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of its utility or its practicability,” Ludwig von Mises wrote,

admitted that the idea of Socialism is at once grandicse and simple.
Even its most determined opponents will not be able to deny it 2 §- examining socialist sociery, but advocating a particular method to
detailed examination. We may say, in face, that it is one of the most 8
ety 8
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THE THEORETICAL

PROBLEMS OF SOCIALISM '}

It has become general pracrice to criticize the deformed,
barracklike, leveled-off socialism buile in the thirties. But this
criticism painstakingly passes over che structural reasons why
socialism was barracklike. And it shies away from the key
question of whether we c2p feasibly build nonbarsack,
democratic socialism on a noncommodity, nonmarket founda-
tion. This is really the million-dollar question, both for those

who think about the future and for those who try o understand
. 1

g pual Wy Ll e aoearker g el oo marndiey e
tionship campaign in all cases, without any exception, in all
countries . . . always entailed autocracy, infringement on human
cights and personal dignity, and omnipotence of administration
and the bureaucracy? Why have all known hisrorical
attempts to eliminate free circulation and the producer's econ-
omic autonomy, ours included, ended in failure that ulmately

urged 2 retreat?

Alexander Tsipko'

INTRODUCTION

Without doubt the twentieth century has been the age of soctalism. "N
The socialist idea promised a social order that was both more
tive and moral than the capitalist system. "Whatever our view o8 R Macx. No doubt Marx did not wish to write recipes for the cookshops
‘it must be AR of the future,” but his reluctance to provide blueprints had more metit

Ambitious creations of the human spirit. The artempt to erect S0
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on a new basis while breaking with all traditional forms of social
P Drganization, o CONCEIve ¢ Lew wotld plan and foresee the furm which
all human affaics must assume in the future - this is 50 magnificent, 5o
daring, that it has rightly aroused the greatest of admiration.”
: Socialist governments were established throughout Europe, Asia,
Letin America, Africa and elsewhere. In fact, the encire world
experienced socialism to some degree 07 another. Yer the empirical
reality of the system, wherever and whenever it has been
. implemented, was political and economic ruin. Despite the fact that
' the idea of a socialist order captivated many of the brightest minds
and some of the most idealistic hearts it has been responsible for same
of the most horrible crimes of this or any century.

Socialism's failure was not due to half-hearted attempts or lack of
policical will on the part of its adherents. Nor did the system fail to
produce humane results because of a poor choice of leaders or
historical accident” The problem lies within the idea of the social
system itself. But this conclusion is one that does not go down easily
with the idealist who dreams of the more rational and moral universe
that socialism promised.

The paradox of socialism - that a system inspired by a desire to
- provide a more humane existence could result in mass oppression and
economic deprivation — 1s a theofenical puzzieilicit, Wiy, ds duviet
philosopher  Alexander Tsipko asks, have all known historical
attempts at socialism failed so miserably?*

THE IDEA OF SOCIALISM

- Socialism simply means a social system of production based an public
ownership as opposed to private ownership. The idea has a history

g

. B that gocs back much furcher than the ninetcenth century and Karl
A Macx. Marx, however, is a uscful spokesman because he systematized

- socialist thought.”

. It is commonplace to argue, though, that Marx's analysis was
B onfined to a critique of capitalism and did not really address the
. pature of socialism. This assertion misses a fundamental point about

¥ (0 it than is usually understood. He was not avoiding the problem of

social theory.
Marx in this fashion moved beyond the utopian socialists. He did
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ot iridze the atoplans for examining the future socialist <ociety,

but rather for the way in which they conducted their examination, and
for their incoherent and contradictory descriptions. Scientific
socialism was not simply Marx's excuse for avouding any detailed or
blueprint description of the future socialist society. Rather, it reflected
Marx's advocation of a particular method, i.e., dialectical criticism, to
such an examination. Socialism was o be described through the
systematic critique of capitalism. The critical examination of
capitalism and the development of a positive theory of socialism were
seen as two aspects of the same social theory project. Marx sought to
conducr a critique of capitalist society that would as a by-product
reveal the main features of the future socialist SGcic[y.G

Contrary to received wisdom, therefore, implicit in Marx's work is a
coherent and consistent view of socialism. Socllism is what
capitalism is not. Whereas capitalism is a chaotic and anarchiscic
method of production, socialism would be orderly and rational
Production for direct use, rather than production for exchange (and
profit) on the market, would become the overriding organizational
principle of economic life under socialism. And the corresponding
contradictions of capitalism would be gvercome.

Ao Muix algeed o wefoa, The i ey Foaters whivhios
based on the process of material production, does not strip off its
mystical veil uneil it is treated as production by freely associated men,
and is consciously regulated by them in accordance with a settied
plan.’r The abolition of private property in the means of production
and the substicution of a settled plan for the market would result,
according to Marx, in rationalizing economic life and transcending
man's alienated social existence. Marx's econcmic project promised
emancipation from alienation and exploitation through rationaliza-
tion of the social forces of production.

Modern socialism, despite moral posturing, still clings to the
rationalization project. Alan Ryan, for example, has argued that

No matter what the actual follies of Soviet atrempts at central
planning, and no matter what the theoretical difficulties of
gathering the sort of information that a planned economy
needs, the ideal of replacing social accident by social reason s
anything but absurd.

What is sought, according to Ryan, is a soctal system of production in
which there is ‘room for growth and imagination but in which we
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might pet more of the answers right before trying them in the market
place.”

The organizational form the rationalization project takes can be of
vacious types. Workers' self-management as well as the extreme
administrative command planning system attempts (o pursue the
rationalization of economic life.” Production for use, not exchange, is
the only organieational rule for socialist rationalization. The logic of
complete rationalization demands the liquidation of market forces in
total.

Market socialism is simply incoherent from the point of view of
rationalization because at least scme degree of the plan coordination
necessary for social production will rely on the anarchistic operation
of the market,” Market coordination cannot operate effectively in
environments of public ownership, instead bureaucratic coordination
takes over. This is the conclusion of both theoretical and empirical
investigations of alternative economic systems of production that
many leading economists have aow reached. "The basic idea of market
socialism,’ Janos Kornat states, has 'fizzled out. The history of
Yugoslavia, Hungary, China, the Sovier Union and Poland ‘bear
witness to its fiasco. An examination of the facts, Kornai concludes,
sugpests that it is time ta ‘abandon the principle of me-vet
socialism.”

A consistent definition of socialism, therefore, is a social system of
production based on public ownership of resources and coordinated
through a planning system of some sort or ancther. There are
fundamencal theoretical problems that this system confronts. There
are problems of the mobilization and utilization of diffuse knowledge
within the cconomic system to coordinate plans and there are the
problems of political organization and incentives. These problems
thwart attempts to realize the socialist goal of a more productive and
humane society.

THE THEORETICAL PROBLEMS OF SOCIALISM

While several thinkers had previously dealt with the problem of
incentives with collective ownership and the political problems of
strong central control, Ludwig von Mises was the first theorist to
address the problem that the socialist system confronts in mobilizing
the ‘intellectual division of labor’ that exists within an advanced
industrial society.” Mises's argued that a full understanding of the
problem of utilizing the division of knowledge within society was
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iLece pussible unly with the further developments of economic theory
which arose out of the subjectivist revolution of the late nineteenth
century. “To understand the problem of economic calculation,’ Mises
wrote, it wis necessary to recognize the true character of the
exchange relations expressed in the prices of the market, The
existence of this important problem could be revealed only by the
methods of the modern subjective theory of value.”” The exchange
catios established on the mazket, according to Mises, were the resultf
a process that was ‘anchored deep in the human mind."™

The freely established exchange ratios on the marker, while
certainly not perfect conveyors of informarion, nevertheless serve as
a guide amid the bewildering chrong of economic possibilities” The
money prices formed in the market, by translating the subjective
assessment of trade-offs by some into effective knowledge for athers,
provide the social context within which individuals make econcmic
decisions. Absent this context and individuals are lefc groping ina
deep fog. Monetary calculation, despite its imperfect character, and
profit and loss accounting separate Ouf from among all those
technologically possible projects those which are economically feas-
ble from those which are not. Monetary calculation provides all that
peactical life demands. "Withour it, all production by lengthy and
roundabout processes ot producton would De so many steps U
dack.'” With the growing division of labor and the lengthening of the
process of production that accompanied advanced industrial develop-
ment, Mises argued, monetary calculation had become ‘an aid that the
human mind is no longer able to dispense with."

Without any means of economic calculation, socialism was doomed
to economic irrationality. Mises argued that the universal call by
socialists for the abolition of private property in the mecans of
production sealed the fate of their proposal for social betterment.
Without private property in the means of preduction, Mises argued,
there could not be any market for the means of production. Wichout a
market for the means of production, money prices for capital goods
could not be established. And, without money prices reflecting the
relative scarcity of capital goods, there would be no guide or signal
available to individuals to aid them in assessing whether investment
projects were allocating resources in a profitable manner or not.
Economic calculation would be absent from such a situation, and
without this component in the process of social appraisement the
cational allocation of scarce resources would be an impossibilicy.

In addition to the problem of econcmic calculation, however, Mises
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also rectated the problem of orpanization and incentives. Previous
attempts to tackle the problem had been ‘deplorably inadequate.” The
attempted solution was always couched in terms of a ‘better selection
of persons.” ‘[t has not been realized, Mises argued, ‘that even
exceptionally gifted men of high character cannot solve the problems
created by the socialist control of industry.”’” The problem is not that
humanity has not been able to live up @ the moral imperatives of
socialist organization. Rather, it is soctalist organization that does not
live up to the demands of humanity and delivers man into an
irrational political and economic existence. "The problems with which
we are concerned do not arise from the moral shortcomings of
humanity, Mises states. "They are problems of the logic of will and
action which must arise at all times and in all places.’ ¢

To sum up, Mises's argument concerning the fundamental pro-
blemns of socialist organization was that without private awnership in
the means of production, there can be no market for the means of
production. Without 2 market for the means of production, there can
be no money prices for the means of production. Without money
prices reflecting the relative scarcities of capital goods, there would be
no signa! to guide economic actors about alternative uses of resources.
And, without a signalling device, rational economic calculation would
DO silipusbiale i ULt ds, watliudt T STy eeabli- e exchangy
ratios of the market to gutde economic 2ctors, there would be no
cffective way to appraise the relative econcmic merit of the numerous
array of technologically feasible production projects that lay before
the economic planners. Technological information is one thing, the
conomic problem of the effective use of resources is quite another.
Whereas the price system translates the subjective assessment of
trade-offs by some into effective knowledge for others, socialism
possesses no similar procedure. Without the ability to appraise the
alternative use of scarce resources, CONOMIC decision-makers will not
only squander scarce resources, but they will receive neither the
information nor possess an incentive to correct the fauity pattern of
resource usc. As a result, persistent error will be structurally imbedded

Ty

in the social system.

These Misesian insights incto the fundamental problems facing the
political economy of socialism received increased theoretical attention
in the work of several scholars in the Austrizn and Public Choice
schools of economics. F. A. Hayek, perhaps more than any other
figure, has contributed to our understanding of the epistemological
(or knowledge) and political problems that socialism confronts.
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Socialism is logicaily impossibie, Hayek argues, because of the sucal
system’s inability to access the requisite economic knowledge for
€conomic coordination.”

Nevertheless, economic planners once in power must find some
rationale upon which to base their decisions, and since economic
rationales are out of the question, decisions will be based instead upon
political rationales. As a result, those who have a comparartive
advantage in the political game, and in exercising discreticnary
power, will risc to the top of the planning apparatus. This is, as
Hayek showed in The Road to Serfdom, the basis for the totalitarian
tendency within socialist economies.”

The Mises-Hayek knowledge and political problems are
interconnected. The bureaucratic planner, necessarily ignorant of the
privately held assessment of trade-offs that economic actors possess,
cannot obtain the economic knowledge necessary to accomplish the
task he sers before himself and must, therefore, base his decisions
upon the information readily available, ie., political rationales. The
epistemological problem suggests that no proponent of planning can
access the knowledge necessary to plan comprehensively, or interfere
optimally wich, advanced industrial economic activity. The political
PLUBHUIL wolishuiults & wdlindly Hint it e ane for oy ot
use of the planning power lies beyond the capacity of human reaso
10 establish, that power will instead be wielded in response to poiitical
clout rather than careful debate."™!

It is these theoresical difficulties that the socialist organization of
society must confront which render it completely impracticable. The
problems with socialist planning consist of four {conceptually separ-
ate, but lopically connected) arguments; (1) property rights and
incentive problems, (2) problems of informational and computational
complexity, (3) epistemological problems and (4) political organiza-
tion problems. Each leads logically to the next one. Perhaps by
examining each In isalation, and in a litde more depth, the Mises—
Hayek critique can be more fully appreciated.

Socialist managers do not face the same incencives as capitalist
managers do to insure efficient allocation of respurces. Public owner-
ship produces a situation where since everyone owns everything
nobody owns anything. As a result property is not cared for and
resources are wasted. The incentive problems associated with collec-
tive ownership is one of the oldest arguments in intellecrual history.
Aristotle, for example, employed this argument against the commu-

aism of Plato's Republic #
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Even il we assume that (his incentive probleiy v overiomme, say by

- postulating the evolution of socialist man, the task of collecting and

processing the necessary information for the coordination of plans
presents us with a new difficulty. If the socialist planner could gather
the information required to insure the efficient allocation and use of
resources, the amount of information necessary to complete the task
in a reasonably cificient manner would be oo vast and the compu-
tations too complex.

Vilfredo Parcto recognized this complexity point with regard to the
mathematical system of general equilibrium. The solution of the
system of simultaneous equations cannet, and sheuld not, be raken as
a numerical calculation of the prices that would cocrdinate the
cconomic system. Let us assume, Pareto stated, that 'we have
overcome all the difficultics in the way of acquiring knowledge of the
data of the problem, and that we know the ophelimities of all the
gocds for each individual, all the particulars pertaining to the
production of goods, etc.’ Even with this 'zbsurd hypothesis,” he
argued, we are still not provided ‘with the practical possibility of
solving the problem.” Take an example of an economy of 100
individuals and 700 goods. The coordination of such a small economy
would reqaire wn e inlve o nvstem nf TN AO00 equations A rask Parero
pointed out, that 'is beyond the power of algebraic analysis, and it
would be stifl further beyond it if we considered the fabulous number
of equations which a population of forty million individuals, and
several thousand goods would entail.” The only means for solving such
a vast system of equations, Parero concluded, 'would be to observe the
actual solution which the market gives.”

But beyond the problem of informational and computational
complexity lies a deeper epistemological problem that socialist
planners must overcome. Assume that 2 modern supercomputer can
solve any system of equations presented in a matrer of seconds.” Even
with this assumption granted, socialist planning confronts an
insurmountable difficulty, The relevant economic knowledge for
decision-making is contextual knowledge and not abstract data of the

"kind that could be fed into a computer. Economic circumstances

change daily, and information gathered yesterday may not be relevant
for tomorrow. Appraisement of such information is only possible
within the context of the competitive matket process. Moreover,
much of the knowledge that is essential for the social appraisement
;process cannot be treated as data since it largely consists of racit, or
inarticulate, knowledge. Judgement, cxpectation, conjectute and
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seception are just some of he crucial aspeces of ecanamic decisions

that lie beyond full articulaticn. Furthermore, this aspect of economic
decision-making cannot be divorced from the competitive struggle for
profir.” Absent the process of competition and the establishment of
monetary prices, the subjective assessment of alternative uses of

resources by some agents cannot he conveyed as effective knowledge . 4

to others. As a result, rational economic calculation will be hindered to
the point of non-existence.

Finally, the nature of economic planning confronts us with 3
political problem of great proportions. To engage in socialist econ-
omic planning, certain inscitutional structures have to be established
and discretionary power has to be rurned over to someone or some
group.

For the moment let us put aside the problems that time dimension-
ality preseats to discretionary planning,z6 and simply examine the
logic of discretionary control. We cannot model policy-makers as
benevoleat despots and make sense of the world, Rather, economists
must view political actors in the same manneras they view economic
actors — as self-interested individuals? In planning environments this
argument is intensified, for now the very institutions of political
control require the concentration of power in the hands of a few
individuals.” We shoulc expect that thost didiviauals witli & colapar
ative advantage in exercising discretionary powes will rise to the top
of the planning apparatus. Unfortunately, skill in exercising dis-
cretionary power is not usually a character trait of the fair and open
minded. An evolutionary process of survival insures that only those
with such political skills will emerge from the process of competitive
struggle for power. Totalitarianism is the logical, though unintended,
consequence of establishing the political institutions of socialist

planaing.

CONCLUSION

The theoretical problems that socialist planning confronts prevents
that idealogical system from realizing its ends. The means of
collective ownership and economic planning are ineffective in obtain-
ing the end of a more productive and moral universe. The unintended
by-product of pursuing the socialist ends with the means of collective
ownership and economic planning has proven time and time again to
lead to economic deprivation and political repression. The expected

rationalization of the social system is defeaced by the realization of 3
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political and economic irrationality. Socialism, as understood histori-
cally, simply possessts no Wedpors @ Counbat the organizationa!
difficulties presented by property rights and incentives, computation-
al complexity, the underlying epistemics of economic coordination
and political conrrol.

On the orher hand, capitalism does possess weapons to combat at
least three of the problems. Private property rights have the effect of
mobilizing individuals to husband resources effectively. The price
system by reducing information concerning the relative scarcities of
resources (0 a monewary price economizes on the amount of infor-
mation that economic actors must process in making decisions. In
addition, the price system through the incentives of profit and loss
mobilizes individuals to discover new ways of arranging or rearrang-
ing means to obtain ends. In ocher words, the interaction between ex
ante expectations and ex post realization in the market process
motivates individuals to learn how better to pursue their ends. The
ability of the entrepreneurial process of competitive markets to reveal
error and motivate learning is perhaps its most significant weapon in
combating the epistemic problem of economic coordination.

But, real existing capitalism in Western Europe or the United
States, however, has not found a way to insulate its operations from
the prlitiral Aemands of democratic politics, and the corresponding
elfects of rent-seeking hehavior.”” Thus, despre the relatve economi
success of Western democracies they do not represent an ideal model
for the formerly communist countries of East and Central Europe and
the Soviet Union.

The more immnediate problem, however, is how do we understand

. real existing socialist economics, and specifically the former Soviet
. Union? [ have argued that socialism, understood as a system of

llective ownership and eccnomic planning, is organizationally
incoherent and operationaily impossible. Real existing socialism,
while a consequence of atrempting to pursue the ideals of socialism,
tas little in common with the textbook depiction of it In order (0

. understand the forces that have come to bear on the reform efforts it

is important to understand how the system really works and not how
it might work if we could assume away alt the problems mentioned

Hy
above.

A sound undesstanding of the Sovier system, both in its historical
operation and at the present time of reform, is ooly possible when
both the economic and political problems confronting socialism, and
their intersection, are understood and appreciated. As F. A. Hayek
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Wwluit sUyLIdl JLdls 450 0 the forewond oo Baris Beacrkus's Fronomic

Plunning in Soviet Rursia:

Even the most careful study of the Russian facts cannot lead
very far if it is not guided by a clear conception of what the
problem is, i.e., if it is not undertaken by a person who, before
he embarks on the investigation of the special problems of
Russia, has arrived at a clear idea of the fundamental task chat

. . W
cconomic planning involves.
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THE NATURE OF THE
SOVIET-TYPE SYSTEM

The modern world could no more get along without
accumulated capital than it could get along without police or
paved streets. The greatest change imaginable is simply the
change that has occurred in Russia - a transfer of capital from
private owncrs (c professional politicians.

H. L Mencken'

INTRODUCTION

If the argument presented in the last chapter that SOCIALISII 1y 1UL viLy dil
inefficient form of economic organization, but literally impessible is
correct, then we aze presented with an immediate conceprual difficulty in
analyzing the history of socialist practice. If the Soviet-type economy
was not actually an example of socialist central planning - because that
social system is an impossibiliry ~ then what was it?

This question has rarely been asked by either proponents or
opponents of socialism. Among proponents of socialism, as well as
tradicional comparative systems analysts, the question is not raised
because sacialist central planning is assumed to be possible (and
perhaps desirable). Even though Marxist critics of the Soviet Union
have challenged the conceptualization of the Soviet Union as cencrally
planned, they do so from the perspective that this is evidence of a
perversion of socialism by Sealin.! The workers' revolution was
thwarted by bureaucratic intrigue, and the forces of state capitalism.
On the other hand, traditional comparative systems analysis {(whether
conducted by a proponent cr opponent of socialism) argues thar the
conceptualization of the Soviet Union as centrally planned was
essentially correct.

R, )
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than any statesman, of lawgiver can do for him. The statesman, who
ol attmp o dires o privare G
employ their capitals, would not only load himself with a most
unnecessary attention, but assume a6 authority which could safely be
trusted, not only to no single person, but to ne councii or senate
whatever, and which would nowhere be so dangerous as in the hands

of 2 man who had folly and presumpuon enough o fancy himself fic
1o exercise it.
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Fatal Conceit {Chicago: University of Chicago Press, 1988) for his most
recent statement on the issue.
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1971419270, p. 171 Also sec Michael Polanyi, “The span of central
control,’ in The Logic of Liberty {Chicago: University of Chicago Press,
1980{1951)), p. 111, where he argues that:

1 afficm that the cenzral planaing of production - in the rigorous and
historically not unwarranted sense of the term — is strictly impossible;
the reason being that the number of relations requiring adjustment
per unit of time for the functioning of an economic system of #
productive units is n-times greater than can be adjusted by subordinat-
ing the units to a central authority,

This was basically Oskar Lange’s lastargument in the calculation debate. As
he wraote:

Were to rewrite my essay today, my cask would be much simpler. My
answer to Hayek and Robbins would be: so what's the trouble? Ler us
put the simultaneous equations on an electronic computer and
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we shall obtain the solution in less than a second. The market process
with irs Aimhersnme tarannements appears old-fashioned. Indeed, it
may be considered as a computing device of the pre-electronic age.

See Lange, “The computer and the market, in C H. Feinstein (ed.) Socialism,
Capitalismn and Economic Growth: Ersays Presented to Maxrice Dobb (New
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As Mises pointed out: The ateributes of the business man cannot be divorced
from the position of the eatreprencur in the capitalist otder. ... An

entrepreneur deprived of his characteristic role in economic life ceases to be a
business man, However much experience and routine he may bring to his new
cask he will still only be an official in it.” (Refer Socialism, pp. 190-1, see Nore
2)

The problems of time inconsistency and credible commitments will be
addressed in Chapter 6.
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