Transition to Freedom? |
The Cato Institute’s Moscow Conference

Ross Parish

In September 1990, the Cato Instituie, a Washington-based libertarian policy research institute, held a
conference in Moscow entitled Transition to Freedom: the New Soviet Challenge . It was co-sponsored by
the Academy of Sciences of the USSR and other Soviet academic bodies. The conference was ovganised around
two main themes: "The Soviet Economy in Transition: From Planned Chaos to Spontaneous Order’ and Beyond
the Cold War: Creating a New Soviet-US Relationship’. Ross Parish, Professor of Economics at Monash
University, gives an account of the conference discussion on the former theme.

HE Transition to Freedom conference took place

against a background of feverish debate and

manceuvring concerning the future course of
econcmic and political reform in the Soviet Union.
Anaccount of some of the debates proceeding within
and outside the conference has been given by Paul
Craig Roberts (‘Seven Days that Shook the World’,
National Review, 15 October 1990). Though he is
very much the enthusiast, Mr Roberts’s judgement
regarding the significance of the conference seems
fair enough:

The Cato Institute, with its full contingent of
classical liberal thinkers, was at the right place
with the right conference at the right time. The
Soviet participants were drawn from both the
radicals and the government, and a vast audi-
ence of Russians and Ukrainians overflowed
the zuditorium. Free minds met, and people
yearning for a free society tested the mettle ...
of Cato’s stable of penetrating thinkers. For
the first time in their lives, Soviet intellectuals
and politicians met Western intellectuals who
were confident of the superiority of a free
society. It was good for their morale and
fighting spirit.

Recent events indicate a reversion to authoritarian
politics. It may be that the Cato Conference marked
a high point in liberal advocacy in the Soviet Union.
One hopes that this will not be the case, but fears that
it might, so difficult — indeed hopeless — does the
Soviet situation seem to be.

Perestroika
Perestroika, or economic reform, has been on the

Sovietagenda since 1985. Its aims, according to Abel
Aganbegyan (an economic adviser of Gorbachev),
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were to give greater priority to serving the ‘needs of
human beings’ and less to industrial capital invest-
ment and military expenditure; toimprove efficiency,
promote technological progress and raise product
quality; to achieve greater integration with the world
economy; and to move from 2 command economy to
‘a new economic mechznism with a developed mar-
ket, distinct decentralisation, a higher motivation
based on a pluralistic attitude toward property’.

Two major moves toward decentralisation of
economic decision making were a law on state enter-
prises of 1987, and one on cooperatives of 1988. The
former reduced the number of centrally-planned tar-
gets and indicators imposed on enterprises, and al-
lowed them to engage in ‘wholesale trade’ with one
another. According to The Economist (April 28, 1990)
this reform has been a near total failure: it was
envisaged that by 1990 orders from the central min-
istries would have dwindled from 100 per cent to 40
per cent of the enterprise’s output, but, in fact, central
orders still account for about 90 per cent of output.

The law on cooperatives has been more success-
ful. Something like 180 000 cooperatives have been
established in the last three years, their output consti-
tuting over 4 per cent of GNP, According to Yuri
Kochevrin, ‘So far, cooperatives have mostly grown
on “empty space”, by tapping previously unutilised
resources. Their further development, however, in-
creasingly depends on the restracturing of state-
owned enterprises.’

Another legal change was the passage of a law
which allows state-owned enterprises to be trans-
formed into cooperative ones. Not much transfor-
mation has been accomplished, implementation of
the law having run into serious difficulties.

There is 2 widespread consensus that perestroika
has failed. Some of the evidence for this has justbeen
stated. Many would regard the deteriorating per-
formance of the Soviet economy as clinching evi-



dence. However, I would hesitate to accept poor
economic performance as evidence of the failure of
reform. Successful institutional reform would almost
certainly involve short-term economic hardships, so
that the evidence on economic performance is am-
biguous.

The Soviet reforms followed and closely resem-
bled those implemented in Hungary and other East-
ern European countries. Nowhere do these attempts
to decentralise and 'marketise’ socialism seem {o

The simple minded notion that
‘privatization’ is all that is needed
to get faltering and failed econo-
mies on the path to growth is a
travesty of institutional reasoning
that reflects the primitive under-
standing of most economists about
economic history and growth.
Creating efficient factor and
product markets is a complicated
process about which we know all
too little,

have had much success. Their failure has been
attributed to the inadequacy of managerial incentives
and constraints; in particular to the absence of pri-
vate ownership of the firms' assets, and the ‘soft
budget constraint’ under which they operate.
Private ownership is important because only
through ownership can an economic agent have a
secure right to the present value of an asset’s expected
future earnings. The proprietor-manager of a suc-
cessful enterprise has a strong incentive 1o maintain
and improve it: if he decides to enter some other
business or occupation or to retire, he can take with
him the fruits of his enterprise and luck by selling the
business. Per contra, the manager of a state-owned
enterprise has no such incentive: indeed the only
way he can gain some of the value of the firm is by
running it down, by consuming its assets. Similarly,
if the manager’s tenure is short, he has an incentive to
neglect provision for the future for the sake of im-
mediate returns. Where workers share in the profits
of the firm, they have the same incentives to neglect
the future for the present. Thus, to use The Econo-
mist's jargon, ‘the ownership gap’ in the self-managed
enterprise leads to catastrophic ‘short-termism’,

The soft budget constraint refers to the ability of
an enterprise (o continue operating when, according
to rational capitalist principles, it should be closed
down or put into receivership. The socialist enter-
prise may be kept in business by being given subsi-
dies; by being excused from paying taxes; and by
being allowed to borrow with litle hope of ever
repaying the loan.

A rather scathing verdict on the Soviet attempts
ateconomic reform was given by a Polish economist,
Jan Winiecki: ‘They range from marginally important
to misnomers to costly nonsenses’. He argued thatin
Western countries cooperatives have largely lost out
in competition with the private sector. Thus he
expected that cooperatives would not have much of
a future once private ownership was allowed to
compete. He regarded leasing in agriculture as a
costly non-solution, but far worse, in his view, is the
leasing of whole factories to workers’ collectives.
The principal-agent problem is acute because it in-
heres not only in the relation between the state as
owner of the assets and the workers’ collective as
lessee, but also in that between the managementand
the rest of the workers. ‘Leasing to collectives of
employees would, thus, generate two layers of agency
costs and possibly result in higher transaction costs
than is the case for state ownership pure and simple.’

His conclusion, with respect to developments at
the USSR level (as distinct from individual republics)
is that ‘no privatization in the narrow sense of the
word, that is turning state or otherwise collectively-
owned assets into private hands, has been occurring
in the USSR so far. In fact, no laws laying down the
rules in this respect have been devised, let alone
passed by the legislatures’.

A paper by Alexander Tsypko (Professor of Phi-
losophy at Leningrad University) gives, I think, an
excellent account of the socio-political reasons why
the Eastern European countries hesitated to under-
take thorough-going market reforms, and why the
Soviet Union lagged in initiating reforms. I will quote
from his paper at some length.

On the whole, one may say that in the 1970s
and even in the 1980s, the intellectual atti-
tudes of Soviet and East European countries
were motivated by the ideals of the Prague
Spring of 1968. The dream of ‘socialism with a
human face’ which took hold in the mind of
the intelligentsia of Eastern Europe not only
stimulated democratic initiatives but at the
same time gave them an ideological legitimacy.
As late as December 1989, during the collapse
of the political structures of East Germany the
overwhelming majority of that country’s in-
tellectuals continued to believe that a ‘pure’
Marxist socialism was possible, that the people
of East Germany would be able to accomplish
what ‘the Russians or Poles, who never un-
derstood Marx properly, could not do ...
Today, in September of 1990, as we survey
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the results of more than five years of our
efforts to revive the socialism built in the USSR
in the 1930s, it becomes clear thatwe all had to
go through this third way syndrome ... First of
all, the mentality of people who had lived their
entire lives in totalitarian societies, or rather,
who had led their existence in conditions they
consider unnatural, took its toll. It is hard,
very hard to admit that your life and your work
are being senselessly wasted, that you are
living in an unnatural, false society, headed
with your country for the dead end of history.
Therefore, the hope that real socialism, a real
socialist economy would be, in the end, suc-
cessfully revitalized and made more rational,
was a comfort to the soul, enabling people to
bear the hardships of everyday life. No less
importantly, many people found it difficult to
reject the socialist legitimacy of their state with
its Marxist ideology. Having made such a step
in the conditions of the Communist party's
monopoly on power, the reformer ceased to
be a reformer and became a traitor to the
ideals of socialism with all the ensuing con-
sequences ...

It was even more difficult to avoid this
transitional ideology in our country, burdened
by the communist birthright, a country that
had sacrificed tens of millions of lives in the
name of the chimera of the Communist Eden.
What makes perestroika different from the
democratic revolutions of Poland, Czechoslo-
vakia, and East Germany, is the fact that it
began from the top, at the initiative of the
ruling Community Party. If in Poland every-
thing was started by the opposition — here,
everything was staried by the ‘apparatchiks’
Gorbachev and Yakovlev. They not only gen-
erated perestroika but created their own op-
position. In Poland or Czechoslovakia, the
people capable of heading a reformist move-
ment were outside the party; therefore, from
the very beginning, their political activity was
directed at the dismantling of party and state
structures. Therefore, from the very begin-
ning, the struggle in these couniries was against
the communist legitimacy of the state, against
communism and socialism. Here, everything
was different. '

Perestroika began within the framework of
the communist legitimacy of our state and, in its
conception, was intended to strengthen the so-
cialist and communist nature of our society.
Here, again, characteristics peculiar to Russia
were inevidence. Typically in this country, with
the exception of the 1917 revolution, all revolu-
tions were launched from above, intended by
their initiators as a2 means to fortify the existing
system ...

It took us five wasted years of perestroika
to understand that, essentially, the revitaliza-
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tion of Stalinist socialism is impossible, that
there is no third way between modern civiliza-
tion and socialism as it is. The market cannot
be combined with a govermnment monopoly
on the organization of labour or with public
ownership of the means of production. A
return to the market is impossible without the
restoration of various forms of private and
collective enterprise, without broad-based
privatization. Itis impossible to have the rule
of law without a multi-party system, without
renouncing the communist monocpoly on
power, It is impossible to adopt moral values
and to earn the right to return to civilization, 1o
the European home, without rejecting the idea
of the dictatorship of the proletariat, of the
forcible transformation of society.

In other words, owing to five years of
experience of trying to reform real socialism
and tothe experience of the political economic
reforms of the 1970s and 80s in Eastern Europe,
the realization that we all face the need to
restore everything we had rejected in the course
of socialist transformation, to restore the
structures and institutions of civil society, has
become inevitable.

Privatisation

There was near unanimily among conference speakers
that privatisation of property was an (if not the) es-
sential element in establishing a2 market economy. A
number of suggestions as to how existing enterprises
might, in practice, be privatised, were made. Issues
canvassed included whether assets should be sold or
given away (literally or metaphorically) and, if the
latter, to whom. Now, it has been said by Max Beloff
(writing in Encounter, July-August 1990, p.5) that ‘the
spectacle of Western experts on “privatisation” giving
their advice to Eastern European governments where
none of the underlying structures oflaw and economic
rationality are in place would provoke laughter were
the consequences likely to be less tragic’. This char-
acterisation hardly applies to the Cato Conference.
American participants, in particalar, tended to em-
phasise the importance of institutional, cultural, and
ideological factors in the formation and functioning
of market economies. In fact, Beloff's cautionary
sentiments were repeated by Douglas North: ‘The
simple minded notion that “privatization” is all that is
needed to get faltering and failed economies on the
path to growth is a travesty of institutional reasoning
that reflects the primitive understanding of most
economists about economic history and growth.
Creating efficient factor and product markets is a
complicated process about which we know all too
litde.’

North opened his paper with the statement, ‘The
central argument of this essay is that institutions and
ideology together shape economic performance’. He
went on to say:



Institutions are the rules of the game in a
society; more formally, they are the humanly
devised constraints that shape human interac-
tion. In consequence they structure incen-
tives in exchange, whether political, social, or
economic. Institutional change shapes the
way societies evolve through time and hence
is the key to understanding historical change,

Yet western neo-classical economic theory
is devoid of institutions and therefore of little
help in analyzing the underlying sources of
economic performance. It would be little ex-
aggeration to say that while neo-classical theory
is focused on the operation of efficient markets,
few western economists understand the insti-
tutional requirements essential 1o the creation
of such markets since they simply take them
for granted.

The theme of the limited usefulness of neo-
classical theory to the task of reform of the Soviet
economy was touched on by a number of speakers.
Henry Manne suggested some reasons why this is the
case:

In the main, the West's development of capi-
talist, private propetty, free market institutions
hasbeen unplanned and unselfconscious, The
system has evolved from historic origins litile
understood or recognized today. Anditrepre-
sents an incredibly complex intermixture of
political, economic, cultural, legal, and tech-
nological factors. Indeed the subject of how
the system developed has been so complex
that most western, and especially American,
scholars have largely despaired of even deal-
ing methodically with it. ‘

There are certain factors within the acad-
emy that have reinforced this tendency. The
dominant Keynesian thinking from the late
30s to the mid-60s eclipsed the older, more
philesophicaily oriented approaches, and the
development of mathematical economics and
econometrics (especially as aided by the in-
troduction of the computer) did nothing to
promote intellectual considerations of market
institutions. Added to this, of course, was the
heavy flirtation — in many cases a conjugal
relationship — of many western academics
with Marxian and other socialist ideas. Ironi-
cally, however, it was during this same period
that some of the most important developments
in our intellectual understanding of free mar-
ket institutions occurred, and it is largely to
these, as well as to some of the aforenamed
classical writers that scholars and people of
practical affairs are now turning.

The developments referred to by Manne are the work
of the ‘Austrian’ economists, especially Mises and
Hayek, which embraced such important concepts as

the subjective theory of value, the evolutionary na-
ture of social and legal institutions, and the impossi-
bility of socialist calculation as a means of determin-
ing relative prices correctly; the modern Public Choice
School, founded by Buchanan and Tullock, which
offers an explanation of political and bureaucratic
behaviourusing the same axioms as economic theory;
and property rights economics, of which the princi-
pal founders have been Alchian, Coase, Demsetz,
and Williamson.

Institutions, Culture, Ideology

I now will report briefly on the discussion of some of
the non-economic factors underpinning (or under-
mining) market economies.

North sees economic efficiency as depending on
low transaction costs, and the legal system playing an
important role in keeping them low, both by defining
property rights clearly, and by the enforcement of
contracts. Other influences on transaction cosls are
the size of the market, and ideology, which con-
strains people to behave in moral and predictable
ways.

William Niskanen also stressed the importance
of the legal system as one of the three basicunderpin-
nings of the market: the other two being the account-
ing system and appropriate cultural attitudes. He
pointed cut that property rights in the Soviet Union
fall far short of the desiderata of being exclusive,
alienable, partitionable, and extensive.

With respect to Soviet accounting practices,
Niskanen reported that Western businessmen who
have considered joint ventures with socialist firms
have found their accounts to be ‘almost worthless,
either for internal management or external monitor-
ing ... The accounts ... are designed 1o provide the
insatiable data demands of the state planning system’
and are mostly concerned with physical flows. He
went on Lo say:

One of the major advantages of a market
economy is that it minimizes the necessary
data flow, since prices convey most of the
information necessary to coordinate economic
activity among firms and consumers. A fi-
nancial accounting system, in turn, provides
the information necessary for firm managers
1o respond correctly to the market prices of
inputs and outputs. A major program to train
accountants and develop modern financial
accounts would be among the highest return
investments in the Soviet economy.

Niskanen quoted Wilhelm Rdpke on the impor-
tance of cultural attitudes to the success of the market
economy:

Anintensive and extensive economicexchange

cannot exist or last very long without 2 mini-
mum of natural trust, confidence in the stabil-
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ity and reliability of the legal-institutional
framework (including money), contractual
loyalty, honesty, fair play, professional hon-
our and that pride which makes us consider it
unworthy of us to cheat, to bribe, or to misuse
the authority of the State for egoistic purposes.

A similar argument was made by North:

Formal rules are only a part of the institutional
matrix. They mustbe complemented by infor-
mal constraints — extensions, elaborations,
and qualifications of rules that ‘solve’ innu-
merable exchange problems not completely
covered by formal rules and that hence have
tenacious survival ability ... Routines, customs,
traditions, and culture are words we use (o
denote the persistence of informal constraints.

Niskanen asserted that ‘the attitude most incom-
patible with a market economy is a profound and
pervasive sense of envy’. Charles Murray, whom I
consider to be one of the leading moral thinkers of
our timme, reversed the direction of causation and
argued that the socialist ‘ideal of egalitarianism,
translated into political terms, is an engine for gen-
erating the maximum amount of envy’. His argument
is that:

If equality is a moral ideal any specific
instance of inequality is morally suspect. It is
impossible to be innocently better off than
another person ...

The egalitarian ideal wants people to be
equal, and the reality is that people are not
equal. They are not equal in tastes, talents,
aspirations, kindness, or any other human
quality. On the contrary, they are infinitely
various. A society must be constructed to
provide a legitimate way for these infinitely
various ways of being human to express
themselves, for the same reason that the boiler
of a steam engine must have a pressure valve
— otherwise, it will blowup. The expression
of individuality must mean inequalities in the
things people do and the things people have,
Conversely, the more successfully a society
achieves material egalitarianism, the greater
the resentment at the inequalities that remain,
and the greater the pressure that begins to
rupture other portions of the social fabric, and
rupture human relations as a by-product.

Murray’s remarks on egalitarianism are part of a
general argument that turas on its head Marx's as-
sertion that capitalism alienates: ‘The ideals of so-
cialism push people apart. Socialism atomizes.’
Murray’s argument is as follows: People pursue
happiness mainly by actions and these actions are
usually social. He quotes Burke: "Men ... are led to
associate by resemblances, by conformities, by sym-
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pathies." He calls the process whereby human
relationships are formed affiliation. ‘Affiliation isa
means whereby people of common values are enabled
to live by those values.” The satisfaction one gains
from achievements, including those attained through
affiliation, is higher, the greater the effort involved,
the more control one exercised over the cutcome,
and the more important the function performed.
Limited government allows great scope for activities
involving affiliaticn: indeed, in Murray’s words, it
‘virtually forces ... society to generate complex, rich,
and rewarding personal relationships based on co-
operation and mutal help’. By contrast, socialism
involves a high degree of government involvement
and control of people’s lives, and hence diminished
scope for important functions to be performed by
affiliations. ‘Take away the functions, and you take
away the purposes of community and family.’

The transition of the Soviet Union to a market
economy is hindered not only by socialist egalitarian-
ism but also by Marxist anathematisation of profit,
speculation, etc. Several speakers suggested that
public re-education programs be implemented ‘to
dispel the misunderstandings and prejudices about
private property, profit, freedom of contract, private
enterprise, and competitive markets that are still en-
demic in the Soviet Union today’.

Such a program would doubtless be more suc-
cessful among a people profoundly disillusioned by
socialism than it would in the West, where anti-
capitalist sentiment is also widespread. But what
chance is there that a capitalist re-education program
will be implemented? Or indeed, that the needed
legal and other institutional reforms will be made? To
return to Alexander Tsypko:

The paradox of history is that the Bolshe-
vik party, having systematically and consist-
ently eliminated over decades the organic
structures of industry and social life, the rem-
nants of the civil society that was never al-
lowed to emerge in Russia, is now forced to
assume the responsibility for restoring the
world it once fought, Will it be capable of
solving this task? Will it be able to restore the
ground on which, essentially, there will be
no room left for its rule?.,..

Today, everyone is talking of the need to
reject the communist Marxist legitimacy of
our society. But can we, after seventy years
of communist existence, return to the tradi-
tional historical legitimacy of our state? No
signs of such a transition can be anticipated
s0 far,

All of this suggests the need for a global,
broad, historical look at the processes occur-
ring today in post-communist countries, It
seems to me that the transition from the para-
digm of reform to that of restoration can
allow us to better understand what is hap-
pening to us, and what tasks lie ahead of us.



The tasks of restoring a civil society and 2 market
economy are indeed formidable, and may not even
be possible. As a Russian is supposed to have said:
‘We know that you can turn an aquarium inio fish
soup: the question is, can you turn fish soup back
into an aquarium?’ Another Russian joke on the same
theme: ‘There are two ways to solve the crisis of the
Soviet economy. The realistic way is to have people
from outer space come and straighten out the mess.
The fantastic way is for the Soviet people to sort it out
on their own.’
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A NATIONAL ECONOMICS TEACHERS’ CONFERENCE

July 8 - 10, 1991
Presented by the Economics Education Resource Cenire
in the Lower Gallery Terrace of the Squarehouse
University of New South Wales

The theme of the conferenceis “Structural Reform in the Australian Economy”. The programmeis designed
to cover a wide range of topics taught in secondary economics courses by bringing together business,
government, media and academic economists to discuss current economic policy issues.

Thecostper personis $200 whichincludes two conferencedinners, three lunches, moring and afternoon
teas, and copies of all conference papers.

A large resource display will be presented in the Exhibition Room of the Roundhouse for the duration
of the conference. Major publishers and resource suppliers will display and demonstrate the latest social
science books and resources.

Principal topics discussed will include Australian Macroeconomic Policy and Performance,
Microeconomic Reform in the Australian Economy and Contemporary Issues in Economic
Education,

Speakers include:
John Howard — Shadow Minister for Industrial Relations
Nick Greiner — Premier of NSW
Bob Carr — Leader of NSW Opposition
Michael Stutchbury — Economics Editor, Australian Financial Review
Peter Switzer — Lecturer in Economics, UNSW
Braham Dabscheck -— Lecturer in Industrial Relations, UNSW
Prof. Brian Johns — Deputy Chairman, TPC
Chris Burnup — Ass. Director, Business Council of Australia
P.P. McGuinness — The Australian
Jim Cox — Consultant, NSW Cabinet Office
Virginia Frost — University of Sydney
Christine Reid — Australian Bankers’ Association
Mike Rowland — VCTA
Max Walsh — Financial Commentator

Call Tim Riley, Director, EERC, on (02) 438 4377 for further information
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