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Revisiting the Socialist Calculation
Debate: The Role of Markets and
Finance in Hayek’s Response to
Lange’s Challenge

Paul Auerbach and Dimitris P. Sotiropoulos

14.1 Introduction

Theoretical and political debates on the character of socialist planning
and the so-called ‘law of value’ under socialism had emerged at the end
of the 19th century and became an issue of significance in the wake of
the Bolshevik Revolution in the 1920s. The issues raised soon attracted
the attention of the liberal thought of the period; in an essay published
in 1920, Ludwig von Mises challenged socialist and engineering-techno-
cratic schema, stating that every attempt to abolish markets and money
would result in economic disaster: the construction of a viable socialist
economy was an impossible task.! In fact, the aim of Mises’ theoretical
and political intervention was not focused solely upon the nature of
socialist economies; he was also concerned with all forms of state inter-
vention, including that which was taking place in Austria and Germany
at the time (though he approved of state subsidies to the opera). It
was not, however, until the 1930s ,when Friedrich Hayek re-circulated
Mises’ article, that the socialist calculation debate actually started. The
most famous reply came from two eastern European economists: the
Romanian Abba Lerner and the Polish Oskar Lange. This chapter will
not go through the details of this debate but focus on the reasoning of
two of the protagonists: Lange and Hayek.

Lange took up the challenge of Mises’ claim of the impossibility of
constructing a socialist economy. He readily acceded to the need for effi-
ciency calculations to be made in value terms rather than using purely
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natural or engineering criteria, but claimed that these values could
emerge along lines consistent with neoclassical value theory, without
the need for a market in capital goods and without private ownership
over the means of production. Lange drew heavily upon the domi-
nant neoclassical tradition to defend socialism, or at least to defend a
version of it that he considered appropriate. Lange’s argument was that
the neoclassical static form of equilibrium can be easily replicated by
the socialist economy. The version of socialism he chose to refer to as
his standard was in facta type of capitalism without capital markets. In
this regard, Lange managed implicitly to set out two important argu-
ments. First, he showed that a version of mainstream thinking that
underestimates the role of capital markets in capitalism can be utilised
to defend the paradigm of central planners. Second, a system that had
abolished private property over the means of production and therefore
capital markets and finance not only could replicate the much adver-
tised efficiency of capitalism but also would enhance economic stability.
We must not forget that the debate took place in the 1930s, when the
consequences of the great depression were central in everyone’s mind;
taming the financial instability of the capitalist system without sacri-
tficing economic efficiency would seem an appealing alternative to the
free market system in a period when the latter was generating many
unresolved contradictions.

Hayek, along with the other Austrians, understood very well the
message of this critique. How could a liberal economist respond to a
‘neoclassical’ defence of the state ownership of the means of production?
There was only one way out of this uncanny encounter: the conceptuali-
sation of the capitalist economy must be clearly differentiated from the
neoclassical universe of perfect competition and static equilibrium. This
departure was never clearly stated in the writings of Mises and Hayek,
and never properly emphasised. Hayek’s argument stressed the dynamic
aspects of competition in the context of the capital market: market
competition is to be seen as a discovery procedure wherein production
possibilities must not be taken for granted but emerge from the process
of competition in the context of the capital market. Thus, socialist calcu-
lation is impossible because of the absence of those markets for capital
and risk that evaluate the success or failure of different investment deci-
sions under capitalism. Efficient economic calculation is unthinkable in
the absence of disequilibrium prices for capital and risk.

But here we encounter an unexpected twist. While Lange degraded
socialism to a mere replication of capitalism’s efficiency achieve-
ments, Hayek implicitly realised the danger of undermining functional
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capitalist behaviour and therefore the nature of capitalist relations. If we
see economic behaviour in capitalism as the outcome of capitalist social
relations of power, then Hayek’s perspective renders capital markets a
central arena in the organisation of capitalism as a system of exploita-
tion. He also perceived every movement towards collective ownership
of the means of production as a real threat to the reproduction of the
logic of capitalism. In this sense, he implicitly ended up giving an unex-
pected endorsement to socialism that is much deeper and sophisticated
than the superficial ‘defence’ of Lange: every serious state intervention
in the capital market threatens to eliminate the capitalist spirit, making
the existence of the system vulnerable in the context of the reproduc-
tion of its power relations. This last point gives us the chance to revisit
the socialist calculation debate, interpreting finance as trauma for main-
stream discussions.

14.2 The background of the debate: the so-called ‘market
socialists’ and the initial intervention of Mises in 1920

The debate between the supporters of socialism and those of capi-
talism, long before the Bolshevik Revolution of 1917, was interlinked to
another theoretical dispute: the one between the labour (‘objective’) and
the ‘subjective’ theories of value. Nevertheless, this connection was not
as straightforward as one might think: the defenders of socialism drew
upon both theoretical traditions. In order to understand this, we must
have in mind two different issues.

On the one hand, as we shall see below, the established version of
socialism in these debates (in the first decades of the 20th century at
least) was a society with state ownership of the means of production.? If
we assume that saving and borrowing take place only within the capi-
talist class (that is, labourers do not save nor borrow), then this rather
awkward version of socialism is close to a capitalism without capital
markets, that is to say capitalism without finance.

On the other hand, traditional Marxism (though not Marx himself)
argued that the labour theory of value is prior to every possible type
of economic and social organisation (Section 14.2.1); market socialists
put forward the very same idea with regard to the neoclassical theory
of value (Section 14.2.2). Both of these traditions argued for an onto-
logical primacy of each theory of value over the institutional configura-
tion of society. Taking that for granted, the above-mentioned model of
socialism could, at least in principle, replicate the workings of capitalism
because the equilibrium conditions could be specified and met without
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any reference to the price of capital. This was in fact the meeting point
between the two different defences of this type of socialism, with their
common focus on static theories of value; they both understated the
role of finance in capitalism and implicitly accepted that there can exist
institutional conditions which would enable the replication of capitalist
economic efficiency in the absence of finance (that is, without any refer-
ence to the valuation of capital). In fact, the key issue in these discus-
sions was not socialism but capitalist finance.

14.2.1 Socialism and labour theory of value:
Mises vs. traditional Marxism

The Marxist tradition with few exceptions® had adopted the view-
point of the labour theory of value. This set up a specific perspective
on both socialism and capitalism. Without going through the details of
numerous analytical interventions we shall summarise the basic idea,
referring primarily to the argument of Hilferding (1949).* Traditional
Marxism perceived capitalist social relations as extrinsic to labour itself;
the latter thus retained ontological priority in the context of any type
of social organisation. From this point of view, traditional Marxism
came to resemble a radical reading of Classical Political Economy (Smith
and Ricardo), having abandoned Marx'’s project to criticise it. Labour
was understood as a transhistorical source of value pertaining to every
possible social configuration, even to socialism itself. The only difference
is that while in capitalism the value-creating character of labour remains
hidden, in socialism it is openly manifested. “The difference between
socialism and capitalism, then, aside from whether private ownership
of the means of production exists, is understood essentially as a matter
of whether labour is recognised as that which constitutes and regulates
society —and is consciously dealt with as such — or whether social regula-
tion occurs nonconsciously’ (Postone, 1993: pp. 60-61). With the tran-
shistorical ontology of the labour theory of value taken for granted, the
elimination of markets for the means of production does not actually
pose any significant problem for the organisation of economic life: the
price system is still viable thanks to labour time calculations.

With that in mind, we can understand why Mises’ reaction in 1920
was fired mainly at the proponents of the labour theory of value, espe-
cially in the German-speaking world. In his thinking, he had offered a
thorough validation of every kind of radical state interventionist social
experiment against the free market. And the problem for him was not
just Bolshevik Russia, but the very fact that these state intervention
issues were gaining ground in Germany and Austria as well (see Hayek,
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1935a: p. 122). Therefore, the main theoretical enemies that appeared
in the pages of Mises’ paper were: Marx, Engels, Lenin, Trotsky, Kautsky,
Neurath and Bauer; in other words, the ‘fathers’ of Marxism, the Bolshevik
leaders and the leading authors of German Social Democracy.

Mises’ idea was simple. Following the established pattern in the litera-
ture, he equated socialism to the ownership of the means of production
by the state. This was the dominant perspective on socialism, not only
in heterodox discussions of the period but also in the debates in the
years to come. Dwelling upon the Austrian tradition of Bohm-Bawerk,
he argued that any movement towards socialism would be a disaster.
Why? Because ‘rational production becomes completely impossible’ as
soon as one gives up the conception of a freely established monetary
price for the means of production (Mises, 1935: p. 104). In other words,
‘every step that takes us away from private ownership of the means of
production and from the use of money also takes us away from rational
economics. [...] Socialism is the abolition of rational economy. [...]
There is only groping in the dark’ (ibid). From this point of view, finance
(which coincides with capital markets in the absence of other forms of
credit) is a sine qua non for capitalism: the latter cannot function prop-
erly unless there is a price for capital.

According to Mises, economic rationality and efficiency is associ-
ated with the existence of a ‘price’ for capital. This price is a valuable
economic parameter for the making of efficient choices between alter-
native economic plans. For Mises, markets are not perfect; monetary
calculation, especially in the case of capital, ‘has its inconveniences
and serious defects, but we have certainly nothing better to put in its
place’ (ibid: p. 109). However, economic life cannot afford to part with
this type of imperfection — it cannot be conceived in the absence of
the capital market. It is meaningless to speak of prices in general and
economic action when there are no indicators of expected profitability.
The latter presupposes a market for capital and therefore finance. Hence,
the crucial role of finance is not only to channel saving to investment;
even more importantly, its role is to measure the efficiency of capital
when the future is not known.®

14.2.2 Market socialists: neoclassical theory of value
as defence of socialism

As we shall see below, Lange’s intervention did not rely upon the labour
theory of value, but was rather heavily influenced by the so-called early
‘market socialists’. Before discussing his viewpoint in Section 14.3., we
shall briefly mention two well known market socialists: Friedrich von
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Wieser and Enrico Barone. Both wrote at the end of the 19th century.
Neither of them was a socialist, and socialism was not their central
analytical preoccupation. Their interventions were mostly critiques
directed at the labour theory of value and not at the possibility of real-
ising a central-planned economy (Lavoie, 1985: p. 83). While they
followed different methodological approaches, they both came to the
same conclusion. They believed that the newly founded subjective or
marginalist theory of value had a validity that was independent and
transcended any established social regime. In this sense, they adopted
the same analytical premise as their opponents: they also believed that
their value theory retained ontological priority over any institutional
organisation or type of society.

Accordingly, the neoclassical theory of value must not be seen as a
bourgeois apologia; it is not an enemy but an ally of the revolution. In
Wieser’s words, the marginalist approach to value is so little ‘a weapon
against socialism, that socialists could scarcely make use of a better
witness in favour of it’ (cited in Lavoie, 1985: p. 82). Or to use Barone’s
formulations, ‘it is obvious how fantastic those doctrines are which
imagine that production in the collectivist regime would be ordered in
a manner substantially different from that of “anarchist’ production”
(Barone, 1935: p. 289). Although both authors made it clear that they
did not write for or against socialism, they expressed serious doubts
about the workability of a socialist system (Lavoie, 1985: p. 83). They
both put forward the notion that there exists a ‘formal similarity’ (ibid:
p- 48) in the general logic of laws and choices that applies to either capi-
talism or socialism. This is the very same idea of similarity, coming from
a different perspective this time, as the one we saw above with regard to
the proponents of the labour theory of value.

This perspective sets forth the belief that socialism is just a peculiar
form of ‘capitalism’ governed by the same ‘laws’ of production and
value. The only difference comes from the different structure of owner-
ship over capital. Such conceptions of capitalism and socialism fail
to grasp the most important aspect of capitalist societies, namely the
nature of social power relations. Of course, some might argue that the
‘collective’ ownership of capital by itself amounts to a striking insti-
tutional shift in the organisation of society. But does this shift chal-
lenge the nature of the capitalist relations of exploitation and political
domination? The answer is definitely no. The Soviet Union (like other
manifestations of ‘real-existing socialism’) never ceased to be a class
society. The ruling class was comprised of a layer of higher state and
party officials on the one hand (who staffed both the political and the
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administrative-control mechanisms of the ‘planned’ economy that
secured the collective/state- capitalist appropriation of surplus value),
and on the other, the managers of the state enterprises.® The essential
question surrounding socialism is not with the status of the ownership
of capital but the nature of worker control over the social conditions of
production and reproduction. We do not intend here to elaborate more
on this question. But since the issue of the nature of capitalist power was
left untouched in these discussions, the debate over capital as ‘collective
property’ was not actually concerned with the building of socialism but
indirectly touched upon the very role of capital markets and finance in capi-
talism. From this point of view, the main contributors in the socialist calcu-
lation debate were in fact discussing the importance of finance for capitalism
in the name of central planning. In what follows we shall revisit the debate
from this viewpoint.

In this regard, the real achievement of the market socialists was to
defend the neoclassical theory of value against the labour value version
of it and implicitly raise the issue of finance. They unintentionally ques-
tioned the status that finance retains in the newly established neoclassical
paradigm. And their initial answer underestimated this role; it rendered
finance redundant and insignificant for the efficiency of production.
After all, wasn’t this the major outcome of the ‘formal similarity’ posi-
tion? If the neoclassical law of valuation is independent of the institu-
tional framework of the society, then the regulation of the supply and
the demand of savings throughout the economy can be organised by a
central planner, at least in principle. As we shall see below, in this line of
thought the role of finance is totally redundant and insignificant, since
the optimisation conditions must be met without any reference to the
price of capital. To use Barone’s reasoning, the central planning board
can simply replace Walrasian auctioneering in the financial markets
(Barone, 1935). In fact, as we shall see below, this is the route followed
by Lange.

14.3 Lange’s challenge to the mainstream: central
planning board in the role of the Walrasian auctioneer

Lange entered the socialist calculation debate in 1936 without actually
making any new theoretical contribution. He drew heavily upon the
issue of ‘formal similarity’ between socialism and capitalism from the
perspective of market socialists: both presumed an ontological primacy
of neoclassical value theory over both capitalism and socialism. In this
sense, the neoclassical theory of value becomes a weapon for socialists,
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and aids in the configuration of the socialist regime. The conception
that had led Wieser and Barone ‘to doubt that socialism was impractical
is extended by Lange to a practical analogy used to show that socialism
is as practicable as capitalism’ (Lavoie, 1985: p. 124). This point was
raised against the Austrian critique. The challenge that Lange put
forward against the neoclassical orthodoxy of the mid 1930s was simple
but brilliant: socialism can easily imitate the efficiency of market capitalism
if the central planning board is able to supplant the Walrasian tatonnment
process.’

As expected, the version of socialism defended by Lange was a form
of economy with competitive markets for labour and consumption
goods, but not for capital: ‘in the socialist system as described we have
a genuine market (in the institutional sense of the word) for consumers’
goods and for the services of labour [...] But there is no market for capital
goods and productive resources outside of labour’ (ibid: p. 61). With the
assumption introduced in Section 14.2. above, this is close to a version
of capitalism without finance. In that case, the Walrasian trial-and-error
process can be carried out even more etficiently by the central planning
bureau than by a market process with private property; the bureau can
replicate the role of finance in capitalism without giving up the optimi-
sation conditions associated with competitive capitalist markets: ‘there
is not the slightest reason why a trial and error procedure, similar to that
in a competitive market, could not work in a socialist economy to deter-
mine the accounting prices of capital goods and of the productive resources in
public ownership. Indeed, it seems that it would, or at least could, work
much better in a socialist economy than it does in a competitive market.
For the Central Planning Board has a much wider knowledge of what is
going on in the whole economic system than any private entrepreneur
can ever have; and, consequently, may be able to reach the right equilib-
rium prices by a much shorter series of successive trials than a competi-
tive market actually does’ (Lange, 1936: p. 67, emphasis added).

We can briefly summarise Lange’s argument as follows.? In an economy
with no capital market, consumers are free to maximise their utility in
the genuine markets for consumer goods. Nevertheless, capitalists, or
rather managers of public firms, cannot be guided by the standard profit
maximisation rule since there is no market ‘price’ for capital; they have
no basis on which to estimate the profitability prospects between alter-
native uses of a given amount of investment. According to Lange, this
maximisation condition can be replaced by two equivalent ones. This
is the message of the canonical textbook microeconomics. On the one
hand, profit maximisation leads to optimum output when marginal cost
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(MC) meets the price (p) of the product (p=MC). This is the first rule to
be met by managers. According to neoclassical theory, marginal benefit
(p) must not exceed nor fall below marginal cost for the output to reach
the optimum level; this rule can be satisfied without any calculation of
profitability. On the other hand, the central planning bureau must also
instruct the managers to choose a combination of factors that minimises
the average cost of production (ATC). In plain terms, this means that
there are no profits above or below the normal level that would induce
the producers to increase or decrease the level of production (or to induce
inflow or outflow of capital from that branch of industry: the market is
in equilibrium). Likewise, this condition can also be met without any
knowledge of the profit rate and thus in the absence of capital markets.

The above argument has one important implication: the socialist
economy of Lange can perfectly replicate the equilibrium position of
neoclassical theory without any reference to the prices of capital and
without any market for investment and saving. Capital markets and
finance are redundant. In this respect, the result would be quite the
same from a different theoretical route in the case of labour theory of
value. In Lange’s socialism there is an equivalent process of consumer’s
utility maximisation, while the profit maximisation condition can be
met by the above-mentioned two complementary rules imposed upon
firm managers. The central planner will announce shadow prices to
the managers and they will accordingly apply the profit maximisation
conditions to production. They will request resources at those prices for
the expansion of production. If the result is sub-optimum (it does not
clear the market) the central planner will take this into account in the
new price announcement. For Lange, the function of prices is a ‘para-
metric’ one: ‘although the prices are a resultant of the behaviour of all
individuals on the market, each individual separately regards the actual
market prices as given data to which he has to adjust himself. [ ... ] Market
prices are thus parameters determining the behaviour of the individual’
(Lange, 1936: p. 59). This parametric function of prices does not change
with socialism; it is only the forms of the ‘equations’ that change. The
only difference is that the role of the Walrasian auctioneer will be carried
out by the planning bureau, presumably in a more efficient way than
under capitalism. The equilibrium values of these parameters will be still
determined by the ‘objective equilibrium conditions’. As ‘Walras has so
brilliantly shown this is done by a series of successive trials (tatonne-
ments). [...] Thus the accounting prices in a socialist economy can be
determined by the same process of trial and error by which prices on a
competitive market are determined’ (ibid: pp. 59, 66).
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At the end, Lange’s defence of socialism is weak. His conclusion is
that the economy outlined in his model can become as efficient as capi-
talism. Since finance has no role to play in the neoclassical universe,
its functioning can thus be replicated by the central planning board
leading to the very same outcome. Nevertheless, this is not much of a
defence of socialism, since it functions merely as an indirect critique
of the canonical neoclassical argument. There could be an alternative
reading of Lange’s point: since the capital market is insignificant in the
organisation of capitalism and the establishment of competitive equi-
librium, then socialism as a regime of public ownership of the means
of production can become a real economic alternative. In fact the real
contribution of the market socialist approach was not a genuine defence of
socialism but a brilliant critique of mainstream thinking, which was unable
to grasp the importance of capital markets and finance. This challenge trig-
gered the reaction from the Austrian economists. In fact, as we shall
argue in the next section, Hayek’s critique against market socialists
was also a way of emphasising the central role of finance in capitalism,
which in his view cannot be supplanted by any concentrated bureau or
institution. It is this latent aspect of the debate that has passed unno-
ticed in the literature.

14.4 Hayek’s contribution to the debate: why capitalism
is unthinkable in the absence of finance

The engagement of the Austrians in the socialist calculation debate in
the 1930s gave them an opportunity to refine and publicise their view-
point with regard to the nature of capitalism. In fact, as Kirzner (1992:
p. 100) suggests, this debate was ‘important as a catalyst in the develop-
ment and articulation of the modern Austrian view of the market’. The
Austrians, and Hayek in particular, critically distanced themselves from
the established neoclassical orthodoxy of the era (the so-called model of
perfect competition) while remaining strong proponents of the market
system. In a sense, their response to the market socialists was an effort to
defend the spirit of capitalism in the era of the ‘great transformation’ (to
use Polanyi’s well-known expression; Polanyi, 2001), in which signifi-
cant state interference with the economy, in its different versions, was
becoming a dominant paradigm of governance. In what follows we shall
focus solely on Hayek'’s contribution to the Austrian view of the debate.
While the latter continued to emphasise and develop his perspective
throughout the post-Second World War period, the socialist calcula-
tion debate revealed an aspect of his argumentation that remained, to
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a significant extent, veiled in his later interventions: the crucial role of
finance.

Hayek first continued in the spirit of von Mises’ argumentation.
Nevertheless, the context of the discussion had changed: it was not
labour theory of value any more but the neoclassical value theory that
was the fulcrum of debate. The proponents of socialism (in this debate)
had adopted the ‘tools’ of the enemy in order to make their own point.
Hayek used Lange’s definition of socialism as his point of reference,
admitting that ‘it is essentially in this form that Marxism has been inter-
preted by the social-democratic parties on the Continent, and it is the
form in which socialism is imagined by the greatest number of people’
(Hayek, 1935a: p. 18). His argument can be seen as a wider criticism not
only of other ‘loose’ ideas of socialism (ibid: p. 20)? but also of the heart
of the neoclassical static conception of equilibrium.

Hayek understood very well that market socialists draw upon the falla-
cies of the dominant neoclassical paradigm. In fact, it was rather the
latter that was the target of his critique. He fully grasped the fact that
a thorough defence of an unstable capitalist system cannot come from
its elevation in the form of the standard neoclassical model of perfect
competition and static equilibrium; the market system is not perfect
but it is the only path to meaningful economic organisation. In what
follows, we shall reproduce the parts of his reasoning that we consider
the most important. The central point is based upon a certain empiri-
cist conception of knowledge: it cannot be aggregated and cannot be
‘produced’ in the absence of capitalist competition (with emphasis on
the second part of the argument). In an alternative formulation, the
required knowledge of the existing ‘objective’ production possibilities
will not be available to anyone without competitive capital markets,
even if one could collect and aggregate all the decentralised information
spread throughout the economy, because it is only through the process
of competition that these processes emerge. Hence, every negation of
competition will lead to inferior results in terms of efficiency. No other
economic regime can replicate or imitate the success of competitive free-
market capitalism.!©

For Hayek, ‘maximisation’ and ‘efficiency’ were indeed the basic and
proper economic aims but ‘the real economic problem which society
faces[...]is a problem of the utilisation of knowledge not given to anyone
in its totality’ (Hayek, 1945: pp. 519-520). The issue involved with
the concept information or knowledge is a double one. No economic
regime, including a socialist one, ever reaches a static equilibrium. The
character of every economic configuration is dynamic, rather that static.
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It is indeed characterised by genuine disequilibrium: changes are frequent
and unpredictable both in capitalism and socialism; and equilibrium is
never actually attained. Therefore:

all action will have to be based on anticipation of future events and
the expectations on the part of different entrepreneurs will naturally
differ. The decision to whom to entrust a given amount of resources
will have to be made on the basis of individual promises of future
return. Or, rather, it will have to be made on the statement that a certain
return is to be expected with a certain degree of probability. There will, of
course, be no objective test of the magnitude of the risk. But who is then
to decide whether the risk is worth taking? The central authority will
have no other grounds on which to decide but the past performance
of the entrepreneur. But how are they to decide whether the risks he
has run in the past were justified? And will its attitude towards risky
undertakings be the same as if he risked his own property? (Hayek,
1935b: pp. 233-234)

According to Hayek, unlike the imaginary neoclassical universe, real life
decisions are made upon the basis of expected unknown future incomes.
We can attach ‘certain degrees of probability’ to the latter, but in the end
there is no ‘objective’ measure of risk. This poses a much more difficult
economic problem than the one usually acknowledged. It is one thing to
address the difficulty the central planner has in collecting the immense
amount of information needed in order to carry out the task of effective
planning. But there is also ‘another problem of even greater importance’
(Hayek, 1935b: pp. 210, 154), and obviously more fundamental. The
dispersed technical knowledge that the central planner is supposed to
collect does not even exist in the first instance (ibid: pp. 210-211). It is of
course ‘absurd’ to assume that all this knowledge can be ‘concentrated in
the heads of one or at best a very few people who actually formulate the
equations to be worked out’ (ibid). But even if there was a way to collect
this knowledge and implant it in a single mind, the more fundamental
problem that would be encountered is that ‘much of the knowledge that
is actually utilised is by no means ‘in existence’ in this ready-made form’
(ibid). In other words, the market competitive process not only dissemi-
nates existing decentralised knowledge (dispersal or communication of
knowledge) but more importantly it contributes to its very production
(the learning or discovery process).!! In other words, competition not only
helps discovery, but actually generates in the first place much of the knowl-
edge to be subsequently dispersed. 1t is usually the dispersal-of-knowledge
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aspect of Hayek’s reasoning that is emphasised in the secondary litera-
ture. Nevertheless, it is the first aspect (discovery) that is crucial in the
understanding of the full message of Austrian tradition (see Kirzner,
1992: pp. 139-140).

What are the implications of the above reasoning in the case of capi-
talism without a market for the factors of production? As we have seen
in the above passage, future investment choices in any type of economy
rely upon expectations of future circumstances, which encompass a
certain anticipated return combined with a degree of confidence (prob-
ability) in its achievement. No economic action with regard to the
future can be undertaken if there does not exist some estimation of risk,
which cannot be objectively known. Decisions are thus open to change
and revision. Yet market information is the only meaningful indica-
tion available to the entrepreneur or anyone else to decide upon future
economic events and embark upon investment projects. The entrepre-
neur’s subjective decisions concerning investment and risk taking will
thus be made taking into consideration existing prices of capital and risk
which, for all their defects, represent the best information available as a
basis for decision making.

In this fashion, market prices are disequilibrium prices, in the sense
that as signals or communicators they are far from optimal performers.
This conclusion also holds for prices of capital and for risk. Instead of
informing economic actors of the ‘correct’ path to follow, they offer
incentives and disincentives that motivate them to explore and discover
for themselves the truly profitable alternatives. Basically, prices in compet-
itive markets do not only disseminate information already discovered
and given; they motivate the discovery process itself. In their absence,
this type of motivation will cease to exist. Therefore, even if someone
manages to collect and compact all the existing information at any
point in time it will be worthless because the negation of competition
will significantly impoverish the real content of that information.!?

This aspect of Hayek’s argumentation was not so clear in his writings
of 1930s and 1940s. Probably he was not fully aware of the consequences
of his problematic. He may also, for tactical reasons, have hesitated to
attack the neoclassical orthodoxy directly and systematically. But Hayek
did not entirely fail to emphasise it. The competitive market process is
reliant on market data at any particular point of time in the sense that:

provisional results from the market process at each stage alone tell indi-
viduals what to look for. Utilisation of knowledge widely dispersed in
a society with extensive division of labour cannot rest on individuals
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knowing all the particular uses to which well-known things in their
individual environment might be put. Prices direct their attention
to what is worth finding out about market offers for various things
and services. [...] We shall see that the fact that a high degree of
coincidence of expectations is brought about by the systematic disap-
pointment of some kind of expectations is of crucial importance
for an understanding of the functioning of the market order. [...]
Competition is essentially a process of the formation of opinion [...]
It creates the views people have about what is best and cheapest, and
it is because of it that people know at least as much about possibilities
and opportunities as they in fact do. [...]Yet this knowledge which is
assumed to be given to begin with is one of the main points where
it is only through the process of competition that the facts will be
discovered. (Hayek, 1948a: pp. 106, 95; Hayek, 1978: pp. 181, 185)

In other words, markets do not only disseminate (imperfect) informa-
tion but primarily motivate economic actors to conform with specific
economic behaviour. As Kirzner (1992: p. 160) summarises: ‘the impor-
tance of prices for coping with the Hayekian knowledge problem does not
lie in the accuracy of the information which equilibrium prices convey
concerning the actions of others who are similarly informed. Rather, its
importance lies in the ability of disequilibrium prices to offer pure profit
opportunities that can attract the notice of alert, profit-seeking entre-
preneurs. Where market participants have failed to co-ordinate their
activities because of dispersed knowledge, this expresses itself in an array
of prices that suggests to alert entrepreneurs where they may win pure
profits’. In plain terms, economic actors are living in disequilibrium and
an uncertain world; the market system is the only tool they have to
aid in calculations about the unwritten future, and efficient economic
calculation is unthinkable in the absence of disequilibrium prices of
capital and of risk. It was this point that had been overlooked by the
market socialists when they adopted the conception of perfect competi-
tion. In the absence of competitive markets there will cease to exist the
capitalist spirit of action. From this point of view any state interference
with the market is a serious threat to the latter.

14.5 In the place of an epilogue: finance as ‘trauma’
in the mainstream thinking

We can summarise the main findings of the above analysis as follows.
Lange drew upon the dominant neoclassical tradition, which emphasises
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the static character of economic equilibrium,to defend socialism.
Lange’s argument was that this static form of equilibrium can be easily
replicated by the socialist economy: it was in fact a type of capitalism
without capital markets. Lange had thus managed implicitly to set forth
two important points. First, he showed that a version of mainstream
thinking that underestimates the role of capital markets can be easily
utilised to defend the social paradigm of central planners. Second, the
abolition of capital markets — and therefore of finance - could not only
replicate the much advertised efficiency of capitalism but would also
achieve more economic stability. We must not forget that the debate
took place in the 1930s, when the consequences of the great depression
were central in everyone’s mind. Taming the financial instability of the
capitalist system without sacrificing economic efficiency would seem
an appealing alternative to the free market system in a period when the
latter was generating many unresolved contradictions.

We must mention here that in the German-speaking discussions
there was an ongoing debate on the role of the stock and commodity
exchanges with regard to speculation and instability, at least from the
late 1880s. ‘Debate in Germany over the nature and social impact of
stock and commodity exchanges had first grown acrimonious in the
wake of the major economic downturn of 1873-1879, which put an end
to the boom times of the Empire’s “founding era”, as well as the rather
spectacular charges of political manipulation and collusion levelled at
Bismarck and the German financial elite by a range of conservative and
socialist critics’ (Lestition, 2000: p. 289). This debate — which opened the
road for government legislation and committees of inquiry - attracted
the attention of famous scholars: even Max Weber and Frederick Engels
became involved (see Weber, 2000; Engels, 1989). The main issue that
had dominated public scene at the time was ‘whether it was possible or
socially useful to regulate the kinds of “speculation” that were carried
on at the exchanges’ (Lestition, 2000: p. 289). Market regulation, state
intervention and socialism were on the public agenda for many different
reasons.

Hayek, along with the other Austrians, understood very well the
message of these critiques, the most stimulating of which was undoubt-
edly coming from the market socialists. How could a mainstream liberal
economist respond to a neoclassical defence of the state ownership
of the means of production? There was one way out of this bizarre
encounter: they had to clearly differentiate their view of capitalism from
the neoclassical ideal universe of perfect equilibrium. This departure was
never clearly stated in the writings of Mises and Hayek (Kirzner, 1992:
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p- 111) and never properly emphasised. Both writers were somewhat
tentative in pushing their argument to its limits. Nevertheless, their
argument amounts to the strongest defence of the market system that
can be articulated. For when they defended the free market system they
not only responded to the proponents of socialism but also to everyone
who had argued for strong state interference in the workings of the
economy. It was not just socialism but every alternative ‘halfway house’
which would negate to some extent the decentralised market system; in
other words, it was not just Stalin as a central planner, but also Hitler as
a fascist dictator and Roosevelt as a democratic ‘New Dealer’ who were
the objects of this critique. It was not just Lange and Lerner but also
Keynes and Kalecki who were to be refuted.

In order to defend the market system, Hayek realised that he had
to revise and criticise mainstream theory. Admittedly, the debate on
socialist calculation triggered the process of elaboration and clarifica-
tion of Austrian ideas (ibid). Against the challenge of the market social-
ists, Hayek actually highlighted the importance of the competitive
market system primarily as a disequilibrium process. But since socialism,
the debated concept, was perceived as a market system without capital
markets, the debate implicitly touched upon the role of finance (under
the simplifying assumption that only capitalists save and borrow). It was
the role of finance in generating prices for risk that was obscured by the
dominant neoclassical paradigm of perfect competition. From this point
of view, Hayek’s argument can be seen as a suggestion that capitalism
is unthinkable in the absence of finance, that is, without a market for
risk. This is so because the pure market system provides the motives
for economic actors to generate and discover the knowledge (‘alertness to
and the discovery of as yet unknown information’ Kirzner, 1992: p. 104)
which is at the same time to be dispersed and communicated to other
parts of the economy.

In that sense, the real alternative to the market system is definitely not
a process that can just collect the decentralised knowledge, because even
if this were possible it would deprive the economic system of the proper
motives to achieve efficient targets: it would not stimulate discovery
and economic action according to the norms of the capitalist system.
Markets disseminate imperfect information but also motivate discovery
and learning; they generate the information to be communicated. From
our point of view, although the Austrians never put it that way, this
must be seen as a process of shaping economic behaviour according to the
spirit of capitalism. For discovery and learning are just the outcomes of
an active engagement in proper economic actions. The market system
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thus motivates a particular way of acting, and it is only as a consequence
of these actions that knowledge is discovered. From this perspective, the
real message of Hayek'’s response to market socialists — an argument that
was never properly stated during the period of the debate — was that
capitalism needs the capital market to organise proper business behav-
iour and reproduce itself. With the establishment of central planning
there will not be a ‘discovery process’ on the part of managers, hence
no proper capitalist behaviour and therefore no efficiency in capitalist
terms. In the end, every serious restriction of capital markets threatens
the reproduction of the capitalist spirit.

But here we encounter an unexpected twist. While Lange degraded
socialism to a mere replication of capitalism’s efficient achievements,
Hayek implicitly realised the danger of undermining capitalist behav-
iour and thus the nature of capitalist relations. If we see capitalist
behaviour as the outcome of the capitalist social relations of power,
then Hayek’s perspective renders capital markets central in the organisa-
tion of capitalism as a system of exploitation. He also perceived at the
same time every movement towards collective ownership of the means
of production as a real threat to the logic of capitalist reproduction. In
this sense, he ended up by implicitly giving an unexpected endorsement
to socialism that is much deeper and more sophisticated than Lange’s
superficial ‘defence’: every thorough state intervention in the markets,
and in the capital market in particular, threatens to eliminate the capi-
talist spirit, making the existence of the system vulnerable in the context
of the reproduction of its power relations.

This last point gives us the chance to revisit the socialist calculation
debate, interpreting finance as trauma for mainstream discussions. We
shall use the concepts of Lacanian psychoanalysis as an analogy in order
to clarify our point.!3

Of course, from a radical Marxian point of view, mainstream
thinking in all its versions is just a theoretical ideology (using the
Althusserian definition of the term; see Althusser and Balibar, 1997):
mainstream ideas misinterpret capitalist reality, but not in an arbitrary
way; these systematic ideas are always interwoven with particular capi-
talist exploitation strategies stemming from reality itself. Mainstream
theory systematises ideas and perceptions that arise and are held in
place by social and economic power relations themselves (the ‘given’
ideological representations of everyday ‘experience’) without trans-
forming their ideological content. Nevertheless, there is one more
issue involved here. Mainstream economic reasoning always had the
problem of properly incorporating finance and thinking seriously
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about financial instability and crises. It seems that finance besides
a mystery has always been a trauma for the mainstream economic
edifice.

Mainstream thinking offers an interpretation of the capitalist system
by symbolising capitalist reality in a particular way. It sets forth and
reproduces practices containing particular symbols, ideas, concepts,
questions and visions that together comprise what we may call as the
symbolic ‘misrecognition’ of reality. Nevertheless there is one element
that resists this symbolisation and will always do so for mainstream
analytical speculations: finance. It is not that mainstream thinking
does not have theories of finance; it is that these theories are unable to
grasp the fundamental aspects of finance, its crisis-prone character and
its key role in the organisation of capitalist production. The financial
meltdown of the late 2000s is an eloquent indication of this fact. The
pre-crisis confidence in the strength of the system was accompanied by
a post-crisis unease that led to fatal economic policy mistakes. In order
words, finance is the real of capitalism, a place that cannot be prop-
erly symbolised, a factor that can never be completely absorbed into the
mainstream ideological discourse. It will always be left over, unable to
find its way into the established economic language, most especially in
the contemporary forms of capitalism.

To speak metaphorically, the above argument suggests that finance is
a trauma for mainstream thinking. The socialist calculation debate mani-
fests this idea very well indeed. Lange’s response was a provocative event,
perhaps not deeply significant but in any case an important focal point.
It should remind mainstream economists that their neglect of finance
as an active and creative force in capitalist reproduction can be easily
used as an argument for the negation of the market system. The reac-
tion of the Austrians was a result of the existence of this trauma as it was
brought back into the conscious memory. But since the unsymbolised
real cannot intrude into reality without the breakdown of the capitalist
apologia, the argument of the Austrians played the role of fantasy for the
mainstream thinking. It became the last defence against the traumatic
encounter with the real; that is to say with finance as manifestation of
the exploitative and contradictory character of the system. This is the
true contribution of the Austrian tradition to mainstream thinking. This
tradition will always be mentioned as a defensive argument of last resort
for the free market system when the latter is in crisis, an imaginative
context for capitalist apologia. It will always be the speculative border
which cannot be crossed without serious consequences for the nature of
economic reasoning that purports to defend the capitalist system.
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Notes
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We will analyse Mises’ argument in Section 14.2. below.

This was indeed the dominant perspective, but surely not the only one.
Discussions within Marxist revolutionary circles in the period were rich in
scope and content. The key issue was not the replication of the efficiency
of capitalism but the overcoming of the nature of capitalist political and
economic domination. In this line of reasoning, the key problem with
socialism is not the role of the central planning bureau but the structure
of ‘soviets’ as forms of workers’ democratic control against the power and
violence of capital. This issue remains beyond the aims of this chapter.

. Clearly Rubin and his ‘value form’ analysis was one of those (see Milios et al.,

2002).

Here we follow Postone’s argument (see Postone, 2003: ch. 2). Hilferding's
major work, Finance Capital (1910), became a dominant theoretical interven-
tion at the beginning of the 20th century and is still considered a bench-
mark in discussions of political economy and heterodox financial theory.
We refer to his dispute with Bohm-Bawerk on the labour theory of value (see
Hilferding, 1949).

For a clear summary of the Mises argument see Lavoie (1985).

See Milios and Sotiropoulos (2009: ch. 10).

In this sense, Lange simply repeated Taylor’s earlier point (see Lange, 1936:
pp- 56, 66; Lavoie, 1985: pp. 118-119). In 1929 Taylor offered a plan-
ning model in which the socialist central bureau could achieve a practical
equilibrating solution using a trial and error method (thus resembling the
Walrasian auctioning process).

See Lange (1936: pp. 60-71), Lavoie (1985), Block et al. (2002: pp. 53-54).
These are versions of socialism that lie in between socialism and the free-
market system (Hayek, 1945: p. 521).

In what follows we shall base our analysis on the following papers: Hayek
(1935a, 1935b, 1945, 1948a, 1948b, 1978).

For these issues see also Kirzner (1992: chs 6 and 8).

See Hayek (1948a, 1978). See also Kirzner (1992: ch. 8), Lavoie (1985).

For instance, see Zizek (2006), and Sean (2005).



