph
Oskar Lange begins his theoretical argument against Mises’s ideas in this way:

“Professor Mises’ contention that a socialist economy cannot solve the problem of rational

reprinted (New York: McGraw Hill, 1964), 55-143.
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allocation of its resources is based on a confusion concerning the nature of prices. As
Wicksteed has pointed out, the term “price’ has two meanings. It may mean either price in the
ordinary sense, i.e. the exchange ratio of two commodities on a market, or it may have the
generalized meaning of ‘terms on which alternatives are offered.” Wicksteed says, ‘Price, then,
in the narrower sense of “the money for which a material thing, a service, or a privilege can be
obtained,” is simply a special case of “price” in the wider sense of the terms on which
alternatives are offered to us.” [P.H. Wicksteed, The Common Sense of Political Economy, 2nd
ed. (London, 1933), 28.] It is only prices in the generalized sense which are indispensable to
solving the problem of allocation of resources.”*?

Let us take a close look at this paragraph. To begin with, the fact that Wicksteed
informs us that for the purposes of his specific analysis, basically at the point of equilibrium, it
is helpful to use the term “price” in a broad sense, i.e. that of a simple ratio or term on which
alternatives are offered, in no way means that Wicksteed believed such parametric “prices”
could serve as true substitutes for market prices where the latter do not exist or are not known.
On the contrary, as acting human beings, we are constantly obliged to make decisions and
assess different alternatives, and according to Mises, we cannot make these decisions rationally
if we do not take account of “true market prices” that incorporate the necessary information. To
assert that Mises is mistaken in his reasoning concerning the impossibility of socialist economic
calculation because his concept of price (“market price”) is too narrow or limited is tantamount
to asserting that the problem Mises raised was simply that of the impossibility of doing any sort
of “computations” or “algebraic calculations” due to the lack of a numerical accounting system,
regardless of the real content of the data used in it, and not, as was the case, the problem of the
impossibility of performing a coordinating, rational economic calculation in the absence of
prices which incorporate the information necessary to do so. As Hayek has stated, for Lange to
declare that Mises is mistaken because he needlessly makes economic calculation contingent on

the use of “market prices,” in the strict and limited sense of the term, when any system of

%1 Oskar Lange, On the Economic Theory of Socialism, 2" ed., 70.
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parametric prices enables one to perform calculations, is so naive that it seems “an inexcusable
legerdemain of which a thinker not prejudiced by political preconceptions should be
incapable.”®

Therefore, what is essential is to establish whether the parametric prices which are not
market prices can come to incorporate the information necessary for one to calculate rationally
and coordinate the maladjusted behaviors of social agents, a problem which, as we will see,
Oskar Lange was unable to satisfactorily resolve.

Karen I. Vaughn has pointed out that Oskar Lange, in the paragraph in question, shows
that he completely misunderstood Wicksteed’s meaning with respect to prices.* Indeed,
according to Wicksteed, anyone who wishes to make an economic decision will confront the
fundamentally subjective problem of estimating the opportunity cost involved in the action he is
considering. So when a person contemplates, for example, making a purchase, he undoubtedly
finds out, among other particulars, the price of the good in question, or the ratio at which it is
exchanged for the money paid in the market. The “terms on which alternatives are offered” to
the actor are subjectively assessed by him and include not only the terms of trade indicated by
the price, but also all of the other subjective factors the actor ponders, some more and some less,

when he makes his decision. Hence (and we could expect no less of Wicksteed, one of the most

prominent subjectivist theorists), it is impossible to distinguish the parametric function from the

%2 Oskar Lange, On the Economic Theory of Socialism, 59-60.

%8 “That the “alternatives which are offered to us’ become known to us in most instances only as
money prices is Mises’ chief argument. To turn this against him is an inexcusable legerdemain of which
a thinker not prejudiced by political preconceptions should be incapable.” See Hayek’s article, “Two
Pages of Fiction: The Impossibility of Socialist Calculation,” in The Essence of Hayek, 58. This article is
essential to our critique of Lange in this section, and thus, we will follow it very closely. Incidentally,
Arthur Seldon writes about how this article came about. He explains that in 1982 Hayek sent him a copy
of the article along with a letter in which he indicated, among other things, that he was “particularly
indignant about the steadily repeated silly talk of Oskar Lange having refuted Mises.” The article
originally appeared in the journal, Economic Affairs (April 1982). The “Two Pages of Fiction” the
intriguing title mentions refer precisely to pages 60 and 61 of Lange’s article as reprinted in the book
which Lippincott edited and we are discussing. These two pages have been used time and again (without
further scientific discussion) as a basis for the unjustified myth that Lange refuted Mises. See the
“Recollections” included in Hayek’s “Serfdom” Revisited (Institute of Economic Affairs, Hobart
Paperback no. 18, 1984), 26, 27.

% See Philip Wicksteed, Common Sense of Political Economy (London: Routledge and Kegan
Paul, 1933), 28.
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non-parametric functions of prices, because the two aspects are indissolubly united in the

concept of “market price,” and actors always judge them subjectively and together.*®

Lange’s Second Paragraph

Let us now consider Lange’s explanation of how prices in a “generalized” sense
(parametric prices) could come to be known by industry managers and the central planning
agency in a socialist system, and how such prices could satisfactorily replace the monetary
market prices which exist in the capitalist system. In the words of Oskar Lange himself: “The
economic problem is a problem of choice between alternatives. To solve the problem three data
are needed: (1) a preference scale which guides the acts of choice; (2) knowledge of the ‘terms
on which alternatives are offered;” and (3) knowledge of the amount of resources available.
Those three data being given, the problem of choice is soluble” [italics added].*

The first observation we should make is that Lange’s last sentence above contains a

blatant pleonasm. Indeed, as any moderately educated person knows, the English word “data”

% Perhaps it is worthwhile to reproduce here the written words of Karen I. Vaughn on this
matter: “It is instructive that Lange decided to quote Wicksteed’s formulation of the meaning of price in
the beginning of his article; instructive primarily because it reveals Lange’s complete lack of
understanding of exactly what Wicksteed was trying to show. In the Common Sense of Political Economy
[London: Routledge and Kegan Paul, 1933], Wicksteed described the essentially subjective nature of the
opportunity costs that faced anyone attempting to make a rational economic decision. That is, when one
considers making a purchase, the price represents the market exchange value, but the ‘terms on which
alternatives are offered’ includes not only the market price, but all the subjective elements that must be
calculated in one’s choice, the subjective value of all the foregone alternatives [p. 28]. Obviously, this
has nothing to do with the distinction Lange was trying to make between market prices and centrally
planned prices. The prices which Lange’s planning board would set, far from providing a more
encompassing kind of price, would figure in an individual’s subjective calculus in exactly the same way
as market prices more conventionally do. Individuals would still have to personally evaluate the whole
range of alternatives, the ‘terms on which alternatives are offered” to them, but the administered price
would substitute for the market price. The real problem, then, of how legislated prices would be made to
represent actual relative scarcities of the commaodities available for exchange, could not be exorcised
with an impressive incantation. Lange has still to show that the t&tonnement he prescribed could be made
to yield measures of relative scarcity as well as market exchanges. This, he did not accomplish.” See
Karen 1. Vaughn’s “Introduction” to Trygve J.B. Hoff’s book, Economic Calculation in the Socialist
Society, xxii-xxiii. Perhaps the greatest defect in Vaughn’s otherwise brilliant introduction is that she
completely fails to mention the contributions Mises made in his 1949 work, Human Action, which in
another place she even erroneously and unfairly underrates when she states that “Mises’ so-called final
refutation in Human Action is mostly polemic and glosses over the real problems...” See the “Critical
Discussion of the Four Papers,” in The Economics of Ludwig von Mises: A Critical Reappraisal (Kansas
City: Sheed and Ward, 1976), 107. Finally, see also Karen I. Vaughn’s article, “Economic Calculation
under Socialism: the Austrian Contribution,” Economic Inquiry 18 (October 1980): 535-554, reprinted
in Austrian Economics, ed. Stephen Littlechild (London: Edward Elgar, 1990), 3:332-351.
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derives from the Latin datum-data, which refers precisely to knowledge or information which is
“given.” “Given,” in turn, is the past participle of the verb “to give.” In short, what Lange
literally asserts in his last sentence is that if the information which is given, is given, then the
problem of economic calculation is soluble. Hayek indicates that unscholarly expressions (such
as “given data”) or “semantic redundancies” (to use Don Lavoie’s gentler terminology) of this
sort appear constantly in Lange’s writing. In general, such phrases are irresistibly attractive and
are frequently uttered by mathematical economists, specifically by those who frame their
science in terms of equilibrium, within the neoclassical-Walrasian paradigm, because in some
way (semantically, at least), these expressions ease their consciences by assuring them that they
know something which, in reality, they do not know, nor will ever be able to know.®” As a
matter of fact, the confusion which arises from the above pleonasm forms the very basis for the
entire content of Lange’s much-trumpeted “refutation” of Mises’s argument concerning the
impossibility of economic calculation in a socialist economy. Indeed, for Mises, the essential
economic problem is how to acquire the necessary information in the absence of a market,
market prices, and the free exercise of entrepreneurship. However, if we assume ab initio that
this information is “given,” then logically, no economic calculation problem exists, since we
begin by supposing it has already been resolved. Thus, what Lange ultimately tells us in the last
sentence of the paragraph we are discussing is this: “If we assume that the economic calculation
problem has been solved at the outset, then the economic calculation problem is solved.”

Lange belabors the afore-mentioned pleonasm in the first sentence of the next paragraph
when he writes: “It is obvious 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 market economy.”*®

We may well wonder: how? Contrary to what Lange asserts with absolutely no
reasoning, it is not at all obvious that in a socialist economy, information (not even the

information under 1 and 3) can come to be “given” (or rather, “known,” since we suppose this is

% Oskar Lange, On the Economic Theory of Socialism, 60.
%7 The Essence of Hayek, 54.
%8 On the Economic Theory of Socialism.

223



the meaning Lange attaches to the expression “given”) in the same way and to the same degree

as it is “given” (or rather, “seen,” “discovered,” or “created”) in a market economy. The key
issue is this: By whom, through whom, and how is this information acquired? For, as we
showed in detail in chapter 2, in a market economy, information is not “given” at all. Quite the
reverse: it is constantly created, discovered, and noticed by thousands and thousands of
economic agents who interactively exercise their entrepreneurship within a market context,
including ownership rights to the factors of production. It is inadmissible to suppose from the
beginning, as Lange does, that this process by which new information is constantly created and
discovered can be emulated or replicated in a socialist system in which, by definition, the free
exercise of entrepreneurship is prohibited and property rights have been abolished. Moreover,
if, under such circumstances, the agents themselves cannot even create or discover this
information, then we can hardly expect a hypothetical central planning bureau to be able to
obtain it. Information cannot be considered “given” at the central level, not only because it is of
a subjective, practical, dispersed, and inarticulable nature, but also because it is not even
generated at the level of individual economic agents when they are unable to freely exercise

their entrepreneurship. We need not develop this key argument even further here, since we have

repeatedly explained it in detail from diverse perspectives at other points in this book.

Lange’s Third Paragraph

Lange continues his reasoning as follows: “The data under 1 may be either given by the
demand schedules of the individuals or be established by the judgement of the authorities
administering the economic system. The question remains whether the data under 2 are
accessible to the administrators of a socialist economy. Professor Mises denies this. However,
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 alternatives are offered’ are determined ultimately
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by the technical possibilities of transformation of one commodity into another, i.e., by the
production functions.”*®

Initially most striking in this paragraph is the reference (which we have placed in
italics) to “price theory” and the “theory of production,” the “careful” study of which leads
Lange to assert that, if the necessary information (that under headings 1 and 3) is “given,” no
economic calculation problem exists, because the terms on which different alternatives are
exchanged or offered will be given by the technical possibilities of transformation incorporated
in the corresponding production functions. The fact that Lange explicitly bases his assertion on
the neoclassical-Walrasian “price theory” and “theory of production” not only reveals the
“scientific imperialism” of this paradigm (which overlooks another price theory, one that does
not rest on the absurd assumption that all necessary information is given from the start), but it
also shows the enormous inadequacies and dangers which beset the methodology rooted in the
obsessive use of mathematics, equilibrium analysis, and the presumption that the fundamental
economic problem is merely one of maximizing known functions subject to known restrictions.
It is not simply that, as Mises indicates, “economic equilibrium theory” is an irrelevant
intellectual game, but also (and this is much more serious) that it corrupts even the most brilliant
scientific minds by obliging them to start from unrealistic assumptions and leading them
inexorably to erroneous conclusions, and all in a manner that goes virtually unnoticed, except
by the sharpest and most profound theorists. The economic theory of equilibrium and the
neoclassical-Walrasian model are the “opium of the economic scientist,” and they separate him
from the reality he should study, infuse him with the most absolute complacence, and immunize
him against most of his potential opportunities to detect his errors. Lange attempted to show
that economic welfare theory, developed within the neoclassical-Walrasian paradigm, was the
most important theoretical foundation possible for the socialist system. The fact that most
equilibrium theorists have agreed that his analytical model can be applied to both a capitalist

and a socialist system, and the fact that this model can serve as a basis for justifying the

% Oskar Lange, On the Economic Theory of Socialism, 60-61.
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possibility of economic calculation in the latter, in our opinion robs most of neoclassical price
theory of all scientific credibility. One of the most important theses of this book is precisely
that the theoretical-critical analysis of socialism which it contains, and which is embodied in
actual, historically significant events in the countries of the former Eastern bloc, implies the
collapse and total loss of prestige, in theoretical and practical terms, of both socialism as an
economic and social system, as well as much of neoclassical economic theory as a serious
scientific paradigm worthy of consideration.

Moreover, it is not surprising that Lange, and most of the authors of neoclassical
economics, fail to understand how Mises can affirm that economic calculation is “theoretically
impossible” in a socialist economy. This is so, because to the above authors, “theory” means
simply their own, and as we have seen, they base it on assumptions which from the beginning
eliminate precisely the need for any economic calculation. That is, from the neoclassical
perspective, socialist economic calculation is always, by definition, theoretically possible.
These authors cannot conceive of any theory but the one they themselves have built on the
concepts of equilibrium and maximization. Specifically, they completely overlook the
paradigm developed by Austrian theorists in general, and Mises and Hayek in particular, a
paradigm based from the start on a theoretical study of the real institutions that emerge in
society and of the market processes which the force of entrepreneurship drives. In the Austrian
paradigm, information is never assumed “given,” since it is constantly generated within a
certain institutional context which permits the coordination of the maladjusted behaviors of

human beings.*

0 Thus, neoclassical theorists do not understand that economic calculation depends on the
existence of certain historically contingent institutions (such as money, markets, and free exchanges),
historical categories which are “special features of a certain state of society’s economic organization
which did not exist in primitive civilizations and could possibly disappear in the further course of
historical change.” Human Action, 201, main text and footnote 1, in which Mises adds that “the German
historical school expressed this by asserting that private ownership of the means of production, market
exchange, and money are ‘historical categories.”” Hence, it is now perfectly clear that the ideas of Mises
do not contain the spectacular contradiction Lange attributes to him simply because Lange sees him as an
“institutionalist” who, at the same time, defends the universal validity of economic theory. Lange cannot
understand why the Austrian school, from the time Carl Menger founded it, has centered its scientific
research program on the theoretical (general, abstract, and historically independent) analysis of the
institutions (patterns of behavior or human action, such as money, the market, law, etc.) and processes
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In regard to this matter, Don Lavoie has pointed out that because neoclassical theorists
assume in their market-economy models that all vital information is available to participating
economic agents, and that under certain static conditions the market reaches a particular
equilibrium, it is virtually inevitable for these theorists, almost without realizing it, to end up
taking the tiny step involved in making similar presumptions with a socialist model, and hence
to arrive at the parallel conclusion that in a socialist system a certain equilibrium is attainable.**
Kirzner adds that Lange failed to recognize the true challenge Mises posed against socialism
because Lange’s knowledge of economics was confined, in general, to neoclassical price theory,
and in particular, to the model of “perfect competition.” This model, which even today most
introductory textbooks portray as one of the most important for “comprehending” the real
economic system, totally eliminates the role of entrepreneurship in the discovery and use of
profit opportunities in a dynamic process of constant change which coordinates the economy.
Since Mises’s argument rests on a concept of entrepreneurship which is altogether absent from
the neoclassical paradigm, it is not surprising that Lange, who lacked all of the necessary

analytical tools, ended up believing that the market behaves just as the textbooks indicate, and

which evolve in society. In fact, Menger dedicated his Grundsétze to Roscher, since he believed his
subjectivist contribution and his work on the evolutionary emergence of institutions provided the initial,
necessary theoretical foundation for the historicist school (Savigny, Burke) as opposed to the Cartesian
rationalism which was beginning to flood all scientific thought. The theoretical spectacles of the
neoclassical paradigm are so poorly adjusted that they prevent Lange from distinguishing even the most
obvious circumstances of the scientific environment in which he lives, which he perceives only in a
distorted monochrome. See the footnote on page 6 of On the Economic Theory of Socialism. Also, it is
interesting to note that Richard N. Langlois’s book, Economics as a Process (New York: Cambridge
University Press, 1986), which shows a clear “Austrian” influence, is subtitled “Essays in the New
Institutional Economics,” and plainly constitutes, like the works of Mises, a book of economic (and thus
not “institutionalist” or historicist) theory on institutions. Despite Lange, the economic theory of social
processes and institutions is one thing, and “institutionalism” is quite another. Also of great interest is
Peter J. Boettke’s piece, “Evolution and Economics: Austrians as Institutionalists,” in Research in the
History of Economic Thought and Methodology, no. 6 (1988). Finally, let us recall footnote 2 of chapter
5, especially Mark Blaug’s critical comments about the neoclassical-Walrasian paradigm, and his shift
toward the tenets of the Austrian school.

1 «“Tg the neoclassical participants in the debate, the relevant knowledge is assumed to be given
to market participants, and the main analytic conclusion is that under certain static assumptions the
capitalist equilibrium is determinate. It is a small step from this analysis to the adoption of similar
assumptions and the arrival at similar conclusions for socialism.” Don Lavoie, Rivalry and Central
Planning, 115.
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that therefore, it is possible to simulate, in a socialist economy, the equilibrium model so
elegantly presented in them.*

As we have already shown, even though Lange sees no obstacle to compiling
information of types 1 and 3, it is theoretically impossible to do so in the absence of free
entrepreneurship, since in this case, the corresponding information will not be generated nor
discovered (nor will its tacit, subjective nature permit its transmission to a central authority). It
is the information under heading 2, i.e. the knowledge of terms of trade and production
functions, which appears to pose a problem in Lange’s opinion, however he immediately asserts
that this problem could be “solved” very easily, as long as the information under 1 and 3 were
given (which, we repeat, we know is impossible). In an “extraordinary” manner, Lange
“solves” this problem by affirming at the stroke of a pen, and without proof nor justification,
that “the administrator of the socialist economy will have exactly the same knowledge or lack of
knowledge, of the production functions as the capitalist entrepreneurs have.”*

The crux of Lange’s entire “refutation” of Mises lies in this dogmatic (i.e. without any
theoretical or empirical proof or justification) assertion. As we know, Mises’s reasoning
essentially shows that the information generated through the free exercise of entrepreneurship
cannot be reproduced by a system devoid of entrepreneurship, and that thus, it is theoretically
impossible for the “administrator of the socialist economy” to possess “exactly” the same
information as that available to entrepreneurs in a capitalist economy. We know that

information is subjective and dynamic, and that it is constantly created as those who are free to

“2 In the words of Kirzner himself: “That Lange did not understand this nonparametric function
of prices must certainly be attributed to a perception of the market system’s operation primarily in terms
of perfectly competitive equilibrium. (Indeed, it is this text-book approach to price theory that Lange
explicitly presents as his model for socialist pricing.) Within this paradigm, as is now well recognized,
the role of the entrepreneurial quest for pure profit, as the key element in bringing about price adjustment,
is completely ignored. It is not difficult to see how Lange could conclude that such a (non
entrepreneurial) system might be simulated under socialism.” Discovery and the Capitalist Process, 128-
129. On the economic theory of market processes, which centers on the concept of entrepreneurship (and
is totally unrelated to, and especially critical of, the neoclassical-Walrasian paradigm), see not only the
works of Mises and Hayek cited in this book, but also, particularly, all works written by Kirzner, and in
general, the rest of the Austrian theorists. For a critique of the concept of equilibrium in economic
analysis, written by a prestigious economist of the former Eastern bloc, see Janos Kornai’s interesting
book, Anti-Equilibrium: On Economic Systems Theory and the Task of Research (Amsterdam: North
Holland, 1971).
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grasp profit opportunities through entrepreneurship come to perceive these opportunities.
Because entrepreneurship is, by definition, eliminated when private ownership of the means of
production is abolished, and as a result, individuals lose the possibility of freely perceiving
goals and striving to achieve them, such goals cease to act as an incentive, and the information
vital to reaching them is not generated. Consequently, by definition, wherever free
entrepreneurship does not exist, one can never assume that the information which arises only
from the process entrepreneurship drives will be generated. Hence, it is not surprising that in
1982, Hayek made the following statement regarding Lange’s startling assertion: “This brazen
assertion is crucial for Lange’s refutation of Mises’ argument, but he offers no evidence or
justification for it, even in this limited form confined to production functions. Yet it has been
expanded by Lange’s pupils into the even more fantastic assertion that a central planning board
‘would receive exactly the same information from a socialist economic system as did the
entrepreneurs under the market system’ (Thus Robert L. Heilbroner, Between Capitalism and
Socialism, New York 1980, p. 88)...1 am afraid this is a blatant untruth, an assertion so absurd
that it is difficult to understand how an intelligent person could ever honestly make it. It asserts
a sheer impossibility which only a miracle could realize.”*

Moreover, we must bear in mind that so-called “production functions” do not exist in
reality. In real life, there is a flow of new, constantly generated information regarding the
different possibilities of combining productive factors to achieve a certain good or service. The
economic agents involved in production discover this information little by little as they exercise

entrepreneurship and test different ideas. These agents constantly recognize what they believe

“ On the Economic Theory of Socialism, 61.

“ F.A. Hayek, “Two Pages of Fiction: The Impossibility of Socialist Calculation,” in The
Essence of Hayek, 55, 56. The reference to Heilbroner was necessary; for when he assumes that the
information would be available not only to company managers, as Lange asserts, but also to the central
planning bureau, he claims an even greater logical impossibility, so to speak. To the impossibility that
managers who are not entrepreneurs could generate entrepreneurial information, he adds the even more
serious problem of the transmission and centralized comprehension of an infinite volume of subjective,
tacit, inarticulable, and dispersed information in constant change. Let us recall, in partial defense of
Heilbroner, his retraction and his recognition of capitalism’s absolute triumph over socialism (see
footnote 3 of this chapter), though we still do not know whether Heilbroner considers this triumph an
unexpected empirical event which lacks a theoretical explanation, or on the contrary, he has begun to
detect the blatant errors he committed throughout his entire past intellectual life.
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to be new profit opportunities, which entail not only modifying goods and services (with respect
to the way they are presented and defined, as well as to price and quality), but also making
commercial and technological innovations. The same occurs with an even higher degree of
complexity in the case of the means of production in which the continual discovery of slight,
previously unnoticed changes yields large profits. We can hardly consider that certain,
hypothetical “production functions” exist, when the information necessary to define them does
not exist. That is, the actual economic agents involved in the production process do not possess
this information (nor does any planning board, much less experts or economists, no matter how
specialized in the theory of production), unless they create it bit by bit in a tacit, subjective, and
dispersed manner. The problem of production is not a technical problem of functions that can
be objectively solved. On the contrary, it is a purely entrepreneurial human problem: in the
context of different actions, entrepreneurs continually try out new and extremely diverse
combinations and alternatives, which in the framework of a market economy, together with the
expected market prices and the enormous variety of other subjective information that affects the
actor, constantly make him see possibilities of obtaining subjective (i.e. monetary, ceteris
paribus) profits that he deems worth pursuing.

Therefore, it is clear that Lange fails to recognize the fundamental distinction between
two radically different types of knowledge: “scientific” and “practical” knowledge. In fact, he
appears to so utterly confuse the “practical knowledge” which the economic agents who act in
society generate daily and possess in dispersed form with the “scientific knowledge” that
economists believe permits them to theorize about social processes, that he ends up naively
convinced that both the scientist and the planning board could easily acquire this “practical
knowledge” in real life. Nevertheless, the two types of knowledge (“practical” and “scientific”)
differ sharply in nature. For even when “scientific knowledge” is transformed into a theory
about “practical knowledge,” as occurs in economic science, this theory is at most a formal one
concerning the processes by which knowledge is created and transmitted. Furthermore, the
theory must always rest on the idea that theorizing on “practical knowledge” does not in any

way permit an outside observer to overcome the theoretical impossibility of accessing the
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specific content, whether the observer is a scientist or a planning agency. Precisely for this
reason (i.e. the fact that the theorist cannot possibly obtain the “material” content of the
“practical knowledge” on which he theorizes, as well as his failure to distinguish between
“practical knowledge” and “scientific knowledge”), economic calculation is impossible in a
socialist system, and most of the “economic theory” formulated thus far within the neoclassical

paradigm is irrelevant.

Lange’s Fourth Paragraph

Lange extends this confusion between the two types of knowledge to the two concepts
of price which apply to them. Indeed, within the realm of “practical knowledge” lie market
prices, which incorporate much of this knowledge and are continually created and modified by
the force of entrepreneurship. Within the realm of “scientific knowledge” (though only in the
poor, limited, and narrow scientific version of equilibrium), we could place “parametric prices,”
which, assuming all relevant information is given, reflect the terms on which the different
alternatives are offered, and to which each actor must passively adjust his behavior. Lange’s
great mistake stems from his belief that parametric prices can incorporate the information
market prices contain. Yet, Lange has the incredible audacity to claim Mises commits the error
Lange himself is guilty of when he states: “Professor Mises seems to have confused prices in
the narrower sense, i.e. the exchange ratio of commodities on a market, with prices in the wider
sense of ‘terms on which alternatives are offered.” As, in consequence of public ownership of
the means of production, there is in a socialist economy no market on which capital goods are
actually exchanged, there are obviously no prices of capital goods in the sense of exchange
ratios on a market. And hence Professor Mises argues, there is no index of alternatives
available in the sphere of capital goods. But this confusion is based on a confusion of ‘price’ in
the narrower sense with “price’ in the wider sense of an index of alternatives. It is only in the

latter sense that “prices’ are indispensable for allocation of resources, and on the basis of the
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technical possibilities of transformation of one commodity into another, they are also given in a
socialist economy.”®

Lange’s confusion is evident, for he believes parametric prices in a socialist economy
would (due to the corresponding technical possibilities of transformation, i.e “known”
production functions) incorporate information identical to that which would emerge in a market
economy. In other words, Lange confuses parametric prices with market prices. With his usual
perspicacity, Israel M. Kirzner has expanded on this point even further and has drawn attention
to Lange’s cardinal error: his assumption that the market tends toward equilibrium by a process
throughout which prices perform an unchanging parametric function, such that during the entire
process, all economic agents view market prices as “given,” simply adapt passively to them, and
stand no chance of changing them. Hence, Lange is sadly mistaken in his interpretive model of
the market, since in the real market, it is not the parametric function of prices which gives them
their key role, but instead their nonparametric function, which is embodied in the fact that
entrepreneurs constantly discover disparities in prices and act to seize the resulting profit
opportunities by buying and selling, and therefore continually modifying and creating these
prices ex novo.* Therefore, market prices are ‘nonparametric,” in the sense that they provide
information about existing disparities, create an incentive to buy and sell, and ultimately,
undergo continual modifications as a consequence of the exercise and force of
entrepreneurship. Economic agents do not behave in a passive or reactive manner, but rather in
a typically entrepreneurial, i.e. proactive, manner: they remain constantly alert in order to

discover, generate, and take advantage of all new profit opportunities. Prices are not a given to

which people adapt. On the contrary, it is people who are constantly acting, creating prices, and

**> On the Economic Theory of Socialism, 61.

“® In the words of Kirzner himself: “Lange failed to recognize that the distinctive aspect of the
market is the manner in which prices change, that is, that market prices are in fact treated
nonparametrically. It is one thing to imagine that socialist managers can be motivated to obey rules on
the basis of centrally promulgated “prices;’ it is quite another to take it for granted that the nonparametric
function of price (in which, that is, price is not being treated as a datum but is subject to change by
individual market participants), a function which depends entirely on entrepreneurial discovery of new
opportunities for pure profit, can be simulated in a system from which the private entrepreneurial function
is completely absent.” Israel M. Kirzner, Discovery and the Capitalist Process, 31. See also pp. 126-129
of the same book.
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modifying them. Furthermore, only this entrepreneurial (and nonparametric) function of prices
leads to the discovery of existing maladjustments in the behavior of those in society and triggers
a general process or tendency toward social coordination. Hence, it is clearly absurd to hold, as
Lange does, that the nonparametric function of prices in a market economy, a role which
necessarily depends upon the free exercise of entrepreneurship and alone sparks the
coordinating tendencies of the social process, can be simulated in a system in which, by
definition, free entrepreneurship has been totally eliminated and prices are viewed only from a

parametric standpoint.*’

*" This error has also been committed by all of the commentators who, following Schumpeter,
have maintained that, even before Mises made his contribution, Vilfredo Pareto and Enrico Barone had
“demonstrated” that socialist economic calculation is possible. As we saw when we discussed these
authors, they established only an argument of formal similarity. In other words, they formally identified
the type of information a socialist authority would have to be able to access in order for economic
calculation to be possible under static conditions. Nevertheless, as is obvious, it is one thing to establish
the type and quantity of information necessary to the achievement of this objective, and it is quite another
to resolve the theoretical problem of how to acquire this information, a task which Mises and Hayek
maintain is impossible under socialism, due to the typical characteristics of such a system. Furthermore,
we have seen (see footnotes 8 and 9 of chapter 4) that Vilfredo Pareto himself, and to a lesser extent,
Enrico Barone, expressly established that the knowledge or information which concerns us could never be
obtained in the absence of the market. Finally, as we already know, the authors of modern planometrics
theory, beginning with Arrow and Hurwicz, commit the same error. (See section 5 of chapter 5 for a
detailed analysis of this theory.) The economists of Eastern Europe, whom John Gray (Liberalisms:
Essays in Political Philosophy [London: Routledge, 1989], 174) identifies as among the most educated
economic scientists with respect to the history of economic thought, have begun on a broad scale to
acknowledge Mises and Hayek’s argument that the abolition of capitalist-market institutions renders
economic calculation impossible, in contrast with most of their colleagues in western countries, who
remain lost in the fallacies of the neoclassical-Walrasian paradigm. Among these economists,
WIlodzimierz Brus and Kazimierz Laski, for example, deserve special attention, mainly because they were
once pupils of Oskar Lange and even collaborated with him on a book. (See Problems of Political
Economy of Socialism [New Delhi: People’s Publishing House, 1962].) Laski contributed an article on
the conditions for general equilibrium between production and consumption, pp. 108-151; Brus provided
an article on the problems of marginal accounting in a socialist economy, pp. 175-194. It is moving to
read the more recent affirmations of these economists in which they indicate that the neoclassical-
Walrasian model is useless as a theoretical foundation for a socialist economy, because the model does
not allow for entrepreneurship, and that therefore, the hitherto widely accepted belief that Lange refuted
Mises is completely unfounded. In fact, in their own words, “The technological knowledge necessary to
fill the elements of the Walrasian equations is not a datum but rather information which can only be
discovered in the process of competitive struggle. Thus what matters is the peculiar entrepreneurial
‘thinking technique,’ a kind of intuition, which is generated by actually finding oneself in a competitive
situation ... All these aspects are absent in Lange’s model of market socialism, which seems to
corroborate the assertion that its claim to a convincing refutation of the Mises/Hayek challenge has been
unjustified.” (See From Marx to the Market: Socialism in Search of an Economic System [Oxford:
Clarendon Press, 1989], 58.) We could also mention the Hungarian author Janos Kornai, who in his
article, “The Hungarian Reform Process” (Journal of Economic Literature 24, no. 4 [December 1986]:
1726-1728, reprinted as chap. 5 of his book, Vision and Reality: Market and State [New York: Harvester
Wheatsheaf, 1990]), explicitly states that Lange “lived in the sterile world of Walrasian pure theory” (p.
1727) and criticizes the role of the neoclassical school in the debate because the “emphasis shifted one-
sidedly to the issue of computing the correct price signals. What got lost was the crucial Mises-Hayek
idea regarding rivalry. In a genuine market process actors participate who want to make use and can
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5. CRITICAL ANALYSIS OF LANGE’S CLASSIC MODEL
A Preliminary Clarification of Terminology

We will now describe and then critically analyze Oskar Lange’s “competitive solution”
model. Nevertheless, we must first make a terminological clarification. Indeed, as we saw in
the last section, it makes sense to describe Lange’s “solution” as “competitive” only if one is
referring to the awkward and narrow meaning “competition” conveys in the paradoxically
named “perfect competition” model. In other words, Lange’s solution is only “competitive” in
the sense that it involves no competition, since “competition” is conceived only in terms of the
static situation which the neoclassical model of general equilibrium describes. The same can be
said for Lange’s and his followers’ use of the expression “market socialism.” Here the word
“market” does not refer to a real market, i.e. a social process which the force of
entrepreneurship drives and which has the general features we explained in detail in chapter 2 of
this book. On the contrary, the term alludes to an entire series of passive behaviors displayed by
economic agents. All creative exercise of entrepreneurship is ruled out, and all information is
assumed available to the agents. In short, the classic model of “market” or “competitive”

socialism which Oskar Lange and his followers developed incorporates these terms precisely

make use, of their specific knowledge and opportunities. They are rivals. In that sense the market is
always in a state of dynamic disequilibrium. Some win and some lose. Victory brings rewards: survival,
growth, more profit, more income. Defeat brings penalties: losses, less income, and in the ultimate case
exit. Using the vocabulary of the present paper, the Mises-Hayek market implies a hard budget
constraint and a buyer’s market. As long as the system and the policy do not assure the prevalence of
these two conditions, there is no genuine market. The great shortcoming of the Lange model is that it
does not even contemplate these conditions and many of Lange’s followers committed the same error”
(pp. 1727-1728). Finally, the Russian economist Gabriel Temkin, in his article, “On Economic Reforms
in Socialist Countries: The Debate on Economic Calculation under Socialism Revisited” (Communist
Economies 1, no. 1 [1989]: 31-59), asserts along the same lines as above that “the Lange model lacks any
trace of entrepreneurship, whether in purely theoretical or in practical terms. Being wedded strongly to
the General Equilibrium framework, entrepreneurship is just defined away because, within that
framework, there is no room for a theory of entrepreneurial choice ... And, since neither the entrepreneur
nor the market can be adequately simulated in a socialist economy based on public ownership, it is only
the routine task of a manager that can be, at best, reproduced. But here, again, the imitation would be far
from exact or even close.” Temkin concludes, in honor of Mises, that “perhaps the honorary statue of
Mises, about which Lange quipped half a century ago, should after all be erected, if not on Red Square
then in Budapest, closer to his native Austria” (p. 53). We would personally add that in light of the
historical events which have occurred in the other countries of Eastern Europe, that this statue should be
put up in the capitals of all of the states which have ceased to be officially socialist, and particularly in
Berlin, Warsaw, Prague, Budapest, and also Moscow. (As we pointed out in footnote 21 of chapter 4, the
statue of Mises has at least been set up in the library of the Economics Department at the University of
Warsaw, right next to what was once Oskar Lange’s official office.)
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because this model rests on neoclassical-Walrasian economic theory, in which the concepts of
“market” and “competition” are emptied of their meaning and are unconnected with the real-life
essence and nature of these institutions. Now that we have made this brief terminological
clarification, let us take a detailed look at Lange’s classic model as he developed it in the

original version of his article, “On the Economic Theory of Socialism.”*®

A Description of the Model

Lange views the neoclassical theory of prices and “perfect competition” as the ideal
theoretical foundation for the socialist system, and hence he begins his proposal with a detailed
review of the typical elements of economic equilibrium theory as textbooks usually explain
them. According to the neoclassical paradigm, in the model of “perfect” competition,
equilibrium is reached whenever the three following conditions are met: first, “subjectively”
speaking, all individuals who participate in the economic system must achieve their “maximum”
at market prices; second, “objectively” speaking, the supply and demand for each good and
service must be identical at equilibrium prices; and third, the income of all consumers must be
equal to the income derived from the services of their productive factors.

As is well known, the first condition is satisfied whenever consumers maximize their
utility and producers their profits, which in turn requires that consumers equalize weighted
marginal utility, with respect to prices, for all consumer goods and services, and that producers
make weighted marginal productivity ratios equal to prices for all factors of production and
produce a volume at which a product’s marginal cost is equal to its price (or marginal revenue).
Moreover, at the industry or sector level, if we assume there is complete freedom of entry and
exit, the price of a product will be equal to the average costs of production. If we take into
account that consumers’ income will be determined by the prices of productive-factor services
and that supply and demand must always remain equal, it is possible to “determine,” via a

typically Walrasian process of tatonnement (or trial and error), the set of prices necessary to

“8 See pp. 65-89 of the 1964 reprint of “On the Economic Theory of Socialism,” with a preface
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clear the market. In this process, if the quantities supplied differ from those demanded,
“competition” among buyers and sellers will modify prices until the equilibrium point is
attained.”  After furnishing this explanation of the manner in which equilibrium is
“theoretically” and “practically” reached in a “capitalist system,” Lange tries to show that it
could be reached in a socialist community by a similar procedure.

According to Lange, the first condition, which we have labeled “subjective,” would be
met in the case of consumers by permitting them to maximize their utility in a fully
“competitive” market of consumer goods and services, just as was explained for the capitalist
system. Nevertheless, producers would no longer be allowed to act to maximize profits, but
instead they would be subject to two rules; the central planning bureau would coercively
impose these rules and monitor producers’ compliance with them. The two rules are designed
to simulate the results of producers’ maximizing behavior in the market, and thus, they involve
replacing the principle of profit maximization with each of the results this principle yields
within the “perfect competition” model.

The first rule requires producers to choose the combination of factors which minimizes
the average costs of production. The second rule, which also applies to the managers of the
different factories, requires them to produce the volume at which marginal costs equal prices.
Overall production at the sectoral level would also be determined by the second rule, but instead
of the managers of each company, it would be the managers of each sector who be required to
comply, and hence to increase or decrease the overall production of each industry accordingly.
Therefore, Lange maintains, compliance with the second rule at the level of each sector would
perform the same function that the principle of free entry and exit performs in a competitive
market.

In Lange’s model, both the prices of consumer goods and services and wages are

determined by the market, and the central planning agency sets only the “prices” of the factors

by Lippincott.
*° Takashi Negishi, “Tatonnement and Recontracting,” in The New Palgrave: A Dictionary of
Economics, 4:589-595.

236



of production. In this sense, all the central planning agency needs to do initially is to establish
some “prices” for the factors of production, and it can choose these prices intuitively or
arbitrarily. Company and sector managers, as well as consumers and workers, make all of their
decisions passively, i.e. they key them to the above “prices” and apply the above rules, and in
this way the quantity of each good and service to be demanded and supplied is determined. If,
with respect to some production goods, the quantities demanded and supplied do not coincide,
the central planning agency has to review and modify the prices by a process of “trial and error”
which comes to a halt at the moment the final equilibrium price is reached, in other words,
supply and demand have been equalized. Hence, the prices the central planning bureau
establishes for productive factors are of a merely “parametric” nature: they determine the
passive behavior of economic agents, who must simply adapt to that data, and they
“objectively” generate certain indicators (product surpluses or shortages), which
“unequivocally” lead the central coercion agency to modify prices to the extent and in the
direction necessary to achieve equilibrium. In short, the central planning agency takes the place
of the market with respect to the allocation of capital goods, and the socialist system can
formally reach the equilibrium of the “perfect competition” model via the same “trial and error”
procedure Walras devised for the “competitive system,” the procedure Taylor had already

proposed as a “solution” for the socialist system eight years earlier.

Two Interpretations of Lange’s Model

At this point, we could make two different interpretations of Lange’s model: both a
narrow and a broad interpretation. We could view the model as an attempt at a “solution” to the
secondary problem (which we described as “computational” or merely of algebraic calculation)
of solving the Walrasian system of equilibrium equations, which we discussed when we studied
the “mathematical solution.” According to this interpretation, the chief virtue of Lange’s model
is that it avoids the need of solving such a system, either by hand or with the help of computer
procedures. However, because it assumes that all the information necessary to formulate and

compute the problem or system of equations has already been generated and given (i.e. already
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exists somewhere in the market), Lange’s model would not solve the fundamental problem
Mises raised (that is, that it is impossible for the information necessary for economic calculation
to be created and transmitted in the absence of private ownership of the means of production
and the free exercise of entrepreneurship).

We could also view Lange’s model as an attempt to solve the basic problem Mises
voiced, in which case we see that since the free exercise of entrepreneurship is prevented in
highly significant areas of the market, the information essential to economic calculation is not
generated, and the model fails to answer the Misesian challenge. As we will later see, certain
almost irrefutable evidence indicates that Lange considered his model a mere computational
device (which was inevitable, since he never really comprehended Mises’s challenge, mainly
due to the distorted view of the economic world he had obtained from the neoclassical-
Walrasian tools that had so hypnotized him). Nevertheless, because others who have interpreted
the work of Lange and his disciples have deemed the model an attempt to resolve the
fundamental problem Mises raised concerning the creation and transmission of information, we
will now develop our critical analysis of Lange’s model from the broadest possible perspective;

that is, we will view it as an attempt to solve the true problem Mises expressed.

Critical Analysis of the Broadest Interpretation of Lange’s Model

Before we proceed further, we must point out that Lange’s contribution incorporates
and combines a series of elements (the “trial and error” method, the setting of prices in terms of
marginal costs, instructions from the central planning bureau to managers, etc.), almost all of
which, as we have seen, socialist theorists had already proposed, though in an isolated manner.
Thus, Lange’s main innovation was simply to have linked them more logically with the
neoclassical-Walrasian model as the common denominator. In this sense, we could repeat here

all of the comments and critical observations we have already made concerning the various

%0 See particularly the excerpt from Lange’s article on “The Computer and the Market,” a
passage which appears at the end of this chapter, in the section devoted to the “fourth stage” in Lange’s
intellectual life. See also the observations we make on those and the following pages.
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components of the different “solutions” to the problem of socialist economic calculation,
components which we have already analyzed and which Lange incorporates into his model to a
greater or lesser extent. Moreover, the reader should now have no trouble realizing that because
Lange’s model entails the prevention of the free exercise of entrepreneurship in essential
spheres of the market and at different levels, this model cannot possibly constitute a solution to
the problem of economic calculation in a socialist system. If the free exercise of
entrepreneurship is prohibited in a fundamental area (for instance, that of capital goods),
entrepreneurship is not permitted to uncover, generate, and transmit the basic (practical,
subjective, dispersed, and inarticulable) information necessary for individuals to calculate
rationally and adapt their behavior in a coordinated manner. Nonetheless, it is important that we
make some particularly significant critical comments in light of Lange’s model, comments that
we believe will illustrate in different instances the application of our essential argument to this

specific model.

1. The Impossibility of Assembling the List of Capital Goods

First, we should ask: How can the central planning agency parametrically set prices for
capital goods, the type, number, quantity, quality, and characteristics of which are unknown to
the very agents involved in the process of production? A capital good is any intermediate stage
in a process of production, as subjectively viewed by the actor involved. In other words,
anything the actor deems useful for achieving a goal (unless it consists merely of services
provided by labor) is a capital good. That is, what constitutes a capital good will be
recognizable only to the actor involved in the process, who will discover this information
gradually and entrepreneurially, and thus its subjective, practical, dispersed, and inarticulable
nature will render it impossible for the central planning agency to possess. Furthermore, let it
not be said that experience, i.e. whatever appears to have constituted a capital good in the past,
will assist one in assembling the corresponding lists. For the concept of capital good is
subjective and also strictly prospective; that is, the actor determines it depending upon how he

believes events will unfold in the future. Hence, the fact that something seems to have worked
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in the past does not guarantee that it will accomplish the same goal in the future. On the
contrary, only those goods which the actor subjectively considers potentially useful, in light of
their specific features (their particular level of quality, their availability at a proper time and in a
suitable location, etc.), for achieving a certain end or completing a certain project will be capital
goods.

However, the issue is not simply that the central coercion agency cannot possibly
acquire the dispersed information necessary to identify existing capital goods. It is also that this
information will not even be effectively discovered or created, to the extent that ordinary
economic agents themselves are unable to freely exercise their entrepreneurship. Indeed, if
economic agents cannot act entrepreneurially, i.e. if they cannot think up new ends, pursue new
profit opportunities, and make the most of them, then profit will not act as an incentive, and
consequently, vital practical information about ends and means, information which would
emerge in a free market economy, will not even be created.

This first argument alone renders Lange’s model theoretically and practically
impossible, and therefore the model cannot in any way represent a solution to the economic
calculation problem Mises raised. In practice, as Hayek indicates in the extensive reply to
Lange he published in 1940, the fixing of parametric prices by the central planning board will
be purely arbitrary not only in terms of the figures chosen, but also (and this is much worse) in
terms of the type and number of goods to which a figure will be set. Also, the fixing of such
prices will yield a series of crude, uniform categories of poorly named “capital goods” believed
to have been considered as such in the past, and these categories cannot incorporate the
necessary distinctions between different, specific circumstances of time, place, quality, etc.
These are precisely the distinctions which, when perceived subjectively and entrepreneurially,
make the goods we observe in the outside world capital goods, and thus bestow upon them their

most intimate, subtle, and essential characteristic.”

*! In the words of Hayek himself: “That the price fixing process will be confined to establishing
uniform prices for classes of goods and that therefore distinctions based on the special circumstances of
time, place, and quality will find no expression in prices is probably obvious. Without some such

240



2. The Complete Arbitrariness of the Time Period for which Parametric Prices are Fixed
Second, not only will the “parametric prices” established and the list of “capital goods”
drawn up be arbitrary, but the time period during which the planning agency considers that
“prices” should remain constant will be totally arbitrary as well. This is one of the points on
which Lange’s ambiguity is most evident, since in one place he states that price readjustment
will always take place “at the end of the accounting period,” and in another place he indicates in

passing that prices will be readjusted “constantly.”*

In both cases, the period will be totally
arbitrary, because the planning bureau will lack the information entrepreneurs possess in a truly
competitive economy, information which permits them to modify prices at the juncture and for
the period they consider most appropriate and conducive to the achievement of their ends. The
central planning agency will never have access to this information, so if the authorities choose
the accounting period, it will undoubtedly prove too long, and if the decisions are ad hoc,
according to an appraisal of the course of events, they will still be made on a purely arbitrary

basis, given that the central agency cannot possess the first-hand knowledge economic agents

possess concerning these events.

3. The Lack of a True Market for Labor and Consumer Goods and Services
Third, even though Lange states that a completely free and competitive market would

necessarily exist for consumer goods and services, as well as for labor, one is left with the

simplification, the number of different commaodities for which separate prices would have to be fixed
would be practically infinite. This means, however, that the managers of production will have no
inducement, and even no real possibility, to make use of special opportunities, special bargains, and all
the little advantages offered by their special local conditions, since all these things could not enter into
their calculations.” See F.A. Hayek, “Socialist Calculation Ill:  The Competitive Solution,” in
Individualism and Economic Order, 193. Nevertheless, we believe that in this article, Hayek fails to
present, with all of its implications, the fundamental argument we have offered in the text.

%2 Lange advocates the first solution on p. 82 of his article, “On the Economic Theory of
Socialism,” when he states: “Any price different from the equilibrium price will show at the end of the
accounting period a surplus or a shortage of the commodities questioned.” He favors the second solution
four pages later (p. 86) when he mentions in passing: “Adjustments of those prices would be constantly
made.” Despite appearances, Lange’s ideas are muddled. Once we look beneath the surface, the
confusion and ambiguity in his thinking could not be more obvious.
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"3 Indeed, a

impression that this “market” would only be nominally “free” and “competitive.
truly competitive market for consumer goods and services requires, not only on the side of
demand, but also on that of supply, the totally unfettered presence of true entrepreneurs or free
actors. If coercion crops up on either side, the market ceases to be competitive. Thus, one
cannot fathom how the managers of the socialist system, who are not true entrepreneurs, since
they cannot freely seek the profit or benefit (defined in subjective terms) they deem most fitting,
could generate the information which is constantly created in a capitalist system concerning the
continual launching of new consumer goods and services, the improvement of existing goods,
changes in quality, in commercial distribution, and in physical location, advertising systems,
etc. Therefore, consumers would be obliged to choose from the restricted “menu” of consumer
goods and services the socialist managers offered them. Without a doubt, “market socialists,”
and Lange in particular, speak excessively of a “competitive market for consumer goods” (and
even overuse the term “consumer sovereignty” as applied to a socialist system), because in a
socialist system, there is no more “sovereignty” or freedom than, for instance, that enjoyed by a

prisoner who considers himself free whenever he restricts his actions to the sphere permitted by

the four walls of his cell.>*

%% Henry D. Dickinson, who, shortly after Lange, became one of the leading defenders of the
“competitive solution,” explicitly recognizes that the existence of a free and competitive market for
consumer goods would be more a fiction than a reality in market socialism, and he shamelessly indicates
that the state machinery of propaganda and advertising would create among the citizens the false
impression of free choice of consumer goods and services. In his own words: “The powerful engine of
propaganda and advertisement, employed by public organs of education and enlightenment ... could
divert demand into socialist desirable directions while preserving the subjective impression of free
choice.” See Henry Douglas Dickinson, Economics of Socialism (Oxford: Oxford University Press,
1939), 32. Oskar Lange himself soon showed his true colors and devoted the entire fourth section of his
article, “On the Economic Theory of Socialism,” to the thesis that his model would apply even if the
central coercion agency decided to prevent the free choice of jobs and consumer goods and services, and
instead imposed authorities’ particular preferences on all of society. Hence, it is not surprising that
during the last part of his academic life, Lange praised and justified the Stalinist system, as we will see.

** We owe this analogy to Robert Bradley, “Market Socialism: A Subjectivist Evaluation,” in
The Journal of Libertarian Studies, 39, footnote 86. The same can be said of the supposedly competitive
“labor market.” A competitive labor market requires the constant emergence of new job opportunities, as
the result of new investment projects, the creation of new companies, the appearance of new
entrepreneurial ideas, etc. All of the above is inconceivable in Lange’s model, in which there are no
entrepreneurs, but only managers who confine themselves to following, like robots, a series of rules
established beforehand from above.
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4. The Inanity of the “Rules” Proposed by Lange

Fourth, Lange’s rules of adopting the combination of factors which minimizes average
costs and producing the volume at which prices equal marginal costs are impossible to apply.
The fact that Lange considered his “rules” obvious and feasible is another sign of the damaging
effect exerted on his education by neoclassical cost theory, and in particular by the very
widespread belief that costs are objective and determined by functions that involve “given”
information. Nevertheless, as we firmly established in chapter 2 of this book, costs are merely
subjective assessments of the value an actor attaches to those ends he foregoes when he
chooses, undertakes, or commits to a certain course of action. Costs are subjective valuations of
lost alternatives, and hence, they constitute typical entrepreneurial information which each actor
continually estimates or creates whenever he is able to freely exercise his entrepreneurial
function and alertness. Moreover, this information shares all the characteristics we have already
analyzed with respect to entrepreneurial information, especially a subjective, practical,
dispersed, and inarticulable nature. It is clear that if costs are not given (that is, if cost functions
do not exist), but instead are subjectively estimated through constant trial and error in each
course of action, then industry managers can hardly be instructed to comply with the above
“rules,” and still less can the central planning bureau objectively monitor such compliance.

Lange’s proposal simply reveals that, in practice, neoclassical cost theory has failed to
successfully incorporate the subjectivist revolution, except in purely nominal terms, and in fact

|55

continues rooted in the old, outdated “objectivism” of Ricardo and Marshal Therefore, it

% Unfortunately, modern textbooks continue to offer a completely uncritical view of the
neoclassical-Walrasian paradigm and the conditions of optimum outlined by the “perfect competition”
model within the parameters of economic welfare theory. Furthermore, many of the most prestigious
textbooks even refer to “Lange’s rules” and explicitly state that they would permit the achievement of the
same optimum in a socialist economy. In making this assertion, the textbook writers neglect to make any
clarification whatsoever and overlook all the problems we are discussing in this book, which are not even
mentioned in passing. The resulting damage to the education of economics students may take years to
mend and could even become irreversible. As an example, we could cite the well-known book by J.P.
Gould and C.E. Ferguson, Microeconomic Theory (lllinois: Richard D. Irwin, 1980), 445, where we read
the following conclusion, which is expressed without any clarification or comment: “Proposition (Lange-
Lerner Rule): To attain maximum social welfare in a decentralized socialist society, the state planning
agency should solve the constrained maximization problem and obtain the shadow prices of all inputs and
outputs; publish this price-list and distribute it to all members of the society; and instruct all consumers
and all plant managers to behave as though they were satisfaction or profit-maximizers operating in
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should not surprise us that James Buchanan, though perhaps he exaggerates slightly, has
asserted that the entire controversy surrounding the possibility of economic calculation in
socialist economies stems from a lack of understanding on the part of socialist theorists
regarding the true, subjective nature of costs.”® The late Jack Wiseman, in a noteworthy article
published in 1959, in which he deals with the problem costs pose in socialist economic
planning, stresses their subjective nature and defines them as the valuation of opportunities lost
when choosing a certain course of action over other potential plans and projects. Only the
person who undertakes the corresponding projects can make this subjective appraisal, which is
embodied in an often implicit decision whether or not to go ahead with a certain plan. This
process never yields information which makes it possible to objectively set prices by making
them equal to cost data established objectively beforehand. Hence, Wiseman concludes that
Lange’s “rules” cannot serve as any guide for the managers of socialist industries, and thus, that
any similar rule will be arbitrary, in terms of both specific content and the efforts of the central

planning bureau to practically and effectively monitor compliance.”’

perfectly competitive markets” (italics added). Thus, we find the most ridiculous absurdity presented
categorically and raised to the level of a “scientific conclusion” in a “prestigious” textbook.

% See James Buchanan’s introduction to L.S.E. Essays on Costs, 3-10, and Cost and Choice
(Chicago: Marckham Publishing, 1969), 21-26, 34-35, 41, 96. We maintain above that Buchanan
exaggerates somewhat, because the assessment of costs, though essential to rational economic calculation,
accounts for only one part of all the information created and transmitted entrepreneurially (which also
includes the valuation of the ends to be accomplished). At the heart of the controversy, we do not see
incomprehension about the true, subjective nature of costs as much as a fundamental lack of
understanding about the true nature of human action and entrepreneurship, as we defined them in chapter
2. Buchanan concludes: “Modern economic theorists measure their own confusion by the degree to
which they accept the Lange victory over Mises, quite apart from the empirical record since established”
(L.S.E. Essays on Costs, 5).

%" In the words of Wiseman himself: “It is no longer possible, once uncertainty is admitted, to
interpret the opportunity-cost problem as one of scarcity alone, to be solved by a choice between
alternative factor inputs and product outputs with all prices known. That is, opportunity cost is no longer
a simple question of summation and comparison of known data. Prices and other variables have to be
estimated: opportunity cost decisions involve uncertainty (and therefore judgement) as well as scarcity.
The cost problem now arises as a choice between alternative plans of action ... Since opportunity costs
cannot be treated simply as known money costs, but must be considered as estimates of foregone
alternative revenues, it is no longer useful in conditions of uncertainty to speak of equality of marginal
money cost and price as a property of an efficient resource distribution.” Wiseman concludes that in a
socialist system “...the marginal-cost rule, as normally framed, gives no clear guidance to those
responsible for the organization of production in such an economy. Attempts to reinterpret the rule in
such a way as to take account of uncertainty preclude the possibility of a direct check on the efficiency of
collectivist managers in obeying that rule. Any indirect, objective, check used as a supplement to the
marginal rule will in fact supplant that rule as the directive for managerial effort, and in any case no
completely objective check is possible. Further, whatever rule or check is adopted, imperfectly
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Therefore, it is of very little use to instruct the managers of the corresponding factories
and companies to employ that combination of factors for which average costs are lowest. Given
the subjective nature of costs, this rule is devoid of content and is tantamount to ordering
managers to “do the best they can,” but without allowing them to simultaneously perform those
entrepreneurial actions which alone can guarantee the desired result of reducing costs.® In fact,
in a market economy in which entrepreneurship can be freely exercised, entrepreneurs
constantly get new ideas, intuitions, etc. regarding the creation of new combinations of capital
goods and new, cheaper, and more efficient characteristics which can be entrepreneurially

tested, and if successful, give rise to the corresponding entrepreneurial profits and the gradual

competitive behaviour is to be expected.” (See Jack Wiseman, “Uncertainty, Costs, and Collectivist
Economic Planning,” Economica [May 1953], reprinted as chap. 9 of the book, L.S.E. Essays on Costs,
229, 234-235.) G.F. Thirlby had arrived at the same conclusions earlier, and in his notable article, “The
Ruler” (South African Journal of Economics [December 1946], reprinted as chap. 7 of the book, L.S.E.
Essays on Costs), he states that any rule which establishes the existence of an objective and discernible
relationship between revenue and costs (whether it be that marginal revenue is equal to marginal cost, or
price is equal to marginal cost, or total revenue is equal to total cost, etc.) “has not the objectivity that is
by implication attributed to it; consequently that the application of the rule is impracticable.”
Incidentally, this entire theory reveals that a large part of both the so-called “theory of public utility
pricing” (see Jack Wiseman, “The Theory of Public Utility Price: An Empty Box,” in Oxford Economic
Papers [Oxford: Oxford University Press, 1957], no. 9) and the “economic analysis of law” with respect
to antitrust legislation lacks a theoretical foundation.

%8 paul Craig Roberts, in his “Oskar Lange’s Theory of Socialist Planning: An Obscurant of
Socialist Aspirations” (chapter 5 of Alienation and the Soviet Economy [New York: Homes and Meir,
1990], esp. pp. 96-98), also reaches the conclusion that Lange’s “rules” cannot be applied in practice.
Although we are indebted to Roberts for some significant contributions, such as his demonstration of both
the incompatibility between Marxism and “market socialism,” and the mere ad hoc and a posteriori
rationalization involved in the consequently misnamed Soviet “central planning,” we find Roberts’s
analysis of socialism faulty, because it is not subjectivist enough, i.e. it does not rest on a study of the
repercussions which the systematic use of coercion causes for people and social processes. Moreover,
simply revealing the existing contradictions between Marxism and Lange’s model is not sufficient to
discredit the latter: if Lange’s model becomes a “hope” for many people, it will be necessary to refute it
with more forceful arguments than those Roberts employs. Furthermore, Roberts fails to include the
concept of entrepreneurship anywhere; his idea of the initial challenge and the contributions of Mises and
Hayek to the debate is poor and confused; and he centers his work more on Polanyi’s not altogether
satisfactory (due to its overly “objectivist” nature) analysis of “polycentric and hierarchical” structures in
society than on Polanyi’s theory of the tacit, inarticulable nature of practical knowledge, a theory we
know to be much more relevant to the theoretical study of socialism. Finally, Roberts does not realize
that the imposition from above of a “nirvana-like” social equilibrium model which involves no changes or
adjustments is entirely consistent with Marx’s aspirations (the elimination of alienation, since the origin
and progress of any social process would be identifiable to those involved, and the conscious direction of
the economy). Hence, we should not be surprised by the “fatal attraction” socialism (and
interventionism) usually hold among equilibrium theorists, though we agree with Roberts that the link
with Marx is severed the moment an attempt is made, as with the model of “competitive socialism,” to
introduce certain market institutions to facilitate the achievement of this equilibrium.  This
incompatibility between the allocation criteria characteristic of the market and traditional socialist
ideology has also, and more recently, been explained by Pawel H. Dembinski in The Logic of the Planned
Economy: The Seeds of the Collapse (Oxford: Clarendon Press, 1991), esp. pp. 68-69.
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elimination of competitors. If they want to survive, these competitors are forced to introduce
the improvements and innovations which have already been discovered and successfully tested.
In the system Lange proposes, this entire process is absent: there is no possibility of freely
exercising entrepreneurship, and thus information on procedures for reducing the costs of
capital goods is not even generated. Moreover, even if it were generated by accident, it would
be irrelevant, since the central planning bureau establishes parametric prices for these goods
beforehand, and the only potential solution available to a manager who, by a fluke, had an
“entrepreneurial idea” would be to attempt to convince the central planning authorities that the
good in question could be produced more economically and effectively in another way, and thus
that its price should be lowered. Naturally, this would be an impossible task, not only due to the
difficulties involved in transmitting practical, dispersed, subjective, and inarticulable
knowledge, an obstacle we have already considered repeatedly, but also because, by definition
and according to Lange’s model, the central planning agency only reduces prices when it has
become clear, a posteriori, that excess production exists, but not when a more or less “bright” or

“original” manager believes it would be better to do things differently in the future.”

%% “In the discussion of this sort of problem, as in the discussion of so much of economic theory
at the present time, the question is frequently treated as if the cost-curves were objectively given facts.
What is forgotten is that the method which under given conditions is the cheapest is a thing which has to
be discovered anew, sometimes almost from day to day, by the entrepreneur, and that, in spite of the
strong inducement, it is by no means regularly the established entrepreneur, the man in charge of the
existing plant, who will discover what is the best method. The force which in a competitive society
brings about the reduction of price to the lowest cost at which the quantity salable at that cost can be
produced is the opportunity for anybody who knows a cheaper method to come in at his own risk and to
attract customers by underbidding the other producers. But, if prices are fixed by the authority, this
method is excluded. Any improvement, any adjustment of the technique of production to changed
conditions will be dependent on somebody’s capacity of convincing the S.E.C. (Supreme Economic
Council) that the commodity in question can be produced cheaper and that therefore the price ought to be
lowered. Since the man with the new idea will have no possibility of establishing himself by
undercutting, the new idea cannot be proved by experiment until he has convinced the S.E.C. that his way
of producing the thing is cheaper. Or, in other words, every calculation by an outsider who believes that
he can do better will have to be examined and approved by the authority, which in this connection will
have to take over all the functions of the entrepreneur.” See F.A. Hayek, “Socialist Calculation I1l: The
Competitive Solution,” in Individualism and Economic Order, 196-197. In his article, “Role of Planning
in Socialistic Economy” (Problems of Political Economy of Socialism), Lange reveals that he never
understood this fundamental argument of Hayek’s, and though Lange recognizes the enormous practical
difficulty entailed in setting prices based on marginal costs, he indicates that the variable average costs of
the companies with the highest cost in each sector could provide a good, realistic approach to this
objective (pp. 32-34). Lange fails to understand that the practical approach he suggests involves using a
purely arbitrary figure which is extracted from an interpretation of past events and has nothing to do with
the concept of cost which is essential to rational economic calculation. Thus, the rule he proposes would
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All of these arguments apply to Lange’s second “rule” as well, as does the argument
Mises and Hayek had already developed to counter the attempted use of “marginal cost criteria”
by the German theorists Heimann and Polanyi, who proposed a model of socialist organization
based on a set of “competitive monopolies or trusts.” Let us recall that the marginal cost rule is
pointless, because it is not costs which determine prices, but in any case, prices which determine
costs. Therefore, the rule is ambiguous, as is all circular reasoning. Furthermore, one of the
most important components of cost is the rate of depreciation on a capital good, so to calculate
cost, one must know the future replacement value of the capital good. It would be impossible to
obtain this information in the system Lange proposes, since this value would depend upon either
the arbitrarily chosen parametric price to be established in the future, or the future result of the
arbitrary process of adjustment based on the “trial and error” method Lange suggests.

In addition, Lange writes of “marginal costs” as if they were independent of the time
period considered by the manager of the industry or company in question. Indeed, the literature
of “market socialist” theorists contains a radical distinction between the “short-term” rule
(though the short term is not defined) of equating prices with marginal costs and a theory of
“long-term” investment in which increases and decreases in equipment are explicitly taken into
account. However, if the goal is to establish a practical, effective rule, and a planning board is
to monitor compliance, then it will be absolutely necessary to expressly indicate the time period
to be taken into account in each specific case, so that it becomes possible to know, with respect
to this period, which factors will be fixed and which will be variable, and thus, the
corresponding marginal costs can be calculated. Obviously, there is no objective, rational
criterion for deciding which time period should be chosen, and this constitutes one more sign

that the “rule” of Lange’s which we are discussing cannot feasibly be imposed.®

only serve to equate prices with nominal “cost” figures which are exaggerated, as they include and
conceal all sorts of inefficiency and superfluity.

% On this issue, Abram Bergson has stated: “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.” See Abram Bergson, “Socialist Economics,” in A Survey of Contemporary
Economics, ed. Howard S. Ellis (lllinois: Richard D. Irwin, 1948), 427.
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In short, with respect to costs, Lange’s entire proposal exudes a static conception of the
economy, in which it is presumed that no changes occur and that all information necessary to
calculate costs is already available. If these two conditions were present, then Lange’s “rules”
could be applied, if we could assume no future changes would affect the given costs.
Nevertheless, in the real world, in which information is not given and costs are subjective and
change constantly, neither of the two rules Oskar Lange formulated can be used to make

socialism possible.”

5. The Theoretical Impossibility of the “Trial-and-Error Method”

Fifth, Lange attaches so much importance in his model to the application of the “trial
and error” method that we have no choice but to return to this topic. Though the arguments we
have already offered are certainly sufficient to show that Lange’s “solution” is unfeasible, we
are obliged to again voice each and every one of the nine criticisms of the “trial and error”
method which were expressed in detail in the last chapter.

Specifically, let us recall that the “rule” of observing the state of inventories or stock to
identify any surplus or shortage and to modify prices accordingly is deceptively simplistic,
because there is no objective reference point to guide such an observation, nor is it possible to
generate nor transmit the information which would be necessary to modify prices in the
appropriate direction. In fact, neither a shortage nor a surplus of a product can be objectively
discerned by merely consulting certain statistical figures concerning stock. Instead, regardless
of the calculation or figure reflected by statistics, a “shortage” or “surplus” exists when,
depending upon the specific circumstances of a case, the actor subjectively judges that one

exists. A “product surplus” may not be such, if one subjectively considers a longer time period

%! perhaps Don Lavoie has provided the simplest explanation of this point: “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, however, an entrepreneur must try to anticipate demand, to form
expectations, 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.” See Rivalry and Central Planning, 141.
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or expects an increase in demand to occur during that period. Under these circumstances, it
would be a grave error for the central planning agency to reduce parametric “prices,” with the
idea that doing so would bring them closer to the hypothetical equilibrium prices which would
form in the market. Likewise, an apparent “shortage” may not be such, if one anticipates a drop
in demand or, even if mistaken, one believes it advisable to cope by focusing on innovation or
the use of substitutes, rather than by increasing the price. As the concepts of “surplus” and
“shortage” are purely subjective, they can only emerge within the context of an entrepreneurial
action which is freely performed, and they constitute a bit of subjective, practical, dispersed,
and inarticulable information which therefore cannot be transmitted to the central planning
agency. Furthermore, as we already know, if managers are unable to exercise their
entrepreneurship with complete freedom, the information crucial to rational economic
calculation will not even be generated at their level. Hence, the decisions of the central
planning board to raise prices when product shortages are “observed” and to lower prices when
product surpluses are “perceived” are purely arbitrary and in no way permit rational economic
calculation.

In the real economic world, there are no supply and demand “functions” which
mysteriously and objectively indicate the quantities supplied and demanded at each price and
which permit any outside observer to determine, by simply observing the level of stock, how to
modify the price in order to reach the equilibrium price. Prices do not result from the
intersection of supply and demand curves or functions, but instead they spring from a series of
human interactions driven by the force of entrepreneurship, by which actors constantly try to
forecast future conditions and direct their actions toward making the most of these conditions.

Moreover, in the equipment or capital-goods sector, Lange’s proposed method is, in
many cases, theoretically inapplicable at its root, as is invariably true for the typical equipment
good, which is specially contracted for and produced in small quantities, as opposed to a
standardized capital good produced on a massive scale. We do not understand how Oskar
Lange could believe it conceivable, even hypothetically, that in the case of equipment goods

such as large industrial premises, sizable real estate properties, blast furnaces, shipyards, special
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vessels, etc., one could objectively identify any surplus or shortage of the good in question
simply by observing changes in inventories. If the decision to modify the price is postponed for
the number of years necessary to accurately assess the degree and duration of the observed
scarcity or surplus, then by the time the appropriate decisions are made, it will undoubtedly be
too late. However, if they are made hastily, based on the partial intuitions of the central
planning authorities, grave and irreversible errors will most probably be committed.®

Finally, Lange’s model allows for two possibilities: either all transactions are brought
to a halt while the central planning board determines whether surpluses or shortages exist,
which prices should be modified, and the direction and amount of the modifications, or
transactions are permitted at “false prices.” In the first instance, which we analyzed when we
studied planometric models, all economic activity stops, and during this period, the system loses
all its flexibility and potential for calculation. Lange does not appear to have thought of this
possibility, but what he did not realize is that if transactions are allowed at “false prices,” a
series of distorted signals will be sent to the whole system and will prevent the achievement of
the “equilibrium” Lange so desires. This problem does not arise in a real market economy, in
which discoordinated transactions actually provide an incentive for entrepreneurs, always
desirous of obtaining profits, to continuously discover and expose this discoordination. Without
freedom for all economic agents to exercise entrepreneurship and unconstrainedly pursue

profits, there is no guarantee that a general, coordinating process which adjusts the behavior of

82 As Hayek states: “I believe that preoccupation with concepts of pure economic theory has
seriously misled both our authors [Lange and Lerner]. In this case it is the concept of perfect competition
which apparently has made them overlook a very important field to which their method appears to be
simply inapplicable. Wherever we have a market for a fairly standardized commodity, it is at least
conceivable that all prices should be decreed in advance from above for a certain period. The situation is,
however, very different with respect to commodities which cannot be standardized, and particularly for
those which today are produced on individual orders, perhaps after invitation for tenders. A large part of
the product of the ‘heavy industries’ which, of course, would be the first to be socialized, belongs to this
category. Much machinery, most buildings and ships, and many parts of other products are hardly ever
produced for a market, but only on special contracts. This does not mean that there may not be intense
competition in the market for the products of these industries, although it may not be ‘perfect
competition’ in the sense of pure theory; the fact is simply that in those industries identical products are
rarely produced twice in short intervals; and the circle of producers who will compete as alternative
suppliers in each instance will be different in almost every individual case, just as the circle of potential
customers who will compete for the services of a particular plant will differ from week to week. What
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all participants in the system will be established. This appears to be something Lange never

understood.

6. The Arbitrary Fixing of the Interest Rate

Sixth, it is important to point out that the fixing of the interest rate (understood as the
price of present goods with respect to future goods, or the ratio between the value given to
present consumption and that attached to future consumption) in Lange’s socialist model will be
purely arbitrary. Savers or suppliers of present goods will be prevented from making a rational
economic decision about the allocation of their resources between present and future
consumption, due to both the restricted “menu” of present goods the system offers them and the
impossibility of having at their future disposal consumer goods and services as plentiful and
diverse as those generated by a system in which entrepreneurship can be freely exercised to
discover and satisfy an increasing number of needs. Moreover, we are assuming the central
coercion agency does not insist on implementing “forced saving” policies, as it usually does, to
the widespread detriment of current consumers.

The problem is even more serious, if that is possible, from the perspective of demanders
of present goods. It is the managers of the different socialist companies who must request
present goods to carry out their investment plans. They must employ labor and obtain the
natural resources and capital goods necessary to manufacture the different stages of capital
goods with which the consumer goods and services that will be available in the future will be
produced. Here, again, we clearly see the double problem which lies at the theoretical heart of
our thesis. As these managers cannot freely exercise their entrepreneurship, they will not even
create the practical information they need to rationally allocate their resources. In other words,
because they cannot reap the profits of their respective entrepreneurial projects, they will not
even generate the necessary ideas. Furthermore, it will be up to the central planning body,

specifically the state bank in charge of distributing the corresponding funds, to decide which

basis is there in all these cases for fixing prices of the product so as ‘to equalize supply and demand’?”
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manager will ultimately be loaned the funds, along with the amount and conditions of the loan.
This means the final decision will be in the hands of people who will lack the practical, first-
hand information necessary to make it (not only because this information is not even generated
at the managers’ level, but also because its basically subjective, practical, dispersed, and
inarticulable nature would prevent its transmission to the central coercion agency even if it were
generated). The economic calculation performed at the time the decisions are made about how
the central planning agency will distribute the funds will therefore be purely arbitrary. In short,
Oskar Lange’s model prevents the existence of a true capital market, and particularly a market
for securities which represent the ownership of the companies. As Lachmann has indicated,®

this undoubtedly constitutes one of the most serious defects of Lange’s entire model.

7. lgnorance of the Typical Behavior of Bureaucratic Agencies

Seventh and last, Oskar Lange’s model cannot work because it does not allow for the
real future behavior of the different economic agents, especially of the managers of the
nationalized companies and of the bureaucrats in charge of the central planning body, within the
institutional framework established in the model itself. In Lange’s model, economic calculation
is theoretically impossible, since the model does not permit the existence of true entrepreneurs
as we defined them in chapter 2, and we have now examined this problem from several angles.
Nevertheless, we have not yet given any consideration to the type of specific behaviors which
Lange’s model would foster among the different economic and social agents it envisages. Thus,
the task before us is to incorporate into our analysis the viewpoint of the “public choice” school,
which has undergone extensive development in recent years and focuses particularly on the

analysis of the processes of human interaction in political and bureaucratic contexts in which,

See “Socialist Calculation 111: The Competitive Solution,” Individualism and Economic Order, 188-189.

8 «“The stock exchange is perhaps the most characteristic of all the institutions of the market
economy ... What really distinguishes capitalism from a socialist economy is not the size of the ‘private’
sector of the economy, but the ability of the individual freely to buy and sell shares in the material
resources of production. Their inability to exercise their ingenuity in this respect is perhaps the most
important disability suffered by the citizens of socialist societies.” See Ludwig M. Lachmann,
“Methodological Individualism and the Market Economy,” in Capital, Expectations and the Market
Process (Kansas: Sheed, Andrews and McNeel, 1977), 161.

252



by definition, coercive institutional relationships predominate. With this in mind, we should
take into account the following criticism James Buchanan leveled against Lange for not having
examined one of the most important facets of the problem, i.e. how economic agents would
behave within the institutional framework he had designed: “By the third decade of this
century, economic theory had shifted to a discipline of applied mathematics, not catallaxy.
Even markets came to be viewed as ‘computing devices’ and ‘mechanisms,” that may or may
not secure idealized allocative results. Markets were not, at base, viewed as exchange
institutions, out of which results emerge from complex exchange interaction. Only in this
modern paradigm of economic theory could the total absurdity of the idealized socialist
structure of Lange-Lerner have been taken at all seriously, as indeed it was (and, sadly, still is)
by practicing economists. We may well ask why economists did not stop to ask the questions
about why socialist managers would behave in terms of the idealized rules. Where are the
economic eunuchs to be found to operate the system?”®

The foundations of the “public choice” school were undoubtedly laid by Mises himself,
when he conceived of economics as a very broad science concerned with theoretically studying
all processes related to human action. In this way, Mises led researchers to begin applying
economic analysis to human actions which take place outside the market, understood in the
strict, traditional sense, in political and bureaucratic spheres, for instance. Within this context,
we must consider Mises’s key, pioneering work on bureaucracy, which was published in 1944,
and in which he shows, for the first time, that bureaucracy must invariably emerge in all social
spheres in which the free entrepreneurial pursuit of profit is prohibited.®® In this work, Mises
also explores many of the points which were later researched in greater depth by, among others,
the Hungarian economist Janos Kornai, in his economic analysis of the real functioning of
former-Eastern-bloc economies. It is enlightening to read Kornai’s own wording of the

conclusions he draws about Lange’s model from the standpoint of the public choice school,

% See James M. Buchanan, “The Public Choice Perspective,” chap. 3 of Liberty, Market and
State: Political Economy in the 1980’s (Sussex: Harvester Press, 1986), 25. See also David M. Levy’s
article, “The Bias in Centrally Planned Prices,” Public Choice 67, no. 3 (December 1990): 213-226.
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conclusions which involve the behavior of both the central planning body and the managers of
the corresponding companies. Kornai writes: “Lange’s model is based on erroneous
assumptions concerning the nature of the ‘planners.” The people at his Central Planning Board
are reincarnations of Plato’s philosophers, embodiments of unity, unselfishness, and wisdom.
They are satisfied with doing nothing else but strictly enforcing the ‘Rule,” adjusting prices to
excess demand. Such an unworldly bureaucracy never existed in the past and will never exist in
the future. Political bureaucracies have inner conflicts reflecting the divisions of society and the
diverse pressures of various social groups. They pursue their own individual and group
interests, including the interests of the particular specialized agency to which they belong.
Power creates an irresistible temptation to make use of it. A bureaucrat must be interventionist
because that is his role in society; it is dictated by his situation ... Lange’s model is based on
an equally erroneous assumption concerning the behaviour of the firm. He expects the firm to
follow the Rule designed by the system engineers. But society is not a parlor game where the
inventor of the game can arbitrarily invent rules. Organizations and leaders who identify
themselves with their organizations have deeply ingrained drives: survival, growth, expansion
of the organization, internal peace within the organization, power and prestige, the creation of
circumstances that make the achievement of all these goals easier. An artificial incentive
scheme, supported by rewards and penalties, can be super-imposed. A scheme may support
some of the unavowed motives just mentioned. But if it gets into conflict with them, vacillation
and ambiguity may follow. The organization’s leaders will try to influence those who imposed
the incentive scheme or will try to evade the rules ... What emerges from this procedure is not a
successfully simulated market, but the usual conflict between the regulator and the firms
regulated by the bureaucracy.”®

Hayek had also identified these problems in his 1940 response to Lange. In fact, Hayek

showed that Lange’s model would invariably lead to the worst form of bureaucracy, since the

% Ludwig von Mises, Bureaucracy (New Rochelle, New York: Arlington House, 1944).
% Janos Kornai, “The Hungarian Reform Process,” 1726-1727. (This article has been reprinted
as chapter 5 of the book, Vision and Reality: Market and State [New York: Harvester, 1990].)
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central planning agency would be obliged to monitor managers’ compliance with rules for
which compliance could not be objectively monitored. Everywhere the system would be rife
with arbitrary decisions from the coercion agency and “perverse” behaviors from managers
intent on demonstrating, at least on paper, their compliance with the established rules, and also
on assuring themselves of all sorts of corrupt practices, connections, and support within the
planning body.®’

Furthermore, Lange himself acknowledged these problems at least partially and even
came to assert that “the real danger of socialism is that of a bureaucratization of economic
life.”®® However, Lange reveals that he does not understand the real extent of this danger when,
in the next line, he adds that in any case, the danger would be no greater than the one
bureaucratization poses in a capitalist system, in which the entrepreneurial managers who make
the decisions are practically civil servants, since they are not usually the owners of the capital
and answer to virtually no one. It would be difficult to come up with a narrower and more
erroneous conception of capitalism. All real market economies are characterized by a complete
freedom to exercise entrepreneurship, regardless of who exercises it in the position of leader at
any specific time or under any specific conditions (stockholders, managers, etc.), a matter which
is as dependent on historical circumstances as it is theoretically irrelevant. In contrast, in a
socialist regime, everyone is forcibly banned from exercising entrepreneurship at least in the
area of capital goods, and the making of fundamental decisions is separated from the only
people who, in a context of entrepreneurial freedom, could create or discover the information
necessary to make them correctly.

In any case, Lange passed down his preoccupation with the bureaucratization of
socialism to his disciples, who produced an entire body of literature on the design and
establishment of “bonuses” and incentive systems. Their efforts have not resolved the problems

raised, and in practice, such systems have resulted in nothing but utter failure, despite the great

" F.A. Hayek, “Socialist Calculation IIl: The Competitive Solution,” in Individualism and
Economic Order, 198-199.
%8 Oskar Lange, “On the Economic Theory of Socialism.”
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hopes they inspired at the time, hopes practically no one remembers today.” The “bonus and
incentive” system designed to make socialism workable is itself unworkable from a theoretical
standpoint, since it would require that the central planning agency in charge of providing the
incentives and awarding the bonuses have a priori access to knowledge which it cannot possibly
come to possess. Indeed, the idea that a third party can furnish incentives and bonuses involves
the implicit assumption that this party will know, before issuing the reward or fine, whether the
new production system has been successfully introduced, the new good or service successfully
produced, or the rule successfully followed. Nevertheless, the central planning board cannot
possibly acquire this knowledge, for the reasons we have already repeatedly mentioned in this
book. The coordination of maladjusted behaviors in society cannot be objectively and directly
observed from the outside, but constitutes a process about which one can only formally theorize,
by indicating that the emergence of an entrepreneurial profit will reveal that such coordination,
which is not directly observable, has occurred. Moreover, if the coordinating effects in each
specific situation are not directly discernible and only, given the case, manifest themselves to
outside observers after very lengthy time lags, and only in general terms and in a very vague,
partial, and imperfect manner, it is obvious that the entire system of bonuses and incentives
which presupposes objective knowledge of the events which give rise to them can be neither
theoretically nor practically useful for simulating the functioning of the entrepreneurial process,
which is driven by the desire for profit, an aspiration which arises in all truly competitive
market economies. Furthermore, it is theoretically absurd to award a bonus based on the
assumption that a bit of particularly valuable information has already been created, since it was

known that the information was acquired before the granting of the bonus.” In other words, the

% It might be helpful to recall the following works: Martin L. Weitzman, “The New Soviet
Incentive Model,” Bell Journal of Economics 7, no. 1 (spring 1976): 251-257; Vinson Snowberger,
“Comment on the New Soviet Incentive Model,” Bell Journal of Economics 8, no. 2 (autumn 1977); and
William G. Rosenberg, “Observations on the Soviet Incentive System,” ACES Bulletin 19, nos. 3-4
(1977): 27-43.

" \We owe this significant idea about the irrelevance of the system of bonuses and incentives in a
socialist system to Israel M. Kirzner, who states: “To reward managers for meeting or exceeding target
output quantities presupposes that it is already known that more of these outputs is urgently required by
society ... But if they are assumed already known, we are simply assuming away the need for
entrepreneurial discovery ...” Kirzner arrives at the conclusion that therefore, “incentives to socialist
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point is not to reward “services rendered,” but to provide powerful motivation for people to
create and discover, in the future, necessary information which today has not yet been acquired
(and since it is not yet known, no one even imagines that it could exist, nor the value it would
have, and thus a related bonus system cannot possibly be devised.) Therefore, we need a
“system of incentives and bonuses” that are to be granted in the future in all cases in which
actions exert a coordinating effect, even though the objective result of this adjustment or
coordination may never be clearly evident to a third party, or may only be known very partially
and following a very prolonged period of time. This is something which can only be provided
by a competitive economy, with private ownership of the means of production, and in which
people enjoy complete freedom to exercise entrepreneurship. Under these conditions, as we
already know, the subjective end of each action constitutes the motive, or the profit the action is
expected to yield, and this end justifies the action, gives rise to the creation of the necessary
information, and if achieved, becomes real profit for the actor, and the subjective effect of this
profit cannot be equaled by any artificial system of “bonuses,” regardless of how “well-

designed” or “perfect” it is.

Other Comments on Lange’s Classic Model

Our critical examination of Lange’s classic model would be incomplete without a
review of the statements he makes on pages 89 and 106 of the article that concerns us.

On page 89, Lange maintains that the knowledge of central planners concerning the
economic system would invariably be far superior to that of any individual, private
entrepreneur, and thus that the process of adjustment by the state “trial and error” method would
be much faster and more effective than the adjustment process in the capitalist system. It would
be difficult to find a poorer understanding of the workings of the capitalist system than that

which Lange betrays when he expresses this idea in all seriousness in his article. Though the

managers deny the essential role of entrepreneurial discovery.” See Discovery and the Capitalist
Process, 34-35. We will return to the topic of establishing bonuses and incentives when, in the next
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central planning agency may perhaps have an overview of the economy which is more accurate
than that of any individual entrepreneur, the problem is actually a very different one, i.e., that
the central planning body will never have access to the total volume of dispersed information
which the entire network of thousands and thousands of entrepreneurs constantly and
spontaneously generate, use, and transmit in the capitalist economic system. Therefore, the
issue is not to compare the knowledge of the central planning agency with that of an isolated,
individual entrepreneur, but with that generated and used by the entire network of individual
entrepreneurs who freely exercise entrepreneurship in a free society. Hence, not only will the
adjustment process not be shorter in the socialist system, but it will never be successful, since
the planning board cannot possibly acquire the information necessary to move prices toward the
hypothetical “equilibrium.” In any case, we cannot fathom how Lange could come to believe
that his adjustment method would necessarily be shorter and more effective than that of a
market economy, because according to his model, managers would just passively adapt to the
parametric prices of capital goods, and no price could be modified except by the decision of the
central agency. In other words, until the necessary “information” had been received and
processed, and the determination had been made of what should be done, managers could not
modify their behavior with respect to prices in any way, something which entrepreneurs can do
(and do constantly) in a capitalist system, by immediately seizing the profit opportunities they
encounter and constantly triggering the adjustment process without any unnecessary time lag.
On page 106, Lange asserts that economic cycles are eliminated in his model. He
argues that the “superior information” of the supervisory agency would enable it to react in time
to entrepreneurial errors, and thus to prevent the cyclical economic crises which affect market
economies. However, if Lange believes the supervisory agency has access to enough
information to allow it to opportunely adopt the measures necessary to avert a crisis, then why
does he wish to entrust managers with decentralized decision-making in very important areas of

society (consumer goods, labor, adjustment to parametric prices, etc.)? Furthermore, Lange

chapter, we analyze the related proposals offered by Dickinson and give consideration to a series of
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lacks an adequate theory of economic depression, which Mises and Hayek™ view as simply the
stage in which a productive structure readjusts after being distorted by state interventionism
(fiscal, monetary, or of any other type) in the market. From this perspective, depression would
be the inevitable reaction of the market to any coercive imposition of an allocation of resources
and productive factors that does not correspond with the one consumers freely wish to maintain.
This only occurs in a controlled economy in which government aggression (monetary, fiscal, or
of another sort) forces widespread malinvestment of resources. From this standpoint, Lange’s
model would not only fail to prevent the emergence of economic depressions, but it would also
invariably cause intense, chronic, and widespread malinvestment of society’s productive factors
and capital goods. Consequently, society would be plunged into a “chronic depression,” or a
constant malinvestment of productive resources, a phenomenon which has been manifesting
itself in the real world, including signs of cyclical deterioration, and has been studied’® in some

detail by theorists from the economies of the former Eastern bloc.”

additional factors which also fully apply here.

™ Mises and Hayek developed the “Austrian theory of economic cycles” in parallel with their
analysis of socialist economic calculation, which explains why the common denominator of these consists
of the discoordinating effects provoked by state aggression on the market. For a summary of the most
significant works on the “Austrian theory of economic cycles,” see our article, “La teoria austriaca del
ciclo econémico,” Moneda y Crédito, no. 152 (March 1980), which also appears in our Lecturas de
Economia Politica (Madrid: Unién Editorial, 1986), 1:241-256.

72 See, for example, Tomasz Stankiewicz’s article, “Investment under Socialism,” Communist
Economies 1, no. 2 (1989): 123-130.

" In the main text, we have passed over four additional observations Lange makes about the
capitalist system, since either they are not directly related to the problem of economic calculation, or the
answers to them can be considered already implicit in our analysis. Moreover, Lange offers rather
unoriginal arguments which form part of the traditional verbiage of socialist ideology and have already
been sufficiently refuted elsewhere. Thus, he states: 1) that socialism would redistribute income and
thereby make the “maximization of social welfare” possible (as if it could be measured, individual utility
functions existed and could be known, and all this information could reach the regulatory agency); 2) that
in its decision-making, the planning agency could consider the “true” social and external costs (same
errors as above, to which we should add that “market imperfections” arise precisely because an absence
or poor state definition of property rights prevents entrepreneurship and economic calculation in
important spheres of the market); 3) that entrepreneurs in a capitalist system are bogus (then how could
we describe those “poor devils” — managers and public officials — of the socialist system?); and, most
striking of all, 4) that capitalism has ceased to be compatible with the economic and technological
advancement of society (see “On the Economic Theory of Socialism”). We need not repeat that there is
no greater obstacle to progress than institutional coercion against the free, creative exercise of
entrepreneurship, and fortunately, a generation after Lange’s death, the problem as socialists themselves
perceive it has made a 180-degree turn, and today it has become quite clear, and no one doubts anymore,
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6. THE THIRD AND FOURTH STAGES IN LANGE’S SCIENTIFIC LIFE
The Third Stage: The 1940s

Oskar Lange was profoundly stunned by the 1940 article in which Hayek analyzed and
criticized, in great detail and point by point, the different elements and implications of Lange’s
model. As a result, according to Gabriel Temkin,* Lange began to experience increasingly
serious doubts about his “competitive solution” model, a fact corroborated by the following:
first, in his correspondence with Hayek, Lange expressly acknowledged that Hayek had
successfully raised a series of essential errors and problems which the model, being purely
static, could not solve, and hence, Lange promised that in the months that followed, he would
write an article to answer Hayek;” second, despite his promise, Lange never wrote the article
which in his letter he claimed would answer Hayek’s criticism of his model; and third, years
later, in 1944, Lange refused to revise his original 1936-37 essay on socialism so it could be
published again, and argued that his ideas had changed so substantially in the interim that they
required a completely new article, and that he planned to include his new conception of
socialism in a special chapter of the economic treatise he had begun writing.” Part of the
treatise was published, but the eagerly-awaited chapter did not appear in it, nor in any of the

numerous other works and papers Lange published before his death, with the sole exception of

that it is the socialist system, and not the capitalist one, which is incompatible with technological
innovation and systematically thwarts economic progress.

™ Gabriel Temkin, “On Economic Reforms in Socialist Countries: The Debate on Economic
Calculation under Socialism Revisited,” p. 55, footnote 6.

"> \We are referring to the letter Oskar Lange wrote to Friedrich A. Hayek on August 31, 1940,
upon receiving Hayek’s article entitled, “Socialist Calculation: The Competitive Solution.” This letter
appears in volume 2 of the Complete Works of Oskar Lange, published in 1973 (Dziela in Polish), and in
the letter we read: “There is no question that you have succeeded in raising essential problems and in
showing gaps in the pure static solution given by me. | intend to work on this subject and give an answer
to your paper ... sometimes in the fall” (p. 567). Lange finally catches on and promises to tackle the
crucial scientific problems: Mises made it clear in 1920 that socialism poses no problem in static terms,
so Lange’s recognition that his is a “pure static solution” is tantamount to an admission that it is no
solution at all. (Unfortunately, Lange did not fulfil his promise, and he never addressed the true, dynamic
problem socialist economic calculation poses.)

"8 “The essay is so far removed from what | ought to write on the subject today that | am afraid
that any revision would produce a very poor compromise, unrepresentative of my thoughts. Thus, | am
becoming inclined to let the essay go out of print and express my present views in entirely new form. |
am writing a book on economic theory in which a chapter will be devoted to this subject. This may be
better than trying to rehash old stuff.” Oskar Lange made this comment in writing in 1944, and it appears
in his Dziela of 1975 (vol. 3), and Tadeus Kowalik also cites it in his article on “Oskar Lange” in The
New Palgrave: A Dictionary of Economics, vol. 3, pp. 127 and 129.
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the disappointing 1967 article on “The Computer and the Market,” which we will have the
opportunity to comment on in detail later.

Thus, it seems clear (and perhaps the most characteristic feature of Lange’s thinking in
the 1940s) that he, himself, finally realized that his “solution” was no solution at all, since it was
purely static. However, Lange did not have the scientific honesty to publicly acknowledge that
his model therefore provided no answer to the challenge Mises and Hayek had issued, which
had always been “dynamic” in nature. To make matters worse, in the aforementioned letter to
Hayek, Lange even refers to a “third line of defense” concerning dynamic problems, a defense
Hayek supposedly introduced ex novo in his 1940 article. Lange refuses to see that from the
very beginning, from Mises’s first formulation of it in 1920, the problem had always been
exclusively dynamic.

At any rate, what seems plain is that Lange largely abandoned his classic model, and in
the very letter to Hayek which we cited above, he recognizes the need to allow free-market
processes to operate whenever possible. Nonetheless, he reveals that his obsession with the
neoclassical model of “perfect competition” remains intact when he establishes, as a criterion
for permitting market behavior (and thus the abandonment of the parametric “price” system and
the “trial and error” method employed by the regulatory agency), the requirement that a
sufficiently large number of companies operate in each sector (since supposedly, and according
to the traditional model of “perfect competition,” such a circumstance would indicate a close
approximation to the “real” competition which exists in the market). From this new perspective
on socialism, public ownership of the means of production would have to extend only to the

most glaring cases of monopoly, oligopoly, oligopsony, and other similar situations.”’

" «practically, | should, of course, recommend the determination of prices by a thorough market
process whenever this is feasible, i.e., whenever the number of selling and purchasing units is sufficiently
large. Only where the number of these units is so small that a situation of oligopoly, oligopsony, or
bilateral monopoly would obtain, would | advocate price fixing by public agency.” Paragraph taken from
the letter to Hayek dated August 31, 1940 and reprinted by Kowalik on p. 127 of his article on “Oskar
Lange.”
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Even more enlightening, if possible, are the two lectures Lange gave in Chicago in 1942
on “The Economic Operation of a Socialist Society”:"® there he not only attempted to reconcile
an extremely broad definition of the market principle with public ownership of the means of
production, but he also excluded virtually all mention of perhaps the most characteristic feature
of his model of the 1930s, i.e. the establishment of parametric “prices” by the central planning
board and the introduction of a “trial and error” method to permit, based on the observation of
inventory shortages and surpluses, the modification of these “prices,” so as to move them
toward their “point of equilibrium.” Oskar Lange continued to base his reasoning exclusively
on neoclassical welfare and equilibrium theory, and thus he lacked the theoretical tools
necessary to confront the “interesting dynamic problems” which, as he himself admitted, Hayek
had raised. Moreover, in these lectures, Lange maintained that the essential principle for
establishing prices in the socialist market should be to fix them in terms of the costs incurred,
including not only private costs, but also the “social costs” each company incurs, and that both
types of costs are “objective” in nature. The fact that Lange failed to realize that this principle
is theoretically and practically inadmissible and that therefore, he derived no benefit from the
criticisms he had received from Lange on the issue is also disheartening.

However, perhaps the most fundamental shift in Oskar Lange’s focus during this period
is reflected in his 1943 article on the “Economic Foundations of Democracy in Poland,” in
which he expressly defends the socialization of only the most important and strategic industries
(including the banking and transportation sectors). Furthermore, Lange is on his guard against
the special privileges which would be granted to these state monopolies, and he considers such
privileges very dangerous to the Polish democratic system. Private ownership of the means of

production should in any case be maintained for farms, craft businesses, and small and medium-

"8 See pp. 11-24 of Contributions to Political Economy, no. 6 (1987), where Kowalik reproduces
these two lectures of Oskar Lange’s in their entirety. For the reasons supplied in the text, Kowalik
considers that in the 1940s, Oskar Lange moved “away from the advocacy of an integral socialism toward
a mixed public (public and private) economy, operating through a fully-fledged market mechanism.” See
pp. 1 and 2 of the article, “Oskar Lange’s Lectures on the Economic Operation of the Socialist Society,”
published by Tadeusz Kowalik in the same place and year.
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sized industries, since “this would make it possible to sustain the flexibility and capacity for

adaptation which only exclusively private enterprise allows.”"”

The Fourth Stage: From the Second World War until His Death. The Abandonment of the
Market, and Praise and Justification of the Stalinist System

Hayek’s healthy influence on Lange would not last long. Beginning with the Second
World War, Oskar Lange’s entrance into the Polish Communist Party, and his greater
involvement in the politics of his country, Lange progressively abandoned the market as part of
his conception of socialism, and this gradual change in his views culminated in his theoretical
and practical justification of the Stalinist economic model, which was being applied in the
Soviet Union, and which this country had decided to impose on its recently-acquired “satellites”
as well.®

Lange’s abandonment of the “competitive solution” and of the “market socialism”
model reached its peak in the 1953 work in which he praises Stalin’s economic system, in terms
of both theory and practice.®

As Kowalik explains, Lange’s change of opinion may have been heavily influenced by

the idea that the “war economy” model Stalin dictatorially imposed from above would make it

" “Gospodarcze Podstawy Demokracji W Polsce” [Economic Foundations of Democracy in
Poland]. In Ku Gospodarce Planowej [Toward a Centrally-Planned Economy], published in London in
1943 and cited by Kowalik in his article on “Oskar Lange” in The New Palgrave: A Dictionary of
Economics, vol. 3, p. 127.

8 Karl Pribram has pointed out that the shift in Lange’s theoretical position coincided with his
entrance into the Polish Communist Party (A History of Economic Reasoning, p. 708, footnote 32).
Kowalik, for his part (“Oskar Lange,” The New Palgrave, vol. 3, p. 127), appears to try to justify this
Copernican turn of Lange’s by arguing that for tactical reasons, given the political and academic
circumstances in Poland at the time, it would have been extremely unwise to oppose the Stalinist trend,
and that social scientists were afforded very limited freedom of speech. We believe Kowalik’s defense of
Lange is more a charitable remark than anything else, especially in light of the numerous writings Lange
published in prestigious international journals, in which he explained and justified his change of opinion,
and defended and praised the Stalinist system. (Noteworthy among these writings is his article, “The
Practice of Economic Planning and the Optimum Allocation of Resources,” Econometrica [July 1949]:
166 and following.) Thus, in the end, Lange’s position came to agree almost completely with that of
Maurice Dobb, whose views we will analyze in the next chapter. Dobb saw no greater hypocrisy than
that of “market socialists,” and he felt socialism would not triumph unless it were presented in all its
crude reality, i.e. without “masks” or any “competitive” make-up.

81 «Zagadnienia Ekonomii Politycznej W Swietle Pracy J. Stalina ‘Ekonomiczne Problemy
Socjalizmu WZSRR’” [Economic Policy Problems in Light of J. Stalin’s Work, “Economic Problems of
Socialism in the Soviet Union], published in Warsaw in 1953 and cited by Kowalik, “Oskar Lange,” in
The New Palgrave: A Dictionary of Economics, vol. 3, p. 129.
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easier to force a rapid “industrialization” of the economic system and an “efficient”
mobilization of all resources toward the socialist ideal (all of which constitutes a definite
betrayal of the democratic, “liberal” spirit Lange had flaunted earlier). Nevertheless, the views
Lange held in the final decades of his life were simply the natural result of the theoretical
equilibrium model, upon which he had based his entire conception of socialism. Indeed, we
have already explained that the Marxist ideal could be reinterpreted as the conscious desire to
forcibly impose the nirvana of equilibrium on all social spheres and at all levels, thus forcing a
utopia while destroying the real mechanisms which, driven by entrepreneurship, make the
processes of social coordination possible. Oskar Lange had two options: he could accept in
toto the challenge of Mises and Hayek and give up his arsenal of theoretical equilibrium
arguments, comprehend the true functioning of the market, and hence, abandon his socialist
ideal built on public ownership of the means of production; or, he could maintain the ideal of
equilibrium at any cost, back down on the introduction of competitive criteria (which were
inexorably leading him toward the abandonment of socialism), and take refuge in a utopian
equilibrium model which could be most “effectively” implemented via the systematic exercise
of Stalinist coercion. In 1956-57, Lange refused permission for the publication of a Polish
translation of his classic 1936-37 work because, as Kowalik states, “he did not want to lend his
support to the ‘socialist freemarketers.””® Lange’s abandonment of the “competitive solution”
and the 180-degree turn in his model of socialism were complete.

In light of these considerations, it should come as no surprise that in the last paper in
which Lange deals with socialist economic calculation, an article published posthumously in
1967 (Lange had passed away in 1965 during a surgical operation in London), he, himself,
wrote the following: “Not quite thirty years ago | published an essay ‘On the Economic Theory
of Socialism.” Pareto and Barone had shown that the conditions of economic equilibrium in a
socialist economy could be expressed by a system of simultaneous equations. The prices

resulting from these equations furnish a basis for rational economic accounting under socialism

82 Kowalik, “Oskar Lange,” in The New Palgrave, vol. 3, p. 128.
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(only the static equilibrium aspect of the accounting problem was under consideration at the
time). At a later date Hayek and Robbins maintained that the Pareto-Barone equations were of
no practical consequence. The solution of a system of thousands or more simultaneous
equations was, in practice, impossible, and consequently the practical problem of economic
accounting under socialism remained unsolvable ... In my essay | refuted the Hayek-Robbins
argument by showing how a market mechanism could be established in a socialist economy
which would lead to the solution of the simultaneous equations by means of an empirical
procedure of trial and error ... Today my answer to Hayek and Robbins would be: so what’s
the trouble? Let us put the simultaneous equations in an electronic computer and we shall
obtain the solution in less than a second. The market process may be considered as a computing
device of the pre-electronic age.”®

These words of Lange’s are thoroughly disappointing. They show the culmination of a
huge step backwards in his conception of the problem socialist economic calculation poses:
Lange reverts to viewing the problem as a purely static one (in contrast with what even he,
himself, had recognized in his private correspondence with Hayek in 1940). Moreover, Lange
offers a partial, biased description of the debate (as if it had been about matters of statics, and
not dynamics and the entrepreneurial process), and in short, ends up denying there is any need
to bring in the market, which he depicts as an archaic mechanism for calculating equilibrium
prices, a mechanism peculiar to the stages that precede the introduction of computer systems.
We need not repeat here all of the arguments we have expressed thus far to demonstrate the

theoretical impossibility, now and under any future circumstances, of organizing society and

performing economic calculation via central planning assisted by the most powerful computer

8 Oskar Lange, “The Computer and the Market” (1967), reprinted in Socialist Economics, ed.
Alec Nove and D.M. Nuti (Middlessex: Penguin Books, 1972), 401-402. This article originally appeared
in the book, Socialism, Capitalism and Economic Growth: Essays Presented to Maurice Dobb, ed. C.H.
Feinstein (Cambridge: Cambridge University Press, 1967). Lange’s naive, misplaced trust in the power
of computers to make socialist economic calculation possible is also evident in his lecture on “The Role
of Science in the Development of Socialist Society,” which he delivered before the General Assembly of
members of the Polish Academy of Sciences on May 19, 1962. The lecture appears in Ensayos sobre
Planificacion Econdmica (Barcelona: Ariel, 1970), 143-166, esp. 156-157 and 162-163.
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systems.* Hence, what any historian of economic thought can confirm, and we reflect here
with sadness and disappointment, is that at the time of his death, Lange had clung to statics and
believed the ideal model of equilibrium could be realized in society through a planning system

based on computer calculation ... and imposed through the brute force of Stalinism.®

8 On the impossibility of using computers to solve the problem of socialist economic
calculation, see the arguments expressed in chapter 3 of this book. Also of interest are the observations
Norman Barry makes in his article, “The Economics and Philosophy of Socialism,” Il Politico, year 49,
no. 4 (1984): 573-592, in which he emphasizes that Lange’s confidence in computers rests on ignorance
of the essential distinction between scientific information and the practical, subjective, and inarticulable
information economic agents use in society (see particularly page 588 of Barry’s article). On this issue,
Rothbard has pointed out the uselessness of computers and computer programs, regardless of how
advanced they are, if the basic information entered into them is erroneous because entrepreneurship is
coercively prevented. He concludes: “Lange’s naive enthusiasm for the magical planning qualities of the
computer in its early days can only be considered a grisly joke to the economists and the people in the
socialist countries who have seen their economies go inexorably from bad to far worse despite the use of
computers. Lange apparently never became familiar with the computer adage, GIGO (‘garbage in,
garbage out’).” Murray N. Rothbard, “The End of Socialism and the Calculation Debate Revisited,”
Review of Austrian Economics 5, no. 2 (1991): 72.

8 In short, what Lange discovered was the huge similarity between the normative conclusions of
equilibrium theory and the traditional Marxist model (the objective of which is to impose this equilibrium
on society), and thus, Lange sought to complete his life’s scientific work by constructing a synthesis of
the neoclassical equilibrium model and Marxist theory, a project he even partially carried out. (See his
work, Political Economy, vol. 1, General Problems [London: Pergamon Press, 1963] and Ekonomia
Polityczna, vol. 2 [Warsaw: Panstwowe Wydawnictwo Naukowe, 1968].) Paradoxically, in this work,
Oskar Lange paid a final tribute to his old opponent, Ludwig von Mises, when Lange recognized that the
synthesis of all economic science should eventually take the form of a “praxeology” or “general theory of
human action” (Political Economy, vol. 1). Nevertheless, by conceiving human action as mere reaction
of passive subjects in an environment in which all information is available, Lange reduces the general
economic problem to one of mere allocation or efficiency, and consequently, he fails in his attempt to
construct a praxeological science, a goal Ludwig von Mises had already achieved with his magnum opus,
Human Action, in which he examines all the implications of the general theory of human and
entrepreneurial action as it is pursued by human beings in real life. On this topic, see Murray N.
Rothbard’s article, “Lange, Mises and Praxeology: The Retreat from Marxism,” in Toward Liberty:
Essays in Honor of Ludwig von Mises on the Occasion of his 90" Birthday, vol. 2 (Institute for Humane
Studies, 1971), 307-321. Bruna Ingrao and Giorgio Israel, in their brilliant historical study of the
formation of the neoclassical-Walrasian paradigm (see The Invisible Hand: Economic Equilibrium in the
History of Science [Cambridge, Massachusetts: The MIT Press, 1990], 253, translated from the original
Italian work, La Mano Invisibile [Roma-Bari: Laterza & Figli, 1987]), describe Lange’s viewpoint as a
“normative” approach to general equilibrium, as opposed to Hicks and Samuelson’s view, which the
authors consider more “descriptive.” However, we feel the distinction between the two perspectives
should not be exaggerated, for if Lange proposed, in “normative” terms, the use of the general
equilibrium model as a basis for socialism, it was precisely because he believed this model provided, in
“positive” terms, an acceptable “description” of the market. Likewise, if Mises and Hayek refuted this
idea of Lange’s, it was because they considered the general equilibrium model fundamentally erroneous
in a descriptive sense. The Austrian theory of market processes rests on premises which are much less
restrictive and more realistic than those of the general equilibrium model, and thus, as an explanatory
tool, it is much more powerful and widely useful in positive terms, and from a normative standpoint, it
constitutes a different and much stronger and more effective defence of the market economy and the
“invisible hand” than that proposed by the equilibrium model. For Austrians, the problems of the
existence, uniqueness, and stability of general equilibrium constitute an irrelevant intellectual game, since
the real world is much more accurately described in terms of entrepreneurship, and all that is necessary to
construct the entire economic analysis is an understanding of the coordinating force of the pure
entrepreneurial act. Not only do these problems constitute an irrelevant intellectual game, but it is a very
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Langian Epilogue

The tension between the two possibilities Oskar Lange faced (either abandoning his
socialist ideal and replacing it with a complete market economy, or taking refuge in the trenches
of equilibrium and Stalinism) persisted among the leading socialist theorists in general, and
among Lange’s closest Polish disciples in particular. Still, it was not until twenty-five years
later that two of his most brilliant students, Wlodzimierz Brus and Kazimierz Laski, explicitly
acknowledged that Oskar Lange had failed to confront the challenge of the Austrian school
regarding socialism. These authors asserted that all of the “naive reformers” (among whose
ranks they, themselves, were numbered during a stage in their lives) had been similarly
unsuccessful, since they believed that a certain combination of the market and coercive planning
could make the socialist system possible. This theoretical error went uncorrected until recently,
when, as a result of the traumatic events which took place in the countries of the former Eastern
bloc, economic theorists in those countries at last came to fully grasp the accuracy and true
content of the writings of Ludwig von Mises. For an economist from the western world, in
which the contributions of the Austrian school within the field of the economic analysis of
socialism remain, for the most part, sadly hidden in the absurd tangle of the neoclassical-
Walrasian paradigm, this confession from two of Oskar Lange’s most brilliant pupils is so

moving and chilling that their exact words bear repeating here: “...as the article ‘The Computer
and the Market” written shortly before his death seems to witness, he [Oskar Lange] never
succeeded in confronting the Austrian challenge ... Other contributions to the theory of market
socialism made by Polish economists — and by economists of other socialist countries as well —
failed to do this either: those of non-Marxist provenance followed mainly the Walrasian
approach, while Marxist pro-marketeers — including the present authors — formed the ranks of
Kornai’s ‘naive reformers,” viewing the prospect of the market-plan combination with excessive

optimism. To some degree these theoretical failures might have been caused by

politicoideological constraints, but even in countries and periods when such constraints were at

dangerous game as well, as we see from the fact that the general equilibrium model is used constantly in a
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their lowest (for example, Poland 1956-1957, and Czechoslovakia before the 1968 Soviet
invasion), the full extent of the problems arising from the Mises-Hayek strictures was not
brought into the open. It was only — or mainly, to be cautious — under the impact of the mostly
frustrated experience of market oriented reforms that the issues in question came to the

forefront.”®

normative sense, even, as Lange attempted, as a basis for the failed socialist system.
8 Wlodzimierz Brus and Kazimierz Laski, From Marx to the Market: Socialism in Search of an
Economic System, 60.
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