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The Affinity Between Ownership 
Forms and Coordination Mechanisms: 
The Common Experience o f Reform in 
Socialist Countries

János Kornai

T he world is witnessing a great upheaval in socialist countries, w here 
dram atic events have keen happen ing  since 1988. T he presen t paper 
concentrates on evaluating past experience in the hope that a correct 

understanding  of the past will help in devising sound policies for the future. Of 
course, the num ber o f socialist countries which have engaged in reform  in the 
past is small, and the situation in all socialist or form erly socialist countries is 
still very unsettled. W hat can be attem pted is nothing m ore than  an outline o f a 
few prelim inary conjectures which will have to be tested against future histori­
cal developments.

T he issues to be discussed in the p ap er have many political ramifications. 
Decisions concerning ow nership and  coordination m echanisms are, o f course, 
strongly linked to the questions concerning power, political institutions and 
ideology. Apart from a few short hints, this paper does not elaborate on the 
political aspects of these topics.

Classical versus Reform Socialism, Reform versus Revolution

Some conceptual clarification is needed. In the following, I distinguish two 
prototypes o f socialism. T h e  first one is classical socialism: the form of socialism 
that prevailed under Stalin, Mao Zedong, and their disciples in o ther countries. 
T he second one is reform socialism: the new form  of socialism that evolved (in 
chronological o rder) u n d e r Tito in Yugoslavia, K ádár in H ungary, Deng

■ János Kornai is Professor o f Economics, Harvard University, Cambridge, Mas­
sachusetts, and the Hungarian Academy of Sciences, Budapest, Hungary.
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X iaoping in C hina, and Gorbachev in the USSR; some fu rth e r countries could 
be nam ed as well. T he reform  socialist countries made som e steps toward 
liberalization in the political sphere, som ewhat decentralized the control of 
th e ir state-owned sector, and  allowed a som ewhat larger scope for the private 
sector. At the sam e time, these countries still m aintained the fundam ental 
a ttribu tes o f a socialist system: the Com m unist party  did not share power with 
any o th er political force, the state-owned sector still played a dom inant role in 
the economy, an d  the main coord inator of economic activities was the cen tral­
ized bureaucracy, even though coordination was effected with the aid o f less 
rigid instrum ents.

We should also distinguish reform and revolution. T he form er aims at m ajor 
changes in the existing socialist system, bu t preserves its basic characteristics. 
T h e  latter starts a transform ation that ultim ately shifts the country  in question 
away from socialism. Thus the difference between reform and  revolution does 
no t lie in the m ethod  of transform ation (violent versus non-violent change), nor 
in the  speed (slow process versus sudden explosion). T he distinguishing crite­
rion  is the following: Does the transform ation abolish the pow er m onopoly of 
the  C om m unist party? In this sense, in 1989, a revolution began (in tem poral 
o rd e r)  in H ungary, Poland, East Germ any, Czechoslovakia, and  R um ania.1 East 
G erm any and  Czechoslovakia avoided the reform  stage and  took a leap, by 
ju m p in g  from  classical socialism directly to systemic transform ation.

In  this p ap e r, I am concerned with reform  socialism, and  do not discuss 
the  problem s o f  “ post-socialist” revolutionary systemic transform ation.2 At the 
tim e of writing the final version of this paper, reform  socialism is still the 
reg im e ruling over the two largest countries, the USSR and  China, and also a 
few smaller ones like M ongolia and Vietnam . For Eastern Europe reform  
socialism is history, yet still so close to the present that it has an extrem ely 
strong  impact no t only on the initial economic conditions o f the transform ation 
process, but also on political though t and intellectual debates. T herefore, the 
subject of the paper, com m on lessons of reform  socialism, should be m ore than  
timely, as it m ight provide som e orientation in the midst o f the breathtaking 
changes in the socialist world.

Transformation without a Strategy

If  we look at the history o f the socialist reform  countries, we find that 
w ithout exception, reform  b lueprin ts or program s were in circulation before 
the  actual perio d  of the reform . For the first example o f such a proposal for 
reform  within socialism one can go back as far as Oscar Lange’s famous

'At the time of submitting this paper, in March 1990, it is not yet clear where Bulgaria and 
Yugoslavia fit in this classification.
2The author’s views on revolutionary transformation are discussed in his recent book (1990).
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proposal for m arket socialism and  to the debate to which his idea gave rise in 
the 1930s. Some blueprints and  reform  program s were also p repared  by the 
leadership in charge. T here  also were instances o f program s published illegally 
or semi-legally by dissident politicians and scholars.

While all these reform  proposals became interesting historical docum ents, 
and while some of them  had a certain  influence on the course of events, reality 
in the reform ing countries never corresponded to any o f the blueprints. O f 
course, history stands witness to o ther cases o f discrepancies between intent and 
outcome: the fate of the French Revolution reflected little o f the ideas which the 
Encyclopédistes and Rousseau had  been discussing in their works, and the Soviet 
Union in the 1930s tu rned  o u t to be a country quite different from the one 
which Marx o r the participants o f the revolutions o f 1917 had  imagined.

It is ironic to note, nevertheless, that m ajor changes in centrally planned 
economies never took place according to a “central plan.” T h ere  is a Chinese 
adage which talks of “crossing the river by touching the stones.” T he reform  
process in socialist economies conform ed exactly to this image: whole societies 
proceeded to cross the deep w ater without accurate knowledge about the final 
destination by a process o f moving from one stone to another.

T he reality of reform  in socialist countries was characterized by historical 
compromises, by movements backward as well as by m ovem ents forward, by 
periods of euphoria  and of optim ism  alternating with periods of lost illusions 
and  of frustrations. It also often tu rn ed  out that, in spite of g reat efforts, some 
changes could not be preserved. ’ People often learned the limits o f reformabil- 
ity by, figuratively speaking, ru n n in g  against a stone wall o f  the limits to 
changes im posed by the undivided power o f the Com m unist party and the 
taboos m aintained by the official ideology.

U nder such circumstances it becomes extrem ely im portan t to recognize 
w hat evolved spontaneously in the reform  process. M arx used the  Germ an term  
“ naturw üchsig” (as grown in na tu re ) to characterize spontaneous historical 
processes. T hese are phenom ena which appear no t as a consequence of govern­
m ental orders o r of adm inistrative pressure bu t o f the free will o f certain social 
groups. T he study of “ naturally grow n” changes is all the m ore im portant since 
individual freedom  o f choice typically increased as a consequence of reform. 
Spontaneous changes thus reflected the voluntary decisions and  revealed p ref­
erences of various social groups.

Exactly this approach distinguishes the presen t paper from  many other 
studies. Most o f  the earlier works on reform  in socialist systems discussed the 
intentions and actions o f the leadership and the apparatus. This paper would

’’[ o give just one telling example, early on in the Soviet perestroika, it was envisaged to replace plan 
targets with state orders covering not much more than 30 percent of output. Under conditions of 
shortage, fixed supplier-customer relations, and bureaucratic intervention, they ended up covering 
over 90 percent of output. A 1989 amendment to the Soviet enterprise law then stipulated that 
state orders were no longer allowed to cover 100 percent (sic) of output. (See text of the 
amendment in Pravda, August 11, 1989.)
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like to draw attention to ano ther, not less im portant aspect, namely sponta­
neous developm ents in the reform  countries, developm ents that did no t occur 
in response to leadership actions and maybe even contravened their intentions.

The Evolution of a Private Sector

In this endeavor, we should at first focus on the evolution o f a private 
sector. W hen, for exam ple, the au thor began to participate in the beginning of 
Eastern E uropean  discussions on reform  in 1954-1956, all scholars who took 
p a rt in the debate were alm ost exclusively concerned with questions o f reform  
in the state-owned sector. Initially, it was discussed how to give m ore autonom y 
and  stronger profit-based incentives to state-owned firms and how to decentral­
ize economic adm inistration while, at the same time, m aintaining state ow ner­
ship in all bu t the most m arginal sectors o f the economy. As the reform ers came 
to realize the inadequacy o f these proposals, they envisaged larger and  larger 
scope for m arket coordination in the economy. Yet they still clung to the notion 
o f the dom inance of state ow nership.4

History took quite a different course from the one outlined in these 
blueprints. In  all socialist economies w here reforms had  time to develop, and 
especially in Hungary, Poland, and China, the em ergence o f a significant 
private sector was the m ost im portant result of the reform  in the econom y.5

T h e m ost im portan t inroad o f private activity in socialist economies oc­
cu rred  th rough  private farm ing.6 Private agricultural production took different 
forms. In  som e reform  socialist countries, the land was reprivatized de facto as 
for exam ple u nder the Chinese “ family responsibility system,” in o th er private 
farm ing was never abolished and survived all kinds o f political changes as, for 
instance, in Yugoslavia an d  in Poland. O ther forms o f private or semiprivate 
agricultural activity also evolved, for instance an increased role of household 
plots and  auxiliary agricultural production  in H ungary. A significant legal 
private sector em erged in various branches of the service, tran sp o rt and

4See for example, the following sample of the earliest papers advocating a decentralization based 
reform in Eastern Europe: B. Kidric (see his papers from the 1950s in the 1985 volume) for 
Yugoslavia, Gy. Péter (1954a, b, 1956) and J. Kornai (1959) for Hungary, W. Brus (1972) for 
Poland, E. Liberman (1972) for the USSR and Sun Yefang (1982) for China.
5About the formal and informal private sector see G. Grossman (1977), I. R. Gábor (1985), C. M. 
Davis (1988), S. Pomorski (1988) and B. Dallago (1989).
6The spectacular increase in the size of the private sector is well captured by data on total yearly 
work-hours spent by the population in the different sectors. In Hungary, total work-time spent in 
private agricultural activity was more than one-third of that spent in the socialist sector in the 
mid-1980s. All the data reported here and in Footnotes 7 and 8 to describe the Hungarian private 
sector are from J. Tímár (1988), pp. 225, 229-245.
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construction industries; to a lesser ex ten t private business operated  in m anufac­
tu rin g  as well.7

In  addition to the formal private sector, various types of inform al “ moon­
lighting” appeared; unlicensed, an d  perhaps illegal, b u t nonetheless tolerated 
activities proliferated in the service, commerce, transport and construction 
sectors.8 Reform economies also experienced  a significant increase in elaborate 
do-it-yourself activities, such as the building of one’s own house with the help of 
one o r two professionals and that o f some friends.9 T here  appeared  different 
forms o f income derived from private property, for example, from the renting 
out o f  private hom es in cities o r from  privately owned second hom es in 
recreational areas.

D uring the reform  period p ro p e rty  owned by the state or by some other 
social organization was sold or leased to individuals in some countries, and  in 
some sectors, such as housing, services, and agriculture. T he idea o f genuine 
privatization in the British way, th a t is to say, the idea o f the sale o f stock of 
state-ow ned com panies to the public, came up in the debates in the  reform  
economies even before the m ore recen t discussions in the context o f revolution­
ary transform ation. In  practice, however, the larger part of the grow th of the 
private sector took place as a result o f  en trepreneurial initiative, partly  based 
on private savings bu t for the m ost p a r t on the labor inpu t of the individual. 
T herefore, private hrm s were usually very small.10

It m ust be stressed that the governm ent typically did not have to convince 
its citizens to enter the private sector by a propaganda campaign. Usually, after 
certain prohibitions on private activity were lifted, the private sector began to 
grow quite spontaneously with individual enterprises sprouting up  like m ush­
room s in a forest after rainfall.11 T h e  increase in private activity was all the 
m ore notable as it often followed a period  of brutal repression o f any form  of 
private ventures. People did not have to be cajoled o r coerced in o rd e r to 
choose this way of life. In fact, they w ere immediately attracted by the higher

7Taking the example of Hungary, total work-hours in the non-agricultural, formal, i.e., legal, 
private sector increased 2.4 times from 1967 to 1985, and 1.6 times from 1980 to 1985. Private 
business partnerships, owned and operated by a group of people belong to the private sector, along 
with business owned and operated by single individuals or by a family. In the Soviet Union such 
partnerships are called “cooperative,” although everybody knows that they are in fact private 
business partnerships.
sReferring back to the Hungarian example, work-time in this informal private sector increased by 
5.6 times from 1977 to 1986. Work-time spent in this sector was 1.5 times higher than that spent in 
the formal private sector.
9For instance, in 1988, 65 percent of new residential construction in Hungary was organized by 
private owners (Central Statistical Office, 1989, p. 250).
10For instance, in Poland, before the revolution of 1989, there were one million private enterprises 
employing two million people. (Source: Lecture by Jeffrey Sachs, Harvard University, February 8, 
.1990.)
11 For instance, from 1987 when the Soviet government first gave its blessing to the small-scale 
cooperatives to 1989, the number of full-time cooperative members jumped from about 15,000 to 
over 2,000,000, with a multiple of this number in part-time and employee status.
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earnings, by the m ore direct linkage between effort and rew ard, and by the 
g rea te r autonom y and  freedom  which the private sector offered.12

Private activities in reform  socialist economies generated  relatively high 
incom e because they were able to m eet dem and left unsatisfied by the state- 
ow ned sector. A craftsm an, the ow ner of a co rn er grocery store o r of a small 
restauran t, would typically be in the middle incom e group of a private en ter­
prise economy. B ut in the environm ent o f w hat was still a chronic shortage 
econom y, the sam e activities catapulted these people into the highest income 
g ro u p , not because they were particularly sm art o r greedy, bu t because of the 
rarity  o f the service that they provided. T he price which they got for their 
o u tp u t was ju s t the m arket clearing price in the small segm ent o f the economy 
w here a genuine m arket operated . They could be grateful to the state-owned 
sector and to the fiscal and m onetary systems th a t created supply and  dem and 
conditions leading to free m arket prices significantly h igher than  the official 
prices in the state-ow ned sector.

T h e  dim ensions of this growth o f private economic activity are even m ore 
notew orthy if one takes into account the fact tha t private business had to adjust 
to th e  hostile environm ent o f the half-heartedly reform ing socialist economy. 
Despite some im provem ents, the daily life o f private businesses in reform ing 
countries was still characterized by a m ultitude o f bureaucratic interventions 
an d  restrictions. Access to m aterial, credit and  foreign exchange was limited, 
an d  they often had  to be acquired in illegal o r semi-legal ways.

A further elem ent in the hostile environm ent was the jealously of people 
who were suspicious o f growing income differentials. Envy o f individuals who 
suddenly  come to ea rn  m ore than  others, while it occurs in all systems, is likely 
to be all the m ore divisive in a society in which people have been brough t up to 
consider equality to be a m ajor social desideratum .

Finally, half-hearted  reform  caused fu rther difficulties due to the absence 
o f legal institutions for the consistent protection o f private p roperty  and for the 
enforcem ent o f private contracts, as well as the repression o f political m ove­
m ents and associations devoted to the articulation of the private sector’s 
interests. And th a t leads to the ideological aspects o f the issue.

Can one justifiably assum e that this small-scale private activity in reform  
socialism inevitably leads to capitalism? Many advocates of reform  in socialist 
countries are tem pted  to simply answer “no .” Nevertheless, if we want to be 
objective, it is n o t possible to dismiss this question so easily.

Using now the  term inology o f Marxian political economy, we may classify 
the  overwhelm ing p art of private sector activities in socialist economies as small 
com m odity production . Roughly speaking, the decisive distinction between 
small com m odity production and  genuine capitalism  in the M arxian sense is

12For instance, in Hungary a lawyer in a state-owned enterprise decided to leave his job to open a 
small private restaurant—so as to no longer have a boss to tell him what to do. The same reason 
was given by former members of an agricultural cooperative who had chosen to quit and had 
opened a small regional food-processing plant.
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that the form er uses only the labor in p u t o f one individual, together perhaps 
with that o f  his family m em bers, whereas the latter uses h ired  labor regularly 
and thus becomes exploitative as it seeks to extract the surplus from  the 
employee. In this context, the ideology and practice o f classical socialism 
suppressing not only full-blown capitalism, bu t small-scale private production  
as well, has been very m uch influenced by Lenin’s (1920, p. 8) frequently 
quoted dictum  that “ . . .  small production  engenders capitalism  and the b o u r­
geoisie continuously, daily, hourly, spontaneously, and on a mass scale.” In  the 
au th o r’s opinion, Lenin was absolutely right. I f  a society allows for the existence 
of a large num ber of small com m odity producers, and if it perm its them  to 
accum ulate capital and to grow over tim e, a genuine g roup  o f capitalists will 
sooner o r la ter emerge.

To appreciate this fact, the reader is asked to im agine for a m om ent what 
would h ap p en  if private producers had the  same access to credit and  to all 
kinds of inputs as the state-owned en terp rise  in a socialist economy and, 
m oreover, were to be treated  equally by the tax and subsidy system. W ithout 
any doubt, the m ore successful private businesses would begin to accum ulate 
and grow. T hus, the negative answer o f some reform ers to the question as to 
w hether small commodity production breeds capitalism was already predicated  
on the assum ption that the governm ent would not allow private business to 
grow beyond a certain critical threshold. Indeed , the grow th of the private 
sector in reform  socialist economies was no t only ham pered  by the excessive 
red  tape o f an  ubiquitous and om nipoten t bureaucracy; the sustained grow th of 
private businesses also ran  counter to the ideological prem ises of the system, 
and was therefore held in check by the ru ling Com m unist party and  the 
governm ent which were not willing to to lerate a significant capitalist sector.

T here  have been different ways o f im posing constraints on the private 
sector’s ability to grow in a socialist economy. Sometimes, these constraints 
simply took the form of legal restrictions such as, for exam ple, an u pper bound  
on the num ber of people that a legal private enterprise was allowed to em ploy, 
o r of a limit on the am ount of capital tha t it was allowed to invest in private 
business. Obstacles to growth were also incorporated  in the tax system. T he 
extent of taxation of a particular activity at a given point in time could vary 
quite substantially, thus providing the authorities with an additional tool for 
keeping the  private sector u n d er control. Private craftsmen and  private traders 
could po int to the exact level of taxation up  to which they would be able to 
uphold the private venture, and beyond which they would have to abandon it 
and  re tu rn  to work in the state-owned sector. T he most powerful u p p er limit 
on accum ulation was uncertainty and the fear of future nationalization and 
confiscation. Memories o f past repression were alive, and the individual m ight 
well have been  scared that he and  his children m ight one day be stigmatized as 
“bourgeois” o r “ kulak.”

In this situation, limits on capital accum ulation m ade it difficult to achieve 
economies o f scale. It m ight be individually m ore rational in a given political
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and  ideological climate to waste one’s profits ra ther than  to pu t them  to 
productive use. In  historical accounts o f capitalist economies, we are used to 
read ing  about the  parsim ony of the founders o f family businesses who en ­
deavor to bequeath  their wealth to fu ture generations. In  accordance with the 
p icture painted  in Thom as M ann’s novel Buddenbrooks, we begin to associate 
wastefulness only with the second and subsequent generations of a family line 
o f capitalists. By contrast, wasteful consum ption in family businesses in reform  
socialist countries often began on the very first day of their existence, given that 
it was quite uncertain  w hether the venture would have a prolonged existence 
even within the individual founder’s own lifetime.

T he social environm ent of the private sector also resulted in myopic 
behavior. T he private firm  was typically not interested in building up a solid 
goodwill with its custom ers for its products o r services, because its owners felt 
that they m ight no t even be in business in the following year. On the o ther 
hand , they w ere not forced to treat their buyers well given the sellers’ m arket. 
T he private firm s could afford to cheat so as to reap the largest possible 
am ount of one-tim e profit. T o  the extent tha t consum ers were used to queues 
and  shortages in the state-owned sector, it was generally easy for the private 
firm  to keep its custom ers, even though its employees m ight hardly be m ore 
forthcom ing an d  polite than  the employees o f its coun terpart in the state-owned 
sector. Instead o f raising the overall standards of service o f the sellers u n d e r 
state ow nership in the direction of those of a buyers’ m arket, the standards o f a 
new small private venture sometimes d ro p p ed  downward to those of sellers in a 
chronic shortage economy.

In  all re form  economies, private ventures also had to adapt to the use o f 
bribery in the acquisition o f the necessary inputs. Cheating was needed not only 
to acquire inputs, but also to defend the business against the state. T here  are 
m any stories abou t Soviet cooperatives and small private businessm en in o ther 
countries having to bribe local officials to be able to obtain a license. Many 
individuals jo in in g  the private sector were not en trep reneurs, bu t adventurers. 
Such was the natu ra l selection process u n d er the given conditions.

These circum stances set the trap  for the social position of the private 
sector. Daily experience supplied argum ents for “anti-capitalist” dem agoguery 
and  for p o p u la r slogans against profiteering, greediness and cheating. It is 
ironic that som e politicians and journalists in the reform  and even in the 
“ post-socialist” countries (sometimes even in the “ new left” circles within 
opposition g roups) argue against high prices and  profiteering on moral grounds. 
It is not recognized that it is inconsistent to declare the desirability o f a m arket 
and  at the sam e time to refuse the legitimacy o f a price generated  by the very 
sam e m arket mechanism. Such p ropaganda fuels restrictions and interventions 
which lead to fu rth e r deterioration: to capitalism  at its worst. We therefore face 
a vicious cycle.

T he contem porary  socialist system needs the active contribution o f a 
private sector, otherwise it is not able to deliver the goods to the people. 
Socialism arrived  at a stage in history when it was unable to survive in its pure ,
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strictly non-capitalist fashion and  had to coexist with its self-acknowledged 
archenem y not only worldwide b u t within its own borders as well.

The Persistence of Bureaucracy

As far as the state-owned sector was concerned, the central idea o f the 
original reform  blueprints had been the abolition o f the com m and economy; 
tha t is, the elim ination of m andatory  o u tp u t targets and m andatory inpu t 
quotas. Among the reform  socialist countries, Yugoslavia and H ungary were 
the only countries which more o r less consistently im plem ented these proposals 
before the recent wave of accelerated changes.

When the reform  process began in the 1950s and 1960s, the initial 
expectation was that, once the adm inistrative system had been abolished, there 
would be a m om entary vacuum which would then  be filled by the m arket 
mechanism. In  o th er words, bureaucratic com m ands would be instantaneously 
replaced by m arket signals. T he underlying assum ption of this position was that 
o f a simple com plem entarity between the two mechanisms o f coordination, 
namely bureaucratic and m arket coord ination .11 However, this expectation, 
which was shared by the au thor in 1955-56, has tu rn ed  out to be naive. T he 
vacuum  left by the elimination o f adm inistrative com m ands, and thus by the 
elimination of direct bureaucratic coordination, was filled not by the m arket, 
bu t by other, indirect tools of bureaucratic coord ination .14 Although the role of 
the m arket, of course, increased in the wake o f the reform , the role of the 
bureaucracy continued to rem ain pervasive: for instance, the role of the 
bureaucracy was still param ount in the selection and in the prom otion of 
m anagers, and in the decision-making power with regard  to the en try  and the 
exit of firms. And while the bureaucracy had reduced  or completely relin­
quished direct adm inistrative control over the quantities of o u tpu t and input of 
state-owned firms, it could still control them  th rough  formal state orders and 
inform al requests, adm inistrative price setting as well as through the extrem ely 
strong financial dependence o f the firm on its superior organs, like the 
ministries in charge of production, the foreign trade authorities, the price 
control office, the financial bodies, the police, and  so on. Party organizations 
also frequently in tervened in the affairs of the firms. A change took place in the 
form , but not in the intensity o f dependence.

In our description o f the private sector, we have used the term s “sponta­
neous” or “ naturally grow n.” H ere, we shall em phasize that the persistence o f a

lsThe term “bureaucratic coordination,” here as in other works of the author, is used in a 
value-free sense, without any negative connotation as in many Eastern European writings and 
speeches. It refers to certain types of controlling and coordinating activities. The main characteris­
tics of this mechanism include the multi-level hierarchical organization of control, the dependence 
of the subordinate on the superior and the mandatory or even coercive character of the instruc­
tions of the superior.
14The notions of direct and indirect control were firstly used by Kálmán Szabó, Tamás Nagy and 
László Antal.
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huge bureaucracy is a spontaneous and  natural outgrow th of the socialist 
econom y as well. T he C entral Com m ittee or the Politburo of the C om m unist 
party did  not have to decide to m aintain as m uch o f the bureaucracy as possible 
du rin g  the process o f reform . On the contrary, the bureaucracy grew despite 
sincere attem pts to reduce it, and in the face of dram atic campaigns to get rid 
of it, such as the one which took place du rin g  the cultural revolution in China. 
T he Soviet perestroika initially again set as its goal a reduction in the size o f the 
bureaucracy; yet the experience up to 1990 did not provide m uch g ro u n d  for 
m aintain ing the belief in the possibility o f checking the natural grow th o f the 
bureaucracy by reform  alone.

A self-reproduction o f bureaucracy could be observed in the sense that, if it 
was elim inated at some place, in one particular form, it reappeared  at ano ther 
place in some o ther form. T he bureaucracy ruled the socialist economy, both  in 
its classical and reform ed forms. This perm anen t restoration o f bureaucratic 
control is to a large ex ten t explained by certain strong incentives o f the 
bureaucrats. O ne is, o f  course, all the m aterial advantage associated with 
bureaucratic positions, nam ely hnancial benefits, privileges and access to goods 
and services in short supply. Even m ore im portant is the attraction o f power. 
And h ere  we arrive at a highly political issue again. T h e  relative shares o f the 
role played by bureaucratic and m arket coordination are  not simply a m atter of 
finding the most efficient division o f labor between two neutral mechanisms. 
Allowing the genuine functioning of the m arket m eans the voluntary su rren d er 
of an im portan t p art o f the power o f the bureaucracy.

T h e  most im portan t consequences o f this situation were the limits im posed 
on the  reform ability of the state-owned sector by the systemic tendency of 
self-reproduction o f the bureaucracy. We m ight be able to appreciate this point 
m ore clearly by considering the question o f the constituency for reform.

O n one hand, in the case of the private sector, this constituency was large 
and well-defined. I t consisted of all citizens o f a socialist country who chose to 
or at least would have liked to have the option to work in the private sector, as 
en trep ren eu rs  o r as employees.

O n the o ther hand , nobody would have been an unqualified w inner in the 
far-reaching decentralization of the state-owned sector. Every person involved 
in the  state-owned sector would have gained as well as lost as a result of 
decentralization. Each m em ber of the bureaucratic apparatus m ight have gained 
autonom y vis-a-vis his superiors, b u t a t the same time might have lost power 
over his subordinates. A reduction in paternalism  and a concom itant harden ing  
o f the  budget constra in t15 would have entitled advantages as well as disadvan-

l5The terms “soft” and “hard budget constraint” are discussed in the author’s works (1980, 1986b). 
Basically, the notion of a hard budget constraint is a synonym of full financial self-reliance of the 
firm and a real threat of bankruptcy in the case of insolvency. The notion of a soft budget 
constraint refers to a situation where the state bureaucracy assists the state-owned firm in a variety 
of ways, through subsidies, tax exemptions, soft credits, negotiable administrative prices, and so on 
and where the firm is protected from financial failure. Thus survival and growth of the firm 
depends more on its relation to the bureaucracy than on success on the market.
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tages for the m anagers as well as for the workers o f a state-owned firm. They 
would have gained in autonom y, but at the same time lost in protection. Every 
individual working in the state-owned sector had schizophrenic feelings with 
respect to the soft budget constraint, paternalism , and  protection. W hile high 
taxes were disliked, subsidies (even if the firm was not receiving them ) might 
have com e in handy in the future, and  could therefore not be opposed quite as 
firmly. Shortages, while they inconvenienced the firm  as a buyer, suited it as a 
seller.

T hus it tu rned  ou t that neither the bureaucrats, nor the m anagers, nor 
indeed the workers were enthusiastic adherents o f com petition o r o f the 
m arketization of the state-owned sector. Some enlightened governm ent officials 
and intellectuals may have come to the conclusion tha t a hardening  o f the 
budget constraint and  a decrease in paternalism  was needed  so as to im prove 
the perform ance o f the economy. However, there were no strikes o r street 
dem onstrations in favor o f increasing economic efficiency at the expense of 
state protection. T h ere  did not exist a grass-roots m ovem ent for the decen tral­
ization o f the state-owned sector.

Since on the one hand  there was a strong inducem ent to m aintain the 
bureaucratic positions, and on the o ther hand  there  was no unam biguous 
constituency against their m aintenance, the final result was the perm anen t 
reproduction of bureaucratic coordination.

Strong and Weak Linkages: The Weakness of Market Socialism

Let us now approach  the them e o f this p ap er from  a somewhat m ore 
general po int of view. Two strong linkages exist between the ownership form 
and the coordination m echanism .16 T hus, classical, pre-reform  socialist 
economies combine state ownership with bureaucratic coordination and classi­
cal capitalist economies combine private ownership with m arket coordination. 
These two simple cases m ight be looked upon  as historical benchm ark models.

By contrast, we can observe that in the reform  socialist economies, the 
private sector, while mainly controlled by the m arket, was also subject to 
bureaucratic control. Yet this attem pt to impose bureaucratic control on private 
activities does not and  cannot work smoothly due to the basic incongruity of 
this pair. In  addition, th ere  exist other, generally also inconsistent, attem pts to 
coordinate the state-owned sector via m arket coordination. This idea was the 
center o f the b lueprin t o f m arket socialism. However, it tu rn ed  out not to be 
possible to decrease the dom inant influence of the bureaucracy.

l6The train of thought of this section was influenced by the literature on the theory of property 
rights in general—see, for instance, A. A. Alchian and H. Demsetz (1973), H. Demsetz (1967), E. G. 
Furubotn and S. Pejovich (1974)—and especially by those writings that discuss the question of 
property rights as regards the socialist system. Among the latter 1 would like to single out the 
classical work by L. von Mises (1935), as well as among the more recent works D. Lavoie (1985), 
and G. Schroeder (1988).
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T o  sum up: the relationships between the latter two pairs, namely the 
relationship betw een state ow nership and m arket coordination, and  between 
private ownership and  bureaucratic coordination can be characterized as weak 
linkages.

T h e  notion o f  “strong” and  “ weak” linkages does not imply a value 
judgem en t, bu t is purely descriptive. In accordance with the general philoso­
phy o f  the paper, a linkage between an ow nership form  and  a type of 
coordination is strong  if it em erges spontaneously and prevails in spite of 
resistance and counterm easures. It is based on a natural affinity and cohesion 
betw een certain types of ow nership and certain  types of coordination m echa­
nisms. T he adjective “weak” refers to linkages that are to some ex ten t artificial 
and  n o t sufficiently strong to resist the im pact o f the stronger linkage. Weak 
linkages are pushed  aside by the strong ones tim e and again, w hether intellec­
tual and  political leaders like it or n o t.17

T h e  observation that the linkage between state ownership and  m arket is 
weak should be seriously taken into account in the ongoing debate on w hether 
it is possible to find a “ third way” between old-style Stalinist, classical socialism 
and  contem porary  capitalism .18 T h ere  is a large num ber o f visions of such a 
th ird  way, m arket socialism being ju s t one o f this vast array  o f blueprints and 
system engineering proposals. It is an appealing ideology in the eyes o f people 
who attach intrinsic value to the abolition o f private p roperty  mainly on 
political and m oral grounds, bu t who at the same time recognize the ineffi­
ciency of bureaucratic coordination. This p ap e r does not argue against the 
desirability of a m arket socialist system, bu t is concerned with its feasibility. 
In d eed , its weakness and inner inconsistency is sufficient reason to reject this 
idea.

The Weakness of Other “Third Forms”

Aside from  m arket socialism, o ther th ird  way doctrines abound in socialist 
(and  formerly socialist) countries. W ithout aim ing at a com plete classification, 
the following characteristics can be observed.

As for ow nership, many adheren ts o f th ird  way ideologies are attracted to 
configurations o f p roperty  rights that exclude both strict state ownership and 
conventional private ownership. Various “ th ird  forms” are advocated: coopera­
tive ownership, com m unes, labor m anagem ent, and so on.

l7There are many other combinations of state and private ownership, and of market and bureau­
cratic coordination worth considering. For example, if the private sector of an economy is strong 
and stable, a certain segment of the economy can be state-owned and can be forced to operate 
according to the rules of the market.
l8Some politicians and scholars advocate a “third way” in the political sphere, different both from 
the Stalinist classical socialist political structure and from Western-type parliamentary democracy. 
According to the objectives of the paper, the discussion here is limited to third way ideas 
concerning the economic sphere.
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As for coordination mechanisms, again the emphasis is on the negative 
element: exclusion of both bureaucratic control and the m arket. Let us in tro ­
duce as a convenient shorthand  for all these “ th ird ” coordination mechanisms 
the term  associative coordination, which includes various patterns of coordination 
based on self-governance, free association, reciprocity, altruism , and m utual 
voluntary adjustm ent.

T he early literature on socialism is rich in proposals suggesting tha t a 
socialist society should be based on cooperative ownership, and  on non-m arket, 
non-bureaucratic associative coordination. In referring to this tradition  of 
thought M arx coined the somewhat derogatory  term  “Utopian Socialism.” 
Early representatives of this line of th inking have been P roudhon, Fourier (to 
some extent), Owen, and others.

T he m ore recent literature does no t always couple genuine cooperatives 
and labor m anagem ent with associative coordination. Some authors place the 
emphasis on  cooperatives and  labor m anagem ent, others on associative coordi­
nation, while in some cases the two are  considered together. O f course, 
cooperative ownership can be linked not only to associative coordination b u t to 
the m arket as well. Ideas o f this kind frequently came up  in the reform  
discussions in socialist countries. For exam ple, Yugoslavia experim ented with a 
coupling o f labor m anagem ent with both  m arket and “associative” coord ina­
tion. Large segm ents of the economy were coordinated in the usual way by the 
m arket m echanism . At the same time, so-called “social com pacts” were a r­
ranged to establish direct contacts between the representatives of p roducers 
and of consum ers; they were expected to m ake m utual adjustm ents voluntarily. 
While the official policy alternated  in the em phasis given to the m arket and 
associative coordination, in fact bureaucratic coordination prevailed all the 
time, and was in a latent fashion the dom inan t force.

T he Chinese cultural revolution may be looked upon as ano th er attem pt to 
smash the bureaucracy and to proceed to a non-bureaucratic socialism w ithout 
the in troduction o f m arket elements. But neither the Yugoslav nor the Chinese 
experim ent lead to conclusive results. In  both  cases the changes were forced 
upon society by the political leadership. A lthough at the beginning the initiative 
from the top had  enthusiastic support am ong at least a part o f  the population, 
it was subsequently institutionalized and forced through w ithout countenancing 
any deviation from  the central party line. T herefore, the fact that som ething 
resem bling cooperative ownership and labor m anagem ent was and still is the 
dom inant ow nership form in Yugoslavia o r that the rhetoric o f Mao’s C ultural 
Revolution reasserted principles similar to associative coordination does not 
allow us to reach any conclusions concerning the true strength o f these forms.

Let us apply instead the criterion proposed  previously and look at w hether 
cooperative ow nership and associative coordination grow spontaneously and 
naturally d u rin g  the reform  process. This question is m eaningful, because the 
establishm ent o f genuine voluntary cooperatives, voluntary adjustm ents, and 
other forms o f associative coordination are  not prohibited in these countries.
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Small cooperatives are far b e tte r tolerated th an  m ore ou trigh t private economic 
activities. And altruism  and  non-comm ercialized reciprocity are of course legal 
in any system. However, we can observe that, while th ird  forms (cooperatives, 
labor m anagem ent and associative coordination) existed even at the peak o f 
bureaucratic centralization, these forms did no t experience a spectacular grow th 
after the com m and system had  been abolished. W hen forms o ther than cen tral­
ized state-ow nership were perm itted , private ownership gained g round rapidly. 
While the elim ination o f d irect bureaucratic control left a m om entary vacuum , 
this vacuum  was filled mainly by indirect bureaucratic control, as well as by 
some form  of m arket coordination. C ooperative ownership, labor m anagem ent 
and associative coordination played an auxiliary role at m ost.19

Let us sum  up  our argum ents concerning the strengths or weaknesses o f 
the forms o f social organization. State ow nership and private ownership are 
both robust, while the various third forms o f ownership have relatively few 
followers. Similarly, while bureaucratic and  m arket coordination both are 
widely applied, associative coordination operates only in a ra ther restricted 
area. T h ere  is an  affinity between state ow nership and m arket coordination; 
and between private ow nership and m arket coordination; all o ther potential 
linkages between forms o f ownership and  form s of coordination are weak, and  
tend to be overridden  by the two strong linkages.

W ith view to the discussions about transform ation now going on in socialist 
and form erly socialist countries, it m ust be adm itted that the observations 
concerning the weakness o f third forms are  draw n from  a small sam ple 
observed over a b rief period. Perhaps 20 o r 30 years from  now, researchers 
m ight be able to observe tha t this tendency was stopped and that history took 
an alternative route. History is unpredictable. But as long as no contrary  
evidence is p rovided by experience, it is w orth keeping in m ind these prelim i­
nary observations concerning the strength  and  weakness o f the alternative 
ow nership form s and  coordination m echanisms and linkages between them .

It is fully understandab le that various social groups and intellectual c u r­
rents advocate a wider role o f third forms. These efforts may have beneficial 
effects, bu t it would be intellectually dishonest to hide the evidence concerning 
the weakness o f th ird  forms.

About Normative Implications

No search for th ird  forms of ow nership and coordination m echanism  
allows one to evade the real tough choices. We really have to decide what the 
relative im portance o f the two robust forms o f ow nership— state versus private

l9Third ownership forms and associative coordination are associated in many writings with certain 
political ideas such as administrative decentralization of government activities, the increased role of 
local governments, participatory democracy and self-governance, corporative ideas of various sorts 
and so on. Again, the discussion of these aspects is beyond the limits of the present paper.
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— should be. Closely related to this will be the choice concerning the relative 
shares o f the two robust coordination mechanisms, that is, bureaucratic versus 
m arket coordination.

We are not faced with an “either-or” type o f binary choice between 
m utually exclusive forms: either state ownership cum  bureaucratic coordina­
tion, o r private ownership cum  m arket coordination. T he ideas presented in 
the paper, however, entail the following:

First, state and  private ow nership can coexist within the sam e society. Yet 
in the political, social and ideological environm ent o f reform  socialist countries 
this is an uneasy symbiosis, loaded with many grave dysfunctional features.

Second, the decision concerning the actual shares of state and private 
ownership, and the associated decision concerning the com bination o f bureau­
cratic and m arket coordination are both d ependen t on the ultim ate value 
judgem en ts of those participating in the choice. T h e  present p ap e r does not 
com m ent on these value judgem ents, nor on the political and  ethical criteria 
underly ing the choice. It offers some conditional predictions based on the 
conjectures about the strengths and  weaknesses o f various possible linkages 
betw een ownership and  coordination mechanisms. History warns us not to 
have illusions and false expectations. Once one arrives at a large share for state 
ow nership, one gets a “ package deal” that inevitably contains a large dose of 
bureaucratic coordination. A nother w arning is also needed: if one really wants 
a larger share for m arket coordination, one m ust ipso facto accept a larger share 
for private ownership and for individual activities. But a desired coordination 
m echanism  (say m arket) does not com e about w ithout a significant backing of 
the appropriate  ow nership form  (private ownership). Likewise, one cannot get 
the desired ownership form (say public) without getting its associated form of 
coordination (bureaucratic coordination). Such has been the Realpolitik of 
reform s.

T h e  usual slogans dom inating the published economic literature in the 
reform  countries dem anding  state-ow nership cum m arket entailed a m isunder­
standing or engendered  naive, false hopes for a th ird  way tha t are clearly 
disproved by the b itter track record  o f experim entation with half-reforms. But 
then , m ust these countries tread the painful path o f gradual disenchantm ent? 
Is it really hopeless to expect that the latecomers to the reform  process might 
learn  from  the disappointm ents o f the pioneers in reform ?

T hird , those who sincerely w ant a larger role for the m arket, m ust allow 
m ore room  for fully legal private activities, for free entry and  for exit, for 
com petition, for individual en trep reneursh ip  and  for private property . T he 
au th o r is strongly in favor of this course of action.20 Only a radical extension of 
the private sector creates favorable conditions for the m arketization of the 
whole economy, including m ore effective m arket signals and m ore powerful 
profit incentives for state-owned firms. Movement in that direction, namely in

20For more details concerning my policy proposals see Kornai (1990).
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the direction of the extension o f the private sector, is the most im portant 
yardstick of economic transform ation.

■ A n earlier version o f the paper was presented at the Round-Table Conference on 
“Market Forces in Planned Economies” organized jointly by the International Economic 
Association and the USSR Academy o f Sciences in Moscow, March 28-30 , 1989, and 
will be included in the forthcoming conference volume.

I  should like to express my thanks to the participants o f the Round-Table and to the 
editors o f this journal, Carl Shapiro, Joseph Stiglitz and Timothy Taylor for their 
valuable comments. I  am especially grateful to my closest collaborators, Mária Kovács 
and Carla Krüger for their devoted help in the revision o f the paper. The paper is a 
by-product o f my ongoing research on the political economy o f socialism, supported by the 
Hungarian Academy o f Sciences, Harvard University, the Sloan Foundation and 
WIDER, the World Institute for Development Economic Research; the help o f these
institutions is gratefully acknowledged.
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