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INTRODUCTION

Ideas, unless outward circumstances canspire with them, have in
general no very rapid or immediate efficacy in human affairs;
and the most favourable outward circumstances may pass by, or
remain inoperative, for want of ideas suitable to the con-
juncture. But when the right circumstances and the right ideas
meet, the effect is seldom slow in manifesting itseif.

John Stuart Mill

INTRODUCTION

The most dramatic evenr in political economy to happen since the
Great Depression of the 1930s was the collapse of the Soviet system
and its satellites in the late 1980s. The Soviet admissions of the failure
of their econcmic systern to provide a decent standard of living to its
people, let alone keep pace with the technological advances of the
West, caught most Western Sovietologists by surprise. Watching the
developments (zigs and zags) of perestroika and glasnost became a
full-time occupation for many economists.

The events in the Soviet Union since 1985 have been nothing short of
spellbinding. Academics, pundits and the man on the street have been
transfixed by the "Gorbachev phenomenon.” The turning point of the
Saviet reform effort, however, came in 1989. One former satellite after
another during that fateful year withdrew from the Soviet empire with
Gorbachev's blessing. Poland, Czechoslovakia and East Germany
dramatically went their own way. The Berlin Wall fell, both figuratively
and literally. The Brezhnev doctrine was repudiated by Gorbachiev,

On the cconomic front, the pace of the Gorbachev reforms scemed
to quicker (at least in rhetoric) as 1990 approached. No longer did the
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reform chetaric limit itself o ractics for improved efficiency of
economic administration. Now fundamental systemic issues were
debated. Private property, free market pricing, currency con-
vertibility, etc., were legitimate topics of discussion among the Soviet
Union's leading economists. These economic discussions culminated
in the debate in the late summer and early fall of 1990 over the
Shatatin 500-Day Plan.’ The plan was at one and the same time a
draft of a constitution for a new confederation of free sovereign
republics, an outline for a market-based cconomic system for the new
confederation and a plan of cransition from the old union to the new
confederation.”

But as is usually the case in political discussions, rhetoric diverged
significantly from reslity. Gorhachev quickly abandoned the Shara]_in
Plan and its political and economic program. A compromisc
Presidential Plan emerged in October 1990, which while maintaining
some of the rhetoric of the Sharalin Plan, eliminated all of the details.
Both the political and economic reforms in the Soviet Un::o.n
possessed troublesome paradoxes that simply exacerbated th.e crists
situation. In the lead up to the failed August 1991 coup, the situation
in the Baltic states highlighted the political troubles wirh the Soviet
reforms just as the long lines and empty shelves highlighted the
eCONOIMIC wors thal wolilihued o plagae the Suvied peepie Peres
troika as an economic reform program failed to bring lasting and
systematic change to the moribund Soviet economy.

This book represents a critical assessment of the reform effort
(1985-91). The common theme that runs throughout the book is that
only on the basis of a sound understanding of the operation of'market
and political processes can one begin to analyze the Soviet-type
system, and the efforts to reform i, with any degree of accuracy. From
this theoretical basis, best developed by scholars working within the
Austrian (market processes) and Pubiic Choice (political processes)
schoals of economic znalysis, che various proposals and paradoxes of
the Soviet effort are examined.

Perestroika failed in large part because it was not tried. Gorbachev
between 1985 and 1991 anrounced at least ten radical plans for
economic restructuring, ok a single one was ever implemented. But
even if perestroika - as represented in the major proposals and
decrees - had been implemented it would not have produced the
structural changes necessary to revive the Soviet economy.

Though the events examined are limited in [arge part to the reform
history from 1985 to 1991 - a working knowledge of which would be
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necessary to examine any direction the former Soviet Union may take
in the foreseeabie future — emphasis will be on the theovreucal
problems that economic reform confronts in general. Knowledge of
the reasons why perestroika failed may provide us with important
general lessons for how to proceed in charting a new course in the
former Soviet republics and East and Central Europe.

QOVERVIEW OF THE BASIC PROPOSITIONS

There are two general questions which the various chapters in this
book attempt ta answer, First, if socialism as an economic system was
so inefficient, how could it have lasted for seventy-four years? Second,
if market reforms are so desirable, why have all the rransforming
economies experienced an acute economic decline during the reform
period? Both of these questions will be answered through a series of
propositions which taken as a whole provide the crirical answers.
Fach of the chapters will try to address a specific proposition and
tease out its implications.

Proposition 1: Soviet economic strength was an illusion

It has become commonplace among neo-conservative commentators
in the West, and even some Soviet intellectuals, to argue that the
breakdown of rhe Sovict empire in the late 1980s was due to Ronald
Reagan's military build-up in the early parr of that decade.” By raising
the stakes in the international military game, Reagan put the final
strain on the Sovier system. However accurate this perspective is
concerning the weight of the military burden on the Soviet econamy,
it does not address the systemic issues and preblems surrounding the
Soviet economy. The real question that must be raised is whether the
Soviet system could have continued even if no military pressure was
exerted by the West.

The neo-conservative perspective on the Sovier problem is unten-
able because it underestimates the extent to which military power is
derived from a prosperous economic base and it overestimates Soviet
economic strength. Questioning the neo-conservative hypothests,
however, should not be construed as support for the alternative
suggestion that Mikhail Gorbachev was responsible for the break-up.”
Gorbachev did not become General Secretary to reign aver the demise
of the Soviet empire. Any view that draws our attention away from
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the structural problems the Soviet system faced throughout its history
will fail 1o grasp the meaning ol che Soviet experience with sncialism

Even if the US and the West had reduced the military stakes in the
1980s, the Soviet economy was doomed to fail, The Soviet system was
structurally weak since its founding and collapse was inevitable. The
cconomic fact that, as Aleksandr Zaychenko stated, ‘Russians coday
[in 1989] eat worse than did Russians in 1513 under the Czars’ had
litzle te do with the military strains of the Cold War and everything to
do with the structural problems of socialist economic institutions.

The illusion of Soviet economic growth and progress was duc to the
failings of aggregate cconomics, in general, and an odd combination of
ideas and interests in academic discussions which did not allow
dissenting voices to be heard, in particular. In fact, the whole peculiar
art of Sovict economic management amounted to the production, and
distribution of this illusion.

To illustrate the conflice between Western perceptions of socialist
- dustrial achievement and the realities of the formerly socialist
economies, one need only consider the fact that prior to German
unification, East Germany was considered the flagship of the socialist
industrialized world, Now it is evident to all char the East German
economy was a shambles — incapable of producing anything close to
world standards tot st indusilianics dbaGe e o R et
inefficient these economies actually were.

Ic is not ar all an exaggeration to say that in economic terms the
socialist economies of Europe were Third World economies.” As
George Orwell pointed out in Animal Farm, to the outside world the
farm may have appeared as if it was productive and prosperous afrer
the revolution, but inside the farm the animals worked harder and ate
less than they ever did before.”

Wt B

Proposition 2: Socialism as originally conceived was (is) an
economic impossibility

Soviet-style socialism did not fail because of half-hearted attempts or
because of backward political and economic conditions, rather
socialism as originally conceived of by Marx, Engels, Lenin and
Trossky was simply a utopian dream incapable of realization in any
world populated by human beings. This does not mean that an
atrempt to realize utopia cannot take place, just that utopia can never
be achieved.

In assessing utopias, ir is important to clarify two issues. First, the
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internai coherence of the idea must be examined. Second, the
‘yulnerability of the idea ro opportunistic behavior and external
invasion musc be considered.

- 1f a uropia is internally consistent, then it 1s said to be thearetically
possible. However, if it is internally inconsistent, then it represents 2
_theoretical impossibility. If a utopia is theoretically possibie, but
‘vulncrablc to opportunistic invasion, then it may simply be impracti-
*icablc. A utopian system which is both internally consistent and not
'vulnerable to opportunism, may sctually cease to be a utopia, and,
instead, offer a vision of a workable alternative social arrangement
than that curreacly present in the world.

Socialism was an example of a theoretically impaossible utopian
dream. Given socialism’s own goals of increased productivity and the
moral improvement of mankind (and man’s emancipation from the
oppressive bonds of man and nature), the institutional demands of its
project were inconsistent with the atainment of those goals. The
unintended consequence of the attempt to implement this utopian
dream in the real world was the Soviet reality of political oppression
and economic deprivation.

;

Proposition 3 Mature Soviet-stvle socialism, since it could not
have conformed to the textbook model of soctalism, 1s best
understood as a rent-seeking society with the main goal of

yielding perquisites to those in positions of power

-

]
Throughout its history the defining characteristic of the mature
- model of Sovict-style socialism was political and economic monopoly.
The vast syscem of interlocked monopolies, and the nomenklaturs
system, worked to provide perquisites 1o those in positions of power
and controlled access o these positions. The Soviet system created a
loyal caste of burcaucrats who beneficed directly from maintaining the
systern. The existence of contrived scarcity rents available to
managers and store clerks goes a long way to explaining the
persistence of shorrages, and the rationale behind many common
Soviet practices, such as blar."

Y The narrow interests of the bureaucrats also explains why they did
‘pot pay attention to public interest goals such as economic policies
which would increase consumer well-being. The main objective of
bureaucratic action was not to increase economic productivity per Je,
but rather to increase the rents and perquisites available. Bureaucratic
competition substituted for economic competition, and resources were
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Allocated acenrding to political rationales rather than economic ones
with the corresponding waste that would be expected. But waste was I political process. Weil-intormed and well-organized political groups
not penalized in the Soviet system of bureaucratic management. As i are so because the members have a selective incentive 1o be informed
long as output targets were met, and everyone in the process received I and organized, e, they have a special mterest in the issue under
the perquisites due o them, then the Soviet manager was judged a i discussion. These special interest groups will supply both the votes
success. Certainly such considerations as consumer demand were not Ji and campaign contributions that politicians need to be successful in
10 enter the state enterprise manager's calculations.  their bid for office. The main objective of political action, therefore, Is
Economic reform demanded a change in this way of doing things, i to concentrate benefits on the well-informed and well-organized
but change was sure to be resisted. The bureaucratic caste could not be interests which represent a politician’s constituents and disperse costs
expected to give up voluntarily its privileged position i society. among the unorganized and ill-informed mass of citizens. The bias in
government policy-making is, therefore, one thar yields short-term
%' and easily identifiable benefits at the expense of the long-term and
largely hidden costs. Despite the soundness of an economic policy,
unless it can pass that bias test it is most likely destined for the
political scrap heap.
<+ Political programs for reducing government involvement in the
economy for any parsicular action, for example, entail great costs and
offer very little relative benefit in return. A reduction in government
£ involvement in the economy results in short-term and easily identifi-
‘able costs to the existing bureaucracy with the promise of long-term
and largely hidden henefits ro consumers Staced Bluntlv. if the lngic of
e politics is to concentrate benefits and disperse costs, then the logic of
¥# political and cconomic liberalization is to concentrate COSts 0N the
- existing interests who benefic from current government action and
? disperse benefits in terms of enhanced consumer welfare, and as such,
E; the two logics conflict with one another.
¥ Perhaps a simple example from a democratic regime may illustrate
%, the point. Say a proposition is put forth that teachers will perform
i better if they receive a $1,000 increase in pay. The cost of the
‘ government’s education program, however, will be dispersed among
tax payers of the state as an increase in their state income tax of $1. In
order o0 be well-informed on the issue and work to defeat the passage
% of the government's proposed program it would cost the individual
i opponent of the bill in excess of $100 in terms of time and expense.
'Such an activiry is nor cconomical for most individuals and, therefore,
F they will remain rationally ignorant of the issue. On the other hand,
teschers who expect to receive $1,000 will take the time and
additional expensc to make sure that the program passes. The
£ interaction of politics under democracy pits vote-seeking politicians
nd special interest voters on one side against rationally ignorane
E woters on the other, This interaction produces certain biases in the

Proposition 4: The basic organizational logic of politics conflices
with the logic of economic reform

Perhaps one of the oldest debates in the history of political economy
is over whether ideas or interests gavern policy change. Karl Marx,
for example, argued that the economic base determined the super-
sceucture. [n other words, ideas flow from economic interests. Johkn
Maynard Keynes, on the other hand, argued that the impact of
interests was largely overestimated, rather it was ideas that govern
e Tranically, thev Sarh may he righe

The complex interaction of ideas and interests produces an
intellectual climate within which the polity exists. Ideas, for example,
which demand more government involvement, also create an interest
group which will benefit from the intervention. Thus, ideas and
interests work rogether to eliminate the constraints to gavernment
involvement in the cconomy that may exist. The logic behind chis is
rather straightforward.

It must be recognized that government, whatever form it takes, is
10 institution that can be, and will be, used by some ta explotc others
unless effectively constrained. Under democracy, politicians (by
definition) seek election or re-election, and in order to accomplish
that goal they require votes and campaiga contributions. On the other
hand, mast voters confront a situarion where the incentive to gathe
political information is absent. The expected value of any one vote is
usually much less than the cost associated with even the simple act o
vating let alone casting an informed vote. The expected value o
political information on any candidate or issue is far less than the cost
associated with seeking that information uniess the voter has 3
selective incentive to acquire particular information. Rational absten-
tion from voting and rational sgnorance among VOLErs is a patural
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sysicim which tend 1o support the ever increasing expansion of
government involvement in the economy.

1f we reverse the situation so that teachers face a possible cut of
$1,000 in their pay and tax payers pay 41 less in state INCOME [aXES,
then the logic of politics produces strong resistance to reform. The
teacher again who expects to lose $1,000 in pay will work very hard to
resist the passage of a program that calls for such austerity. On the
ocher hand, tax payers could only expect to receive $1 and as such will
again remain rationally ignorant.

To return w the theme of ideas and intereses, it does seem that
ideas matter in the direciion of greater government involvement
because they may erode the constrainrs that existed concerning
government action. In other words, idcas can be enlisted in the service
of well-informed and well-organized interests when those ideas
SUGEEST MOre gOVErNINent inrervention. However, ideas and action in
the direction of less government involvement in the economy cannot
enlist the service of powerful interests — in fact, the opposite is true
since reduction in the size of government requires the defeat of
interests.

The basic logic of politics derived from the analysis of democracies
L intemsified under non demneratic repimes such as the Communist
regime of the former Soviet Union.' Here, even the tagade ot public
interest quickly disappears. The sole point of the system was {0
concentrate benefits on those in power and disperse the costs on the
citizens. The beneficiaries of such a structure were simply not going to
give up their privileged positions casily - it would be irrational for
them to do sa. In fact, endopenous reform would violare the maxims
of rational choice becausc it would require that members of the
dominant interest group move in a Pareto inferior manner.

Only an exogencws shock, such as war, natural disaster, €Conomic
depression or an ideclogical revolution, could displace the intransi-
gent interest group.” At such moments, ideas can play 2 dominant
role by rescructuring the basic relacionship between the citizen and
state. But, without such moments the logic of politics will defeat
efforts in economic liberalization.

Proposition 5: Without a credible commitment to economic
liberalization, reform efforts are doomed to fail

Even if an exogenoss shock displaces the dominant interest group and °

the opportunity for real economic liberalization presents itself,
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reforms will stall unless the new regime can establish a binding and
‘credible comuuunent w retorm. Only if the reforming regime can
 convince the populace that it will horor its promise to tespect their
rights and create 2 stable environment for economic activity, will the
reforms ever get off the ground. Conveying such a commitment,
however, is the major problem in establishing a workable constitution
of economic pelicy. ‘

5 One of the major difficulties facing the reforming regime is
Y. somehow signalling to its citizens that it will honor its promise of
BX reform, and not renege. There are two problems confronting the
B~ reforming regime. First, a strategic incentive game is generated by
v reform proposals. A policy or promise announced at one time may
i bring forth a responsc that in the next time period provides one
@ player with a greater oppom{nity for personal _gain by rcncging
k- rather than honoring the promise. When I am having trouble falling
asleep, for example, [ may attempt (o solicit my wife to rub my back
with the promise T'll rub your back, if you rub mine.” However, if her
soothing back rub produces the intended result, then I will be much
% better off by reneging thar honoring my promise - since [ will now be
- asleep. My wife, of course, knows that 1 will renege on the promise,
and therefore, except for the kindness of her heart, will refuse to
believe (e piotise dlid ol WD 1y bak

. A similar situation faces the government and its citizens when
formulating public policy. Without a binding commitment to honor
its promise, citizens will realize that the government may gain in
B furure periods by rencging on the policy, and thus, will not trust the
licy announcements of the government unless the government can
establish a binding and credible commitment to the policy.

This problem is compounded when we realize that the situation is
ot limited to the strategic incentives, but also includes an informatio-
wel problem that may be even more difficult to overcome. Faced with
“reforming government, the citizen does not really dnow who they
Fare playing with. The citizen's only prior knowledge of the regime
fwas the ‘old way’ of doing things. Reform signals 2 break from the
p‘lu, but why should the citizens believe the regime? Without citizen
p_lrticipation, though, the reforms will stall. The most effective way
bout of this impasse and to signal commirment by the regime to
Beralization is to reject all notions of pradualism and embrace 2
dical liberalization program that is implemented overnight.
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Proposition 6: Only a radical reform that changes the basic
relationship between the citizen and the state can get a moribund
economy back on track to progress and development

The steps necessary fo rejuvenate the Soviet economy are rather
straightforward and radical. The government canniot simply copy the
Western welfare states because they do not have the economic base
which is necessary to establish such a system. The mal-investment
‘hat resulted from years of state economic management must be
corrected. Unforsunately, most individuals in these economies wake
up every day and go to work at the wrong job, in a factory that is in
the wrong place, to produce the wrong goods. Many of the firms
actually contribute ‘negative value added’, that is, the value of the
inputs in the production process is greater than the market value of
the cutput that is produced. This is the legacy of decades of attempred
central administration of the economy.

There is no medicine for this except a strong dose of market
discipline. But strong markets will only emerge if a rule of law
establishes private property and freedom of entry. All other ideal
policies follow from these two principles. The private property order,
unlike the communist property arder, offers an internally consistent

visiull ul 4 wuihabic Couliotiiy.

CONCLUSION

Each of these propositions will be dealt with at much greater length in
the chapters that follow. 1 can, however, offer a brief answer to the
original questions posed that derives from weaving these propositions
together.

Real existing socialism did not represent Marxian soctalism because
Marxian socialism was (is) ze internally inconsistent ntopia. Rather,
mature Soviet-style socialism was the unintended by-product of
attempting to implement the Marxian dream and the institutional
legacy of that auempt. Saviet-style socialism was able t muddle
through slowly eroding the accumulated suzplas fund it inherited
from natural resources, internal imperialism (e.g., collectivization in
the 1930s), and external colonializatior. (Eastern Europe after the
Second World War), in large part because of the illicit markets that
existed throughout the system and through the use of world prices in
allocating scarce natural resources. Thus, Soviet-style socialism was
able to last over sixty years because it 100k thar long to exhaust
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B the accumulated surpluses and reach point of acute cconomic crisis (1
am dating the secular stagnation to the 10704)

In terms of why marker reforms have actually recorded a worse
crisis than we had previously believed possible, a few issues need to be
addressed. First, because of the previous overestimation of economic
k> capability the costs of the transition are often overstated. [n an excess
" # demand economy, Jike the former Soviet bloc countries, allowing
. prices to adjust o market clearing levels may appear, according to
¥ wage deflated by price index measurements, to decrease the standard
7 of living. In actuality, however, what has happened is the elimination
g0 of the queuc. Similarly, if previous production measurements concen-
d trated on output targets independent of consumer demand, then the
introduction of markets would supgest a reduction in production,
when the production of unwanted and poor quality products had
‘- simply ceased. The introduction of market forces, when compared to
& the bogus measurements of the previous socialist regime, would bring
& with them the appearance of severe reductions in standards of living
" 25 a consequence of measurement problems. Eliminating queues and
f 5 curtailing the production of sub-par and useless products should not
be viewed as threats to consumer welfare. Real reforms represent a

* radical break with the previous system.
o the woidd eager oo of eefarmine the farmerlv socialist eco-
+ nomies, however, the problem is more severe than just mismeasure-
meat. In the case of the former Soviet Union, reform simply did not
* take place. As a consequence, while the old regime and old way of
doing things had been de-legitimized, no new system had been able to
emerge to promote social cooperation under a division of labor. Illicit
¥: markers and small-scale markets continued to operate, but large
g unregulated markets are stilf a thing of the future. However, without
¥ the introduction of large-scale markets and the establishment of a rule
of law thar protects unfectered markets, the peoples of the former
% Sovier Union are doomed to continued economic deprivation.
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The processes of market interaction fundamentally lay beyond cur
control. Rather than attempt to design optimal plans and control
sl foTers, wal o inteilectual offoree s Ve Tevored raasking
questions about the institutional framework within which activities
beyond our control will take place. Raising and providing useful
answers to such questions, however, requires an array of disciplines.

Econemics is an important, in fact essential, component in this
inquiry. But, economics cannot provide all the answers. Politics,
philosophy, history and cultural theory, along with other intelleceual
disciplines and commen sense, must also be employed.

Most importantly, though, moral reasoning must be allowed 1o
regain a legitimate place in scholacly endeavors. Perhaps the most
fundamental reason why Sovietologists were so surprised by the
events of the late 1980s was the hegemony of a scientistic meth-
odology which disregarded evidence from the humanities {such as
literature and personal testimony) and dismissed questions of human
meaning as metaphysical nonsense. Reasoned debate about such
fundamental issues can, and must, take place if we are to think in an
effective way about the politics and history of our times.
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“Advances and debts,” Novy Mir, no. 6 (1987), as did Vasily Selyunin with
‘Soutces, Novy Mir, no. 5 (1988); both articles fundamentally challenged
Soviet claims o economic success.

7 Pravdas (9 November 1991): 1, translated in The Current Digest of the
Sovier Press, 43 (45) (11 December 1991): 1-2. Though no official
government parade occurred, two demonstrations did rake place. At one
demonstration, in fact, several pro-communists set flowers at the foot of
the Lenin monument and carried signs denouncing Gorbachev and
Yeltsin, In the other demonstration at Lubyanka (formetly Dzerzhinsky
Square), pro-democracy Broups held signs that included one that read:
‘Lemin — the national disgrace of Russia! Forgive us, Russia, for this

149



