WwHY PERESTROIKA FAILED

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
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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

60

THE NATURE OF THE SOVIET-TYPE SYSTEM

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
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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
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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
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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

73




1

2

[

~d

o

{ THE NATURFE OF THE SOVIET-TYPE SYSTEM

NOTES

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
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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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