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Mancur Olson 

From Communism to Market Democracy: Why Is 
Economic Performance Even Worse after 
Communism Is Abandoned? 

If the government control, everything, the economy does not work. To have a 
successful economy, a society needs to give the market a larger role - and 
government a smaller role - than the communist countries did. This view is 
now generally accepted in the East as well as the West. The peoples of the 

formerly communist countries have accordingly decided in favor of capitalism 
as well as demccracy and are cutting back the economic role of government. 

As new markets have emerged and the role of government has been scaled 
down, economic performance in the Soviet-type societies should have im­
proved. In fact, it has often become even worse - in the former Soviet Union. 
much worse. Though the deterioration in ecrnomic performance after the col­
iapse of the communist regimes is frequetly Aaggerated (and in one or two of 
the formerly communist countries may no, have occurred at all), there can be 
no doubt that many of the formerly communist countries have suffered signifi­
cant - and sometimes very severe - reductions in real output. 

Why has this happened? If too much government control of the economy 
brought about the failure of the communist econ,rnies, why did not economic 
performance improve as communism was abandoned and government control 
cut back? 

Many people have come to suppose that a transition from one set of eco­
nomic arrangemerts to another necessarily reduces output, but in fact it does 
not. The economic liberalization that Deng introduced in China not long after 
the death of Mao promptly generated large increases in production. After the 
defeat of the right-wing dictatorships of World War II, it was almost univer­
sally assumed that the Germat, and Japanese economies would take decades to 
recover from wartime devastation, changed boUndaries, and totalitarian con­
trols, yet ihey soon enjoyed economic tniracles. Even the Soviet-imposed tran-

Remark I am grateful to the U.S. Agency for International Development for support of 
this research through mv center on Institutional Reform and the Informal Sector (IRIS). 
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sition to comiaunism in East-Central Europe, for all its tragedy and brutality, occur? Why did these regimes that once grew rapidly - and appeared to pose a 

was apparently not associated with any protracted reduction in output. long-term threat to the survival of the market democracies - fall into a steep-

At a loss to explain the severity of the economic problems after the collapse ening decline and finally collapse? The answers to these questions will put the 

of communism, many seek refuge in metaphors: "It is easy enough to makr fish choices facing the economies in transition in a new light. 

stew out of an aquarium, but you cannot make an aquarium out of fish stew." Though economists have a relatively well-devloped theory of why markets 

But why should a transition from communism to a markct economy be mcre work, neither they nor specialists in any (;.he- discipline have any satisfactory 
difficult than the transition the other way? The conventional wisdom is that explanation of why Soviet-type economies worked at all. Economic theory 
markets do not need to be painstakingly constructed by government - they shows that markets can make major contributions to social welfare in a wide 

emerge spontaneously and thrive under laissez-faire. Certainly the markets of variety of situations. Even though the conditions needed for perfect competition 

early times, like the market economies that gave rise to the industrialization of or Pareto-efficiency are not achieved in practice, it is easy to show, for exam-
Western Europe atid North America, were not the outcomes of any government pie, that there are gains from trade - and thus front markets - in a vast vari­

plan to establish market economies. To create a communist economy, by con- ety of circumstances. The same economic theory also explains the conditions in 

trast, detailed plans and extensive bureaucracies must be put in place. which markets will tend to fail - for example, why laissez-faire will often 
Thus neither the familiar assumptios about the spotaneous emergence of generate excessive amounts of pollution. It also explains various pathologies 

market economies nor the new metaphors will do. Just as Marxist ideas were that should be expected in Soviet-type economies, such as long queues. 

not able to make communism work, so familiar Western ideas have not been By contrast, no one, whether using economic theory or any other tool of 

able to explain the diffculties of the transition to a market economy. 	 thought, has been able to explain why the Soviet-type economies were able to 
produce what they produced and to last as !ong as they lasted. The closest thing 
there is to such a theory is Oskar Langz's model of a hylothetical socialism 

that mimics, and tries to improve upon, the markets of capitalism. lit addition 
1. 	 WVlty Did Sovijet-Type Societies Do as Well as They Did? to other difficulties, this theory does not describe "he actual policies that most 

of the Soviet-type economies followed. Thus the intellectual challenge is not toSince an economy in transition from a communist to a market economy con-
explain why the market economies outperformed the Soviet-type ecunomies,rains many of the mechanisms of the old regime as well as new markets, i*s 

performance depends both oilwhat is left front the past as well as on the mar- but to explain why the latter managed to get by as long as they did. One cannot 

kets that have been introduced. To understand the transition, then, we not only understand the combination of the old and the new that makes up the economy 

they do, but also why central in transition until this challenge is met.need to understand why markets work as well as 

planning and state enterprises produced whatever amounts they produced. Most
 

discussions in both the East and the West now emphasize, appropriately, the
 

obviously unsatisfactory, character of Soviet-type arrangements and the superi- 2. The Collective Choice Approach to Autocracy 
ority of market-oriented democracies. 

But we will not uizderstand why the level of output has actually fallen in vir- To obtain a good theory of why the Soviet Union produced and mobilized the 

tually all of the societies undergoing transition to a market economy, nor be vast amount of resources to become an envied superpower (yet was not able to 

able to improve performance during the transition, unless we also understand survive indefinitely), we need to use not only the standard neoclassical eco­

why the centrally planned economies were ever able to survive and even, at nomic analysis of markets but also the modern theory of collective choice. The 

times, to grow reasonably rapidly. After all, .he Soviet tUnion survived as a theory of collective choice - which is sometimes called public choice, social 
planned economy for nearly three quarters of a century. It was productive choice, or neoclassical political economy --- has inthe last couple of decades 

entough to becone - or at lea,:to aplpcar to be - a stiperpowcr. 'loilh evet. succeeded in illuminating certain aspects of economic and political life in 

the best available statistics ou the Sovict-type economies are dubious, they democratic countries, but it has only in the last couple of years been applied to 

suggest that during the 1950Js and carly 1960s these economics grew approxi- dictatorial societies in general or to communist dictatorships in particular. 

mately as rapidly as West European economies at comparable levels of devel- I will attempt to show here that when the new collective choice theory of 

opment, and they undoubtedly did then grow substantially. Why did this growth 	 dictatorship is applied to the Soviet-type regimes, we immediately obtain one 
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insight into why thcse regimes - as strong, stable, and absolutist dictatorships 
- bccane as important and powerful as they became. When we then elaborate 
the general theory of autocratic government to accommodate certain autocratic 
innovations pioneered by Joseph Stalin. we can also sec why the Soviet Union 
and Communist China wkere so much more powerful than other autocracies, 
The same thcor) also shows why the Soviet-type regimes with cent,- olanning 
gradually decay over time. Once we understand the motive power ;.nd the 
production and resource mobilization of the communist autocracies - and why 
it weakened over time - we can also understand why economic performance is 
even worse after communism is abandoned. This, in turn, points the way to new 
strategies for the economies in transition, 

The Soviet Union and its satellites were, at least unti! their last years, cer-
tainly absolutist dictatorshipsl rather than democracies. Of course, many of the 
autocracies of the world do not have centrally planned economies, and no re-
gime of any kind had such an economy before Stalin consolidated his power 
and ended the "New Economic Policy" at the end of the 1920s. But the general 
theory comes before the special case, and the general theory of autocracy im-
mediately provides an elcmentary insight into the productivity and power 
achieved by the Soviet-type societies. Thus it is very important that we should 
first analyze autocracy in general, and only later elaborate this model to ac-
count for Stalin's extraordinary autocratic entrepreneurship. 

3. The Incentive to Produce in Strong and Stable 

Dictatorships 

Cne part of the general approach to autocracy that will he used here came to 
me by chance when reading about a Chinese warlord (Sheridan, 1966). In the 
1920s China was in large part under the control of various warlords. They were 
men who led some armed band with which they conquered some territory and 
who then appointed themselves lords of that territory. They taxed the popula-
tion heavily and pocketed much of the proceeds. The warlord Feng Yu-hsiang 
was noted for the exceptional extent to which he used his army for suppressing 
bandits and for his defeat of the relatively substantial army of the roving bandit 

In the later stages of communism, but definitely not in Stalin's time, sonic of the 
Soviet-type regimes were to some degree tiny "politburo" oligarchies, hut the 
number who shared power was always so small, at least until Gorbachev's time, 
that they could engage in small group optimization of the kind described in my
1965 txk. 

namcd White Wolf. Apparently, most people in Fcng's donain found him 
much preferable to the roving bandits. 

At first, this seems puzzling: why shou!:l warlords who were stationary ban­
dits continuously stealing from a given group of victims be prelerred, by those 
victims, to roving bandits who soon departed? The warlords had no claim to le­
gitimacy and their thefts were distinguished from those of roving bandits only 
because they took the form of continuing taxation rather than occasional plun­
der. 

In tact, if a roving bandit settles down antI takes his theft in the form of 
regular taxation, and at the same time maintains a monopoly on theft in his 
domain, then those from whom he exacts taxes will have -n incentive to pro­
duce that they lack when confronted by continual random plunder. The rational 
stationary bandit will take only a part of income in taxes, because he will be 
able to exact a larger total amount of income frot his subjects if he leaves 
them with an incentive to generate income that he can tax. 

If the stationary bandit successfully monopolizes the theft in his domain, 
then his victims do not need to worry about theft by others. If he steals only 
through regular taxation, then his subjects know that they can keep whatever 
proportion of their output is left after they have paid their taxes. Since all of ihe 
settled bandit's victims are for him a source of tax payments, he also has an in­
centive to prohibit the murder or maiming of his subjects. With the rational 
monopolization of theft, in contrast to uncoordinated competitive theft, the vic­
tims of the their can expect to retain whatever capital they accumulate out of 
after-tax inconie and therefore also have an incentive to save and to invest, 
thereby increasing future income and tax receipts. The monopolization of theft 
and the protection of the tax-generating subjects thereby eliminates anarchy. 

Since the warlord takes a part of total production in the form of tax-theft, it will 
also pay him to pro%,tc other public goods whenever the provision of these 
goods increases taxable income sufficiently. 

In a world of roving banditry there is little or no incentive for anyone to pro­
duce or accumulate anything th:t may be stolen and thus little for bandits to 
steal. Bandit rationality accordingly induces the bandit leader to seize a given 
domain, to make himself the ruler o: that domain, and to provide a peaceful or­
der and other public goods for its inhabitants, thereby obtaining more in tax­
theft than he could have obtained from migratory plunder. Thus we have "the 
first blessing of the invisible hand" - the rational, self-interested leader of a 
band of roving bantits is led, as though by an invisible hand, to settle down, to 

ao wig
in ottput that normally arises from the provision of a peaceful order and other 
public goods gives the stationary bandit a far larger take than he could obtcin if 
he did not provide government. 
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Thus government lor groups larger than tribes normally arises, not because 4. Straightforward Autocratic Maximization 
of social contracts or voluntary transactions of any kind, but rather because of 
rational self-interest among those who can organize the greatest capacity for Though an atcrat is analogous to the owner of any productiv e asset in the 
violence. These violent entrepreneurs naturally do not call themselves bandits, snse that he has an encompassing interest in the productivity of that asset, he 
but on the contrary give themselves and their descendants exalted titles. They ils a monapoiticonryand a osine of anthe e tn 
sometimes even claim to rule by div~ie right. Since history is written by the gible and htmar, in a country. The autocrat does indeed have an incentive to 
winners, the origins of ruling dynasties are, of course, conventionally explained maintain and increase the produtivity of everything and everyone in his do­
in terms of lolty motives rather than by sell-interest. Autocrats of all kinds usu- main, and his subjects will gain from this. Put he also has an incentive to 

monopoly rent. and to levy this monopoly charge ol everything, in­ally claim that their subjects want them to rule and thereby nourish the unhis- charge a 

torical assumption that government arose out of some kind ol voluntary choice, eluding human labor. 

Any individual who has autocratic control over a country will provide public In oither words, the autocratic ruler has an incentive to extract the maximumn 

goods to that country because he has what my book on P/ic Rise and Decline of possible surplus from the whole society and to use it for his own purposes. Ex-

Nations (1982) defined as an "encompassing interest" in the country. The ex- actly the saame rational self-interest that makes a roving bandit settle down and 

tent of the encompassing interest of an officeholder, political party, '--.:crest provide government for his subjects also makes him extract the naximum pos­

of a society, varies with siblc amount from the society for himself. fie will use his monopoly of coer­group, monarch, or any other partial or total "owner" 
cive power to obtain the maximum take in taxes and other exactions. the size of the stake in the society. The larger or more encompassing the stake 

an organization or individual has in a society, the greater the incentive the or- The consumption of an autocratic ruler is,moreover, not limited by his per­

ganization or individual has to take action to provide public goods for the soci- sonal capacities to use food, shelter, or clothing. Though the pyramids, the pal­

ety. If an autocrat received one-third of any increase in the income of his do- ace of Versailles the Taj Mahal, and even Inielda Marcos's3,X) pairs of 

main in increased tax collections, he "ould then get one-third of the benelits of shoes were expensive, the social coasts of autocratic leaders arise mostly out ol 

their appetites for military power, international prestige. aod larger domains.the public goods he provided. He would then have an incentive to provide pub-
lie g(x)ds up to the po)int where the national income rose by the reciprocal of Hitler, for example, ultimately used up a large proportion of the total output ofone-third, or three, from his last unit of public good expenditure. Though the Germany to serve his per.,onal ambitions.oeietyrs.incomeratdfwelfare lwouldnobviouslyibeggreaterifromialargeroegpet-
so iety 's in c om e and w e lfare w o uld ob v iou sly be grea ter from Though the forms that staJionary banditry has taken over the course of his­a larg er expe n- t r r i e s , a l s r i h f r a d '~ . o - o i t u o r c e a e a a 

diture on public goods, the gains to society from the public good5 that a ra- tory are diverse, all straightforward (i.e., non-Soviet) autocracies can be ana­
autocrat gets all of his receipts in the form of cx­tional self-interested autocr ...ovides are nonetheless ofte., coiossal. Consider, lyzed by assuming that the 

flr example, the gains from replacing a violent anarchy with a minimal degree plicit and uniform taxation. The rational autocrat will devote some of the re­

sources he obtains through t:xation to public goods, but will impose far higherof public order, 
From history, we know that the encompassing interest of the tax-collecting tax rates than are needed to pay for the public goods since he also uses tax col­

autocrat permits a considerable development of civiliz/ation. From not long af- lections to maximize his aet surplus. The higher the level of provision of public 

goods, given the tax rate, the higher the society's income and the yield fromter the first developi.,ent of settled agriculture until, say, about the time of the 
French Revolution, the overwhelming majority of mankind was subject to this tax rate. At the same time. the higher the tax rate, given the level of public 

autocracy and tax theft. History until relatively recent times has been mostly a good provision, the lower the income of society, since taxes distort incentives. 

story of the gradual progress of civilization under stationary bandits interrupted So what tax rate and what level of public good provision will the rational 

by occasior-l episodes of roving banditry. From about the time that Sargon's self-interested autocrat choose? Assume for the moment that the autocrat's 

conquests created the empire of Akkad in ancient Mesopotamia until, say, the level of public good expenditure is given. As Joseph Schumpeter lucidly 

time of Louis XVI and Voltaire, there was an impressive development of civili­
zation that ccurred in large part under stationary banditry. 2 the Roman Republic, the North Italian city states, the Netherlands in the seven­

teenth century, and in Grcat Britain, at least after 1689. The explanation forthedlisprorA~rtionate representation of nonauitocratic jurisdictions in human progress is 
2 Many of the more presented laterremarkable advances in civilization even in historic times took inthe article.
 

place in somewhat democratic or nondictatorial societies such as ancient Athens.
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pointed out, and as lhn Kalduhn sensed nuch earlier, ' tax receipts will (if we 
start with low taxation) increase as tax rates increase, but after the reve-
nuc-inaxirnizing rate is reached higher tax rates distort incentives and reduce 
income so much that tax collections fall. The rational self-interested autocrat 
chooses the revenue-maximizing tax rate. 

Though the amount collected at anty tax rate wi!l vary %kith the level of pub-
lic good proN, ision, the revenue roaximizing tax rate for the autocrat should not. 
This optimal tax rate determines exactly how encompassing the interest of the 
autocrat in the society is; that is, it determines what share of any increase in the 
national income lie receives. lie will then spend money on public goods tip to 
the point where his last dollar of expenditure on public goods generates a dol-
lar,; increase in his share oh the national income. At this point the gain to socl-
ety will be the reciprocal ol his share. (A mathematical and geometric state-
ment of the optimization conditions facing a rational dictator, znd various other 
types of ruling interests, is available on request from the author.) 

Though the subjects of the autocrat are better off than they wotld be under 
anarchy, they must endure taxes or other impositins so high that, if they were 
increased further, income would fall by so much that even the autocrat, who 
absorbs only a portion oi the fall in income in the fori of lower tax collections, 
would be worse off. 

There is no lack of historical examples in wkhich autocrats for their own po-
litical anti military purposes collected as much revenue as th,;y possibly could. 
Consider the largest autocwtic jurisdictions in Western history. The Bourbom 
kings of France were (especially on the eve of the French revolution) collecting 
all they could in taxes. The liapsburg kings of Spain did the same. The Roman 
Empire ultimately pusLhd its tax rates at least to the revetue-maximizing level. 

5. Stalin O~utdoes the sars 

Stalin obviously had art encompassing interest in his domain. The more produc-
tive the Soviet empire was, especially in heavy industry that was important for 
nrilitary might, the greater Ire likelihood that Stalin coul keep - even expaind 
-- his domain. The greater the productive power. scientitlic prowess, and mili-
tary lotential of the Soviet empire, the taller Stalin coul stand on the world 
stage. The faster the Soviet econotmy grew, the more people woul!d be con-

Schurmpeter's (191) analysis is in Irs essay on ''The Crisis of the Ta, State" %kil-
ten in the highly taxed Auistria-tiungarian empire late in Wmrld War I; ibn 
Kaldhtn's (1967) is in his classic, The Muqiddimah. 

vinced by his claim that tie societies fellowing his system would ultimately 
triumph and that capitalism Awas headed for the dustbin of history. 

It is obviously better to be the dictator of a superpower than of a less formi­
dable country. This requires that the dictator should make his domain produce 
the vast amounts of resources that are required for superpower status and that 
he succeed in mobilizing these resorces to serve his ambitions. Thus part of 
the explanation of why the Soviet Union produced enough to become a super­
power is already evident from the foregoing general argument about autocracy: 
the incentive behind the productivity of the Soviet Union, in the period when it 
was unambiguously dictatorial, was the encompassing interest of the dictator. 

But we are obviously not home yet: ther.; have been countless dictators ­
even secure and strong dictators who (lid not create the material basis for 
great power status - much less for a superpower status. The tsarist autocracy, 
presiding over much the same domair ard tie aine peoples as Stalin, never 
achieved a comparable status. 

In the Crimean War the British and French, without needing serious mobili­
zation, defeated tsarist Russia. In 1904- 19t05, even the then-backward Japa­
nese, barely a cuple of decades into the process of modernization, defeated 
Impsrial Russia. In World Wa, I. moreover, the empire of the tsars was de­
feated, e':,entially only by the armies of Geriany,4 even though the German 
army had its hands full fighting on a second front against the French and British 
front the beginning of the War. 

Now let us compare what happened in World War I %.thenthe tsarist leader­
ship was in charge with what happened in World War II against Stalin's re­
gime. At the outset of Woirld War 11, :he Soviet Union was a trifle smaller than 
Imperial Russia had been at lie outset of World War I, and it had the same en­
emy, Germany. In World War II, the Soviet Union niilitary problem was made 
incoriparably greater becatise there was no "second front" until iess than a year 
before the end of the War. Whereas in World War I, Germany defeated Impe­
rial Russia, in World War I. Stalin's Soviet Union was noi only victorious, but 

played much the largest role in defeating the Nazi armies. Somehow something 
had happened in Soviet Russia tha, made the Stalinist regime more formidable 
in World War II than would have been ever expected on the basis of prior expe­
rience. And whatever interpretation may be oflered fIor the fortunes of the dif­
ferent Russian empires in World Wars I and II, there cal be no doubt that after 
World War 11 the Soviet Unimn was universally accorded a superpower status 
that the tsarisl autocracy had never achieved. The tsarist autocracy also never 

4 The army of tie Atistro Ihungarian Empire was also us:cd agairst isarist Russia. but 
this army was often said to tb pxurcr than that of any other combatant country in 
World War I. irnt it did not play an impressive role in the defeat of Russia. 

3 
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succeeded in any undertaking comtparable to the Soviet Union's initiating of 
flight in outer space. 

We must in the same vein take note of Communist North Vietnam's extraor-
dinary feat in forcing the United States to concede in the Vietnamese war. 
Similarly, vh, was precommunist China, which proved to be so impotent when 
confronted by the Western powers and by Japan, able (with North Korea) to 
fight the United States and itsmany allies to a draw iithe Korean war? 

So the type of economic and political system pioneered by Stalin anti copied 
by Nlao achieved an extraordinary degree of military power, international pres-
tige. and political influence. It managed these achievements, moreover, with 
territory, natural resources, and peoples that prior autocracies had not been able 
to mobilize with anything like the same effectiveness. 

Why did Stalinist autocracies succeed in something that other autocracies 
failed to achieve'? Above all, why did the Stalinist regn-es succeed in produc-
ing and mobilizing such formidable power without making appropriate use of 
the market - the main device that economists have found usually generates 
most economic efficiency and innovation?5 And why, after some great achieve-
ments, did the Soviet-type systems decline and ultimately collapse? 

6. Confiscation and Capital Formation 


What lniits the amount of resources that a typical autocrat can extract from his 
society'? As was shown earlier, the rational autocrat chooses the revenue-
maximizing tax rate. Is there anything he can do to obtain still more? One pos-
sibility to consider is the confiscation of the capiL'il of his subjects, or at least 
those large holdings of capital that can he expropriated without much adminis-
trative expense. Another possibility is that the autocrat can start taxing real 
money balances by printing money for his own use in such amounts that unex-
pected inflation results. Another possibility is that he can borrow money and 
then refuse to pay it back. 

Whenever any autocrat has a short enough time horizon, all of these possi-
bilities can make sense. For example, whenever a dictator has a time horizon 
that is short enough that the tax yield of an asset is less than its value, it pays 
him to confiscate that asset. This sort of thing happens quite often. Much of the 

5 	 Elsewhere (1992. pp. 61-4-. I argue that the Soviet type societies did use the 
market much more, and gain much more from it.than is usually understood, and 
that this must be taken into account in explaining why they produced as much (and 
lasted as long) as they did. It is still the case that the Soviet societies used markets 
less than other societies, so the paradox remains. 

dictatorship we observe is more nearly roving than stationary banditry. The ac­
count of autocratic optimization earlicr in this essay implicitly assumed that the 
autocrat had a Barro-inlinite time horizon. When the autocrat does not have a 
long planning horizon, his subjects are worse off than they are under the 
steady-state revenue-maximizing tax rate. (It's no accident that "Long live the 
King" was the preferred form of toast by a King's subjects, or that dynasties 
were thought desirable.) 

Still, any dictator who expects to be around a long tine will lose Irom con­
fiscation, inflation, and repudiation of his debts. I hypothesize that Stalin, at 
least after he consolidated his power in the late 1920s, expected to be in office 
(as he was) until he died a natural death. For the most part, he did no.engage in 
highly inflationary methods to obtain resources and he scrupulously and 
promptly paid off the sums he borrowed from Western firms. In these respects, 
he was typical of intelligent autocrats who are secure enough to have a long 
time horizon. lntelligent and secure autocrats usually also do not confiscate 
capital goods, for the obvious reason that this means that there will be less in­
vestment and less income, and therefore also smaller tax receipts, in the future. 
So, it appears that expropriation of capital goods cannot increase the receipts of 
an autocrat over the long run because it reduces future investment, income, and 
tax receipts. 

Appearances are deceiving. Stalin confiscated all o the larmland and natural 
resources of the Soviet Union, and all of the commercial and industrial property 
that had been privatey held in the period of the New Economic Policy, and :he 
rates of saving and investment increased substantially. In general, the Soviet 
Union after Stalin's innova'ions, and the other socictics on which the Stalinist 
system was imposed, had far higher rates of saving and investment than most 
other societies. Stalin's innovation was to take almost the total natural and tan­
gible capital stoctk of the country through a 100 percent wealth tax, i.e., an ex­
propriation, z'-d then to use these resources to produce a mix of output that was 
much more intensive in capital goods, and other goods Stalin wanted, than 
would otherwise have been produced. B determining himself how much of the 
nation's resources would be used to produce consumer goods, and keeping this 
proportion mu( h smaller than it was in most other societies, Stalin gave the So­
viet Union an extraordinarily high rate of capital accumulation at the same 
time that he augmented hi.s annual tax receipts by an amount approximately 
equal to all nonlabor income. In the long history of stationary banditry, no 
other autocrat seems to have managed this extraordinary innovation, nor suc­
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cceded in claiming so large a part of the social output while at the same time as we confront everyone in 	the society with the same tax schedule and havegreatly increasing savings, investment, and the level of oUtpUt. 6 
high tax rates - that we can tax people more on their first hours of work and 

less on their last hours of work. The productivity- and elficiency-enhancing
policy of taxing people more on their first hours of work - or, more generally, 

7. 	 Tax-Price Discrimination on their inframarginal income - but not taxing their marginal income, is prac­
tically infeasible as well as morally repugnant in any society where everyoneStalin also had a second innovative idea about how to expand !he autocratic faces the same tax schedule or law -- it is impossible in a.iy society with the

budget constraint. No doubt the idea was only intuitive and probably derived same rule of law for everyone.
inductively from the trials and errors of the Bolsheviks, but it is so important to There is, however, a way that a sullicicntly innovative and utterly uninhibi­
the comntnnist and once-communist societies that it needs to be stated explic- ted autocrat can tax ilifrainarginal income at far higher rates than marginal in­itly. come, and obtain great increases in both tax collections and nationi output as aThis second idea was that if an autocrat has different tax schedules for indi- result. Somehow. at a time when his treasury was pinched, Stalin hit upon thisviduals of diflerent abilities, he can collect much more tax revenue. In the typi- method. The nicihod is basically to set Mne salaries and wages of everyone in
cal modern democracy, high-income people confront higher tax brackets than the society wih the idea that you want to collect the naximum for your regimelow-income people do, but everyone laces the same tax law or schedule. from every individual in the cconomv.
 

The fact that everyone faces the same lax schedule means that it is impossi-
 One thing that Stalin did was to set wages and salaries very lo., so that
ble to tax people more on their first hours of work than on their marginal hours when people went to work they didn't get very much income they couldi,'tof work and also to have very high tax rates. Obviously, if each of us was 	

.,,; 
taxed 	 afford much leisure. But then there was a system of very hig,' oonuses, rewardsmore on the first four hours a day of work, less on the next two, and not at all for people who were S!akhanovites or model vorkers, and progressive piece

on hours after that, then we'd have an incentive to work a lot more. We would rates -- that is, piece rates thaL increase with tie amount that the person has al­have a strong incentive to work because, if we were taxed heavily enough on ready produced.
the first few hours of work, we would be poorer and the income effect of taxa- There is piece work in market economics, but we usually do not observelion would make us work more. Ifwe were not taxed on later hours of work, we progressive piece rates in a market ccon'uny. If youre picking fruit or sellingwould also have a greater posttax reward for additional work, so a larger substi- insurance policies, you might be paid by the bushel picked or by the policytution effect would make us work more. Economic efficiency would also in- sold. Btt you are tot paid progressively higher rates for higher amounts for the 
crease. So in some sense the Western democracies would be more efficient and obvious reason that that usually would not bc an efficient contract for a typicalprcductive if somehow it were possible for us to be taxed more on our first employer and a typical employee to make. 7 But progrussive piece rates arehours of work in any day, but not taxed on our last or marginal hours of work. what Stalin imposed, and I hypothesize that lie rationally served his interests byBut that's not a real possibility when we all face the same tax schedule, doing so. His combination of bonuses, progressive piece rates. special perqui-Suppose that the U.S. decided to tax the first S5.(X) a person makes a year at sites for especially hard %orkers, and prizes for Stakhatovites was a system
99 percent, the next $5,000 at 98 percent, etc., and to tax what each person that provided people with a large proportion of the marginal output that theymakes above a certain level at 0 percent. This method --- reversing the usual produced, but at the same time implicitly taxed thru vcry highly indeed on the
progression and regressively taxing lower incomes at much higher rates than first or inframarginal hours of work. 
higher incomes - would create a situation where the least productive people This could be done in essence because the system implicitly had separate taxwould not have even enough money to survive. So there is no way - so long 	 schedules ­not simply a different tax rate - for different individuals. In ef­

fect, Stalin's system of wage and salary setting had 'hse elfect of implicitly con-
In the very short run. just after the collectivization of agriculture and other pro­
ductivc assets, there was apparently aperiod of "indigestion" and confusiron when 7 There are speciat cases, such as tised costs of ech employee, or the transactionsoutput may have significantly declined. But for most of the rest of Stalin's reign, costs for employers in hiring temporaryc employees,tat soitims generate suchhe im- things as higher rates for overime and the like in a market economy. But these 
the output that Stalin cared aout was far higher than it had been before 
posed Stalinization on die USSR. considerations are pres.umably no! of much relevance here. 

6 
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fronting individuals in different jobs or with different ability levels with a dif- Figure I - Autocratic Maximization with Lump-Sum Taxation 
ferent tax schedule. This made it possible to impose higher average tax rates on 
the more able individuals who could produce a larger surplus over subsistence, 
yet at the same time taxing the first hours of work very severely andi the last 
hours only lightly. D .. . -

Let us illustrate these points with two very simple figures in which leisure is 
measured along the horizontal axis and consumption on the vertical axis. Let's 
first suppose for simplicity that we have at flat tax and that the rate of this tax , 
has been set on traditional autocratic principles at the revenue-maximizing rate. ,': 
The total output ol the individual is given by the pretax wage curve in Figure 1. 
Instead of getting the full value of his or her output, the individual gets the C .. 

much lower revente-maximizing posttax wage depicted in Figurc 1. l- the case B 
shown, the individual chooses the amount of lcisuru OLF and he or she obtains -. 

OA of money income. The autocrat obtains amoun, AB as tax receipts. Of 
course, since the revenue-maximizing tax rate has been assumed, the indiffer- -----------­

ence map of this individual (or the opportunities he or she has in the informal A 

economy) must be such that if the flat tax were raised a trifle, the individual - L 
would reduce taxable w.ork time just enough so that the autocrat's tax receipts 0 LD 

are unchanged. 
How did Stalin improve on this simple and straightforward autocratic opti- -... 

mum? tic set the person's wage or salary at very low levels and captured nost CD > AB 

of the value of tite individual's output during tite ordinary working day in im- OA - Sue 
plicit taxation -- by keeping the profits of all enterprises, which were made far "" 
higher than they would otherwise have been because wages were set so low. In 
addition, he used progressive piece rates and bonuses, and gave vacations, 
apartments, and other perquisites to the individual only if he or she had been 
observed to work exceptionally hard. If taken to the polar extreme, this means, 
in effect, the person is faced with a lump sum tax of amount CD, but that the 
person is not taxed on marginal income. Then the same individual will, of Let us nw further supPOse that 0A is the subsistence level. If Stalin's sys­
course, take much less leisure. The person now cannot afford much leisure be- tem of making inframarginal tax rates higher and marginal tax rates lower (or 

cause of the high tax rate, and in addition the person has a greater reward for zero) is used, it's possible to take still more than CD in taxes, and the person 

still will remain above the subsistence ievel.additional hours of work because there is no taxation of marginal income. This 
an amount of leisure An essential feature (if this system is tax-price discrimmation: the sane taxindividual under the Stalinist mode of taxation will take 

OL0 , which will lead to much higher output. In this case, the state will obtain law cannot apply to everyone, or the regime would co.front the problem that 

CD of output -- much more than was obtained at by ordinary autocratic taxa- was described ealier in the context of a Western democracy: the efficiency 

tion at the revenue-maximizing rate. The individual gets the same level of util- gains 1rm a system so regressive that it taxed everyone's first hours oh work, 
but nobody's marginal income, would mean that with high taxes the least pro­ity as before (and more consumption, but the dictator gets much more revenue; 
ductive would not have enough posttax income to survive. The Stalinist systemCD is much larger than AB. 
of taxation recognized, whether expli:itly or implicitly, that everyone has about 
the same subsistence level, but that the most able people can produce many 
times their subsistence levels whereas others can produce only a moderate 
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amount in cxccs they must, of what consume to survive and reproduce. The 
implicit tax-price system exploits the Iact that the more able person will gener­
ate more of a surplus above his subsistence level than will the less able person. 

So the more able person is confronted with what in a rule-of-law democracy
would bc called a different tax law with a special tax schedule, and what in the 
Stalinist system is simply a different administrative decision about wage anu
salary levels. The basic or inframarginal salaries of the most able people who 
are chosen to be, say, factory managers are set only a little higher than the 
wages of unskilled workcrs, since they can generate a larger taxable surplus. 
The small differentials in base pay across occupations could be said to be fa­
vorable to the working class. But the egalitarian rhetoric was completely set 
aside to maximize the incenti ,e to produce - Stalin could not have been more 
explicit and emphatic about this. So the indispensable extra effort of the mostable people in the most important and demanding jobs was elicited by having 
very low taxes on their marginal income - the bonuses, the al!ocation of hous-
ing, the distribution of scarce consumption goods at the workplace, the prizes
for Stakhanovites, etc., were taxed at low rates (in the USSR for quite a time, at 
a maximum rate of 13 percent). If an egalitarian or socialist ethic haa been
driving the system, there would not have been progressive piece rates and other 
devices that make marginal income especially unequal.

Suppose, as in Figure 2, that we have one individu.l who is le.ss talented and
whose total social output is given by the curve FC. This person needs OA for
subsistence. Now suppose that there is another person who has this high level 
of productivity FE but who still only needs OA for subsistence. If the regime,
by making e,,ery foreman and manager also (in effect) a tax collector, or by
setting low basic pay differentials for occupations requiring different ability
levels, can recognize the different ability levels and adjust the implicit infra­margiial tax to them, it will put a low tax of FG on the less able individua, 
leaving him above subsistence and with a high incentive to work, and extract-
ing about as much as it is possible to extract from him. The atocrat, by puttinga much higher tax of Fi1on the more able person, obtains very much more 
from him. Only imperfect information about abilities and subsistence levels 
keeps the autocrat who engages in tax-price discrimination from obtaining all
of the social income beyond that required for the survival of the population, 

So the system of taxation that collects the most is one that meets two condi-
tions: first, it confronts more able people with different tax schedules or laws 
than those applied to less able people. Second, given that it does this, it is also 
able (even with very high tax rates) to tax inframarginal income moire highly 
than marginal income. Note that the familiar Western progressive income taxdoes not operate in this way at all, and that for all practical purposes the Soviet 
regimes did not have a progressive income tax. 
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Figure 2- Autocratic Tax-Price Discrimination 
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In a market economy, the relative wage of the factory manager and the un­
skilled worker would be approximated by the difference in their marginal pro­
ductivities. But in the system of the kind that Stalin created, he set a differen­
tial that was quite small. At the same time, he was aware of tie overwhelming
importance of giving the factory manager, especially, a strong incentive to pro­
duce. If the factory nanager. because he is taxed too much, works only half the 
day. tce losses from that are very great, much greater than if the worker only
woiks half a day. That is. I hypothesize, why the bonus system especiallywas 
significant for factory managers and others with greater responsibilities and 
abilities. Note that his system will lead the factory managers to work very
hard, because the reward for extra work - the substitution cffet - will be 

greater for the more able person than the less able one. In tbi-; system, the fac­

/0 
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tory manager will end up working loger than will the unskilled worker. If 
anyone gels much leisure, Stalin would not want it to be the most able. 

Thus we have explained the paradox that the degree of income inequality of 
the Stalinist system was restricted, hut the incentive to work was often still very 
strong. Ibis paradox can now he explained, since these conditions are p:ecisely 
those that maximize the tax collectious for the totalitarian leader. 

The proportion of income it the Soviet Union in the time of Stalin that was 
devoted to personal conumption was lower than anywhere in the West, lower 
than in the Third World, and that is exactly what this theory would predict. Sia-
lin was able to get a larger proportion of the national output than any other dic-
tator in hist,)ry, and more of course than democratic governments obtained, 

8. What Makes Collective Fatrms Collective 


The origins cf Stalin's innovative system of tax collection showed up most 
starkly in agriculture. The Soviet Union was mainly an agricultural country 
when the Bolsheviks took over in 1917. Most of the national income was pro-
duced in agriculture, and especially by the "kulaks" - who had the relatively 
larger farms. This posed a major problem for the Bolsheviks. They had to have 
a surplus of grain to feed their cadre and their supporters, who were mainly in 
the cities. They also needed more people in the cities to man factories and pro-
duce steel and armnaments, and more people in the military and government bu-
reaucracy to do the work of the regime. All these people needed food and this 
food was produced by the kulaks and the peasants. In order to have the re-
sources needed to build heavy industry and produce armaments, and to supply 
the party cadre and the army, the Bolsheviks first offered low prices to food 
producers, thereby implicitly putting ahigh tax on the kulaks and the peasants. 
Of course, the response of the farmers was to produce less, or to consume what 
they produced at home, or to try to sell it privately or illegally. 

So the only way the Bolsheviks could get the food they needed would he to 
pay the farmers enough, after taxes, to give them an incentive to produce more. 
But that would have used up much of the social surplus that the regime wanted 
to devote to industrialization, to the military, and to political and prestige pro- 
jects. So the Bolsheviks had to work out a collection system that would get 
more of a taxable surplus out of the agricultural sector th;t was then the main 
part of the Soviet economy. Before Stalin consolidated his power, some of the 
more "radical" Bolsheviks argued that the Soviet Union needed "primitive so-
cialist accumulation." This was the socialist analogue to Marx's "primitive 
capitalist accumulation'" -- the initial thefts and windfalls to which Marx had 
attributed the capitalists' initial accumulationi of capital. Inother words, olne 

of the more radical Bolsheviks argued, on grounds of Marxian economic the­
ory, that there was no alternative but to steal the initial capital needed for in­
dustrialization and the establishment of socialism from the peasants and most 
especially the kulaks Ihough Stalin at first aligned himself with the more 
moderate Bolsheviks who hoped eventually to persuade the peasantry of the 
virtues of Marxism, he adopted the radical program as soon as he had consoli­
dated his power. 

H-e then confiscated the agricultural land, livestock, and machinery of the 
country, imposing extraordinarily severe punishments on peasants who hid any 
grain or livestock, and dealt especially harshly with the kulaks who had the 
greatest reason to resist this. Those assigned to each collective iarm were made 
responsible for providing a given amount of grain or other foodstuffs to the 
state. Stalin set up a system in which there was a large enough number of peo­
ple that collusion among them was difficult, yet monitoring was facilitated so 
that the implicit taxes could not usualiy be evaded. He set tip asystem in which 
it was relatively zasy to determine the amount that people had to szipply to the 
state and thus to tax then as much ;.sthey were capable of being taxed. 

I submit that the collective farm was mainly an instrument of tax collection, 
not something that was ideologically required. The ideologically preferred sys­
tem of organization was the "state farm," where the workers were paid a wage 
and the state was the owner or residual claimant. This meant that, at least in 
bad years, much of the output of the state farms was taken up in wages paid to 
the workers. But the regime wanted food and other resources even in bad years, 
so Stalin chose collective farms instead of state farms, and made the members 
of the collective farm responsible for supplying the amounts (the theoretical 
"biological yield") he demanded, even in bad years: they could not keep the re­
sources needed to pay state-farm wages to their members. The collective farm, 
unlike the state farm, was especially set up to facilitate tax collection. The 
whole range of policies that Stalin worked out in the 1920s and 1930s had !he 
property that they always put lots of Incentives before the individual to get the 
individual to produce more and at the same time to maximize Stalin's take 
from the citizens and keep their level of consumption very low. 

By the time that this system had been perfected, it really did m:an that the 
Soviet Union had more resources for the purposes of the leadership han any 
other society in history. I hypothesize that this is the main reasoa that the Sovi­
et Union was able to mobilize a far larger share of the society s resources for 
the dictator's purposes than tie tsars had ever obtained. It was in targe part this 
wondrously effective system of tax collection that helped to make ti:e Soviet 
Union a nuclear superpower and the first society to reach outer space. When 
the Stalinist system was applied in China, Vietnam, and North Korea it again 
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made the communist autocracies incomparably more powerful militarily than of discretion to accomplish the tasks they are given, so a Stalinist system is in­
any prior noncommunist regimes, however autocratic, had been. evitably highly dependent on them.Though ideology undoubtclly played some role, the hypothesis here is that Thus we must consider how the leader of a centrally pla-nned economy canStalin was not blinded by -- or even faithful to - what had, before his syslem solve the administrative problem of obtaining a coherent allocation of resourceswas created and extolled by his propagandists, been called Marxism. Just as his while at ;he same time socializing the level of saving and investment and en­many cunning shilts oi policy and his extraordinary brutality cannot be ex- gaging in a complex system of tax-price disc-imir,ation. if we momentarily ab­plained in terms of Marxist-Leninist principles, neither can the most important stract from well-known difficulties, we can say that the leader of a communist
features of the system of society he created be explained by any prior ideology, society could have enterprise managers and other subordinates estimate all ofExplaining Stalinismi and the evolution of the Soviet-type societies solely in the relevant production functions and then, with this infoimation and theterms of ideology is, in ty opinion, as futile as trying to build a leader's objective function, economic planners could calculate the optimal al­macrorconomic theory on the assumption that the human race has an ineradi- location of resources. Given the leader's interest in growth, technology, and in­cable money illusion that will ,survive any set of macrocconomic vnd monetary vestment, this optimum allocation would devote a high level of resources topolicies, technological advance and investment. The leader should then have subordi-

Stalin was more nearly a great innovator among autocrats i;, tax collection. nates impose this optimal aliocation on society, reallocating resources betweenThis hypothesis is consistent with the detailed characteristics of his policies, sectors as is necessary over time.
but prior Marxist -Leninist ideology is not (the distinctie new ideology formu- The leader, however, cannot obtain or process all of the inlormation neededlated by Stalin's propagandists, which has since then often been taken to be to put an optimal allocation into practice. Of course, a centrally planned econ­communist ideology, is not an independent e.-planatory force). If Stalin had only does not have to be optimal to match the imperfcct market ecoromies ofbeen a sincere ideologue he wouldn't have done many of the things lie did, like the real world. Yet, to function effectively, a planned economy must not onlykill off all of the people who had participated with him as initial leaders of the obtain a vast amount of information, but also process at the center informationBolshevik revolution, or have purged those Bolsheviks who dared to speak up about enterprise production functions that, in a market econonty, would onlyfor the initial Marxist-Leninist vision, have been needed by the relevant firms. The information obtained from the 

monitoring of performance and the experience of actual conditions becomes 
evident only at the front line of the production processes and this information 
has to be passed up layer after layer of bureaucracy to the top. The orders9. Bureaucratic Competition worked out in the light of this information also have to passed through all of 

ff the same general theory that has been informally sketched out here can, these layers of officials on the way down. When, as in agriculture and retailwithout losing its simplicity and parsimony, also explain why the Soviet-type distribution, the economic activity takes place over large amounts of space, the.ystem eventually collapsed, that will increase the probability that it is valid, gathering and transmission of information is made more difficult by the dis-The key to the gradual decay of Stalin's system under his successors was its tances involved. The information losses also increase with the size of a bu­total dependence on countless thousands of bureaucrats. The centralization of reaucracy, since misunderstandings at each layer of the hierarchy are normallythe decisions about con'umption and investment that gave the Soviet sccieties passed or, to all successive layers, even with the best effor-f-' .-n1 concerned.extraordinarily high investment rates and (in the early decades) unusuaiy high For fundamental reasons, the best efforts of all concerned are not usuallygrowth tates required a substantial bureaucracy: the agents of the autocrat had available. A manager's chances of promotion or bonuses are lowered if a supe­to set the level of production of consumption goo~ds as well as irt stmcnt rior learns of mistakes. Subordinates, therefore, have an incentive to hide allgoods. The Stalinist scheme of tax-price discrimination with perhaps hundreds those shortconings of their performrmce that can be successfully concealedof different tax schedules was also dependent oa : huge bureaucracy -- in es- from a superior. There is also an incentive to overstate the difficulties faced sence, it required that all relative wages and salaries should be determined by and to understate potential production. The incentives to distort the informationagents of the autocracy nd also tfat different pay rates sh,.ud be set for mar- supply operate and cumulate at every level of a hierarchy, so they increase non­ginal and inframarginal earnings. In a sense, every foreman and manager was linearly with the size of the bureaucracy and are bound to be exceptionally se­also a tax collector for the regime. Administrators have to have some measuire rious in a centrally planned economy. The more one reflects about th~ese prob­
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lerns, the clearer it tecomcs that ,here must be a countervailing factor, or the 
centrally planned economies would not have survived even for a time. 

Competition among bureaucrats is such a countervailing factor. The large 
incentive for production and growth facing tile leader of a Soviet-type society 
cal. at times be translated iqto actual performance becaus e of te constraint on 
subordinate inisrcl,resentation that arises because of each subordinate's bureau-
cratic competitors. Just as bureaucrats have an incentive to conceal their own 
failures and undorreport the potential of the resources allocated to them, so they 
also gain when their colleagues' mistakes, and the full potential of the re-
source;s allocated to them, becomes known. When there is bureaucratic coinpe-
tition, each official must also be cautious in undcrreporting the p._'-ntial pro-
ductivity of the resources allocated m, him. not only because lie might be 
caught, but also because bureaucratic rivals may have been allocated somte 
identical resources. Uniderstating the productive capacity of resources of this 
type may make rivals look better [hall they are. An astute superior cali accord-
ingly use competition among subordinates to exploit their more detailed 
knowledge and to drav, out better estimates of potential production than would 
otherwise be obtained, 

Independent communist party representatives in enterprises, as dislinguished 
frctn the off:icial administratirs oh tie enterprises, augmenited the regular bu-
reaucratic competition and further improved the information available to the 
leadership. ', he party representatives in a tactory operated to soilje e',,ten in the 
way the insp,:gtorate or "ceisorial sstein' in imperial ('lna worked, increas-
ing the efiective1'ess 01 bureaucratic competition in cntirtlling the incemtives 
(if suhordioates to sulmit biased information. 

To understand the importance of bureaucratic coipetition and to see, as we 
will later, dhe consequences of ciillsion, it is useful to distinguish bewccn in-
dustry-wide changes and cnteqrise-specilic :hanges in conditions. An example 
of the former is ain impros ement arising in tecinologis iseful ft an industry 
or a change in the supply of somine input net.-ed by all citt-prises in tie indus-
try. An example of t! e latter is an addition to its capital stock or a shortage of 
sonic repair part o other input that only this enterprise happens to need. To oh-
tain a correct measure of the output to be expected of each establishment, the 
leadership needs to know both a base per;od potential and the changes in output 
expected Irom both the industry-wide and the cnterprise-specific changes oc- 
curring since the base period.5 

...... ..... 
8 This phrasing of the planners' prutlen corresponds closely it) "pl:aning from the 

achieved level," which seems to be the basis of nich of tile practical nietho hology 
of planning ;,. centrally planned ccoiinuics. 

Bureaucratic competition among subordinates gives the manager of an in­
dustry a basis for estimating the potential increases in production from indus­
try-wide changes in the opportunity set. If a subordinate understates the value 
of such changes, competitors might look better. This competition will not. 
however, necessarily give the industry manager a basis for calculating enter­
prise-specific changes in potential productivity, since this information is Io­
cated within the enterprise an the subordinate has an incentive to conceal or 
misrepresent whenever this can be safely done. Bu , at the enterprise level, the 
use of party officials as an inspectorate might reduce these problems as long as 
the party's local officials are responsive only to the party hierarchy. 

It will probably be dilficult for the central leadership to judge the perform­
ance of an industry as a whole, however, since the economy-wide change in 
productivity poorly predieLs the incr-ase in output that should be expected from 
a particular industry. Here any help a So,iet-type econony may get in over­
coming its informatiin probie.i may inly come from such factors as itdelogi­
cal zeal, which induces administrators to be honest about their productive po­
tential, and lrom judgments made by drawing on an industry's perlornianc- and 
relative prices in the pre-Soviet period. This help is likely to be important only 
in the early years of central planning. 

Fven if leaders obtaim reasonably accturate informatiou through tis process 
of bureaucratic competition and monitoring another coni.tion must be satisfied 
before growth results. T'he reallocations resulting from new information must 
be accomplished quickly. The relocation of workers, the shutting of plants, and 
the dismissal of managers must all be undertaken by the central administrators. 
When there is a powerful leader, the society has a wcll-accepted sustaining ide­
ology, and there is no organization, even informal, that is unsanctioned by the 
leader, the necessary measures to reallocate resources can be accomplished 
quickly, however harsh they might be. 

With these two countervailing forces - bureaucratic competitior to reveal 
information and a strong unchallenged leadership to accomplish reallocation -­
it seems plausible that tolerably coherent decisions could be reached and then 
implemented. Thus the bureaucracy might, indeed, proc.ss enough information 
so that, with the stimulus of the leaders' incentive to ii:crease growth in these 
societies, centrally planned economies might exploit growth opportunities to a 
tolerable degree. 

10. The Forces of Slowdown 

The preceding argument has implicitly assumed that collusion of subordinates 
does not in any way constrain or mitigate bureaucratic competition or reduce 
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the power of top economic adninistrators. For the early period of a planned 
economy (or : period after a purge, cultural revolution, or other total shake-up 
of a society), this is an approximately realistic assumption. It is clear from 
analysis of the logic of collective action (Olson, 1965) that the gain from collu­
sion is a colle::tive good for those benefiting fi,.m the collective action: those 
who do not bear the costs reap the gain frort the good as much Ls those who do. 
Thus it often pays to be a ficerider. In small groups continued bargaining isre-
quired to get group-optimal levels of collertive action, since the gftlvp must 
work out agreements whereby each will act in the colleive interest. in]larger 
groups the esen more dilficult task of working out "selective incr-nives" nu~st 
be overcome belorc collective action can occur. The eniterpcie manages in 
many industries in a centrally planned economy are a small group, and this 
means that theN can organize in less tinte than if the numbers were large. On 
the oilier hand, the restraints on independent organization in a communist soci-
ety - especially organization t.,'tmust weaken the control of the leader of the 
societ, - require inconspicuous a.nd inlormal, if not secret, collusion, aid this 
makes collective action eierge tiore slowly than it otherwise would, 

As tinie goes in in a communist society, there will have been an opp:rztunity 
for some groups - especially small groups; of fairly higl-,anking arid middle­
level adiministrators and enterprise managers in particular industries ---to or-
ganize informally. Given the very nature of such societies, it ,s difficult to ob-
tain systematic evidence of such collusion. Nevertheless, there is every indica-
ttonmof the occurrence o1 pro.csses analogous to those in Western societies, al-
though much more discreet. For example, Hough and Fainsod (1979, pp. 446-
448) describe the workings c:,the Soviet Union's upper levels inthe following 
niannet: 


lXespite the frclucnt conllieis lIctwen the Cciiral CoiI tree lffic:tals and those that 
they supervise, westerners clearly should he giving more attention to the cooperative 
side of the ambivalent relazionship between super. ...ors and supervised .... By appoint-
ing personnel with spccialied knowledge amd experience to theposts in [the top party 
anti govermnental tb)diesl, the leadership evidently hoped tiobtain indelndcnt advis-
orswith sufficient expertise to judge the ministerial reports and proposals and hence to 
give themselves; the ability to judge performance accurately arid to decide policy for 
each branch on 'lie b;;'sis of real freedom of choice, 

Yet, the 4uestion arises wterh'r the use of specializeid personnel itt the ('etral 
Committee Secretariat and apparatus has not meant the penetration (ftie values of the 
specialiied elite into the pliitical iea,,:rship as mIuch or more than the colsancenient of 
political control over the policy process - that is. wheitler the famil;ar pattern of the 
regulated coming to dominate the regulatc;rs has not desrlopd in the Soviet Union as 
well as the West. 

Similarly, Montias (1982, pp. 12-14) describes the effects of a comparable 
process that look place in Polish society - a -rocess ttat was largely instru­
mental it' producing the economic collapse of the late 1970s: 

The "ministerial lobbies", as they are now called, successfully pressed for iore in­
vestments and inore imports for the enterprises under !heir direction lo(ng after it had 
become obvious that increases iii 'ther would have nefarious consequences for the 
economy ... It may be objcct.d that it was up to the Planning Commission to coun­
icrvail these many-corrcred pressures. But the Commission. siaffed for the most part 
with professional econ mtists without a political base, had little authority. There is 
growing evidence that crucial decisions were made without its participation or in the 
face of its disagreement.T..There was the thesis, first spread by the lobbies and later 
taken up by the political authorities, that all major projects can only be realized - in 
part if not in whole - on the basis of eotlperation with capitalist enterprises. Rcinforc 
ing this thesis were motives of self-iterest. Representatives of foreign-trade corpora­
tions, production ministries, and associations, according to an article in the house organ 
of the Ministry of Foreign Trade, "vied with cacti other in the quest f'ratiracti,c trips 
abroad." 

Similarly, Szalai's (191) paper escribes the process by which the collec­
miveaction of the large enterprisesn 

mental, force in tre setting of policy. 
Given that collusions occur among small groups of fairly high-ranking anti 

middle-level administrators arid enterprise managers, how, if at all, could such 
officiats gain front colluding? And who would lose from their collusion? In this 
paper, there will not be an opportunity to describe the myriad ways that collu­

stun cold eventually operate to slow down a centrally planned economy. But 
one illustration will serve to establish a fratmework within whith othcer cxamt ­
pies can be placed. 

Consider advances in knowledge that can increase the produciuve potential 
of a whole industry. 11the leader of the country knowks how much extra produc­
lion could be obtained because of these_ advances, then quotas could be in­
creased accordingly arid resources reallocated in order to reap tile maximut 
gain from the advance. But the leader ol the society and central planners canrnot 
have ftill knowledge of the tccinologiczal imp-ovements available in each pe­
rinodto every industry. They are dependent on the experts and managers in the 
industry itself. It is in the collective interest of the managers of enterprises in 
the industry, arid of the manager of the industry as a whole, that tileproductive 
potential of these advances should be underestinmated by the central leadership. 

So long as the extra production that the industry leaders atid enterprise man­
agers are required to obtain from adtiional resources is not in fact the maxi­
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mum obtainable (and only they, if anyone, know this maximum), then it will 

also be in the collective interest of them all to receive more resources, because 

these resources can also be used in part to secure personal objectives. These re-

sources might be used to supplement the income or the leisure of the manage-
ment or the workers of enterprises. Or the resources might be critical in main-

taining some of the existing employment, including managerial employment, in 

this industry. Thus, when collusion becomes commonplace, the managers of 
the establishments in an industry, whether separately or in league with the 
leader of the industry, have an incentive to act as a lobby that monopolizes the 

information on the extra output obtainable from allocated resources. They also 
have a collective incentive to resist the resource reallocation that inevitably re-

suits from changes in output potential. The betier the managers are able to col­
lude, the stronger these tendencies will be. Ultimately, this devolution reaches 
the point where the total income of an industry or sector is divided among all of 

the enterprises, with those that are simply adrain on the society getting almost 
as much as those that generate a surplus - there is a "soft budget constraint." 
New investment does not go to where it would be most productive, but is allo-
cated across enterprise, in rough pr-portion to their bureaucraiic influence, 

By an analogous argument, it is clear that enterprise managers, as a group, 
could also gain fronr conspiring to lower the expectations of output change due 
to the aggregate of enterprise specific investments antd changes. in this respect, 
however, they have a conflict-ol-interest with their industry manager, since the 
industry will get more output (-nd thus free resources) at no cost to itself if it 
can prevent the collusion that hides information on enterprise-specific changes, 
There is also an analogous process at the level of colluding workers in individ-
ual work groups, though the amount of information on which workers have a 
monopoly is relativeiy small andi therefore less significant, 

The foregoing illustration is not sulficient to spell out the character of the 
many-faceted process of sclerosis that appears to characterize the centrally 
planned economies as well as the market societies. Nevertheless, implications 
of this illustration make it clear tht the argument is not only consistent with 
the tendency for these economies to fall further behind their potential as time 
goes on, but also with other features of the evolution of these societies. Con-
sider, for example, the puzzling growth over time of perquisites and privileges 
for middle- and upper-levcl administrators and functionaries. This growth uses 
up some of the autocrat's surplus. Yet over time, the middle- and upper-level 
nomenklatura obtained more privileges, just as the argumment here predicts. 

This vision of the devolution of a Soviet-type society also makes testablt, 
predictions about the sources of 6-mand for market-c-iented refonns liiEastern 
Europe. If it were not for the problems described here and the evolution of the 
tosses from them, the top leaders would tend to be extremely conservative. If 

they own a society that serves their interests ideally, they would have no inter­

est in reforms. Their personal staffs and the intellectuals who advise them 

would, to some extent, also be cautious about reform. 
But, even before Gorbachev, there were substantial interests by leaders of 

sonic of the centrally planned economies in market reform (though, of course, 
not usually in democracy). As Winiocki (1990) Iras pointed out, there were 

many proposals for reform that were sabotaged, especially by administrators at 
upper-middle and middle levels. Once the people in each industry or sector at 
these lev,:ls have colluded, they (and the planning officers) will be the major 

losers from competitive market reforms in a centrally planned society. It would 
be the leader and the coisunmers who are the gainers. 

11. Devolution, National Breakdow, and Democracy
 

If the analysis in this paper is correct, a centrally planned economy cannot be 

productive, even in the limited sense in which the Soviet-type societies were 
once productive, without a strong and harsh dictatr:hip. The encompassing in­
terest of the au:tocrat, who will have more tax ,ceipts at his disposal if the 
economy is more productive, is the only motive force that can make a centrally 
planned econamy work. With the passage of time, power naturally devolves 
even in the most centralized autocacies: the encompassing interest of the auto­
crat is ultimately dissipaied through a process of bureaucratic devolution. Thus 
even well-established totalitarian regiries cannot make central planning survive 
indefinitely. I hypothesize that a centrally planned economy and democracy 
cannot coexist even for a Moderate period of time, among other reasons be­
cause a denmucratic polity would not be able to make a planned economy work. 
even in the sense Lhai the Soviet-tylle societies once worked. 

Indeed, I conclude that, unlets they have urtusually encompassing institl­
tions and other exceptionally favowle conditions, democracies cannot even 
succeed in obtaining any net benefit our of most the large state-owned enter­
prises in the societies in transition. Th y norinally cannot even require such cl­
terprises to adap, effectively to new chcumstn ces. Neither are they capable of 
carrying out any efficient sequence of gradual .eforms over a period of several 
years. 

For the most part, Ire new dtemuocracits in the lormerly communist countries 
do not have encompassing institutions. When the communist govements col­
lapsed. they were in most cases replaced by relatively ractionalized (lemocra­
cies - inthe last Polish election, for example, the most successful party got 
less than 14 percent of the vote. In sonme fornrerly communist countries, such as 
the Soviet Union. te demncratic or popular fources that prevailed vere so frac­
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tionaliz.ed that the political system divided into many smaller countries. Thus 
the encompassing interest of the center has virtually disappeared in most of the 
societies in transition. The capaciy to extract much economic value from the 
state-owned economy has naturall) vanished with it. 

The large su:te enterprises. by contrast, continue to be organized and politi-
cally powerful. Irdeed, under democracy they can lobby more openly than be-
fore and their workers can strike as well. As part of the government, thf- man­
agements and workers of the state enterprises are sti:'l on the inside, and they 
claim entitlements to public funds akin to those claimed by civil servants and 
pensioners. Se there is virtuaily no force to impose coherent plans upon or to 
extract output from the state sectors of the societies in transition. The belief 
that democratic governments in the societies in transition will be able to work 
out efficient and gradual sequences of reforms is, in my opinion, mistaken. As 
my argument predicts, performance in the state-owned sectors of the societies 
in transition is even worse than it was in the last years of communism. 

The single most important economic advantage of democracy is that it pro-
tects individual rights - including individual rights to property and to contract 
enforcement. It is mainly because of the security of individual rights they enjoy
that the secure and stable democracies are the richest nations in the world. It is 
because of these secure individual rights that they frequently are the beneficiar-
ies of capital flight from the sometimes autocratic societies of the second and 
third worlds. 

Most of the societies in transition have yet to provide their own citizens, 
much less foreign firms and investors, secure individual rights. Thus property
rights and contract enforcemeat rights are ambiguous and insecure. This greatly 
limits the amount of investment and growth that results from the new markets 
that have emerged after the collapse of communism. 

In sum, the large state-owned enterprises can work, even in the weak sense 
in which they worked ii the salad days of communism, only when the encom-
passing interest of a harsh dictator leads him to extract the maximum output 
from them, and these dictatorships have, fortunately, collapsed. In a democ­
racy, the large state enterprises are as much lobbies as firms, and they more 
often dissipate than augment the surplus of the society in transition. The new 
iiarkets provide new output and new gains from trade, but the lack of secure 
and well-defined rights limits the gains from these markets. The ambiguity and 
uncertainty of individual rights, in all of the societies in transition except for 
eastern Germany, severely limits foreign investment. Thus economic perform­
ance in rost of these societies is even worse after communism is abandoned. 
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