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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.
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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

142

CHARTING A NEW COURSE

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

126

CHARTING A NEW COURSE

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

Yoohedr feen T

. 11
Sy Hnl‘v\-}{.b
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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.
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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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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
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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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