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The mid-1980s witnessed the collapse of the Soviet economy, followed by that of
the Soviet empire, and of the economies of most other Council of Mutual Economic
Assistance (CMEA) countries. France’s last fling with socialism was rapidly aborted,
and at roughly the same time, many institutions of the labor economy in Israel, a
socialist island in a capitalist sea, also foundered. Many of those who helped the
communist regimes in eastern Europe to crumble believed that some ‘“Third Way',
some socialist market, should supplant state communism, not the blatant capitalist
market. But this was not to happen, and the term socialism soon lost favor. It might
therefore seem that this is the time neither to extol market socialism, nor, surely, to
condemn it. I nevertheless believe that the dream of a better society under market
socialism is not dead; this is because of the vision of the ‘best of all possible worlds’
which is induced by market socialism. It would be a world which does away with the
extremes of income inequality and miserable poverty which so often accompany
capitalism, as well as the extremes of social and political inequalities which seem to
be part and parcel of the centralist socialism of the Stalinist model and its offshoots.
It would be rid of the bureaucratization, as well as the ineffiencies and technological
backwardness, also part of centralist socialism. It is this inherent attraction of the
decentralist socialist dream that justifies its analysis even at this point in time.

My motivation for taking up this topic now stems from some of the lessons of the
collapse of the anciens regimes in eastern Europe. This collapse allowed us to peer
behind the scenes of the previous models, to have a far better grasp of their true
functioning than in our previous models, based as they were on formal, published
documents. Even nuclear physicists find it necessary to destroy the atom in order to
learn about the forces which bind it together. In particular, we have recently
learned about the real functioning of some of the reformed economies of the block,
and learned that they differ less from the orginal Stalinist model than has been
thought. There were quite a few reform experiments, the more serious of which
were launched in the 1960s, starting with the Yugoslav labor-managed economy,
NES in the German Democratic Republic (GDR), the Soviet Kossigyn reforms, the
aborted Czech experiment, the Hungarian NEM, and the Bulgarian and Rumanian
reforms which have been documented on paper if not on the shop-floor. One can
fairly summarize their outcomes, or the outcomes of nearly all of them as very little
different from their parent system, the Stalinist model. Now we usually show how
the missing preconditions, or administrative opposition, led to the failure of these
experiments. But it is also possible that the Soviet system happens to be extremely
stable in the small because the reform systems, all of which took some steps toward
the market, are inherently self-contradictory. They are contradictory in that the
socialist firm, I posit, is inherently inflexible, and this inflexibility does not make a
system composed of such firms able to compete effectively as our theory assumes.
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The bureaucrats are drawn into the system; they are forced to intervene in ifs
operation. It is this impossibility at which the title of this paper is hinting: a socialist
market does not deliver the goods promised. It is (at least) as inefficient as the
centralized model, and therefore creates politieal pressures for central intervention,
and it is this central intervention which per force turns it into something very
similar to a Soviet-type economy. In other words, socialist economies are being led
by bureaucracies not because of the advent of Lenin and Stalin, but because this is
their ‘natural’ way of coordination.

The term Socialism, as used above and throughout this paper, refers to an
economic system in which all means of production and productive organizations are
state-owned. Hence the discussion here is not germane to socially owned sectors in
mixed economies,! possibly not even to the Yugoslav labor-managed economy.? The
question is really whether such a large organization can be freed from its bureau-
cratic shackles, whether it can be coordinated by a freely functioning price mecha-
nism.
The linchpin in this story is the capital market, coupled with what Kornai has
termed the “soft budget constraint” (SBC). The commitment to social ownership of
capital, in effect, is a commitment to an exclusion. It excludes the private sector
from the ownership of productive resources and, in effect, removes productive firms
from the jurisdiction of the capital market. Tt puts the firm under the control of a
public hierarchy. The key question is whether this hierarchy can simulate the
capital market. The first section below, which argues why this cannot be done, is
followed by a section showing how this impossibility leads to the SBC and another
one that shows why, for reasons which are related to the SBC, entry and investment
decisions are all but impossible to decentralize. Once this is the case, the firm is
freed from the need to fight for its continued existence through the unceasing search
for profits. Since there is no force that makes it change policies that are inconsistent
with profit maximization, it becomes less sensitive to market signals. Its supply
response to price changes and to changes in demand is less elastic (fourth section).
As a result, the hierarchy finds it necessary to help the markets clear: this is
examined in light of the experience in Hungary in the 1970s (fifth section). The
concluding remarks clarify the meaning of ‘impossibility’ in the present context,
with reference to the Yugoslav labor-management system.

CAN HIERARCHY SIMULATE THE CAPITAL MARKET?

The introduction has already defined “socialism”, for the purposes of this paper,
as an exclusion: it is a regime in which productive assets cannot be transferred to
private hands. This, in effect, excludes their trade in the private capital market. It
is assumed that these productive assets are subdivided and organized in so-called
enterprises. Even if these enterprises were legal firms which issued their own
shares, their shares could not be traded on any stock exchange, since the ownership
of these firms is not tradeable. Capital market services, therefore, cannot be

enlisted to aid in the running of these firms.

ON THE (IM)POSSIBILITY OF MARKET SOCIALISM 335

The basic service the capital market supplies, as a concomitant to the market fi
corporate cont.rnllin the capitalist economy, is the evaluation of each trade; i"frnr:?r
Eft worth. This signals to'its management and its owners how the market judges itz
. tl:ll‘e prospects. A decline in value relative to that of similar firms mav b
1ndlcat1.on that the market considers the firm’s policies inferior to th . ?‘ it
competitors. Severe devaluation may convey a recommendation to chan;:ihl tlts
;nanagement team of the firm, possibly through a takeover by an alternative teaxzf)
n eiztreme cases, when the market believes that the expected present value of th ‘
ﬁrn'l s cash flow is negative or significantly below the breakup value of the fi the
capital market may apply direct sanctions by bankrupting the firm. This i:;{fl ’ t .
that the firm should be dissolved and its assets freed to alternative u.ses The c;ca.:ltzsl
f:r.narkfat, as well as pr-OVIdin'g for the birth of firms, also provides for the'ir deathpand
or m1'd-.11fe changes in their course. It plays a Darwinian role of selection. As i
Darwinian evolution, the role of chance is great, and the dependence o-n tiS o
para.mouxllt. What succeeds today may be what failed yesterday, because estercime
was not ripe for the idea or because it was not properly packaged:. Withoug aca itég
market the 'present.structure may atrophy. But the capital market does not fglfill
the.se _roles in a socialist economy. What happens to this role under soéialism? If
§0c1ahsm does not allow an external capital market to operate, can it '
internal one, inside the state hierarchy?* - * create an
- The first question is whether the role of the capital market can be fulfilled b
mdepel_ldent boards, or whether it should, or would, devolve into the hands of thy
state hl.erarchy. It is the latter path that has not functioned well in the Soviet .
economies, and therefore it might seem that more individual supervision pr _gpg
by s.eparate boards would be preferable. Consider an arrangement in Whic}? 0;1 ed
of d1re€:tors is appointed for each socialist firm to oversee its management anad tilalz

ope:ratmns, a board which is instructed to see to it that the firm maximizes roﬁten;
This, however, only shifts the need for control one step higher namely to ovelz‘se o
f;he_performance of these boards. Even if the remuneration o,f the boards’ memgmg
is linked to the profits of their enterprises, the problem remains the same: th e
boa?ds are not traded in the market, and no independent evaluation of their x;r lis'e
ax{allable. Ifthey collude with the enterprises they are to oversee, ifthey are S_DI‘ ;S
blind or do not understand that the firm’s policy is not the best’ thereyis no 11111113 ’
group that may supplant them by a buyout. And to declare th(;ir firms baanr e:;‘
\;gzlg'meanhto el.iminate their own jobs, which is not likely to be in their inter:si
prise;;;‘::;ﬂ; will therefore have to oversee these boards, rather than the enter-

T.he question of the feasibility of their independence arises even when th

function ’properly. Any profits the enterprise makes would of course be paid into tzy
treasury’s accounts (except for that part used to pay the boards’ members). Buto :
the course qf operation almost any firm’s profit might become negative. in h"reli
case the nahopal treasury would have to subsidize the firm. It would most’ like‘Iv -
this z?pportumty to influence the policy of the enterprise, at the least to have itsy o
appointees on the board. For permanently loss-making enterprises, the state ;Z?
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even demand full control over the board. Clearly, the public boards cannot remain
independent from these in control of the public purse. Eventually the whole public
sector is likely to come under the control of some public hierarchy even if it did not
start this way, either because the control of independent boards did not fulfill
expectations, or because the treasury, finance ministry, or some other master of the
purse usurped their power. This public hierarchy is referred to below as the
managing hierarchy or, in brief, as the planner.

Can the planner simulate the capital market? We might suppose that the
superior in charge of an enterprise or its board of directors could be told to maximize
enterprise profits, to change its management or chief executive officer (CEO) when-
ever he thought that the firm strayed from the profit-maximizing path and, under
extreme conditions, to dissolve the firm when there was no hope for its profitable
operation. The superior is likely to have one great advantage over the actors playing
in the financial market: he should have much better ingide information on the
activities of his subordinates. This advantage, however, is outweighed by the
disadvantages of oppertunism, which are more deadly here because of the combina-
tion of moral hazard and the lack of competition.

Moral hazard provides the motive for the likelihood of the opportunistic behav-
ior. The conflict of interests between the agents, the supervising hierarchy and the
management of the enterprise, and the putative owners may lead to collusion by the
former. Any position in a hierarchy carries with it given possibilities for consump-
tion on the job. The larger is the hierarchy, the greater is the degree of information-
impactedness and the higher is the spread of tasks of differing desirability. This is
most obvious where the vertical structure of a hierarchy is concerned, because the
principal incentive in a hierarchy is the ability to advance to superior positions.
However, jobs on the same level may also bear quite different emoluments, possibly
unintentionally. Any reorganization leads to a redistribution of pesitions in the
hierarchy, and any member has a direct or indirect interest in its expected outcome.
An indirect interest exists when it is not the member himself but somebody with
whom, or against whom, he may be colluding, who may gain or lose. In any case, no
pureaucrat can be presumed to be an uninterested party in any discussion of a
reorganization, Furthermore, each and every bureaucrat has to consider his own

and his colleagues’ personal files: advancement in a hierarchy is based on past and
expected services, on the way the bureaucrat has served the organization, (i.e., his
superiors) in the past and is likely to serve in the future. Since his main task is to
make decisions and get them accomplished, i.e., coordinate their implementation
with insiders and outsiders, his contribution to the organization is judged, at least
partly, by the quality of the projects he has approved and guided throughout his
career. Any reorganization decision affects these files. If he was also responsible for
starting the firm and now decides the firm should be shut down, his wisdom in
launching it in the first place is questioned. Ifhis predecessor is the initiator, then
closing down the firm might be seen as an attempt to elevate his own reputation by
denigrating that of his predecessor, and an internal fight may erupt in the hierar-
chy, a fight that is likely to center around the personalities rather than economics of

the situation.
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T%le chance for opportunistic behavior arises from the absence of competition. T
a capital market, it is not the actions of one that decides the fate of ﬁrils but -thn
mtm.erplay of many groups, each with its own assessment and its own résour :
which stand ready to take risks so as to make substantial gains (or avert losses) ig S:s,
gamble should succeed. The weighted opinion of the market determines the fate of
the ﬁrm,'Where the weights are based on assets. In the hierarchy the bureaucrat ;
alone, without competing opinion. It ig true that he can consult others, but thIS
assets of neither himself nor the others are at risk. S
Cons?cu.lently a superior in a hierarchy has both motive and opportunity to act
?pportumstlcally. As Tirole [1986] has argued, in large hierarchies the neetiyto r:;l
in mor‘al. hazard leads to rules, and the larger the organization, the weaker th
supervision and the tighter the rules. It is this that turns large’ hierarchies intﬁ
bu1:eaucrac1es and very large hierarchies into heavy bureaucracies. For particular!
?velghty decisions, (a reorganization — especially the dissolution — of an enterpri .
is such_a decision), the procedures become very complex and usually require COIIr'IL) 1'1?’:
tees quth. quasi-legal procedures. These procedures are costly in both time I:;d
:‘)rganlza’i’:m.nal resources, and as in other judicial procedures, tend to favor the
accused”, i.e., those who stand to lose from the decision. And then the staff of the
firm h.ave their say as well. For them any forced change of firm policy, even more
Fhe dissolution of the firm, involves some hardship, learning of HI;W skills ar?g
investment in new specific human capital. The final decision of the hierarch ’mu t
thterefore be perceived as fair, i.e., it cannot be made except under due procesJ; BSt
th1§ Fakes time and a lot of administrative energies. Hence, radical chan ‘e T
poh(':zes and of leading personnel, let alone bankruptcies, are li,kely to be verg rsal?
affairs at b.est. An ifthey do take place, the real cause need not be economic bu)‘; m .
well be political.® In any case, a large hierarchy is incapable of carrying out ;:he t ;Y
of the capital market: it cannot bankrupt a firm except under very rare cirzfmS
sta:nces, and it will have difficulty changing the management on economic ground -
This leads directly to the soft budget constraint, as is argued in the next seii:n ”

THE SOFT BUDGET CONSTRAINT

The ﬁrst‘section has argued that the planner in a socialist economy, lacking an
extt?rnal capital market, will find it very difficult to dissolve firms or e\;en to egfe t
radical changes of management, hence of policy. Ifin fact ailing enterprises cannct
be weeded out easily, they must be allowed to continue their existence and therefi .
be supported. finanecially. This is the origin of the SBC. In a market ecor?oxc'x?3
composed of independently owned firms, special efforts are required to avoid insoly
vency when the cash flow is negative and liquid resources have been exhausted A.I;
1nde'penderft firm may be bankrupted by the very disinclination of credit supplie'rs t
roll it over in times of financial need. When the same situation confronts a ublicl0
owned firm, the decision to close down, to cease operations, requires a speciaﬁ offi g
As 1ong as this decision is not taken, the firm continues to exist and may conti e
operations without any change of course. In other words, the financial Zupporlgi‘;
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the firm continues to be provided by the parent institution in spite of the drain on its
resources. The connection is not restrieted to socialist economies: in the case of any
larger organization, the closing of operations of any of its parts, a plant or a division,
is subject to an internal decision of the firm. Likewise in the case of the socialist
enterprise: a positive decision on bankruptey is required by its superiars, and this,
as was argued in the previous section, is not likely to be forthcoming. Instead, an
automatic supply of funds may come from the banking organizations: these have to
supply all needed liquidity, because they have no right to bankrupt a firm by
starving it of cash. The more complex forms of support (subsidies or price changes,
cheap credits, stock purchases, ate.)f require conscious organizational policy. In the
Soviet case some of it is built-in: the rule that prices should equal average costs
makes it possible for the pricing authorities to raise prices when costs exceed
receipts.

The most important aspect of the SBC is the incentive effect. The enterprise
itself, its management and its workers, are aware of the existence of the soft budget
constraint, and it is this awareness that molds their behavior. An organization
certain that it cannot fail just because it is not covering its costs behaves differently
from one that has to concentrate first and foremost on keeping financially afloat. It
is the incentive effect of the SBC, namely the reduction in elasticity, which is the

subject of the next section but one.

A NOTE ON ENTRY AND THE REALLOCATION OF CAPITAL

Keren and Levhari [1992] have argued why entry presents a particularly
difficult problem to the labor-managed economy, and these problems are common to
other classes of socialist markets. The roots of the difficulty have been explored in
the credit-rationing literature (e.g.. Stiglitz and Weiss [1981]). Suppose a group of
unemployed workers decided to band together, obtain a bank loan, and start their
own enterprise. Would they be deterred by a capital market scarcity signal, such as
a high interest rate? As the credit-rationing model shows, the answer is usually
negative, because of the asymmetry of property rights: the investing group has the
rights to the fruits of the investment ifthe venture turns out to be successful, but the
lender gets to own the liabilities if it turns out to be sour. In other words, if the
project is unsuccessful and makes losses rather than profits, then all the investing
group can lose is its collateral or its own part of the invested capital. But in a
socialist market a group of workers is not allowed to have any collateral, so that the
asymmetry is even stronger. they stand to lose nothing if they select the wrong type
of project. But this means that they will, in general, select highly risky projects,
wich provide very high returns if successful and high losses if unsuccessful. As
Stiglitz and Weiss show, a higher interest rate will only induce the borrowers to
select even riskier projects. As aresult entry cannot be decentralized under market
socialism, and the central authorities have to determine all new projects and found

all new firms.
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It may be thought that established firms do possess their own capital and
therefore able to suffer losses when an investment project turns out to be uns o glrie
Here th.e soft budget constraint comes in: it means that any losses that thrl;ciessth ‘
Wel'l—b'emg of the firm’s workers will be covered by the central authorities aI;n ;
their 1n(:'entives are blunted: they stand to lose little when they are unlucllc l?nt(:: e;'
they strike gold, the staff will surely lay their hands on an unspecified arty,f ::l 1
as 130 be able to assist other hapless enterprises. As a result the rezlt)lloc;til ’ Sc;'
capital (the control of investments) is an instrument which the central auth itio
rarely find possible to give up (to deeentralize), shontes

THE SOFT BUDGET CONSTRAINT AND THE ’
ELASTICITY _ FIRM’S RESPONSE

The_ effect of the SBC on a firm’s incentives and behavior depends upon it:
perf:eptmn of the likelihood that sanctions — which are ordinarily the taskpof tils
capital n}arket — will be exercised against it. Under a soft budget constraint thz
assumptmp of a maximizing firm, be it of profits, growth, or any other objecti
becomes untenable, and one has to adopt the Nelson-Winter [1982] view of tgie ﬁ:;
as an organization following certain historically determined rules of behavior
pohc:le's. All firms may be acting according to a given ‘corporate culture’, but ’tlzr
ﬁnan.c.lai market may act like a Darwinian disciplinarian to weed out all, nonc ;
formist firms. In a socialist system all survive, not only those fittest for the markm::-
Con.sequently we must think of socialist firms as followers of given rules of th eb.
designed to function well in the bureaucratic environment (cf., Murrell [1991])um ,

Suppose first that the firm’s management believes that its standing 1n the
bureal}c%"acy depends only on its profitability, or that its existence may be endan
gered 1?' 1t.s'1ips into the red. In this case it would follow a rule of thumbythat a_imed:
at maximizing profits, provided that enough consumption on the job can be taken b
the staff, i.e., that the level of effort exerted by the personnel not be excessive ’I‘hy
only capital market service that the firm is missing is the advice on polic' ang
management provided by its valuation relative to that of competing firms In{)th
words, we have no outside opinion on the efficacy of the policy rules used b3-7 the ﬁrxir
If, however, the firm’s staff adopts the more natural belief that the firm is subiject tr;
a SBC and that it cannot founder, incentives are very strongly affecf:edJ Th
remum?ration of the personnel now depends on those who soften the budget 1 e .
thevwhlms of the hierarchical superiors: the staff will have to provide som’e‘oi':,hon
desiderata of the superior, which is not likely to be profits. The various groups (211;
e‘lnployees now find it easier to collude to divide among themselves some f;nsfm
tion on the job. The firm stops aiming at profit as a maximand. o
. The colluding parties have unwritten agreements among themselves on condi-
tions of vs.rork, and these agreements, because they are informal, are not eas; tlo
change v~jv1th0ur internal strife. Thus, changes in hierarchical rou’tines in peo yie’s
task as‘slgnments, or in the lines of authority are substantial operation; and in)nce
the maintenance of bureaucratic peace becomes a paramount target of the, firm, they



340 EASTERN ECONOMIC JOURNAL

also become very costly to the management. The adaptation of the mix of outputs,
even more so of the mix of inputs, are more complex and difficult to engineer in the
bureaucratic environment than in that of the economics textbooks. When the mix of
outputs is changed, labor has to be shifted around, old habits are broken and
friendships are disrupted. New adaptations are imposed and uncertainty is infused.
Al of this is disutility for veteran workers. In particular, a decrease in labor inputs
causes frictions and exertion on the part of management; an inerease in labor inputs
requires new investments in specific human capital, in training the new recruits.
These efforts will not easily be taken if their expected effect, some gain in profits, is
only of secondary importance. In other words, the firm’s price elasticity of both
demand and supply declines. The price change required to bring supply and
demand into balance increases. The use of prices to clear the market leads to very
wide price volatility.” The effect of the lower price elasticity on the hierarchy is

dizcussed in the next section.
LOW RESPONSE ELASTICITY AND CENTRALIZED ALLOCATION

Replacement of the market by administrative allocation can be blamed directly
on the lowered price elasticity of the enterprises. Higher price volatility is now
required for market clearing, and this is unpopular for two reasons. The first one is
political: price volatility or frequent price changes make the planning of purchases
more complex and, therefore, is disliked by most consumers. Furthermore, main-
taining a balanced budget for all enterprises is more laborious and the work of the
bureaucracy in its support of the SBC becomes more complex. Firms’ profits become
highly variable, but not because of relative productivities or relative foresight and
efficiency in the forecasting of future events, but due to the luck of the draw. When
the profits of a firm turn negative, subsidies have to be provided if the firm is not to
be bankrupted; when they become too positive, it may be thought necessary to
siphon them. The relative superiority of market allocation over administrative
allocation declines, and the temptation to use quantitative targets and limits rather
than prices as market clearing tools becomes irresistible.

Hungarian experience can be seen in this light: it is now agreed that the first
steps of the reform were taken in accordance with the spirit of the blueprints of NES.
The submission of disaggregated plans to the enterprises was given up, a fair share
of all prices was allowed to be fixed decentrally, and enterprises were permitted to
use the ensuing profits to finance investments and to distribute to their workers.
The snag was that the new order had a differential effect on various classes of firms.
In particular, the big enterprises — and these were particularly big in Hungary
which had undergone a period of drastic mergers in the early 1960s — suffered

serious losses in the new economic regime. These need not always have been their
fault: the prices that remained controlled and low were often those of the products of
large enterprises. On the other hand, these enterprises were surely too big and
inflexible to react nimbly to changing market conditions, and it is likely that they
would not have done too well even if their prices were freed. The result was that
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‘I:azg of’ 1Ehe largest entelzprises began making losses, and, as a consequence thei
thlr ers’ incomes were slipping m relation to those of other enterprises. Man e:;
andmwxzzze in hiavy industry, a sphere that has always received favored treatmj;nt
e workers were the highest paid, in line with i i
. : , the high social i
which they enjoved. These losses a i . e g
. nd the change in the distributi i i
they brought along were therefor i iti T oo which
¢ a serious political matter, It hen, i
that the dilemnas of the bud i od: the Biorretiy B
get constraint were encountered: the hi :
compelled to buttress the bi i cessive’ frmao
. g enterprises and to stop the ‘ex ive’
prices.? Market imbalances now had to b  thoagh fo o
: e controlled by direct, though inf
: ormal
:1gnalsﬁto the ﬁ?ms. These consisted of both explicit message; to specific ﬁrn‘?s’
gzigisl ng1 cer;am output levels for important deficit and export products, and th(;
al rule of ‘responsibility to supply’, i.e., an implicit i ’
ot o s oS ly’, 1.e., an implici understanding that firms
ppliers of certain commodities were res i idi
: ! . ponsible for
?he‘lr.;?;stomers with their reasonable needs.? This was, in effect renewedp?})l:‘:izﬁ
invisible, target fixing, Enterprises colluded wi ir jor: :
. . ith their superiors
targets, which were not sanctioned by any written law. d and obeyed these
SBCTh?: I\l&;?ji; feedtf)hack &methe reduced effectiveness of prices to the form of the
. 1ze the need for visible budgetary support, pri i
» prices should rem
:’Ic)ab%ela:d equal aver(age costs. Any deviations from industry average, due e:ithe;i :;Io1
ecial transactions {(e.g., exports) or particular cost i ,

(e, configurations réceived sepa-
rate budge?a;ry subsidies (usually positive, but sometimes also negative). Th i?fp ;
on cost-saving incentives is obvious. e
| ’fhe effec:.t ?f this on current operations — on costs and quality — is obvious. At
t;as as }i)lerr;cl]gusias the effect on the dynamics of the firm, which has been stu&ied

oroughly by Berliner [1975]. Investments are ch 1i j
. anneled into projects that ma;
i:g) t-hi ﬁ.l]ﬁll.ment of produciflon targets with little consideration for costs. There iz
o ein ef'est In new cost saving processes, and new products are introduced only if
die sugeglors press 'the enterprise into producing them. Old physical capital is not
ansga; ae s becau:e it can be maintained at low-pressure times, albeit at high cost
y come of use at storming time. Human capital i 'll" i ,
have no cost-consciousness, n iderati ity 26 long an e e
. ,» 0o consideration for quality, as long as th i
keep cl"iulrnmg ont the quantities required by their superios ¢ ¢ machines
. s’)l‘éa;s is W}I:-a; has dooi_ned past attempts at economic reform, the Hungarian NEM
— whicn came closest to success — not exce ’
pted. The latter has often b
portrayed as an example of a half-hearted ocialist
2 attempt at decentralizing the socialist
flt;on;mg‘,& sul:I)errtf:d bya bu.re.aucracy anxious to keep the strings of power in its own
haz as.Ch ve al!;\i is that ;;hls ig a misreading of events: the blueprints of NEM never
ance. The ‘socialist market’ is all but a contradiction i
ce. Tl : n in terms: a market for
goodtsi; undisciplined 't.Jy a capital market, cannot function effectively. This is not to
izy a;t li,he Hungarlar% bureaucracy, any more than any other bureaucracy, was
p11)(31r 0 let go of the reins of power: however, even if it were happy to do so l;ower
would have been thrust back into its hands by the logic of events ,
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CONCLUSION: WHAT REMAINS OF MARKET SOCIALISM?

Market socialism sounds like too much of a free lunch: an economic system that
does away with the worst ills of the two contending competitors: the Soviet-type
socialist economy with its bureaucratization and the capitalist system with its gross
income inequalities. What I have tried to show above is that, like most free lunches,
there ain’t no such thing as market socialism. The promises of market socialism are
many, but those that interest us here can be put under two headings: decentraliza-
tion and equality. The former requires a debureaucratized economy, where enter-
prises are free from central coercion, free to take their own initiatives. Equality is
achieved through the exclusion of private ownership of productive assets, because
these lead to inequality in both assets and incomes, hence in consumption and also
in gocial power, the aspect that may have interested Marx most. It is the conflict
between the two aims which leads to the impossibility: the exclusion of private
property excludes the services of the capital market, and these cannot be supplied by
the hierarchy acting as its proxy.

This leads to the impossibility of market socialism. The meaning of this
impossibility does, however, require olucidation. Clearly, no logical impossibility is
claimed. Rather, it is a political impossibility which arises because the socialist
market does not deliver the benefits of decentralization, while at the same time it

loses some of the beneficial discipline imposed by the centralized economy. Asa
result, political forces lead the government back into the allocation game.

Pre-BOAL system Yugoslavia (cf. Bergson [1982])® may be brought as a counter
example. Tt is the accepted view that resource allocation in Yugoslavia under the
labor management system was coordinated by markets, with little or no central
1 Ttis also accepted that the labor-managed firm was in fact run by
institutions representing in fact, and not only in fiction, its own workers. 1 suspect
that with time new information will come out that will show that the Yugoslav
economy did not run very differently from the Hungarian NEM, that there too the
administrative anthorities intervened extensively in the flows of goods and services,
and that the labor-managed firm was less independent that has been assumed.” The
relative ease with which dicussions of privatization proceeded, without invoking
extreme outcries on the side of the assumed real owners of the firms, their workers,
may indicate that the real owner was always felt to be the state, that the soft budget
constraint has there too meant that the residual revenue did not accrue to the

workers.’® * My suspicion thus is that the labor-managed firm was a fiction,

because to be really independent from the political authorities it had to be subject to
d there had to be non-political

the market, its budget contraint had to be hard, an
ways of forcing it to cease operations. This socialism has not provided for. And the

Yugoslav economy turned out in actual fact to be quite similar to other reformed
Soviet-type economies. This is one of the causes” that may explain why there was
little technological innovation in labor-managed Yugoslavia. However, until such
new evidence comes in and supports my supposition, I shall have to concede the
possibility of an inefficient socialist market.

intervention.
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A .
ot rfl'iw ;::ilﬁ otf coriclcw?smn}.1 Observe that socialism enters only as an excluding
\ at excludes the capital market, but
behavior of the bureaucrac ' polici matier in this wnaloie s the
y. Its policies do not matter in thi i
more, the word planning has not b ive o thy o rurther
' een used: the alternative to the market i
fif;;m?g, but burefflucratlc allocation. And lastly, my way of looking ataihs ‘;‘, IZtmt
meanz ;fx;fo‘z(;aul:; I;;ghII{ Malxl'man, in the importance T accord to the ownership):)f fl?;
‘ . 15, however, not mere private ownershi i
mes . . ership that is needed f;
cont;zzllcz};a market is also necessary, a competetive market that forces the agents ? .
o » the entrepreneur or the CEQ, constantly to adjust the firm’s policy t ¢
& : p;ese?g' and expected states of the environment. This. the private c:vvrjfe)':0 Slllllt
. 3 2 W
asi e lv.n' ing to.forgo gome 'ﬁnanmal benefits, need not do if he prefers to z:on’cinu0
past policies, while the publicly traded firm, in fear of a takeover oT even banke

ruptey, can escape constant adj
justments o : : .
larly to its management, nly at great perils to its staff and particu-

NOTES

1. Hence not to Kenneth Koford’s [
1981] call for diversity of ownershi
. p patte ion i
\ ;:Bonference. It is however relevent to David Colander’s [1991] paper at]zhe s ion, the
. ut see the comments in the concluding section. S session.

3. It W]H be Seen bEIOW that my answer to . es5e quest a1s IS 1 eIIeCt arx app !Cat on of T irole [19
h
} 1 1 1986 and
4, This COmMes very ClOSe to the suggestio adv Y Roe ner (1990 t is alse reminiscent of some of
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EIlterpllseS to the HltrEI 1m owWner Shlp of investment ﬁlnds-
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g B jeit h t]
Lreat
1empta1.10ns of Cppor tL][llSt]C behav ar beCOmB too great as the EfflclenCy Df supervision deC!LﬂES He
. re

such bEhaVIOI could be dllecte(i at the a; ndizeme t of at, ve the t T t? 10
SgTa: 12 11l those agentb th: ha h authori

3. g(omixi [1980] has a detailed listing and discussion,
. ee also Alexeev who says he would ‘ i
- . . state that the price mechani I
Doonls says ] chanism works well i
n czl;a ;:il :istem which includes anate ownership of the means of producﬁori :nxg]]lnﬁesuf il'ltla'luy
ek exchar ge, }z:nd othe.r m.arket institutions” {1990, 3nl. There is unfork 1natel); no furth i
N Thjs, ven U cil:lg it is quite hkel_ythat what he has in mind is very similar to what has be er'cellabora_
ks deser _p ?;9 draws- extensively on  details supplied by Sandor Richter in an oenlslalctabov'&
o wre in 0. He is clearly not responsible for my rendering of his analysi e
16 - .th auer %983}; see also Lanyi [1990] and Szamuely [1982] =
X e " " > - .
ity OI}JJI;ZOHE){A,L system was in fz%ct decentralized and market coordinated, then the BOAL syst
O o s i r:e;mt abrecentrahzation, because the complex contracts wh’jch were requir dsgrs f}in
ot have been arri iati i  central
Ry rived at by freely negotiating BOALs without some sort of central
11. For support, see, for examy i
, See, ple, Granick [1975). Tt should h
Vogsavin i 470, £ e mple, | . owever be remembered that Granick was i
, y short time after the inception of the d i ond
ecentralized i
if?}lpiz ;Sf Sj;z:-rs beffore ih:l start of the recentralization. The latter phase is mdeezyiieﬁtlzgﬁf stand
lon of central authority as a reaction to t isillusi i , : ative
L IEguarket: see also the analysis of the Hungarian expe;erlizeii;?; sion Wil fhe outeome of the socialist
. Bergson’s pi -
mari ) tr; ;p;c;tligz 'of the Yugosiav labnr~m£‘maged firm presents some question marks over the role of
markets In VJV ! u;.)g -supply todemand. Since the administratively determined prices did not ch .
over tn ,t L s v1f)usly not de_:mand that adjusted itself [1982, 1911]. Only some kind of e
i ihe z hsu;?plymg fanterprises are responsible to cover demand, as in NEM-HunO .
ehavior of prices. And since such enterprise behavior does not chime with prngzr(yo,r Cal’z
net
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income per worker) maximization, this would also explain the upper echelons’ proclivity to large
enterprise size [Estrin and Petrin, 1990, 18], another point of similarity with Hungary.

13. Bergson documents the abundance of strikes in Yugoslavia, also evidence that workers did not feel
they either owned or controlled their enterprises [1982, 188].

14. There wers clearly differences in its behavior in the labor market, which explain the high umemploy-
ment in most parts of Yugostavia, but these are not germane to the topic at hand.

15. The other may be the inability to compensate the innovater, the entrepreneur.
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