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4 ways to spend money

1. You spend your own money buying something for yourself—
you therefore try to get the best possible product for the 
best possible price.

2. You spend someone else's money buying something for 
yourself—you still try to get the best possible product, but 
you are not so concerned about the price.

3. You spend your own money buying something for someone 
else—you are deeply concerned about the price, but you 
are not nearly so worried about the quality of the product.

4. You spend someone else's money buying something for 
someone else—in which case, who gives a shit?

2P J O'Rourke, “All The Trouble in The World”, summarizing Milton Friedman 
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Profit serves two functions
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Incentive
Reward for entrepreneurial 

discovery

Knowledge
Signal to mobilise

resources

January 2008

1. Conserve existing oil
2. Search for new oil
3. Find substitutes for oil 

New Soviet Man

• The ideologists of the Communist Party sought to eradicate 
cultural diversity by inducing a change in the character of 
the citizens of the Soviet Union

• New Soviet man would demonstrate selfless collectivism 
and enthusiastically spread the socialist Revolution

• This would solve the incentive problem, since people would 
instinctively act in accordance with the greater good 

• Propaganda was an important tool to change the nature of 
man

4
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“Build like you would for yourself”

• But even if there’s a transformation 
in human nature, this doesn’t solve 
the economic problem of knowing 
how to allocate resources

5Source: Amazing Propaganda Posters, motivational-posters.co.uk

The impossibility of rational socialist planning

• Def. Socialism: Public owenership of the means of 
production to advance material prosperity

• Stated goals:
– Increased prosperity
– Efficient use of resources
– Elimination of business cycles
– Elimination of monopoly power
– Equitable distribution of wealth

• “Socialism is the abolition of rational economy… exchange 
relations between production goods can only be established 
on the basis of private ownership of the means of 
production… rational economic activity is impossible in a 
socialist commonwealth”

Mises, 1920 Economic Calculation In The Socialist Commonwealth 

6
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The calculation problem…
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Without private 
property there’s no 
exchange, with no 
exchange there’s no 
prices, no prices means 
no knowledge

Private 
property

Economic 
Exchange

Prices

8

Market socialism

• Oskar Lange: what if planners simulate market competition 
and use computers to solve the simultaneous equations?

• Is it merely an accounting problem which can be overcome 
through planning?

• Hence linear programming, and to some extent the advent 
of quantitative macroeconomics
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Steps in the dark

• Even if the planners have perfect technical knowledge, 
only the institutions of a market process can reveal the 
knowledge required to assess the alternative uses of the 
scarce factors of production

• “In the absence of markets, how do planners know which  
goods to produce and what production techniques are 
economically feasible?”*

• “Without having access to market prices to evaluate the 
opportunity costs of resource use, socialist planners could 
not tell which outputs should be produced or how to 
produce them. When it comes to economic value, the 
socialist planner is literally like the blind man groping in 
the dark”**

• Economic calculation requires private property, without it 
we are taking “steps in the dark” (Mises, 1951)

*Boettke, Pete (1989) “Austrian Institutionalism: A Reply” Research in the History of Economic Thought and Methodology”  
6:181-202; p.191
** Cowen, Tyler (1995) “A Review of G.C. Archibald’s information, Incentives, and the Economics of control” Journal of 
International and Comparative Economics 4:243-249

The importance of the knowledge of time and place

• Scientific knowledge
– “knowledge of general rules”

• The knowledge of time and place
– “the facts of his immediate surroundings”
– “special knowledge of circumstances of the fleeting 

moment not known to others”

• “the practical problem…arises precisely because these 
facts are never so given to a single mind, and because, in 
consequence, it is necessary that in the solution of the 
problem knowledge should be used that is dispersed among 
many people” (Hayek 1948:90)

10
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The knowledge problem

• “the "data" from which the economic calculus starts are never for 
the whole society "given" to a single mind which could work out 
the implications and can never be so given. The peculiar 
character of the problem of a rational economic order is 
determined precisely by the fact that the knowledge of the 
circumstances of which we must make use never exists in 
concentrated or integrated form but solely as the dispersed bits 
of incomplete and frequently contradictory knowledge which all 
the separate individuals possess. The economic problem of society 
is thus not merely a problem of how to allocate "given" 
resources—if "given" is taken to mean given to a single mind which 
deliberately solves the problem set by these "data." It is rather a 
problem of how to secure the best use of resources known to any 
of the members of society, for ends whose relative importance 
only these individuals know. Or, to put it briefly, it is a problem 
of the utilization of knowledge which is not given to anyone in its 
totality.”

Hayek, “The Use of Knowledge” p.519-520

11

Turning textbooks on their head

• It is a continuum between rational calculation and arbitrary 
political discretion

• Heavily regulated rent-seeking society
– “Soviet system best characterised as a market 

economy dominated by monopoly producers and 
subject to vast and arbitrary government intervention” 
Boettke 1993, p.59

• Hence the implications are relevant to all countries

Central planning vs. decentralized planning
• “This is not a dispute about whether planning is to be done 

or not. It is a dispute about whether planning is to be done 
centrally, by one authority for the whole economic system, 
or is to be divided among many individuals”

• Hayek, The Use of Knowledge, p.520-521

12
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The knowledge problem was endemic

MEMO:
Transfer the sewing machine 
belonging to the tailor's 
shop number 1 to factory 
number 7.

J. Stalin

Ryszard Kapuscinski, Imperium, 1994

Russian industrialisation is a myth

• During the 1930s the USSR didn’t “industrialise”, it emphasised on 
increasing production in heavy industry for the purpose of building 
arms - it was “militarisation”
– “Contrary to the declared goals of the regime, it was the 

opposite of a system of production to create abundance for the 
eventual satisfaction of the needs of the population; it was a 
system of general squeeze of the population to produce capital 
goods for the creation of industrial power, in order to produce 
ever more capital goods with which to produce still further 
industrial might, and ultimately to produce armaments”*

• Following Stalin’s death in 1953, the objective became even more 
explicit about prioritising military strength ahead of consumer 
goods and higher living standards
– “Every factor which made industrial products like cars or 

electrical goods was required to have a military application, 
too, and could quickly be converted to war footing” **

14* Malia, MartinThe Soviet Tragedy: A History of Socialism in Russia, 1917-1991 NY: Free Press, p.209
** Sebestyen, Victor, (2009) Revolution 1989: The Fall of the Soviet Empire, Weidendelf & Nicolson, p.77
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The rise of militarisation

• Interestingly, the attitude of the central planners towards 
military production supports the view that socialist 
calculation is impossible

• Military production was organised in a different manner:
– “[the military sector is] the only sector of the Soviet 

economy which operates like a market economy, in the 
sense that the customers pull out of the economic 
mechanism the kinds of weaponry they want… the 
military, like customers in the West… can say, 'No, no, 
no, that isn't what we want.’”* 

– Weapon production faced open competition (from the 
USA), whilst domestic production did not. Hence 
fighter planes were higher quality than washing 
machines**

• Hence it is wrong to use the military strength of a country 
as a means to infer the underlying standard of living

15*Samuel Pisar, cited in Smith, Hedrick (1974) The Russians (NY: Ballantine) pp. 312-3
**Paul Romer on EconTalk

Communism and the environment

• “The state was the big polluter”*
• According to official government figures from Slovakia, in 

1980:
– 45% of the 3,500km of rivers were “dangerously 

polluted”
– 80% of well water was unsuitable for human 

consumption
• East Germany banned the publication of pollution levels

16* Sebestyen, Victor, (2009) Revolution 1989: The Fall of the Soviet Empire, Weidendelf & Nicolson, p.18
The desiccation of the Arral sea is one of the greatest ever environmental disasters. See Micklin, P. P. 1988. Dessication of the 
Aral Sea: A water management disaster in the Soviet Union. Science 241: 1170-76.
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The state is a clumsy landlord

• “The state itself was a crude and clumsy landlord: it used 
Mont-Saint-Michel as a prison, the Palais des Papes as a 
barracks and, after overseeing most of its demolition, the 
abbey of Cluny as a national stud. Later it allowed a canal 
and a railway to smash their way through the ancient 
necropolis at Arles”

17Robb, G., 2007, 'The Discovery of France', Picador, p.289

Communism and fascism

• “Whether as totalitarian rivals or as ideological opposites, 
fascism and communist lived off each other in an all-
European monster duel. Once fascism was dead, the death 
of communism was only a matter of time”

Davies, p.26

18Davies, N., (2006) Europe East & West, Jonathan Cape
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Problems with measuring output

• The manager of a nail factory was 
given an award for beating his 
production target, which was 
measured by weight

• “The Soviet Union wasted its 
resources because the success 
indicator for Soviet managers allowed 
them to be successful even though 
their output was poorly related to the 
needs of users”

19Roberts, P.C., (2002) “My time with Soviet economics” The Independent Review, 7(2):259-264 

It’s only a matter of time…

20See “Soviet Growth & American Textbooks” Marginal Revolution, Alex Tabarrok, Jan 4th 2010 
http://www.marginalrevolution.com/marginalrevolution/2010/01/soviet-growth-american-textbooks.html
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Do we trust Soviet growth figures?

• Western academics continued to overestimate the 
productive capabilities of the Soviet Union

Levy, David & Sandra Peart. 2006 “Public Choice & the Expert: The Endogenous Past“

Economics in the c20th is all about planning

• The USSR is seen as a viable alternative
• The USA goes for regulation, the UK nationalisation
• Development Economics

– Infant Industry
– neo-Keynesian Growth Models

22Watch Rocky IV Training Scene [https://youtu.be/1oDTNEEu3Rw]
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Do we trust Chinese growth figures?

• “In a little-noticed mid-summer announcement, the Asian 
Development Bank presented official survey results 
indicating China’s economy is smaller and poorer than 
established estimates say. The announcement cited the 
first authoritative measure of China’s size using purchasing 
power parity methods. The results tell us that when the 
World Bank announces its expected PPP data revisions later 
this year, China’s economy will turn out to be 40 per 
cent smaller than previously stated”

Albert Keidel, “The limits of a smaller, poorer China” Financial 
Times November 13 2007

23

Soviet growth was an illusion

• Initial growth because it started from a low base
• But since it was purely technical growth, diminishing 

returns kicked in
• By contrast, the US was engaged in genuine innovation, 

leading to endogenous growth

• Rising living standards are about consumption not 
production

• The advance in prosperity is not about inventing new 
ingredients, but creating new recipes

24For more, see Paul Romer’s interview on EconTalk
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Why did it last for so long?

• Natural resources
• Borrowing
• Parasitic pricing
• Informal market activity

– Tolkachi (“pullers”)

25

Black markets enable resource allocation

26© Eric Wolfram, http://wolfram.org/photo/once/black_market/index.html
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Markets operated at the margin

• “A women buys a head of cabbage at the local market, 
where farmers sell their surplus (circa 1950s)”

• Moscow, Russia

27“Images of the Soviet Union”, http://marxists.org

Entrepreneurship flourished in many instances

• “A pensioner spends his time weighing people in the park, 
picking up a little supplemental income (circa 1980s)”

• Moscow, Russia

28“Images of the Soviet Union”, http://marxists.org
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The knowledge problem was still endemic

“during the final years under Brezhnev, 
we were planning to create a commission
headed by the secretary of the Central 
Committee, Kapitonov to solve the 
problem of women's pantyhose. Imagine 
a country that flies into space, launches 
Sputniks, creates such a defense system, 
and it can't resolve the problem of 
women's pantyhose. There's no 
toothpaste, no soap powder, not the 
basic necessities of life.”

Interview with “Commanding Heights”, PBS, 04/23/01; "the system depended on that kind of punctiliousness, on a psychotic 
control of every detail, an obsessive desire to rule over everything” Ryszard Kapuscinski, 1994

Shoe production

• According to Scott Shane, “some of the longest lines in 
Moscow were for shoes... At first I assumed that the 
inefficient Soviet economy simply did not produce enough 
shows, and for that reason, even in the capital, people 
were forced to line up for hours to buy them”

• In fact “The Soviet Union was the largest producer of shoes 
in the world. It was turning out 800 million pairs of shoes a 
year – twice as many as Italy, three times as many as the 
United States, four times as many as China. Production 
amounted to more than three pairs of shoes per year for 
every Soviet man, woman and child.”

• “The problem with shoes, it turned out, was not an 
absolute shortage. It was a far more subtle malfunction. 
The comfort, the fit, the design, the size mix of Soviet 
shoes were so out of sync with what people needed and 
wanted that they were willing to stand in line for hours to 
buy the occasional pair, usually imported, that they liked” 

30See Shane, S., 1994 Dismantling Utopia, p.77
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The primary cause for the collapse was bankruptcy

31

War in 
Afghanistan Star Wars

Oil prices

Afghanistan

• “We simply cannot afford another Afghanistan” 
Mikhail Suslov

• Afghan communist party came to power following a coup in 
1978

• The USSR defended it against a mujahideen insurgency
• Invaded Kabul December 1979 but unable to maintain 

territory in the provinces
• Suffered 2,000 casualties (more than all other post WW2 

fighting) by December 1981
• Attempted to hand over to Afghan forces, finally withdrew 

in February 1989

32* Sebestyen, Victor, (2009) Revolution 1989: The Fall of the Soviet Empire, Weidendelf & Nicolson, p.58
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Star Wars

• After WWII the USSR became involved in 
an Arms Race with the Western World 
(chiefly the US)

• This is a Prisoner’s Dilemma, and 
increasing one’s arsenal is the dominant 
strategy for both players

• Over the decades that followed both sides 
accumulated enough weapons to destroy 
the world several times over

• In 1983 Ronald Reagan announced the SDI 
Project (nicknamed “Star Wars”), an 
ambitious attempt to create a missile 
defense system in space

• Whether it was a bluff or not, it escalated 
the cost of the Arms Race to such an 
extent the USSR was forced to surrender

33

Oil crisis

• September 13th 1985
• Sheikh Ahmed Zaki Yamani, Saudi Minister of oil, 

announced that they would increase production
– Oil prices collapsed
– Soviet Union lost ~ $20bn per year

• By 1989 Gorbachev needed a $100bn loan from the West to 
survive and political concessions were a prerequisite

34Gaidar, Yegor, “The Soviet Collapse: Grain and Oil, American Enterprise Institute, April 2007
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Why did Eastern European communism unravel?

• Gorbachev gave it up:
• “Gorbachev’s long-term objective was to reach further 

arms limitation agreements with America, massively reduce 
Soviet defence spending and obtain huge loans from the US 
to prop up the Soviet economy. He was prepared – if it 
came to the point – to dismantle the ‘outer empire’ to 
achieve those goals”

• He believed in glassnost and perestroika as a necessary 
means to save communism in the Soviet Union

• He couldn’t afford nor had the ideological desire to 
continue to support the Stalinist dictatorships

35* Sebestyen, Victor, (2009) Revolution 1989: The Fall of the Soviet Empire, Weidendelf & Nicolson, p.266

The German experiment

• There has been one great controlled experiment in 
economics. It began fifty years ago, when one of the 
world's most successful economies was divided into two 
zones. In one, there was a powerful central planning 
agency, able to assess needs and co-ordinate production 
plans. In the other, people were left to do pretty much 
what they liked

• The country in which the experiment was conducted was 
Germany, and a few years ago [1989] the results came in

• One third of the way through, it was necessary to build a 
wall to keep the experiment going, otherwise the 
inhabitants of one zone would mostly have fled to the 
other. The end came when they tore down the wall and 
fled anyway 

• It is difficult to be exact, but most observers agree that 
living standards in the West were at least twice those of 
the East by that time

36Kay, John,  “A German lesson” Financial Times, 03 January 1997
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Collapse of communism

• “The average American worker had a material lifestyle that 
the average Soviet worker could not imagine.” *

• “It was not just that... an American construction worker 
could own a car and a house; it was that he could shop in a 
supermarket that seemed to have more food on its shelves 
than all of Moscow” **

37* Shane, S., 1994 Dismantling Utopia, p.138
** Shane, S., 1994 Dismantling Utopia, p.221

Conclusion, in the words of a socialist:

38

“the contest between capitalism and 
socialism is over: Capitalism has won” 

Robert Heilbroner, 1989, p. 98


