LESSONS OF THE SOVIET ECONOMIC REFORM
Michael Ellman

THE Soviet economic system as it existed on the eve of the September
(1965) Plenum was basically the same as that created at the end of the
1920s. It was created because the alternative system, the market
economy of the NEP period, was incompatible both with the political
and social objectives of the Communist Party,* and also with the rapid
development of heavy industry which the Party leaders aimed u
The traditional Soviet economic system— "imperative planning' as
it has come to be called— represented a rational answer to the prob-
lems which confronted the Soviet leaders at that tis

The achievements o this system were very great:

(1) Theleve of capacity and output in the armaments industry were
built up to such an extent that the Soviet Union was able to crush
the German invader and become one of the two great powers. Stalin
succeeded where Witte had failed.

(2 A high rate o economic growth was maintained for many
years.

(3) A formerly backward country, with extensive illiteracy, poor
medical treatment, limited opportunities for women, and a low level
o technology, was transformed into a country with universa literacy,
good medical services, equal opportunities for women, and modern
technology. This transformation is especialy noticeable in Central
Asia, formerly on a par with Afghanistan and Persia, and now a part
of the modern

At the time when this system was adopted, orthodox economics was
not interested in economic growth (the interesting Soviet discussion
o the 1920s on economic growth was not echoed in the orthodox
literature until the 1950s) and was concerned with allocating scarce
resources among alternative ends in a world in which the end—full
employment—was obvious, and the resources available in super-
abundance.

In the 1930s the successes (both real and imagined) of this economic
system in the Soviet Union, combined with the failures of capitalism
both in its dependencies and in the imperiaist homelands themselves,
led to the widespread belief that the Soviet economic system— "' plan-
ning”—was the correct, socidist, solution to the question of economic
organization.
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The universal applicability of the Soviet model was first challenged
by the theorists of capitalism,® but their criticism had little popular or
political impact. The question first moved from the lecture hall to the
real world in Yugoslavia after Tito’s break with Stalin, which led to a
radical reconstruction of the Yugoslav economy. The issue was re-
vived in 1956 in Poland, and led to a lively discussion. In the early
1960s the debate moved to the Soviet Union itself,® the homeland of
theimperative planning model.

In hisclassical attack on the rationdity of socialism’ Barone argued
that to compile a consistent plan in a socidist state would be exceed-
ingly difficult and labour intensive, but might just be feasible, but that
such a plan would be worse than that resulting from the free play of
market forces under capitalism, because the latter would be optimal.
Barone’s point is central to the argument as to the respective economic
merits of capitalism and socialism (it was raised by way of reply to
the socialist critics of the rationality of capitalism),®* and the major
effort of the sovietologists on the economic front has aways been
directed to finding facts from Soviet economic experience which cor-
roborate it. What light does the Soviet experience throw on the
rationality of non-capitalist forms of economic organization?

It isin principle desirable that an economy be run in an optimal
way. Soviet economic plans in the era of imperative planning were not
optimal. Tn 1959 Kantorovich expressed the view that if the resources
available in the Soviet Union were used efficiently, output would rise
by 30-50 per cent.® There was no search for, and utilization of, tech-
niques for solving optimization problems (linear programming was
ignored in the Soviet Union, where it was discovered, until its useful-
ness was shown in the West), and methods of making rational
economic choices, e.g. in the fields of capital investment and foreign
trade, were neglected.

Currently big efforts are under way in the Soviet Union to introduce
rational methods for making choices in such fields as investment and
foreign trade, and major theoretical work is under way to design an
optimally functioning multilevel economy,”* and to use optimal plan-
ning techniques to solve particular, micro-problems.*? The first of
these developments is as yet only tentative. The second is far from
complete even at the theoretical level. The third is not only a matter
of calculation but also o implementation. The main lesson of the
fiasco of the Cambridge Growth Project— National Plan was the use-
lessness of calculations of desired growth paths without a study of
the obstacles to their fulfillment and ways of overcoming them. The
imperative planning system often rendered nugatory efforts to im-
prove economic efficiency. In an instructive article (/zvestia 4.12.64)
Belkin and Birman wrote:
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"Electronics has brought no really tangible benefit to the planning and
management of the economy, mostly because the existing practice of manage-
ment is not adapted to the devising and particularly the effecting of optimal
decisions.

"Just one example. It is already widely known that the compilation of
optimal schemes of freight shipment can yield a quite tangible saving. This
is not a complicated task. Many articles and books have been written and
not a few dissertations defended, but almost no freight is shipped by the
optimal schemes. Why? Simply because the transport organizations are given
plans based on ton kilometres, in the face of elementary common sense,
while the optimal schemes reduce the number of these same ton kilometres.
One can establish any number of computer centres. and conceive superb
algorithms, but nothing will come of it as long as the transport organiza-
tions reckon plan fulfilment in ton kilomctres."

Itisin principle desirable that economic plans be consistent, that is,
that on the macro level the planned output and planned consumption
of every good be equal, and that on the micro level for each enter-
prise, at each point of time, the input requirements implicit in the
output plan, and the supply plan, be equal. To ensure consistency
Soviet planners have traditionally used "material balances™,** and
now supplement this with input-output. These techniques are unable
to ensure consistency (as a result of the huge dimensions of the prob-
lem, the lack of the necessary information, and the aggregation prob-
lem), and Soviet plans have always been inconsistent.

The sort of problems which arose under imperative planning, which
orthodox economics predicted and which Soviet experience has con-
firmed were asfollows:

(1) Enterprises often received plans long after the beginning o
the period to which they referred. In addition plans were often
changed during the period to which they referred. Furthermore enter-
prises often received conflicting plans from a multitude o higher
authorities.

(2) The goods which enterprises need in order to produce their
outputs are alocated to them by the "material-technical supply**
system. This is a form o centralised administrative alocation of re-
sources. Goods promised often fail to arrive on time, leading to the
idleness of machines and men. (The underutilization of machinery isa
serious economic problem in the USSR.)

As a result, in order to insulate themselves from the fallible supply
system, enterprises often produced their own inputs, raising the cost of
production by not benefiting from economies of scale, or integrated
backwards in other ways"* or accumulated large hoards of materials,
which was convenient for the enterprise but costly for society.

(3) The question of whether output was useful, or wanted, or of
good quality, was immaterial to enterprises. Their i:l was to fulfil
the plir, not to worry about the vagaries of demand. As a result,
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enterprises were forced to take unsuitable products, stocks of un-
wanted goods piled up, and wanted goods were not produced.

At the beginning of 1964 about two thousand million roubles of
goods above the stock norms had accumulated in warehouses. These
were mainly woollen and slk fabrics, clothing, footwear, sewing
machines, and other goods in mediocre quality and obsolete styles.

(4) The plan instructed enterprise management to achieve speci-
fied values of a number of target variables. This often led to distor-
tions.

When output is measured by the number of complete machines
produced, there is a shortage of spare parts. When transport organiza-
tions are given plans in ton kilometres they ignore optimal transporta-
tion schemes. When chandeliers are measured in tons, they are un-
necessarily heavy. Because geologica surveying units receive plans in
linear metres of drilling, they undertake work they know to be
useless. When cloth was measured in linear metres, it was narrower
than desirable. When the Stalingrad construction trust received a plan
for metal used it deliberately wasted metal in order to fulfil the
plan. ...

The construction of many buildings and plants took far longer than
planned because the indices of construction organizations were such
that they found it undesirable to finish buildings.

(5) Because it was easier to fulfil and overfulfil plans if they were
easy, and harder to fulfil them if they were difficult, during the
process of planning and counterplanning it was customary for enter-
prise management to report to the planners that capacity output was
less than it actually was, and that costs were greater than in fact they
were. Another reason for this behaviour is that the enterprises knew
that the planners would arbitrarily raise suggested output plans, and
cut suggested cost plans. Consequently it was customary for some
enterprises to be given tight plans, and others slack ones, both result-
ing in waste.

Furthermore, the wise Director, even if he were able to fulfil the plan
120 per cent, would be inclined to fulfil it say 104 per cent, because
if he chose the first strategy he would get a very high target for the
following period, but if he chose the second one, he would get a nice
easy one. Thisisanother source of waste.

(6) Innovations tended to cause headaches and be a nuisance. If a
plant produces a new product there are sure to be complications, and
at first there will be high costs and low productivity. Innovation was
discouraged by a system that laid so much stress on quarterly plan
fulfilment, and where priceswere unrelated to utility.

(7) "Storming™* at the end of the plan period, in order to achieve
the plan on time, was common, and adversely affected quality.
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Discerning Soviet buyers o record playerslook at the date stamp (on
the back) and only buy those produced in thefirst haf of the month.

(8) Planning was often subjective in that success often depended
more on getting easy norms and an easy plan than on managerial and
technical efficiency. For example we read about a shipyard with a
newly appointed Director, a certain Mairov:

Not for nothing do they say at the shipyard that Mairov began to increase
the per cent of plan fulfilment even before he reached Astrakhan. Indeed,
as soon as he was appointed. the annual plan was reduced and the enter-
prise's output was revalued at higher prices. This cost the state much, but
the enterprise climbed to a leading placein plan fulfilment."

(9) Enterprlses applied for additional fixed capital without con-
sidering thie | Live return. Extra fixed capital was useful because
it cost nothing and facilitated increases in output and cost reductions.

For example, in 1965 a state farm on the virgin lands sent in an
appllcatlon for 10 tractors, athough it already had 40 **unemployed

What Barone and Mises did not redlize is that it is perfectly possible
for an economy to function, and in many respects perform exceedingly
well, even if the plans areinconsistent and micro irrationalities abound.
This is the crucial point which Barone and Mises missed.

The planners themsel ves expect inconsistenciesto arise, and when they
do they switch reserves to the priority sectors and alter plans through-
out the economy accordingly. Most enterprises produce this year very
much what they produced last year, relying on the same suppliers.
Enterprises rely on misreporting and representations to the centre to
avoid impossible output plans. Shortages of scarce inputs are made
good by illicit activities of a black market type.'” The planners were
not much troubled by inconsistencies, as they were primarily con-
cerned with strategic problems, for example the relationship of agri-
culture to industry, and the development of specific products (e.g.
tanks), specific plants (e.g. the Dnieper and Bratsk hydro stations and
the Magnitogorsk iron and steel complex), of specific programmes (e.g.
the space programme) and of specific industries (e.g. oil). In &l these
their successes were striking. (It was the non-priority sectors that
suffered from inconsistencies.)"*

An important lesson of the economic experience of the world so far
this century is that major structural changes in an economy in a short
period of time, often requires central, administrative control of the
economy. Such control may well lead to striking successes in a few
priority sectors accompanied by irrationalities elsewhere in the
economy. This was true of the German war economy in the First
World War (which Lenin regarded as the economic half of socialism)
and o the British war economy during the Second World War. It
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may well be true of the crash programme needed in a developing
country. It hascertainly been truein the Soviet Union.

The traditional Soviet economic mechanism was very effective in
the rapid thrusting forward of key sectors of the economy by central
administrative action. The problem now being tackled is tocombine
this powerful mechanism with one encouraging rational decision
making on the periphery.

The orthodox economists emphasized the irrational phenomena
flourishing in the Soviet economy, ignored the fact that they were part
of a system that was achieving very great successes in the fields in
which the planners were interested, and contrasted the micro con-
fusion of the Soviet economy with perfect competition, where re-
sources are alocated optimally. This comparison takes on a very
different appearance once we redlize that the priority targets in the
Soviet economy were rapidly being reached, that in real capitalist
economies irrationalities also flourish (e.g. unemployment and
monopolies), and that as a theoretical proposition about an idea
perfectly competitive system (the '"basic theorem of welfare
economics™) it has been refuted by counter-examples (e.g. increasing
returns to scale, external effects, " perverse types of preferences).*®

It became necessary to change this system because:

(1) The rate of economic growth and the efficiency of investment
were faling. The officia figures are as follows:

Annual rated growth of selected macro-economicindices

195%/-55 1950/640 196y164
National income 114 9.2 64
Industrial production 132 10-4 86
Industrial fixed capital 875 93 98

Between 1951-55 and 1961-64 the annual average rate of increase
of national income fell by 44 per cent, the annual rate of increase of
industrial production fell by 35 per cent, and the incremental capital
output ratio rose substantially (i.e. the efficiency of investment fell
substantially). The cause of this sowdown is impossible to determine
(how would one test the various theories?) but it is widely believed
that the economic mechanism itself was becoming a retarding element.

(2) The priority sectors were multiplying. From 1953 agriculture,
personal consumption, and the construction of housing, were regarded
as important, hence the old distinction between inessential sectors
where shortages and waste were disregarded, and priority sectors,
becameincreasingly difficult to maintain.

The old system was not designed to tackle such tasks as the prompt
delivery of necessary inputs to, say, the Dawn of Communism kolkhoz
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in Pskov oblast, let alone the supply of women's shoes of the correct
sizes and colours and of satisfactory quality to shoppers in the
Sverdlovsk raion of Kharkov. Once these are regarded as important
tasks, then it becomes necessary to redesign the system.

(3) As the economy becomes more and more complex, the existing
methods and persons employed in the compilation of plansfind it more
and moredifficult to cope. The problem isessentially threefold: collect-
ing the necessary data, aggregation and disaggregation both by com-
modities and enterprises, and doing the necessary calculations in the
time available. It is because the planners are simply unable to solve
these problems that enterprises receive inconsistent plans long after
the beginning of the "planned” period, only to have them altered
subsequently. Academician Dorodnitsyn has calculated that the
economy is now 1,600 times more complex than in 1928, but the
techniques of planning are essentially the same. Glushkov has calcu-
lated that, at the present rate of development, by 1980 the entire
adult population of the USSR will be engaged in planning!

The September (1965) Plenum introduced the following reforms:

(1) The administration of industry was reorganized on a sectoral
rather than a regiona basis, thus restoring the position which existed
prior to 1957.

(2) Much greater independence was given to the enterprises.2’ The
number of indices in enterprise plans fixed from above by the central
planners, was drastically reduced. Now an enterprise will only have
prescribed from above, indices for the volume of production sold (this
replaces gross production with its notorious imperfections as the lead-
ing quantitative indicator), the quantities of the basic items in the pro-
duct mix, the wagesfund, the sum total of profit and the rate of profit,
and payments to the state budget and grants from it. That this isa
great reduction in the number of centrally prescribed indices can be
seen from thefact that in the new list there isonly one labour index—
the wages fund—whereas formerly there were four— labour pro-
ductivity, the number of workers, average wages, and the wages
fund.

In addition to these indices the enterprises will have prescribed to
them from above, the volume of centralized capital investment and
the commissioning of new plant, the basic tasks for the introduction
o new technology, and the plan for material technical supplies.

Furthermore, the importance attached to the profitability index was
to be greatly increased. Kosygin remarked in his speech to the Plenum
that “The volume of profit to a considerable degree characterizes the
contribution of each enterprise to the net income of the country,
directed to the expansion o production and the improvement of the
welfare of the people™. Prior to the September Plenum, profits, and
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the rate of profit, were not a basic indicator and there were many
planned loss enterprises.

The basic idea was that in order to eliminate the flagrant disregard
for consumers’ interests when enterprises were only interested in ful-
filling the plan prescribed from above, directionsfrom above would be
greatly reduced, and enterprises would direct their efforts to the satis-
faction of consumers demand, guided by profitability. It was hoped
to create a situation in which what was advantageous for society
would be advantageous for individual enterprises. Whereas producers
formerly produced bulky iron bedsteads in order to fulfil plans in
tons, now it was hoped they would produce modern beds which con-
sumerswould prefer in order to make profits.

Under the new system much greater emphasis than before is placed
on financial levers and an economic approach, and much less on
natural indices and an engineering approach.

(3) To stimulate employees (both workers and managerial per-
sonnel) to greater efforts, every enterprise would have a fund, formed
from the profits of the enterprise, which would be used to provide cash
and kind (housing and nurseries) bonuses to those who had contributed
to the success.*!

Formerly only about haf o all the enterprises had had such funds
and their size had been very limited. The reform was to ensure that
all enterprises had such funds, and that their size was greatly increased,
so that the bonuses would be a substantial source o earnings and thus
areal incentive.

(4) Under the old system there were many planned |oss enterprises.
The September Plenum envisaged a reform of the wholesale price
system so as to alow the receipt of profit by every normally working
enterprise.

(5) Enterprises are to pay the state interest on fixed capital
employed.

(6) In the sphere of material-technical supplies Kosygin stated that
it was intended to " develop wider connections between producer enter-
prises and consumer enterprises. It is essential gradually to make the
transition to wholesale trade in separate types of materials and equip-
ment.""

(7) All enterprises are to have perspective plans, related on the one
hand to the current plans of the enterprises, snd on the other hand to
the perspective plan o the state.

A striking feature of the speech in which the reform was set out was
itsgreat emphasis on theimportance o technical progress.

The reform had two particularly encouraging features. Firstly it
came after extensive public discussion of the problems facing the
Soviet economy.



LESSONS OF THE SOVIET ECONOMIC REFORM 31

Secondly, it was preceded by a number of experiments, for example
the experiment in which as from July 1 1964 two plants, the Bol-
shevichka in Moscow and the Mayak in Gorky, began producing, not
for the plan set from above, but in response to orders by trading
organizations. Asa result of the success df thisexperiment in ** produc-
tionfor use™ rather than " production for plan**, from January 1, 1965
400 enterprises, accounting for one third of the enterprises in the
shoe and garment industries were switched over to this system.

Both these features of the reform were in sharp contrast to the
arbitrary, voluntaristic approach of Khruschev to economic manage-
ment.

It is now just over two years since the reforms were announced
(these lines are being written in January 1968). What can be said about
their successsofar?

All enterprises throughout the Soviet Union did not begin to work
in the new way immediately after the Plenum had issued its resolution.
Enterprises had to have time to accustom themselves to new con-
ditions. Forty-three enterprises went over to the new system as from
January 1, 1966, another 200 as from April 1, 1966, another 430 as
from July 1, 1966, and by October 1967 5,500 enterprises producing
more than one-third of al industrial production, together with many
non-industrial economic units, had gone over to it. Isolated statistics
have been cited in favour of the thesis that the reform has been a
success. For example Kursky?? cites the following data for 1966:

Enterprises working in All
the conditions industry
. . % %
Increase in volume of production
sold more than 10 86
Increase in profit c. 25 10
Increase in labour productivity c 8 5

Similarly the Chairman of Gosplan when presenting the plan for 1968
to the Supreme Soviet cited thefollowing figures:

Average annual growth rates

196%45 196647
National income 5.7 72
Industrial production 8.6 94

Neither of these tables proves that the reforms are a success. It seems
sensible to accept the view of Academician Fedorenko, the Director
o the Central Economic Mathematical Institute, that we do not have
the statistics necessary to judge the first steps of the reform, and
that four or five years are necessary for the effects of the reforms to
make themselves
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The reforms introduced by the September Plenum were far less
radical than those now under way in Czechoslovakia and Hungary,
have taken far longer to put into practice than was originally hoped,
and are only the first step in an extensive programme of reforms,
stretching over a number of years, that the situation demands. The
chief problems which this process has aready met and will encounter
in thefuture are asfollows:

(1) Some ministries are ignoring the reform and continue to issue
their enterprises with very detailed plans in the old way, out of
bureaucratic inertia.?*

The Soviet economy, bound up as it is with the daily life of c. 230
million persons, has an enormous inertia. The reforms introduced by
the September Plenum have so far had only a limited impact on the
economic life o the country.

(2) The reforms so far adopted have been far too limited to
eliminate the problems of the old system. For example, enterprises
have continued to receive impossible plans’< and to receive plans long
after the beginning of the ""planned™ period only to receive numerous
alterations to them."" Enterprises are still finding that it pays to agree
to plans that are less than the maximum possible.”" Enterprises are
till reluctant to innovate because of the temporary adverse effects of
innovations on their indices.?® Storming persists. Instructing enter-
prises to produce according to the orders of the trading organizations
is very far from sufficient to ensure that consumers requirements
determine production programmes. Two Soviet journalists have des-
cribed how ““. .. the orders of trading organisations do not always
precisely reflect demand, deviating from it in some cases by 30-40 per
cent. Even these orders are far from fully fulfilled by industry. A
sample survey of the delivery of goods to trading organizations in
various towns indicated that suppliers often depart from the orders.
For out of 174 styles of mens suits ordered, there arrived
in the quantity ordered only 12 styles, 51 styles simply were not pro-
duced, and the remaining styles were produced in much smaller
guantities than ordered." """

The legacy of imperative planning, together with the sellers market,
is such that contract discipline is very weak. The establishment of
contract discipline requires the reduction of demand relative to supply
until the sellers market isended.

(3) "In the sphere of material-technical supplies we continue to
have in essence a kind of 'rationing system' >, wrote Nemchinov in his
famous Kommunist article, . . . because of the imperfect system what
happens is that on the one hand working capital is frozen, while on
the other hand there is a constant shortage of material and technical
supply goods."" The present system of material-technical supplies is
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such that goods often arrive late,"" causing idleness of machines and
men, and when they do arrive, are often of unsatisfactory it
This does not mean that the existence of this system is a sign of the
irrationality of the planners. It is clear that the traditional material
and technical supplies system is a very convenient and direct way of
enforcing the priorities of the planners, and it may well be that the
use of market methods and financia levers would not be so effective
in the speedy accomplishment o priority tasks. The transition from
the administrative allocation of resources to inter-enterprise trade is
inseparably connected with the change in the objectives of the planners
from the priority development of a few key sectors of the economy
to rational decision making throughout the economy.

The late Academician Nemchinov and other economists have sug-
gested replacing the material-technical supplies system by inter-enter-
prise trade. In the Soviet Union, unlike Hungary and Czechoslovakia,
this suggestion has been rejected,"" although the material and technical
supplies system has been reformed to give more importance to local
supply organizations, whose functions are in many ways analogous
to those of wholesalers and stockhol ders.

The present intention appears to be to improve the material-
technical supplies system on the technical level. by applying the
classical transport problem of linear programming to minimizing the
cost of distribution of goods between plants, and on the economic
level by increasing the financial sanctions attached to contract viola-
tion.”* In addition, a limited number of experiments, involving a very
small proportion of the total turnover, in which material-technical
supply isreplaced by inter-enterprise trade, are taking place.""

On the one hand, it is sometimes suggested that the defects of the
material-technical suppliessystem are caused both by its inherent weak-
nesses (the men and data processing equipment available are unable
to draw up consistent plans in the time available because of the huge
dimensions o the task, the lack of much of the necessary information,
and the aggregation problem) and also by the fact that the Soviet
planners have aways tried to run the economy at 105 per cent of
capacity. It follows from the second half of this diagnosis that funda-
mental reform of the material-technica supplies system designed to
eliminate its defects requires reducing the level of demand relative to
that of supply in order to end the sellers market. This would involve
a once and for al loss o output. (Whereas formerly the fact that in
the USA there is always a margin of unused capacity was pointed to
as a disadvantage of capitalism, its rational side is now becoming
more appreciated.) Its effect on the rate of growth is uncertain. In
view of this, it can be argued, it is not at al clear that the gains from
replacing the administrative allocation of resources by inter-enterprise
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trade would outweigh the losses, which explains, and possibly justifies,
the conservatism o the planners.

On the other hand, it is clear that the administrative allocation of
resources and the "deficil goods psychology' that goes with it, en-
courage enterprises to apply for, and often to acquire, more materials
than are needed. To some extent, shortages are caused not by the
requirements of the economy, but by the system of distributing circula-
ing capital goods. In view of this, it is argued that the replacement of
the material technical supplies system by inter-enterprise trade, far
from foundering on acute shortagesof everything, would in fact reduce
consumption of goods. The experiments so far, for example, in thefree
sale of petroleum products in Voronezh oblast, lend support to this
view, but it is doubtful whether the replacement o the administrative
alocation of resources by inter-enterprise trade, by itself, would suffice
to end the sellers market.

It has been suggested in the Soviet discussion, that instead of the
present system by which orders are allocated to enterprises, enterprises
should compete for orders. It is clear that this could be a powerful
force stimulating improvementsin quality, the reduction of costs, and
—were prices to be freed-—be a factor restraining general inflation.

(4) The stress on profit, and the increase in the autonomy of enter-
prises, has increased the importance o the price mechanism in the
USSR. The replacement of the material-technica supplies system by
inter-enterprise trade would still further increase its importance.

Under the old economic system prices throughout the economy were
centrally determined and had only accounting and control functions,
and were not widely used in choicemaking. Under the new system
value categories are important,”? hence it becomes important who is
to determine prices, and how they are to be determined. The
September Plenum decided that the wholesale price system must be
reformed so that enterprises pursuing profitability for themselveswould
act in a way profitable for society. The new price system was intro-
duced, in broad outline, asfrom July 1, 171

Nemchinov pointed out in his well known ¥ article that:

The national economic plan cannot be internally consistent in all its parts
and cannot be an optimal plan with just any kind of price system, but only
with a quite definite price system that, amongst other things, fully corres-
ponds to the volume indicators of the plan in the sense of balancing produc-

tion and consumption and making eflicient use of labour. equipment and
natural resources. (My italics.)

The new Soviet prices arc not of this type, their use
in choicemaking cannot be relied on to lead to optimal solutions

As a result of this, some have argued that prices, or at
any rate some of them, should be left to negotiations between enter-



LESSONS OF THE SOVIET ECONOMIC REFORM 35

prises, i.e. that they should cease to be centrally determined, and left
to market forces. Thisis an important featureof the Czechoslovak and
Hungarian reforms, and was publicly advocated by the late Acade-
mician Nemchinov in the Soviet Union.

The idea that leaving prices to market forces will result in the
optimal allocation of resources isa major part of orthodox economics.
It hastwo forms, Walrasian and Marshallian.

In the Walrasian model, buyers and sellers shout out in the market
the prices at which they would be willing to trade, but no trade is
done at these hypothetical prices until equilibrium prices are reached,
when trade commences (this process is known at taténnement). The
reason for this curious sounding procedure was that Walras was well
aware that even if equilibrium prices exist, whether or not they are
attained, when trade takes place at non-equilibrium prices, depends on
the reaction mechanism of the traders. The fact that an equilibrium
price for the hog market can be calculated does not eliminate the hog
cycle.

In the Marshallian model, the prices of products are parameters
which the enterprises take as given. Yugoslav experience has shown,
however, that if enterprises are given autonomy, and prices are left to
the market, then enterprises tend to behave like textbook monopolists,
which distorts the allocation of resources.

Theoretical discussion of price formation sometimes omits some im-
portant practical considerations.

In the cepitalist countries, some commodities, e.g. some primary
products, do their prices determined in the market by supply and
demand. It is precisely in these cases that specia measures often have
to be taken to "regulate’ the market in order to insulate the incomes
of producersfrom the pricesof their products. Other commodities, e.g.
many manufactured goods, have their prices fixed on a cost plus basis,
which provides a satisfactory income for al the factors of production.
Exchange rates in the West are fixed and not market determined,
because the monetary authorities are of the opinion that market
determination of exchange rates would lead to extensive oscillations
which would hamper international trade. The Deputy Chairman of
Gosplan was quite right to point out to advocates of 'free' prices that
even in capitalist countries, administered rather than "'free prices
predominate;"" and he would have been equally correct if he had
added that where prices are determined in the market it is often
necessary for governments to interfere in order to secure a satisfactory
distribution o income, or stability.

It is no accident that orthodox economics concentrates on the deter-
mination of relative prices and the determination o the
absolute price level. Economic theory regards the price mechanism as



a tool o efficient resource allocation. Economic practice has shown
that full employment in a market economy is liable to lead to chronic
inflation. The Yugoslav inflation, which led to the devaluation o the
dinar, and the difficulties of the Czech attempt to implement the Sik
reform, show the danger of abandoning central price determination.

Another danger of Sik type reforms is that if the prices of " essen-
tials" are fixed, and the prices of **luxuries” or "'inessentials' allowed
to fluctuate freely, there may well be a systematic misalocation of
resources, as excessive resources are attracted to the "'inessential high
profit sector. This was a notorious feature of the UK economy after
World War I1.

The new Soviet prices are non-optimal, and thus inadequate for
guiding enterprises to optimal decisions. Reforms designed to improve
the new price system, to steer the price formation system along an
optimal channel between the Scylla of completely centralized price
formation, and the Charybdis of the market determination of all
prices, will require analytical skill to formulate, and practical skill to
implement, of avery high order.

(5) Thereform has created an incentive for enterprises to economize
in the use of labour." During 1966, for enterprises operating the new
system, the number of employees was less than the planned number,
a unique experience in Soviet economic history. Some enterprises even
reduced the absolute number of their workers."" It is clearly necessary
to organize measures for the retraining of workers, for the receipt of
income by people between jobs, and the taking into account of labour
availability in thesiting of new ir

(6) The confident Soviet reliance on material incentives is rather
curious when it is contrasted with the decline in piecework in the
advanced countries and such phenomena as "organizational slack™
and ‘“‘satisfaction”.**

It iswidely believed that the present generation of enterprise manage-
ment does not have the training and experience necessary to take
advantage o the system, and that management education on the
American pattern is a necessary complement to a system that increases
the autonomy of enterprise management.

(7) The profitability of different enterprisesin the same industry de-
pends extensively on differences in natural conditions (e.g. mines in
different coafields), or quality of equipment (e.g. engineering plants).
If nothing is done about this then workers in the favoured enterprises
will receive much higher incomes than those in the unfavoured enter-
prises, though they will have done nothing to deserve this. On the other
hand, if the whole of the ““economic rent" is taken by the state on
grounds of equity, then enterprises will have no incentive for efficiency
(inefficiency will simply mean a smaller rent payment to the state).
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(8) Theabalition of the sovnarkhozy and the return of the industrial
ministries will probably result in a lack of attention to regiona
factors (the regional planning commissions responsible for regiona
economic planning have no executive

(9) Profit, like all the other success indicators tried out in the past,
will undoubtedly turn out to have defects. For example, in the short
run pursuit of profit enterprises may neglect innovations profitable in
the long run (by which time the Director will be working elsewhere)
or maintenance.

(20) The radical Czech and Hungarian reforms, still less the timid
Soviet reforms, are no more likely than the practice of the capitalist
countries, to result in consumers' sovereignty.*?

Without access to impartial comparative information on different
products, producers are unable to make rational choices. Without a
suitable economic and organizational structure it is not possible to
give effect to such choices.

(I') In most industries the rate of interest which enterprises have
to pay the state on their fixed capital has been fixed at 6 per cent, in
some at 3 per cent. How to determine these rates, and whether they
should bedifferentiated by industries, are controversial issues.

(12) The reform is largely concerned with increasing the autonomy
of the individual enterprise. Many existing enterprises are not suit-
able as independent economic units, and there has been an extensive
process of horizontal and vertical integration of small enterprises into
larger combines and For example, Moscow's housebuilding
combine No. 1 consists of 4 erecting organizations, 4 factories produc-
ing the necessary building materials, and a head i find out at
which level authority should rest in each industry, is a matter which
can only be solved by extensive experimentation.

(13) Were investment to be decentralized, as in Yugoslavia, com-
petition for investment resources between and among the various
central investing organizations and the enterprises, might lead to a
wasteful spreading of resources over incomplete, and in many cases
undesirable, projects, with priority projectsdelayed.

(24) The most serious obstacle to economic reforms in the Soviet
Unlon is the conservatism of the ruling circles and bureaucratic

shortcomings became apparent, officialdam criticised,
not the economic system. but particular officials. When the necessity
for reforms is conceded. conservative oraanisations and officials
struggle to reduce their scone. By the time reforms are ratified by the
CC they hear only a limited resemblance to the proposals put forward
by radical reformers. Once "'reforms' are decreed by the CC officials
and organisations strive to run things after the "reform"™ much as
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they were run before it. Lopatnikov (Kommunist 1966 No. 10) has
described the attitude of Soviet officials to something new.
"What does new mean? It is always a departure from something existing,

recognised, approved. From the point of view of a government official this
isalways a'violation' of established procedure.”

The Soviet Union is faced with a number of economic problems
caused by basic geographical facts, about which nothing can be done.
For example, the climate is such that extensive resources have to be
devoted to overcoming its effects, the size of the country is such that
transport costs tend to be high, and the location of much of its agri-
cultural land is such that even with a very efficient organization of
agricultural production one would expect costs in agriculture to be
higher than in, say, the United States.

The Soviet Union also faces a number of serious economic prob-
lems, over and above those discussed earlier, about which something
can, and should, be done.

(1) Whereas about 70 per cent of the British national income goes
to consumption, the Soviet figure is much lower because of the claims
of defence and investment. Defence expenditure is undoubtedly a
heavy burden, but it is difficult to see how it could be reduced in the
present international situation. A prominent Soviet economist has
publicly estimated that gross investment amounts to 35 per cent of the
Soviet national income, and added that this figure is excessive and
should be 1

(2) Traditionally the Soviet Union has had a *"dual economy"*, with
a state sector providing for the needs of defence, investment, the state
apparatus and social consumption, and a private sector providing a
major part of private consumption. Khrushchev's attack, in his later
years in power, on the private sector, resulted in a considerable lossin
potential output. Onecf theearliest measuresof Khrushchev's successors
was to reverse his constraints on private agricultural activities. It is
widely thought that if the handicrafts, trade and agricultural activities of
private persons were encouraged, a substantial improvement would
be made to Soviet living standards. In Poland, where the State has
been unable to run a restaurant successfully, a private person is per-
mitted to try and run it.

As Joan Robinson has remarked, “For the authorities to come
between a willing buyer and a willing seller is difficult, creates un-
pleasantness and sets up a state of hostility between the public and
the administration which has far reaching ill effects. To check theft
(say by workers from factories) is much easier if other kinds of
economic crime, which the public sympathizes with, do not exist. The
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supply and demand pricing system is thus a bulwark of freedom and
public i

(3) Imperative planning is quite unsuitable for small enterprises.
These are of two types, rural and urban. The CC and Council of
Ministers have recently (Izvestia 26.9.67) adapted a resolution encour-
aging the collective and state farms to run auxiliary enterprises and
workshops. This may prevent such stupidities as the arrest of a collec-
tive farm chairman who earned a collective farm 500,000 roubles a
year by establishing a workshop producing cable terminals and knife

hi

Whereas 92.3 per cent of all industrial enterprisesin Britain in 1961
employed less than 100 workers, in the Soviet Union in 1963 only
29-8 per cent of all industrial enterprises employed less than 100
workers. The USSR, with an industrial labour force aimost three times
that of Britain, has only about one-fifth as many industrial enterprises.
This difference is largely accounted for by the fact that small enter-
prises do not fit into the imperative planning system. Thus we have
the curious situation in which the economy is tailored to the needs of
the planning system, rather than vice versa. Kvasha has suggested®
that small scale industrial enterprises working for the market or as
subcontractors, be organized as co-operative outside the planning
system.

(4) The regiona distribution of labour is irrational from the point
of view of the needsd the

(5) Thelevel of labour productivity in agriculture is very low, with
an over large labour force producing an inadequate output.

The day when all Russian countryfolk will have running water,
electricity, ten year schools and the same civil rights as townsfolk, isa
very long way off.

(6) Providing jobs for all who want them is a major task of Soviet
economic planning. The Soviet Union has extensive disguised unem-
ployment, not only in agriculture but aso in industry, and also a lack
o jobsin small and medium towns, and a o female employment
in somecentres of heavy industry, e.g. theKuzbass. (By Soviet standards
Britain has a large pool of disguised unemployment, i.e. women who
do not go out to work, in addition to its statistically recorded un-

(7) Thesystem of distribution is grossly inadequate. I1 isnot possible
to buy a variety of fruit and vegetables in state shops the whole year
round, not only because of the low level of output but also because
o the wholly inadequate processing and distribution system. When
there isa good harvest much of the output is wasted because of alack
o processing capacity.”” A large proportion of the fruit and vegetables
transported from Moldavia to is rotten on arrival. Stock con-



trol is something of which Soviet shop managers have a totally inade-
quate knowledge.

(8) The housing situation is very bad. Living space in Soviet cities
is very cramped. A majority of Soviet citizens live in dwellings with-
out running water. Comprehensive housing statistics for the USSR as
a whole are not published.”® The following table, however, illustrates
thescale o the problem:

Some characteristics & the urban housing stock in the RSFSR

No. of square metres per person 61

%
Dwellings with running water 43
Dwellings with sewerage 40
Dwellingswith central heating 38
Dwellings with hot water supply 10
Dwellings with bath or shower 26
Dwellings with gas 26

Source * p. 142.

The quality of the housing currently being built in Soviet cities com-
pares unfavourably with the quality of the housing currently being
built in Britain.

(9) The retail market in the USSR is characterized by suppressed
inflation, that is at the prevailing level of prices aggregate demand for
consumer goods exceeds the supply, and as a result there are long
gueues and numerous shortages. Although this is a great nuisance for
consumers it is convenient for the planners, because it makes it easy
to sall amost everything produced (and it is also convenient for those
employees o the trading apparatus who earn substantial black market
incomes as a result of it).

If the suppressed inflation were eliminated, not only would every-
day life in the Soviet Union become more convenient, but consider-
able pressure would be created for enterprises to produce what con-
sumers require.

(10) The Soviet Union could gain substantially from international
trade. Complementary imports, such as cocoa, could form a useful
addition to consumption. Competitive imports, such as computers and
clothes would be both useful in themselves, and as a spur to increase
the quality of the competing Soviet goods. Similarly exports, which
have to compete on the world market, could also be a force raising
the quality o Soviet goods. Soviet foreign trade is steadily increasing,
but it is doubtful whether the Soviet Union is now taking optimal
advantage o the international division of labour. and it is also doubt-
ful whether the present economic and organizational structure of
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foreign trade is capable of taking optima advantage of the inter-
national division of labour.

A major social problem in the USSR is the irresponsibility o the
administrative apparatus, leading both to an unwillingnessat all levels
to take responsibility for decisions, and to an arrogant treatment of
the population by all officialsfrom petty clerks upwards. The humilia
tions suffered by a citizen in the queue in front of the little window
behind which the clerk sits, say in an OVIR* office, are most un-
pleasant. It is no accident that "' The Inspector Genera' was running
simultaneously in two theatres in Moscow in the Spring of 1967 and
was seen by largeand enthusiastic audiences.

From the point of view of the authorities, from the point of view
o enlisting the support o the population in efforts to improve
economic efficiency, Soviet society is faced with a serious problem of
social morale:

“. . . the workers, as individuals, have their own opinion about the
promises of their governments. Instead of working zealously and patiently,
in the expectation of future benefits, they prefer to make what arrangements
they can according to the old slogan “Every man for himself*. Productivity
interests them far less than the small private jobs they may be able to do
outside their official work. Others are simply sceptical about the future and
ceaselessly complain about the present. Hence that close and even threaten-
ing political climate which seems to prevail in some of the large enter-
prises. . .

Mass participation in efforts to improve the efficiency of the economic
system requires both awareness of a collective endeavour and con-
fidencein thefuture. * * *

The meaning and implications of the Soviet economic reform has
been much discussed, and extensively misrepresented, in the West. Do
the reforms indicate a triumph of *"the market" over "'planning™?

The Soviet Union already had, prior to the reform, markets for
labour and consumer goods. The very modest reforms so far have
made little difference. Were far reaching reforms, of the Sik-Nem-
chinov-Hungarian type to be introduced, a market for products
circulating within the industrial sector would be created. The idea,
however, is not to abandon the planned direction of the economy, but
to cease the inefficient and unnecessary administrative controls over
current economic transactions.> Even were the most radical reform
proposals carried out, and there is no sign at present that they will
be, very extensive powers would remain in the hands of the =i
Although no longer responsible for determining the current produc-

* OVIR is the Department of Visas and Registrations. These offices arc an
integral part of the internal passport system.
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tion programmesaf every enterprise, which would beleft to the market,
the State would be responsible for:

(1) Determining the strategy of development (e.g. the share o
accumulation in the national income, and the relative proportions of
private and social consumption) and exercising general oversight over
the economy (e.g. by encouraging standardization, making allowance
for the main trends in technica progress, and for the changing com-
position and skillsof the labour force).

(2) Ensuring full employment.

(3) Co-ordinating investment plans (this is the main function of
indicative planning). Accurate forecasts of the economic environment
are of great help in the planning of industries with large investment

programmes long gestation periods, such as electricity and higher
education.

(4) Ensuring the desired geographical distribution of economic
activity.

(5) Ensuring the desired distribution of income. In the Soviet con-
text this means in particular the distribution of income between town
and country, and between regions of the USSR.

(6) Encourage the "manufacture’ of technical progress (ie. the
organization of industrial research establishments) and facilitate its
introduction on to the assembly lines, and ensure that foreign technical
advancesare known and utilized.

(7) Protect natural treasures. The desecration of Lake Baikal by
wood processing plants is a glaring example of the difference between
partial, and total, socia costs.

Modern governments are distinguished from those of earlier periods,
inter alia, by the fact that they have a more extensive list of economic
objectives. For example, traditional governments are concerned only
that revenue be sufficient for the State's consumption of goods and
services. The laissez faire state has two objectives, to maintain the
internal and external value of the currency. Present day Britain has
additional objectives, full employment, economic growth, and regiona
development. A Socidlist state would be concerned with the distribu-
tion of income, wealth and power. These objectives can be imple-
mented by the use of administrative decisions, or by the use of the
market mechanism, or by some combination of these. For example, full
employment can be maintained v instructing each enterprise to fulfil
a plan for the number of workers employed (the administrative
method), or by relying on flexible money wages, choice of technique
and the Pigou effect (the market method). or by maintaining the
necessary level of aggregate demand (the utilization of the market by
the planners. In many cases the third method, the utilization of the
market by the planners, with the planners taking the macro decisions
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and the micro decisions |eft to the market, is the most efficient, allow-
ing both the achievement of the goals of the state, and the satisfac-
tion o the preferences of individuals.

The antithesis. either the market or planning. is a false one. What
the Soviet reformers have in mind is to utilize the market, taking
centrally those decisions that have to be taken centrally, but leaving as
many decisions as possible, within the framework created by the
planners, to the market. Similarly, indicative planning is often thought
of asaway o improving the efficiency of the market by providing it
with information about the future.

The preference system of society has a multistage or hierarchical
nature. At one end of the hierarchy the state has objectives in such
fields as regional development and the level of employment. In the
middle, regions, firms and ministries have objectives. At the other end
the individual members of society have preferences as to how they
spend their income and time. (The objectives of the state are not
necessarily independent of the preferences of individuals. They may
be based on them. I this case, the objectives of the state reflect the
preferences of individuas in fields where state action is required.)
Decision making in a rational society would be arranged in such a
way that al levels o the hierarchy could give effect to their prefer-
ences. If no decisions are made at the centre, then full employment
will not result. If dl decisions are made at the centre, then
the preferences of individuals may be violated. In many cases the
utilization of the market by the planners makes possible the har-
monious fulfilment of the objectives of the centre and the preferences
of theindividual membersof society. The fact that in an economy using
the administrative method of maintaining full employment a worker
may be employed in factory A where he makes no contribution to the
national income, rather than in factory B where he would make a
positive contribution to the national income, is a sign, not of the
clash between planners' preferences and consumers™ preferences, but of
theinefficiency of administrative methods.

The market mechanism, which allows producers guided by profit
to determine their own output programme, consumers constrained by
their income to determine their own consumption, and where prices
serve as a signalling system guiding the allocation of resources, is a
very effective mechanism for the taking of rational decisions in the
light of al the information available to society. To use the administra-
tive method rather than 'he market method often necessitates the
destruction of some of the information necessary for rational decision
making. For example, intcrenterprise trade is replaced by the
material technical supplies system, the process of aggregating require-
ments for heterogenous goods at specific places at specific times into
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requirements for artificial homogenous goods, and then disaggregating
requirements for the artificial homogenous goods into plans for
specific goodsto be produced at specific places, normally destroys some
o theinformation necessary for the construction of rational

In addition, to replace the market by administrative decision mak-
ing means that transactions which could easily be settled by mutual
agreement on the periphery, require approval by the centre. Some
months ago the present author sent a trunk from Sheremetovo Inter-
national Airport (Moscow) to London airport by airfreight. At first
the airport officials refused to accept it on the ground that such a
serious transaction required written approval from above, which |
lacked. At length, after arguing for three hours, the officias relented.
The crucial argument was that to accept the trunk would be profit-
able for the airport. Before the September Plenum, before the stress
on profit and economic, as opposed to administrative, methods of
management, the trunk would not have been accepted.

Furthermore, in general the use of market methods of persuading
people to do things is to be preferred to the use of administrative
methods. For example. one of the big economic problems of the USSR
is the labour shortage in Siberia. Whether this should be tackled by
economic or administrative methods is a controversial issue** It can
scarcely be doubted that to force people to live in Siberia is retro-
grade, and that the correct solution is to improve living conditions in
Siberia relative to those in other parts of the country. Perhaps the
Scottish emigration problem should be *solved” by refusing Scots
permission to leave Scotland and forcing Devonians to live there?

It would be unreasonable to expect one agorithm to be the most
efficient way of solving all the problems of economic policy making,
and all economists, from Fedorenko® to Meade,** following in the
footsteps of Pigou, recognize that the market cannot be relied on in a
large number of cases, for example where there is a large discrepancy
between socia and private costs, as in town planning, or where pre-
ferences are of the "perverse’ types. It is doubtful whether the offer
o wages would have attracted workersfrom West Africatothe Carib-
bean area in the eighteenth century. Similarly, it is possible to imagine
a society in which socialist consciousness is more effective than wages
in ensuring that necessary work is done.

It is sometimes suggested that the necessity of relying on market
forces in a socialist society is onlv a transitional phase, and that it is
desirable, and will soon be feasible, to compute an optimal plan for
the entire economy. and run the Soviet economy as a single enter-
prise, al decisions in which will be made at the centre, using com-
puters and mathematical models. This idea has been much discussed
inthe West, under the heading ** perfect computation'*.



LESSONS OF THE SOVIET ECONOMIC REFORM 45

Mathematical models, mathematical methods, and computers have
an important role to play in raising the efficiency of Soviet planning,
though it is not that imagined by proponents of **perfect computa-
tion™. Firstly, models of optimal planning furnish ideas useful for the
understanding and improvement of economic systems. For example,
the models constructed by Soviet mathematical economists have shown,
the usefulness of a charge for fixed capital and of rent paymentsfor
land and natural resources, the rationality of taking decisions in a
hierarchical way at the enterprisesfor each industry asa whole and for
the economy as a whole, that within a suitable parametric framework
the decisions taken an autonomous enterprise will be those re-
quired by society, and the role of the price mechanism and o the
market.®* Some of these ideas have been put into practice, and the
others have been much discussed.

Secondly, optimal planning methods have been used, and are being
used to solve very many particular planning problems.

In the Soviet literature we find an extensive discussion, not of "' per-
fect computation™, but of "optimal planning”. Many of those who
discuss "optima planning™ regard i as a hierarchical concept. The
centre works out the share of accumulation in the national income
using a one sector growth model, and the relative proportions of the
main sectors o the economy using a disaggregated inter-industry
model. In this way a national perspective plan is compiled, which
identifies the chief bottlenecks and provides a framework for the per-
spective plansof particular industries.

The separate industries each compile optimal perspective plans,
which deal with such things as the location of enterprises, the capacity
o enterprises, the particular technologies which will embody these
capecities, the best use of deficit materials for which there are sub-
stitutes. . . . Considerable work is now under way in this field in the
Soviet 1

The separate enterprises each compile optimal perspective plans,
and use the methods of operations research to ensure that their cur-
rent plansare optimal.

Understood in this way, there is no contradiction between **optimal
planning™, a rational system of planning in which all decisions are
optimal, and autonomy for enterprises, market relations between
enterprises, and markets for labour and consumer goods.

Kantorovich hasexplained that:

system of optlmal planning by no means presupposes the full
ccmrahzauon of economic decisions. On the contrary, thanks to the fact
that together with the optimal national economic plan a system of prices
and valuations (output/capital norms. rent for land and raw materials, in-
vestment efficiency norms, and so on) consistent with it is compiled, the
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possibility arises of taking decisions maximally consistent with the interests
of the national economy in the localities. This is conducive to, the wide
utilization of the initiatives of economic collectives, the possibility of mobiliz-
ing resources and uncovering reserves in the locdlities. allows the expansion
of the rights of separate economic units, and the construction of a system
of valuations and stimulation of the work of separate units, such that, that
which is profitable for society as a whole is profitable also for every enter-
prise. In other words, such a system creates the theoretical basis for the
solution of the problem of the combination of centralized management of
the economy with wide rights and initiative in the localities on the basis
economic methods of control.”

Similarly, Fedorenko, the head of the Institute which is working to-
wards the introduction o optimal planning in the USSR has written
that:

""Because the real social-economic system is so complicated that in prin-
ciple it cannot be fully described, therefore a system of administrative control
of it will always be relatively weak and inefficient, given the huge volume
of production and the complexity and dynamism o the economy. The im-
possibility of determining al the factors and tendencies of economic develop-
ment. without exception, is determined by the limited capacity of the
channels of control. Thisis dictated both by the limited technical possibilities,
and also by the limited economically justifiable expenses involved in creating
the control system. In other words. the full formalization of the functioning
of an economic system and the creation of a fully automated centralized
system of planning and management of the national economy is unwar-
ranted.""

An integra part of optimal planning is the computer grid which is
currently being developed in the Soviet Union to assist with data
processing and plan calculations," a pilot project for which is being
tried out in Estonia The widespread use o computers will un-
doubtedly be of great help in improving the efficiency of economic
decision making in the USSR, for example in engineering calculations,
the administration of construction projects, the planning of material-
technical supplies, and in the control of factories. To suppose, how-
ever, that this computer grid—when it is completed—will solve the
Soviet Union's economic problems is on a par with suggesting that
the post office's computer grid will solve Britain's economic problems.

The desirability of relying on the market as a means of distribut-
ing goods and services among consumers depends on the distribu-
tion of purchasing power among the population. Where this distribu-
tion is just, the market is, in general, an excellent method o distribut-
ing goods and services. Where it is not, the efficiency o the market is
vitiated by equity considerations. It is for this reason that socialists
have always advocated, for a society in which incomes are very un-
equally distributed, a free or subsidized distribution of basic services
such as education, health and housing. In the Soviet Union, education,
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health, housing, publictransport, and an extensivenetwork of nurseries
and holiday campsfor children, are provided freeor at avery low price.
Given the present distribution of purchasing power in Soviet society,
any movein thedirection o charging the free market pricefor these
sarvices would be a retrograde step. There have been no indications
o such a move. Furthermore, a substantial increasein the minimum
weage to takeeffect from Janaury 1 1968 has been announced. Criticism
of the reform on distributional grounds seems misguided. The reform
is not concerned with changing the distribution o income among con-
sumers, but with increasing the efficency with which the nation's
stock of assetsis used.

The orthodox economists concentrated on the virtues o the market,
when counterexamples were discovered referred to them as "'excep-
tions”—curiosa to be mentioned in footnotes—and ignored the fact
that the satisfaction of individud preferences in some fields, such as
the level d employment, requires central action, and transformed an
important, but far from all embracing proposition about economic
organization into an ideology. Socidist economists, in justifiable re-
action againg the orthodox ideology, rejected the entire corpus o
the orthodox teaching, including its rational kerndl. It is this rational
kernel which is now being rediscovered in Budapest, Prague, Lenin-
grad, Moscow, and Novosibirsk.

It appears to be widdy thought that the current Soviet economic
reforms spell a reversion tocapitalism. What iscapitalistabout asociety
in which the means d production are owned by the state, wherethere
isno rentier class receiving incomefrom property, and the basicdirec-
tion o the economy is determined by the state, it is difficult to see.
Perhaps socialism requires that goods should be produced that no-
body wantsand which merely moulder away in warehouses? OF course
the Soviet Union is not a socidist society. But that is not because
profits are being substituted for gross vaue of output, but becauseit
Isa society which lacksintellectual and poalitica freedom, equdity and
df determination, and where political power isin thehandsd asmall
«f perpetuatingoligarchy.

It has been argued that to "interet"” enterprisesor their employees
in the profits they earn "'is the introduction into a socidist economy
d motivations which are foreign to it and which, if they are alowed
to play too great a role, will prevent the very progressd socialism™.%8
Similarly, Manddl, athough regarding the use d materia incentives
as inevitable, finds it impossible to accept that measures which
emphasizetheir role can be regarded as part o the march to sociaism
and communism, and is worried lest their extensive use might corrupt
the sociaist consciousnessof the masses.*?

Four pointscan be madein responseto this criticism: =
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(1) Undoubtedly the use d material incentives, rather than sociaist
consciousness, to achieve plan targets, is a non-socidist phenomenon
associdism hastraditionally been understood.

(2) The use d materia incentives has been practised in the Soviet
Union for many years now. The result d the reforms is not that,
for the first time, enterprises or their employees are materialy
interested in their results, but smply that the index to which their
incentives are attached has been altered, a sngle synthetic index—
profit—beng substituted for a multiplicity of heterogenousindices.

The suggestion to substitute profitsfor other indiceshas been made
because experience has shown that the use d other indices leads to
irrationalities. and economic theory suggests that profits are the best
possibleindex d an enterprise's efficiency.

(3) The objection by socialists to the use of profit stems from the
fact that in a capitaist society profits are the primary source o in-
equalitiesd” income. When the meansd production are not privately
owned, this need not be so. 1t should not bedifficult in such a society
to devise a financial sysem such that profit servesto encourage the
efficient dlocation o resources, but does not lead to acute income
inequalities. It is important to distinguish between profit asa guide to
the efficient allocation d resources, and profit as the income o
property owners. The reforms currently under way in the Soviet Union
do createa Soviet andogued the Western manageria bonus schemes,
but they do not create any andogue d the functionless rentier share-
holder.

(4) Socidists would be wdl advised to concentrate their critical
attention not on the technica issue d which index enterprisesshould
be instructed to maximize, but on the fundamental political fact that
Soviet national economic plansare drawn up by a small sdf-appointed
group, unresponsiveto the wishesd the broad massd consumers, and
that Soviet enterprise plans are drawn up independently of the wishes
d the producers.™

*
® *

The economic problemsd the Soviet Union are primarily a matter
for the Soviet people. Outsiders are more concerned with the general
lessons that can be gleaned from the Soviet experience for rational
economic policy making.

Soviet experience has shown that it is possibleto have a society in
which socid choices are not made by the market method. It also shows
that thisis not a sufficient condition for rational decision making.

The experience d the Soviet Union has shown that if the state
accepts economic growth and regiond planning as objectives of
economic palicy, it can achieve striking successesin thesefidds. Simi-
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larly, Soviet experience has shown that the rapid industridization of a
backward country is perfectly feasible. The main requirement is
political will.

Soviet experience has shown that it is possible to have a society in
which the means of production are owned by the state, and there is
no income from property. It also shows that this is not a sufficient
condition for an egalitarian distribution of income, wealth and power.

Soviet experience does not support the view that it would be possible
to have a society with an egalitarian incomedistribution. Such a society
may be feasible, but Soviet society, which is not an egalitarian society,
can not be cited in support of this view. If anything, the historical ex-
perience of the Soviet Union supports the Liberal contention that
there is an inherent clash between the claims of equity and efficiency.

Planning, that is the process in which goas are formulated and
their consistency checked, a forecast of the future made, the implica-
tions o this forecast for the economic unit concerned considered,
difficulties uncovered and resolved, and the plan of the unit imple-
mented in the most efficient way, is an essential component o rational
economic activity. This does not mean that it is necessary for the
Government to issue every economic unit with detailed, mandatory
instructions regulating its behaviour.

Planning of the traditional Soviet type is suitable for an economy
with a limited range of well defined goals, e.g. a war economy or a
developing country trying to break through to modernity.

In an economy without a small number of priority sectors, rational
planning of the traditional Soviet type is both impossible and unneces-

In any rational economy state action will play a major role in
economic activity. The experience dof the Soviet Union confirms the
correctness of the orthodox doctrine that the market is a valuable
alocative mechanism, and that its replacement by administrative
decisions can lead to irrationalities. The efficient attainment of the
objectives of economic policy making require a combination of
administrative decison making and utilization of the market
mechanism, the proportions in which the two methods are needed
varying from objective to objective and from economy to economy.

Economic theory does not provide a set of optima economic insti-
tutions applicable to al economies, independently of the objectives of
policymakers and the concrete historical, socia and technological
milieu. A thorough understanding of economic theory may, however,
provide ideas useful for improving the functioning of a particular
economy facing particular problems.

The division o the world economy into three sectors, developing
economies, Western-type economies and Soviet-type economies, has
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important positive effects. The inhabilants of developing countries can
learn that disastrous infant mortality rates, miserable life expectancy
rates, inadequate diet, housing and holidays, are not inevitable. The
inhabitants of Western-type economies can learn that the withering
away o public transport, the atrophy of entire refjan:, mass unem-
ployment, an international economic crisis caused by an inadequate
international financial system, offensive advertisements, low rates o
growth, byzantine tax rules, the commercial exploitation of communi-
cations and sex,, the inadequate provision of education, pensions.
medical services and nurseries to a substantial proportion of the popu-
lation, are not inevitable. The inhabitants of Soviet-type economies
can learn that low labour productivity in agriculture, a low share of
consumption in the national income, irrational decision making by
enterprise management, a chaotic distribution system, suppressed
inflation in the retail market, and an inefficient system for allocating
circulating capital goods, are not inevitable. Similarly, western-type
economies can learn from Soviet experience of the dangers of the un-
necessary replacement of the market mechanism by administrative
decisions, and Soviet-type economies can learn from Western ex-
perience of the dangers of inflation if price fixing is left to the
market, and of the danger of leaving international trade to individual
firms.

The division of the world economy into antagonistic sectors aso
has unfortunate negative effects. In addition to the two existing irra-
tional competitions, in armament:; and conspicuous cosmic consump-
tion, we now have a new one—the rate o growth of GNP. This
competition takes no account of the fact that GNP, which penalizes
the efficient economy, ignores facts such as dangers to life, noise and
impure air, ignores the consumer surplus associated with such goods
as oral coniraceptives and antibiotics, regards al goods bought by
consumers as consumption regardless of whether they are useful or
thrown away because of poor quality, and ignores such goods as a
civilized environment, accessibility to forest, lake and mountain, and
leisure, isfar from being a measure of welfare.
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2. See M. Ellman. "The logic of collectivization™, Ost Wirtschaft,
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USSR", Economics o planning. No. 1-2, 1965.
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