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PREFACE

Much of my thinking on perestroika has been sharpened by the
comments of serninar and conference participants and anenymous
referees on several papers over the past few years. The material in the
book, in onc form or another, has been presented at seminars at New
York University, Oakland University, Gecrge Mason Univetsity, St.
Lawrence University, State University of New York at Purchase,
Hunter College of the City University of New York, Trinity College,
Franklin 2nd Marshall College, Hillsdale College, the Austrian Econ-
omics Collnguinm of Wachinpran DO and the Carn Tngeimre Wash-
ingron, DC, and the annual meetings of the American Association for
the Advancement of Slavic Studies, American Economic Association,
the Association for Comparative Economic Studies, the Eastern
Economic Association and the Public Choice Society. In addition, I
would Jike to thank the students in my graduate seminar cn Sovietand
East European economies at New York Universicy (Fail 1990 and Fall
1991) for their comments and criticisms on the arguments presented in
the book. I have published some of these earlier papers in professional
journals and as chapters in books. The material for this book, however,
was entirely re-written and re-thought, taking into account both
~criticisms raised on those earlier formulations of the argument and new
information concerning the Soviet situation as it evolved.

In addition to their careful and critical comments, my colleagues in
the Austrian Economics Program at New York University, Israel
Kiczner and Mario Rizzo have provided encouragement throughout
the project. | would also like to thank the graduate fellows in the
Austrian program for their input at several stages of this project: Juan
Cosentino, Sean Keenan, George Pavlov, Gilberto Salgado, Charles
Steele and Steve Sullivan, Financial assistance from the Sarah Scaife
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Foundation to suppuit thie Ausizian Leonomics Program at New York
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views I have benefited from several discussions with Andrew Schot-
ter, Jess Benhabib, Jonas Praeger and Roman Frydman. [ would also
like to thank Gary Anderson (California State University,
Narthridge), Tyler Cowen (George Mason University), Jeff Friedman
(Yale University), Steve Horwitz (St. Lawrence University), Sandy
[keda {State University of New York, Purchase}, Dan Klein
(University of California, Irvine), Roger Koppl (Farleigh Dickinson
University, Madison), Don Lavoie (George Mason University) and Ed
Weick (Weick and Associates) for reading my various papers and
helping me clarify my thought on the subject. T would like especially
to acknowledge David Prychitka (State University of New York,
Oswego) and Mike Alexeev (Indiana University) for their guidance,
encouragement, criticisms and for generally trying to keep me on the
right track in my endeavor to understand the Soviet situation. [ was
also very fortunate to work with Alan Jarvis of Routledge. He
provided encouragement and guidance from the original inception of
the nraiect ro its enmpletion | would like to thank Maureen Cummins
for her work on copy editing the manuscript, and Bleanor Rivers and
Diane Stafford for their work in overseeing the publication process.
Responsibility for remaining errors is my own.

Finally, I would like to express my gratitude to Rosemary, who was
patient as ever with my erratic behavior as I had to meet cne or
another self-impased deadline. I would like to dedicate this project to
our children, Matthew and Stephen, who 1 hope will grow up to sce a
more peaceful and prosperous world

Peter ]. Boettke
New York, New York
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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,

8
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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.




'"l

FANTLNTRAT VT NT N N

o

NN 2 S NN P ATNINP NN N A

A

AN L

2
THE ROAD TO NOWHERE

The cause of the Party’s defectiveness must be found. All our
principles were zight, but our results werc wrong. This is @
Jiseased century. We diagnased the disease and its causes w‘xth
microscopic exactness, but wherever we applied the healing
%pife 2 new sore appeared. Our will was haed and pure, we
should have been loved by the people. But they hate us, Why are
we so odious and detested? We brought you truth, and in our
mouth it sounded a lie. We brought the living life, and where
our vuiLe 15 heard e tiees wither acd dere i the rastling nf
dry leaves. We brought you the promise of the future, but our
tongue stammered and barked . . .

Arthur Kocstler'

INTRODUCTION

During the 1990 May Day celebrations Mikhail Gerb:achcv was jeered
by the crowd. Some of the signs of protest r.eald: Workers of the
World We're Sorry,” Freedom instead of Socialism, and chants of
‘Resign’ and ‘Shame’ were heard from the crowd direc‘ted at Gorba-
chev. Perhaps the most telling i}Jmm:r simply read: ‘Seventy-Two
Years on the Road to Nowhere! '

On 7 November 1990 the celebration of the seventy-third annivers-
ary of the Russian Revolution proved to be a similar experience tor
the Soviet leader. Gavriil Popov, the mayor of Moscow, had sugpested
that the celebration be suspended. But Gorbachev insisted that che
historic choice of the October Revolution was the correct onc_and that
the spirit of October still remained a great inspiration for his people
ad the world. So a celebration proceeded

12
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The seventy-third anniversary parade, however, met with jeering
crowds and even a lone gunman who fired two shots but did not harm
anyone. The more peaceful demonstrators conveyed their frustrations
with the Soviet regime with banners and slogans calling for the
resignation of the Communist government. But Anna Pechetkina
stole the show by displaying a sickly plucked chicken high above the
crowd on a stick. One woman pointed t the bony chicken and said:
“That is what Gorbachev got the Nobel Prize for.” Another man
simply hoped he could find the chicken's litcle brother to eat. The
butden of mundane economic survival - characterized by long lines
and poor products in the official sector ~ grew moere severe and
unbearable under Gorbachev's regimc.’
At the same time, the historical awakening that represented one of
the cornerstenes of Gorbachev's policy of glarnost increasingly

questioncd whether the Revolution should be a cause for politcal
celebration at all. Rather, a public mourning would be more appropri-
ate. The movement to erect a menument to political victims of the
Stalin era in Moscow by the Memorial Society represented the
beginning of a necessary historical clo::a:*lsing.'|I

Much of the history written by Soviet scholars in the age of
glasnost does not support the research of the ‘respected’ voices in
& Western scholarsmip on the mistory ol soczusim. it facl, Western
scholars such as Robert Conquest and G. Warren Nutter, who were
dismissed by some as reactionaries because they recorded the political
horrors of Stalinism or challenged the economic claims of socialist
planning, were continually vindicated,” whercas the historical
research of many respected Western scholars of the Soviet system
became continually suspect. The work of political historians such as
Roy Medvedev and Alexander Tsipko during the age of glasnost
confirmed the scholarly findings of Conquest, and economic writers
such as Vasily Selyunin and Nikolai Shmelev agreed with Nutter that
" the growth rates of the Sovier economy were systematically over-
& cated.’ The regime had lost its battle to retain the historical lie of
¥ schievement born of great sacrifice. The sacrifice was real, but what
B¢ gchievement could this system possibly claim for its people?
7 November 1991 came and went without any official celebration.’
The Revolution Day holiday was suspended by the ruling govern-
ment. The atrempted coup of August 1991 had destroyed any
B kegitimacy the communist government had retained during the
Gorbachev era. Gorbachev's message on his return from house arrest
;‘:hnt the Communist Party could still be democratically restructured,
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Lo that the socialist choice of 1017 was still the historically correct
one, fell on deaf ears and scaled his political fate. He, lke the
Communist Party he represented, Was simply a dying dinosaur. On

Christmas day 1991, Mikhail Gorbachev formally resigned and the

. . . .- . B
Sgviet Union ceased to exist 454 political entity. Thus ended one of

the most closely watched and studied peacetime political eras of the
twentieth century.

The Gorbachey period captured the attention of the world.
'Gorbymania’ characterized most of the Western press coverage of the
unfolding events. All our previous preconceptions of the world were
challenged. As the socialist system collapsed, the Cold War was
brought to a glorious end. As the iron curtain fell, the horrible
economic and social realities could no longer be igpored or apologized
for. Reports of ecanomic, cavironmental 2nd sucial deprivation were
no longer limited to émigré interviews beyond the control of state
censors, and Western anti-communist scholars and intellectuals.
Soviet bloc officials themselves admitted the failuzes of the existing
system. The socialist realicy could be viewed on Western television
and Western newspapers carried reports almost daily about some
fallen icon of the socialist age OT SOME new historical revelation about

the imperfections of the Soviet past.

Unturtulidtely, s astelicuiad prega e [t rwentioth centnry had
poorly prepared Western scholars and intellectuals for the sk of
understanding and interpreting the events of the late 1980s. These
prejudices distorted their basic understanding of history, politics and
economics, and as result, fundamenta} questions of social organization
Jay outside of their grasp- Theorists in both the East and West were at 2
loss in offering sound analysis of the system that collapsed before their

eyes. While the warld was swamped wich journalistic coverage of the

events, there was a lack of deep reflection on the nature of the problem
ly that the

confronting these societies. One reason for this was simp

speed of the changes from 1989 on were so fast as w0 aot affard such
ereain false

ceflection. Another reason, though, was the persistence of ¢
prejudices which prevented comMMENLators from understanding.

All historical intcrpremtion

passage of time, in fact, is that it affords sc
great opportunity in the assessment of which preju
which enable interpretation. Obviously, in attempting (o un

the unfolding of the Gorbachev and the post-Gorbachev era we do not
nave the benefit of temporal distance that we do with say the |
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. 'American, French or even the Russian revolution. But, understanding
B the reason for the Gurbachey seforms in the hirst puce prowides the
key to establishing a criteria from which to assess the problems with
the Gorbachev reforms and offer advice on how to move forward ina
more positive direction in the post-Gorbachev era. But in order to
understand the reforms it is necessary to understand the Soviet
gystem and its historical operation. In order to accomplish this task
we must view the grand story of Soviet history through the right pai;
5. of theoretical lenses. 'Our understanding of the past,” Douglas North
us, 'is no better than the theory we use and that theory has been
B woctully deficient.”

£

, THE POOR PREPARATION FOR UNDERSTANDING

,'O-ur ab:lity to ur}dcrs(and the Sovier experience has been distorted
grocax‘ly by thc.m(-cllL‘Ctu:ll trends of the twentieth century. The
‘mm'anr t!)concs in both politics and economics conspired to warp
humr':cal interpretations of capiralistic processes and socialist
ice. In addicion, as the century progressed interest groups
. developed which served as the guardian of these misunderstandings.
3 Ideas came E{orh to create, and then to serve, the purposes of vested
interests which wonld nar allow dissenring opinion to challenee the
establishment.
= This is not meant o imply that no debate was allowed. Certainly
there was debate, but the parameters of the debate were fiemly
: esu‘bli.shcd and unquestioned. For much of the twentieth century the
consensus on either side of the dispute concerning the grand
f questions of social organization was that capitalism had failed in
. pm.v:ds'ng cquity and h%nanc social conditions which progressive
kgulanon must correct.’ Moreover, the Great Depression of the
;9505 supposedly demonstrated that capicalism was not only unjust,
Ellso snstable as an economic system. Capitalism, if it was to
ive ar_all, must be subject to democratic forces of control to tame
operations and protect the populace from unscrupulous business
nd irresponsible speculation. Socialism, in fact, was viewed as a great
ghreat to those who favored capitalism precisely because it was
perc ived as offering a viable alternative,
generzl intellectual climate was reinforced by the theoretical
lopments in economics. As academic economic theory became
technically sophisticaced and rarified in its presentation of its
theorems, an appreciative or intuitive understanding of the
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nature of marker institutions and their operation became scientifically
suspect.” The flip-side of the development of the idea of perfect
competition, and the strict conditions established for its attainment,
was the development of the theory of market failure. Marker failures
were said to exist whenever capitalist reality did not meer the
conditions of the frictionless textbook model of perfect competition.”’
The concepts of externalities, public goods, monopoly and imperfect
competition and macroeconomic instzbility were developed and used
by professional economists t0 explain why markets may fail to
allocate resources in a socially desirable manner. Real existing
competitive capitalism generared negative externalities in the form of
poilution and other undesirable third-party effects, possessed an
inherent tendency toward monopolization and waste, could not
provide many basic services such as roads and education and suffered
from recurring business cycles. That was the theoretical picture of
competitive capitalism that dominated the inzellectual landscape for
most of the twentieth century.

Obviously, this theoretical perspective colored historical interpre-
tation. The rise of industrial capitalism in the late nineteenth-century
United States was viewed as simply a process by which the "Robber
Barons” acquired monopoly power. The banking panics of 1893 and
19U/ wert viewed s (he cesasl ol e aahereGl anuiability of capitaast
industrial processes. The solution to these problems, if one was
conservative, was to bring capitalism under the contro! of democratic
forces (preferably dominated by leaders of industry themselves). To
eliminate monopoly, the Sherman (1890), Clayton {1914) and Federal
Trade Commission {1914) Acts were passed. To eliminate bank
panics and regulate business cycles, the Federal Reserve System
(1913) was established. Radicals, on the other hand, argued that such
reformist measures would not rid society of the ills of capitalism -
which possessed inherent contradictions - and that only a cransition
ta a socialist society would accomplish chac goal.

The Great Depression shook an entire gencration’s faith in the
efficacy of capitalist markets. Rational planning of the economy came
to be viewed not only as the most viable alternative, but the only
alternative. The parameters of the debate had shifted drastically by
the 1930s. Lairsez-faire was no longer considered as any kind of
option in the economic policy debate. Classical liberal economic policy
simply reflected the beliefs of the naive and simple minded. The
modern world had become too complex for an eighteenth-century
idea to offer anything of value.

16
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¢ John Maynard Keynes went so far as to argue that the great social
fr. experiments ot the ume 1o Germany (fasasm) and Russia (comimu-
. pism) would point the way to the future of economic poiicy. Country
after country had abandoned the old presuppositions of classical
% political economy. Russia, Italy and Germany had moved towards
. establishing a new political economy, Keynes argued, and their
;J experience must be watched closely. No one could tell which of the
new systems would prove itself best, but they nevertheless success-
& fully persuaded thinking men and women in Great Britain and the

United States to strive after 2 new economic plan of their own. Some
B2 may still cling to the old ideas of /aissez-faire capitalism, ‘bur in no
I, country of the world to-day can they be reckoned as a serious force."
¢ Keynes considered himself, and was viewed by others, asa realistin
B the classical liberal tradicion. The Keynesian idea was for government
,. officials to intervene rationaliy in order to Improve the workings and

the socialization of the capital market with the nineteenth-century
¥ political traditions of Great Dritain. While he saw that the socializa-
£ tion of investment was the only way of securing an approximation of
 full employment, this change did not require a break with the general
B¢, traditions of bourgeois sociery. Moreover, Keynes merely conceived of
G - his theury ws sl eattiiiei Wb cdssinal pualia tuolin iy st assal
% liberalism, nct a rejection of those systems of thought. Keynes's
% advocacy of a greater role of government in planning the economy
B¢ was, in his mind, a practical actempt to save individualism and avoid
: r the destruction of the existing economic 5ystcm.” Keynes's artitude
o, toward laissez-faire reflected the general consensus of the times

tintcllccmal leader of classical liberalism, Frank Knighe, publicly to
g declare the virtues of communism.”® It seemed as if everyone

B planning in principle. Contemporary proposals for planning may be
- faulty, he argued, especially since many disregard the important
g insights of price theory, but they nevertheless represented the firse
& ‘pamphlet’ stage of addressing the problems of stability and full
g employment. Homan pointed out that modern industrial complexity
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could curiously be employed both as a reason of why we murt plan the
cconomy, and why we cannot But the idea that industrial relations are
to0 complex to be brought under direct control, though shared by
some economists, was the view of an intelligent businessman.
Businessmen, however, did not understand the essential character-
istics of the problem of economic instability. Their education, accord-
ing to Homan, was defective with respect to the economics of
financial markets, and the fields of money, credit and investment.
This businessman's perspective was colored by the American tradi-
tion of private enterprise and non-governmental interference. The
responsible question of the day was simply which was the best way
forward for economic planning, not whether or not the government
should eagage in planning the economy. The profitable cultivation of
the ideas of economic planning will lead to more coherent and
comprelgaensive proposals to solve the problems of stability and
equity.

The July 1932 issue of the prestigious Annals of the American
Academy of Political and Social Science was entirely devated to
national and world economic planning. Not a single criticism of
economic planning was voiced in that volume. Instead, planning was
lauded as the method by which ‘individual and corporate economic
activity' could be molded :nto group-aetined spheies vl actioll wich
are rationaily mapped out and firted, as parts of a mosaic, into a
coordinated whole, for the purpose of achieving certain rationally
conceived and socially comprehensive ,go:lls."B

Laissez-faire as a policy was held in disrepute by scholars,
iatellectuals and politicians. Franklin D. Roosevelt even chose to
attack classical economists in his third fireside chat on 24 July 1933.°1
have no sympathy,’ he stated, ‘for the professional economists who
insist that things must run their course and that human agencics can
have no influence on economic ilis.” On 19 December 1936, Roosevelt
expressed his complete agnosticism with regard to the cruth of any
tenet of political economy in a letter to Joseph Schumpeter. He had
studied economics for thicty-six years, Schumpeter was informed, but
Roosevelt was ‘compelied to admit - or boast — whichever way you
care to put, that I know nothing of economics and that nobody else
does either!"”

In a 1934 book by Rexford Tugwell {a professor of economics at
Columbia University and the assistant secretary of the Treasury under
Franklin D. Roosevelt) and Howard Hill, the argument against
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gL Soviet experience. They argued that

the challenge of Russia to America does nor lie in the merits of
the Sovict system, although they may prove to be considerable.
The challenge lies rather in the idea of planning, of purposeful,
intelligent control over economic affairs. This, it seems, we
must accept a5 a guide to our economic life to replace the
decadent notions of a laissez-faire philosoph).r.m

Julian Huxley, the noted scientist, argued that the Soviet five-year

planning system was simply the 'spirit of science introduced into

- .- . 21
25 politics and industry.

The intellectual gestalt of the time could neither appreciate nor
wlerate the challenge to economic planning offered by its Critics,
namely Ludwig von Mises and F. A Hayek. But without an under-
standing of even the potential difficulties that economic planning may
confront in practice, it would be impossible to make sensc out of any
real world experiment with economic planning. It should not be 2
surprise that wirthin such a climate of opinion that Sovict practice
could not be properly understood. It was not just a matter of

. communist apologetics - though, of course, there was some of that -

Gt Leal piobicile ol sOitipieliyg SUviel practies Sreere blind

- 22 .
spot on the part of scholars and intellectuals.” It just could not be that

" economic planning would not work as envisaged. It seemed so

rational, so scientific, and it had the great potential of providing
economic stability and guaranteeing a more equitable distributicn of

2. the social pie,

Not only did this intcilectual bias fail to appreciate the economic
problems of planning, it failed miserably to grasp the political

;. problems inherent with planning. 1n the West, this was due to an

utterly naive view of the operation of democracy thar dominated

. political science by the early rwentieth century.”’ The textbook model

v, of democracy portrayed the political system as one in which

individual citizens could effectively determine the rules by which they

“would live. The vote process unambiguously conveyed the necessary

information concerning the array of public goods and services
demanded and the level of taxes that must be paid. Democracy was an
ideal model of self-rule. Faced with market failure, democrartic

k5. governments could easily set the matter straight. If government

action failed, it was not due to any structural weakness in the
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democratic system - political actors would just have to gather more
wafurmanon and oy harder vext time

Such a view of democratic processes, however, was woelully
deficient. And, it possessed a deleterious affect on interpretations of
he institutions of socialist policy. The political problems of Stalinism,
which were recognized by many early on, were not artributed to the
nature of planning per se, but rather to the lack of 2 democratic
tradition in Russian history. Planning, as such, was not seen to
possess any threat to political freedom whatsoever. Economic plan-
ning, under democracy, would not face any of the problems associated
with Stalinism. Keynes, for example, in reacting (0 Hayek's The Road
to Serfdom, wrote that

I should say that what we want is not no planning, or even less
planning, indeed I should say that we almost certainly want
more. But planning should take place ina community in which
as many people as possible, both feaders and followers, wholly
share your own moral position. Moderate planning will be safe
if those carrying it out are rightly oriented m their own minds
and hearts to the moral issues.”

So as long as ‘good’ people were in charge, nothing was objectionable
with Couniuilae padlacdig. di fac o pend planning was e e

Herman Finer was not as kind to Hayek as Keynes. Finer accused
Hayek's The Road to Serfdom cf being ‘the most sinister offensive
agains: democracy to emerge from a democratic country for many
decades”” The true alternative to dictatorship, Finer assured his
audience, was not economic individualism and competition, but a
democratic government fully responsible to the people. Hayck's
world, according to Finer, would leave individuals under the control of
aristoerats or the moneyed bourgeoisie. Bur, free people can govern
themselves without such masters. Economic planning was simply
democracy in action, and it proved itself every time there was a
successful government action.

The level of Finer's misunderstanding of Hayek’s basic argument
was astonishing viewed from our vantage peint today, bur at the time
it was not. The Mises—Hayek analytical criticism of socialist planning
was hardly understood by any professional economist and in many
respects has not been fully appreciated even to this day.”® Moreover,
the naive view of democracy that Finer defended in his book only
came to be seriously challenged as the theoty of public choice
developed in the post-Second World War era. The mainstream of
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® thought simply did not appreciate, let alone incorporate, the import-
¥ ant insights concerning informatinn and incentives in economic and
¥ political processes that only became evident with the turther develop-
% ment of modern political economy.

g Why should ic be surprising, therefore, that Sovietologists were ill-
X prepared to understand their subject matcer? They possessed neither
R 4 sound economic or political theory from which to interpret the
¥ unique Soviet facts. The intellectual spirit of the age applauded what
P the Sovier Union was attempting even il there existed normative
" disagreements about how it was going abour it. Economic failures of
the Soviet system were attributed to its backwardness, just as the
& political problems of the system were atcributed to the lack of
B democratic traditions. What was essentially missing from Sovietology
B> was a chorough examination of the structural weakness of socialist

N
- insututions.

THE MALPRACTICE OF ECONOMIC
MEASUREMENT

® The degree of poor preparation was not just limited to a failure to
E. recognize that the problems that plagued the Soviet system were nat
in the wyreny b ber were the systemn Several other develop-
i ments also conspired thac prevented many from even recognizing
¥ hat there were problems at all. The emerging hegemony of
¢ macroeconomics in the economic profession and in the public mind
P: was perhaps the most fateful rurn of intellectual events in blinding
g observers of the Soviet economy to the reality of the systemic failure
& of socialism.

E”  The development of techniques in aggregate cconomics in the wake
& of the Keynesian victory in economic thought drew economists’
k- accention away from the structural make-up of a system and instead
B focused their attention on aggregate figures such as gross naticnal
E product (GNP). Beside the conceptual problem of how one aggregates
€. the data in a werld where prices are meaningless, the approach was 2
. fundamentally flawed one for understanding the industrial structure
b, of any society. Aggregate concepts, such as price level, national
: product, savings rate and levels of public investment, da not allow the
& cconomist to examine how complex production plans in an industrial
& cconomy are continually adjusted to match with consumer demands
£ through time. But the mutual adjustment of intertemporal decisions
§ by cconomic actors to coordinate the plans of producers with
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K. Tablc 2.0 Alleinaty measurs of Soviet cconumic growth (average anaual

consumption preferences of buyers makes up the unique caputal X
P P y P q P growth in %)

structure of any induscrial economy. It is the mutual accommodation
of suppliers and demanders through = process of comperitive bids and

Official Soviet Selyunin-Khanin CIA estimates

offers that economics must explain, and the techniques of aggregate stafistics estimates
economics simply drew economists’ attention away from this task. As (Vo) (%o) (%)
aggregate economics came to dominate the profession in the 1940s, '
1950s and 1960s, the probiem became even more acute. Not only did i igg}‘gg Igg Zi 2;
economists not pay much professional attention to the dynamics of 1966:70 738 41 50
capitalist processes of production, they ignored them completely.” 1971-75 5.7 32 31
An example may illuscrate the fundamental problem of aggregate 1976-80 43 1.0 22
- 1981-85 3.6 0.6 1.8

economics in assessing economic systems. Consider the case of a far
man and a muscular man. They may both weigh 2251bs, but the
composition of each of their bodies is radically different. One is
flabby, the other is fit. To understand the health of either individual it
does not much matter what the aggregate weight is, the important
point is to examine the struciural compasition.

The Soviet economy was similar to the fat man in my story above.
Aggregate growth statistics concealed the flabby and faulty capiral
structure chat was born in Stalin’s industrialization. But cconomists
preoccupied with such figures did not appreciace the distinction
LCiweeh sustantabie Jovelupinent aod non sustusable dovelopent
of an economy. Western Sovietologists knew of the dangers associated
with working with the falsified official statistics on the Sovier
economy. But the techniques the United States Central Intefligence
Agency (CIA) developed still focused on gaining some aggregate or
macroeconomic measure of performance, rather than encouraging
detailed microeconomic analysis of the industrial structure of the
Soviet Union.

Not only did the CIA develop techniques which were misleading
even in the abstract, but they tended systematically to overstate the
capability of the Soviet economy on their own grounds. A comparison
of alternative measures of Soviet economic growth is found in Table
2.1, and shows that in the late 1970s and 1980s the C1A overstated the
growth of the Soviet economy as compared to the estimates of Vasily
Selyunin and Grigory Khanin.

Butr the CIA's performance was actually much worse than these
figures would suggest. Whereas the official TsSU figure for the
average annual rate of growth of national income in the Soviet
economy from 1928 to 1985 was 8.8 per cent, the CIA’s estimate was
4.3 per cent, and Khanin's estimate was 3.33 per cent. But this
conceals the Soviet decline of the 1970s and beyond. In the 1970s,

22

Source: Revisiting Soviel Economic Performance under Glasnost; Implications for
CIA Estimates {Washington, DC: SOV B8-10068, 1988): II.

¥ Selyunin and Khanin estimate that Soviet GNP grew at about 2 per
2" cent annual rate of growth, whereas the CIA estimate was 3.7 per
cent. For the eleventh five-year plan (1981-5), Selyunin and Khanin
estimate a growth rate of 0.59 per ceat, whereas the CIA estimates 2
per cent average annual growth of Sovier GNP
; Mutcover, Sriyutun and Khamn date dic sipative declae o the
k- Soviet economy not to the mid-1970s, but rather fifteen years earlier
to the beginning of the 1960s. Even if alternative calculations of the
K. Soviet economy may show sigaificant growth, they do not examine
B the meaning of that growth in terms of the industrial structure
created and the employment of scarce resources. As Selyunin and
Khanin pointed out, Sovier growth was achieved through

inordinate resource expenditures. 1n almost all periods of our
history, the use of material resources and fixed assets grew more
rapidly than did national income. From 1928 through 1983,
material-intensiveness increased by 60% and return on assets

fell 30%.

Labor productivity grew only modestly throughout this period. The
Soviet method of economic management, they argued, was made
. possible only because of the abundance of resources at the regime’s
. disposal. '‘But the price was high: living standards fell for decades.”

. This point, however, does not square well with CIA estimates that
Soviet per capita GNP converted at US purchasing power equivalents
amounted o $8,370 in 1986 or about 49 per cent of the US.” More
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recent alternative estimates of Soviet per capita GNP challenge the
CLA tigures sigruficantiy by placing the Soviet eeonuing i somewhere
around 25 per cent of the Us.” If the CIA figures were accurate the
Soviet economy would have been a maturing industrialized economy,
but the reality was that the former Soviet economy provided a
standard of living equivalent o a well-developed Thicd World
cconomy at best. Morcover, if the CIA statistics were corcect, then
there would not have been any need for a radical economic reform and
Gorbachev's rthetoric would have been incomprehensible and
unfounded.

Even wich revised data international comparisons of per capita
GNP systematically overstate the well-being of Soviec citizens. One
ceason for this bias was that the low quality of Soviet products was aot
considered. Another reason was that the persistent shortages of goods
and the corresponding queuing for even those poods that were
available was not reflected in the statistics. And, finally, the per capita
GNP statistics do not reveal the low percentage of GNP that went to
househeld consumption in the former Soviet Union. Oaly abour 50
per cent of GNP in the former Soviet Union went to household
production.}z Soviet consumers were far worse off than even revised
estimates indicated.

st wpifieant Cseguers [l mivmeasuremens nroblems
was chat the military capabilities of the Soviet Union were grossly
distorted. If the national income of the former Soviet Union was
actually less than a third of the US, the military burden of the empire
was much greater than ever estimated by Western Sovietologists.
Correcting for these alternative calculations of Soviet GNP, and
incorporating information from the glasnost cza, it is estimated that
the military burden represented about 25 per cent of GNP in the
former Soviet Union.” As a result, most Western cstimates of Soviet
military strength were seriously mistaken because the military burden
tin terms of the explicit and implicit rax on the population) was
understated at the same time that the long-term visbility of the Soviet
economy was overstated. Correcting the figures challenges previous
perceptions concerning the capability of the former Soviet system to
engage in a sustained milicary conflict with the West.

These distortions, chough, were not simply the product of poor
information and inadequate measurement techniques. The distortions
served a very important ideological and interest group function. On
the one hand, conservative anti-communists supported the bias
toward overestimating Soviet economic and military strength because
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Bis reinforced their fears of the impending encroachment of commu-
aism thzoughout 1he werkl The sraristics justified large military
‘éxpcnditurcs to fight the advent of global communism. If the Soviet
& cconomy was structurally weak, then the threat of communism would
By ave been rather shallow and would not have justified the military
P conflict of the Cold War. Only a developing industrial power could
& supply the economic base and rechnological innovations that would
E. pose a sustainable threat to Western powers. On the other hand,
Endical intellectuals, even if they despised the Soviet regime, believed
xin the basic ability of the system of centzalized economic planning to
' promote development. If Soviet economic planning was a failure, then
B socialism may have been a questionable policy goal to advocate even
k7 in more democratic situarions. Scholars, intellectuals and politicians cof
# both ‘left’ and ‘right’ persuasion, therefore, possessed an ideological
¥ gtake in the ability of the Sovier economy to develop and prosper.
> These ideas about the efficacy of Soviet economic planning also
W: created an extremely powerful interesc group, namely the military-
k: industrial establishment in the West. The military-industrial estab-
- Jishment benefited directly from the overestimation of Soviet
"_'t‘.a’pabilities.]5 Right-wing and left-wing beliefs about the developing

‘Soviet economy provided the needed justification for lacge appropria-

N e hoand

tiols towald alibidiniCing piuduciens i by
dcvclopmcm.m Thus, an iron-trizngle was forged of ideas and
B~ interests that simply could not, and would rot, allow znalysis that
B scriously challenged the Soviet myth of economic success. But, as we
B« have seen, the Soviet system was far from an economic success. More
to the point, the Soviet economy may well be the ultimate political
cconomy tragedy of this century.

A SHORT HISTORY OF SOVIET ECONOMIC

FAILURE

 Lenin came to power in Russia promising the emancipation of man
from the domination of other men and nature. His utopian vision wis
ki inspiring and his will to power was resolute. Lenin and the Bolsheviks
- possessed a concrete vision of the path to z better future. Their plan of
. ocial construction after the revolution was not a by-product of
/ imprOVision, they knew what they wanted to accomplish and how
they were supposed to accomplish that goal. Of course, the civil war
influenced the way that policies were implemented, but war had liule
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ar nothing to do with the motivation behind the policies. If anything,
the Russian Revolution of 1917 was an wdeological revoiution.”

Between 1917 and 1921 the Bolsheviks tried to substitute a unified
economic plan for the ‘znarchy’ of the market. Production for
exchange, which characterized the commodity mode of production,
would be replaced by production for direct use. The irrationality of the
capitalist mode of production would be overcome in strict accordance
to Marxian principles.

In economic life the Marxian project entailed eliminating the
constant struggle between competing autonomous private interests
on the economic scene by bringing economic iife under conscious
public contral. It was this process of bringing all of economic life
under conscious centrol that pre-occupied the Bolsheviks upon com-
ing o power in 1917.

At Lenin's first appearance before the Party after the October
revolution in 1917, he gripped 'the edge of the reading stand, letting
his litzle winking eyes trave!l over the crowd as he stood there waiting,
apparently oblivious to the long-rolling ovation, which lasted several
minutes. When it finished, he said simply, "We shall now proceed to
construct the Socialist order!” ™

And proceed they did. Between 1917 and 1921 the Bolsheviks
aticmpied tu biing ail ceotivitie aeivity aided e woliboi s dizection
of the Supreme Economic Council. The attempt to abolish money
relations znd monetary calculation was pursued with a passion. This
was quite natural given their ideological program.

The Bolshevik project of rationalization and emancipation was
spelled out in the program adopred at the Eighth Congress in March
1919, In the realm of economic affairs, the Party program called for
expropriating the expropriators, increasing the productive forces of
society by eliminating the contradictions of capitalism, mobilizing
labor, organizing the trade unions, educating the workers and,
basically, sewrin)% 'the maximum solidarisation of the whole econ-
omic apparatus.” In order 1o accomplish this goal the Bolsheviks
established the Supreme Economic Council to bring economic
existence under rational control, i.e., substitute production for direct
use for the chaotic system of praduction for exchange that character-
ized the commodity mode of production, and seized the banks aad
merged them into a single state bank. The bank would become an
apparatus of unified book-keeping for society. The bank was to
become, to use Lenin's terminology, ‘the nodal point of public
accounting.”® Following Lenin, the Party program of the Eighth
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Congress stated thar 'Upon the basis of the nationalisation of banking,
the Russian Communist Party endeavours to promote a series of
measures favouring a moneyless system of account keeping, and

. paving the way for the abelition of money.”"

The rationalization of economic life under communism would
eliminate the waste of capitalist production and lead to increased
productivity. This burst of productivity would free individuals from
the ‘chains imposed upon them by nature.” The utopian promise of
the project was that ‘concurrently with the disappearance of man’s
tyranny over man, the tyranny of nature over man will likewise
vanish. Men and women will for the first time be able to lead a life
worthy of thinking beings instead of a life worthy of brute beasts."

The utopian aspiration, however, resulted in a nightmare by early
spring of 1921. In all arcas economic output fell far below pre-war
levels. [n 1921 the Soviet Union, as Stephen Cohen has pointed our,
lay

_in ruins, its national income one-thitd of the 1913 leve],
industrial production a fifth {output in some branches being
virtually zero), its transportation system sharrered, and

agricultural production so meager that a majority of the
mapalarian Barely cohsisred and millinps of arhers failed even

The Bolsheviks were forced to retreat from their attempt to
implement Marx's utopia and instead re-introduced market relations
of exchange and production with the New Economic Policy (NEP) in
the Spring of 1921, 'In atrempting to go over straight to communism,
Lenin wrote on 17 Qcrober 1921,

we, in the spring of 1921, sustained a more serious defear on the
economic front than any defeat inflicced upon us by Kelchak,
Deniken or Pilsudski. This defeat was much more serious,
significant and dangerous. It was expressed in the (solation of
the higher administrators of our economic policy from the
lower and their failure to produce that development of the
productive forces which the Programme of our Party regards as
vital and urgent.”

Whiie the NEP saw a modicum of the rule of law restored within the
Soviet Unicen this period was not without ambiguitics.u At the same
time that Lenin re-introduced marker mechanisms he outlawed all
political factions within Soviet politics, including factions within the
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Party. While denationalizing the majosiey ol industis the Bulsheviks
maintained control over the ‘tommanding heights’, eg., major
manufacturing and banking. At the height of the NEP, for example,
while only about 8 per ceat of industrial enterprises remained state
owned, that 8 per cent employed about 8% per cent of the industrial
labor force.

The NEP saw a great recovery from the cataclysm of the commu-
nist experiment with economic planning, but the system itself was a
massive interventionist system possessing its own dynamic, The NEP
had its own unintended and undesirable consequences. As Lerin
would write of the NEP system in the spring of 1922:

The machine refused to obey the hand thac guided it. It was like
a car that was going not in the direction the driver desired, but
in the direction someone else desired; as if it were being driven
by some mysterious, lawless hand, God knows whaose, perhaps
of a profiteer, or of a private capitalist, or of borh. Be that as it
may, the car is not going quite in the direction that the man ac
the wheel imagines, and often it goes in an altogether different
direction.”

Nar ~olv 4id the NEP fail ro produee rhe results the Bolsheviks had
intended, but the system evolved into a bureaucratic embarrassment.
No structural changes were introduced to the economic institutions
that were the legacy of war communism. The tasks of economic
insticutions were re-arranged but they were not dismantled. The
problem of bureaucracy in the Soviet Union led Lenin to declare that
the ‘state apparatus [had become] so deplorable, not to say wret-
ched.”” Buc with Lenin’s health failing throughout 1922 and his final
stroke on 10 March 1923, which ended his political activity for good,
the Soviet regime was left without a leader,

On 21 January 1924 V. L Lenin died and with him so did the public
ideology of Bolshevism. The resulting ambiguity and despair toward
socialist construction was the legacy of Lenin, Lenin had criticized
political bureaucracy, yet he established a political monopoly for the
Party. He argued for concessions to capitalism, but his legirimating
ideology demanded an assault on any hint of emerging capitalist
relations. Lenin ended his life staring at a stark contradiction.
Socialism rather than emancipating man by rationalizing social
existence delivered man into a new serfdom characterized by political
and economic irrationality.

The revolutionary cadre was caught in despair ‘Lenin had led his
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foliowe:s o the widerness only o die before he could ‘ead them
Pout.™® Despair and confusion plagued the Old Bolsheviks from the
Flime of the NEP until their demise at the hands of Stalin in the purges
Nof the 1930s. The Old Bolsheviks thoughe they had diagnosed the
disease thar plagued capitalist society, but wherever they applied the
Ebealing knife of socialist policy a new sore appeared. They believed
Fthat they had brought the truth to the Russian people and the world,
¥but in their mouth it sounded a lie. They promised to bring the living
B lifc to the masses, and where their voice was heard the trees withered
Kind died. By the late 1930s, the entire ruling cadre of the Old
'Boisheviks - Lenin, Bukharin, Trotsky, Zinoviev, Kamenev, Rykov,
B etc. - had been eliminated from the political scene by either fate or
B Sualin’s political maneuvering.” It was already by this time question-
able whethier the revolution was warth the suffering it wroughe
;'In addition to the ideological confusion that permeated the NEP
B period, the cconomy was plapued by recurring crises as a result of the
B government’s economic policies. Arbitrary government intervention
¥ destroyed the economic incentive to invest and produce in the official
marker sector, Because of the government’s agricultural policy at the
End of the NEP, peasants no longer had any incentive to marker their
% grzju Sul s LCdidilig L Lot aain O i e e TOTT TR Ne
marketings of grain in 1926 and 1927 were only 50 and 57 per cent of
the pre-war level although grain ourput at that time was almost
f equivalent to the pre-war level. The grain procurement crisis pro-
B vided the final justification for Stalin to begin his military assault on
W he Soviet economy. It was the ‘Grain Crisis’ that gave rise 10 the
B therorical justification for the 'de-kulakization” drive that brought an
B end o the NEP.

The paor cconomic results and the uncomfortable ideology of the
Bk NEP, along with fear of foreign intervention, led to Stalin's revolu-
i from above. Stalin with political power firmly in hand by 1927/
828 began his military sicge of economic life.

Soviet style socialism came o maturity under Stalin. It is import-
fant, however, to keep in mind that even at the height of collectiviza-
fition Stalin never again tried to abolish post-haste and completely
®/commodity relations of production and monetary calculation as the
. Bolsheviks had sought to do from 1917 to 1921.” Marxism became
Brander Stalin .merely a mobilizing ideology for power and not a
P-utopian aspiration for man’s emancipation. What emerged out of the
late 19205 was a nomenblatura system whose beneficiaries received
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‘1esingical justification from Marxism. This has been the case ever
since.

The Western textbook image of a rational, hierarchical, planned
economy, that was able to achieve tremendous growth {despite its
terrible costs) and transform the Soviet Union from a backward
peasant economy iAto 2 military and industrial power is an illusion.
The five-year planning system instituted during Stalin’s reign, as
Eugene Zaleski points out, could only be referred to as 'glanning' with
the greatest reserve, and it certainly was not rational.

The Soviet system merely gave the appearance of a centrally
planned system, when in reality the system depended crucially upon
decentralized decision-making processes to achicve any degree of
coordination.” There is no doubt that the historical operation of the
Soviet system was characterized by strong central power, but that did
ot affect its fundamental organizationa! form - at base the Soviet
system remained 2 commodity production economy. The capital
scructure of the Soviet economy Wwas fundamentally affected by central
decisions, particularly those of Stalin, on the direction of industrial
development. But, influencing the path of development is not the
same as organizing society in strict accordance to a cencral plan. The
11 pavernment could decide tomotrow to ban the preduction of steel
and this would radically cnauge i oiluciuic vl oo hmerioan
economy, but it would not abolish the decentralized processes of
market coordination.

The capital market onder conditions of public ownership was
simply replaced by another decentralized system, ane that was more
clumsy and less efficienc. The "plan’ was built up from the competing
requests of the various enterprises and ministries. The political
competiticn among rival pressure groups characterized the supreme’
cconomic decisions. The primary function of the plananing bur-
eauCracy was to serve asa supply agent and avoid the practice of free
price formation and monetary rationing. Capital resources, however,
are scarce and, therefore, must be rationed.

If a decree eliminates price competition as the rationing device to
coordinate econcmic decisions, then aleernarive methods will be relied
on to allocate scarce resources. A rent control, for example, which
fixes the legal price below the market clearing price will not only lead
to shortages of apartments, but also increase the use of non-price
competition to allocate scarce apartments. The price control produces
costs to the buyer, such as waiting in queues, and so forth, that are not
<imultaneously benefits to the seller. If the seller possesses any power
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to transform the deadweighr loss into a benefit for themselves they
will do »o Problems of discrimination, poor upkeep of apartments,
bribing of the landlord, etc., are all common phenomena in areas with
rent control. In the Soviet context, both in the consumer and producer
sectors, bribiog officials, illicic market transactions and special
privilege to polirical elites, emerged as predominant rasioning devices.

In addition, despite legal decrees to the contrary, private property
in the economic sense was never abolished. Those who exercised
control and decisicn-making power over existing resources were de
facto private owners, €.g., Managers of the factory, etc., even if the
daim was made chat they acted in the interest of society. These de
facto private ownership rights of public property, in fact, were the
primary source of private benefit from the Stalinist regime to those
who ‘own’ them.”

The above only concerns how the official ‘planned’ scctor oper-
ates. If we include the unofficial use of the market by planners, then
the image of a central, unified and rational plan becomes even more
questionable. First, Soviet planners carefully study world markets 1©
aid them in their planning decisions. Thus, as Sovict economic
journalist Vasily Selyunin writes, the Soviet planners belie the idea
that they can regulate economic life in strict accordance to the plan
her tee LBl ey wrrld rrends which are determined by
market forces, in otder to plan what we should produce. In doing so
‘they tacitly admit that there is a better means than ours for the
regulation, or rather self-regulation, of the economy.'” Second, the
black market is pervasive in the Soviet economy and the coordina-
tion of production and exchange activity even within the planned
sector, let alone che consumer sector, depends crucially upon its
existence,”

The Soviet economy never conformed to the ideal picture of a
rationally planned communist economy that would abolish com-
pletely comaodity production because that system is a hopeless and
unachievable utopia, as Mises demonstrated in theory in 1920 and
Soviet performance demonstrated in practice in 1921, The only
attempt to achieve that atopia (1917-21) ended in what William
Chamberlin described as ‘one of the greatest and most overwhelming
failures in l‘aistory.'(’T

The mature Sovict system evolved into a vast military bureaucratic
apparatus that yielded profits to those in positions of power.“ The
root of the Stalinist bureaucracy that plagued the Soviet economy,
however, lay in the original Marxian aspiration to plan the economic
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system rationally even if the original goal was unattainable. Stalinism
was, whether intended or not, the Jogical consequenice of Marxiat-
Leninism. The economic consequences of the Stalinist system were to
produce an entirely distocted industrial structure that notoriously
disregarded the consumption demands of the populace. In a very
important sense, the mature Soviet economy was, and continues to be,
a giant mal-invested capital structure where the preponderance of the
population goes to work in the wrang place to do the wrong job to
produce the wrong goads. Such is che legacy of Stalinist industrial
policy. '

It is important to understand the history and nature of the system
in order o grasp the meaning and task of the reforms under
Gorbachev. As Leonid Abalkin, one of Gorbachev's leading advisors,
wrote: 'No small number of difficulties arise in the theory and
practice of restructuring the economic and management system due to
the lack of thoroughly substantiated evaluations of many stages in our
economic construction.” Abalkin centinued by arguing that at a time
when the Sovier government was breaking with existing ‘forms,
methods, and structures,” they must clearly understand the legacy they

were renouncing. It would be ‘impuossible to assimilace the lessons of
Gl pdut b derermmine the satiaral avennes nf cocinaronnmin
development without substantial reform in economic theory, without
the formation of a new type of economic thinking that is radically
different from the past.'m

Perestroika, it must be understood, did not represent a move away
from Marxian central planning ~ that move was made by Lenin in
1921. Rather, perestroika at best represented a supposed improve-
ment of the bureaucratic system of economic management. But
understood at even that level, Gorbachev's reforms did not address the

challenge that lay before him from 1985 ro 1991.

GORBACHEV'S CHALLENGE

Production and distribution are inexorably connected. Though classi-
cal political economists treated production and distribution as analyti-
cally distinct that was a serious flaw in their analysis” Market
processes of production determine the income and functional distribu-
tion of productive factors, such as labor. Within a free-market process
there is no distributional process separate from the processes of
exchange and production. Facrors are paid according to the service
they render, or are perceived to render, to others in the marker. But in
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a system, like the former Soviet Union, where the state takes on the
role of distribution, weslth is transferred from one class ro another
based on political rationales. The ability of the state to transfer wealth
depends upon its ability ro extract economic rents from the productive
system wichout destroying completely the incentive to produce.

The history of the Soviet Union is filled with various ‘inventions’
by the ruling elite to extract rents from the populace; from the forced
grain requisicioning during war communism and the tax-in-kind
during the NEP to the collectivization and labor armies under Stafin.
The various attempts over the years to reform the Soviet system —
Khrushchev's 1957 sovmarkhoz rteforms; the Brezhnev-Kosygin
reforms of 1965 the 1973 industrial reorganization; and the 1979
reforms — were ali atrempts to improve economic efficiency, expand
the productive capability of the economy and enhance the well-being
of the apparatchiks. Perestroika should be viewed as a furcher atrempe
in this Soviet tradition of political economy.

The political distribution of wealth, which necessarily lives off
productive output of economic activity in a parasite-host relationship,
can be relied upon only to a point.m The tax state has its origins in the
private property order of the market system. Taxation is derived from
the revennes appropriated from the wealth created in the market,
Beyond a certain point economic producuvity wiil begin to deciine 101
response to overburdensome taxation, and at that point the economic
system enters a crisis. It is probably no exaggeration to say that the
most important factor determining economic productivity throughaout
the world is the system of rules governing the economy. An economy
lacking natural resources can flourish if the set of rules governing
social intercourse cultivates economic productivity, while an economy
rich in natural resources will decline under an unfavorable set of rules.

The peculiar art of Soviet economic policy was o balance an
ideological hatred of market relations, which justified the Party's
privileged position in society, with the reality of allowing enough
market production and exchange so that the Party's ability to extract
rents was not threatened. Soviet leaders were chosen for their abiliry
to uphold the fiction that the fictional reality of communism was not
fictitious. "The principle that capitalism (meaning reality) has to be
destroyed,” the French Sovietologist Alain Besancon states,

is therefore capped by another principle - enough capiralism
(meaning reality) must be preserved so that the power is not
threatened in its material and political base. The whole econ-
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amic art of the Savier gavernment consists in combining these
two principles so chat the socialist design of destroying
capitalism is achieved while the strength and vitality of the
Party-State on which depends the achievement of this task are
pnrsc:v:zd.ﬁ2

Besancon concludes that Lenin was the master cf this unique
Bolshevik art of economic policy. Gorbachev's reforms were con-
sistently in-line with this Bolshevik practice. It was this peculiar
Soviet economic tight-rope act that Gorbachev was attempting to
master with his zigs and zags between 1985 and 1991

Gorbachev inherited an economic mess when he rose to power in
1985. “The problems in the country’s development,” Gorbachev stated
i his Polstical Report of the CPSU Central Committee to the
Twenty-Seventh Congress of the Communisi Party of the Soviet
Union an 25 February 1986, grew more rapidly than they were being
solved. The inertness and rigidicy of the forms and methods of
management, the decline of dynamism in our work, and increased
bureaucracy — all this was doing no small damage. Signs of stagnation
had begun to surface in the life of society . . . Gorbachev insisted that
the top priority must be to ‘overcome the negative factors in socicty’s
soclo-economic deveiopment as rapidiy as possitie, aceeicrate 1w and
impart to it an essential dynamism, ©© learn from the lessons of the
past to a maximum extent,’ so that the decisions the party adopred for
the future would be absolutely clear and provide a resolute course of
action to remedy Soviet society’s ills.”

In his book, Perestroika, Gorbachev stated that the radical res-
tructuring of the cconomy was ‘an urgent necessity. Any deluy in
introducing perestroika, he argued, could lead 'to an exacerbated
intecnal situation in the near future, which, to put it bluntly, would
have been fraught with serious social, economic and political crises.™
In other words, Gorbachev needed to move 10 introduce enough
economic reality (meaning capitalism) to eliminate the threat to the
power base that had developed during the pre-Gorbachev era.

Gorbachev found himself in charge of an economy in decline. The
Novosibirsk Report by Tatyana Zaslavskaya, which was originally
presented in April 1983 ar a closed seminar organized by the
economics department of Communist Party Central Commirtee, the
USSR Academy of Sciences and Gosplan, argued that the 'social
mechanism of economic development as it fupctions at present in the
USSR does not ensure satisfactory results.” Poor labor habits and

34

THE ROAD TO NOWHERE

backward technalopy, she argued, were a ‘result of the degeneration of
the social mechanism of economic development’ which was structured
‘not to stimulate, but to thware the population’s useful economic

. 0% .
1 activity.® The solution to the problem, however, was not to be found
¢ in decentralization of economic activity. Rather the soluticn was to be

sought in perfecting the social mechanism of development, Le.,
improving the institution of planning to accelerate economic growth.
Abel Aganbegyan, Gorbachev's chief economic advisor in the early

. years of perestroika, argued thar the whole purpose of the new
. economic strategy was to reverse the declining trend in the rate of

growth of basic social and economic conditions in the past fifteen
yezars;.66 By the end of the 1960s, Aganbegyan argued in 2nother essay,

* measures of economic growth and social conditions in the health and
. . &
* housing sectors had deteriorated far below acceptable levels,

After over 70 years in power the Sovict system had produced for its
people a standard of living significantly less than atl the major
countries of Western Europe, the United States and Japan. As
mentioned above, the Soviet economy delivered a consumer bundle 1o
its citizens more appropriate o 2 Third World country than to a
world superpower. Consider, for example, datz on motor vehicles per
wdpitd b he Danted i i BUIDCL i pusbCHgUT waio pri GULU
people in 1983 was 540, while in the Soviet Unijon that figure was 36
Perhaps more importantly, the figure in other Sovier bloc nations
during the same year was better than that in the Soviet Union. For
example, passenger cars per 1,000 people in Hungary was 118 and
Poland 87 in 1983, and 1985 data show that in East Germany that
number was 180 and in Czechoslovakia 163. The data on telephones
per capita also provides evidence of the failing Soviet economy. In
1944, telephone units per 100 population was 76 in the United States,
but only 9.8 in the Soviet Union. At the same time, in East Germany
there were 21.1 telephone units per 100 population and 22.6 units in
Czechoslovakia. Also consider the evidence on infant mortality.
Deaths in the first year per 1,000 births for 1985 were 23.1 in the
Soviet Union, 17.% in Poland, 15.3 In Czechoslovakia, 104 in the
United States and 9.2 in East Germany.®

Even consumption of certain basic food items in the Soviet Unton
was lower than its Eastern Bloc neighbors. For example, in 1984, as
Gertrude Schroeder pointed out, ‘per capita consumption of meat in
the USSR was GOkg. compared with 75 in Bulgaria, 78 in Hungary, 94
in the GDR, 84 in Czechoslovakia, and 64 in Poland.” Clearly the
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Soviet economy that Mokbail Gurbadhiev anbented wis, at best,

struggling and, ar worst, teetering on the edge of an abyss.

The former Soviet system simply failed to provide for its citizens.
There was no systemic connection between production and consump-
tion in the economy. The Soviet consumer simply did not matter.
Decent medical care or housing, or even the basic nutritional
necessitics of life, simply could not be had by the average Soviet
citizen through official channels.” Data on health and human services
in the former Soviet Union document this point in gruesome detail.
Since 1964, life expectancy had fallen from 67 10 62 for men and from
26 10 73 for women.” Lack of available birth control led to a situation
where it was estimazed that each woman would have between 8 and
14 abortions i her lifetime.

The housing situation also grew acute. In 1981, 20 per cent of
Moscow's population still lived in communal :q:mrnm:nu;.H The
housing shortage was a direct legacy of Lenin, who had declared that
housing space should be atlorted at 9 square meters per head. In 1979
Pravda reported that there was 12.1 square meters per person
including kitchen and bathroom, one-third the corresponding figure
in the West.!' The system failed at both & microeconomic and
B ﬁ""'.w:w‘.:!'.\.\ Tt"\'[‘!

It was within this economic context that Gorbachev announced his
plans for che radical restructuring of the Sceviet economy. The social
and political context, in addition, was one of a growing Cynicism as the
corruption of the Brezhaev era was too blatant to be ignored. The
economic stagnation and the social cynicism combined to produce a
corrupt situation which, as Konstantin Simis described, infected ‘the
ruling apparatus of the Soviet Union from top tw bottom’ and had
spread through out the whole society 'to all spheres of life.”

This is why Gorbachev argued that he had 'no time to lose.” Speed
was of the essence, he stated, 1o overcome the lag, to get out of the
quagmire of conservatism, and to break the inertia of stagnation.‘m
The bureaucracy would resist change, but this obstacle must be
overcome if there was to be any chance of real restructuring of the
Sovier economy. Perestroika, Gorbachev argued, ‘'means a resolute and
radical elimination of obstacles hindering social and economic
development, of outdated methods of managing the economy and of
dogmatic stereotype mentality.” He understood that perestraika
would affect the interests of many people, in fact, che whole society.
And, as he put i, ‘demolition provokes conflicts and sometimes fierce
clzshes berween the old and the new o
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[Selyunin summed up the problem confronring pereseroika nicely
e existing bureaucratic machine,’ he argued, ‘cannot be incorpor-
ated in restructuring. It can be broken up and eliminated, but not
estructured,” Succumbing to the conservative pressure from the
bureaucracs and the ordinary people who fear independence’ and
tharsh economic realities” and, therefore, argue for gradualism, will
andermine and discredit the whole reform package. "Losing time,
Selyunin argued, ‘'mcans losing everything.” It would be ‘usefess to
g gradually incroduce new rules into the existing system’ since the old
system possesses tremendous inertia and will reject all challenges to
the established order. The only thing that could be accomplished with
-gradualism was a discrediting of reforms. ' “You see, years have been

wasted on talk, and one can't see any changes.” History will not
% forgive us if we miss our chance. An abyss must be crossed in a single
iileap — you can’t make it in two.”?

This was Gorbachev’s challenge. How does one reform a political
economy with such entrenched special interest groups? The planning
bureaucrats did not wish to resign their posts voluntarily. Bur, as
‘Nikolai Shmelev stated, either the Soviet Union would move forward
with real reforms and break with the past method of eccnomic
administrarion or the system would ‘turn into a backward, stagnant
state that | would| be an exampie to the enure worid ul oW Ul W
organize £Lonomic tife” The choice that faced Gorbachev and the
Saviet people was clear, Selyunin stared, ‘either the feeble but absalute
power of administrators and the inevitable collapse of the economy,
r rescructuring with good chances for salvation.”™

Besides fighting a bureaucracy that produced for itself - the
cconomic legacy of the Savier regime — Gorbachev had to fight agatnst
¥ the cultural legacy of the regime.”’ The cultural legacy of Soviet rule
was {)erccivcd 45 one of the biggest impediments o real restructur-
“ing™ Complains ranged from concern about higher prices and lack of
S “ €CONOMIC securicy (o envy over profit making and income im:qualiry.as

This should not have been surprising. The Gorbachev reforms, if they
“had represented a sincere effort at 'marketization, would have
- brought with them, at least temporarily, the so-called three warse sins
" of capitalism: higher pricer as the market adjusted to years of
artificially suppressed prices, anemploymeni as some of the pre-
" viously subsidized firms were forced out of business and income
inequality as entrepreneurs carned profits by satislying consumer
-~ demand.

It -
a

Perestroika, cherefore, confronted both an economic legacy of a
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distorted industrial structure with entendied specal laserests, and a

cultural légacy which resisted change. This is the essence of the
challenge Gorbachev confronted. He tried t0 enlist the Soviet
intellectuals through glasnost to aid him in the endeavor. Bur the
ambiguity and paradoxes within perestroika eventually undermined
the alliance with liberal intellectuals through glasnost. The paradox ia
perestroika, as Gorbachev perceived the reforms, was that he needed
strong cencral control to accomplish a great decentralization of
economic decision-making. If he was successful he would lose cen-
cralized control to forces that could threaten his political authority.
Gorbachey was certainly aware of the risks of his straregy and,
therefore, must have believed that either he could withstand the
pressure or he did not really intend systematic ceform™ If o
systematic reform was forthcoming, though, then he ran the risk of
alienaring his strongest supporeers - Soviet intellectuals who enjoyed
the fruits of glasnost.

Gorbachev's challenge was real. We know from the study of public
choice thar policy formation within democratic regimes tends to
produce policies that possess a bias toward short-term and easily
identifiable benefits at the expense of long-term and largely hidden
i W Gorbachey' o feond pereareniln renmised - if it was o
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be a sincere effort at marketization - was short-term and casily
identifiable costs and long-term and largely hidden benefits. Within a
democratic regime, despite the economic logic of such a program, that
would mean political suicide. Perhaps an examination of the reform
package Gorbachev introduced will give us an indication of how he
intended to confront that logic and why his approach ended in failure.

A AR A

THE GORBACHEV REFORM PACKAGE

The syscem Gorbachev inherited was economically and politicaily
bankrupt, Both internal and external debt were enormous, petsistent
shortages and poor quality products characterized economic life, a
tremendous technological gap existed between the Soviet Union and
the Wes: and the promise of an integrated Luropean Lconomic
Community in 1992 would highlight che Scviet economic failure,
Gorbachev's strategy, decidedly different from the reform path
chosen in China, was to institute political, culeural and economic
reform. Perestroika (restructuring), glasmoss (public frankness),
Noyoe Myshleniye (new thinking) and uskorenie (acceleration)
became the 'buzz-words’ of the Gorbachev era. Beginning with the
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"Principles of Restrneturing: Revolutionary Narure of Thinking and
Acting, Pravda (5 April 1988) the Gorbachev era was derined, at least
in rhetoric if not always in practice, by radical reform in the political
economy of Soviet socialism.

. There was, though, a fundamenta! ambiguity within the reforms
from the beginning. The ambiguity was apparent wichin Gorbachev's
words and deeds. Gorbachev's first policies for renewal were an anti-
- alcohol campaign, and industrial and agricultural ceatralization with
super-ministries, Not exactly an auspicious stare for a liberal

B reformer. Decentralization efforts in economic reform really only

emerped in 1987

Moreover, Gorbachev wanting to reduce the Soviet burden had de
facto repudiated the Brezhnev docerine. In fact, he applauded the
reforms in Eastern Europe of 1989. At the same cime, however, he
acted with hesitation and tregidnrion toward the independence
movement in the Baltic nations.”

In addition, while the rhetoric of perestroika from 1987 o 1991
moved beyond calls for worker discipline and industrial intensifica-
tion, and instead demanded the freeing of econemic life to stimulate
private initiative, Gorbachev continually postponed fundamental
economic reform claiming that the people would not tolerate econ-
omic Ch:lngc.m Ths coustant shiftlig vl pllicy cwil wviaciey Fin
credibility. For all the calk about renewal and restrucruring, Gorba-
chev had nothing to show on the economic front.

The program of perestroika was filled with ambiguities and
inconsistencies and on several levels never did ger ac che real
problems confronting the Soviet economy. Alice Gorlin upen examin-
ing the original Gorbachev strategy concluded that his efforts would
have only a marginal impact because they did not address the real
problems within the s.ystem.uT The basic cconomic institutions would
remain intact. The system would remain much too bureaucratic to
expect any significant change. Second, even though new individuals
have replaced the previous ministers and bureaucrats, they have as
much a vested interest in preserving the current system from which
they benefit as did their predecessors.

The Gorbachey reforms, as represented in some of the crucial
documents and reforms - specifically, the Law on State Enterprises
and the Price Reforms - reveal no coherent strategy for economic
renewal. For example, the Law on State Enterprises, which as
Gorbachev stated, was of ‘primary importance’ to the £CoNOMmIc
reform, was instituted on 1 January 1988." The law was supposed to

|
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grant financial autonomy o enterprises. Firms that could not cover
their expenses were no longer to receive subsidization from the state.
The intent of the law was to transform firms into fully seif-
accounting, seif-financing and self-managed entities. But enterprises
were still subject 1o state control both in their pricing and output
policy. Despite the rhetoric and promise of enterprise autonomy the
Law on State Enterprises did not go nearly far enough to meet the
objectives of real economic reform.

An even bigger ambiguity within the Gorbachev reform process
was probably in the area of price reform. loitially, price reform was to
come in 1989, then 1990, and finally it was postponed with the
disclaimer that the Soviet people would rather wait on line than pay
higher prices.m Every time Gorbachev debated freeing up prices there
was 2 run on the state run stores. This just exacerbated the shortage
problem already plaguing the Soviet system. Shortages of everything
at che state stores became the common condition.” So Gorbachev
promised to bring relief through subsidized basic products and the
whole process of reform was stalled.

Morcover, what was meant by price reform under Gorbachev was
never very clear. Aganbegyatl, fui CAdiipt, Stared bt oandes peres
troika a ‘radical and total reform of price formation is envisaged’ but
this did not include the wholesale adoption of free pricing, Prices

instead of established

in a veluntaristic fashion . .. will be based on social cosrs and
will czke into consideration the cost effectiveness of production
and the level of waorld prices shaped by the relations between
supply and demand. The prices will be reviewed at least once
every five years and will be closely tied 1o the indicators of five-
year plans ... The state wiil set up a certain method for
calculating prices, and the Prices Committee is being invested
with the task of assessing the rationale for contractual and free
prices. In particular, speculative Ericc increases aimed at excess-

ive profic will not be permitted. !

In other words, perestroika did not include a proposal to allow freely
fluctuating prices to guide exchange and production in a complex
economy, but rather it included a call for a better administration of
prices. Such a system of price administration should not have been
expected to produce any significant desirable results in terms of
restructuring the Soviet cconemy

These ambiguities were reflected in the economic policy debates
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Find the speed with which different Ipositions seemed on the rise only
t\o"bc defeated the following week” In October and November 1989,
% for example, it appeared as if Leonid Abalkin would push through a
R redical reform package, including the full adoption of private property
;"' free market priccs.” Abalkin’s program, however, was defeated in
B Decernber 1989 by the more cautious program of Nikolai Ryzhkov.m
B Then again io March 1990 it seemed that Ryzhkov would be removed
from power and that radical economic reforms would be instituted at
& the urging of Abalkin and Gorbachev's personal economic advisos
e Nikolai Petrakov.” Even in early April 1990 Soviet officials were
P arguing chat there was a good chance they would institute radical
economic refo‘rrms similar to the program instituted in Poland as of 1
p January 1990.” But by the end of April 1990 market reforms were
_posrponed indefinitcly.m And, then, in August and September 1990, it

8 was reported that Gorbachev had finally decided decisively for radical
Y market reforms with che adoption of the Shatalin "500-Dazy’ plan.
* However, as with all the other reform packages the 500-day plan was
F rejected in favor of a Gorbachev compromise program with the old
Soviet institutions of economic management which basically
movare! ooooe reformoae 2!

This inconsistency, coupled with the iscoherent reform package,
resulted in lackluster economic results. The economic performance of
the official sector under perestroika was less than desirable. As
Aganbegyan admitred in his book, Inside Perestroika, from 1985 to
1988 policy-makers had not been able to reduce the problem of
shorrages and pent up consumer demand.” Moreover, the 190 plan
sdmitted that ‘of the 178 highly important types of output that are
under state statistical monitoring, the production of 62 was lower in
the first eight months of this year than during the same period of last
ycanm Such basic items as petroleum, coal, gasoline and diesel fuel,

fertilizers, chemical fibers, sawtimber, pulp, cardboard, hosiery, sugar
:nd Hour were all in short supply. The Soviet economy by 1989 was in
Bleven worse shape than it was in 1985. The living standards of the
,pcople had not improved. There were shortages of almost everything
£n the official market, cven in Moscow. The collapse of the official

k' market continved throughout the history of perestroika. By the
summer of 1990, most products were acquired cutside the official state
irc:t:nil distribution system. It was estimated that 42 per cent of meat
! products, 55 per cent of vegetables, 20 per cent of milk, 75 per cent of
“potatoes and 44 per cent of epgs were sold outside the state
distribution system.
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Gurbache's own Lesitazion and in
problems of reform - which would be difficult enough under even the
best of conditions.” Gorbachev and his advisors were prisoners of a
mode of thinking which could not grasp the basic functions of
markets, nor could they appreciate the insticutional

capitalist
for the successful functioning of markets.

preconditions necessary
This inability resulted in conceptual weaknesses in the reform
102

package which wndermined perestroika.

The reforms introduced during the Gorbachey era did not represent
2 radical restructuring of the Soviet cconomic system. More accurately
they represented a radical realignmeat af special interest groups from
those who benefited under Brezhnev 10 those who would benefit
snder Gorbachev.'” One must infer from his efforts that Gorbachev's
intent was simply ‘a revitalization of the old rﬁ‘gime.'lm Nothing in
the reform package would have been able to overcome the basic
strucrural problems faciag the Soviet system. As Marjorie Brady,
deputy director of the Russian Research Foundation in Londen,
Gorbachev neither rejected the socialist system of
planning nor embraced the idea of a free market. Gorbachev
envisaged, instead, 2 ‘law-governed economy’, a ‘corporativist ideal’ if
.o will Gnrbachev, she stated. was 'bent on creating economic
structures of a kind that would scarcely tind tavor with ihe Austin oz
Chicago schools of economic rhought.'w In this assessment she was
quite correct. And, unforrunately for the peoples of the former Soviet
Unicn, not only did the reforms fail to restructure the system, they
actually accelerated the decline of their standard of living as officially

1
measured.

pointed out,

DOES ECONOMICS HAVE A USEFUL PAST?

One of the most common complaints heard concerning the transition
of the economies in East and Central Europe and the former Soviet
Union, is that there does not exist a transitional model. But this
overlooks the several experiences in history in which strong central
governments have been turned back and market cconomies have
flourished.

Yuri Maltsev argues that the models of Spain, Taiwan and Korea
are sugg::stiw.-.m;r Post-Second World War reconstruction also offers
several historical models of cransformation. The West German
‘economic miracle’ of Ludwig Erhard speaks well of the positive effect
sf immediate abolition of price contrals.'™ The Hong Kong 'miracle’
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iy also sugpestive Alvin Rabushka conerasts the economic develop-
ment of the three Chinas - maialand China, Tarwan and Hong Koag
- in the post-Second World War era. By analyzing three jurisdictions
with 2 common cultural heritage, Rabushka demonstrates that pro-
~sperity depends far more upon economic institutions than cultural
craits oc natural resources.” The institutional rules that govern
economic activity either promote or discourage £conamic prosperity.
The economic bencfits of a free market require the underlying
insticutions chat sustain the system: free entry and private property
protected by a rule of law. These are indispensable insights for
drawing up a workable economic and political consticution for the
B post-communist world.

5

Another suggestive approach ta the problem of the transition from
strong central government (o greater economic freedom that has
. jT direct relevance to the economies in Eastern Europe and the Soviet
3‘~: Union is Hernando DeSato’s The Other Path."'® DeSoto documents
" % the vast underground economy in operation in Peru, Peru's economic
problem is not the people’s lack of initiative nor any cultural
resistance to capitalism buc an pver-regulated economic environment,
“Productive activity flees to the underground to escape the regulatory
and taxing power of a bloated bureaucracy. The underground econ-
Comy was absu u otajee part of Che Sonier oy Loas well
representing in scme estimates up to 30 per cent of GNP and
employing over 20 million in the Soviet Union."' Would-be
reformers must provide the incentives 0 economic actors to bring the
vast energies devoted to the underground economy to the legitimate
economy. [a order to do that, firm rights to private praperty have to
be established, consumer and producer subsidies must be climinated,
% prices must be completely deregulated and taxation must be limited.
The characterization of the situation in the East as one of trying to
make an aquarium out of fish soup is not as apt as it is literary.
% Eeonomic life was not destroyed in the former Eastern Bloc, just
channelled in a different direction. The reform rtask is one of
lrcdirecting the economic energy of the population roward productive
sctivity that has something to do with the satisfaction of consumer
‘demand.

R R S O

CONCLUSION

f the disease that plagued the former Soviet economy was mis-
:diagnosed, then that was because the basic anatomy of the Soviet
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systein way bittle waderstood by the Juciors of Savierology Gorha-
chev’s policy of glasnost eliminated the ability to attribute the failure
of the Soviet system to the historical backwardness of the country.
Life under the Czars certainly was not very good, but in many
respects, life under the communist system was even worse. Through-
our its history much of the Soviet population lived in a state of
constant fear brought on by the reality of arbitrary political terror.

On the economic front, Savict citizens did not fare much beteer. Itis
2 mistaken argument to suggest that Soviet citizens traded-off
Western style consumerism for Soviet style security. Sure enough, the
scciety enacted a cradle to the grave security blanket. But that blanket
did no¢ provide much comfort. Sovict consumers were forced to wait
in long queues in order to acquire products of poor quality. Pride in
one's work and the psychological benefits of self-fulfillment were
suppressed by an institutional structure which discouraged an ethic of
workmanship. The social compact in the former Soviet Union was ‘we
pretend o work and you pretend to pay us.

The labor situation in the distorted industrial structure of the Soviet
economy represented an implicit welfare system. Workers received

e wnrk ininhg ar erare run enrerprises that could not survive
a market test. Pavel Bunich, a reform economist 1n the tormer dovict
Union, has remarked that the Soviet Union had the highest unem-
ploymenr in the world. Unfortunartely, he added, the unemployed all
get salaries.? The structural incentives for enterprise managers
rewarded conformity with the gross output targets as opposed to cost
minimization. As a result, the Soviet labor marker was characterized
by an excess demand for labor. Overmanning resulted, bur simulta-
neously so did underemployment of workers as they produced goods
which were not valuable to consumers. With a ncar guarantee of
employment, and the low official pay differentials that existed
between employment grades, Soviet workers simply had no incentive
to exert much effort in their official state jobs.

The official low prices on Sovict products did not offset the low
salaries the state employces received. Low prices for goods that
cannot be bought at that price are economically meaningless. The
failings of the official system to provide gouds and services to Sovier
consumers forced everyone to rely on the illicit market to purchase
basic necessities and augment their paltry official work income.
‘Criminal’ economic behavior in the black market was both 2 normal
way of ife and un albatross scound the average citizen's neck. This
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Feconomic situation simply reinforced the Kafkaesque environment
thin which the Soviet people tound themselves.

- Gorbachev promised to change both the political and economic
& landscape of Soviet life. To a large extent he did through glasnost. But
B his success was also his failure. The Soviet system was simply not
W eformable. The political and cconomic irrationality that Soviet
Peitizens had to cope with was inherent in the institurional structure of

& The establishment of civil society and the unleashing of the
. uctive capacity of the population required 2 complete break with
& 1he old regime. Such a complete break, however, was not a task which
fthe Gorbachev government was up to, and as a result, the situation
Rmerely grew more acute from 1985 through 1991. Any claim
flegitimacy eroded from che official sector in both politics and
¥ cconomics. The situation of ‘dual power” berween the official stare and
8 the underground socicty that had always existed implicitly throughout
ESovice history emerged explicitly in the late 1980s as dissident
Pintellectuals and politicians vied for intellectual and political power
a new breed of encreprencurs sought their millions in the
fembryonic private market economy. This explicit challenge two the
ruling rier was a arcereary candision far the resurrection of a society
that had followed the ‘road to nowhere’ for over seventy years.
During the Gorbachev era, it seemed that the old order withstood
the challenge. But it turned out that the ruling nomenélatura had won
pscveral small battles only to lose the war as the Communist Party was
e replaced in December 1991 by Yeltsin's democratic Russia. It is not
yet clear whether the Yeltsin government will succeed in its
endeavors. Morcover, we still do nut have a clear picture of the drama
g of the Gorbachev years. The two ‘plays, however, are connccted. We
B nusc understand the moral of the story of the one, before we can
& begin cven to construct the tale of the other.
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of its utility or its practicability,” Ludwig von Mises wrote,

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

3
THE THEORETICAL

PROBLEMS OF SOCIALISM '}

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

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

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

urged 2 retreat?

Alexander Tsipko'

INTRODUCTION

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

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

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

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

THE IDEA OF SOCIALISM

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

g

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

- socialist thought.”

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

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

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

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

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

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

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

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

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

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

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

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

THE THEORETICAL PROBLEMS OF SOCIALISM

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

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

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

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

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

Ty

in the social system.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

planaing.

CONCLUSION

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

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

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

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

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

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

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

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

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

Hy
above.

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

Plunning in Soviet Rursia:

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

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

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

H. L Mencken'

INTRODUCTION

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

This question has rarely been asked by either proponents or
opponents of socialism. Among proponents of socialism, as well as
tradicional comparative systems analysts, the question is not raised
because sacialist central planning is assumed to be possible (and
perhaps desirable). Even though Marxist critics of the Soviet Union
have challenged the conceptualization of the Soviet Union as cencrally
planned, they do so from the perspective that this is evidence of a
perversion of socialism by Sealin.! The workers' revolution was
thwarted by bureaucratic intrigue, and the forces of state capitalism.
On the other hand, traditional comparative systems analysis {(whether
conducted by a proponent cr opponent of socialism) argues thar the
conceptualization of the Soviet Union as centrally planned was
essentially correct.
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Cencral planning was porerayed as an alterpative to market
exchange. Economic activity was viewed as strategically controiled by
the center, which directed the development of the economy. Details of
the institutional structure of the Soviet system were analyzed, but
little attention was paid to the actual processes of decision-making
within the system and how the decision-making process related to the
conceptualization of the Soviet system as centrally planncd.4

Some critics of socialism, such as Ludwig von Mises, have argued
thac comprehensive central planning is impossible, but thac Soviet-
style socialism was simply an inefficient form of incomplete
socialism. Only the fuil-blown international socialism, which was
advocated by the Marxist revolutionaries, is an impossibility. Incom-
plete socialism would only be seriously impaired economically, not
utterly chaotic. Such a system of cconomic organization would
eventually exbaust the social surplus fund (provided by nature’s
endowmeat of resources and/or built over generations of economic
growth) through waste, but it could stumble along for quite some
time. As long as planners could rely on world prices to aid in the
allocation of scarce resoutces, attempts at central planning would

merely lead to economic inefficiency and not the breakdown of social
: LR £ p che abepnee of any means nf eronomic

perversion of socialism, but the logical, though unintended, conse-
quence of atlempling (O ifsbilule L centzal planning regime fnosirict
accordance with socialist principles.
Understanding the task of reform and what pressures would bear
on the reform movement, requires a clear picture of what it is that is
supposed to be reformed. In order ro gain such an understanding we
must begin by looking at the real, existing system that was in place
when Gorbachev initiated perestroika, and not some system that we
imagine theoretically to have been in operation. The illusion of
central planning must be rejected. lllicit markets existed both inside
and outside of the 'plan’ and, in fact, were vital 1o the operation cf rhe
system. In reality, the Soviet system remained at heart a commodity
- production economy that depended on the decentralized decisions of
individuals o coordinate cconomic affairs in an ex post fashion.
The Soviet system was best characterized as a marker economy
dominated by monapoly producers and subject to vast and arbitrary
government interference. This chapter seeks to justify this characeer-
ization and provide the appropriate backdrop for analyzing the
problems associated with reforming the Soviet system and why all
historical atctempts to do so have failed so miserably.
calculation.
But this argument did not go far enough in explaining the acrual
operation of the Soviet-type system. However sound Mises’ argument
may be, it lacked both a detailed examination of the institutional
structure of Soviet-type economies and the incentives within the
system that are necessary for an adequate understanding of that
system. Much of the implicit economic relationships that were vital ©o
the operation of the Sovict system are glossed over in the Miscsian
analysis. As a result, Mises's discussions of Soviet practice seem
somewhat odd.” They leave the impression that he was denouncing
the Soviet government for doing what he had argued in 1920 was
impossible for them t do: centrally plan an advanced industrial

THE INSTITUTIONS OF SOVIET CENTRAL
PLANNING

The Soviet system of cconomic planning was basically implemented
right from the beginning of communist rule.” On 15 December 1917,
for example, the Bolsheviks established the Supreme Council of the
National Economy (VSNKh) that would rationally plan and direct
the development of the economy. The establishment of the VSNKh
was followed by further economic decrees which nationalized the
banks {27 December 1917), foreign crade (22 April 1918), large-scale
industry and railway transportation (28 June 1918) and small-scale
industry {29 November 1920). Though the New Economic Policy of
the 1920s attempted to liberalize the economy and reduce the
administrative burden of the bureavcracy (through repeal of some of
the decrees, e.g., the 29 November 1920 decree), the major economic
centers of the national economy remained under government direc-
. tion and control. In other words, despite the NEP reforms the basic
institutiona! scructure established afeer the revolution remained
intact. The Soviet state as it matured under Stalin, despite some
shuffling, remaming and realignment of the institutional

39

eConomy.

Traditional comparative systems theorists do not fare any better.
The de facto establishment of property rights and the pervasive
operation of illicit markets, as well as the system of special privileges
for the Soviet elite, simply did not receive the attention necessary to
understand the system as it actually operatcd.6 And in the Marxist
analysis, where these factors were emphasized, their existence is
serinusly misunderstood The Stalinist command economy was not a
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Council of Ministers
GOSPLAN, Planning Commissions and Functional Committees
Industrial Ministries

State Enterprises

Figure 4.1 The decision-making hierarchy of the Sovier economy

structure, simply reinforced the basic institutions of administrative
command that originated with the Bolshevik attempt to construct the
new socialist order. The institutional hierarchy of the economic
Y gacso o was Gemlbv implanted in che Soviet struciure of gov-
ernance by‘ the 1930s and has remained basically 1ntact ever siie,
The planning bureaucracy of the Soviet cconomy €an be
represented by the rough organizational chart shown in Figure fil
This decision-making hierarchy was supposed ta coordinate economic
activity in an ex anie mManner 50 s 0 maintain a balance of society’s
resources.” Theoretically, ex ante coordination would better serve the
interests of society by climinating the waste and inequities in
economic affairs associated with the ex post coordination of economic
plans by the price system. By bringing economic decisions under
conscious regulation, the planning apparatus was supposed 0 balance
the supplies and demands for society’s scarce resources o a more
cffective manner than accomplished by the price system. Supply and
demand would be brought into balunce by rational and democratic
administrative procedures, rather than the chaotic process of price
adjustment that occurs in a marker economy. . o
The Politburo and the Central Comimiteee first decide the priorities
for the planning period, and set output Argets. These output targets
are then communicated to Gosplan which in turn establishes control
figures and estimates of the required inputs to meet the comr_ol
figures. Ministries are then informed of the projected material
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constraints they will have to face, and they will begin negotiating with
Gosplan uver the witol figures and the svalabilin ol resources
After this initial phase of negotiation, the ministries will inform the
enterprises of the control figures.

Now a new stage of political bargaining begins as the enterprises
negotiate with the ministries over output targets and input require-
menes. During this stage of the planning process information flows
up from the individual enterprises to ministries to Gosplan. At each
stage, the requested inputs by subordinates are checked against the
input needs as estimated by the superior office. If 2 discrepancy exists,
then che subordinate must defend rhe deviation from the superior’s
estimate. Gosplan serves as the final arbitrator of this process by
assessing the compering requests. As the bargaining process comes to
an end, Gosplan must make sure that planned supplies of each
commaodity match their planned demand (input requirement and final
use). In this manner, Gosplan develops a binding economic plan that
assures the ex ante coordination of economic activity in society. At
least this is how it was supposed to work.

THE ECONOMICS OF 1LLUSION

This porilait ol punbisl Globoiiy Stobadl Slnly LanLgnaive
stages of the planning hierarchy over output rtargets and input
requirements did not engender the rational allocation of scarce
tesources in either theory or practice. In fact, the system generated
economic irrationalities throughout the entire process. Plan failure
ameng economic agents was a staple part of Soviet economic life for
managers of cnterprises as well as consumers. Obwiously, the Soviet
planning system possessed a cerrain rationality, but it was not
economic rationality.

The ideological illusion of a rationally planned economy had to co-
exist with the reality of systemic economic failure.” Without the
ideological illusion, the Party's economic mencpoly could not be
justified. As a resulr, the Soviet people had to live a lie. This was nota
normal lie, however, in cthat it was the peculiar Soviet false realiry chat
had to be protected to legitimate the revolution and the Parry. Soviet
citizens spoke in one language that conformed to the pseudo-reality of
Soviet socialism, while they lived within an eatirely different realicy.
There was one lie, but two realities.'”

The problem with the planning system was not limited to the vast
amouant of information that was supposed to be processed by the
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center, and the shieel cunpuexty vl hat sk, Ruther, the guality of
the information available to economic planners in the absence of free
marker prices would prevent any mind or group of minds from
assessing the economic allocation of scarce resources among
alternative uses even if the most advanced computational technology
was available o them. This fundamental problem with central
planning of the economy has often been overlooked because nnaly.s:s
and planners confuse rechnical and economic efficiency. It is one thing
to determine that platinum, steel or cement, could be used to build a
bridge, 1t is quite another to discover which material would be
economically employed in that use. The technical problem concerns
achieving one end and allocating means to obtain that end given
certain physical and engineering constraints. The economic problem,
on the other hand, is one where scarce means must be allocated
among competing ends, and the knowledge required to accomplish
this allocational rask economically is dispersed throughout the econ-
omy in scarcred bits and picces. ln other words, the cconemic
problem of a complex industrial cconomy is one of mobilifing the
private information thart is embedded within the various, and often
conflicting, plans of economic actors in a way which translates that
ke emmarinn into effecrive knowledge for others so as to promote the
coordination of economic plans between actors.

The functional significance of cconomic caleulation in the market
cconomy is that, despite its imperfections, it allows the social system
to select out from among the numerous array of technologically
feasible projects those which are economic. In economic calculation,
the market system possesses a weapon to combat the general
knowledge problem that all social systems confronz in attempting to
mobilize the dispersed and incomplete information that exists
throughout the economy and is not available to anyone in its
entirety. Through a process of error detection and the corresponding
opportunity for economic profit, the market system motivates learn-
ing among economic agents so they may discover how better to
allocate scarce resources to satisfy consumer demand. The hierarchical
planning system does not possess similar weapons.

Not only does the planning hierarchy lack the requisite infor-
mation rationally 1o plan the economy, but it also does not possess the
disciplinary devices that a market system does (0 overcome strategic
incentive pmblems.'z Consider, for example, the principal/agent
problem that exists whenever a principal relies on an agent to carry
out her goals. In such situations, the agent because of informational
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asymmetries may find it in his interest to act in a manner inconsistent
with the goals that the principal has set. Unless the principal can
effectively monitor the activity of the agent, her goals w:ll not be
achieved.

A large corporation potentially faces this problem because of the
separation of ownership from control. The owners (shareholders)
may desire chat mapagement only act in 2 manner as to increase the
profizability of the firm. Management, however, may wish to pursue
an alternative course of action that maximizes their perquisites
independent of the goal of profic maximization, Without effective
monitoring, management ¢an act in a manner that diverges
significantly from the goals of the owners. But the market system
provides a disciplinary force through the capital market that compels
management to act in line with the goals of the shareholders.

A decline in the stock price of a corporation signals 1o economic
actors that che expected future profitability of the firm has declined. If
individuals belicve they can increase the profitabiliry of the enter-
prise, then they will buy up shares, take over the enterprise and
restructure management. Takeovers and mergers discipline managers
to act in accordance with the interests of owners through the market
for corporate control. Market competition from new groups of would-
Do LAIEEELS 1 addibioil U COHIPCLGEL Wil i Ll Uy Lose who
want to cimb the corporate ladder present challenges to existing
management whenever they behave contrary to the interest of the
principal. '

Well-established and freely funcrioning labor and capital markets,
however, are a prerequisite for this disciplinary device to exert the
corrective monitoring of agent behavior necessary to overcome the
problem of strategic incentives. Without these markets, or similar
devices, agents will strategically act in a manner that diverges from
the interest of the principal.

In a democracy, for example, politicians are supposedly the repre-
sentatives of the electorate, Elected officials, in other words, are the
agents while the citizenry are the principals. The vote mechanism
supplies the monitoring device 1 discipline the behavior of
politicians. The problem that exists within democratic procedures,
however, is that the phenomena of rational abstention and rational
jgnorance among voters seriously questions the ability of the voting
system to convey accurately information about voter preferences.
Mcreover, there does not exist in the political process the kind of
error detection and learning mechanism that do exist within the

G5



— —. T —— - et . S = Y - -

—

wHY PERESTROIKA FAILED

marker process o motivate a quick adjustmenit of behavior wmoag
political acrors so as to conform to the expectations of the electorate.

This potential problem of agency is compounded within govern-
meat decision-making whed it is recognized that there are also deeper
layers of the principal/agent problem throughout the system. Most
functional tasks of governance are not carried out by vote-seekiog
politicians who must face re-clection, but by a non-vote-seeking
bureaucracy. Beyond the principal/agent problem that exists between
voter and politician, there is another principalfagent problem
between the politician and the bureaucracy and another between the
head of the bureau and her subordinates.” Political actors must devise
monitoring mechanisms to make sure that the bureaucracy acts in line
with their goals. Bur there are defipite limits to the supervisory
capacity of officials (ot the electorate). And, these limits vaIy
inversely with the degree of coordination required to accomplish the
task assigned. In a large organization, the higher the degree of
coordination required the lower the limit of supervisory capacity.

Whereas the price system ¢an achieve 2 high degree of coordination
of economic plans in the complex task of advanced industrial
production by summarizing the terms of exchange (and, thus,
eouiiuilibally, wil Shie gt g e matinn octors must ;-\rnrewﬁ=
politics does not have recourse to any analogous procedure. A free
market provides the incentives and information for the mutual
adjustment of behavior among participants even though no single
mind or group of minds conscicusly directs che flow of resources for
the system as a whole. Bureaucratic organization of the economy,
however, would require the superior consciously to coordinate the
activities of all subordinates.

Under Sovier rule, even the potential check of the electorate was
absent from political economy dccision-making.” The Party, and the
Party alone, was the principal and the planning bureaucracy was the
agent. Most Soviet economic practices, in fact, can be explained as
attempts by the Party to monitor effectively the behavior of bur-
eaucratic agents. Soviet practices, from the periodic purges within the
Party and the elaborate nomenklatura system of patronage 0 the
five-year plans and gross output success indicators, can be explained
as the rational outcome of attempts to reduce the agency COStS
associated with centralized economic administration of the cconomy.”

The sole purpose of the Soviet economic administration was o
mezintain monopoly control over resources. © In this way, the Party
could treat all economic problems as technological ones. The Party
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feadership would decide privrities and dictate that resources flow in a
direction that would achieve those priorities. Such 2 wartime
approach to the allocation of scarce resources cannot persist indefi-
nitely since it tends to disregard the economic cost of resource use.”
Throughout their history, Soviet economic planners possessed neither
the information nor the incentive to appraise the alternative use of
scarce resources in production. Without any method to assess the
oppostunity cost of resource use, waste and mis-allocation inevitably
result. In other I‘éw:)rds, the Soviet system was in a state of perpetual
£COROMIC CrISIS.

This crisis, however, could not be revealed otherwise the leading
role of the Party would be questioned. The underlying ideclogy of the
Soviet system promised a more moral and efficient socicty. Unfortu-
nately for the peoples of the Soviet Union it produced neithet. But,
that could not be openly admitted or the system would lose
legitimacy.'g The major function of the economic bureaucracy was
transformed iato the production and maintenance of the illusion of
rational economic planning that achieved tremendous  economic
groweh.

I'HE DUAL REALITY IN POLITICS AND
ECONOMICS

The official version of the ecanomic structure of the Soviet economy
was justified on the grounds of its rationalizing effect on the social
system of production. Central planning would eliminate the chaos and
waste of capitalism, including the business cycle. Bur, the central
planning system was theoretically incoherent. Such an administrative
command system of economic organization could not engender the
incentives or mobilize the information necessary fo coordinate
successfully the multitude of economic plans required in an advanced
industrial economy.

Alongside the official economy emerged a de facto economy that
attempted to fill in the gaps created by the failed official system.m
Markets are like weeds, they spring up all over and are impossible to
stamp out completely. Wherever there is a gap, alert economic actors
will attempt to grasp the opportunity available for personal gain. In
the production process, special middlemen (the rolkachi) were relied
on to gather resources {inputs) so enterprises could mee: plan targets.
The tolkacki worked on behalf of state enterprises selling surplus
commodities on the one hand and purchasing needed products on the
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other. There cmerged 40 cure secuiddry supply sysrem arannd the

tolkachi’ On the consumption side, illicit market transactions
actempted 1o correct for the long queues and poor quality of consumer
goods found in the official state stores. Private market activity
enhanced consumer well-being by increasing the flow of goods and
services available and by offering an additional source of income.
The dua! reality that Soviet citizens dwelled wichin was not limited
(G economic activity, but also extended to their culural, intellectual
and political life.” Jazz music, for example_. was for a long time an
underground phenomenon. Books and arucles- suppressed by state
censors circulated samizdat among scholars and intellectuals. And, the
dissident movement atose to challenge the governing authority of the
ruling elite on several frones.” ‘ ‘
There is, however, a significant difference in the experience of this
duality within the economic sphere from that in the culcu.ral anc%
intellectual realm. The underground culture emerged not to ‘correct
the failings of the official system, thus propping it up. Ifcuhcr, the
sub-rosa culture challenged the official system. Its function was 0
break the official system down and offer an alternative social order.

The monopolistic grip of the Party over the economy was more
! ' qnore b owon frnomain sonree af

Qirticull (o Ditdh. xhe Darty o ekl ain
privilege and power. Party officials did not have to wait in queues,
they shopped in special stores, lived in nice dachas and drovle their
2ils.* The underground economy cxizitcd o correct for the failure _of
the official system, not to replace it 7* The ruling elite could co-exist
with a system that appeased the population, but they could not co-
exist with an economic system chat would have threatened the
monopoly status of the Parry.

Iilicit market exchanges propped up the faulty structure of the
planned economy. The tolkachs, for example, rnm‘ie the appcarance.of
conformity to the planned targets easier; they did not compete wlt.h
the official industrial supply system. The underground marllcet in
consumer goods aided individuals in obtaining desircd' goods wnh'o_u:
waiting in queues, but again it did not compete with the official

stem.

S’yFrom high officials to bureaucratic functionaries, t‘he ffiilure cgf the
official economy presented oppartunities for economic gaia. Basically,
the official Soviet economy Wwis & non-pricc rationed econommy. If
prices are not allowed to tell their story about re!ative scarcities of
goods and ration scarce goods among alternative uses t.hr()ugth
ad offers, then some other rationing device will

66

monetary bids 2

THE NATURE OF THE SOVIET-TYPE SYSTEM

emeree o allocate scarce resources.”® Queuing, of course, rationed
scarce goods and services in the othcial economy. But, he existence ol
queues automatically presented an opportunity for store clerks and
others to transform the non-monetary costs Lo CONSUMETS of obtain-
ing goods inte economic gains for themselves. Barter or outright
bribing could obtain goods that could not be obtained through official
channels. Living na fevo (under the table) was the mainstay of Soviet
economic existence. From a taxi cab ride across town to admission to
university, from obtaining an apartment 1o receiving anesthesia for
an abortion, securing goods and services required side payments
(monetary or otherwise).

In addition, without stable and enforceable property rights, the
unofficial economy was forever vulnerable to opportunistic behaviar.
The discipline of repeated dealings provided an incentive for most
individuals to act in a cooperative fashion. But the opportunity for
strategic cheating was always there. As a resulr, illicit enforcement
mechanisms emerged to police contracts.

An example may clarify this point. During prohibition of alcohal in
the S, drinking did not cease. ” Rather, an illicit market for alcohol
quickly arose to meet consumer demand. But several things were
undesirable about the characteristics of this particular market. First,
the quality ot the producr sold cnanged JadiCadly, iaLi€asing 1
potency and, thus, risk to consumers. The high cost of transporting
the product (which now had to include the cost of evading the police)
dictated that per unit potency must increase in order 0 maintain
profit margins. Beer and wine almost disappeared from the market as
pure grain alcohol was transported and mixed at points of distribu-
tion. Second, the private mechanisms for enlorcing contracts
increased the criminal element in the production and discribution of
alcohol. In other words, prohibition did not eliminate alcohol con-
samption, but it did create 'bathtub gin® and Al Capone”™

Without clear property rights and contract law, product quality
cannot be guaranteed and the market environment may deteriorate
due to che crimjnal element. The underground economy of the former
Soviet Union cannot be relied on completely to transform the
economy into a functioning free market system. The unofficial
economy existed solely because of the failures of the official economy
brought on by the prohibition of free market exchange and produc-
tion, and, thus, lived in a symbiotic relationship with the official
economy.”’ Transformation required the abolition of prohibitions
against market activity and the establishment of well-defined and

67



—— e e e — - -

I Al

WHY PERESTROIKA FAILED

strictly enforced property rights. In other words, rransformati-on
regquired the prepondenatie of the rgh ronzeennomy 0 CEASe £0 EXIST
Not because of a government ‘crack-down’ on corruption and theft of
state property, but because individuals would be allo?-'.ed freely to
produce and exchange goods as they saw fit. Competition from an
above-ground and legitimate free market sector would overtake the
state sector in the production and distribution of goods.

Socialist theorists traditionaily did not predict that this would be
the outcome of a competition between the private and state sectors.
Fabian socialists, for example, argued that the laws of economics were
on the side of socialism. Basically, thetr argument was that since state
enterprises could sell their products at cost and not for a profit, they
would undersell and thus out-compete capitalist firms. The Fabian
scrategy for social change, as opposed to the Marxist strategy, was one
of gradual encroachment by the state sector. Pgbli.c producti_on of
goods and services would eventually crowd out capitalist production as
public enterprises proved to be the superior producer of the good.

Afcer the collapse of the Russian econcmy as a result of "War
Communism'’ in the Spring of 1921, the Bolsheviks introduced partial
matket reforms with the New Economic Policy. While retaining their
Marxists credentials, the Bolsheviks were implicitly engaging 10 2

proes et ey periment with rhe Fabian idea of a socialist encirclement
of capitalism as opposed to an immediate revolutionary abolition of
capitalism. During the NEF in the 1920s, !Jhe old Bolsheviks
‘ntroduced the concept of socialist competition.’ The socialist sector
of state-owned enterprises would compete with the small-scale
private enterprise that was allowed to cxist legally. The state sector
would eventually defeat the private sector because of the efficiency of
large-scale industrial planaing, and then socialist economic planning
could be fully implemented throughout the entire economy. This
competition was cut short by arbitrary intervention into the economy
by the Sovier government throughout the 19205 which desrroyed the
incentive to engage in above-ground, private capital accumulation and
investment, and finally, by Stalin’s revolution from above beginning
in 1928 in which ali private market transactions sought refuge in the
underground economy from then on. The state socialist sector "won,’
not by outperforming the private market in economic competition -
chis, contrary to socialist expectations, it could not do - but by
destroying the legal private market altogether.

That was the basic economic system Gorbachev supposedly sought
to reform. The Soviet social system of production was characterized

08
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= by the pseudo-reality of a rational, hierarchical planned economy, co-

" existing wirh rhe renliry of plan failere and illicit eorrective measures

on both the producer and consumer side of the market. The Soviet
system not only relied on the decentralized decisions of thousands of
economic actors to coordinate plans that were supposed to be pre-

. reconciled by the organs of central administration, but it also

remzined at heart a commodity production economy.“ Production
was not for direct use, bur rather was divided into two categories:
production for production’s sake (to maintain the ilusion) and
production for exchange (to sustain the population). Bargaining and
haggling were a way of life for those who had to subsist by living na
levo,

In other words, the Soviet economy was not 2 centrally planned
economy radically different from any other £CONOINIC System
witnessed in history. It was over-regulated, abused and distorted, but
it was, nevertheless, a market economy.“

THE SOVIET ECONOMIC SYNDICATE

The Party elite watched over this market economy as if it was thetr
own private domain - which it was. They were the de facto owners of
Snvine ancisty's cearre recanrres As Milavan Dijlas painted o a long
time ago, they were the 'New Class’ of propertied owners under
socialism.” Each layer of the Party elite, from Politburo bosses to
local Parcy officials to enterprise managers, was a feudal lord. They
benefited directly from both the successes and failures of the official
€Conomic structure.

The central planning bureaucracy simply represented the central
office of an elaborate system of interlocked industrial cartels in the

i . 34 .. - . . .
~ Soviet economy.” The ministerial organizarional structure established
 barriers against competition from other producers. The market was

segmented and the central office monitored the cartel.” The persist-
ence of excess demand for products caused by artificially low official
prices produced a sellers” market. The shortage economy in combina-
tion with the monopoly status of producers simply reinforced the
power of the managers of the state economy. The seller in such an

- *environment can insist on whatever terms of trade he desires.

.“-

As 1 method of monitoring the cartel arrangement the Communist
Party exercised tight control over managerial appointmems.y’
Approval of the Party district committee was necessary to change
jobs. Party organizations were responsible for creating 2 ‘'managerial
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reserve’ list of qualified individuals for management positions. Party

OLgdlls Litailldlng thit c.pht Lo vets duy appmintnent e o prosts
17 -

listed in the nomenklatura. Loyalty to the Party and political

reliability were the critical factors in the criteria for selection

managerial posts. . ‘
The mature Soviet econocmy was simply a syndicate ot ‘ultramo-

nopoly’ created and enforced by the organs of centralized state power.
“The nomenklatira class, Michael Voslensky writes, ‘exercises
unlimited sway aver the huge syndicate of which the Soviet economy
consists. That is the principal feature of the country’s economic

organization. Nevertheless, the outside world goes on believing that

. . . 3o
its chicf characteristic is economic planning.

CONCLUSION

The revolution of 1917 did not usher in a new era of social justice and
economic rationality. Rather, the economic system born in the
Russian reveolution was the twentieth-century version of the ‘old
regime.” Political and economic privilege was granted to those ia
positions of power, and the organs of state power were cxpployed 1o
defend those positions. The countryside was brutalized into a new
LR an i Foqe ke sgling lise’s nrencripaninn
with building industrial cidies. Moreover, citizens throughoultk the
Sovier Union were compelled to shoulder the burden of a military
empire that was ridiculously expensive. _

The Party’s influence was felt in every area of life. Tl1ose beholden
to the system cxisted throughout every layer of society from Party

boss o local school teacher. The conceprual difficulty of reforming

such a sccial 5

1 economic restructuring. All that needed to be done was to eliminate

the leading role of the Party and irs monopolistic grip over the .
economy. The conceptual difficulty lay in mobilizing a people that .?
had been culturally conditioned to submit to authority to challenge the 33

main beneficiaries of the system.

The challenge of reforming the Soviet system was pot one of pure 3
economic theory as is suggested in the usual conceptualization of the
problem as & move from a centrally planned non-market economy to 4
economy. A private market economy, In 3
fundamental sense, does not need to be created. A market economy
evolves spontaneously wherever opportunities fgr cconormic gain ::,
present themselves as is evident in the continued existence of the sub-

a private market

#

ystem was not that this was an entirely new adventure - 43
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rosa cconomy of the former Sovier Union even at the heights of 'war
cornanunivn COTR-TU e

activity in che 1930s. Well-functioning markets, however, do require
the establishment of rules which protect private property and ensure
the freedom of entry. Without these institutional censtraiots,
individual economic activity cannot be guaranteed to move in direc-
tions that will be viewed as socially desirable. Within the proper
institutional constraints, however, the profir-seeking activity of
individuals will tend to generate an overall economic erder that
allocates scarce resources in a manner which will enhance the
economic welfare of citizens.” Policy choices should be limired to the
choice of the institutional constraints, Le, the general rules, within
which economic activity will transpire.

Changing the general rules in the former Sovier Unton, however,
amounted o recontracting the basic social compact that had existed
from at least the 1930s." Some would certainly gain with the new
regime, but many would lose. And, those who had the maose w0 lose
were those in positions of power, That was the conceprual problem
associated with reforming the former Sovier Union,

The problem was one of pofitical ecomomy and could not be
addressed otherwise. But in order to begin to address the problem, it

wac arcessare Frne e mederarand wbor e ennpnced en he cefarmed

and Sealin’s el an pelvlce seenomi

Unfortunately, standard Sovietology did not pay enough attention to
the unofficial system that susrained the official Sovier system. The
reasons for this failure to examine in detail the real operation of the
Soviet system can be autributed to: (1) 2 disregard among economists
for evidence other than measurable statistics; (2) the elegance of the
formal structure of central planaing and the balancing of inputs and
* outputs; and (3) the preoccupation with aggregate measures of
K- economic growth as cpposed to detailed microeconomic analysis of
bt the industrial structure. Any one of these intellectual prejudices, let

" glone all three in combination, wounld possess a deleterious effect on
the atcempt to understand the Soviet system.

The Soviet economy simply was not a cencrally planned economy
A where the leading stratum sought to employ society's resources in an
2 efficient manner, but just failed to do so for lack of ability or effort.
% Rather, the system thar evolved out of the attempt to realize the
Marxist dream of a more rational and just society was a caste society
of political power and economic special privilege. The Soviet reality,
- as opposed to the pscudo-reality often portrayed in Soviet pro-
paganda and Western textbooks, was represented in the interconnec-
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fficial cconomies and the economic .
| frrm that serncrure. Understand-
erequisite for satistacterily
orming the former Soviet
rous market cconomy.

iion between the official and uno
bt ansret of thone whe e nefires
ing the real Soviet reality is a necessary pt
examnining the difficult problem of transf

economic system into a thriving and prospe

1

E THE LOGIC OF POLITICS AND
THE LOGIC OF REFORM

A nation so unused to acting for itself was bound to begin a
wholesale destruction when it launched into a program of
wholesale reform . .. An absolute monarch would have been a
far less dangerous innovator. Personally, indeed, when 1 reflect
on the way the French Revolution, in destroying so many
institutions, ideas, and customs inimical to freedom, abolished
so many others which were indispensable to freedom, I cannot
help feeling that had chis revolution, instead of being carried out
by the masses on behalf of the sovereignty of the people, been
the work of an enliphtencd autocrar, it might well have left us

better HTted o deveinp 11 due cunisC (iU & HIEE Lt

Alexis de '1"ocque‘~fillcI

INTRODUCTION

In accomplishing any difficult task, recognition of the problem to be
solved is one thing, providing a workable solution is quite enother. A
clear conception of the problem, however, i a necessary prerequisite.
In fact, one of the major stumbling blocks to the transformation w a
more liberal and civil society in the former socialise countries has been
the failure to apprectate the depth and nature of the problem at hand.
Moreover, the cultural legacy of the previous system of economic
organization ~ the administrative command econcmy - has been
misunderstood.

Nat only were scholars, intellectuals and palitical actors confused over
-the nature of the Sovict-type system, people in both the East and West
swere generally confused over what the economicorganization of a liberal

and civil society would lock like." This confused state is a result of a
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tailure to understand the historical lesson offered by twentieth-century
economic policy. The experience of L cLoliOilie SYSLEDS il bulli Bast
and West have more in common than is generally recognized.

The historical experience of government-managed economic policy
ia both East and West has much to offer for developing sound and
tiberal economic policy in the rwenty-ficsc century. Recognition of the
structural problems confronting government-managed €COnOMIES
provides the basis upon which we can begin to understand the
political realities that liberalization policies will [ace.

RENT-SEEKING: EAST AND WEST

Difficulties in government economic management are not peculiar to
the Soviet-type economies. The failure of econamic policy in Western
democracies also illuserates the fundamental problems of government
management of the econom)r.a Budger deficits, public debt, monetary
and credit manipulation, disruptive raxation and failed public services
are fucts of life in the West and are consequences of econormic policies
that demanded an active role of the government in managing the
affairs of capitalism.” Western consumers are ridiculously well-off
compared to their East and Central Buropean counterparts, but chat

ST , _“,-' LTI .h‘.,-.}'n? pre Treey ']‘('"T‘ “'."“""‘!!"Hl

problems and providing information to would-be reformers about the
failures of Western political economies.

While most commentators discuss what the East can learn from
Western democracy and managed marker capialism, we stll have
much to learn from the East that relates to vur own problems. And,
rather than learn from our legislative ecanomic ‘successes’ the East
could learn a lot from our failure to protect our constitutional
heritage. As John Kenneth Galbraith has reminded us, the political
and economic systems of the West are not examples of laissez-faire
capitalism, but are forms of incomplete social democracy.”

While laissez-faire capitalism does provide answers to the econ-
omic problems of incentives, information and dispersed knowledge
discussed in Chapter 3, the constitutional democracies of the West
have failed to address the political organization problem in any
lasting way! The noble and inspiring original attempt at consti-
tutional democracy derived from the work of Montesquieu has failed
to produce the poliry it envisioned because of the internal workings of
democracy.” The rule of factions that James Madison warned us about
has become the norm of governmental practice in the West."
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The rule of factions is a logical outcome of representative
demwcracy Gon W polities loes nat always make for prod econnmics
Rational sbstention and rational ignorance on the part of voters
undermine to a considerable extent the preference revelation function
of electoral campaigns. Moreover, democratically elected politicians,
who by definition must rely on votes and campaign contributions to
get elected, cater to those who have a selective incentive to cast
iaformed votes. As a result, the bias in policy-making under represen-
rative democracy is to concentrate benefits on the well-organized and
well-informed and disperse costs oa the ill-organized and uninformed
mass of citizens. The best way to do this is to sponsor policies which
yield short-term and easily identifiable benefits at the expense of
long-term and largely hidden costs. Continual deficit financing or
financing government activity through the hidden tax of inflation are
just two of the wals that politicians have at their disposal for pursuing
such a course. Public policy in the Western democracies, therefore,
conrains both a concentrated benefit and a short-sightedness bias.

Western institutions such as the United States Federal Reserve
System, Federal Trade Commission, etc., even though they are lauded
as fuidamental institutions for regulating the excesses of capitalism
are quite susceptible to political influence. Much of the evidence of the
histary of these institutions, in fact, suggests that they were instituted
for the purpose of protecting special interests trom tne rigors of tree-
market competition.

We are, therefore, faced with a peculiar situarion in assessing
comparative political econemies in Fast and West, On the one hand,
complete and comprehensive socialism is simply an economic
impossibility. The economies of the East did not conform to the ideal
model of socizlism. This was not because of political perversion of the
ideal by the leaders, but for the simple reason that the socialist model
cannot exist in reality. Instead these economies were commodity
production systems that relied on the decentralized decisions of the
market (however deformed) as the basic coordinating mechanism.
The system granted de facto ownership of scarce resources 0
members of the bureaucracy who derived profits from their positions
of power through artificial scarcity rents and patronage rents."”

On the other hand, Western economies do not conform to the ideal
model of capitalism. Laissez-faire capitalism, unlike socialism, how-
ever, ir an economic possibility. But, individuals find that through the
use and manipulation of government they can achieve and protect
contrived scarcity rents that competition would otherwise disperse
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among consumers, From an organizational viewpoint, the real exist-

INg eCONDIMIC SYsteins 1 East and West are the sang the difference

lying in degree not in fundamental kind - 2nd can be studied and

criticized by employing the same principles of economics. The
economies of Fast and West are quasi-mercantilist, rent-seeking
societies,

Whether we call these economies state capitalist or stare socialist
(deformed capitalism or incomplete social democracy) the main
problem facing the reform of the government-managed economy in
both East and West is the powerful vested interests that benefit from
the pre-existing organizational arrangement. The failure of both the
Thatcher and Reagan ‘revolutions’ to produce any lasting structural
change should warn the would-be reformers in the Fast of the
difficulty in turning back the state. As Anthony defasay has
concluded: 'Democracy's last dilemma is that the state must, but
cannot, roll itself back.""”

Within a democratic regime such as the US, as Milton and Rose
Friedman have argued, 2n iron triangle consisting of politicians,
beneficiaries and the bureaucracy forms which produces a bias toward
the scatus quo.” Morcover, as Racquel Fernandez and Dani Rodrik
have argued, even in cases where che welfare implications of a pelicy
COdugE A reinT g, e T 1o Vhee'izarinn, refrrme will be
resisted by the p{)lit)ﬁH The bias toward the status quo results not only
Secause of the interest group pressures that the Friedmans discuss, but
also can be shown to follow logically from the asymmetry thar exists
within the political process. Informational uncertainty about
individual gainers and lasers from political economy reform prevent
desired reforms from ever being adopted in che first place even if they
would receive popular support after the fact. And, once a reform is
rejected it is unlikely to ever be accepted.

In other words, even assuming away pressure groups, voter
preferences may still be revealed in a manner which possesses a status
quo bias. An electorate, for example, that rejects a policy reform will
not possess any incentive to change its vote in the future for the
simple reason that no new information about the efficacy of the policy
will be provided by the passage of time. Information concerning the
rejected policy will not be readily available and, thus, there will be no
reason why the electorate would change their behavior. A rejected
ceform will remain rejected, whereas an accepted reform will either be
supported as it proves effective or it may be reversed in the future if ic

proves to be unpopular.
76
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The incentives and information generated by voting procedures, as
well a5 interest proup pressure, penerate a bias toward the political
status quo and the rejection of welfare enhancing econom:c poLicies.
Only a shock to the system coupled with a major reform package can
break this hold that existing political structures have on the economic
system. The upshot of this analysis is that public policies that
generate economic inefficiencies can have a rather long life once they
are instituted. Moreover, the focus of reformers should not be on
correcting past incfficiencies because the difficulties of reversing the
particular policy will be considerable. Rather, reformers should be
concerned with establishing insticutions which protect against eco-
nomically incfficient public policies from being accepted in the future.

The reformers in the East would do well to learn from the failure of
Western democracies to check the encroachment of the state into
economic life and the apparent inability to reverse the process. And
the West would do well to acknowledge intellecrually thar the same
pretense of knowledge that inspired the socialist experiment in the
Eastern Bloc also inspired, and continues to inspire, cur attempts at
managed capitalism and social democracy.

THE PROBLEMS AND PARADOXES OF REFORM

Perhaps the inust LOMINUN CBLPIIAL UL ALy wwiictiiing e
transition of the economies in Last and Central Europe and the
former Soviet Union, is that there does not exist a transiticnal model.
While the transformation task is daunting, the mainstream perspec-
tive tends to overstate the difficulty.

There should be rezl concern on how to get there from here. Bur,
the economic problems of reform are systematically overstated in the
conventional wisdom because of erroneous comparisons between the
real levels of output, employment and prices in a market environment
with the spurious levels recorded under the previous administrative
command system. For example, there is a standard of living measure-
meat problem in the reform process. Traditional measured real
incomes are nominal incomes divided by prices, but in an excess
. demand economy {i.e., where prices are fixed below market clearing
levels) incomes divided by prices do not measure actual living
standards. A rise in prices that brings forth supply may actually
' increase well-being whereas the measurement would show a decrease.
A similar problem is associated with standards of economic growth.
The previous system valued production independent of the net
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market value produced and as such overstated economic growth.
W peer, 1he o ouUfpLt 1argers provided an inceprive 10 include
physical, but valueless, bulk output in measurements of growth. A
decline in measured growth during the transition, therefore, might
actually correspond to increased coordination of production with
consumption and satisfaction of consumer demands, including an
increase in product quality. Needless to say these problems are further
compounded if we include the problem of falsification of economic
statistics. From a purely positive economic perspective reform is
much more tractable and the attendant costs much lower than are
usually stated. The political economy problems of reform are real
enough without including bogus econOMmiC COSts.

Moreover, while there appears to be an intellectual consensus about
the failure of the old regime in East and Central Europe, 2 similat
consensus has not emerged concerning where the transformation
should lead. Therefore, the two major  difficulties confronting
structural reform are: (1) ideas concerning the nature and logic of
economic organization; and (2) the vested interests of the cld regime.

At the level of ideas there are those experts from the West who
continue to voice opposition to unfertered capiralism” The majority
of Western economists, especially chose advising the governments in
ceamaivien snch as leffrey Sache and Seanlev Fischer, are convinced
that the problem with the formezly socialist economies was that the
planning principle was pursued too comprehensively and vigorously,
thus confronting the bureaucracy with an overly complex task. In
those cases where partial marketization had occurred (such as Hung-
ary), the problem was simply that East Luropean economists did not
learn how to manage their economics effectively. With the right
insticutional framework, €.g., a centra! bank, a Federal Trade Comumis-
sion, an Environmental Protection Agency and so on, the task of
managing the economy could be accomplished efficiently and the
anarchy of unfettered markets could be controlled. The context and
implementation of planning under the old regime is challenged, not
the principle of planning and government management of a market
economy. That is the logic of the position of the mainstream reformer
even if they do not state that position epocitly.m Mix macroeconomic
stabilization policies with microeconomic regulation and the coaven-
vional wisdom espoused by Western advisors for economic
transformation emerges.

Western institutions, such as the World Bank and the Internartional
Monetary Fund, continue to provide aid for the planning and
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management of economic development to some 75 governments
arennd the world. including former socizlist economies. Continuous
appeals have been made by American politzcians and intellectuals
throughout the Gorbachev, and now Yeltsin, period to aid the East
European economies in this period of transition along the lines of the
Macshall Plan’ On 1 April 1992, President George Bush and
Chancellor Helmut Koh! of Germany unveiled the plan for a $24
billion aid package to the Russian government to assist the process of
economic reform.’

This practice persists in spite of the overwhelming evidence of the
failure of government planning of economic development and foreign
aid [;arug,rzuns.lq The very aid package offered would, by subsidizing
existing political/economic structures, undermine the revolutionary
transformation necessary for the formerly communist economies 10
become prosperous and thriving.

These ideas and practices concerning government manzgement
translate into two trends in policy-making that undermine even the
best intentions of reform. Tt is argued that what is needed 15 a careful
and detailed plan for the transition, which is envisicned as & process
of phasing in reforms. Drawing up 2 detailed plan requires the
specification of hundreds, perhaps thousands of laws cancerning the
regelation f atkers Phasing in cequires Leriding on eeORAMIT
priorities, e.g, which subsidies stay, which go, what firms are
privatized, which ones zre not and so on, before market competition is
introduced. Both trends in  policy-making tend o undermine
structural reform.

Racher than concentrate on werking out details of economic
regulation, reformers should commit themselves ta fundamencal
change in the structure of the polity's refationship ro the sconomy.
The problems with the phase in strategy are twofold. First, the time
lag gives oppositicn forces the opportunity to organize and develop
their counter-strategy to reform. Second, if the government could
outline priorities and select out the economicaily strong companies
from weaker ones and enact “hard’ budget constraints in the absence
of free marker processes then there would be no need for reform in
the first place. But only real market competitton can provide the
discipline of the hard budget constraint. Politics, on the othet hand, in
both East and West lcads to 'soft’ budger constraints and their
corresponding inefficiencies as politics dominates £CONOMLICS.

Thus, the reform decrees should neither be overly detailed nor
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come in a series of small steps. The decrees must cOMme, as it were,
overnight. Immediate and unconditional repudiation ol government
planning and management of the economy must be instituted.
Protection of private property, the elimination of consumer and
producer subsidies, the climination of all restrictions on labor
mobility and the elimination of all restrictions cn currency exchange
are just some of the decrees necessary. But in order to accomplish such
2 reform the political actors need to have tremendous conviction and
power.m This, of course, is potentially one of the great paradoxes of
reform.

Great centralized power may be necessary in order to implement a
great decentralization of the power of the government over the
economy. Such power would be needed because the very reason why
reform is necessary, i€, the dominance of bureaucraric interests over
economic, also provides the strongese resistance to reform. The vested
interests of entrenched bureaucracy provide formidable obstacles to
fundamental changeﬁ1 Bureaucratic inertia, as the reform econcmist
Vasily Selyunin pointed out in 1088, possesses the patential to
undermine any effort at change. "Today, Selyunin stated,

Lo shaels larpe and apinnely impotent 2pparatus is engaged
in :rmslatiﬁg the Party’s decisions on restructuning into the
language of various instructions and directives. Since bur-
eaucrats’ chief concern is self-preservation and, therefore, the
preservation of administrative management methods, it is not
hard to guess what the results of this process will be. The
existing bureaucratic machine cannot be incorporated in res-
tructuring. It can be broken up and eliminated, but not res-

22
rructured.

This problem of bureaucratic inertia and the paradox of centralized
power to accomplish decencralization are not phenomena new to the
post-CoMMURIst political economy. They actually represent the
fundamental problem and paradox of all actempts to change gov-
ernmental struccures in a direction thar reduces their scope and
power. [ronically, for example, trade liberalization in Taiwan and
South Korea in the 19605 and Chile in the 1970s was imposed by
authoritarian  regimes. Unfortunately, authoritarians often claim

power with a statement of good intentions, but rarely live up to

23
them.
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THE LOGIC OF POLITICS AND OF REFORM
SOVIET BUREAUCRACY AND PERESTROIKA

Since its inception, the Soviet state was al auiocraly, although not
necessarily a dictatorship. Ultimate authority usually was shared by 2
small group. At times a single individual, such as Stalin from 1928 to
1953, exercised approximate absolute power. But the Soviet political
system would best be described as rule by 2 small clique centered in
the Politburo.

The polirical structure of the mature Soviet system was estabiished
by Lenin in the spring of 1921. In order to alleviate the economic
catastrophe of “War Communism’ and eliminate the political
challenge to power that had emerged, Lenin introduced the parrial
economic liberalization of the New Economic Policy, but simulta-
neously he decreed absolute political power to the Communist Party.
Not only were opposition political parties effectively eliminated, but
even free debate within the Party was decreed illegal. Though many
Western cbservers of the Soviet scene, such as Stephen Cohen and
ferry Hough, refer to the 1920s as a period of cultural liberalism and
as z sort of ‘Moscow Spring,’ this averstates the freedom of that
period. Surely, the NEP period could be characterized as one of
relative freedom compared to the period of "'War Communism’ that
preceded it or the Stalin period that came immediately after, but it
was 004 a pelivd ob polilicdl ubidaton Ju st e, nppeste:]
It was, rather, a period of solidifying an authoritarian political
monopoly. That was the political system that Stalip inherired and
manipulated in his struggle for succession zfter Lenin’s death in 1924
and subsequent consolidation of power in the late 1920s.

Stalin simply became the sole power within a mornopoly of power.
Lenin's ‘testament,’ which has been a subject of controversy for years,
warned against this outcome.” But Lenin did not at any time suggest
that the Bolsheviks should forsake their privileged political position.
Rather, his letter to the Congress could be interpreted 15 suggesting
that leadership should be a collective leadership and not controlled by
any one individual in order to prevent a split of the Central
Committee, Stalin had concentrated encrmous power, but Lentn was
not sure he knew how to use that power wisely, besides which Stalin
was 'too rude.’ Trotsky possessed exceptional abilities, but was w0
attracted to the purely administrative side of affairs. Zinoviev and
Kamenev could not be fully trusted because of their hesitation in
October 1917. Bukharin was the most valuable theoretician in the
Party and considered by many the favorite of the whole Party, but
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he was too scholastic. No one man, in Lenin's assessment, had the
aracreristics to rule effectively Thev muse rule collectively and
avoid 2 split. Nevertheless, Stalin was able to outmaneuver his
politiczl opponents and consolidate his power by the 1930s.

One of the consequences of Stalin's purge of the 1930s was the
creation of a loyal cohort, The average age of members of the Sovic"t
bureaucracy fell drastically as younger individuals assumed r}?elr
purged seniors' former positions. 'In 1930, Michael Voslensky points

out,

69 per cent of the regional and district secretaries and secretar-
ies of the central committee of the Union's constituent republics
had joined the party before the revoiution. In 1939, 80.5 per
cent had joined the party oanly after 1924, ic, after Lenin’s
death, Of the 1939 secretaries, 91 per cent were under forty; in
other words, they were adolescents at che time of the revolution.
The figures for the secretaries of regions and towns are similar.
In 1939, 93.5 per cent had joiq(ed the party only after 1924, and
92 per cent were under forty.”

A comparison of the Seventeenth Party Congress in 1934 and the
Eighteenth Congress in 1939 also demanstrate this purge effect. At
rhe 1024 canprece 80 ner rent of the delecates had joined the Party
prior to 1920, but at the 1939 congress >U per cent ot the delegates
were under 35 yeats old. Stalin's purge of the 'Old Bolsheviks' served,
among ather things, to creare 2 layer of very young and loyal
apparatchiks. .

In representative democracies government bureaucracies grow
slowly over time and members tend to be of various age CDhOI-'tS. Thc
process of hiring and retiring is continuous, but gradual. '1th situation
in the former Scviet Union prior to Gorbachev was quite diffecent.
The Communist Party closely controlled the appointment of person-
nel o positions of power through the nomenklatura system and
political patronage. Moreover, since the bulk of the state bureaucracy
came to power at about the same time, the same Cf)hort controlled the
strategic positions within the bureaucracy. This system c0ulld be
expected 1o be extremely stable in its ordinary operations until that

cohort began to retire or die of natural causes.
In addition, the Soviet state had been an exceptionally stable

autocracy because of its method of succession. The usual route to
autocratic power is either military coup or dynasty. A third route
avoids many of the problems associated with either the coup or
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dynasty models of political succession, and has proven very stable in
the few cases that it has been successfully implemented ¥ The maior
characteristic of this system is thar a voting body is appoiated to
determine the autocrat's successor afrer the autocrat’s death or
retirement. Like his predecessors, Gorbachev rose to Chairmanship of
the Communist Party of the Soviet Union (CPSU) as the result of a
Politburo vote.

This system of succession effectively screened candidates for their
ability to rule in the interest of the cohort who elected them. Av the
time of Gorbachev's ascension to power, the Soviet economic bur-
eaucracy consisted of over 400 state committees, union ministries,
union-republic ministries and regional ministries and zuthoritzes.
And, each of these organizations had its own bureaucracy. The Soviet
economic burcaucracy employed millions of people and permeated
the encire industrial and agriculrural systems from top to bottom.™

Many interpreters have viewed Gorbachev's efforts from 1985 1o
1991 as a revolutionary challenge to the Soviet bureaucracy.” In chis
interpretation, Gorbachev s seen as an enlightened autocrac bent on
modernizing and liberalizing the Soviet political economy, Peiss-
troika was said to have a net decentralizing effect on the management
of the f:c:onom;,'.50 But this 'decentrzlization’ never did represent a
movement toward fairsez faire. The basic structure of rhe Sovier
poltical economy remamed the same.”

What Gorbachev was up to can perhaps betrer be understood as a
rediscribution of patronage perquisites.” Unlike his predecessors,
Gorbachev faced significantly lower transacrion costs in redistributing
patronage opportunities because of the demographic transition of the
bureaucracy. Finally, by the mid-1980s the cohor: which had col-
lectively controiled the bureaucracy since Stalin's rule began to die or
retire. With them went the struccure of informal quasi-contracts
within and berween the bureaus which formed the basis of the
stability of the Sovier power structure.

Garbachev liberalized government restrictions in some ways. But
much of perestroika seems to have been primarily an effort to
reallocate patronage apportunities to consolidate his power base, a
rather routine practice of fresh autocrats throughout history. His
redistribution of political rents, however, was couched in liberaliza-
tion rhetoric. The market-oriented rhetoric of the Gorbachev period
bore little resemblance to the reality of continued bureaucraric
management of the economic system. No serious effort was made to
end the domination of the economy by the central government.
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Gorhachev's activities, however, unintentionally confhcten.i with the
wng-run stabild, Sf e Comeunii political ond economic system.
He presided over the demise of Soviet state socialism as an

i sxploitati ortunities (0
unintended consequence of the cxplu:r.&smn af opp u )
reallocate positions of privilege 1n the Soviet bureaucracy.  in other
wards, Gorbachev's perestroika never was an attempt o change the
basic political and economic system of Soviet rule. He wafs r}l]ot alr;

L the structure ol the o
agent of change, but rather a guardian of ;

regime - even if populated with new faces.

THE CLASH OF LOGIC

cform is a fairly simple matter. Private
property in resources must be established and pr.othcred by a rul:? of
law, consumer and producer subsidies must be climinated and prices
must be free to adjust to the forces of supply and dsmand,.rc_spons:ble
fiscal policy should be pursued that keeps taxation to 2 mmlmur:n;m(;i
reigns in deficic financing, and a sound'cu‘rrcncy should be esrablxs ed.
Iatroducing such reforms - even within Western economies — 15

b . . .
And the major problem (s oot just another

anything but simple. : orher
conceprual one of designing the appropriate sequence of plan o

Conceptually, econamic t

elalibi ) .
One of the most important insights derived from academic rescarch

in modern political economy 13 the potential conflice that exists
between good economics and good politics as discussed above. To
reiterate, in democratic regimes, whete politicians depend on votes

and campaign contributions to remain in office, research has shown

that the logic of politics produces a concentrated benefits and shore-

sightedness bias with regard to economi.c policy. Popular economic
policies are those that will tend 0 yicld short-term and a?as:ly
identifiable benefits ac the expense of jong-term and largely hidden
COSts.

In the formerly communist political ecanomies I . -
the logic of politics can be intensified. The benelits of public pollscy
fell mainly on the only constituency that matrcn:*d: the dcsccndi.ng
layers of the Party bureaucracy that permeated sociery. From [hfz nice
dacha to special access 10 SLOres, the Party elite were the- pnmnkrly
beneficizries of the system. Fconomic reform promised to distupt ¢ e
old system and yield very real short-term costs. Structural economic
reform promised short-term and easily identifiable costs to bc'{tj):i)rn
mainly by the Party bureaucracy and long-term and largely hidden
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benefits in terms of increased economic efficiency and consumer well-
heing The Inpic nf reform was in direct conflict with the logic of
politics.

Rea! reform of the basic structure of the constitution of economic
policy within any given polity seems to face a daunting task.
Endogenous reform seems impossible because it would violate the
basic maxims of voluntary exchange since it would require that some
individuals, namely current beneficiaries, agree to a Parcto inferior
position. Gradual and marginal policy change cannot do the job either.
Only a large policy change preceded by an exogenous shock could
move the system in the desired direction.

Even though the ruling elite in the former Sovier Union fought real
economic reform at every step, they could not repudiate economic
reality.”” The Soviet cconomy had exhausted its accumulated surplus
in terms of natural resources and Western technology and was unable
to continue to deve{op.y’ The economic situation simply grew worse
under Gorbachev and the demand for structural reform grew louder
and more threatening to the old system. Glasnost, in addition to the
events of 1989 — from Tiananmen Square ro the Berlin Wall -~
mobilized the intellecrual and cultural elite into opposition against the
Gorbachev government and the Communist Parry.”

Bur an exppenons shack, in the farm of either an ideolopical
revclution, a natural disaster or an economic collapse, can precipitate
the regime change necessary for reform. The problem with reform
within any political and economic system is that, as Mancur Olson
argued in his Rise and Decline of Nations, as political stability occurs
entrenched interests form, which through their rent-secking activit
eventually retard the further economic development of a country. !
Reform in a situation with such entrenched interests is a near
impossibility. The logic of reform runs directly contrary ro the logic of
politics. If the logic of politics is to concentrate benefits on the well-
organized and well-informed and disperse costs on the ill-informed
and unorganized masses, then the logic of reform is actually 20
concentrate costs and disperse benefits. As long as the entrenched
interests are not displaced, reform measures within a system will
continually stall. Empirical illustrations of this simple point can be
found in the failure of both Reagan and Thatcher, and the
troublesome reform efforts in the Sovier Union from 1985-91.

Anather side of Olson’s argument, however, points to the window
of opporrunity that exists when for reasons of an exogenous shock the
dominznt interest groups are displaced. At such moments, when the
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daminant interest groups are dispersed by some exogenous shocl_c,
iacellecrual entrepreneurs Lar aut iid thaihct which changes the EW'J‘»‘.C
structural rules governing a society. The failed August coup provided
the shock necessary.

Liberalization demands legal protection of private property and
freedom of entry in the economic arena. Free trade, ic., freedom of
exchange and production, as a principle must be held as an absolute
rule of social interaction and be codified in the body of faw.” In order
to transit the path from powerful central government to governance
structures more amenable to economic freedom the reformers (in
both East and West) will need a vision of a workable utopfa. Such a
wransition will require an evolutionary development of ideas and
revolutionary political action te overturn vested interests 0o 1.ess
dramatic than the previous revolution that got us here 1 the first

place.

CONCLUSION

Garbachev's dithering with the Soviet economic bureaucracy, while
winning him great pratse abroad, totally discredired him at home.

Elena Bonner, the widow of Andrei Sakharov, argued (0 November of
el Weerern intellectuals had

LY Llial i od= -3t T g
not framed their questions concerning the ability of percstrmka‘to
succeed correctly. The real question was whether there was an‘y[hm.g
in content within perestroika that compelled people to bcl:{:ve.‘I
always was 2 bclieve:’u .. she stated, 'l?ut roday my f:uth in
perestroika is waning.” 1n 1990, Bonner voiced hf:r d_lSlUUSlOnmcnt
wich perestroika in evef STTODZED (CIMS. The credit given o Gorba-
chev in the West, she argued, was ‘false credit.’ Perestrmk:x was a
vague and ever-changing policy without a goal or cven direction.
Moreaver, Gorbachev fad failed to establish any pollt.mul base for
perestroika. Afteran initial two-year period of success w1t_h glIIISﬂOSl: -
freedom for most prisoners of conscience, changes 10 fl:m:granon and
travel policy, disarmament and the withdrawal of Soviet troops fr(?m
Afghanistan - the ambiguities of perestroika began to'undermme
efforts at transformation of the Soviet system. All that five years of
perestroika brought was empty shelves, decreased production,
inflation, budget deficits, unlimited prcsidemi"all powers and a com-
plete loss of faith in pofitical authority per se.

The original program of perestroika did not represent a coherent
agenda for economic transformation. Perestroika never was
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formulated in 2 manner which would introduce the discipline of
unfertered markets as was necessary. Rather, decentralization simply
meant 2 movement of the state’s €cONOMIC Managerielit [unwtions
from the center to lower levels of government supervision, such as the
tepublics. And, destatization did not exactly translate into privatiza-
tion of state enterprises.” Moreover, perestroika possessed no stra-
tegic vision for wresting power from the vested interests of the old
regime,

These failings of perestroika as a program for economic
transformation are perfectly undersrandable because the intention
never was to introduce macket discipline nor was it meant to defeat
the vested interests of the old regime. From the beginning to the end,
Gorbachev was quite clear that what he intended to accomplish was to
modify, not fundamentaily change, the Sovier system of state
socialism. The goal was to make the Soviet system more humane and
more efficient, but not to transform the system into a market
economy with a limited government. His rhetoric and, even more so,
his actions never supgested otherwise.

As a result, perestroika did nothing to instill crust in the popula-
tion. Fundamental economic change, hawever, required that trust be
established. Wichour establishing trust, as will be discussed at length
in the next chapter, the economic transformation could not even
Brgin ( get oll L gioutd,
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CREDIBILITY IN SOVIET
REFORMS

[r must not be. There s no power in Venice
Can alter a decree established.

“Twill be recorded for a precedent,

And many an ercor by the same example
Wil rush into the state. [t cannot be.

William Shakespeare'

INTRODUCTION

After six years of Mikhail CGorbachey, and despie wn e Lab dbodl

rencwal and restructuring, the Soviet economy wis worse off and the

Soviec Union no longer existed as a political entity. As a program of
economic restructuring and renewal, perestroika must be judged an
absolute failure.” Glasnost to be sure produced a pelitical and cultural
awakening of sorts unknewn during the seventy-four years o'f commu-
nist rule, but perestroika simply failed to deliver the economic gooc.is..
As events in the former Soviet Union are continually unfoiding ic s
rather difficult 1o get a handle on the full significance of curre nt poltcy
statements and initiatives and analyze them from an economic po:nt
of view. With the fatlurc of the August 1991 coup, we have f:mc:red
the post-perestroika era. We now know that refurlm communism has
been rejccr::d.!’ Bur as for what will emerge, we w1ll.havc o wait and
sec. What we do know, hewever, is that the perestroika period (1985-
91), along with previous attempts at reform such as the New
Fconomic Policy (1921-8), the Khrushcheyv's sovnarkhoz reforms
(1957) and the Brezhnev-Kosygin reforms (1965), can now be safely

treated as history. ‘ ‘ "
Fortunately, SOMeLmes the historical experience of one pert
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provides insights for understanding more contemporary situations.
Ore such example is the Sovier experience with the New Economic
Policy (NEP) in the 1920s and its parallels with perestroika. Many
Sovietologists have pointed out the connection between the NEP and
perestroika. Gorbachev himself argued that perestroika represented
'the most important and most radical reform our country has had
since Lenin introduced his New Economic Policy in 1921."

Roth the NEP and perestroika were broadly heralded as liberaliza-
tion policies, and both came to an abrupt end less than a decade after
they were initiated. The NEP and perestroika were simply not
sustainable economic policies. The NEP, for example, was reversed in
1928 when Stalin began his 'revolution from above.” And, despite the
collapse of the communist system, the consequences of the failure of
perestraika are yet to be fully realized. Food shorrages, declining
production and social unrest are just some of the economic problems
that the new leaders of the former Soviet republics will have to
confront in the immediate futare.

Understanding the reasons why both these liberalization atternpts
failed is important, not only for antiquarian interests, bur also for
what such an understanding can tell us about the generai theory of
social organization and public policy. An examination of the failing of
the NEP and perestroika may offer invaluable insights for construct-

Ing 4 workable pust-perestioikd COSLILLON Ui CLOlVIBL puidy.

EXPLANATIONS OF THE FAILURE OF NEP

There is, as of yer, no professional consensus on what caused
perestroika's unravelling, but for the NEP there does exist competing
hypotheses. The traditional explanation is that the NEP failed
because free markets cannot be relied on to provide the basis for
industrial development.” A backward country cannot be expected to
develop without a massive and concerted industrialization program.
The consequence of this line of reasoning is the 'Big Push’ theery of
economic development. Despite whatever excesses Stalin may have
committed, it is argued that he was necessary to lift the Soviet Union
from a backward peasant economy into a major industrial and
military power. Alec Nove, one of the most respected Sovietologists,
endorses this position when he argues that ‘the survival of the regime,
given the Bolsheviks™ aims and their rapid industrialization program,
required a harsh autocratic type of rcgime.'6

The traditional explanation has been challenged by the reformists.

89



Wiy PERESTROIKA FAILED

Refarmists have arpued thae the NEP failed because of the political
intrigue of Stalin. The NEP, they argue, wouid have developed tie
appropriate base for sustainable dcvclopmc_m and the a.dvancc toward
a market socialist economy. In the reformist formulation, the perso-
nality of Stalin corrupts the revolution. Stalin was s%mply a 'bad’
leader, who led the revolution astray from its humanirarian goals. The
humage socialism of the 1920s, and specifically the alternative of
Nikolai Bukharin, was sustainable, but co-opted by Stalin's ruthless
quest for power. This line of reasoning, however, lcad_s ar?aly:.srs away
from focusing on the operation of the system and its m.sn-tuuonal
demands. It fails to appreciate the internal contradxctl_ons_ of
interventionism that plagued the NEP with recurring economic crises
throughout its history. ' B

The revisignist interpretation accempts to avoid the failings of b(_)th
the traditional and reformist explanations and offHers a more telling
narcative of the Soviet experience with the NEP." The focus in tbe
revisionist interpretation is on the institutional structure and its
impact on €CONOMIC ProCesses. The Ememal.contra.chcpons of :be
NEP, and the inability of the regime to establish a bmdmg. commit-
ment to cconomic reform, are seen as the major reason for its failing
as 2 liberalization policy.

The NEP taed neither Decause vl e fdnuic o wnlispered
markets to promote economic developmer.u, nog because‘of the
political intrigue of Stalin, but because its institutional design was
inconsistent with ecomomic incentives and, therefore, could not
mabilize the information that existed within the economic system and
was necessary for the coordination of economic pla.ns. In othet woFds,
the institucional structure of the NEP did not provide the appropriate
environment for individuals to solve the coordination problem of
economic development, and as such was doomed sFrucrural[y o
failure. The ensuing instability caused by a discretionary policy
regime undermined attempts at liberalization. The same argument

can be applied to perestroika.

INFORMATION AND INCENTIVES

Public policy must be constructed in a m‘annerlwhich rf:cognizes .the
obstacles presented by information and inCentives. Policy must f_u'st
and foremost be incentive compatible with basic economic motiva-
rions. Policies that are based on notions of public sp_iritcdness and
humanicarian goals, but disregard economic Mmotivations are most
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likely to be doomed to failure. Moreover, even if public policies offer
tewards 1o thuse whe perfonm as exproted, cwoneinic dorons mt
possess the relevant information to act appropriately. If acters have
the motivation tc ‘do the right thing,” they must nevertheless have
access to informarion about what the right thing te do would be in
their present context. The problem of obraining relevant economic
information is one that confronts even a benevolent ruler or
regulator,”

The problem is that relevant economic information is dispersed
throughcut the economy in scattered bits and pieces and is not
available to anyone in its totality.® The price system, through the
constellation of relative prices and the caleulus of profit and loss,
allows individuals 10 use this dispersed information in an economi-
cally effective manner. The social learning process of marker compe-
tition reveals errors and motivates individuals to be alert to opportu-
nities to correct their previous mistakes concerning the use and
allocation of scarce resources. The daily changes in marker conditions
set in motion a process of mutual accommodation that translates che
subjective assessment of trade-offs by some into effective knowledge
for others. Within the context of the competitive market process
individuals are able to discover and learn how to use information that

e s Hnanion oF the peoducdon el

Iy Casetn, b
the consumption demands of achers,
Private property is a fundamental precondition in this social
learning process because it affords marker experimentation. Since
private property, in effect, places the sphere of accountabiliry for
decision-raking on the owner, this encouvrages risk-taking and
innovation. The owner receives the rewards or suffers the losses of
decisions in the markert place. This context motivates individuals to be
alest to, and learn of, opportunities for pure profit. The system of
private property establishes a context in which various individuals are
free to pursue all kinds of ideas. Accountability amounts to a legal
responsibility not to infringe on the property rights of others, and the
financial risk implicd in the market experiment. With community
property, however, the manager neither reaps the increase in the
value of assets nar suffers the loss of asset depreciation. Decisions are
accountable to committees and bureaus that decide "social’ goals.
The whole justification of substituting community property for
private property is to somehow arrive at an ex amte criterion for
eliminating mistaken decisions concerning resource use. But, such a

substitution of community for private property stifles the experimen-
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tation and learning processes that constitute the market economy.
The el e eroor experimeniation by individuals within a n?m-ker
economy engenders a process of learning and discovery without
which new methods and technologies for the use of scarce resources
would lay hidden. Error, while costly to the individual market
g force in the marker system as 2

participant, is a fundamental drivin
whole. The ahility of the private property order to revea! errors and
morivate learning is perhaps its most impoctant funceion, .
Policy should be structured in a mannes which does not distort this
social leacning process. Unforcunately, the problem of constructing an
optimal governmental policy that intervenes properly without ldlS-
torting the flow of information is compounded by the passage of time.
For one, televant economic dara is contextual and not abstract,
Information gathered yesterday may be irrelevant for decisions today
because of changing conditions. The price system ovcrcomcs'this
problem by alerting individuals to chese changes through the adjust-

ment of relative prices. Activity outside of the context of the market,

however, does not have access to such a register of accommodating
changes in intertemporal decisions, Even in cases where discrctifjnary
intervention might be desired to correct for perceived marker failures,
the problem remains as 10 how to acquire thf: rcquisit‘c knowledge to

1 W eyt
Voireraenrnny sbm s T
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tead to further destabilization and exacerbate the problem it sought
originally to correct. ‘

The dvnamics of change associated with the passage of time also
oblem for public policy, as Milton Friedman

presents a fiming pr :
¢ ago. A long and varuble lag exists between:

pointed out a long um ! .
(1) the need for action and the recognition of this need, (2) the

recognition of a problem and the design and implemen‘tution of a
policy response and (3) the implementation of the policy and the
effect of the policy." Because of these lags, Friedman argued that
discretionary public policy will often be destabilizing. For tl‘xis reason,
he argued the case for rules rather than discretionary public policy.
Finally, the passage of time introduces strategic problems for
policy-makers. Policies that scemed appropriate at #, may not be
deemed appropriate at 4. In fact, 2 basic presupposition of Ehc
argument for discretion is exactly that policies accepted for one per_:od
. may prove to be inappropriate far another, and, there‘fore, policy+
makers must possess the ability to shift policy as circumstances
change. Such shifts in public policy {(coupled with the impact that
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these shifts have on the expectations of economic actors), however,
may prove deseahilizing to the overall economic snvirnnment

THE ISSUE OF CREDIBILITY

Recognizing the temporal dimensionality of choice is one of the most
fundamental issues in establishing viable economic policy.” The
analysis of both private and public choice must recognize the paradox
that the passage of time presents to actors. Individual behavior, sucl,
as leaving credit cards at home when shopping or joining a drug
rehabilitaticn cencer, are just same examples of actempts to solve the
problem of ‘multiple selves’ as individuals construct themselves
through time."

Our concern here, however, is not with the individual choice
problem, but with the public choice problem that follows from the
strategic interaction between rulers and citizens. A fundamental
problem faces public choosers wher a pelicy that seemed aptimal
when introduced, appears less 5o as time passes.” Without a binding
commitment to the policy, the government will change policy to what
now appears to be optimal. The probiem is that economic actors who
realize this will anticipate the policy change and act in a counter-
productive manner from rhe perspecrive of the policv-maker.

wptimal intervention, by detinition, requures thar 2 large degree of
discretionary controt be entrusted ro government decision-makers."”
The expectational problems of discretion, however, generate
difficulties for government planning n general.”” Opeimal interven-
tion is simply not a possibility because of the problems of information
and incentives discussed above. One reason discretionary control does
not work is because current decisions by economic actors depend on
expectations concerning furure policy and those expectations are not
invariant of the policies chosen. For example, if for whatever reason
(cither an increase in demand or reduction in supply) market
conditions produced a windfall profit for the oil industry, the
government could respond by proposing to tax away those profits
with the argument that this will not affect the current supply of oil
because it is the result of a past decision. But such a policy would lead
oil companies to anticipate that similar expropriations will occur
ggain in the future, and this expectation will impact on their
investment decisions in a manner which will reduce the future supply
of oil. Policy decisions and social rules create expectations and
expectations guide actions.

9
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Thene insights are directly applicable to the NEP and perestroika
sicuation. The NEP period, for example, was one plagued by legal
ambiguity toward private enterprise just as the position of the
cooperatives was precarious at best under perestroika. During NEP

the population lived in uncertainty, fearful of breaking the law,
afraid of what was to come. Pzradoxically, those who were
considered the victors (the workers) lived in poverty, although
without feat, while those who knew they were the vanquished
{the middle peasants, Nepmen, ineellectuals) enjoyed material
comfort, but lived in fear.'®

The legal ambiguity toward private trade led Boris Pasternak t©
describe the INEP in Doctor Zhivago s ‘the most ambiguous and
hypocritical of all Soviet periods.'w

Bur while most scholars recognize the conflicting expectations
between current market conditions and a possible future crack-down
by the ruling regime, it is rarely sys:emutigglly addressed within the
usual analysis of the NEP or perestroika.” The establishment of a
binding commitment which limits the regime's discretion is @

fundamental prerequisite for successful market reforms. Without such
v 1 eemirmient seform effnrre fail to produce the desired

s

outcomes.
Perhaps the following scenacio berween the citizen and the ruler will

illustrate the basic policy dilemma clearly. The ruling regime, which can
either be sincere or insincere, aANNOUNCEs @ plan to introduce an £conomic
liberalization policy. The citizen now must decide either to enter the
market or stay out of the official market. A major problem confronting
the citizen, however, is not knowing wherher the regime in question Is
cincere or insincere. The citizen's only prior information concerning the
regime is policy history, but the reform announcement was presumably
intended to signal a break from the old way of doing things.”" if the
citizen decides to enter the official market in expectation of continued
liberalization, then the regime must decide either ta continue the
liberalization policy that was announced or renege on the announcement
and tighten political control in the second round, for a host of ideological
and short-term financial considerations, by cracking down on individual
£CONOMIC activity.

{f the ruler is following a discretionary policy, then the citizen will
foresee that the ruler may be likely to choose to crack down in the
second period of this game, and therefore will choose to stay out. But
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if the ruler can convey a credible commitment, he would announce
iberalization, and the atizen would choose w come into tie olina
market. The ruler's payoff, independent of whether the regime is
sincere or insincere, will be higher with commitment conveyance than
it would be without it, but the insincere ruler would be better off once
the announcement of liberalization elicited citizen market participa-
tion to pursue crack-down in the form of increased taxation, regula-
tion or confiscation. The sincere reform regime, however, will not
crack down and will continue to pursue liberalization policies.

In such situations, though, since the citizens are uninformed about
the sincerity of the rulfing regime, and given certain probabilities thar
are derived from their previous experience with the regime’s efforts
at reform, it may be rational for them to expect that the rulers will go
back on their announcement to pursue econcmic liberalization. IF this
is the casc, citizens will choose to stay out of the economic game, and,
thus, defeat both the short-term and long-term goals of the ruler.”
The only way out of this policy dilemma for the ruler is to establish a
binding and credible commitment to liberalization. Establishing just
such a commitment, however, is the major problem of constitutional
political cconomy.

The ruling regime’s problem is even more difficult than solving the
Duswe pataion 1 Calablisiiiig Lulstialnts i WItil detivalits thal Ju not
deter their positive ability to govern. In order to get liberalization off
the ground, the rulers have simulraneously to establish binding
constraints on their behavior and signal a sincere commitment to
teform to the citizenry. During war, for example, if his troops crossed
over a large river to do bartle with opposing forces, the commanding
officer may order the bridge burned - thus pre-committing his troops
to the battle ahead by eliminating the only possible escape. At the
same time, however, opposing troops witnessing the smoke have
received a signal that the other side will fight a hard battle. The
reforming regime must do something similar to establish trust and
bind themselves to the [iberalization policy.

This simple illustracion of the basic problem of policy design and
the failure to solve the dilemma goes a long way toward providing an
explanation of the failures of the NEP and perestroika, Specifically,
an examination of the tax and license fees of the Nepmen (private
waders) and the grain policy during the NEP and the policy toward
individual labor activity and cooperatives during perestroika highlight
the explanatory power of this simple game.”
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WHY PERESTROIKA FAILED
[LLUSTRATIONS OF THF PROBIEM

The policy game under the NEP

The introduction of the NEP i the early spring of 1921 represented a
drastic reversal from the previous policies pursued by the Bolsheviks.
During 'War Communism’ the Bolshevik regime had pursued policies
of extreme cencralization that sought to eliminate completely market
exchange and production and establish a centrally planned economy.™
The "War Communism' policies had to be reversed as they resulted in
2 dreastic reduction in production and threatened the political alliance
between the peasant and the proletariat. The NEP represented, in
large part, a policy of economic liberalization that was intended to
restore partial economic freedom to the peasants so as 10 appease the
political unrest and spur the farm production that was necessary to
feed the emerging industrial strata of soctety.

On 24 May 1921 a decree from Sovnarkom (Council of People’s
Commissars) permitted not oaly the sale of surplus focd by peasants
'y farener mackets, but also trade by others of goods produced by
small-scale private manufacturers. Whereas private trade during 'war

communism’ was basically outlawed - though it did continue in the
. e

form of black marxer bazaars -~ WEIAC D LHC ovbd’ paetn woabd B
conducted from permanent facilities. Decrees concerning hired labor
{not more than ten or twenty laborers), the leasing of factories, etc.,

followed throughout 1921 and 1922.

The property rights and legalized spheres of business acrivity
that had been granted to Soviet citizens during the first two
years of NEP were collected and set down in che Civil Code of
the RSFSR, which went into effect on January 1, 1923. Alchough
not a dramatic extension of the rights of private businessmen,
the Civil Code . . . represented a clear reversal of the policies of
War Communism.”

This policy shift to partial liberalization was meant as an induce-
ment to private €conomic ‘pitiative, and it worked to an extent. But
the policy signal was not unambiguous. Nepmen were subject to
many taxes and fees, including business and tncome taxes. 1he most
substantial of these was the fee for the use of business facilities. In
fact, this fee accounted for twice as much revenue from private traders
as the business tax did in 1922. In January 1923, it was announced that
the fee would be increased. At this time, aPp[ications to rent facilities
for private business declined 20 per cent. ¢
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The lopal ambignity of the Nepmen was hinhliphted in rthe laas
against speculation and price controls. 1924, as a result of this, saw a
marked decline in the economic activity of private traders. The
government tried to reverse this downward trend by providing more
favorable treatment to the Nepmen ~ for example, easy state credit.
Bur this policy was again reversed in 1926/27. State credit to private
business, for example, was cut by 25 per cent in 1926. The adminis-
trative tool that proved most devastating in the war against the
Nepmen was taxation. There was a 50 per cent rate increase in the tax
on profits of urban private traders from 1925/26 to 1926/27 (12.9 per
cent to 18.8 per cent). In the Sckol'nicheski quarter of Moscow, for
example, in 1929730 private traders and manufacturers represented
1.7 per cent of the region’s income tax payers, with 8.2 per cent of the
total raxable income, but accounted for 55 per cent of the regx’on's
income  tax rt‘ceipts.n The tax burden, in combination with their
political status as lishentsy (the deprived), assured that Nepmen were
most vulnerable.”” By 1928, as Aleksandr Solzhenitsyn points our, ‘it
was time to call o a reckoning those late stragglers after ;:ht?
bourgcoisie - the NEPmen. The usual practice was to impose on them
ever-increasing and finally tortally intolerable taxes. At a cerrain point
Ao e nper pay hey were Yo diaret yrepcrnd Inr
bankruptcy, and their property was confiscated.”

The cumulative effect of these policies was simply to discourage
individuals from investing resources in the official market even
though liberalization policies had been announced by the regime with
the inrroduction of the NEP. Economic actors chose to withdraw from
the economic game, despite the pleas from the Bolsheviks for them to
‘enrich yourselves, accumulate, develop your farms.”

Price controls on grain provide another example. After the initial
announcement of price liberalization, the government reversed
course. In 1924, the People’s Commissariat of Internal Trade
attempted to fix a maximum price for grain. But over the years
peasants had learned that grain was a good hedge against inflation.
Tax pressures fo enforce sales were enzcted, but peasants did
everything to pay the tax in anything other than grain. A private
market developed where grain was sold above the maximum price -
crctating parallel markets, one state-regulated prices, another free
pnces.

In response, regional authorities attempred to issue orders declar-
ing it obligatory to deliver 25 per cent of all flour milled in a region t©
the state-purchasing authority at the fixed price, but this merely led 1o
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2 cesqation of milling operations. By December 1924 the state had
collected less than halt of 1ts projected ditiait of grain J11R millien

s out of 380 million). Moreover, the grain stocks of the state
Jeclined from 214 million pods on 1 January 1924 to 145 million pods
on 1 Januzry 1925. Price fixing policy by the state had been
defeated.”

Foreign economic relations also provide another example of where
despite the announcement of liberalization the inability of the regime
1o bind itself to a credible commitment undermined the reform effort.
At the Genoa Conference (April-May 1922), for example, the Soviet
delegation refused to conclude an agreement with Western powers ofl
the question of Russia’s debes.”? In addicion, at the end of 1922 a
proposal for relaxing the foreign trade monopoly was rejected,
Prospects for the expansion of foreign economic relations were,
therefore, reduced considerably. Without such ties, long-term econ-
omic development was unlikely. Forcign governments simply had no
reason to trust the Bolsheviks in economic deals.

Exchange rate policy also hindered economic development and ran
councer to che intentions of the NEP. The hard currency reforms in
the beginning of the NEP - the chervonets reforms - were a major
accamplishment, but they did not lasc even two years. The low levels

of gold reserves, e ulLCditstn Chomtig™ s ] te smallwntime of

Soviet exports, ail undermined the monetary reform. Moreover,
beginning in 1925, Goshank refused to exchange Soviet money for
foreign currency.”

Finally, the general policy of grain procurement under the NEP
illuscrares the problem most clearly. The cornerstone of the NEP was
the substitution of the tax in kind for the grain requisitioning of "War
Communism.” Peasanats, though, with the war communism period still
fresh in their memories had to be convinced that arbitrary requisition-
ing was not a’ policy option, ie., the government had to make a
credible commitment to maintain the NEP. However, as we have
briefly seen the Bolsheviks did not commit to any such binding
constraint. As a result, by the end of the 1920s (i.e., 1928) peasants no
longer had an incentive to market grain surplus. From che peasants’
point of view, the market was simply not a secure outlet.

Thus the NEP was abandoned in 1928 and Salin ruled over the
Soviet system until his death in 1953, The reversal from the quasi-
liberalization of the NEP to the authoritarian measures of col-
lecrivization is one of the most drastic and fateful rurn of events in the
twentieth century. The abandonment of the NEP, though, did posses
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both an econf)mic and political logic. Not because market instirutions
cannnt provide the basis for economic development, or because
Stalin's personality was one that thrived on poiiticai auwthortananism
Bather, the internal contradictions of the NEP led to an ever-'
increasing reliance on the substitution of political rationales for
economic rationaies in setting economic policy. The shifting policies
produced an expectational regime which worked against the goals of
pf)lic_y-makcrs. Since the Bolsheviks were not willing to construct a
bmdmg commirment to economic liberalization, the only way out of
the policy impasse was complete authoritarianism. Stalinism was the
unintended consequence of the failure of the discretionary regime of
the 19205 o cope with the obstacles that informartion and incentives
present to political economies.

The policy game under perestroika

The Gorbachev period (1985-91) offers a further illustration of the
basic insight of the 'reason of rules.” For all our justified euphoria
abaut the collapse of communism and the change in the landscape of
global conflict, a fundamental uneasiness remains abour the prospects
for a peaceful transition to a market economy and constitutional
democracy.

Just like the NEP, perestrouia suttered trom et Lol tadie ioiis
that precipitated its unravelling. Perestroika began as a policy of
renewal and acceleration. It represented Gorbachev's pubfic policy
program to reverse the decline of the Soviet economy. Perestroika
ended up, however, simply precipitating the crisis and collapse of the
Soviet regime.

C.ornefs@nes of perestroika included the law on individual econ-
omic activity (1986), the law on state enterprise (1987) and the law
on cooperatives {1988).”" Despite the rhetoric and promise of these
laws, they did not go far enough to meet the objecrives of economic
reform. The laws contained contradictions and ambiguities that
prevented their achieving desired results. Furthermore, they failed to
convey any binding commitment on the part of the Gor,bachev regime
to real market reform. Rather, the decrees of perestroika left the clear
impression chat they were written on a word processor. From 1985 1o
1991 Ggrbachcv introduced at least ten major policy packages for
economic reform under the banner of perestroika; not a single one
was implemented fully, ’

The law on state enterprise, for example, as discussed in Chapter 2
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was supposed to introduce self-accounting, self-financing and self-
management. but, anw Lilitig o ove tuo quichly with the -cform of
state enterprises, rhe government decided to stagger confermity to
the law. Some enterprises would operate under the new guidelines as
of 1 January 1988, others would do so the following year, January
1989. Such a staggered reform was similar (in both content and effect)
to announcing that in order ta improve traffic conditions the British
system of driving on the left will be followed. But, in order not to
disturb infrequent drivers (who may need time <0 adjust to the new
rules of the road} 1t s decided thar taxis and buses will drive on the
left while ordinary drivers should continue to drive on rhe right until
they have had time to prepare for the change to the new system.

In addition, given the commitinent (o full employment by the
regime, there was no way o introduce slcyzlf-ﬁnancgng in 2 manner
consistent with a 'hard budget constraint.” Enterprise managers and
employees knew that despite whatever announcement was made
concerning self-financing, that as long as the regime was committed
to full employment, enterprises would possess 3 ‘soft budget con-
scraint’ with all che corresponding incfficiencies.” Bankruptcy would
not be tolerated and state subsidies would continue as before.

Not only did the law on state enterprises fail to aid the move to the
hdintl CLOllUIy, e bored sn rhe ecapnmin rroblems of the
already struggling official industrial sector. Managers in an eftort to
return the favor to workers for whom they owed their jobs, and since
they did not face hard budget constraints, readily approved wage
increases. Average wages rose by 8 per cent in 1088, and 13 per cent
in 1989." Thus, state enterprise Costs increased and with that so did
the demand for increased state subsidies from the enterprises. This, in
turn, put an increased strain on the stare budget, and, consequently,
the monetary system as the printing press was employed to monetize
the debt. The persistence of microeconomic inefficiency bred
inereased  macroeconomic  destabilization  as economic agents
responded rationally to the contradictory rule changes.

The law on private economic activity was passed in November of
1986 and became effective in May 1987. This law allowed individuals
to engage in activities which previously had been deemed illegal.
Despite several restrictions - such as the limit of tirpe that state
employees could devote (o individual enterprise - the intent of the
law was o encoufrage individual economic enterprise and market
experimentation. Family members of state employees or individuals
such as students, housewives and pensioners wete allowed to work
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fuli-time if they desired. In order to do so, though, individuals had to
apply for a license granted by local authorities and pay either an
anaual income tax or a fee. The fee appiied, i PAliciial, WU wibes
where it was difficult to monitor income, such as driving a taxi. The
fee for a private taxi, in 1987, was 560 roubles, which meant that a
worker who was 'moonlighting’ as 2 taxi driver had to earn the
equivalent of three months’ wages before driving the taxi would cover
its costs.” The perverse consequence of this policy in terms of the
persistence of a ‘black market’ in taxis is described by William and
Jane Taubman in their book Moscow Spring. The private market for
taxi services had gone on for years. The [aw on individual enterprise,
in this case, amounted to simply regulating and taxing an activity that
had gone on 'unofficially’ for years. As 2 consequence, very few if any
of the Moscow chastnibi {private taxis) they encountered were
registered and, therefore, official. "Registration, they point out,
'required burdensome medical exams, payment of a fee, and of course
heavy taxes . . . But most burdensome was the requirement that all
individual labor activity be moonlighting; the workers must have
primary jobs in the state sector.”'

An even more fundamental problem with the law on private
econornic activity was the existence of the campaign against unearned
income.” The campaign required individuals to have appropriate
documentation expiaiiuhg duw they had aade oo ney Aoy
market response to this was the emergence of an illicic market in
docurnentation. A less desirable consequence was a decline in econ-
omic well-being as the informal networks which historically filled the
gaps caused by che inefficient official system were disturbed.” The
attitude of the regime conveyed by the campaign simply reinforced
che lack of crust citizens possessed concerning the commitment of the
government to reform. Without a credible conveyance of commit-
ment to market reform, farmers, workers and so on, did not have any
incentive to invest in the above-ground market.

This is clearly scen in the development of cooperatives in the
Soviet Union under Gorbachev.* The law on individual enterprise
(adopted November 1986) provided the legal foundation for the
cooperative movement since it permitted family members who live
together to form businesses. Formal recognition of cocperatives came
with the Law on Cooperation in the USSR, adopted 26 May 1988.
Whereas the number of cooperatives was 8,000, employing 88,000 on
] October 1987, by 1 July 1989 there were over 133,000, employing
2,900,000. The output of cooperatives amounted to an estimated 350
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million roubles for 1987, 6 billion roubles in 1988 and was estimated
to be 12.9 biiiton roubles by june ot LJ8S Duspite this explosion in
cooperatives, hostility, from the public and the government, toward
the economic success of cooperatives threatened their long-term
vinbiliry.“ Since this hostility resulted in accusations that cooper-
atives' financial gains were made without any real effort - just
exploiting the shortage situation ~ the threat of the campaign on
anearned income was very real. Often, state shortages get blamed on
the cooperatives. A stare shortage of buns, and a state shortage of
sausage, translates into a coaperative sandwich with its corresponding
high price — at least that is how some described the situation.

The precarious position of cooperatives was compounded because
they had to rely almost exclusively on the state sector for supplies
even though they were not hooked up officiz!ly to the central supply
network. Thus, coope. «tives had to rely cn illicit transactions, such as
bribes and agreements with state enterprises, to obtain resources
which simply increased their vulnerability to ‘blackmail' both by
officials and criminals. la fact, cooperatives were often assumed to be
fronts for criminal activity.

In addition, the legal status of cooperatives and the tax policy to
which they would be subject has changed often. Even before the end
SrolueR o e larior a pasaed whirh comiphe tn restrict the activities
of cooperatives. In February 1989, republican authorities were given
the authority over taxation policy toward cooperatives and were
encouraged to set differential rates based on the type of cooperative,
its pricing policy and so on. The "speculative tendencies’ of cooper-
Atives were subject to criticism and authorities were encouraged to
rake steps to bring cooperative pricing morce in line with state pricing,
Cooperatives were subject to taxes ranging from 25 to 60 per cent of
their income depending on their pricing policy. The August 1989 law
on cooperative saxation, for example, established new regulations on
cooperatives and tied taxation of cooperatives to the relationship
between state and cooperative prices.

By constraining the freedom of cooperative and private market
experimentation, the Gorbachev government prevented the market
from serving one of its most vital functions - inducing an increase in
the supply of goods in response (o excess consumer demand. The
demand side of the market bid up the price of gocds in short supply,
but the supply side was not free to respond. With the failure to
increase supplies, it was inevitable that cooperative prices would rise.
Consumers, therefore, could either wait in long queues at the state
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store and attempt to purchase goods that became increasingly non-
exintent at the fixed state prices, nr they counld go o the conperative
market and purchase goods at high market prices until the shelves in
these private stores were emptied. That is what the average consumer
saw as the benefit of perestroika. Either way, expectations of a better
future were dashed and the credibility of the reforms was irreversibly
damaged.

The undesirable effect of the policies adcpred under perestroika
was not just limited to their incentive incompatibility with entrepre-
neurial activity. Tt went much deeper, and undermined the basic
constitution of economic policy. The continual flux in the legal
eavironment for the cooperatives canveyed a lack of commitment on
the part of the regime to private sector experimentation. But, without
such a commitment to protect the legal rights of the private sector,
there was no way to induce the investment and hard work that were
needed to develop the Soviet economy.” So, in addition to incentive
incompatibility, there was the additional debilitating problem of
adverse reputation that results from policy reversals and the failure to
commit.

The inability to convey any kind of commitment to reform sealed
perestroika’s fare. The reforms simply could not get the economy
poing and the consumer Crisis prew more acute.” The political
instability of taled retorms, alongside deflated expectations on the
pact of the population, produced a highly troublesome situation for
the Gorbachev rcgimc."g

In the fall of 1990, when Gorbachev backed out of his commitment
to the radical 'Shatalin Plan’ and meved to the right, he blew his
credibility with his liberal allies. But perestroika had already cost him
his credibility with communist conservatives. So the winter zig to the
right did not gain Gorbachev much. As he tried to zag to the left in the
spring of 1991, especizily with the April compromise with Yelesin,
the right prepared for one last effort to regain control.

First, they sought to regain control through ‘constitutional’ means,
and when that failed, they resorted to the August coup. Even though
the coup failed, the failure certainly cannot be attributed to the success
of perestroika. It was the failure of perestroika, in fact, that resulted in
the coup attempt. As the regime kept on introducing liberalization
policies only to go back on them, the official economy sank deeper
into an abyss. The bureaucracy which was threatened by reform knew
that more and more radical measures would be necessary to get out of
the abyss. However, those measures would be clearly undesirable
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from their point of view. So they sought to resist one more time.
Portanarely, the effoct was neirher peired nnr skiliful and it fell apart
in three days.

The unravelling of the Soviet Union as a political entity, however,
is the unintended by-product of Gorbachev's policy of perestroika.
The failure of the regime to convey the kind of cominitment 0
economic liberalization that was necessary to reform the Soviet
system proved to be perestroika’s undoing.

CONCLUSION

One of the most basic insights of censtitutional political economy is
the necessity of rules to govern over economic activity. It is a research
program which focuses our inquiry on the working properties of
rules, and the processes of social interaction that take place within
rules. By examining both the rules of socizl interaction and their
impact on social processes, scholars can begin to develop ideas about
workable constitutions of economic policy.

In developing a workable constitution of economic policy it must be
recognized that the obstacles that incentives and information present
to discretionary behavior are formidable. The Soviet experience
<hows that without effectively signalling and establishing a binding
and credible commutment (0 bluad LbLidhzdlol, chie Sthavaut o the
government simply destabilizes the situation.” )

The argument against government intervention in the free market
process does not amount to asserting that government intervention
must necessarily lead to totalitarianism. Thac was a misunderstanding
of the argument on the critics’ part. Rather, the argument suggests
that interventionism produces unintended results which will be
viewed as undesirable from the government’s own point of view.
Thus, interventionist policy constantly forces upon government
officials the cheice of cither rejecting their previous policy or
intervening even more in the attempt o correct the past failing. The
argument is a stability argument. Intervention is just not stable as an
economic and political system. The discretionary behavior of the
government results in situations that undermine their own initiatives.

Whereas the instability of the 1920s in the Soviet Union led to
Stalinism, the instability of the late 1980s has led to the dissolution of
the Saviet Union. In either case, onc a normative nightmare whereas
the other offers normative hope, the experience tllustrates the basic
point: discretionary behavior on the part of the government fails to
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produce the stable environment that is necessary for economic
pracperity The insiphts thar the Sovier experience nffers chanld
become.basu:l material in developing a workable constitution of
economic policy in the post-perestrotka era.
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CHARTING A NEW COURSE

One morning . . ., according o 2 much-loved anecdote . . .,
Lenin woke up in his mausoleum on Red Square. The father of
the revolution made his way up to the street and started to Jook
around. He spent all day walking and ralking to pec?ple, reading
newspapers, even watching this new-fangled televisxop. At the
end of the day he was seen in the Kiev Railroad Station #.thc
station for trains to Poland and the West. 'Viadimir Hyich,’
someone asked, ‘'where are you going?’

‘Rack ta Zurich. he replied, ‘to start over agaia. o
Robert Ruawser

INTRODUCTION

Several years stand out in history: 1688, 1776, 1789, 1917 - and now
1989 can be added to that list, 1989 was a year of tremendou.s change
and the images that flashed before our eyes shall be etched in hearts
and minds for a long cime. From the lone unarmed protest student
facing off the tanks in Tiananmen Square to the joyou§ dance on top
of the Berlin Wall, from the accession of Solidarity in Poland and
the Civic Forum in Czechoslovakia to the execution of the tyrant
Ceausescu in Romania, the images of 1980 were an overwhelming
affirmation of humanity's universal struggle for frecdom:

These images of 1989, however, have 1o a large degrgc given way to
the sober reality of the 1990s. The road from serfdom_ is tough going.
The path from communist domination to economic and political
freedom is one fraught with difficulty. The conflict bctwt?cn econ-
omics and politics is highlighted along this rcad. As rhe. ad]us.tments
in the economic structure proceed to correct for the previous distorted
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order citizens will experience overtly unemployment, higher prices
and disrrepancies in income levels that previously were only exper-
ienced in an implictt manner. This occurs at the same tme that new-
found political freedoms give greater voice to complaint. The danger
in this situation is that the emerging democratic forces car: potentially
derail the emerging economic freedoms and lead back to the domi-
nance of politics over economics.

While 1989 clearly saw the end of communism as a legitimizing
ideology, the economic and political transformation of the former
communist bloc s still far from completed. The political hypocrisy
was best represented in the Soviet Union from 1989 to 1991, where
the communist government remained formally in power until Gorba-
chev's resignation on Christmas day 1991. In addition, on the
economic frant each Gorbachev announcement of economic reform
was followed by a reversal of the reform program so in the end no
official reform had taken place and the Soviet economic situation grew
worse.

In cthe Soviet context this led to a competitive duality in both the
economic and political sphere. While the official economy grew
worse, the unofficial economy maintained the population.” State
supplies disappeared, but market bazaars emerged. The state budgec
became more out of line and roubles were printed at an ever-
sestdaing carz, st the Black e
reflected the declining value of the rouble and citizens increasingly
relied on alternative currencies and barter arrangements te satisfy
their market demands. In the poelitical realm, while power remained
in the hands of the Party it was continually slipping through their
fingers. The political forces unleashed with demokratizatsiya grew in
legitimacy. And, with the failed coup of August 1991 the commur-sts
lost any remaining power they had. From August to 25 December
1991 211 that remained of communist central power was symbolic.

Many observers saw this as tragic, but this was nor tragic ac all. The
crucial lesson of the emergence of Western civilization is the
importance of competition among governance StruCtures for the
development of peaceful co-existence and economic de'«’elopmem.5
Competition is one of the most important processes through which
we learn how to live and organize our affairs. Economic competition
and the recognition of the benefits of exchange provide the founda-
tion for social cooperation not some mythical notion of communal
b!."longing.'1

The Soviet experience with socialism did not eliminate competition
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or the gains to be had from exchznge, but it transformed the
competiuve struggle and the gany that weic Le had Peliticd
competition and political privilege substituted for economic compe-
tition and profits in the mature Soviet society as discussed in Chapter
4 Soviet socialism was a failure because politics completely dominated
econormics as the pre-eminent organizing principle of society. In order
to correct the situation — to chart a new course - economic farces must
be unleashed from political forces, even if those political forces are
dermocratic, If the main failing of previous policy can be found in rules
of the game which perverted the incentives and impeded the flow of
vital information, then reform entails establishing rules of the game
which provide high-powered incentives to actors to discover and use
economic information effectively. Competition among alternative
market experiments is the best way to assure that new ways to satisfy
market demand are discovered and that power is divested from any
single entity in society.

The problem with central planning never was in the idez of
planning per se, but rather in the fact that planning was limited to the
imagination of state authorities. Planning within a market environ-
ment is vast, but decentralized at the level of the firm or individual

entrepreneurs that actively participate in the market process. Market
v o FTams which neseacre the freedom

CUIHLLL L g e e T e
of entry, sets in motion a process of learning and discovery that
government planning simply cannot replicate.

The discovery procedure of competition is also viral in the policical
realm. Competition among localities, provided citizens are free to
move, sets in motion a discovery process that provides an incentive to
individuals to reveal information about the level of public services and
role of the state.’ Freedom of competsison, bhoth economic and

political, should be the operative phrase along the road from serfdom.

FIRST PRINCIPLES

As socialism declines as a social theory, liberalism necessarily ascends
as the only viahle akternative. The grand debate in social theory bols
down to the contrast between socialism and liberalism. This debate, to
a large degree, was ane over means and not ends. Promoting public
welfare and eliminating poverty, ignorance and squalor zre not only
the ends of socialism, but also the ends of liberalism. The peculiar
characteristic of the sccialist solution to the social problem lay in the
means advocated to reach that end.” Socialists argued that by bringing
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social life under the conscious and planned contro! of associations of
men socia] problems could he eliminared The heoatening of rhe
public life, to such a degree thac eventually eliminated th; auron-
omous struggles of the private life, would rid society of the social
problems of poverty, ignorance and squalor, and promote the public
welfare, Emancipation from the dominance of both other men and
nature was the promise of the socialist project. Historical experience
has sericusiy called into question the efficacy of the socialist means to
obtain the stated ends.

Just as there are variants of socialism (from the real existing models
of Stalinist, Maoist and Yugoslavian, and the theoretical systems of
classical Marxism, humanistic Marxism, market socialism and 50 on)
there are also variants of liberalism (from the real existing liberal
democracies of the US, Western Europe and the Scandinavian
countries, and the theoretical systems of classical liberalism, modern
welfare state liberalism and radical liberalism of the libertarian
variety). The negative argument of this book, while directed mainly at
the Soviet experience, implies that all variants of socialism confront
fhe same fundamental structural failing of an inability to provide the
incentives and information necessary to cocrdinate advanced indus-
trial activity. On the other hand, some variants of liberalism suffer
fram rhe internal cantradicrinng of demaceacy which allnw nalities o
fiominate economics with the consequence of perverting economic
incentives and distorting the flow of economic information.” The task
is to articulate -2 version of liberalism which corrects for the
fundamental {laws of socialism and the flawed variants of liberalism.

Just as Marx's vision of socialism was implied in his negative
assessment of capitalism, the positive vision of liberalism can be
found in the critique of socialism I have offered. Positive liberalism
strives to be what socialism and weaker versions of liberalism are not.
The dialectic of social theory teaches through concrast and critical
examination.

Justifications for the liberal order can be found nermally in one of
two directions, the Locke-Nozick natural rights justification or the
Hobbes-Buchanan contractarian justification. Both of these justifica-
tions, however, are flawed.” A more satisfying alternative perspecrive
for examining the properties of the liberal order can be found in the
Hume-Hayek tradition.

The Locke-Nozick formulation of the liberal order beging with an
assertion and not an argument.” The natural rights position of self-
ownership is justified by Locke on religious grounds and Nozick
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simply begins with the Lockean position and attempts to derive the
implications. The basic probiem wich thus appwada.m tut l‘.:;-m‘cd tw
the difficulty in its justification, but rather lies with the dlffl(?u](y
associated with delimitating the nature of the rights under consider-
ation. The distinction between negative and positive rights dges not
seem to do the trick. What we want to achieve by delimiting rights is
the 'good’ society, Le., a society in which the consequence of following
the rules is beneficial. A moral socicty that vielded bad consequences
would be neither desirable nor ‘good.” In other words, what we expect
from rights is increased opportunities to better uur:;t.zlves, i.e.,.posit:ve
liberties. But ance the desire for positive rights is recognized the
limiting questions of which rights, and whose .rigbts. are to be
respected requires an alternative critesion for adjudication. Settlement
of comperting rights claims cannot be resolved by reference to natural
rights alone, _

The social contractarian approach of Hobbes-Buchanan tries 10
resolve the problems associated with natural rights theory by way of
the social compact.m In Buchanan's scheme, for example, the leap out
of Hobbesian anarchy is accomplished by individuals coming to
agreement behind 2 Rawlsian ‘veil of ignorance’ as to the basic
~epanizatinn of snciety But despite the logical rigor of Buchanan’s
analysis the system lacks any endogenous  process by whiaeh
:ndividuals come to adapt rules of behavior. ‘

In large number settings individuals treat rules as parametric,
similar to how agents within the perfectly campetiuive model of
general equilibrium treat price as given. But, in the perfecFly com-
petitive model if agents treat price as given, then how do prices ever
adjust to clear the market? Price adjustments in the Walrasnlan model
occur by invoking the extra-economic character of the auctioneer. In
other words, the model fails in one of its most important fasks -
explaining the process by which equilibrium could ever be achnc.ve_d.
Buchanan's discussion of the social contract is vuinerable to a similar
argument since he explicitly builds hisu}{obbesian model on the basis
of the perfectly competitive model.’" Since rules ase. tre?ted as
parameters in the Buchanan description of pre-constitutton interac-
tion, then how is it possible that individuals could ever come to
observe social rufes? Just like the Walrasian counterpart, the
Hobbesian sovereign must be invoked in order to establish the
appropriate rules. No endogenous process of rule formation Is
possible within this system. .

Ia addition to this logical untidiness, the Buchanan formulation atso
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confronts a problem of constructivism. If a constitution could emerge
i such an ahistoncal fashion as s suggested in the TTubbey-Buchanan
analysis, then it would be possible to develop blueprints for social
order.”” But if such blueprints were possible, then socialist social
theory would not confront any difficulties in operation. In fact, the
very problem with the original model of Marxian socialism was the
desire to develop a detailed blueprint of social organization that would
coordinate cconomic life in 2n ex ante fashion.

In the rationalistic-constructivism of Hobbes man can design the
good society by devising the institutions that govern human
intercourse. Society is a product of man’s reason and nort the resuir of
an evolutionary history of trial and error. Institutions which are not
consciously understood are to be rejected. The constructed order is the
product of man's rational ability to draw up a socizl contract. The
fundamental problem with the Hobbesian decision-maker is that he
must be every man and thus no man. His reason is sufficient to
ascertain the vast amount of information necessary to deduce the first
principles of society yet he is blinded by the veil of ignorance as to his
future status in that society.

Social order, in contrast to this rationalistic conception, is the
product of buman action, but not of human design.ls This is an insight
which the Hume-Hayek perspective of tue hberai urder mgnngkm."‘
Constitutions simply codify rules that have evelved to govern human
intercourse, rules that had previously been respected tacitly by
individuals.” Rules emerge endogenously to a process of human
interaction through time 2s individuals attempt to resclve conflicts.

The Hume-Hayek approach to understanding the nature of the
liberal order offers an zlternarive to either an approach which
emphasizes religious tradition or rationalist design. Rather than
contrast reason with rradition, this approach to social theory can
provide an analysis of reason within traditions. History is seen as a
discovery procedute in which different group practices compete with
one another. Practices which enhance the well-being of the group are
maintained while those practices which prove detrimental to the well-
being of the group are discarded. Through a process of rule inno-
vation, imitation and evolution rule systems emerge to govern human
interaction.

This Hume-~Hayek approach also has the advantage of being
capable of incorporating the strengths of both the Locke-Nozick
approach and the Hobbes-Buchanan approach iato its analysis of the
liberal order. Rather than stress the morality of private property as
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derived from some conception of natural rights as is found in the
Locke-iNoaick peispective, we G o conrine e coraequenrialie
cationale for private property. Moreover, since private property can
be shown ta be a vital precondition for the social experimentation -
especially in the economic realm - that is necessary for r.he progress
and development of social order many of the libertarian 1mplxcarlqns
that Nozick derives from the Lockean perspective can be main-
cained.” In addition, since codification of tacit rules is recognized as a
fundamental part of social development, the Bucham.n emphasis on
{he constitutional moment in political economy remains potent,

The key point of the Hume-Hayek approach i-s a C(JmpIcFe
rejection of the command and control appro?ch to social (-)rder. This
does not mean that social order is unorganized or chaotic. Instead,
social interaction in a liberal society is characterized by a high degree
of internal predictability. But it is an order that emerges as 2 by-
product of activity that does not intend to produce any particular
overall system by conscious design. Rather than command a?d
control, the Hume-Hayek program emphasizes cultivation of a socug
order that aliows great flexibiliry in alternative experiences of life.
Governance structures are o establish rules of the game which
cultivate and encourage individuals to experiment in alternative social
arrangements. .

Thus, besides enforcing respect for rules which serve as a precondi-
tion for experimentation there is lictle else that is left for governance
structures 1o do with regard to derailed mznagement of the social
world. This should not be interpreted as an cend 1o politics. Rather, fhc
insights of the Hume-Hayek approach provide the basis for dealing
with the politics and economics of the liberal order.

THE ROLE OF STATE ACTION

Beginning with a cultivation as opposed to a cortrol mel?lality, we can
start to provide statements concerning practical questions of public
policy in the former communist countries. Under-tl*.me former commu-
nist regimes the benefits of competition in polmcs_ a_nd economics
were explicitly disparaged. The defining characteristic of the real
existing Sovier Union was monapolization. Conceptually, then,
reform is a rather simple process of demonopolization, How to best
do that, however, is not a simple marter. One thing we should know
for sure, though, is that the policies advocated in the process of
demonopolization cannot be policies which require vast amounts of
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government contro! and command.” In other words, pelicies which
try to micramarage the transfarmation process will confront the
same difficulties that the previous socialist policy regime faced.
This paradox of transition policy is the fundamental problem that
must be addressed in issues ranging from the very nature of the role
of government to concerns of monetary and fiscal policy. James
Madison, over 200 years ago, addressed the fundamental paradox of

liberal governance when he stated in The Federalist Papers, No. 31
that:

If men were angels, no povernment would be necessary. If
angels were to govern men, neither external nor internal
controls on government would be necessary. In framing a
government which is to be administered by men over men, the
great difficuley lies in this: you must first enable the govern-
ment to conteol the governed; and in the next place oblige it to
control itself.”

At the same time that state action is empowered to promote the
general welfare it must be constrained through constitutional rules
which limit chis power. Traditional economic justifications for state
action depended on the theory of market failure. It seemed a
ceronabte Caertien s ate thae T ginngeTeng where the moackes fafls
to promote the general welfare the government should step in and act
accordingly. Buc chis argument was curiously myopic. The dichotomny
between the examination of the logic of market and the logic of
politics is best characterized by the ancient legend that has it thata
Roman emperor, being asked to judge a singing contest between two
contestants, heard only one contestant and gave the prize to the
second under the assumption that the second singer could be no worse
than the firse. The problem, of course, is that this assumption is
unwarranted.

It is by no means unambiguous that in situations of market
imperfections government action will improve the situation. Govera-
ment may actually make the situation worse. In fact, many perceived
market imperfections at one moment may spur entregreneurial
discaveries which correct the sitvation in future periods.” Govern-
ment action in this situation merely would distort the learning
function of the market process by substiruting a polirical solution to a
problem that could be internalized through entrepreneurial creativity.
Moreover, it can be demonstrated that many so-calied market failures
are actually a product of faulty rules which govern the economic game.

113



==

[

WHY PERESTROIKA FAILED

The current crisis in the US Savings and Loan industey provides a
concrete example, Rather than paame tue débidcde on speoalative
investment behavior of bankers, a more appropriate argument would
he to find fault in the liability and insurance rules which produced 2
situation where bank directors could accrue all the profits from their
activities but remain largely protected from losses. Such an environ-
ment produced what is known in economics literature as a moral
hazard in which risky behavior becames the norm. Fconomics per sé
cannot provide moral statements about whether profits are deserved
or not, but it can provide statements about the consequences of
Jleernative rules on human behavior. Traditional market failure
theory drew the economists’ attention away from examir.ling the
structure of altermative rules which governed decision-making pro-
CCSSES.“ ‘ .

Arguments about market failure, therefore, must be con]omf:d vm.h
an appreciation of the strong possibilities of government failure in
implementing the proposed solution. This weould seem to suggest that
each case should be treated separately and that no general rule could
be established concerning state action. Of course, in dealing with
public policies there is always the question of magnitudes. Govern-
ment failure may indeed exist, but it may be less desirable than th’f
vl e fiitare Snehoa rege—henefir ealmlus, however, s
severel} limited in practice since economically me:lningf'ul costs and
benefits are purely subjective in nature. Objectivistic notions of costs
and benefits fail to produce an adequate understanding of economic
processes and mislead analysts when addressing public policy ques-
tions.” '

Again, the problems that the socialist policy-.makcr con.fronr.cd in
policy formation suggests how to establish criteria for public policy in
the liberal order. The command and control mentality translates
¢CcoNomic questions into engineering problems and offers tcclmolog.i-
cal sclutions. Such an approach assumes a degree of objecuvistic
measurement of the variables which does not exist in the cCOnOmic
realm. Offering technological solutions for problems th:.lt can~only be
appropriately handled as economic, fails as viable [.)ubh.c policy.

The information that is vital for economic questions 1s contextual.
One of the chief sources of error in the engineering mentality is the
assumpticn that economic data, such as 'costs,” aze objectively gi\.-f:n
facts ascertained by observation, when in fact the data of economics
can only be understood within the context of the .chooser. The
knowledge and judgement of the decision-maker will be whotly
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¥ different when he acts in a competitive market from what it will be

¥

when he acts in a monopalistic nne Nor only the narure of the
incentives, but the narure of the knowledge generated and utilized,
differs depending on the context of action.

The dynamics of economic processes require that viable policy
discussion should be limired o an examination of the alternative
rules. Even in situations when state action is deemed desirable it must
be at the level of the rules and not particular market outcomes. ™
Given the experience of government failure in both the former
socialist economies and Western democracies, the presumpiion maust
g0 1o the marker.

In addition, since the basic argument being offered here is that rules
that govern social intercourse should cultivate experimentation, even
in situarions where the ‘publicness’ of the good requires state
provision, private firms should not be excluded from attempting to
provide the service on the open market.” Government may provide
mail services, for example, but that should not mean that government
can exclude competitors, And if technological innovations emerge
which allow private provision of the service, then progress should not
be deterred. Facsimile machines, for example, may one day eliminate
mail carriers, but that would not be something to bemocan. The key
ingredient to social development is free competition. Government too
often 15 tne sgurce and protector of MUNUPOIsLL Pracines. Loinpe-
tition, on the other hand, destroys monopoly and encourages exper-
imentation. Not only does competition allow us to use already
existing knowledge, but it is also the spur for the discovery of ever
new and fresh knowledge. ‘Competition, Hayek writes, 'is not merely
the only method which we know for utilizing the knowledge and skilis
that other people may possess, but it is also the method by which we
all have been led to acquire much of the knowledge and skills we do
possesx‘;.'m

Qne final point about state action must be made before we address
more concrete questions of the policy of the transition. State action is
by necessity non-neutral, Le., intervention affects the underlying
pattern and distribution of resources in society.” Intervention by
definition changes the pattern of exchanges that would have voluntar-
ily transpired on the market ctherwise the intervention would not
have been necessary - people would have already done what the
intervention intends to compel them to do.

In a monezary economy the generally accepted medium of exchange
represents a link in all exchanges. Money, in other words, is one half
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of all exchanges, i.e., it is the joint linking all t‘r:%nsaction_s. Tl_lis
‘ointness aspect of money translates into the proposition tha if pO]lC‘{
alters the value of the MUOCIALY uilit 1L Wby winilgey T paieti
exchanges in the economy. _

The centrality of money inan economic system can be illustrated as
follows. Imagine that the economy is like a.wcil.-shapcd whecel, the
spokes of the wheel represent the relative prices in the cconormy and
the hub of the wheel represents the monetary umil By either
tightening or loosening the spokes we can change tk_u: shape of the
wheel. The wheel may become distorted and not function as smoothly
15 before, but it can still roll. However, if for wharever reason the hub
of the wheel was eliminarted, then the wheel would collapse almgcther
and cease to function. Similarly, distorted relative prices disrupt
cconomic forces, but destroying the currency would lead to the
collapse of the entire economy. _ . . ’

Money cannot be viewed simply as a veil or tipght joint, as is
suggested in the classical dichotomy which stated that rcal. var:n‘b'lcs
only affect reals and nominal variables only ;1fft_:a m_nm‘nnis: The
classical argument suggested that the real underlying distribution of
resources would be unaffected by changes in the value of money.
Changes in the valie of money would be f{flly accomn?odatfed for by
proportional changes in the price level. While th‘f.' cl_asswa! dichotomy

il an Tgeertant arpnmen s apaines inflarinnisrs and monetary
cranks who argued that by printing mere monetary notes wealth
could be achieved, it confused the nature in which changcs_m ’[hc value
of money are transmitted in an economic system. This s not to
suggest that Keynes's criticism of the classical dichotomy is to be
accepted. On the contrary, Keynes failed ro understand the workings
of the monetary economy because in his system of. thought money
represented a broken joint.i'D Instead, the interesting questions in
macroeconomics explore how monetary variables can alter t.]m real
distribution of capital resources in an economy by affecrmgl the
structure of relative prices. Recognition of this forces the economist to
pay particular atrencion (o systemic qucs.tion.s concerning the menet-
ary regime itself and the rules under wh_lc‘h it operates as opposzd E;o
particular pro- or counter-cyclical policies that are suggested by
advocates of either demand-side or supply-side management of the
€COonOMmy.

Similarly, fiscal policy necessarily affecrs tk}e pattern of exchangcs.
If you subsidize something ycu get more of it, if you tax.somethn?]g
you get less. Of course, the magnitude of the effect varies, but the
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general point remains. Neither monetary or fiscal policy can be
neutral, and therefore, when discussing policy rules for sustaining a

Yhera! arder this must alwaves be kapt in mind

ESTABLISHING A LIBERAL REGIME IN THE
FORMER COMMUNIST ECONOMY

The distarted world of the Soviet economy is best characterized by the
gigantomania of the Stalinist system. In che 1930s the farming system
was colonized in collectivization and through a practice of internal
imperizlism an industrialization drive was financed. On the backs of the
peasant community industrial cities were built. Giant enterprise
menopolies, in the strictest sense of establishing singie producers of a
particular good for the entire country, were created under the influence
of the Marxian illusion about the infinite efficiency gains of economies of
scale it order to industrialize the 'backward’ Soviet economy. This
industrialization drive left its permanent stamp on the induscrial
structure of the Sovier system and is evident to this day throughout the
entire economy. It was estimated by Gosnab in 1990 that 80 per cent of
the volume of output in the machine-building industry was
manufactured by monopolists, and that 77 per cent of the enterprises in
machine-building were monopoly producers of particular commodities.
Locomaotive cranes, tram rails, sewing machines, coking equipment,
nuists tor coal mines, and sucker-rod pumps, tor example, were products
produced by absolute monopolists in the Soviet economy. About 2,000
enterprises throughout the entire region of the former Soviet Union
were the sole producers of specific products.”

In addition, the industrial cities attempted vertically to integrate
entire industries. A survey by Goskomstat in 1987 reported that out of
every 100 machine-building enterprises, 71 produced their own iron
castings, 27 produced their own steel castings, 84 their own forging, 76
their own stamping and 65 their own hardware.” There was virtually no
specialized production in the entire Soviet industrial structure.

The highly concentrated industrial structure combined with the
absence of any kind of markec signals produced chronic inefficiencies
in production. Historically, the criterion for success was meeting the
gross output targets set by the planning authorities. Success had little
to do with quality of the product and nothing to do with satisfying
consumer demand. The consequence of this economic environment is
illustrated in the case of the Magnitogorsk steel manufacturing
complex.” TFounded in 1929, Mapnitogorsk steelworks was considered
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the flagship af Savier rechnnlagy and industrial development.
Magnitogorsk became a0 industrial city of 438,000 peoPle by the late
1980s, and represented the largest steel complex 1n the wor!d.
producing about 16 million tons of steel each year. Bug, this i.nqustr{al
city has a severe housing shortage and has diffi@[ty lifting its
population above mere subsistence standards of hvmg. It has d'es-
troyed the surrounding environment and overwhelmed jts population
with lung and other respiratory diseases. What was once held up as an
:nternational showease of Soviet achievement has been revealed as
simply another Soviet example of an industrial white clephant.

Of its reported 16 million tons of annual production, for example,
no one really knows how much is actually Magnitogorsk's own
defective stecl being recycled through the production process. The
quality of the steel produced is quite low even by the minimal
standards set by the planners let alone world market standards.
Nevertheless steel is produced and becomes the defective inpuat in the
machine-building industry, which in turn manufactures defective
machines intended to produce more steel. Such production for
production’s sake is one of the most prevalent characteriseics of all
Saviet industry. Moreover, to produce 16 million tons of steel, the
Maonitoparsk complex employs more than 60,000 workers. In con-
trast, the UdX plant in Lraiy, i, the flewst Snooderioar
integrated American steel plant, employs 7,000 workers and protjlu-ces
about 8 million tons annually. In addition to poor labor productivity,
the difference in the size of the workforce between Magnitogorsk and
USX can be auributed to fack of capital invesement, the necessity of
majntaining a large portion of the workforce simply to repair and
build machines and tools required ro operate the Magnitogorsk Works
and the impertance of keeping 2 padded labor force so that the plant
has the ability to engage in the Soviet industrial phenomenon of
‘storming’ that occurs at the end of each production period it order to
meet planned outpuc targr:ts.H ‘ .

Magnitogorsk is just a microcosm af the entire Soviet mdusrrfal
structure.” The simple fact of the matter is thac throughout th‘e sowct
system Mmost people wake up to go to work in a factory that is in the
wrong place to produce the wrong goods. Most of the enterprises ate
negative value added firms, that is the inputs.that go mi)o6 the
production process are more valuable than the output produced.” The
industrial structure of the former Soviet Union cannot be res-
rructured, it must be rebuilt.

To complicate economic matters, in the Soviet-type system
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microeconomic inefficiencies translated intc macroeconomic imbal-
ances. Negative value added loms required production subs:idies
which bloated the state budget which in turn led to increased pressure
to finance expenditures by printing more rouble notes. In other
words, state subsidization of production generated budget deficits and
inflationary pressures, and these macroeconomic distortions in turn
perpetuated the already existing maladjustments in che economic
structure.’ Moreover, since most state enterprises could not survive a
markec test, employment in these enterprises was simply a form of
welfare payment to workers who in reality were either ‘unemployed’
or more accurately ‘underemployed.’ The implicit Soviet compact was:
"We pretend to work and they pretend to pay us’

Labor was misallocated, capital was misallocated, macroeconomic
policy was distorred and consumets were ignored. That is the real
existing situation from which transition policy must begin its assess-
ment of alternative policy paths. To realize just how structurally
distorted the cconomy of the Sovier Union was, one need only
remember that prior to the fall of the Berlin Wall East Germany was
universally considered the shining example of socialist industrial
efficiency. But, once exposed to the West German and world market it
was revealed that the East German industrial power was nothing buta
prant Thiloa T Shedier menomiy bepian fram o1 much wnrse
starting point than any of its former allies in the socialist bloc if for no
other reason than chat it existed under the perverted incentives and
distorted information of socialist policies longer than any other
country.

The connection berween individual enterprise performance and
macroeconomic policy must be severed for the economic transition to
be accomplished. Moreover, the monetary system must be completely
independent from the fiscal policy regime. In the West, there exists
only the myth of independence between say the Federal Reserve
System and the organs of fiscal policy in the US.*® As research on
political business cycles suggests, the Federal Reserve System was
created by Conpress and the Executive and acts as an agent of these
bodies of government which helps to explain to a large degree the
tremendous percentage of incumbency re-election. Budget deficits,
spiraling public debt 2nd bouts of inflationary distortions are not only
a result of poor policy choice by leaders, but more fundamentally a
consequence of the structural incentives of the institutional establish-
ments of representative democracy and central banking. Monetary
and fiscal policies, in other words, have become tools of political
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manipulation and not just tools for managing the economy. Of course,

even ol we wuid sulnehuw cubsilalio oo politioal process 56 rhat

monetary and fiscal policy was not subject to political manipulatica -

but was instead limited to attempts to promote the general welfare, a
serious problem would confront policy-makers. Best of intentions
does not mean that the information necessary (o accomplish appro-
priate management would be avaitable 1o policy-makers in any readily
assessable manner. Macromanagement, just like micromanagement,
of the economy is a mistaken approach t public policy. Transition
policy should not only steer clear of repeating the previous mistakes
of the socialist regimes, but it should not repeat the same mistakes
that Western governments have made.

Competition amoeng enterprises must replace moncpoly and
subsidization, and competition introduced into the monetary and
fiscal sphere will also produce desirable results in terms of economic
growth and development. Introducing free competition into the
system as fast as possible should be the major pricrity of transition
policy. Transformation policy amounts t© price liberalizatios,
privatization, establishing 2 viable cucrency and controlling the state
budget. These policies cannot be phased in over time because each
particular policy has consequences for the others so they must be
ineendicad simoltaneonsly. Shock therapy possesses 4 logic which its

critics too often miss.”

1. Price Liberalization

Price liberalization should not be confused with administrated price
increases. Freeing of prices means eliminating government control
comnpletely. Raising prices by decree at the state stores 18 not a price
liberalization. Prices need to be free to adjust to the forces of supply
and demand. The function of free prices is to bring into coordination
the most willing suppliers and the most willing demanders in 2
market. Prices ration goods and services through their ability to adjust
constantly to changing market conditions. Under the previous policy
regime, rationing was done either chrough political means, such as the
special privileges thac Party officials possessed, or through queuing
for goods in short supply. Price liberalization will destroy the old way
of allocating scarce resaurces.

Immediate price liberalization disturbs many individuals because of
the fears of inflation, monopoly profits and income inequalities. The
fear of inflation is largely unwarranted because individuals already
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exist in a situation of ‘repressed inflation.” Long queues and persistent
thartapes of basic irems choracrerize the encialist <vstem. Freeing
prices will simply eliminate the queves and shortages. Repressed
inflation will become explicit as prices rise, but this will entice future
competition which will lower prices. Inflation is not a matter of
increases in prices, but rather everywhere and always a monecrtary
phenomenon. Inflation is & consequence of the monetary regime
reducing the value of the monetary unit, Free pricing is not the
problem, the problem lies in the monerary regime.

The rouble overhang problem (ie., the supply of notes held idle by
consumers) is also largely 2 figment of planners’ imagination. It is
true that an overhang exists, but in an excess dema nd economy where
black markets have fourished such as the former Soviet Union, it
cannot be said that individuals are being “forced to save. Instead,
since goods can be readily had at the black market rate around the
corner, individuals must be voluntarily saving under the expectation
that they will evenrually be able to acquire the goods at the artificially
lower state price in the future. The rouble overhang problem emerged
from the voluntary choices of Soviet citizens. In addition, the
monetary authority had so destroyed the value of the rouble, that for
many citizens the rouble was no longer convertible into goods. Barter
becamne the predominant mode of trading with its corresponding
probicins ol wuiditiabilg Uit pidis Gl GuuBeiLg Jptiis. Doy
liberalization is a necessary precondition for eliminating these distor-
tions in the economic system.

The monopoly structure of the former socialist economies also
creates a problem for many would-be reformers because It SUgRests
that once prices are freed they will gravitate to monopolistic prices
and not competitive ones. 1t is argued, therefore, that privatization
must occur before price liberzlization.” But this misses a fundamental
point about the introduction of markee discipline. In order for markets
to work they only require the lure of pure profit, the penalty of lasses,
free pricing and freedom of entry. The existing market structure does
not matter as Jong as these preconditions for market operation are
established. If so, then the current market structure will give wayto a
new order even if price liberalization brings monopolistic profits to
the current enterprises in the short run.

Finally, the concern over basic equity is also a consequence of
suspect reasoning. First, large discrepancies in income existed in the
old regime. The Party elite lived an elaborate life-style compared to
the average citizen.” In fact, these discrepancies were far more zcute
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than those that exist in the West. While the average citizen struggled
for the very minimum standards of existeiae b CLms ol huusing,
medical care and other basic services, the Party elite lived like kings.
Incroducing market forces into this situation destroys the old regime,
.t does not lead o gross inequities, it corrects them by eliminating the
privileged position of state officials. Also, many argue that essential
products, such 2s basic foodstuffs, should be exempt from price
liberalization. But this gets the argument complerely backward.
Essential products are now in short supply in the official sector. Price
liberalization is necessary to alleviate this situation. I anything, price
liberalization should come to essential produces first.

2. Privatization

How best to privatize the bloated behemoath of state enterprises in the
former socialist countries is a subject of wide debate. Proposals range
from voucher systems o controlled restructuring of state enterprises
by Western insticutions such as the Interaarional Menetary Fund, and
public auction. Since 1 do not believe one can address past Wrongs 1n
any economically meaningful manner, and since in the absence of
market sighais Lig vaiadin s £t sers f arare enterprises s
croublesome, | weuld suggest that ownership rights simply be given
to the de facto owners, ie., the state enterprise managers.'H
Eliminating all subsidization of state enterprises and rarning
ownership over to the existing management, along with the introduc-
tion of price and trade liberalization will accomplish the goals of
privatization without establishing a new bureaucracy = such as 2
Ministry of Ownership Transfer - to get in the way of the discovery
procedure of competitive forces. Trade fiberalization will import the
price structure and discipline of the world market.” Price liberaliza-
se managers 10 pay artention to costs of

tion will force enterpri
production and other market signals.

In other words, privatize the economy -~ both smatl and large scale
_ as follows. The de facto property rights in the state enterprises that
are held by current management be recognized as e jure rights. All
consumer and producers’ subsidies are abolished and state orders and
price limitations are eliminated. Bankruptcy and liquidation of firm
assets must be allowed. This has to be coupled with trade liberaliza-
tion to eliminate the monopoly structure problem and import a
market price scructure, In this fashion, the fundamental industrial
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restructuring and reallocation of capital resources that is necessary to
got the morhid Snviee economy wnrracked will be accomplished.

3. Monetary Reform

Liberalization policy demands a convertible currency. One of the main
problems of the transition of the former Soviet ecenomy to a market
economy lies in the inconvertibility of the currency. A market
economy requires a widely accepted medium of exchange that can
purchase goods and services on the domestic market (internal
convertibility), and that is easily converted into foreign currency
(external convertibility) at free market rates. The reality of the Soviet
economy under Gorbachev was that the rouble was neither an
internally or externally convertible currency. Despite the wide variety
of proposals for rouble convertibility, most have in common the
celiance of a central banking system to institute the reform.

Ronald McKinnos, for example, argues that Western and Soviet
economists who press for price liberalization, floating exchange rates,
privatization and decentralized decision-making are mistaken because
they have got the ozder of liberalization wrong. Before any liberaliza-
tion proceeds, McKinnon argues, proper fiscal and monetary control
cnver the Soatee cocnemy musr be aprrred % An alrerpnative, non-
central bank approach, to currency reform has been proposed by Steve
Hanke and Kurt Schuler. Hanke and Schuler argue that the best way
to achieve and maintain currency convertibility would be through a
currency board system as opposed to central bank managcmenr."
Robert Hetzel, however, has pointed out that while the currency
board system is a substitute for central banking a government
currency boacd has the disadvantage in that there is no binding way to
assure that government officials will not force the board to devalue for
domestic political reasons. Successful monetary reform can be
nothing short of complete depolitization of the monerary system.

The reasons for depolitization of the monctary system are
straightforward. Government can only finance its affairs in one of
three ways: tax, borrow or inflate. Inflation represents a hidden tax o
the citizens. Depolitization of the monetary system eliminates the
inflationary ability of the government and forces government to
either borrow in the capital marker or raise revenues through taxation
to finance its affairs. Also by eliminating the ability <o finance its
cxpcnd.imres through inflation, depolitization makes government
more interest sensitive to its borrowing behavior, and so forces
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government palicy-makers to be more disciplined in their financial
SUTTUWING.

The logic of the depolitization of money is also fairly
s»traightfon;w.rard.'19 The market for monetary services is no different
than the market for other commodities. There is no need for
government to 'manage’ money. Rather than a regulated banking
system based on central bank monopoly note issue, a more viable
alternative can be found in an unregulated banking system of
competitive note issue.

The fundamental problem with central banking, however, ts not
the problem of political manipulation of the monctary unit. The real
problem is that central banking presupposes the capability of srate
authorities to access information that is neither in their interest nor
ability 10 gather.”® For central banking authorities to manage the
supply of money accurately they would have to possess knowledge of
the conditions of supply and demand which is not available to any oac
mind or group of minds. Both the political and economic problems of
central banking are inherent to the institution itself. As with other
centralized planning institutions, the attempt 0 manage monetary
resources through administrative methods produces economic and
political irrationalities.

Un the Olhel 110, COMPLaLive holt wbul nia ot b hulel Ji
entrepreneurial process which will adjust supply decisions of bank
managers o meet the public's demand for monctary notes. The
clearing mechanism urder free banking will assure that managers will
receive the appropriate signals for effective resource administration.
The clearing mechanism provides signals concerning debit and credit
that follow from the bank's under- or over-issue of notes. This
information will cause bank managers to adjust cheir liabilities
accordingly. Moreover, in a free banking system of competitive note
issue, the return of notes and checks for redemprtion in base money
will also provide incentives and information that is viral for the
proper administration of the money supply. Monopoly note issue by a
central bank simply cannot generate the incentives ot information
required to manage the money supply adequately. Central banks are
not well equipped to know whether an adjustment in the supply of
money is needed, nor are they well equipped 1o assess changes in the
demand for notes.

Competition in note issue, however, promises all the same benefits
that competition in any commodity does. The availabilicy of sub-
stitutes will force bank managers to act prudently in forming their
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business decisions. Brand names will be important in the competitive
crotess 15 siome bank notes will hecome mere respected than others
But as long as freedom of competition persists, then an effective
administration of the money supply will result.

In the current situation of the former Soviet Union, the rouble has
become basically worthless. Some reported exchange rates value the
rouble at more than 100 roubles to one dollar in currency auctions at
the end of 1991 and the beginning of 1992.”" In the Russian Republic
the printing presses have been running twenty-four hours a day. Free
banking offers an alternative to this monerary chaos.”

Banks could offer notes backed by hard curcency or some bundle of
commodities or gold. The banks would offer deals on rouble
exchanges to attract customers to their bank. Individuals would
gravitate to bank notes that were most widely accepted for market
transactions. Central bank roubles would disappeer, as would the
institutional organs of central banking, but monetary order would
emerge and the money supply would be free of the manipulation of
the political process.

One final note, free banking also offers an 2nswer to the policy
dilemma highlighted in Chapter 6 concerning commitment con-
veyance. Eliminating government control over the money supply not
vily pre-wotiiits the regane, WU alse sgodi o ke prticran
that the government is sincere in establishing restraints on its leading
role in the economy. It will take such a drastic step that establishes
binding constraints on government action and signals a firm commit-
ment to structural reform 1o get economic liberalization policies on
the right track. Allowing competitive note issue under a regime of
free banking offers the best chance for achieving the simultaneity
required for conveying a credible pre-commitment to {iberal economic
reform.

4. Fiscal Policy

If the political control of the money supply has been eliminated, then
the government will not be able to finance its expenditures through
the hidden tax of inflation. Without the ability to inflate, and thus pay
debts back with cheaper money, government officials will in theory be
more interest rate sensitive in their borrowing decisions. Of course,
this reasoning is somewhat questionable because governmenc officials
are not in the same context as businessmen. They are not committing
their own financial resources, nor do they face the discipline of market
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forces. In addition, given the changing fortunes of elected officials,
those who borrow today most itkery wis oot be o sthiee wheo the bili
is due in the future. Nevertheless, the elimination of the ability to
inflate takes away one way in which political actors are able to hide
the effects of their palicies.

Political leaders will instead have to raise most revenues through
taxation, which is directly felt by the electorate. Still the electorate
may be rationally ignorant of a preponderance of legislative
initiatives and the vote motive may be lacking, but making it more
difficult to hide the costs of policies will reduce the abilicy of
politicians to engage in special interest politics. Tax limitations along
with balance budget requirements will also build in desirable con-
straints on government's ability ro finance its affairs outside the
consent of the governed.

The justification for activist fiscal policy derives mainly from Ahba
Lerner's concept of ‘functional finance.” Lerner argued thar ccon-
omists should use the budget tc bzlance the economy rather than
worry about balancing the budget. During times of recession, when
aggregate demand fell shorc of the level required to maintain full
employment budget deficits could correct for the economic downturn.
And, at times when aggregate demand excceded full employment
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bring the economy into batance.

This approach to fiscal policy belies 2 pretense of knowledge. In
order to fine tune the economy with the tools of fiscal policy,
governmenc officials need to know not only what the current level of
aggregate demand is, but also what the appropriate level of aggregate
demand would be to maintain full employment. In addition, it is
assumed that policy-makers can ascertain the precise effects of the
multiplier so that full employment levels could be maintained.
Without these crucial assumptions, government policy would not only
be ineffective, it may actually be damaging to rthe economic order.

Budget deficits crowd out private investment activity and public
debt erodes a country’s capital stock. The problem with fiscal policy is
an expenditure problem. A balanced budpet with high levels of
taxation and high levels of government expenditure would do little to
promote the development of economic forces. The development of
the economy requires reductions in the size and scope of government,

Governmeat expenditures are largely justified in order to supply
public goods. While few economists would question the public goods
argument per se, there are severe problems that confront goverament
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provision of public goods.54 Most fundamentally, there is a problem of
ihe demand tevelatwn for public goods Under the wiraation of
monopoly provision it is difficult, if not impossible, to ascertain the
demand for public goods. Individuals do not face high-powered
incentives within the political process o reveal accurately their
demand for public geods.

What is missing from the political process is a competitive
discovery process which motivates demand revelation. This situation
can be improved on, however, by introducing as much cOmpetiton as
possible into the political provision of goods. First, it is one thing to
establish that a good is public, it is another thing to grant government
a monopoly in its provision. Private firms should be allowed to
compete with government in the provision of public goods. Second,
individuals must be free to move among localities. By allowing free
migration of the population, localities will compere with one another
for a tax base and will have an incentive to offer the demanded bundle
of public services at rcasonable prices (raxes). High tax areas will lose
residents unless they provide an appropriate level of public services
for the taxes paid. Technological advances, for example, have
increased the ability of businesses to move capital quickly and this in
turn has the potential of increasing the competitive pressures on
oo T e e i Teoipahin mahlis nelicy ae vhe
local, national and international level”

Competitive pressures will do their job most effectively as the locus
of decision-making authority is reduced. The break-up of the Soviet
empire, for example, might actually have been a necessary precondi-
tion for introducing the competitive forces which will aid in discover-
ing the appropriate levels of tax and expenditure by regional
governments in the former Soviet Union. The unintended conse-
quence of ethnic strife and nationalistic awakening, may be the
establishment of more manageable governance structures. Of course,
the rhetoric of some of the nationalistic leaders is ugly and upsetting
to liberal sensitivities {especially the rise of anti-semitism or the
ethnic conflict between Armenia and Azerbaijan), but in a liberal
ecnvironment these conflices will give way to harmonious and
mucvally beneficial economic ties. The argument for the liberal free
trade order was not limited to the gains in economic efficiency that
followed from individuals pursuing their comparative advantage.
Rather, liberal trade also promised peaceful social relations between
individuals and nations as exchange came to dominate political
confict.”®
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During the communise perind, the unique cultural and ethnic
differences between the republics was officially suppressed. T'he tirst
thing that occurred when the communist imposed order was lifted
was that old sentiments of conflict arose again between republics.
This is a natural reaction to the previous system of politically impesed
order,

The oid Soviet empire was doomed 10 collapse for structural
reasons. In addition to the failed economic system, politically the
empire simply overstepped the bounds of feasible control. Once
Gorbachev unleashed the forces of glarnost and demokratizatsiya it
was like squeezing a rube of toothpaste - the toothpaste cannot be put
back in. The drive for independence by the republics was a necessary
first step roward establishing a more liberal order.

Only independent states can decide that it is to their benefit to
develop relationships with other states and enter into mutually
beneficial agreements. There are potential dangers along this path of
building a new liberal order, but there is in a fundamental sense no
alternative.

The key ingrediear in building successful bonds between the states
is to guarantee free mobility of people, goods and services. The most
effective check and balance to any political system is for the
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popuiztioti (o have dhic abaity ool Wit
people and resoutces to flow freely, governments will be constrained
in their activities.

Political competition in an eqvironment where government's
ability to hide the costs of its policies is constrained will generate a
discovery procedure which will result in a close approximation to the
desired bundle of public services and the level of raxation. The
existence of readily available alrernatives, rather than some a priori
justification, will define the scope and size of the state. The basic
precondition for this process 0 work is simply the climination of any
claims to monopelistic exclusion.

The fact that the ideal pattern of society cannot be arrived at in any
a priori fashion dees not mean that we must start from scracch.
Historical experience and the insights of the social sciences provides
us with some knowledge of which alternatives to avoid. Communism,
fascism and other forms of authoritarian regimes which claim an
exclusive right to truth are to be avoided, The fact that "no utopia has
ever been described in which any sane man would on any conditions
consent to live, if he could possibly escape’ tells us something.”’
Historically, most analysis of the ideal society concerns itself with che
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particular design of communiries. It is not that designing communities
15 ummportant, rather as 1 have SUBEESICA, il &S il (it SCMpetton
hetween communities that knowledge will be revealed concerning the
appropriate relation between the citizen and the state. But, the real
emphasis for reconstruction of the post-communist world must lie In
developing the framework for society within which competition
among the communities transpires.’

THE LOGIC OF SHOCK THERAPY

Price liberalization, privatization, monetary reform and fiscal policy
constraints cannot be phased in over time for various reasons. The
interconnectedness of each demands that they be introduced simulta-
ncously.59 [n addition to this interconnection, there are also other
logical reasons for adopting shock therapy asa method of transforma-
tion.

First, in order to signa! a complete break with the old regime and
establish credibility, the reforming government must make a drastic
gesture. Gradualism translates into capitulation to the old structures
of economic management,

Second. the economic situation in the former Sovier Union is so
maladjusted that oniy a radical and systeuc festiucuting wiil get the
economy on the path to prosperity. Just as the heroine addict must go
through cold-turkey in order to cure his addiction, the malformed
economy of the former Soviet Union must go through a similar
process of healing. The bloated bureaucracy and the inefficient
enterprises must be subjected to harsh economic realities which will
provide incenzives to adjust the social structure in a manner more
consistent with the demands of the public. Capital resources are both
heterogencous and specific to certain production processes. Military
plants cannot be turned into beer barrel plants overnight. Capital
must be created and reallocated. This kind of realignment of the
structuce of production in society takes a drastic introduction of
market forces.

Moreover, it must be recognized that extensive public welfare must
be financed through a sustainable economic base. The public sector
lives parasitically off the private sector through its power to tax.
Without a developed economic base, extensive public services will
simply thwart economic progress, and drain the productive energy of
the private sector. Shock therapy represents the decision to get on the
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boghway of high growth A decision 1o exit for equiry mav he made
later, but for the present it is necessary to stay on this road.

As 1 said earlier, the situation in the former Soviet economy is one
where labor is misallocated, capital is misallocared and consumers are
ignored. The only way t0 change this situation is through a drastic and
complete introduction of market forces.” This requires that transition

policy:

2. abolish enterprise subsidies and allow the liquidation of unprofi-
table enterprises;

. eliminate government’s ability to engage in inflationary practices;
eliminate all wage and price contrals;

refrain from attempts to stimulate consumption;

_ abolish unemployment subsidies.

T Cu ™ O

The most important thing government can do is not to iaterfere in
the adjustment process, and to establish binding constraints on its
activities so that future maladjustments are not generated by public
policy choices. Rather than a cruel punishment, shock therapy is the
only viable cure to the sickness that communism wrought.

[5 DEMUCRACY NTOFSSARY?

The great advantage of democratic politics lies in the peaceful
transition of power it engenders. Democracy, however, unless con-
strained, can lead to the tyranny of the majority over the minority.
Liberalism is 2 theoretical doctrine which suggests what the law
should be, democracy is simply a theoretical doctrine concerning the
method by which law will be determined in a society.{'l Demaocratic
politics may generate laws consistent with liberal vafues, but it also
may not. The precondition for unleashing the competitive discovery
procedures in ecanomic and political life advocated above is a
framework of law consistent with liberalism independent of the
establishment of democracy. In other words, democracy is neither a
necessary nor sufficient condition for establishing the liberal order.
The extension of democratic methods into areas where 1t is
unwarranted ¢an generate 1ot only gross inefficiencies, but alsa
illiberal public policy. There isa definite limit to the kind of questions
that democratic politics can answer. The inability to atrive at a
consensus concerning the use of the coercive powers of the state
should mean that nobody has the right ro exercise those powers. The
power of the majority must ultimately derive from, and be limited by,
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the principles of conduct which the minority also accepts. Democracy
is simply a means and not 2n end, and as such 10 must be constrained
by the end for which it is to serve.

CONCLUSION

Conceprually the road from serfdom is not thar difficult to figure out.
Socialism failed because of its structural weaknesses. It could net
generate the incentives and information necessary for economic
progress. What is needed, therefore, to get the former socialist
economy on the path of economic progress is t0 introduce as fast as
possible che institutional structure which provides high-powered
incenrives to discover better ways of administering scarce resources.
Free competitive markets provide the best institutional structure for
this task.

Free markers, however, exist within a framework of liberal soctery.
The main dynamic ingredient in a liberal society is the cultivation of
experimentation with alternative social arrangements. Competition
truly is the spice of life.

121



8
CONCLUSION

The fundamental attitude of true individualism is one of
humility toward the processes by which mankind has achieved
things which have not been designed or understood by any
individuai and are indeed greater than individual minds. The
great question at this moment is whether man's mind will be
allowed 1o continue to grow as part of this process or whether
human reason is to place itself in chains of its own making.

F. A. Havek'

INTRODUCTION

Vera Wollenberger is a proto-typical intellecrual in the former
communist bloc, She belicved in the promise of communism, but was
compelled to pursue a dissident path because of the ugliness cf the
East German tegime. Her activism cost her a normal life. She was
spied on and harassed by the Stasi (the East German Secret Police),
fired from her job and even imprisoned beczuse of her political
activities with groups like the Church from Below, a human rights
group she helped to organize. But Woilenberger persevered and today
she is a Member of Parliament.

Unfortunately, her life in che post-communist world s suill
irrevocably scarred by the pasc. She helped shape a law intended to
give victims of Stasi abuse a chance at justice. Since 2 January 1992
each victim has been allowed ta read the file that the police had
collected on them and discover who had betrayed them. Rather than
achieving justice, opening the 123 miles of files that the Stasi had
collected has shattered lives. The Stasi, it turns out, developed an
extensive information network that went far beyond anyone's expect-
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ations and permeated deep into the social fabric of East German
society. In adaition to secret pulice agents, tiie Stasi reaed heavily on
the reports of friends, neighbors and family members to gather
information on those under surveillance. In Wollenberger's case, her
husband, Knud, provided the most detziled information on her
activities to the Stasi” It is estimated that the Stasi relied on the
testimony of some 500,000 informers.” Purity from communist
collaboration has proven to be a rare commodity.

How are the untainted members of society to pass judgement on the
rest? For mosc of the communist era, dissident activity in Eastern Europe
was rare. Tacit consent to communist power was the rule, Citizens had to
go along to get along. Communist Party membership in the countries of
Eastern Furope represented between 10 to 20 per cent of the
population.‘i The revolutions of 1989 have literally rhrust some
individuals from prison t© power.’ Lech Walesa, for example, in the span
of a decade rose to prominence as the oppositicn leader of Solidaricy in
1980, was harshly puc down by General Jaruzelski's imposition of
martial law in 1981, eventually formed a coalition government with
Jaruzelski in 1989 and emerged as the President of Poland in 1990.

The Polish government, however, has not sought revenge for past
oppression. Most of the government apparatus is populated by the
saie tividud, wie wete thereospdes Tavaeels TLoenle Seme
Members of Parliament tried to pass legislation that would ban ex-
communist officials from public office for ten years. This legislation
has so far been successfully blocked by a strange coalition - former
communists and the liberal intellectual leaders of Solidarity, who find
the legislation unjust and unnecessary.

The puzzles in Walesa's Poland are not just political. Walesa’s
moral and political power derives from his base - the Solidarity labor
union. But Walesa is the President of a government supposedly
introducing capitalism as quickly as possible” Catering to the
demands of Jabor for higher pay, greater security and decision-making
control over production does not accord well with tested notions of
efficient capiralist production,

The surreal situation of post-communism was most evident in
Czechoslovakia, where a dissident poet and playwright, Vaclav Havei,
became the President. Havel and his Charter 77 group were the
conscience of Central and Eastern European political dissent under the
old regime.” Imprisoned and blacklisted in his work, Havel continued to
struggle to stop the abuse of human rights under the communist regime
throughout the 19705 and 1980s. After the revolution of 1989, Havel
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found himself in charge of a government that had to transform society
and prevent the degeneration of Coedhiosivvahid 1010 LIV Wat.

Bave! reports that on the day he assumed the presidency he was given
1 list of fellow writers who had informed on him. Havel states, however,
that on that day he ‘lost’ that list and completely forgot the names of
those on it. Personally, he leaned toward letting sleeping dogs lie, but as
president, he could not make that choice for the peaple. People, whose
lives were destzoyed by the old regime, would feel that the revolution
remained unfinished unless justice was served.”

But the delicate balance that must be struck between justice and
revenge in creating a civil society is not at all an easy one to achieve,
The punish and purge mentality that many reformers believe is
necessary to accomplisha ‘debolshevization” of these societies leads to
witch hunts and character assassinations. in other words, many of the
same vices that the old regime is pronounced guilty of are simulta-
neously advocated by the new regime as necessary to root out and
punish communist collaborators.

The National Assembly of the Czech and Slovak Federal Republie,
for example, passed legislation preventing former secret police
agents, informers, senior communist officials and other former
members of Communist Party organs from holding public jobs {or a
live-ytal plisod. Suoptal L e e e Yl Rieh
level administrative posts in government ministries, the military,
intelligence offices, police, communication industry and state-owned
enterprises involved with foreign trade, rail transportation and
banking. The ‘lustration’ law also precludes impure individuals from
obtaining high academic posts, and working wichin the legal system
as judges, prosecutcrs and investigators. 1t is estimated that the law
could adversely affect over a million people,

The understandable anger that people possess concerning their
former life under communism is expressed in the demand for
revenge. But at the same time their fear of the future is expressed in
the demand for the social stability of subsidized prices and guarantees
against unemployment. The psychological trauma of teansformation
is born of both the despair of realizing how much of life was wasted
ander communism, and the apprehensiveness of having to takrfofull
responsibility for one’s choices in the post-communist society. As
the former regime breaks up, entrenched ways of life break down. The
old sources of prestige are NOW reasons [ be despised, whereas the
new paths to success, such as accurnulating capital and tuzning a

profit, were considered mortal sins under the old regime.
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THE POLITICS AND ECONOMICS OF ERROR

The situation 1n Russia 1s more acute than any other transiormng
country. The Communist Party's rule was much longer and its
penetration into the social fabric was much deeper. In January 1990,
the Communist Party still claimed a membership of around 19
million.'" And, even though in the year preceding the August coup
attemnpt about 20 per cent (4 million) of the membership quit the
Party, its influence continued o permeate Soviet society.”” Before the
election of Boris Yelsin as President of Russia, for example, Party
cells existed in all state-run places of work. Yeltsin's move to dissolve
Party cells was a direct and major challenge to the Parry's grip on the
everyday lives of the people of Russia.

Scill, and in spite of the fact that the Party has been officially
divested of power, its effective power remains alive. This survival is
lazgely due to the fact that communist apparatus was endowed with a
political monopoly, and, therefore, its members alone were able to
acquire the administrative skills necessary to govern. Communism has
been abolished and the Russian government seems committed to
democratic rule, but civil service offices are largely run, and the
military command is exclusively run, by former communists.” More-
aver. the effect of the Communist menopolistic position in society
was not only 1n lUmiting administratve experience (o thuse thiat
loyally served the Party, but the entire realm of public life was
abdicated by the population.

The use of political terror, right from the founding of the Soviet
state by Lenin, subdued the population into compliance and reinforced
the monopolistic situation. The Russian people understood, as
Richard Pipes has argued, that ‘under a regime that felt no hesitation
in executing innocents, innocence was no guarantee of survival. The
best hope of surviving lay in making oneself as inconspicuous as
possible, which meant abandoning any thought of independent public
activity, indeed any concern with public affairs, and withdrawing into
one’s private world. Once society disintegrated into an agglomeration
of human atoms, each fearful of being noticed and concerned
exclusively with physical survival, then it ceased to matter what
society thought, for the government had the entire sphere of public
activity to itself,”™

The former Soviet Union was the exemplar of the modern
totalitarian state. Russia has not yet opened the files of the KGB to
mass inspecriorx.” But, if the East Germans are shattered by the
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extent to which the Stasi employed friends, neighbors and family to
gather information, then it is probably safe to assume that revelations
ol the KGEs activities would dearrey coy bope o oiil wddety on
Russia. Betrayal may have simply been the price one paid for getting
along. Sometimes, it is better to get on with the fucture rather than
focus on redressing past wrongs. Bygones are bygones and, however
unpleasant, nothing can be done to change what has happened. The
present and future must not be sacrificed to the past

This is not to suggest that historical conscience is not fundamental
to civil society. On the contrary, 1 helieve that Gerbachev's great
contribution was allowing the Russian people the chance to regain
their own history - blemishes and all. But the activities of the German
Parliamens and the Czech and Slovac National Assembly are counter-
productive. What happened happened, nothing can be done to change
it. 1f it is underscood that the ugliness that occurred was due to
institutional failings, then institutions can be established to guard
against it ever happening again. The real problem with much of the
demand for purification is that it scems to stress the ‘bad people’
explanation. 'If we guard against bad people, then all will be well’
Unfortunately, that advice achieves nothing on the path 10 2 civil

society.
Moreover, focusing on the past and atwempting to purify the
popalanion dmply hoge lown o e [ formarion Trothe

political realm, purificacion rituals involving the ‘maming of the
namers’ requires the new leaders to resort to the same unpleaszne
tactics that their oppressors relied on before. In addition, on the
economic front, resentment on the part of the people against former
members of the nomenklatura underlics arguments against ‘sponta-
neous privatization” and the capitalization of former Communist
Party assets. In Russia, for example, privatisatsia (privatization) is
commonly referred to as prikbvatisatsia (piratimtion).m Both the
politics and economics of purification undermine any attempt (o
transform quickly into a marker economy with a limited government.

A successful political economy strategy for the transformation
requires an understanding of the past, bur a focus on che future. A
romantic view of the politics of transformation may suggest that
enlightened leaders can simultaneously punish and purge those that
deserve it without tainting the rest of the civil order. Bur realism in
politics questions that ability.

Political choice, as choice in general, is susceptible to two kinds of
errors: (1) errors of omission and (2) errors of commission. {n other
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words, political choice may entail rejecting a policy thar should have
been accepted or accepting a policy that should have been rejected.
Fither wav_ inefficiency and waste occur Bur hasic principles of
decency demand that the civif order of law be structured in a way that
guards against errors of commission even if that biases the system in
the direction of committing errors of omission. Letting a guilty party
go free, in other words, is strongly preferred to convicting an innocent
party. The witch hunts and character assassinations associated with
purification drives flaunt that basic principle of civil society.

The most fundamental function of free markets, maoreover, is their
role in error detection. The social institutions of competitive markezs,
most notably monetary prices, provide signals to eccnomic actors
concerning errors and motivate the Jearning that leads to the mutual
adjustments among market participants to eliminate the previous
errors of omission {profic opportunities hitherto unrecognized} and
commission (losses suffered as a result of failed projects).

A rezlist vision of political economy must recognize that errors are
ompnipresent in social life. The normative focus must be on political

“and economic institutions that cope well with error and motivate

individuals to adjust their actions to eliminate most of the errors that
are committed. Communism was a political and economic system that
in practice possessed no weapons to eliminate errors of the kind being
discusced here Political and lepal insritutions of communism were not
biased against errors of commission as liberal insututions are
supposed to be. And, the econamic institutions of communism simply
did not provide any signal to economic actors concerning errors of
either omission or commission. As a resulr, the real existing social,
political and economic life under communism was one of perpetual
errofr.

What I have tried to demonstrate throughout this book is that the
reform efforts under Gorbachev failed 1o introduce anything that
would correct the error-prone situation in the former Sovier Union.
The problems of political and economic organization, as well as the
issuc of credibility, were never addressed by Gorbachev. Moreover, in
Chaprer 7, I tried to suggest what I thought would be necessary to
correce the situation. Those suggestions were introduced without
regard to the political feasibility of any proposal I offered. What is
considered politically feasible at any point in time changes roo quickly
to be an issue of concern. Instead, the policy suggestions sought to
provide an institutional framework which would be able to tolerate
and enccurage experimentation and learning among diverse peoples
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in 2 manner which addresses the problems of political economy that |
U ive raired shenaghout the bank Tf such a system is coherent, then it
may serve as a useful wenchmark from which to compare retori
effors.

THE YELTSIN REFORMS

Boris Yeltsin's unlikely ascendancy has brought the promise of a new
freedom to Russia. Unlike Gorbachev, Yeltsin rose to political power
through the industrial management ranks, rather than strictly
through Communist Party activity.” A graduate of the Polytechnic
Institute of Sverdlovsk, Yeltsin went to work at the Urals Machinery
Plant (Uralmash}. He oaly joined the Communist Party at the age of
10, and did so mainly for professional career advancement reasons.
Yeltsin became the manager of Uralmash at 32. Later he was named
First Secretary of Sverdlovsk in 1976 and was finally brought to
Moscow by Gorbachev in 1986. Bur, in October 1987 he artacked
Yegor Ligachev for his efforts in resisting reform and Gorbachev for
his timid support of reform against conservative forces. As a resule,
Yeltsin was purged and ridiculed as uncouth, drunken and mentally
incompetent. But unlike previous Communist Party officials who had
F31nn Fram preace throuphour Sovier history, Yeltsin rose again as a
leader of the democratic opposition. In YY1 hie bewaiht e st
democratically elected President in Russian history. His courageous
stance in the face of the August 1991 coup attempt solidified his
position as the future hope of Russia.

In January 1992, the Yeltsin government began a new stage of
radical economic reform in Russia. The reforms go much further
toward establishing a market econom than any of the proposed plans
introduced during the Gorbachev era. ¥ Whereas Gorbachev remained
throughout his reign emotionally and intellectually committed to
some form of socialist economic planning, Yeltsin has rejected
socialism and emotionally, if not intellectually, embraced the necessity
of capiralist markets for bringing prosperity to Russia. He has
surrounded himself with a team of young econamists, such as Yegor
Gaidar and Anatoly Chubais, who supposedly possess a strong
commitment to reforming the Russian economy and joining the
‘nternational economic community. Buc there remain fundamental
preblems with even Yeltsin's shock therapy.

Gorbachev's piecemeal reforms neither improved the apparatus of
central economic administration (the rhetoric of the first stage, 1985-7}
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nor introduced market discipline (the rhetoric of the second stage,
1087-91). As a result, the economic sitvation actually grew worse
ander Gonlaches Modper deficies soared as suhsidies rn hoth enter-
prises and consumers continued to accelerate. The deficits, in turn,
were covered by printing more roubles. The combined budger deficit
for the central and republic governments in 1990 was an estimated
20 per cent of GNP, and by the fall of 1991 the exchange rate on
the rouble was over 100 roubles to the dollar. Gorbachev's hesit-
ations and reversals evenrually destroyed any credibility the referm
efforts possessed with Western financial institutions by the winter
of 1990-1.

Yeltsin, therefore, inherited not only an abject economic failure, but
an entire social system of production in absolute ruins. On 28 October
1991, Boris Yeltsin announced his economic reform package. The
Yeltsin program eschewed gradualism. “The pericd of moving in
small steps, Yelsin stated,

is over, The field for reforms has been cleared of mines. There is
a unigue opporrunity to stabilize the economic situation over
several months and to begin the process of improving the
situation. Under conditions of political freedom, we must
provide economic freedom, lift all barriers ro the freedom of
enterprises and entrepreneurship, and give people the oppor-
QUNItY 10 WOCK and L0 LECCIVE a8 MULL dy ity il Culi, wiblly
off bureaucratic constraints.””

Yeltsin's broad program consisted of: (1) macroeconomic stabiliza-
tion, including the 'unfreezing’ of prices, {2) privatization and the
creation of a healthy 'mixed economy’ with z strong private sector and
(3) foreign trade liberalization.

Yelsin followed up this promise of radical reform with ten
presidential decrees and resolutions on 15 November 1991 which
placed full economic power in his hands. Russia, he decreed, would
take control of all financial agencies in its territory. Russia would also
completely control oil, diamond and precious metal output in its
territory. In essence, Yeltsin delivered the crushing final blow to the
old structures of Union power.m

Then, on 2 January 1992, Yeltsin's government acted unilaterally
and freed most consumer-goods and producer-goods prices from
administrative regulation. But the Yeltsin economic program has
been attacked from all directions.

Conservatives, like Russian Vice-President Aleksandr Rutskoi,
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areuse Yelrsin aof 'seeking to conduct yet another experiment on the
Russian people.” Moreover, much ot the oppositoin hal L
Yeltsin's reform program faced 2t the Congress of People's Deputies
in April 1992 was due to the fact thar many in the Congress still
represent the old guard, ingluding state enterggise managers who are
unsure of where the reforms will leave them.”

On the other hand, liberal reformers like Larisa Piyasheva, argue
that the Yeltsin program for economic stabilization lacks a foundation
1 basic free market economics. “The stabilization of the economy,’ she
states, ‘should begin with the privatization of properry, nat with
serting exorionate taxes and the introduction of inordinately }n:gh
prices.’ Both the 28 per cent value added tax and the implementation
of price liberalization without first privatizing make no sense 10 her.
All that will result from these efforts is a discrediting of economic
liberalization. Piyasheva concluded that 95 per cent of what the
Russian government s implementing represents ‘eConomic exercises
devoid of common sense.”

Nikolai Petrakov has argued thac the Yelwsin price rcfo)rdm has
‘nathing in ¢ommon with marker-based sewting of prices.” And,
Mikhail Leontyev criticizes the program in even more biting terms,
cfneion sy Velrein's nrice liberalization as the ‘Paviovization’ of
liberal reform. The price liberalization ot January 1Yv< AMOUNty L
nothing more than znother administrative price increase, The basic
institutions of regulated distribution of goods remain intact. Free’
prices are not preventing limics from being placed en the quantity of
goods that can be sold 1o individual consumers. Even wotse, the
government has reinforced the practice of trade rcstrictio'ns by
limiting the ability of individuals to buy low and sell high in lhff
market-place by placing a 25 per cent mark-up ceiling on retail
prices.zs

The main adversary of the Yelsin reforms, however, may in fact be
Yeltsin's own populist posture. He has already backed away from
some of the harsh short-term realities of cconomic liberalization.
Velesin has criticized political opponents and the members of the
media who have attacked his program for reform as engaging in
blasphemous political profiteering. But Yeltsin is not just a critiF (?F
political profiteering, he has also cxprfassed outrage at monaopolistic
profiteering on the part of producers.” o addition, he has already
made some significant concessions o appease segments ozf7 the
population and privatization has not advanced at a rapid pace.” But
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without rapid privatization, price liberalization will not solicit the
supply itspuinse desred.

The Gaidar reform team has decided to pursue the public auction
method of privatization. Nizhni Novgerod, Russia’s third largest city,
has been chosen as the testing ground for selling off government-
owned shops, which if proven to be a successful model could be copied
throughout Russia. Even under these most favorable conditions,
though, only three dozen shops have been sold in the first two
months. At that rate, it would take 8 years to sell the shops in Nizhuni
Novgorod alone. The government intended to sell 100,000 shops
within a year.”" The auction method does not work quickly enough in
privatizing even smazll shops.

Given the industrial structure of the economy, the most important
component of reform is the quick privatization of economic entities.
Agricultural reforms are moving quickly along the lines of a "give
away scheme. At the beginning of 1991, 97 per cent of Russia’s farm
land was comprised of 26,000 state-owned farms, whereas 3 per cent
represented 38 million private plots. Russia, however, has starred o
eliminate the large state-owned farms by simply giving away the farm
land to the farmers. Since January 1992, farmers on state-owned

farms have been allowed to vote on whether to remain state-owned,

e e Y e dee wacicng alteenartee nenperey asranoements

Only 10 per cent have voted to remain state-owned. %0 per cent have
voted to experiment with alternative arrangements. 50 per cent have
chosen to divide their giant farms into family farms or private farm
associations where farm land is owned and managed privately, bat the
farm cquipment is commonly shared. The other 40 per cent have
voted to remain a single unit, but be operated as a privately held
cooperative.” This agricultural reform mode! should be copied for the
induserial sector as well.

The main concern of reformers should be to transfer resources as
quickly as possible to private hands and establish a rule of Jaw that
protects private property and the freedom of encry.” Ouce resources
ate in private hands and property rights are well-defined and strictly
enforced, resources will tend to flow in the direction where they are
valued most by economic actors. Small shops and large industrial
enterprises should simply be transferred to the ptevious de facto
owners. As | argued in Chapter 7, the managers of existing enter-
prises would be in the best position to take over control of the state-
owned firms. But, in a fundamental sense it does not matter if
ownership is transferred to managers or workers. As long as subsidies
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to enterprises are eliminated, freedom of entry is permitted and
liquidation of assets is allowed, resources will be channeled in a
manner consistent with their etfecuve use. Puvatization woupled with
comprehensive foreign trade liberalization will demonopolize the
industrial system in one step. Normal market forces of profit and loss
will guide resource use from that moment on.

In addition, racher than engage in cndless debare, perhaps the
public/ private question could be solved by siml:;!y copying a Western
model, say the US, with an added proviso.” Services that have
traditionally received an economic justification for public provision
and/or regulation on market faifure grounds could remain as state-run
enterprises - public utilities, courts and legal system, schools, naticnal
defense and sc on. But, all other services need to be turned over t the
market. Moreover, even in those areas where it is thought that
government provision must remain, responsibility for that provision
must be decentralized to the most local level and exclusivity must be
denied. Competition from alternative producers, as well as from other
locat and regional governments, will assure that a public/private mix
will emerge that corresponds in a reasonable manner with the desire
of the populace.

This type of program, however, is far removed from the IMF-type
of reform that the Yeltsin team is following. On 28 Tebruary 1992,

T Do v g raloaaed g memarindum on eranomic policy
reconﬁrminé the commitment t¢ economic reform and their integ-
cation into the world economy. This memorandum was sent to the
Board of Directors of the IMF to be considered in deliberations on
whether Russia would be offered full-membership in the IMFE.” The
Russian government, along with most of the other republics of the
former Soviet Union, was offered full-membership on 27 April
1992

Unlike the received wisdom, | da not see this as an unequivocally
Jesizable invitation. Certainly, IMF and World Bank membership
grants a degree of credibility in the international market-place to the
reforming countries. But, how successful has the advice of these
institutions been in helping other countries reform their economies?
The IMF's standard policy calls for an economic austerity program
that is questionable on theoretical and empirical grounds. Even Jeffrey
Sachs has admitted that the critics have a point when they argue that
‘there are almost no success stories of countries that have pursued
IMF austerity measures and World Bank structural adjustments tC

. ; . 4
reestablish creditworthiness and restore economic growth.
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The basic problem is the IMF's preoccupation with managed
macroeconomic stabilization policy which biases analysis in a direc-
quon away from the microeconomie steuctural reform required A rax
system that rewards saving and that encourages investment, abolition
of tariffs and other trade restrictions and elimination of burdensome
regulations on industry would ga a long way toward restructuring the
system. Successful monerary reforms, moreover, have traditionally
been accomplished by either redeeming the currency for a more
credible foreign currency or a precious metal, rather than through the
devaluation programs sponscred by the IMF and financed by a
monetary stabilization fund.

Foreign loan and credit programs do not lead ro the needed
structural changes. The 'Grand Bargain’ idea is neither grand nor a
bargain.” And while Grigory Yavlinsky's ‘Grand Bargain’ proposal is
no longer on the rable, the appeals for Western aid from the Gaidar
reform team possess the same implicit logic: provide aid for the
peaceful transition or else ugly Russian nationzlism and militarism
will most likely resurface. But foreign aid will not lead to the
fundamental structural changes in the political economy that are
necessary. Instead, the funds provided in the name of stabilization wtll
unfortunately send Russia down the same failed path that Latin
America and Africa have gone in the past few decades at the urging of
international lending institutions. Yeltsin, like Gorbachev before him,
will find nimseir ar the neim of an ecotoury descending Tl thier did
further into an abyss of despair and deprivation.

Prosperity, on the other hand, will come from creating opportu-
nities for investment of capital, both foreign and domestic, 1o turn a
profit. Government {or government agency) to government aid is not
the source of economic development. The flow of private financial
fesources into an economy is the important signal to receive indicat-
ing that reforms are moving in the right direction. Stability of law and
the ability to repatriate profits will atrract business investment from
afar and stimulate economic development. The development of 2
nation's economy is the consequence of an open-ended process of the
discovery of opportunities for mutual gain among actors. Not only
must the institutional environment generate incentives so eCONOMIC
actors use existing resources in an efficient manner, but the institut-
ional climate must also provide incentives that stimulate the percep-
tion of new possibilities among economic actors for effective resource
use that had remained unexploited until their discovery. In other
words, economic development flourishes whenever an institutional
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framework is established within which spontaneous processes of
unplediiabie mulud wiseovery vl uppuituinties JC ::{‘.Lu.;[.lgﬁ_'d.m
With its rich abundance of natural resources, Russia could develop
into the thriving world economy of the twenty-first century under the
right institutional conditions.”” Unforcunately, Yeltsin's Russia is still
a long way from establishing the requisite market and legal institu-
tions for that development to happen.

THE SPIRIT QF THE AGE

Whatever happens in Russia, the collapse of communism possesses a
meaning that goes well beyond the immediate problems of the day -
no matter how profound those problems are. Whether Yeltsin fails or
succeeds, the pelitical and intellectual world will never be the same.
The twenticth century was the age of socialism, and that era is now
over.”” In an even more fundamental sense the collapse of commu-
nism has signalled the end of modernism and all that encails.”

“The end of Communism, Vaclav Havel writes, 'is, first and
foremost, a message to the human race” We bhave not yec fully
deciphered its meaning. Bur, in its deepest sense, ‘the end of
Crmminiem hae hrovughe 4 maine era in human history taan end Tt
has brought an end not just to the 19¢h and 20th centuries, but to the
modern age as a whole.™ Marxism was the quintessential modernist
movement. Through rational design man's emancipation from the
oppressive bonds of nature and other men would be accomplished.
Lenin was the guardian, and then delivecer of this emancipation
project to Russia. Lenin, in addition ro Russian Marxism, was
influenced by the fanatical raticnalist Nikolai Chernyshevsky, and
especially his novel, What is to be Done?, from which Lenin drew the
title, and much of the spirit behind, the basic charter of the Bolshevik
movement. "The resule, Martin Malia points cut, 'was a fantasy of
Reason-in-Power that mesmerized the entire twentieth century, both
East and West,""

With the socialist movement the Enlighrenment turned against
mankind and enstaved him in chains made of his own Reason. The
death of the political economy of socialism does not mean the end of
ideologica! dispure nor the rejection of reason. Hiscory has not ended,
even in the narrow sense that Francis Fukuyama intended.” The
substitution of technocratic problem solving for passionate discussion
of ideas and values is not the intellectual curse that follows the death
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of communism as a legitimating power, but rather the logical
CONBEHC L of micalernistlc s fentism

The post-communist era, if anything, will require that ideological
visions of what is good and just be articulated by new spokesmen.
Imagination, idealism and the purely abstract goal of a free society
must replace the scientistic notions of the past era in which the desire
w0 order society in strict accordance to a rational plan ended in
political arbitrariness and economic poverty. Just because the ideas
that fuel the imagination may not be brand new does not necessarily
mean that they are old.® ’

The liberalism of the nineteenth century failed because of its
inability to protect against opportunistic invason (namely, interest
group factions wirthin representative democracy), and the socialism of
the twentieth century failed because it was an incoherent utopia
{unable to engage in rational economic calculation, and, thus, to
progress economically), What is required for the twenty-first century
is a2 vision of a new, but workable, utopia. A post-modern vision of
politics and economics if you will. Such a vision of political economy
must combine the humilicy toward the power of reasen to control
social processes found in the Scottish Enlightenment, with the wealth
of theoretical and empirical information that is ta be gleaned from the
cvenriedh conmnry experiens e Tt economis plhianine in bk Fasr

and West.

CONCLUSION

We have the good fortune to live in exciting times. A world that had
appeared to settle into a nice equilibrium since the 19705 was
suddenly sent spinning in the mid- to lare-1980s. New questions
concerning international relations, economics, politics, law, ethnic
tranquility and nationhood are now up in the air. Most of these
questions are far from being answered, and probably will not be in the
foreseeable future. And, even if we come to a consensus on some of
the issues, each generation must ask them anew. But, universal
principles of social interaction do exist for us to discover and those we
find must be incorporated into the social wisdom if we are to avoid
destroying civilization.

If the Soviet experience can teach us anything, it is that we must, as
Richard Ericson has put ir, "abandon the Faustian urge to control, to
know in advance, and thus, to allow economic outcomes to arise
naturally as the unpredictable consequences of market interaction.”’
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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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8 See Serge Scamemani, A Russinis swept aside by fuiigs b uuleashe!,
The New York Timer (13 December 19913 1, 12-13, for a report of
Gosbachev's rise and fall from power. On Gorhachev's resignation see
The New York Times (26 Decembes 1991): AL The Wall Street Journal
(26 December 19913 Al, See The Current Digesi of the Sowet Presr, 43
{52y {29 January 1992} 1-6 for domestic reports on Gorbachev's
resignation. Also see Robert Tucker, The last Teninist, The New York
Timer (29 December 1991): 9.

Douglas North, Structure and Change in Economic Iistory {New York:
Norton, 1981), p. x.

10 See Mary O. Furner, ‘Knowing capitalism: public investigation and the

labor question in the long progressive era, in Mary Q, Furner and Barry
Supple {eds) The State and Economic Kuowledge (New York: Cam-
bridge University Press, 1990), p. 241-86 Furner argues that with
industrizl maturity, economic gains in productivity and weaith were
offset by rising social conflict, economic waste in terms of manpower and
uncertainty due to business cycies. The private contractual relationships
mediated on the market gave way to market failure, collective action and
class conflice. Lassrez-faire policy necessarily ended and was replaced bya
multifaceted corporate liberalism, social actvism and cgalitarian
democratic collectivism, which marked the boundaries of medern liberal
discourse from the Progressive Era to the New Deal and beyond.

The drastic change in the climate of opinion during the end of the
“mprnemsh and heginnine of the twentieth ceaturies put a “fear of
socialism’ in the hearts and minas Of busiicesiiciy Toudtew Wl
challenged leading businessmen, ia an address to the Econemic Club in
New York on 23 May 1912, to develop an aleernative vision of the
future:

\What is the aliernative, gentlemen? You have heard the rising tide
of sacialism . . . Socialism is not growing in influence in this country
as a programme . . If it becomes a programme, then we shall have
to be very careful how we proposc a competing programme . .., If
you want o oust socialism you have gut to propose something
better. It is a case, if you will zllow me to falt into the language of the
vulgar, of ‘put up or shut up. ... Irisby constructive purpose that
you are going 10 govern 1nd save the United States ... Very well,
then, let us get together and form 2 constructive programme [that
posterity will szy that after America had passed through a simple
age] ... when the forces of society had come into hot coneact ...
there were men of serene enough intelligence ... of wiil and
purpose to stand up once again . . [and who found out] how to
translate power into freedom, how © make men glad that they were
rich, how to take envy out of men's hearts thar others were rich and
they for a little while poor, by opening the gates of opperiunity 1
every man . . .

As quoted in Martin Sklar, “Woodrow Wilson and the political economy
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of modern United States liberalism,” in Ronald Randosh and Murray
Rothbard (edsy A New History of Leviathan {(New York: E. P. Dutton
W e 0T e B

The alternative program put forward by the leading businessmen of
the day was governmen: regulation of the economy. This drive to
regulate their own industry expressed the desire to ‘help shape the right
kind of regulation before the wrong kind [was] forced upan [them]” See
the letter from Ralph Easley to George Perkins, 9June 1909, as quoted in
James Weinstein, The Corporate Ideal in the Liberal State {Boston:
Beacon Press, 1968), p. 33. Perkins, who was a partner in the banking
house J. P. Morgan and Co., argued that a business court was needed.
Ruthless competition led to waste, the sweatshop, child labor and panic
and failure. A court comprised of leading businessmen of honorable
reputation would ensure the control of competition and promote
cooperation between business, labor and government. Thus, such a
program would correct the flaws of capitalism without rejecting the
system as a whole. Perkins, "Wanted - a national business court, The
Independent (30 November 1911): 1173-7. Gabriel Kolko, The Triumph
of Conservativirm (New York: Free Press, 1963), presents the ciassic
discussion of the rise of political capitalism between the end of the
nineteenth century and the First World War.
On the effect that this has had on modern economic educarion see Arjo
Klamer and David Colander, The Making of an Economiss (Boulder:
Westview Press, 1990). Also see Daon Lavoie, “The present status of
interpretation in economics,” Center for the Study of Marker Processes,
George Mason University, unpublished papes, 1986.
Theovenaplor SR Coalees marhine mas hoerawed fram rhysics On
the nature of 'physics envy’ in economics see, Philip Mirowski, More
Heat than Light (New York: Cambridge University Press, 1989). One of
the most fundarental problems with the friction meraphor in economics
is that as it is usually employed it overlooks the fundamental fact that
market institutions to a large degree operate only because of frictions.
Just like the friction between the sole of our shoes and the road enables
s to walk (on a perfectly smooth surface we could find no grip and
therefore would not be able to walk), the existence of frictions in the
market are the spur for entrepreneurial discovery in competitive
capitalism. Isracl Kirzoer has persistently scressed this point in his work
an the theoretical nature of competitive markets. See Kirzaer, Compe-
tition and Entreprencurship (Chicago: University of Chicago Press,
1973), Perception, Opportunity and Profit (Chicago: University of
Chicago Press, 1979) and Discovery and the Capitalist Process (Chicago:
University of Chicago Press, 1985). Also see the interview with Kirzner
by Stephan Boshm, "Austrian economics and the theory of entrepreneur-
ship, Review of Political Economy, 4 (1) (1992): 95-110.
John Maynard Keynes, ‘National self-sufficiency, The Yale Review
(1933): 761-2.In 1926, Keynes had argued "that if Communism achieves
a cerrain success, it will achieve ir, not as an improved economic
technique, but as a religion.” Keynes argued that the main problem with
the conveational critique of communism was that "We hate Communism
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so much, regarded as a religion, thar we exaggerate its ecanomic b -
inefficiency; and we are so much impressed by its cconomic inefficiency
Lt we aiderestaiaie <1 43 el A ovran Poritipee of comnm s,
therelore, required the critic to neither exaggerate its cconomic inef-
ficiency nor underestimate its power a5 3 celigion. Keynes, Laissez-Faire
and Communism (New York: New Republic, 1926), pp. 129-30.
Keynes, The General Theory of Employment, Interest and Money (New
York: Harcourt Brace Jovanovich, 1936(19643), pp. 378-81

See Frank Knight, The case for communism: fram the standpoint of an
ex-liberal’ (1932), Research in ihe Hirtory of Lconomic Thought and
Methodology: Archival Supplement 2 (1991): 57-108. Also sce Warren
Samuels, 'Introduction, 1o Knight's acticle, 49-55. Knight was a deeply
pessimistic person 'incapable of summoning up much enthusiasm for
any human institution’ and his concern at the rime of writing The case
for communism, was that liberal society had failed to provide social
order. If that was the case, Knight reasoned, then cornmunism may
regrettably provide the social order so desperately needed. Knighe also
argued that the prablems of collectivism were not economi¢ problems,
but political problems, and as such, the economic theorist had litcle or
nothing to say about the efficacy of collectivism. See Knight, "The place
of marginal economics in a collectivist system, American Econormic
Review, 26 (1) (March 1936): 235-66. However, also see Knight,
"Socizlism: the nature of the problem’ (1940) in Freedom and Reform:
Essays in Ecomomics and Social Philorophy (Indiznapolis: Liberty
Classics, 1982), pp. 154-93, where he argued that the fundamental
economic problem of socialism arises due to the dynamic nature of

econonne ule wincl deliwiids adjusiai:

GIld e tal e o e pat?
economic decision-makers in response (o ever-chunging conditions.
See Paul Homan, 'Economic planning: proposals and the literature,
Quarterly Journal of Economics, 47 (1) (November 1932): 102-22,
William Loucks, Public works planning and economic control: federal,
state, and municipal, Annals July 19323 114,

See William ]. Barber, ‘Government us a Taboratory for cconomic
learning in the years of the Democrat Roosevelt, in Mary O. Furner and
Barry Supple (eds) The State and Economic Knowledge (New York:
Cambridge University Press, 1990), pp. 103-37.
Rexford Tugwell and Howard Hill, Owr Economic Society and lis
Problems (Mew York: Harceurt, Brace and World, 1934), p. 327.
Tugwell ia numerous writings stressed the theme that laissez-faire was a
bankrupt idea out of rouch with the modern world. Tugwell's formula for
solving the economic problems of the day was ‘concentration and
control’ of the industrial sector. See, for example, Tugwell, The principle
of planning and the institution of laissez-faire, American Economic

Review (March 1932): 75-92.

Brothers, 1932), p- 60.
A classic case of an apologist was the correspondent for The New York
Témer, Will Duranty.

The founding fathers, however,
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democracy. Much of the analysis of modern public choice economics
derives inspiration from the work of the founders on constitutional
Jesipr See. in parricutar, Tames Buchanan and Gordon Tullock, The
Caicutur of Consent (Ann Arbor: University of Micmgan Press, 1902)-
One possible explanation of the loss of the basic wisdom of the founders
may be due o changes in the intellectual landscape with the “death of
God' in the nineteenth century. Whereas before man was viewed 25 a
fallen angel in need of constraint, now he was viewed as a risen ape
capable of great accomplishments. Rather than constrained, this vision
of man sought to unleash man’s unfimited poreatial. See Peter Boettke,
‘Constitutional erosion caused capitalist decay, The World and |
(November 1991): 540-2. Unleashing the powers of democracy was one
method to tap irto that pozentizl. Far an examination of the alternative
pezspectives on social theory that derive from 2 constrained versus
uaconstrained vision of man see Thomas Sowell, A Confliet of Visions
(New York: William Morrow, 1987).

Letter from Keynes to F. A, Hayek dated 28 June 1944 in John Maynard
Keynes, Collected Works, vol. 27 (New York: Cambridge University
Press, 1980), p. 387.

Herman Finer, Road to Reaction (Chicago: Quadrangle Books, 1943}, p.
v. For a more even headed criticism of Hayek see, Barbarz Wootton,
Freedom under Planning (Chapel Hill: University of North Carolina
Press, 1943).

See Percr Doettke, “Analysis and vision in economic discourse, Joxrnal of
the Mistory of Economic Thought, 14 (Spring 1992): 84-95.

As Hayek weate, The consequences of this is that in the sratistical study
Sf et phens neas rhe armirtares with whirh the thenretical social
sciences are concerned actually disappear. Sratistics may supply us with
very interesting and important information about what is the raw
material from which we have to reproduce these structures, but itcan tell
us nothing about these structures themselves. In some fields chis is
immediately obvious as soon as it is stated. That the statistics of words
can tell us nothing about the strecture of a language wilt hardly be
denied. Bur although the contrary is sometimes suggested, the same
halds no less true of other systematically connected wholes such as, for
example, the price system.” See The Counter-Revolution of Science
(Indianapolis: Liberey Classics, 1979(1552)), pp. 108-0.

See Richard Ericson, ‘The Sovier statistical debate,’ in Henry Rowen and
Charles Wolf (eds) The Impoverirhed Superpoter {San Francisco: ICS
Press, 1990}, p. 77.

Grigory Khanio and Vasily Selyunin, “The elusive figure, Novy Mir, no.
2 (February 1987), translated in The Current Digest of the Soviet Press,
39 (25) (1987): 10-12.

ClA: Handbook of Economic Statistics, 1987 (Washington, DC: GPO,
1987): 24-5.

Soviet per capita GNP in 1990 was estimated to be $5,060 as compared
to $21,000 for the US, See PlanEcon Report, 6 {(52) {28 December 1990):
17. Even this figure overstates Sovist GNP because of the unavailability
of many goods at official prices. Also  see Andres  Aslund,
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‘How small is Soviet national income?,’ in Rowen and Wolf (eds) The
Imnnveriched Superpower (see Note 28), pp. 13-61.

See Merton Peck and Thomos Richardson \edsy Wohat I Lo Be Done?
{New Haven: Yale University Press, 1991}, p. 4.

See Rowen and Wolf, Introduction,’ The Impoverished Superpower {see
Note 28), p. 7.

This is not meant to suggest that the lormer Soviet Union posed ao
threat to world peace. Clearly, the stack pile of nuclear weapons amassed
by the Soviet govern:ment could destroy the world several times over, as
could those collected in the West But, twa questions immediately
emerge concerning Soviet military power when confronted with the
revised data. How could the Sovier Union have accomplished its military
build-up with such a backward economy, and could these milirary
developments be sustained over time? To answer these guestions, we
must recognize the fundamental distinction berween a technological
problem - where there is only one unified end considered by decision-
makers - and an economic problem - where there are multiple ends
being pursued within society. By wurning all cconomic problems into
technological problems 2 social system eliminates the problem of
competing ends for which scarce means must be allocated among
alternative uses. However, the technological approach o social policy
does not allow the experimentation, and the social learning of trial and
error that generates the inaovations and industrial progress that are viral
for economic development. Wichout sustainable economic development,
moreover, military power erodes. On the difference between a society
which provides for the reconciliacion of many ends and one in which
Ouiy vie Ehd didy D peliatd L2 Foon tTaer Tan e Alatinn and
Liberty, vol. 2 (Chicago: University of Chicago Press, 1978}, pp. 107-32.
Also see James Buchanan, "Markers, states, and the extent of morals, in
What Should Economists Da? (Indiznapolis: Liberty Press, 1979), pp.
219-29 Qo the relationship berween economics and military pawer see
Tyler Cowen, *Economic effects of a conflict-prone world order,” Public
Choice, G4 (February 1990): 121-34.

See Seymour Melman, The Permanent War Economy (New York:
Simon and Schuster, 1974} and Profits without Production (New York:
Alfred Knopf, 1983) for a critical discussion of the military economy.
Even if lefr-wing intellectuals opposed increased military expendituzes,
their arguments concerning the desirability of socialism as an economic
system simply reinforced right-wing fears about the threat of commu-
nism.

As pointed out by V. Sirotkin,

Ic has become a copybook maxim fo assert that the policy of "War
Communism’ was imposed on the Bolsheviks by the Civil War and
the foreign intervention. This is completely untrue, if only for the
reason that the first decrees on introduciog the “socialist ideal’
exactly ‘according to Marx in Soviet Russia were issued long before
the beginning of the Civil War {the decrees of Jan. 26 and Feb. 14,
1918, on the nationalization of the merchant fleet and of alt banks},
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while the last decree on the socialization of all small handiczaftsmen
and artisans was issued on Nowv. 29, 1920, ie., after the end of the
Civil War in Furnpean Russia OF eorse, the Civil War and the
intervention left an imprint. But the main thing was something else
- the immediate implementation of theory in strict accordance with
Marx (from 'Critique of the Gotha Program’) and Engels (from
"Anti-During’).

See Sirotkin, ‘Lessons of NEP, Izvestia (9 March 19689), translated in
The Current Diges: of the Sovies Press, 41 (10} {5 Apnil 1989): 6.
John Reed, Ten Days that Shook the World (New York: Penguin Bocks,
1985(19193): 129. Also see Leon Trowky, The History of the Rusrian
Revelution, vol. 3 {London: Pathfinder, 1680(1932)), pp- 323-4.
‘Program of the Communist Party of Saviet Russia, in Nikolai Bukharin
ind E. A, Preobrazhensky, The ABC of Commaunism (Ann Arbor:
University of Michigan Press, 1966(1919)), p. 390.

V.1 Lenin, The Immediate Tasks of the Soviet Government! {1918), in
Collected Works, vol. 27 {Moscow: Progress Publishing, 1977}, p. 352.
Program of the Communist Party of Sovier Rusria, 397. Also see the
discussion of money and banking in Lenin's Draft Programme of the
RCP(B) (1919}, in Callected Works, vol. 29, p. 115 (see Note 40).
Du;d—;urin and Preobrazhensky, The ABC of Communism (sce Note 39},
p. 77

Stephen Cohen, Bubharin and the Bolshevik Revolution (New York:
Oxford University Press, 1980(1973)), p. 123.

V. 1. Lenin, The New Economic Policy and the Tasks of the Political
Education Departments (1921), in Collected Works, vol. 33, pp. 63-4
(see DNule s,

The imporcance of the NEP is not limited to historical understanding, but is
intimately connected to the Gorbachev reforms. Gorbachev described
perestroika as a requrn to the NEP. As Theodore Draper wrote, This return
to an NEP-type reform is particularly characteristic of the unfelding
Gorbachev period; Gorbachev himself has invoked the nrecedent of the
NEP, as if it gave him a license to do what he wants to do. Thus, we are not
straying too far from the present in paying special attention to the NEP
period. Nep-thinking is imbedded in the present. Draper, ‘Soviet
reformers: [rom Lenin to Gorbachev,” Dirsent (Summer 1987); 287,

V. 1. Lenin, Political Report of the Central Committee of the RCP(B)
(19223, in Collected Works, vol. 33, p. 289 (see Note 40).

V.1, Lenin, Berter Fewer, But Better (1923}, in Collected Waorks, vol. 33,
p- 487 (sec nore 40).

Richard Day, Leon Trotsky and the Economice of Irolation (New York:
Cambridge University Press, 1973}, p. 69.

By 1938, Stalin had out-manipulated &/ of the original Bolshevik leaders.
Of the original central commictee of the Bolshevik Party in 1917, by
1938 only Stalin remained. See the dramatic picture detailing the fate of
the Old Bolsheviks in Spartacist, 41-2 (Wincer 1987-8): 38.

See, for example, Joseph Stalin, Economic Problems of Socialism in the
USSR, 2nd edn (Moscow: Foreign Languages Publishing, 1953), pp. 104-
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5. where he argued thar the fact that since 2 considerable proportion of
rhe enllective Farm oucput goes into the market and perpetuates the
system of commuodity crrculaton preveuted dhe elevdlioi ol congcve
farm property to the level of public properey.” The goal of soctaiist
policy, Sralin argued, must be to eliminate commadity production and
institute a system of production fur direct use. ‘Such 2 system would
require an immense increase in the goods allocated by the town to the
country, and it would therefore have to be introduced without any
particufar hurry, and only s the products of the town multiply. But it
must be introduced unswervingly and unhesitatingly, step by step
contracting the sphere of operation of commodity circulation and
widening the sphere of operation of products-exchange’

See Michael Voslensky, Nomenklaturs (New York: Doubleday, 1984),
pp- 14-67.

Eugene Zaleski, Stalinixt Planning for Economic Growth, 1933-1952
(Chape! Hill: University of North Carolina Press, 1980), p. 484,

See Paul Craig Roberts, Alicnation and the Soviet Lconamy (New York:
Holmes and Meier, 1990(1971)), pp. 48-88, for the pionecring analytical
study of the polycentric nature of the Saviet economy. Roberrs derived
and developed his ideas from the suggestive work of Michael Polanyz,
See, in particular, Polany:, The Logic of Liberty (Chicago: University of
Chicago Press, 1980(1951}), pp- 111-37,

See Aleksander Bajt, ‘Property ir capital and in the means of production
in socialist cconomies, Jowraal of law and Ecomomics, 11 (April 1968}
' 4. Also sce Sverozar Pejovich, The Econorics of Property Rights
(Boston: Kluwer, 1990), pp. 97-105, 115-20. In addition, see Jack
W, Uoopec, e o DT Thonear Nhpeallearinn t The
Financial Timer (3 April 1990).
Selyunin, "Sources,” Nevy Mir, no. 5 {May 1988}, rranslared in The
Current Digest of the Sovret Prest, 4D (40) (1988).

See Gregory Grossmaa, ‘The “second economy” of the USSR, Problems
of Communism (1977), reprinted in Morris Bornstein {ed.) The Sovie?
Fconomy: Continwity and Change {Noulder, CO: Westview Press, 1981).
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outlay in the late 1970s, Gorbachev's Lconomics Plans, vol. 1 (Wash-
ington, DC: GPO, 1987}, pp. 215-29. In addition, see F. . M. Feldbrugge,
"The Soviet second economy in palitical and legal perspective, in Ldgar
Feige (ed.) The Underground Feomomies (New York: Cambridge
University Press, 1989) and G. Belikova and A. Shokhin, "The black
market: people, things and facts, Ogonek (September 1987), translated
in Soviet Review, 30 (3) (May-June 1989): 26-39.

W. H. Chamberlin, The Russian Reveluton, vol. 2 (Princeten: Princeton
University Press, 1987(1935)), p. 105.

See Gary Anderson, ‘Profics from power: the Sovier economy as a
mercantilist state, The Freenan, 38 (12) {December 1988): 483-92,
Leonid Abalkin, ‘Relying cn the lessons of the past, Kommuniss, 16
(1987), transtated in Problems of Feonomies (June 1988): 7, 11, 15,
See the classic discussion of the distinction in John Stuarz Mill, Principles
of Political Cconomy (New York: Augustus M. Kelley, 1848(1976)},
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pp- 1995, Mill argued thar while the laws of production are governed by
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Vasily Selyurin, "A profound reform or the revenge of the bureavcracy?’
Znamia (July 1988), rranslated in Problems of Economics (March 1989):
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For a ‘conservative’ defense of the Soviet regime see Nina Andreyeva,
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Andreyeva's letter penerated much controversy when it was published in
Sovetskaya Rossiya on 13 March 1988 and solicited responses from

157



8z

83

85

86

NCGTES

Gorbachev and his supporters in the pages of Pravda on 3 Apri} 1988, In
addition, in 2 poll conducted in the Soviet Union in Novenber of 198940
pervens of these palied crated Lo chey wihed nsee @ return af 2
‘strong hand” and to the old system of econamic management. See The
New York Times (5 November 1989). However, there have been some
important questions raised concerning the walidity of the poll. See
Aleksandras Sheromas, “Russia on the road to polirical and economic
freedom, in Richard Ebeling {ed.) Ausirian Econgmics: Perrpectives on
the Past and Prospects for the Futnre (Hillsdale: Hillsdale College Press,
1991y, p. 236.

‘Pethaps the most painful legacy of all,; Gertrude Schroeder argued, ‘rests
in the inherited values, attitudes, and habirs of the work force. For
decades, people have been taught that private property means exploi-
ration and thac socialism means a welfare state, an egalitarian distribu-
tion of income, permanent job security, and low prices for the basic
necessities of life. In other words, people have learned o let the
government ke care of them. But successful perestroika requires a
virtual renunciation of such atritudes and values; it requires “new
thinking”" and a “new psychology” as Gorbachev often puts . See
Gertrude Schroeder, ‘The Soviet cconomy: is perestroika possible?,” The
World and [ (November 1989} 35.

See Marshall Goldman, What Went Wrong with Perestrotka (New
York: Norron, 1991), p. 116, for 1 discussion of the ‘envy’ effect toward
private farmers during the Garbachey repime. Goldman, however,
argues that the hostility roward private trade is not solely a legacy of
communist indoctrinatien, buc is deeply rooted in the Russian culture.
Wit uildouDiUdl) cuwlalds Llo00 BT, IS YIS i z'
that will emerge from my argument in this book is that institurional
rules are a much greater force in determining econamic performance
than either the endowment of natural resources or the cultural heritage
of a country.

See Mikhail Gorbachev's interview i Komsomolrkaya Pravda (24
December 19913, translated in The Current Digess of the Soviet Prers, 43
¢51) (22 January 1992): 7-8.

See Mikhail Gorbachev's formal response to the ethnic unrest in
tesponse to the fiftieth anniversary of the Stalin-Hitler Pact in The
Current Digert of the Soviet Prers, 41 (34). 1-9, (38): 5-10. Also
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“The threat to Gorbachev, New York Review of Books (17 August
1989): 21. Also the events following the Lithuania declaration of
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chev's domestic political policy.

See, for example, the report by Bill Keller in The New York Timer (25
April 1990): A7, on the decision by the Gorbachev regime not to follow
Poland's example of 'shock therapy’ and to postpone fundamental
economic reform. Also see The Financial Times (23 May 1990): 2, 4.
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that Nikolai Petrakav, Gorbachev's personal economic adviser at that
time, blamed communism for the decision to delay market reforms.
See David Lascelles, "After the great lie, the ghastly truth,’ The Financial
Times (9 March 1990): 19, for a description of economic life inside the
Sovier Union five years after the rise of Gorbachev.

Aganbegyan, The Economic Challenge of Perestroika, pp. 133-5 (see
Note 66).

Anders Aslund, Garbuchev's Siruggle for Economic Reform (lthaca:
Cornell University Press, 1989), p. 183, argues thai it would be
inappropriate ta refer to the reforms as Gorbachev's reforms because all
reform laws emerge as a compromise package. ‘The overall conclusion,’
Aslund states, 'is thar Gorbachev pushes energetically for reform, but
does not control its design. The Soviet Union is actually governed by a
truly collective leadecship. Therefore it (s nat very accurate t0 talk about
“Gorbachev’s economic reforms.”

See Abalkin, The radical economic reform: top priority, tasks and long-
term menasutes,’ Ebonomicheskaya Gazeta, 43 (Ocrober 1989), translated
i The Currens Dipest of the Soviet Pres, 41 (46) (13 December 1989):
LU=i 2, dyiu,

Earlier Ryzhkov had proposed 2 program which would have slashed
stace ownership from 85 per cent to 30 per cent. See The New York
Times (17 November 1989): A16. But on Wednesday 13 December 19892,
Prime Minister Ryzhkov delivered a speech, that represented the official
position on perestroika, which undermined the earlier movement roward
a marker economy and was seen as a clear victory for GOSPLAN. See
Ryzhkov, ‘Efficiency, consolidation, and reform are the path ra a healthy
economy,’ Pravda (14 December 1989), translated in The Current Digest
of the Sevier Prers, 41 (513 (17 January 1990): 1-9. Also see The
Financial Times (15 December 1989): 18,

See The Financial Times (20 March 1990): 18 and Ed Hewett, Pro-
gnosis for Soviet economy is grave, but improving,” New York Times
(25 March 1990} for a discussion of the promise of radical market
reforms.

See the Investor's Daily (2 April 1990): 10, for a report of Vyacheslav
Senchagov, chief of the State Price Committee, speech to the deputies of
the Supreme Sovier. He suggested that the Soviet Uaien would follow
Poland's "shock therapy’ approach, but added thar such a plan may be
blocked by angry consumers. Therefore, while a radical approach would
be preferred, a more moderate approach may be pursued during the
transition to maintain the populztion’s confidence.
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See Fd Hewett and Richard Hornik, "Hurry, doctor,’ Time (7 May 1990}
(£ nrhgrhen'e darisinn to back off from radical

Ctun RN,
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reform in the spring of 1990. ‘

Abel Aganbegyan, Inside Perestroika (New York: Harper & Row, 1989).
See The Current Digest of the Soviet Press, 41 (40) (1 November 1989).
See Alfred Kahn and Merton Peck, ‘Price deregulation, corporatization,
campetition,’ in Merton Peck and Thomas Richardson (eds) What Ir To
Be Done?, p. 43 (see Note 32).

See Goldman, What Went Wrong with Perestroika, p. 110 (see Note 83).
The adverse reputational effect of Gorbachey's indecision and
inconsistency will be discussed at length in Chapter G, _

See Padma Desai, Perestroika in Perspective (Princeton: Princeton
University Press, 1939, p. 53.

This argument is more fully developed in Gary Anderson and Pcte.r
Boetrke, 'Perestroika and public choice: the economics of aucecranc
succession in a rent-seeking society, Public Choice (1992), forthcoming,
See William Odom, 'How far can economic and social change go in the
Soviet Union?,' in Ronald Liebowirz (ed.) Gorbachev's New Thinking
{Cambridge, MA: Ballinger Publishing, 1988), p. 86.. ‘ _

See Marjorie Brady, The Fascist element in perestroika,” The Wall Street
Journal (31 Qcrober 1989).

Izvertia (17 October 1990}, for example, reported that with an official
poverty line set at 78 raubles/manth, 40 million li'vcd in poverty. If the
poverty line was raised to 100 roubles/month, it estimated that the
fipnre wruld be 70.9 million.

. =D N Ty =f

Yur: Malrsey, Dutewuid, i Ve Serrier, oo

Soviet Socialirm: The Formative Yedrs, 1918-1628 (Boston: Kluwer,
1990). .

See F. A. Lutz, The German currency reform and che revival of the
German cconomy, Fconiomica, 16 (May 1949): 122-42, Henry \’fjﬂ“i'{h,
Mainsprings of the Germman Revival {(New Haven, CT: Yale University
Press, 1955) and Egen Sghmen, Competition and growth: the lesson of
West Germany, American Economic Review (1959): S8G-1003%. .ff.n
inreresting note, however, is that the majority of thF €CONOMICS
profession viewed the Erhard reforms with great caution. Sc.e, for
example, Horst Mendershausen, ‘Prices, money ﬂn.d the lEilStIlbu[lon of
goods in postwar Germuny, American Economsc Review, 39 guqc
1949); 646-72, and Walter Heller, The role of fiscal-monetary policy in
German economic recovery, American Feonomie Review, 40 (May
1950): 531-47. Also see the Jiscussion in T. W. Hurchison, The Politics
and Philosophy of Economicr (New vork: New York Universicy Press,
1981): 155-75.

Alyin Rabushka, The New China (Boulder, CO: Westview Press, 1987).
Hernando DeSoto, The Other Path (New York: Harper & Row, 1989).
See Walter Laqueur, The Long Road 1o Freedom (New York: Charles
Seribner's, 1989}, p. 203

As quoted in Hedrick Smith, The New Russiants (New York: Random

House, 1990), p. 183.
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3 THE THEORETICAL PROBLEMS OF SOCIALISM
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Alerattler Tuipko, 1r Stalinios
19903, p. 12.

Ludwig von Mises, Soeialism {Indiznapolis: Liberty Classics, 1981(1922))
p. 41.

Mikhail Gorbachev, for example, has even recently reirerated the standard
socialist and Western Marxist argument that the Soviet collapse had
nothing to do with socialist ideas, but rather represented the collapse of
Stalinism. See Gorbachev, 'No time for stereotypes,” New York Times 24
February 1992): A19. On the intellectual staying pawer of Marxism in the
face of recent events see Heary F. Myers, '‘Dar Kapital, his statues topple,
his shadew persists: Marx can'’t be ignored,” The Wall Street Journal (23
November 19913 Al and Ad.

Tspiko, Is Stalinism Really Dead?, p. 12 (see Note 1).

For an extensive history of Marxism see Leszek Zolakowski, Marm
Currents of Marxism, 3 vols {New York: Oxford University Press,
1935(1978)). O Marx's project see Andrzej Walicki, 'Karl Marx as
philosopher of treedom,’ Critical Review, 2 (4) (Fall 1988): 10-38.

See Don Lavoie, Rivalry and Central Planning (New York: Cambridge
University Press, 1982}, pp. 29-30.

Karl Marx, Capital (New York: Modern Library, 1906(1867)), p. 92.
Alan Ryan, Socialism for the nineties,” Disrent {Fall 1990): 441-2,
{emphasis added).

David L. Prychitko has argued that the organizational logic of even the
most decentralized and democratic socialism leads to centralization during

2oty Desd? N ea: Virk: Harper Cniling

! foar resnuroe

Gl :rlJLL'lu LborgrLvang T "{“T'“ s Tt ey [
use. See Prychitko, “Marxism and decentralized socialism,” Critical Rewiew,
2 (4) (Fall 1968). Alse sce Prychitko, Marxirm and Warkerr' Self-
Management: the Esrential Tension (Westport, CT: Greenwood Press,
1991y, pp. B3-100.

For this reason it has been forcefully argued thar the Lange-lerner
theoretical system did not provide an answer to Mises's c¢ritique of
socialism. See Paul Craig Roberts, ‘Oskar Lange's theory of socialist
planning, Journal of Political Economy, 79 (3) (May/June 1971): 562-77,
Karen Vaughn, ‘Economic calculation under socialism: the Austrian
contribution, Ccomomic Inquiry, 18 (1980} $35-54; Peter Murrell, 'Did
the theory of market socialism answer the challenge of Ludwig von
Mises?,' History of Political Economy, 15 (1) {Spring 1983): 92-10%; and
Lavoic, Rivalry and Ceniral Planning. Also sce Larissa Popkova-
Pijasheva, "Why is the Plan incompatible with the market?/ Annals, 507
(January 1990): 80-90, and Anthony deJasay, Market Socialism (London:
IEA, 19903, for criticisms of the logical coherence of market socialism.
Kornai, The Road 0 a Free Economy (New York: Norton, 1990), p. 58.

Adam Smith did possess a germ of the argument when he stated that:

What is species of domestic industey which his capital can employ,
and of which the produce is likely to be of the greatest value, every
individual, it is evident can, in his local situation, judge much better
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than any statesman, of lawgiver can do for him. The statesman, who
ol attmp o dires o privare G
employ their capitals, would not only load himself with a most
unnecessary attention, but assume a6 authority which could safely be
trusted, not only to no single person, but to ne councii or senate
whatever, and which would nowhere be so dangerous as in the hands

of 2 man who had folly and presumpuon enough o fancy himself fic
1o exercise it.

2t manncr thev onphr e

See The Wealth of Nations (New York: Madern Library, 1937), p. 423.
Also see his discussion of how the coordination of the aumber of individuals
that must 2€r in conecert with one another even to produce common
products ‘exceeds all computation’ {Ibid, p. 11).

Mises, Socialirm, p. 180 (sec Note 2).

Mises, The Theary of Money and Credit {Indianapolis: Liberty Classics,
1980019123, p. 153

Miscs, Socialirm, p. 101 (see Note 2.

Mises, The Theory o, Money and Credst, p. 62 (see Note 14).

Mises, Socialirm, p. 187 {see Nore 2).

Mises, Socialirm, p. 191 (see Note 2).

See F. A, Hayek, Individualism and Feonomic Order (Chicago: University
of Chicago Press, 1980(1948)) for his classic papers on this issue, and The
Fatal Conceit {Chicago: University of Chicago Press, 1988) for his most
recent statement on the issue.

Hayek, The Road io Serfdom ¢Chicago: University of Chicago Press,
1OIAOLANY o 131457

Don Lavoie, National Liconomic Plannng: Wb ns Lefis \eattiinagge, M.
Ballinger Publishing, 1983), P- 201.

Aristotle, The Foliticr, Stephen Everson {ed.) (New York: Cambridge
University Press, 1988), p. 26. Also see Svetozar Pejovich, The Economics
of Property Rights: Towardr ¢ Theary of Comparative Systems (Boston:
Kluwer, 1990).

V. Pareto, Manual of Political Economy (New York: Augustus M. Kelley,
1971419270, p. 171 Also sec Michael Polanyi, “The span of central
control,’ in The Logic of Liberty {Chicago: University of Chicago Press,
1980{1951)), p. 111, where he argues that:

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

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

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

See Lange, “The computer and the market, in C H. Feinstein (ed.) Socialism,
Capitalismn and Economic Growth: Ersays Presented to Maxrice Dobb (New
York: Cambridne University Press, 1967}, p. 158. See Don Lavole, ‘Compu-
tation, incentives, and discovery: the cognitive function of markets in market
socialism, Annals, 507 {January 1990}, pp. 72-9, for a rebuttal of Lange's

nrgumcm.
As Mises pointed out: The ateributes of the business man cannot be divorced
from the position of the eatreprencur in the capitalist otder. ... An

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

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

This does not mean that economists must model political actors as home
economicus or wealth maximizing agents, Rather, a loose form of self-interest
and rationality is all that is needed to discuss the logic of the situation. Agents
have ends and they arrange their means to attain those ends. The ends could
include ideological pursuits, high ideals or monetary reward. What matters for
economic analysis is the implications for the analysis of market and political
processes that follow from viewing individuals as purposive actors. In
AT e e i pelicy debare hecarne the acApAmIice can trear
ends as given and simply examine whether the means chosen to attain the end
were effective or not. Such a position of value freedom may prove hefpful in
overcarning conflicts of ultimate values in znalyzing alternative policies.
Not only is there a logic behind the totalitarian rendency of socialist planning,
David Levy has also raised an interesting question concerning the socialist
plannecs' incentives in setting ‘prices’ to allocate scarce resources. If the
central planner,’ Levy argues, 'has the legal right both to sec prices, and to
allocate whatever shortages might exist from time to time, then perhaps the
rational economic planner will set prices below market clearing.’ In other
words, the centrally planned price will be a biased estimator of the value of the
marginal product of any resource for the simple reason that since the wealth
created by planners can be appropriated by planners we should expect them to
set the official price below the market clearing level and artificially restrict
output - in effect, raising the implicit price to the monopoly level and reaping
the scarcity rent. See Levy, The bias in centrally planned prices’ Public Choice,
67 (3) (December 1990), pp. 216-17.

Very intesesting discussions of the growth of government intervention andits
effect on the US political economy can be found in Robert Higgs, Crisis and
Leviathan (New York: Oxford University Press, 1987) and Richard Wagner,
Ts Promote the General Welfare (San Francisco: Pacific Institute, 1989).

30 Hayek, "Foreword, in Boris Bruczkus, Economic Planning i Sovset Russia

(Westport, CT: Hyperion Press, 1981(1933)), pp. vili-ix.
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H. L Mencken, ‘Capitalism” {1935), in A Mencken Chrestomathy (New
York: Vintage Books, 1982), pp. 296-7. ‘
See, for exaﬁgmp!e, H.H. Tickti;, “Towards a political economy of the USSR,
Critigue, 1 {Spring 1973); 20-41, and "The class structure of the USSR and
the elite, Critigue, 9 (Spring/Summer 1978): 37-61. .

See Paul Gregory and Robert Stuart, Sovier Fconomic Siructure and
Performance, 31d edn (New York: Hlarper and Row, lE)BG),Ipp. 155-214.In
the leading textbook on the Sovier economic system discussion of the sccolnd
economy is limited to less than two pages {pp- 203-4). Ar}d,.in the discussian
of price setting, relance on world matket prices is Jimited to one line
(p. 199). o _
For 2 discussion of the debate concerning the conceptualization of the Sovict
system as centrally planned sce Igor Birman, ‘Fram the achieved lcvgl,‘
Soviet Studies, 30 (2) (Apnl 1978y 153-72, ]. Wilhelm, 'Doﬁs the SOVIEI.
Union have a planned econamy? A commenton "Erom the achieved Icvel~ .
Sovier Siudies, 31 (2) (April 1979): 268-74, Alec Nove, Does the Sovier
Unien have a planned economy? A comment, Soviet Studies, 32_(?) {January
1980): 135-7 and John Wilhelm, The Soviet Union has an administered, not
a planned economy,’ Sovred Studies, 37 (1) (January 1985): 118-30. ’
See Ludwig von Mises, Planned Chaos (1947), reprinted as c!nluguc in
Sagialirm: An Ecomomic and Sociological Analysis (Indianapolis: Liberty
Classics, 1981(1922)}, pp- 479-540; Omnipotent Government: T_be Rese of
the Tetal State and Torsl War (Spring Mills, PA: Libertarian Press,
1085(1944)), pp. 22-0; Faman sl Jud seao onn Jg Henry
Regnery, 1966, pp. 717-19. .
The most important notable exception (0 this was Ed HcWFtt,.Re’formmg
the Soviel Ecomomy (Washington, DC: Brookings Institution, 1988),
pp. 94-220, where he conrrasts how the system was designed 10 operate with
how it actually operated in practice. As Hewett states; "An analysis gf the
potential effect of reforms on the System must rest on an understznding of
how those reforms will interact with the system as it acrually funcrions,
rather than a5 it is supposed to function’ {p. 133).

For a detailed discussion of the institutions of Scviet planning implcmemq:i
in the first years following the revolution sce Silvana Malle, The Economic
Greganszation of War Communism, 1918-1921 (New Yprk: Ca.m.bnd;_:?c
University Press, 1983) and Thomas Remington, Bui[d:lng Socialirm in
Bolshevit Russia: ldeology and Industrial Organization, 1917-1921
(Pittsburgh: University of Pittsburgh Press, 1584). For an interprerative
examination of the formation of the Soviet political economy see Peter
Boettke, The Political Economy of Soviet Socialirm: The Formative Years,
1918-1928 (Boston: Kluwer, 19903. . )

See ], M. Montias, ‘Planning with material balances in Soviet-type
ecanomies, American Economic Review, 49 (4) (1959): 963-85. Montias
argued that while some, such as the German economist Walter Eucken, had
challenged the efficacy of centralized economic planning, analysts si_mulq not
forget that szatic efficiency is not che be-all and end-ali of planning. 'I:h:
Soviet system with all its compulsion and waste is a vehicle for high
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rates of growth. To some extent, a higher rate of growth than might
atherwice he feasible makes up for short-run inefficiencies’ (p. 982). As
was argued 1n Chapter 2, however, the higher raie of giowihy was 0duy un
illusion,

See Peter Rutland, The Myth of the Plan: Leisons of the Sovies Planning
Experience {LaSalle, [L: Open Court, 1985), pp. 101-67.

See Alain Besancon, The Sovier Syndrome (New York: Harcourt Brace
Jovanovich, 1978}, pp. 87-103.

See Tsrael Kirzaer, The Meaning of Market Process (London: Routledge,
19923, pp. 139-62 Kirzner argues that one cannot solve the problem of
dispersed information by postulating equilibrium prices. The ability of the
price system to coordinate the plans of participants, in fact, does not lie in
the hypothetical system of equilibrium, nor ia the zccuracy of the
information conveyed by equilibrium prices. Rather, the price system
coordinates economic plans through the ability of disequilibrium prices ©©
offer opportunities for pure profit t© economic actors. When market
participanes experience plan failure this is expressed in an array of prices
that alerts economic actors to the passibilities of pure profit. The price
system, through a process of error detection and the lere of pure profie,
motivates cconomic actors to learn how better 1o coordinate their plans
with those of other market participants,

For a discussion of the problems that 'shirking’ presents o economic
organizations see Armen Alchian 2nd Harold Demsetz, 'Preduction,
information costs and economic organization’ (1972}, in Armen Alchian,
Economic Forces at Work (Indianapolis: Liberty Press, 1977), pp. 73-110.
M +he rerhleme thae superiors face in coordinating the activities of
subordinates within and betrween buteaus witnin the pureauczatin netal-
chy see Gordon Tullock, The Politics of Bureascracy {Lanham, MD:
University Press of America, 1987(1965)), pp- 120-220.

See Paul Gregory, Rertructuring the Sovier Economic Bureaucracy (New
York: Cambridge University Press, 1990), pp. 13-24, for a discussion of
the principal/agent problem applied 10 the Soviet situation. My analysis
differs from Gregory because despite his employment of the principal/
agent literature he maintains 2 ‘public interes? view of the Sovier
leadership by claiming that the leadeeship was concerned with the
abtainment of economic goals at the least cost of society's resources,
whereas | want to jettison the public interest view of the Sovier
leadership. Ed Hewett also implicitly maintains a publie interest view
when he states that he 'assumes that Soviet leaders are most interested in
the growth rate of pational income, of labor productivity (which is closely
related), and of living standards.’ However, this assurnption prevents him
from sarisfying one of the main goals in his study - to developa successful
explanation of the reform process which is built on "2 good theory of the
politics of economic reform.’ See Hewerr, Reforming the Soviet Economy,
pp. 10 and 238 (see Note 6).

15 See John H. More, "Agency costs, technological change and Soviet central

planning, Journal of Law and Economicr, 24 (2) (October 1981): 189-214.
Also see Arye Hillman and Adi Schoyzzer, Tllegal economic activities and
purges in a Soviet-type economy: 2 rent-seeking perspective, [nferna-
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tional Review of Law and Economicr, 6 {1986} 87-99, Jan Winiecki,
‘Large industrial enterprises in Soviet-rype eConumies; [f_le ruling
SLIATUID 5 had.l [0 SECR.Ng Ared, Lomrmund Do 040 1080;
363-83, Gary Anderson and Peter Boetcke, "Perestroika and public choice:
autoczatic succession in a rent-seeking society, Public Choice (1992),
farthcoming and Gary Anderson and Peter Boettke, "Socialist venality: a
rent-seeking model of the Soviet-style economy,” mimeo (1992).

On the importance of the economic moaopoly to Soviet power see
Olimpiad loffe, Garbackev’s Economic Dilesmma (5t Paul: Merril/Magnus
Publishing, 1989), p. 4. "The Soviet system,’ laffe argues, “consists of two
essential ingredients: unlimited political power of the ruling clite and
economic monopoly by the same clite as the source of its unlimited power.
If either of these elements is eliminated, the Soviet system will have been
replaced by another system. _

Though universally accepted, the idea that centralization during wartime
or emergency is unequivocally desirable is also questicnable. Take the
example of labor mobilization in wartime. Undoubtedly the military draft
allocates labor quickly, but it does so in a very costly manner. Certainly the
draft hides the cost of fighting the war to rhe taxpayer, but the
opportunity cost associated with the draft is quite high. In other words,
the military draft does not reduce the cost of mobilizing laber for the war,
The draft simply transfers the cost burden of maintaining the military
from taxpayers to draftees. For a discussion of the argument for
centralizacion in emergency situations see Patrick Bolon and Joseph
Farrell, 'Decentralization, duplicavon and delay,” Joarnal of Political
Economy, 98 (4) (1990). Bolton and Farrell, however, do not ud_drcss the
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implications for economic reasoning of consistently pursuing the oppor-
tunity cost logic see Philip Wicksteed, "The scope and method of political
economy in light of the "marginal” theory of value and distributior’
(1914), in The Common Sente of Political Fronomy, vol 2 (London:
Routledge, 1938), pp. 772-96; James Buchanan, Cest and Cholce: An
Inguiry in Ecomomic Theory (Chicago: University of Chicago Press,
197801969}, and James Buchanan and G. I. Thirdby {eds} L3I Ersayr on
Cost (New York: New York University Press, 1981(1973)).

The Soviet system represented an institutional innovation which provided
the ruling elite with a high degree of security against the competition of
political entrants at the cost of reduced economic efficiency. The system
proved ta be ane of the great political successes (in terms of protecting the
rulers from competition) at the same time that it was perhaps the greatest
economic failure of the twentieth century.

Soviet economic histary is in some sense the history of economic teform
attempts. While the leaders claimed great achievements, they constantly
sought 1o reform the system in a manner which corrected the failure, but
maintained the illusion. "War communism’ (1918-21) sought to esrablish
the Marxist utopia overnight, but led instead to the utter collapse of the
Russian economy. The Bolsheviks were f{orced 1o retreat from theic
original ideclogical position concerning the transition to socialism and
introduce market liberalizations in order to matneain political power. The

166

20

21

22

23

24

25

NOTES

New Economic Policy of the 1920s, however, gave way to the collectiviza-
tion and industrialization of the 1930s. The Second World War was
tollowed by a post-war reconstruction. The late 1950s and early 1960s
were characterized by Khrushchev's attempts at political liberalization
and economic reform. The much discussed Liberman reforms of the mid-
1960s artempted to introduce profit incentives in state enterprises. In the
1970s, Brezhney introduced industrial reforms to no avail. Finally, with
the Gorbachev reforms the myth of Soviet industrial strength was
challenged by the leadership. But, even with Gorbachev's reforms the idea
was never to reject the ‘soctalist choice’ of October 1917, The original
Gorbachev reforms were conceived as improvements in the adminis-
trative procedures of economic planning - to enforce strice labor discipline
and accelerate industrial development. Superministries and superagencies
were created to improve the techniques and efficiency of state economic
planning and an anri-aleohol campaign was pursued to eliminate drunken-
ness and sloth among workers. Leonid Abalkin, The Strategy of Econamic
Development sn the USSR (Moscow: Progress Publishers, 1987) and Abel
Aganbegyan, The Economic Challenge of Perestroska (Bloomingion, IN:
Indiana University Press, 1988) give a pretty clear account of the original
economic philosophy behind the Gorbachev reforms,

The classic paper on the de facto Soviet economy is Gregory Grossman,
"The "second economy” of the USSR’ (1977), in Morris Barastein (ed.)
The Sovier Economy: Continusty and Change (Boulder, CO: Westview
Press, 1981}, pp. 71-93. Also sce the discussion of the different ‘colored
markets” that were in operation in the former Soviet Union in Aron
Karsenelinboiren and Herbert Levine, "Marker and plan plan and marker-
the aoviet case, 10 Moris Botnstemn (ed.) [he Soveer Economy, pp. 61-70.
See Hewett, Reforming the Soviet Economy, p. 155 (see Note 6). Also see
Joseph Betliner, Factory and Manager in the USSR {Cambridge: Harvard
University Press, 1957), pp. 207-30.

See Hedrick Smith, The Russians (New York: Quadrangle, 1976}, One of
the most important features of Smith's book was his insistence on
exploring the sué-rosa existence of Sovier counter-society. Soviet citizens,
Smith points out, weee masters at lying low. The scientific ban on genetics
under Stalin and Khrushchev did nor stamp out research in genetics,
rather scientists secretly keep their science alive. Cybernerics had a similar
history. Rock and jazz music, while publicly condemned, nevertheless
flourished in underground clubs and music studios. Many of the most
interesting cultural 2nd inreflectual developments were going on in 2
private and secret world hidden from officials and foreigners.

See Ludmilla Alexeyeva, Sovier Dissent: Contemporary Movements for
National, Religious, and Human Rights (Middlerown, CT: Wesleyan
University Press, 1985). .

See Boris Yeltsin, Agasnst the Grain (New York: Summit Books, 1990),
pp. 157-G8, for a discussion of some of the privileges accorded to those on
the top of the political pyramid. Also see David Willis, Klasr: How
Russtans Really Live (New York: Avon Books, 1985).

Ferenc Feher, Agnes Heller and Gyorgy Markus, Dictatorship over
Needs: An Analysis of Soviet Societier (New York: Basil Blackwell, 19833,
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pp ORIAT rpae rhat there were ‘three economies’ i0 operation. The
first economy was the offical planned economy. The setotid ceuiiuBly WS
the unofficial economy on the consumption side, and the third economy
was the unofficial economy on the production side. The second and third
economies, however, existed only to {ilbin the gaps of the {irst economy.
Moreover, these economies were interconnected with the second linking
up to the first through the third.
pechaps the most prevalent alternative method of rationing goods and
service in the former Soviet Union was bzt The word implies the use of
rsonal influence to obtain goods and service that one is not formally
entitled. The prevalence of blat in Sovijet economic life was expressed in
common sayings. 1n the 1950s, for example, 2 comman expression was:
“Blat is higher than Stalin. (Refer Berliner, Factery and Management in
the USSR, pp. 1823206, sece Note 21.)
See Mark Thorton, The Leonomics of Probibision (Sait Lake City:
University of Utzh Press, 1992}, The Gorbachev anti-alcohol campaign
produced the same undesirable effects as did other petiods of prohibition.
No sooner had state concrols on the production and sale of alcohol been
imposed, than a ramogon (moonshine) industry arase to meet consume:
demand. For a discussion of some of the unintended consequences of the
anti-alcohol campaign see Anders Aslund, Gorbachev's Struggle for
Fronomic Reform (Ithaca, NY: Cornell University Press, 1989), PP 75-6,
and Marshall Geldman, What Wemt Wrong With Perestroika (New
York: Nerton, 19913, pp- 137-8.
Milton and Rose Friedman, Tyranny of the Statws Quo (New York:
Harcourt Drate juvdissvads »o5 1, rj - Tf enre sl e o menn e
argue against current drug laws in the US.
The lack of a well-established Jlternative supply network for scatce
resources meant that ‘theft’ from the state sector was the major supply
system for the unofficial economy. Diverting resources {rom the state
sector inco the market system alse continued with the development of
cooperatives under Gotbachey, [n fact, the lack of a viable alternative
supply network made the cooperatives simultaneousty dependent on the
official supply system and vulnerable to the criminal element in order o
protect those suppiies accrued through ‘illegal’ diversion of goods from
the state sector.
See, [or example, Lenin, Political Report of the Central Committee of the
R.C.P.(B.) (27 March 1922), Collected Works, vol. 3% (Moscow: Progress
Publishers, 1980}, pp. 203-309. Lenin's basic argument was that commu-
nists in the socialist sector had yet o learn how to manage the economy
correctly. They had everything at their disposal in terms of power and
resources, but they lacked ability. Responsible communists must learn the
ABCs of business and management. If they fail to learn how to manage
the economy properly, then they will fail in their rest against private
capital. The 'last and decisive battle” must be won in the competition
between the socialist sector and private capital, Nikolai Bukhatin argued
that 'if the tendencies of capitalist growth gain the upper hand over the
tendencies to improve large industry, then we are doomed.” See Bukharin,
“The New Economic Policy of Soviet Russia” in Lenin, Bukharin and
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Rutgers, The New Policies of Sovies Russia (Chicago: Charles H. Kerr,

WAL b O, Trosky r('prc"-"!"t't! the Boshes v atttude an this questinn
mast clearly. He may have accepted the NEP as a necessary policy shift
for tl_uc .time, but he accepted market principles only tentatively. His firm
coaviction  was that the superiority of industrial planning would
eventually eliminate the anarchy of capitalist production within secialist
cour)petitit)n. The success of the planning principle would spread to the
entire market, swallowing and eliminating it. The success of large-scale
planning under the NEP would lead to the liquidation of the NEP as an
cconomic policy and its replacement with a full socialist policy. See
Trotsky, 'Thesis on industry’ {6 March 1923), in Robert V. Daniels (ed.)
A Documentary History of Communism, vol. 1 (New York: Vintage
19623, pp. 234-7. Also see Richard Day, Leon Trotsky and the Ecanomic}
of Iralation (New York: Cambridge University Press, 1973), p. 82.

As Michael Polanyi argued, the Sovier central “plan’ was simply the
meaningless aggregate of all the individual plans of enterprises. In cther
words, the Soviet plan was analogous to 2 chess caprain announcing the
aggregate moves of his players. But outside of the particular context of the
game each individual player was engaged in such an aggregate statement
of.' moves is meaningless and does not constituce 2 ‘move in chess.
Similarly, stating the sum of oucput of two plants is no more meaningful
than announcing the move of two castles in rwo separate games of chess.
See Polanyi, “The span of central direction, in The Logic of Liberty
tChicago: University of Chicago Press, 1980(1951)), pp. 134-5.

See Don Lavoic, "Palitical and economic illusions of socialism, Critical
Deafree 1013 FTORAZTA- 1235 T avnie arpnes rhat a serice distinction must
be drawn between power and contrel in polinical econuiny. ine suviet
government possessed tremendous political power, but it did not control
the Soviet economy. What really went on in the Soviet economy was a
vast amount of government intervenrion into a polycentric order that
econ_omic officials did not (and could not) undersra;—md in the concrete
detail necessary to plen the system. The economic system remained
Fundamentally, out of their control despite the existence of 2lmost
unlimited political power. In some sense, then, the Soviet economy was
not categorically different from the economies in the West. The difference
was one of degree, not kind. The Western politician’s claim to be steering
the economy with fiscal, regulatory and monetary policy is no less of a
facade covering up blind interventionism and justifying political power
than the Soviet fagade of planning. The main dilference between the Wcsr‘
:m_d the Soviet Unjon was the pervasiveness of Soviet interventionism.
Milovan Djilas, The New Class: An Analysis of the Communist System
(New York: Praeger, 1957) and The Unperfect Society: Beyond the New
Class (New York: Harcourt, Brace & World, 1969).

14 Ideology played a dominant role in the founding of the Soviet industrial

structure, bur after the purge of the old Bolsheviks by Stalin in the 1930s
the i{leo]ogical influence waned considerably. The ideology led to thc'
'esrublishmcm of centralized institutions of economic planning, but the
ideology was utopian, and, as such, could not be realized. The ins'titutions
of central planning were captured by the guardians of the new order who
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directly benefited from their possession of instruments of political power

aver the sconnmy

35 For a historical treatment of the leading role.ot the Party 1n industrial

plnning see William Conyngham, Industrial Management in the Soviet
Union: The Role of the CPSU in Indussrial Decision-Making, 1917-1970
(Stanford; Hoaver Institution Press, 1973).

36 See, for example, the discussion in Viadimir Andcle, Managerial Potwer in

the Soviet Union (Lexington, Mass.: Lexingtan Books, 1976), pp. 39-65.

37 See Michael Voslensky, Nomenklatura: The Sowviet Ruling Class, An

Insider’s Report (New York: Doubleday, 1984), pp. 08-111L.

18 Voslensky, Nomenklatura, pp. 127-8 (scc Note Ty
39 T do not have space to establish the argument here, but I would assere that

the entire equity/efficiency trade-off is mistaken. Income di‘suiburion
over time tends fo spread as individuals from different generations move
within different income groups, provided they are not lcg?IIy prevented
from doing so by a rigid caste system. Socialist societics were both
inequitable and inefficient. Competition in (.hc free marker {equ )
compel supplicrs to increase the quality of their product and offer.:f ara
lower price. Economic competition m?ke§ fanllJb.]C to average citizens
products shat only the most wealthy individuals in the previous geoe-
ration could afford. There simply is na inherent “economic law" in (l‘)c
operation of competitive capitalism that leads ro greater discrepancies in
income. Efficiency gains bring with them the cheaper production of goods
and services that ocherwise would be more costly to produce.

40 For an examination of some of the related issues to recontracting see Paul

Hawelehmer ‘Gorkachev's social rantracr” Sovier Lconomy, 30 (1987):

54-89.

5 THE LOGIC OF POLITICS AND THE LOGIC OF
REFORM

1 Alexis de Tocqueville, The Old Regime and the French Revolution (New

York: Doubleday, 1955(1856)), p. 167.
2 For example, Adam Michnik has argued that:

14, after the dogmatic faith in the benefits of the planned economy,
thete comes an equally dogmatic faith in the benefits of the market,
then we are in trouble ... [T]he matket is not a self-activated
mechanism that can replace the economic policy of the stare . . . We
know che difference berween the market as it is seen by Milon
Friedman and the market with a human face.

See Michnik, “The twa faces of Eastern Curope, The New Republic (12
November 1990): 24. .
3 As Ed Hewetr p{}ims our, the problem that confronted GOSPLAN within
the bureauctatic planning system of the Soviet Union was analogous 10
the bureaucratic problems within US Bureau of Budget. Both bur-
eaucracies attempted to atrive at a consensus by mediating among the
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competing claims of various interest groups. See Hewett, Reforming the
Soviet Lconomy (Washington, DC: Brookings Institution, 1988), p. 121,
See Jaues Budianan aod Richard Wagner, Democracy s Deficn (INew
York: Academic Press, 1977) for an analysis of the legacy of the
Keynesian system of activist pelicy. Also see Chacles Murray, Losing
Ground (New York: Basic Books, 1984) for a discussion of the failure of
social policy, James Bennett and Thomas Dilorenzo, Underground
Government: The Off-Budget Public Sector (Washington, DC: Cato
Institute, 1983) and Destroying Democracy: How Government Funds
Purtisan Politics (Washingron, DC: Cato Institute, 1985) for an exarmin-
ation of fiscal policy and tax-funded politics. Also see Jeffrey Friedman,
“The new cunsensus: L The Fukuyama thesis,” Critical Review, 3 (3-4)
(Summer/Fall 1989): 373-410, and “The new consensus: Il The
democratic welfare state,” Critical Review, 4 (4) (Fall 1990): 633-708, for
a discussion of the implications for political philosophy of continuities
between 'first world' and ‘second world” Interventionism.

Joha Kenneth Gatbraith, "The rush to capitalism,” The New York Review
of Books (25 Octeber 1990): 51-2, Also see Juhn Kenneth Galbraith, The
Culture of Contentment (New York: Houghton Mifflin, 1992), where he
argues thar despite the myth of a lafrsez-faire revolution with Reagan,
non-intervention has been highly selective. While government spending
and activism has decreased in some areas, it has increased in others.
Galbraith is quite accurate in his assessment of the situation with regard
to the leading role of government in the US economy. The US economy is
far from lassrez-faire capitalism. In fact, the impact of government
intervention is felt throughout the entire economic system.

N B T L S T S I N Sarn

Peltzman, 'The growth of government, Journal of Law and Economics, 23

{October 1980): 209-87. Peltzman explains the growth of government as
the outcome of the incentive to use the political process to redistribute
wealth. Counter-intuitively, he concludes, with empirical evidence across
nations to suppore his claim, that with the greater equality of private
income, the demand for political redistribution increases. In other wotds,
the growth of the 'middle class’ in the twentieth century, has been a major
factor in the growth of government as this group became more capable of
perceiving and articulating their interest in political redistribution. Also
see George Stigler, ‘Director’s law of public income redistribution,’ Jowrnal
of Law and Economics, 13 (April 1970): 1-10, for a discussion of the
‘middle class’ thesis. In addition, see Robert Higgs, Criris and Leviathan
(New York: Oxford University Press, 1987) for a discussion of the
erosion of constitutional constraints in the twentieth century and the
corresponding loss in economic freedom, and Richard Wagner, To
Promote the General Welfare {San Francisco: Pacific Research Institure,
1989). Also see F. A. Hayek, The Conmstitation of Liberty (Chicago:
Universiry of Chicago Press, 1960) and Lsw, Legislation and Liberty, 3
vols {Chicago: University of Chicage Press, 1973-9) for a philosophical,
legal and economic analysis of the failed attempt at constitutional
democracy and suggestive proposals to correct the situation,

The classic work in the economic analysis of politics is James Buchanan
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1nd Gordon Tullock, The Calcslus of Consent (Ann Arbor: University of
Michigan Press, 1962). Also sce the discussi?fn of the opcratxor; of
qemuctatic poittics hoaind e Motodg Wareband, Man, Doenersy wnd et
vol. 2 (Los ﬁgcles: Mash Publishing, 1970(1962}), pp. 773-6 and Power
and Market {Kansas City: Sheed, Andrews & McMeel, 1977}, pp- 189-99,
See Alexander Hamilton, James Madison and Joha Jay, Federalist Papers
{New Yerk: New American Library, 1961{1788)), nos 10, /??-51. Also see
the papers discussing this issue in james Gw_ar_tncy and Richard Wag.ner-
(eds) Public Choice wnd Constitutional Political Economy (Greenwich,
CT: JAI Press, 1988). ‘

On ({m history of the Federal Reserve System see Murray Rothbard, Thc
TFederal Reserve as a cartelization device: the early years, 1915—19'30,_ in
Barry Siegel (ed.) Money in Crisis (Cambrifigc, MA: Ballinger Publishing,
1984), pp. 89-1306, and Gabricl Kolko, The Triumph of Qomcrwtum
iNew York: The Free Press, 1963y, pp. 139-338, 217#54: With regard 10
antitrust policy see Kolko, The Triumph of Conservatirm, pp. 295-78,
James Weinstein, The Corporate Ideal in the Liberal State, 1900-1918
¢Boston: Beacan Press, 19G8), pp. 62-91 and Martin Sklar, The Corporate
;Qeconftruc:ion of American Capitalism, 1891.9-‘1'9!6 (New York: gam-
bridge University Press, 1988). Also see Dominick Armcntan_o, Antsm{_r:
and Monopoly (New York: Wiley & Sons, 1982) and A.nn.tmr: Plo.!'wy
(Washington, DC: Caro Institute, 1986) :mc‘i 'I'Ihomns D.nLorcnzo,‘ The
origin of antitruse: an interest group perspective, International Review of
Latw and Economscs, 5 (1985): 73-90. _ ‘

But, since these de facto owners did not have de jure ownership they could

nor reap capital gains from efficient resource use. As a result, they faced
Co PP ST N :

I P R

e sat 3 il Gt v 85 Ll b'_.\-’.f L : L A

the West. For a discussion of the behavior of bureaus within a representa-
tive democracy see William Niskanen, Bureaucracy and Rf’pr_eren:atwe
Government {Chicago: Aldine, 1971). Bccau_sc'nf t‘h.c prllnc:pal/agc.nt
problem discussed in Chapter 4, bureaucrauc inefficiencies can casily
result. Bureaucracies exist in order to supply goods :End SETVICES 10 the
public, but they do not repore ditectly to the consuming vpllb]lC-Of. those
services. Racher, bureaus report to clected officials, who ina frtct}().nless
political environment would represent che true preferences of the citizens.
But, because of the existence of political ‘failures, such as ratlonfxl
abstention and rational ignorance, voter prefecences are nat conveyed in
20 umambiguous manne. The distortion allows bureaus to escape close
monitoring by the citizens. Since bureaucrats cannot usually bctneflr
monerarily from their bureaus’ monopely position as t_he :.;ole supplier of
some public service, they tend to reap those be_neflts_m many other
indirect ways. Perquisites at the office is one manifestacion, but perhaps‘
the main soucce of inefficiency is the incentive to maximize the bureaus
budget. In other words, bureau heads face an incentive to o.:xpand the size
of their bureau well beyond what would be :ts.opnmal size, bec;fusc the
larger the bureau the more prestige, power, influence, reputation and
oppertunity for promotion.

11 For an analysis of these failures see James Buchanan, ‘Our times: past,

present and future,’ in Martin J. Anderson {ed.) The Unfinished Agenda:
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Ersays on the Political Fconomy of Governmens Policy in Honour of
Arthur Seldon (London: Institute for Economic Affairs, 1986), pp. 29-38,
ae P P polinicat ecnomy e Alan Prasack fed Y Regeanamicr
and After (London: Inititute for Economic Affairs, 1989), pp. 1-16.
Anthony defasay, The State (Oxford: Basil Blackwell, 1983), p. 232.

See Milton and Rose Friedman, Tyranny of the Status Quo {New York:
Harcourt Brace Jovanovich, 1984), pp. 41-51.

See Racquel Fernandez and Dani Rodrik, 'Resistance to reform: status quo
bias in the presence of individual-specific uncertainty,” American Econ-
omic Review, 81 (5) {December 1991): 1146-55.

John Kenneth Galbraith ('The rush to capitalism,’ see Note 5) is certainly
concerned, but so are many other economists, such as Alec Nove. Nove
has published his concerns within the Soviet Union. See Nove, 'The limits
of {ull economic accountability,’ Problems of Economics, 32 (2) (July
1989): 23-3%. This article was originally published in Ekonomiba 1
Organizatsia Promyshlennogo Provizvodstva, no. § (1988).

See, for example, Stanley Fischer and Alan Gelb, "The process of socialist
economic transformation,” Journal of Economsc Perrpectives, 5 (4) (Fall
1991): 91-105,

See, for example, Senator Bill Bradley, "We can't afford not to help Ease
Europe, Warhington Post (30 March 1990). A23. Former President
Richard Nixon burst back on to the intellectual and political scene in 1992
with his plan for aid to Russia. See Richard Nixon, ‘The challenge we face
in Russia, Wall Street Journal (11 March 1962): A14. Nixon chided the
presidential candidates for ignoring the most important issue since the
end of the Second World War. He argued that a ‘new desparism’ of
Monsiar atangliess wn 1T amerae wntece Yelwir corceeded Nivan
argued that his plan did not amount to charity, but was in the self-interest
of the US. If Russia successfully transformed into a market economy, then
the US would gain billions in trade and millions of jobs for its citizens.
Also see the editorial, 'Russia acts, US slumbers,” in The New York Times
(25 March 1992): A22, for the general sentiment of the intellectual
establishment. But see Doug Bandow, "Why waste aid on Russia?,” New
York Times (26 March 1992} A23 for a counter-argument which suggests
that we re-examine the IMF's record. For an analysis of the economic
consequences of the Marshall Plan see Tyler Cowen, "The Marshal! Plan:
myths and realities,’ in Doug Bandow (ed.) US Aid to the Developing
Worfd (Washington, DC: Heritage Foundation, 1985): 61-74.

See The New York Timer (2 April 1992): Al, A10-11. But see the reports
of conflict and confusinn over the package in The New Yerk Times (9
April 1992): Al, A10. Also The New Yark Times (13 April 1992): Al2,
reports that developments at the Congress of People's Deputies concern-
ing backtracking by the Russian government on economic reform could
delay Western aid. But, as reported in The New York Times (15 April
1992): Al, the reform government reached a compromise with the
Congress. The Congress adopted a declaracion thar accepted 'in principle’
the economic reforms of the Yeltsin government. Also see The New York
Times (16 April 1992): A9,

19 See P. T. Bauer, Dissent on Development (Cambridge: Harvard
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University Press, 1976) for a critique of development pla_nmng. Also see

Perer Huetthe e o The Collapie of Desa Ioprient Plasning New York:
New York University Press, forthcoming). .

20 The conviction is already evident in some refor-m economists, such as
Larisa Piyasheva, who has stated that perestroika was nothing b'ut 1
search for Western credit to give socialism a shot in ll_he arm. Qur
econamic system, she argued at a Moscow (or'u‘fcrence, is wrong. 'IEc
principles of socialist economics are WIOng - - - No compromise 115( thc
new slogan.” As quoted in Paul Craig Roberts, ‘Seven days that sho? the
world, National Review (15 October 16903, 'Also 5¢e t.hc profile oo
Pivasheva by Cathy Young, "Russia’s resl radicals: creating a Moscow

\cket” Rearom (April 1992): 37-41. _

21 ;:fﬁfz» diiiszz):i olf) the political preblems with economic refc_m'n Undt‘l:
Gaorbachev in Timothy Colton, "The politics of systemic economic ref(’)[m.,
Sovier Ecomomy, 3 (2) (1987): 145-70. Colton argues that Gorbachev's
efforts should be held up against three yurdsnc!(s: (1) Brezhnev's record,
(2) reform effouts in other communist countries, such as Hungary and
China and {3} Gorbachev's own rhetoric. Only in comparison to Brezhnev
does Gorbachev's recard of reform appear to do reas_onak?ly well. Bo:h'
Hungary under Janos Kadar and Chipa under Deng ?‘Cmopmg, as well as
Gorbachev's own rhetoric, out-perform to a considerable degree the
reform efforts chat were actually adopred under Gorbachev. o

22 Vasily Selyunin, ‘Sources, Novy Mir, no. 3 (May 1988), trnnslatefi 1r11 e
Current Digest of the Sovier Press, 40 (40) (2 P\]()vc_mbcf 1981?‘). 17. ‘

23 The events in Peru with President Alberto Fu]runorl Tmzungng a ,S:';

TR R T S R . [y rhneraran compoe
:;:Pnu;;;n‘e‘;)‘Pf‘.[ibéra!izn[ion. His stated intention is to push rhr.oug!h
economic reforms, stop terrorism, write a new dcmocrac_y and establish in
Peru a vibrant democracy. See The Economist (11 April 1992): 41'. f

24 See A.]. Polan, Lenin and the End of Politics (gelrkelc‘y: CA: University o
California Press, 1984) for a discussion of Lenin's political thought nlnd;ls
imprint on the Soviet system. Also see Jerry !-.10ugh and Merle I:Aam.q. ,
How the Scvies Union is Governed (Ca_mbrldgc.::' Harvard Umvcrs.zty
Press, 1979) and Richard Sakwa, Sovier Pelitics: An Introduction

: Routledge, 1989}, .

25 é&:nizgin's 'Tcst%lmcnt' (December 1912), in Robert V: DamclS,kA
Documentary History of Communirm, vol. 1 (New York; Vintage Books,

26 llvl%o‘-)/'os}:lsnff)?_ jNomfrtr:kial!um: The Sowiet Ruling Class {(New York:

84), p. ol
27 g(;ugl‘;!;g{,] [Tguu();.csz Autocracy (Boston: Kluwer, 1987), pp. 158-9, for 2
i i is third route.

28 g;csaf’s:;(l)%?igf:ry, Restructuring the Soviet Economic Bureaucracy (New
York: Cambridge University Press, 1990}, pp- 1-8. . .

79 See, for example, John Gooding, 'Pcn.:strmkn as a revolution fronlw ugt in:
an imcrprctation.' The Russian Remeu{, vol. 91 (January 1992), 3 _?)7(,:-

30 See Ed Hewet, Reforming the Sovier Ecomamy (Washington, :
Brookings Institution, 1988), p. 326.
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31 See the criticism of Gorbachev's economic plan in Gertrude Schroeder,
'Gorbachev: “radically” implementing Brezhnev's reforme’ Snuiet Fenn.
amy, 2 (4) (1986): 289-301.

32 This thesis is developed in Gary Anderson and Peter Boettke, ‘Perestroika
and public choice: the ecenomics of autoeratic succession in a rent-seeking
society, Public Choice (1992), forthcoming,

3% Edgar Kiser and Yoram Barzel argue that the protodemocratic institutions
of England, such as the Magna Carta, Parliament and an independent
judiciary evolved as the unintended consequence of the self-interested
wealth-maximizing behavior of the rulers and some of their subjects. See
Kiser and Barzel, The origins of democracy in England,” Rarionality and
Society, 3 (4) (October 1991): 396-422. ’

34 There is abundant evidence of 2 massive turnover in Soviet officials during
the Garbachev era. By 1985-6, the average age of Politburo members
dropped by six years. Sharp drops in age were also recorded in the Party
Secretariar and on the Presidium af the Counctl of Ministers, Middle-level
posicions within the Soviet government also experienced drastic person-
nel changes. The number of changes in offices recorded were the most
sweeping of the entire post-Stalin period.” See Timothy Coleon, The
Dilermma of Reform in the Soviet Union (New York: Council on Foreign
Relations, 1986), pp. 89, 114-15.

35 For an informative journalistic account of the problems thar the nascent
ptivate market ‘cooperators’ confronted in dealing with and outmaneuver-
ing the Soviet bureaucracy see A. Craig Copetas, Bear Hunting with the
Politburo (New York: Simon and Schuster, 1991). The debate over
perestroika, Copetas states, at times appeared as if individuals were
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overhead' (p. 70}.

36 For 2o analysis of the devolution of the Soviet system see Peter Murrell
and Mancur Qlson, 'The devolution ef centrally planned econnmies,’
Journal of Comparative FEcomomics, 15 (2) (June 1991): 239-65. Murrel
and Olson argue that the decline of the former socialist economies
resulted because of an institutional sclerosis that evolved as the
encompassing interest of the leader for economic growth was muted by
the narrow interest of subordinares.

37 The most visible 'liberal’ democratic leaders were Boris Yeltsin, Gavril
Fopev and Anazoly Sobchak. If these three were the political voice, Andrei
Sakharov was the soul of the liberal opposition. One outgrowth of the
cmergence of a liberal intellectual and political movement was the writing
of political memuirs by Soviet politicians. See, for example, Botis Yeltsin,
Against  the Grain {New York: Summit Bocks, 1990), Eduard
Shevardnadze, The Future Belongs to Freedom (New York: The Free
Press, 1991) and Anatolv Sobchak, For ¢ New Russia (New York: The
Free Press, 1992).

38 Mancur Olson, The Rise and Decline of Nations (New Haven: Yale
University Press, 1982). Olson applics his theoretical argument concern-
ing the logic of collective action to the Soviet-type systern in "The logic of
collective action in Sovier-type societies,' Jowrnal of Soviet Nationalities, 1

(2) (Summer 1990): 8-27.
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19 See F. A. Bayek, Law, Legislation and Liberty, vol. 1, pp. 56-65 (see

Noee & The value of feeedam of choice, Havek argued, lies in fhc
opportunities ir provides lor e discavery Of unloreseel atid mfxpu‘:ju.g
table possibilities. As such, the loss suffered from restrictions on reedom
of choice is ot known. Therefore, [reedam of choice must be held as a
principle that must not be sacrificed for particular pragmatic concerns m’af
given time. 1f freedom of choice, msu-::u.l.. is teeated as a matter ©
expediency, then it will lose out to coercive interference since we 'hardly
know what concrete benefic freedom of cheice will provide in any
jcular Instance.

40 g«:;“t?c roundrable discussion between Andrfi Sakhafov‘ Yelena Bonm:r(i

Stephen Cohen, Ed Hewett and_V:ctor Winston, .Intcrp{?ratlons a?

perceprions of perestroyka,’ in Ed Hewett nnd'\hcto: Winston ({:( 5)

Mifestoner in Glarnost and Perertroyka (Washington, DC: Brookings

Institution, 1991), p. 149. . o

See Yelena Bonner, ‘Five years of pcrcsrrr)lkn: “Kloodless revolution” or

revoltung development?, Glasnost (ju}yﬂ“?eptltm‘hcr ‘.99(}): 4-9.

42 See E. lasin, ‘Destatization and privacizaton, Kommanist, no. 5 (1991,
cranslated in Problems of Econonics, 34 {8) \’:Dccembcr 1991): 5*?._2.
estatization meant that the transition (¢ 2 mixed economy wqu[d oe
accomplished through decemralizt;d mapagement without changmg;}ge
ownership structure. Stare enterprises, for cxar]ane, would be leased. The
owner of fixed capital - the state - would rernain the same, but the output
of working capital would belong to _the leasee. Privatization, on the other
hand, represented destatization envisaged as the rransfer of state propedty

to ather owners.

4

¢ CREDIBILITY IN SOVIET REFORMS

1 William Shakespeare, The Merchant of Venicein The Complete Works of
yiliam Shakespeare, vol. 2 (New York: Bantam Books, 1988), Scene 4.1,
2 Andres Aslund, for example, even before the August coup concluded that
"Looking back at Soviet econamic policy during IE‘IE second half of _rhe
1980s, it is difficult w0 avaid the impression that virtually every possible
mistake has been made. Perestroika has proved to be an uttez econammic
failure. Asiund, Gorbackev's Straggle for Ceonomic Reform, 2nd edn
{Ithaca, NY: Cornell University Press, 1991, p. 225.. .
3 For interesting interpretative €ssays o0 the events 10 the former Soviet
Union see Martin Malia, 'A new Russian revoluuqn?,' New York Rew'ew
of Boaks (18 July 1991Y, and "The August cevolution, New York Review

of Books {26 September 1991).
4 I\:Ifikhail G(orbachpev, Perestroika (New Yor_k'. IH}rpcr & wa, 1987), p- 3.3.
S See Mark Harrison, "Why did NEP f2i1?, in K. Smith (ed) Jovsel
Industrialization and Soviet Maturity (London: .Routledge, 198_6), p- 26,
where he argues that the rejection of the NI'P sxn?p{y rc.flccts the needs
of a state committed t0 2 rapid, large-scale industrialization to reduce the
commitment of resources 10 agriculrure and to enforce reduced living

d on both rown and country.

6 j':lacnc ;Irgwsrc, “The logic and cost of collectivization,’ Problems of Comms-
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nirm (July-Auguse 1976): 59.

7 See, for example, Stephen Cohen, Bubbarin and the Bolikevik Revolution
ivew Yurk. Oxfurd Unovecsy Dress, 14800755 ,, dad Niwold Shimeles
and Vladimir Popov, The Turming Point (New York: Doubleday, 198%).

8 An atrempt at developing the revisionist interpreration is made in Peter
Bocttke, The Political Fconomy of Soviet Socialism: The Formative Years,
1918-1928 (Boston: Kluwer, 1990, pp. 34-8, 113-46.

9 See, for example, Israel Kirzner, "The perils of regulation,’ in Discovery
and the Capitalist Process (Chicago: University of Chicago Press, 1985).

10 The classic statement cf this problem is F. A. Hayek, The use of
knowledge in society,’ in Individualism and Ecomomic QOrder (Chicago:
University of Chicago, 1980(1948)). Also see Don Lavoie, Rivalry and
Central Planning (New York: Cambridge University Press, 1985) and
National Lconomic Planning: What is Left? {Cambridge: Ballinger
Publishing. 1985}, pp. 51-92.

11 See Miton Friedman, ‘A monetary and fiscal framework for economic
stability, in Frsayr in Positive Economics {Chicago: University of Chicago
Irress, 1953), p. 145

12 The argument for rules rather than discretion can 2lso be linked to the
discussion of competitive market processes above. Since economic pro-
cesses are in a constant state of flux, public policy that would also be in 2
discretionary state of flux would simply compound the instability and
wncettaiaty of social arrangements. Fixed palicy rules ground the constant
flux of economic activity with some certainty. A variation of this
argument with regard to the law is developed by Mario Rizzo, Taw amid
flux,’ Jouwrnal of Legal Studies, 9 (2) (March 1980): 291-318.

o0 D ,'r.‘,.: HITHT —'I,t.,.“ T by, The Teion _! Tales M
York: Cambridge University Press, 1985), pp. 82-96.

14 See Tyler Cowen, 'Self-constraint versus self-liberation, Ethicr, 101
(Jaouary 1991): 360-73, for a discussion of these issues associated with
individua! choice.

15 Clesr presencations of this problem for public policy are presented in
Herb Taylor, Time inconsistency: a potential problem far polieymakers,’
Businers Review (Federal Reserve Bank of Philadelphia) (March-April
1985): 3-12, and "Rules v. discretion, The Economist (2 Match, 19911
71-2.

16 A classic defense of discrstionary policy can be found in Abba Lernes, The
Economics of Control {London: Macmillan, 1944).

17 See F. Kydland and E. Prescotr, "Rules rather than discretion: the
inconsistency of optimal plans,’ Journal of Political Ecomorty, 85 (3)
(1977): 473-91.

18 Mikhail Heller and Aleksandr Neckrich, Utopis m Power (New York:
Summic Books, 1986), p. 217.

19 Boris Pasternak, Doctor Zhivago (New York: Signet Boaks, 19583, p. 387.

20 One exception to this is John Litwack, who has stressed that within the
institutional arrangement of pesestroika the leadership was unable to
establish 2 credible commitment to liberalization policies. See Litwack,
"Discretionary behavior and Soviet cconomic reform,” Sovies Studser, 43

(2) (1991): 235-79.
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21 Warehall Goldman What Weni Wronp With Perestroika (New York:
Norton, 1991), pp. 371-% tor exampie, ciiphasidcs the pusit that al

previous eforts at reform within the Soviet Union were viewcg as a ‘big
lie" by the citizens of the former Soviet Umon.. The .suppressmn.o'f t}_)c
wulaks in the 1920s and 1930s and Khrushchev's agr:cul:ural pohges in
the early 1960s had not been forgotten by (hF population and c.xplam why
individuals were reluctant to invest private income on cconomic ventures.
Hardly a family in the former Sovier Union did not have a member that
was directly affected by Sealin’s terror, and this scrv.cd as part of a
historical memory which each citizen possessed concerning the nature of
the CPSU. (See also Goldman, p. 116). A

72 Henry Hazlin discusses this particular pfo-blr:m of trust u.nd strategic
interaction in reforming a communist political and economic system in
his novel, Time Will Run Back (Lanham, MD: University Press of

ica, 1986(1951)), pp. 126fL.

23 ?izscggni’zegtha(t sQevc)r)nlE;fsues are bundled here. The rfrf_arms of the NS;P
and perestroika did rot fail simply because of C‘rt‘(ll.blllly prt?blcms. For
example, many of the policies were simpl?' m.cc:mvc.mcon']p:l.ublc. And, it
is also questionable to what extent the Ub;cc.twc of ]lb-c‘(:lil?.;l{l()ﬂ was ever
part of the agenda in either case. However, in attempting (0 tease out the
different problems with Soviet reform history the Cl‘cd'ibillty aspect
provides fundamental insights into questions of p.ol:c.y design.

24 For an examination of the policies of "'war communism: see, Peter Boettke,
The Political Economy of Sovie! Socialism, pp._ﬁ}—ll_i |(srec Not,e ?). fr\}so

LLnE, Lh¢ prodtlecds Coirey Vo, T -‘ o] . -
::f:emi:;zrefl‘;;: Et,ude: H::naine:, 1 (2) (1990): 91-138. Fo-r a dfscussxon
of the debate aver the meaning of these events in Western h:s.ton?grz{ghy
see Peter Boettke, "The Soviet experiment with pure communism, Cr:t:Fa!
Review, 2 (4) (1988): 149-82; Alec Nove, The fch:e.t experiment with
: d my rejoinder in Critical Review, 5(1)

PR

pure communism: @ comment, an

1991): 121-8.
25 :(‘\lan 1)3311, Rusria's Lant Capitalists: The Nepmen, 1921-1929 {Berkeley,

CA: University of California Press, 198?), p. 23. Also see N Gubsky,
‘Ecanomic law in Soviet Russia,” Economic Journal, 37 (June 1927); 226~
36, for a contemporary account of the Civil Code.

26 Ball, Russia's Lase Capitalists, p. 30 (see Note 23).

27 Ball, Rusria's Lass Capstalists, p. 75 (see Note 23). . '

28 The Soviet constitution barred from voting or holding office:

1. le using hired labor to make profirsg ) )

2. }Ii:’ile ]ivingg on ‘unearned income,’ which included income from
private enterprises anf_:l property,

3. private traders and middlemen.

Lithenisy could nor have careers in the military, or join cooperatives ‘:md

trade unions, or publish newspapets or organize gacherings. In addition,
it wpm -

they had to pay higher [ees for utilities, rent, medical care, schools and all

blic services. )
29 i})x‘?ckgandr Solzhenitsyn, The Gulag Archipelago, vol. 1 (New York:
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Harper and Row, 1973), p. 52,

A See Nikolai Bukharing Conceraing the new ecinomic polivy and our tsi
(192%) in Sefected Fromemic Writings on the State and the Transition to
Socialism, Richard Day {ed.) (New York: M. E. Sharpe, 1982), pp. 196-7.
Ambiguity in the rules, Bukharin argued, would produce nothing but
contradictory expectations, which would deter economic progress. Sizing
up the situation, he stated, 'Consider the facr that the well-to-do upper
stratum of the peasantry, along with the middle peasant, who is also
striving to join the well-to-do, are both afraid ar present to accumulate. A
situation has been created in which the peasant is afraid to buy an iron
roof and apprehensive that he will be declared a kulak; if he buys a
machine, he makes cerrain that the communists are not watching.
Advanced technology has become a conspiracy. . .. The result is chat the
middle peasant is afraid to improve his farm and lay himself open to
forceful administrative pressure; and the poor peasant complains that we
are preventing him from selling his labor power to the wealthy peasants,
etc.’ In response, Bukharin argued that “In general and on the whole, we
must say to the entire peasanery, to all irs differenc scrata: enrich
yourselves, accumulate, develop your farms.” This statement, of course,
later became a bludgeon in Stalin's hands to demonstrate Bukharin’s
rightist deviation.

31 T. H. Carr, Socialismn in One Country: 1924-1926, vol. 1 (Baltimore:
Penguin Books, 1958}, pp. 208-9.

32 See E. H, Carr, The Bolshevik Revelution, 1917-1923, vol. 3 {New York:
Norton, 1981{1953)), p. 377.

3y see Lo L Kuam, Why aud when dd NLEI awer, Lo, nio 10 (s,
translated in Problems of Econemics, 33 (4) (Avgust 1990): 21, 24.

24 As Robert Conquest explains: "When the market mechanism had failed o
give satisfaction, requisition made up the shordfall, and the government
then went back to the market. But from the peasant poin: of view, the
market war no longer a reasonably recure outlet, but one that might be
superreded af any moment by requisition, And in the further deterioration
of market relations thus produced, the government remembered the
success it had had with forced requisition, and did not reflect that it was
the requisition of grain produced with the incentive of the market, and
that in the new circumstances this was certain to shrink in quantity.” See
Conquest, The Harvest of Sorrow (New York: Oxford University Press,
1986}, p. 93.

35 See ‘The law on individual enterprise, Pravda {21 November 1986),
teanslaced in The Current Digest of the Sovier Presr, 38 (46) (17
December 1986); 'The law on State enterprises,” Pravda (1 July 1987),
translated in The Current Digest of the Soviet Press, 39 (30-1) (1987);
‘The law or. cooperatives,” in ], L. Black (ed)) USSR Documents Annual
{Gulf Breeze, FL: Academic International Press, 1988), 7: pp. 122-51.

36 See Goldman, What Went Wrong With Peresiroika, p. 140 (see Note 21},

17 On the concept of "hard’ and “soft’ budget constraints see Janos Kornai,
"The soft budget constraine,’ Kyklos, 39 (1) (1986): 3-30; and The Road to
a Free Fconomy (New York: Norton, 1990),

38 Lirwack discusses the siruation facing the Soviet manager in his paper
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oAl Eib

halfhearted toleration of cooperative and private trade,” Goldmar states,

'Di i i i ic reform, 257 (see Note 20).
Discretionary behavior and Soviet economic ré | et oleraion o coopersive nd pei

Ay he states

[}

A

A Soviet manager . .. is often averse 10 expcnding resources for
impreving the performance of his or her firm. But.lhls is not bcfv:ausc
of 2 well-defined progressive tax scheme that requires sharing furure
benefits with the government. The problem 15 ll]at the rax scheme
tarmorraw is at the discretion of superiors in the hicrarchy. They will
determine conditions only afrer observing the performance of the
firm today. In the absence of long-run commitment, these sup:;nors
naturally attempt to extract surpluses from those- subor multe
organizations that reveal themselves to be more productive. In

addition, poorly performing enterprises are typlcall.y bailed cut’. ..
The expectation of discretionary extraction and bailouts creates an

inceative problem at lower levels.

19 Goldman, What Went Wrong With Perestroiba, pp. 141-2 (sce Note 21).

See Hewetr, Refarming the Soviet Economy (W 2shington, DC: Brookings
itution, 1988), p. 340, fn. GO. .
]V:;?ltlli[::iio'fau%mznpmd Jane Taubman, Mescot Spring (New York:
mit, 1989), p. 46. )
gs:]Misha BCILrE:das, ‘Privatization of the Seviet economy under Gorb}a—
chev 11, Berkeiey-Duke Occasional Papers on the Second Economy of the
USSR, no. 14 {April 1989): 1-39. o
As Belkindas, "Privatization of the Soviet economy, POINLS out opportu-
Wi fe mmapeed fneame orininare because of the shortage economy.
sinp transactions, medical €are, adiuasiuli o ai st o
Ihl:;ﬁ::r }:il;cat?on, etc., are just some examples of how illicit transactions
can “correct’ for the failings of the official economy. .
See Belkindas, ‘Privatizing the Soviet economy, 57-_97 for_ an overview of
the development of private cooperatives in the Soviet Ur}:on. In :;d_dl;;on,
see Anchony Jones and William Moskoff, Ke-ops The R-e ]:rtd. of
Entrepreneurihip in the Sovier Unmion (B?oommgtor_\, IN: In I:Lna
University Press, 1991). Also sec Duvid.Prychltku, Marxism and Wo':;ofjr
Self-Management: The FErrential Tension (\‘C_/csqmrt, CT Greenwood,
1991), for an examination of the theoretical and hl_stoncal_ issues
associated with the cooperative movement in general and its relationship
o the main debates in comparative economic SYstems. . )
See Anthony Jones and William Moskaff, New cooperatives in the
USSR, Problems of Communism (Novcmber‘—Dccember '1989). 27-39.
With regard to the hostility toward the emerging cooperatives t.h.ey ?tatc
that ‘cooperarive activity has . .. engcndcr'ed-u great deal of hcsn!:tydrolm
two groups: the consuming public, which it is supposed to serve, ana the

ich i ' i i { the
c hich it threatens’ (p. 32). Also see the discussion o
i enviro ithin which cooperatives had to operate and the

economic environment wi s |  opes ¢
array of official responses in terms of reserictions, interference an

. . . q

tion which stifled the development of cooperatives 10 Jones an
;jl):)askloff, Ko-ops, pp. 34-77 (sec Note 44). In addition, sec Goldx:mn,
What Went Wrong With Perestroika, p. 113 {see Note 21). “The
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The evulution of working capital markers, for example, Jepends ¢crucially
on the ability of the state 1o be bound by commirments that it will not
confiscate assets. “The shackling of arbitrary behavier of rulers and the
development of impersonal rules’ that successfully bind the state is 2 key
eomponent of institutional transformation. See Douglas North, fnstitu-
tions, Institutional Change and Econmomic Performance (New York:
Cambridge University Press, 1990), p. 129.

See Gertrude Schroeder, ‘"The Soviet economy on a treadmill of peres-
troika: Gorbachev's first five years, in Harley D. Balzer {ed.) Five Years
That Shook the World (Boulder, CO: Westview Press, 1991}, pp. 31-48.
Specifically on the consumer crisis, see James Noren, "The economic crisis:
another perspective, and Gertrude Schroeder, * "Crisis” in the consumer
sector: a comment, in Ed Hewett and Victor Winston {ed.) Milertoner in
Glasnost and Perestroika:r The Ecomomy (Washingron, DC: Brookings
Institution, 1991), pp. 360-414.

'As Gorbackev moved back and forth from one comprehensive reform to
another,” Marshall Geldman argues, ‘he becarme more and mere uncertain
about subjecting the Soviet Union to the type of shock rherapy such
reforms would inevirably necessitate. He also concluded that unless reined
in, the reform process would ultimately shrink his powers and those of
the Soviet Union over central economic control, thus reducing the Soviet
Union to an ineffective economic entity.” See Geldman, What Wen:
Wrong With Perestrotka, p. 222 (see Note 21). Gorbachev's econcmic
zigging and zagging was not the only credibility issue at hand. The politics
LU cmeittosary puwer mere dao o e fsmess aih Thera!
intellectuals. [ndividuals were nor certain that the zigs permitted roday
would not be superseded by repressive zags tomorrow. ‘Today,” Andrei
Sakharov warned, ‘it is Garbachev, bur tomorrow it could be somebody
else. There are no guarantees that some Stzlinist will not succeed him.” As
quoted in Roberr Kaiser, Why Gorbachev Happened? (New York: Simon
& Schuster, 19913, p. 245.

Dani Rodrik has addressed the issue of commitment signalling with
regard to palicy reform in a game-theoretic framework. As he sums up his
argument: 'At the outset of any reform, the public will typically be unable
to fathom the true motivations of the government undertaking the
reform. Since the distorting policies in question have been put in place by
those in power to begin with, what reason is there to believe that the
autharities now “see the light"? ... Signalling via policy-overshooting
can then help reduce the confusion. . . The more severe are the credibility
problem and its consequences, the more likely it is that a sharp break with
the past will be viewed as attractive.’ Therefore, if the credibility gap is
particulary important, as it is in the Sovier sicuation, then for the
appropriate signal to be conveyed all nations of gradualism must be put
aside, Policy overshooting can distinguish a sincere reform government
from its insincere counterpart. Thus, policy overshooting will have the
effect of rendering the policy reform more credible than it otherwise
would be, and alleviate the problems associated with lack of credibiliry.
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See Rodrik, ‘Promises, promises: credible policy reform via signalling,
Economsc Journai, S WSeptebes s, T

7 CHARTING A NEW COURSE

Robert Kaiser, Why Garbachev Happened? (New York: Simon &
Schuster, 1991), p. 34 N . N
See Paul Craig Roberts, " "Property vwaers  are rising from Russias
economic rubble,” Business Weeb (13 May 1991): 16. As Rolbcrrs pmr.nlcd
our, though Gorbachev's ceforms failed o produce results in the official
sector, chey unofficially succeeded by spurring the emergence ofade facto
propertied class within whose hands the economic future Of'RUSSLa rcst{sj“
See, for example, lean Baechler, The Origin of Caprfalum (Ox‘for :
Blackwell, 1575}, and Harold Berman, Law and Revelution (C:?n)t?rldgc:
Harvard University Press, 1983). Alsc see Fernand Braudcl, Civslization
and Capitalism, 3 vols {New York: Harper & R(?w, 1982). ) '
See Ludwig von Mises's discussion of the basis of human sadety in
Human Action; A Treatsse on Economics, 3td tev. cd.n (Chicago: ‘Henr\,'
Regnery, 1966, pp- 143-76. Also see Henry Hazlite, Foundations t:Jf
Morality (Los Angeles: Nash Publishing, 1972), and Murr_RY.Rmh}mr .
Man, Economy and State, vol. 1 (Los Angeles: Nash Publishing, 1979,
pp- 85—6‘ . . . '
“The classic paper on this aspect of competition 1 (;harles Tiehout, "A pure
theory of local expenditures, Journal of Political Economy (Ocu_Jber
G epripred T Tler Coneen red Y The Theory of Market Eailure
Ef’:—air’flax, IVA: George Mason University 1ress, 1vo8), pp- Ll aae shabu
see David Friedman, "An economic theory of the size and shape of
nations,” Journal of Political Ecanamy, 85 (February 1977): 59—77: .
See Bruno Leoni, Freedom and the Law (Los Angeles: Nash Publishing,
. 177, ‘
]fiflg,r}::mkes the compelling argument that the problem of economic
calaulation under secialism is simply one case of ic more pgencral
problem confronting complex human interaction; rhg discovery and use of
knowledge that is dispersed throughout the society 1o order' te accommo-
date the constantly changing conditions of human life. Leoni contrasts Fhe
evolution of judge-made common law which emerges out .Of an historical
process with legislarive law and argues that legislative l_aw 15 vulncmblc}zo
the same problems that socialism confronts. See Leoni, Freedom and j
Law, pp. 18-19, 90-1 (see Note 0). This is ﬂlS(') a .themc repeate:
forcefully in Hayek's writings. Also see the discussion 10 BrucelBenst;n,
The Enterprise of Law (3an Francisco: Pacific Research Institute tor
Public Policy, 1990), chaps 2-7, for a contrast !)etweep customary legal
systems and authoritarian law. Chapters 4-7, in particular, discuss the
public choice dimensions of authoritarian law under representative
democracy. For a discussion of the contradictions of democracy sc(e!
Murray Rothbard, Power and M9=:)rlze! (Kansas City: Sheed Andrews an
1970)), pp. 189-92. o
8 gic?g;:{ 11-2:7;5); W)x')lbggt Foundations {Ithaca, NY: Cornell University
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Press, 1985) for a criticism of foundationalist justifications of political
rhenry fonnd in Hohhes. Tacke and the utilitarians. and an argument for
the adoption of the contextual usufication for poiincal theory found in
David Hume and Adam Smith,

See John Locke, Two Treatises on Government {New York: Cambridge
University Press, 1991{1690)) and Robert Nezick, Anarchy, State and
Utopia {New York: Basic Books, 1974).

See Thomas Hobbes, Leviathan (New York: Collier Books, 1962(1651))
and James Buchaman, The Limits of Liberty (Chicago: University of
Chicago Press, 1975). Also see John Rawls, A Theory of Justice (Cam-
bridge: Harvard University Press, 1971}

See lsracl Kirzner, Competition and Emtreprenesrship (Chicago:
University of Chicage Press, 1973) for a discussion of the limits of
equilibrium as opposed to market process theory in exploring the
properties of competitive markets.

See James Buchanan, 'Ethical rules, expected values and large numbers,’
Ethicy (October 19G5), reprinted in Freedom in Constitusional Contract
(Collepe Station: Texas A&M Press, 1977), pp. 131-68.

lronically, it is also the case that if in the Hobbesian state of anarchy
individuals could come voluntarily to agree to form a social compact and
establish a government, then there would be no need to form a
government since voluntary action could solve the public goods problem.
Either government represents the ultimate public good and thereforz
cannot emerge out of the voluntary actions of individuals within the
Hobbesian jungle, or it can be esrablished through agreement and
therefore is not necessary. See Joseph Kalt, "Public goods and the theory
Ul gt Claiinlit, Ldbu JURITIG, | Jad oo il

See, for example, Hobbes's discussion of language and science in
Leviathan, part 1, chaps 4-3. For a criticism of conventionalist views of
social institutions, and money and language in parricular, see Steve
Horwitz, Monetary Evolution, Free Banking and Economic Order
{Boulder, CO: Westview Press, 1992},

While rule-making may be the product of rational design, the processes of
rule selection are spontancous. Thus, in principle rule constructivism is
nct as flawed an approach to social theory as the preceding paragraphs
may suggest. The problem with the approach, however, is that it does not
pay sufficient artention to the evolutionary feedback mechanism in rule
selection. The approach I advecate to discuss the first principles of the
liberal order seeks to explore both the reason of rules and the evolutionary
processes by which rules are selected over ume.
See David Hume, A Treatire on Human Nature (Oxford: Oxford
University Press, 1978(1740}), Bock IIE, and Hume, Ersays Moral,
Political and Literary (Indianapolis: Liberty Classics, 1983}, and F. A.
Hayek, The Constitution of Liberty (Chicago: University of Chicago
Press, 1960}, Latw, Legislation and Liberty, 3 vols (Chicago: University of
Chicago Press, 1973, 1976, 1979), and The Fatal Conceir (Chicago:
University of Chicago Press, 1988).
Hume argues that it cannot be denied that combinations of men were
founded on a contract, but rhat this contract 'was not written on
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srihimene. o e nn Teaves or barks of trees. It preceded the use of
writing and all the other civilized arts of hite. But we tue &t pratg o ':iw
nature of man, and io the equality, or something approaching equality,
which we find in all the individuals of that species. . . . Nothing but their
swo consent, and their sense of the advantages resulting from peace “_rfd
order, could have had that influence.” Hume, ‘Of the original contrace, tn
Esrays, p. 168 (see Note 16). S _

lstael Kirzner, Dircovery, Capitalism and Distributive Justice (Oxford:
Basil Blackwell, 1989} argues that standard ethical assessMents of
capitalism have failed not because of flaws in the ethical arguments
themselves, but because they misperceive the nature of market processes;
namely, the discovery function of mark-et competition. The lure of pure
profit sets in motion an entrepreneurial discovery ;_)rocedure in Wh!ch
individuals tend to learn how to arrange resoutces in a MoTe effecnyc
mannet to satisfy the demands of others. Privace property is an essential
precondition for the learning process of competition 1 be enacted.

19 Hayek argues that:

20

Activities in which we are guided by 2 know]cdgt? merely of the
principle of the thing should perhaps b(?(t(’r be 'descnbcjd by [htl? term
cultivation than by the [amiliar term control’ - cultivation in the
sense in which the farmer or gardener cultivates his plants, where he
wnows and can control anly some of the determining circumstances,
and in which the wise legislature or statesman will probably attempt
o cultivate rather than control the forces of the social process.

Hayek, ‘Degrees of explanation, Brxmb_]ouma: Jur iwe iepiiy of
Serenee (1955), reprinted in Studies in Phitosophy, Politscs and Economicy
(Chicago: University of Chicago Press, 1967, p- 19. ' )
‘Life in a plaralistic Liberal society,” S‘ephcn Macedo writes, 'is a
smorgasbord confronting us with an exciting acray of possibilities. Soqcry
is open ta change and diversity: less of a stigma att.a-:}u_fs ta unconvention-
ai Yifestyles and to changes in lifestyle. Tixe cumbination of d:lvcrsz:y and
openness to change constitutes an iocitement o s?lf-examlnatlon and
invitation to experiment.’ But as Macedo further poin:s out:

If all the world became liberal, all the world would beFome the_snme
in certain important respects. Individuality, constrained by liberal
narms, would flourish everywhers, but the diversity of forms of
political orgapization would be eliminated, che differences berween
forms of social life would be reduced, and every sphere of social life
would bear the peculiar tint of liberal values, It —?vcu.ld be wrong 10
identify the spread of jiberalism with the maximization of diversity
or the liberation of unlimited experimentation: llbct::ll notms rule
out maay experiments in social organization, fequire @ common
subscription to liberal rights, and encourage a umformlty'of woler-
ance, openness, and broad-mindedness, 1f the spread of l:bcr_a]lsm
eliminates certain forms of diversity, it also extends the liberal

communicy and liberal peace.
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NOTES
See Maceda, Liberal Virtues (Oxford: Oxford University Press, 1990), pp.

‘It must be remembered,” Richard Ericson pomnts our, il i uitunate
configuration of institutions and inceractions is unknowable, a largely
unintended consequence of the growth of decentralized agent interaction,
Thus, a final lesson for successful reform taught by the narure of the
traditinnal Sovier-style system is to abandon the Faustian urge to control,
to know in advance, and thus to allow ecopomic outcomes to arise
naturally as the unpredictable consequences of market interaction. See
Ericson, ‘The classical Soviet-type economy: natre of the system and
implications for reform,” Joxrnal of Economic Perspectiver, S (4) (Fall

1991} 26.

22 James Madison, The Federalist Papers (New York: New Ametican

23

24
23

20

27

29

Library, 1961), p. 322.

The public goods problem exists, for example, because in situations where
goods are characterized by (1) jointness in consumnprion and (2) non-
exciudability of non-payers, firms in private markets cannot survive and
provide the service. However, the very existence af these problems may
entice entrepreneurs to discover new technologies in order 1o overcome
these problems and successfully enter the particular market in question.
Some computer software programs, for example, conrain ‘'worms’ 5o thar
successful copying of the program is precluded. Shopping malls and
condominiums are examples of the uvse of tie-in arrangements for the
private provision of public goods. Shopping malls provide streets and
security that are paid for by the provision of private goods such as
Anching fand 1nd ather items sold in the mall. For a discussion of these
issues see Dan Klemn, Tie-ins ano e muarkel provaoisi i NTRINERYS
goods,” Harvard Journal of Law and Public Policy, 10 (Spring 1987): 451~
74. See also David Schmidtz, The Limits of Government: An Essay on the
Public Goods Argument (Boulder, CO: Westview Press, 1991), for a
general examination of the public goods problem.

For a collection of articies of barh traditional market failure theory and its
critics see Tyler Cowen {ed.) The Theory of Market Failure (see Note 5).
See James Buchanan, Cost and Chorce (Chicago: University of Chicago
Press, 1969).

1t must ajways be kept in mind that political choices are notr among
alternative distributions, but rather among alternacive institutional
atrangements that generate patterns of distribution and allocation. See
Rutledge Vining, ‘On two foundation concepts of the theory of polirical
economy, Journal of Political Economy, 77 (1969): 199-218. Also see
Vining, On Appraising the Performance of an Lconomic Syitem {New
York: Cambridge University Press, 1984).

See F. A. Hayek, Law, Legisiation and Liberty, 3: 41-64 (see Nate 16).
T. A. Hayek, Law, Legirlation and Liberty, 3: 75 (see Note 10).

For a discussion of some of the issues involved with this proposition see
Christos Pitelis and loanna Giykoy-Pitelis, 'On the possibility of state
neutrality, Review of Political Ecomomy, 3 (1) (1991): 15-24. For the
argument with regard to monerary policy see Ludwig von Mises, "The
non-neutrality of money (1938), in Richard Ebeling (ed.) Monzy, Method
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and the Matket Process: Essay by Ludwig von Mises (Boston: Kluwer,
19903, pp. 69-77, and with regard 0 fiscal policy see Murray Rothbard,
“The myth of neutral taxation,’ Cato Jowrnad, 1 {2) (Fall 1981} 519-64.
These 1ssues afe discussed 1 Boger Latlivutl, Liine aond snouey. the
sniversals of macroeconomic theorizing, Journal of Macroeconomies, 6
(2) (Spring 1984): 197-213. )

See Heidi Kroll, '"Monopoly and rransition to the market,” Sovies Eron-
omy, 7 (2) (April-June 1991): 144-5. Also see The Economint {11 Angust
1990): 67. ‘
ee Heidi Kroll, ‘Reform and monopoly in the Soviet economy, Briefing
Paper no. 4, Center for Foreign Policy Development, Brown University
{September 1990}, °p. 7.

See Stephen Kotkin, Steeltown, USSR (Berkeley, CA: University of
California Press, 1991).

See Kantkin, Steeltewn, USSR, p. 17 (see Nate 33).

See Bill Keller's discussion of the Uralmash Machine Tool Waorks. This
article highlights persistence of interlocking monopolies and near-total
reliance on centralized decision-making that characterized the industrial
srructure of the supposedly reformed Soviet economy under Gorbachev.
Keller, 'Tndustrial colossus typidies the miseries of the Soviet economy,’
New York Timer (G January 1991): 8.

See Raocald McKinnon, The Order of Economic Liberalizatron {Baltimore:
Johns Hopkias University Press, 1991}, pp- 162-86, for a discussion o_f the
phenomencn of negative value-added firms. McKinnon's conclusions,
however, about adopting a cautious trade policy untit privatization is
accomplished do not necessarily follow from his analysis of the distinction
between firms that just make losses and firms that are value subtractors.
DCU Ll i wbaead ses A e b DO O B L Lo [
in response by Jeffrey Sachs, The Feonomist (19 January 1991): 6L
See Judy Shelton, The Coming Soviet Crash (New York: Frec Press,
1089): chaps 1-3. Also see Gur Ofer, Budges deficit, market disequili-
brium, and ecanomic ceforms, Soviet Lconomy, 5 {(1982): 107-61,
reprinted in Ed Hewett and Victor Winston {ed.y Msfestones in G!asrfo;;
and Perestroyka: The Economy (Washington, DC: Brockings Institution,
1991), pp. 263-307. Oler, for example, reports that PlanFcon estimates
that in 1988 the Soviet government [an budget deficit of around 98.7
billion roubles or about 11 per cent of GDP. Sheltan, building on the work
of Soviet emigrant economist Igor Birman, challenges Sovier budget
records pointing out thac there is 1 gap between claimed reveaue and
idencified sources of cevenue in the budgec revenue numbers in 1987, for
example, of around t46.4 hillion roubles. This gap, she points oug, is
persistent from 1970 on and ranges {rom a 20 per cent gap in1970toa 3‘6
pet cent gap ia 1987 Sheltan concludes that the internal budget mess
the Soviet Union was quite severe even before Gorbachev.

See Richard Wagner, "Economic manipulation for political profit:
macroeconomic consequences and constitutional implications,” Ky&los, 3C
{(1977): 395-410; ‘Boom and bust: the political economy of economic
disorder, Journal of Libertarian Studies, 4 (Winter 1980): 1-37; and
‘Palitics, ceatral banking and economic order,” Critical Review, 3 (Sum-
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mer/Fall 1989): 505-17. Also see Lawrence H. White, ‘Problemns inherent
in polirical meney supply regimes, in Competition and Carrency (New
York: New York University Press, 1989), pp. 70-90.
See, vl Cadilng, Tadeusz huwahh, The wosts ul shudk thendpy
Dissenz (Fall 1991): 497-504. Also see Valtr Komarek, "Shock therapy
and its victims, New York Times (5 January 1992) section 4, 13,
See Michael Alexeev, "Are Soviet consumers forced to save?, Comparative
Feonomic Studies, 30 (1988): 17-22.
For a discussion of why this dichotomy betsieen monopoly price and
competitive prices is analytically questionable see Rothbard, Man, Econ-
oy and State, pp. S60-G60 (see Note 4). As Rothbard points out all we
can ceally observe in a market economy is the difference between
government established prices and market established prices. We do not
have the bnowledge to ascercain what the competitive price would be in
comparison to some monopoly price.
This is the basic difference berween the Pole and the Czech reforms. The
Poles arpued thar price liberalization must be immediate to ntroduce
market discipline and that privatization could come later. The Czechs, on
the other hand, argued that this Polish strategy represented a ‘reform
trap’ and that privatization must precede price liberalization.
See David Willis, Klars (New York: Avon Books, 1985) for a discussion of
status, rank and privilege inside the Saviet Union prior to Gotbachev.
Also see the classic studies by Milovan Djiles, The New Class (New York:
Praeger Publishers, 1957} and Michael Voslensky, Nomenklaiura (New
York: Doubleday, 1984).
On the inability to recapture past losses from distorting government
policies see Robert Tollison and Richard Wagner, Romance, realism, and
e Fghdiay BE UYL e Su W puniieds piobntilis
redressing past wrongs consider the rroublesome siwation with the
Czechs or Germans concerning the discoveries of ex-informers to the
secret police of the Communist government. While historical understand-
ing is a precondition for the awakening of civil society, endless debates
about the compensation due to this or that group for past wrengs can rear
the embryonic social fabric apart. One of the most important lessons of
economics is that sunk costs ate sunk, let bygones be bygones. One cannot
influence the past, decisions must be [ocused on the future. Therefore,
past imperfects inform the instizutional rules that one may find desirable
for future social inceraction, but we cannot correct the past no mateer how
hotrible it may have been.
This will also cuzb the manopolistic tendency of the domestic market by
expanding the relevant market and, thus, expanding the availability of
substitutes.
See Ronald McKinnon, The Order of Economic Liberalizaiion, pp. 120-61
(sce Note 36). On monetary reform also see Josef Brada, Vladimir Popov,
Marie Lavigne, ef al,,'A phased plan for making the ruble converzible, in
Josef Brada and Michael Claudon (ed.} Reforming the Ruble (New York:
New York University Press, 1990), pp. 93-131.
Sreve Hanke and Kurt Schuler, ‘Ruble reform,” Cato Joumal, 10 (Winter
1991): 655-66. Also see Robert Herzel, ‘Free enterprise and centeal

187



48

49

50

Y4

53

54

NOTES

banking in formerly communist cauntries, Economic Review of the

Federal Reserve Bank uf RKidmord My, June s T AL Tereen
points out
A market economy - . . is not established by a one-time reform. It

requires a lasting commitment to limiting the role of government in
economic activity. The existence of a central bank provides a
continuing incentive for politicians under pressure to confuse money
creation with wealth creation, The resulting inflation then leads to
mytiad interventions in the economy in the form of wage, price,
interest rate, exchange marker, and capiral contrals. Eliminating the
central bank is one way of commitiing to a limited role for the state

(p. 19).

Abba Hetzel, ‘Free enterprisc and central banking in the formerly
communist countries,” p. t9, frn 4 (see Note 47).

See the discussion of free banking theory in White, Competition and
Currency, and George Selgin, The Theory of Free Banking (Totows, NJ:
Rowman and Litdefield, 1988} Tur an historical discussion of the
operation of a {ree banking system see Lawrence White, Free Banking in
Britain: Theory, [xperience and Debate, 1800-1845 (New York: Cam-
bridge University Press, 1984). A key episode in Whire’s discussion s
how the banking system handled the Ayr Bank failure of 1772. As White
points out, the Ayr Bank, which was in eperatien from 1769 o 1772,
engaged in reckless management and extended a great deal of bad credit
through note issce. The bank's failure also led to the failure of eight other
v e 1., 31 ene shoesean tha financial svstemn as a whole.
The note exchange system that emerged in the Scottish system served as
an important check against over-issuance by a single bank and provided
marker incentives o discipline those thar attempred 10 engage in over-
issue of its notes through rhe law of reflux. White, Free Banking in
Britain, pp. 30-2, 126-8.

For a discussion of this problem with central banking see Sclgin, The
Theory of Free Banking, pp. 89-107 (sce Note 49},

Hawever, sce the repors in The Ecoromint (29 February 1992): 78-9 on
the surprising rise in the rouble since mid-januaty 1992, Since the January
price liberalization, the rouble rose from 110 to the dollar to 70.

See, for example, Annelise Anderson, ‘Moneary competition and monet-
ary stability in the transition from plan ro matket,” in James Dorn and
Larisa Piyasheva (eds) Erom Plan fo Market: The Post-Sovier Challenge
{Washington, DC: Cate Institute, fortheoming),

See Lerner, The Economics of Control (New York: Macmillan, 19443, pp.
302-22. Also see Lerner, “Functional finance and the federal debe,” Social
Research (February 1943): 38-51, 2nd "The cconomic steering wheel,” The
University Review {June 1941} 2-8. For a criticism from the perspective
of the political incentives functional finance engenders see James Bucha-
nan and Richacd Wagner, Democracy in Defscit {New York: Academic
Press, 1977).

For a discussion of the analytical problems with the notion of public goods
see Rothbard, Man, Economy and State, pp. 883-90 (see Note 4). Also see
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Tyler Cowen, ‘A public goods definition and theic institutional context: 2
e of priblic ponds thesry! Revtore nf Sarigl Feomomy 4% (April
1985): 53-63.

This acgument is devcloped in Richard McKenzie and Dwighr Lee,
Quicksilver Capital (New York: Free Press, 1991).

“This idea was directly challenged by Marxists. In the Marxist analysis of
capitalism the logic of the system led to increasing monopolization. Since
capitalism suffered from internal contradicrions, monopoly capitalists
would merge with the state to prop up their enterprises. These state
monopoly capitalists would then seek to expand their market internation-
ally and the competition between the various imperizlistic state monopoly
capitalists would breed war. This is how Lenin, for example, sized up the
sitnation of the First World War. Socialism was the only logical leap to
take. See Lenin, Imperialirm, The Highest State of Capitalirm (1916}, in
Collected Works, wvol. 22 (Moscow: Progress Publishers, 1977),
pp. 185-304.

Alexander Gray, The Socialint Traditton {(New York: Harper & Row,
1968}, p. 63, For a criticism of utopian reasoning from positions of moral
purity see Isaiah Betlin, The Crooked Timber of Humanity (New York:
Alfred Knopf, 1991). Berlin toak the title from a quote of Immanuel Kant
which reads: ‘Out of timber so crooked as that from which man is made
nothing entirely straighe can be built,

See Robert Nozick, Anarchy, State and Utopia (New York: Basic Books,
1974), pp. 297-334

See the discussion on simultaneity in Janos Kornal, The Road to a Free
Feanomy (New York: Norton, 1990), pp. 158-02.

[tis 15 alse true 100 Gipilans U LLollVuia Caplitin.diy SCpIEEs I, DOE
Rothbard, America's Greaz Depression, 3rd edn (Kansas City: Sheed and
Ward, 1975}, pp. 25-9.

On this distinction see F. A, Hayek, The Constitution of Liberty (Chicago:
Universicy of Chicage Press, 1960), pp. 103-17.

8 CONCLUSION

F. A. Hayek, 'Individualism: true and false, in Individualism and Feon-
omic Order (Chicago: University of Chicago Press, 1980(1948)), p. 32.
See Stephen Kinzer, 'East Germans face their accusers,’ New York Times
Magazine (12 Apeil 1992): 24-7, 42, 50-2.

See "LFastern Lurope's past, The Economist (21 March 1992): 24,

It was estimated in 1980 that 20 per cent of the Romanizns over 18 years
of age belong to the Communist Party, 18 per cent of East Germans, 14
per cent of Czechoslovakians, 13 per cent of Bulgarians, 12.5 per cent of
Poles and 10 per cent of Hungarians.

Timothy Garton Ash has perhaps provided the best discussion of the
intellectual and political movemnent behind the revolutions af 198%. See
his The User of Adversity (New York: Viatage Books, 1990) and The
Magic Lanters (New York: Randam House, 1990).

In February 1992, however, a2 new blueprint for economic change was
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aaveiled io Poland. The new plan, announced by Prime Minister Jan
Olszewski. intended 10 maintain some of the austerity measures of the
ariginal Baleerowicd  piogidi, bt restule e sonfideme o the
government's ability to manage the economy effectively. The emphasis in
Poland’s economic policy would shift from fighting inflation o stimulat-
ing the stagnant economy. The proposal met with shazp criticism from
several different perspectives. See Scephen Engeloerg, Polish £COnOmic
about-face draws criticism,” New York Times (21 February 1992): AS8. For
a report on the attitude of some Polish economists see Barry Newman,
"Poles give lessons on capitalistic ways tO ex-Sovier masters,” Wall Stree!
Journal (2 April 1992): AL, A10. Mrs Bochniarz, the former minister of
industry and now president of Nicom Consulting, argues thar Western
prescriptions for economi¢c change are fundamentally flawed and led to
many problems in Poland, including che loss of political will on the partof
the government after the October 19971 elections. Mr Balcerowicz and Mrs
Bochniarz lost their jobs after those elections. Mrs Bochniarz now
counsels the Russians against following the Polish path exactly. Her maost
importanc advice is that reform is too imporrant to be left to the market.
Government must guide and manage the process from start to finish.
Otherwise, the painful pili of transfgrmation will simply be too hard o
swallow.
See, for example, Vaclav Havel e al., The Power of the Powerlers
¢(Armonk, NY: M. E. Sharpe, 19853, The papers in this book, wrirten
shortly after the formation of Charter 77 and just before the birth of
Solidarity, argued that communist power did not derive frem rotalitarian
e bt lin can] of sohiecrs The delirium of the Stalinist pesiod was
gone. Repression continued, but 10 a MOTE ARONYMOUs Wiy, Add, Wil
communist fictions concerning the past, present and future were can-
stantly produced and reproduced by che state apparatus of information, no
one beljeved in the promise any more. Communist power derived, instead,
fcom the passivity, Opportunism, cynicism and tacit acceprance of the way
of life. Silent disagreement and conformity on the part of citizens assured
that communist power was safe. Only with the development of avil
society outside of the official state sector = an anci-political politics - can
the commuiist system be defeated.
See the interview with Vaclav Havel conducted by Adam Michnik and
published in Gazeta Wyboreza in A conversation with President Havel,
\Waorld Press Review {March 1992): 14-16. Also see Havel's reaction to
the "lustrazion’ law passed by the National Assembly in ‘Paradise lost,
New York Review of Books (9 April 1992): 6-8. Lustration derives from
the Latin and means ‘sacrificial purification.
See, for example, Jeri Laber, “Witch hunt in Prague, New Yor# Review of
Books (25 April 1992): 5-8.
See, for example, Yasily Golavanov, *A deep despair in Yelsin's Russtz,
Literaturnays Gazeta, in World Press Review (April 1992): 18-21.
The exact figure was 18,856,113 members as reported in The Europa
World Year Books, 1990.
See Michael Mandelbaum, ‘Coup de grace: the end of the Soviet Union,
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Foreign Affairs, 71 (1) (1992} 168.

See Richard Pipes, Russia’s chance,” Commentary, 93 (3) (March 1992):
a0 o1

Richard Pipes, The Rursian Revolution (New York: Alfred Knopt, 1990},
p. 838,

The KGB has actually been abolished, but the AFB {the Agency of Federal
Security) has been established to take its place. Also the Moscow News,
no. G (9-16 Tebruary 1992): 2, reports that examination of the files has
revealed that there were KGB agents among the hierarchy of the Russian
Orthodox Church. There is an ongoing investigation of the files by a
Parliamentary Commission of the Russian Supreme Sevier. The current
commission is the third one to be established, the reparts of the first two
were suppressed.

See ‘Behind democracy’s fagade, The Economist (18 April 1992): 46. But
see Oleg Vite and Dimitry Travin, ‘Privatization as effected by the
nomenklatura, Moscow News (1-8 December 1991): 9. Vite and Travin
argue thar one muse first distinguish between rhose who rose through the
communist ranks as Parey functionaties from those wha rose 25 business
executives. The business executives and factary managers had not only to
master pulitical horse trading required of all those who rose to promi-
ncuce in the Party hierarchy, but also had to possess an ability 10 bargain
in the bureaucratic marker over resources, plan targers and personnel.
Vite and Travin argue that those individuals possess the skills that will
allow them to adapt to 2 free market environment quickly ~ much quicker,
they argue, than the small-scale black market entrepreneurs would be able
ta adapt, The managerial elite is simply seeking to retain their conrrol
pnoph rrivasizarinn of whar rhey have laid claim o as their own
property. Flowever unappealing it may be [0 the ICMAanuC, tne managelia:
clite must become an aily of economic reform. The struggle apainst the
managerial elite, they conclude, is not only dangerous to democracy, but
economically pointless.

See Martin Malia, "Yeltsin and us,” Commentary, 93 (4) {April 1992): 21~
8 Also see John Morrison, Beris Yeltsin: From Bolrhevik to Democrat
{New York: Dutton, 1991).

An unforrenate consequence of our fascination in the West with the
changes in Russia has been the personificazion in the public mind of
reform with particular people. Personalities rather than fundamental
ideas have dominated most discussion, This led to 2 bizarre invetsion of
the rruch. Gorbachey was seen as a democrat even though he was never
elected, and Yeltsin was seen as an authoritarian even though he was
clecied. The West tended to thank Gorbachev for the liberation of East
and Cenrtral Europe, when in reality power was grasped from him by
Solidarity, the Civic Forum, Sajudis and the Democratic Russia Move-
ment. As Anders Aslund has pointed out, Yeltsin's record is much better
than Gorbachev's on economics and politics. See Aslund, "Russia’s road
from communism, Daedalus (Spring 1992): 77-93.

See Doris Yeltsin's speech to the Congress of Russian SFSR People’s
Deputies, [zvestia (28 October 19913, trapslated in Current Digest of the
Sovier Press, 43 (43) (27 November 1991): 1. Also see "Yeltsin outlines
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radical economic reforms,” Soviet/East European Report, 9, no. 5 (20
November 1991): 1-2, 4.

Y Coe § Tarin "0 dreress thar shoank the werld! Kemenmaltbays Pravda
(19 November 1991), translated in Current Digest of the Sovier Press, 43
{46) (18 December 1991): 1.

See Aleksandr Rutskol, 'In defense of Russia,” Pravda (30 January 1992),
teanslated in Current Digest of the Post-Soviet Press, 44 (4) (26 February
1992): 1.

See '}Building the new Russia, The Economist (25 April 1992): 12-13.
Also see the conversation with Yegor Gaidar, the architect of the Yelisia
pragram, The Economist (25 Apnl 1992): 17-20, '
See Olga Gerasimenko, The country doesn’t have a Margarct.Thatchcr,
Rassia (29 January-4 February, 1992), transtated in Current Digest of the
Post-Soviet Press, 44 (5) (4 March 1992): 4.

Nikolzi Petrakov, ‘He who doesn't take risks doesn’t get to drink
champagne,” Megapolis Exprers (G February 1992), translated in Current
Digest of the Poss-Sovies Press, 44 (7) (18 March 1992): 9.

See Mikhail Leontyev, ‘The Pavlovizaticn of liberal reform,
Nezavitimaya Gazeta (15 January 1992), tanslated in Current Digest of
the Post-Soviet Press, 44 (3) (19 February 1992): 11-12.

See Yeltsin's speech o the Russian Federation Supreme Sovier on 16
January 1992, translated in Current Digest of the Post-Soviet Press, 44 (2)
(12 February 1992): 1-3.

Sec ‘Mere shock, or therapy wo?, The Economist (22 February 1992): 63.
This editorial, however, argues against interpreting Yeltsin's raising of
pensions and other concessions to ease the difficulties of the transition as

B R LV B

ot Tabenog
interpretation, it is argued, is bath o gloomy and too early. The real
threat to the reforms will come, however, if privatization docs not
proceed quickly to curb the monapolistic situation. In Novem.bcr.wDI, a
parliamentary cominitiee was empowered o appreve any price increase
by a monopelistic enterprise. Already 2,000 enterprises accounting for an
estimated 70 per <ent of industrial production have been named as
monopolistic. Wholesale price control, though, could fundamentally
destroy the liberalization efforts.
See The Economist (11 April 1992): 72.
See The Economist (11 April 1992): 71-2.
See the debate on privatization between the Gaidar team and the
Piyasheva-Selyunin group in Current Digest of the Pose-Soviet Press, A4
(9) (1 April 1992): 5-7.
To reach a Western ratio of public/private the former communise
economics would stilt have to transfer about 30 per cent of GDP from
government ownership to private ownership. In her twelve years in
powet, Margaret Thatcher privatized about 5 per cent.
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Fconomic Activity, 2 (1986): 402. Sachs develops an argument for debt
relief in this paper similar ro the argument used in the law and economics
literarure oo nstify court impesed conerace rerepntiarinng Due «o the Tnw
probzbility of certain contingencies, contracts are often incomplete. The
cost of accounting for every conceivable contingency would be wo great. [t
is sumetimes the duty of the judge or the adjudicating party to reduce the
costs of renegotiating a contract between parties by offering terms that
the parties would have agreed to had they negotiated the resrructuring of
the contracr. Debr relief is in essence a rencgotiation of a contract due o
unfortunate and unforeseen events occurring to the debror nation. Debe
contracts, Sachs argues, should be renegotiated either when the debtor
nation is in such dire economic straits that continued servicing of the debt
would threaten the political and social stability of the country, or the
ability of the dehtor nation ro repay the debr would be improved by partial
forgiveness.

35 On the development of the ‘Grand Bargain® idea see Grigory Yavlinsky,

Mikhail Zadornov and Aleksei Mikhailov, "Plus the ™ Group of Seven™
program for an organized return to the world economy, lzveresa (20 May
1991}, translated in Current Digert of the Soviet Press, 43 {20} (19 June
1991}: 1-5. Also see Graham Allison and Grigory Yaviinsky, Window of
Opportunity (New York: Pantheon, 1991). In addition, see Jeffrey Sachs,
‘Helping Russia,” The Lconomirt (21 December 1991-3 January 1992):
101-4.

36 Sce Israel Kirzner, 'The entrepreneurial process,” in Discovery and the

Capitalist Process (Chicago: University of Chicago Press, 1985),
pp- 68-92. Also see Alfredo Irigein, ‘Economic development: a market
S e g s ue T IR T T e T e T W Y

; Sy CTher ! TR :
Universicty (1990).

See Jude Wanniski, The future of Russian capitalism, Foreign Affaire, 71
(2) (Spring 1992): 17-25.

n

38 Stephen Howe, Hiccup in the long march of history,’ New Statermen and

Society (G March 1992): 12-14, argues to the contrary that socialism never
amounted to much in Eastern Europe anyway. After the 1930s, comme-
nism ceased to be a coherent ideology. The traumas of post-communism
have little to do with communism, he argues, because communism was
mostly a gigantic ideological fagade. Hewever true these sentiments,
expressed by Howe and others, are, they fundamentally confuse the issue
of the intellectual vision behind the experience of socialism and what that
means for us reday. The ideclogical facade and the econemic disaster were
the unintended consequences of trying ro pursue an incoherent and
impossible utopian vision of how to organize social refations of produc-
tior. The failure of this vision had nothing to do with the particular
problems of political leadership in East and Central Europe or the former
Soviet Union, but was the result of the inherent structural weaknesses of

32 See 'Russian government memorandum on economic policy,’ _!zue;tia (28 the idea.
February 1992), translated in Current Digest of the Post-Soviet Press, 44 39 For a discussion of modernism and the ambiguities surrounding post-
{9 (1 April 1992): 14, modernism see Peter Scott, 'The postmodern challenge -1V, Times
33 See New York Timer (27 April 1992): Al, AG. A Higher Lducation Supplement (10, 17, 24 and 31 Auvgust 1991). Scotr,
34 Jeffrey Sachs, ‘Managing the LDC debt crisis, Brookings Paperr on however, argues that post-modernism is too ambiguous to mount much of
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a chailenge 1o modernism. Moreover, he argues against interpreting
L€ inaith SITLy 4y 4 LT phetey
Scott's essays fail to caprure the strength and weaknesses of modernism
because he does nor distinguish between the French and Scottish
Enlightenment. While the French Enlightenment embodied the Age of
Reason and Science, the point of the Scortish Enlightenment was, in large
part, to employ rational analysis to whittle down the claims of reason. See
F. A. Hayek, The Conutitution of Libesty (Chicago: University of Chicago
Press, 1960}, pp. 34-70.

Vaclav Havel, "The end of the modern era, New York Times (1 March
1992): E15.

Marrin Malia, "Yelwsin and us) 24 Also see Z (Malia), ‘To the Sulin
mauscleum, Daedalur (Winter 1990} 295-344, and "Leninist endgame,’
Daedalus (Spring 1992} 57-73.

See Fukuyama, The end of history?,” The Natione! Interest (Summer
1989): 3-18.

Timothy Garton Asi: points out tha there are many questions to ask
about the new Furope. The most common question raised by com-
mentators is how can the West help the transition of formerly communist
countrics to liberal democracies. Bur, Garton Ash thinks that the more
interesting question is how might these former communist countries belp
the West. What, after zll chose years of hard experience under commu-
nism, can they teach us about life and secial order? Garten Ash, however,
goes wo far when he suggests that the new Europeans can offer us no new
ideas. “They can,’ he states, ‘olfer no fundarnentally new ideas on the big
i e Enclielen peenemics Taw or inrernational relations. The ideas

Ly Tn ke erd chongh,

whose time has come are old, famuiar, well-Tested Oy, il 1y (Ll ulw
ideas whose rime has passed)” See Garton Ash, The Magic Lantern,
pp. 130, 154¢ see Note 9). While true ¢n one level, this assessment misses
the great opportunity that the new Furope holds for starting anew, of
redefining the basic relationship between the citizen and the state, and
what that may mezn for the development of social theory.

See Richard Ericson, "The classical Soviet-type economy. nature of the
system and implications for reform,” Journal of Economic Perrpectives,

{4) (Fall 19913: 20.
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